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the internal revenue district in which
the income tax return for the year of
the election is required to be filed. For
rules as to when timely mailing will be
treated as timely filing of the state-
ment see section 7502.

(4) Filing of duplicate. A copy of the
statement of election must be filed
with the first return, amended return,
or claim for refund filed on or after the
date on which the election is made.

(c) Election made on or before December
31, 1952. An election made on or before
December 31, 1952, in accordance with
the provisions of section 113(d) of the
Internal Revenue Code of 1939, may be
revoked by filing on or before Decem-
ber 31, 1954, in the same office in which
the election was filed, a statement of
revocation signed in the same manner
as the election. Such statement made
by any person is irrevocable when
made with respect to such person, and
no new election may thereafter be
made by such person. A copy of the
revocation must be filed with the first
return, amended return, or claim for
refund, filed after the date of the rev-
ocation. For additional rules with re-
spect to election made on or before De-
cember 31, 1952, see 26 CFR (1939)
39.113(b)(1)-1 (Regulations 118).

(d) Validity of elections or revocation of
elections. An election or revocation of
an election which conforms in sub-
stance to the provisions of this section
will not be deemed invalid solely be-
cause it was filed before the date on
which the regulations in this section
were promulgated.

(e) Effect of election. For rules relat-
ing to the effect of an election under
this section, see section 1016(a)(2) and
the regulations thereunder.

§1.1021-1 Sale of annuities.

In the case of a transfer for value of
an annuity contract to which section
72(g) and paragraph (a) of §1.72-10
apply, the transferor shall adjust his
basis in such contract as of the time
immediately prior to such transfer by
subtracting from the premiums or
other consideration he has paid or is
deemed to have paid for such contract
all amounts he has received or is
deemed to have received under such an-
nuity contract to the extent that such
amounts were not includible in the
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gross income of the transferor or other
recipient under the applicable income
tax law. In any case where the amounts
which were not includible in the gross
income of the recipient were received
or deemed to have been received by
such transferor exceed the amounts
paid or deemed paid by him, the ad-
justed basis of the contract shall be
zero. The income realized by the trans-
feror on such a transfer shall not ex-
ceed the total of the amounts received
as consideration for the transfer.

COMMON NONTAXABLE EXCHANGES

§1.1031-0 Table of contents.

This section lists the captions that
appear in the regulations under section
1031.

$1.1031(a)-1 Property held for productive use in
a trade or business or for investment.
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(b) Definition of ‘‘like kind.”

(c) Examples of exchanges of property of a
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(d) Examples of exchanges not solely in
kind.

(e) Effective date.

$1.1031(a)-2 Additional rules for exchanges of
personal property.
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(b) Depreciable tangible personal property.

(c) Intangible personal property and non-
depreciable personal property.

§1.1031(b)-1 Receipt of other property or money
in tax-free exchange.

§1.1031(b)-2 Safe harbor for qualified inter-
mediaries.

$1.1031(c)-1 Nonrecognition of loss.

§1.1031(d)-1 Property acquired upon a tax-free
exchange.

$1.1031(d)-1T Coordination of section 1060 with
section 1031 (temporary).

$1.1031(d)-2 Treatment of assumption of
liabilities.
$1.1031(e)-1 Exchanges of livestock of different
sexes.

$1.1031(7)-1 Exchanges of multiple properties.

(a) Introduction.

(b) Computation of gain recognized.

(c) Computation of basis of properties re-
ceived.

(d) Examples.

(e) Effective date.
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$1.1031(K)-1 Treatment of deferred exchanges.

(a) Overview.

(b) Identification and receipt
ments.

(c) Identification of replacement property
before the end of the identification period.

(d) Receipt of identified replacement prop-
erty.

(e) Special rules for identification and re-
ceipt of replacement property to be pro-
duced.

(f) Receipt of money or other property.

(g) Safe harbors.

(h) Interest and growth factors.

(i) [Reserved]

(j) Determination of gain or loss recognized
and the basis of property received in a de-
ferred exchange.

(k) Definition of disqualified person.

(1) [Reserved]

(m) Definition of fair market value.

(n) No inference with respect to actual or
constructive receipt rules outside of section
1031.

(o) Effective date.

[T.D. 8346, 56 FR 19937, May 1, 1991]

§1.1031(a)-1 Property held for produc-
tive use in trade or business or for
investment.

(a) In general—(1) Exchanges of prop-
erty solely for property of a like kind.
Section 1031(a)(1) provides an exception
from the general rule requiring the rec-
ognition of gain or loss upon the sale
or exchange of property. Under section
1031(a)(1), no gain or loss is recognized
if property held for productive use in a
trade or business or for investment is
exchanged solely for property of a like
kind to be held either for productive
use in a trade or business or for invest-
ment. Under section 1031(a)(1), property
held for productive use in a trade or
business may be exchanged for prop-
erty held for investment. Similarly,
under section 1031(a)(1), property held
for investment may be exchanged for
property held for productive use in a

require-

trade or business. However, section
1031(a)(2) provides that section
1031(a)(1) does not apply to any ex-
change of—

(i) Stock in trade or other property
held primarily for sale;

(ii) Stocks, bonds, or notes;

(iii) Other securities or evidences of
indebtedness or interest;

(iv) Interests in a partnership;

(v) Certificates of trust or beneficial
interests; or

(vi) Choses in action.
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Section 1031(a)(1) does not apply to any
exchange of interests in a partnership
regardless of whether the interests ex-
changed are general or limited partner-
ship interests or are interests in the
same partnership or in different part-
nerships. An interest in a partnership
that has in effect a valid election under
section 761(a) to be excluded from the
application of all of subchapter K is
treated as an interest in each of the as-
sets of the partnership and not as an
interest in a partnership for purposes
of section 1031(a)(2)(D) and paragraph
(a)(1)(iv) of this section. An exchange
of an interest in such a partnership
does not qualify for nonrecognition of
gain or loss under section 1031 with re-
spect to any asset of the partnership
that is described in section 1031(a)(2) or
to the extent the exchange of assets of
the partnership does not otherwise sat-
isfy the requirements of section 1031(a).

(2) Exchanges of property not solely for
property of a like kind. A transfer is not
within the provisions of section 1031(a)
if, as part of the consideration, the tax-
payer receives money or property
which does not meet the requirements
of section 1031(a), but the transfer, if
otherwise qualified, will be within the
provisions of either section 1031 (b) or
(c). Similarly, a transfer is not within
the provisions of section 1031(a) if, as
part of the consideration, the other
party to the exchange assumes a liabil-
ity of the taxpayer (or acquires prop-
erty from the taxpayer that is subject
to a liability), but the transfer, if oth-
erwise qualified, will be within the pro-
visions of either section 1031 (b) or (c).
A transfer of property meeting the re-
quirements of section 1031(a) may be
within the provisions of section 1031(a)
even though the taxpayer transfers in
addition property not meeting the re-
quirements of section 1031(a) or money.
However, the nonrecognition treat-
ment provided by section 1031(a) does
not apply to the property transferred
which does not meet the requirements
of section 1031(a).

(b) Definition of ‘“‘like kind.”” As used
in section 1031(a), the words like kind
have reference to the nature or char-
acter of the property and not to its
grade or quality. One kind or class of
property may not, under that section,
be exchanged for property of a different
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kind or class. The fact that any real es-
tate involved is improved or unim-
proved is not material, for that fact re-
lates only to the grade or quality of
the property and not to its kind or
class. Unproductive real estate held by
one other than a dealer for future use
or future realization of the increment
in value is held for investment and not
primarily for sale. For additional rules
for exchanges of personal property, see
§1.1031 (a)-2.

(c) Examples of exchanges of property
of a “‘like kind.”” No gain or loss is rec-
ognized if (1) a taxpayer exchanges
property held for productive use in his
trade or business, together with cash,
for other property of like kind for the
same use, such as a truck for a new
truck or a passenger automobile for a
new passenger automobile to be used
for a like purpose; or (2) a taxpayer
who is not a dealer in real estate ex-
changes city real estate for a ranch or
farm, or exchanges a leasehold of a fee
with 30 years or more to run for real es-
tate, or exchanges improved real estate
for unimproved real estate; or (3) a tax-
payer exchanges investment property
and cash for investment property of a
like kind.

(d) Examples of exchanges not solely in
kind. Gain or loss is recognized if, for
instance, a taxpayer exchanges (1)
Treasury bonds maturing March 15,
1958, for Treasury bonds maturing De-
cember 15, 1968, unless section 1037(a)
(or so much of section 1031 as relates to
section 1037(a)) applies to such ex-
change, or (2) a real estate mortgage
for consolidated farm loan bonds.

(e) Effective date relating to exchanges
of partnership interests. The provisions
of paragraph (a)(1) of this section relat-
ing to exchanges of partnership inter-
ests apply to transfers of property
made by taxpayers on or after April 25,
1991.

[T.D. 6500, 256 FR 11910, Nov. 26, 1960, as
amended by T.D. 6935, 32 FR 15822, Nov. 17,
1967; T.D. 8343, 56 FR 14854, Apr. 12, 1991; T.D.
8346, 56 FR 19937, May 1, 1991]

§1.1031(a)-2 Additional rules for ex-
changes of personal property.

(a) Introduction. Section 1.1031(a)-1(b)
provides that the nonrecognition rules
of section 1031 do not apply to an ex-
change of one kind or class of property
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for property of a different kind or
class. This section contains additional
rules for determining whether personal
property has been exchanged for prop-
erty of a like kind or like class. Per-
sonal properties of a like class are con-
sidered to be of a ‘‘like kind’’ for pur-
poses of section 1031. In addition, an ex-
change of properties of a like kind may
qualify under section 1031 regardless of
whether the properties are also of a
like class. In determining whether ex-
changed properties are of a like Kind,
no inference is to be drawn from the
fact that the properties are not of a
like class. Under paragraph (b) of this
section, depreciable tangible personal
properties are of a like class if they are
either within the same General Asset
Class (as defined in paragraph (b)(2) of
this section) or within the same Prod-
uct Class (as defined in paragraph (b)(3)
of this section). Paragraph (c) of this
section provides rules for exchanges of
intangible personal property and non-
depreciable personal property.

(b) Depreciable tangible personal prop-
erty—(1) General rule. Depreciable tan-
gible personal property is exchanged
for property of a ‘‘like kind’’ under sec-
tion 1031 if the property is exchanged
for property of a like kind or like class.
Depreciable tangible personal property
is of a like class to other depreciable
tangible personal property if the ex-
changed properties are either within
the same General Asset Class or within
the same Product Class. A single prop-
erty may not be classified within more
than one General Asset Class or within
more than one Product Class. In addi-
tion, property -classified within any
General Asset Class may not be classi-
fied within a Product Class. A prop-
erty’s General Asset Class or Product
Class is determined as of the date of
the exchange.

(2) General Asset Classes. Except as
provided in paragraphs (b)(4) and (b)(b)
of this section, property within a Gen-
eral Asset Class consists of depreciable
tangible personal property described in
one of asset classes 00.11 through 00.28
and 00.4 of Rev. Proc. 87-56, 1987-2 C.B.
674. These General Asset Classes de-
scribe types of depreciable tangible
personal property that frequently are
used in many businesses. The General
Asset Classes are as follows:
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(i) Office furniture, fixtures, and
equipment (asset class 00.11),

(ii) Information systems (computers
and peripheral equipment) (asset class
00.12),

(iii) Data handling equipment, except
computers (asset class 00.13),

(iv) Airplanes (airframes and en-
gines), except those used in commer-
cial or contract carrying of passengers
or freight, and all helicopters (air-
frames and engines) (asset class 00.21),

(v) Automobiles, taxis (asset class
00.22),

(vi) Buses (asset class 00.23),

(vii) Light general purpose trucks
(asset class 00.241),

(viii) Heavy general purpose trucks
(asset class 00.242),

(ix) Railroad cars and locomotives,
except those owned by railroad trans-
portation companies (asset class 00.25),

(x) Tractor units for use over-the-
road (asset class 00.26),

(xi) Trailers and trailer-mounted
containers (asset class 00.27),

(xii) Vessels, barges, tugs, and simi-
lar water-transportation equipment,
except those used in marine construc-
tion (asset class 00.28), and

(xiii) Industrial steam and electric
generation and/or distribution systems
(asset class 00.4).

(3) Product classes. Except as provided
in paragraphs (b)(4) and (5) of this sec-
tion, or as provided by the Commis-
sioner in published guidance of general
applicability, property within a prod-
uct class consists of depreciable tan-
gible personal property that is de-
scribed in a 6-digit product class within
Sectors 31, 32, and 33 (pertaining to
manufacturing industries) of the North
American Industry Classification Sys-
tem (NAICS), set forth in Executive Of-
fice of the President, Office of Manage-
ment and Budget, North American In-
dustry Classification System, TUnited
States, 2002 (NAICS Manual), as peri-
odically updated. Copies of the NAICS
Manual may be obtained from the Na-
tional Technical Information Service,
an agency of the U.S. Department of
Commerce, and may be accessed on the
internet. Sectors 31 through 33 of the
NAICS Manual contain listings of spe-
cialized industries for the manufacture
of described products and equipment.
For this purpose, any 6-digit NAICS
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product class with a last digit of 9 (a
miscellaneous category) is not a prod-
uct class for purposes of this section. If
a property is listed in more than one
product class, the property is treated
as listed in any one of those product
classes. A property’s 6-digit product
class is referred to as the property’s
NAICS code.

(4) Modifications of NAICS product
classes. The product classes of the
NAICS Manual may be updated or oth-
erwise modified from time to time as
the manual is updated, effective on or
after the date of the modification. The
NAICS Manual generally is modified
every five years, in years ending in a 2
or 7 (such as 2002, 2007, and 2012). The
applicability date of the modified
NAICS Manual is announced in the
FEDERAL REGISTER and generally is
January 1 of the year the NAICS Man-
ual is modified. Taxpayers may rely on
these modifications as they become ef-
fective in structuring exchanges under
this section. Taxpayers may rely on
the previous NAICS Manual for trans-
fers of property made by a taxpayer
during the one-year period following
the effective date of the modification.
For transfers of property made by a
taxpayer on or after January 1, 1997,
and on or before January 1, 2003, the
NAICS Manual of 1997 may be used for
determining product classes of the ex-
changed property.

