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Benefits and Pitfalls of Investing in TIC’s: Part 1 — The Benefits By Brian Stevens, CPA, CES®

Most real estate investors are aware of the
generous provisions of Section 1031, which
allow investors to defer taxes on the sale of
real estate if they acquire like-kind
replacement property. But many investors
are not aware that they can replace their
property in a tenant in common (TIC) form of
ownership, whereby it is purchased by two
or more persons that have undivided,
fractional interests in the asset.

TIC investments have been used in
exchanges for a long time, as when a father
and son acquire a duplex together. But
when a savvy real estate sponsor would
bring together several passive investors
together to acquire TIC’s in an exchange,
there was concern that this would not qualify
under Section 1031. Why? Because the
Internal Revenue Code prohibits the
purchase of partnership interests as
replacement property. And when taxpayers
are very passive and rely entirely on the
expertise and management of someone
else, their investment looks more like a
partnership.

In 2002, the IRS brought great clarity to this
TIC vs. partnership issue when they
provided 15 criteria they would use to
distinguish whether the investment was a
TIC or not. With that guidance, the TIC
industry exploded into a multibillion-dollar
industry.

The TIC industry has been fueled by TIC
sponsors (companies that specialize in the

The 15 TIC Criteria

Must have title as a TIC

Number of owners cannot exceed 35

No “entity” treatment

Co-ownership agreements allowed

Voting must be allowed

No restrictions on interest transfers

Proportionate sharing of proceeds &

liabilities

8. Proportionate sharing of profit & loss

9. Proportionate sharing of debt

10. No put options

11. No business activity

12. Annually renewable management
agreements

13. Lease agreements at market value

14. No loan agreements between
members

15. Sponsor receives fair market payment

Noookwd =

acquisition and management of real
estate), who promise steady cash flows,
appreciation, and hassle-free
management.

What Are the Benefits and Pitfalls of

TIC ownership?

In this issue we will cover some of the

benefits. Pitfalls will be discussed in next

quarter’s issue:

= Access to investment grade properties.
The greatest benefit in TIC ownership is
that it allows the average real estate
investor to access higher cash flowing
properties. For example, the average
investor that has $200,000 of equity

must compete with many other investors
to acquire a $600,000 building, and as a
result, may have to pay a premium
price. But if several average investors
pooled their dollars together, they can
purchase $10 million or $20 million
properties that typically provide much
greater cash flow.

= Access to credit tenants. Likewise, the
pooling of funds gives the investors
greater access to more leases with
Fortune 500 companies or government
entities, which gives the investor a more
secure position.

o Access to other regional real estate
markets. For taxpayers that live in hot real
estate markets, it is extremely difficult for
them to acquire properties that give them
reasonable cash flow. The TIC sponsors
will typically acquire properties in cooler,
steady markets, which give the investors
steady, higher cash flows. For example,
in today’s market, a property in Kansas
City would probably cash flow better than
a property in Seattle.

e Passive nature of the investment. At
some point in their lives, most real estate
investors want to go “passive” with their

(Continued on pg 2...)

What at first was

plunder assumed

the softer name of
revenue.

~Thomas Paine
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Benefits of TIC'S (cont. from pg 1)

investments. They become tired of tenants,
phone calls and decisions. They just want to
collect checks. It is these people the TIC
industry is targeting.

= Access to favorable borrowing terms. Most
TIC's are leveraged. And most have very
good lender packages, often with insurance
companies who offer long-term fixed, low-
interest loans. The individual investor can
rarely get a similar loan package.

e Ease of diversification. TIC's can easily
bring diversification. For example, a
taxpayer with $900,000 could purchase
three different TIC’s for $300,000. By doing
this, he could get geographic diversification,
investment type diversification (by getting
one office building, one retail center and one
apartment  building), and management
company diversification (by using different
Sponsors).

