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  In my prior article in the November–December 
2013 issue  of the  JOURNAL OF PASSTHROUGH ENTITIES , 1   I 
discussed the identification  requirements in 

forward exchanges and parking arrangements, fo-
cusing  on the description of the identifi ed property 
and the requirement  that the taxpayer ultimately 
receive “substantially the same  property as identi-
fi ed.” This column will look at the rules  for alternate 
identifi cation and multiple properties, as well as the  
identifi cation rules for property under production or 
construction.  It will also address the identifi cation of 
relinquished property in  a parking arrangement when 
there are alternate taxpayers. 

 The 3-Property and 200% Rules 
 As I stated in my prior column on  identifi cation issues, 
the 45-day identifi cation period goes by quickly  for a 
taxpayer who has not located and tied up replacement 
property  prior to the relinquished property disposition 
in a forward exchange.  Fortunately, the regulations do 
allow the taxpayer to identify alternative  properties, so 
if the taxpayer fails to acquire one identifi ed property,  
the taxpayer will have other options. These alternatives 
also apply  in a parking arrangement. 

  Forward Exchanges.  The regulations contain what  
are known as the “3-property rule” and the “200%  
rule.” Under these rules, the maximum number of 
replacement  properties that may be identifi ed in a 
forward exchange is: 
   1. three properties, without regard to the fair market 

value  of the properties 2 ; or 
   2. any number of properties, so long as their ag-

gregate fair  market value at the end of the 
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identifi cation period does not exceed  200 percent 
of the aggregate fair market value of all the relin-
quished  properties, as of the date the relinquished 
properties were transferred  by the taxpayer. 3    

 While any replacement property received by the 
taxpayer before  the end of the identifi cation period 
is treated as timely identifi ed,  the property must be 
counted for the purposes of the 3-property rule  and 
the 200% rule. 4  The regulations  provide the following 
example: If B transfers property X with a fair  market 
value of $100,000 to C, and B receives like-kind prop-
erty Y  with a fair market value of $50,000 before the 
end of the identifi cation  period, B may identify either 
two additional replacement properties  of any fair mar-
ket value or any number of additional replacement 
properties  as long as the aggregate fair market value 
of the additional replacement  properties does not 
exceed $150,000 ((2 x $100,000) minus $50,000). 5  

  Parking Arrangements.  There are no specifi c ex-
amples  of how to apply the 3-property rule and 200% 
rule in parking arrangements.  Rev. Proc. 2000-37  
only states  that “the identifi cation must be made in 
a manner consistent  with the principles described in 
section 1.1031(k)-1(c)” for  identifying replacement 
property in a deferred exchange. For this  purpose, “the 
taxpayer may properly identify alternative or  multiple 
properties, as described in  section  1.1031(k)-1(c)(4) .” 6  

 The 3-property rule can easily be applied to a 
parking arrangement.  The taxpayer may identify up 
to three relinquished properties of any  value, regard-
less of the value of the parked replacement property. 7  

 The application of the 200% rule to a parking 
arrangement also  seems relatively straightforward, 
provided that the replacement property  is not under 
production or construction. The 200-percent limit in  
a parking transaction is most likely computed by dou-
bling the purchase  price of the parked replacement 
property at the time it is acquired  by the exchange 
accommodation titleholder (“EAT”). Thus,  a taxpayer 
can identify any number of relinquished properties, 
so  long as their value, determined as of the end of the 
identifi cation  period, does not exceed 200 percent 
of the value of the parked replacement  property. 8  
Identifying when the parked  replacement property 
is under production is discussed later in this  article. 

 Issues with the 3-Property Rule 
 The most problematic issue with the  3-property rule is 
defi ning what constitutes “one” property.  Obviously, 
the broader the defi nition, the more alternative prop-

erties  that taxpayer will have to choose from, and, 
therefore, the greater  the probability of a successful 
exchange. For example, a taxpayer  may want to iden-
tify two contiguous lots as one property, thus leaving  
the taxpayer two more alternative designations rather 
than one alternative  designation. Unfortunately, the 
regulations offer absolutely no guidance  on the defi -
nition of one property, and there have been no rulings  
on it either. Therefore, a tax advisor can provide no 
real substantive  guidance on this important issue. 

