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Today’s Objectives
Today’s program is designed to help you better understand:
Objective 1
Objective 2

Objective 3

What is I.R.S. Code Section 1031
An explanation of the basic applicability and benefits of 1031 Exchanges.
1031 Exchange Process Revealed
A review of the qualifications, requirements, and restrictions pertaining
to 1031 Exchanges, including time for identification, time for
replacement, investment intent and holding periods, property value
requirements, cash out and boot, “like-kind” property, rules of
identification, taxpayers and disregarded entities, and selecting a
Qualified Intermediary.
Tax Strategies
A review of the benefits of 1031 Exchanges including tax deferral for the
taxpayer, and client development and retention for the Real Estate
Professional.
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Internal Revenue Code Section 1031
“No gain or loss shall be recognized on the exchange of property held for productive use in
a trade or business or for investment if such property is exchanged solely for property of
like-kind which is to be held either for productive use in a trade or business or for
investment.”

§1031

DEFERS
taxes

§1031 is
NOT a
tax-free
transaction

If the sale of investment property would have a capital gains tax consequence, the investor
can defer the capital gains tax by reinvesting the proceeds in another investment property;
in this event, the sales contract should include exchange cooperation language.
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What is a 1031 Exchange?
•

IRS authorized tax savings technique that allows investors to
defer capital gains taxes indefinitely

•

Non-taxable sale of investment or income property

•

Allows investors to leverage new investment property using the
tax dollars owed to the IRS

•

A Qualified Intermediary must assist the closings
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Exchange Myths
Exchangers have to find someone with property who will
swap property with them.
Exchangers have to complete the exchange in one
simultaneous transaction.
Exchanges are expensive, difficult, and only for large
property owners.
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Exchange Myths
Exchangers will be audited if they exchange property
instead of selling it.
Exchangers who live on part of their property cannot do
an exchange.
Exchangers do not need to hire an intermediary. They can
simply have their attorney hold the exchange funds until
the replacement property is purchased.

-6www.ipx1031.com

Qualified Intermediary (QI)
The use of a Qualified Intermediary is essential to completing a valid delayed
exchange. The Qualified Intermediary performs several vital functions in an
exchange.

Acts as a Principal

The IRS stipulates that a reciprocal trade or actual exchange must take place in each IRC
§1031 transaction. This means the Exchangers must assign to a Qualified Intermediary:
1.

their interest as seller of the relinquished property, and

2. their interest as buyer of the replacement property. The Qualified Intermediary
should be an Independent Party (not DISQUALIFIED) to the transaction.

The use of a Qualified Intermediary allows for “DIRECT DEEDING” of the properties
involved in the exchange. This is only allowed with the use of a Qualified Intermediary.
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Qualified Intermediary (cont.)
Holds Exchange Proceeds

If the Exchanger actually or constructively receives any of the proceeds from the sale of
the relinquished property, those proceeds will be taxable as boot.

Prepares Legal Documentation

Several legal documents are necessary in order to properly complete an exchange. The
Qualified Intermediary will prepare an Exchange Agreement, two Assignment
Agreements, and Exchange closing instructions for each closer.

Provides Consultation and Quality Service

Although the process is relatively simple, the rules are complicated and filled with
potential pitfalls.
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Why 1031
#1 Diversification

SELL
one

BUY
multiple
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Why 1031
#2 Consolidation

SELL
multiple

BUY
one

Property that is easier to manage – i.e. apartment
complex, commercial strip center, DST, TIC, etc.
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Why 1031
#3 Move Markets

BUY

SELL
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Why 1031
#4 Estate Planning

SELL
one

BUYS One
Each Heir
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More Reasons to Exchange
Cash flow

Sell vacant land; acquire improved property to generate cash flow.

Depreciation

Exchange from fully depreciated property to a higher value property – the
additional value can be depreciated.

Appreciation

Dispose of property in a slow market area and acquire property in a hot
market area.

Conversion

Acquire property suitable for future conversion to primary residence or
vacation home.

Joint Ownership
Problems

Acquire separate properties so that co-owners can separate interests.

Reduce Management Acquire management-free property.
Burdens
Estate Planning

Dispose of one property and acquire several properties (example: distribute
one replacement property to each family member).

Use in Profession

For example, a doctor sells a rental house and acquires a medical building to
support the practice.
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Tax Deferred Exchange Terminology
Tax Deferred Exchange terminology may be confusing to those who are unfamiliar with 1031
transactions. The following are some of the typical exchange terms and phrases along with
their interpretation.
Exchanger

The property owner(s) seeking to defer capital gain tax by utilizing a Section
1031 exchange. (The Internal Revenue Code uses the term “Taxpayer.”)

Basis

Original cost plus improvements, minus depreciation taken.

Taxable Gain

Selling price minus Basis.

