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CODE SECTION 1031 AFTER THE 2017 TAX ACT
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The Tax Cuts and Jobs Act of 2017 significantly altered
Code Sec. 1031. Now, only exchanges of real property
qualify for Code Sec. 1031 nonrecognition. To many
observers, the real-property limitation might appear
to be a simplifying convention, but this new feature
adds a real-property requirement, which appears to
be different from the like-kind requirement, to Code
Sec. 1031, The real-property requirement mandates
a definition of real property, and various alternatives
are available for consideration. Other provisions of the
2017 Act also raise questions regarding their appli-
cation to Code Sec. 1031 exchanges. Finally, other
changes to the Code Sec. 1031, such as the repeal of
the list of disqualified assets, may affect the application
of Code Sec. 1031. This article discusses aspects of the
new Code Sec. 1031 and other provisions that affect
Code Sec. 1031 exchanges.

THE REAL-PROPERTY REQUIREMENT

Code Sec. 1031 is now a radically different provision
than it was last year. Now, it only allows nonrecogni-
tion on exchanges of real property.! Thus, exchanges
of most art, collectibles intangibles, and other personal
property no longer qualify for Code Sec. 1031 nonrec-
ognition. Code Sec. 1031, therefore, no longer covers
exchange programs, and the examples of like-kind
intellectual property (@ copyright of a novel for the
copyright of another novel—like kind; copyright of a
novel and copyright of song—not like kind?) no longer

have legal relevance, but they remain interesting from
a historical perspective. Understanding the relevance
of the new real-property requirement requires juxta-
posing it against the like-kind requirement.

THE LIKE-KIND REQUIREMENT

By limiting the application of Code Sec. 1031 to real
property, the 2017 Act adds a new requirement to
Code Sec. 1031(a)(1). Now, to qualify for Code Sec. 1031,
a transaction must: (1) be an exchange (2) of like-kind
(3) real property (4) held for use in a trade or business
or for investment. A description of like-kind require-
ment shows that it requires more than merely classify-
ing property as real or personal:

[Slection 103%(a) requires a comparison of the
exchanged properties to ascertain whether the
nature and character of the transferred rights
in and to the respective properties are substan-
tially alike. In making this comparison, consid-
eration must be given to the respective inter-
ests in the physical properties, the nature of the
title conveyed, the rights of the parties, and the
duration, nature, or character of the properties
as distinguished from their grade or quality. Sig-
nificantly, as the standard for comparison, section
1031(a) refers to property of a like—not an identi-
cal—kind. The comparison should be directed to
ascertaining whether the taxpayer, in making the
exchange, has used his property to acquire a new
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kind of asset or has merely exchanged it for an
asset of like nature or character.?

This language does not refer to property classification,
but instead reinforces the idea that the like-kind stan-
dard requires examining the nature and character of
property. A large body of case law and rulings addresses
the like-kind requirement and helps determine whether
the nature and character of two pieces of property
make them like kind.* That body of law reinforces that
simply classifying two properties as real property is not
sufficient to conclude they are like kind, so the notion
that all real property is like kind is a misconception. As
the IRS stated, “the fact that two varieties of property
... may be classed as real property does not of itself sig-
nify that the two are property of like nature or character
within the meaning of [Code Sec. 1031(3)].®

Because many properties that may come within the
definition of real property (which, as discussed below,
is not an established definition under Code Sec. 1031)
are like kind, generally it is partial interests in real prop-
erty that are not like kind to general interests in real
property (i.e, land and improvements). Furthermore,
because the like-kind reqguirement focuses on nature
and character of property, some types of personal
property can be like kind to general interests in real
property. For instance, nonperpetual water rights may
be real property under state law but not be like kind to
general interests in real property®; some timber rights
that might be real property under local law may not
be like kind to general interests in real property’; lease-
hold interests in real property, which are intangible
personal property for some federal tax purposes and
can be personal property under state law,® can be like
kind to general interests in real property?®; and shares
of stock in a residential cooperative corporation, the
legal classification of which may be uncertain under
local law, can be like kind to a condominium deed of
the same property.!® Code Sec. 1031 generally does
not rely upon local or state law classification to deter-
mine whether properties are like kind."" Regardless of
the scope of Code Sec. 1031's definition of real prop-
erty, apparently the like-kind standard still applies, so
some assets that might come with the definition of
real property may not be like kind to other property
that also comes within the definition, and some prop-
erty that is not real property under some definitions
may be like kind to general interests in real property.