 The IRS did offer an interpretation of what consti-
tutes “one  property” in the context of co-tenancies 
owning multiple properties.  This interpretation does 
not specifi cally apply to the identifi cation  rules, 
but nevertheless the principles applied still may be 
helpful.  Rev. Proc. 2002-22  9  provides that the IRS 
will generally treat contiguous  parcels as compris-
ing a single business unit or “property.”  Even if the 
parcels are not contiguous, however, the IRS may 
treat  multiple parcels as comprising a single business 
unit where there  is a close connection between the 
business use of one parcel and the  business use of 
another parcel. For example, an offi ce building and  a 
garage that services the tenants of the offi ce building 
may be treated  as a single business unit even if the 
offi ce building and the garage  are not contiguous. 

 Due to the lack of direct guidance on what con-
stitutes one property  for identifi cation purposes, a 
taxpayer will have to take a pragmatic  approach 
and weigh the risk of violating the 3-property rule 
with  the risk of not being able to acquire replace-
ment property suffi cient  to defer enough tax to make 
the exchange worthwhile. For example,  suppose a 
taxpayer wants to identify three condominium units 
in the  same condominium, which are being sold by 
the same seller under the  same purchase agreement. 
All three units must be purchased together.  It is not 
clear if this is one property or three properties under  
the 3-property rule. If there is a signifi cant chance 
that the taxpayer  will not actually obtain the three 
units with the result that the  exchange fails, then the 
taxpayer will probably need to take the risk  of treating 
them as one property and identifying other alternative  
other properties. 

 Another common example of the diffi culty with the 
defi nition  of one property can be found with pack-
aged oil and gas interests.  There are several wells 
involved but they are packaged together as  one in-
vestment and must be purchased together under one 
agreement.  It is not clear if they are one property or 
several properties for  the purpose of the 3-property 
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rule. The conservative approach would  be to use the 
200% rule in this situation. 

 Issues with the 200% Rule 
  Computing the 200% Limit.  The  200% rule states 
that the 200-percent limit in a forward exchange  
is calculated based on the “aggregate fair market 
value of all  the relinquished properties, as of the 
date the relinquished properties  were transferred by 
the taxpayer.” The fair market value of  a relinquished 
property would likely be its purchase price because  
this is the price a willing buyer is paying. It would be 
diffi cult  to argue for a higher fair market value, even 
if the buyer of the  relinquished property sold it at a 
profi t shortly thereafter. 

 The main issue in computing the 200-percent limit 
in a forward  exchange is the treatment of selling 
costs and taxable boot received  by the taxpayer. Do 
these amounts, which can be substantial, reduce  
the “aggregate fair market value” of the relinquished  
property and therefore the 200-percent limit? The 
examples in the  regulations do not address the issue 
of selling costs or taxable boot  in the 200-percent 
limit calculation. The only guidance is a private  letter 
ruling in which the 200-percent limit was calculated 
based  on the gross sales price, even though sales 
and exchange expenses  were paid from the sales 
proceeds. 10  The  taxpayer in this private letter ruling 
also represented that it might  receive taxable cash 
boot from the sale of the relinquished property. 

 An exchange with a relinquished property un-
derwater in debt  or in foreclosure also raises issues 
about how to compute the 200-percent  limit. The 
200% rule states that the aggregate values of all the 
identifi ed  properties cannot exceed 200 percent of 
the “value” of  the relinquished property at the time 
it was transferred by the taxpayer.  In an underwater 
situation, the “value” of the relinquished  property 
could mean the actual fair market value, which makes 
sense  when the property is subject to recourse debt. 
“Value”  could also mean the fair market value of 
the relinquished property  subject to nonrecourse 
debt, even though the fair market value could  be 
signifi cantly less than the debt relief amount. Alter-
natively,  in the nonrecourse debt situation, “value” 
could also  be the amount of the outstanding principal 
amount of the nonrecourse  debt, which is treated as 
the consideration received by the taxpayer  from the 
transfer of the relinquished property. 11  This defi nition 
is more in keeping with the spirit of the  200% rule 

because the intent of the rule is to give the taxpayer 
identifi cation  alternatives equal to twice the exchange 
value of the relinquished  property. With nonrecourse 
debt, the exchange value of the relinquished  property 
is presumably the amount of the nonrecourse debt 
because  it likely would be treated as liability relief 
in the exchange. 12  