Boot

Fair Market Value of non-qualified property (i.e., property that is not of “likekind”) received in an exchange. (Examples: cash, notes, seller financing,
furniture, supplies, reduction in debt obligations)

Constructive
Receipt

Control of proceeds by an Exchanger (even though funds may not directly
in the Exchanger’s possession).
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Tax Deferred Exchange Terminology
Like Kind Property

This term refers to the nature or character of the property, and not its grade or
quality. Generally, real property is “like kind” as to all other real property, as
long as the Exchanger’s intent is to hold the properties as an investment or for
productive use in a trade or business. The “like kind” rules for personal
property, however, are more restrictive.

Qualified
Intermediary

The entity that facilitates the exchange for the Exchanger. The term
“facilitator” or “accommodator” is also commonly used, although the Treasury
Regulations specify the term “Qualified Intermediary.”

Relinquished
Property

The property “sold” by the Exchanger. This is also sometimes referred to as
the “exchange” property or the “down-leg” property.

Replacement
Property

The property acquired by the Exchanger. This is sometimes referred to as the
“acquisition” property or the “up-leg” property.
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Tax Update
Higher
Capital
Gains Tax

New 3.8%
Healthcare
Tax

Depreciation
Recapture
Tax

State Taxes
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Higher Capital Gains Tax
Higher
Capital
Gains Tax

Single investors exceeding the $400,000 income
threshold and married couples exceeding the $450,000
income threshold now pay the new 20% capital gains tax
rate.
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3.8% Healthcare Tax
New 3.8%
Healthcare
Tax

The Healthcare and Education Reconciliation Act added a
new 3.8% Medicare surtax on “net investment income.”
•
•

Applies to individual earning over $200,000 and
married couples earning over $250,000
Net interest income includes: dividends, capital
gains, retirement income and income from
partnerships.
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Depreciation Recapture Tax
Depreciation
Recapture
Tax

Depreciation is a way to obtain a tax deduction by
spreading the cost of the real estate over period of
time.
As a result, depreciation reduces the properties
adjusted cost basis.
Upon sale, the part of the gain that is related to
depreciation will be taxed at the rate of 25%.
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State Taxes
Certain states, such as California, have a 13.3% top tax rate
State Taxes

0%
9.9%
13.3% 0%

9.9%
0% 0%

8.8%
0%

0%

5.8%
7.0%

0%
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Run The Numbers
§1031 permits deferral of ALL:
•
•
•

Capital Gains Taxes of (15% / 20% Federal and ____% State)
Depreciation Recapture (25% Federal)
Medicare Surtax (3.8%)
Example: Selling $1,000,000 property that has no debt and has been fully depreciated. Using an
assumption of a 25% combined taxes between capital gains and depreciation recapture.
Purchasing replacement properties with a 75% LTV ratio.

Sale

Exchange

$1,000,000

$1,000,000

Capital Gain Tax

$250,000

-0-

Equity to Reinvest

$750,000

$1,000,000

$3,000,000

$4,000,000

Net Equity

Proposed Acquisition
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What is Like-Kind Property?
In an IRC §1031 real property exchange, you can exchange real property for any
other real property in the United States or its possessions, if said property is held for
productive use in a trade or business or for investment purposes.

Retail

% Interest
as a TIC
Commercial

Apartments
Single
Family

Raw Land

Industrial
Property
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“Like-Kind” Property Defined
“Like-kind” property refers to the “nature or
character” of the property, not the use or grade. It
does not mean same.
Held for “investment” or for “productive use” in a
trade or business

In a nutshell, . . . You do not live in it!
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Like-Kind Property (cont.)
With the proper intent, the following are examples of like-kind real
property exchanges:
Residential for commercial
Commercial for industrial
Single family for multi-family
Non-income vacant land for income producing
Swamp land for Bank building
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Other Qualifying Real Property
REAL PROPERTY: Less than fee interests that qualify for exchanges:
1. Leases with at least 30 years remaining, including renewal options.
2. Cell phone towers, easements
3. A undivided interest in one property for an undivided or 100% interest in
another property. (i.e.. Tenants in Common, where each
has an equal right to possess the whole.)
4. Remainder interest in real property.
5. Timber rights, Riparian rights, Mineral Rights, Air Rights, & Development
Rights*
* Whether these rights are treated as real estate and qualify for a real property exchange or

are considered personal property is determined by the state law where the property is located.
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Non-Qualifying Property
IRC §1031 shall not apply to any exchange of:
Cash and Notes
Primary Residence
Dealer Property - held primarily for sale (i.e. property held by a
developer, “flipper”)
Securities, REIT Shares
Stocks & Bonds
Interests in a partnership
Goodwill of one business for goodwill of another business
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Length of Ownership
How long do I need to own something before I can do a 1031 Exchange?
•

1989-U.S. House of Representatives passed a one-year holding requirement
before and after exchanging a property. This did not reach the final version of
the Revenue Reconciliation Act of 1989.