(5) Administrative procedures for revis-
ing general asset classes and product

classes. The Commissioner may,
through published guidance of general
applicability, supplement, modify,

clarify, or update the guidance relating
to the classification of properties pro-
vided in this paragraph (b). (See
§601.601(d)(2) of this chapter.) For ex-
ample, the Commissioner may deter-
mine not to follow (in whole or in part)
a general asset class for purposes of
identifying property of like class, may
determine not to follow (in whole or in
part) any modification of product
classes published in the NAICS Manual,
or may determine that other properties
not listed within the same or in any
product class or general asset class
nevertheless are of a like class. The
Commissioner also may determine that
two items of property that are listed in
separate product classes or in product
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classes with a last digit of 9 are of a
like class, or that an item of property
that has a NAICS code is of a like class
to an item of property that does not
have a NAICS code.

(6) No inference outside of section 1031.
The rules provided in this section con-
cerning the use of general asset classes
or product classes are limited to ex-
changes under section 1031. No infer-
ence is intended with respect to the
classification of property for other pur-
poses, such as depreciation.

(7)) Examples. The application of this
paragraph (b) may be illustrated by the
following examples:

Example 1. Taxpayer A transfers a personal
computer (asset class 00.12) to B in exchange
for a printer (asset class 00.12). With respect
to A, the properties exchanged are within
the same General Asset Class and therefore
are of a like class.

Example 2. Taxpayer C transfers an air-
plane (asset class 00.21) to D in exchange for
a heavy general purpose truck (asset class
00.242). The properties exchanged are not of a
like class because they are within different
General Asset Classes. Because each of the
properties is within a General Asset Class,
the properties may not be classified within a
Product Class. The airplane and heavy gen-
eral purpose truck are also not of a like
kind. Therefore, the exchange does not qual-
ify for nonrecognition of gain or loss under
section 1031.

Example 3. Taxpayer E transfers a grader to
F in exchange for a scraper. Neither property
is within any of the general asset classes.
However, both properties are within the
same product class (NAICS code 333120). The
grader and scraper are of a like class and
deemed to be of a like kind for purposes of
section 1031.

Example 4. Taxpayer G transfers a personal
computer (asset class 00.12), an airplane
(asset class 00.21) and a sanding machine
(NAICS code 333210), to H in exchange for a
printer (asset class 00.12), a heavy general
purpose truck (asset class 00.242) and a lathe
(NAICS code 333210). The personal computer
and the printer are of a like class because
they are within the same general asset class.
The sanding machine and the lathe are of a
like class because they are within the same
product class (although neither property is
within any of the general asset classes). The
airplane and the heavy general purpose
truck are neither within the same general
asset class nor within the same product
class, and are not of a like kind.

(8) Transition rule. Properties within
the same product classes based on the
4-digit codes contained in Division D of
the Executive Office of the President,
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Office of Management and Budget,
Standard Industrial Classification
Manual (1987), will be treated as prop-
erty of a like class for transfers of
property made by taxpayers on or be-
fore May 19, 2005.

(c) Intangible personal property and
nondepreciable personal property—(1)
General rule. An exchange of intangible
personal property of nondepreciable
personal property qualifies for non-
recognition of gain or loss under sec-
tion 1031 only if the exchanged prop-
erties are of a like kind. No like classes
are provided for these properties.
Whether intangible personal property
is of a like kind to other intangible
personal property generally depends on
the nature or character of the rights
involved (e.g., a patent or a copyright)
and also on the nature or character of
the underlying property to which the
intangible personal property relates.

(2) Goodwill and going concern value.
The goodwill or going concern value of
a business is not of a like kind to the
goodwill or going concern value of an-
other business.

(3) Examples. The application of this
paragraph (¢) may be illustrated by the
following examples:

Example 1. Taxpayer K exchanges a copy-
right on a novel for a copyright on a dif-
ferent novel. The properties exchanged are of
a like kind.

Example 2. Taxpayer J exchanges a copy-
right on a novel for a copyright on a song.
The properties exchanged are not of a like
kind.

(d) Effective date. Except as otherwise
provided in this paragraph (d), this sec-
tion applies to exchanges occurring on
or after April 11, 1991. Paragraphs (b)(3)
through (b)(6), Example 3 and Example 4
of paragraph (b)(7), and paragraph (b)(8)
of this section apply to transfers of
property made by taxpayers on or after
August 12, 2004. However, taxpayers
may apply paragraphs (b)(3) through
(b)(6), and Example 3 and Example 4 of
paragraph (b)(7) of this section to
transfers of property made by tax-
payers on or after January 1, 1997, in
taxable years for which the period of
limitation for filing a claim for refund
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or credit under section 6511 has not ex-
pired.

[T.D. 8343, 56 FR 14854, Apr. 12, 1991, as
amended by T.D. 9151, 69 FR 50068, Aug. 13,
2004; T.D. 9202, 70 FR 28819, May 19, 2005]

§1.1031(b)-1 Receipt of other property
or money in tax-free exchange.

(a) If the taxpayer receives other
property (in addition to property per-
mitted to be received without recogni-
tion of gain) or money—

(1) In an exchange described in sec-
tion 1031(a) of property held for invest-
ment or productive use in trade or
business for property of like kind to be
held either for productive use or for in-
vestment,

(2) In an exchange described in sec-
tion 1035(a) of insurance policies or an-
nuity contracts,

(3) In an exchange described in sec-
tion 1036(a) of common stock for com-
mon stock, or preferred stock for pre-
ferred stock, in the same corporation
and not in connection with a corporate
reorganization, or

(4) In an exchange described in sec-
tion 1037(a) of obligations of the United
States, issued under the Second Lib-
erty Bond Act (31 U.S.C. 774 (2)), solely
for other obligations issued under such
Act, the gain, if any, to the taxpayer
will be recognized under section 1031(b)
in an amount not in excess of the sum
of the money and the fair market value
of the other property, but the loss, if
any, to the taxpayer from such an ex-
change will not be recognized under
section 1031(c) to any extent.

(b) The application of this section
may be illustrated by the following ex-
amples:

Example 1. A, who is not a dealer in real es-
tate, in 1954 exchanges real estate held for
investment, which he purchased in 1940 for
$5,000, for other real estate (to be held for
productive use in trade or business) which
has a fair market value of $6,000, and $2,000 in
cash. The gain from the transaction is $3,000,
but is recognized only to the extent of the
cash received of $2,000.

Example 2. (a) B, who uses the cash receipts
and disbursements method of accounting and
the calendar year as his taxable year, has
never elected under section 454(a) to include
in gross income currently the annual in-
crease in the redemption price of non-inter-
est-bearing obligations issued at a discount.
In 1943, for $750 each, B purchased four $1,000
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series E U.S. savings bonds bearing an issue
date of March 1, 1943.

(b) On October 1, 1963, the redemption
value of each such bond was $1,396, and the
total redemption value of the four bonds was
$5,684. On that date B submitted the four
$1,000 series E bonds to the United States in
a transaction in which one of such $1,000
bonds was reissued by issuing four $100 series
E U.S. savings bonds bearing an issue date of
March 1, 1943, and by considering six $100 se-
ries E bonds bearing an issue date of March
1, 1943, to have been issued. The redemption
value of each such $100 series E bond was
$139.60 on October 1, 1963. Then, as part of the
transaction, the six $100 series E bonds so
considered to have been issued and the three
$1,000 series E bonds were exchanged, in an
exchange qualifying under section 1037(a), for
five $1,000 series H U.S. savings bonds plus
$25.60 in cash.

(c) The gain realized on the exchange
qualifying under section 1037(a) is $2,325.60,
determined as follows:

Amount realized:

Par value of five series H bonds ... $5,000.00
Cash received 25.60
Total realized .......ccccoovviiiiiiiiiiiicies 5,025.60
Less: Adjusted basis of series E bonds surren-
dered in the exchange:
Three $1,000 series E bonds  $2,250.00
Six $100 series E bonds at
$75€ach ....ocooevevveeeeeeen 450.00
2,700.00
Gain realized .......cccocceiiiins s 2,325.60

(d) Pursuant to section 1031(b), only $25.60
(the money received) of the total gain of
$2,325.60 realized on the exchange is recog-
nized at the time of exchange and must be
included in B’s gross income for 1963. The
$2,300 balance of the gain ($2,325.60 less $25.60)
must be included in B’s gross income for the
taxable year in which the series H bonds are
redeemed or disposed of, or reach final matu-
rity, whichever is earlier, as provided in
paragraph (c) of §1.454-1.

(e) The gain on the four $100 series E bonds,
determined by using $75 as a basis for each
such bond, must be included in B’s gross in-
come for the taxable year in which such
bonds are redeemed or disposed of, or reach
final maturity, whichever is earlier.

Example 3. (a) The facts are the same as in
example (2), except that, as part of the trans-
action, the $1,000 series E bond is reissued by
considering ten $100 series E bonds bearing
an issue date of March 1, 1943, to have been
issued. Six of the $100 series E bonds so con-
sidered to have been issued are surrendered
to the United States as part of the exchange
qualifying under section 1037(a) and the
other four are immediately redeemed.

(b) Pursuant to section 1031(b), only $25.60
(the money received) of the total gain of
$2,325.60 realized on the exchange qualifying
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under section 1037(a) is recognized at the
time of the exchange and must be included in
B’s gross income for 1963. The $2,300 balance
of the gain ($2,325.60 less $25.60) realized on
such exchange must be included in B’s gross
income for the taxable year in which the se-
ries H bonds are redeemed or disposed of, or
reach final maturity, whichever is earlier, as
provided in paragraph (c) of §1.454-1.

(c) The redemption on October 1, 1963, of
the four $100 series E bonds considered to
have been issued at such time results in gain
of $258.40, which is then recognized and must
be included in B’s gross income for 1963. This
gain of $258.40 is the difference between the
$558.40 redemption value of such bonds on the
date of the exchange and the $300 (4x$75) paid
for such series E bonds in 1943.

Example 4. On November 1, 1963, C pur-
chased for $91 a marketable U.S. bond which
was originally issued at its par value of $100
under the Second Liberty Bond Act. On Feb-
ruary 1, 1964, in an exchange qualifying
under section 1037(a), C surrendered the bond
to the United States for another marketable
U.S. bond, which then had a fair market
value of $92, and $1.85 in cash, $0.85 of which
was interest. The $0.85 interest received is
includible in gross income for the taxable
year of the exchange, but the $2 gain ($93 less
$91) realized on the exchange is recognized
for such year under section 1031(b) to the ex-
tent of $1 (the money received). Under sec-
tion 1031(d), C’s basis in the bond received in
exchange is $91 (his basis of $91 in the bond
surrendered, reduced by the $1 money re-
ceived and increased by the $1 gain recog-
nized).

(c) Consideration received in the
form of an assumption of liabilities (or
a transfer subject to a liability) is to be
treated as other property or money for
the purposes of section 1031(b). Where,
on an exchange described in section
1031(b), each party to the exchange ei-
ther assumes a liability of the other
party or acquires property subject to a
liability, then, in determining the
amount of other property or money for
purposes of section 1031(b), consider-
ation given in the form of an assump-
tion of liabilities (or a receipt of prop-
erty subject to a liability) shall be off-
set against consideration received in
the form of an assumption of liabilities
(or a transfer subject to a liability).
See §1.1031(d)-2, examples (1) and (2).

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as
amended by T.D. 6935, 32 FR 15822, Nov. 17,
1967]
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§1.1031(b)-2 Safe harbor for qualified
intermediaries.

(a) In the case of simultaneous trans-
fers of like-kind properties involving a
qualified intermediary (as defined in
§1.1031(k)-1(g)(4)(dii)), the qualified
intermediary is not considered the
agent of the taxpayer for purposes of
section 1031(a). In such a case, the
transfer and receipt of property by the
taxpayer is treated as an exchange.

(b) In the case of simultaneous ex-
changes of like-kind properties involv-
ing a qualified intermediary (as defined
in §1.1031(k)-1(g)(4)(iii)), the receipt by
the taxpayer of an evidence of indebt-
edness of the transferee of the qualified
intermediary is treated as the receipt
of an evidence of indebtedness of the
person acquiring property from the
taxpayer for purposes of section 453 and
§15a.453-1(b)(3)(i) of this chapter.

(c) Paragraph (a) of this section ap-
plies to transfers of property made by
taxpayers on or after June 10, 1991.

(d) Paragraph (b) of this section ap-
plies to transfers of property made by
taxpayers on or after April 20, 1994. A
taxpayer may choose to apply para-
graph (b) of this section to transfers of
property made on or after June 10, 1991.

[T.D. 8346, 56 FR 19937, May 1, 1991, as amend-
ed by T.D. 8535, 59 FR 18749, Apr. 20, 1994]

§1.1031(c)-1 Nonrecognition of loss.

Section 1031(c) provides that a loss
shall not be recognized from an ex-
change of property described in section
1031(a), 1035(a), 1036(a), or 1037(a) where
there is received in the exchange other
property or money in addition to prop-
erty permitted to be received without
recognition of gain or loss. See exam-
ple (4) of paragraph (a)(3) of §1.1037-1
for an illustration of the application of
this section in the case of an exchange
of U.S. obligations described in section
1037(a).

[T.D. 6935, 32 FR 15822, Nov. 17, 1967]

§1.1031(d)-1 Property acquired upon a
tax-free exchange.

(a) If, in an exchange of property
solely of the type described in section
1031, section 1035(a), section 1036(a), or
section 1037(a), no part of the gain or
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loss was recognized under the law ap-
plicable to the year in which the ex-
change was made, the basis of the prop-
erty acquired is the same as the basis
of the property transferred by the tax-
payer with proper adjustments to the
date of the exchange. If additional con-
sideration is given by the taxpayer in
the exchange, the basis of the property
acquired shall be the same as the prop-
erty transferred increased by the
amount of additional consideration
given (see section 1016 and the regula-
tions thereunder).

