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Section 1031 – The “Basics” 
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IRC Section 1031 

• Section 1031(a):  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.  
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The “Basic” Section 1031 
Requirements 
• Main Requirements: 

– Qualifying Property – Property cannot be specifically 
excluded from Section 1031 treatment. 

– “Like Kind” – Replacement property must be of “like kind” to 
relinquished property. 

– Qualified Purpose – Both relinquished and replacement 
property must be “held for productive use in a trade or business 
or for investment.” 

– Same Taxpayer – Same taxpayer that disposed of 
relinquished property must acquire the replacement property. 

– Gain/ Boot – Requirements related to cash, property value, 
etc. for fully tax-free exchange. 
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Qualifying Property 

• Excluded Property: 
– Inventory or other property held primarily for sale; 

– Stocks, bonds or notes; 

– Other securities or evidences of indebtedness; 

– Certificates of trust or beneficial interests; 

– Choses in action; and 

– Interests in Partnerships 

 Some Key Exceptions: 
 100% of membership interests in disregarded entities (e.g., single-member LLCs)  

 With respect to replacement property (“RP”), acquisition results in taxpayer owning 100% of 
the partnership/ LLC (Rev. Rul. 99-6) 

 **  Acquisition would be treated as if Buyer acquired underlying assets directly. 
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“Like Kind” Requirement 

• What does “Like Kind” mean? 
 

General Rule – “Like kind” refers to the nature or 
character of the property and not to its grade or quality.  
(Treas. Reg. § 1.1031(a)-1(b)) 
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“Like Kind” Requirement (cont’d) 

• What does “Like Kind” mean for Real Property? 
– Rules are very liberal as to what qualifies as “like kind” in 

the real property context   

– For example, the following real property interests would 
generally be considered “like kind” to each other: 

 Commercial building  
 Unimproved land 
 Leasehold interest with 30 years or more left to run (including 

options) 
 Tenancy-in-common interest in real property 
 Perpetual easement 
 Certain oil, gas and mineral interests 
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Qualified Purpose 

• “Trade or Business” or “Investment” 
Property 
– No Inventory 

– No Personal Use property (e.g., principal 
residences, second homes, etc.) 

– Requirement must be met at time of exchange 
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Qualified Purpose (cont’d) 

• Holding Period Requirement 
– Related Party Context – Statutory 2-year holding period 

in case of an exchange with a “related person.”  IRC § 
1031(f). 

– Non-Related Party Context – NO clear guidance on 
how long taxpayer must hold the property for a qualifying 
purpose both before and after the exchange. 

 PLR 8429039 – In a private (non-precedential) ruling, the IRS 
has indicated that a 2-year holding period would be sufficient. 

 Note – Generally obtain greater tax comfort on this issue the 
longer the holding period if less than two years. 
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Qualified Purpose (cont’d) 

• Case Law 
– Bolker v. Comm’r, 81 T.C. 782 (1983) – Court found 

sufficient holding period when taxpayer closed on sale of 
relinquished property (“RQ”) only 3 months after 
receiving it in a liquidating distribution because taxpayer 
never intended to “liquidate” its investment. 

– Maloney v. Comm’r, 93 T.C. 89 (1989) – Corporation 
exchanged RQ for RP and then distributed RP one month 
after the exchange.  Court found sufficient holding period 
based on Bolker. 

– Wagenson v. Comm’r, 74 T.C. 653 (1980)/ Click v. 
Comm’r, 78 T.C. 225 (1982)– Different holdings in cases 
involving “gifting” of RP some months after exchange. 
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Qualified Purpose (cont’d) 

• IRS Authorities 
– Rev. Rul. 75-292 (post-exchange transfer) – IRS held that 

“qualified purpose” requirement was not met when taxpayer 
immediately contributed RP to wholly-owned corporation. 

– Rev. Rul. 77-337 (pre-exchange transfer) – IRS held that 
“qualified purpose” requirement was not met when taxpayer 
was distributed RQ from wholly-owned corporation and 
immediately exchanged it for RP. 

– FSA 199951004 – (pre-exchange transfer) – IRS stated that 
although it still disagrees with conclusion that a taxpayer that 
receives RQ in a pre-arranged plan to exchange it for RP 
meets the “qualified purpose” requirement, it is no longer 
pursuing this position in litigation in light of case law. 
 Note – IRS could still challenge under other theories (e.g., step 

transaction, substance over form, etc.) 
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Same Taxpayer 

• “Same Taxpayer” Requirement 
– General Rule – Same taxpayer that disposed of the 

relinquished property must acquire the replacement 
property. 

– Potential Issues 
 Partnership/ partner issues (discussed later herein)  (See, 

e.g., Chase v. Comm’r, 92 T.C. 874.) 
 Taxpayer death during exchange period 
 Partnership ownership changes/ terminations during 

exchange period 
 Single-member LLCs 
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Basic Gain/ Boot Rules 

• Question – How do you have a fully tax-free Section 
1031 exchange? 

– Two-Pronged Requirement 

 Value – Taxpayer must acquire replacement property that 
is at least equal in value to the relinquished property. 

 Equity – Taxpayer must invest 100% of the equity received 
from the sale of the relinquished property into the 
replacement property. 
 

