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s all tax practitioners know, Code Sec. 1031(a)
Amandates nonrecognition of gain or loss upon
a like-kind exchange. However, exchanges
of certain types of property are not subject to this
rule. This column addresses the meaning of the word
“securities” in the exception set forth in Code Sec.
1031(a)(2)(D), which provides that nonrecognition is
not available for any exchange of stocks, bonds, notes
or other securities. This issue has come to the forefront
as more and more interests in property, including
various interests in real estate, such as tenancy-in-
common (TIC) interests' or interests in a Delaware
statutory trust (DST),? are acquired by taxpayers as
replacement property in like-kind exchanges either
(1) after being registered under the securities law or
(2) pursuant to an exemption from registration.’
This question needs to be addressed because of the
broad definition of a “security” for purposes of the U.S.
securities law. The Securities Act of 1933 (the “Securi-
ties Act”), which often is referred to as the “truth in
securities” law, requires that investors receive financial
and other significant information concerning securities
being offered for sale and prohibits deceit, misrepre-
sentations and other fraud in the sale of securities.:
A primary means of accomplishing the purposes of
the Securities Act is through the requirements that (1)
securities sold in the United States generally must be
registered with the Securities and Exchange Commis-
sion (the SEC), unless an exemption from registration
is available and (2) the issuer of the securities must
provide disclosure to potential investors.s
The SEC and the courts have taken a broad view of
the definition of a “security” to achieve the legislative
objective of full disclosure of the facts and risks of an
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investment. In SEC v. W/J. Howey Co.,c the U.S. Su-
preme Court ruled that an arrangement is an investment
contract, and therefore a “security” for purposes of the
Securities Act by looking to “whether [it] involves an in-
vestment of money in a common enterprise with profits
to come solely from the efforts of others,” emphasizing
“[tlhe statutory policy of affording broad protection
to investors.”” Howey involved sales of orange groves
along with optional service contracts (which most
investors opted to purchase).s Upon payment of the
full purchase price, the purchaser obtained a warranty
deed; purchases generally were of narrow strips of
land, with an average size of 1.33 acres.s The service
contract gave the service company a leasehold interest
and covered cultivation of the groves and harvesting
and marketing of crops.» Thus, fee ownership of real
estate was treated as a “security” in Howey.

The Court more recently clarified that there was no
reason to distinguish between variable and fixed returns
for purposes of the Howey “profits” test." The Court also
said that the profit referred to in Howey is the profit
that investors seek on their investments, rather than the
profits of the scheme in which they invest.” In addition,
the Court emphasized that the definition of a “security”
for purposes of the Securities Act was intended to en-
compass a variety of situations. The SEC Division of
Corporation Finance also has issued a no-action letter
that refused to find that a triple-net lease arrangement
sold to a single investor or to multiple investors as ten-
ants-in-common is not a security.

Thus, for purposes of the securities laws, a security
is very broadly defined. Is the definition the same for
purposes of Code Sec. 1031(a)(2)(D)? Again, a histori-
cal background is helpful. The statutory predecessor of
Code Sec. 1031, Code Sec. 202(c)(1), was enacted as
part of the Revenue Act of 1921. In 1923, Congress
amended Code Sec. 202(c)(1) to exclude from the like-
kind exchange provision “stock, bonds, notes, choses
in action, certificates of trust or beneficial interest,
or other securities or evidences of indebtedness or
interest” held for investment.* The legislative history
explains the reason for this amendment by quoting a
letter from the Secretary of the Treasury stating:

The revenue act of 1921 provides, in section 202,
for the exchange of property held for investment
for other property of a like kind without the real-
ization of taxable income. Under this section a
taxpayer who purchases a bond of $1,000 which
appreciates in value may exchange that bond for
another bond of the value of $1,000, together with

$100 in cash (the $100 in cash representing the
increase in the value of the bond while held by
the taxpayer), without the realization of taxable
income. This provision of the act is being widely
abused. Many brokers, investment houses, and
bond houses have established exchange depart-
ments and are advertising that they will exchange
securities for their customers in such a manner as
to result in no taxable gain. Under this section,
therefore, taxpayers owning securities which have
appreciated in value are exchanging them for other
securities and at the same time receiving a cash
consideration without the realization of taxable
income, but if the securities have fallen in value
since acquisition will sell them and in computing
net income deduct the amount of the loss on the
sale. This result is manifestly unfair and destruc-
tive of the revenues. The Treasury accordingly
urges that the law be amended so as to limit the
cases in which securities may be exchanged for
other securities without the realization of taxable
income to those cases where the exchange is in
connection with the reorganization, consolidation,
or merger of one or more corporations.”

