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

When selling real estate, there are two beneficial tax provisions available, depending on how the property was
used prior to the sale. For property used as a principal residence, sellers may qualify for a capital gains tax ex-
clusion of up to $500,000 under Section 121 of the Internal Revenue Code. For property held for investment,
sellers may defer capital gains taxes by exchanging the property under Section 1031, commonly referred to as
a 1031 exchange.

Most properties are easily categorized as either a principal residence or an investment property. However, for
second homes that may be used both as a vacation home and as an investment rental, questions often arise
regarding the tax benefits available when the property is sold.

To properly examine the tax benefits available when selling a vacation home, it is helpful to consider the fol-
lowing categories:

The Property Is Used Exclusively for the Owner's Vacations
When a property is used exclusively by the owner as a second home and is not rented to others, any
capital gain generally cannot be deferred through a 1031 exchange.

The Property Is Used Exclusively for Other People's Vacations
When a property is rented to others for their vacations and is not used by the owner, the property
may qualify for tax deferral if sold pursuant to a properly structured 1031 exchange.

The Property Is Used for Both the Owner's Vacations and Other People's Vacations

Revenue Procedure 2008-16 provides a safe harbor under which an investor may exchange a vaca-
tion property that is both personally used and rented to others. To qualify for the safe harbor, the
following guidelines should be met:

e The property was owned for at least two years prior to the sale and was rented at fair market
rental value for 14 days or more during each of the two years preceding the sale.

e The owner's personal use of the property was limited, during each of the two years preceding the
sale, to the greater of:14 days, or 10% of the number of days the property was actually rented at
fair market rental value.
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