
Proposals to Reform the Like Kind and Involuntary Conversion Rules

     For the reasons set forth below, I propose the following changes to the like kind and involuntary conversion rules: (i) narrowing the like kind standard for real property by using a categorization approach modeled on the real property classifications used for depreciation purposes, (ii) the use of an express rollover mechanism under the like kind rule, and (iii) the use of the like kind standard to determine eligible replacement property under both the like kind and involuntary conversion rules.  A detailed explanation of these proposals and the supporting reasons can be found in the following article that I authored:  Fred B. Brown, Proposal to Reform the Like Kind and Involuntary Conversion Rules In Light of Fundamental Tax Policies: A Simpler, More Rational and More Unified Approach, 67 Mo. L. Rev. 705 (2002) (hereinafter “Reforming Like Kind and Involuntary Conversion Rules”), available on SSRN at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1077329. 


1.
Background

The like kind rule provides that no gain or loss is recognized if property held for productive use in the taxpayer's trade or business or for investment is exchanged for property of a like kind that is also held for productive use in a trade or business or for investment. The involuntary conversion rule permits elective nonrecognition of gain where property is condemned (or sold pursuant to a threat of condemnation), destroyed, or stolen and the taxpayer uses the conversion proceeds to purchase "property similar or related in service or use" (or a controlling stock interest in a corporation owning such property) generally within two years of the involuntary conversion.  For certain condemnations of real property, like kind replacement property is treated as satisfying the similar property standard.  Both the like kind and involuntary conversion provisions are accompanied by special basis rules that preserve in the replacement property any realized gain (or loss in the case of the like kind rule) that went unrecognized on the transactions.
     Commentators have questioned the policy grounds for the like kind rule in general, and for some of its particular features, such as the exchange requirement and the broad like kind standard for real estate. Congress and its staffers have also noted the complexity caused by certain aspects of the rule and have enacted or proposed remedial changes in this regard. The involuntary conversion rule also contributes to the complexity of the tax system given the fact-intensive analysis that it requires. Perhaps more fundamentally, the two nonrecognition rules generally use different standards for determining eligible replacement property, an apparent inconsistency that occasionally catches the attention of both Congress and commentators.  

2. 
Proposal to Narrow the Like Kind Standard for Real Property

     Under the like kind standard for real property, almost all real property is treated as like kind.  I propose that the like kind standard for real property be narrowed by using a categorization approach modeled on the real property classifications used for depreciation purposes.  A similar approach is currently used under the like kind standard for personal property. Under the proposed standard, all real property (including the land on which improvements are placed) would fall into one of several categories-- residential rental property, nonresidential real property, several categories of specialized realty, land improvements, and unimproved real property.

     From the standpoint of fundamental tax policies – efficiency, equity and administrability, efficiency concerns provide a plausible justification for the like kind rule.  Specifically, the like kind rule may produce efficiency benefits by providing nonrecognition treatment to transactions that are more tax elastic, thereby avoiding the deterrence of these transactions and reducing tax-induced changes in behavior.  However, the broad like kind test for real property may not be justifiable given that exchanges of dissimilar real property may not involve the degree of tax elasticity that arguably warrants nonrecognition treatment.  That is, it would appear that such transactions would not be significantly deterred if they were subject to taxation. Further, anecdotal evidence tends to confirm that taxpayers often use like kind exchanges of real estate as a substitute for taxable sales rather than for retaining the property. Although lacking in certainty, reasonable assumptions about tax elasticities suggest that the current like kind standard for realty is too broad.  However, a narrowing of the like kind standard for real property is bound to create additional complexity. The use of a categorization approach along the lines of the real property depreciation classifications would appear to strike the appropriate balance efficiency and adminstrability.  


3. 
Proposal to Use Express Rollover Under the Like Kind Rule

     Under the like kind rule, only an exchange of like kind properties can qualify for nonrecognition treatment. The exchange requirement under current law, however, is a mere formality; the like kind rule really employs an effective rollover mechanism, given that the regulations, through a series of complicated rules, effectively permit taxpayers to sell one property for cash and use the proceeds to purchase a second property.  I propose that the exchange requirement under the like kind rule be replaced with an express rollover provision, under which a taxpayer can receive nonrecognition treatment by acquiring like kind replacement property within a reasonable time period preceding or following the disposition of the relinquished property. 
     The efficiency rationale for the like kind rule suggests that there should be adequate linkage between the disposition of the relinquished property and the acquisition of the replacement property.  According to the efficiency rationale, nonrecognition is accorded like kind transactions so that taxpayers will not refrain from engaging in dispositions and related acquisitions that are relatively tax-elastic.  Thus, the efficiency basis suggests that nonrecognition should only apply where the disposition and the acquisition are factually linked.  Looking for actual linkage, however, would necessitate an inquiry into a taxpayer's subjective intent, an administratively burdensome task. Instead, there would appear to be three possibilities for linking the disposition and acquisition of properties under the like kind rule: (i) a real or simultaneous exchange requirement, (ii) an effective rollover mechanism, and (iii) an express rollover mechanism.  The efficiency rationale, however, does not indicate with reasonable certainty which of these measures is more beneficial.  While the use of an express or effective rollover mechanism, rather than a simultaneous exchange requirement, likely results in efficiency benefits by more accurately providing nonrecognition to related dispositions and acquisitions that would otherwise be deterred by current taxation, it also should result in increased efficiency costs by causing taxpayers to make re-investments that are motivated purely by tax considerations.  Deciding whether to use an effective rollover mechanism versus an express rollover mechanism also involves an evaluation of efficiency tradeoffs; the greater transaction costs associated with a like kind rule employing an effective rollover mechanism would likely result in both lower efficiency benefits, because some tax-elastic transactions would be deterred, as well as lower efficiency costs, because some tax motivated transactions would be curbed. Given the apparent dearth of information on tax elasticities and welfare losses, the overall efficiency effects of these alternatives are uncertain.