•

Nonetheless, prudent to hold a property in use for at least one year (long term
gain). A taxpayer might note that Congress did include in the Act a two-year
holding period of any property received in a “related party” exchange.

•

The more conservative professionals and commentators speculate that this
two-year hold might be a more appropriate holding period.
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What about Personal Property?
You can also do a tax deferred exchange of PERSONAL PROPERTY, so
long as both the relinquished property and replacement property are
(a) of like-kind and (b) held for productive use in a trade or business or
for investment purposes.
Personal property refers to all property, both tangible and intangible,
that is not considered real property.
The like-kind requirement for personal property exchanges is more
exact than for real property exchanges; the relinquished and the
replacement properties must be either of like-kind or of “likeclass.”
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IRC §1031 Time Requirements
In a delayed exchange the replacement property must be designated within
45 days of the closing of the relinquished property and close by the end
of the 180th day or by the due date of the taxpayer’s tax return whichever
comes first.
 45-Day Rule: The Exchanger must identify the potential replacement property or
properties within the first 45 days of the 180-day Exchange Period.
 180-Day Rule: The Exchanger must acquire the replacement property or properties
within the earlier of (a) 180 days, or (b) the date the Exchanger must file the tax return
(including extensions) for the year of the transfer of the relinquished property.
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IDENTIFICATION RULES
(45/180 Day Rule)
The maximum number of replacement properties is either or:
1. Three Property Rule:
Up to three properties of any value or,

2.

200% Rule:
Any number of properties as long as the total fair market value
does not exceed 200% of the value of the relinquished property.
95% Exception: If the Exchanger identifies properties in excess

200%, then the Exchanger must acquire at least 95% of the
value of all properties identified.
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Procedures for Property Identification


Must be delivered to a party to the exchange that is not a
disqualified party (e.g., the Qualified Intermediary) on or
before the 45th day



Must be in writing and signed by the Exchanger



Must be “unambiguous” (site specific)
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Balancing Act
How to
Balance the
Exchange
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Basic 1031 Rules
In order to obtain a deferral of the entire capital gain tax the
Exchanger must:
1. Purchase property of EQUAL OR GREATER value.
2. Reinvest ALL of the net proceeds from the relinquished property.
3. Obtain EQUAL OR GREATER financing on the replacement property
than was paid off on the relinquished property. Replacement
property debt can be offset with cash put into the exchange.
4. Receive nothing in the exchange but like-kind property.
To the extent the Exchanger fails to observe these rules they will be
subject to capital gain tax.

- 33 www.ipx1031.com

What is Boot?
Expenses or funds that are taxable
The purpose of balancing the exchange is to avoid “boot”
Any non like-kind property received in an exchange
•

Cash, installment note, debt relief or personal property

However, a Partially tax deferred exchange is valid
•

Where exchanger receives like-kind property and boot
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Balanced 1031 Exchange

Relinquished
Property - Sale

Replacement
Property - Buy

Sales Price

$ 450,000

$ 600,000

Equity

$ 200,000

$ 200,000

Mortgage

$ 250,000

$ 400,000

* As long as each area is of equal or greater – 100% tax deferral.
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Cash “Boot”
Exchanger takes cash . . .
Relinquished
Property - Sale

Replacement
Property - Buy

Sales Price

$ 450,000

$ 600,000

Equity

$ 200,000

$ 150,000

Mortgage

$ 250,000

$ 450,000

Cash boot
$50,000

*Exchanger will recognize $50,000 taxable Cash Boot
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Mortgage Boot
Exchanger buys down in value. . .
Relinquished
Property - Sale

Replacement
Property - Buy

Sales Price

$ 450,000

$ 350,000

Equity

$ 200,000

$ 200,000

Mortgage

$ 250,000

$ 150,000

Mortgage boot
$100,000

*Exchanger will recognize $100,000 taxable Mortgage Boot
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Capital Gains Tax 2015
$ 450,000
Appreciation
$ 250,000

....

Time Line . . . .

Depreciation
$ 150,000
Federal Tax
Appreciation
$ 200,000
x 20%
$40,000

*If State
Tax Rate

Federal Tax
Depreciation

+

$100,000
X 25%
$25,000

$ 200,000

+

$200,000+$100,000
x 6% (Avg.)
$18,000*

$ 100,000
EST. TOTAL
TAX DUE (**+3.8%)

=

$65,000
(*83,000)
- 38 -
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The Delayed Exchange Process
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Exchange Contract Cooperation Clauses
To provide the other party to the transaction with notice of the exchange the
Exchanger should have an exchange cooperation clause in the purchase and sale
agreement for both the relinquished and replacement properties:

