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ound tax advice must have its genesis in one

of thousands of pages of complex tax law in

the Internal Revenue Code. The good news is
that Section 1031 of the tax code provides a mecha-
nism for real estate investors o exchange properties
and defer capital gains taxes. Exchanges of propeny
under section 1031 are often referred w as “tax-free
exchanges,” “tax deferred exchanges,” “like-kind
exchanges.” “Starker exchanges,” and “scction 1031
exchanges.” They come in a variety of forms,
including reverse' and simultaneous exchanges, and
are allowed on a range of types of propery, including
personal property such as boats, cars and airplanes.”
However, real property like-kind delayed exchanges
are the most popular form used today.”

When selling real property consider structuring the
transaction as a taxable sale on a 1031 tax-deferred
exchange.’ Scetion 1031 becomes more powerful
when used in conjunction with other sections of the
tax code because it provides a method to defer and
possibly “never pay tax” on the capital gains rom
the exchange of investment real estate, For example,
the tax on capital gains may be avoided through the
combined use of sections 1031 and 1014; conse-
quently, as property is passed on, your heirs may
never pay ax on capital gains that occurred during
your litetime.”

A discussion of other forms and varations of the
basic tax deferred exchange is beyond the scope of
this article. The Web sites and reference publications
listed on Page 35 provide information on the less [re-
quently used forms of exchanges. We will focus on
the concepl and power of a tax-deferred exchange.

Personal Experence with 1031 “Like Kind”
Exchanges

1 first realized the power of a 1031 exchange when
I discovered that it provided me with more invest-
ment capital than a taxable sale. When T invested in
real estate, 1 planned o buy a property, make repairs,
raise the rents and sell it for a profit using a 1031
exchange w defer the capital gains tax and buy a
larger property.

When | decided to sell, | selected a nationally-
hased title company and a qualified intermediary.

The gualificd intermediary provided closing docu-
ments, an insured deposit, knowledge and expen-
ence, charging a total of approximately 800, Scott
Saunders, Viee President of marketing at Assct
Preservation Inc., wld vs “most qualified intermiedi-
aries charge between 3500 and % 1,000 for a straight
forward delayed exchange with some small compo-
nent of interest camed on deposit.”

1 was able to defer capital gains taxes of approxi-
mately 512,600 on a gain of approximately $45 000,
Having the entire 545,000 1o reinvest, 1 acquired a
replacement property at a cost of more than
350,000, My net worth and gross income increased
substantially and most importantly, my gross income
increased by more than five times, The end result
was better than the taxable allemative - paying
approximately $12,600 1w the IRS. 1 also would not
have had the down payment for such a large replace-
ment property and my subsequent income growth
would have been substantially lower, Consider the
result shown in Tax Treatment table on Page 33
every dollar in deferred taxes buys more real estate.

Although the ransaction sounds relatively simple,
there were many concepts that | worked to under-
stand prior W the exchange. The next section pro-
vides a few things that 1 found helplul in understand-
ing my role and other aspects of my exchange.

The General Scope of “Like Kind” Exchanges

The tax deferred exchange is a proven method that
made its first appearance in the tax code in the
19206." However, it was not until the lae 1960s that
taxpayers began using a delayed exchange rather
than the simultancous exchange, or a literal swapping
ol properly between two parties.” The tax deferred
exchange is not a “loophole,” which implies that the
taxpayer is swindling the government. Section 1031
15 a valid provision of the tax code,

Why would Congress choose to forego revenue
from a capital gains tax — a tax on your predit? In
general, the policy is that although there is an eco-
nomic gain in the form of an increase in value of the
property, a laxpayer who exchanges investment prop-
erty is nol recognizing actual gain on the disposition
of their property because their investment continued
in the replacement propenty. Additionally, section



1031 allows increased investor lever-
age: the theory is that the “govern-
ment is now your investment part-
ner’™

Although it is unnecessary 1o
recite the tax code, a lew concepls
are helpful in understanding

Exchange

Selling PACE ......ceceeceeeceeecs $150,000).......... $150,000
basis or Cost.......ccccvvmminmnnnes
£3ir or Profit ........ccoconeeiennaes