Taxable Boot – Greater of trade down in value or equity 
from the relinquished property to the replacement 
property (but limited by the realized gain from the 
exchange). 
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Basic Gain/ Boot Rules (cont’d) 

• Exchange Expenses 
– Importance – Reduces  any realized/ recognized gain on the 

exchange.  

– Authority – “Exchange Expenses” not defined in Code/ Regs 
(only referenced generally on IRS Form 8824 and its Instructions). 

– Rev. Rul. 72-456 – Brokerage commissions are the only 
“exchange expenses” that are specifically addressed by IRS 
authority as reducing realized/ recognized gain. 

– Other Examples – Generally thought to consist of expenses that 
are normally incurred in the sale or acquisition of property and that 
are typically found on closing statements (e.g., commissions, title 
costs, escrow fees, legal fees, QI fees, transfer taxes, etc.) 

 
**Effect is that cash equity from relinquished property can be used to pay these 
expenses without triggering taxable gain. 
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Forward Deferred Exchange  
(non-simultaneous exchange) 
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Forward Deferred Exchange 

• Basic Steps 
– Step 1 – Taxpayer disposes of Relinquished 

Property on Day 0. 

– Step 2 – Taxpayer identifies potential Replacement 
Properties by Day 45 (i.e., within the Identification 
Period). 

– Step 3 – Taxpayer acquires Replacement Property 
by Day 180 (i.e., within the Exchange Period). 
 Limitation – Replacement Property must be acquired by the due 

date (including extensions) for the taxpayer’s tax return for the 
year the Relinquished Property was sold (even if sooner than 180 
days). 
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Identification and Exchange Periods 

• Relevant Periods 
– Identification Period – Begins on date the taxpayer 

transfers the relinquished property (“RQ”) and ends 
on midnight of the 45th day thereafter. 

– Exchange Period – Begins on date the taxpayer 
transfers the RQ and ends on midnight of the earlier 
of: (i) the 180th day thereafter; or (ii) the due date 
(including extensions) for the taxpayer’s tax return 
for the year the RQ was sold. 
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Basic Identification Rules 

• Basic Procedure 
– Identification of potential Replacement Properties 

must be in a writing signed by the taxpayer. 

– Must be delivered before the end of the Identification 
Period to a party to the exchange (e.g., Qualified 
Intermediary) 

– Description must be “unambiguous.” 

 Example – Real property is unambiguously described if it 
is described by a legal description, street address or 
distinguishable name (e.g., Mayfair Apartment Building). 
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Basic Identification Rules (cont’d) 

• Replacement Property (“RP”) Identification 
Limitations 
– Three Property Rule – Taxpayer can identify up to three 

potential RPs of any value. 

– 200% Rule – Taxpayer may identify any number of RPs if 
the total fair market value (“FMV”) of what is identified 
does not exceed 200% of the FMV of all the RQ. 

– 95% Exception – Taxpayer may identify any number of 
RPs if taxpayer acquires RPs, the aggregate FMV of 
which is at least 95% of the aggregate FMV of all 
identified RPs. 
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Constructive Receipt Rule 

 
Rule – In a deferred exchange, taxable gain may be 
realized, if the taxpayer actually or constructively 
receives money or other property before the taxpayer 
receives the like-kind replacement property. 
 
** How do you comply with the above rule in a forward 
deferred exchange when you are selling the 
relinquished property before acquiring the replacement 
property?? 
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Safe Harbors 

• Deferred Exchange Safe Harbors (Treas. Reg. 
§ 1.1031(k)-1): 
– Security or Guaranty arrangements; 

– Qualified Escrow Accounts and Qualified Trusts; and  

– Qualified Intermediary 

 

22 



Qualified Intermediary 

• Basic Structure: 
– Exchange Agreement –  Prior to the closing of the disposition 

of the RQ, Taxpayer and Qualified Intermediary (“QI”) enter into 
an Exchange Agreement which includes certain provisions 
required by Treas. Reg. § 1.1031(k)-1(g)(6) such as: 

 Taxpayer’s right to receive, pledge, borrow or otherwise obtain the 
benefits of the Exchange Proceeds before the end of the Exchange 
Period must be expressly limited as specifically provided therein. 

– Assignment  of RQ Contract – Taxpayer assigns its rights 
under Sale Agreement for the RQ to QI and provides notice of 
such assignment to “all parties to that agreement.” 

– Exchange Proceeds – QI receives the net proceeds from the 
sale of the RQ (the “Exchange Proceeds”). 
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Qualified Intermediary (cont’d) 

• Basic Structure (cont’d): 
– Assignment  of RP Contract – Taxpayer assigns its 

rights under Purchase Agreement for RP to QI and 
provides notice to “all parties to that agreement” of 
such assignment. 

– RP Purchase Price – Taxpayer directs the QI to use 
the Exchange Proceeds to acquire the RP. 

– Direct Deeding – QI then directs Seller to deed the 
RP directly to the Taxpayer. 

**All of this needs to occur during the Exchange Period. 
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Qualified Intermediary (cont’d) 

 

Who can be a QI? – Person who enters into an 
Exchange Agreement with taxpayer in accordance with 
rules under Section 1031 and who is not a “disqualified 
person.” 

 Disqualified Person – Generally, agents of taxpayer (e.g., 
attorneys, accountants, etc.) and certain related parties. 