Relinquished Property
Buyer hereby acknowledges that it is the intent of the Seller to complete a tax deferred
exchange under IRC Section 1031 which will not delay the close of the purchase transaction
or cause additional expense to the Buyer. The Seller’s rights under the purchase and sale
agreement may be assigned to a Qualified Intermediary of the Seller’s choice for the purpose
of completing such an exchange. Buyer agrees to cooperate with the Seller and the
Qualified Intermediary in a manner necessary to complete the exchange.
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Costs That May Create Boot
Loan Fees, points and mortgage interest
PMI – property mortgage insurance, all are considered costs to obtain a new
loan. Seen as expenditures for benefits other than acquiring RPL property.
Security deposits & Prorated rents
Prorated Property Taxes or delinquent taxes
Utilities
Association Dues
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Closing Costs
Payment of following non-recurring costs should not create
taxable boot:
Real Estate Commissions
Title Insurance
Escrow/Closing Agent Fees
Recording Fees

Intermediary Fees
Documentary Transfer Taxes
Direct Legal Fees
Agreed Property Inspections

Rev. Rul 72-456 & Treas. Reg. §1.1031(k) deal with tax treatment of closing
costs. 72-456 deals specifically with broker commissions – however it is
considered a guideline for other closing costs.
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Dealer Property
Dealer Property is defined as real property held for sale in the ordinary
course of a trade or business.
Such property does not meet the test of property “held for investment or
used in a trade or business”
Gain from the disposition of such property is generally taxed as ordinary
income. IRC § § 1221(a)(1)-(2); Margolis v. Commissioner (9th Cir 1964) 337
F2nd 1001
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Qualified Purpose Test
“Held for use in Trade or Business or for Investment”
1. Not Held for Sale
•
•

Inventory
Other instances of “Held for Sale”

2. Not Held for Personal Use
•
•

Residences
Second Homes

3. Test is at time of Exchange
4. Holding Period
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Property Held for Sale
Property Held for Sale Does Not Qualify for an Exchange
There are a number of factors, including the Exchanger’s intent at the time of the
exchange, that are considered in determining whether a property is held for sale and
therefore does not qualify for an exchange:
1.

Frequency, number, and extent of real estate transactions entered into by Exchanger
with respect to other properties owned by Exchanger.

2.

Development activity on Exchanger’s property
● Subdividing ● Grading ● Rezoning ● Adding streets
● Extent of improvements to the property

3.

Nature and extent of the efforts by the Exchanger to sell the property:
● Use of advertising
● Sales personnel employed ● Use of a business office
● Extent of Exchanger’s control to handle sales over sales activities
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Combining Personal Property/RE Exchanges
Hotels/Restaurants
Often 2-3 exchanges involved:
• Real Property Exchange
• Equipment (hotel, restaurant) – Personal Property
• Franchise Exchange – Personal Property
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Foreign Property & 1031
Prior to 1989 Exchangers could exchange US property for foreign
investment property.

After the Revenue Reconciliation Act of 1989, IRC §1031 was amended
such that US property was not like-kind to foreign property. Treas. Reg.
§1.1031(h)

Foreign Property, however, is like-kind to foreign property.
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Coordinating FIRPTA Rules with 1031 Exchanges
Foreign Investment Real Property Tax Act of 1980
• What is FIRPTA and how does it affect Foreign Investors?
• IRS requires a ten percent (10%) withholding on the amount realized (usually sales
price)
• Withholding submitted within 20 days of transfer. (This is usually handled by the
closing agent.)
• Withholding certificate require for 1031 exchange to avoid withholding – must be
approved by IRS
• Have a resource team in place, Attorney or CPA, (if client does not already have
one) and the Qualified Intermediary familiar with the intricacies of the FIRPTA
rules.
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Safe Harbor Restrictions
To qualify as a Safe Harbor against actual or constructive receipt of the exchange
funds, the Exchange Agreement must limit the Exchanger’s right to receive, pledge,
borrow, or otherwise receive the benefit of money or other property except:
1. After the 45-day Identification Period, if no Replacement property was identified;
OR
2. If Exchanger has identified replacement property; then after receipt of all replacement
property to which Exchanger is entitled under;
OR
3. If Exchanger has identified replacement property; then upon or after the occurrence
of a material and substantial contingency that
(a) relates to the exchange,
(b) is provided for in writing and (c) is beyond the control of Exchanger and of any
disqualified party, other than the party obligated to transfer replacement property to
Exchanger;
OR
4. After the end of the 180-day Exchange Period.
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IRC §121 Primary Residence Exclusion
Exclude up to $250K ($500K for
certain joint returns) gain realized on
the sale or exchange of property if:
• The property was owned and used as
the taxpayer's principal residence for
at least 2 years during the 5-year
period ending on the date of the sale
or exchange.
• A pro-ration of the exclusion can be
received by the taxpayer in less than 2
years if they can prove hardship or
unforeseen circumstances (must
consult with their tax advisor).
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Vacation Homes & Conversions
Rev. Proc. 2008-16:
Safe Harbor for
Exchanges of Vacation
Homes And
Conversions to/from
Personal Residences.

