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A 1031 exchange permits taxpayers the opportunity to defer tax on capital gains indefinitely. To some extent, the benefit of tax-deferral depends on tax rates that apply in the future when there is a taxable disposition of the investment property. Obviously, if tax rates increase significantly, one might benefit from paying taxes today at lower rates.

The federal tax rate on long-term capital gains is currently fifteen percent (15%) or twenty percent (20%), depending on the taxpayerâ€™s taxable income. In addition, the national health care reform legislation imposes a 3.8% tax on certain net investment income. Thus, for some higher-income taxpayers, the effective rate on long-term capital gains is 23.8% (not including state taxes or the 25% tax rate on depreciation recapture). Given the inability of Democrats and Republicans in Congress to agree on almost any significant legislation in recent years, it is anybodyâ€™s guess what rates will be in the future. Accordingly, some taxpayers and their advisors have determined that they should recognize capital gains now and lock in the current capital gains rate. Where tax-deferral is otherwise possible, a decision to pay taxes now constitutes a simple wager that capital gains rates will increase even more in the future.

One might reasonably make that bet and take the risk that Congress will continue to extend the current rate, but is that actually necessary? For some taxpayers, there is a better solution. What if you could sell investment property in the latter half of 2019 and, in 2020 choose whether to: (i) pay the capital gains tax at the 2019 rate, (ii) pay the tax in 2020 (if the capital gain tax rate is reduced in 2020), or (iii) defer the tax indefinitely with a tax-deferred exchange under Internal Revenue Code Section 1031? For some well-positioned taxpayers, such a strategy is possible.

Section 1031 permits a taxpayer to sell appreciated real property and to acquire replacement real property in a deferred exchange that extends from one tax year to the next. A taxpayer generally has 180 days to complete the 1031 exchange. For example, if qualifying investment property is sold in October 2019, the taxpayer must acquire like-kind replacement property by March of 2020. If no replacement property is acquired by the 180th calendar day in 2020, then the taxpayer generally recognizes some or all of the gain in 2019, when sale proceeds are received from the qualified intermediary. By default, the â€œinstallment saleâ€� feature of Section 1031 effectively pushes the taxable gain into the following tax year (in this case, 2020). This could be good or bad. If tax rates do not increase, the incomplete 1031 exchange pushes the taxable event forward allowing for some tax-deferral â€“ a net benefit. If rates increase, a higher 2020 tax may wipe out the benefit of the short tax-deferral. As it turns out, however, the taxpayer has a choice whether to pay the tax in 2019 or 2020, at the then applicable rates. In other words, there is no requirement that the taxpayer pay the tax at the 2019 rate if rates actually do increase in 2020.

Treasury Regulation 1.1031(k)-1(j) provides that the installment sale rules apply to the obligation of a qualified intermediary to pay over sales proceeds held by the qualified intermediary under an exchange agreement. The installment sale rules are contained in Internal Revenue Code Section 453 and 453A. Those provisions generally provide that a taxpayer recognizes gain on a sale of property in the year the payments are received. Under the installment method, taxable gain is reported over the term of the installment payments, as payments are received. Accordingly, if a taxpayer sells an investment property in October 2019 for $1,000,0000 with a basis of $500,000, and the 180-day exchange period elapses without the taxpayer finding a replacement property, the taxpayer would recognize the $500,000 gain in 2020 provided that no replacement property was acquired at the end of the exchange. This would be the â€œdefaultâ€� treatment under Section 453. Section 453, however, permits the taxpayer to elect out of the installment method by timely filing a tax return (including extensions) for the year in which the relinquished property sale was closed. This is true even if the taxpayer initiated a 1031 exchange with a qualified intermediary. See e.g., PLR 200813019. Going back to our example above, the taxpayer could elect to report the gain in 2019 if rates are higher in 2020 or could take advantage of deferral into 2020 if capital gain rates remain the same or decline. Lastly, the taxpayer might simply complete a 1031 exchange and defer the capital gains tax indefinitely.

