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Related Party Issues in a 1031 Exchange

Internal Revenue Code Section 1031 allows deferment of capital gains taxes on real property used in trade or business or held for investment

Plan on using extreme caution when conducting a 1031
exchange involving related parties. Asset Exchange
Company strongly recommends discussing any related-
party exchange with your tax advisor before proceeding.
The comments below are provided as a courtesy and
should not be considered tax or legal advice.

Who Is a Related Party?

A related party is generally a direct lineal relative, such as a
brother, father, grandmother, or daughter. In addition, an
entity in which you or your relatives own a controlling
interest will generally be considered a related party.

Related parties do not include stepparents, uncles, aunts,
in-laws, cousins, nephews, nieces, or former spouses.

Sale to a Related Party

When selling relinquished property to a related party, the
related-party buyer should plan to hold the property for at
least two years before selling or otherwise disposing of it.
If the related party sells the property within two years, it
may jeopardize the validity of the 1031 exchange.

Purchase from a Related Party

We generally do not recommend purchasing replacement
property from a related party because there is an
increased risk that the 1031 exchange could be disallowed
by the IRS. However, the following circumstances may
qualify as exceptions:
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e The related party sells an investment property and
completes a full 1031 exchange of their own. Both
parties must then hold their respective replacement
properties for at least two years.

e The related parties each own partial interests in
multiple properties and structure a 1031 exchange
so that each party ultimately owns 100% of one of
the properties.

e The disposition occurs following the death of either
related party.

e The disposition results from an involuntary
conversion, and the threat of conversion arose after
the exchange.

® You can establish to the satisfaction of the IRS that
neither the exchange nor the subsequent disposition
had tax avoidance as one of its principal purposes.
For example, this may be the case if the related-
party transaction results in a capital gains tax liability
that exceeds the amount of tax deferred through the
exchange.

Be advised that IRS Form 8824, which is used to report a
1031 exchange, specifically requests information
regarding related-party exchanges.

The subject matter in this brochure is intended as general infor-
mation only and not intended as tax or legal advice. Please al-
ways consult with your tax or legal advisor for any specific tax or
legal matters.