Safe harbor is effective
for exchanges occurring
on or after March 10,
2008.
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Buying/Selling a Vacation Home with §1031
How does the Taxpayer meet Safe Harbor for a
Vacation Rental Conversion?
Rent it Out. The property must be rented to an
unrelated party for 14 days or more for 2 years prior
to the exchange.
Limit Taxpayer Use. Taxpayer’s personal use in each
of those years must not exceed the greater of 14
days or 10% of the time it was rented.
Replacement property must meet the same criteria
as outlined above.
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Combining IRC §1031 and §121
IRC §121 permits an exclusion from capital gain realized of $250,000 for a
single person and $500,000 for a married couple on the sale of a home used
as a primary residence for any two of the past five years.
If, however, the residence was acquired as a replacement property in a §1031
Exchange, the Exchanger must have held the property for a total of FIVE years
before it qualifies for the §121 exclusion when it is sold. (HR 4520 October 22,

2004).

Limitation on use of §121 – If property purchased as 1031 must own for 5 years to use
prim res exclusion)
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Combining §1031 & §121 Example
•
•
•
•

Bought as residence in 1997 for $200,000
Converted to investment property in 2012
Sells in 2014 for $860,000
If sold under §121 exclusively the taxable
gain would be approximately $100K
Sale price
$860,000
Closing Costs -$ 60,000
§121 Exclusion -$500,000
Basis
-$200,000
Taxable gain $100,000

• Since the property was used as investment
for the last 2 years, it qualifies §1031
• Since the property was occupied for 2 out
of the last 5 years, it qualifies §121
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Combining §1031 & §121 Example
By combining a §1031 and §121:
Sale price
$860,000
Closing Costs -$ 60,000
§121 Exclusion -$500,000
Left to §1031 $300,000

•

Taxpayers put $500,000 tax free cash in
their pocket at closing and purchase
$300,000 of like-kind replacement
properties within 180 days using IPX1031®
as their Qualified Intermediary.

•

Taxpayers eliminate $500,000 of taxable
gain under §121 and defer the depreciation
recapture and excess gain under §1031.
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1031 & Primary Residences
Using IRC §1031 to Buy a Primary Residence
“Property Conversion Strategy”
•Sell your rental property and use §1031 to buy
your dream home
•Buy the dream home as a rental (property must be
held for productive use in a trade or business or for
investment)
•Rent it out for 2 years (Taxpayer must consult with
tax advisor to determine how long they should hold
before moving into as a principal residence)
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Combining §1031 & §121
• Now possible under Rev. Proc. 2005-14
to both exclude capital gains under §121
and defer capital gains in an exchange
under §1031
• Property’s last use must have been as
investment to qualify §1031
• Must have been occupied for 2 out of
last 5 years as principal residence
• Can take up to $250K or $500K tax free
under §121
• Exchange the rest into a like-kind
business or investment property for
equal or greater value under §1031, tax
deferred
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Residential vs. Investment Property
Sale of Primary Residence:
• $250,000 / $500,000 exclusion
• Must live in home 2 of previous 5 years
• May use every 2 years

Sale of Investment or Income Producing Property:
• Capital Gains Tax Rates:

Appreciation 20% (+3.8%)

Depreciation Recapture 25%
• Holding period for long term gain is 12 months
• Less than 12 months is taxed as ordinary income
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§1031 & §121 Split Treatment
Sale of a Fourplex
•
•

3 units rented
1 unit primary residence

§1031 = 3/4
§121 = 1/4

§1031

§1031

§1031

§121

primary
residence
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Tax Court Decision Confirms Need for QI
Crandall vs. Commissioner of Internal Revenue
No QI
No Exchange Agreement
Court held that the taxpayers had constructive receipt of the proceeds and were
required to pay not only capital gains taxes on the sale of the property but also a hefty
accuracy-related penalty.
“it is well established that a taxpayer’s intention to take advantage of tax laws does
not determine the tax consequences of his transactions…Congress enacted strict
provisions under section 1031 with which taxpayers must comply.”
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Continuity of Ownership - Vesting
With few exceptions in an exchange, title to the Replacement property must be
held in the same manner as title was held on the Relinquished property.

Examples:
Individual Relinquishes

Individual Acquires

Partnership AB Relinquishes

Partnership AB Acquires

ACME, Inc. Relinquishes

ACME, Inc. Acquires

Except in limited circumstances, the same tax identification number should be used on
both the relinquished and replacement phases of the transaction.
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Exchange Vesting Issues
Grantor Trust (e.g. revocable living trust)

Trustee takes title to replacement property as an individual and then transfers
it later to trust. Trust is disregarded for tax purposes.

Death of Exchanger

If Exchanger dies, Exchanger’s estate can complete exchange.

