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This presentation and the manuscript is 
subdivided into two (2) Chapters.  

 Chapter One: Recent federal tax cases and IRS 
announcements affecting real estate 
entrepreneurs.

 Chapter Two: Overview of the Section 1031 
like-kind exchange rules.



CHAPTER ONE
RECENT FEDERAL TAX LAW DEVELOPMENTS

FROM 2014 AND 2015



 PART ONE
 IRA’s



Dabney,TC Memo 2014-108 (June 5, 2014)

Mr. Dabney wanted to use his self-directed Charles 
Schwab IRA funds to purchase undervalued real estate.  

However, Charles Schwab's Custodial Agreement 
prohibited investments in real estate.  

I.  IRA Funds Used To Purchase Land Are 
Deemed To Be An Early Withdrawal Where IRA 

Custodial Agreement Does Not Permit IRA 
Purchases of Real Estate.
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So, 

 Mr. Dabney

◦ directed Charles Schwab to wire funds from his IRA 
account to the seller of real estate in Utah, and,  

◦ directed the title company to deed the property to 
the name of "Mr. Dabney-Charles Schwab Company 
Custodial IRA Account."  



In 2009, Charles Schwab sends its check to the 
seller of the Utah property 

 Charles Schwab issues a Form 1099 
(Distributions from Pensions) showing that 
Mr. Dabney had taken a permanent 
withdrawal from his IRA. 

 The IRS asserted that the 2009 distribution 
was taxable to Mr. Dabney.



 IRS Tax Laws Do Not Prohibit an IRA From 
Investing In Real Estate

 But here, the Charles Schwab IRA Custodial 
Agreement prohibited investments in real estate.

 So, the purchase of the Utah real estate was a 
taxable distribution to Mr. Dabney

 And, the distribution triggered the "early 
withdrawal" penalty



The Tax Court advised that Mr. Dabney should 
have: 

1. Undertaken a "trustee-to-trustee" rollover 

2. Whereby Charles Schwab wired the purchase 
funds to another IRA Custodial trustee that 
would have permitted real estate investments; 
and 

3. Then allowed the new IRA trustee to purchase 
the real estate investment.  



Ultimately, Mr. Dabney was 

 not subject to the accuracy related penalty, 

 but,  had to pay tax on the failed rollover, 
plus a 10% early withdrawal penalty.  



U.S. Bankruptcy Court held that the assets of a 
self-directed IRA 

 became subject to the claims of creditors 
 of the IRA owner 
 who  engaged in a "prohibited transaction" 

under Section 4975.  
 allowed IRA to loan funds to the 

Kellerman’s LLC 



 Therefore, the IRA was not a "protected 
exempt" asset in the bankruptcy proceeding 

 Thus, the assets of the IRA could be used to 
satisfy judgment creditors of the IRA owner in 
bankruptcy.



I.  Background and Overview.  When a taxpayer sells 
real estate,

 often the IRS and the taxpayer are "at odds" as to 
whether the sale should be treated as

◦ the sale of "investment property" or 

◦ the  sale of ordinary income "inventory" property.  

 The tax differences can be significant for "investors" 
vs. "dealers"



Investor Treatment

 (1) Long Term Gains Are Taxed At Favorable 
Capital Gains Tax Rates

 (2) No SE Tax on Gains



Investor Treatment

(3) Section 1031 nontaxable exchanges; 

(4) Section 1033(g) (relating to condemnation of 
real property held for productive use in a trade or 
business  or investment); and 

(5) Section 453 installment sale reporting.

These are tax benefits that are not available to 
dealers of real property. 



But for Investors, losses may be limited by

 The capital loss limitation rules - that is, 
capital losses can only offset other capital 
gains  income, and another $3,000 of 
ordinary income for the year.

 the passive activity loss limitations of Section 
469 



If the sale is treated as a sale of "inventory" by a 
developer or dealer, then

(1)  any  gain will be treated as ordinary income, 
and thus will be subject to the ordinary income tax 
rates;

(2) any  taxable gain will be subject to self-
employment tax;  but  

(3) On the other hand, if the sale of the deemed 
inventory generates a tax loss, then the tax loss 
will be fully deductable against other ordinary 
income as well as capital gains.





B. Past Case Law.

"Investor" vs." Dealer" treatment has generated 
much IRS litigation in the past.

 No Tax Statutes

 No IRS Regulations

 We only have "case law" to rely upon - most 
of which is very old.



Case Law Only – many very old cases. 

 Unfortunately, no definitive trend has arisen 
that identifies which factors will guarantee 
investor treatment.

 As the court in Biedenharn Realty Co., Inc. 
v. U.S.,526 F.2d 409 (1976) noted

"resolving this question is often a vexing
and ofttimes elusive task."