 Examples – Typically an affiliate of a title company or a 
boutique specializing in providing QI services. 
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Qualified Escrow Account / Qualified 
Trust 
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• Basic Concept – Taxpayer’s right to receive 
the RP may be secured by cash held in a 
qualified escrow account /qualified trust without 
triggering constructive receipt. 

 

** Often used in conjunction with a QI to provide 
the Taxpayer with an added safeguard for the 
Exchange Proceeds. 



Contractual Cooperation Clause 

TAX FREE EXCHANGE.  Seller and Purchaser (each, an 
“Exchanging Party”) may consummate the sale of the Real 
Property as part of a so-called like-kind exchange 
(“Exchange”) pursuant to §1031 of the Internal Revenue Code, 
and such Exchanging Party is expressly entitled to assign its 
rights hereunder to a qualified intermediary as provided in the 
Code and the Treasury Regulations promulgated thereunder, 
on or before the then scheduled Closing Date, provided that 
the Exchanging Party shall remain liable for all of its 
obligations under this Agreement, including those which 
survive Closing.  The other party shall reasonably cooperate 
with an Exchanging Party in effecting the Exchange and in 
implementing any such assignment[; provided that, such 
cooperation shall not entail any additional expense (other than 
nominal amounts)]. 
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Transactional Items 

• Transactional Items – Transactional items that relate 
to the disposition of the RQ or to the acquisition of the 
RP and “typically” appear on closing statements can be 
paid with Exchange Funds without violating the safe 
harbor requirement related to taxpayer’s limited rights to 
receive Exchange Funds before end of Exchange 
Period (see slide 24).  (Treas. Reg § 1.1031(k)-
1(g)(7)(ii).) 

• Examples 
 Commissions 
 Prorated real estate taxes 
 Transfer/ recording fees 
 Title insurance fees 
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Transactional Items (cont’d)  

• **Note – “Transactional Items” for purposes of the 
deferred exchange safe harbor are different than 
“exchange expenses” for purposes of computing  boot 
and gain from the exchange (see slide 15). 

• Example 
– Taxpayer’s share of prorated real estate taxes, security 

deposits and loan fees all may constitute “transactional items” 
that are permitted to be paid from exchange proceeds under 
the safe harbor, but probably none of these are “exchange 
expenses.” 

– Effect is that taxable boot/ gain may be recognized on account 
of these.  (However, some of these items may be deductible 
(e.g., real estate taxes).) 
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Special Forward Deferred Exchange 
Situations 
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• Special Situations 
– Foreclosure/ Deed-in-Lieu – Taxpayer wants to 

structure a “foreclosure-like” event with its lender as 
a Section 1031 deferred exchange. 



Foreclosure/ Deed-in-Lieu 
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• Potential Issues 
– Technical – If the property is “underwater,” does the 

taxpayer still own a “real property” asset that can be 
exchanged in a Section 1031? 

– Practical – If there is no Sale Agreement, what can the 
taxpayer assign to the QI to meet requirements of Reg. § 
1.1031(k)-1? 

• Authorities 
– PLR 201302009 – Section 1031 approved where 

taxpayer classified transfer of real property to lender 
pursuant to Transfer Agreement as “front end” of forward 
exchange and value of real property was below amount 
of nonrecourse debt encumbering the property. 



Reverse Exchange 

32 



Reverse Exchange 

 
Question – What does a Taxpayer do if he has to close on the RP 
acquisition before he can sell the RQ? 
 
Pre-2000 
– Delay – Delay the RP acquisition and perhaps lease RP to obtain current 

control with an option to purchase after the RQ sells. 
  
– True “Reverse” Exchange – Taxpayer acquires RP first followed by a non-

integrated sale of RQ. 
 Negative Case Law (Examples) 

 Bezdjian v. Comm’r, 845 F.2d 217 (9th Cir. 1988);  
 Edward C. Lee v. Comm’r, T.C. Memo 1986-294 
 

– “Parking” Arrangement – Taxpayer could “park” the RP with a friendly 
accommodator until the RQ was sold.  
 Risk – IRS could treat the accommodator as the taxpayer’s agent, which would disqualify the 

exchange under the deferred exchange regulations. 
 
Post-2000 – Rev. Proc. 2000-37 provides a safe harbor for so-called “reverse” 
exchanges. 
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Safe Harbor (Rev. Proc. 2000-37)  

• Safe Harbor Benefit – IRS will not challenge the classification of 
property held by an EAT as either RP or RQ (e.g., will not argue that 
EAT was really agent of Taxpayer when acquired RP/ RQ). 

• Exchange Accommodation Titleholder (“EAT”) – Intermediary used 
in a reverse exchange (similar to QI in forward exchange) that is used 
to either “park” the RP or RQ. 
– Must acquire qualified indicia of ownership of RP/ RQ (e.g., legal title, other indicia of 

ownership that would enable EAT to be treated as beneficial owner under applicable 
commercial law, etc.) 

 Practice Point – Typically accomplished by EAT holding the RP/ RQ through a single member LLC that is a 
disregarded entity for federal tax purposes. 

– Cannot be a “disqualified person.” 