Single Asset Entities

Exchanger who relinquished as an individual can acquire replacement property
in a single-member LLC. This entity is disregarded for tax purposes under
“check the box” rules. (Rev. Proc. 2002-69 Husband and Wife in community
property state – can choose disregarded treatment.)
A corporation merges out of existence in a tax-free reorganization after
disposition of relinquished property, may complete the exchange and acquire
the replacement property as the new corporate entity.

- 62 www.ipx1031.com

Different Exchange Formats
Delayed/Simultaneous
Reverse – (Parking Transactions)
Build-to Suit
Reverse Build-to-Suit

- 63 www.ipx1031.com

What is a Reverse Exchange?
•Opposite of a forward exchange
•Exchanger wants to acquire Replacement Property prior to sale of
Relinquished Property
•When to use
• Relinquished Property falls out of escrow
• Exchanger finds Replacement Property and is ready to close
before
•Because IRC §1031 requires an “exchange” the taxpayer cannot own both the
relinquished and the replacement properties at the same time.
•The reverse exchange involves a third-party “parking” title until the taxpayer
can complete the exchange.
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Reverse Exchange Format
Replacement Property Parked - Step 1
EAT Acquisition

Taxpayer

EAT

45-Day ID Period

Seller

180-Day Total Exchange Period
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Reverse Exchange Format
Sale of Relinquished property/Transfer of
Replacement property to Exchanger- Step 2
Taxpayer
Relinquished
Prop. Deed

Replacement
Prop. Deed &
pay-off of loan

Buyer

45-Day ID Period

EAT

180-Day Total Exchange Period
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Build-to-Suit Exchange
on Tax Payer Owned Property (Rev Proc 2004-51)

Step 1

Buyer
Relinquished Property
Direct Deed

Exchanger

Exchange Agreement
& Assignment

Ca$h

Qualified
Intermediary
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Build-to-Suit Exchange
on Tax Payer Owned Property (Rev Proc 2004-51)

Step 2
Intermediary holds title to
the Replacement Property
while it is being improved
with Exchange Funds.

Qualified
Intermediary
Replacement

Ca$h from

Property to be
Improved

Exchange Account

Seller
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Build-to-Suit Exchange
on Tax Payer Owned Property (Rev Proc 2004-51)

Step 3

Qualified
Intermediary

There can be no more
than 180 days between
steps 1 and 3 in order to
remain within the safe
harbor.

Completed
Replacement
Property

Exchanger
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Rev. Proc. 2002-83: 2002-49 I.R.B.
Related Party Transactions
A taxpayer who transfers relinquished property to a QI in exchange for
replacement property formerly owned by a related party is not entitled
to non-recognition treatment if, as part of the transaction, the related
party receives cash or other non-like-kind property for the replacement
property (cashes out).
Concern is Basis Shifting
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Related Party Exchanges
Who Are Related Parties?
Members of a family:
Brothers & Sisters (whether by whole or half blood)
Spouse
Ancestors
Lineal descendants
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Definition of Related Party
• Defined in §§267(b) and 707(b)(1)
• Include ancestors, descendants, siblings, spouse
and entities that the taxpayer owns more than
50% of (directly or indirectly)
•

If you own 25% of a partnership and your brother
owns 50%; the partnership is related to you

- You own 25% directly and 50% indirectly
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Definition of Related Party (Continued)
• Does not include in-laws, aunts, uncles or
friends
• Be careful in a community property state
(9 - LA, TX, NM, AZ, CA, NV, WA, ID & WI)

- If you own a piece of property and your spouse
has a community property interest in it
• Your conveyance to or receipt from your inlaws will be a related party transaction
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Related Party Exchanges Summary
Buying From a Related Party
What if….
RP is also doing a 1031 exchange?
RP is selling to exchanger using SEC 121?
1031 will fail if related party receives cash
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Related Party Exchanges
•

An individual and a corporation where
more than 50% percent of stock is owned by the individual

•

Two corporations which are members of the same controlled group

•

A corporation and a partnership if the same persons own:
> 50% of the stock of the corporation, and
> 50% of the interest in the partnership

•

A grantor and a fiduciary of any trust

•

A fiduciary of a trust and a fiduciary of another trust, if the same
person is a grantor of both trusts

•

A fiduciary of a trust and a beneficiary of such trust
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Related Party
Who Are Not Related Parties?
In-laws
Aunts and uncles
Nephews and nieces
Friends
Entity owned 50% or less by TP or related party
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Related Party Exchanges – 3 Types
1. Deed Swap
Son

Father

Each must hold for two years
"If a related party exchange is followed shortly thereafter by a disposition of the property, the related
parties have, in effect, 'cashed out' of the investment, and the original exchange should not be accorded
non-recognition treatment." H.R. Rep. No. 247, 101st Cong. 1st Sess. 1340 (1989).
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Related Party Exchanges – 3 Types
2. Selling to a Related Party
Unrelated Third Party

Father

Son

(Exchanger)
Father must hold for two years
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Related Party Exchanges – 3 Types
3. Buying from a Related Party – Exchanging into a
Higher basis Property
Father

Unrelated Third Party

Son

(Exchanger)
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Related Party Exchanges
3. Example of Lower to Higher Basis RP Exchange
(Basis Shift)

Father

(CashingOut &
Paying Little or No
Tax)

Unrelated Third Party

#1

Son

(Exchanger Deferring
Large Gain)

Property #1 Fair Market Value = $300K Adj. Basis = $100K

#2

Property #2 Fair Market Value = $300K Adj. Basis = $200K
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Buying From a Related Party

Exchanger buys a lower basis property from RP?

