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ne of the least understood tax relief provisions of the Internal
Revenue Code (IRC) is the tax-deferred exchange under
Section 1031 of the IRC. Although the tax shelter days are

basically gone for real estate investors, and tht' passive loss regulations
work against them, the tax-deferred exchange live's on as a viable and
excellent alternative to defer income taxes upon the sale of real estate.

FOCUS ON THE ECONOMY

ne of my high school English teachers gave our class what many consid-
ered an insulting assignment. We were to rcport on a text called Hoa,fo

Rcnd a Book, by Charles Van Doren. With all the confidence of presumptuous
teenagers, we objected that we already read dozt'ns of books a year. Besides,
hcrw could we read a book called Hou'to Rtnd o Booft if we didn't already know
horv to read a book? It appeared, though, that our teacher had been down this
road with other classes before us, and the assignment stood. I'm glad it did,
because I learned a lot from one of the great humanitic's scholars the U.S has
produced.

This early learning experience comes to mind because the sudden decelera-
tion of the economy has prompted most real estate professionals to look even
more closely at the economic nen's during the fall and winter of 2000 - 2001.
Nearly everv day, the Federal Covernment produces an economic indicator
that is released, w,ith an instant commentary across the media and the Internet,
to be followed inexorably by a graph and capsule interpretation in the next
day's Wall Street lorrnral. [t all seems so normal and natural, so transparent and
straightforward, that the direction of the economy should be pretty easy to
puzzle out. So why does it seem that the only certainty about economic
predictions is that they will be wrong in the details c'r,en more than the seven-
day forecast for local weather?

Some of the problem stems from the understandable emphasis on the
"new" in the news. It is change that captures our attention, and so reporting
stresses volatility over constancy. My favorite example of this is the graphic
published each day that shows the minute-by-minute change in the Dow Jones
Industrial Average. This is a splendid collection of mostly meaningless detail.
The one useful thought that it coniures up is a healthy skepticism that the stock
market actually provides a rational measurement of future profit expectations.
The fundamental outlook for earnings simply doesn't wobble with anything
like the skittishness of the Dow, or any of the other market indexes for that
matter.

To take a more common example of a data series watched intensely by
economic commentators, consider the numbers on Factory Orders as dis-
played on the front page of the /orrnrrrl last December 6th. This was presented in
a graph showing the month-to-month percentage change in new orders for
manufactured goods for the most recent 12 months. Seven months lvere up,
with the best months showing slightly more than 4% growth, and fivc months
were down, u'ith one month dropping 8%. What are u,e to conclude? From the
graph as published, really not very much. Certainly there would be more useful
information if some kind of moving average of the data were calculated to
indicate a trend, or even some comparison of the amount of factory orders as
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An exchange is broadly defined as a reciprocal transfer of real property
that has certain tax advantages over a sale. Dt'finite procedures must be
followed in order to qualify the transfer as an exchange.

The choice of a tax-deferred exchange affords the seller/taxpayer an
exceptional opportunity upon selling the property. A tax-deferred
exchange can best be defined as a sale without immediate tax implica-
tions with a window to replace the property with like-kind propertv and
reduce the basis of the replacement property by the deferred gain,
thereby deferring the tax to a future date.

Included here is a series of questions and answers that rvill help explain
how tax-deferred exchanges work:

WHAT IS THE DIFFERENCE BETWEEN A SIMULTANEOUS
EXCHANGE AND A DEFERRED EXCHANGE?
Once the provisions of the tax-deferred exchange are understood, the
process is perhaps more mechanicaland form oriente.d. The misconcep-
tion of tax-deferred exchanges lies with the thought and confusion that
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they have fluctuated on a ye.ar-over-year basis. Such
comparisons take a lot of the drama out of the
statistics, but provide a better perspective on where
we are actually heading.

Then thert'are'data se'ries that look like they are
going down n,hen they are reallv going up. For
example, the' Fede'ral Resen e released the Indus-
trial Production figures on December 

.18'h. 
This

information was usefully converted to year-to-vear
percentage change (which you can tell if you read
the fine print in the axis scale), and shows that
between August and November the trend had been
downward, and fairly steeply so. Back in the sum-
mer, industrial production was growing more than
6% annually, and by November it was - oh my! -
under 57n. What was the problem? Nothing more
than a graph whose entire y-axis range went from a
low of 2%, to a high of 87c, thus exaggerating any
small change in the data. But, even more obfusca-
tory, the entire picture of downward movement is
actually onc of continued growth, albeit at varying
rates. But, in any event, isn't the deceleration a
worrisome sign? Maybe, or maybe not. After all,
from January '1998 to January 1999, this same
measure dropped (ront 71, growth to just about
3% - .rnd then the overall economy grew a robust
4.7c7, for all of 1999, and as much as 8.3% in the
final quarte,r of that year.