(b) If, in an exchange of properties of
the type indicated in section 1031, sec-
tion 1035(a), section 1036(a), or section
1037(a), gain to the taxpayer was recog-
nized under the provisions of section
1031(b) or a similar provision of a prior
revenue law, on account of the receipt
of money in the transaction, the basis
of the property acquired is the basis of
the property transferred (adjusted to
the date of the exchange), decreased by
the amount of money received and in-
creased by the amount of gain recog-
nized on the exchange. The application
of this paragaph may be illustrated by
the following example:

Example: A, an individual in the moving
and storage business, in 1954 transfers one of
his moving trucks with an adjusted basis in
his hands of $2,500 to B in exchange for a
truck (to be used in A’s business) with a fair
market value of $2,400 and $200 in cash. A re-
alizes a gain of $100 upon the exchange, all of
which is recognized under section 1031(b).
The basis of the truck acquired by A is deter-
mined as follows:

Adjusted basis of A’s former truck ................ $2,500
Less: Amount of money received .................. 200
Difference .......cocveeeveecieeeiiieeieeeeeins 2,300
Plus: Amount of gain recognized .................. 100
Basis of truck acquired by A ............... 2,400

(c) If, upon an exchange of properties
of the type described in section 1031,
section 1035(a), section 1036(a), or sec-
tion 1037(a), the taxpayer received
other property (not permitted to be re-
ceived without the recognition of gain)
and gain from the transaction was rec-
ognized as required under section
1031(b), or a similar provision of a prior
revenue law, the basis (adjusted to the
date of the exchange) of the property
transferred by the taxpayer, decreased
by the amount of any money received
and increased by the amount of gain
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recognized, must be allocated to and is
the basis of the properties (other than
money) received on the exchange. For
the purpose of the allocation of the
basis of the properties received, there
must be assigned to such other prop-
erty an amount equivalent to its fair
market value at the date of the ex-
change. The application of this para-
graph may be illustrated by the fol-
lowing example:

Example: A, who is not a dealer in real es-
tate, in 1954 transfers real estate held for in-
vestment which he purchased in 1940 for
$10,000 in exchange for other real estate (to
be held for investment) which has a fair mar-
ket value of $9,000, an automobile which has
a fair market value of $2,000, and $1,500 in
cash. A realizes a gain of $2,500, all of which
is recognized under section 1031(b). The basis
of the property received in exchange is the
basis of the real estate A transfers ($10,000)
decreased by the amount of money received
($1,500) and increased in the amount of gain
that was recognized ($2,500), which results in
a basis for the property received of $11,000.
This basis of $11,000 is allocated between the
automobile and the real estate received by
A, the basis of the automobile being its fair
market value at the date of the exchange,
$2,000, and the basis of the real estate re-
ceived being the remainder, $9,000.

(d) Section 1031(c) and, with respect
to section 1031 and section 1036(a),
similar provisions of prior revenue laws
provide that no loss may be recognized
on an exchange of properties of a type
described in section 1031, section
1035(a), section 1036(a), or section
1037(a), although the taxpayer receives
other property or money from the
transaction. However, the basis of the
property or properties (other than
money) received by the taxpayer is the
basis (adjusted to the date of the ex-
change) of the property transferred, de-
creased by the amount of money re-
ceived. This basis must be allocated to
the properties received, and for this
purpose there must be allocated to
such other property an amount of such
basis equivalent to its fair market
value at the date of the exchange.

(e) If, upon an exchange of properties
of the type described in section 1031,
section 1035(a), section 1036(a), or sec-
tion 1037(a), the taxpayer also ex-
changed other property (not permitted
to be transferred without the recogni-
tion of gain or loss) and gain or loss
from the transaction is recognized
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under section 1002 or a similar provi-
sion of a prior revenue law, the basis of
the property acquired is the total basis
of the properties transferred (adjusted
to the date of the exchange) increased
by the amount of gain and decreased by
the amount of loss recognized on the
other property. For purposes of this
rule, the taxpayer is deemed to have
received in exchange for such other
property an amount equal to its fair
market value on the date of the ex-
change. The application of this para-
graph may be illustrated by the fol-
lowing example:

Example: A exchanges real estate held for
investment plus stock for real estate to be
held for investment. The real estate trans-
ferred has an adjusted basis of $10,000 and a
fair market value of $11,000. The stock trans-
ferred has an adjusted basis of $4,000 and a
fair market value of $2,000. The real estate
acquired has a fair market value of $13,000. A
is deemed to have received a $2,000 portion of
the acquired real estate in exchange for the
stock, since $2,000 is the fair market value of
the stock at the time of the exchange. A
$2,000 loss is recognized under section 1002 on
the exchange of the stock for real estate. No
gain or loss is recognized on the exchange of
the real estate since the property received is
of the type permitted to be received without
recognition of gain or loss. The basis of the
real estate acquired by A is determined as
follows:

Adjusted basis of real estate trans-

FOITEA oo $10,000
Adjusted basis of stock transferred .. 4,000
14,000
Less: Loss recognized on transfer of
SOCK v 2,000
Basis of real estate acquired
upon the exchange ............ 12,000
[T.D. 6500, 256 FR 11910, Nov. 26, 1960, as

amended by T.D. 6935, 32 FR 15823, Nov. 17,
1967]

§1.1031(d)-1T Coordination of section
1060 with section 1031 (temporary).

If the properties exchanged under
section 1031 are part of a group of as-
sets which constitute a trade or busi-
ness under section 1060, the like-kind
property and other property or money
which are treated as transferred in ex-
change for the like-kind property shall
be excluded from the allocation rules
of section 1060. However, section 1060
shall apply to property which is not
like-kind property or other property or
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money which is treated as transferred
in exchange for the like-kind property.
For application of the section 1060 allo-
cation rules to property which is not
part of the like-kind exchange, see
§1.1060-1(b), (c), and (d) Example 1 in
$1.338-6(b), to which reference is made by
$1.1060-1(c)(2).

[T.D. 8215, 53 FR 27044, July 18, 1988, as
amended by T.D. 8858, 65 FR 1237, Jan. 7, 2000;
T.D. 8940, 66 FR 9929, Feb. 13, 2001]

§1.1031(d)-2 Treatment of assumption
of liabilities.

For the purposes of section 1031(d),
the amount of any liabilities of the
taxpayer assumed by the other party
to the exchange (or of any liabilities to
which the property exchanged by the
taxpayer is subject) is to be treated as
money received by the taxpayer upon
the exchange, whether or not the as-
sumption resulted in a recognition of
gain or loss to the taxpayer under the
law applicable to the year in which the
exchange was made. The application of
this section may be illustrated by the
following examples:

Example 1. B, an individual, owns an apart-
ment house which has an adjusted basis in
his hands of $500,000, but which is subject to
a mortgage of $150,000. On September 1, 1954,
he transfers the apartment house to C, re-
ceiving in exchange therefor $50,000 in cash
and another apartment house with a fair
market value on that date of $600,000. The
transfer to C is made subject to the $150,000
mortgage. B realizes a gain of $300,000 on the
exchange, computed as follows:

Value of property received ..........ccccoevvviiiiinnnne $600,000
Cash . 50,000
Liabilities subject to which old property was
transferred ... 150,000
Total consideration received ............... 800,000
Less: Adjusted basis of property transferred ... 500,000
Gain realized .......ccccceveeveenieeieeiees 300,000
Under section 1031(b), $200,000 of the
$300,000 gain is recognized. The basis of
the apartment house acquired by B upon the
exchange is $500,000, computed as follows:
Adjusted basis of property transferred ........... 500,000
Less: Amount of money re-
ceived:
(02T RN $50,000
Amount of liabilities subject
to which property was
transferred ......ccccccovvenenne 150,000
200,000
Difference 300,000
Plus: Amount of gain r
change ........ 200,000
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Basis of property acquired upon the

exchange 500,000

Example 2. (a) D, an individual, owns an
apartment house. On December 1, 1955, the
apartment house owned by D has an adjusted
basis in his hands of $100,000, a fair market
value of $220,000, but is subject to a mortgage
of $80,000. E, an individual, also owns an
apartment house. On December 1, 1955, the
apartment house owned by E has an adjusted
basis of $175,000, a fair market value of
$250,000, but is subject to a mortgage of
$150,000. On December 1, 1955, D transfers his
apartment house to E, receiving in exchange
therefore $40,000 in cash and the apartment
house owned by E. Each apartment house is
transferred subject to the mortgage on it.

(b) D realizes a gain of $120,000 on the ex-
change, computed as follows:

Value of property received ............  coceeeiieenns $250,000
Cash 40,000
Liabilities subject to whlch old property was
transferred . . 80,000
Total consideration received ................. 370,000
Less:
Adjusted basis of property
transferred .........ccoovceennenes $100,000
Liabilities to which new prop-
erty is subject .........ccceeenenen 150,000
250,000
Gain realized ..o i 120,000

For purposes of section 1031(b), the amount
of other property or money received by D is
$40,000. (Consideration received by D in the
form of a transfer subject to a liability of
$80,000 is offset by consideration given in the
form of a receipt of property subject to a
$150,000 liability. Thus, only the consider-
ation received in the form of cash, $40,000, is
treated as other property or money for pur-
poses of section 1031(b).) Accordingly, under
section 1031(b), $40,000 of the $120,000 gain is
recognized. The basis of the apartment house
acquired by D is $170,000, computed as fol-
lows:
Adjusted basis of property trans-

ferred
Liabilities to which new property is

subject

$100,000

150,000

250,000
Less:

Amount of

money re-

ceived:

Cash .......
Amount of li-
abilities
subject to

which
property
was trans-
ferred

$40,000

120,000

Difference ........cccocoeoiiviiiiiininas

130,000
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Plus: Amount of gain recognized

upon the exchange ........cccccceeeene 40,000
Basis of property acquired upon
the exchange 170,000

(c) E realizes a gain of $75,000 on the ex-
change, computed as follows:
Value of property received
Liabilities subject to which old prop-
erty was transferred .

$220,000

150,000

Total consideration received
Less:
Adjusted
basis of
property
trans-
ferred ..
Cash
Liabilities
to which
new
property
is sub-
ject

370,000

$175,000
40,000

295,000

Gain realized 75,000

For purposes of section 1031(b), the amount
of other property or money received by E is
$30,000. (Consideration received by E in the
form of a transfer subject to a liability of
$150,000 is offset by consideration given in
the form of a receipt of property subject to
an $80,000 liability and by the $40,000 cash
paid by E. Although consideration received
in the form of cash or other property is not
offset by consideration given in the form of
an assumption of liabilities or a receipt of
property subject to a liability, consideration
given in the form of cash or other property
is offset against consideration received in
the form of an assumption of liabilities or a
transfer of property subject to a liability.)
Accordingly, under section 1031(b), $30,000 of
the $75,000 gain is recognized. The basis of
the apartment house acquired by E is
$175,000, computed as follows:
Adjusted basis of property trans-

ferred
Cash .
Liabilities to whlch new property is

subject

$175,000
40,000

80,000

............................................ 295,000
Amount of

money re-

ceived:

Amount of

liabilities

subject to

which

property

was trans-

ferred

$150,000
150,000

Difference
Plus: Amount of gain recognized
upon the exchange

145,000

30,000
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Basis of property acquired upon

the exchange 175,000

§1.1031(e)-1 Exchange of livestock of
different sexes.

Section 1031(e) provides that live-
stock of different sexes are not prop-
erty of like kind. Section 1031(e) and
this section are applicable to taxable
years to which the Internal Revenue
Code of 1954 applies.

[T.D. 7141, 36 FR 18792, Sept. 22, 1971]

§1.1031(j)-1 Exchanges
properties.

(a) Introduction—(1) Overview. As a
general rule, the application of section
1031 requires a property-by-property
comparison for computing the gain rec-
ognized and basis of property received
in a like-kind exchange. This section
provides an exception to this general
rule in the case of an exchange of mul-
tiple properties. An exchange is an ex-
change of multiple properties if, under
paragraph (b)(2) of this section, more
than one exchange group is created. In
addition, an exchange is an exchange of
multiple properties if only one ex-
change group is created but there is
more than one property being trans-
ferred or received within that exchange
group. Paragraph (b) of this section
provides rules for computing the
amount of gain recognized in an ex-
change of multiple properties quali-
fying for nonrecognition of gain or loss
under section 1031. Paragraph (c) of
this section provides rules for com-
puting the basis of properties received
in an exchange of multiple properties
qualifying for nonrecognition of gain
or loss under section 1031.

(2) General approach. (i) In general,
the amount of gain recognized in an ex-
change of multiple properties is com-
puted by first separating the properties
transferred and the properties received
by the taxpayer in the exchange into
exchange groups in the manner de-
scribed in paragraph (b)(2) of this sec-
tion. The separation of the properties
transferred and the properties received
in the exchange into exchange groups
involves matching up properties of a
like kind of like class to the extent
possible. Next, all liabilities assumed
by the taxpayer as part of the trans-
action are offset by all liabilities of

of multiple
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which the taxpayer is relieved as part
of the transaction, with the excess li-
abilities assumed or relieved allocated
in accordance with paragraph (b)(2)(ii)
of this section. Then, the rules of sec-
tion 1031 and the regulations there-
under are applied separately to each
exchange group to determine the
amount of gain recognized in the ex-
change. See §§1.1031(b)-1 and 1.1031(c)-1.
Finally, the rules of section 1031 and
the regulations thereunder are applied
separately to each exchange group to
determine the basis of the properties
received in the exchange. See
§§1.1031(d)-1 and 1.1031(d)-2.

(ii) For purposes of this section, the
exchanges are assumed to be made at
arms’ length, so that the aggregate fair
market value of the property received
in the exchange equals the aggregate
fair market value of the property
transferred. Thus, the amount realized
with respect to the properties trans-
ferred in each exchange group is as-
sumed to equal their aggregate fair
market value.

(b) Computation of gain recognized—i(1)
In general. In computing the amount of
gain recognized in an exchange of mul-
tiple properties, the fair market value
must be determined for each property
transferred and for each property re-
ceived by the taxpayer in the exchange.
In addition, the adjusted basis must be
determined for each property trans-
ferred by the taxpayer in the exchange.

(2) Exchange groups and residual
group. The properties transferred and
the properties received by the taxpayer
in the exchange are separated into ex-
change groups and a residual group to
the extent provided in this paragraph
(0)(2).

(i) Exchange groups. Each exchange
group consists of the properties trans-
ferred and received in the exchange, all
of which are of a like kind or like class.
If a property could be included in more
than one exchange group, the taxpayer
may include the property in any of
those exchange groups. Property eligi-
ble for inclusion within an exchange
group does not include money or prop-
erty described in section 1031(a)(2) (i.e.,
stock in trade or other property held
primarily for sale, stocks, bonds, notes,
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other securities or evidences of indebt-
edness or interest, interests in a part-
nership, certificates of trust or bene-
ficial interests, or choses in action).
For example, an exchange group may
consist of all exchanged properties that
are within the same General Asset
Class or within the same Product Class
(as defined in §1.1031(a)-2(b)). Each ex-
change group must consist of at least
one property transferred and at least
one property received in the exchange.