These Cases Can Be Hard to Win

 "Rear View Mirror" Approach

 "Changed Circumstances" Cases are even 
harder to prove and win



Ada Belle Winthrop(October 22, 1969) sets out 
“seven pillars of capital gain,” as follows:

1. Nature and purpose of the acquisition and 
duration of ownership.

2. Extent and nature of the efforts of the owner 
to sell the property.

3. Number, extent, continuity and substantiality 
of the sales.



4. Extent of subdividing, developing and 
advertising to increase sales.

5. Time and effort devoted to sales.

6. Character and degree of supervision over 
sales representatives.

7. Use of a business office to sell the property.



 Mr. and Mrs. Fargo owned a partnership 
(GDLP) that owned a leasehold interest in 
certain property located in La Jolla, California 
- that it leased from La Jolla Country Club.  

 GDLP entered into various agreements with 
related parties to develop the La Jolla 
Property.



 In 1997, GDLP purchased the La Jolla Property 
from the La Jolla Country Club.

 Between 1997 and 2001, GDLP made some 
minimal efforts to develop the La Jolla Property 
for residential use

 At all times before 2001, the La Jolla Property 
merely generated rental income to the GDLP
partnership.  

 Prior to 2001, the GDLP partnership never 
attempted to sell any of its property.  



 In 2001, an unrelated entity made an unsolicited 
offer to purchase the La Jolla Property from the 
GDLP partnership for a fixed price of $16 Million.

 However, the parties later re-negotiated the deal 
for a purchase price of $14.5 Million plus a share 
of future home sales profits. 

 And, under the sales contract, the GDLP
partnership was obligated to continue efforts to 
develop the La Jolla Property. 



 Closing of the sale of the GDLP property 
occurred in 2002. 

 The Tax Court ruled that the entire gain 
recognized by GDLP from the sale of the La 
Jolla Property was ordinary income and not 
capital gain, based upon the following 
factors:



1. The Purpose For Which The Property Was 
Initially Acquired.  The parties agreed that the 
GDLP partnership initially acquired the La Jolla 
Property for development purposes.

 However, the taxpayers argued that their 
purposes of holding the property was to 
benefit from its appreciation in value.

 Nevertheless, the taxpayers spent significant 
amounts of money and time trying to develop 
the La Jolla Property.

 This factor was in favor of the IRS.



2. The Extent Of Improvements On The 
Property. The Court noted that the GDLP
Partnership never substantially improved its 
property.

◦ This factor was in favor of the taxpayer.



3. Frequency, Number and Continuity of Sales.

 Although Mr. Fargo was actively engaged in 
the real estate development business, the 
Court nevertheless found that his prior sales 
activities could not be attributed to the GDLP
Partnership.  

 This factor favored the Fargos.



4. The Extent and Nature of the Transactions 
Involved. Here, there was only one sale of 
property associated with the transaction.

 However, Mr. Fargo had agreed to work for 
the buyer in developing the property; and 

 The GDLP partnership would share in 
resulting profits from sold lots so, this factor 
was in favor of the IRS.



5. Efforts to Advertise and Solicit Sales of the 
Property.  Here, it was clear that the GDLP
partnership never engaged in any efforts to 
sell or market the property.

 This factor favored the Fargos



6. The Purpose For Which The Property Was 
Held Until The Time Of The Sale.

 At the time the GDLP partnership sold the La 
Jolla property, it had incurred significant 
sums of money to attempt to develop the 
property.  

 This factor weighed in favor of the IRS.



-- 3 Factors in favor of the Fargos

-- 3 Factors in favor of the IRS



Based upon all of the facts, the 
Court held that the GDLP
Partnership at all times had 
held the La Jolla Property to 
generate sales to its 
customers - and not for 
investment purposes.



Mr. Allen argued his sale of 2.63 acres of 
undeveloped real estate, held for 12 years: 

◦ should be capital gain and not ordinary income.  



 Mr. Allen was a civil engineer who primarily 
worked for developers.

 In 1987, Mr. Allen purchased 2.63 acres of 
undeveloped real estate in Palo Alto, 
California.  



 Previously, in an IRS deposition, Mr. Allen 
testified that he purchased the property for 
the purpose of developing the property 
himself for sale. 

 But later, Mr. Allen contended that he 
purchased the property as "investment" 
property."  



 Mr. Allen admitted that, between 1987 and 
1995, he undertook significant efforts to 
develop the property on his own.

 However, from 1995 through 1999, Mr. Allen 
attempted to find investors and partners to 
take over the project because he needed to 
sell the property ("changed circumstances").  



 During the entire time that Mr. Allen owned 
the 2.63 acres (from 1987-1999), his own 
engineering firm developed approximately 10 
set of plans for development of the property 
as he continued to seek to find a partner or 
investor to develop the project.



 In 1999, Mr. Allen sold the property to 
Clarum Corporation for installment payments 
over time.

 In 2004, Mr. Allen received a final installment 
payment and reported this payment as capital 
gain.  



◦ Mr. Allen had owned the property for 12 
years – so, how could this not be capital 
gains?