• Qualified Exchange Accommodation Arrangement (“QEAA”) – 
Taxpayer and EAT enter into an QEAA which includes certain 
provisions such as: 
– EAT must treat itself as owner of the RP (or RQ) during time holding property for federal 

income tax (“FIT”) purposes. 
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Safe Harbor (Rev. Proc. 2000-37) 
(cont’d) 

• Two Main “Reverse” Safe Harbor Structures: 

  

– Replacement Property Parked  
 
– Relinquished Property Parked 
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Safe Harbor (Rev. Proc. 2000-37) 
(cont’d) 
• Replacement Property Parked:  

– Taxpayer directs EAT to acquire RP. 
– Taxpayer then only acquires RP from EAT after it is 

able to sell RQ in the front end of its forward 
deferred exchange. 

– Practice Points 
 Frequently used when Taxpayer cannot delay the closing of 

the RP (i.e., Seller of RP requires “cashing out” 
immediately). 

 Can be used instead of “RQ Parking” transaction when 
“due-on-sale” clause would be triggered if RQ transferred 
to EAT. 

 Also used in “build-to-suit” exchanges. 
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Safe Harbor (Rev. Proc. 2000-37) 
(cont’d) 
• Basic Structure of “RP Parked” Reverse Exchange 

– Taxpayer assigns its rights under RP Purchase Contract to EAT 
who actually acquires RP. 
 EAT will pay purchase price typically through combination of a new mortgage 

loan (or debt assumption) and cash “equity” in the form of a loan from 
Taxpayer.  (In other words, the taxpayer will have to advance any funds 
needed to close on the RP to the EAT in the form of a subordinated loan.) 

 

– Identification of RQ “must be made in a manner consistent 
with the principles described in section 1.1031(k)-1(c).” 
 Taxpayer identifies RQ within 45 days. 

– Taxpayer sells RQ within 180 days. 

 This sale generally will be consummated as a forward deferred exchange 
through a QI under an Exchange Agreement (w/ taxpayer’s rights under both 
RQ contract and QEAA assigned to the QI). 
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Safe Harbor (Rev. Proc. 2000-37) 
(cont’d) 
• Basic Structure of “RP Parked” Reverse 

Exchange (cont’d) 
– QI then acquires RP from EAT with RQ exchange 

proceeds and directs EAT to transfer RP to Taxpayer. 

– EAT Holding Period 
 Consider transfer restrictions and other restrictions on EAT’s 

rights with respect to RP in QEAA as well as Operating 
Agreement of SMLLC (i.e., EAT normally will hold the RP in a 
newly-formed SMLLC). 

 Taxpayer normally will enter into a lease or management 
agreement with the EAT to control operation and economics 
of RP. 
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Safe Harbor (Rev. Proc. 2000-37) 
(cont’d) 
• Relinquished Property Parked:  

– Taxpayer “parks” RQ with EAT until third party buyer is 
ready to purchase 

– Transfer also may be structured as front end of forward 
deferred exchange with a QI. 

– Taxpayer then acquires RP directly through the QI in 
completion of its deferred exchange. 

– Practical Points 
 May be used in circumstances where third party (e.g., lender, 

regulator, etc.) will only permit Taxpayer to hold title to RP 
(i.e., not EAT). 

 “Parking” of RQ with EAT starts “clock ticking” with respect to 
various forward exchange time periods related to acquisition 
of RP. 
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Safe Harbor (Rev. Proc. 2000-37) 
(cont’d) 
• Other Provisions of Rev. Proc. 2000-37 – Provides for 

the following: 
– EAT (or its affiliate) can also serve as the QI. 
– Taxpayer can loan EAT funds to acquire RP/ RQ. 
– Taxpayer can guarantee obligations of the EAT (e.g., guarantee 

debt incurred to acquire RP). 
– RP/ RQ can be leased to the taxpayer to operate during 

Exchange Period. 
– Taxpayer can manage, and oversee improvements to, the 

property. 
– Taxpayer and EAT can enter into puts or calls (at fixed or 

formula prices), effective for the 185-day period beginning the 
date the EAT acquires the property, to provide for the transfer 
of the RP/ RQ. 

– Above agreements are permitted even if they are not on “arm’s 
length” terms. 
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Special Situations 
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• Build-to-Suit Exchanges – RP is to-be-improved or to-
be-newly-constructed property. 

– Improvements must be constructed prior to Taxpayer’s 
acquisition of RP. 

 Improvements on land/ property already owned by Taxpayer do not count 
toward the exchange. 

– Transaction structure can take a variety of forms. 

 The improvements can potentially be constructed by third party Seller, 
accommodator, QI or EAT depending on the circumstances.  



Build-to-Suit Exchange 
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• Basic Concept – Accommodator acquires land, 
constructs improvements thereon, and ultimately 
conveys land with newly-constructed improvements 
thereon to Taxpayer as RP. 

• Potential Issues 
– Identification – “To-be-produced” RP must be identified 

in “as much detail . . . as practicable.”  Treas. Reg. §  
1.1031(k)-1(e). 

– Time limitation – In order to be within safe harbor of 
Rev. Proc. 2000-37, generally limited to improvements 
that can be constructed within 180 days. 

– Construction Control – Rev. Proc. 2000-37 permits 
Taxpayer to serve as contractor for the EAT. 



Non-Safe Harbor Reverse Exchanges 

• Typical Situation – Taxpayer has selected an existing or to-be-constructed property that 
it would like to acquire as RP at some future date in exchange for a RQ that is to be 
disposed of at a later time. 