(ii) Treatment of liabilities. (A) All 1li-
abilities assumed by the taxpayer as
part of the exchange are offset against
all liabilities of which the taxpayer is
relieved as part of the exchange, re-
gardless of whether the liabilities are
recourse or nonrecourse and regardless
of whether the liabilities are secured
by or otherwise relate to specific prop-
erty transferred or received as part of
the exchange. See §§1.1031 (b)-1(c) and
1.1031(d)-2. For purposes of this section,
liabilities assumed by the taxpayer as
part of the exchange consist of liabil-
ities of the other party to the exchange
assumed by the taxpayer and liabilities
subject to which the other party’s
property is transferred in the ex-
change. Similarly, liabilities of which
the taxpayer is relieved as part of the
exchange consist of liabilities of the
taxpayer assumed by the other party
to the exchange and liabilities subject
to which the taxpayer’s property is
transferred.

(B) If there are excess liabilities as-
sumed by the taxpayer as part of the
exchange (i.e., the amount of liabilities
assumed by the taxpayer exceeds the
amount of liabilities of which the tax-
payer is relieved), the excess is allo-
cated among the exchange groups (but
not to the residual group) in proportion
to the aggregate fair market value of
the properties received by the taxpayer
in the exchange groups. The amount of
excess liabilities assumed by the tax-
payer that are allocated to each ex-
change group may not exceed the ag-
gregate fair market value of the prop-
erties received in the exchange group.

(C) If there are excess liabilities of
which the taxpayer is relieved as part
of the exchange (i.e., the amount of li-
abilities of which the taxpayer is re-
lieved exceeds the amount of liabilities
assumed by the taxpayer), the excess is
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treated as a Class I asset for purposes
of making allocations to the residual
group under paragraph (b)(2)(iii) of this
section.

(D) Paragraphs (b)(2)(ii) (A), (B), and
(C) of this section are applied in the
same manner even if section 1031 and
this section apply to only a portion of
a larger transaction (such as a trans-
action described in section 1060(c) and
§1.1060-1T(b)). In that event, the
amount of excess liabilities assumed by
the taxpayer or the amount of excess
liabilities of which the taxpayer is re-
lieved is determined based on all liabil-
ities assumed by the taxpayer and all
liabilities of which the taxpayer is re-
lieve as part of the larger transaction.

(iii) Residual group. If the aggregate
fair market wvalue of the properties
transferred in all of the exchange
groups differs from the aggregate fair
market value of the properties received
in all of the exchange groups (taking li-
abilities into account in the manner
described in paragraph (b)(2)(ii) of this
section), a residual group is created.
The residual group consists of an
amount of money or other property
having an aggregate fair market value
equal to that difference. The residual
group consists of either money or other
property transferred in the exchange or
money or other property received in
the exchange, but not both. For this
purpose, other property includes prop-
erty described in section 1031(a)(2) (i.e.,
stock in trade or other property held
primarily for sale, stocks, bonds, notes,
other securities or evidences of indebt-
edness or interest, interests in a part-
nership, certificates of trust or bene-
ficial interests, or choses in action),
property transferred that is not of a
like kind or like class with any prop-
erty received, and property received
that is not of a like kind or like class
with any property transferred. The
money and properties that are allo-
cated to the residual group are consid-
ered to come from the following assets
in the following order: first from Class
I assets, then from Class IT assets, then
from Class III assets, and then from
Class IV assets. The terms Class I as-
sets, Class II assets, Class III assets,
and Class IV assets have the same
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meanings as in §1.338-6(b), to which ref-
erence is made by §1.1060-1(c)(2). With-
in each Class, taxpayers may choose
which properties are allocated to the
residual group.

(iv) Exchange group surplus and defi-
ciency. For each of the exchange groups
described in this section, an ‘‘exchange
group surplus’ or ‘‘exchange group de-
ficiency,” if any, must be determined.
An exchange group surplus is the ex-
cess of the aggregate fair market value
of the properties received (less the
amount of any excess liabilities as-
sumed by the taxpayer that are allo-
cated to that exchange group), in an
exchange group over the aggregate fair
market value of the properties trans-
ferred in that exchange group. An ex-
change group deficiency is the excess
of the aggregate fair market value of
the properties transferred in an ex-
change group over the aggregate fair
market value of the properties received
(less the amount of any excess liabil-
ities assumed by the taxpayer that are
allocated to that exchange group) in
that exchange group.

(3) Amount of gain recognized. (i) For
purposes of this section, the amount of
gain or loss realized with respect to
each exchange group and the residual
group is the difference between the ag-
gregate fair market value of the prop-
erties transferred in that exchange
group or residual group and the prop-
erties’ aggregate adjusted basis. The
gain realized with respect to each ex-
change group is recognized to the ex-
tent of the lesser of the gain realized
and the amount of the exchange group
deficiency, if any. Losses realized with
respect to an exchange group are not
recognized. See section 1031 (a) and (c).
The total amount of gain recognized
under section 1031 in the exchange is
the sum of the amount of gain recog-
nized with respect to each exchange
group. With respect to the residual
group, the gain or loss realized (as de-
termined under this section) is recog-
nized as provided in section 1001 or
other applicable provision of the Code.

(ii) The amount of gain or loss real-
ized and recognized with respect to
properties transferred by the taxpayer
that are not within any exchange group
or the residual group is determined
under section 1001 and other applicable
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provisions of the Code, with proper ad-
justments made for all liabilities not
allocated to the exchange groups or the
residual group.

(c) Computation of basis
received. In an exchange
properties qualifying for nonrecogni-
tion of gain or loss under section 1031
and this section, the aggregate basis of
properties received in each of the ex-
change groups is the aggregate ad-
justed basis of the properties trans-
ferred by the taxpayer within that ex-
change group, increased by the amount
of gain recognized by the taxpayer with
respect to that exchange group, in-
creased by the amount of the exchange
group surplus or decreased by the
amount of the exchange group defi-
ciency, and increased by the amount, if
any, of excess liabilities assumed by
the taxpayer that are allocated to that
exchange group. The resulting aggre-
gate basis of each exchange group is al-
located proportionately to each prop-
erty received in the exchange group in
accordance with its fair market value.
The basis of each property received
within the residual group (other than
money) is equal to its fair market
value.

(d) Examples. The application of this
section may be illustrated by the fol-
lowing examples:

of properties
of multiple

Example 1. (i) K exchanges computer A
(asset class 00.12) and automobile A (asset
class 00.22), both of which were held by K for
productive use in its business, with W for
printer B (asset class 00.12) and automobile B
(asset class 00.22), both of which will be held
by K for productive use in its business. K’s
adjusted basis and the fair market value of
the exchanged properties are as follows:

. : Fair market
Adjusted basis value
Computer A $375 $1,000
Automobile A 1,500 4,000
Printer B ...... 2,050
Automobile B .........c..ccee. 2,950

(ii) Under paragraph (b)(2) of this section,
the properties exchanged are separated into
exchange groups as follows:

(A) The first exchange group consists of
computer A and printer B (both are within
the same General Asset Class) and, as to K,
has an exchange group surplus of $1050 be-
cause the fair market value of printer B
($2050) exceeds the fair market value of com-
puter A ($1000) by that amount.
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(B) The second exchange group consists of
automobile A and automobile B (both are
within the same General Asset Class) and, as
to K, has an exchange group deficiency of
$1050 because the fair market value of auto-
mobile A ($4000) exceeds the fair market
value of automobile B ($2950) by that
amount.

(iii) K recognizes gain on the exchange as
follows:

(A) With respect to the first exchange
group, the amount of gain realized is the ex-
cess of the fair market value of computer A
($1000) over its adjusted basis ($375), or $625.
The amount of gain recognized is the lesser
of the gain realized ($625) and the exchange
group deficiency ($0), or $0.

(B) With respect to the second exchange
group, the amount of gain realized is the ex-
cess of the fair market value of automobile A
($4000) over its adjusted basis ($1500), or $2500.
The amount of gain recognized is the lesser
of the gain realized ($2500) and the exchange
group deficiency ($1050), or $1050.

(iv) The total amount of gain recognized by
K in the exchange is the sum of the gains
recognized with respect to both exchange
groups ($0 + $1050), or $1050.

(v) The bases of the property received by K
in the exchange, printer B and automobile B,
are determined in the following manner:

(A) The basis of the property received in
the first exchange group is the adjusted basis
of the property transferred within the ex-
change group ($375), increased by the amount
of gain recognized with respect to that ex-
change group ($0), increased by the amount
of the exchange group surplus ($1050), and in-
creased by the amount of excess liabilities
assumed allocated to that exchange group
(30), or $1425. Because printer B was the only
property received within the first exchange
group, the entire basis of $1425 is allocated to
printer B.

(B) The basis of the property received in
the second exchange group is the adjusted
basis of the property transferred within that
exchange group ($1500), increased by the
amount of gain recognized with respect to
that exchange group ($1050), decreased by the
amount of the exchange group deficiency
(81050), and increased by the amount of ex-
cess liabilities assumed allocated to that ex-
change group ($0), or $1500. Because auto-
mobile B was the only property received
within the second exchange group, the entire
basis of $1500 is allocated to automobile B.

Example 2. (i) F exchanges computer A
(asset class 00.12) and automobile A (asset
class 00.22), both of which were held by F for
productive use in its business, with G for
printer B (asset class 00.12) and automobile B
(asset class 00.22), both of which will be held
by F for productive use in its business, and
corporate stock and $500 cash. The adjusted
basis and fair market value of the properties
are as follows:
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Adjusted basis Fal\rlarﬂjaerket
Computer A $375 $1,000
Automobile A 3,500 4,000
Printer B ...... . 800
Automobile B ... 2,950
Corporate stock 750
Cash 500

(ii) Under paragraph (b)(2) of this section,
the properties exchanged are separated into
exchange groups as follows:

(A) The first exchange group consists of
computer A and printer B (both are within
the same General Asset Class) and, as to F,
has an exchange group deficiency of $200 be-
cause the fair market value of computer A
($1000) exceeds the fair market value of
printer B ($800) by that amount.

(B) The second exchange group consists of
automobile A and automobile B (both are
within the same General Asset Class) and, as
to F, has an exchange group deficiency of
$1050 because the fair market value of auto-
mobile A ($4000) exceeds the fair market
value of automobile B ($2950) by that
amount.

(C) Because the aggregate fair market
value of the properties transferred by F in
the exchange groups ($5,000) exceeds the ag-
gregate fair market value of the properties
received by F in the exchange groups ($3750)
by $1250, there is a residual group in that
amount consisting of the $500 cash and the
$750 worth of corporate stock.

(iii) F recognizes gain on the exchange as
follows:

(A) With respect to the first exchange
group, the amount of gain realized is the ex-
cess of the fair market value of computer A
($1000) over its adjusted basis ($375), or $625.
The amount of gain recognized is the lesser
of the gain realized ($625) and the exchange
group deficiency ($200), or $200.

(B) With respect to the second exchange
group, the amount of gain realized is the ex-
cess of the fair market value of automobile A
($4000) over its adjusted basis ($3500), or $500.
The amount of gain recognized is the lesser
of the gain realized ($500) and the exchange
group deficiency ($1050), or $500.

(C) No property transferred by F was allo-
cated to the residual group. Therefore, F
does not recognize gain or loss with respect
to the residual group.

(iv) The total amount of gain recognized by
F in the exchange is the sum of the gains
recognized with respect to both exchange
groups ($200 + $500), or $700.

(v) The bases of the properties received by
F in the exchange (printer B, automobile B,
and the corporate stock) are determined in
the following manner:

(A) The basis of the property received in
the first exchange group is the adjusted basis
of the property transferred within that ex-
change group ($375), increased by the amount
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of gain recognized with respect to that ex-
change group ($200), decreased by the amount
of the exchange group deficiency ($200), and
increased by the amount of excess liabilities
assumed allocated to that exchange group
($0), or $375. Because printer B was the only
property received within the first exchange
group, the entire basis of $375 is allocated to
printer B.

(B) The basis of the property received in
the second exchange group is the adjusted
basis of the property transferred within that
exchange group ($3500), increased by the
amount of gain recognized with respect to
that exchange group ($500), decreased by the
amount of the exchange group deficiency
($1050), and increased by the amount of ex-
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cess liabilites assumed allocated to that ex-
change group ($0), or $2950. Because auto-
mobile B was the only property received
within the second exchange group, the entire
basis of $2950 is allocated to automobile B.

(C) The basis of the property received with-
in the residual group (the corporate stock) is
equal to its fair market value or $750. Cash of
$500 is also received within the residual
group.

Example 3. (i) J and H enter into an ex-
change of the following properties. All of the
property (except for the inventory) trans-
ferred by J was held for productive use in J’s
business. All of the property received by J
will be held by J for productive use in its
business.

J Transfers: H Transfers:
Adjusted Fair market Fair market
Property basis value Praperty value

Computer A $1,500 $5,000 | Computer Z .. $4,500
Computer B . 500 3,000 | Printer Y ....... 2,500
Printer C ...... 2,000 1,500 | Real Estate X 1,000
Real Estate D . 1,200 2,000 | Real Estate W .. 4,000
Real Estate E .. 0 1,800 | Grader V .......... 2,000
Scraper F ... 3,300 2,500 | Truck T 1,700
Inventory 1,000 1,700 | Cash 1,800
Total .o 9,500 17,500 17,500

(ii) Under paragraph (b)(2) of this section,
the properties exchanged are separated into
exchange groups as follows:

(A) The first exchange group consists of
computer A, computer B, printer C, com-
puter Z, and printer Y (all are within the
same General Asset Class) and, as to J, has
an exchange group deficiency of $2500 (($5000
+ $3000 + $1500) — ($4500 + $2500)).

(B) The second exchange group consists of
real estate D, E, X and W (all are of a like
kind) and, as to J, has an exchange group
surplus of $1200 (($1000 + $4000) — ($2000 +
$1800)).

(C) The third exchange group consists of
scraper F and grader V (both are within the
same Product Class (NAICS code 333120)) and,
as to J, has an exchange group deficiency of
$500 ($2500 — $2000).