 With the uncertainty of efficiency analysis, tax administration concerns should be of prime importance in deciding among the possible approaches for linking dispositions and acquisitions under the like kind rule.  In this regard, the effective rollover mechanism employed in the deferred exchange regulations appears to be the worst of the available options.  These regulations require taxpayers to comply with a series of complicated rules in order to maintain the form of an "exchange" for transactions that effectively amount to a sale of one property and acquisition of another.  Requiring simultaneous exchanges, another possible approach, would also lead to significant complexity.  With such a requirement, it is inevitable that taxpayers would still structure multiparty exchanges.  By far, the simplest of the three options is to permit express rollover under the like kind rule. An express rollover mechanism would avoid the intricacy and uncertainty of the other approaches, as taxpayers wanting to sell property and re-invest the proceeds into like kind property could do so directly without engaging in complicated multi-party exchanges designed to meet either a deferred or simultaneous exchange requirement.  This approach should also reduce the amount of tax planning involved with like kind transactions and thereby lower transaction costs.

4. Proposal to Use the Like Kind Standard to Determine Eligible Replacement Property Under Both the Like Kind and Involuntary Conversion Rules 
The like kind and the involuntary conversion rules use separate standards for determining eligible replacement property.  For like kind exchanges, the replacement property must be of “like kind” to the relinquished property.  For involuntary conversions, the replacement property generally must be "similar or related in service or use" to the relinquished property, with an exception for condemnations of business or investment real estate where like kind replacement property satisfies the similar property standard.  The two standards are quite different, with the like kind standard generally being the more liberal and objective of the two.  I propose that the like kind standard be used to determine eligible replacement property under both the like kind and involuntary conversion rules.

The efficiency and horizontal equity underpinnings of the like kind and involuntary conversion rules appear to provide as much support for a single standard to determine eligible replacement property as they do for two standards.  Efficiency concerns provide a plausible justification for the like kind rule because of the efficiency benefits that result from granting nonrecognition treatment to relatively tax-elastic transactions.  Because there is limited knowledge regarding tax elasticities in this context, however, the efficiency rationale for the like kind rule appears to call for no more precise a standard than one that allows nonrecognition treatment for voluntary transactions that result in a lack of significant change in the taxpayer's position.  With regard to the involuntary conversion rule, horizontal equity principles may support nonrecognition because of the perceived similarity between a taxpayer who continues to hold the same property and a taxpayer who is forced to dispose of property and ends up holding similar property.  Here too, however, the policy rationale does not dictate a precise standard for determining eligible replacement property, given the imprecision involved in making equity comparisons; thus, all that can be said is that the perceptional horizontal equity basis for involuntary conversions supports nonrecognition treatment for those conversions and replacements that result in a lack of significant change in the taxpayer's position.  Consequently, while different policy rationales underlie the two provisions, each of the policies is rather indefinite in prescribing a standard for eligible replacement property and appears to simply support a standard requiring that the replacement property not be significantly different from the relinquished property. As a result, it appears that these policies provide as much support for a single standard that defines insignificantly different property for purposes of determining eligible replacement property as they do for different standards.

With tax administration concerns in mind, it is reasonably clear that a single standard is the better approach.  The use of a single standard should result in less of an administrative burden on the Internal Revenue Service and Treasury, given that the government would have only one standard to apply and would also no longer need to issue administrative pronouncements for the deleted standard.  With one standard, there might also be less of a burden for the courts, because there should be fewer legal issues to decide.  Taxpayers (and their advisors) should also benefit from the elimination of one of the standards, as there would be less law of which to be knowledgeable, and the law on the single standard may be better thought out and less uncertain, given that government officials may have more time to devote to this single standard as opposed to dividing their efforts in administering two standards.

 As far as selecting the single standard, with my proposed modification to the like kind standard, either of the current standards appears to satisfy the standard supported by the efficiency and equity concerns that underlie the rules, that is, a standard that permits nonrecognition treatment for situations where a taxpayer experiences an insignificant change in position.  However, from the standpoint of administrability, the like kind standard has clear advantages.  With the categorization approach used for personal property, and a similar approach recommended for real property, the like kind standard provides a great deal of certainty in its application.  In contrast, the similar property standard requires a fact-intensive and somewhat subjective analysis of the particular characteristics of the relinquished and replacement properties.  In addition, the like kind standard may have administrative advantages over the similar property standard with regard to transactions involving multiple properties, for example, where the assets of one business are disposed of and the assets of another business serve as replacement property (for a detailed explanation, see Reforming Like Kind and Involuntary Conversion Rules at 732-734).  Consequently, the like kind standard, as modified by my proposal above, should be used as the standard under both the like kind and involuntary conversion rules.

I hope that you find my proposals and comments useful in your review of matters to consider for tax reform.  If you have any questions regarding my proposals, please contact me at (410) 837-4537 (fbrown@ubalt.edu).



      Respectfully submitted,



      Fred B. Brown



      Associate Professor of Law and Director of the Graduate Tax Program



      University of Baltimore School of Law 
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