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arise in the tax year in which the relinquished 
property was sold, but customers may have no 
money to pay the tax since their exchange pro-
ceeds will likely be tied up or lost in the bank-
ruptcy proceedings.  

If taxpayers are unable to recover their ex-
change proceeds in full, they may be able to claim 
a loss deduction for the unrecovered amount. Any 
loss deduction will not help the current tax sting, 
however, as it would likely be available only after 
the bankruptcy proceedings are final – a later tax 
year than the year of the taxable sale. In addition, 
the loss may be of a different character from the 
gain (i.e., ordinary loss versus capital gain).  

Additionally, taxpayers who recently com-
pleted a Code Section 1031 exchange using 
LAE or Summit as their qualified intermediary 
may also be in for a rude surprise. Bankruptcy 
trustees have the power to commence “prefer-
ence” actions against such taxpayers to void 
transactions and recover funds paid to creditors 
within 90 days prior to the bankruptcy filing. 
Consequently, LAE and Summit customers who 
completed an exchange within 90 days of the 
dates these companies filed bankruptcy may 
potentially be required to pay over the amount 
of their exchange proceeds to the bankruptcy 
trustee! Many taxpayers in such a situation 
would not have liquid funds available to pay the 
bankruptcy trustee.

No Help from the IRS Yet
LAE and Summit are only two of many quali-

fied intermediaries to fail recently. In September 
2008, The Bureau of National Affairs, Inc. re-

The recent failures of two high-profile com-
panies that acted as “qualified intermediaries” for 
like-kind exchanges under Internal Revenue Code 
(Code) Section 1031 should serve as a reminder 
to taxpayers, tax advisors, and attorneys of the 
importance of performing due diligence when 
selecting a qualified intermediary to facilitate the 
exchange.

Recent Qualified Intermediary 
Failures

LandAmerica 1031 Exchange Services Com-
pany, Inc. (LAE) filed bankruptcy on November 
26, 2008. Summit Accommodators, Inc. (Sum-
mit), which operated under the name “Summit 
1031 Exchange,” filed for bankruptcy on De-
cember 19, 2008. The exchange funds of cus-
tomers of  both companies are now frozen, and 
claims must be filed with the bankruptcy court. 
The Oregon Division of Finance and Corporate 
Securities has also begun an investigation into 
Summit’s activities.

Impact of Exchange Funds  
Frozen in Bankruptcy

With their exchange proceeds fro-
zen, taxpayers using LAE or Sum-
mit as their qualified intermediary for a  
Code Section 1031 exchange may be unable to 
complete their exchanges within the required 
180-day exchange period. If so, the result is 
simple: a taxable transaction occurred when the 
relinquished property was sold. Consequently, 
taxpayers who are unable to complete their ex-
changes will end up with a tax liability due to the 
failed exchange. Worse yet, the tax liability will 

Due Diligence in Selecting a 1031 
Qualified Intermediary  
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ported that the IRS is working on guidance to address the 
failures of qualified intermediaries. IRS senior counsel, Ste-
phen Toomey, stated in a speech that the IRS is considering 
allowing taxpayers to complete open exchanges using sub-
stitute qualified intermediaries as well as providing relief for 
taxpayers who lose their exchange funds. To date, however, 
the IRS has yet to issue guidance on these matters.  Accord-
ingly, LAE and Summit customers may be out of luck.

Due Diligence in Selecting  
a Qualified Intermediary

The failures of LAE and Summit are a reminder of the 
importance of conducting due diligence when selecting a 
qualified intermediary. Taxpayers should review several 
qualified intermediaries, and tax advisors should thoroughly 
research companies before proceeding with an exchange.  

Most taxpayers would be reluctant to allow an investment 
advisor to manage their retirement funds without a thorough 
due diligence review of the advisor and his or her investment 
company. The same logic should apply when taxpayers park 
their exchange proceeds with a qualified intermediary and 
ask the qualified intermediary to facilitate a very complex 
transaction.

Generally, when performing due diligence, taxpayers 
should ask the qualified intermediary and obtain satisfactory 
answers to at least the following questions:

● What is your financial condition?

● Are you affiliated with a bank, title insurance compa-
ny, or other business? If so, are the exchange proceeds main-
tained in accounts separate and apart from other accounts of 
the affiliate or affiliates? How many persons have access to 
the exchange funds, and how many signatures are required to 
access such funds? What is the financial condition of the af-
filiate or affiliates? Is a guarantee by the affiliate or affiliates 
available?

● What is the annual volume of exchanges you handle in 
dollar terms?

● Do you maintain a fidelity bond? If so, how much and 
with which insurance company? Does the bond cover theft, 
embezzlement, or misappropriations?  Is the bond coverage 
“per occurrence” or merely “in the aggregate”? Does the 
bond cover only the qualified intermediary, or are the cover-
age limits shared with affiliates?

● Do you perform background checks on your employ-
ees? Do you maintain employee theft insurance? If so, how 
much and with which insurance company? Does the insur-

ance cover only the qualified intermediary, or is the coverage 
shared with affiliates?

● Do you maintain errors and omissions insurance? If 
so, how much and with which insurance company? Does the 
insurance cover only the qualified intermediary, or is the cov-
erage shared with affiliates?

● What is the expertise of your staff? Are they attorneys, 
accountants, certified exchange specialists, etc.? Do you 
have continuing staff training programs?

● How long have you been in this line of business?

● Has a qualified tax practitioner thoroughly reviewed 
your exchange documents?  If so, who?

● Are you annually audited by an independent auditor?  
If so, who?

Additionally, the LAE and Summit bankruptcies high-
light the importance of separate accounts and the liquidity of 
the exchange funds held by the qualified intermediary. Tax-
payers should inquire as to the manner in which the qualified 
intermediary will hold the exchange funds and the nature 
of the investments into which the qualified intermediary 
will invest the funds. Taxpayers should require the qualified 
intermediary to, at minimum, segregate and hold exchange 
funds in an account separate from the qualified intermedi-
ary’s general account, and to deposit their exchange funds 
only in FDIC-insured accounts at banks that have been pre-
approved by the taxpayer.

Larry J. Brant

Steven D. nofziger

garvey SchuBert Barer, Pc

A more detailed version of this article appears in additional 
publications, including Accountant magazine, published by 
The Oregon Society of Certified Public Accountants, and the 
Oregon State Bar Taxation Section Newsletter.

For another article on 1031 like-kind exchanges, see “Tax-
Deferred Exchanges,” by Stanley M. Samuels and Randall 
B. Bateman, of Bateman Seidel Miner Blomgren Chellis & 
Gram, P.C., In Brief, Issue 98, June 2006, pp.4-6.