Thus, for certain cash-flow seeking, passive
investors, TIC's may be one of the best
investments out there. But there are many
pitfalls in TIC investing, which can include
shaky loan packages, misleading cash flow
projections, high loads, lack of management
experience, and tax issues that a prudent
investor should be aware of.  Watch for a
follow up article in our next issue, which will
address many of these pitfalls.
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Brian Stevens is co-owner of Summit Accommodators,
Inc. based in Bend, OR. He has over 20 years
experience as a CPA & over 14 years 1031 exchange
experience. Brian received his MBA from the University
of Washington & was one of the first members of the
Federation of Exchange Accommodators to pass the
Certified Exchange Specialist® exam. Contact Brian at
1-800-909-1031 or brian@summit1031.com
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Summit Accommodators is a proud
member of the Federation of Exchange
Accommodators (FEA)

CES.
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FEDERATION OF
EXCHANGE
ACCOMMODATORS

Certified Exchange
Specialists® on Staff
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Can | Exchange Flipped Properties?
By Felip Holbrook, CES®

We are frequently asked if “flipped” property is eligible for exchange. A “flipped”
property is a property that was purchased at a good price and then immediately
sold for a higher price, or first remodeled and then sold.

The answer? It all depends on your intent.

If a property is purchased with the intent to
flip it, you may not be able to exchange it.
Even though you might consider the property
an “investment” because you are making
money on the transaction, the IRS may not.
Section 1031 specifies that a property can
be exchanged if it is “HELD for the
productive use in a TRADE or BUSINESS or
for INVESTMENT”. If your intent was to sell
it, not to hold onto it, it doesn't meet the
requirement for an exchange. Similar to a
builder who buys lots and then builds spec
homes for resale, your intent at the time of
purchase was to re-sell the property. Like
those who flip properties, a builder can't do a
1031 exchange on his spec homes. This is

ecause property intended for resale is considered inventory, like clothing at a
retail store. Ordinary income tax (at federal rates up to 35% plus state tax) must
be paid on any profit made from the sale of inventory.

In some cases, your intent may not be to re-sell your property, but you may end
up selling it anyway. Let's say you buy a property at a good price with the idea of
hanging onto it as a rental property. Then, just a week later, someone comes
along and offers you a high price for the property that you just can’t refuse. You
technically just “flipped” the property even if you hadn’t intended to do so. But
you should be able to do an exchange, right? Sure. But if asked, how do you
prove your intent was always to hold the property? If the buyer making the offer
writes a letter explaining the offer was unsolicited by you, this could help prove
your original intent was not to sell. And it may also help to save any records that
show you had analyzed the property for its value as a rental.

Other factors that may allow you to exchange a recently purchased property are
‘circumstances beyond your control”. For instance, if you had intended to buy
property to keep for investment or rental, and then an unexpected divorce,
sudden job change or medical reason forces you to sell earlier than expected, the
property may qualify for a 1031 exchange. Again, good records are important in
these cases.

What if you fix up the property before selling it? If it appreciates during that period
is it eligible as an investment? Maybe -- it would depend on if the increase in
value were due to actual market appreciation. If so, it may qualify. But if the
increase in value is due to your skill and effort as a developer or contractor, it may
not qualify. (Continued: See “Flipped Properties” on page 4...)

It's tangible, it's solid, it's beautiful. It's artistic - from
my standpoint...and | just love real estate.

~Donald Trump

For quick 1031 reference information 24/7

visit our NEW website at www.summit1031.com
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Event & Education
News...

Title Insurance Classes Now Available in Texas!

Doug Ruby, Vice President of the Texas Region, has recently been approved
to teach 1031 CE courses for Title and Insurance professionals in the State of
Texas. Most courses are available at no charge (depending on geographical
location within Texas). To set up a course at your office or find out more about
available topics, please call our :

Austin, Texas office toll free at - ,5;
1-877-877-1031 or e-mail us at Sy Aecamadpes, i
austin@summit1031.com.

Summit Opens in Montana
On April 4, 2005 Summit will be
opening the Montana Regional
Office in Kalispell, Montana.