  Computing the Value of the Identifi ed Properties 
in a  Forward Exchange.  For purposes of the 200% 
rule in a forward  exchange, the fair market value of 
the identifi ed replacement properties  is determined 
at the end of the identifi cation period. If a taxpayer  
hopes to obtain replacement property for a below-
market price, the  taxpayer may want to use the higher 
market price in applying the 200%  rule. The IRS 
could potentially argue that a higher value should 
have  been used, and this may put the taxpayer over 
the 200-percent limit.  This scenario could occur if the 
identifi ed property is not acquired  by the taxpayer 
in the exchange, but is sold shortly thereafter to  an-
other buyer at a signifi cantly higher price. Taxpayers 
should be  cautious with the valuations when using 
the 200% rule, and err on  the high side of value to 
avoid exceeding the 200-percent limit. 

 Many taxpayers will include the estimated values of 
the identifi ed  replacement properties in the identifi ca-
tion notice. However, the  regulations describing the 
200% rule do not require that the taxpayer  include 
the valuations. Sometimes, the QI involved will re-
quire the  valuations be included to make sure that the 
taxpayer understands  the 200-percent limitation. A 
taxpayer should double check the addition  of the val-
ues, as mistakes in totaling the values are sometimes 
made.  A taxpayer who makes an error in computing 
the values and thus ends  up over 200-percent limit 
will need to look for other indicia of the  fair market 
value, such an appraisal or market valuation, to hope-
fully  save the identifi cation and thus the exchange. 

 The following example from the regulations illus-
trates the 200%  rule. The example does not state that 
the valuation was included in  the written document. 
It also does not state how the fair market values  of 
the identifi ed properties were determined. 13    

   EXAMPLE 5.  (i) On May 17, 1991, B  identifi es real 
properties L, M, N and P as replacement properties  
by designating these properties as replacement 
properties in a written  document signed by B and 
personally delivered to C. The written document  
provides that by July 2, 1991, B will orally inform C 
which of the  identifi ed properties C is to transfer to 
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B. As of July 1, 1991, the  fair market values of real 
properties L, M, N and P are $30,000, $40,000,  
$50,000, and $60,000, respectively.  

  (ii) Although B identifi ed more than three proper-
ties  as replacement properties, the aggregate fair 
market value of the  identifi ed properties as of the 
end of the identifi cation period ($180,000)  did 
not exceed 200% of the aggregate fair market 
value of real property  X (200% x $100,000 = 
$200,000). Therefore, the requirements of the  
200% rule are satisfi ed, and real properties L, M, 
N and P are all  identifi ed before the end of the 
identifi cation period.  

 Consequences of Exceeding 
the Three-Property and 
200-Percent Limits 

 The regulations provide that if the  taxpayer identi-
fi es more than three properties and the total value  
of the identifi ed properties exceeds the 200-percent 
limit, then the  taxpayer will be deemed to have not 
identifi ed any replacement property  and the transfer 
of the relinquished property will be taxed as a sale. 14  
This is a harsh result. There are two limited  excep-
tions to this rule. 

 The fi rst exception provides that any replacement 
property received  by the taxpayer before the end of 
the identifi cation period will be  treated as properly 
identifi ed, regardless of whether the 3-property  rule 
and 200% rule are subsequently violated at the end 
of the identifi cation  period. 15  

 The second exception provides that if the 3-prop-
erty rule and  200% rule are violated, the taxpayer is 
still treated as properly  identifying any replacement 
property identifi ed before the end of  the identifi -
cation period and received before the end of the 
replacement  period, if the fair market value of the 
replacement property received  is at least 95 percent 
of the aggregate fair market value of all identifi ed  
replacement property. 16  This is  referred to as the 
“95% rule.” For purposes of the 95%  rule, the fair 
market value of each identifi ed replacement property  
is determined as of the earlier of the date the prop-
erty is received  by the taxpayer or the last day of the 
exchange period. 17  

 It is perilous for the taxpayer to exceed three proper-
ties and  the 200-percent limit in an identifi cation in a 
forward exchange.  Under the 95% rule, the taxpayer 

must acquire 95 percent of the identifi ed  properties. 
The risk always exists that one or more of such iden-
tifi ed  properties will be sold to someone other than 
the taxpayer before  the end of the exchange period 
rendering it impossible to close on  95 percent of the 
properties identifi ed. 