RP is also doing a 1031 Exchange?

RP is selling to exchanger using §121?
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Form 8824
An exchange is reported on Form 8824, “Like-Kind Exchanges”.
Form requests dates of the exchange transaction, the date the properties
were “identified” and financial information obtained from the
closing/settlement statement.
Have to check the box if related parties.
The IRS revised the form in 2003 to require 45 day identification
information. STRICTER!
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Partnership Issues
COMMON SCENARIOS
1)A partnership owns property and wishes to sell. Some of the
partners want to engage in a 1031 tax deferred exchange upon the
sale and some do not.
2)A partnership owns property and wishes to sell. All of the partners
would like to participate in a 1031 tax deferred exchange, but the
partners want to purchase separately.
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Partnership - Possible Solutions
If most of the partners in the partnership wish to complete the
1031 Exchange together
Distributing an undivided interest.
Purchase of the interest of the retiring partner.
The partnership could sell the relinquished property, distribute a portion of the
proceeds to the partners who wish to cash out and use the remaining
proceeds to purchase the new property.
ISSUE: The partners that are cashing out would receive a special allocation of
the gain from the sale of the property. This gain maybe greater for the partners
that cashed out.
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Partnership - Possible Solutions
What if the partners do not wish to purchase the new property
together?
The partnership can be liquidated and terminated and the relinquished property
distributed to the partners as tenants in common.

This should be done as far in advance of the sale as possible.
If a distribution or dissolution occurs shortly prior to the sale, the key issue is
whether the relinquished property was “held for productive use in a trade or
business or for investment purposes.”
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Partnership Issues
The New Partnership Tax Return (Form 1065) asks the taxpayer two new
questions related to exchanges. Has the partnership:
1.

Distributed any property received in a like-kind exchange, or contributed
such property to another entity?

2.

Distributed to any partner a tenancy-in-common or other undivided
interest in partnership property?

It appears the IRS will be scrutinizing “drop and swap” partnership
transactions more closely in the future.
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These
need
to beto
Theseproposals
proposals
need
taken
seriously
and closely
be taken
seriously
and
monitored.
Your voiceYour
closely monitored.
matters
in this debate.
voice matters
in this
debate.

– Bruce Thompson, Senior Policy Advisor
DLA Piper LLP, Washington DC

www.ipx1031.com

IPX1031® |
www.ipx1031.com |
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1031 Exchanges Under Attack

Ways & Means
Committee
Tax Reform Act of
2014
- Full Repeal of
§1031

White House /
Treasury
FY2015 Budget

- Limit Real

Property
Exchanges to $1M
Annual Gain
Deferral

www.ipx1031.com

Senate
Finance
Committee

Tax Reform
Discussion Draft
- Repeal §1031,
but door open for
real property &
intangible property

IPX1031® |
www.ipx1031.com |
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Outcome if §1031 Eliminated

• A Chilling Effect On Real Estate and Business Transactions
• Reduction in US Real Estate Values
• Economic Stagnation
• Job Loss Across a Myriad of Industries
• No Additional Revenue to US Treasury
• Significantly Less Revenue for State and Local
Governments

www.ipx1031.com

IPX1031® |
www.ipx1031.com |
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1031 Economic Stimulus
• §1031 Permits Efficient Use of Productive Capital and Cash Flow
• §1031 Promotes Investment in the US
• §1031 Stimulates the Agricultural Sector
• §1031 Permits Owners of Personal Property to Preserve Cash
Flow and Increase Transactional Volume
• §1031 Enhances Borrowing Power
• §1031 Increases Taxable Income Streams

www.ipx1031.com

IPX1031® |
www.ipx1031.com |
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Coalition – 1031 Supporters
American Farm
Bureau
Federation

