POPULARITY OF 1031 EXCHANGES SURGES WITH MARKET DECLINE

FROM THE WALL STREET JOURNAL ONLINE

INVESTORS WHO WANT TO CASH IN THEIR CHIPS ON REAL ESTATE BOUGHT AS AN INVESTMENT --
BUT DEFER THE TAX BILL, IN SOME CASES FOREVER -- CAN DO SO BY TRADING INTO ANOTHER PIECE OF
PROPERTY.

THIS STRATEGY ISN'T NEW, BUT IT'S ENJOYING A RESURGENCE IN POPULARITY NOW BECAUSE
MANY INVESTORS BELIEVE THAT REAL-ESTATE VALUES HAVE PEAKED IN SOME MARKETS. THEY WANT TO
LOCK IN THEIR GAINS AND SHIFT INTO OTHER HOLDINGS WITHOUT A BIG PAYMENT TO UNCLE SAM.

THE STRATAGEM IS CALLED A 1031 EXCHANGE, BUT IT DOESN'T ACTUALLY REQUIRE YOU TO SWAP
PROPERTY WITH ANOTHER REAL-ESTATE INVESTOR. YOU SELL ONE PROPERTY AND BUY ANOTHER,
CAREFULLY ABIDING BY CERTAIN RESTRICTIONS AND TIME LIMITS.

A SECTION OF THE TAX CODE KNOWN AS 1031 ALLOWS INVESTORS TO MAKE A "LIKE KIND"
EXCHANGE OF INVESTMENT PROPERTIES AND THEREBY DEFER, AND IN SOME CASES AVOID, CAPITAL-
GAINS TAXES. (THE MAXIMUM FEDERAL LONG-TERM CAPITAL-GAINS RATE IS CURRENTLY 15%, WHILE
SOME STATES IMPOSE AN ADDITIONAL TAX.)

YOU CAN SWAP JUST ABOUT ANY KIND OF INVESTMENT PROPERTY FOR ANOTHER -- SUCH AS AN
APARTMENT HOUSE FOR LAND, OR A HOUSE FOR A STORE. INVESTORS CAN KEEP EXCHANGING INTO
NEW PROPERTIES OF EQUAL OR GREATER VALUE, WHILE DEFERRING THE TAX HIT. IF YOU HOLD
PROPERTY UNTIL DEATH, THE CAPITAL GAIN IS ERASED ALTOGETHER BECAUSE YOUR HEIRS INHERIT THE
PROPERTY AT ITS MARKET VALUE, MAKING THIS A POPULAR ESTATE-PLANNING TECHNIQUE AS WELL.

'BEST-KEPT TAX SECRET

THE TAX SAVINGS CAN BE SUBSTANTIAL -- AND BY DEFERRING THE TAX BILL, INVESTORS HAVE
MORE CAPITAL TO REINVEST INTO THE NEXT PROPERTY. TAKE, FOR INSTANCE, AN INDIVIDUAL WHO
PURCHASED A RENTAL DUPLEX 10 YEARS AGO FOR $150,000 THAT'sS NOwW WORTH $500,000. IF HE
SIMPLY SOLD THE PROPERTY, HE wWOULD OWE $52,500 IN CAPITAL-GAINS TAXES. (THIS DOESN'T
INCLUDE ANY STATE TAXES THAT MIGHT BE IMPOSED, NOR DOES IT INCLUDE ANY DEPRECIATION
RECAPTURE TAX, WHICH COULD BE OWED IF THE OWNER TOOK DEDUCTIONS FOR DEPRECIATION.)
BuUT BY CONDUCTING A 1031 EXCHANGE, HE COULD USE THE ENTIRE $500,000 AS A DOWN PAYMENT
ON A MORE EXPENSIVE PROPERTY. |IF YOU ACRUIRE A PROPERTY OF LESSER VALUE, YOU PAY TAX ON
THE DIFFERENCE.

TO GET THE TAX BENEFITS, HOWEVER, THERE ARE CAVEATS AND VERY SPECIFIC RULES, WHICH
MUST BE FOLLOWED CAREFULLY. INDIVIDUALS CANNOT USE THEIR PRIMARY RESIDENCE AS PART OF A
1031 EXCHANGE; IT MUST BE AN INVESTMENT PROPERTY OR ONE THAT'S USED IN A TRADE OR
BUSINESS. (THE EXCHANGE OPTION ALSO ISN'T AVAILABLE FOR FINANCIAL ASSETS SUCH AS STOCKS
AND BONDS.)

LiMmITED TIME TO PICK

WHILE THERE ARE A FEW WAYS TO STRUCGCTURE AN EXCHANGE, THE MOST COMMON IS KNOWN AS
A DEFERRED OR DELAYED EXCHANGE. WHEN A PROPERTY IS sOLD, A "REPLACEMENT" PROPERTY MUST
BE IDENTIFIED WITHIN 45 DAYS OF THE SALE CLOSING, AND A DEAL MUST BE COMPLETED WITHIN 180
DAYS.
AN INDEPENDENT PARTY -- KNOWN AS A QUALIFIED INTERMEDIARY, WHO CAN'T BE YOUR REAL-ESTATE
BROKER, LAWYER OR ACCOUNTANT -- MUST HOLD THE SALE PROCEEDS UNTIL THE NEXT PROPERTY IS
BOUGHT.

BE SURE TO COORDINATE WITH YOUR TAX AND LEGAL ADVISERS, ALONG WITH THE QUALIFIED
INTERMEDIARY, TO BE SURE YOU'RE DOING EVERYTHING CORRECTLY.
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