
IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax advice contained in this communication (including any attachments) is not intended or written to be used or relied upon, and cannot be used or relied upon, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing, or recommending to another party any transaction or matter addressed herein.  If you are not the original addressee of this communication, you should seek advice based on your particular circumstances from an independent adviser.  
1. Definitions
a. Deferred Exchange

i. A deferred exchange is an exchange where, pursuant to an agreement, the taxpayer transfers qualifying property and subsequently receives like kind property.  Treas. Reg. §1.1031(k)-1(a).

b. Disqualified Person

i. An agent of the taxpayer at the time of the transaction.  Treas. Reg. §1.1031(k)-1(k)(2).

ii. Attorneys, accountants, employees, investment banker or broker, and real estate agent or broker within the 2 year period ending on the date of the first of the relinquished properties.

1. Exceptions

a. Services for the taxpayer with regard to1031 exchanges will not be taken into account. Treas. Reg. §1.1031(k)-1(k)(2)(i).  

b. Routine financial, title, escrow and trust services for the taxpayer by a financial institution, title company, or escrow company. Treas. Reg. §1.1031(k)-1(k)(2)(ii).  

iii. Family members. Treas. Reg. §1.1031(k)-1(k)(3); IRC §267(b), §707(b).   

iv. Controlled entities (10% or more).  Id.  

2. Relevant Time Periods

a. Identification Period

i. Replacement property must be identified within 45 days after the relinquished property is transferred.  Treas. Reg. §1.1031(k)-(b)(2)(i). 

b. Exchange Period

i. Replacement property must be received within 180 days after the relinquished property is transferred.  Treas. Reg. §1.1031(k)-(b)(2)(ii).

c. Effective Date if Multiple Properties

i. If multiple properties are relinquished as a part of the exchange, the identification and exchange deadlines run from the earliest date any of the relinquished properties are transferred.  Treas. Reg. §1.1031(k)-(b)(2)(iii). 

3. Identification Requirements
a. Manner of Identification

i. Replacement property is identified if it is designated as replacement property in a written document signed by the taxpayer and sent before the expiration of the replacement period to either (i) the person transferring the replacement property, or (ii) any other person involved in the exchange (e.g. title or escrow officer) other than the taxpayer or a disqualified person. Treas. Reg. §1.1031(k)-(c)(2).  
ii. Alternatively, identification can occur where it is made in a written agreement for the exchange of properties signed by all parties to the agreement before the end of the identification period.  Id.  

b. Description of Replacement Property

i. Replacement property must be unambiguously described in the written document.  Treas. Reg. §1.1031(k)-(c)(3)

1. For real property this means, APN, legal description, address or a distinguishable name (e.g. the Sherwood Apartments).  

ii. Incidental Property.  Treas. Reg. §1.1031(k)-(c)(5).  

1. Property that is incidental to a larger item of property will be treated as part of (and not separate from) the larger item if:

a. In standard commercial transactions, the incidental property is typically transferred with the larger item; and,

b. The aggregate FMV of the incidental property does not exceed 15% of the aggregate FMV of the large item of property.  

iii. Property to be Produced or Not in Existence
1. If the replacement property is not in existence or has not been produced, it can still be identified.  Treas. Reg. §1.1031(k)-1(e)(1).

a. For real property, describe a legal description of the unimproved real property and a description of the construction of improvements in as much detail as possible.  Treas. Reg. §1.1031(k)-1(e)(2).

c. Alternative and Multiple Replacement Properties.  

i. Taxpayer may identify more than one replacement property, subject to the following limitations:

1. 3 Property Rule.  Treas. Reg. §1.1031(k)-(c)(4)(i)(A).

a. Taxpayer can identify up to 3 replacement properties regardless of their FMV.

2. 200 Percent Rule.  Treas. Reg. §1.1031(k)-(c)(4)(i)(B)

a. Taxpayer can identify any number of replacement properties, provided that their aggregate FMV does not exceed 200% of the aggregate FMV of all relinquished properties.

ii. If the taxpayer exceeds the 3 property rule and the 200% rule on the date the identification period expires, the exchange will not qualify.  Treas. Reg. §1.1031(k)-(c)(4)(ii).

1. Exceptions and Limitations

a. Exchange will qualify as to replacement property received by taxpayer before end of identification period.  Treas. Reg. §1.1031(k)-(c)(4)(ii)(A).  

b. Exchange will qualify as to replacement property received by taxpayer before end of exchange period, but only if taxpayer receives replacement property that is at least 95% of the aggregate FMV of all identified replacement properties. (the “95 Percent Rule”).  

d. Revocation of Identification. 

i. An identified replacement property can be revoked by giving written notice sent before expiration of the identification period to the same person it was previously given to. 

ii. If identification was by means of a written agreement, it can be revoked by giving written notice sent before expiration of the identification period to all parties to the agreement.