DEFINITION OF REAL PROPERTY

The manner in which the like-kind requirement applies
raises questions about how it will interact with the
new real-property requirement, and how the new real-
property requirement affects the scope of Code Sec.
1031. The Conference Report accompanying the Code
Sec. 1031 changes suggests that Congress intended
rulings governing like-kind property classification to
carry over to the new statute, indicating that perhaps
exchanges of some types of non-real-property assets
could still qualify for Code Sec. 1031 nonrecognition:

It is intended that real property eligible for like-
kind exchange treatment under [old] law will con-
tinue to be eligible for like-kind exchange treat-
ment under the [new law]. For exampile, a like-kind
exchange of real property includes an exchange
of shares in a mutual ditch, reservoir, or irrigation
company described in section 501(c)(12)(A) if at
the time of the exchange such shares have been
recognized by the highest court or statute of the
State in which the company is organized as con-
stituting or representing real property or an inter-
est in real property. Similarly, improved real estate
and unimproved real estate are generally consid-
ered to be property of a like kind. See Treas. Reg. §
11031(a)-1(b)."?

Carefully parsing the three sentences in this Report
may help determine if it addresses fundamental ques-
tions that the Code Sec. 1031's new real-property
requirement raises.

The first sentence refers to eligibility of real property
for like-kind exchange treatment. All real property was
presumably eligible for like-kind exchange treatment
under the old Code Sec. 1031, even though some real
property is not like to other real property. For instance,
perhaps two water rights that are not like kind to gen-
eral interests in real property could be like kind to
each other and would have been eligible for like-kind
exchange treatment. The Conference Report suggests
that exchanges of such like-kind properties will con-
tinue to qualify for Code Sec. 1031 nonrecognition.

The first sentence appears to suggest that only real
property will qualify for like-kind exchange treatment.
If rights in exchange properties are not real property,
presumably they would not be eligible for Code Sec.
1031 nonrecognition under the plain language of the
new law, but when read in conjunction with the other
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sentences, that result becomes less certain. The exam-
ple in the second sentence of shares in the mutual
ditch company suggests that the Code Sec. 1031 defi-
nition of real property may take into account state and
local laws’ characterization of property as real property,
which deviates from prior Code Sec. 1031 rulings.”® The
reference in that sentence to interests in real property
leaves open the possibility that the Code Sec. 1031
definition of real property may include interests in enti-
ties that are classified as real property under federal
tax law. It would be shocking to find out that Congress
intended to consider state-law classification in classify-
ing property for federal tax purposes but would ignore
federal tax classification of property. Surely, if legal clas-
sification matters, then federal tax classification would
be important, The discussion below considers the defi-
nition of property under federal tax rules and shows
that it can include interests in entities and other types
of personal property.

The example in the third sentence seems benign, but
its implications may be significant. Improved and unim-
proved real estates are generally considered property
of like kind,* as are a leasehold in real property of more
than 30 years and other general interests in real prop-
erty.® Most observers would expect leaseholds in real
property to continue to qualify for like-kind exchange
treatment, even though federal tax law does not always
treat a leasehold in real property as real property.'®
Under that principle, perhaps other property interests
that are like kind to general interests in real property
will continue to qualify for like-kind exchange treat-
ment, and thus come within the Code Sec. 1031 defi-
nition of real property. Nonetheless, neither the plain
language of Code Sec. 1031 nor the Conference Report
definitively resolves whether the Code Sec. 1031 defini-
tion of real property includes all property that is like
kind to general interests in real property.

The resolution of unanswered questions related to the
scope of Code Sec. 1031 undoubtedly depends on
the Code Sec. 1031 definition of real property. In fact,
Code Sec. 1031 may now require that properties first
pass the real-property threshold before being tested
under the like-kind requirement. The Code Sec. 1031
definition of real property will therefore be critical for
several types of property interests. Because neither the
new Code Sec. 1031 nor the Conference Report define
real property, the focus turns to other definitions in the
Code that might appropriately apply to Code Sec. 1031.
The term real property is used throughout the Code,”

but it does not have a uniform definition. Consider four
different definitions of real property that apply to dif-
ferent sections of the Code. This discussion considers
the statutory and regulatory definitions (summarized
in Table 1), but case law and rulings provide additional
insight into the scope of the definitions.

UBTI DEFINITION OF REAL PROPERTY

The definition of unrelated business taxable income
exempts rents from real property from unrelated busi-
ness taxable income (“UBTI").® For purposes of that
rule, real property means all real property, including
any property described in Code Sec. 1245@@)(3)(C) and
Code Sec. 1250(0)."® Both of those provisions refer to
real property that is subject to the allowance for depre-
ciation, so they do not include land, but the Code Sec.
1250 definition does include leaseholds of land as intan-
gible real property.?® The reference to all real property
in the UBTI definition should make the definition broad
enough to include land and perhaps other assets that
do not come within the definitions in Code Sec. 1245(a)
(3)(C) and Code Sec. 1250(c). The Code Sec. 1250 regula-
tions define real property as all real property other than
personal property defined in Reg. §1.1245-3(b), which
includes tangible personal property defined in Reg.
§1.48-1(c) and intangible personal property.?!

