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INTRODUCTION

The section 1031 industry holds a unique place in
our economy.? Section 1031 has become an impor-
tant and frequently used provision of the Internal
Revenue Code. As a provision of tax law, its appli-
cation requires the use of tax-law analysis, which
requires specialized training. Often, the profession-
als (real estate attorneys and section 1031 qualified
intermediaries) closest to section 1031 exchanges
lack that critical training.

Section 1031 grants nonrecognition of gain on the
disposition of real property if the disposition is struc-
tured as part of a qualifying exchange.? Because
section 1031 applies to real property, real estate
attorneys are often connected to such transactions.
Almost all real estate transactions structured as sec-
tion 1031 exchanges move through section 1031
qualified intermediaries, so those service providers,
as an industry, see hundreds of thousands of real
estate transactions each year. The section 1031 qual-
ified intermediary is unregulated,” so anyone can
become a section 1031 qualified intermediary. Thus,
the professionals that are typically most closely con-
nected to section 1031 exchanges are real estate
attorneys and section 1031 qualified intermediaries.

This article provides a general overview of the fun-
damentals of tax-law analysis and shows how the

application of such analysis clarifies the authorities
governing the four requirements of section 1031.° It
focuses on the application of law to specific types
of transactions: section 1031 exchanges that occur
in proximity to business transactions (i.e., contribu-
tions to and distributions from entities, and those
taxed as partnerships for federal income tax pur-
poses in particular). The article presents the fun-
damentals of tax-law analysis to lay the foundation
for considering the application of the law to spe-
cific tax questions that arise with respect to section
1031 exchanges that occur in proximity to business
transactions: (i) the exchange requirement; (ii) the
qualified-use requirement (i.e., the requirement
that property be held for productive use in a trade
or business or for investment); (iii) the real-property
requirement; and (iv) the like-kind requirement.t
The article then examines the law that governs
the exchange requirement generally and how it
applies specifically to section 1031 exchanges that
occur in proximity to business transactions. It shows
that the law recognizes the transfer of tax owner-
ship in transitory transactions (i.e., those in which
the exchanger acquires property and immediately
transfers it) and that courts elevate form over sub-
stance to find that exchanges occur. This demon-
strates that the law unequivocally supports the
qualified-use requirement in exchanges that occur
in proximity to tax-free business transactions and
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confirms that courts recognize the complementary
purposes of section 1031 continuity-of-investment
and the entity tax rules recognizing that contribu-
tions and distributions are changes of the form of
ownership but do not disrupt continued investment
in property. The article also examines the real-prop-
erty and like-kind requirements, which come into
question if undivided interests in property are trans-
ferred as a tax-free distribution prior to an exchange
or acquired as part of an exchange preceding a tax-
free contribution of the interests to an entity. With
such transactions, the interest that an exchanger
transfers or receives must be real property and
like-kind to other real property. Thus, exchangers
should ensure that any co-ownership arrangement
is treated as a tenancy-in-common arrangement for
federal income tax purposes.

A careful examination of the law shows that there
is strong support for granting section 1031 nonrec-
ognition to exchanges that occur in proximity to
tax-free business transactions. Despite that support,
some advisors continue to advise property owners
that they must hold exchange property for some
fixed period to satisfy the exchange or qualified-use
requirement. The article discusses the tax risks and
non-tax risks that exchangers face when structur-
ing exchanges in proximity to business transactions,
as well as summarizes some best practices that can
help ensure the arrangement is a tenancy in com-
mon for federal income tax purposes. That discus-
sion concludes that holding property for a longer
period of time does not necessarily reduce tax risk,
but extending ownership of property could intro-
duce non-tax risks. Giving advice that is not sup-
ported by law also exposes advisors to risks.

FUNDAMENTALS OF TAX-LAW ANALYSIS

A fundamental task of tax advisors is to apply law
to facts and help clients understand the tax ramifi-
cations of reporting positions.” As part of that task,
tax advisors may be asked to recommend transac-
tion structures that help reduce or minimize taxes.
As part of that process, tax advisors must determine
the state of tax law. The tax law governing a spe-
cific issue might be certain and easily determinable,

certain but not readily determinable, or uncertain,
which uncertainty may or may not be easily deter-
minable. Tax advisors must be able to determine
the state of the law governing a specific issue and
know how to give advice in any particular situa-
tion. Determining the state of the law with respect
to specific issues requires understanding the basic
framework of tax-reporting decision-making and
tax-law analysis.

Tax-Reporting Decision-Making

In the transactional setting, taxpayers may be
faced with a multitude of decisions related to the
position they will report on their tax returns with
respect to certain transactions and issues related
to those transactions. This analysis does address
the decision-making process of taxpayers who act
fraudulently and considers the decisions taxpayers
must make if they act in a non-fraudulent manner
but are interested in minimizing their tax liability.
Such taxpayers generally are concerned with three
questions: (i) How much will the tax be if | do not
take the favorable reporting position? (i) What is the
likelihood that | will have to pay the tax later if | take
the favorable reporting position? and (iii) Could | be
liable for penalties if | take the favorable reporting
position?

Amount of Tax at Stake

The amount of tax at stake depends upon the
issue under consideration, the amount of income
or deduction to be reported, and the tax rate
that would apply to the income or deduction. For
instance, the issue under consideration could be
whether a transaction satisfies the requirements
of section 1031 and qualifies for nonrecognition. If
the transaction qualifies for section 1031 nonrecog-
nition, the taxpayer would not report gain on the
transaction. If the transaction did not qualify for
section 1031 nonrecognition, the taxpayer would
report gain on the transaction.

The amount of tax would equal the amount of gain
that would be reported if the transaction did not
qualify for section 1031 nonrecognition multiplied
by the tax rate. The tax rate would depend upon
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the character of gain, which will typically be capi-
tal gain for property that qualifies for section 1031
nonrecognition.? For real property, that capital gain
may be regular long-term capital gain (taxed at 20
percent) or unrecaptured section 1250 gain (taxed
at 25 percent).? The gain could also be subject to the
tax on net investment income under section 1411
and state income tax. To illustrate, if the realized
gain on a transfer of property is $10,000,000 and the
blended rate with those various taxes is 32 percent,
the tax on that gain would be $3,200,000 if the gain
does not qualify for section 1031 nonrecognition.

Likelihood of Paying the Tax

Once the taxpayer knows the amount of tax at
stake, the taxpayer has a choice of paying the tax
or taking the reporting position that the transaction
qualifies for section 1031 nonrecognition. The cost
of not reporting the transaction as a section 1031
exchange is the amount of tax owed, or $3,200,000
in the hypothetical presented herein. If the report-
ing position has sufficient supporting authority,
based upon an expected-cost analysis, the cost of
taking the reporting position is some amount less
than $3,200,000 because the probability of pay-
ing the tax is some amount less than 100 percent.”
Several factors affect the probability of paying the
tax later, including: (i) the likelihood that the return
will be audited; (ii) the likelihood the IRS will raise
the issue on audit; and (iii) the likelihood that the
reporting position will be upheld. The discus-
sion below confirms that an advisor can only give
advice with respect to the likelihood of the position
being upheld," but the likelihood of audit and the
issue being raised on audit do affect the likelihood
that the taxpayer will owe the tax later. Thus, if the
authority supporting section 1031 nonrecognition is
sufficient, paying the tax instead of claiming section
1031 nonrecognition will always be more expensive
than claiming section 1031 nonrecognition.