4. Receipt Requirement

a. General Rule.  Treas. Reg. §1.1031(k)-1(d)(1).

i. Identified property is received before the end of the exchange period if:

1. The taxpayer receives the replacement property before the end of the exchange period; and,

2. The replacement property is substantially the same as identified.  

b. Receipt of Property to be Produced or not in Existence.  Treas. Reg. §1.1031(k)-1(e).

i. Personal Property.

1. Personal property will not be substantially the same as the property indentified unless the replacement property is completed before the date it is to be received by the taxpayer.  Treas. Reg. §1.1031(k)-1(e)(3)(ii).

ii. Real Property.

1. Real property will be considered substantially the same as the property identified even if the improvements are not completed at the time of receipt, provided that the property, once completed is substantially the same as that identified.  Treas. Reg. §1.1031(k)-1(e)(iii).  

a. However, if property is transferred in exchange for services, production occurring after receipt by the taxpayer is, to that extent, not considered receipt of like kind property. Treas. Reg. §1.1031(k)-1(e)(4). 

iii. Rules of Construction

1. In determining whether the replacement property is substantially the same as identified, variations due to usual or typical production changes are disregarded.  Treas. Reg. §1.1031(k)-1(e)(3)(i).

5. Receipt of Money or Other Property

a. General Rule of Actual and Constructive Receipt
i. A deferred exchange will not meet the requirements of §1031(a) if, as a part of the consideration, the taxpayer receives money or other property.  Treas. Reg. §1.1031(k)-1(f)(1).

1. If the taxpayer receives money or other property, the exchange may still qualify as a partial exchange under §1031(b) or §1031(c).   
ii. However, if the taxpayer actually or constructively receives money or other property in the full amount of the consideration for the relinquished property before the taxpayer receives the replacement property, the transaction will constitute a sale.  Treas. Reg. §1.1031(k)-1(f)(1).
1. Actual Receipt

a. Taxpayer is in actual receipt if taxpayer actually receives money or property, or receives the economic benefits of the money.  Treas. Reg. §1.1031(k)-1(f)(2)

2. Constructive Receipt

a. Taxpayer is in constructive receipt of money or property if it is credited to his account, set apart from him, or otherwise made available so that he may draw upon it at any time, or so that he could have drawn upon it during the taxably year if notice of intention to withdraw had been given.  Treas. Reg. §1.451-2(a); §1.1031(k)-1(f)(2).  

b. Substantial Limitation Exception. Treas. Reg. §1.1031(k)-1(f)(2)

i. Income is not constructively received if the taxpayer’s control of its receipt is subject to substantial limitations or restrictions, or if some barrier exists to actual possession. Baxter v. Commissioner 816 F2d 493.  

b. Safe Harbors to Actual and Constructive Receipt

i. Security or Guarantee Arrangements

1. Taxpayer can secure the transferee’s obligation to transfer the replacement property with a deed of trust on property, a standby letter of credit, or a third party guarantee.  Treas. Reg. §1.1031(k)-1(g)(2)(i).  

ii. Qualified Escrow Agent or Qualified Trust

1. Rule

a. Taxpayer can secure the transferee’s obligation to transfer the replacement property with cash or cash equivalent, if the cash is held in a qualified escrow account or qualified trust.  Treas. Reg. §1.1031(k)-1(g)(3)(i)

2. Qualified Escrow Agent. 
a. Requirements. Treas. Reg. §1.1031(k)-1(g)(3)(ii). 
i. Escrow holder is not taxpayer or disqualified person, and

ii. Escrow agreement expressly limits taxpayer’s rights to receive, pledge, borrow or otherwise obtain the benefits of the cash held in the escrow.
  

3. Qualified Trust

a. Requirements. Treas. Reg. §1.1031(k)-1(g)(3)(iii)

i. Trustee is not taxpayer or disqualified person, and

ii. Trust agreement expressly limits taxpayer’s rights to receive, pledge, borrow or otherwise obtain the benefits of the cash held in the trust.

iii. Qualified Intermediaries

1. The qualified intermediary is not considered the agent of the taxpayer thereby solving the actual / constructive receipt problem. Treas. Reg. §1.1031(k)-1(g)(4)(i).  

