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Taxable Boot and Partial Exchanges

Internal Revenue Code Section 1031 allows deferment of capital gains taxes on real property used in trade or business or held for investment

When performing a 1031 exchange, most investors plan and hope to defer payment of all capital gains taxes re-
lating to the sale of their relinquished property. To accomplish full tax deferral, the investor (exchanger) must
purchase replacement property equal to or greater in value than the relinquished property (net v. net).

In addition, the exchanger must use all of the cash proceeds generated from the sale of the relinquished property
to purchase the replacement property. For example, an investor who sells a property for $500,000 and pays off a
$200,000 loan at closing must purchase replacement property for at least $500,000 and use all $300,000 of the
exchange proceeds to receive full tax deferral.

Fully tax-deferred exchanges are perhaps the best and most common approach to exchanging, but they are not
the only option. If an exchanger needs some cash from the sale to pay off unrelated obligations, they may choose
to receive cash at closing and pay tax only on the cash received. Assuming the cash received is less than the total
gain from the sale, the remaining gain will be deferred into the replacement property.

Likewise, if an exchanger purchases replacement property that is slightly less expensive than the relinquished
property, the difference between the sale price and the purchase price will be taxable, but the remainder of the
gain will be deferred. Receiving cash or trading down in value results in a partial exchange, in which some gain is
recognized and taxed while the balance continues to be deferred.

If you are familiar with 1031 exchanges, you have probably heard the term "boot." In the context of an ex-
change, boot refers to the portion of the exchange value that is either not reinvested or is received as cash. For
example, if an exchanger receives $100,000 in cash at the close of the relinquished property, they will have re-
ceived $100,000 of cash boot, which will be taxable. Likewise, if an exchanger reinvests all of the exchange pro-
ceeds but purchases replacement property with a lower value, the difference is commonly referred to as mort-
gage boot. In either case, boot is generally taxable and will result in a tax liability unless the exchanger has losses
available to offset the gain.

While fully tax-deferred exchanges are generally the preferred outcome, it is important to remember that receiv-
ing taxable boot does not disqualify an exchange. Partial exchanges are both permissible and common when cir-
cumstances require them. Exchanging is therefore not an all-or-nothing proposition. Even if some tax must be
paid, a properly structured partial exchange can still provide substantial tax deferral and meaningful financial
benefits.
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