– Possible Solution – Structure a parking arrangement with an accommodation 
party/ facilitator to acquire, own and hold such property until such time as RQ has 
been disposed of and RP can be transferred to taxpayer in the exchange. 

– Example – Build-to-suit exchange where construction period is longer than 180 
days. 

• Main Tax Issue – Would Accommodator have sufficient “benefits and burdens” of 
ownership of the “parked” property to be respected as the tax owner (as opposed to being 
viewed just as Taxpayer’s agent, which if found, likely would disqualify the exchange)? 

– See DeCleene v. Comm’r, 115 T.C. 457 (Nov. 17, 2000); IRS T.A.M. 200039005 
(May 31, 2000). 

– For more in depth discussion of this topic, see Alexander J. Szilvas, Section 1031 
Reverse, Parking  and Build-to-Suit Exchange Transactions Outside the Safe Harbor 
of Rev. Proc. 2000-37, 46th Annual Cleveland Tax Institute (2003), updating an 
earlier outline on the same topic presented by the author at the Ohio State Bar 
Association Annual Convention (May 11, 2001). 
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Non-Safe Harbor Reverse Exchange 
(cont’d) 
• Recent Authority – Bartell v. Comm’r, 147 T.C. No. 5. 

• Importance – Very liberal in holding that 
Accommodator did not have to be viewed as having the 
“benefits and burdens” of tax ownership for non-safe 
harbor reverse exchange to be respected as long as no 
prior ownership of “parked” property by the taxpayer. 

• Possible Limitations 
– Pre-safe harbor reverse exchange 

– Limited to Ninth Circuit? 

– Time in which IRS can appeal has not yet expired 
 Note – IRS likely to issue non-acquiescence even if it does not 

appeal. 
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Partnership Exchange Strategies 
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Partnership Exchange Strategies 

• Common Scenario: 
– Individuals A, B, and C are partners in Partnership X which 

owns Property Y.   

– A, B and C would like Partnership X to sell Property Y for cash, 
and one or more of them would like to defer the taxable gain 
associated therewith by utilizing Section 1031. 

– However, A, B and C do not want to reinvest in “like kind” 
property together, but instead each wants to take his/ her pro 
rata share of the sales proceeds and either cash-out or reinvest 
in their own “like kind” property. 

– Question – How can this be done considering the “same 
taxpayer” requirement under Section 1031 as well as the fact 
that partnership interests are specifically excluded from 
qualifying property under Section 1031? 
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Partnership Exchange Strategies 
(cont’d) 

• Potential Strategies: 
– “Drop and Swap”/ Tenant-in-Common (“TIC”) structures; 

– Redemption of “exiting” partner’s partnership interest 
prior to Section 1031 exchange by partnership; 

– Partnership exchange for RP and cash with cash 
distributed to “exiting” partner and special allocation of 
gain to “exiting” partner; 

– Partnership exchange combined with installment note 
distribution to “exiting” partner; 

– “Swap and Drop.” 
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“Drop and Swap”/ Tenancy-in-Common 
Structures 
• “Drop and Swap” Transaction 

– Partnership X distributes TIC interests in Property Y to A, B and 
C.  

– After an appropriate amount of time, each of A, B and C can 
dispose of its TIC interest as RQ and either acquire its own RP 
or “cash-out.” 

• Potential Issue – How do you try to ensure that the TIC 
arrangement between A, B and C is respected as such 
for FIT purposes and is not viewed as a continuation of 
Partnership X or another de facto partnership? 
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TIC Interests vs. Partnership Interests 

TIC Interests 
• An undivided TIC interest exchanged for another undivided TIC 

interest can qualify for a like-kind exchange. See, e.g., IRS Ltr. 
200625009 (June 23, 2006); IRS Ltr. 200625010 (June 23, 2006); 
IRS Ltr. 200826005 (June 27, 2008). 

• An undivided TIC interest exchanged for a fee interest can qualify 
for a like-kind exchange.  See, e.g., Rev. Rul. 73-476, 1973-2 CB 
300. 

Partnership Interests 
• Partnership interests are not eligible for a § 1031 exchange.  See § 

1031(a)(2)(D). 
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Distinction:  TIC vs. Partnership 

 

• Partnership for federal tax purposes may include groups or 
arrangements not considered partnerships under state law. 
See Treas. Reg. § 301.7701-1(a)(1).  

• The term “partnership” includes a syndicate, group, pool, 
joint venture or other unincorporated organization through or 
by means of which any business, financial operation, or 
venture is carried on, and which is not a corporation or a 
trust or estate.  IRC § 761(a); IRC § 7701(a)(2). 
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Distinction:  TIC Versus Partnership 
(cont’d.) 

 
• A joint venture or other contractual arrangement may create 

a separate entity for federal tax purposes if the participants 
carry on a trade, business, financial operation, or venture 
and divide the profits, but the mere co-ownership of property 
that is maintained, kept in repair, and rented or leased does 
not constitute a separate entity for federal tax purposes.  See 
Treas. Reg. § 301.7701-1(a)(2).  
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Distinction:  TIC Versus Partnership 
(cont’d.) 
• Rev. Rul. 75-374, 1975-2 C.B. 261 

– Two person co-ownership of an apartment building rented to 
tenants determined not to constitute a partnership for federal 
tax purposes. 

– Co-owners used an agent to manage the apartments on their 
behalf. 

