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Overview: Section 1031 of the

Internal Revenue Code

Section 1031 of the Internal Revenue Code (IRC or the Code) is a significant tax planning
tool.

It provides an exception to the rule that gain must be recognized on the sale or exchange of
real property when certain qualifying property (relinquished property) is exchanged for
other qualifying property (replacement property) that is like in kind.

Section 1031 of the Code provides that no gain or loss is to be recognized if real property for
use in trade or business or for investment is exchanged for like-kind property.

The taxation of the taxpayer’s gain is deferred until the new investment property is sold and
gain is actually realized. To defer all taxes, the taxpayer must both:

* |dentify and purchase replacement property equal to or greater in value to the relinquished
property.

* Invest into the replacement property all of the net proceeds from the sale of the relinquished
property.



Overview:

Money or Non-Qualifying Property

* If the taxpayer receives money or non-qualifying property in addition to the like-
kind property in a 1031 exchange, then gain, if any, must be recognized to the extent of the
money or non-qualifying property received. The money and non-qualifying property are

referred to as "boot" by the Code.

* Note: Under the 2017 Tax Cuts and Jobs Act, Section 1031 exchanges cannot be for
exchanges of personal or intangible property, only real property.

* Treasury regulations have confirmed that property is real property if:

* Itis specifically categorized as real property in the Regulations.
* It qualifies as real property under the facts and circumstances described in the Regulations.

* Itis deemed to be real property under state or local law.



Overview:

Documenting Ownership and Use

* To ensure the taxpayer's property qualifies for a 1031 exchange, it is very
important that the taxpayer make certain that the documentation generated
on the acquisition of the property, and its actions taken while it owns the
property, supports the taxpayer's position that the property was acquired for
investment purposes.

* By being careful during the acquisition and throughout ownership, the
taxpayer can minimize the risk that the intent of the taxpayer was to
purchase the property for resale purposes rather than for long term
appreciation value.



Benefits to a 1031 Exchange

Section 1031 exchanges offer many benefits, including one or more of the following:

Portfolio Management. A property owner can consolidate or diversify its real estate
investments as needed.

Expansive Investing. A property owner can use the savings generated in the exchange to
obtain larger loans to purchase more expensive replacement properties.

Cash Flow. A property owner can exchange non-income producing property, such as vacant
land, for income producing property, such as rental property.

Strategic Relocation for Growth. A property owner can relocate its investment from an area
that may be suffering from a local market downturn to a healthier market poised to
continue steady increases in value.

Depreciation. The property owner can exchange non-depreciable property for depreciable
property according to its tax planning needs.



General Requirements for a

Section 1031 Exchange

Any type of real property interest (other than those specifically
excluded) can be exchanged under Section 1031 if both the

relinquished property and the replacement property are held for
either:

* Productive use in a trade or business.
* [nvestment purposes.



General Requirements (cont’d)

General requirements that should be satisfied include:

Like-Kind Property. The properties are considered like kind. This is very broadly defined in
the Code and it does not require property of the same or similar use.

Seller’s Intent. The seller of the relinquished property intends to hold the replacement
property for either productive use in a trade or business or investment purposes.

Strict Compliance with Timeframes. The seller of the relinquished property complies with
the deadlines for identifying the replacement property and closing the transaction.

Satisfactory Holding Period. While there is no requisite time period that a seller of the
relinquished property must own that relinquished property, the IRS may consider the
holding period to determine if the owner intended to hold the property for either trade or
business or investment.

Same Person. The person receiving the replacement property is the same as the person who
exchanged the relinquished property.



Broad Definition for Like-Kind

Property and Exceptions

Acceptable:
* Delaware statutory trusts.

* Leasehold interests; however, if the term
is:

* 30 years or more remaining, the exchange can
be with a fee interest.

* Less than 30 years, the exchange can be with a
lease with a term of less than 30 years.

* Easements.
¢ Air rights and development rights.

*Tenant in common interests (subject to
certain restrictions).

* Qil, gas, and mineral rights.

Not acceptable:

ePrimary residences.
eOwner-occupied residences.
*Vacation homes.

eDealer properties (property owned
primarily for re-sale only).



Safe Harbors for Dwelling Units

* Revenue Procedure 2008-16 provides a safe harbor for like-
kind exchanges of dwelling units, such as vacation homes and
other properties generating rental income, but also personally
used by the owner.

