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What Investors in 2009 Should Know about 1031 Exchange Intermediaries Before It's Too Late.

By David V. Tran

Today many investors often exchange
their investment properties to avoid
paying federal and state capital gain
taxes. This 1031 exchange often re-
quires the involvement of a qualified
intermediary or 1031 exchange com-
pany to avoid constructive receipt.
Otherwise your transaction may not be
qualified for 1031 tax-deferred ex-
change. The exchange company will
keep all of the money from the relin-
quished property for up to 180 days
while you are looking for a replace-
ment property to complete the ex-
change. Many investors do not know
these companies are in a business that
is not regulated by both the Federal
government and any of the 50 states.
There have been petitions over the
years to the Federal Trade Commission
(FTC) to regulate the industry. How-
ever, the FTC declined the petition as
recent as August of 2008. This means
these exchange companies can use
your money to invest in anything they
want. They don’t need to disclose
where they invest, what they invest or
the risks of their investments. On Sep-
tember 30, 2008 State of California
passed Senate Bill 1007 which provided
some consumer protections for 1031
exchange investors. This bill prohibits
exchange companies in California
from

1. Comingling exchange funds with
the operating accounts of the com-
pany.

2. Investing exchange funds in the
manner that does not provide suffi-
cient liquidity or does not preserve the
principal.

There have been sad stories about ex-
change companies losing investors
money in risky investments and then
declaring bankruptcy. Investors can
only recover a fraction of their money.
On top of that, they may have to pay
capital gain taxes because they do
not complete the transaction within
180 days! For example:

e On November 26, 2008, Land

America 1031 Exchange Services,
a subsidiary of LandAmerica, a
major provider of title insurance
company, www.landam.com,
filed petitions for Chapter 11
bankruptcy protection. Investors
had over $400 Milion deposited
with the company but its auction-
rate securities were illiquid and
worth much less.

e On December 15, 2008 Sum-
mit 1031 Exchange,
www.summitl031l.com, an-
nounced that it has ceased all
funding of existing accounts. Its
account balances were less than
the $24.8M investors deposited.
The author knew an investor in
San Jose who deposited over
$2.5M with this company. As of
March 2009, he was able to re-
cover just over $625K. How much
more he can recover depends
on the result of its assets liquida-
tion.

So the risks are very real and it
could happen to anyone. How
do you avoid being a victim? To
answer this question, you will
need to understand a little bit
about the exchange business.
Most exchange companies make
money by charging a fee per
transaction. They in turn invest
your money somewhere with
higher returns, pay you low .5-1%
interests, and pocket the differ-
ence. This is how exchange
companies normally make most
of the profits. In the case of Lan-
dAmerica, it put much of the cus-
tomers’ money in high-yield auc-
tion-rate securities backed by
federally-insured student loans.
However, these securities have
become very difficult to convert
to cash due to the tight credit
market. LandAmerica had to sell
these securities for less than the
value of the securities when the
exchange customers need
money to complete the ex-
change. As a result, it did not
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have enough money to cover its obligations and had to
declare bankruptcy.

There are 3 main types of exchange companies:

1. Some exchange companies are just a division or sub-
sidiary or an entity owned by an escrow or title insurance
company. For example

e First American Exchange Company (FAEC),
www.firstexchange.com is a separate Limited Liability Com-
pany (LLC) owned by First American which is also in title &
escrow business. FAEC occupies the same office and even
has the same phone number as the First American Title of-
fice.

e Old Republic Exchange, www.oreexcol031l.com, is a
member of The Old Republic Title Insurance group.

2. Some banks also offer 1031 exchange services. For ex-
ample:

e Wachovia Bank, www.wachoviasecurities.com.

e Bay Commercial Bank, www.baycommercialbank.com.

e Comerica Bank, www.comerica.com.

e Washington Mutual, www.wamu.com. Note: as of De-
cember 2008, Wamu does not accept new customers and
is looking for a buyer for this division.

3. Companies that specialize on 1031 exchange. They
could be a mom-and-pop company or a franchise with
offices in many states. For example:

e |PX, Inc. www.ipx1031.com

e Equity 1031, LLC; www.equity1031.com.

e Equity Preservation, Inc.; www.equitypreservation.com.

The fees charged by these companies vary from $200 to
$750 per transaction. However there are different restric-
tions:

1. The company that charges low fee often does not pay
interest on your fund or only pays interest if your fund is
above a certain amount. If your sales proceed is signifi-
cant, e.g. several hundred thousand dollars, you may
save on the fee but may lose a significant amount on
the interest payment.

2. Some companies may offer to pay savings account
rate while another may pay higher money market rate.

3. Some companies charge higher fee, e.g. First American
Exchange charges $750, but may allow you to make as
many offers as you want. Each time your offer is ac-
cepted, the exchange has to review the contract, and
wire the money to the seller’s escrow account.

During the economic downturn many companies faced
big losses and failed. You should choose an intermediary
on 2 factors:

1. The most important factor is which company can pro-
vide safety, security and timely disbursements of your
funds. When the amount of money is substantial, e.g.
several million dollars, this is even more critical.