REIT DEFINITION OF REAL PROPERTY

Rules determining the tax treatment of real estate in-
vestment trusts (“REITs”) unsurprisingly include a sophis-
ticated definition of real property. The REIT definition of
real property determines types of assets and income
that satisfy the REIT asset and income tests.?? Under the
REIT definition, land and improvements to land come
within the definition of real property.?® The definition
includes supporting definitions of land,?* improvements
to land,® inherently permanent structure,®® building,?
and structural component.®® Local law definitions do
not control the REIT definition of real property.?®

CAPITALIZATION DEFINITION OF REAL PROPERTY

The capitalization rules include the following definition
of real property: land, unsevered natural products of
land, buildings, and inherently permanent structures.®®
The definition also includes a co-ownership, a lease-
hold, an option, or a similar interest in real property.3!
Unsevered crops and plants are real property only if
their productive period exceeds two years.3? Inher-
ently permanent structures include property that is
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affixed to real property and that will ordinarily remain
affixed for an indefinite period of time 3 Cases and rul-
ings under the old Code Sec. 1031 provided that some
interests in unsevered natural products are not like
kind to general interests in real property.3* If the new
Code Sec. 1031 were to adopt the capitalization defini-
tion of real property, some rights in unsevered natural
products could be real property but might still fail to
qualify as like kind to general interests in real property
(perhaps such interests could be like kind to a right in
other unsevered natural products). Similarly, the capi-
talization definition includes an option in real property.
Even if an option is real property for Code Sec. 1031
purposes, it probably would not be like kind to general
interests in real property.3® Co-ownerships and leases
can be like kind to general interests in real property,®
so if they come within the definition of real property,
they could be exchanged with most other real prop-
erty under the new Code Sec. 1031.

ECI DEFINITION OF REAL PROPERTY

The definition of real property also factors into the
determination of whether income is effectively con-
nected to a U.S. trade or business.?” For the purposes
of determining effectively connected income (“ECI"),
real property includes (1) land and unsevered natural
products of the land, (2) improvements, and (3) per-
sonal property as associated with the use of the real
property.®® Local law definitions of real property do
not control the ECI definition of real property®® The
distinctive feature of this definition is its inclusion of
personal property associated with the use of real prop-
erty. Personal property associated with the use of real
property includes property such as equipment used in
mining, farming, and forestry*%; equipment used in the
improvement of real property*; property used in the
operation of a lodging facility®’; and property used in
the rental of furnished office and other work space.®®
Because this definition includes personal property
associated with the use of real property, it is the broad-
est of the four definitions considered here. Perhaps it
is the most appropriate definition for Code Sec. 1031,
but, as discussed below, taxpayers may not prefer the
broader definition under the current law. Table 1 sum-
marizes the statutory and regulatory definitions of real
property presented above.

With no definitive guidance regarding the Code Sec.
1031 definition of real property, none of these defini-
tions is an obvious fit for Code Sec. 1031. The primary

distinction among the definitions is that the ECl defini-
tion of real property includes personal property asso-
ciated with the use of real property. Even though the
other definitions do not include such personal prop-
erty, the REIT rules treat some personal property as
real estate assets for purposes of the asset test and
treat rent from and gain from the sale of such personal
property as rent from real property for purposes of
its income test.** These other provisions of the Code
should inform the Code Sec. 1031 definition and treat-
ment of real property. If Code Sec. 1031 must choose
from among the other definitions, the question is
whether the Code Sec. 1031 definition of real property
should include personal property associated with the
use of real property. The Code Sec. 1031 definition of
real property could include personal property associ-
ated with real property without affecting the like-kind
requirement. Property that comes within the defini-
tion of real property would still have to be like kind to
the other exchange property to qualify for Code Sec.
1031 nonrecognition. Reading the Conference Report
to rely upon legal classification of property would sug-
gest that the Code Sec. 1031 definition of real property
includes all property classified as real property under
federal tax law. The following several matters illustrate
the significance of the Code Sec. 1031 definition of real
property and the like-kind requirement.

First, if Code Sec. 1031 adopts the ECI definition of real
property, hotel furniture would come within the defi-
nition of real property. A taxpayer who transfers a hotel
with all of the personal property associated with the
use of the real property would, however, only defer
gain on the transfer of the hotel furniture if it acquired
other hotel furniture that is like kind to the transferred
furniture. Thus, though the furniture may come within
the Code Sec. 1031 definition of real property, it would
not be like kind to general interests in real property
such as land or a building, which are immovable and
thus of a different nature and character than furniture.
In this respect, the broader definition of real property
would accommodate typical exchanges but would
not affect the like-kind requirement.

