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In 2007 the IRS issued sev-
eral Private Letter Rulings 
regarding either selling to or 
buying from related parties in 
a Section 1031 exchange.  
These rulings provided spe-
cific taxpayers with guidance 
in certain related-party is-
sues.  In order to understand 
these rulings, we must first 
review the background and 
understand how related party 
issues became a potential 
problem in § 1031 exchanges.   

Exchanges with related par-
ties were not differentiated 
for Section 1031 treatment 
until Congress added section 
§ 1031(f) to the Tax Code in 
1989.  Section 1031 (f)(1) 
states that related parties who 
exchange property with one 
another must each hold the 
property they acquired in the 
exchange for two years fol-
lowing the date of acquisition.  
This provision was added to 
the tax code to prevent re-
lated parties from exchanging 
a high-basis property for a 
low-basis property in antici-
pation of the sale of the low-
basis property. This pre-sale 
exchange is known as basis 
shifting.  Basis shifting is per-
missible in a direct swap by 
related parties, but the im-
posed two year holding pe-
riod minimizes abusive basis 
shifting.

In an attempt to circumvent 

the two-year holding period, 
some taxpayers believed they 
could sell their relinquished 
property to an unrelated 
third-party buyer, via a quali-
fied intermediary, and ac-
quire their replacement prop-
erty from a related party.
However, Section 1031 (f)(4), 
a broad catch-all provision, 
states that non-recognition 
treatment does not apply to 
an exchange that is part of a 
transaction or series of trans-
actions structured to avoid 
the two year holding restric-
tion of Section 1031 (f)(1).  A 
negative Technical Advice 
Memorandum, TAM 
9748066, was issued in 1997.  
The taxpayer had sold his 
relinquished property to an 
unrelated party, and acquired 
his replacement property 
from his mother, using a 
qualified intermediary.  The 
Service reasoned that this 
violated §1031 (f)(4).  If the 
taxpayer had exchanged di-
rectly with his mother, she 
would have had to wait two 
years to sell the relinquished 
property to the third-party 
buyer.  By structuring the 
exchange through the QI, the 
related parties, as a group, 
were able to cash out of one of 
their properties within a two 
year time frame. 

In furtherance of the policies 
underlying Section 1031 (f)

(4), the IRS issued Revenue 
Ruling 2002-83.  Its holding 
states that in a like-kind ex-
change, a taxpayer cannot buy 
replacement property from a 
related party if, as part of the 
transaction, the related party 
receives cash or other non-like-
kind property.  The Service 
ruled that doing so was an at-
tempt to avoid the two-year 
holding period requirement of 
Section 1031 (f)(1).   

One exception to the two-year 
holding period applies if the 
taxpayer can show that the pur-
pose of the transfer was not to 
avoid Federal income tax.  This 
exception has led to some re-
cent favorable rulings for tax-
payers.  In 2007 the IRS issued 
PLR 200730002, wherein the 
taxpayer exchanged properties 
with a related party and the 
related party then sold the 
properties it received in the 
exchange to an unrelated third-
party in violation of the two-
year holding period. The facts 
showed that the related party’s 
basis in the property was lower 
than the taxpayer’s basis in the 
property, so the related party 
recognized more gain (and paid 
more tax) than the taxpayer 
deferred in his exchange.  The 
IRS ruled that the exchange was 
not structured to avoid Federal 
income tax or to avoid the re-
strictions set forth in Section 
1031 (f)(4).  (continued on back) 
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the like-kind property, and the IRS held that 
the exchange still qualified for non-recognition 
treatment.  It is important to note, however, 
that under this exception each party must hold 
the property it received in the exchange for a 
period of two years.   

Another exception to the two-year holding 
period occurs in situations where the taxpayer, 
through a qualified intermediary, is selling 
relinquished property to a related party and 
buying replacement property from an unre-
lated third-party.  In PLR 200709036, the IRS 
allowed such a transaction stating that the 
sale to a related party and purchase from an 
unrelated party did not constitute an exchange 
between the taxpayer and the related party, so 
the two-year holding period did not apply.  The 
IRS also ruled that there was no tax avoidance 
purpose as there was no basis-shifting between 
the taxpayer and the related party.  The same 
scenario was analyzed in Private Letter Ruling 
200712013, except that the transfer was ac-
complished using an EAT in a reverse ex-
change, with the same result.  Private Letter 
Ruling 200728008, issued in April, 2007, 
served to further reinforce the Service’s posi-
tion on the issue.  

As discussed above, many taxpayers have the 
misconception that they can sell relinquished 
property to an unrelated third party and pur-
chase replacement property from a related 
party as long as they hold that replacement 
property for at least two years from the date of 
acquisition.  Related party issues can be very 
confusing. A prudent taxpayer who is contem-
plating such an exchange should consult with 
his or her tax advisor to avoid mishaps under 
the related party rules.

Related  Party Issues  (continued)     

The facts were similar in PLR 200706001, 
except that both properties had an equally 
low basis.  The IRS ruled that the exchange 
would qualify under the non-tax avoidance 
exception.  The purpose of the two-year hold-
ing period is to prevent abusive basis shifting, 
so if no abusive basis shift occurred, the tax-
payers in these rulings prevailed on their “No 
Tax Avoidance” argument. 

The taxpayer did not fare as well in a Tax 
Court case decided not long after Revenue 
Ruling 2002-83 was issued.  In Teruya Bros. 
v. C.I.R., 124 T.C. 45 (2005), the taxpayer 
transferred relinquished property to a quali-
fied intermediary, who then sold the property 
to an unrelated third-party, and used the 
proceeds from the sale to purchase replace-
ment property from a related party.  The tax-
payer argued in this case that the related 
party recognized more gain when it sold the 
replacement property than the taxpayer was 
deferring in the exchange.  The Court held 
that the non-tax avoidance exception did not 
apply because the related party’s gain was 
offset by its net operating losses, so the only 
disadvantage to the related party when it sold 
the replacement property was a reduction in 
its net operating losses. 

A taxpayer may purchase replacement prop-
erty from a related party if the related party is 
also doing an exchange, as discussed in Pri-
vate Letter Ruling 200440002.  In this case 
both parties are attempting to defer their 
gain using a 1031 exchange.  There is no cash-
out of either property.  In PLR 200616005, 
the taxpayer received cash boot in addition to 
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designing portfolios of individual equity and fixed income issues to meet your specific 
investment needs – whether for income, for capital appreciation, capital growth or tax 
minimization.  Our portfolio managers are seasoned professionals who understand how to 
create long-term                relationships and provide personalized investment services.  

Contact us today to review your existing portfolio or for us to meet with one of your clients to review 
their portfolio.  For more information, please call (919) 945-2459, or visit us at www.invtrust.com. 
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