American Rental
Association

Asian American
Owners Hotel
Association

Associated
Equipment
Distributors

Association of
Equipment
Manufacturers

Association of
Manufacturing
Technology

The Real Estate
Round Table

American
Institute of
Architects

American
Land Title
Association

Appraisal
Institute

Associated
General
Contractors of
America

Building Owners
and Managers
Association
International

CCIM
Institute

NAIOP, the
Commercial Real
Estate
Development
Association

Far West
Equipment
Dealers
Association

Iowa Farm and
Land Chapter #2

Iowa-Nebraska
Equipment
Dealers
Association

Iowa-Nebraska
Equipment
Distributors

Iowa
REALTORS® La
nd Institute

Iowa Soybean
Association

International
Council of
Shopping
Centers

Institute for Real
Estate
Management

Mid-America
Equipment
Retailers
Association

Minnesota-South
Dakota
Equipment
Dealers
Association

National
Apartment
Association

Montana
Equipment
Dealers
Association

National
Association of
Home Builders

National
Association of
Real Estate
Investment
Trusts

National
Association
of
REALTORS®

National
Automobile
Dealers
Association

National Multi
Housing Council

National Tool and
Machining
Association

North American
Equipment
Dealers
Association

Ohio Equipment
Dealers
Association

Ohio-Michigan
Equipment
Dealers
Association

Precision
Machined
Products
Association

Precision Metal
Forming
Association

Real Estate
Board of New
York

REALTORS® La
nd Institute

Society of
Industrial and
Office
REALTORS®

Truck Renting
and Leasing
Association

www.ipx1031.com

Federation of
Exchange

Accommodato
rs

IPX1031® |
www.ipx1031.com |
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Section
Section1031
1031isisatatthe
thevery
very
essence
of
how
the
commercial
essence
of
how
the
real estate industry creates
commercial
real
estate
jobs,
supplies,
needed
industry creates
jobs,
investment
in communities,
meets
consumer
and
supplies,
neededdemands,
investment
increases
propertymeets
values…
in communities,

consumer demands, and
increases property values…

– National Association of Real Estate
Investment Trusts

www.ipx1031.com

IPX1031® |
www.ipx1031.com |
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IPX1031® Microsite

www.ipx1031.com/1031-tax-reform-updates

www.ipx1031.com

IPX1031® |
www.ipx1031.com |
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Security of 1031 Funds
Millions of dollars of Taxpayer 1031 Funds have been lost over the
last five years.

HOW DID THIS HAPPEN?
1.Qualified Intermediaries are not regulated or monitored by the Federal Government,
but a few states have recently enacted legislation.
2.Treasury Reg §1.1031(k)-1(f) Taxpayers must not have actual or constructive receipt of
the sale proceeds from their relinquished property until the replacement property has
been purchased and the exchange has terminated.
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Questions to Ask QI
Who owns the Qualified Intermediary? How financially stable are
its owners?
Is it a publicly traded corporation?
Will the Qualified Intermediary provide you with its financial
statements?
What is the package of security that the Qualified Intermediary is
offering your client?
• Fidelity Bond
• Corporate Guarantee
• Errors and Omissions Insurance
Does the Qualified Intermediary have trained professionals
(Attorney or CPA) on staff?
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How to initiate a 1031 Exchange
Sale of Relinquished Property
a) Call Diane at IPX1031 for a free consultation & start process
b) Provide Copy of Sales Contract and Closer contact information
c) Copy of Exchanger Identification for security of exchange account

Purchase of Replacement Property
a) Call IPX1031 for a free consultation and submit information
b) Provide 1031 Information Sheet, Copy of Purchase Contract
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Account Structure Questions to Ask QI
Does the 1031 Intermediary deposit 1031 funds in
segregated accounts under the exchanger’s name and
Taxpayer Identification Number?
Are funds commingled?
Does the 1031 documentation state exactly what type of an
account structure is being used?
Does the QI require written authorization to disburse
funds?
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Security Questions to Ask QIs
Performance Guaranty issued on each exchange
Fidelity Bond
Errors and Omissions Insurance
Transparency about entire organization
Exchange funds deposited into segregated, interest bearing
bank accounts that are separately identified to each
Exchanger.
Disbursement of exchange funds requiring written
authorization of the Exchanger.
Exchange funds deposited into highly rated financial
institutions.
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What to Look for in a QI

S

Security

S
E

• Written Guarantee of Funds
• Sufficient Fidelity Bond Coverage
• Sufficient E &O Insurance Coverage

Service

Expertise

• National Company; Local Presence
• Rush Exchange Documents
• Complimentary Consultation

• Experienced Attorneys, CES® and Staff
• Specialized Reverse/Build-to-Suit Division
• Accredited Seminars and Training
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Your Complete 1031 Resource
www.ipx1031. com
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•
•
•
Diane O. Rivera, CES®
Vice President
IPX1031®
Diane.Rivera@ipx1031.com
305-340-9993
www.ipx1031.com

•
•
•
•

Contact Diane with any questions
Full Service Qualified Intermediary
Network of national offices to handle all of your
needs.
Complimentary attorney and CES® consultations
Experience, service & security you can rely on
Owned by Fidelity National Financial (NYSE: FNF)
$100M Fidelity Bond, $30M E&O Insurance &
Written Performance Guaranty
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