$105,000..........$105,000

At the closing the exchanger assigns
his rights under the camest money con-
tract W the gualified imtermediary and
the property is deeded to the buyer. The
title company then transfers the net
equity o the gqualified intermediary and
the deposit stants to earn interest. In the

exchanges. First, a gain or loss will Capital gail'ls £ - 1 - - - 1, - (ST, 28% next phase of the exchange, the

result when property is sold or oth- Capital gains tax paid .......................$0 ...........$12,600 exchanger identifies replacement prop-
erwise “disposed of™ Next, the tax Reinvestment Capital................545,000 ...........532,400 erty and closes on it within the appro-
code distinguishes between realized Possible acquisition” .............. $225,000 .......... $162,000 priate time limits; the qualified interme-
and recognized gains and losses, The diary applies the net equity 1o the pur-
general mle provides all realized Notes chase price; and the replacement prop-

zains are recognized unless the tax
code provides an exception.” The
1031 exchange is an exception to

* Current capital gains rate is 20 percent.
“ Assumes a 20 percent downpayment

erty is deeded 1o the exchanger.
Buyers and sellers ollen negotiate 1o
determine the length of escrow or time

this mule." Otherwise, the gencral
rule requires that recognized gain is taxed at cur-
rent capital gains rates of 20 percent.” Consider
an exchange because the TRSs 20 pereent cut
will inhibit your buying power.

Ina 1031 exchange, the deferred gain or loss is
not recognized until the replacement property is
subsequently sold or “disposed of” in a taxable
transaction.” Understanding these concepts pro-
vides enough foundation o examine the specific
requirements of the exchange,

Section 1031 exchanges are referred 1o as
“like-kind” exchanges because the properties
exchanged must be similar in “nature and charac-
ter”™ and be held for investment purposes.” The
like-kind requirement is often interpreted broadly,
especially in the case of real property.” Rental
buildings, warechouses, manufacturing plants,
olTice huildings and even improved or unim-
proved land gualily as like-kind propenty.

Section 1031 is complex, and timing is crucial
for a successful exchange. For example:

* The “dentification period” is the tme allo-
ted to identify your new property. It begins on the
day vou sell your property and ends at midnight
45 days later"”

* The “exchange period™ is the time available
Tor “receiving” your new property. It also beging
on the day you sell your property, but generally
ends at midnight 180 days later.™

The timing requirements arc nod lexible; these
rules must be followed w the minute, For exam-
ple, 180 days means 180 days, not six months —
do not fall into this trap. Qualified intermediary
Web sites often provide timing calculators”™ and
even more useful 1031 exchange calendars.™

Additional factors may aflect the tax deferred
nature of your exchange. One example is the
receipt of boot. The tax code defines bt as
property that is not “like-kind,” such as cash or
stocks.” Not nearly as popular as the cowboy
variety, boot is taxable because it riggers recog-
nition af gain.” An investor who takes “actual”™ or

“constructive” receipl ol bool must pay laxes,

The First American Exchange Corp. Web site
explains that, “the regulations prohibit actual or
constructive receipl of cash or other property.
This means the taxpayer may not receive cash in
hand, nor may he derive cconomic benefit from
cash or other property in the exchange escrow
account, For example, the taxpayer may not
pledge cash in the escrow account as security for
a loan o the axpayer during the exchange.”

Many investors may not consider an exchange
because they believe that their equity must
remain in the replacement property. Equity must
not always remain invested in real estate because
of a 1031 exchange. Exchangers who want cash
should consider the possibility of refinancing.
Consult with your attomey to develop a strategy
tor aeguire and relinance replacement property. In
miost circumstances, cash received as a resull of
refinancing replacement property is ususally not
taxahle and may be used For any purpose, includ-
ing: acquiring additional real estate, paying bills,
paying off other high-interest loans or vacation-
ing al your favorite resort. Special care should be
exercised in relinancing properly prior o or
directly following an exchange.”

Mo that you have a basic idea of what the tax
code says aboul tax-defermed exchanges, you are
undoubtedly thinking, “this is so great, where and
how do T s1an™ Here is how it works, from a
practical standpoint.

