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1031 Exchange Guide: How to Defer Taxes and Maximize Benefits
Description

A 1031 exchange, named after Section 1031 of the Internal Revenue Code, is a tax-deferral strategy
that allows real estate investors to defer paying capital gains taxes on the sale of an investment
property by reinvesting the proceeds into a like-kind property. Here’s how a 1031 exchange works and
the key rules to follow:

How a 1031\Exchange Works
Sell the Existing Property:

o ldentify Property: You sell an investment property (the “relinquished property”) that you wish to
exchange. The sale proceeds must be handled according to specific rules to qualify for tax
deferral.

Identify Replacement Property:

o Identification Period: Within 45 days of selling the relinquished property, you must identify
potential replacement properties. You can identify up to three properties or more if they meet
specific criteria (the “Three-Property Rule” and “200% Rule”).

¢ Formal Identification: Identification must be done in writing, and you need to adhere to the
specific rules regarding how properties are identified.

Complete the Purchase:

e Exchange Period: You must acquire the replacement property within 180 days of the sale of the
relinquished property or the due date of your tax return for the year of the sale, whichever is
earlier.

Transfer the Proceeds:
¢ Qualified Intermediary: You must use a qualified intermediary (QIl) to hold the sale proceeds

from the relinquished property until they are used to purchase the replacement property. You
cannot receive the proceeds directly, or the exchange will be disqualified.
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Close on the Replacement Property:

e Purchase: The replacement property must be purchased using the proceeds from the sale of the
relinquished property, and the transaction must be completed within the 180-day period.

Rules and Requirements
Like-Kind Property:

o Definition: The properties involved in a 1031 exchange must be like-kind, meaning they are of
the same nature or character. For real estate, this generally means that any real estate held for
investment or business purposes can be exchanged for other real estate held for the same
purposes.

Qualified Properties:

¢ Investment or Business Use: Both the relinquished property and the replacement property must
be held for investment or business purposes. Personal residences or properties held for personal
use do not qualify.

Identification Rules:

e Three-Property Rule: You can identify up to three'properties, regardless of their value.

e 200% Rule: Alternatively, you can identify i/more than three properties, provided their total value
does not exceed 200% of the value'of the'relinquished property.

¢ 95% Rule: You can identify: an-unlimited number of properties if you acquire properties worth at
least 95% of the total value.of all identified properties.

Timing:

e 45-Day Rule: You have 45 days from the sale of the relinquished property to identify potential
replacement properties.

e 180-Day Rule: You must close on the replacement property within 180 days of selling the
relinquished property or by the due date of your tax return for the year in which the relinquished
property was sold, whichever is earlier.

Qualified Intermediary (QI):
e Role: A Ql is required to facilitate the exchange. They hold the sale proceeds and ensure that the
funds are properly transferred to the purchase of the replacement property.
¢ Requirements: The QI must be an independent third party and cannot be a related party, such
as a family member or business partner.
Equal or Greater Value:

o Value Requirement: To fully defer taxes, the replacement property must be of equal or greater
value than the relinquished property, and all sale proceeds must be reinvested.

Debt Replacement:

e Mortgage Debt: If you had a mortgage on the relinquished property, you must replace it with an
equal or greater amount of mortgage debt on the replacement property to fully defer the tax
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liability.
Benefits

o Tax Deferral: The primary benefit is the deferral of capital gains taxes on the sale of the
relinquished property.

o Wealth Building: Allows you to leverage your investment by reinvesting the entire sale proceeds
into a new property, potentially increasing your portfolio value over time.

Considerations

e« Complexity: The process can be complex, requiring strict adherence to rules and deadlines. It's
essential to work with experienced professionals, including a qualified intermediary and a tax
advisor.

e Tax Planning: While a 1031 exchange defers taxes, it does not eliminate them. Future sales of
the replacement property will also need to account for any deferred gains.

Understanding and following these rules ensures that your 1031 exchange is executed correctly,
allowing you to benefit from tax deferral and continue growing your real estate investments. More
information on like-kind exchanges is available directly from the IRS.

We can certainly assist with financing just about any commereial-property.
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