 The California District Court held that 

 Mr. Allen's gain in 2004 was ordinary income 
and not capital gain.  



I. Background of "Passive Activity" Loss Rules.

Section 469 denies deductions for "passive 
activity losses" 

These losses must be "carried forward" to offset:

 future "passive income" or

 gains on the sale of the "passive" activity



Under Section 469(a), 

A "passive activity" is defined as any activity 
involving the conduct of a trade or business 
in which the taxpayer does not "materially 
participate."

Also, the term "passive activity" generally 
includes any "rental activity," regardless of 
material participation. Section 469(d)(2).



Congress enacted Section 469 to prevent 
taxpayers from using losses from rental 
properties, and other passive business 
activities, to offset and shelter non-passive 
income 

 such as wages, dividends or profits from 
non-passive activities.



But, there are some exceptions to these rules:

(1) Short Term Vacation Rentals

 Rentals of 7 days or less " may" not be 
"passive," if:

◦ Losses up to $25,000;
◦ Taxpayer's AGI is less than $150,000; and
◦ Where Taxpayer "actively participates"



(2) Special Rules for Real Estate Professionals.

 Under Section 469(c)(7)(B), the rental 
activities of a "real estate professional" are 
not per se "passive activities" under Section 
469(c)(2). 

 But instead, are treated as a "trade or 
business" subject to the "material 
participation" requirements of Section 469.  



A "real estate professional:"

(1) performs more than one-half (1/2) of his 
personal services;  and

(2) performs  more than 750 hours of 
services during the taxable year 

-- in real property trades or businesses in 
which the taxpayer "materially participates."



Note, however, 

 even if the taxpayer qualifies as a "real estate 
professional" (meets the 1/2 services test and 
the 750 hour test),

 a taxpayer's rental activity will be treated as 
a "passive activity" under Section 469, 

 unless the real estate professional taxpayer 
"materially participates" in the activity.



And, the Taxpayer must "substantiate" that she 
meets 

 The more than one-half (1/2)  personal 
services test  AND

 the 750 hour test



Mr. Merino was the President and sole 
shareholder of One Stop Home Loans, Inc., an 
S Corporation.  

In addition, during 2007 Mr. Merino operated 
a business known as Mona Vie, Inc., which 
involved the sale and distribution of a berry 
drink.  



Mr. Merino also operated a real estate rental 
activity in 2007 involving seven (7) rental 
properties.  

 One property was located out of state and Mr. 
Merino used a management company to manage 
that property.  

 With respect to the other properties, Mr. Merino 
paid an assistant an hourly rate to handle 
property management services. 

 The rental  activities  generated a loss for 2007, 
and Mr. Merino claimed the losses were 
deductible on the basis that Mr. Merino qualified 
as a "real estate professional."  



The Tax Court determined that Mr. Merino 
could not meet either 

(1) the "one-half of services" test; or

(2) the "750 hour" test.  

◦ One problem here was that Mr. Merino did not 
present any evidence at trial as to how many hours 
he spent working at One Stop and at Mona Vie.  

◦ So, Mr. Merino could not prove he met the "one-
half-of-services" test of Section 469(c)(7).



The Court also said that Mr. 
Merino also failed to 
substantiate the "750 hour 
requirement."  



The Court noted that a taxpayer 
may substantiate that he meets 
the "750 hour test" by "any 
reasonable means," and "any 
reasonable means" does not 
require that the taxpayer have 
contemporaneous records 
compiled on a daily basis.



Instead, the taxpayer may use any reasonable 
method, such as identifying specific services 
performed over a period of time 

 by using appointment books, calendars or 
narrative summaries and then estimating the 
approximate number of hours spent on these 
activities. 

 However, the IRS regulations do not allow the 
taxpayer to use a post event "ball park 
guesstimate."  Moss v. Commissioner, 135 TC
365 (2010).  



Here, the Court found that Mr. Merino's time 
summary relied upon his estimates and 
memory as to how much time he spent on 
certain tasks, and that his summary was less 
of an approximation and more of a "ball park 
guesstimate."  

Note:  The Court also upheld assessment of 
negligence penalties.



 IRS issued its opinion that a"mortgage 
broker" is not engaged in a real property 
"trade or business" for purposes of qualifying 
as a "real estate professional" under Section 
469(c)(7).  

 However, the ILM indicates that a "real estate 
broker" may be able to qualify as a real estate 
professional.



I. When Can The IRS Foreclose on Marital Property 
To Satisfy Tax  Liens of One Spouse?

A. Background. 

Once the IRS secures a federal tax lien against 
the taxpayer's real property, the IRS generally has 
ten (10) years to foreclose upon its federal tax 
lien.  

◦ If the taxpayer attempts to sell his real property during 
the ten (10) year lien period, the IRS will collect some or 
all of what it is owed at the time the sale occurs.  



 However, the IRS does not have to wait for a 
sale to enforce its tax lien.