A propenty owner advertises or lists a property
for sale. Sooner or later, maybe afler an asking
price reduction, a buyer makes a contractual ofler
to purchase the property. The seller has an attor-
ney draft a counter offer that contains binding
language 1o the effect that the “buyer will cooper-
ate in facilitating the seller’s 1031 exchange.™
When the parties arrive at acceptable terms and
the ofler is accepted, the camest money contrac
is delivered to a title company. Copies are for-
warded o a gualified intermediary.

between signing the contract and clos-
ing on the sale of the relinguished property. Put
time on your side and hedge against the 45-day
time period by: 1) identifying your replacement
property; 2) researching and contacting qualified
intermediaries: and 3) ensuring that the replace-
ment property is like kind. Some qualified inter-
mediaries maintain that “even il no language was
included in the eamest money contract, many real
estate investors contact a gqualificd intermediary
Just minutes belore closing on their ransaction
and successfully convert a sale into an exchange,
In most situations, a successiul exchange can be
accomplished as long as the qualified intermiedi-
ary is contacted and all necessary exchange docu-
ments are executed prior o closing.”™

However, rushing into an exchange presents
tax and financial risks. For example, eamest
money could be taxable bool. The financial risk is
that the exchange could be classified as a tax-
able. It becomes the ultimate financial risk where
the taxpayer has insulMicient cash o pay the gains
Lax, Risks may be avoided by proper planning
and research.

Helpful Qualified Intermediary Web Sites

The qualified intermediary takes center stage in
the 1031 exchange and is involved from star w
finish. As a potential exchanger, you have several
methods available for researching and selecting a
qualified intermediary. They include: (1) the gual-
ihed imermediary associated with your title
company; (2) your atomey or accountant’s
recommendation; or (3) rescarch via the Inemet
and other sources,

The Intemet provides a wealth of information.
Depending on search criteria, search engines find
approximately 1LOOD Web sites with 1031
exchange helpful content. The best sites represent
less than ome percent of the otal and are affiliated
with large title companies, The balance are
assembled by real estate agents, brokers and other
practitioners who use the hype of a 1031

AwiiE  Apizooz 33



exchange to generate listings and property sales.,

Al right is a list of helplul Web sites for 1031
exchanges. The exchange service companics sup-
porting these sites seem 1o have several things in
common: 1) they are cither an affiliate, subsidiary
or closely related w a title company; 2) they
advertise required bond insurance coverage: 3)
they gencrally have more than 10 years experi-
ence operating as a corporation; 4) and they are
members of the Federation of Exchange
Accommodators, A few distinguishing features
of cach site are described below,

Investment Property Exchange Services, Inc.,
found at wwvigfrc 03 Leem, is a subsidiary of
Fidelity National Financial, Inc., the world's
largest title insurance organization, The Fidelity
Mational umbrella covers Fidelity National Title,
Chicago Title, Ticor Title, Secunty Union Title
and Alamo Title. The Invesiment Propeny
Exchange Services Web site Teatures a varicty of
briels on more complex issues associated with
exchanges as well as a comprehensive checklist
that may be useful in planning an exchange.

Old Republic Exchange Facilitator Company
also has unique features, First, unlike any of the
other Web sites, Old Republic publishes its fee
schedule Tor basic types ol exchanges. In addition
to providing answers 10 conmon questions, the
Web site includes graphics that are useful in

HelpfulWeb

Fidelity National 1031 Exchange
Services Inc.

* www.fnx1031.com

Old Republic Exchange Facilitator
Company

* www.oldrepublictitle.com

Asset Preservation, Inc.

* www.apiexchange.com

First American Exchange Corp.

» www.firstamex.com

explaining complex tax language. Finally, the site
leatures an 18-page booklet that you can down-
load and print.

Asset Preservation, Inc., offers a “Letter of
Assurance.” by which Stewant Title Company
provides a Third Pary Guarantee that “assures”
the performance of APL In the company’s | |-
vear history, API has successfully lacilitaled over
60,000 real and personal property exchanges,
Their site - www.apiexchange.com — provides a
miechanism that allows you o e-mail any of 40
articles froam the site to yourself, a prospective
buyer or your CPA or attomey,

First American — wwwifirstamex.cont — also
provides valuable online resources. Their Weh
site oflers a comprehensive short course on 1031
exchange practice, and they post an excellent 15-
step explanation of how a 1031 exchange works.
They also give a thorough explanation of the
costs associated with the 1031 exchange,

While we do not distinguish the wop Web sie,
we did talk with Scott Saunders, vice president of
marketing at Asset Preservation. Saunders says
the most important things o consider are the
securily, service and experience of your gualified
intermediary, For example, some services com-
mingle funds with other sellers funds, Others
specifically solate your deposit funds and al your
request will require a notarized signature before
transferring your funds. Your attomey under-
stands the secunty of your funds and your reme-
dy if something goes wrong.