– Agent collected rents, paid property taxes, insurance 
premiums, repair and maintenance expenses, and provided 
tenants with “customary services.” 

– IRS ruled the agent’s activities in providing customary services 
to the tenants, while imputed to the co-owners, were not 
sufficiently extensive to cause the co-ownership to be treated 
as a partnership. 

52 



Structuring a Successful TIC § 1031 
Exchange  

• Guidelines set forth in Rev. Proc. 2002-22, 2002-14 
I.R.B. 1 (March 19, 2002) are frequently used by 
practitioners.  

• Describes the conditions under which the IRS will 
consider a request for a ruling that an undivided 
fractional interest in rental real property is not an 
interest in a partnership or other business entity.  

• The Revenue Procedure is a starting point, and 
must be consulted in connection with the case law 
and other relevant legal authorities on the subject. 
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Case Law Highlights 

• Comm’r v. Culbertson, 337 US 733 (1949) 

– Whether a partnership is created depends on intent to join 
together for carrying on a business and sharing the profits and 
losses or both.   

– Intention is a question of fact.   

• Luna, 42 TC 1067 (1964)  

– Sets forth specific factors to be considered in determining whether an 
arrangement should be a partnership for tax purposes.  

– Factors include control over income and capital of venture; right of 
each party to make withdrawals; filing of partnership returns; exercise 
of mutual control and mutual responsibility; agreement of parties and 
conduct in executing its terms. 
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Case Law Highlights (cont’d.)  

• Bergford v. Comm’r, 12. F.3d 166 (9th Cir. 1993) 

– Partnership held to exist for tax purposes, involving co-ownership of 
equipment. 

– Focused on limitations on each investor’s ability to sell, lease, or encumber 
either the ownership interest or underlying property, as well as the manager’s 
participation in profits and losses.  

• Madison Gas & Electric Co.,633 F2d 512 (7th Cir. 1980), aff’g 72 
TC 521 (1979) 
– Partnership held to exist for tax purposes when utilities jointly operating nuclear 

power plant distributed electricity produced in direct proportion to their 
ownership interest.  

– Focused on division of in-kind profits (electricity), and held neither case law nor 
regulations distinguish between sharing cash profits and in-kind profits.  
Sufficient business activity existed to constitute a partnership. 
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Limitations of Rev. Proc. 2002-22 

• Does not provide a safe harbor for certain types of co-
ownership structures. 

• Intended by IRS to provide guidelines for requesting 
advance rulings. 

• Not intended as substantive rules; not intended for audit 
purposes. 

• Provides that rulings generally will not be issued in 
cases where the co-owners held interests in the 
property to be exchanged through a partnership or 
corporation immediately prior to the formation of the 
TIC.  

56 



Rev. Proc. 2002-22 Certain Relevant 
Definitions  
• “Co-owner” means any person that owns an interest in the property 

as a tenant-in-common. 

• “Sponsor” means any person who divides a single interest in a 
property into multiple co-ownership interests for the purpose of 
offering those interests for sale. 

• “Related Person” means a person bearing a relationship described 
in IRC § 267(b) or IRC § 707(b)(1), except that in applying § 267(b) 
or § 707(b)(1), the co-ownership will be treated as a partnership 
and each co-owner will be treated as a partner. 

• “Blanket Lien” means any mortgage or trust deed that is recorded 
against a property as a whole.  
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Rev. Proc. 2002-22 Guidelines 

• Title    
– Each co-owner must hold title as a tenant in 

common either directly or through disregarded 
entities.  

– Title to the property as a whole cannot be held by an 
entity recognized under local law.  

• Number of co-owners    
– No more than thirty-five “persons.”  
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• No entity treatment    

– The co-ownership must not hold itself out in any way as a 
partnership or business entity.   

– For example, it may not file a partnership or corporate tax 
return, may not execute any agreement identifying any or all of 
the co-owners as partners, shareholders, or members of a 
business entity.  

• Co-ownership agreement   
– The co-owners may enter into a limited co-ownership 

agreement that may run with the land. 
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• Voting   

– The co-owners must retain the right to approve: 

 The hiring of any manager; the sale or other disposition of the property; 
leases of “a portion or all of the property;” or the creation or modification 
of any blanket lien. 

– Unanimous approval of the co-owners must be required for:  

 Any sale, lease, or re-lease of all or a portion of the property; any 
negotiation or renegotiation of indebtedness secured by a blanket lien; the 
hiring of any manager, or the negotiation of any management contract (or 
any extension or renewal of such contract).  

– For all other actions, can agree to be bound by vote of those 
holding more than 50% of undivided interests in the property. 
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• Voting (cont’d.):   Easing TIC approval requirements through an 

“implied consent provision.”  IRS. Ltr. 200327003 (July 3, 2003) 

– Each co-owner is provided notice annually of the intended renewal of a 
management agreement.  Each co-owner can then exercise its right to 
terminate the management agreement with 60 days' notice.   

– Absent an objection, the renewal of the management agreement is deemed 
approved. 

– IRS concluded that even though this was not affirmative consent, it satisfied 
the pertinent requirements of Rev. Proc. 2002-22.  

