	

	

	


	The Power of Tax Deferred Exchanges
Exchange Don't Sell

A 1031 exchange, also known as a Starker exchange or a tax-deferred exchange, permits investment property owners to sell a property and defer tax payments by reinvesting the proceeds into a "like-kind investment property or properties. A 1031 exchange is enabled by Section 1031 in the Internal Revenue Code. 

In order to completely defer the payment of tax with your 1031 exchange, among other things, the replacement property must be of equal or greater value, and all the equity from the sold investment property must be reinvested in the new investment property or properties. 

More importantly, completing a 1031 exchange with a Tenants In Common interest ownership in a property, also known as co-ownership of real estate, allows investors not only to defer their capital gains taxes, but also to "upgrade" their investment real estate into larger, institutional-grade properties. 
The 1031 exchange process encourages investors to use leveraging to acquire real estate worth many times the amount of their initial investment. To understand the power of leveraging, consider that ten percent appreciation converts to a 50% return on a property where a 20% down payment is given.
For example, assume that an investor sells a fully depreciated property realizing a capital gain of $200,000. This gain is subject to federal and state taxes which when combined could easily reach 35%.
$200,000 x 35% = $70,000
If the investor "sold" property which is fully depreciated for $200,000 there would be a gain of $200,000 with the potential for $70,000 in taxes to be paid. This leaves only $130,000 left to reinvest. The investor that "exchanges" property will have the entire $200,000 available to reinvest.
Sale
1031 Exchange
Proceeds
$200,000
$200,000
Tax Owed
-70,000
0
Cash to reinvest
$130,000
$200,000
If each investor replaced the property with 20% down, they could reinvest in property worth:

Value (new Property) $650,000 $1,000,000

	Real estate flip deals have a catch

NEW YORK -- Sept. 14, 2005 -- Real estate investors who quickly buy and resell properties, while declaring the transactions under section 1031 of the Internal Revenue Service Code, could find themselves audited. 
 

In these "like-kind" exchanges, investors can defer capital gains taxes when they sell a business or investment property by sinking the profits into a comparable property right away. However, they cannot use the proceeds to purchase a primary residence or vacation home. Moreover, the profits must be put into an escrow account -- not taken as cash. 
 

Naive investors also risk being taxed at a rate of 35 percent, as those looking to qualify for the capital gains tax rate of 15 percent must hold onto their properties for at least one year.
 

Experts urge amateurs to speak with a CPA or tax attorney to ensure they understand the rules prior to making a real estate investment. 
 

A recent study by First American Real Estate Solutions meanwhile, shows why flipping has become so popular. Those who flipped properties in Las Vegas, Miami and Orange County, Calif., within three to six months of purchase between 1999 and June 2005 achieved a rate of return that exceeded the market appreciation rate by 20 percent to 40 percent.
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§ 1031. Exchange of property held for productive use or investment
(a) Nonrecognition of gain or loss from exchanges solely in kind

(1) In general

No gain or loss shall be recognized on the exchange of property held for productive use in a trade or business or for investment if such property is exchanged solely for property of like kind which is to be held either for productive use in a trade or business or for investment.

(2) Exception

This subsection shall not apply to any exchange of -

(A) stock in trade or other property held primarily for sale, 

(B) stocks, bonds, or notes, 

(C) other securities or evidences of indebtedness or interest, 

(D) interests in a partnership, 

(E) certificates of trust or beneficial interests, or 

(F) choses in action. For purposes of this section, an interest in a partnership which has in effect a valid election under section 761(a) to be excluded from the application of all of subchapter K shall be treated as an interest in each of the assets of such partnership and not as an interest in a partnership. 

(3) Requirement that property be identified and that exchange be completed not more than 180 days after transfer of exchanged property For purposes of this subsection, any property received by the taxpayer shall be treated as property which is not like-kind property if - 

(A) such property is not identified as property to be received in the exchange on or before the day which is 45 days after the date on which the taxpayer transfers the property relinquished in the exchange, or 

(B) such property is received after the earlier of - 

(i) the day which is 180 days after the date on which the taxpayer transfers the property relinquished in the exchange, or 

(ii) the due date (determined with regard to extension) for the transferor's return of the tax imposed by this chapter for the taxable year in which the transfer of the relinquished property occurs. 

