Losing a Partner Without Losing Your Tax Shield
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I) Introduction

Real estate investors can be overwhelmed with the number of legal options available to them
when making investment decisions. All too often, investors structuring a transaction focus on the
deal’s economics rather than wrestle with the risks and rewards associated with legal issues.
However, thoughtful legal planning can maximize investor returns by ensuring favorable tax
treatment and should be a part of any investment decision.

The Section 1031 “like-kind” exchange is one popular legal tool available to investors seeking to
upgrade their real estate holdings while avoiding capital gains taxation. Theoretically, investors
may trade up from property to property indefinitely without being taxed. In reality, however,
investors’ objectives diverge over time, with some investors wanting to “cash out” of their
investment while their co-investors wish to continue investing. This article addresses the issues
confronting real estate partnerships that utilize like-kind exchanges to obtain favorable tax
treatment, with a particular focus on identifying techniques available to partnerships that wish to
redeem a member but still retain the like-kind exchange tax shield.

1) Defining the “Partnership” & Ensuring IRS Treatment as a Tenant in Common

Most real estate investments are held by two or more investors in a state law-based statutory
entity. When choosing among the available entity forms, basic liability and tax issues effectively
narrow investors’ choices to either the limited liability company (“LLC”) or the limited partnership
(“LP™). Both forms provide investors with liability protection and flexibility of control while
avoiding the “double taxation” associated with the corporate form. While most newly formed
ventures begin operations once an entity is chosen, prudent real estate investors should take
additional steps in order to ensure that their investment vehicle receives favorable tax treatment
for future transactions.

Beyond the choice of form, real estate investors must ensure that their newly created entity is
classified appropriately by the Internal Revenue Service. The IRS categorizes groups holding real
estate as either “partnerships” or “tenancies in common” depending on the specific nature of the
entity’s activities rather than the statutory form selected or how the investors hold title to their
property. Put simply, a partnership for federal tax purposes is broader in scope than the common
understanding of that term, and may possibly include groups not classified by state law as a
partnership.! The distinction is critical, however, because partnership interests cannot be
exchanged for another property in a like-kind exchange, whereas tenant in common interests can

! See Bergford v. Commissioner, 12 F.3d 166 (9th Cir. 1993).
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be.2 So, two investments that look nearly identical in all other respects may nevertheless be treated
completely differently by the IRS when it comes time to exchange properties.

To ensure favorable tax treatment investors must walk a fine line, carefully structuring the
investment to minimize the appearance of a partnership. The IRS may deem an entity to be a
partnership for federal tax purposes if the participants carry on a business venture and divide the
profits, but does not consider the mere co-ownership of property that is maintained and leased to
be a separate entity.3 Since the IRS primarily focuses on the nature of the investors’ activities, the
first step is to ensure that no single investor acts as a property manager and that only “customary
services” are provided to the property’s tenants.* This can be arranged through the designation of
an outside property management company as the entity’s agent.

The second step depends on how title to the investment property is held, but the procedures
produce similar results provided that the precautions discussed above are taken. If the individual
investors hold title to the property as tenants-in-common the investors may request an advance
ruling from the IRS that their fractional interest in property is not an interest in a partnership by
following the procedures outlined in Revenue Procedure 2002-22. Alternatively, if the investment
property is held in the name of a partnership, the entity may file a Section 761(a) election, notifying
the IRS that the property owners choose not to be taxed as a partnership. The IRS considers an
interest in a real estate partnership which has made a 761 Election (a "761 Partnership") to be “like
kind” to an interest in real property because the election results in the partnership being
disregarded for tax purposes. Once this election is made the partners are considered to directly
own pro rata interests in the property of the partnership. Provided that the investment entity
operates solely for investment purposes, that the entity engages in a low level of management
activity, and that the income of the partnership is listed on the individual investors’ tax returns, the
IRS will treat the entity as a tenancy common for tax purposes.

By skillfully navigating the partnership through these initial challenges, the investors have
prepared themselves to reap the reward of higher returns once it comes time to exchange the
property. If these steps are taken at the outset of an investment it greatly increases the probability
of a smooth like-kind exchange further down the road. Further, this type of forward planning
insulates the investors from many of the common headaches that arise when the co-investors seek
to dissolve at some future date.

? See Rev. Proc. 2002-22.

® See Rev. Proc. 2002-22.

* The IRS has ruled that “customary services” such as heat, air conditioning, trash removal, unattended parking,
and maintenance of public areas are not “sufficiently extensive” so as to cause co-ownership to be characterized
as a partnership. See Rev. Rul. 75-374.



