Impacts Non-California Replacement Property Acquisitions 1031
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Under Internal Revenue Code Section 1031, taxpayers can defer capital gains by exchanging real property held for use in a
trade or business, or for investment, for other like-kind property. For sellers subject to California income tax, California’s
tax law follows federal law for purposes of deferral under Section 1031, so California’s income tax is also deferred. In each
case, the deferred capital gain continues as a tax attribute of the replacement property acquired by the taxpayer in the
exchange. In the past, taxpayers sometimes used Section 1031 to acquire replacement property outside California in order
to avoid California’s income tax in a later taxable sale.

Previously, California had no practical way of tracking the subsequent sale of property outside California. However,
California legislature passed Assembly Bill 92 (AB 92) adding “California Revenue and Taxation Sections 18032 and 24953,”
which adds an annual tax reporting requirement for those taxpayers who exchange California property under Section 1031
for non-California replacement property.

The mandatory reporting affects “all individuals, estates, and trusts, and all business entities regardless of their residency
status or commercial domicile” for all exchange transactions that occur on or after January 1, 2014, and each subsequent
taxable year in which the gain or loss from that exchange has not been recognized. The report must be filed whether or not
the taxpayer has any other franchise tax, income tax or any other information return filing requirement under California
law.

EXAMPLE: Taxpayer A sells a California relinquished property for $1,500,000 as part of a 1031 exchange. Taxpayer A’s
adjusted basis in the California property was $750,000. Therefore, Taxpayer A “realized” a $750,000 gain on the sale of
that property. Taxpayer A acquires a replacement property in Texas for $2,000,000. With the assumption that Taxpayer A
received no “boot” in the exchange, the gain deferred on California property would be $750,000. Under the mandatory
California tax filing requirement, Taxpayer A must report the $750,000 deferred California “tracked” gain on the California
1031 exchange information return, Form FTB 3840.

CAUTION: If the taxpayer fails to file an information return as required, the Franchise Tax Board may make an estimate
of the net income, from any available information, and may propose to assess the amount of tax, interest and penalties
due to California.

For more information on the 1031 exchange filing requirements for taxpayers acquiring replacement property outside of
California, read the California Franchise Tax Board website.
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Asset Preservation, Inc. (API) is a qualified intermediary as defined in the regulations under Internal Revenue Code §1031. Neither API, it's officers or employees are authorized or permitted under applicable laws to provide tax or
legal advice to any client or prospective client of API. The tax related information contained herein or in any other communication that you may have with a representative of APl should not be construed as tax or legal advice
specific to your situation and should not be relied upon in making any business, legal or tax related decision. A proper evaluation of the benefits and risks associated with a particular transaction or tax return position often
requires advice from a competent tax and/or legal advisor familiar with your specific transaction, objectives and the relevant facts. We strongly urge you to involve your tax and/or legal advisor (or to seek such advice) in any
significant real estate or business related transaction. © 2020 Asset Preservation, Inc. All rights reserved.
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https://www.ftb.ca.gov/file/personal/reporting-like-kind-exchanges.html
https://apiexchange.com
mailto:info@apiexchange.com

	Compliments of: <FirstName LastName>
<Title>
<Company>
<XXX.XXX.XXXX>  |  <XXX.XXX.XXXX>
<Email>  |  <Website>


