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Like-kind exchanges under Internal Revenue 
Code Section 1031 provide a valuable tool 
for taxpayers to defer taxes on capital gains. 
The exchanges are subject to some strict 
rules that are intended to prevent tax avoid-
ance scams. In a recent U.S. Tax Court case, 
the parties to a like-kind exchange ran into 
one of those restrictions — the related-party 
limitation — and ended up with a higher- 
than-expected tax bill.

Challenged transaction 
MBL, a wholly owned subsidiary of The Malulani Group, 
filed consolidated corporate income tax returns with 
Malulani for the relevant year. Malulani also owned about 
70% of the common shares of Malulani Investments, 
Limited (MIL), which owned real estate throughout the 
United States. 

In 2007, using a qualified intermediary, 
MBL sold real estate (the relinquished 

property) to an unrelated third party. 
It eventually replaced it, within the 

requisite period of time, with real estate sold by MIL. 
MBL didn’t have a prearranged plan or intent to pur-
chase a replacement property from MIL when it initially 
sold the relinquished property. 

On its 2007 tax return, MBL reported a realized gain 
of about $1.9 million from the sale of its relinquished 
property but deferred recognition under Sec. 1031. 
MIL recognized a gain of about $3.1 million on its 
sale of the replacement property, which was almost 
entirely offset by net operating losses (NOLs). 

The IRS determined that MBL’s gain didn’t qualify for 
deferred recognition and, consequently, the taxpayer 
owed $387,494 in additional taxes. The Tax Court 
agreed with the IRS. The taxpayer then turned to the 
U.S. Court of Appeals for the Ninth Circuit for relief.

Related-party limit 
The Tax Court based its decision on Sec. 1031(f)(1).  
Congress enacted the provision in 1989 to limit non-
recognition treatment in like-kind exchanges between 

related persons. 

According to Congress, when a related-party  
exchange is followed shortly thereafter by 
a disposition of the property, the related 

2 

Related parties’ property  
exchange doesn’t qualify as like-kind 

When a related-party exchange 
is followed shortly thereafter by 
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parties essentially have “cashed out” of the investment, 
so the original exchange shouldn’t receive nonrecogni-
tion treatment. Sec. 1031(f)(1) generally provides that, 
if a taxpayer and a related person directly exchange 
like-kind property, and, within two years, either party 
disposes of the property received in the exchange, the 
nonrecognition treatment doesn’t apply. 

Although the provision references only direct 
exchanges between related persons, Sec. 1031(f)(4) 
provides that nonrecognition treatment doesn’t apply 
to any exchange that’s part of a transaction or series 
of transactions structured to avoid the related-party 
limit. In other words, Sec. 1031(f) may disallow non-
recognition treatment of deferred exchanges that only 
indirectly involve related persons due to the use of 
qualified intermediaries.

Appellate court ruling
Like the Tax Court, the Ninth Circuit focused on the 
fact that, if Malulani had simply consummated the 
sales itself, it would have recognized a large gain. 
Thus, both courts found, the like-kind exchange was 
designed to avoid tax.

Both courts also dismissed the idea that the lack of 
a prearranged plan to use property from a related 
person to complete a like-kind exchange meant the 
exchange wasn’t structured to avoid the related-party 
limit. Rather, a court must consider the actual tax 
consequences of the transaction for the taxpayer and 
the related party in aggregate. And then it must com-
pare the taxpayer’s actual tax consequences with the 
hypothetical tax consequences of directly selling the 
relinquished property to the related party.

In this case, Malulani Group and MBL cashed out of 
the investment in the relinquished property almost 
tax-free. Based on this substantial economic benefit, 
the Tax Court and the Ninth Circuit concluded that 
MBL had structured the transaction to avoid taxes and 
didn’t qualify for nonrecognition treatment.

Tread carefully
Like-kind exchanges offer a permissible path to defer 
taxes, but only if you cross all the t’s and dot all the  
i’s. Your CPA can help you properly structure such 
transactions to withstand IRS scrutiny and reap the  
tax benefits. x
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Tax reform legislation limits like-kind exchanges
The tax code has long allowed taxpayers to defer taxable gains using like-kind exchanges. As Congress 

rushed to draft the Tax Cuts and Jobs Act (TCJA) and find ways to offset its costs in late 2017, survival of 

the favorable tax treatment of such exchanges was uncertain. 

Although like-kind exchanges were rumored to be on the chopping block, the final legislation only 

limited them. Specifically, like-kind tax treatment is no longer permitted for exchanges of personal prop-

erty used for business or investment purposes (such as equipment, airplanes, vehicles and intellectual 

property) completed after 2018. Certain exchanges of mutual ditch, reservoir or irrigation stock remain 

eligible, however.