Some people will claim that taking an uncertain
reporting position will be more costly because if the
IRS audits the return and raises the issue, the tax-
payer will incur costs to contest the IRS challenge.
That is not necessarily the case because the taxpayer

could simply pay the tax if the IRS challenges the
reporting position. Even if the taxpayer simply pays
the tax after an IRS challenge, the expected cost of
paying the tax later will be less than paying the tax
with the tax return because the probability of pay-
ing the tax later is less than the 100-percent prob-
ability of paying the tax with the return.” If the IRS
raises the issue, the taxpayer can decide at that
point whether to simply pay the tax or to contest
the IRS. That decision will be based upon the tax-
payer’s assessment of the cost of paying the tax at
that point versus the estimated cost of contesting
the IRS and the probability of that contest produc-
ing favorable results for the taxpayer.”

Penalty Exposure

If a taxpayer has not committed fraud and was not
negligent in taking a reporting position, penalty
exposure for reporting the transaction as a section
1031 exchange should be limited to the substantial
understatement penalty.”* That penalty is reduced
if the substantial authority supports section 1031
nonrecognition or if the exchanger adequately dis-
closes the facts that are relevant to the exchange
and there is a reasonable basis for the tax treatment
of the item.”” The concepts of substantial authority
and reasonable basis contemplate the weight of
authority that supports a reporting position. The
discussion below reviews how tax advisors deter-
mine the weight of authority.'®

A taxpayer can also avoid the substantial understate-
ment penalty by showing that there was reasonable
cause for the reporting position and the taxpayer
acted in good faith."” Relying upon an expert in sec-
tion 1031 for advice regarding a reporting position
can establish reasonable cause and good faith in
some circumstances.”® Thus, some exchangers will
seek opinions from reputable tax attorneys to mini-
mize penalty exposure when considering whether
to report a transaction as a section 1031 exchange
when the law supporting the reporting position is
uncertain. Otherwise, the weight of authority sup-
porting the reporting position and the likelihood
that both the return will be audited and the issue
will be raised on audit all determine the taxpayer’s
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penalty exposure.” Tax advisors have the responsi-
bility to determine the weight of authority that sup-
ports a reporting position.

Determining Weight of Authority

Tax law adopts a specific framework for determin-
ing the weight of authority that supports a report-
ing position.?® That framework requires identifying
legal authority, such as statutes, case law, regula-
tions, and IRS rulings, that address the issue and
determining which authorities support a reporting
position and which authorities support contrary
treatment.?’ The supporting authorities and the
contrary authorities are then weighed against each
other to determine the likelihood that a reporting
position will be upheld.?? The weight of an author-
ity depends upon its relevance, persuasiveness, and
the type of document providing the authority.?* The
relevance of authority depends upon the extent to

which the authority has facts in common with the
tax treatment at issue.* The closer the facts in the
authority are to the tax treatment at issue, the stron-
ger the authority.

The persuasiveness of authority depends upon the
depth of analysis applied to reach a legal conclu-
sion.? Authority that cogently relates applicable law
to pertinent facts is much stronger than authority
that merely states a conclusion.?

The type of document affects the weight of authori-
ty.?” A hierarchy of authority ranks the types of doc-
uments based in large part upon the power of one
authority to overrule or modify another.?® Decisions
by any federal court rank higher than IRS publica-
tions and rulings.? Thus, federal judicial decisions
are stronger authority than IRS rulings. Figure 1
presents a matrix for weighting authorities.

Figure 1:

Authority-Weighting Matrix

Factor Metric Indication of Weight
Relevance
Facts in common Strong
Distinguishable Weak
Inapplicable Weakest
Persuasiveness
Cogent application of law to facts Strong
Conclusory Weak
Type of Document
Listed in order of relative strength from strongest to weakest, based upon power
to overrule or modify authority of other body
U.S. Constitution Strongest
Supreme Court (tie with Congress)
Congress (tie with Supreme Court)*°
Circuit Court of Appeals
Tax Court, district court, Court of Federal Claims
Treasury Regulation
Revenue Ruling
Private letter rulings, technical advice memoranda,
general counsel memoranda, actions on decision Weakest
Any document that has been overruled or modi-
No Authority fied, implicitly or explicitly, by a body with the
power to overrule or modify the earlier authority.
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Tax Planning in Areas of Uncertainty

An area of tax law can be uncertain if there is no
authority that directly addresses an issue under
consideration or if there are multiple authorities
that address the issue but reach different conclu-
sions. In the former situation, tax advisors reason
by analogy, look to other sources of law, or look to
commentary to make a well-reasoned argument
that might support a reporting position.' In the lat-
ter situation, tax advisors must assess each author-
ity to determine whether it has facts that are similar
to the issue under consideration and is relevant to
the issue, whether the authority applies a cogent
analysis to similar facts or is cursory, and finally,
the types of documents of apparently conflict-
ing authority. After such analysis, tax advisors may
determine whether the weight of authority for one
position is considerably greater than the weight of
the contrary authority. In the section 1031 context,
the question is whether the weight of authority
supporting nonrecognition is significantly greater
than the weight of the contrary authority. The
first step in determining the weight of supporting
authority and any contrary authority is to identify
the tax question.

TAX QUESTIONS INHERENT IN EXCHANGES
PROXIMATE TO BUSINESS TRANSACTIONS

Section 1031 exchanges can take many forms and
occur with respect to various types of real property.
The exchange structure and the type of real prop-
erty being exchanged can raise numerous questions.
Exchanges and proximate business transactions (i.e.,
contributions and distributions of exchange prop-
erty) arise frequently and elicit mixed information
and advice from advisors. A topic of particular inter-
est is whether the exchanger must hold replace-
ment property for a period of time prior to contrib-
uting it to or distributing it from a tax partnership or
must hold relinquished property after receiving it in
a distribution or contribution before exchanging it.
Advisors struggle to know how to advise exchang-
ers on this issue.? The lack of clarity appears to be
due in large part to a failure to apply fundamental
tax-law analysis principles to the question.

Exchanges that occur in proximity to business trans-
actions raise legal questions related to the sec-
tion 1031 exchange, qualified-use, real-property,
and like-kind requirements,** and each of those
requirements can raise concerns about whether
the exchange property must be held for a period of
time. The following discussion considers each of the
requirements and demonstrates the application of
tax-law analysis to the question of whether section
1031 imposes a holding-period requirement with
respect to exchanges that occur in proximity to a
business transaction. The analysis confirms that the
law does not impose a holding-period requirement.