Conclusion

The suggestions in this article were made to
explain the concept of a 1031 exchange, demon-
strate some of the pitfalls and provide additional
sonrces of information. These suggestions show
how 1ax plunning can help o avoid or defer - but
nol evade — xes, and that avoiding taxes cin
save time and money. Most importani: the sec-
tion 1031 exchange is not a loophole - it is a pro-
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vision of the tax code that allows an individual to
sell property wisely and legally defer the capital
gains lax.

With appropriate tax planning, a 1031
exchange gencrally allows a real estate investor
Lo deter and possibly eliminate the capital gains
tax in the sale of a property. Like most tax laws,
section 1031 s comples. I you are considering a
1031 exchange, be sure 1o do appropriate Lax
planning. Consult a CPA, a qualified intermedi-
ary and your attormey o determine i a 1031
exchange is appropriate and compatible with
your investment goals. Most qualified intermedi-
ary’s advertise free consultations by way of a toll
[ree number on their Web sites. Seek advice of a
tax attorney who is knowledgeable about real
estate o ensure that your contracts are structured
tightly and meet the 1031 requirements,

Notes
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“[a]lso referred bo as a concurrent exchange, [and defining] a
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the Exchanger transfers out of the Relinguished Property and
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See 26 C.FR. section 1103 1(a)2h.

See wwneoyiersfiarge conrefadere, it (stating thal *(a] delayed

exchanpa’ i

wwniralidre

conpienciia i last visit-

cxchange is the most common exchange formar, providing
irmvestors the Dexibality ol up oo masimumm ol TR days o
purchase a replacement propeny.”™)

See 26 CER, sectwon 1031

Sew LR.C. soction 1014 {providing

sk i property scouined Iroum
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seident), Online, visil

wwn firsrercium e comdifeste woharpedrmtel i (funher
explaining thal “{ujnder Intemal Bevenue Code sectwon 1014,
wpon death all propenty in the decedent’s estate is entitled voa
stepypecd-up basis Tor porpose of caloulsting the hears” capital
gain upon a subsequent sabe. Under this mle, property is valued
as ol the elate of the decedent’s desth For purpoees ol delenmin
ing its “basis” without negard v when the propeny was onigi-
nally acquined o ils ongmel hasas, This allowws an her g avoid
tax liahility fior all capital gains during a decedent’s lifetime,
Whale in some cees the benelits of this rule may be besened
by fiederal estate taxes of state inheritance taxes, potential for
“steppecl-up hosis™ 15 an important Bcior i be comsidered m
anyone’s estate planning.”) See id.

* See wanfirsferchamge comuiTren et bl el visiled
on March 4, 2002 (recounting the history of Intemal Revenue
Clonle section W1 amd ircang ils ongins o the 1920°7),

Sew wwnyfrsrevchamge comdieecchargdrat fumi (stating that
[ memny vears Bogpyers amd their adyvieaors e no comion
doing anything other than a sinlisncous exchange. In fact. the
TES neavoendy mterpreted section W31 amd threatened o mxlin
and penalize taxpayers whose dealings didn’t fit its nanmow
inlerprelatsn, Whal cliomged all of thas, Forever, was the
Starker case, a landmark coart decision” ). Sce also Surker v
Lt Steates, 602 1 el 1341 (hl Cir, 1979,

wel last visivod

feaplammg theat “{h]y deleming payment o

Soe wwnfirsre s comiirstencfianees rrnieh

on March 4, 21

tames, the taxpayer has use of “the govemment’s moncy™
s personal meome o imvestment gosls

See LRLC. soction 1001(a)

Bee LR, =ection 10 {ch

! See LRUC. section 1031

See Like-Kind, Page 68
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Like-Kind, continued from Page 35

! See LR.C. section IhKINC).