2. Definition.  Treas. Reg. §1.1031(k)-1(g)(4)(iii)

a. QI is a person who:

i. Is not the taxpayer or a disqualified person; 

ii. Enters into a written agreement with the taxpayer (the “exchange agreement”; and

iii. Pursuant to the exchange agreement:

1. Acquires the relinquished property from the taxpayer;

2. Transfers the relinquished property;

3. Acquires the replacement property; and

4. Transfers the replacement property to the taxpayer.  

3. Requirements of the Exchange Agreement. Treas. Reg. §1.1031(k)-1(g)(4)(ii).  
a. Must be in writing; and
b. Must expressly limits taxpayer’s rights to receive, pledge, borrow or otherwise obtain the benefits of the cash held by the QI. 
4. Means of Acquiring and Transferring Property

a. Acquiring and Transferring Relinquished Property. 

i. QI acquires and transfers legal title; or

ii. QI enters into an agreement with a person other than the taxpayer for the transfer of the relinquished property (and pursuant to the agreement, the relinquished property is ultimately transferred to that person).  Treas. Reg. §§1.1031(k)-1(g)(4)(iv)(A),(B).  
1. The intermediary is treated as entering into an agreement if:

a. The taxpayer enters into the agreement to transfer the relinquished property;
b. The taxpayer assigns the agreement to the QI; and,

c. All parties to the agreement are notified in writing of the assignment on or before the date of the transfer.  Treas. Reg. §1.1031(k)-1(g)(4)(v).  

b. Acquiring and Transferring Replacement Property

i. QI acquires and transfers legal title; or

ii. QI enters into an agreement with the owner of the replacement property for the transfer of the replacement property (and pursuant to the agreement, the replacement property is ultimately transferred to the taxpayer).  §§1.1031(k)-1(g)(4)(iv)(A),(C). 
1. The intermediary is treated as entering into an agreement if:

a. The taxpayer enters into the agreement to acquire the replacement property;

b. The taxpayer assigns the agreement to the QI; and,

c. All parties to the agreement are notified in writing of the assignment on or before the date of the transfer.  Treas. Reg. §1.1031(k)-1(g)(iv)(5).  

iv. Interest and Growth Factors
1. General Rule 

a. Taxpayer is not in actual or constructive receipt if taxpayer is entitled to receive interest or growth factor with respect to the deferred exchange. Treas. Reg. §1.1031(k)-1(g)(5).
2. Restrictions to General Rule

a. Interest and growth factors will only be disregarded if the agreement expressly provides that taxpayer has no right to receive, pledge, borrow or otherwise obtain the benefits of the interest or growth factor before the end of the exchange period.  Treas. Reg. §1.1031(k)-1(g)(5); §1.1031(k)-1(g)(6)(i).  

3. Allowable Provisions

a. Agreement may provide that taxpayer can receive the interest in the event taxpayer fails to identify replacement property within identification period.  Treas. Reg. §1.1031(k)-1(g)(6)(ii).

b. Agreement may provide that if taxpayer has identified replacement property, that taxpayer may receive, borrow, pledge or obtain the benefits of the interest after:
i. Receipt of all replacement property; or
ii. The occurrence after the identification period of a material contingency that:

1. Relates to the deferred exchange;

2. Is provided for in writing; and

3. Is beyond the control of the taxpayer and any disqualified person.  

6. Installment Sales and Boot or Failed Exchanges

a. In the event of a failed or partial exchange where a QI or qualified escrow or trust is involved, the taxpayer may be able to defer recognition of capital gain income to the following year.  Treas. Reg. §1.1031(k)-1(j)(2).  
b. For example, if taxpayer sells relinquished property near the end of its tax year, and receives replacement property and boot the following tax year (or fails to identify or receive replacement property), IRC §453 will apply and recognition of the gain will be deferred until the year in which the boot is received, notwithstanding the fact the relinquished property was sold a year earlier.  
i. Limitations

1. Taxpayer must have a bona fide intent of completing the exchange.  Treas. Reg. §1.1031(k)-1(j)(2)(iii).  

2. Under §453, depreciation recapture must be recognized in the year the relinquished property was sold.  
� With regard to this requirement found throughout the safe harbor regulations, the following are disregarded: (i) items the seller may receive that are not a part of the amount realized (e.g. prorated rents), and (ii) transaction items relating to the disposition or acquisition of the property (e.g., prorated taxes, recording fees, commissions, title fees).  Treas. Reg. §1.1031(k)-1(g)(7)(i),(ii).  
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