THE EXCHANGE REQUIREMENT

To satisfy the section 1031 exchange requirement,
a transaction must be a reciprocal transfer of prop-
erty and not a transfer of property for money.?
Shortly after Congress enacted the precursor to sec-
tion 1031 in 1921,** courts recognized that exchang-
ers could satisfy the exchange requirement even
though an accommodator acquired relinquished
property for the exchanger and transferred it to the
buyer and acquired replacement property for the
seller and transferred it to the exchanger.*® For such
a transaction to be recognized as an exchange (i.e.,
a transfer of property to and a receipt of property
from the accommodator), the accommodator had to
become the tax owner of both the relinquished and
replacement properties.’’

Transitory Ownership Respected

That early case law established that even though the
accommodator’s ownership of property was transi-
tory (the accommodator acquired the property and
immediately transferred it), the courts recognized
that the accommodator became the tax owner of
the property.?® Those cases also establish that there
is no holding-period requirement for the accom-
modator to be treated as the tax owner of property.
Numerous subsequent cases confirm that conclu-
sion.** The IRS embraced transitory ownership when
it promulgated the qualified intermediary safe har-
bor and recognized that a qualified intermediary is
treated as acquiring and transferring property if the
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qualified intermediary acquires and transfers legal
title to the property.*°

Numerous judicial decisions and IRS rulings applied
the same standard to exchangers who acquire prop-
erty immediately before an exchange or transfer it
immediately after the exchange.*” Regardless of
whether the transaction qualifies for section 1031
nonrecognition, courts and the IRS find that an
exchange occurs, showing that they respect and
recognize the exchanger’s transitory ownership of
property. This significant body of law supports treat-
ing the exchanger as the tax owner of exchange
property even if the exchanger transfers that prop-
erty immediately after acquiring it.

Courts and IRS Elevate Form Above Substance

Courts reject traditional tax principles in favor of
form when considering whether an exchange has
satisfied the exchange requirement. To illustrate,
the Ninth Circuit stated:

[Olne need not assume the benefits and bur-
dens of ownership in property before exchang-
ing it but may properly acquire title solely for
the purpose of exchange and accept title and
transfer it in exchange for other like property,
all as a part of the same transaction with no
resulting gain which is recognizable.*

The court thus explicitly embraced the form of the
transaction and rejected the application of the tra-
ditional benefits-and-burdens tests that courts and
the IRS often apply to determine tax ownership of
property.*®

Courts also recognize that examining the substance
of a transaction often does not provide an indica-
tion of whether the transaction should be treated
as a sale and purchase or as an exchange. Thus,
courts reject the “undue emphasis on the formalistic
step of no substance” and instead understand that
“the conceptual distinction between an exchange
qualifying for section 1031 on the one hand and a
sale and reinvestment on the other is largely one
of form.”* This explicit rejection of the application
of substance-over-form in favor of a form-driven

analysis clarifies the courts’ position regarding the
exchange requirement. Courts respect the form of
the transaction when determining whether a trans-
action satisfies the exchange requirement, and they
respect the transitory ownership of property.* To
satisfy the exchange requirement, the form of a
transaction therefore must be that the exchanger
acquired and transferred the property.

Transitory Ownership and Proximate
Business Transactions

With respect to exchanges and proximate business
transactions, the case law is directly on point and
recognizes transitory ownership.*® Even though the
IRS did not grant section 1031 nonrecognition to
exchanges and proximate business transactions, it
recognized the exchanger’s transitory ownership of
property and treated the transactions as exchang-
es.¥ Thus, tax law respects the transfer of legal title
to an exchanger even if the exchanger immedi-
ately transfers that property as part of an exchange
or as a contribution to or distribution from a tax
partnership.

No Support for Longer Holding Period

The authority governing the section 1031 exchange
requirement clearly recognizes transitory owner-
ship. There is no authority that suggests that an
exchanger is more likely to satisfy the exchange
requirement by holding property longer than the
instant required to take possession of and transfer
legal title. Consequently, there is no authority to
which an advisor can turn to support advice that
holding property for a certain period will be suffi-
cient to establish that the exchanger became the
tax owner of property. For instance, an advisor can-
not produce any section 1031 judicial decision or
IRS guidance that supports the advice that holding
property for one year after a distribution is required
to satisfy the section 1031 exchange requirement or
strengthens the exchanger’s position regarding the
section 1031 exchange requirement. Thus, provid-
ing such advice exposes the advisor to professional
liability.*®
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Caveat Regarding Transactions and partnership treat the ownership of the property

with Ambiguous Form for tax purposes, the form of the transaction is dif-
ficult to ascertain, and the courts will likely adopt
the parties’ treatment of the transaction.* Thus, for
form to drive the analysis, the form must be clear. If
the form is clear, courts and the IRS respect the form
of the transaction. Figure 2 presents the authority
that has considered whether a transaction was an
exchange.

To rely upon the form of the transaction to show that
a transaction satisfies the section 1031 exchange
requirement, the exchanger must be able to show
that the form of the transaction and the exchanger’s
treatment of the transaction are compatible. For
instance, if the transfer of legal title to a partner is
not consistent with the manner in which the partner

Figure 2
Exchange-Requirement Authorities
Case Name Authority Cite Trar_}sactlon Holding Reason for No
ype Exchange
General Exchange-Partner Exchange Cases
Mercantile . .
1 Trust Co. v. 1935 Tax Court 32B.TA. |ntermed|ary— exchange
, 82 facilitated
Comm'r
Trenton 147 F.2d simultaneous sale
2 Cotton Qil Co. | 1945 6th Cir. ’ exchange
) 33 and purchase
v. Comm’r
W.D. Haden . 165 F.2d intermediary-
3 v.Comm’r 1948 9th Cir. 588 facilitated exchange
Rev. Rul. 57- 1957-1 .
4 244 1957 IRS CB.247 circular exchange exchange
Rev. Rul. 57- 157-2 C.B. .
5 469 1957 IRS 551 direct exchange exchange
J.H. Baird
Publishing 39T.C. intermediary-
6 Co. 1962 Tax Court 608 facilitated exchange
v. Comm’r
Alderson . 317 F.2d -
7 v. Commr 1963 9th Cir. 790 buyer-facilitated exchange
Coastal
8 Terminals, Inc. | 1963 4th Cir. 320 F.2d 333 buyer-facilitated exchange
v. Comm’r
seller did not
Rogers 44T1.C. g agree to
9 v. Comm’r 1965 Tax Court 126 seller-facilitated no exchange facilitate and
did not facilitate
receipt of cash,
exchange
partner did not
10 Cetfler 1967 5th Cir 5 1) buyer-facilitated | no exchange | become owner
v. U.S. 238
of the
replacement
property
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Transaction