Readers who ltxrk at the Inclustrial Production
figures as an indicator of future trends might be
surprised to find that the production index is consid-
ered a coincident, rather than a leading indicator of
economic clirection. Other such data series, that tend
to move simultaneously with CDP trends, are non-
agricultural employment, personal income, and sales
in the manufacturing and trade (wholesale and re-
tail) sectors. The Index of Leading Indicators, the
predictive index, is composed of 10 variables, and it
is worth knowing what these are. Two of the vari-
ables relate to Iabor conditions: the average weekly
hours worked in manufacturing jobs, and the num-
ber of initial unemployment claims. Three variables
cover the world of finance: the S&P 500 Index, the
monetary aggregate M2, and the interest rate spread
betwee.n the Fed Funds rate and the 1O-year Trea-
sury rate. Two factors indirectly measure consump-
tion elements: housing permit activity, and the in-
dex of Consumer Expectations. The final three com-
ponents look at production trends: new manufac-
turing orders for consumer goods, new orders for

non-defense capital goods, and the speed of vendor
deliveries to businesses.

The most intriguing ieature I see in reviewing
the leading indicator componcnts is that, individu-
ally, not one of them stands out as a dependable
litmus test for the economic future. Of the 10 series,
I would say that housing permits offer the most
consistently accurate read on a potential recession,
followed by the interest rate, spread measure. Nei-
ther is by any m!'ans infallible, though. In 1966 -
1967, for instance, housing permits dropped from
about 1.5 million to lt'ss than 'l million, but the long
expansion of the Sixties continuecl and permits re-
covered to their prior level in '1968 and stayed high
until the recession of -1973 - 1974. And the end of the
Reagan-era briefly saw a n€'gative yield curve in
1988, as did theClinton-era expansion in 1998, though
the economy continued to grow forat least two years
thereafter in each case.

It is the combination of thc' l0 variables that has
the best predictive power. This was true when the
indicator approach was first developed by the Na-
tional Bureau of Economic Rt'search in the 1930, and
remains true in its prcscnt inc.rrnation as main-
tained by The Conference Board. Even so, the index
has been known to trigger false, alarms, slipping into
negative (recession-alert) territory in 1966, 1984, 1993,

and 1995 without an econontic contraction subse-
quently emerging. This may in fact be a success story
for the Index, since it sen,es as a dan6;er signal of
weakening conditions and thus alerts businesses,
consumers, and Fed officials that changes in behav-
ior are called for if a downturn is to be averted.

That interaction between new information and
the adaptations it prompts among economic actors
is, of course, what makes economic forecasting a
considerable challenge. "lf you must forecast," John
Kenneth Calbraith said, "forecast frequently." Nev-
ertheless, itis fairly amazing how loudly someecono-
mists and CEOs have been professing their surprise
about the slowdown that began in 2000's fourth
quarter. They remind me of Captain Louis in
Casablancn, who professed kl be shocked, shocked to
learn that there was gambling occurring in Rick's
establishment. lf our managers and pundits were
truly unprepared for deceleration, what exactly did
they think the regimen of interest rate increases in
1999 and earlv 2000 were designed to do?

The Fed, meanwhile, appears at least to be
consistent in its long-term management policies,
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maior reason given is the diminution in uncer-
tainty and perceived risk for potential purchaser
operators that has been reported and inferred.

5. Tfte NPS Generating Industry Is An Emerging Oli-
gopoly, with some eight - 10 major, active partic!
pants. One-plant operators are being eliminated
by the economic realities of the market. Multi
plant owner-operators have been able to take
advantage ofthe economies ofscale in managing
the generating process.

6. Irtcreased Probnhility of License Reneual. By 1997,
applications for license renewal of NPS had been
requested forovera dozen nuclear plants; by late
7999, thal figure had doubled. From the mid-
1990s, there was growing optimism that some
license renewals would be generated, once NRC's
criteria were known and understood.