(b) Gain from exchanges not solely in kind 

If an exchange would be within the provisions of subsection (a), of section 1035(a), of section 1036(a), or of section 1037(a), if it were not for the fact that the property received in exchange consists not only of property permitted by such provisions to be received without the recognition of gain, but also of other property or money, then the gain, if any, to the recipient shall be recognized, but in an amount not in excess of the sum of such money and the fair market value of such other property. 

(c) Loss from exchanges not solely in kind 

If an exchange would be within the provisions of subsection (a), of section 1035(a), of section 1036(a), or of section 1037(a), if it were not for the fact that the property received in exchange consists not only of property permitted by such provisions to be received without the recognition of gain or loss, but also of other property or money, then no loss from the exchange shall be recognized. 

(d) Basis 

If property was acquired on an exchange described in this section, section 1035(a), section 1036(a), or section 1037(a), then the basis shall be the same as that of the property exchanged, decreased in the amount of any money received by the taxpayer and increased in the amount of gain or decreased in the amount of loss to the taxpayer that was recognized on such exchange. If the property so acquired consisted in part of the type of property permitted by this section, section 1035(a), section 1036(a), or section 1037(a), to be received without the recognition of gain or loss, and in part of other property, the basis provided in this subsection shall be allocated between the properties (other than money) received, and for the purpose of the allocation there shall be assigned to such other property an amount equivalent to its fair market value at the date of the exchange. For purposes of this section, section 1035(a), and section 1036(a), where as part of the consideration to the taxpayer another party to the exchange assumed a liability of the taxpayer or acquired from the taxpayer property subject to a liability, such assumption or acquisition (in the amount of the liability) shall be considered as money received by the taxpayer on the exchange. 

(e) Exchanges of livestock of different sexes 

For purposes of this section, livestock of different sexes are not property of a like kind. 

(f) Special rules for exchanges between related persons 

(1) In general 

If - 

(A) a taxpayer exchanges property with a related person, 

(B) there is nonrecognition of gain or loss to the taxpayer under this section with respect to the exchange of such property (determined without regard to this subsection), and 

(C) before the date 2 years after the date of the last transfer which was part of such exchange - 

(i) the related person disposes of such property, or 

(ii) the taxpayer disposes of the property received in the exchange from the related person which was of like kind to the property transferred by the taxpayer, there shall be no nonrecognition of gain or loss under this section to the taxpayer with respect to such exchange; except that any gain or loss recognized by the taxpayer by reason of this subsection shall be taken into account as of the date on which the disposition referred to in subparagraph (C) occurs. 

(2) Certain dispositions not taken into account 

For purposes of paragraph (1)(C), there shall not be taken into account any disposition - 

(A) after the earlier of the death of the taxpayer or the death of the related person, 

(B) in a compulsory or involuntary conversion (within the meaning of section 1033) if the exchange occurred before the threat or imminence of such conversion, or

(C) with respect to which it is established to the satisfaction of the Secretary that neither the exchange nor such disposition had as one of its principal purposes the avoidance of Federal income tax.

(3) Related person 

For purposes of this subsection, the term "related person" means any person bearing a relationship to the taxpayer described in section 267(b) or 707(b)(1). 

(4) Treatment of certain transactions 

This section shall not apply to any exchange which is part of a transaction (or series of transactions) structured to avoid the purposes of this subsection.

(g) Special rule where substantial diminution of risk 

(1) In general 

If paragraph (2) applies to any property for any period, the running of the period set forth in subsection (f)(1)(C) with respect to such property shall be suspended during such period. 

(2) Property to which subsection applies 

This paragraph shall apply to any property for any period during which the holder's risk of loss with respect to the property is substantially diminished by - 

(A) the holding of a put with respect to such property, 

(B) the holding by another person of a right to acquire such property, or 

(C) a short sale or any other transaction. 

(h) Special rule for foreign real property 

For purposes of this section, real property located in the United States and real property located outside the United States are not property of a like kind.
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