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CAPITALIZING ON LIKE-KIND EXCHANGES

Jaime Lackey

allows a seller to defer capilal gains

taxes if the person reinvests in oA
like-kind property of equal value, If
an investor sells his six-unit residential
rental proporty, for example, he can
reinvest in various types of real eslate,
mecluding mullifamily, office, retail,
industrial or undeveloped land,

“The 181 tax deferred exchange Is
one of the lasl [ree passes allowed
on our tax codes,” says Barry Silver,
principal with San Rafael, California-
based The Silver Group. “ Anyone who
is selling an income property should
comsider an exchange, as you are able
to defer your lax liability and roll all
of the equity from the relinguoished
property into the up leg, This means
the investor can use money that would
ctherwise bo |_'ra1'd in taxes to continue
to mmcrease their cash fow.”

As Silver notes, howewver, “The invies-
lor cannot take receipt of any procesds
from a sale or it will be subject lo
taxes,”

William Winn, president of Irving,
California-based Passco Companies
LLC, stresses that the 1031 exchanger
musl use all proceeds from the sale of
the first property and assume as much
debt on the purchase of the replace-
ment propoerty or pay taxes on the dif-
ferenoe,

LivitaTions orF 1031

EXCHANGES

While experis agrec [hal 1031
exchanges are an excellent wealth pres-
crvation strategy, Anthony Thomp-
son of Thompson MNational Propertics,
advises that investors considering a
1031 realize the inherent visks and limi-
tations:

e Real estate is an illiquid invest-
ment, The invesior may be better
served paving the taxes and investing
thee proceeds in stocks, bonds or other

Inl‘umal Revenue Code Section 1031

alternative investments,

* The capital gains taxes might
increase or the investor might be in
a higher lax brackel In the Iulure. It
might be better to sell property A and
pay xes now, rather than sell prop-
erly B in 10 years and pay laxes al a
higher rate.

® There are costs involved in purchas-
ing real estate, including litle insurance
and closing costs.

e [t is also imporkant to understand
the tax implications of the depreciation
schedule for the replacoment property,

TIC, DST, axp NNN

For investors that have consulted
with a financial planner and decided
a 1031 exchange is in their besl inler-
est, there are many aptiums. Lere, we
look briefly al the Tenant-in-Common
(TIC) struchure, the Delaware Statutory
Trust (DST), and net-lease propertics
(INININ),

Ina TIC deal, mulbiple investors pur-
chasea fractional Interest ina proporty.
TIC sponsors are able to sell interests
ol 1 to 20 percent b multiple Investors,
not to exceed 35. The sponsor gener-
ally assumes management responsibil-
ity for the property.

With a DST transaction, a trust owns
the properly and the 1031 exchanger is
a beneficiary. Thompson, chairman and
CEQ, and Jack Maurer, vice chairman
and parlner wilth Irvine, California-
based Thompson National Fropertics,
believe the D5T will become more pop-
ufar than the TEC struclure for several
reasoms. The DST s a simpler vehicle
for lenders and insurance companies
because they are only dealing with
ome entity, (With a TIC, there can be up
to 35 enlilics purchasing a properiy.)
There is less upfront cast in terms of
title insurance, closing costs and attor-
ney’s fees. The exchanger is not listed
as 4 borrower on the loan.

TICs and DSTs are popular 1031
strategies because il is oflen easier to
find a fractional interest that matches
the amount of the property an investor
has sold than 1o find a whole build-
ing. Thompson notes that it is also
easier to diversify, buying fractional
interesls through several TIC or DST
transactions rather than investing in
one property.

"With a TIC or DST, the properties
tend fo be largen, institutional quality
investments,” adds Thompson. “And
the sponsor negotiates with the lender,
handles the legal costs, and signs the
loan guarantees,”

Maurer also notes that DSTs offer a
more [lexible exit stralegy, allowing
the investor to contribute his interest
to a real eslale invesiment trust (REIT)
rather than an outright sale, which is a
tax-planning  consideration for many
investors,

Sean (FShea of Los Angeles-based
BRC Advisors is skeptical of the TIC
structure. His concerns relate to the
integrity of the sponsor, the illiguid-
ity of the asset (you may have to wait
until the sponsor sells the property to
convert your investmoent); and dispules
among TIC investors or between T
investors and the TIC sponsor. “Ask
gnm{ (uestions and make sure the
sponsor can answer all of the questions
satistactorily,” he says.

CVShea recommends net-lease assets
with invesimeni-grade credit-tenant
leases, “With a net-lease assel, the
tenant is responsible for operational
cxpenses, so this Is a good passive
mvestment with a predictable income
stream,” he says.

it is crocial to choose an assel with a
strong tenant in place. "Dom’t buy an
asscl with a lenant whese stock you
wouldn't buy,” (¥Shea says. “You're
banking on the success of that tenant.”

