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In brief
What happened?

In Private Letter Ruling 202520001 (the PLR), the IRS ruled that a parking arrangement transaction met
requirements outlined in prior guidance and qualified as a like-kind exchange. In a typical parking
arrangement transaction, either the relinquished property or the replacement property of a like-kind
exchange is placed with an accommodation party until the final property transfer is completed. In the
PLR, property previously owned by the taxpayer was leased by an exchange accommodation titleholder
(EAT) who performed construction on the leased property. The leasehold interest in the property and the
constructed improvements served as the replacement property (RPL) in the like-kind exchange
transaction.

Why is it relevant?

This is the first PLR addressing the IRS’s view on construction exchanges involving property that was
previously owned by the taxpayer. The IRS has ruled in the past on a construction exchange involving
property previously owned by an affiliate of the taxpayer. It is only the second ruling issued after the
issuance of Rev. Proc. 2004-51, which prevents Rev. Proc. 2000-37 from applying to transactions where
the RPL was previously owned by the taxpayer in the 180 days prior to the lease of the property to the
EAT.
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Actions to consider

Although this PLR applies only to the taxpayer to which it was issued, taxpayers contemplating like-kind
exchange transactions involving construction exchanges on property previously owned by a taxpayer may
want to consider this ruling.

In detail

Section 1031 permits taxpayers to engage in like-kind exchange transactions for real property assets by
deferring the recognition of gain when a taxpayer disposes of real property and acquires other like-kind
real property, provided all other specific requirements are met. One of the requirements is that both the
relinquished property and the replacement property be of like-kind. Regulations provide that a fee
interest in real property is like-kind to a leasehold interest in real property where the remaining term of
the leasehold is at least 30 years at the time of the exchange.

Taxpayer facts and representations

The taxpayer in the ruling was a partnership that was owned by a real estate investment trust. The
taxpayer owned an interest in a subsidiary corporation (taxpayer sub). Taxpayer sub and the taxpayer
also were partners in another partnership (the subsidiary partnership). The taxpayer transferred land
(the land) that it held for development and taxpayer sub transferred cash to the subsidiary partnership
respectively in exchange for interests in the subsidiary partnership. The subsidiary partnership planned
to undertake development of the land and make offsite improvements such as utilities and roads. The
subsidiary partnership also planned to construct a building on a portion of the land, which would be
leased to tenants under customary rental lease agreements. In the future, the subsidiary partnership also
planned to acquire similar land and undertake similar development activities on the land for ultimate
lease to third parties.

The taxpayer intended to enter a deferred like-kind exchange transaction with the following
contemplated steps:

o After 180 days following the land contribution to the subsidiary partnership, the subsidiary
partnership would enter into an arm’s length ground lease with a term in excess of 30-years (the
ground lease) with an EAT. The ground lease would permit the construction of improvements on
a portion of the land.

e The subsidiary partnership also would satisfy the other specific requirements detailed in Rev.
Proc. 2000-37 for parking transactions.

o The taxpayer or its affiliates planned to loan money to the EAT to finance the construction on the
land if the relinquished property (RQL) proceeds were insufficient to fund construction. Taxpayer
sub managed the construction.

o The taxpayer planned to identify one or more RQLs and would proceed with the normal steps
involved in a deferred exchange with a qualified intermediary (QI).

o Within 180 days of the date of the execution of the ground lease with the EAT, the QI would
transfer the funds from the sale of the RQLs to the EAT and the EAT would transfer the ground
lease plus the constructed improvements to the taxpayer, as the RPL.
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The taxpayer also made the following representations in the PLR:

o Legal title to the land was transferred to the subsidiary partnership under state law, the
subsidiary partnership had the right to sell the land (the land did not have any option or purchase
rights), the subsidiary partnership bore the risk of loss or damage to the land, received the profits
from the operation of the land, and was responsible for paying insurance, taxes, and other
assessments and levies on land.

e The subsidiary partnership was the tax owner of the land, acquired an equity interest in the land,
and had the possessory rights to the land.

e Both the RQL and RPL were or would be held for the productive use in the taxpayer’s trade or
business or for investment and were not or would not be held primarily for sale.

e Neither the taxpayer, nor the subsidiary partnership would dispose of its interests in the land or
the RPL in a taxable disposition for two years after the last transfer of the exchange.

e The land contributed to the subsidiary partnership would divide the subsidiary partnership’s
ground leasing business and other real estate operations in specific geographic territories from
the taxpayer’s other real estate business operations.

e The subsidiary partnership expected to engage, directly or indirectly, in a substantial amount of
genuine business activity with respect to the ground lease and third-party leases with other
tenants.

e The leases with other tenants were not triple net leases and involved substantial activity and
expense for the subsidiary partnership.

