
Unraveling The Complexities Of 1031
Exchanges And The TIC Market

Investors and commercial real estate professionals dabbling
in this space must grasp myriad details and guidelines.

BY JOHN GRAHAM

TIC ;11IT;f{/C;CS

Similar 10 the Iteginnillg of Ihe re:t!
esl;lte illvestlllent trust (RFIT) illdus­
try in the e;Hly I')')()s, TICs :UT eur­

r~ntlv sn"je~'t to a good de:1I of
disclIssion and ;1 tll;Hching aillOtlllt o{

confusion, Some c1arifiealion, Ihel'e­
fore, is W;lIT:ll11ed, l\los1 of Ihe TIC
invl'slnJl'nls tod:l)' are focllsed within
('ore illVl'sll1lCllt rcal csl:Jtc product:

oflice, induslrial, multifamily and rl'­
t;liL The propert ies are Ilsually sl;lhi­

lized, C:lSh-/lowing from closing :llld
have little, if any, valne-:"Ided compo­
nent to the pro forllla. "It,da)', TIC of­
ferings ;He struelured eilher as

illtcrJncdiarr, so the invcs t or IH~V('r

11:Is per'"Il;]1 'ellllll'ol of t hc proceeds,
L 1\'1"'11 Ihe relillquished propntl'

i, sold, the IRS clock sLlrls licking,
,1. The ill,cstor IL" ,j, daIS fr"n.

t hc '>:lle d:lle 10 idelltir~, up 10 tlllT"
n..·phcClllCIl1 1)1"( 'perl it'S.

S. "'he illvcstor inust c1"sc Oil his
rcpLlu'IlH'1l1 prnp('rl~' or IHflpCrlics
"itliill IHO cl.rvs froln t lic date Ill' sells
his rclinquisln«! property

The IHS revenue prlleednre t h.n
dd,lles the '1'1(: docs nol ;Iddress tax
dderraL '1'1(: is :1 st nu-rure for 10; I

t:lX-dernred exe"'lIIge, for rl'al estate
invcsror«. Si.nply put , it allmvs np 10
3S investors with proc('cds lrom relin­

quished properties '0 pnl those pro
eeeds togelher .rn.l Illl\' ',1 single
pJ'Opertl',

It is imp.ur.mt to noll' th.u tltis is
no' eonsidered ;1 partnCl,hip hee;]llSe
p:lJ'lner,hip ini crc-as .ne nut like'kind
wit h IT;d eSl:lle ;lIld dll nor qn:t1il\ ror
10; I l'\eh:lllges, V:lch iuvcsrur illstL':ld
0\\'11'-; ',1 direct fr;)ctioll;11 intl'n'SI in the

nc\\' IT:11 csUlt' ill\'C\itlllCIlI ;IS ;1 Il'Il:J111

ill {'O!llrllon or UI-ll\\'IICr with thl' (lib

cr Cl)-()\\'IlCr'i. III other words, l';lCh ill
\'('stur ()\\ IlS ~11l indi\'id\l:JI piece (If 1h('
i,nTsIIIICIlI tlLII he docs Il(lt share

with the olher o"IJns, 'lite Ir:lclioll;ll
inlerest qllalifies 1'01 I()31 cxch:mge;1I
tillle of sale just like ;]nl' other relin­
quished propert.v :llld U1;lY Ite replaced

wilh ;]nolher TiC iJl\'e'llllenl or di­
reel re;ll cst ;]Ie,

l:.nl h''<';l11se ir the IRS dclerlnillcs
tli:11 you ;]re ;1 Ir;ldcr ill real e,'a'e
thaI is, someOlle who huys :lIld /lips
)'ou tlIa~' nllt qualify 1,,1' tax deferral.
The t:lXddcrrallets the illveslor grow
the v:rlue 01' his re:ll eS\;lle pOri rolio,

nel wllrth and, hopdully, c:lsh nllw
over :1 lifelime or exch:lllges, The
](H I investor is thell ahle to give the
real estate to his heirs with ;1 stepped­
up Ii:ls;s, whieli 'imply means th:ll the
dderral end, alld Ihe ta\ li:lltilit)' goes
away ror Ihe heir" III ;lddilioll, with a
couple of exceptio"" mllsl st:ltes 1'01­
low Ihe IRS Oil Ihis L1X rille,

The rules If,r I (H I tax dererr:lls ;lI'e
simple, Illil ell I he ,tressruL There ;Ire
strict tillling isslies \.vith 110 cxceptions.