Reason for No

Case Name Authority Type Holding Exchange
constructive
receipt,
exchange
Halpern 286 F. Supp. - partner did
11 v.US. 1968 N.D. Ga. 255 buyer-facilitated | no exchange not acquire
equitable title
in replacement
property
Coupe v intermediary-
12 C P . 1969 Tax Court 52T.C.394 facilitated/ exchange
omm’r s
seller-facilitated
Rev. Rul. 73- 1973-2 .
13 476 1973 IRS C.B. 300 omnibus exchange | exchange
sale and
14 il s, Ilnc. 1973 4th Cir. 480 F.2d 710 separa.te no exchange ™ e not
v. Comm'r transactions mutually
dependent
15 | Starkerv.US. | 1979 9th Cir. 6(123212 d buyer-facilitated exchange
Biggs v. . 632 F.2d intermediary-
16 Comm'r 1980 5th Cir. 1171 facilitated exchange
Brauer v intermediary-
17 C ' 1980 Tax Court 74T.C.1134 facilitated exchange
omm,r
exchange
18 Barker V 1980 Tax Court 74T.C. 555 |nterrr)ed|ary- exchange
Comm’r facilitated
19 Garcia V- 1983 Tax Court 80 T.C. 491 circular exchange exchange
Comm'r
> transactions not
20 | Leev.Commr| 1986 Tax Court T.C.M. reverse exchange | no exchange interdependent
(CCH) 1438 P
21 BeZdJ'an, - 1988 9th Cir. 845F.2d 217 | reverse exchange | no exchange t'ransactlons not
Comm’r interdependent
Intermediary- exchanger had
22 Maxwelll Ve 1988 | S.D.Florida e facilitated no unbridled use
Comm'r 141253 exchange
exchange of proceeds
23 ot BOVY_ 1990 Tax Court 94 T.C.582 reverse exchange | no exchange
ersv. Comm’r
Treas. Reg. intermediary-
24 1.1031(k)- 1991 IRS facilitated exchange
1(9)(4) exchange
Dibsy 70 T.C.M. no transactions not
2> v.Comm’r 1995 Tax Court (CCH) 918 reverse exchange exchange | interdependent
Intermediary- exchanger had
Hillyer v. 71 T.C.M. - no unrestricted
26 Comm'r 1996 Tax Court (CCH) 2945 facilitated exchange right to
exchange
exchange funds
Lincoln v. 76 T.C.M. no transactions not
27 Comm'r 1998 Tax Court (CCH) 926 reverse exchange exchange interdependent
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Case Name

Year

Authority

Transaction

Holding

Reason for No

tell v. Comm’r

Type Exchange
Rev. Proc. 2000-2 C.B. : .
28 2000-37 2000 RS 308 title-parking exchange
exchanger
DeCleene v. . . retained
29 Comm'r 2000 Tax Court 115T.C. 457 title-parking no exchange benefits and
burdens
30 | EstateofBar- | 55,0 | TaxCourt | 147TC.140 | title-parking exchange

Exchanger-Side Cases

Regals
1 Re\?lty 1943 2d. Cir. 12973F1'2d intent to sell exchange | no qualified-use
Comm’r
124 Front
2 Street 1975 Tax Court 65T.C.6 contracted- exchange
V. property
Comm’r
Rev. Rul. 75- 1975-2 . .
3 201 1975 IRS CB.332 cooperative-buyer | exchange [ no qualified-use
cooperative-
Rev.Rul. 77- 1977-2 buyer, i
4 297 1977 IRS CB.304 intermediary- exchange | no qualified-use
facilitated
Rev. Rul. 84- 1984-2 . .
5 121 1984 IRS CB.168 cooperative-buyer exchange | no qualified-use
37
Rutherford
6 V. 1978 Tax Court TCM. contracted- exchange
Commr (CCH) property
1851-77
Wagensen 74TC
7 V. 1980 Tax Court 65;?» ) subsequent gift exchange
Comm’r
Priv. Ltr. Dec. 1
8 Rul. 1982 IRS 19é2’ intent to sell exchange | no qualified-use
83-10-016
Click
9 V. 1982 Tax Court 781.C. convertto exchange | no qualified-use
C , 225 personal use, gift
omm’r
Barker 668 F.
10 V. 1987 C.D.1Il. Supp. cooperative-buyer | exchange [ no qualified-use
u.s. 1199
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Transaction Reason for No

Case Name

Authority Cite

Holding

Type Exchange
Proximate Business Transactions
Rev. Rul. 75- 1975-2
1 292 1975 IRS CB.333 swap-and-drop exchange
Rev. Rul. 77- 1977-2
2 337 1977 IRS CB.305 drop-and-swap exchange
Bolker
3 V. 1985 9th Cir. 760 F.2d drop-and-swap exchange
; 1039
Comm’r
Magneson
4 V. 1985 9th Cir. 75134F'2d swap-and-drop exchange
) 90
Comm'r
Mason TéSM
5 V. 1988 Tax Court CCH drop-and-swap exchange
Comm’r ( )
1134
Maloney 93TC
6 V. 1989 Tax Court 89‘ ) swap-and-drop exchange
Comm’r
Chase 92TC N tax treatment
7 V. 1989 Tax Court o sale by partnership did not match
; 874 exchange .
Comm'r transfer of title

THE QUALIFIED-USE REQUIREMENT

To satisfy the qualified-use requirement, an
exchanger must hold relinquished property for pro-
ductive use in a trade or business or for investment
at the time of exchange and must acquire replace-
ment property to hold for productive use in a trade
or business or for investment.®® Several different
types of exchanges (qualified-use exchanges) raise
the qualified-use requirement, and a body of law has
emerged that considers most types of qualified-use
exchanges. Confusion results if an advisor attempts
to apply all authorities to all the different types of
qualified-use exchanges or attempts to draw gen-
eral, universally applicable rules from the different
authorities.

Types of Qualified-Use Exchanges

Qualified-use exchanges come within one of two
broad categories: (i) exchanges and proximate busi-
ness transactions; and (ii) exchanges and proximate
general transactions.’ Business transactions are
contributions to and distributions from entities, and

general transactions are sales and purchases and
conversions to or from personal-use or held-for-sale.
The category of exchanges and proximate business
transactions includes exchanges proximate to con-
tributions and exchanges proximate to distribu-
tions. Exchanges in this category either precede or
follow the business transaction.

The category of exchanges and proximate general
transactions includes exchanges before the general
transaction and exchanges after the general trans-
action. If an exchange occurs before a general trans-
action, the exchanger either changes intent after the
exchange or had the disqualified intent at the time
of the exchange. General transactions that occur
before an exchange are either purchases or conver-
sions. If the general transaction is a purchase, the
exchange is either a contracted-property exchange
or a cooperative-buyer exchange. A contracted-
property exchange occurs when the exchanger
receives an offer from another person seeking to
acquire property the exchanger has under con-
tract. A cooperative-buyer exchange occurs when
an exchanger offers to purchase property (desired
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property), and the seller requires the exchanger to
acquire and transfer other property (consideration
property). The exchanger then acquires the consid-
eration property and transfers it to the seller. For
an exchange following a conversion to satisfy the

qualified-use requirement, the exchanger must con-
vert property that was held for personal-use or for
sale to a qualified use. Figure 3 presents the classifi-
cation of qualified-use exchanges.