IRS analysis

Like-kind property

Under Section 1031, a transaction will qualify as a like-kind exchange if the properties are exchanged,
held for the productive use in trade or business or for investment, and are of like-kind. Like-kind refers to
the nature or character of the property and not to its grade or quality. Since the taxpayer was exchanging
a fee interest in improved real estate for a long-term leasehold interest in land for a period of more than
30 years and constructed improvements, the IRS ruled that the properties exchanged were of like-kind
under the Section 1031 regulations.

Related party exchanges and safe harbor parking arrangement for construction
exchanges

If related parties exchange property, the nonrecognition provisions of Section 1031(f) apply, so long as
the related property is not disposed of within a two-year period following the date of the last transfer.

Rev. Proc. 2004-51 modified Rev. Proc. 2000-37 to provide that the safe harbor rules for parking
transactions do not apply to RPL held in a qualified exchange accommodation agreement (QEAA) if the
property was owned by the taxpayer at any time during the 180-day period preceding the date of transfer
of the property to the EAT. The IRS noted in the Rev. Proc. that it was continuing to study parking
transactions, including a transaction where a person related to the taxpayer transfers a leasehold in land
to an accommodation party and the accommodation party makes improvements to the land and transfers
the leasehold with the improvements to the taxpayer in exchange for other real estate.
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In the PLR, the IRS ruled that the related party disallowance rule under Section 1031(f) did not apply to
the transaction because the taxpayer was completing the exchange through an unrelated party, the QI,
and there would not be a disposal of the property, acquired from the subsidiary partnership (the related
party of the taxpayer), within two years of the date of the last transfer. The IRS also concluded that Rev.
Proc. 2004-51 was not applicable because the taxpayer did not own the land during the 180-day period
prior to it being leased to the EAT.

Observation: The holding in this PLR is noteworthy because this is the first PLR where the IRS ruled
on a valid deferred exchange where the RPL was previously owned by the taxpayer. The IRS followed the
form of Rev. Proc. 2004-51 and concluded that it did not apply to the transaction because the taxpayer
did not own the RPL in the 180 days prior to the lease of the land to the EAT. The Rev. Proc. generally
requires that the subsidiary partnership have the benefits and burdens of ownership of the land in the
180 days prior to the lease of the land to the EAT. The IRS appears to have relied on the taxpayer’s
representations that the subsidiary partnership was the tax owner of the land once it was contributed to
the subsidiary partnership. The subsidiary partnership also appears to have had a substantial business
purpose because the taxpayer represented that the subsidiary partnership had future plans of
undertaking similar activities to those undertaken for the land, and it continued to own the land after the
exchange (i.e., the taxpayer received a leasehold interest in the land rather than a fee interest).

Observation: The EAT typically holds legal title and is treated as the tax owner of the relinquished or
replacement property in a parking transaction under Rev. Proc. 2000-37. Rev. Proc. 2000-37 also
specifies that the taxpayer must enter into the QEAA with the EAT within five days of the EAT acquiring
the replacement property. In the PLR, the subsidiary partnership and not the EAT held title to the land
during the parking period, and the subsidiary partnership and not the taxpayer entered into the QEAA
agreement with the EAT. Since the RPL was a leasehold interest as opposed to a fee interest in the land, it
appears that the requirements of Rev. Proc. 2000-37 could not exactly be followed. Nonetheless, the
subsidiary partnership appears to have undertaken the steps necessary as generally outlined in Rev. Proc.
2000-37 so that it would allow the leasehold interest in the land to be the parked RPL in the exchange. In
ruling favorably for the taxpayer, the IRS appears to have applied the substantive principles in Rev. Proc.
2000-37, as opposed to strict compliance with it. Since the ruling only applies to the taxpayer, other
taxpayers contemplating similar fact patterns may want to obtain a ruling to get certainty on the IRS’s
view on the matter.

Let’s talk

For a deeper discussion about this PLR or other like-kind exchange transactions (including construction
exchanges) that might affect you, please contact:

Washington National Tax Services Financial Services — Real Estate Tax
Julanne Allen, Washington, DC Annet Thomas-Pett, New York

(571) 235-7837 (347) 604-2134

julanne.allen@pwc.com annet.thomas-pett@pwe.com
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