 IRC Section 7403 allows the IRS to apply to 
the court for permission to force a 
foreclosure sale in order to sell jointly-owned 
property partially owned by an IRS tax debtor.



However, once the case is filed, the District 
Court is not required to allow the IRS to 
proceed with the foreclosure sale.  

In other words, the District Court has some 
discretion in deciding whether or not to allow 
a foreclosure sale to proceed.  



In Rogers, 461 U.S. 677 (1983),  the US 
Supreme Court articulated four (4) factors 
that the Tax Court should consider when 
deciding whether to allow the IRS to foreclose 
on property that is jointly-owned with an 
innocent third party:

1. The extent to which the IRS would be 
prejudiced if it were relegated to make a 
forced sale of the partial interest actually 
liable for the delinquent taxes;



2. Whether the innocent joint owner had a 
legally recognized expectation that the 
separate property would not be subject to 
forced sale by the taxpayer or by a creditor 
to satisfy the legal obligations owed by the 
taxpayer;

3. The potential prejudice to the innocent third 
party, both in terms of personal dislocation 
costs and under compensation; and

4. The relative character and value of the non-
liable and liable interests held in the 
property.



 In Winsper, Mr. and Mrs. Winsper owned joint real 
property located in Kentucky.  

 The IRS held a federal tax lien against Mr. 
Winsper for unpaid federal income taxes of over 
$900,000.   

 The IRS sought to foreclose upon the Winspers’ 
property pursuant to Section 7403 and sought 
permission of the District Court to force a 
foreclosure sale.  



The Tax Court refused to allow the 
IRS to foreclose on the Winspers’ 
property to satisfy the tax liens, 
based upon the four (4) factor test 
set out in the U.S. Supreme Court 
case in Rogers.



On appeal, the 6th Circuit Court of Appeals 
overturned the District Court on the basis 
that the District Court had misapplied the 
Rogers' test.  



According to the 6th Circuit Court of Appeals, 
the District Court based its earlier decision on 
a mischaracterization and misapplication of 
the four (4) factor "balancing test" in Rogers
as requiring that the Government must prove 
factors supporting the Government's 
discretion to force a foreclosure sale; 

◦ instead, however, the proper test was to determine 
when the Court should not have discretion to force 
a foreclosure sale.  



The 6th Circuit then remanded the case 
back to the District Court in light of the 
United States Supreme Court's decision in 
Rogers.  

 noted that "the Rogers factors did not 
address the scope of the government's 
discretion to foreclose but, rather, the 
District Court's discretion not to foreclose."



Accordingly, on remand, the District Court 
re-examined the Rogers four-factor 
balancing test and determined it should allow 
the IRS to foreclose on the Winsper's spousal 
property to satisfy Mr. Winsper's tax lien.  





I. Review of Section 1031 Rules.

Under Section 1031(a), no gain or loss 
is recognized on the exchange of 
"like-kind" property held for 
productive use in a "trade" or" 
business for "investment".



There are five (5) requirements for a tax-free 
exchange.

(1) There must be an "exchange" of 
Relinquished Property for Replacement Property;

(2) Each "property" must not be excluded by 
statute from potential like-kind exchange treatment; 
for example, 

stock in a corporation; 

partnership interests; and 

inventory held by a dealer

are excluded from possible like-kind exchange 
treatment;



There are five (5) requirements for a tax-free exchange.

(3) The Replacement Property must be "of like-
kind" to the Relinquished Property;

(4) Both the Relinquished Property and the 
Replacement Property must be held

(I) for productive use in a trade or business 

or 

(II) for investment; and

(5) The acquirer of the Replacement Property must 
be the same as the seller of the Relinquished Property.



Most exchanges are "deferred" exchanges.  

That is, the "Relinquished Property" is sold by 
the seller, and the seller later acquires 
"Replacement Property" from someone else to 
constitute the exchange. 



The purpose of the "Qualified Intermediary" is 
to provide a "straw man" for the transaction 
and to hold the Seller's funds from the time 
the Relinquished Property is sold until the 
new Replacement Property is purchased.  



1. Taxpayer enters into a Sales Contract 
for the sale of the Relinquished Property.

2. Taxpayer enters into a Qualified 
Intermediary Exchange Agreement (before the 
sale of the Relinquished Property) with a 
Qualified Intermediary. 

(We have found that it is easy and convenient 
to use one of the local title insurance 
companies or banks as a Qualified 
Intermediary for this purpose).



3. Taxpayer assigns the Sales Contract, 
for the sale of the Relinquished Property 
being sold, to the Qualified Intermediary 
under the terms of the Qualified Intermediary 
Exchange Agreement.

4. Taxpayer must notify the buyer in 
writing (before the sale of the Relinquished 
Property) of the assignment of the Sales 
Contract to the Qualified Intermediary, and 
the buyer must acknowledge, in writing, 
receipt of Notice of the Assignment of the 
Sales Contract.



