The Basics of 1031 Tax Deferred Exchange

You may have heard of a 1031 Exchange in the past, but not fully understood what it is or how you can benefit.  This document will give you an overview of what a 1031 exchange is and some of the benefits.  The application of these principles will depend on your specific transaction.  Always consult your tax advisor to determine how an exchange can best be structured to accomplish your investment goals. 
What is a 1031 or tax-deferred exchange?

A 1031 or tax-deferred exchange is a method that allows a property owner to trade one or more relinquished properties for one or more replacement properties of “like-kind”, while deferring the payment of federal income taxes and some state taxes.  
Section 1031 was created to defer taxes because when a property owner has reinvested the proceeds from the sale of a property into another property, the economic gain has not been realized in a manner that generates any money to pay taxes.  

It is important to understand that under Section 1031 the like-kind exchange is tax-deferred, not tax-free.  When the replacement property is ultimately sold and the gain not re-invested as part of another exchange, the original deferred gain, plus any additional gain on the new property is subject to tax. 
Why exchange v. sell? 

· A Section 1031 exchange allows you to postpone or potentially eliminates taxes due on the sale of property. 

· By deferring the tax, you have more cash money to invest in other properties.  

· You can acquire and dispose of properties to reallocate and diversify your investment portfolio without paying tax on any gain.  
There are several different types of exchanges.  I am going to address the most common type which is the Delayed Exchange.  This type occurs when there is a time gap between the transfer of the Relinquished Property (sale) and the acquisition of the Replacement Property (purchase).  This type of exchange is subject to strict time limits.  You have 45 days after the date that the relinquished property is transferred to properly identify potential replacement properties.  The exchange must be completed within 180 days after the transfer of the relinquished property, or the due date for the taxpayer’s federal tax return for the year in which the relinquished property was transferred, whichever is earlier.

This is one of the reasons why it is important to consult your tax advisor when considering a Section 1031 tax deferred exchange.  He or she may advise filing a tax return extension to take advantage of the full 180 time period to complete an exchange. 
What is required for a valid exchange? 

· Qualifying Property—Real Property or Real Estate qualifies.  There are certain types of property that are specifically excluded from Section 1031 treatment: inventories; stocks, bonds; other securities; partnership interests.
·  Proper Purpose—Both the relinquished property and the replacement property must be held for productive use in a trade/business or for investment. 
· Like Kind—The new property in an exchange must be “like-kind” to the property being relinquishes. All qualifying real property located in the United States is like-kind.  
· Exchange Requirement—the relinquished property must be exchanged for other property, rather than sold for cash and using the proceeds to buy the replacement property.  This rule is why Section 1031 Exchanges are facilitated by Qualified Intermediaries.  The Intermediary will guide the taxpayer through the process and in meeting the requirements of Section 1031.  
Why is a Qualified Intermediary needed? 

A Qualified Intermediary is a safe harbor established by the Treasury Regulations.  When a taxpayer has direct or indirect use or control of the proceeds from the sale of the relinquished property he will not qualify to defer the tax on any gain from the property.  The sale proceeds go directly to the QI, who holds them until they are needed to acquire the replacement property.  The QI then delivers the funds directly to the closing agent.  The IRS regulations are very clear in that the taxpayer may not receive the proceeds and put them in a separate bank account and use it purchase the replacement property. 
Is there any limit to the number of properties that can be identified?  

The taxpayer must meet the requirements of one of three rules that limit the number of properties that can be identified:

· You may identify up to 3 replacement properties, without regard to their value

· Any number of properties may be identified, but the total value of those properties cannot exceed twice the value of the relinquished property

· You may identify as many properties as you like, but before the end of the exchange period (180 days) you must acquire replacement properties with an aggregate fair market value equal to at least 95% of the aggregate fair market value of the properties identified. 
Can I take advantage of Section 1031 tax-deferred exchange for my vacation home?

Recently, the IRS adapted the personal-use standard of section 280A (http://www.taxalmanac.org/index.php/Sec._280A) to create a safe harbor for purposes of section 1031 exchanges for vacation homes.  The question that arises is “how much personal use is allowed?” 

Under IRC 280A a property serves as a residence not as an investment when a taxpayer personally uses the property more than the greater of either 14 days a year or 10% of the number of days during the year in which the dwelling unit is rented at fair market value. “Personal Use” includes use by any member of the taxpayers family or co-workers. If you rent your property for less than fair market value it may also be considered personal use.  
The personal-use standard of section 280A gets a little fuzzy when realizing many taxpayers have vacation properties primarily for the production of rental income, but will also occasionally use those properties for personal use.  In March, 2008 the IRS outlined conditions of limited personal use which it will not challenge for whether a vacation home qualifies under Section 1031 for a tax-deferred exchange.  Those conditions are:
· The relinquished property is owned by the taxpayer for a t least 2 years (24 months) immediately before the exchange

· The replacement property must be held by the taxpayer for at least 2 years (24 months) after the exchange

· In each of those years the property must be rented for fair market value for at least 14 days, and the personal use must not be more than what is allowed under section 280A (see above—the greater of 14 days or 10% of the number of days rented each year). 

This information offers a broad overview of a 1031 tax-deferred exchange. For more extensive information concerning the various types of exchanges visit www.1031.org and consult a professional tax advisor before starting the 1031 Exchange process.  
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