– It is not clear whether the scope of the “implied consent” ruling extends beyond 
the reappointment of a manager (such as to the deemed approval of a lease, 
or even a sale or refinancing).  See Richard M. Lipton, The ‘State of the Art’ in 
Like-Kind Exchanges, J. Tax’n, January 2009.  
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• Voting (cont’d.):   Easing TIC approval requirements through set 

leasing parameters.  IRS Ltr. 200513010 (April 1, 2005) 

– An agreement, which allows the management company to lease (or re-lease) a 
specified percentage of the total leasable space without obtaining consent of 
the co-owners.   

– Any of these leases must meet certain unanimously approved lease guidelines 
provided by the co-owners annually, including parameters related to credit 
worthiness, type of tenants, rental ranges, and length of rental term.   

– The lease parameters, once unanimously agreed upon, cannot be altered or 
amended except on the unanimous consent of all co-owners. 
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• Restrictions on Alienation 

– Co-ownership agreement cannot require prior approval to transfer, partition, or 
encumber a co-owner’s undivided interest in the property. 

– Restrictions by lender, consistent with customary commercial lending practices, 
on right to transfer, partition, or encumber are not prohibited. 

– A co-owner, sponsor, or lessee may have a right of first offer. 

– Co-owners can agree to offer their respective co-ownership interests for sale to 
the other co-owners, the sponsor, or a lessee at fair market value before 
exercising any right to partition. 
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• Restrictions on Alienation (cont’d.):  IRS Ltr. 200625009 (June 23, 2006); 

IRS Ltr. 200625010 (June 23, 2006); IRS Ltr. 200826005  (June 27, 2008); IRS Ltr. 
200829012 (July 18, 2008); and IRS Ltr. 200829013 (July 18, 2008). 

– In a tenancy-in-common consisting of only two 50% co-owners, a restriction on 
one co-owner's right to engage, without the approval of the other co-owner, in 
activities that could significantly diminish the value of the other 50% interest 
(i.e. pledging the interest in the property as collateral) found to be consistent 
with the requirement that each co-owner have the right to approve an 
arrangement that will create a lien on the property.  

– A buy-sell provision in the TIC agreement between the same two co-owners 
found to be consistent with establishing a right to acquire the other co-owner’s 
interest at fair market value.  
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• Sharing proceeds and liabilities upon sale of property   

– If a property is sold, any debt secured by a blanket lien must be 
satisfied and the remaining proceeds must be distributed to the co-
owners. 

• Proportionate sharing of profits and losses 

– Each co-owner must share in all revenues generated by the property 
and all costs associated with the property in proportion to the co-
owner’s undivided interest in the property. 

– Neither the co-owners, nor the sponsor, nor the manager may 
advance funds to a co-owner to meet expenses unless the advance is 
recourse to the co-owner (and, where the co-owner is a disregarded 
entity, the owner of the co-owner) and is not for a period exceeding 31 
days. 
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• Proportionate sharing of debt   

– The co-owners must share in any indebtedness secured by a blanket 
lien in proportion to their undivided interests. 

• Options 

– Call option.  A co-owner may issue a call option, provided the exercise 
price reflects the fair market value of the property determined as of the 
time the option is exercised.   

– Put option.  A co-owner may not acquire a put option to sell the co-
owner’s undivided interest to the sponsor, the lessee, another co-
owner, the lender, or any person related to such persons.   
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Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
• No Business Activities 

– The co-owners’ activities must be limited to those customarily performed in 
connection with the maintenance and repair of rental real property.   

– Rev. Proc. 2002-22 specifically references Rev. Rul. 75-374, 1975-2 C.B. 261 
and Section 512(b)(3)(A) for purposes of determining qualifying “customary 
activities.” 

– For example, in the residential context, permissible services should include 
unattended parking, water, cleaning, heat and air conditioning, repairs, 
maintenance, and trash removal.  See, e.g., IRS Ltr. 200019014 (Feb. 10, 
2000) and IRS Ltr. 9853028 (Sept. 30, 1998). 

– For other properties, such as shopping centers, arguably the REIT rules which 
state that “customary” services are those that tenants in buildings of a similar 
class in the geographic market are customarily provided should furnish 
guidance.  See, e.g., IRS Ltr. 200013021 (Dec. 15, 2000). 
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• No Business Activities (cont’d.) 

– All activities of the co-owners, their agents, and any persons related to 
the co-owners with respect to the property are taken into account. 

– For example, if the sponsor or lessee is a co-owner, then all of the 
activities of the sponsor or lessee (or any person related thereto) with 
respect to the property will be taken into the account in determining 
whether the co-owners’ activities are customary activities.   

– Activities of a co-owner in the property who is one for less than six 
months (or related person with respect to the property) will not be 
taken into account. 

Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
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• Management and Brokerage Agreements 

– Must be renewable no less frequently than annually.   

– May authorize the manager to maintain a common bank account for 
the collection and deposit of rents and to offset expenses associated 
with the property against revenues before disbursement to the co-
owners of their shares of net revenues.   

– The manager must disburse to the co-owners their shares of net 
revenues within three months from the date of receipt of such 
revenues.   

Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
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• Management and Brokerage Agreements (cont’d.) 

– May authorize the manager to prepare statements for the co-owners 
showing their shares of revenue and costs from the property.   

– May authorize the manager to obtain or modify insurance on the 
property, and to negotiate modifications to the terms of any lease or 
indebtedness encumbering the property (subject to the required 
unanimous approval of the co-owners, as described above).   