On March 23,2000, the CalvertCliffs NPS of
Baltimore Gas & Electric (Constellation Enter-
prises) was granted a 20-year renewal until 2034
for Unit 1, and until2036 for Unit 2. Then on May
23, 2000, Duke Energy's Oconee NPS received
20-year renewals for Unit .l until 2033, and for
Units 2 and 3 until2034. These actions effectively
reduced market uncertainty about license re-
newals for NPS generally, and enhanced the
Market Value of not only those two NPS but of all
similarly situated plants with comparable oper-
ating and safety histories.

7. Stranded Cost Recor)ery. The judicial determina-
tion in many states of the amount ofboth stranded
costs and rc,correldble stranded costs, and the sub-
sequent identification of both the amount and
maximum duration of the "transition fee" sur-
charge, have further reduced uncertainty for
lar5;e numbers of NPS operators about likely
near-term revenues. This reduces perceived risk,
and hence the risk rate applicable in the Income
Capitalization Approach.

8. Decommissiotting Costs. The owner-operator of
an NPS which has been shut down or whose
license has expired must decommission the plant
in accordance with NRC regulations and re-
quiremenls. Decommissioning is an exacting,
time-consuming and very costly process. The
further into the future it can be deferred, the
lower the present worth of that cost is likely to be.
Moreover, new technologies may well emerge in
the interim, reducing the absolute cost ofdecom-
missioning.

Decommissioning costs remain a real and
major future liability, but the uncertainty and
risk associated with them has been substantially
reduced.

9. On-Site Spent Fuel Storage and Monitoring Ex-
penses. As a consequence of the failure of DOE to
find and develop a "permanent" storage site for
spent nuclear fuel, NPS have been required to
develop and maintain "temporary" on-site stor-
age facilities, which add to overhead and admin-
istration expenses without any offsetting rev-
enue or cost savings. ln a recent decision cited
earlier (see Entltroic 4), the U.S. Court of Appeals
in the District of Columbia ruled that four IOUs
with NPS have the right to sue the U.S. Govern-
ment for that failure by DOE. Commentators
opine that this decision most probably applies to
all NPS. To that extent, there has been a further
reduction in uncertainty and risk associated with
long-term on-site spent-fuel storage and the ex-
pense it entails.

10. Diminishcrl Competitil)e Adtantnge of Cenerating
Plants Using Fossil Fuel. Increasing (and increas-
ingly volatile) prices of heating or bunker oil, of
natural gas, and of low-sulphur coal have worked
to widen the spread of non-nuclear fuel costs
and operating expenses, over those for NPS. The
EPA State Implementation Plan noted earlier
has placed the continued operation of many
coal-fired generating plants in qucstion, thereby
enhancing the need for continued operation of
existing NPS. Further, the nearly exclusive reli-
ance on gas-fired combined-cycle turbine plants
for construction of new generating capacity in
the U.S. has exacerbated the increased demand
for, and hence prices of, both natural gas and
gas-fired generd tinB turbines.

All of these market developments have enhanced
the relative competitive position of nuclear-fueled
power generation. As a result, longer remaining
production and economic lives are being forecast
lor more NPS. The ultimate consequence is ex-
pected to be a further strengthening of their Market
Value at levels closer to, but still below, the Book
Values that would have applied under the regula-
tory regime.REr2-
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directed toward moderate, sustainable domestic
growth, with very low inflation in the U.S. and a

reduction of volatility in worldwideeconomic trends.
As AIan Creenspan knows very well, no single
number serves as the weathercock. Those looking
for simple indicators in the day's statistical releases
share something of the attitude my class had back in
high school, when we thought \^,e couldn't benefit
from reading Van Doren, despite the fact that we had
barely scratched the surface of world literature, sci-
ence, and the humanities. The fact is that economic
statistics require perspective and considerable
breadth of vision before they yield their secrets.

Greenspan himself offered some succinct ad-
vice in a speech to the National Association of Busi-
ness Economists in October 1998. He said, "For those
of you who want to get an objective view of what is
going on in the world, it's probably wise to put your
newspapers in your In Box and leave them there for
a week, and then you can read them." That's one
way of saying, "Don't get caught up in the hype, and
don't rely just on today's headlines." Investors in
long-lived assets Iike real estate, and the Counselors
who assist them, will find that good advice
indeed.*0,r,
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