Second, if the Code Sec. 1031 definition of real prop-
erty does not track other sections, perhaps the state
law definition will be important. Even though the REIT
and EC! definitions of real property provide that state
law does not control, the Conference Report suggests
that state law may be important to the Code Sec. 1031
definition of real property.** The problem with relying
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upon state law is that most states have multiple defi-
nitions of real property to accommodate the various
laws to which the definition is relevant. For instance,
a state UCC act may have a definition that differs from
the definition used for the same state’s ad valorem tax.
Thus, state law is not a dependable source for a defini-
tion of real property for Code Sec. 1031 purposes, and
the Code Sec. 1031 definitions should shun state and
local classification of property. Furthermore, if Code
Sec. 1031 were to look to other sources for the defini-
tion of real property, it should first look to other defini-
tions under federal tax law.

Third, under some interpretations (e.g., reading Code
Sec. 1031 as excluding all property classified as per-
sonal property), the new Code Sec. 1031 would exclude
some exchanges that formerly qualified for Code Sec.
1031 nonrecognition because similar properties may
be classified differently in different states even though
they are like kind. For instance, the IRS ruled that sec-
tions of a pipeline on different sides of a state line are
like kind, even though the sections in one state are
personal property and sections in the neighboring
state are real property under the laws of the respec-
tive states.*¢ Similarly, structural components that are
similar but classified as real property in one state and
personal property in another can be like kind.# If the
sections of the pipeline that are classified as personal
property under state law and do not come within the
Code Sec. 1031 definition of real property, they would
appear not to qualify as valid exchange property. Thus,
exchanges of properties that are otherwise like kind
may not qualify for Code Sec. 1031 nonrecognition if
the new real-property standard is not broad enough
to include such properties.

Fourth, not all real property is like kind to other real
property. The statute does not appear to change that
result. A broad class of assets come within the defini-
tion of real property, including fee interests, undivided
interests, improved property, raw land, certain oil and
gas interests, some timber interests, some water rights,
and other assets. Some of those different types of
assets are like kind to general interests in real property,
but some are not. In determining whether two proper-
ties are like kind under the Code Sec. 1031, the IRS has
stated that state law classification does not determine
whether properties are like kind.®® The new Code Sec.
1031 does not appear to affect that body of law, and
using federal tax law to classify property should not
change that result. Consequently, some types of real

property may qualify for Code Sec. 1031 treatment but
not be like kind to other types of real property.

Fifth, the ECI definition of real property creates the
possibility that mining equipment and other mobile
properties could be real property for Code Sec. 1031
purposes. It is unclear whether taxpayers would prefer
to have such assets come within the Code Sec. 1031
definition of real property. If such assets qualify for 100
percent bonus depreciation,* taxpayers may prefer to
recognize gain on the disposition of old equipment
and write off the cost of new equipment instead of
deferring gain recognition under Code Sec. 1031. If that
is the case, the IRS may try to apply the ECI definition
to claim that such equipment is real property for Code
Sec. 1031 purposes. Taxpayers may try to structure the
disposition and acquisition of such properties to fail
the exchange requirement,* but the IRS has success-
fully recharacterized transactions to bring them within
the Code Sec. 1031 definition of exchange against the
taxpayer’s preference.® Some taxpayers may not advo-
cate for a broad definition of real property, but all tax-
payers should be subject to the definition that applies
to Code Sec. 1031.

Sixth, the new real-property requirement could also
affect treatment of exchanges of property that qualify
for cost segregation. Cost segregation studies iden-
tify components of property, such as a hotel, that are
land, Code Sec. 1250 real property, Code Sec. 1245 real
property, and personal property. Most finished build-
ings should consist of all three types of property and
can be cost-segregated. Nonetheless, cost segregation
does not create classes of property; it merely identifies
them. The classes of property exist even if the build-
ing’s owner does not do a cost segregation analysis.
Thus, an owner’s failure to cost-segregate a building
does not mean that the property consists only of real
property. The property still consists of the several types
of property, and an exchange of the property could
result in gain recognition because some of the trans-
ferred property does not come within the Code Sec.
1031 definition of real property or because the compo-
nents of replacement property do not perfectly match
with the components of the transferred property.

If tax law adopts the ECI definition of real property, the
personal property associated with a building could
come within the definition of real property. Nonethe-
less, such property probably would not be like kind
to general real property interests, so even if property
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TABLE 1. SUMMARY OF SOME STATUTORY AND REGULATORY FEDERAL TAX DEFINITIONS OF REAL PROPERTY

Setion Apphcatmn N General Defiti

notmdude“ . perty | TOperty:
rents from real  described in Code Secs. 1245(a)
propgrty, ! By and 1250@).' ‘ depfecrat ;
Real Property any property that is not personaf property
within the meaning of Reg. §1.1245-3(b). Req. §1.1250-1(€)(3)().

Three types of depreciable real property m ntangfb

“real property, such as a leasehold of land (excludes fee in
land because not depreciable), (2) build ing or its structural
components as defined in Reg. §1. 1245«3{c} 3 other tangtb
real property. Reg. §1.1250-1(e)(3)(i). ,
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Section  Application General Defition Supporting Definitions

856 Income and Reg. §1.856-10(b): Real property  Land: includes water and air space superjacent to land and
gain from real is land and improvements to natural products and deposits that are unsevered from the
property are land. Local law definitions are land. Natural products cease to be land when they are severed
qualified REIT not controlling. from the land. Reg. §1.856-10(c).
income.