,'dosl 1031 exchallges oeeur ;lS fllllows:
I, The investllr sells Ihe relill­

quished property.
2, The nel proceeds (equity left ,,1'­

tel' dell! alld tralls:lctioll expen,es ,He
paid) arc sellt and held h)' ;1 qualified

q u ish e d property is heing
sold underlcver.urcd.

;\11)' re:1I esl:lle qua lifics.
lllc<llling on v C:lll'icll .rn

:lp;lrtllleI1l hllildillg :llld re­
pL'L'e it wilh forest l.md. The
pr()pcrt~' Clll he illC(lll1C-prO

ducing or not , '1'l1c key issue

i", 'hal the I:L'\l'S oil lhl' gain

;]It cr cJi c u Iat i n g I he h.i s i s
(which involves computing deprecia­
lion and capital cosl'> durillg t lu: hold)
a re dderred :IS long as the i n vcst or
follows the rules.

The word "investor" i, also impor-

1031 basics
The 103 I tax deferred like-kind ex­

change rules allow properly owners to
sell realesl:He and repl:lCe those assels
"ilh rL';" eSI;lle of the s;]me or greater
v:llue, II is also worth Iloling thaI Ihe

investor u",,1 also replace the e'luit),
;]IIII the deht. Not repLleing the deht
with ;In equ;]1 or gre;]tcr amllllll! or

deht re,""t' in a lax lialiilil)' or "hool"
in :1 I0; I exchange,

(;L'ncr;Jily, properties of gre;]lcr
value are achieved hI' a liigher deht­
to-eqllily ratio on the replaeemellt
property Ihan Ihe relill'luished prop­
ert)', This a'>Sulnes thaI appreei'llion
Ius Ilccllrred and Ihe Illall lias amor­
li/,ed 10 all extellt where the rclin-

11LI,-'-:('1 ;H(' prTIIl;lllJIT. Fn'll if l'X) III

lite 'I 1(, Illarker di'ested :llluu:dl)' (;lll
ullre;llistie:llly largT lllllnltcr), JiLl! IS

still onll' a $1 hilliou Imrket, which IS
'Try sm:11I for a secolldary m;]rkel.

gihle volume of the IOJ I mar­
kel hefcllT l\l.Jreh 2002, ;]1,,1
the Imrket 01111' S1,,"ili/,ed ill
the $S hilln m-pcrvcar Llilge
m LT I he h,t COllI'''' or IT;lI",
I'his is im port;] III to undc r­

st;]lld hee;lllSe, while the over­

;111 I III I mn rk ct h',lS hrc n JohnGraham
;11'01111(1 fOI dccHlcs ;lI1d h,p., ;1

m.nk«: capit;l!i/,;llioll ill the
nillions of dolhrs, the newer 'I'IC 1Il:1r-­
kct l"lS oilly been aronnd If,r fi,'l' )'e;lI'S
;1I,,1 pro",l!,ly has a n ov e rail m.ukct
C:lpil;]li/,;]tioll urulcr $'iO billion. This is

why cxpcctat ions of a seeolld;]ry TIC

]oh1l (;r"hfl7/1 il !,,'('mlelll o!NI'l-,!J)Il'f'l'/
IlJrn/, 'whlch tltf/llire.\' IUJ/illll/mltd qll({li~

I)', ,1,,""i",l'd o{fire, fll'X, i1ldlillril" III"!
retflil projJtr';l'.1" ill 'b" l\f()/"htiHf lind

,llid-/II!fl1IIir 1I/1/rlcl'/.1 ill p"r/l/l'/',bip
"i'ltb 'Ill iIlS/illltiOIlIl! (flpi/fl/ pl/r/nrr 1/('
((/II he ref/lb",! fli (So{,) on-IIIII.
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W
h i le the 103 J ,;]x-dererred

ex,c,h:l/lge ma rk ct h;]s hee,ll
.uoun.l sillce Ihe 1'120s, ils
offspring - the t tn a n l ', III

CllllllllUIl (I"J(:) ifldlf\tr~ is ",ill ill its
iIlL10CY, lru t hCCOlllill,l2- irHTl':lsingly
rO\)ll\t alld lucrative.