Figure 3:

Classification of Qualified-Use Exchanges

Category |
Exchanges and Proximate Business Transactions

Group A
Exchanges Proximate to
Contributions

Group B
Exchanges Proximate to Distributions

Exchange Type 1
Exchanges before contributions

Exchange Type 1
Exchanges before distributions

Exchange Type 2
Exchanges after contributions

Exchange Type 2
Exchanges after distributions

Category Il
Exchanges and Proximate General Transactions

Group A
Exchanges Before General
Transaction

Group B
Exchanges After General Transaction

Exchange Type 1
Change of intent after exchange

Subgroup 1 Subgroup 2

Purchase Transactions

Conversion Transactions

Exchange Type 2
Disqualified intent at time of exchange

Exchange Type a
Contracted-Property

Exchange Type a
Failure to Convert

Exchange Type b
Cooperative-Buyer

Exchange Type b
Successful Conversion

Type of Transaction Dictates Relevant Law

Classifying qualified-use exchanges is important
because the relevance of legal authorities depends
upon the classification of the qualified-use exchange
under consideration. Each qualified-use case and
ruling considers just one of the various types of
exchanges. Thus, legal authority that is relevant to
exchanges that occur in proximity to business trans-
actions is less relevant, or not relevant, to exchanges
that occur in proximity to general transactions and
vice-versa. That outcome is not surprising because
the types of qualified-use exchanges can vary
significantly.

A comparison of two qualified-use exchanges illus-
trates the differences between the two transactions.
In one exchange, an individual acquires property
and immediately begins to use it for personal use or
allows related parties to use the property rent-free
for personal use. That is an exchange in proximity
to a general transaction, the conversion of property
to personal use. The courts recognize that convert-
ing replacement property to personal use immedi-
ately after acquisition causes the transaction to fail
to satisfy the qualified-use requirement.>> Compare
that to a typical exchange in proximity to a business
transaction in which a tax partnership holds prop-
erty for productive use in a trade or business or for
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investment, distributes that property to its partners
in a transaction that qualifies for nonrecognition,
and the partners then exchange their shares of the
distributed property for property to be held for pro-
ductive use in a trade or business or for investment.
Courts recognize that the nonrecognition provi-
sions that apply to entity transactions and section
1031 nonrecognition both apply to continuations of
investment, and they uniformly hold that such trans-
actions qualify for section 1031 nonrecognition.*

The continuity investment purpose of section 1031
and the entity tax rules distinguish those transac-
tions from exchanges and proximate business trans-
actions. Consequently, the authority that governs
exchanges and proximate general transactions is
not relevant to exchanges and proximate business
transactions, and vice versa. Thus, advisors and
commentators create confusion when they fail to
recognize the distinction and attempt to apply all of
the authority to every type of exchange.

Qualified-Use Requirement Satisfied as
Matter of Law for Some Exchanges

The Tax Court declares that exchanges in proxim-
ity to business transactions satisfy the qualified-use
requirement as a matter of law, stating, “A trade
of property A for property B, both of like kind, may
be preceded by a tax-free acquisition of property A
at the front end, or succeeded by a tax-free trans-
fer of property B at the back end.”* That statement
leaves no doubt that an exchange in proximity to
a business transaction can satisfy the qualified-use
requirement. The rule is not qualified with a require-
ment that the exchanger hold the property for a
given period of time, but the rule would not apply
if the exchanger were to convert exchange property
to personal use or for sale or were to use the busi-
ness transaction and exchange to disguise the sale
of an interest in an entity.>

The IRS issued two rulings in the 1970s°¢ (prior to the
case law that grants section 1031 nonrecognition to
exchanges in proximity to business transactions)
that have been explicitly or implicitly overruled by
the Tax Court and the Ninth Circuit.”” Because those

rulings have been overruled, they are no longer
authority.®® The IRS could take the position in those
rulings in an audit or to challenge a position taken
by an exchanger that is contrary to those rulings, but
the courts are not bound by revenue rulings, which
they deem to be nothing more than the position of
an attorney representing a party to a dispute.®® The
outcome of such a challenge in the Tax Court can
be predicted with a very high level of confidence.
Because the Tax Court has stated that an exchange
can precede or follow a tax-free business transac-
tion, the Tax Court will most likely rule in favor of
an exchanger with respect to an exchange that
occurs in proximity to a business transaction.®® The
likelihood of the IRS prevailing in the Tax Court with
respect to such an issue is extremely remote. An
appeal by the IRS of taxpayer-favorable opinion by
the Tax Court is highly likely to suffer the same fate.
The Ninth Circuit should follow its own precedent in
Magneson v. Comm’r and Bolker v. Comm’r, and other
circuits, which do not have case law on point, are
likely to follow the long-standing decisions from
the Ninth Circuit.®’ Thus, the likelihood that the IRS
would succeed on appeal is extremely remote in
the Ninth Circuit and is very remote in other circuits.
Exchangers have very strong support for claiming
that exchanges in proximity to business transac-
tions satisfy the qualified-use requirement.

Qualified-Use Authority in Historical Context

The tepidness of some advisors and commentators
to state the law with respect to exchanges in prox-
imity to business transactions is baffling. They could
use a shot of hutzpah from their predecessors in the
1980s. The exchanges under consideration in three
of the four cases that considered exchanges in prox-
imity to business transactions occurred after the IRS
rulings from the 1970s.°> The exchangers in those
cases and their advisors apparently thought the IRS’s
position in the 1970s rulings was unfounded and
were willing to take reporting positions contrary to
the IRS’s position. The exchangers were justified in
those positions, as confirmed by the courts. Prior
to the decisions in the proximate-business-trans-
action exchange cases, exchangers had support for
their reporting positions based upon well-reasoned
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constructions of section 1031 and the entity-restruc-
turing statutes. The authority for claiming section
1031 nonrecognition for exchanges in proximity
to business transactions is now orders of magni-
tude greater than the support prior to the decisions
in the proximate-business-transaction exchange
cases. Thus, the confidence of exchangers, advisors,
and commentators that exchanges in proximity to
business transactions can satisfy the qualified-use
requirement should be orders of magnitude greater
than it was before the proximate-business-transac-
tion exchange cases were decided.

Qualified-Use Authority Unequivocally
Refutes Holding-Period Requirement
An examination of the qualified-use authorities

in tabular format shows unequivocally that there
is no holding-period requirement to satisfy the

qualified-use requirement. The properties with the
longest holding periods do not satisfy the qualified-
use requirement, while some with very short hold-
ing periods do satisfy the requirement. Holding
property over multiple tax years also does nothing
to increase the likelihood that the courts will find
that a transaction satisfies the qualified-use require-
ment. Figure 4 presents the qualified-use author-
ity with information regarding the holding period
of the property and whether the holding period
spanned multiple tax years. An apparent conclu-
sion from the authority is that the only predictor
of outcome is the type of transaction. For instance,
exchanges in proximity to business transactions and
contracted-property exchanges should satisfy the
qualified-use requirement, but cooperative-buyer
exchanges and exchanges into property to be held
for personal use or for sale do not satisfy the quali-
fied-use requirement.