 The 95% rule might be used if the taxpayer is trad-
ing up in  value and wants to spread the relinquished 
property proceeds among  the multiple replacement 
properties. However, the taxpayer should  have all 
the identifi ed replacement properties tied up at the 
time  of the identifi cation. And the properties should 
perhaps close as  one transaction so there is no 
chance the taxpayer will not acquire  all of the prop-
erties. Otherwise, the taxpayer should not take this  
risk. Instead, the taxpayer should identify under the 
3-property or  200% rules, acquire enough replace-
ment property to defer the gain  in the exchange, and 
then refi nance the replacement properties and  use 
the proceeds to purchase the additional properties 
outside of  the exchange. 

 Most taxpayers will utilize the 3-property rule in 
both forward  exchanges and parking arrangements. 
The 200% rule is only used in  a forward exchange if 
the taxpayer intends to acquire several properties  of 
lesser value than the relinquished property. It is used 
in a parking  arrangement if the taxpayer is disposing 
of several relinquished properties  of lesser value than 
the parked replacement property. 

 Multiple Relinquished 
Properties, Including 
Business Exchanges 

 If multiple relinquished properties  are transferred in the 
same forward exchange, the 3-property rule  and 200% 
rule will apply to the transaction as a whole, and not to  
each relinquished property or to each group of a type 
of relinquished  property. The regulations provide that 
these rules apply regardless  of the number of proper-
ties transferred by the taxpayer as part of  the same 
forward exchange. 18  Therefore,  separate relinquished 
properties often will be split into separate  exchanges 
if possible, to allow the taxpayer to have additional 
alternative  replacement property identifi cations. The 
subject of splitting exchanges  was addressed in an 
earlier article in the  Like-Kind Exchange  Corner . 19  

 If the relinquished property is a multi-asset business 
transferred  in one transaction, it likely cannot be split 
into separate exchanges.  If the replacement property 
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is also a multi-asset business, the 3-property  rule will 
not be workable because the business is comprised 
of more  than three properties. The 200% rule must 
be used, or the taxpayer  must acquire the replace-
ment business prior to the end of the identifi cation  
period. This is diffi cult for some taxpayers to grasp. 
They believe  they should be able to simply identify 
three businesses without regard  to the number of 
individual assets comprising the business. 

 The incidental property rule may be applicable if 
the business  has one large asset that constitutes at 
least 85 percent of the aggregate  value of all of the 
assets of the business. In such a case, the large  asset 
and the “incidental” property will be treated as  one 
property for the purposes of the 3-property rule. 20  
The aggregate value of the incidental property  will, 
however, count as part of the 200% rule. The inci-
dental property  typically must be transferred with the 
larger property in standard  commercial transactions. 
For example, furniture, laundry machines  and other 
miscellaneous items of personal property will not 
be treated  as separate property under the 3-property 
rule from an apartment building  with a fair market 
value of $1 million if the aggregate fair market  value 
of the furniture, laundry machines and other personal 
property  does not exceed $150,000. 21  

 Special Identifi cation Rules 
when the Replacement 
Property is under Production 

 In a forward exchange, the regulations  permit the 
identifi cation of replacement property not in exis-
tence  or which is being produced at the time it is 
identifi ed. 22   The terms “produced”  and “production” 
have the meanings as provided in Code  Sec. 263A(g)
(1)  and the regulations  thereunder. 23  Under that sec-
tion,  the term “produce” is broadly construed and 
includes “construct,  build, install, manufacture, 
develop, improve, create, raise, or grow.” 24  

 The identifi cation of property under production 
must be unambiguous.  The regulations provide 
that if improvements are to be constructed  on real 
property, the property is properly identifi ed if a legal 
description  is provided for the underlying land and  as 
much detail  is provided regarding the construction 
of the improvements “as  is practical” at the time the 
identifi cation is made. 25  This raises the issue of how 
much detail is “practical.”  The regulations contain no 
examples to assist in determining what  level of detail 

is suffi cient. Thus, it could mean a copy of the plans  
and specifi cations of improvements if they exist at 
the time of the  identifi cation. However, it might be 
unreasonably costly to provide  the QI with a copy 
of the drawings. In such case, several paragraphs  
describing the improvements would hopefully be 
adequate. The plans  and specifi cations could be 
incorporated by reference for extra protection. 

