What is a 1031 Exchange and How Does It Work?
What is a 1031 Exchange?
It is an income tax deferral technique under the restrictions of Section 1031 of the Internal Revenue Code (“IRC”).
This IRC Section can offer an opportunity for real estate owners to defer the capital gains tax liability associated
with the sale of investment or business property. To qualify for 1031 "like kind" property exchange the entire
transaction has to be done in accordance to the detailed rules, regulations and compliance issues set forth in the
US (IRS) tax code.

How Does the Taxpayer set up an Exchange?
•

The exchange must be set up before the Taxpayer can close on the sale of the Relinquished Property.

•

The Qualified Intermediary prepares an Exchange Agreement and an assignment document to assign the
Taxpayer’s rights in the sale contract to the Qualified Intermediary.

•

The Taxpayer and the Qualified Intermediary sign the Exchange Agreement and the assignment
document. The Buyer of the Relinquished Property also signs the assignment document.

•

If a Qualified Escrow is being used the Qualified Escrow Agent also signs the Exchange Agreement. The
Qualified Intermediary or the Qualified Escrow Agent holds the executed Exchange Agreement.

•

The executed assignment document is delivered to the escrow agent handling the sale of the Relinquished
Property. Once the sale escrow agent gets the assignment, and all other terms of the sale are satisfied,
the sale escrow can be closed.

•

Upon close of the sale escrow the sale escrow agent transfers all of the Seller’s net proceeds to the
Qualified Intermediary or to the Qualified Escrow.

Can the Taxpayer deed the Relinquished Property directly to the Buyer?
Yes, the Regulations allow the Taxpayer to deed the Relinquished Property directly to the Buyer. This avoids extra
fees.

Can the Taxpayer earn interest on the funds while they are held by the Qualified
Intermediary? or in the Qualified Escrow?
Yes, the Regulations allow the Taxpayer to earn interest on the funds; however, the interest may not be paid to the
Taxpayer until the end of the exchange. The interest which is earned will be taxed as ordinary income.

How long does the Taxpayer have to identify Replacement Property and to complete the
exchange?
Replacement Property must be identified on or before midnight of the 45th day following the day on which the
sale of the Relinquished Property occurred (the “Identification Period ”).
Provided the identification requirements are satisfied, the exchange must be completed by midnight of the 180th
day following the day of close of the Relinquished Property or the due date of the tax return for the year in which
the transfer took place, including extensions (the “Exchange Period ”).
The Identification Period and Exchange Period must be counted very carefully. They are not extended for holidays
or weekends.

How many Replacement Properties can the Taxpayer Identify?
The Taxpayer may identify a maximum of three (3) Replacement Properties, of any value (the “3 Property Rule”);
OR The Taxpayer may identify more than three (3) Replacement Properties BUT the aggregate value of all
identified Replacement Properties cannot exceed 200% of the value of the Relinquished Property (the “200%
Rule”);
OR If the Taxpayer identifies more than three (3) Replacement Properties with aggregate value in excess of 200%
of the Relinquished Property, Taxpayer must actually acquire at least 95% of the value of the identified
Replacement Properties. Replacement Property which is actually acquired prior to the end of the Identification
Period will qualify.

What form does the Taxpayer use to identify Replacement Property?
There is no special “form” however, the identification must be in writing, must be signed by the Taxpayer and must
“unambiguously” describe the Replacement Property. A revocation of a previously identified Replacement
Property has the same requirements.

How is the Replacement Property acquired?
The Taxpayer negotiates the purchase of Replacement Property in the normal manner with wording similar to the
following inserted in the purchase contract: Buyers Exchange Provision: It is the intent of Buyer to Acquire this
property as Replacement Property in an Internal Revenue Code Section 1031 exchange. To effect such exchange,
Buyer reserves the right to assign their position herein to a Qualified Intermediary. Seller agrees to cooperate in
Buyers exchange, provided that Seller will be at no additional expense or liability for Buyers exchange and Buyers
exchange shall not delay the closing of this escrow. Before the Replacement Property can close, the Qualified
Intermediary prepares an amendment to the Exchange Agreement and an assignment document in which the
Taxpayer assigns his rights in the purchase contract to the Qualified Intermediary. The Qualified Intermediary and
the Taxpayer sign the amendment and the assignment. The seller of the Replacement Property also signs the
assignment. When all conditions of the Replacement Property are satisfied, the Qualified Intermediary transfers
the required funds to the Replacement property escrow agent.

What is a "Reverse" Exchange?
A "reverse" exchange occurs when the replacement property is purchased prior to closing on the sale of the
relinquished property. The exchanger uses the Qualified Intermediary to purchase the property they wish to
acquire, while they market and attempt to close on the relinquished property.

What is a Build-To-Suit Exchange?
The build-to-suit exchange (also referred to as a construction or improvement exchange) is a tax deferred
exchange in which the Qualified Intermediary acquires fee ownership to the replacement property and makes
improvements to it [Treas. Reg. §1.1031 (k)-1(e)]. Once the necessary improvements are completed within the
exchange time period (180 days), ownership is then transferred to the Exchanger and the exchange transaction is
completed. This exchange variation gives investors more flexibility, thereby providing the opportunity to either
improve an existing property or even construct a new replacement property.

Note: this is not a solicitation, or an offer to buy or sell any security or investment product, nor does it consider individual investment
objectives or financial situations. Information in this material is not intended to constitute legal, tax or investment advice. You should
consult your legal, tax and financial advisors before making any financial decisions. If any information is deemed “written advice”
within the meaning of IRS Regulations, please note the following:
IRS Circular 230 Disclosure: Pursuant to IRS Regulations, neither the information, nor any advice contained in this communication
(including any attachments) is intended or written to be used, and cannot be used, for the purpose of (i) avoiding tax related
penalties or (ii) promoting, marketing or recommending to another party any transaction or matter addressed herein.
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