Figure 4
Qualified-Use Authorities

Case Name

Authority Cite

Holding
Period
(Months)

(O]VF1Ko]
Use

Two Weight of
Tax Years Authority

Exchanges and Proximate Business Transactions

Exchange Before Contribution

Regals Realty
1 V. 1942 2d. Cir. g No 5 X izl
, 931 contrary
Comm'r (1)
Rev. Rul. 75- 1975-2 Weak/
2 292 1975 555 C.B.333 N 0 Not authority
Magneson
3 V. 1985 | othcir 75134;‘50' Yes 0 \S’Sry strong
Comm'r PP 9
Exchange Before Distribution
Maloney Very stron
4 v. 1989 | Tax Court 93T.C.89 Yes 0.13 X ystrong
Commr supporting
Exchange After Distribution
Rev. Rul. 77- 1977-2 Weak/
3 337 U277 i CB.305 hE L Not authority
Bolker
6 V. 1985 | othcir 761%;920' Yes 3 \S/ﬁry strang
Comm'r PP 9
Mason
7 V. 1988 | TaxCourt | 2>TCM Yes 0 strong
C , (CCH) 1134 supporting
omm’r
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Holding

Case Name Authority Period e We'ﬁht.Of
(Months) Tax Years Authority
Disguised Sale
Crenshaw
8 V. 1972 | sthdir sl 72 No 0 eI
US 472 contrary
Exchanges and Proximate General Transactions
Exchanges before general transactions
Change of intent following exchange
Rev. Rul. 57- 1957-1 Strong
1 244 1957 IRS C.B. 247 ves 0 Favorable
Priv. Ltr.
2 Rul, 1984 IRS Yes Weak
8429039 supporting
Wagensen Very stron
3 v. 1980 | TaxCourt | 74T.C.653 Yes 9 y strong
Comm'r supporting
Reesink 103 Stron
4 V. 2012 Tax Court T.C.M. Yes 8 X su ort?n
Comm'r (CCH) 164 PP 9
Disqualified intent at time of exchange
Regals Realty
5 V. 1942 2d Cir. 128 No 5 X - el
Commi2) 931 contrary
Black Stron
6 v. 1960 | TaxCourt | 35T.C.90 No 8 X 9
Commr contrary
Land
Dynamics 37T.CM. _ Strong
7 v. 1978 Tax Court (CCH) 1119 No 10-21 X contrary
Comm'r
Starker
8 V. 1979 9th Cir. o0 e No 0 SIERNG,
Us. 1341 contrary
Click Stron
9 v. 1982 | TaxCourt | 78T.C.225 No 7 X 9
Comm'r contrary
Lindsley
10 V. 1983 | TaxCourt | A.TEM. No 0.25 Sl
Commr (CCH) 540 contrary
Priv. Ltr.
11 Rul. 1983 IRS No 0 itz
8310016 contrary
Moore
12 V. 2007 Tax Court £ UL No 0 X Sl
ottt i) (CCH) 1275 contrary
Goolsby
99 T.C.M. Strong
13 Cor:/q.m’r 2010 Tax Court (CCH) 1249 No 2 X contrary
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Holding

. . Quald . Two Weight of
Case Name Authority (@ Use Period Tax Years Authority
(Months)
Exchange after general transaction
Contracted-Property Exchange
124 Front
14 Street 1975 | TaxCourt | 65T.C.6 Yes 6 X strong
V. supporting
Comm'r
Cooperative-Buyer Exchange
Rev. Rul. 77- 1977-2 Strong
15 297 1977 55 C.B.304 No 0 contrary
Rutherford 37 T.CM.
Weak
16 V. 1978 Tax Court (CCH) Yes 3 subportin
Comm'r 1851-77 pporting
Barker 668 Stron
17 v. 1989 C.D.III. F.Supp. No 0 X contra?
VES 1199 y
Failure to Convert Purpose
Neal T. Baker
Enters. 76 T.C.M. Strong
18 v. 1998 Tax Court (CCH) 301 No 132 X contrary
Comm’r
Moore 93T.CM Stron
19 V. 2007 | Tax Court o No 144 X 9
, (CCH) 1275 contrary
Comm'r (2)

THE REAL-PROPERTY AND LIKE-
KIND REQUIREMENTS

In the context of exchanges in proximity to busi-
ness transactions, the real-property requirement
and the like-kind requirement generally turn on
the same issue—whether an undivided interest
received as part of the transaction is an interest in a
tenancy in common (TIC). If the undivided interest is
an interest in a real-property TIC for federal income
tax purposes, the interest should be treated as real
property and should be like-kind to other general
interests in real property. On the other hand, if the
TIC arrangement is a tax partnership (i.e., a TICner-
ship, for federal purposes), then the undivided inter-
est will be treated as an interest in a TICnership and
will not qualify for section 1031 treatment.®® For a
TIC arrangement to be classified as a TIC, it must
have the central characteristics of a TIC.

Central Characteristics of a TIC

A TIC in real property exists when more than one
person owns an undivided interest in property. The
following are the central characteristics of a TIC,
which are essential for the TIC arrangement to be
a TIC for federal income tax purposes: (i) Each co-
owner is deemed to own individually a physically
undivided part of the entire parcel of property;
(ii) Each co-owner is entitled to share with the other
tenants the possession of the whole parcel; (iii) Each
co-owner has rights to a proportionate share of
rents from the property; (iv) Each co-owner has the
right to transfer their interest; (v) Each co-owner has
the right to demand a partition of the property; and
(vi) The co-owner’s rights generally are subject to
the constraint that no rights may be exercised to the
detriment of the other tenants in common.®* A TIC
arrangement that has these central characteristics
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should be treated as a TIC for federal income tax
purposes, and interests in the property held by the
co-owners of that arrangement should qualify as
real property for purposes of section 1031.

TiCnerships

The central characteristics of a TIC make TICs unat-
tractive to many investors, so they began adding
features such as granting a sponsor a dispropor-
tionate share of the revenue and expenses, restrict-
ing transfers of interests, entering into long-term
management contracts, and delegating signifi-
cant authority to the manager of the property. As
TIC co-owners add such features to a TIC arrange-
ment, the arrangement begins to look more like a
tax partnership.®® A TIC arrangement that adopts
features that deviate from the central characteristics
of a TIC and should be classified as a tax partner-
ship is a TICnership. Interests in TICnerships, which
are treated as interests in partnerships for federal
income tax purposes, do not qualify for section 1031
nonrecognition.®

Even though interests in TICnerships cannot be valid
section 1031 property, in some situations, disposi-
tion-side transactions may be structured in such a
way that the TICnership is deemed to distribute a
TIC interest to the exchanger who then exchanges
the TIC interest.” In some situations, acquisition-
side transactions can be structured in such a way
that the exchanger acquires a TIC interest that then
converts to a TICnership interest.®® For example, the
principles of McDougal v. Commissioner and Rev.
Rul. 99-5 could apply to such transactions.®® If the
TIC arrangement that the parties want will be a TIC-
nership anyway, perhaps they would be better off
structuring the co-ownership arrangement as an
LLC or partnership and using contributions and dis-
tributions of undivided interests to solve for the sec-
tion 1031 real-property requirement.

Use of Quick TICs

A quick TICis a TIC arrangement that parties form to
accommodate an investor who wishes to acquire an
interest in the arrangement as part of a section 1031
exchange. To illustrate, on the disposition-side of

an exchange, an LLC might distribute an undivided
interest in real property to one or more of its mem-
bers, forming a TIC, and the distributee members
would transfer the distributed undivided interests
as parts of transactions intended to qualify for sec-
tion 1031 nonrecognition. On the acquisition side of
an exchange, the parties would form a TIC to allow
the exchanger to acquire an undivided interest in
the property. After acquiring the undivided interest,
the exchanger would contribute it to an LLC with
the other investors. In each of these situations, the
TIC interest would come into existence and then
cease to exist fairly quickly.