' Ree LRC, section 1K1,

* See 26 C.ER. section 1103111k

See LR, section IES TR D)

* S wwwapievchange comvindeva fnml last visited on March 4, 2002, (stating that “Jclontrary wo the
commonly hehd masconception that exchanged propenses must be ol the exact e Dype - e
cxamiple, that bare land be exchanged for bare land or an income propeny be exchanged for another
income property - B achual delimition of “like-Rind™ s G more cmposenng in s Dexibaliny, Any
real property held for investment of neal propenty used ina trde or business can be exchanged for
amy edher real propeny held foe mvestment o neal propenty wsed moa ek or business.”),

" See 26 C.ER. section L1031(k)- lbKZNi)

R LR secton LAWK (B 2k

See wywowapievchange comindeve fnl last visited March 4. 2002, (providing 457180 day calendar).

= Ree www [Irsiame oo,

" See LR.C. section 1031{b).

See LR, section 1Ak,

* Ciourts have developed several judicial doctrines in case low that the IRS sometimes uses against -
ayvers, The sep ranssction doctmne coukl come mio play bere, 5 applied ina relinancing case, It
conibd have the effect that the investors intent was 1o take cash out of the propemy by and avoid the
requiremients ol section G that reguane contimuity of imestment. See wansfe M08 oonvenam
PledTroch T4 il stating that:

e aquesstmon then posex] ix, whnt shoot relimancimg the propeny o obtaan the
funds? Refinancing a propenty to obiain cash is a non-taxable event. However, a refinance, if
part oo an inlegratedd irreasction that mcludes an exclange or anicipatin of an exchange,
ey be taxed as the receipt of boot. In Fredericks v. Commissioner, T.C. Memo 1994-27
CUH Dee 449020 M) the TRS attempied o G o relinance sioch ook place less than a
meoith before the exchange. The Exchanger prevailed on the facts when they proved the
refinance, begun two and one-lall vears earier, was coincidental with the exchange,

There is no authority o differentisic between a refinance prior io an exchange
ard @ relience aller an exchange. Bhivever, vanous commentalons express the opinion (hat
a post exchange refinance shoald have no tax comsequences whether integrased with, or
mmelistely edlowing, the exchange, The rwmale s tao-fodel 1) The Exchanger namains
liable for a refinance afier the exchange but is relicved from liability for a refinance prior 1o
the: exchar

e 2004 relinance alter the exchange does md mereee the Exchangers nel saorth

*Beveral Wb siics contain suggesied language for this provision. See
wnryrierofarege conr T, it (proposang Toc the sale of relmguashed property that = hjuyver
is awvane that Seller intends wo perform an TRC section 1031 1ax deferred exchange. Seller
reqquests Baver's cooperation in such an exchange ancd agrees do hodd Buyer hammibess o amy
and all claims, lishilitics, costs, or delays in time resulting from such an exchange. Buyer agnoes
1oy s apssigznamend ol Bhas oontract 1o Assel Preservation, Ine, by the Seller” Also progesing that
for purchase of replacement property “[sleller is awane that [bluyer intends o perfonm an TRC
sectionn [ EA] tax defermed exchange, Buver reguests Seller’s coopenion in such an exchange,
and agrees o hold Scller harmless from any and all claims, liabilites, costs, or delays in time
resulting from such an exchange. Seller agrees o an assagnment of this conirct o Assel
Preservation, Inc. by the Buyer.") See also wavw fuc /03 1, combastiesfocfbb il last visited on
Febnewy 25, NE2 (progesang “[hjuyer henchy ackmeeadedges i is the intent of the Seller o
cffiset an IRC section 1031 tax deferred exchange which will not delay the closing or cawse
akvional expens o the Buyer, The Seller's rights amd obligstions umder this agreenent may be
assigned to Fidelity Mational 1031 Exchange Services, Inc.. a Qualified Inicomediary, for the
g of comgletimg such an exchange. Buyer agress o cooperate with the Seller amd Ficeliny
Natsonal 1031 Exchange Services, Inc. ina manner nocessary io complete the exchange”™ This
also prowides am example of even how the best Web sates ane ol all inclesave s e
s 103 Lcom site does not provide language for both sides of the tamsaction.)

Bee wwwapicudvmge comvindee foml, '
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