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IRC Section 1031
• Investment Real Estate

•Tax Deferral  

1031 Exchange
Internal Revenue Code 
Section 1031 is one of 
the single greatest 
wealth building tools 
available to the real 
estate investor.



Most Common 1031 Problem

1031 Exchange Problem:
- Unable to find suitable 

replacement property



Problem: Too Late!
Facts:

• Client opens escrow on $700K rental property

• Client instructed Escrow of intent to 1031

• Client assumed Escrow set up 1031 Exchange account

• Escrow closed Friday
• Deed recorded
• Funds disbursed to client

• No Exchange account was set up

• Client  owes taxes!!



Improper Use / Tax Fraud

• Sold Rental
• Bought SFR
• Moved into SFR
• Falsified Tax Returns



Related Party Issues
Common Related Parties

• Members of the same family unit (siblings, spouse, ancestors, 
and lineal descendants) 

• Corporation where more than 50% of the value of the stock is 
owned directly or indirectly by or for one particular individual;



Related Party Issues
Related Party Rules

• Can only buy from a related party if that person is doing a 1031 
Exchange

• Can only sell to a related party if that person holds the property 
for two years



Same Taxpayer Requirement

Requirement: 
Taxpayer who sells must be the same taxpayer who buys!

Issues/Problems: 
• LLC’s

• Trusts



Boot

Facts

 Sale Price $500K
Equity $300K

 Replacement Purchase $500K
20% Down Payment $100K
Debt $400K

Boot: $200K
Tax liability: $66K

P.S. – I’ve seen mortgage brokers screw things up because they don’t 
Know how much cash is going to be the down payment!



Boot
Facts

 Sale Price $500K
Equity $300K

 Replacement Purchase $300K
Debt $0

Boot (Debt Relief): $200K
Tax liability: $66K



Boot
Facts

 Sale Price $500K
Equity $300K

 Replacement Purchase $475K
Equity $300K
Debt $175K

Boot: $25K
Tax liability: $8K



Improvement Costs
Costs to prepare the property for sale
• New Paint
• New Carpet
• Sewer
• Fixing the deck

Costs allocated as:
• Expenses written off against rental income 
• Capital improvements, which increase your basis



Closing Costs
Non Recurring Closing Costs
• Sales commissions 
• Title and escrow fees 
• Recording fees 
• Transfer Taxes 
• 1031 Exchange Intermediary fees

Recurring Costs and Loan Costs
Mortgage interest 
Mortgage prepayment penalties
All prorated expenses including property taxes, utilities, homeowner’s 
fees and insurance expenses

Reserves



ID Nightmares

Identification 
3 Property Rule
200% Rule



Seller Financing Issues

Seller Financing and 1031 Exchanges:
(1) Do NOT include the Note in the exchange and pay any taxes. 

(2) Include the Note in the exchange by showing the “Asset Exchange 
Company" as the Beneficiary and possibly defer the capital gain taxes. 

Option #2: Asset Exchange Company as the note beneficiary:

•Use the Note Towards the Down Payment on the Replacement Property 

•Exchanger Purchases Note From the Exchange Company

•The Payer on the Note Pays Off the Note Prior to Closing on the 
Replacement Property 

•Sell the Note on the Secondary Market 
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