5. At the closing of the sale of the 
Relinquished Property, the proceeds must be 
paid directly to the Qualified Intermediary. 

It is very important that the proceeds are not 
payable to the Taxpayer or a person who 
might be considered the Taxpayer's agent.



6. The Taxpayer/Seller must "identify" 
the property the Taxpayer/Seller wishes to 
acquire in exchange (the "Replacement 
Property"). 

This identification must be done within 45 
days of the date Taxpayer/Seller conveys his 
Relinquished Property. 



The identification must be done in writing
strictly in accordance with the IRS rules.

◦ The Taxpayer/Seller may identify up to three (3) 
properties from which the Taxpayer later 
chooses.

◦ The Taxpayer/Seller may also identify as many 
properties as Taxpayer/Seller wants to identify 
– so long as the "total value" of all identified 
properties does not exceed 200% of the fair 
market value of the Relinquished Property –
but, who knows what "total value" Means



7. The Taxpayer enters into a Purchase 
Contract for the Replacement Property that the 
Taxpayer desires to acquire.

8. The Purchase Contract for the 
Replacement Property must then be "assigned" to 
the Qualified Intermediary.

9. The seller of the new Replacement 
Property must be notified in writing (and before 
the sale) of the assignment of the Purchase 
Contract to the Qualified Intermediary, and the 
seller of the Replacement Property must 
acknowledge, in writing, receipt of the Notice of 
Assignment of the Purchase Contract.



10. Taxpayer closes the purchase of the 
Replacement Property. 

This must be completed by the earlier of the 
following dates: 

(i) 180 days after the sale of Taxpayer's 
property, or 

(ii) the due date for filing the taxpayer’s tax 
return for that year (normally April 15 of the 
following year – unless the taxpayer files an 
Extension Application to extend the filing due 
date).



11. Title to the Replacement Property 
must be conveyed to the exact same person 
or entity that owned (and sold) the 
Relinquished Property.  

12. For the tax year the Taxpayer 
effects the like-kind exchange, the 
Taxpayer must file IRS Form 8824 together 
with Taxpayer's tax return. 



It is very important that each of these steps 
be timely. 

For example, the entry into the Qualified 
Intermediary Exchange Agreement must 
occur before the sale of the Relinquished 
Property.  

Also, the Assignments and Notices must 
occur before the sale or purchase of 
Relinquished or Replacement Properties, as 
the case may be.





In an exchange, you must pay tax on the lesser of 

(1) any cash received in the exchange or 

(2) the amount of the gain on the sale.



This usually means that, where the 
Taxpayer’s purchase price of the 
Replacement Property is less than the sales 
price of the Relinquished Property, the 
Taxpayer must pay tax on the difference 
between the sales price of the Relinquished 
Property and the purchase price of the 
Replacement Property. 

 Also, the amount of the gain is not 
reduced by any of the Taxpayer’s tax basis 
in the Relinquished Property.



 The Taxpayer’s income tax basis in the 
Relinquished Property is “rolled into” his tax 
basis in the new Replacement Property. 

 This means that any gain not recognized on 
the sale of the Relinquished Property is 
deferred until the Replacement Property 
ultimately is sold.



Unless the taxpayer dies owning 
the Replacement Property.



Example:  Taxpayer has identified an 
apartment building that he wishes to 
acquire in a Section 1031 exchange.  
Taxpayer is also planning to sell an office 
building he has owned for some time.  For 
business reasons, Taxpayer must close on 
the purchase of the apartment building 
within thirty days.  However, he has not yet 
found a buyer for the office building. 



Leasing. One alternative is for the taxpayer to 
simply lease the replacement  property from 
the seller.  The seller will generally demand a 
lease payment equal to his "carrying costs" 
for the Replacement Property.  Of course, the 
seller will also want to ensure that he has a 
deal.  One way to effect this is to grant the 
seller a “put” right, which allows the seller to 
require the taxpayer to purchase the 
Replacement Property from the Seller.  



Similarly, the taxpayer will want to 
secure an option to purchase the 
Replacement Property. 



This all leaves a lease of the Replacement 
Property with a fair market rent, but allowing 
the taxpayer/lessee with an option to purchase 
the Replacement Property and the lessor a "put 
right" to require that the taxpayer/lessee 
purchase the property.  

The concern with this is that the IRS may 
take the position that such a lease is, for all 
intents and purposes, a conveyance of the 
property to the taxpayer when the lease is 
signed.  

Therefore, the same property could not be 
later received in an exchange. 



The QEAA arrangement is facilitated by a 
“exchange accommodation title holder” 
(EAT).  

The following steps illustrate how the QEAA
arrangement with an EAT must be 
structured under the "reverse" exchange 
safe-harbor:



1. The EAT (such as a title company or other 
unrelated party) would create a single-
member limited liability company.  The seller 
of the Replacement Property would then 
transfer the Replacement Property to the LLC.