The Tax Court and Ninth Circuit recognize the exis-
tence of these quick TICs, even though the exchanger
acquires and immediately transfers the TIC interest.”®
Apparently, the courts recognize that although the
TIC is ephemeral, it must satisfy the central charac-
teristics of a TIC because it cannot include any of the
features of a co-ownership arrangement that would
cause the arrangement to be a TICnership.”" Out of
an abundance of caution, exchangers would be well
advised to enter into a TIC agreement that complies
with the conditions in Rev. Proc. 2002-22 to show
that they intended the arrangement to be a TIC and
create the form of the transaction that reflects their
intent.”2 If an arrangement will be a TICnership, the
parties would have to rely upon some of the same
arguments that support section 1031 treatment for
quick TICs, so the parties would most likely be better
off just using a quick TIC and a long-term ownership
arrangement that satisfies their non-tax objectives.

Other Strategies

A long-term clean TIC arrangement that complies
with Rev. Proc. 2002-22 could be the appropriate
strategy for co-owners who are comfortable with an
arrangement that has the central characteristics of
a TIC. Such arrangements would include sharing of
revenue and expenses in proportion to ownership
interests in the property, unanimous approval of
major decisions, limited business activity, and man-
datory annual renewal of management contracts.”?
In some situations, such arrangements are accept-
able to the co-owners.
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If the co-owners wish to hold property as tenants-
in-common but the property requires significant
management activities, the co-owners could con-
sider a Propco-Opco structure that requires the
TIC co-owners to lease property to an Opco, which
manages the properties and subleases it to tenants.”
The TIC arrangement with such structures could
have the central characteristics of a TIC while the
Opco functions as an active trade or business. For a
TIC arrangement in such structure to be respected,
the parties must ensure that the Propco and Opco
are treated as separate tax entities.

These other arrangements are available in various
situations, but they are not required. The law sup-
ports quick TICs. Thus, the law provides support
for treating a properly documented structure as a
TIC even though it lasts only as long as it takes an
exchanger to receive and transfer property.

EXCHANGER AND ADVISOR RISK

To this point, this article has reviewed the law that
supports granting section 1031 nonrecognition to
exchanges that occur in proximity to business trans-
actions. The law clearly supports granting section
1031 nonrecognition to such exchanges, even if the
exchanger’s possession of the exchange property is
transitory. Despite the strong support in the law for
such a position, commentators and advisors con-
tinue to claim that exchangers can strengthen their
legal position by holding exchange property for a
certain amount of time. Such advice may appear to
provide a conservative reporting position for the
client, but the law does not support such a conclu-
sion, and extending the holding period of property
can create non-tax risks. Advisors must consider the
risks that exchangers face when they hold property
longer than is needed, and advisors must consider
the risks they are exposed to by providing such
advice.

Exchangers’ Tax and Non-Tax Risks

Exchangers face both tax and non-tax risks when they
are contemplating an exchange in proximity to a busi-
ness transaction. The tax risk is that either the business
transaction or the exchange will not qualify for section

1031 nonrecognition. Even though business transac-
tions can create taxable events (e.g., a change in shares
of liabilities that result from a business transaction could
create taxable deemed distributions™), often the primary
concern is whether the transaction can qualify for sec-
tion 1031 nonrecognition. Not qualifying for section 1031
nonrecognition is a tax risk.

Loss of Section 1031 Nonrecognition

Some advisors appear to believe that the risk of los-
ing section 1031 nonrecognition will be reduced if
the exchanger holds exchange property for some
period of time between the exchange and the
business transaction.”® As explained above and in
other articles, that view is directly contradicted by
language from the Tax Court, decisions by the Tax
Court and the Ninth Circuit related to the qualified-
use requirement and the classification of TICs, and
by dozens of cases and IRS rulings related to the
exchange requirement.”” Thus, the risk of losing
section 1031 nonrecognition is not diminished by
extending the holding period. In fact, the risk of
losing section 1031 nonrecognition can increase
as the length of time increases between the time
of an exchange and a business transaction. For
instance, an exchanger who discussed selling prop-
erty between the time the property was acquired as
replacement property and the time it was contrib-
uted to a corporation five months later in the sub-
sequent tax year lost section 1031 nonrecognition.”®
Holding property in an unwanted TIC arrangement
also increases the risk that the arrangement will
be a TICnership and disqualify interests from sec-
tion 1031 treatment. Thus, the view that tax risk is
reduced by holding exchange property for a longer
period of time is actually refuted by the law and
sound reasoning.

Non-Tax Risks

Non-tax risks can increase considerably the longer
exchangers hold property between the time of an
exchange and a proximate business transaction.
For instance, if exchangers decide to hold property
following a distribution for some period of time,
changes in the market can affect the marketability
of the property over that period of time. With the
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passage of time, tensions can arise among co-own-
ers, and the central characteristics of a TIC that must
be present for the arrangement to be a TIC can exac-
erbate those tensions, and parties can threaten par-
tition of the property or sale of individual interests
as leverage for a desired action. The passage of time
also increases the risk that a co-owner will die, leav-
ing the interest to heirs who may or may not share
the decedent’s and other co-owners’ objectives
related to the property.

Advisor Risk

Advisors face the risk of providing faulty advice
that harms the recipient of the advice. For instance,
if advice related to the tax treatment is not sound
and an exchanger loses the benefit of section 1031,
the advisor could face a malpractice claim from
the exchanger. If tax advice, such as advising an
exchanger to hold property longer than the law
requires, results in non-tax harm to the exchanger,
the advisor could face malpractice claims for such
advice. The best defense for such claims is to pro-
vide competent advice.

Attorney Standard of Care

Lawyers are expected to exercise the ordinary rea-
sonable professional care, skill, and knowledge
commonly possessed by a member of the legal pro-
fession in providing advice.”” These standards apply
to anyone giving legal advice, even those engaged
in the unauthorized practice of law.2° This article
refers to anyone providing legal advice as an advi-
sor. The rules of professional conduct help establish
reasonable professional care, skill, and knowledge
that should be commonly possessed by members
of the legal profession providing advice.®' Rules of
professional conduct require attorneys to have “the
legal knowledge, skill, thoroughness and prepara-
tion reasonably necessary for the representation.”®
“Some important legal skills, such as the analy-
sis of precedent...are required in all legal prob-
lems ... Competent representation can be provided
through the association of a lawyer of established
competence in the field in question.”® This article
refers to the rule allowing association with another
competent lawyer as the “competent-association

rule.” Factors to consider in determining whether
the lawyer employs the requisite skill in a particular
matter include “the relative complexity and special-
ized nature of the matter, the lawyer’s general expe-
rience, the lawyer’s training and experience in the
field in question, the preparation and study the law-
yer is able to give the matter.”®*

The standard of care of an attorney becomes rele-
vant if a person relies upon an advisor’s legal advice
and incurs damages as a result.® If the advice satis-
fies the standard of care, the advisor should not face
liability, but if the advice does not meet the stan-
dard of care, the advisor could face liability. Consider
situations in which the duty of care could arise with
respect to advice given to an exchanger engaging in
an exchange in proximity to a business transaction.