(D) Because the aggregate fair market
value of the properties transferred by J in
the exchange groups ($15,800) exceeds the ag-
gregate fair market value of the properties
received by J in the exchange groups ($14,000)
by $1800, there is a residual group in that
amount consisting of the $1800 cash (a Class
I asset).

(E) The transaction also includes a taxable
exchange of inventory (which is property de-
scribed in section 1031 (a)(2)) for truck T
(which is not of a like kind or like class to
any property transferred in the exchange).

(iii) J recognizes gain on the transaction as
follows:
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(A) With respect to the first exchange
group, the amount of gain realized is the ex-
cess of the aggregate fair market value of
the properties transferred in the exchange
group ($9500) over the aggregate adjusted
basis ($4000), or $5500. The amount of gain
recognized is the lesser of the gain realized
($5500) and the exchange group deficiency
($2500), or $2500.

(B) With respect to the second exchange
group, the amount of gain realized is the ex-
cess of the aggregate fair market value of
the properties transferred in the exchange
group ($3800) over the aggregate adjusted
basis ($1200), or $2600. The amount of gain
recognized is the lesser of the gain realized
($2600) and the exchange group deficiency
($0), or $0.

(C) With respect to the third exchange
group, a loss is realized in the amount of $800
because the fair market value of the prop-
erty transferred in the exchange group
($2500) is less than its adjusted basis ($3300).
Although a loss of $800 was realized, under
section 1031 (a) and (c) losses are not recog-
nized.

(D) No property transferred by J was allo-
cated to the residual group. Therefore, J
does not recognize gain or loss with respect
to the residual group.

(E) With respect to the taxable exchange of
inventory for truck T, gain of $700 is realized
and recognized by J (amount realized of $1700



§1.1031(j)-1

(the fair market value of truck T) less the
adjusted basis of the inventory ($1000)).

(iv) The total amount of gain recognized by
J in the transaction is the sum of the gains
recognized under section 1031 with respect to
each exchange group ($2500 + $0 + $0) and any
gain recognized outside of section 1031 ($700),
or $3200.

(v) The bases of the property received by J
in the exchange are determined in the fol-
lowing manner:

(A) The aggregate basis of the properties
received in the first exchange group is the
adjusted basis of the properties transferred
within that exchange group ($4000), increased
by the amount of gain recognized with re-
spect to that exchange group ($2500), de-
creased by the amount of the exchange group
deficiency ($2500), and increased by the
amount of excess liabilities assumed allo-
cated to that exchange group ($0), or $4000.
This $4000 of basis is allocated proportion-
ately among the assets received within the
first exchange group in accordance with
their fair market values: Computer Z’s basis
is $2571 (84000 x $4500/$7000); printer Y’s basis
is $1429 ($4000 x $2500/$7000).

(B) The aggregate basis of the properties
received in the second exchange group is the
adjusted basis of the properties transferred
within that exchange group ($1200), increased
by the amount of gain recognized with re-
spect to that exchange group ($0), increased
by the amount of the exchange group surplus
($1200), and increased by the amount of ex-
cess liabilities assumed allocated to that ex-
change group ($0), or $2400. This $2400 of basis
is allocated proportionately among the as-
sets received within the second exchange
group in accordance with their fair market
values: Real estate X’s basis is $480 ($2400 x
$1000/$5000); real estate W’s basis is $1920
($2400 x $4000/$5000).

(c) The basis of the property received in
the third exchange group is the adjusted
basis of the property transferred within that
exchange group ($3300), increased by the
amount of gain recognized with respect to
that exchange group ($0), decreased by the
amount of the exchange group deficiency
($500), and increased by the amount of excess
liabilities assumed allocated to that ex-
change group ($0), or $2800. Because grader V
was the only property received within the
third exchange group, the entire basis of
$2800 is allocated to grader V.

(D) Cash of $1800 is received within the re-
sidual group.

(E) The basis of the property received in
the taxable exchange (truck T) is equal to its
cost of $1700.

Example 4. (i) B exchanges computer A
(asset class 00.12), automobile A (asset class
00.22) and truck A (asset class 00.241), with C
for computer R (asset class 00.12), auto-
mobile R (asset class 00.22), truck R (asset
class 00.241) and $400 cash. All properties
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transferred by either B or C were held for
productive use in the respective transferor’s
business. Similarly, all properties to be re-
ceived by either B or C will be held for pro-
ductive use in the respective recipient’s busi-
ness. Automobile A, automobile R and truck
R are each secured by a nonrecourse liability
and are transferred subject to such liability.
The adjusted basis, fair market value, and 1i-
ability secured by each property, if any, are
as follows:

Poase” | ketvalae | Liabiity

B transfers:

Computer A ......cccue.. $800 $1,500 $0

Automobile A .. 900 2,500 500

Truck A 700 2,000 0
C transfers:

Computer R ... 1,100 1,600 0

Automobile R .. 2,100 3,100 750

Truck R ... 600 1,400 250

Cash ... | s 400 | s

(ii) The tax treatment to B is as follows:

(A)(I) The first exchange group consists of
computers A and R (both are within the
same General Asset Class).

(2) The second exchange group consists of
automobiles A and R (both are within the
same General Asset Class).

(3) The third exchange group consists of
trucks A and R (both are in the same Gen-
eral Asset Class).

(B) Under paragraph (b)(2)(ii) of this sec-
tion, all liabilities assumed by B ($1000) are
offset by all liabilities of which B is relieved
($500), resulting in excess liabilities assumed
of $500. The excess liabilities assumed of $500
is allocated among the exchange groups in
proportion to the fair market value of the
properties received by B in the exchange
groups as follows:

(1) $131 of excess liabilities assumed ($500 x
$1600/$6100) is allocated to the first exchange
group. The first exchange group has an ex-
change group deficiency of $31 because the
fair market value of computer A ($1500) ex-
ceeds the fair market value of computer R
less the excess liabilities assumed allocated
to the exchange group ($1600-$131) by that
amount.

(2) $254 of excess liabilities assumed ($500 x
$3100/$6100) is allocated to the second ex-
change group. The second exchange group
has an exchange group surplus of $346 be-
cause the fair market value of automobile R
less the excess liabilities assumed allocated
to the exchange group ($3100-$254) exceeds
the fair market value of automobile A ($2500)
by that amount.

(3) $115 of excess liabilities assumed ($500 x
$1400/$6100) is allocated to the third exchange
group. The third exchange group has an ex-
change group deficiency of $715 because the
fair market value of truck A ($2000) exceeds
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the fair market value of truck R less the ex-
cess liabilities assumed allocated to the ex-
change group ($1400-$115) by that amount.

(4) The difference between the aggregate
fair market value of the properties trans-
ferred in all of the exchange groups, $6000,
and the aggregate fair market value of the
properties received in all of the exchange
groups (taking excess liabilities assumed
into account), $5600, is $400. Therefore there
is a residual group in that amount consisting
of $400 cash received.

(C) B recognizes gain on the exchange as
follows:

(I) With respect to the first exchange
group, the amount of gain realized is the ex-
cess of the fair market value of computer A
($1500) over its adjusted basis ($800), or $700.
The amount of gain recognized is the lesser
of the gain realized ($700) and the exchange
group deficiency ($31), or $31.

(2) With respect to the second exchange
group, the amount of gain realized is the ex-
cess of the fair market value of automobile A
($2500) over its adjusted basis ($900), or $1600.

The amount of gain recognized is the lesser
of the gain realized ($1600) and the exchange
group deficiency ($0), or $0.

(3) With respect to the third exchange
group, the amount of gain realized is the ex-
cess of the fair market value of truck A
($2000) over its adjusted basis ($700), or $1300.
The amount of gain recognized is the lesser
of gain realized ($1300) and the exchange
group deficiency ($715), or $715.

(4) No property transferred by B was allo-
cated to the residual group. Therefore, B
does not recognize gain or loss with respect
to the residual group.

(D) The total amount of gain recognized by
B in the exchange is the sum of the gains
recognized under section 1031 with respect to
each exchange group ($31 + $0 +$715), or $746.

(E) the bases of the property received by B
in the exchange (computer R, automobile R,
and truck R) are determined in the following
manner:

(I) The basis of the property received in
the first exchange group is the adjusted basis
of the property transferred within that ex-
change group ($800), increased by the amount
of gain recognized with respect to that ex-
change group ($31), decreased by the amount
of the exchange group deficiency ($31), and
increased by the amount of excess liabilities
assumed allocated to that exchange group
($131), or $931. Because computer R was the
only property received within the first ex-
change group, the entire basis of $931 is allo-
cated to computer R.

(2) The basis of the property received in
the second exchange group is the adjusted
basis of the property transferred within that
exchange group ($900), increased by the
amount of gain recognized with respect to
that exchange group ($0), increased by the
amount of the exchange group surplus ($346),
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and increased by the amount of excess liabil-
ities assumed allocated to that exchange
group ($2564), or $1500. Because automobile R
was the only property received within the
second exchange group, the entire basis of
$1500 is allocated to automobile R.

(3) The basis of the property received in
the third exchange group is the adjusted
basis of the property transferred within that
exchange group (8$700), increased by the
amount of gain recognized with respect to
that exchange group ($715), decreased by the
amount of the exchange group deficiency
($715), and increased by the amount of excess
liabilities assumed allocated to that ex-
change group ($115), or $815. Because truck R
was the only property received within the
third exchange group, the entire basis of $815
is allocated to truck R.

(F) Cash of $400 is also received by B.

(iii) The tax treatment to C is as follows:

(A) (I) The first exchange group consists of
computers R and A (both are within the
same General Asset Class).

(2) The second exchange group consists of
automobiles R and A (both are within the
same General Asset Class).

(3) The third exchange group consists of
trucks R and A (both are in the same Gen-
eral Asset Class).

(B) Under paragraph (b)(2)(ii) of this sec-
tion, all liabilities of which C is relieved
($1000) are offset by all liabilities assumed by
C ($500), resulting in excess liabilities re-
lieved of $500. This excess liabilities relieved
is treated as cash received by C.

(I) The first exchange group has an ex-
change group deficiency of $100 because the
fair market value of computer R ($1600) ex-
ceeds the fair market value of computer A
($1500) by that amount.

(2) The second exchange group has an ex-
change group deficiency of $600 because the
fair market value of automobile R ($3100) ex-
ceeds the fair market value of automobile A
($2500) by that amount.

(3) The third exchange group has an ex-
change group surplus of $600 because the fair
market value of truck A ($2000) exceeds the
fair market value of truck R ($1400) by that
amount.

(4) The difference between the aggregate
fair market value of the properties trans-
ferred by C in all of the exchange groups,
$6100, and the aggregate fair market value of
the properties received by C in all of the ex-
change groups, $6000, is $100. Therefore, there
is a residual group in that amount, con-
sisting of excess liabilities relieved of $100,
which is treated as cash received by C.

(5) The $400 cash paid by C and $400 of the
excess liabilities relieved which is treated as
cash received by C are not within the ex-
change groups of the residual group.

(C) C recognizes gain on the exchange as
follows:
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(I) With respect to the first exchange
group, the amount of gain realized is the ex-
cess of the fair market value of computer R
($1600) over its adjusted basis ($1100), or $500.
The amount of gain recognized is the lesser
of the gain realized ($500) and the exchange
group deficiency ($100), or $100.

(2) With respect to the second exchange
group, the amount of gain realized is the ex-
cess of the fair market value of automobile R
($3100) over its adjusted basis ($2100), or $1000.
The amount of gain recognized is the lesser
of the gain realized ($1000) and the exchange
group deficiency ($600), or $600.

(3) With respect to the third exchange
group, the amount of gain realized is the ex-
cess of the fair market value of truck R
($1400) over its adjusted basis ($600), or $800.
The amount of gain recognized is the lesser
of gain realized ($800) and the exchange
group deficiency ($0), or $0.

(4) No property transferred by C was allo-
cated to the residual group. Therefore, C
does not recognize any gain with respect to
the residual group.

(D) The total amount of gain recognized by
C in the exchange is the sum of the gains
recognized under section 1031 with respect to
each exchange group ($100+$600+30), or $700.

(E) The bases of the properties received by
C in the exchange (computer A, automobile
A, and truck A) are determined in the fol-
lowing manner:

(I) The basis of the property received in
the first exchange group is the adjusted basis
of the property transferred within that ex-
change group ($1100), increased by the
amount of gain recognized with respect to
that exchange group ($100), decreased by the
amount of the exchange group deficiency
($100), and increased by the amount of excess
liabilities assumed allocated to that ex-
change group ($0), or $1100. Because com-
puter A was the only property received with-
in the first exchange group, the entire basis
of $1100 is allocated to computer A.

(2) The basis of the property received in
the second exchange group is the adjusted
basis of the property transferred within that
exchange group (8$2100), increased by the
amount of gain recognized with respect to
that exchange group ($600), decreased by the
amount of the exchange group deficiency
($600), and increased by the amount of excess
liabilities assumed allocated to that ex-
change group ($0), or $2100. Because auto-
mobile A was the only property received
within the second exchange group, the entire
basis of $2100 is allocated to automobile A.

(3) The basis of the property received in
the third exchange group is the adjusted
basis of the property transferred within that
exchange group ($600), increased by the
amount of gain recognized with respect to
that exchange group ($0), increased by the
amount of the exchange group surplus ($600),
and increased by the amount of excess liabil-
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ities assumed allocated to that exchange
group ($0), or $1200. Because truck A was the
only property received within the third ex-
change group, the entire basis of $1200 is al-
located to truck A.

Example 5. (i) U exchanges real estate A,
real estate B, and grader A (NAICS code
333120) with V for real estate R and railroad
car R (General Asset Class 00.25). All prop-
erties transferred by either U or V were held
for productive use in the respective trans-
feror’s business. Similarly, all properties to
be received by either U or V will be held for
productive use in the respective recipient’s
business. Real estate R is secured by a re-
course liability and is transferred subject to
that liability. The adjusted basis, fair mar-
ket value, and liability secured by each prop-
erty, if any, are as follows:

U Transfers:
Real Estate A $2000 $5000
Real Estate B 8000 13,500
Grader A ........ 500 2000
V Transfers:
Real Estate R $20,000 $26,500 $7000
Railroad car R 1200 1000

(ii) The tax treatment to U is as follows:

(A) The exchange group consists of real es-
tate A, real estate B, and real estate R.