* The IRS will not challenge that dwelling units are used as required
for a like-kind exchange if:
* The home is only occasionally used by the owner for personal use.

* The primary use of the property is to generate rental income that is bona
fide and at a fair rental value.



Safe Harbors for Dwelling Units

(cont’d)

The safe harbor provisions of this Revenue Procedure have
separate tests for each of:

* The relinquished property (Relinquished Property Test Under
Revenue Procedure 2008-16).

* The replacement property (Replacement Property Test Under
Revenue Procedure 2008-16).



Relinquished Property Test

For a like-kind exchange involving a dwelling unit, the relinquished
property owner both:

* Must have owned the relinquished property for at least 24
months immediately before the exchange.

* During that time, must have both:

* rented the relinquished property at a fair rental rate for 14 days or more;
and

* not have used the relinquished property for personal use for the greater
of 14 days or 10 percent of the number of days during each 12-month
period after the exchange (whichever is more).



Replacement Property Test

For a like-kind exchange involving dwelling units, owner of the
replacement property both:

* Must own the replacement property for at least 24 months
immediately after the exchange.

* During that time, must both:
* rent the property at a fair rental rate for 14 days or more; and

* not use the replacement property for personal use for 14 days or 10
percent of the number of days during the 12-month periods after the
exchange (whichever is more).



Dealer Properties

* A 1031 exchange cannot be “dealer property” and cannot be owned by a
dealer.

* IS THE PROPERTY A DEALER PROPERTY?

* An exchange of real property cannot qualify for 1031 exchange if such property
is held primarily for sale.

* Dealer property must be held by a dealer.
* Property held for resale is often is referred to as dealer property.
* The practical effect of this is unclear because investors intend to ultimately sell
all assets.
e |S THE OWNER A DEALER?

* A dealer in real estate generally is looking for a rapid increase in the price of the
property over a relatively short time based on its efforts



Rules for ldentitying Replacement

Property

The taxpayer has 45 days from the date it sells the relinquished property to identify the
replacement property that the taxpayer intends to acquire in the exchange.

NOTE: If more than one property constitutes “relinquished property” in a single exchange,
the 45 days starts when the taxpayer sells the first relinquished property.

The identification must be in writing and signed by the taxpayer, and the property must be
unambiguously described.

The taxpayer must meet either the 3-Property Rule, the 200% Rule, or, alternatively, fall
within the 50% Rule (all discussed later).

The property identified does not have to be under contract.
The taxpayer does not have to acquire everything that the taxpayer identifies.

Any property actually acquired during the 45-day period is deemed to be properly identified.



Rules for ldentitying Replacement

Property (cont’d)

* If some property of the identified property is acquired during the
45-day period and but other of the property is acquired later, the
property acquired during the first 45 days counts toward the
identified property.

* For example, if you acquire one property during the first 45 days
and you plan to use the 3 property rule and buy more properties
after the 45 days, you only have two more properties to identify
because you have already used one.



1030 Like-Kind Exchange Timeline
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Like-Kind Exchange Flowchart

Do you have like-kind property?
Like-kind property is real property used for business investment or trade.

L 2
* Must be in writing and signed by the taxpayer. - The taxpayer identifies the qualified
« Must meet one of three rules. intermediary before closing on the

relinquished property.

[Three Property Rule] [ 200% Rule ]

Cannot meet either — [ 95% Rule ]

Three Property or 200% Rule




Like-Kind Exchange Flowchart

Do you have like-kind property?
Like-kind property is real property used for business investment or trade.

\
Identify Replacement Property Identify Qualified Intermediary
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Three Property Rule for a 1031

Exchange

Identify up to three replacement properties.

No limit on property values for the replacement properties.

Three Property Rule: The taxpayer can identify (and acquire) up to three replacement properties
regardless of the fair market values (FMV) of the properties.

The taxpayer can only identify up to three properties as replacement properties regardless of the
number of relinquished properties the taxpayer sold.

Though the taxpayer may identify up to three replacement properties, it can acquire one, two, or all
three of those.

It appears that contiguous parcels of real property may be deemed to constitute a single property for
purposes of the exchange.

The Three Property Rule is most common in 1031 exchanges.