Improvements to land: inherently permanent structures and
their structural components. Reg. §1.856-10(d)(1).

Inherently permanent structure: permanently affixed building
or other permanently affixed structure. Reg. §1.856-10(d)(2}).

Building: encloses a space within its walls and is covered by a
roof. Req. §1.856-10(d)(2)(ii}(A).

Other inherently permanent structures: serve a passive
function, such as to contain, support, shelter, cover, protect,
or provide a conduit or a route, and do not serve an active
function, such as to manufacture, create, produce, convert, or
transport. Req. §1.856-10(d)(2)(iii)(A).

Structural component: any distinct asset that is a constituent
part of and integrated into an inherently permanent structure
in its passive function, and, even if capable of producing
income other than consideration for the use or occupancy of
space, does not produce or contribute to the production of
such income. Reg. §1.856-10(d)(3).

Distinct asset: analyzed separately from any other asset to
which the asset relates to determine if the asset is real property,
whether as land, an inherently permanent structure, or a
structural component of an inherently permanent structure,
Req. §1.856-10(e)1).
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such as movable ceiling tiles could come within the
Code Sec. 1031 definition of real property, they may
not be like kind to general interests in real property.
They would, however, most likely be like kind to other
similar tiles, which could also come within the ECI defi-
nition of real property, and if the values of those prop-
erties match, the transaction would appear to be a
valid Code Sec. 1031 transaction. Thus, different types
of cost-segregated property must be exchanged for
like-kind property to qualify for Code Sec. 1031 non-
recognition, even if they come within the definition of
real property.

This discussion of the definition of real property reveals
that new Code Sec. 1031 raises many questions. Code
Sec. 1031 needs a definition of real property. Taxpayers
should not expect guidance to be immediately forth-
coming on these issues because the IRS and Treasury
are struggling to understand the new law and provide
guidance. While they work to understand the defini-
tion, taxpayers must function in a space where the law
is uncertain. Other provisions of the 2017 Act create
additional uncertainty.

CODE SEC. 199A

New Code Sec. 199A grants a deduction equal to 20
percent of a taxpayer’s qualified business income
("QBI").32 The deduction is subject to a limit of the
greater of 50 percent of taxpayer’s paid wages or the
sum of 25 percent of paid wages and 2.5 percent of
the unadjusted basis of qualified property immediately
after its acquisition (except with respect to taxpayers
below certain threshold amounts of taxable income).>®
The economic benefit provided by the unadjusted
basis of property is not large per dollar of unadjusted
basis, but the limit will be relevant for many taxpayers.
To appreciate the per dollar value of unadjusted basis,
assume a taxpayer’s taxable income is subject to the
37 percent top marginal rate, so the taxpayer would
owe $370,000 of federal income tax on $1 million of
taxable income. The maximum QB! deduction on that
$1 million of taxable income would be $200,000, which
would reduce taxable income to $800,000. At 37 per-
cent, the tax on that amount would be $296,000. If a
taxpayer paid no wages, it would have to rely solely
upon the unadjusted basis of its property to qualify for
the full $200,000 of the deduction. That would require
that the property have an unadjusted basis of at least
$8 million (200,000 -+ 2.5 percent). A $1 million change
in the unadjusted basis of the property would reduce

the deduction by $25,000 ($1 million x 2.5 percent),
which in turn would increase taxes by $9,250 (525,000
X 37 percent). Thus, $1 million of unadjusted basis is
worth $9,250 of tax savings, a paltry 0.925 percent
economic benefit per dollar of unadjusted basis that
affects the deduction limit. Despite that nominal ben-
efit per dollar of unadjusted basis, large differences in
the unadjusted basis can make a big difference in the
amount of the allowable QBI deduction.

The unadjusted-basis limit is based upon the unad-
justed basis of qualified property. Code Sec. 199A does
not define unadjusted basis. Presumably, it means
the cost basis of property that has not been adjusted
under Code Sec. 1016.5% Unadjusted basis, therefore,
would appear to be a property’s Code Sec. 1012 cost
basis. Qualified property is tangible property subject to
the depreciation deduction,® so land does not come
within the definition of qualified property for purposes
of Code Sec. 199A .56 Exchanges of improved real estate
for unimproved real estate would appear to transform
the exchanger's qualified property into unqualified
property, and exchanges of unimproved real estate for
improved real estate would appear to transform the
exchanger’s unqualified property into qualified prop-
erty. This raises the question of how Code Sec. 199A
treats properties after a Code Sec. 1031 exchange. The
limit is based upon the unadjusted basis of qualified
property immediately after its acquisition, so the analy-
sis must consider both the unadjusted basis and the
date of acquisition.