2. At the time Replacement Property is 
transferred to the EAT, LLC, the taxpayer 
must intend to complete a Section 1031 
exchange.



3. No later than 45 days after the transfer of 
the Replacement Property to the EAT, the 
taxpayer must "identify" his Relinquished 
Property as property to be sold in the reverse 
exchange.

4. Within 180 days after the transfer of the 
Replacement Property’s ownership to the 
EAT, the taxpayer’s Relinquished Property 
must be transferred to the purchaser; and

5. The combined time that the Relinquished 
Property and the Replacement Property are 
held by the EAT cannot exceed 180 days.



Fortunately, the new safe-harbor 
Rev. Proc. will permit the parties 
to enter into appropriate 
financing arrangements to 
facilitate the reverse exchange.  

For example, the taxpayer may 
guarantee obligations of the EAT, 
and may loan funds to the EAT to 
acquire the Replacement Property. 



Likewise, the EAT may lease 
Replacement Property to the 
Taxpayer during the 180 day 
exchange period, and during this 
time, the Taxpayer may manage 
property held by the EAT or 
supervise any construction of 
improvements on the property 
held by the EAT.



Example:  Taxpayer owns an apartment 
complex that he wishes to exchange for a 
vacant lot.  He then plans to construct an 
office building on the vacant lot.  The 
apartment complex will be sold for $325,000.  
The Taxpayer needs $100,000 to purchase 
the vacant lot and $225,000 to complete the 
improvements for the office building.



The Taxpayer can still effect a Section 1031 
exchange if he allows the sales proceeds to be 
placed with a Qualified Intermediary.  

 The vacant lot would be actually acquired by 
the Qualified Intermediary and the Qualified 
Intermediary would construct the 
improvements.  

 The Taxpayer would then acquire the improved 
property from the intermediary. 

 Note that this must be done before the close of 
the 180 day period. 



Note also the complicated requirements for 
"identifying" Replacement Property to be constructed.  

Care must be taken in identifying property which is to 
be constructed.  

 The regulations require that 

 The constructed property be identified with 
particularity and

 That the property actually received is “substantially 
the same property as identified.”

 Once property is actually received by the taxpayer, 
subsequent construction does not “count” towards 
the exchange.  Reg. § 1.1031(k)-1(e)(4).



“Depreciation recapture” under Sections 1245 and 
1250 is noteligible for Section 1031 tax-free 
exchange treatment.

For example, for non-residential real property 
placed in service after 1980 and before 1987, all 
accelerated ACRS depreciation is subject to Section 
1250 recapture.  

And, for residential real property, only the excess of 
ACRS depreciation over straight-line depreciation is 
subject to the Section 1250 recapture rules. 

So, contact your CPA to determine whether your real 
property may be subject to the depreciation 
recapture rules.





I. Background.

Under Section 1031, both the Relinquished 
Property and the Replacement Property must 
held for productive use in a trade or business 
or for investment.  

Tax practitioners have long wondered 
whether it may be possible to engage in a 
Section 1031 Exchange for “dual use” 
property, such as vacation property at the 
beach or in the mountains, or even for 
property used as the taxpayer's primary 
residence. 



 Cautious and conservative tax advisors have 
warned that virtually any personal use of the 
Relinquished or Replacement Property could 
disqualify the exchange for Section 1031 
treatment.  

 Clients, of course, plead their case that they 
have purchased the vacation property with a 
hope, and anticipation, that the vacation 
property would increase in value or would 
generate rental income, notwithstanding that 
they also would use the vacation property for 
personal enjoyment.  





Mr. Reesink owned an apartment building 
with his brother.  

The building was sold, and Mr. Reesink
structured his share of the sale as a Section 
1031 tax-free exchange. 

Mr. Reesink used his share of the sales 
proceeds to purchase a residence on Laurel 
Hill Lane in a neighboring city.

On the bank loan application, Mr. Reesink
stated that the property was being acquired 
"for investment purposes."



 For the next seven months, Mr. Reesink
unsuccessfully attempted to rent the property.

 Although they never advertised in any local 
newspapers, the Reesinks posted flyers 
throughout the town that the Laurel Hill Lane 
property was available for rent. 



 The Reesinks owned another primary 
residence and a trailer that was close to 
Mr. Reesink's job. 

 Due to financial difficulties, the Reesinks
sold their primary residence and moved 
into the Laurel Hill Lane property about 
seven months after the sale of the 
apartment building. 



Tax Court, holds that, at the time the 
Reesinks acquired the Replacement Property, 
they intended to hold it for investment 
purposes.





 That he wanted to "exchange" for residential 
property in Pebble Beach, Georgia.

 In 2002, Mr. Goolsby signed a contract to 
purchase property in Pebble Beach, Georgia.  

 However, the purchase agreement was 
contingent on the Goolsbys' sale of their then 
current personal residence. 



Two months later, the Goolsbys moved 
into the Pebble Beach property after 
trying to rent it out.