(B) Under paragraph (b)(2)(ii) of this sec-
tion, all liabilities assumed by U ($7000) are
excess liabilities assumed. The excess liabil-
ities assumed of $7000 is allocated to the ex-
change group.

(I) The exchange group has an exchange
group surplus of $1000 because the fair mar-
ket value of real estate R less the excess li-
abilities assumed allocated to the exchange
group ($26,500-$7000) exceeds the aggregate
fair market value of real estate A and B
($18,500) by that amount.

(2) The difference between the aggregate
fair market value of the properties received
in the exchange group (taking excess liabil-
ities assumed into account), $19,500, and the
aggregate fair market value of the properties
transferred in the exchange group, $18,500, is
$1000. Therefore, there is a residual group in
that amount consisting of $1000 (or 50 per-
cent of the fair market value) of grader A.

(3) The transaction also includes a taxable
exchange of the 50 percent portion of grader
A not allocated to the residual group (which
is not of a like kind or like class to any prop-
erty received by U in the exchange) for rail-
road car R (which is not of a like kind or like
class to any property transferred by U in the
exchange).

(C) U recognizes gain on the exchange as
follows:

(1) With respect to the exchange group, the
amount of the gain realized is the excess of
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the aggregate fair market value of real es-
tate A and B ($18,500) over the aggregate ad-
justed basis ($10,000), or $8500. The amount of
the gain recognized is the lesser of the gain
realized ($8500) and the exchange group defi-
ciency (80), or $0.

(2) With respect to the residual group, the
amount of gain realized and recognized is the
excess of the fair market value of the 50 per-
cent portion of grader A that is allocated to
the residual group ($1000) over its adjusted
basis ($250), or $750.

(3) With respect to the taxable exchange of
the 50 percent portion of grader A not allo-
cated to the residual group for railroad car
R, gain of $750 is realized and recognized by
U (amount realized of $1000 (the fair market
value of railroad car R) less the adjusted
basis of the 50 percent portion of grader A
not allocated to the residual group ($250)).

(D) The total amount of gain recognized by
U in the transaction is the sum of the gain
recognized under section 1031 with respect to
the exchange group ($0), any gain recognized
with respect to the residual group ($750), and
any gain recognized with respect to property
transferred that is not in the exchange group
or the residual group ($750), or $1500.

(E) The bases of the property received by U
in the exchange (real estate R and railroad
car R) are determined in the following man-
ner:

(I) The basis of the property received in
the exchange group is the aggregate adjusted
basis of the property transferred within that
exchange group ($10,000), increased by the
amount of gain recognized with respect to
that exchange group ($0), increased by the
amount of the exchange group surplus
($1000), and increased by the amount of ex-
cess liabilities assumed allocated to that ex-
change group ($7000), or $18,000. Because real
estate R is the only property received within
the exchange group, the entire basis of
$18,000 is allocated to real estate R.

(2) The basis of railroad car R is equal to
its cost of $1000.

(iii) The tax treatment to V is as follows:

(A) The exchange group consists of real es-
tate R, real estate A, and real estate B.

(B) Under paragraph (b)(2)(ii) of this sec-
tion, the liabilities of which V is relieved
(87000) results in excess liabilities relieved of
$7000 and is treated as cash received by V.

(I) The exchange group has an exchange
group deficiency of $8000 because the fair
market value of real estate R ($26,500) ex-
ceeds the aggregate fair market value of real
estate A and B ($18,500) by that amount.

(2) The difference between the aggregate
fair market value of the properties trans-
ferred by V in the exchange group, $26,500,
and the aggregate fair market value of the
properties received by V in the exchange
group, $18,500, is $8000. Therefore, there is a
residual group in that amount, consisting of
the excess liabilities relieved of $7000, which
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is treated as cash received by V, and $1000 (or
50 percent of the fair market value) of grader
A.

(3) The transaction also includes a taxable
exchange of railroad car R (which is not of a
like kind or like class to any property re-
ceived by V in the exchange) for the 50 per-
cent portion of grader A (which is not of a
like kind or like class to any property trans-
ferred by V in the exchange) not allocated to
the residual group.

(C) V recognizes gain on the exchange as
follows:

(1) With respect to the exchange group, the
amount of the gain realized is the excess of
the fair market value of real estate R
($26,500) over its adjusted basis ($20,000), or
$6500. The amount of the gain recognized is
the lesser of the gain realized ($6500) and the
exchange group deficiency ($8000), or $6500.

(2) No property transferred by V was allo-
cated to the residual group. Therefore, V
does not recognize gain or loss with respect
to the residual group.

(3) With respect to the taxable exchange of
railroad car R for the 50 percent portion of
grader A not allocated to the exchange group
or the residual group, a loss is realized and
recognized in the amount of $200 (the excess
of the $1200 adjusted basis of railroad car R
over the amount realized of $1000 (fair mar-
ket value of the 50 percent portion of grader
A)).
(D) The basis of the property received by V
in the exchange (real estate A, real estate B,
and grader A) are determined in the fol-
lowing manner:

(I) The basis of the property received in
the exchange group is the adjusted basis of
the property transferred within that ex-
change group ($20,000), increased by the
amount of gain recognized with respect to
that exchange group ($6500), and decreased
by the amount of the exchange group defi-
ciency ($8000), or $18,500. This $18,500 of basis
is allocated proportionately among the as-
sets received within the exchange group in
accordance with their fair market values:
real estate A’s basis is $5000 ($18,500 x $5000/
$18,500); real estate B’s basis is $13,500 ($18,500
x $13,500/$18,500).

(2) The basis of grader A is $2000.

(e) Effective date. Section 1.1031 (j)-1

is effective for exchanges occurring on
or after April 11, 1991.

[T.D. 8343, 56 FR 14855, Apr. 12, 1991, as
amended by T.D. 8858, 65 FR 1237, Jan. 7, 2000;
T.D. 8940, 66 FR 9929, Feb. 13, 2001; T.D. 9202,
70 FR 28820, May 19, 2005]

§1.1031(k)-1 Treatment of deferred ex-
changes.

(a) Owverview. This section provides

rules for the application of section 1031

and the regulations thereunder in the
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case of a ‘‘deferred exchange.’” For pur-
poses of section 1031 and this section, a
deferred exchange is defined as an ex-
change in which, pursuant to an agree-
ment, the taxpayer transfers property
held for productive use in a trade or
business or for investment (the ‘‘relin-
quished property’’) and subsequently
receives property to be held either for
productive use in a trade or business or
for investment (the ‘‘replacement prop-
erty’’). In the case of a deferred ex-
change, if the requirements set forth in
paragraphs (b), (c), and (d) of this sec-
tion (relating to identification and re-
ceipt of replacement property) are not
satisfied, the replacement property re-
ceived by the taxpayer will be treated
as property which is not of a like kind
to the relinquished property. In order
to constitute a deferred exchange, the
transaction must be an exchange (i.e.,
a transfer of property for property, as
distinguished from a transfer of prop-
erty for money). For example, a sale of
property followed by a purchase of
property of a like kind does not qualify
for nonrecognition of gain or loss under
section 1031 regardless of whether the
identification and receipt requirements
of section 1031(a)(3) and paragraphs (b),
(c), and (d) of this section are satisfied.
The transfer of relinquished property
in a deferred exchange is not within
the provisions of section 1031(a) if, as
part of the consideration, the taxpayer
receives money or property which does
not meet the requirements of section
1031(a), but the transfer, if otherwise
qualified, will be within the provisions
of either section 1031 (b) or (c). See
§1.1031(a)-1(a)(2). In addition, in the
case of a transfer of relinquished prop-
erty in a deferred exchange, gain or
loss may be recognized if the taxpayer

actually or constructively receives
money or property which does not
meet the requirements of section

1031(a) before the taxpayer actually re-
ceives like-kind replacement property.
If the taxpayer actually or construc-
tively receives money or property
which does not meet the requirements
of section 1031(a) in the full amount of
the consideration for the relinquished
property, the transaction will con-
stitute a sale, and not a deferred ex-
change, even though the taxpayer may
ultimately receive like-kind replace-
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ment property. For purposes of this
section, property which does not meet
the requirements of section 1031(a)
(whether by being described in section
1031(a)(2) or otherwise) is referred to as
“‘other property.” For rules regarding
actual and constructive receipt, and
safe harbors therefrom, see paragraphs
(f) and (g), respectively, of this section.
For rules regarding the determination
of gain or loss recognized and the basis
of property received in a deferred ex-
change, see paragraph (j) of this sec-
tion.

(b) Identification and receipt require-
ments—(1) In general. In the case of a
deferred exchange, any replacement
property received by the taxpayer will
be treated as property which is not of a
like kind to the relinquished property
if—

(i) The replacement property is not
‘“‘identified” before the end of the
‘“‘identification period,” or

(ii) The identified replacement prop-
erty is not received before the end of
the ‘‘exchange period.”

(2) Identification period and exchange
period. (i) The identification period be-
gins on the date the taxpayer transfers
the relinquished property and ends at
midnight on the 45th day thereafter.

(ii) The exchange period begins on
the date the taxpayer transfers the re-
linquished property and ends at mid-
night on the earlier of the 180th day
thereafter or the due date (including
extensions) for the taxpayer’s return of
the tax imposed by chapter 1 of sub-
title A of the Code for the taxable year
in which the transfer of the relin-
quished property occurs.

(iii) If, as part of the same deferred
exchange, the taxpayer transfers more
than one relinquished property and the
relinquished properties are transferred
on different dates, the identification
period and the exchange period are de-
termined by reference to the earliest
date on which any of the properties are
transferred.

(iv) For purposes of this paragraph
(b)(2), property is transferred when the
property is disposed of within the
meaning of section 1001(a).

(3) Example. This paragraph (b) may
be illustrated by the following exam-
ple.
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Example: (i) M is a corporation that files its
Federal income tax return on a calendar
yvear basis. M and C enter into an agreement
for an exchange of property that requires M
to transfer property X to C. Under the agree-
ment, M is to identify like-kind replacement
property which C is required to purchase and
to transfer to M. M transfers property X to
C on November 16, 1992.

(ii) The identification period ends at mid-
night on December 31, 1992, the day which is
45 days after the date of transfer of property
X. The exchange period ends at midnight on
March 15, 1993, the due date for M’s Federal
income tax return for the taxable year in
which M transferred property X. However, if
M is allowed the automatic six-month exten-
sion for filing its tax return, the exchange
period ends at midnight on May 15, 1993, the
day which is 180 days after the date of trans-
fer of property X.

(c) Identification of replacement prop-
erty before the end of the identification
period—(1) In general. For purposes of
paragraph (b)(1)(i) of this section (re-
lating to the identification require-
ment), replacement property is identi-
fied before the end of the identification
period only if the requirements of this
paragraph (c) are satisfied with respect
to the replacement property. However,
any replacement property that is re-
ceived by the taxpayer before the end
of the identification period will in all
events be treated as identified before
the end of the identification period.

(2) Manner of identifying replacement
property. Replacement property is iden-
tified only if it is designated as re-
placement property in a written docu-
ment signed by the taxpayer and hand
delivered, mailed, telecopied, or other-
wise sent before the end of the identi-
fication period to either—

(i) The person obligated to transfer
the replacement property to the tax-
payer (regardless of whether that per-
son is a disqualified person as defined
in paragraph (k) of this section); or

(ii) Any other person involved in the
exchange other than the taxpayer or a
disqualified person (as defined in para-
graph (k) of this section).

Examples of persons involved in the ex-
change include any of the parties to
the exchange, an intermediary, an es-
crow agent, and a title company. An
identification of replacement property
made in a written agreement for the
exchange of properties signed by all
parties thereto before the end of the
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identification period will be treated as
satisfying the requirements of this
paragraph (c)(2).

(3) Description of replacement property.
Replacement property is identified
only if it is unambiguously described in
the written document or agreement.
Real property generally is unambig-
uously described if it is described by a
legal description, street address, or dis-
tinguishable name (e.g., the Mayfair
Apartment Building). Personal prop-
erty generally is unambiguously de-
scribed if it is described by a specific
description of the particular type of
property. For example, a truck gen-
erally is unambigously described if it is
described by a specific make, model,
and year.

(4) Alternative and multiple properties.
(i) The taxpayer may identify more
than one replacement property. Re-
gardless of the number of relinguished
properties transferred by the taxpayer
as part of the same deferred exchange,
the maximum number of replacement
properties that the taxpayer may iden-
tify is—

(A) Three properties without regard
to the fair market values of the prop-
erties (the ‘‘3-property rule’’), or

(B) Any number of properties as long
as their aggregate fair market value as
of the end of the identification period
does not exceed 200 percent of the ag-
gregate fair market value of all the
relinguished properties as of the date
the relinguished properties were trans-
ferred by the taxpayer (the ‘‘200-per-
cent rule’’).

(ii) If, as of the end of the identifica-
tion period, the taxpayer has identified
more properties as replacement prop-
erties than permitted by paragraph
(c)(4)(i) of this section, the taxpayer is
treated as if no replacement property
had been identified. The preceding sen-
tence will not apply, however, and an
identification satisfying the require-
ments of paragraph (c¢)(4)(i) of this sec-
tion will be considered made, with re-
spect to—

(A) Any replacement property re-
ceived by the taxpayer before the end
of the identification period, and

(B) Any replacement property identi-
fied before the end of the identification
period and received before the end of
the exchange period, but only if the
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taxpayer receives before the end of the
exchange period identified replacement
property the fair market vlaue of
which is at least 95 percent of the ag-
gregate fair market value of all identi-
fied replacement properties (the ¢‘95-
percent rule’’).

For this purpose, the fair market value
of each identified replacement property
is determined as of the earlier of the
date the property is received by the
taxpayer or the last day of the ex-
change period.

(iii) For purposes of applying the 3-
property rule, the 200-percent rule, and
the 95-percent rule, all identifications
of replacement property, other than
identifications of replacement property
that have been revoked in the manner
provided in paragraph (c)(6) of this sec-
tion, are taken into account. For ex-
ample, if, in a deferred exchange, B
transfers property X with a fair market
value of $100,000 to C and B receives
like-kind property Y with a fair mar-
ket value of $50,000 before the end of
the identification period, under para-
graph (c)(1) of this section, property Y
is treated as identified by reason of
being received before the end of the
identification period. Thus, under para-
graph (c)(4)(i) of this section, B may
identify either two additional replace-
ment properties of any fair market
value or any number of additional re-
placement properties as long as the ag-
gregate fair market value of the addi-
tional replacement properties does not
exceed $150,000.

