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Maltz: 1031 exchanges have hidden risks

By Joux Maive, STOR
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1031 Exchanges, permitied umder a
federal 1ax =iabole which kas been om
the boaks lor oves G0 years, has be-
come the basiz of & tidal wave of tax
meslivabed real cslale Iramsachions whoch
skl srode dwear! the infamous iax shelier
deals of the 6 and T0s.

The non-recaurss “finance-out” af
mnny 1031 exchange trmnsactions hax,
in ellect, shilled property risk 1o the
lenders. The guantity of these trantacs
tions over recenl yoars has sesulied en
s bemeders closing their books 1o new
such basiness. Keepimg in mind that the
sreel Bebieves “all retailers eventually po
broke™ and many 1031 exchange prop-
eriacs are nel loascd w0 relailors, banks
may have il “opportunity” to repeat
their playbook of the carly Wk,

The tax sheller promoters of 40
years ago, like some of the 103] Ex-
change promaters of today, used as
tthair investmenl vehicle nel leased com-
merceal and retail propemies, The sheler
promoters typically would flip the se-
lected 1 Ehe anvesiod al 3 mew
price boosted with seoondary financing.
While cash New woild b feilral, dhel-
ner would be crested through deprecia-
Ao 4of the indlated equity.

Some of the structured 1031 Ex-
champes ang o gimilar in Aagune 1o tese
tax sheliers that it has led some industry
meembers B voboo concorms neganding
IRS sewnew, The shured =red Mlag™ char-
acteristic of 1031 exchange transactions
is the highly leveraged noa-recosse fi-
nancing often utilized solely for the par-
poss of shelicring fncoms from lederl
gains tax. Specifically, net-leased prop-
ertict sold on an cachange Bases are ses-
img their values inflated by unnealistically

low capitalizalion rates in view of the
riak, over the nypecal 20-year lease erm,
of the tenaml becoming insolvent. Witk
e simnulEancous cloding of 1Mle and the
pacement of highly-leveraged non-re-
courss lmasceng on 1k Ay 5 m-
vestor is provided with immediate tax
reliel by receiving tax-froc morigage
procesds. An additionyd risk oo the in-
vestor 15 ihe implementation of the
“wrackeng rule,” wene the eachanger not
tin use the fimancing procesds for invest-
menl purposcs,
The 1051 Exchange B‘.u1=: were
origimally promalgated 1o avosd iz
the: growih sbilsty of investors i -
nesses when they sold a proporty 10 in-
vl 1 4 ke knmd one, Whike (b tax 18
nod avioided, excepd in extremely limited
suations, it is delermed ustil the chain
of exchanges is beoken. Refer to Secs
won 1031 of the IRS Code of 1986, a
Amended and Section 1.1031 of ibke
comespanding Treasury Regulations.
There are procedural risks of some
significance invodved due o the rules re-
quiring 3 Qualified Inermediary o hodd
cash and title 1o the exchange property
while the tramiaction 15 Being ¢om-
pheted. Addstionally, there are stnct time
comsirainls far the idenhifscation of a
rade-up or wade-down propeny. Trad-
img-up it when a propery cumently beld
i being sold and 5 new propemy must
bar gedocted. Trading dowm is just the ne-
werse. To receive complete iax benefits
the simplc male of thambs is both cquity
and de mnst bhe equal o greater then
the property exchanged from. “Boot”
from & ranssclion woukl be 1axed al the
full gains tax rate. An inleresting nole,
leaies having a term in excess af M)
FEars are real properiy under

e crchaspe malcs.
The G-month time comsiraint o closs

on ke property 1o be exchanged for has
crealod several unintended comse-
quences. Imagine o cln-:lru,g wikere the
scller knows that the buyer must closo
within & presciibed e franse or lose
significant doflars in fax relief. OF more
dire concern is the ofi-fepested carcum-
stance of the “exchanger™ parchasing

the wrang porty Becamse ol the 6-
Iﬂ'ﬂhﬁ

Let's book at the math For an “idcal-
el 1031 Exchunge transsstoa;

Seller A, with a low bazis, sells wn
apartmenl comples, for 53 millsn, inoe-
ring am approcimate polential of 31 million
im capital gaans lan liabiliny, Wiore Seller A
to pay such tan and invest the halance a1
an 8% anemal refurn, the resulling cash
i ol e $3H0L000

Alvernatively, wilizing the 1031 Ex-
change mles, the seller exchanges for a
£6 mallion single tenant retail balding hav-

img a bonded net leame providisg a %% per
annums felurm. A ml'rl:l--:tlmrni afler {i!'r'-
img, o %, Joyear, self-liquidaling, £%
finod mom-moOmUrss morigaps is p-Ilﬂ:d o
™ e e the rertgage of
BOTYRCE ol a
£5.4 mallbon Is $500,157.00 per ln'arl;mru.
The propertys net income of $540,000
provides excess annual cash fow of ap-
proximately $50,000), a 6.5% return om
the buyer™s cash left im the deal al
JON. Axoaming the refinscing pro-
coeds of 354 million is invested at 8%,
e iial sevnad peouny would be approxi-
mately $470.000, as opposed 10 the
300 were e sellar nol o Fave wli-
lized the 1031 Exchange option. Combin-
ang souind pal eslade inveating prinda
with tax savings strategies is thee for
many 1031 transactions, and with the
cisunse] of 2 ciale expert o
your side, s poal can be attained.