According to the Tax Court, the Goolsbys could 
not prove that they purchased their Pebble 
Beach Replacement Property with any intent to 
use it for productive use in a business or for 
investment since they ultimately moved into it 
in such a short period of time after the 
purchase. 



Perhaps one of the most unfavorable facts 
here was that Mr. Goolsby had asked the QI, 
before the sale of the investment property, if 
he could move his family into the Pebble 
Beach property, and still qualify for Section 
1031 treatment, if he was not able to rent 
out the Pebble Beach property to a tenant.

Note: The Court also upheld penalties 
against Mr. and Mrs. Goolsby.



In Adams, TC Memo 2013-7 the taxpayer 
owned a rental home in San Francisco, 
California.  When the tenant left, Mr. Adams 
exchanged the San Francisco home for 
another home in Eureka, California, which Mr. 
Adams then rented to his son, Bill,  at below-
market rent.



At trial, Mr. Adams explained that he chose 
the home in Eureka because it was where Bill 
resided and suited the size of Bill's family. 

At trial, Mr. Adams testified that he charged 
below market rent because his son had 
agreed to, and actually did, remodel and 
improve the home. 

The Tax Court held that, even though Mr. 
Adams had a "personal purpose" for owning 
the home, the Eureka home was held "for 
investment" purposes and therefore 
qualified as a Section 1031 exchange.  



 Exchange of vacation lake property for other 
vacation lake property

 Failed to qualify under Section 1031, where

 Homes used for vacation purposes

 No attempt to sell or rent either property.



The Tax Court applies "primary purpose" 
test. 

Moores must to prove that the primary
purpose of their purchase was to earn 
rental income or to recognize appreciation 
in value.

◦ Unfortunately, the facts bore out that the 
Moores purchased and used both properties 
primarily for recreational purposes rather 
than for investment purposes.  



In early 2008, the IRS issued Rev. Proc. 2008-
16 (February 15, 2008) in response to the 
Barry Moore case and created a new "safe 
harbor" for like-kind exchanges of vacation 
homes and other rental property.  



The general thrust of the new Revenue 
Procedure 2008-16 is that the IRS will not 
challenge a vacation home as qualifying for 
purposes of Section 1031 (as property held 
for productive use in a trade or business or 
for investment ) if the home is only 
occasionally used by the taxpayer for 
personal use and its predominant use is to 
generate rental income.  The rental income 
must be bona fide and at fair rental value. 



The new safe harbor under Rev. Proc. 2008-16 
addresses both Relinquished Property and 
Replacement Property, and the following 
requirements must be met:

(1) Relinquished and Replacement Property.  
A dwelling unit that a taxpayer intends to be 
Relinquished Property or Replacement Property  in 
a §1031 exchange qualifies as property held for 
productive use in a trade or business or for 
investment if:

(a) The dwelling unit is owned by the 
taxpayer for at least 24 months immediately before 
and after the exchange (the "qualifying use 
period"); and



(1) Relinquished and Replacement Property.  A 
dwelling unit that a taxpayer intends to be 
Relinquished Property or Replacement 
Property  in a §1031 exchange qualifies as 
property held for productive use in a trade or 
business or for investment if: 

(b) Within the qualifying use period, in 
each of the two 12-month periods 
immediately before and after the exchange,



(i) The taxpayer rents the dwelling 
unit to another person or persons at a fair 
rental for 14 days or more, and

(ii) The period of the taxpayer's 
personal use of the dwelling unit does not 
exceed the greater of (A) 14 daysor (B) 10 
percent of the number of days during the 12-
month period that the dwelling unit is rented 
at a fair rental.





Section 1031(f) provides that, if a taxpayer 
exchanges property with a "related person," 
and within two years after the exchange 
either

(i) the related person disposes of such 
Relinquished Property; or 

(ii) the taxpayer disposes of the 
Replacement Property, 



then in either of these events, both the 
taxpayer and the related party will have to 
recognize gain on the exchange (i.e. the 
exchange in essence will not be tax-free), 

unless the two exchange parties can establish 
“to the satisfaction of the IRS  that neither the 
exchange nor the disposition had as one of 
its principal purposes the avoidance of 
federal income tax.”  



A. Who Are "Related Parties"? 

 Almost anyone is a "related party".



Fortunately, Section 1031(f)(2) provides that 
the related party disqualification rules 
donotapply where the two exchange parties 
can establish “to the satisfaction of the IRS  
that neither the exchange nor the disposition 
had as one of its principal purposes the 
avoidance of federal income tax.”  



Therefore, the related party rules of Section 
1031(f) only will apply where 

1. There has been a “disposition” within 2 
years of the exchange; and

2. There is “tax avoidance:"

◦ "basis shifting"

◦ "cash-out" transactions



Here is the classic “basis shifting” and 
"cash-out" transaction:

T has property (the "T Property") worth 
$100 and with a tax basis of $10.  
Related party R has property (the "R 
Property") with a tax basis $100 and 
value of $100. 