(5) Incidental property disregarded. (i)
Solely for purposes of applying this
paragraph (c), property that is inci-
dental to a larger item of property is
not treated as property that is separate
from the larger item of property. Prop-
erty is incidental to a larger item of
property if—

(A) In standard commercial trans-
actions, the property is typically
transferred together with the larger
item of property, and

(B) The aggregate fair market value
of all of the incidental property does
not exceed 15 percent of the aggregate
fair market value of the larger item of
property.

(ii) This paragraph (c)(6) may be il-
lustrated by the following examples.
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Example 1. For purposes of paragraph (c) of
this section, a spare tire and tool kit will not
be treated as separate property from a truck
with a fair market value of $10,000, if the ag-
gregate fair market value of the spare tire
and tool kit does not exceed $1,500. For pur-
poses of the 3-property rule, the truck, spare
tire, and tool kit are treated as 1 property.
Moreover, for purposes of paragraph (c)(3) of
this section (relating to the description of
replacement property), the truck, spare tire,
and tool kit are all considered to be unam-
biguously described if the make, model, and
year of the truck are specified, even if no ref-
erence is made to the spare tire and tool kit.

Example 2. For purposes of paragraph (c) of
this section, furniture, laundry machines,
and other miscellaneous items of personal
property will not be treated as separate
property from an apartment building with a
fair market value of $1,000,000, if the aggre-
gate fair market value of the furniture, laun-
dry machines, and other personal property
does not exceed $150,000. For purposes of the
3-property rule, the apartment building, fur-
niture, laundry machines, and other personal
property are treated as 1 property. Moreover,
for purposes of paragraph (c)(3) of this sec-
tion (relating to the description of replace-
ment property), the apartment building, fur-
niture, laundry machines, and other personal
property are all considered to be unambig-
uously described if the legal description,
street address, or distinguishable name of
the apartment building is specified, even if
no reference is made to the furniture, laun-
dry machines, and other personal property.

(6) Revocation of identification. An
identification of replacement property
may be revoked at any time before the
end of the identification period. An
identification of replacement property
is revoked only if the revocation is
made in a written document signed by
the taxpayer and hand delivered,
mailed, telecopied, or othewise sent be-
fore the end of the identification period
to the person to whom the identifica-
tion of the replacement property was
sent. An identification of replacement
property that is made in a written
agreement for the exchange of prop-
erties is treated as revoked only if the
revocation is made in a written amend-
ment to the agreement or in a written
document signed by the taxpayer and
hand delivered, mailed, telecopied, or
othewise sent before the end of the
identification period to all of the par-
ties to the agreement.

(7T) Examples. This paragraph (c) may
be illustrated by the following exam-
ples. Unless otherwise provided in an
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example, the following facts are as-
sumed: B, a calendar year taxpayer,
and C agree to enter into a deferred ex-
change. Pursuant to their agreement,
B transfers real property X to C on
May 17, 1991. Real property X, which
has been held by B for investment, is
unencumbered and has a fair market
value on May 17, 1991, of $100,000. On or
before July 1, 1991 (the end of the iden-
tification period), B is to identify re-
placement property that is of a like
kind to real property X. On or before
November 13, 1991 (the end of the ex-
change period), C is required to pur-
chase the property identified by B and
to transfer that property to B. To the
extent the fair market value of the re-
placement property transferred to B is
greater or less than the fair market
value of real property X, either B or C,
as applicable, will make up the dif-
ference by paying cash to the other
party after the date the replacement
property is received by B. No replace-
ment property is identified in the
agreement. When subsequently identi-
fied, the replacement property is de-
scribed by legal description and is of a
like kind to real property X (deter-
mined without regard to section
1031(a)(3) and this section). B intends to
hold the replacement property received
for investment.

Example 1. (i) On July 2, 1991, B identifies
real property E as replacement property by
designating real property E as replacement
property in a written document signed by B
and personally delivered to C.

(ii) Because the identification was made
after the end of the identification period,
pursuant to paragraph (b)(1)(i) of this section
(relating to the identification requirement),
real property E is treated as property which
is not of a like kind to real property X.

Example 2. (i) C is a corporation of which 20
percent of the outstanding stock is owned by
B. On July 1, 1991, B identifies real property
F as replacement property by designating
real property F as replacement property in a
written document signed by B and mailed to
C.

(ii) Because C is the person obligated to
transfer the replacement property to B, real
property F is identified before the end of the
identification period. The fact that C is a
‘‘disqualified person’ as defined in paragraph
(k) of this section does not change this re-
sult.

(iii) Real property F would also have been
treated as identified before the end of the
identification period if, instead of sending

§1.1031(k)-1

the identification to C, B had designated real
property F as replacement property in a
written agreement for the exchange of prop-
erties signed by all parties thereto on or be-
fore July 1, 1991.

Example 3. (i) On June 3, 1991, B identifies
the replacement property as ‘‘unimproved
land located in Hood County with a fair mar-
ket value not to exceed $100,000.”” The des-
ignation is made in a written document
signed by B and personally delivered to C. On
July 8, 1991, B and C agree that real property
G is the property described in the June 3,
1991 document.

(ii) Because real property G was not unam-
biguously described before the end of the
identification period, no replacement prop-
erty is identified before the end of the identi-
fication period.

Example 4. (i) On June 28, 1991, B identifies
real properties H, J, and K as replacement
properties by designating these properties as
replacement properties in a written docu-
ment signed by B and personally delivered to
C. The written document provides that by
August 1, 1991, B will orally inform C which
of the identified properties C is to transfer to
B. As of July 1, 1991, the fair market values
of real properties H, J, and K are $75,000,
$100,000, and $125,000, respectively.

(ii) Because B did not identify more than
three properties as replacement properties,
the requirements of the 3-property rule are
satisfied, and real properties H, J, and K are
all identified before the end of the identifica-
tion period.

Example 5. (i) On May 17, 1991, B identifies
real properties L, M, N, and P as replace-
ment properties by designating these prop-
erties as replacement properties in a written
document signed by B and personally deliv-
ered to C. The written document provides
that by July 2, 1991, B will orally inform C
which of the identified properties C is to
transfer to B. As of July 1, 1991, the fair mar-
ket values of real properties L, M, N, and P
are $30,000, $40,000, $50,000, and $60,000, respec-
tively.

(ii) Although B identified more than three
properties as replacement properties, the ag-
gregate fair market value of the identified
properties as of the end of the identification
period ($180,000) did not exceed 200 percent of
the aggregate fair market value of real prop-
erty X (200% x $100,000 = $200,000). Therefore,
the requirements of the 200-percent rule are
satisfied, and real properties L, M, N, and P
are all identified before the end of the identi-
fication period.

Example 6. (i) On June 21, 1991, B identifies
real properties Q, R, and S as replacement
properties by designating these properties as
replacement properties in a written docu-
ment signed by B and mailed to C. On June
24, 1991, B identifies real properties T and U
as replacement properties in a written docu-
ment signed by B and mailed to C. On June
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28, 1991, B revokes the identification of real
properties Q and R in a written document
signed by B and personally delivered to C.

(ii) B has revoked the identification of real
properties Q and R in the manner provided
by paragraph (c)(6) of this section. Identi-
fications of replacement property that have
been revoked in the manner provided by
paragraph (c)(6) of this section are not taken
into account for purposes of applying the 3-
property rule. Thus, as of June 28, 1991, B has
identified only replacement properties S, T,
and U for purposes of the 3-property rule. Be-
cause B did not identify more than three
properties as replacement properties for pur-
poses of the 3-property rule, the require-
ments of that rule are satisfied, and real
properties S, T, and U are all identified be-
fore the end of the identification period.

Example 7. (i) On May 20, 1991, B identifies
real properties V and W as replacement prop-
erties by designating these properties as re-
placement properties in a written document
signed by B and personally delivered to C. On
June 4, 1991, B identifies real properties Y
and Z as replacement properties in the same
manner. On June 5, 1991, B telephones C and
orally revokes the identification of real
properties V and W. As of July 1, 1991, the
fair market values of real properties V, W, Y,
and Z are $50,000, $70,000, $90,000, and $100,000,
respectively. On July 31, 1991, C purchases
real property Y and Z and transfers them to
B.

(ii) Pursuant to paragraph (c)(6) of this sec-
tion (relating to revocation of identifica-
tion), the oral revocation of the identifica-
tion of real properties V and W is invalid.
Thus, the identification of real properties V
and W is taken into account for purposes of
determining whether the requirements of
paragraph (c)(4) of this section (relating to
the identification of alternative and mul-
tiple properties) are satisfied. Because B
identified more than three properties and the
aggregate fair market value of the identified
properties as of the end of the identification
period ($310,000) exceeds 200 percent of the
fair market value of real property X (200% x
$100,000 = $200,000), the requirements of para-
graph (c)(4) of this section are not satisfied,
and B is treated as if B did not identify any
replacement property.

(d) Receipt of identified replacement
property—(1) In general. For purposes of
paragraph (b)(1)(ii) of this section (re-
lating to the receipt requirement), the
identified replacement property is re-
ceived before the end of the exchange
period only if the requriements of this
paragraph (d) are satisfied with respect
to the replacement property. In the
case of a deferred exchange, the identi-
fied replacement property is received
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before the end of the exchange period
if—

(i) The taxpayer receives the replace-
ment property before the end of the ex-
change period, and

(ii) The replacement property re-
ceived is substantially the same prop-
erty as identified.

If the taxpayer has identified more
than one replacement property, section
1031(a)(3)(B) and this paragraph (d) are
applied separately to each replacement
property.

(2) Examples. This paragraph (d) may
be illustrated by the following exam-
ples. The following facts are assumed:
B, a calendar year taxpayer, and C
agree to enter into a deferred ex-
change. Pursuant to their agreement,
B transfers real property X to C on
May 17, 1991. Real property X, which
has been held by B for investment, is
unencumbered and has a fair market
value on May 17, 1991, of $100,000. On or
before July 1, 1991 (the end of the iden-
tification period), B is to identify re-
placement property that is of a like
kind to real property X. On or before
November 13, 1991 (the end of the ex-
change period), C is required to pur-
chase the property identified by B and
to transfer that property to B. To the
extent the fair market value of the re-
placement property transferred to B is
greater or less than the fair market
value of real property X, either B or C,
as applicable, will make up the dif-
ference by paying cash to the other
party after the date the replacement
property is received by B. The replace-
ment property is identified in a manner
that satisfies paragraph (c) of this sec-
tion (relating to identification of re-
placement property) and is of a like
kind to real property X (determined
without regard to section 1031(a)(3) and
this section). B intends to hold any re-
placement property received for invest-
ment.

Example 1. (i) In the agreement, B identi-
fies real properties J, K, and L as replace-
ment properties. The agreement provides
that by July 26, 1991, B will orally inform C
which of the properties C is to transfer to B.

(ii) As of July 1, 1991, the fair market val-
ues of real properties J, K, and L are $75,000,
$100,000, and $125,000, respectively. On July
26, 1991, B instructs C to acquire real prop-
erty K. On October 31, 1991, C purchases real
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property K for $100,000 and transfers the
property to B.

(iii) Because real property K was identified
before the end of the identification period
and was received before the end of the ex-
change period, the identification and receipt
requirements of section 1031(a)(3) and this
section are satisfied with respect to real
property K.

Example 2. (i) In the agreement, B identi-
fies real property P as replacement property.
Real property P consists of two acres of un-
improved land. On October 15, 1991, the
owner of real property P erects a fence on
the property. On November 1, 1991, C pur-
chases real property P and transfers it to B.

(ii) The erection of the fence on real prop-
erty P subsequent to its identification did
not alter the basic nature or character of
real property P as unimproved land. B is con-
sidered to have received substantially the
same property as identified.

Example 3. (i) In the agreement, B identi-
fies real property Q as replacement property.
Real property Q consists of a barn on two
acres of land and has a fair market value of
$250,000 ($187,500 for the barn and underlying
land and $87,500 for the remaining land). As
of July 26, 1991, real property Q remains un-
changed and has a fair market value of
$250,000. On that date, at B’s direction, C pur-
chases the barn and underlying land for
$187,600 and transfers it to B, and B pays
$87,500 to C.

(ii) The barn and underlying land differ in
basic nature or character from real property
Q as a whole, B is not considered to have re-
ceived substantially the same property as
identified.

Example 4. (i) In the agreement, B identi-
fies real property R as replacement property.
Real property R consists of two acres of un-
improved land and has a fair market value of
$250,000. As of October 3, 1991, real property R
remains unimproved and has a fair market
value of $250,000. On that date, at B’s direc-
tion, C purchases 1% acres of real property R
for $187,500 and transfers it to B, and B pays
$87,500 to C.

(ii) The portion of real property R that B
received does not differ from the basic na-
ture or character of real property R as a
whole. Moreover, the fair market value of
the portion of real property R that B re-
ceived ($187,500) is 75 percent of the fair mar-
ket value of real property R as of the date of
receipt. Accordingly, B is considered to have
received substantially the same property as
identified.

(e) Special rules for identification and
receipt of replacement property to be pro-
duced—(1) In general. A transfer of re-
linquished property in a deferred ex-
change will not fail to qualify for non-
recognition of gain or loss under sec-
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tion 1031 merely because the replace-
ment property is not in existence or is
being produced at the time the prop-
erty is identified as replacement prop-
erty. For purposes of this paragraph
(e), the terms ‘‘produced’” and ‘‘pro-
duction” have the same meanings as
provided in section 263A(g)(1) and the
regulations thereunder.

(2) Identification of replacement prop-
erty to be produced. (i) In the case of re-
placement property that is to be pro-
duced, the replacement property must
be identified as provided in paragraph
(c) of this section (relating to identi-
fication of replacement property). For
example, if the identified replacement
property consists of improved real
property where the improvements are
to be constructed, the description of
the replacement property satisfies the
requirements of paragraph (c)(3) of this
section (relating to description of re-
placement property) if a legal descrip-
tion is provided for the underlying land
and as much detail is provided regard-
ing construction of the improvements
as is practicable at the time the identi-
fication is made.

