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WHAT’S IN YOUR WALLET!  -  WHAT SHOULD YOU BE ASKING YOUR §1031 
QUALIFIED INTERMEDIARY? 

I.  Turmoil in the §1031 Industry.

The §1031 Qualified Intermediary industry was shaken last November with 
the Chapter 11 Bankruptcy filing of LandAmerica 1031 Exchange Services 
Company, Inc. (“LandAmerica 1031”), an affiliate of LandAmerica Financial 
Group, Inc., formerly the third largest title company in the country.  While Lan-
dAmerica 1031 had seen its revenues drop, largely as a result in the general 
downturn of the residential and commercial real estate markets, the catalyst 
for LandAmerica’s bankruptcy filing was its involvement in the auction rate 
securities market.  

An auction rate security typically refers to a debt instrument (like corporate 
or municipal bonds) with a long-term nominal maturity for which the interest 
rate is regularly reset through a dutch auction, where the auctioneer begins 
with a high asking price which is lowered until some participant is willing to 
accept either the auctioneer’s price or a predetermined reserve price.  This 
auction market had become increasingly attractive to issuers seeking the low 
cost and flexibility of variable rate debt whereby buyers received a slightly 
higher interest with apparent liquidity through the auction process.  However, 
since February 2008, most such auctions have failed, and the auction market 
essentially has been frozen.  At the time of its bankruptcy petition, LandAmer-
ica 1031 held approximately $201.7 million (par value) in auction rate securi-
ties.  It was the freezing of those auction rate securities markets which created 
its liquidity problems and necessitated bankruptcy protection.  

Clearly, the economic turmoil affecting the financial markets has impacted 
the world of §1031 deferred exchanges and the qualified intermediaries 
(“QI’s”) who are an essential part of these transactions.  The following article is 
intended for those who are contemplating a §1031 exchange and are looking 
for guidance in identifying a QI and safeguarding their §1031 funds.  
  
II.  Brief Explanation of Internal Revenue Code §1031:

Typically, whenever an owner sells investment property and recognizes gain, 
the owner has to pay tax on any gain at the time of sale. However, Internal 
Revenue Code Section 1031 provides an exception that allows an owner to 
postpone paying tax on the gain if it reinvests the proceeds in similar prop-
erty as part of a qualifying like-kind exchange.  The main purpose of a §1031 
like-kind exchange is to defer (not avoid) capital gains tax resulting from the 
sale of investment property.  

In a §1031 exchange, the seller can enter into a simultaneous exchange and 
receive the replacement property simultaneously with the sale of the ex-
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changer’s property.  More typically since the Starker decision, the exchanger sells its real estate investment 
and enters into a deferred exchange arrangement with a QI.  The exchanger has forty-five (45) days from the 
date of sale of the property to identify one or more like-kind replacement properties.  The exchanger can 
identify either (i) up to three (3) replacement properties, without monetary limit, or (ii) more than three (3) 
properties having an aggregate value not exceeding, in the aggregate, two hundred percent (200%) of the 
sales price of the property sold by the exchanger.  The exchanger has one hundred eighty (180) days from 
the date of the sale to close on the purchase of that replacement property without suffering any tax conse-
quence.  The money from the sale of the first property (the “relinquished property”), is held in escrow by a QI 
and released for the purchase of the replacement property.  

III. Effect of Bankruptcy And Tax Laws on Funds Held By A Bankrupt QI.

Current bankruptcy laws suggest that many exchangers that transfer funds to QI’s who subsequently file for 
bankruptcy protection will likely be classified as “unsecured creditors” for purposes of distribution, mean-
ing that, depending on the liabilities of the bankrupt QI, the exchangers could receive only a fraction of the 
initial sums they deposited with the QI to facilitate their §1031 exchanges.   Moreover, exchangers who have 
recently completed their §1031 transaction may still be impacted by the bankruptcy of their QI’s.  Under 
Section 547(b) of the Bankruptcy Code, a trustee is authorized to initiate “preference actions” against enti-
ties that have received proceeds of the Bankruptcy Estate within ninety (90) days of the bankruptcy petition 
date.  Some bankruptcy trustees have initiated these  preference actions against exchangers who closed 
their §1031 transaction within 90 days of their QI’s bankruptcy petition.    