200% Rule for a 1031 Exchange

* ldentify any number of replacement properties.

* Total aggregate FMV of replacement properties identified cannot exceed 200% of the FMV of the
relinquished property (when sold).

* 200% Rule: The taxpayer can identify any number of properties, as long as the aggregate FMV of the
replacement properties as of the end of the identification period does not exceed 200% of the
aggregate FMV of all the relinquished properties when they were sold. Reg. 1.1031(k)-1(c)(4)(i)(B).

* The taxpayer can actually close on any number of these properties if the total market value of all of
them does not exceed twice the FMV of the relinquished property.

* Risk: If the taxpayer identifies too many replacement properties with a value that exceeds the 200%
rule, then the taxpayer is treated as not having identified a replacement property and the original
transaction is taxable.



If Taxpayer Cannot Meet 3-Property Rule or

200% Rule: 95% Rule for a 1031 Exchange

Kldentify any number of replacement properties. \

* Total FMV of actual replacement property or properties is more than 200% of the value of the relinquished
property.
* Property is properly identified for:
a. replacement property received by the taxpayer before the end of the identification period, and

b. any replacement property identified before the end of the identification period and received before the end
of the exchange period.

* But only if the taxpayer receives (before the end of the exchange period) identified replacement property with a
K FMV of at least 95% of the FMV of all identified replacement properties /

* So, if the taxpayer cannot meet either of the first two rules, then replacement property can still be considered
validly identified if the taxpayer receives at least 95% in value of what was identified.

* This rule is not commonly used.



Incidental Property

* Property is incidental to a larger property if:

* In standard commercial transactions, the property is typically transferred
together with the larger item of property; and

* The aggregate FMV of all of the incidental property is 15% or less of the
aggregate FMV of the larger item of property

* Incidental property is not treated as separate from a larger
property for purposes of applying the identification rules.



Revocation of Identification

* The taxpayer may revoke an identification, whereby the property is not
included in any of the tests mentioned.

* Revocation can be at any time before the end of the identification period.

* Revocation must be made in a writing, signed by the taxpayer, and hand
delivered, mailed, telecopied, or otherwise sent before the end of the
identification period to the person to whom the identification was sent.

* If the replacement property was identified in a written agreement, the
revocation must be made either in a written amendment to the agreement
or in a written document signed by the taxpayer and properly delivered to all
of the parties to the agreement before the end of the identification period.



Qualified Intermediaries

To avoid receiving proceeds from the sale of the relinquished property, the taxpayer enters
into a Qualified Intermediary Exchange Agreement (QIEA) with a qualified intermediary (Ql)
between the time it signs a purchase and sale agreement (PSA) for the relinquished
property and the sale of that relinquished property.

A Ql is a person or entity that is not the taxpayer or a “disqualified person” under the IRS tax
rules.

A Ql is not a regulated term. It is a neutral third party, like a title company, that will take part
in the transaction by holding proceeds from the sale of the relinquished property in escrow
to ensure strict compliance with the statutory requirements for the exchange.

People who are disqualified from being Qls are the taxpayer and its real estate agent or
broker, investment banker or broker, accountant, attorney, employee or anyone who has
worked for the taxpayer in those capacities within the previous two years.



Qualified Intermediaries (cont’d)

A Qlis not considered to be an agent of the taxpayer for purposes of Section
1031.

* The QIEA between the taxpayer and the QI limits the taxpayer’s rights to
receive, pledge, borrow, or otherwise obtain the benefits of money or other

property held by the Ql.
* Generally, the QJ:

» Takes an assignment of the purchase and sale agreement for the relinquished property.
* Holds the proceeds from the sale of the relinquished property.

» Takes an assignment of the purchase and sale agreement for the replacement property
on behalf of the taxpayer.

* Transfers the replacement property to the taxpayer.



Simultaneous Exchanges

* In a simultaneous exchange, the owner sells the relinquished property and purchases the
replacement property at the same time.

* With a simultaneous exchange there is no need for a Ql. However, because of logistics, most
1031 exchanges are not simultaneous.

Property #1

Property #2




Non-Simultaneous Exchanges (a/k/a Deferred

Exchanges or Forward Exchanges)

In a non-simultaneous exchange, the sale of the relinquished property and the acquisition of the replacement
property occur at different times. Non-simultaneous exchanges are also called deferred exchanges or forward
exchanges.