(ii) For purposes of paragraphs
(c)(4)(1)(B) and (c)(b) of this section (re-
lating to the 200-percent rule and inci-
dental property), the fair market value
of replacement property that is to be
produced is its estimated fair market
value as of the date it is expected to be
received by the taxpayer.

(3) Receipt of replacement property to be
produced. (i) For purposes of paragraph
(d)(1)(ii) of this section (relating to re-
ceipt of the identified replacement
property), in determining whether the
replacement property received by the
taxpayer is substantially the same
property as identified where the identi-
fied replacement property is property
to be produced, variations due to usual
or typical production changes are not
taken into account. However, if sub-
stantial changes are made in the prop-
erty to be produced, the replacement
property received will not be consid-
ered to be substantially the same prop-
erty as identified.

103



§1.1031(k)-1

(ii) If the identified replacement
property is personal property to be pro-
duced, the replacement property re-
ceived will not be considered to be sub-
stantially the same property as identi-
fied unless production of the replace-
ment property received is completed on
or before the date the property is re-
ceived by the taxpayer.

(iii) If the identified replacement
property is real property to be pro-
duced and the production of the prop-
erty is not completed on or before the
date the taxpayer receives the prop-
erty, the property received will be con-
sidered to be substantially the same
property as identified only if, had pro-
duction been completed on or before
the date the taxpayer receives the re-
placement property, the property re-
ceived would have been considered to
be substantially the same property as
identified. Even so, the property re-
ceived is considered to be substantially
the same property as identified only to
the extent the property received con-
stitutes real property under local law.

(4) Additional rules. The transfer of re-
linquished property is not within the
provisions of section 1031(a) if the re-
linquished property is transferred in
exchange for services (including pro-
duction services). Thus, any additional
production occurring with respect to
the replacement property after the
property is received by the taxpayer
will not be treated as the receipt of
property of a like kind.

(5) Example. This paragraph (e) may
be illustrated by the following exam-
ple.

Example: (i) B, a calendar year taxpayer,
and C agree to enter into a deferred ex-
change. Pursuant to their agreement, B
transfers improved real property X and per-
sonal property Y to C on May 17, 1991. On or
before November 13, 1991 (the end of the ex-
change period), C is required to transfer to B
real property M, on which C is constructing
improvements, and personal property N,
which C is producing. C is obligated to com-
plete the improvements and production re-
gardless of when properties M and N are
transferred to B. Properties M and N are
identified in a manner that satisfies para-
graphs (c) (relating to identification of re-
placement property) and (e)(2) of this sec-
tion. In addition, properties M and N are of
a like kind, respectively, to real property X
and personal property Y (determined without
regard to section 1031(a)(3) and this section).
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On November 13, 1991, when construction of
the improvements to property M is 20 per-
cent completed and the production of prop-
erty N is 90 percent completed, C transfers to
B property M and property N. If construction
of the improvements had been completed,
property M would have been considered to be
substantially the same property as identi-
fied. Under local law, property M constitutes
real property to the extent of the underlying
land and the 20 percent of the construction
that is completed.

(ii) Because property N is personal prop-
erty to be produced and production of prop-
erty N is not completed before the date the
property is received by B, property N is not
considered to be substantially the same
property as identified and is treated as prop-
erty which is not of a like kind to property
Y.

(iii) Property M is considered to be sub-
stantially the same property as identified to
the extent of the underlying land and the 20
percent of the construction that is com-
pleted when property M is received by B.
However, any additional construction per-
formed by C with respect to property M after
November 13, 1991, is not treated as the re-
ceipt of property of a like kind.

(f) Receipt of money or other property—
(1) In general. A transfer of relinquished
property in a deferred exchange is not
within the provisions of section 1031(a)
if, as part of the consideration, the tax-
payer receives money or other prop-
erty. However, such a transfer, if oth-
erwise qualified, will be within the pro-
visions of either section 1031 (b) or (c).
See §1.1031(a)-1(a)(2). In addition, in
the case of a transfer of relinquished
property in a deferred exchange, gain
or loss may be recognized if the tax-
payer actually or constructively re-
ceives money or other property before
the taxpayer actually receives like-
kind replacement property. If the tax-
payer actually or constructively re-
ceives money or other property in the
full amount of the consideration for
the relinquished property before the
taxpayer actually receives like-kind
replacement property, the transaction
will constitute a sale and not a de-
ferred exchange, even though the tax-
payer may ultimately receive like-kind
replacement property.

(2) Actual and constructive receipt. Ex-
cept as provided in paragraph (g) of
this section (relating to safe harbors),
for purposes of section 1031 and this
section, the determination of whether
(or the extent to which) the taxpayer is
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in actual or constructive receipt of
money or other property before the
taxpayer actually receives like-kind
replacement property is made under
the general rules concerning actual and
constructive receipt and without re-
gard to the taxpayer’s method of ac-
counting. The taxpayer is in actual re-
ceipt of money or property at the time
the taxpayer actually receives the
money or property or receives the eco-
nomic benefit of the money or prop-
erty. The taxpayer is in constructive
receipt of money or property at the
time the money or property is credited
to the taxpayer’s account, set apart for
the taxpayer, or otherwise made avail-
able so that the taxpayer may draw
upon it at any time or so that the tax-
payer can draw upon it if notice of in-
tention to draw is given. Although the
taxpayer is not in constructive receipt
of money or property if the taxpayer’s
control of its receipt is subject to sub-
stantial limitations or restrictions, the
taxpayer is in constructive receipt of
the money or property at the time the
limitations or restrictions lapse, ex-
pire, or are waived. In addition, actual
or constructive receipt of money or
property by an agent of the taxpayer
(determined without regard to para-
graph (k) of this section) is actual or
constructive receipt by the taxpayer.

(3) Example. This paragraph (f) may
be illustrated by the following exam-
ple.

Example: (i) B, a calendar year taxpayer,
and C agree to enter into a deferred ex-
change. Pursuant to the agreement, on May
17, 1991, B transfers real property X to C.
Real property X, which has been held by B
for investment, is unencumbered and has a
fair market value on May 17, 1991, of $100,000.
On or before July 1, 1991 (the end of the iden-
tification period), B is to identify replace-
ment property that is of a like kind to real
property X. On or before November 13, 1991
(the end of the exchange period), C is re-
quired to purchase the property identified by
B and to transfer that property to B. At any
time after May 17, 1991, and before C has pur-
chased the replacement property, B has the
right, upon notice, to demand that C pay
$100,000 in lieu of acquiring and transferring
the replacement property. Pursuant to the
agreement, B identifies replacement prop-
erty, and C purchases the replacement prop-
erty and transfers it to B.

(ii) Under the agreement, B has the unre-
stricted right to demand the payment of
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$100,000 as of May 17, 1991. B is therefore in
constructive receipt of $100,000 on that date.
Because B is in constructive receipt of
money in the full amount of the consider-
ation for the relinquished property before B
actually receives the like-kind replacement
property, the transaction constitutes a sale,
and the transfer of real property X does not
qualify for nonrecognition of gain or loss
under section 1031. B is treated as if B re-
ceived the $100,000 in consideration for the
sale of real property X and then purchased
the like-kind replacement property.

(iii) If B’s right to demand payment of the
$100,000 were subject to a substantial limita-
tion or restriction (e.g., the agreement pro-
vided that B had no right to demand pay-
ment before November 14, 1991 (the end of the
exchange period)), then, for purposes of this
section, B would not be in actual or con-
structive receipt of the money unless (or
until) the limitation or restriction lapsed,
expired, or was waived.

(g) Safe harbors—(1) In general. Para-
graphs (2)(2) through (g)(5) of this sec-
tion set forth four safe harbors the use
of which will result in a determination
that the taxpayer is not in actual or
constructive receipt of money or other
property for purposes of section 1031
and this section. More than one safe
harbor can be used in the same deferred
exchange, but the terms and conditions
of each must be separately satisfied.
For purposes of the safe harbor rules,
the term ‘‘taxpayer’ does not include a
person or entity utilized in a safe har-
bor (e.g., a qualified intermediary). See
paragraph (g)(8), Example 3(v), of this
section.

(2) Security or guarantee arrangements.
(i) In the case of a deferred exchange,
the determination of whether the tax-
payer is in actual or constructive re-
ceipt of money or other property before
the taxpayer actually receives like-
kind replacement property will be
made without regard to the fact that
the obligation of the taxpayer’s trans-
feree to transfer the replacement prop-
erty to the taxpayer is or may be se-
cured or guaranteed by one or more of
the following—

(A) A mortgage, deed of trust, or
other security interest in property
(other than cash or a cash equivalent),

(B) A standby letter of credit which
satisfies all of the requirements of
§15A.4563-1 (b)(3)(iii) and which may not
be drawn upon in the absence of a de-
fault of the transferee’s obligation to
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transfer like-kind replacement prop-
erty to the taxpayer, or

(C) A guarantee of a third party.

(ii) Paragraph (g)(2)(i) of this section
ceases to apply at the time the tax-
payer has an immediate ability or un-
restricted right to receive money or
other property pursuant to the security
or guarantee arrangement.

(3) Qualified escrow accounts and
qualified trusts. (i) In the case of a de-
ferred exchange, the determination of
whether the taxpayer is in actual or
constructive receipt of money or other
property before the taxpayer actually
receives like-kind replacement prop-
erty will be made without regard to the
fact that the obligation of the tax-
payer’s transferee to transfer the re-
placement property to the taxpayer is
or may be secured by cash or a cash
equivalent if the cash or cash equiva-
lent is held in a qualified escrow ac-
count or in a qualified trust.

(ii) A qualified escrow account is an
escrow account wherein—

(A) The escrow holder is not the tax-
payer or a disqualified person (as de-
fined in paragraph (k) of this section),
and

(B) The escrow agreement expressly
limits the taxpayer’s rights to receive,
pledge, borrow, or otherwise obtain the
benefits of the cash or cash equivalent
held in the escrow account as provided
in paragraph (g)(6) of this section.

(iii) A qualified trust is a trust
wherein—

(A) The trustee is not the taxpayer or
a disqualified person (as defined in
paragraph (k) of this section, except
that for this purpose the relationship
between the taxpayer and the trustee
created by the qualified trust will not
be considered a relationship under sec-
tion 267(b)), and

(B) The trust agreement expressly
limits the taxpayer’s rights to receive,
pledge, borrow, or otherwise obtain the
benefits of the cash or cash equivalent
held by the trustee as provided in para-
graph (g)(6) of this section.

(iv) Paragraph (g)(3)(i) of this section
ceases to apply at the time the tax-
payer has an immediate ability or un-
restricted right to receive, pledge, bor-
row, or otherwise obtain the benefits of
the cash or cash equivalent held in the
qualified escrow account or qualified
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trust. Rights conferred upon the tax-
payer under state law to terminate or
dismiss the escrow holder of a qualified
escrow account or the trustee of a
qualified trust are disregarded for this
purpose.

(v) A taxpayer may receive money or
other property directly from a party to
the exchange, but not from a qualified
escrow account or a qualified trust,
without affecting the application of
paragraph (g)(3)(i) of this section.

(4) Qualified intermediaries. (i) In the
case of a taxpayer’s transfer of relin-
quished property involving a qualified
intermediary, the qualified inter-
mediary is not considered the agent of
the taxpayer for purposes of section
1031(a). In such a case, the taxpayer’s
transfer of relinquished property and
subsequent receipt of like-kind replace-
ment property is treated as an ex-
change, and the determination of
whether the taxpayer is in actual or
constructive receipt of money or other
property before the taxpayer actually
receives like-kind replacement prop-
erty is made as if the qualified inter-
mediary is not the agent of the tax-
payer.

(ii) Paragraph (g)(4)(i) of this section
applies only if the agreement between
the taxpayer and the qualified inter-
mediary expressly limits the tax-
payer’s rights to receive, pledge, bor-
row, or otherwise obtain the benefits of
money or other property held by the
qualified intermediary as provided in
paragraph (g)(6) of this section.

(iii) A qualified intermediary is a
person who—

(A) Is not the taxpayer or a disquali-
fied person (as defined in paragraph (k)
of this section), and

(B) Enters into a written agreement
with the taxpayer (the ‘‘exchange
agreement’’) and, as required by the ex-
change agreement, acquires the relin-
quished property from the taxpayer,
transfers the relinquished property, ac-
quires the replacement property, and
transfers the replacement property to
the taxpayer.

(iv) Regardless of whether an inter-
mediary acquires and transfers prop-
erty under general tax principals, sole-
ly for purposes of paragraph
(2)(4)(iii)(B) of this section—
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(A) An intermediary is treated as ac-
quiring and transferring property if the
intermediary acquires and transfers
legal title to that property,

(B) An intermediary is treated as ac-
quiring and transferring the relin-
quished property if the intermediary
(either on its own behalf or as the
agent of any party to the transaction)
enters into an agreement with a person
other than the taxpayer for the trans-
fer of the relinquished property to that
person and, pursuant to that agree-
ment, the relinquished property is
transferred to that person, and

(C) An intermediary is treated as ac-
quiring and transferring replacement
property if the intermediary (either on
its own behalf or as the agent of any
party to the transaction) enters into
an agreement with the owner of the re-
placement property for the transfer of
that property and, pursuant to that
agreement, the replacement property
is transferred to the taxpayer.

(v) Solely for purposes of paragraphs
(2)(4)(ii) and (g)(4)(iv) of this section,
an intermediary is treated as entering
into an agreement if the rights of a
party to the agreement are assigned to
the intermediary and all parties to
that agreement are notified in writing
of the assignment on or before the date
of the relevent transfer of property.
For example, if a taxpayer enters into
an agreement for the transfer of relin-
quished property and thereafter assigns
its rights in that agreement to an
intermediary and all parties to that
agreement are notified in writing of
the assignment on or before the date of
the transfer of the relinquished prop-
erty, the intermediary is treated as en-
tering into that agreement. If the re-
linquished property is transferred pur-
suant to that agreement, the inter-
mediary is treated as having acquired
and transferred the relinquished prop-
erty.

(vi) Paragraph (g)(4)(i) of this section
ceases to apply at the time the tax-
payer has an immediate ability or un-
restricted right to receive, pledge, bor-
row, or otherwise obtain the benefits of
money or other property held by the
qualified intermediary. Rights con-
ferred upon the taxpayer under state
law to terminate or dismiss