The exchanger also may have an additional issue with the Internal Revenue Service.    Recent guidance from 
the IRS Office of General Counsel indicates that a QI’s bankruptcy is likely no excuse for an exchanger miss-
ing the one hundred eighty (180) day deadline to secure a replacement property.  

IV.  How to Protect Yourself.

Given the uncertainty of the today’s financial markets and the lack of clear remedies under the Bankruptcy 
Code for exchangers whose QI files for bankruptcy protection, the following should be considered when 
evaluating a potential QI: 
 
 a.  Segregated accounts:   As an initial matter, you should insist on having a segregated account 
that clearly identifies the proceeds you are depositing with the QI.  A segregated account will make available 
certain remedies under the Bankruptcy Code that would otherwise be unavailable if the funds were com-
ingled in a common account.  While the Bankruptcy Code allows property held in trust by a debtor not to 
be considered property of that debtor (i.e. the QI), the beneficiary of the trust is entitled to these trust assets 
only if the trust assets are traceable to the beneficiary.  As such, having a segregated account is the first step, 
albeit an important one, in protecting your deposits with your QI.

 b.  Read Your Exchange Agreement.  QI’s generally are not licensed, and are not required to com-
ply with any minimum capitalization, insurance, or bonding requirements.  Only the exchange agreement 
defines the QI’s obligations regarding the money entrusted to it. Some exchange agreements provide no 
limitations concerning the types of investments in which the §1031 funds may be placed.  Therefore, a care-
ful review of the terms of the exchange agreement is critical to assess the overall security of your deposits 
with the QI.  
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The exchange agreement should contain language limiting the types of investments in which the §1031 
funds may be placed to government treasuries, money market funds, and other secure, highly liquid in-
vestments.  Moreover, many QI’s allow two-party signatures before any movement of funds; however, the 
exchanger must be careful not to demand too much control over the §1031 funds, as such limitations could 
be construed to be a violation of the IRS guidelines concerning the §1031 safe harbor provisions.  The more 
control the exchanger has over the §1031 funds, the more likely the QI could be deemed an agent of the 
exchanger, which would destroy the tax deferred status of the exchange.  Finally, the exchange agreement 
should provide a strong indemnification whereby the QI indemnifies the exchanger for all losses resulting 
from the QI’s failure to fund the closing of a properly identified replacement property, including any tax li-
ability resulting from the exchanger’s recognition of capital gains given the failure of the §1031 exchange.  
While the indemnification may be of little practical value where the QI is truly insolvent, it could be of use 
where the QI is merely temporarily illiquid and will continue on as an on-going enterprise after bankruptcy.    

 c.  Review of QI Financial Records.  A review of the QI’s financial position is another critical step 
in selecting a QI.  A QI with a strong liquidity position and at least six months of cash on hand (given the 180 
day deadline to satisfy the §1031 exchange) to sustain operating and funding expenses is an indication of 
the relative safety of the QI.  Many banks and title companies that provide exchange services do so via affili-
ates and subsidiaries that may have relatively low net worth.  In such instances, the exchanger should seek a 
guarantee of the parent or affiliate having verifiable net worth to complete the proposed §1031 exchange.    

 d.  Bonding and Insurance:  Your QI should be bonded or insured by a policy with a large ag-
gregate amount of coverage.  Specifically, the QI’s bond or insurance policy should have per-occurrence 
coverage that exceeds the amount of §1031 funds you are depositing with the QI.  You should obtain a copy 
of the bond or policy and have it reviewed by competent counsel prior to entering into an exchange agree-
ment.

 e. Liability Limitations for Replacement Property Contracts.  Finally, adequate safeguards should 
be negotiated in all contracts for replacement property to protect yourself if your QI is unable to close on 
the replacement property because of financial issues.  For example, the replacement property contract 
should contain a liquidated damages provision that specifically limits your liability to the owner of the re-
placement property if you fail to close, e.g., because your QI is unable to fund the closing because of the QI’s 
insolvency or bankruptcy.  
 
The current economic crisis has created new concerns, and highlighted old problems, with §1031 exchanges 
and the QI industry.  A careful consideration of the above factors, however, can better limit your potential 
exposure during these troubled times and offer additional protections for your next §1031 exchange.