Using unadjusted basis and acquisition as metrics for
determining the limit raises application questions when
qualified property is part of a Code Sec. 1031 exchange.
Three scenarios present questions that this rule raises.
Scenario One: exchanger owns unimproved land and
exchanges it for like-kind improved real estate. Unim-
proved land does not qualify for the allowance for
depreciation, so its basis at the time of disposition should
be its unadjusted basis. Because land is not subject to
the allowance for depreciation, it would not be quali-
fied property under Code Sec. 199A. Query whether the
improved replacement property, which takes the relin-
quished land’s exchanged basis,* has an unadjusted
basis and whether the date of acquisition refers to the
date the replacement property was acquired or the
date the exchanger acquired the relinquished property.
Before drawing a conclusion regarding that exchange,
consider Scenario Two and Scenario Three.
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Scenario Two: The exchanger transfers improved real
estate in exchange for other improved real estate.
The basis of the relinquished property at the time of
the transfer will no longer be unadjusted because
it will reflect allowable depreciation deductions.
The replacement property will take the exchanged
basis of the relinquished property, so at the time the
exchanger acquires the replacement property, it would
not appear to have an unadjusted basis. Now consider
a third scenario. Scenario Three: The exchanger trans-
fers improved real estate for unimproved land. The
land takes the relinquished property’s adjusted basis
and is not qualified property under Code Sec. 199A.
For purposes of Code Sec. 199A, the exchanger would
appear to lose the amount of the unadjusted basis the
exchange had in the relinquished property because
the replacement property, being non-depreciable, is
not qualified property.

Consider the exchanger's preferences in these differ-
ent scenarios. In Scenario One, the exchanger will pre-
fer that the acquisition of the replacement property
be considered in determining the unadjusted basis
immediately following acquisition. In that scenario, the
exchanger will also prefer that the basis it takes in the
replacement property be the property's unadjusted
basis. In Scenario Two, the exchanger will prefer that
the original acquisition of the relinquished property be
considered in determining the unadjusted basis and
prefer that the acquisition of the replacement prop-
erty, which takes the adjusted basis of the relinquished
property, not be the acquisition used to determine
the property’s unadjusted basis. In Scenario Three, the
exchanger would prefer to be allowed to continue to
include the unadjusted basis of the relinquished prop-
erty in its computation of the Code Sec. 199A deduc-
tion, even though the replacement property is not
qualified property. The exchanger would prefer that
Code Sec. 199A treat the exchange as a non-trans-
action. Code Sec. 199A does provide guidance that
resolves these matters.

Code Sec. 199A leaves other questions unanswered.
For instance, it does not provide how to account for
improvements. Are improvements deemed acquired
when added to existing property? Do such improve-
ments become qualified property with an unadjusted
basis equal to their cost? The answers to these ques-
tions may help answer questions that arise in the
Code Sec. 1031 context. For instance, assume the
cost of improvements is the unadjusted basis of the

improvements, and the construction is treated as an
acquisition of the improvements. If that interpretation
of Code Sec. 199A is appropriate, the exchanger would
argue that the portion of the land’s unadjusted basis
that is apportioned to the replacement property’s
improvements should be considered in computing
the Code Sec. 199A deduction. The exchanger might
argue that the acquisition of the improved property
is similar to constructing on raw land.*® The IRS could,
however, counter that the acquisition of the replace-
ment property did not include the outlay of cash
by the exchanger, and the unadjusted basis should
remain locked into the relinquished property. With no
guidance on this point, the proper application of Code
Sec. 199A to Code Sec. 1031 exchanges is uncertain.

The Code Sec. 199A definition of qualified property also
provides that property remains qualified property only
during the property’s depreciable period.®® A gualified
property’s depreciable period begins when the prop-
erty is first placed in service and ends on the later of
10 years after the property is placed in service or the
last full year of the property’s recovery period.®® Now
that Code Sec. 1031 only applies to real property, the
focus will be on determining the depreciable period
of real property. The recovery period of most types
of real property is generally longer than 10 years,®' so
the recovery period will typically dictate real proper-
ty's depreciable period. For real property acquired in
an exchange, a guestion may arise as to whether the
replacement property is deemed placed in service
when acquired or whether the relinquished property’s
placed-in-service date is the date used to determine
the depreciable period of the replacement property.
Complex rules determine whether the recovery period
of relinquished property carries over and becomes
the remaining recovery period of the replacement
property for depreciation purposes, but the recovery
period generally does carry over if the exchange prop-
erties have the same recovery period.® If the proper-
ties' recovery periods are different, the longer recovery
period generally applies to the replacement property.$3
It would be interesting if the law requires exchang-
ers to use the longer remaining recovery period for
purposes of computing depreciation deductions but
requires them to use the shorter depreciable period
for Code Sec. 199A purposes.
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REPEAL OF TECHNICAL TERMINATIONS

