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S P O N S O R E D  C O N T E N T

By Joseph P. Heins

Phillips Lytle LLP

For commercial real estate developers, IRS 
Code Section 1031 “like-kind” exchanges 
remain one of the most powerful tools 

for preserving capital, maximizing returns and 
building long-term wealth. 

To put it simply, an 
investor can use a 1031 
exchange to defer payment 
of capital gains taxes from 
the sale of an investment 
or business property by 
reinvesting the proceeds 
into other qualifying real 
estate. While the concept 
is straightforward, the 
execution can be complicated — the rules are 
technical, the timelines inflexible and missteps 
can be costly.

At its core, a 1031 exchange permits tax 
deferral when real property — held for 
investment or for productive use in a trade 
or business — is exchanged for other real 
property held for similar purposes. In this 
context, the “like-kind” requirement is far 
broader than many investors assume. Office 
buildings, retail centers, industrial facilities, 
multifamily properties and even vacant land 
can generally be exchanged for one another. 
Personal residences, fix-and-flip properties, or 
assets held primarily for resale, however, will 
not qualify for a 1031 exchange.

Under the most common exchange 
structure, an investor sells an existing 
investment or business property (the 
“relinquished property”) and later uses 
the proceeds from that sale to acquire a 
different investment or business property (the 
“replacement property”). Critically, at no point 
may the seller receive or control any of the 
sale proceeds, and if they do, they will lose the 
benefit of the exchange. Instead, a qualified 
intermediary holds the funds and facilitates 
the exchange. This step alone trips up many 
otherwise sophisticated investors, which is why 
planning and early coordination are critical.

Timing is crucial. From the day after 
the sale of the relinquished property 
closes, the investor has 45 calendar days 
to formally identify potential replacement 
properties in writing. The identification 
must be unambiguous and comply with IRS 
identification rules. The investor must then 
acquire the replacement property within 180 
days of the initial closing. These deadlines are 
absolute — extensions are not available for 
weekends, holidays or financing delays.

To achieve the maximum tax deferral, the 
replacement property must be of equal or 
greater value than the relinquished property, 
and all net sale proceeds must be reinvested. 
Any cash taken out of the transaction, or any 
reduction in debt without replacement, is 
generally taxable. 

More complex strategies exist as well. 
Reverse exchanges allow investors to acquire 
a replacement property before selling the 
relinquished property, while improvement 
exchanges permit exchange funds to be 
used for construction or renovations within 
the exchange period. Fractional ownership 
structures, such as Delaware Statutory Trusts, 
can also be used, though they come with 

their own legal and financial considerations.

When executed correctly, a 1031 exchange 
can defer substantial taxes, increase 
purchasing power and allow investors to 
reposition portfolios without eroding equity. 
As with most aspects of commercial real 
estate, advance planning makes all the 
difference. Investors considering a sale 

should evaluate exchange options well before 
listing a property, ensuring that legal, tax and 
financing issues are addressed long before the 
clock starts ticking.

Joseph P. Heins, Special Counsel and 
member of Phillips Lytle’s Real Estate Industry 
Team, can be reached at (716) 847-7004 or 
jheins@phillipslytle.com.

Joseph P. Heins
Special Counsel

Like-Kind Exchanges: An Important 
Tax Deferral Tool for Real Estate Developers
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