Headed up by Montana
Regional ~ President  Scott
Adams, the Kalispell office will
initially serve Kalispell,

Whitefish, Big Fork and other
nearby areas, but will soon
expand services to all parts of
Montana. Summit's CE classes
are already approved to
provide credit to Montana
Realtors®, so if you need CE
credit for license renewal, contact Scott at 406-755-1596 to set up a class at
your office. The Montana office is located in the Southfield Tower Building at
1830 3rd Ave E, Suite 301, Kalispell, MT. You can contact us in Montana by
calling 406-755-1596 locally, or 1-800-331-1099 toll free, or via e-mail at
scott@summit1031.com.

Brad Jorgensen, President, Utah Region,
teaching a 1031 course for the Park City
Board of Realtors on January 11. Drawn
by an artist with the Park City Record who
attended the class.

1031s for Maryland Vacation Home Owners

Brian Stevens, CPA & co-founder of Summit Accommodators, Inc. was
recently invited to present 1031 advantages to a group of Maryland waterfront
property owners. The course, hosted by John Burke of Gunther McClary Real
Estate in Cecilton, MD was attended by 45 participants and held at the
Granary restaurant in Georgetown, Maryland. To invite Summit's experts to
speak about 1031 exchanges at your next event, please call Amanda at 1-800-
909-1031 or amanda@sumit1031.com. Most programs can be provided at no
cost to you or, depending on location, for the cost of travel.

Summit Launches New Website...

Summit's website (www.summit1031.com) has changed! The new site offers a
large quantity of information that wasn't available on the old site. In addition,
we have offered many new tools and features, such as an online version of
this newsletter, the Summit Exchange, with a subscribe and unsubscribe
feature right on the site. In addition, you have the option of downloading the
old familiar PDF file of all the past issues so you can print them to share with
clients or colleagues. We hope you like all the new tools and information on
the new site. Please contact Amanda at 1-800-909-1031 or
amanda@sumit1031.com with any questions, comments or suggestions for
improvements or new content segments you'd like to see.

Trade Talk

By Scott Adams, President, Montana Region

NET SALES PRICE

“Net Sales Price” is simply the total sales price of a
property less the costs of sale, such as the real estate
agent's commissions and closing fees. This number is
important in an exchange because it is the actual
exchange value; the amount used to calculate your
total gain. It is also used to determine the amount of
replacement property you must buy — the value of
replacement property must be equal or greater to the
net sales price of your relinquished property, in order
to avoid all the tax in a 1031 exchange.

PRIVATE LETTER RULING

The IRS issues a Private Letter Ruling (PLR) to
represent their view on a specific proposed or
completed transaction. It is an informational
statement by the IRS interpreting how a statute or
administrative rule applies to a particular set of facts
or circumstances. Because a PLR addresses a
situation specific to a particular taxpayer, it is not
considered a precedent for use by other taxpayers. A
PLR is not binding and merely gives guidance on the
IRS's current position or attitude toward a particular
transaction.

Several publishers informally publish Private Letter
Rulings. Taxpayers sometimes refer to PLRs to
determine how the IRS may interpret their similar
situation. A PLR does not guarantee the IRS will
always rule the same way when presented with a
similar or even identical transaction, and so basing a
transaction on a PLR may carry some risk,
particularly when significant time has passed since
the original ruling and laws or circumstances have
changed. However, a Private Letter Ruling for a
similar set of circumstances does offer a platform for
argument if a similar case is questioned. Many PLRs
have been issued on past 1031 transactions, and
taxpayers may choose to accept some risk by
structuring their exchange based on a past Private
Letter Ruling.
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Scott Adams is the President of the Montana Region for
Summit Accommodators, LLC, based in Kalispell,
Montana. Scott is certified as a Continuing Education
Instructor by The Montana Board of Realty Regulation.
Contact Scott at scott@summit1031.com or 406-755-1596

Buy land.
They've
stopped
making it.