2. Fees, interest rates, and staff competency should be a
distant secondary requirement.

To ensure your money is safe, you should ask the exchange

company if:

1. Your money is FDIC-insured (Federal Deposit Insurance
Corporation, a US government corporation created by
Glass-Steagall Act of 1933). When it comes to deposit insur-
ance of your bank accounts, FDIC insurance probably pro-
vides the best protection for your money. The account is
insured up to $250K per customer. So if the exchange ac-
count is under both husband and wife’s names, it’s insured
up to $500K. When you have more than $500K you want
the bank to put your money in a Certificate of Deposit Ac-
count Registry Service, or CDARS account. Your money is
deposited in multiple banks to be insured up to $250K per
customer per bank for up to $50 Milion. CDARS account is
a CD account so you probably want a short term CD to
make sure you don’t pay penalty for early withdrawal. An
intermediary may advertise that it carries $100M in fidelity
bond. However, this bond is intended to protect the com-
pany against theft or embezzlement, not investment losses.
It may also say that your account is guaranteed by the as-
sets of its publicly-traded parent company. However, this
guaranty does not mean much if the company has more
liabilities and debts than assets

2. Your money is deposited in the operating (comingled)
account or separate account under your name. When the
money is in the operating account, the exchange com-
pany can use it for anything; e.g. pay salary for its employ-
ees or invest in the stock market in China. In addition, the
money in the operating account belongs to the company.
Should the company declare bankruptcy, it’s harder to
prove whether the money in the account is your money.
On the other hand, the separate account is your account
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mercial Real Estate Expert Author in the US (out of
400+) on ezinearticles.com.
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to keep your money for your own use. Should the com-
pany declare bankruptcy, it’s easier and faster to recover
your money from your separate account. The fact your
money is in a separate account does not make your
money safer, just easier and faster to claim it’s your money.
Normally if you don’t say anything, your money is deposited
in a general account.

e The separate account is called trust account if the ex-
change company is a subsidiary or a division of a bank.
The account name should be something like “John & Jane
Smith Trust Account” with your tax ID. This trust account is
regulated by the government and the exchange company
cannot use money for its business.

e The separate account is called segregated account if
the exchange company is a subsidiary or a division of a title
company. The account is under your name and tax ID. This
account is not regulated by the government. The ex-
change company can still invest in the way as other non-
segregated accounts if you don’t specify anything.

3. Where your money is invested, e.g. money market.
Again, since this is an unregulated business, it does not
need to provide you a prospectus and does not necessarily
need to invest in where it says it does. If the money is in-
vested outside the US in which you probably don’t know
anyway, there may be a delay from the time you request
your money to the time you actually get it.

Conclusion: when you choose an exchange company, you
should consider its fees, services, and most importantly the
safety, security and timely disbursements of your funds. You
should consider an exchange intermediary located in Cali-
fornia in which your account is FDIC insured.

First Health Urgent Care Clinic

459 S. Capitol Ave. #4 San Jose, CA 95127
(inside Crossroads Center at Capitol Expressway)
(408) 929-5505 / 929-5565

Wwww.urgentcaresanjose.com
M-Th: 8:30AM-7PM, Fri: 8:30AM-6PM
Sun: 8:30AM-6:30PM
FHC Inc. is operated by a group of doctors with years of experi-

ence in Emergency Room, Urgent Care, Sports Medicine, Travel
Medicine, Industrial Medicine, General and Family Medicine.
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Why First Health Urgent Care?

You will avoid long waits at Hospital emergency rooms.
You will see doctors, not registered nurses.
We have in-house pharmacy for your convenience.

We have In-house lab with results in minutes or sent out
labs with results in a few hours.

No appointments needed. Walk-in's welcome.
e Open on Sunday.

e We use password-protected Electronic Health Records to
safeguard your privacy and confidentiality.

e  Conveniently located near Highways 101, 280 and 680.
e  We are multi-lingual: English, Espanol, & Viethamese.

CLIENT’S TESTIMONIALS

"When we first started looking for investment properties, we
went to three different brokers little knowing that all that we
would need was you [David Tran], your wisdom, knowledge,
expertise, organization, honesty, and professionalism. Your
access to so many potential successful investments pre-
cluded us from having to look elsewhere and both of our
purchases were accomplished accurately and in a very
timely manner. We look forward to our next extremely profit-
able purchase through you and your competent assistant,
M a r i a M a r t i n e z . "
Peggy and H. Allen Goodman, Mountain View.

"...You [David Tran] are not only after the sale but [also] make
sure the future investments of you clients are sound. ...I have had
a very good experience with eFunding. | will not take my business
any other place."

Marianna Guevarra, Silver Creek Valley Country Club.

1. Smokey Bones Barbeque
& Grille in Orlando, FL: 7680
SF restaurant on 1.67 acres
lot at the entrance to Water-
ford Lakes Town Mall in a
booming (102% since 2000)
Orlando. NOI $244K/yr.
$2.71M. 9% cap.

2. Pep Boys Auto in Austin,
TX: 22,279 SF retail building
on 1.99 acres of parcel with

/
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This is just a sample of proper-
ties on Transmercial’s daily 10
best properties in 50 states to

invest for early retirement
i nc o m e o n
www.transmercial.com.  You

can also have this list emailed
to you. Just email to
iclub@transmercial.com or call

Maria at 408-288-5500.

This are absolutely no obliga-
tions whatsoever from you.

NOI: Net Operating Income or
income after property taxes,
insurance and maintenance
expenses are paid.

AHI: Avg. Household Income

Disclaimer: these properties may
or may not be listed by eFunding.
Information in this newsletter
deemed reliable but not guaran-
teed to be correct.

excellent access to Loop-360
surrounded by many national
tenants. 15-years NNN lease
with  1.5% increases. NOI
$227K/yr. $3.137M. Note:
Austin is the 2nd fastest grow-
ing city in 2008.

3. Walgreens in Broomfield,
CO: 13,905 SF drug store
built in 1997 on 2.16 acres
corner parcel in a prime com-
mercial corridor in a fast
growing (24% since 2000)
and high income (AHI
$93K/yr) Denver suburb.
Surrounded by K-Mart, Hobby
Lobby, Home Depot, Staples,
Big Lots and Kohl's. 100%
NN leased. NOI $270K/yr.
$3.18M. 8.5% cap. Reces-
sion-insensitive tenant with
A+ S&P rating.