The new Act also eliminated technical terminations of
tax partnerships. Under prior law, a partnership termi-
nated if 50 percent or more of the total interests in part-
nership capital and profits were sold during a 12-month
period.®* When a technical termination occurred, tax
law treated the terminating partnership as transferring
its assets to a new partnership and the old partnership
liquidating.5® Because an exchange is only valid if the
same tax person transfers and acquires replacement
property,% the effect technical terminations had on
proximate and midstream Code Sec. 1031 exchanges
was unclear.s” Thus, the reporting position of a taxpayer
engaged in such transactions was uncertain. The con-
cern with technical terminations was that pre-termina-
tion and post-termination tax partnerships might not
. be the same tax person. If a tax partnership transferred
property as part of an intended exchange, technically
terminated, and acquired intended replacement prop-
erty, a question existed about whether the same tax per-
son transferred and acquired the exchange properties.
A technical termination could also raise concerns about
- an unintended drop-and-swap, if a partnership com-
pleted an intended exchange immediately prior to or
immediately following a technical termination. Because
technical terminations no longer exist, those concerns
would appear to no longer exist. In the absence of tech-
nical terminations, members of tax partnerships who
want to cash out of an investment can sell their interests
in the tax partnership to other parties while other mem-
bers who want to do an exchange can remain members
of the tax partnership. Even if the cash-out members
" sell 99 percent of their interests, the partnership would
appear to be able to avoid a termination.$®

REPEAL OF DISQUALIFIED ASSETS

Prior to the 2017 Act becoming effective, Code Sec.
1031@)(2) excluded exchanges of the following assets
from Code Sec. 1031 nonrecognition: (A) stock in trade
and other property held primary for sale; (B) stocks,
bonds, or notes; (C) other securities or evidences of
indebtedness or interest; (D) interests in a partner-
ship; (E) certificates of trust or beneficial interests; and
(F) choses in action.®® Now Code Sec. 1031(a)(2) only
excludes exchanges of real property held primarily for
sale.”® The elimination of the other provisions raises
some questions, perhaps clarifying some concerns but
also possibly generating uncertainty.

Promoters of and investors in TICs and DSTs may breathe
something of a sigh of relief to know that exchanges of
securities are no longer excluded from Code Sec. 1031
treatment. Because TIC and DST interests will often
come within state and federal definitions of securities,”
some observers were concerned that former Code Sec.
1031(@)@)C) might work to exclude such interests from
Code Sec. 1031 treatment. Although that concern was
largely tempered with the IRS's publication of Rev. Proc.
2002-22, tacitly recognizing that exchanges of TIC inter-
ests could qualify for Code Sec. 1031 nonrecognition,
the repeal of Code Sec. 1031@)(2)(C) should put any
lingering concerns to rest. Now, owners of interests in
publicly traded royalty trusts will also feel more com-
fortable that exchanges of such interests are not pre-
cluded from Code Sec. 1031 nonrecognition.

The repeal of the exclusion of exchanges of partnership
interests warrants careful consideration. The exclusion
of exchanges of partnership interests became part
of the Code Sec. 1031 as part of the Deficit Reduc-
tion Act of 1984.72 The rationale for that amendment
was to prevent taxpayers from exchanging assets that
are not like kind by forming partnerships with various
assets and exchanging interests in those partnerships
and to prevent exchanges of “burned-out” tax-shelter
partnerships.” Prior to the enactment of the exclusion
of exchanges of partnership interests, the Tax Court
had granted Code Sec. 1031 nonrecognition to several
exchanges of similar partnership interests (e.g., gen-
eral partnership interest for general partnership inter-
est or joint venture interest, and joint venture interest
for joint venture interest).” Under new Code Sec. 1031,
exchanges of partnership interests that do not come
within the definition of real property will continue to
be excluded from Code Sec. 1031 nonrecognition. The
repeal of the exclusion of exchanges of partnership
interests raises the question of whether exchanges
of partnership interests can now qualify for Code Sec.
1031 nonrecognition.

Under state law, an interest in a partnership or LLC will
most likely be personal property.” Despite that, some
of tax law’s definitions of real property disregard state
law classification and look through partnerships to
determine what partners own. For instance, REITs, for
purposes of the asset test and foreign taxpayers, for pur-
pose determining ECI, are treated as owning interests
in a partnership’s underlying property in proportion
to their interests in the partnership.”® The ECl rules, of
course, include ownership interests in U.S. real property
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holding corporations as U.S. real property interests.””
Because the definition of real property in those rules
can look beyond the entity interests, perhaps Code Sec.
1031 now looks beyond partnership interests to deter-
mine what the members of the entity own and trans-
fer as part of an exchange. Developments in real estate
holdings and operations over the past few decades may
warrant serious consideration of whether the repeal of
the Code Sec. 1031 prohibition of exchanging partner-
ship interests suggests Congress is open to the idea of
Code Sec. 1031 exchanges of partnership interests.