The probability of a defaull on a cor-
porate bond backed by an investment-
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grade tenant over a 20-year rolling
average Is aboul 4.12 pcrcent, says
(YShea, citing Moody's Investor Ser-
vices as his source, Default by a non-
mvestiment grade tenant is 42 percent
or greater. (OShea explaing, “Moody's
evaluates bond default probability, nol
lease default probability, It is a custom-
ary reference vsed o veflect the ‘risk
preminm’ that investors may unwil-
tingly assume by invesling in propor-
lics ocoupied by less-than-investment-
grade tenants withoul a corporale
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guarantee of leasc obligations,”

e adds, “1E is reasonable to suggest
that they would defaull on a bond
before they would ever defaull on a
corporately guaranteed lease. This pro-
vides more security for a high net
worlh inveslon”

According to (FShea; “The biggest
challenge today is matching an accept-
ahle debt component in the post-credil
erunch environment. A client cannot
know with certainty Il he can secure
acceptable debtin terms of interest rate,

loan-to-value, or term of loan avail-
able, Adlso, most now transackons will
require the taxpayer/investor to have
full recourse ralher than non-recourse
or partial recourse of the past. This is
why the investment-grade credit-ten-
anl lransaclions in which we specialize
are a risk-avorse option for investors
since the mortgage loan 15 based on
a corporale guaraniee and corporate
lezase rather than the net worth af an
individual investor.”
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The Future or 1031
EXCHANGES

“Owver Lhe vears, we have heard that
the government will try to climinate
the 1031 tax deferred exchange,” Silver
says. "T cerlainly hope lhis does not
happen as there will be a fremendous
ripple effect. The 1031 exchange that
allows inveslors Lo deler laxes is the
main mechanism that drives new retail
development. Retailers depend on new
store development to grow their busi-
ness: Much of this new development
is acquired by investors involved with
1031 exchanges. Without this pool of
motivated buyers, development would
be greally reduced and real estate val-
ues would decline.”

Winn does not expreck c:hﬂngma in
governmental regulations pertaining
to TIC or 1031 [ransaclions. However,
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he says, “After the presidential elec-
tion, [federal| capital gains taxes might
be pushed higher than the current 15
percent — they woere 30 poercent a few
years ago. This would negatively affect
real estate and increase the demand for
315"

O'Shea believes capital gains taxes
will increase nexl year: 15 to 20 percent
under MeCain and up to 25 percent
under Obama, He predicts a flood of
1031 exchanges al [he end of this year,
even in a down market,

Thompson and Maurer predict that
1031 exchange activily will be driven by
demographics over the next 20 years.
MAs more baby-boomers transition into
semi-retirement they may want more
passive investments or diversificalion
of their investments.

On the other hand, investors are
watching the results of past TIC activ-

ity. As Silver says, “We are currently
cxperiencing a correchHon in the markel
due to the conlraction of the debt mar-
kets. After 2 to 3 yoars of record veloe-
ity and returns, the market s retarning
to the norm. Over-aggressive lending
practices: led to buyers paying record
prices during this period. Many inves-
tors plan o hold property for the long-
term, but those who plan to sell in the
next few years may find there is no one
who will malch the prices paid i 2006
through 28, Some of the most aggres-
sive buyers doring the past few years
were the TICs, Each deal they bought
was mmmediately resold o investors
al a 10- tol5-percent premivm. Many
acquisitions were done with short-
term; interest-only debl, With |eurrent-
ly| declining values, only time will tell
if these deals were good.”

How 1o Finp A Comprany TO FAcCILITATE YOUR 1031 EXCHANGE

tors completing a 1031 exchange meet very specific

criteria in a very short fime period. 1f your exchange
falls through or if you don’t meet all of the requirements, you
nay be responsible for capital gains laxes you'd planned to
defer or you could be on the line for tax fraud.

You should always consult your financial advisor or an
accounting professional to understand the benelits amed limi-
tations ofa 1031 exchange and the various types of properlies
in which you can invest, William Winn of Passco Companies
LLC suggests thal your [inancial planner can also refer you
to a securities broker, who handles TIC bransactions and
DET transactions and who understands net-lease properties
in order to help you evaluate which type of investment best
suits your needs. (A real estate broker would generally be
more knowledgeable aboul net-lease properties than about
TIC or ID5T options.)

Here are the questions you need to ask before choosing a
company to-assist with your 1031 exchange:

The 1031 structure is tricky. The [RS requives thatinves-

s What is your company’s track record with 10317 exchang-
os/ TICs/T35Ts/ net-lease investments?

o What types of investments are available? Jack Maurer
of Thompson National Properlies explains that you should
be comfortable that the company will have producl avail-
able at the time you will need to ¢lose on your replacement
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* What relur can | expect?

¢ What is the cerlainty of close? You cannot choose a dif-
ferent property after the 45-day identification period. If you
arc unable lo close, you'll have to pay laxes.

¢ What is the due diligence process? (A TIC or DST spon-
sor should have completed due diligence on the property
and have a lender ready to close: Make sure you are comfort-
able with the company’s due diligence.)

* Anthony Thompson of Thompson Natiomal Propertics
suggesls you ask TIC or DST sponsors about the company’s
financial strength. I another investor backs oul, will the
company have the money fo close on the property you've
identified at the {ime you need to close?

® Barry Silver of The Silver Group recommends that inves-
lors ask a company about TIC deals that failed to close,

* For an NNN investiment, Sean ()'Shea of BRC Advisors
suggests that you look fora company that can advise you
on the potential [uture value of the real estate-as well as the
current value of the lease. “You need tolook at the location,
the demographics, the tatfic pallerns and the terms of the
lease,” he says.

* You should always request references — from recent cli-
enls and [rom clients of several years ago. TIC or DS spon-
surs should also provide bank references as well as their
accountant’s name. You wanl o make sure the COmpAny
has an audiled financial statement to verify the company's
finanecial strength.