A taxpayer engaging in a 1031 exchange must have the intent to acquire like-kind property at the inception of the exchange. Thus, the above discussion is not intended to encourage a taxpayer to initiate a 1031 exchange just to hedge against the potential for higher capital gains tax rates in 2020. But in close cases, where the taxpayer might be inclined to sell in 2019 in order to avoid the risk that rates will be higher in 2020, it is important to realize that a 1031 exchange permits far greater flexibility to respond to changes than a simple, bare wager that rates will increase enough to eliminate the benefits of tax-deferral.
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			Experience

Established in 1990, API  has successfully facilitated over 200,000 1031 exchanges. Learn more...



Expertise

API's Senior Exchange Counselors, attorneys and CPAs are available to discuss exchanges of any complexity-from standard delayed to improvement and reverse transactions. Learn more...



Security

Our foremost concern is security of the exchange proceeds, as exemplified by our addition security measures. Learn more...
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					We appreciate everyone's efforts and diligence. The coaching to avoid boot was awesome. Great service!



Allison L., Santa Monica

We are so thrilled with your assistance with the reverse 1031 exchange. You knew exactly when and how to do each step and how to keep us moving in the right direction. You could explain issues to us that we had difficulty comprehending. We would be delighted to use API again and also recommend the firm to others.


Jill H., Maine

One phone call and they took care of everything, no questions - no problems.


Douglas B., Texas

We greatly appreciate the business we do with you and Asset Preservation and your consummate professionalism.  No doubt we look forward to doing a lot more business together!


Andy S., New Jersey

You just helped me obtain a new customer! Looking forward to working with you on this one. Thanks again!



Bill K., Texas

Thank you so much. You helped make a difficult and complicated situation a pleasure, thank you!



Sandra C., California

Iâ€™m not just a client, Iâ€™m also a real estate broker.  When investor-clients and other real estate professionals ask who I recommend to facilitate a 1031 exchange, I will enthusiastically say â€“ Asset Preservation. Thank you for a wonderful experience!



Deborah P., New York

Our exchange paperwork was flawless and always on time. Thank you.


William T., California

So friendly, personal, efficient and competent (and painless).


Richard G., New York

Your team is great!!! You guys deliver on what you promote when talking about the company at industry events â€“ Thank you!


A.L., Los Angeles

I had such efficient people handling the paperwork and walking me through this 1031 process. I would definitely consider doing it again.



Pat H., California

You and your office are also a pleasure to work with. Thank You.



Lisa M., Bronx

This is our 4th property exchange with you. Every one of them has been a "10" experience.


Berry, Colorado

Excellent service. Responsive, professional, and easy to do business with. Everyone I worked with was excellent!



Ferol L., San Diego

This is my second 1031 exchange with API and again you hit it out of the park. Thanks for great work.



Beverly W., Colorado

Thank you for the very professional way in which my transactions were handled, making this a pleasant and efficient process. Thanks as well to all your associates who were very gracious to work with.


Lori H., Massachusetts

I wanted you both to know how much I appreciate you both and all the hard work you do for me and my clients. The reason I recommend you to all my clients is because you are NOTHING SHY OF AWESOME! 



Sandy R., California

Thank you for always being responsive and prompt to my needs.



Anthony C., New York

Appreciated the instant availability whenever I had a question. Also, greatly appreciated the timely notices and reminders. Thank you for a job well done.


Alice S., Wisconsin

Thank you for your assistance. You made my client a very happy woman.



Cristopher C., New York





					
						
					
  
				  
				
				
								
					
		
					
	
		
			
				
																									
							(800) 282-1031
NATIONAL HEADQUARTERS

1420 Rocky Ridge Drive, Suite 270

Roseville, CA 95661

																					

																										
							


A Leading National IRC Â§1031 Exchange Qualified Intermediary


																					

																										
							   CONTACT   



																					

																																				
				

			
 
		
 
	 

	
	
		
			

				
		
		Asset Preservation, Inc.

Â© 2024 Stewart Information Services Corporation | All Rights Reserved | Privacy  |  Terms of Use	




	EmailLinkedInInstagramFacebookYouTubeXStart an Exchange




			
 
		
 
	 
		
 

		
					
												
 
		
 
				Page load link

		
			
		
		
        
        






































































































				
						


			
		
			Go to Top
		
	
		