The REIT industry in particular provides a starting
point for considering the significance of the repeal of
the partnership-interest prohibition. The REIT income
test prohibits REITs from recognizing income from ser-
vices provided to tenants.”® The income of a partner-
ship of which a REIT is a member flows through to the
REIT and counts for purposes of applying the income
test.” Thus, REITs invest only in partnerships that have
qualifying income and qualifying assets. Because
the income and assets of a partnership affect a REIT
partner’s ability to meet the income and asset tests,
partnerships of which REITs are partners are stripped
of everything but real property and have only income
from real property. By working to comply with the REIT
rules, taxpayers and their advisors have become expert
at stripping partnerships of all but real property. The
expert ability to strip partnerships of all but real prop-
erty helps alleviate the concern that Code Sec. 1031(a)
(2)(D) was enacted to prevent. If a partnership holds
nothing but real property and the law accepts the REIT
and ECl look-through rule, then Code Sec. 1031 could
look through the partnership to determine what prop-
erty is being transferred, whether it is real property,
and whether it is like kind to other property. The Code
Sec. 1031 definition of real property might recognize
that phenomenon and allow for exchanges of partner-
ship interests with a look through to the partnership
assets to determine what the person is exchanging.

The expert stripping of all but real property from
entities results in part from recent changes to the
REIT rules. Significant changes have occurred in real
estate taxation since the Congress enacted Code Sec.
1031@)(2)(D). In particular, Congress enacted rules that
enabled REITs to provide customary tenants services
related to property they owned,®® and to hire taxable
REIT subsidiaries to provide noncustomary services to
tenants of their properties 8! By navigating the various
rules related to the definition of rent from real property,

REITs separate income from real property and other
types of income, leaving REITs with only real property
and recognizing only income from real property. Tax-
payers and their advisors could use those same skills to
ensure that partnerships only own real property and
only have income from real property. Interests in such
partnerships would not give the owners interests in
any property other than real property, assuming Code
Sec. 1031 adopts a look-through rule, so the concerns
that Congress addressed when it enacted Code Sec.
1031(@)(2)(D) would be allayed, and sound judgment
would support allowing exchanges of such interests
with a look-through treatment that recognized the
partnership interest as an interest in real property for
Code Sec. 1031 purposes.®?

Applying a look-through rule to the exchange of part-
nership interests and other changes in the law that
have occurred since 1984 would mitigate the tax-shel-
ter abuse that Congress recognized in enacting Code
Sec. 1031(@)(2)D). The burned-out tax-shelter was use-
ful for partnerships that used accelerated deprecia-
tion, which, for the most part, no longer applies to real
estate.® As the depreciation deductions decreased
over time, taxable income from burned-out partner-
ships began to exceed cash flows, so the partners
looked for opportunities to exchange their interests in
the burned-out partnerships for interests in partner-
ships with high-basis assets.® The partnership with
high-basis property would ensure that it did not have a
Code Sec. 754 election in effect, so the exchanger from
the burned-out partnership would get the advantage
of depreciation deductions attributable to the high-
basis property. The burned-out partnership would,
however, ensure that it did not have a valid Code Sec.
754 election in effect, so the exchanger acquiring the
interest in the burned-out partnership would get the
benefit of a Code Sec. 743 basis step-up. These she-
nanigans would not be possible if the look-through
rule applied.

If the look-through rule applied to exchanges of part-
nership interests, the law should require the exchang-
ers of such interests to take an exchanged basis in the
property acquired. Therefore, a person who exchanges
out of a partnership that has low-basis property will
take a low basis in the property of the partnership into
which the person exchanges. Similarly, a person who
exchanges out of a partnership that has high-basis
property will take a high basis in the property of the
partnership into which the person exchanges. Thus,
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the look-through rule will help stem the abuse that was
available before the enactment of Code Sec. 1031(a)(2)
(D). Taxpayers will also have less incentive to structure
the former shelter because most real estate does not
qualify for accelerated depreciation, and partnerships
take longer to burn out.

CONCLUSION

The new Code Sec. 1031 appears to be simpler than the
prior version, and its scope is undoubtedly narrower
than the prior version. Mass-asset exchanges of rental
car fleets no longer qualify for nonrecognition under
Code Sec. 1031, even though some definitions of real
property may allow for Code Sec. 1031 exchanges of
some mobile property, such as mining or excavation
equipment. Exchanges of art, collectibles, and intangi-
ble assets that do not come within the Code Sec. 1031
definition of real property would appear to no longer
qualify for Code Sec. 1031 nonrecognition. Despite the
narrowing of Code Sec. 1031 and its application solely
to real property, many questions remain regarding the
scope and application of Code Sec. 1031. Many real
property interests unquestionably come within the
scope of the new Code Sec. 1031, but questions exist
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