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IRS Provides Safe Harbor for Like-Kind 
Exchanges Not Completed Because of Defaulting 
Qualified Intermediary  
BY FRIEDEMANN THOMMA AND THOMAS S. WISIALOWSKI 

In Revenue Procedure 2010-14 (“Rev. Proc. 2010-14”), the Internal Revenue Service (the “IRS”) 
has granted relief for a taxpayer who was unable to timely complete a like-kind exchange because its 
qualified intermediary (the “QI”) entered into bankruptcy or receivership. A taxpayer that meets four 
requirements set out in Rev. Proc. 2010-14 will recognize gain or loss only upon the disposition of the 
relinquished property using a gross profit ratio method and only when payment is received. 

Background. Generally, no gain or loss is recognized when business or investment property is 
exchanged solely for other business or investment property of like kind (a “Code Section 1031 
Exchange”). A taxpayer must generally identify the replacement property within 45 days of the 
transfer of the relinquished property and must acquire the replacement property by the earlier of 180 
days after the date on which the taxpayer transfers the property relinquished in the exchange. 

A taxpayer may use a QI to facilitate the Code Section 1031 Exchange. In such a case, the taxpayer 
transfers the relinquished property to the QI, who then sells the property to a buyer. The QI acquires 
the replacement property with the sales proceeds of the relinquished property and transfers the 
replacement property to the taxpayer. 

As long as the taxpayer receives the replacement property within the statutory time period and meets 
the other requirements of a Code Section 1031 Exchange, no gain or loss will be recognized on the 
exchange. 

Victims of the recession and the troubled real estate markets. Rev. Proc. 2010-14 notes that 
taxpayers initiated like-kind exchanges by transferring relinquished property to a QI, but were unable 
to complete the exchanges within the statutory time period solely due to the failure of the QI to 
acquire and transfer replacement property to the taxpayer (a “QI default”). 

In many of these cases, the QI entered bankruptcy or receivership, which prevented the taxpayer 
from obtaining access to the relinquished property’s sale proceeds. 

Under Rev. Proc. 2010-14, a taxpayer who, in good faith, sought to complete the exchange using the 
QI, but failed because of a QI default, will not be required to recognize gain until the tax year when 
the taxpayer receives a payment attributable to the relinquished property. 
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Rev. Proc. 2010-14 applies to taxpayers that: 

 Transferred relinquished property to a QI pursuant to a Code Section 1031 Exchange; 

 Properly identified a replacement property within the identification period (unless the QI 
default occurs during that period); 

 Did not complete the like-kind exchange solely because of a QI default (involving a QI that 
became subject to a bankruptcy proceeding or receivership proceeding under federal or state 
law); and 

 Did not have actual or constructive receipt of the proceeds from the disposition of the 
relinquished property or any property of the QI before the time when the QI entered the 
bankruptcy or receivership. 

Relief provision. An eligible taxpayer that meets these requirements will recognize gain on the 
disposition of the relinquished property using the “safe harbor gross profit ratio method” and only as 
such taxpayer receives payments attributable to that property. Under this method, the portion of any 
payment attributable to the relinquished property that is recognized as gain is determined by 
multiplying the payment by a fraction, the numerator of which is the taxpayer’s gross profit with 
respect to the relinquished property and the denominator of which is the taxpayer’s contract price for 
such property. 

The application of the safe harbor gross profit ratio method can be best shown with examples: 

Example 1: A owns an investment property with a fair market value of $150 and an adjusted basis of 
$50. On May 1, 2009, A transfers the investment property to a QI and the QI transfers the property to 
a third party for $150. On June 1, 2009, A identifies another investment property as like-kind 
replacement property. On June 15, 2009, QI notifies A that it has filed for bankruptcy protection and 
cannot acquire the replacement property nor return the money. On July 1, 2010, the QI exits from 
bankruptcy and under court order pays $130 in full satisfaction of the QI’s obligation on August 1, 
2010. 

Under Rev. Proc. 2010-14, A recognizes gain in 2010. A’s selling price is $130, as is A’s contract price 
because there is no satisfied or assumed indebtedness. A’s gross profit is $80 (the selling price ($130) 
minus the adjusted basis ($50)). A’s gross profit ratio is 80/130 (the gross profit over the contract 
price. Therefore, A recognizes gain in 2010 of $80, which is the payment attributable to the 
relinquished property ($130) multiplied by A’s gross profit ratio ($80/$130). 

Even though the $130 payment for the property is less than the $150 proceeds received by the QI, A 
is not entitled to a loss deduction since the payment attributable to the relinquished property exceeds 
A’s adjusted basis ($50). To the extent the payment has been less than the adjusted basis, however, 
a loss would be allowed. 

Example 2: The facts are the same as in Example 1 except as of December 31, 2010, QI’s 
bankruptcy proceedings are on-going and A has received none of the $150 proceeds from QI or any 
other source. On September 1, 2011, QI exits from bankruptcy and the bankruptcy plan of 
reorganization provides that A will receive $30 on October 1, 2011 in partial satisfaction of QI’s 
obligation under the exchange agreement. The bankruptcy plan also provides that, depending on 
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various facts and circumstances described in the reorganization plan, A may receive a payment in 
February of 2012. On October 1, 2011, QI pays A $30. 

On February 1, 2012, A is notified that there will be no payment in 2012 and that the $30 received by 
A in 2011 represents full satisfaction of QI’s obligation under the exchange agreement. A receives no 
other payments attributable to the relinquished property. 

Under Rev. Proc. 2010-14, A is not required to recognize gain in 2010. A recognizes gain in 2011. A’s 
selling price is $150 (the amount realized by the QI on the sale of the relinquished property because, 
by stating that A may receive a payment in 2012, the bankruptcy plan did not specify by the end of 
2011, the first year in which A receives a payment attributable to the relinquished property, the 
amount A will receive in full satisfaction of A’s claim). Because there is no satisfied or assumed 
indebtedness, A’s contract price also is $150. A’s gross profit is $100 (the selling price ($150) minus 
the adjusted basis ($50)). A’s gross profit ratio is 100/150 (the gross profit over the contract price). 
Thus, A must recognize gain of $20 in 2011 (the payment attributable to the relinquished property 
($30) multiplied by 100/150). In 2012, A is entitled to a loss deduction of $20, the excess of A’s 
adjusted basis ($50) over the payments attributable to the relinquished property ($30). A is also 
entitled to a loss deduction of $20 in 2012, the amount of gain that A recognized in Year 2011. 

Rev. Proc. 2010-14 also sets forth rules for the treatment of satisfied indebtedness in excess of basis 
and the treatment of recapture income, the calculation of the amount of maximum gain to be realized 
and any loss deduction, and imputed interest determinations. 

Effective date. Rev. Proc. 2010-14 is effective for taxpayers whose like-kind exchanges failed due to 
a QI default occurring on or after January 1, 2009. 

  

If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

Palo Alto 

Thomas S. Wisialowski 
650-320-1820 
thomaswisialowski@paulhastings.com 

Friedemann Thomma 
650-320-1879 
friedemannthomma@paulhastings.com 
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