
t would be a gross 
understatement to 
say that 1031 ex-

changes are a popular 
and driving force in the 
commercial real estate 
arena. It would also be 
no exaggeration to say 
that the volume of ten-
ant-in-common (TIC) 
investments is at an all-
time high right now.   TIC 
investments continue to 
grow in popularity as a 
strategy to complete a 
1031 exchange and more 
and more investors are 
reviewing their opportu-
nities and taking advan-
tage of the tax benefits 
associated with this ap-
proach.  What properties 
are currently of interest 
to investors and what 
challenges are investors 
facing?  Has the reduc-
tion in capital gains tax 
affected activity?

Hot Replacement 
Properties

While certain properties 
are definitely hot right 
now for 1031 exchanges, 
as always wise invest-
ment decisions must coin-
cide with investors’ goals 
and objectives.  If, for ex-
ample, the investors are 
mature individuals who 
have experienced a run 
up in value of their invest-
ments and are looking for 
investments with secure 
cash flow and minimal 
management, they might 
choose properties with 
triple net leases and a 
single or few tenants.  
Such investments are less 
management intensive, 
may have a more stable 
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cash flow and are often 
seen as a secure invest-
ment option.  Investors 
with more conservative 
goals are also attracted 
to industrial/flex or office 
properties with few ten-
ants for the same reasons 
– a steady cash flow to 
supplement retirement or 
other income.

If, however, the inves-
tors are younger and 
more aggressive in their 
investment approach and 
willing to take on addi-
tional risk, the successful 
management of that risk 
may yield them greater 
growth.  Because these 
investors have a longer 
investment horizon to 
create and build wealth, 
they are more likely to 
consider properties with 
higher vacancy rates, 
or below market leases.  
They may also be will-
ing to personally take on 
more of the management 
of the properties, and 
might consider apartment 
buildings or self-storage 
properties, all focused on 
wealth creation.

The Challenges 
for 1031 Exchanges
Every investment poses 

challenges.  The challeng-
es faced by 1031 investors, 
companies, and sellers, 
are the same challenges 
faced by any owner or 
buyer of real estate.  The 
biggest hurdle is finding 
acceptable properties to fit 
the investment objective, 
regardless of whether it 
is a new purchase or a 
1031 exchange.  In today’s 
market there is an exces-
sive amount of capital 
in comparison to quality 
properties - spurred in 
part by the availability of 
low cost debt.  

Also, in many instances, 
individual investors are 
competing against pen-
sion funds or real estate 
investment trusts (REITs) 
to purchase a property. 
Because real estate con-
tinues to be an outstand-
ing hedge against infla-
tion, institutional inves-
tors (such as retirement 
funds) are increasing 
their real estate holdings.  
Real estate tends to be a 
very diverse investment - 
offering not only regional 
diversity but diversity in 
product type – increasing 
its reputation as a safer 
investment option.  In-
stitutional investors are 
very interested in safety 
due to the uncertain in-
terest rate environment 
and world political insta-
bility.

The expectations of the 
seller can also lead to 
significant challenges.  If 
investors are selling into 

an escalating hot market, 
many assume that they 
will be able to find replace-
ment properties of the 
same quality for a cheaper 
price than the properties 
they are selling.  Most 
investors are challenged 
to find such a property 
and when coupled with 
the time constraints of the 
1031 exchange often make 
questionable decisions on 
replacement properties.  
However, it’s imperative 
that aside from the tax 
benefits, investors ensure 
the replacement property 
is a solid investment. 

Capital Gains 
Reduction

In 2004, the federal gov-
ernment lowered the capi-
tal gains tax from a prop-
erty sale from 20 percent 
to 15 percent.  However, 
when investors really 
take a look at the other 
taxes assessed when sell-
ing – such as recapture 
tax and state income tax 
– the total tax most pay 
may be closer to 25-30 
percent.  The 5 percent 
reduction on the capital 
gains tax is not significant 
enough to cause people 
to want to sell now and 
pay the taxes.  Plus, the 
expanding 1031 exchange 
market has more than 
offset any drop-off from 
those investors who cash 
out of the market as a 
result of the lower federal 
capital gains rate.  Addi-
tionally, if investors opt 
to sell and pay the capital 
gains, they could be facing 
the Alternative Minimum 
Tax, and no one can pre-

dict the ramifications that 
will have on the bottom 
line from a personal tax 
perspective.  Therefore, 
1031 exchanges, and spe-
cifically, TIC investments 
as a means to fulfill the 
1031 exchange will con-
tinue to grow in popu-
larity.  In fact, industry 
sources have predicted 
that the total amount of 
TIC investments for 2005 
should top $12 billion.  
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