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“Taxation with representation ain't so
" nhoteither.” — Gerald Barzan, humorist

If vou own investment property, and
you sell it this vear, you will have to pay 15
percent capital gains tax to the Internal
Revenue Service.

This does not include the up-to-25 per-
cent recapture tax on any depreciation
that vou took aver the vears. Next vear,
unless the Supreme Court throws out the
new health-care law, the tax rate will be
18.8 percent.

Why? Recause of a special 3.8 percent
Medicare surtax on unearned income,

which includes the sale of résital proper-’

ties and even vour second home at the
heach. This will kick in Jan. 1.

There I8 a way to defer vour tax obliga-
tion. It is called a Starker exchange,
named after a man who successfully con-
vinced the eourts that based on the ex-
change of rexl estate, no tax was immedi-
ately due.

The law establishing this like-kind ex-
change can be found in Section 1031 of the
Internal Revenue Code. The rules are
complex, hut here is a general overview of
the process.

Section 1031 permits a delay (non-rec-
ognition) of gain only if the following
‘mnditiong are met:

First, the property transferred (the “re-

- change does

property (“replacemeiif property”) must
be “property held forproductive use in
trade, in business or for investment” Nei-
ther property in this exchangé can be your
principal residence, unless you have
abatidoned the propefty as your personal
house,

Second, there mustbe an exchange; the
TRS wantsto ensurethiat thisis not reallya
sale and a subsequefit purchase.

Third, the replacement property must
be of “like kind.” As & general rule, all real
estate is considered*tike kind” with all
other real estate. Thus, a farm can be
exchanged for a condominium unit, a
single-family home for an office buflding,
or raw land for colifinercial or industri
property. L

There are soiné'tax consequences. If
you do a like-kind &change, your profit
will be deferred until you rell the replace-
ment propertv. H » the cost basis of
the new property in most cases will be the
basis of the old property. Discuss this with
your accountant to determine whether
the savings by using the Hke-kind ex-
change will make up for the lower cost
basis on your new property.

Asimple exchange (A and B swap prop-
erties) rarely works. Not everyone is able
to find replaceiiient property before they
sell their own
ing Starker, the conrt held that the ex-

ridthave to be simigifinebis.
* However, it IR 06t an open-enfiel iiter-

Piiberty, In the case Invidiv-

tions:

® The replacement property must be
tdentified within 45 days after vou trans-
fer the "relinquished property” You may
identify more than one property as re-
placement property. However, the maxi-
mum number of replacement properties
that the taxpayer may identify i3 either

There is a way to defer your
tax obligation. It is called a
Starker exchange, named
after a man who successfilly
convinced the courts that
based on the exchange of real
estate, no tax was

immediately due.

three properties of any fair market value
or any number of propertics as long as

, their aggregate fair market value does not

exceed 200 percent of the aggregate fair
market value of all of the relinquighed

. propértes.

Putthermore, the repiacement propet-

“unquished property™) and the exchange

described in a written docament. Accord-

ing to the RS, real property must be
described by a legal description, street
address or distinguishable name (e.g.,
“The Excalibur Apartment Building”).

® The replacement property must be
purchased nolater than 180 days after the
taxpaver transfers his original property,
or the due date (with any extension) of the
taxpaver's return of the tax imposed for
the vear in which the transfer is made,
These are very important time limita-
tions, which should be noted on your
calendar when you first enter into a 1031
exchange, . ’

In 1989, Congress added two additional
technical restrictions. First, property lo-
cated in the United States cannot be
exchanged for property outside the Unit-
ed States.

Second. if property received in a like-
kind exchange between related people is
disposed of within twoyearsafter the date

of the last tranafer, the original exchange -

will not qualify for non-recognition of
gain.

There is an interesting loophole that
might be attractive to many owners of
rental property. Say you have found vour
dream retirement house in Florida, or
Delaware, or anywhere in the United
States, for that matter. If you do a 1031
exchange now, and obtain title to the
replacement where you ulti-
mately want to live when you retire, you

CAN TNt Mitt that Reararer wntil coece dae

pretation. Thif¥e are two ‘major limita-

tide to move. Then, once you have estab-
lished the new property as your principal
residence, if you live in ft for at least two
years — and more than two years have
elapsed since you sold your last principal
residence — once again you can exclude
up to $250,000 (or $500,000 if married
and you file jointly) of the gain you have
made,

Although the IRS has given us no guid-
ance as to how long you have to use the
replacement property -as “investment”
property, the general consensus is that
you should rent out the property for at
least one complete tax year.

Thus, depending on the numbers and

tlte facts, you may ultimately be able to

avold some — or even all — of the capital
gains tax which would normally be due
when you sold your investment property. '

The IRS has also authorized taxpayers
to engage in “reverse Starkers,” where you
buy the replacement property first and
then exchange’ (sell) the relinquished

. property. Thisismuch more complex, and

you should consult your own lega) and tax
advizers.

-ty or properties must be unambiguousty