~Mark Twain

For quick 1031 reference information 24/7

Visit our NEW website at www.summit1031.com
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Flipped Properties... Continued from Page 2

You could choose to hold the property as a rental. There is no set time period
with respect to how long a property must be held for business or investment use
to qualify for an exchange. Most tax advisors would say two years is solid
evidence of intent. Others may counsel that a year is sufficient, or perhaps
reporting the property on two tax returns. Like many tax matters, these are gray
areas. It depends on the facts and circumstances and your tolerance for risk.

Intent can be difficult to prove. If you have a legitimate intent to hold a property
for business or investment but you have established a pattern as someone who
flips properties on a regular basis, you could still be subject to scrutiny. On the
other hand, if you have a number of rental properties, a quick exchange for a
recent purchase (due to an unsolicited offer) would probably be a more
convincing case.

Whatever the circumstances, tax treatment of the property still comes back to the
“intent” you had when you purchased the property. Length of the holding period is
still the best evidence of intent. If the holding period has been short, or if you've
had the property listed for sale since acquiring it, your burden becomes more
difficult. You should assemble as much evidence as possible to support your
claim that the property was held for a qualified use (i.e., not for resale).

Ultimately, your goal is to grow wealth through your property investments.
Perhaps the best advice is to plan carefully before acquiring a property. Will |
hold it as a capital asset (and thereby make it eligible for 1031 treatment)? Or will
it be a quick turnaround, a “flip” — recognizing that the tax liability that
accompanies such a choice has to be “penciled in” right up front. The tax liability
on a flip can be significant. Each path has pros and cons, and the savvy investor
will make proper use of both.

VYVVVVVYVYVVVVVVVVVVVYVYVVVVVVYVYVVYY

Felip Holbrook is the President of the Washington division of Summit Accommodators,
Inc., based in Yakima, Washington. Felip is on the CES Certification Council for the
Federation of Exchange Accommodators & was one of the first members to pass the
Certified Exchange Specialist® exam. Contact Felip at yakima@summit1031.com or
509-576-8081

FREE Information Pamphlets
Contact Summit to receive FREE brochures to help inform your clients about the
benefits of 1031 exchanges. Choose from three professional 4x9 pamphlets:

e 1031 Real Estate Overview
e Vacation Home Exchanges
e Personal Property Exchanges

1031 EXCHANGES:

Clear plexi-glass display holders are also available to make
an attractive desktop or wall mount display.

To order a FREE supply for your office or for use in a mailing
to clients, call us at 1-800-909-1031 today!
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SUMMIT ACCOMMODATORS, INC.

Contact Summit for Free
Consultation Services:

Bend, OR .ooooooereere 541-389-8466
Yakima, WA ..o 509-576-8081
AUSHN, TX oo 512-457-1031
Sandy, UT oo 801-595-1031
Park City, UT oo 435-200-1031

NeW kaispell, MT............... 406-755-1596

Toll Free: 1-800-909-1031
E: info@summit1031.com
W: www.summit1031.com

s DID YOU KNOW...

‘_ = 19 percent of the people in the
United States believe they are in

the upper 1 percent of wage
earners. (Minneapolis Star/Tribune,
US Census Bureau)

= According to an NSF survey done
in 2001, 25% of Americans think
the sun goes around the earth.

A piece of US paper currency can be folded
4,000 double folds (first forward, then back)
before it will tear.

One out of every 300 Americans is a
millionaire, but only one out of every 48 million
people in the world is a billionaire. The number
of millionaires in  America rises by
approximately 8 percent per year.

One out of two credit reports has an
inaccuracy. One out of every five has an
inaccuracy bad enough to spoil a person's
credit.

There have been 25 major changes in the
capital gains tax since 1922

About The Summit Exchange:

The Summit Exchange is a quarterly newsletter distributed via e-mail. If you are interested in receiving future issues, please subscribe by
registering on our website at www.summit1031.com or sending e-mail to subscribe@summit1031.com
To be removed from this list, unsubscribe at our website or by sending e-mail to: unsubscribe@summit1031.com.
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