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A common, but often misunderstood, principle among those familiar with tax-deferred exchanges under Internal Revenue Code Section 1031 is the notion that the vesting of the replacement property acquired in the exchange must match the vesting of the property sold by the taxpayer. In other words, if title to the property relinquished in the exchange is in a corporation, then title to the replacement property must be acquired by the same corporation. Although the foregoing statement may be true in many cases, it is merely a guideline for structuring an exchange. What is required to complete an otherwise valid 1031 exchange is that the â€œtax ownerâ€� of the relinquished property must acquire tax ownership of replacement property within the exchange period permitted under Â§1031. Fortunately, there are many ways to acquire tax ownership of property that can involve the use of certain business entities or trusts which are disregarded for federal income tax purposes. Through the use of these entities in a tax-deferred exchange, a wide variety of structuring opportunities become available, some of which can address a taxpayerâ€™s other investment goals, such as limited liability and succession planning. In these cases, the vesting of the relinquished property may be very different than the vesting of the replacement property, although tax ownership of the replacement property is the same both before and after the exchange.

To make sense of the proposition set forth above, it is necessary to distinguish between: (i) federal tax ownership, (ii) state law ownership, and (iii) vesting. In any given case, all three indicators of ownership might match up, such as an individual who holds title to investment property as â€œJohn Smith, an unmarried man.â€� But even in this simple case, Mr. Smith might not actually own the property to which he holds title under state law or federal tax law. For example, many states recognize nominee arrangements under which Mr. Smith might hold title for the benefit of another person who actually owns the property. If there were such a nominee arrangement, Mr. Smith would be the record title holder, but not the tax owner or the state law owner of the property. If Mr. Smith sells property that he holds as nominee for Mr. Saunders, then the gain on the sale would be reported by Mr. Saunders.

Similarly, if title to the property is held in the ABC limited liability company (ABC LLC), we know what vesting should look like and that the state law ownership rests in the limited liability company, but who is the tax owner? The answer depends on how ABC LLC is characterized for federal income tax purposes. If the company has elected to be taxed as a corporation, then tax ownership would be in the company. If the limited liability company has more than one member and has not elected to be treated as a corporation for tax purposes, then it is treated as a partnership for federal income tax purposes and, again, the company is the tax owner of the property. If, however, Mr. Smith is the sole member of ABC LLC and the company has not elected to be treated as a corporation for federal tax purposes, then Mr. Smith is the owner of the property for federal income tax purposes. Under federal tax law, a single member limited liability company

is a â€œdisregarded entityâ€� and its assets are treated as being owned by the sole member of the company. Thus, if Mr. Smith sells property in a 1031 exchange (property which was titled in his name), he could acquire property in ABC LLC provided he is the sole member and the company is a disregarded entity. The same result would follow where ABC LLC sells relinquished property and Mr. Smith acquired replacement property in his individual name.

Revocable trusts are another area where tax ownership, state ownership, and vesting may diverge. During the lifetime of the person who forms a revocable trust (a Grantor) and during the time he or she retains the right to revoke the trust, federal law treats the Grantor as the tax owner of assets held in the trust. So, as the Grantor, Mr. Smith is the tax owner of assets held in his revocable trust, but the trust is treated as an entity under state law and for purposes of vesting and ownership of trust property. Thus, Mr. Smith might sell property owned by his revocable trust as part of a 1031 exchange and acquire replacement property in his own name. Alternatively, if Mr. Smith sells property owned by his trust, he could also acquire replacement property in a disregarded limited liability company in which he was the sole member, or, he could acquire replacement property in a disregarded limited liability company owned solely by Mr. Smithâ€™s revocable trust.

In most of the foregoing examples, a valid 1031 exchange can be accomplished in circumstances where the vesting of the relinquished property does not match the vesting of the replacement property. Thus, the notion that vesting of the relinquished property and the replacement property must be the same is not a hard and fast rule. What matters is that the tax owner of the relinquished property acquires tax ownership of the replacement property.