The 1923 amendments to the predecessor of Code
Sec. 1031 also replaced the prior “boot” rule, which
provided that boot received reduced the basis of
qualifying property received and that gain was recog-
nized only if the amount of boot received exceeded
such basis, with a rule requiring recognition of gain
to the extent of the amount of boot received.

In 1934, Congress reconsidered the nonrecogni-
tion provisions originally enacted in 1921 and made
extensive changes to some of those nonrecognition
provisions, but concluded that the like-kind exchange
rules did not require amendment, stating;

The law has provided for 12 years that...profit
or loss is recognized in the case of exchanges
of notes or securities, which are essentially like
money; or in the case of stock in trade; or in case
the taxpayer exchanges the property comprising
his original investment for a different kind of
property; but if the taxpayer’s money is still tied
up in the same kind of property as that in which
it was originally invested, he is not allowed to
compute and deduct his theoretical loss on the
exchange, nor is he charged with a tax upon his
theoretical profit. The calculation of the profit or
loss is deferred until it is realized in cash, market-
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able securities, or other property not of the same
kind having a fair market value.

The Treasury Department states that its experience
indicates that this provision does not in fact result
in tax avoidance. If all exchanges were made tax-
able, itwould be necessary to evaluate the property
received in exchange in thousands of horse trades
and similar barter transactions each year, and for
the time being, at least, claims for theoretical
losses would probably exceed any profits which
could be established. The committee does not be-
lieve that the net revenue which could thereby be
collected, particularly in these [depression] years,
would justify the additional administrative ex-
pense. Consequently, the
exchange provisions have
not been changed.®

In fact, the like-kind
exchange rules have “re-
mained substantially intact”
since the 1923 amend-
ments discussed above.

The meaning of the phrase
“other securities” has nei-
ther been defined precisely, nor considered frequently in
the context of Code Sec. 1031 in the nearly eighty-five
years since the phrase was added to the predecessor
of Code Sec. 1031. The term “securities” is used in a
number of other sections of the Code, including Code
Secs. 165(g), 1083(f) and 1236(c), all of which include
narrow definitions of the term “securities.” The term also
has been narrowly defined in various Treasury Regula-
tions.» These narrow definitions serve the purpose of
the relevant revenue statute and stand in contrast to the
broad definition in the securities statute.

The fact that an investment is treated as a security for
purposes of the securities laws, which define securities
broadly because they are designed to protect investors,
is not indicative of the appropriate result under the rev-
enue laws. In a series of General Counsel’s Memoranda
(GCM), the IRS considered whether whiskey warehouse
receipts should be treated as securities for purposes
of Code Sec. 1031. In GCM 35,242, after discussing
the definitions of “securities” in various sections of
the Code, the IRS stated “we believe it persuasive that
Congress has consistently defined the term ‘securities’
in a limited sense” in the Code and concluded that
whiskey warehouse receipts were not “securities” un-
der Code Sec. 1031. The IRS reached this conclusion,
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of the same word (securities)
for purposes of the tax laws and
the securities laws is appropriate
because of the differing purpose
of these rules.
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even though the SEC treated the whiskey warehouse
receipts as securities for purposes of the securities law.»
In reaching its conclusion that the whiskey warehouse
receipts were not securities for purposes of Code Sec.
1031, the IRS noted that in Plow Realty Co. the Tax
Court concluded that even though mineral deeds are
“securities” under the securities laws, they are not
“securities” under the predecessor of Code Sec. 543,
relating to personal holding company income.= In Plow
Realty, the court said “here we have a revenue statute
and not a question of the exercise of police power by
a state or the National Government for the protection
of the public.”=

