Requirements for Full Tax Deferral

1031
Knowledge

A common mistake made by some taxpayers is confusing what is required for full tax deferral in an IRC Section 1031 taxdeferred exchange with calculations involved in determining the capital gain and capital gain taxes that would be owed
absent a 1031 exchange. The requirements for full tax deferral are different than the capital gain tax and basis
computations. The formulas for calculating a capital gain tax liability can be found in Asset Preservation’s article,
Calculating Capital Gain.
WHAT ARE THE REQUIREMENTS FOR FULL TAX DEFERRAL IN A 1031 EXCHANGE?
If a taxpayer intends to perform a 1031 exchange which is fully tax-deferred, they must meet two simple requirements:
1. Reinvest the entire net equity (net proceeds) in one or more “like-kind” replacement properties;
- and 2. Acquire one or more “like-kind” replacement properties with the same or a greater amount of debt.
An alternative approach for complete tax deferral is acquiring property of equal or greater value and spending the entire
net equity in the acquisition. One exception to the second requirement is that a taxpayer can offset a reduction in debt by
adding new cash to the replacement property closing in an amount that is the same or exceeds the reduction in debt.
WHAT IS BOOT?
The term “boot” refers to any property received in an exchange that is not considered like-kind. real property. Cash boot
refers to the receipt of cash. Mortgage boot, which can also be referred to as debt relief, is a term describing a taxpayer’s
reduction in mortgage liabilities on the purchase of a replacement property or properties. Personal property received or
non-like kind property is also considered boot in 1031 exchange transaction as only real property held for productive use
in a trade or business or held for investment qualifies.
If a taxpayer receives cash or other property in addition to like-kind property, this may result in a taxable event. To
determine the taxes that may be due, several steps are required. See Asset Preservation’s article, Calculating Capital Gain
for more details. First, the taxpayer’s tax advisor must calculate the realized capital gain. Next, the amount of boot,
money or other property received, along with any depreciation recapture, must be determined. The tax advisor will then
need to determine the taxes owed for federal capital gain taxes, the depreciation recapture, state taxes (when applicable)
and the Section 1411 net investment income tax (when applicable). Finally, a tax advisor will review the taxpayer’s
specific situation to see if there are additional tax issues that may offset any current capital gain tax liabilities.
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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 API 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. © 2018 Asset Preservation, Inc. All rights reserved.