Like-kind exchanges are still allowed for real estate held for business or investment purposes — that is, 

not primarily for sale or personal use. The personal property change, unlike many other changes under 

the new tax law, is permanent.



Many real estate investors hold title to their 
investment properties through a limited 
liability company (LLC). While LLC rules vary 
by state, this structure protects real estate 
investors from personal liability beyond 
the member’s equity investment. An LLC’s 
administration is fairly uncomplicated, and it 
offers potential tax benefits. But be warned: 
Liability protection under an LLC isn’t unlim-
ited, and the Tax Cuts and Jobs Act (TCJA) 
made both positive and negative changes 
to the tax rules that affect LLCs. 

Beware of vicarious liability
An LLC won’t protect a member from liability for the 
member’s own negligent or otherwise wrongful acts 
that injure another person, such as assault or fraud. 
That could include negligent hiring or supervision of 
employees if an employee causes some type of injury 
and the member hired the employee in the member’s 
own name, rather than in the LLC’s name.

Also note that, if an LLC member commits a wrong-
ful act that causes injury while acting as an agent 
or employee of the LLC, it’s not just the member’s 
personal assets that could be targeted by the injured 
victim. The victim could also go after the assets of the 
LLC, under a theory of vicarious liability (known as 
“respondeat superior liability”) for its agent’s acts.

On rare occasions, a court will “pierce the corporate 
veil” to impose liability for an LLC’s debts and obli-
gations on its members. This typically occurs when 
closely held and small businesses fail to observe 
corporate formalities, such as holding regular board 
meetings, keeping minutes, adopting bylaws and 

ensuring company finances are separate from those of 
its members. It could also happen if the LLC engages in 
reckless conduct or fraud or was inadequately capital-
ized from the beginning. In all these circumstances, a 
court might conclude that the LLC is merely a sham to 
shield its members from liability.

Watch out for loan breaches and defaults
LLC members who personally guarantee the company’s 
debts or obligations will be held liable for nonpayment 
or breach. This is a true risk when entering into con-
tracts or financing agreements before the LLC legally 
comes into existence, where the other party insists on 
some guarantee.

To minimize the risk of personal liability, members 
should always act in the name of the LLC. When you 
sign contracts, for example, do so solely as an agent  
of the LLC, making sure to identify the LLC as the  
principal in the document. Similarly, make sure that 
the LLC’s other agents and employees act as repre-
sentatives of the entity and not of you personally. For 
extra protection, members might consider adding  
a personal umbrella policy to the LLC’s traditional 
business insurance coverage.

Certain loan defaults may also create personal liability. 
Carefully review all loan documents to completely 
understand the consequences of all potential covenant 
violations.

Remember the environment
Environmental liability is a common concern 
when purchasing property, and use of an LLC to 
make the purchase doesn’t negate that concern. 
The Comprehensive Environmental Response, 
Compensation, and Liability Act (CERCLA) imposes 
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Multifamily developers may want  
to consider short-term rentals

Developers of multifamily projects are 
always looking for innovative ways to 
reduce vacancies and improve cash flow. 
Savvy developers in urban markets with an 
oversupply of multifamily housing and/or 
an undersupply of hotel rooms can benefit 
from a nontraditional tool to accomplish 
these goals: short-term rentals.

Who benefits in the sharing economy? 
Over the past decade, peer-to-peer service providers, 
like Uber and Airbnb, have used online tools to bring 
significant change to many established industries. For 
example, in the hotel industry, business travelers and 
tourists who wouldn’t dream of staying in someone’s 

home only five or 10 years ago increasingly are choos-
ing alternative accommodations that feel like a home 
with hotel-like amenities, such as gyms, pools and 
concierge services.

Airbnb properties aren’t limited to guest houses, extra 
rooms, basement apartments and unused vacation 
homes. According to the National Multifamily Housing 
Council, nearly 65% of Airbnb rentals are in multifam-
ily buildings. 

What are the potential  
perks for developers?
Developers of multifamily properties can leverage 
these trends by leasing out blocks of units to short-
term real estate operators, such as Stay Alfred and 

strict, joint and several liabilities — 
no showing of negligence or intent is 
required — for cleanup costs on past 
and present owners and operators of 
facilities where hazardous materials 

have been released. 

An LLC member who had the authority to control the 
operations or decisions involving the disposal of hazard-
ous substances could be held liable for cleanup. Thus,  
be sure to do thorough environmental due diligence. 

Make an informed decision
The TCJA made some positive 
changes for LLCs, including lower tax 
rates and a new 20% deduction for 

qualifying pass-through entities. However, it also has 
some unfavorable changes, such as limits on deducting 
business losses and rules on deducting partnership 
charitable contributions and foreign taxes. 