III) The Like-Kind Exchange

Let us now fast forward from the investment’s preliminary legal challenges to a point when the
investors wish to exit a property and invest in a new project. While the owners have the option to
sell the original property outright and re-invest the proceeds into a new project, this simple
strategy exposes the investors to capital gains taxation that can greatly diminish the investors’
purchasing power and after-tax total return. Investors may avoid this tax, however, by engaging in
a “like-kind” exchange pursuant to Section 1031 of the Internal Revenue Code. By following several
relatively straightforward procedures, investors may use the equity obtained from the original
property as “payment” for all or part of a new property without being taxed. While the process
looks practically identical to a standard sale and purchase situation, the transaction receives
favorable tax treatment because it is deemed to be an “exchange” of a property rather than a sale.
To illustrate, a property with an original $10 million cost basis that appreciated to a value of $15
million can be exchanged for a $15 million property (or two $7.5 million properties) without
incurring tax. In contrast, if the original property had been sold outright, the $5 million gain would
have been subject to a tax liability of as much as 30% or $1.5 million. Savings of that magnitude can
make the difference between a successful investment and a failing one, and explains the popularity
of the like-kind exchange among real estate investors.

V) Dealing with Dissolution: The Risks & How Not to Proceed

In the wave of excitement that accompanies a new investment investors have a tendency to
emphasize the deal’s ideal outcomes while downplaying risks. After all, the partners would not be
investing if they did not agree that the outcome would be favorable. But, all too often investors fail
to discuss potential problems for fear of spoiling a positive relationship with their co-investors.
However, in business ventures a healthy dose of realism will prepare the investors for problems
that may arise down the road. While planning for the partnership’s eventual dissolution at the
outset of an investing relationship may be uncomfortable, it is preferable to negotiating farther
down the road when the stakes are higher and attitudes have changed.

In the world of real estate investing, with its long holding periods and large required
investment, investors’ objectives can diverge drastically over time. As such, it is common for
individuals in an investment partnership to want to exit the partnership at some point. However,
complications arise when individuals in an investment partnership want to “cash out” of the
partnership or have investment objectives that differ from the rest of the partnership. Consider the
following example: Abe, Barry, and Leo are the founding members of Capital Corners, LLC with
equal percentage interests. Together they own a single property with a cost basis of $10 million
that now has a fair market value of $15 million. Over time, Leo’s investment objectives change and
he indicates to his partners that he intends to withdraw from the partnership. He proposes that
Capital Corners sell its property, dissolve as a going concern, and split the proceeds. However, if
Capital Corners proceeds with that plan Abe, Barry, and Leo will each be subject to capital gains
taxes, even if Abe and Barry use the proceeds of the sale to purchase a new property individually.
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This is the common predicament co-investors find themselves in: the co-investors’ goals are no
longer aligned but dissolving the investment entity risks triggering substantial tax liabilities, a
problem only exacerbated if it is not recognized until shortly before the property is disposed.

Simple strategies, such as “buying out” the exiting member or specially allocating the share as a
gain have tax deficiencies that render them unwise options. The “buyout” approach uses a new
cash inflow to satisfy the exiting partner. To acquire the needed cash investors often refinance the
original property, usually only shortly before that property is disposed, thereby raising the cost
basis of the original property. When the partnership attempts to exchange the original property,
the IRS may deem the arrangement a “step transaction” designed solely to avoid taxation and
thereby disallow a tax-free exchange. Further, since like-kind exchanges require that the entire
value of the relinquished property be used to acquire a new investment, the remaining partners are
burdened with the additional debt from the refinance and no choice but to invest in a property of
equal or greater value than the refinanced value of the original property. For the remaining
partners, the twin evils of capital gains taxation and a higher debt load make this an unappealing
option.

Similarly disfavored is the special allocation of gains. Under this approach, the partners dispose
of the property, realize a gain, and then allocate the gain to the leaving partner. However, this
transaction radically modifies the original deal struck between the partners and alters the dollar
amount that the partners would receive had they liquidated the property without concern for the
tax consequences. This arrangement is viewed as similar to a tax shelter. Unsurprisingly, this
approach violates the “substantial economic effect” test of Section 704(b) of the Tax Code and will
not be recognized by the IRS.

V) The Workarounds: the “Drop & Swap”, “Swap & Drop”, “Split-off” & Installment Note

Fortunately there are several options available to real estate investors faced with the prospect
of partnership dissolution. They include the “drop and swap”, its close cousin the “swap and drop”,
the “split-off”, and the installment note. With appropriate planning a transaction can be structured
that meets the needs of both the exiting partner and the remaining partners.

The most common strategy is known as the “drop and swap”. If the entity has been recognized
by the IRS as a tenancy in common, as discussed earlier, the investors can make a tax-free
distribution of the investment property’s title to the individual investors under Section 731 of the
Tax Code. With title placed in the name of the individual investors, rather than the partnership,
each investor is free to either “cash out” or make a like-kind exchange of their own using the equity
obtained from the original property as payment. So in our hypothetical, Abe and Barry could
exchange their $10 million into a new property without being taxed, while Leo could exchange his
$5 million share for a qualified property of his choosing or cash in his portion and pay tax on his
capital gains.



The key to successfully executing the “drop and swap” is the careful timing of the transactions,
making this strategy most appropriate for situations in which partnership dissolution is readily
anticipated. With sufficient time before dissolution, investors can ensure that their investment
entity is treated as a tenancy in common, that the individual tax returns of the investors adequately
report the income generated by the investment property, and that the property has been held long
enough to satisfy Section 1031’s “held for investment” requirement.