– Fees paid by the co-ownership to the manager cannot be determined 
in whole or in part based on the “income or profits” derived by any 
person from the property and may not exceed the fair value of the 
manager’s services. 

 

Rev. Proc. 2002-22 Guidelines 
(cont’d.) 

70 



• Leasing Agreements 

– Any leasing arrangement must be a bona fide lease for federal tax 
purposes. 

– Rents must reflect the fair value for the use of the property. 

– Rents must not depend, in whole or in part, on the income or profits 
derived by any person from property leased (other than an amount 
based on a fixed percentage or percentages of receipts or sales). 

– The revenue procedure specifically references Section 856(d)(2)(A) 
and the regulations thereunder.  Thus, for example, rents cannot be 
based on net income or cash flow from the property. 

 

Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
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• Loan Agreements   

– A lender with respect to any debt that encumbers the property, or any 
debt incurred to acquire an undivided interest in the property, may not 
be related to any co-owner, the sponsor, the manager, or any lessee 
of the property.   

• Payments to Sponsors  

–  Any payment to a sponsor for the acquisition of a co-ownership 
interest (or for services rendered) must reflect the fair market value of 
the acquired co-ownership interest (or the services rendered) and may 
not depend, in whole or in part, on the income or profits derived by 
any person from the property.  

Rev. Proc. 2002-22 Guidelines 
(cont’d.) 
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Look Beyond Rev. Proc. 2002-22 
to Determine TIC vs. Partnership 

• Remember that Rev. Proc. 2002-22 is not a safe-harbor, 
nor does it establish substantive law. 

• Case law and other authorities addressing existence of 
federal tax partnerships must be consulted. 

• Cases are generally very fact dependent, with primary 
emphasis on intent to create a partnership/whether joint 
actions were sufficient to constitute the conduct of a 
trade, business, financial operation or joint venture. 

** For earlier coverage of this topic, see Alexander J. Szilvas & Christina 
Novotny, Partnerships, Tenancies-In-Common and § 1031 Exchanges, 54th 
Annual Cleveland Tax Institute (2011). 
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Section 1031 –  
Potential Legislative Changes 
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Section 1031 –Potential Legislative 
Changes 

75 

• Recent Proposals to Limit or Repeal Section 1031: 

– House Ways and Means Committee 

– Senate Finance Committee 

– Obama Administration Budget Proposals 

– Treasury Department 

• Trump Administration View? 



Section 1031 –Potential Legislative 
Changes (cont’d) 
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• Prior statutory changes to Section 1031 and earlier 
legislative proposals were focused on tightening 
requirements rather than limiting dollar benefits or 
repeal. 

– Unclear whether further narrowing of scope of Section 1031 
might be considered. 

– Possible that different classes of assets may be handled 
differently (e.g., real estate versus artwork and other 
collectibles and perhaps other tangible personal property). 



Section 1031 –Potential Legislative 
Changes (cont’d) 
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• Strong Arguments against Repeal: 
– “Like kind” exchange rules have existed with limited modifications since 

1921 (almost from inception of our tax system) 

 Premised on “continuity of investment” rationale which is generally sound tax policy. 

– Promotes capital investment and reinvestment. 

– Provides liquidity and avoids “lock-in” effect. 

– Macroeconomic studies indicate large declines in annual GDP could result 
from limitation or repeal of Section 1031. 

– Potential loss in value of real estate assets also possible in event of repeal 
or limitation of Section 1031. 

• Many real estate and other industry groups have mobilized in 
urging the retention of current law under Section 1031 for like-kind 
exchanges (e.g., recent joint letter to President-elect Trump’s tax 
policy lead). 



Section 1031 –Potential Legislative 
Changes (cont’d) 
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• If legislative change to Section 1031 enacted, consider: 

– Timing of Enactment; 

– Effective Date; 

– Transition Rules. 
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For more information, please contact: 
 
Nicholas P. Melillo   Alexander J. Szilvas  
45 Rockefeller Plaza   Key Tower 
New York, NY 10111   127 Public Square, Suite 2000 
(212) 589- 4633    (216) 861-7883 
nmelillo@bakerlaw.com   aszilvas@bakerlaw.com 
 
 
Gina M. Mavica   Christina Novotny  
45 Rockefeller Plaza   Key Tower 
New York, NY 10111   127 Public Square, Suite 2000 
(212) 589- 4672    (216) 861-7295 
gmavica@bakerlaw.com  cnovotny@bakerlaw.com 
 

Baker Hostetler Contacts 
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For information on CLE, please contact: 
 
Karyn Mueller      
kmueller@bakerlaw.com    
 
 
For other general inquiries, please contact: 
 
Julie Kirschnick      
jkirschnick@bakerlaw.com 

Baker Hostetler Contacts (cont’d) 



Atlanta 
Chicago 
Cincinnati 
Cleveland 
Columbus 
Costa Mesa 
Denver 
Houston 
Los Angeles 
New York 
Orlando 
Philadelphia 
Seattle 
Washington, DC 
 
bakerlaw.com 

These materials have been prepared by Baker & Hostetler LLP for informational purposes only and are not legal advice. The information is not intended to create, and receipt of it does not constitute,  
a lawyer-client relationship. Readers should not act upon this information without seeking professional counsel. You should consult a lawyer for individual advice regarding your own situation.  
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