'11", elLlilellge 1", ill,estors ;]nd
('fJlllllwrci:ll fC:11 estale IHf)rcs<.;i()Il<lI...,

lies ill trill), IlllderS!;lll<lillg wh.u ;]
TIC is .m cl how it derives from the
1031 tax deferred cxch:mge, ;]S well ;]S
Ie;]rnillg how to ll;]vig:lle the m.uket .
PrllrcssifJIl;J!S IIIlist also lIndcrsL1IHI

the Il""ket's [lurtu.it ion-, ;]nd reslric­
tions (riu:r« .uc IlLIl1r),

The Illlend "evell"e Service (I RS)
tr;]cks, o n ;"n;]ge, $1 SO hill ion ill

10, b per le;lr in the U,S, \\'L' eSliIll;ll"

t h.u till' loul ,."pi"diZ;lli"" "I'll,,, ill­
Il'StlllL'Il' rL,,1I csl",e Ill;]rke' is ;]ppro\i'
in.ucl, $(, t nlliou ;]Ild ih.u th« priv.uc,
IHIIl-ill"ilitllt-jfJ!l:lI IHH"'iflll (If tiLl! m.it­

kl'l ";11,""1 $l uillion It is (IIrthcr e'­

'"""I"d t h.i t Ihe "Llioril" "I'th'lt $;
"i1II,," " "10, led" "" ;] "'JIll i",,;11 1,,1­
S" \ '>:'(l' csti"l;lle Oil till' 10, I e:,!lIt,i1,
i/:1!Hlll for pri\":lIl' iJl\l·<,lflr .... \\()1I1c1 he

S2 "i1li,,", This" " I;]rge ;IlHI, neL'pt
lor the IRS ;]Ild '11(: e"IIli''''ll'llIs, ex­
frcllH,ly cICcclltr:lli/ct! illdll\lr~'.

The rl(: IIl.1rku is " suhsu "I' till'
over:lll 10; I 1l1;lrke!. 1,:lSl Y(,;lI', ',"10111

$4 I,illioll of eqllily W:lS phced throll~h

the ,'L'Ulritized TIC tll;lrke!. It is esti­

lll:lted th:lt :lhout th'Jl "ll1le ;1111011111
W;]S placed ill Ihe nOllsecurilized lll',ll­

ket, lIle;]llillg ;]IHIlII $H "illioll ill equily
W;]s pl:lced I;]st veiL Ullder the ;]s­

SIIlllptioll th:lt the de"ls :lIT 'iO% lever­
:lged, this llle;llls th:1I Ihe TIC: IlLlrkel

is :lpproxilll:1IcI':l $16 "illioll pLT )'c:lr
h"silless, So, Ihe TI( :11031 structllre
reprcsellts ;1"0111 10';';, per \,e:lr of Ihe
tot;]1 1031 voluIIIL' riglll IlOW,

TI(: tr;lJ1s;letioIlS cOlllprised ;] Ilegli-

,!



securities (regulated by the Sccuru ic«
& Exchange Conllllis~ion (SEC)/Na­
tiona! Association of Securities Deal­
ers (NASD» or as real estate.

TIC: offerings designed as real es­
tut c m,ly he broken into sponsored
and nonsponsorcd categories:

• N ousponsorcd re;ll estate TI C
offerings usu,llly involve a small group
of investors who often know one an­
other, and they !ClI"Ill :1 TIC structure
to purchase a property together ,IS
tenants in common and not as :1 part­
ncrship, so they may qu;dify fCl!' 1031
treatment.

• Sponsored n:al CS1;ltC TIC oller,­
ings arc TIC investments that are
packaged hy a third party for the co­
owners. These offerings are usually
less expensive to structure rhnn TICs
offered as securities. Licensed real es­
tate brokers may also pa r t ici pa tc in
the fcc structure for selling the frac­
tional interests to the co-owners.

Sponsored TICs as securities nrc
packaged as investments under the se­
curities private placement guidelines
for qualified investors, which set net
worth and income hurdles for in­
vestors. The Iractional interests :lIT of­
fered through securities broker dealers
nn.I their registered reps. The hrok or
dealer cnnununiry speciali/.es in TIC:
advisory services in three fonn:lts:

• The broker dealer itself primari­
ly specializes in TIC.