Though there can be variations, the steps below outline what is typically involved in a non-simultaneous exchange.

Step 1. Taxpayer transfers the relinquished property to a purchaser.

Step 2. Taxpayer and the Ql enter into a QIEA. The QI agrees to:
a. Hold the proceeds from the sale of the relinquished property; and

b. Transfer those proceeds directly to a third-party seller of the replacement property when the taxpayer purchases the
replacement property.

Step 3. Purchaser transfers the purchase price for the relinquished property to the Ql.
Step 4. A third-party seller conveys the replacement property to the taxpayer.

Step 5. The Ql transfers the proceeds from the sale of the relinquished property to the third-party seller for the
purchase of the replacement property.

These steps correspond to the chart on the next slide.



Non-Simultaneous Exchange Chart
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Reverse Exchanges

In a reverse exchange, the replacement property is acquired before the relinquished
property is sold.

Under Section 1031, the taxpayer cannot own the relinquished property and the
replacement property at the same time.

To complete a reverse exchange, an exchange accommodation titleholder (EAT) takes title to
either the relinquished property or the replacement property until the taxpayer has a
purchaser for the relinquished property.

In a reverse exchange, the EAT:
* May hold title under a safe harbor provision for 180 days.
* Typically creates a special purpose entity limited liability company to hold the property.
* Is usually an affiliate of a Ql.

There are two types of reverse exchanges:
1. Replacement property reverse exchanges.
2. Relinquished property reverse exchange.



Replacement Property Reverse Exchange Steps

In a replacement property reverse exchange, the EAT takes title to the replacement property and holds it for up to 180 days.
When the taxpayer is prepared to sell the relinquished property, the EAT transfers title of the replacement property directly
to the purchaser.

Though there can be variations, the steps below outline what is typically involved in a replacement property
reverse exchange.

Step 1. The taxpayer (as purchaser) and a seller enter into a PSA for the replacement property. The PSA is assigned from
the taxpayer to the EAT so, on closing, the EAT holds title to the replacement property.

Step 2. The seller transfers the replacement property directly to the EAT.
Step 3. Within five days of buying the replacement property, the taxpayer and the EAT must enter into a Qualified Exchange
Accommodation Agreement (QEAA), that states:

a. The EAT is the beneficial owner of the replacement property on behalf of the purchaser to complete a 1031 exchange under Rev. Proc.
2000-37;

b. The parties will report the acquisition, holding, and sale of the replacement property as required under Rev. Proc. 2007-37; and
c. The taxpayer and the EAT will treat the EAT as the beneficial owner of the relinquished property for federal income tax purposes.

Step 4. Within 180 days of the transfer of the replacement property to the EAT, the taxpayer transfers the relinquished
property to a third-party purchaser.

Step 5. The EAT transfers the replacement property to the taxpayer.



Replacement Property Reverse Exchange Chart
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Relinquished Property Reverse Exchange

In a relinquished property reverse exchange, the EAT takes title to the relinquished property and the taxpayer takes
title to the replacement property. The EAT later (within 180 days) sells the relinquished property to a third-party
purchaser.

Though there can be variations, the steps below outline what is typically involved in a relinquished property
reverse exchange.

Step 1. The taxpayer and a third-party seller enter into a PSA for the replacement property. The PSA is assigned to
the EAT so the EAT can hold title to the replacement property.

Step 2. The taxpayer transfers the relinquished property to the EAT.

Step 3. Within five days of the transfer the relinquished property, the taxpayer and the EAT must enter into a QEAA,
that states:

a. The EAT is the beneficial owner of the relinquished property on behalf of the taxpayer to complete a 1031 exchange under Rev. Proc. 2000-37;

b. The parties will report the acquisition, holding, and sale of the relinquished property as required under Rev. Proc. 2007-37; and

c. The taxpayer and the EAT will treat the EAT as the beneficial owner of the relinquished property for federal income tax purposes.

Step 4. Within 180 days of the EAT taking title to the relinquished property, the EAT transfers the relinquished
property directly to a third-party purchaser.

Step 5. The EAT transfers the replacement property to the taxpayer.

The steps also correspond to the chart on the next slide.



Relinquished Property Reverse Exchange Chart
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