The determination of tax ownership is not always a simple matter, especially for those not steeped in federal tax law. Accountants and tax attorneys can assist in structuring an exchange transaction to maximize the taxpayerâ€™s advantage. In the last example, in the preceding paragraph in which Mr. Smith relinquishes property owned in his revocable trust and acquires replacement property in a disregarded limited liability company owned solely by Mr. Smithâ€™s revocable trust, Mr. Smith not only obtained tax deferral under Â§1031, he obtained limited liability under state law that would protect the trust and himself from liabilities which may arise out of his ownership and operation of the property. He also ensured that the property was properly held in his trust to be disposed of in accordance with his overall estate plan.

Asset Preservation, Inc., encourages clients to obtain competent tax and/or legal advice in structuring a 1031exchange transaction. Because of the non-tax considerations surrounding the structure of an exchange transaction (such as limited liability, liability protection, and succession planning), many taxpayers would benefit by consulting their personal tax and/or legal advisors before engaging in a 1031 exchange transaction.
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			Experience

Established in 1990, API  has successfully facilitated over 200,000 1031 exchanges. Learn more...



Expertise

API's Senior Exchange Counselors, attorneys and CPAs are available to discuss exchanges of any complexity-from standard delayed to improvement and reverse transactions. Learn more...



Security

Our foremost concern is security of the exchange proceeds, as exemplified by our addition security measures. Learn more...
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			Receive the most up-to-date 1031 exchange related information.

Subscribe Now


					This is my second 1031 exchange with API and again you hit it out of the park. Thanks for great work.



Beverly W., Colorado

You just helped me obtain a new customer! Looking forward to working with you on this one. Thanks again!



Bill K., Texas

This is our 4th property exchange with you. Every one of them has been a "10" experience.


Berry, Colorado

I wanted you both to know how much I appreciate you both and all the hard work you do for me and my clients. The reason I recommend you to all my clients is because you are NOTHING SHY OF AWESOME! 



Sandy R., California

So friendly, personal, efficient and competent (and painless).


Richard G., New York

One phone call and they took care of everything, no questions - no problems.


Douglas B., Texas

I had such efficient people handling the paperwork and walking me through this 1031 process. I would definitely consider doing it again.



Pat H., California

Our exchange paperwork was flawless and always on time. Thank you.


William T., California

Thank you so much. You helped make a difficult and complicated situation a pleasure, thank you!



Sandra C., California

We are so thrilled with your assistance with the reverse 1031 exchange. You knew exactly when and how to do each step and how to keep us moving in the right direction. You could explain issues to us that we had difficulty comprehending. We would be delighted to use API again and also recommend the firm to others.


Jill H., Maine

Iâ€™m not just a client, Iâ€™m also a real estate broker.  When investor-clients and other real estate professionals ask who I recommend to facilitate a 1031 exchange, I will enthusiastically say â€“ Asset Preservation. Thank you for a wonderful experience!



Deborah P., New York

Excellent service. Responsive, professional, and easy to do business with. Everyone I worked with was excellent!



Ferol L., San Diego

Thank you for always being responsive and prompt to my needs.



Anthony C., New York

We greatly appreciate the business we do with you and Asset Preservation and your consummate professionalism.  No doubt we look forward to doing a lot more business together!


Andy S., New Jersey

Your team is great!!! You guys deliver on what you promote when talking about the company at industry events â€“ Thank you!


A.L., Los Angeles

Appreciated the instant availability whenever I had a question. Also, greatly appreciated the timely notices and reminders. Thank you for a job well done.


Alice S., Wisconsin

You and your office are also a pleasure to work with. Thank You.



Lisa M., Bronx

Thank you for your assistance. You made my client a very happy woman.



Cristopher C., New York

We appreciate everyone's efforts and diligence. The coaching to avoid boot was awesome. Great service!



Allison L., Santa Monica

Thank you for the very professional way in which my transactions were handled, making this a pleasant and efficient process. Thanks as well to all your associates who were very gracious to work with.


Lori H., Massachusetts
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