Property other than whiskey receipts has been treated
as a “security” for purposes of the Securities Act, but not
for purposes of Code Sec.
1031. For example, the
seminal Supreme Court
case defining a “secu-
rity” for purposes of the
Securities Act, Howey,”
involved the sale of an
orange grove, which was
clearly real estate for tax
purposes, but a security
under the Securities Act.
Another common area in which this disparate treatment
has applied involves interests in oil and gas properties,
which are usually treated as securities for purposes of
the Securities Act (because of the management involved
in the property), but not as “securities” for purposes of
Code Sec. 103 1. Indeed, prior to adoption of Code Sec.
1031(@)(2)(D) in 1984, an interest in a general partner-
ship qualified for like-kind exchange under Code Sec.
1031, even though such interests were often treated as
securities under the Securities Act. Finally, the SEC has
treated the sale of condominium units with mandatory
rental pool arrangements, and other rental arrange-
ments in which the seller emphasizes the economic
benefits to the buyer to be derived from the rental of the
units due to the managerial efforts of the promoter, or
a person arranged by the promoter as securities under
the Securities Act.»> However, there has never been a
question that condominium units can qualify for like-
kind exchange treatment .

Thus, from an historical perspective, the word “secu-
rities” has been interpreted differently for purposes of
the securities and tax laws. This difference is likely due
to the fact that Congress was concerned in 1923 about
exchanges of notes or securities, which are essentially like
money, whereas Congress was concerned about protect-
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ing investors when Congress broadly defined “securities”
for purposes of the Securities Act. By 1934, which was
just a year after the enactment of the Securities Act, Con-
gress was still viewing a “security” for purposes of Code
Sec. 1031 as something that was “essentially like money.”
In carving out securities from like-kind exchange treat-
ment, Congress was concerned that taxpayers’ exchanges
of stock with boot were going untaxed. Accordingly,
Congress limited the tax-free exchange of securities to
transactions satisfying the tax-free reorganization provi-
sions. In contrast, as noted above, the SEC has taken a
broad view of the definition of “security” to ensure full
disclosure of the risks of investments.

This difference in the definitions of the same word
(securities) for purposes of the tax laws and the
securities laws is appropriate because of the differ-
ing purpose of these rules. The securities laws are
intended to protect investors, so a broad definition is
appropriate—Congress wanted the sellers of securi-
ties (as broadly defined) to be required to provide full
disclosure to their investors. There is no similar policy
underlying the definition of a “security” for purposes
of Code Sec. 1031(a)(2)(D). Indeed, the literal wording
of Code Sec. 1031(a)(2)(D) implies that a “security,”
for purposes of that provision, should be limited
to something that is akin to a stock, bond or note
(because the statute refers to these three items and

“other securities”). Incorporation of the definition of a
“security” under the securities laws for purposes of ap-
plying Code Sec. 1031(a)(2)(D) would certainly result
in recognition of gain or loss in many transactions, in
contrast to the reasons underlying the enactment of
the predecessor provision in 1922, which was before
the securities laws even existed.

As a practical matter, it seems relatively clear that
the fact that an investment is treated as a “security” for
purposes of the securities laws does not result ipso facto
in the treatment of the same investment as a “security”
for purposes of Code Sec. 1031(2)(2)(D). In the TIC and
DST arena, even though most TIC and DST interests
are sold as securities (usually pursuant to an exemption
from registration under the securities laws), counsel
regularly provide opinions to their clients indicating that
the treatment of a TIC interest as a security for purposes
of the securities law should not have any impact on a
like-kind exchange. In addition to this being the correct
result under the law, it is also the correct result from a tax
policy and legislative history perspective. TIC and DST
transactions are not vehicles for avoiding federal income
tax on built-in gain present in a taxpayer’s financial in-
strument; rather, TIC and DST transactions are a means
of continuing a taxpayer’s original investment in real
property. A clarification that the IRS views this question
similarly would always be welcome.
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to the grantor, grantor’s spouse or
in discharge of the grantor’s legal
obligations. Accordingly, the IRS
concluded in LTR 200546055
that a “living grantor’s ownership
interest in Trust Company or mem-
bership on its board of directors or
any of its committees will not give
the grantor an interest or power
that would cause that grantor to be
treated as an owner of any portion
of the trusts under Section 677.”

Similarly, the fact that no family
member could participate in any dis-
cretionary distribution decision with
respect to any trust of which he or
she was a beneficiary was critical to
ruling that the grantor trust provisions
of Code Sec. 678 did not apply.