Defensible Advice

First, an advisor tells an exchanger that the law
supports section 1031 nonrecognition for a prop-
erly structured exchange immediately after the
exchanger receives the relinquished property
as a distribution from an LLC. Based upon that
advice, the exchanger proceeds with an at-closing
drop-and-swap (i.e., on the day of closing, the LLC
deeds an undivided interest in the property to the
exchanger, and the exchanger immediately deeds
the undivided interest to the buyer). Based upon the
advice, the exchanger also reports the disposition
of the interest as a section 1031 exchange. The IRS
successfully challenges the section 1031 treatment,
resulting in the exchanger bringing a malpractice
claim against the advisor.

Assume the exchanger relied upon the advisor’s
advice and incurred damages as a result of that reli-
ance.® To avoid liability, the advisor would have to
establish that the advice satisfied the standard of
care.¥” To provide that advice, the advisor studied
all of the qualified-use authorities and determined
that the courts grant section 1031 nonrecognition
to an exchange immediately following a tax-free
distribution from an entity.®® The advisor’s analysis
established that that precedent explicitly or implic-
itly overruled IRS guidance issued prior to courts
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ruling in favor of exchangers with respect to these
types of transactions.®® The advisor’s study of the
law was thorough, identified and relied upon rel-
evant authority, and applied the law to the facts.
That advice reflected the legal care, skill, and knowl-
edge commonly possessed by the members of the
legal profession. Because the advisor exercised such
care, skill, and knowledge, the advisor acted compe-
tently and satisfied the standard of care for an attor-
ney and should not be liable for any damages the
exchanger incurred.®®

Indefensible Advice

Second, an advisor tells an exchanger that the
exchanger must hold the undivided interest in the
property for one year after receiving it from an LLC
for the subsequent transfer of the undivided inter-
est to qualify for section 1031 nonrecognition. The
exchanger and other members of the LLC rely upon
the advisor’s advice, turn down an existing offer
to sell the property, distribute undivided interests
in the property to the exchanger and other mem-
bers, and begin to hold the property for one year.
Prior to the end of the one-year period, one of the
co-owners dies, and the heirs threaten to partition
the property if the others do not sell the property.
Under the threat of partition, the parties sell the
property at a price significantly lower than the offer
they turned down. They bring an action against the
advisor, claiming they incurred damages by delay-
ing the sale of the property. In this situation, the par-
ties appeared to rely upon the advisor’s advice and
incurred damages as a result.

No authority suggests that holding property for
one year following a distribution will help the sub-
sequent disposition of the property qualify for
section 1031 nonrecognition. In fact, the authority
allows the immediate transfer of undivided interests
received in a distribution as part of a valid section
1031 exchange. The advice given by the advisor in
this situation is contrary to established authority.
The source of the advisor’s advice may be a con-
tinuing education seminar or other source of urban
myth, but the advice is not founded in the law. The
advisor did not use thoroughness to track down the

law and thus lacked the requisite legal knowledge
to give advice on this matter, so the advisor acted
incompetently and did not satisfy the standard of
care required by a lawyer.

Misconceptions of Tax Risk

Some advisors and commentators appear to have
the misconception that advising an exchanger to
hold property for a longer period of time reduces
the risk that the exchange will fail to satisfy the sec-
tion 1031 requirements. Such misconceptions could
be couched in statements such as “holding the
property for two years before or after an exchange
is very conservative, one year is less conservative,
and transferring the property immediately before
or after an exchange is aggressive.”! With respect
to the exchange requirement, courts and the IRS
accept transitory ownership,” so such a statement
is patently incorrect with respect to the exchange
requirement. With respect to the qualified-use
requirement, such a statement, if said with respect
to an exchange in proximity to a business transac-
tion, is incorrect because the courts allow such
exchanges to occur immediately before or after
business transactions.”® With respect to exchanges
and proximate general transactions, the holding
period appears to be relevant only if the exchange
property is a single-family personal residence that
meets certain other requirements to come within an
IRS safe harbor.®* Otherwise, there is no indication
that the holding period affects the qualified-use
requirement. The holding period does not appear
to affect thereal-property or like-kind requirement.*
Thus, such advice does nothing for the client but
significantly increases the advisor’s risk exposure.

Labeling a section 1031 reporting position as more
or less conservative based upon the length of time
an exchanger holds property therefore has no sup-
portin the law. Advisors also must take into account
the difference between conservative reporting posi-
tions and conservative tax advice. Tax advice is con-
servative, from the advisor’s standpoint, if it is accu-
rate and complete. Tax advice is not conservative,
from the advisor’s standpoint, if it would expose the
advisor to liability. The statement above regarding
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the different levels of conservativeness is not con-
servative because it is not based in law and exposes
the advisor to liability for failing to meet the advi-
sor’s standard of care.

Inadequacy of the Ql-Made-Me-Do-It Defense

Some real estate attorneys are wont to defer to
qualified intermediaries for tax advice. Such action
appears to misconstrue the competent-association
rule, which allows an attorney to associate with
another competent attorney for advice in an area in
which the attorney does not possess the requisite
knowledge or skill®® Many qualified intermediar-
ies are not trained in tax-law analysis, so they lack
the competence required to provide such advice.
Attending continuing education events in which
presenters share their views of issues is not the same
as possessing knowledge of the law and under-
standing how the different tax authorities relate to
each other. For instance, tax-law analysis requires
understanding the relationship between an IRS rev-
enue ruling and a decision of a federal court.”” An
advisor who lacks training in such analysis is not
competent to provide tax advice.

A significant number of exchange advisors who
work for qualified intermediaries are not lawyers,
and most qualified intermediaries are not law firms.
Qualified intermediaries typically provide in their
exchange documents that they do not provide tax
advice, and exchangers must seek that advice from
a separate advisor. The rules of professional conduct
prohibit a lawyer from assisting another in the unau-
thorized practice of law.”® Associating with a quali-
fied intermediary to provide tax advice can thus
violate two rules of attorney ethics: the competent-
association rule and the rule prohibiting assisting
another in the unauthorized practice of law. If the
advice of a qualified intermediary fails to satisfy the
attorney’s standard of care, an attorney who relied
upon that advice would most likely be liable for any
damages that resulted from such advice.

CONCLUSION

Every person who advises property owners
with respect to the tax aspects of a section 1031

exchange should strive to give advice grounded in
the law and based upon sound tax-law analysis. This
article describes the fundamentals of tax-law analy-
sis and applies them to section 1031 exchanges that
occur in proximity to business transactions. It shows
that federal income tax law supports section 1031
nonrecognition for exchanges that occur in prox-
imity to tax-free contributions to and distributions
from entities. Giving advice that deviates from legal
support opens exchangers and advisors to various
types of risk. The best way to minimize those risks
is to give advice that is supported by law and sound
tax-law analysis. &
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