
There are several scenarios in which a Drop and Swap is 
both applicable and necessary, but the most common 
applies to a multiple member LLC. This is a very common 
form of ownership in which the entity typically has its own 
tax identification number and files its own tax return. 
Usually, the income and expenses are ratably distributed to 
the owners of the partnership on an IRS form K-1. 

But imagine, when it is time to sell, what if some members 
want to 1031 exchange and others do not? What does an 
individual who wants to exchange do? The answer? Drop 
out of the LLC and into an interest which can be exchanged.

Let’s create an example. Let us assume that two individuals 
own an investment property equally in an LLC, 50/50. When 
it is time to sell, one wants to exchange and the other 
simply wants to pay his tax. What do they do? They wind 
down the LLC and distribute the interests ratably into their 
individual names. This is the drop. Then the one investor 
wanting to exchange (the swap) may, while the other 
simply sells and pays his tax.

Can a Drop and Swap create risk? Absolutely! Any time you 
are manipulating your vesting prior to anticipating an 
exchange you are creating liability with both the federal and 
state authorities. This is why when you are changing from 
one form of ownership to another, it is critical that you seek 
out good legal and tax assistance. Don’t attempt a Drop 
and Swap on your own! But that said, it is a great strategy 
when implemented correctly and the Drop and Swap has 
saved billions of dollars in capital gain taxes over the years.

Need a referral for a legal professional who will make your 
Drop and Swap painless, let us know and we’ll refer a great 
solution. 

The Internal Revenue Service specifically excepted 
partnership interests and LLC interests for qualifying for 
deferred gain treatment pursuant to IRS Section 1031. They 
did this because when you own an interest in either an LLC 
or a partnership, your ownership interest is in the entity, 
not the underlying property.

Therefore, if it is your intention to complete an exchange 
with your interest, you’ll need to have your interest 
divested from the entity and back into your name. This will 
then create a situation, where you may be able to 
exchange, assuming you’ve seasoned the new ownership in 
your name for a sufficient period to meet the “like-kind” 
requirement set for by the IRS in Section 103.

“Drop and Swap” and “Swap and Drop” are terms of art 
used within 1031 exchange circles to describe the process 
of dropping out of a partnership or membership interest of 
a limited liability company (LLC) for the purposes of 
streamlining a 1031 exchange. Typically, the way a Drop 
and Swap is initiated is to drop out of the LLC interest and 
into an undivided tenant in common interest in the 
underlying property owned by the LLC (the drop) before 
1031 exchanging (the swap) into a new investment 
property.

Once again, the reason the Drop and Swap is necessary is 
because LLC interests do not qualify to be exchanged 

pursuant to Section 1031 of the Internal Revenue 
Code. Therefore, prior to a sale an investor needs 

to have his interest in the LLC converted into 
an undivided interest that be successfully 

1031 exchanged so the resulting capital 
gain taxes can be deferred.
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