The “held for investment” requirement can be particularly troublesome for a dissolving
partnership. Put simply, merely because the property has been re-titled from the partnership to
the individual investors who made up that partnership does not guarantee that the IRS will
acknowledge that continuity of ownership or “tack on” the previous holding period. In a victory of
form over substance, the IRS requires that the “same taxpayer” dispose of the original property and
acquire the replacement property, and will disqualify transactions that attempt to circumvent this
standard. For the purposes of the “held for investment” standard, the clock is reset once title is
dropped.

So, how long do the investors need to hold the property once title has been dropped in order to
meet the “held for investment” requirement? While the Tax Code and Treasury regulations are
silent on exactly how long the property must be held, the IRS has indicated that a holding period of
two years would be “sufficient” to meet the requirement.5 Commentators have suggested that a
“one year plus one day” holding period would suffice, since that would provide enough time for the
investment to appear on two years’ worth of the individuals investors’ K-1 tax filings. Since the IRS
is looking for “intent to invest”, the longer the property is held, the easier it will be to satisfy that
requirement with appropriate documentation. As a general rule, the earlier the investors begin
planning for these contingencies, the better.

Unfortunately, investors often overlook tax issues until just before the disposition of the
property. In those cases, investors fight an uphill battle to overcome IRS scrutiny. As discussed, the
IRS frowns upon exchanges that appear to evade the “held for investment” requirement and are
likely to attack these transactions as violations of Section 1031. Alternatively, the IRS may
disregard title modifications as a “step transaction” undertaken solely to avoid taxation. While the
IRS’s treatment of these short-term exchanges serves to emphasize the importance of planning for
dissolution, this may be of little consolation to investors seeking to remedy tax problems under a
looming settlement deadline.

All is not lost, however. If the exiting partner does not have immediate liquidity demands, but
desires to cash out relatively soon, the “swap and drop” strategy may be effective. As the name
suggests, this method essentially mirrors the “drop and swap” strategy just discussed. The
difference lies in how the transactions are ordered. Here the partnership executes a like-kind
exchange, waits long enough to avoid treatment as a “step transaction”, and then either drops title
to the individual partners or refinances the new property to acquire the cash to redeem the leaving

> See Private Letter Ruling 198429039 (1984).



partner. While the title modification or refinance should not be made concurrent with the
exchange, a recent IRS decision indicates that a post-exchange distribution may occur relatively
soon after the exchange without destroying the tax shield.6

While the “swap and drop” eliminates most of the 1031 exchange concerns, it possesses some of
the drawbacks associated with the “buyout” strategy discussed above. Specifically, if the refinance
option is chosen, the remaining partners are burdened with the additional debt taken on to redeem
the partner.

Alternatively, a “split-off” strategy may be effective. In a split-off, the partnership distributes
tenancy in common title to the exiting partner, while the remaining partners pursue an exchange in
the name of the partnership. The leaving partner is able to cash out or exchange their tenancy in
common interest and the partnership is able to keep title in its name. This strategy sidesteps the
need to “drop” title out of the partnership’s name while also providing the partnership with the title
continuity needed to meet the “held for investment” requirement. This may prove to be a
temporary solution, however, as additional split-offs may be required to accommodate future
changes in the makeup of the partnership. Like the other options, the “split-off” may be attacked
under the “step transaction” theory. However, it obviates the need to recast the entity’s structure
prior to the transaction.

Finally, the investors may sell the original property to a purchaser for a combination of cash
and an installment note. In the “installment note” method the remaining partners can use the cash
to engage in a like-kind exchange, while the exiting member is given the note. For the remaining
partners this technique allows the partnership to continue investing without having to pay tax, but
lowers the basis available to invest in a replacement property by the amount due to the exiting
partner. The exiting partner, on the other hand, may receive the vast majority of his share
immediately after closing, with the remaining payment made early in the following tax year, thus
qualifying the transaction for installment sale treatment under Section 453 of the Tax Code. Since
the Treasury Regulations provide that the disposition of an installment obligation to a partner does
not trigger a taxable gain, the partnership would not be hit with a tax liability and the exiting
partner would only be taxed as payments on the note are received.’”

While the installment note approach has proven popular, it raises several issues. First, this
approach requires that a potential buyer be willing to provide a note as a part of the purchase price
and agree to issuing payments in at least two tax years. Further, the partnership must ensure that
the note is less than 50% of the value of the partnership. Creating a note in excess of 50% of the
partnership’s value would result in involuntary termination of the partnership, and expose the
investors to tax liability.

® See Private Letter Ruling 200521002 (2005).

7 See Treasury Regulation 1.453-9(c).



VI) Conclusion

The like-kind exchange provides real estate investors with a valuable tool with which to build
wealth. However, when real estate investors develop divergent objectives from their partners,
serious tax issues are presented to all those involved in the investment partnership. However, with
proper forward planning, these risks can be minimized, transactions can be structured
appropriately, and returns can be maximized for all investors.
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