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The Like-Kind Exchange is a tax deferral strategy 
pursued by many real estate investors, however, 
specific requirements must be met in order to qualify 
for its beneficial tax treatment.  

   
An IRC Section 1031 exchange, commonly referred to as a like-kind exchange, allows a taxpayer to defer recognition of 
capital gain and associated federal income tax on the exchange of certain types of like-kind property. While the strategy 
has been available for many years, the Tax Cuts and Jobs Act (TCJA), which was passed in December of 2017, 
repealed the use of the exchange on all property types except for real estate. This repeal, in addition to the time 
restrictions associated with a like-kind exchange, requires investors to pay close attention when structuring these types 
of transactions. 

 

REQUIREMENTS OF A 1031 EXCHANGE 

To qualify for a 1031 exchange, the property given up must be exchanged for like-kind property. The Internal Revenue 
Code defines like-kind property as any real estate held for investment, trade or business purposes exchanged with 
property of the same nature or character. Therefore, a personal residence would not qualify. Additionally, real properties 
are generally of like-kind, regardless of whether they are improved or unimproved. The assets do not have to be of the 
same functional type either. For example, a residential property can be exchanged for a commercial property.  

To receive the full benefit of a 1031 exchange (i.e. defer 100% of the gain recognition), the replacement property must 
be of equal or greater value. Upon the sale, the replacement property must be identified within 45 days and the 
exchange must be completed within 180 days. When identifying replacement property, there are three rules that can be 
applied and only one must be met:  

• Up to three replacement properties can be identified as long as at least one is acquired, regardless of their 
market value. 

• More than three replacement properties can be identified as long as the cumulative value of all the properties 
doesn’t exceed 200% of the value of the property sold.  

• More than three replacement properties can be identified with a cumulative value in excess of 200% of the sold 
property value as long as the property ultimately acquired is valued at at least 95% of all the properties 
identified.  
 

Additionally, to qualify as a 1031 exchange, the proceeds from the sale of the property must be transferred directly to a 
qualified intermediary, rather than the seller of the property. The qualified intermediary is a person or company that 
agrees to facilitate the exchange by holding the proceeds until they can be transferred to the seller of the replacement 
property. If the taxpayer constructively receives the proceeds, the exchange is disqualified, and the capital gain must be 
recognized.  

If the taxpayer acquires the replacement property before selling the exchange property, the transaction is considered a 
reverse like-kind exchange. In that case, the acquired property must be transferred to an exchange accommodation 
titleholder (or the qualified intermediary) and a qualified exchange accommodation agreement must be signed. Once the 
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property is transferred, the taxpayer has 45 days to identify a property for exchange and similarly to the standard 
exchange, the transaction must be completed within 180 days. 

As previously mentioned, the replacement property must be of like kind in order to qualify as a 1031 exchange. 
Therefore, an investor cannot complete a direct 1031 exchange into a REIT, as it is considered personal property; 
however, a taxpayer may be able to utilize what’s called an UPREIT to defer the capital gain. 

 

THE 1031/721 EXCHANGE 

Section 721 of the Internal Revenue Code, also called an Umbrella Partnership Real Estate Investment Trust (UPREIT), 
allows a taxpayer to exchange investment or business property for shares in a Real Estate Investment Trust without 
triggering a taxable event. This involves a contribution of the taxpayer’s real property directly into the REIT’s operating 
partnership (OP) in exchange for operating partnership units. Because the property owned by the taxpayer likely doesn’t 
meet the REIT’s investment criteria, many combine a 1031 with a 721 exchange by utilizing a Delaware Statutory Trust 
(DST) sponsored by a REIT. DST investments allow investors to exchange their relinquished property for a beneficial 
ownership interest in a Delaware Statutory Trust that owns a large, institutional-quality property, rather than exchanging 
it for an entire property. This was confirmed in a 2004 IRS Revenue Ruling (2004-86), which determined that a 
beneficial interest in a DST that owned real estate assets would be considered a "direct interest in real estate" and 
therefore, would qualify as a tax-deferrable real estate investment.   

The transaction involves two steps. First, the taxpayer executes a like-kind exchange where the proceeds from the sale 
of the property are moved into a DST. Once the fractional investment in the DST has been held for a specified amount 
of time (usually between 24 and 36 months), the taxpayer then contributes the fractional interest into the operating 
partnership. In exchange, they receive an interest in the operating partnership, whose property is managed by a REIT. 
The OP units can later be converted into shares of the associated REIT, however, this would end the tax deferral of the 
UPREIT. 

The use of the UPREIT transaction is limited to accredited investors as defined by the U.S. Securities and Exchange 
Commission (SEC). An accredited investor includes: 

• Individuals with income in excess of $200,000 in each of the two most recent years, or joint income with that 
person’s spouse in excess of $300,000 in each of those years; or 

• Individuals with a net worth or joint net worth exceeding $1,000,000; or 
• Corporation, partnership or trust with total assets in excess of $5,000,000; or 
• Entities where each equity owner is an accredited investor 

 
Assuming the investor is considered an accredited investor, as defined above, the 1031/UPREIT is a good strategy for 
those wanting to defer gain recognition on the sale of business property but looking to eliminate the management 
hassles of owning real estate. Unlike the standard like-kind exchange, however, there is no ability to continue 
exchanging into new investments after completing an UPREIT. The taxpayer can only convert the OP units into REIT 
shares, causing an end to the deferral. Importantly though, this does provide the taxpayer greater flexibility over the 
recognition of the capital gains and associated tax by choosing the timing and quantity of shares sold. Also, like the 
standard 1031 exchange, if the OP Units (replacement property in the case of a standard 1031 exchange) is still held 
upon the death of the taxpayer, the assets will receive a stepped-up basis equal to the fair market value, thereby 
effectively eliminating the deferred gain. 

Real estate plays an integral role in the U.S economy and has been one of the fastest growing asset classes for 
individuals over the past decade. Consequently, like-kind exchanges have long been used by real estate investors as a 
tax-efficient way to acquire new properties while continuing to strengthen the market.   

 