 No example is given in the regulations for identi-
fying personal  property to be produced. However, 
unlike real property, which can  be partially complete 
when received by the taxpayer, personal property  
must be complete before it is received by the taxpayer 
in the exchange.  Thus, the taxpayer often will have ex-
ecuted a contract identifying  the specifi c equipment 
under production prior to the end of the identifi cation  
period. For example, an aircraft or vessel takes more 
than 180 days  to construct and production will have 
started prior to the disposition  of the relinquished 
property. Identifi cation issues might arise with  cre-
ative personal property, such as artwork, and could 
be more diffi cult  to describe in detail. 

 For purposes of the 200% rule and the incidental 
property rule,  the fair market value of replacement 
property that is to be produced  is its estimated fair 
market value as of the date it is expected to  be 
received by the taxpayer. 26  The  regulations do not 
establish a method for determining the estimated  fair 
market value for real property construction, which 
is often subject  to delays due to weather and other 
conditions. Presumably, the taxpayer  could rely on 
an estimate provided by the construction contractor. 

 Note that if improvements are made to the replace-
ment property  prior to the receipt by the taxpayer, but 
not contained in the identifi cation,  then this could 
result in the receipt of unidentifi ed property in  the 
exchange because the completed property is not sub-
stantially the  same as identifi ed. This was discussed 
in detail in the prior column. 

  The 200-Percent Limit in Parking Arrangements.  
In  a parking arrangement with replacement property 
under production,  the 200-percent limit becomes 
problematic because it is based on the  value of 
the parked replacement property, and that value is 
increasing  during the parking period. Thus, it must 
be determined what replacement  property value to 
use to determine the 200-percent limit. As discussed  
above, in a forward exchange when an identifi ed re-
placement property  is under production, the value is 
the estimated value of the replacement  property as of 
the date it is expected to be received by the taxpayer.  
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One possible solution is to apply this principle in a 
parking arrangement  so that the 200-percent limit 
would be calculated using the expected  value of 
the replacement property, including improvements, 
on the  date it is expected to be transferred to the 
taxpayer. This expected  value could be determined 
using the construction schedule estimates  in place 
as of the end of the identifi cation period for the 
parking  arrangement. 27  

 There are two alternative valuation dates for the 
parked replacement  property for 200% rule purposes. 
In a forward exchange without replacement  property 
under production, the replacement properties values 
are determined  at the end of the identifi cation period. 
Therefore, the 200-percent  limit in a parking arrange-
ment could be based on the value of replacement  
property, including improvements, as of the end of 
the identifi cation  period for the parking arrangement. 
Finally, the value of the replacement  property for 
the purposes of the 200% rule could be the value 
when  it is fi rst acquired by the EAT. Both of these 
alternative valuation  dates seem unduly restrictive 
and not in keeping with the principles  of the deferred 
exchange regulations. Unfortunately, no examples 
are  contained in  Rev. Proc. 2000-37 . 

 Identifi cations in Alternate 
Parking Arrangements 
 Many businesses hold real properties  in different tax-
able entities, and these properties may be alternative  

relinquished properties in a parking arrangement for a 
particular  replacement property. In a private letter rul-
ing, the IRS ruled that  an EAT may enter into multiple 
and simultaneous qualifi ed exchange  accommoda-
tion arrangements (“QEAAs”) with multiple taxpayers  
(related or unrelated) for the same parked property. 
The alternate  taxpayers may acquire all or a portion of 
the parked property. The  ruling generously found that 
each QEAA constitutes a separate and  distinct QEAA 
with a separate application of the identifi cation rules.  
Thus, for example, each taxpayer may identify up to 
three relinquished  properties under the 3-property 
rule. 28  The  200-percent limit presumably would be 
calculated based on the value  of the parked property 
described in the respective taxpayer’s  QEAA. 

 Conclusion 
 The identifi cation rules are harsh,  particularly in a for-
ward exchange. The 45-day identifi cation period  goes 
by quickly, and a taxpayer may be forced to select 
properties  without tying them up fi rst or performing 
proper due diligence. Often,  these property choices 
do not work out. The regulations provide limited  relief 
with the 3-property rule and 200% rule. There are 
some issues  with these rules, particularly with what 
constitutes one property  for the 3-property rule. 

 My next article in this series will address iden-
tifi cations  in combined forward exchanges and 
parking arrangements. 
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