T and R exchange their properties.



Now, T owns the R Property with a carryover 
tax basis of $10, and R now owns T Property 
with a tax basis of $100.  

R then sells the T Property for $100 and thus 
“cashes out” its investment tax free.  

If Section 1031(f) is deemed to have been 
violated, then T will recognize $90 of gain 
when R sells the T Property.

See Ocmulgee Fields, 132 TC No. 6 (2009) 
(where the Tax Court held that gain was 
recognized upon a related party exchange 
that resulted in “basis shifting”).



One of most important cases involving 
related party exchanges is the Tax Court case 
of Teruya Brothers which came out in 
February 2005

In that case, the taxpayer engaged in a tax-
free exchange with a related party.  



Teruya Brothers exchanged property with a 
related party and avoided a tax gain of 
$1,345,000 on the exchange.  The related 
party then disposed of its 1031 property 
within two (2) years and recognized a tax 
gain of $1,353,000 on the sale of its 
Exchange Property.  

The related party did not have to pay income 
tax on its tax gain of $1,353,000 because it 
had a NOLcarryforward it could use to offset 
most of that gain.

◦ Therefore, the Tax Court held that the exchange did 
not meet the 1031 requirements.  



PART THREE

IRS Continues to Challenge "Drop 
and Swap“ and "Swap and Drop" 

Transactions by LLCs and 
Partnerships

Page 59



◦ Often, an LLC (or partnership) will decide to sell 
certain real property at a time where one or more of 
the members (but not all of the members) will 
desire to do a Section 1031 exchange -- while 
other members will want to "cash out" their 
investment.  

◦ An even more complicated situation arises when the 
partners (or LLC members) want to go their 
separate ways and engage in separate Section 1031 
exchanges.

Taxpayers sometimes try to use the "swap 
and drop" or "drop and swap" transaction 
with "TIC" interests to meet the goals of the 
clients.



In either of these scenarios, we are presented 
with two hurdles that must be overcome if 
anyone is to be successful in accomplishing 
a Section 1031 exchange:

(1) Have the "exchange partners" met 
the Section 1031 "held for investment" 
requirement after the TIC transfer; and

(2) Will the sale or purchase of a TIC 
interest be recharacterized as a disqualified 
attempted Section 1031 exchange of a 
"partnership interest"?



Recently, The IRS revised the U.S.  Form 
1065, Partnership Tax Return (which is also 
used by LLCs), in order to enhance the IRS's 
ability to attack "drop and swap" and "swap 
and drop" transactions in Section 1031 
exchanges involving partnerships:

LLC must disclose recent property 
dispositions of (i) Replacement Property or
(ii) TIC interests.



B. Possible Planning Strategies.  

So, here are some of the possible 
options to structure a sale of LLC 
property in an attempt to meet 
the parties' objectives:



(a) have the "exchange members" buy out 
the "cash member" before the exchange for cash 

 "but what if the deal falls through?" says the 
exchange members

(b) have the "exchange members" buy out 
the "cash member" before the exchange for a 
promissory note 

 "but what if the deal falls through?" says the 
"cash member"



(c) try to use special tax allocation 
provisions in the LLC Operating Agreement to 
specially allocate taxable gain to the cash 
member

 but the IRS may argue the "special tax 
allocation" is invalid because it does not pass 
the IRS "substantial economic effect test"

 So, add a Tax Reimbursement Agreement into 
the Redemption Agreement



(d) Redeem the "cash member" by an in-
kind distribution of a TIC interest in the 
Relinquished Property before the exchange

 The classic "Drop and Swap"

 But, the IRS may argue that the exchange 
members and cash members own the 
Relinquished Property as "partners"

 Rely upon the 1031 TIC "Safe Harbor" – Rev. 
Proc. 2002-22.

Page 45 and Page 61



2. Structure When All of the 
Partners Want to Go Their Own 
Way and Do Separate Exchanges 
or "Maybe" Just Cash Out.  



(a) If all of the LLC members are fully 
committed to doing a fully tax-free change, 
consider

 Having the LLC "exchange" into multiple 
properties which then will be distributed to the 
LLC members in liquidation of the LLC

 The LLC "holds" the replacement properties for 
some time

 After some period of time has passed, the LLC 
transfers the replacement properties to the LLC 
members

 The classic "Swap and Drop"



The "Swap and Drop"

Here, the IRS may argue that

LLC did not meet the "held for 
investment requirement".



(b) But, if all of the LLC members are not
committed to doing a completely tax-free 
exchange, consider

◦ Have the LLC distribute a TIC interest in the 
Relinquished Property to the members before the 
sale

◦ And, hope we can meet the "held for investment" 
requirement for the "exchange members“

◦ And, hope we are successful in arguing that the 
exchange members do not hold the Relinquished 
Property in a "de facto partnership".
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