• The hrok c r dealer offers TIC
through an in-house alternative in­
vestment group which, in turn, sets li­
censing, training and experience
guidelines for its registered reps who
offer TIC to clients.

• The broker dealer offers TIC in
a fcc-sharing arrangement with an­
other broker dealer that specializes in
TIC.

The securities structure for TICs is
highly regulated compared to the
nonsecurity TIC investment, which
often adds additional costs to the of­
fering. All TICs are regulated equally
under the IRS revenue procedure, hut
'I:IC, offered as seel;rit ies a rc also
regulated under SEC/NASI) securi­
ties guidelines.

Brokers and bankers
Currently, fcc opport unities for re­

al estate brokers and real estate repre­
sentatives arc limited. l lowcver, the
National Association of Realtors is re­
poned to he working on hehalf of the
real estate brokerage community on
fee sharing for its members when they
hring equity into TIC offerings.
Meanwhile, a number of firms nation­
ally have emerged which oller :1 dU;11
licensing structure for their rcprcscn­
t at ives specializing in the TIC market.
Seeking to eliminate jurisdiction con­
flicts, the representatives from these
firms hold hoth real estate and securi­
ties licenses.

But sourcing and huying properties
for TIC investment are not much dif-

Iercnt than t he sourcing and purchase
of real estate generally. Most sponsored
TIC firms have a hridge equity struc­
ture that allows the sponsor to purchase
and then re-sell the real estate in frac­
tional interests at a later date. This is
not a requirement under any TIC
~uideline, so the sponsor's clpiui xtrue­
ture and track record arc critical in the
decision to invest in ,I sponsored TIC
inrercsr. The alternative is that the TIC
buyer Imy try to line up fractional in­
terests alt cr the property is tied lip,
which is ;1 closing risk liH' the seller and
the ten.mrs in common.

C,'enerally, TIC: huvcrs are looking
for suhili/.ed real cst a t c with credit
tenants. TIC huvor pl:ltforms In;IY he
structured to purchase properties un­
der $10 million to over $100 million.
It is also difficult for TIC huvcrs to
assume deht, especially if it is sccuri­
ti/.ed. The extra time needed to work
with the special scrviccr virtually
eliminates debt assumption as a TIC;
sourcing option.

The deht market has evolved sig­
nificantly since 2002, when lenders
were just Ie:lrning the TIC ma rkct.
'1IJday, there arc more lenders in the
space, including Citi, .lPlv!organ, Eu­
rohypo :lnd \Vachovi;l. '11::ns of hil­
Iion s 0 f doll;l rs of '1'1C 10,1 n s h a vc
been seeuriti/,ed. The numhcr of ;11­
lowed horrowers has grown Irrun 10
to 3', m.ixinuun investors. At the s.uu«
time, lenders have f n Cotuncd t hei I'

underwriting strategies, requirements
for sponsor performance, TIC: lior­

rower npprova l, nonrecourse C1ITe­
outs, ,Ind reserves.

I{eserves, in particular, are impor­
rant to consider in the TIC structure.
Hccausc it is more difficult to call cap­
ital in the TIC structure than in other
real estate ownership, large reserves in
the form of either ,ldditional equity or
loan holdbacks arc required up front
in many TIC rransacrions. The result
of this specialized underwriting and
structuring is that, today, debt offered
hy lenders to experienced TIC spon­
sors is usually 10.'1 to 120 h,ISis points
over five-, seven- or I O-year Trca­
surics. Dchr rates fc)r sponsored TIC:
offerings arc often much better than
what small individual investors or
nonsponsorcd TICs can achieve.

The TIC structure enables in­
vestors to diversify their exchange
proceeds into multiple properties hy
market, product type and pro forma
timing. At the same time, most spon­
sored TIC offerings p:ly investors
property cash monthly, and the IRS
requires that all key ownership deci­
sions (leasing, financing, capital
spending, annual budget, property
management and disposition) arc
made hy the co-owners. This allows
investors to own real estate, defer tax­
es, achieve monthly income, and re­
tain control of all major ownership
decisions while freeing themselves
from daily property management. •