States also have strict rules regarding the termination 
of LLCs, whether intentionally or due to a member 
selling his or her portion of the business or the death 
of a member. So, consult with your attorney and tax 
consultant to determine whether an LLC is the right 
vehicle for your business. x
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WhyHotel. The strategy helps expedite lease-up, 
reduce or even eliminate vacancy loss, and amp up 
cash flow. 

That means developers can more quickly pay off their 
high-interest loans, return equity to their investors and 
refinance at lower interest rates. The arrangements 
also slow tenant churn and lighten the load — and 
reduce the need — for leasing agents.

How does it work?
Short-term rental operators may, for instance, sign 
15-year master leases for dozens of rooms in upscale 
multifamily buildings and convert them into furnished 
apartments. To make the most of the opportunity, devel-
opers should get the operator involved early. That way, 
the operator can be a partner through the building’s life 
cycle, from preconstruction to lease-up and beyond.

Operators can share their know-how on design 
(including layouts, materials and amenities), market-
ing and other critical issues that might not occur to 
developers who historically have targeted long-term 
tenants. For example, short-term visitors generally 
require less space than someone who will live in a unit. 
Experienced operators can help you find the happy 
medium in square footage, between the size of a stan-
dard hotel room and a full apartment. 

Short-term guests may need 
more extensive signage when 
navigating the building. Operators 
also might recommend you  
build separate entrances and 
luggage storage rooms for short-
term guests.

The field of short-term rental 
operators is getting crowded, 
so it’s important to conduct due 
diligence before entering leas-
ing agreements. Among other 
things, look for a proven track 
record, a solid balance sheet 

that shows the ability to meet long-term financial obli-
gations, and a clear breakdown of liability between the 
developer and the operator.

In addition, find out how the operator will service  
and manage its short-term guests. Will guests have 
access to a company representative 24/7? Will the 
operator have an on-site manager to work with guests? 
Consider asking for information on the operator’s 
guest screening process.

If you can’t beat them
As the statistics on Airbnb properties show, many 
long-term tenants already are leasing out their units 
to short-term guests, with or without permission from 
their landlords. Savvy multimarket developers are 
jumping on board now, too, and reaping the many ben-
efits, from quicker lease-ups to higher net operating 
income and greater stability. x

Leasing out blocks of units helps 
expedite lease-up, reduce or even 
eliminate vacancy loss, and amp  
up cash flow.
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An important factor for an appraiser to 
consider when valuing real property is  
its “highest and best use.” This may not 
necessarily be its current use, though.

The Appraisal Institute defines highest and best use as 
“the reasonably probable and legal use of vacant land 
or an improved property that is physically possible, 
appropriately supported, financially feasible and that 
results in the highest value.” Appraisers typically apply 
four tests to determine that use.

1. Physically possible
Early in the valuation process, an appraiser determines 
which uses are physically possible on the property. This 
step considers such attributes as the site’s size, shape, 
topography, soil type, water conditions and accessibility. 

For example, is the property large enough to build an 
improvement? Is it flat or sloping, and which is typical 
in the area? This test doesn’t consider any zoning or 
economic restraints, only physical potential.

2. Legally permissible
This test is also performed early in the valuation process. 
The scope of the inquiry goes beyond whether zoning 
restrictions allow the proposed use. It contemplates 
restrictive covenants, building codes and regulations, 
easements, height limits and the like, as well as whether 
the current use is a legal nonconforming use that was 
“grandfathered” in but is now impermissible. 

Notably, the existence of a legal restriction doesn’t  
necessarily mean a proposed use (for example, a 
development) can’t be the highest and best use. The 
appraiser might find the restriction is likely to be 
changed to allow the use. 

3. Financially feasible
For uses that are “reasonably probable,” because they’re 
both physically possible and legally permissible, the 
appraiser performs various financial analyses and calcu-
lations to determine their financial feasibility. The work 
might include market analysis, cash flow estimates and 
net operating income projections.

A potential use generally is considered financially feasible 
if its net present value (NPV) is greater than zero. Only 
uses that satisfy the first three tests are then subjected to 
the final test.

4. Maximally productive
Finally, the appraiser ranks the remaining uses according 
to value or rate of return, adjusting for associated risks. 
This means that the use with the highest internal rate 
of return (IRR) might not come out on top if the use is 
excessively risky. The use with the highest risk-adjusted 
IRR and NPV is the maximally productive use and, ulti-
mately, the highest and best use of the property.

More complicated than it looks
These highest-and-best-use tests aren’t always straight-
forward to apply, particularly when the property 
already has improvements on it. Invest in a qualified 
appraiser to obtain the most reliable results. x
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