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Long Term Investors 1031 Exchange Strategies

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

Section 1031 of the Internal Revenue Code is one of the most powerful wealth-building tools available to real
estate investors. It allows investors to defer capital gains taxes on the sale of qualifying business or investment
property by reinvesting the proceeds into like-kind replacement property.

Deferring taxes provides investors with greater purchasing power, allowing them to acquire larger or higher-
quality investment properties and accelerate long-term portfolio growth.

Although taxes can be deferred, they are generally deferred—not forgiven. Gain deferred through a properly
structured exchange reduces the tax basis of the replacement property.

For example, assume an investor sells an investment property with a $500,000 capital gain and exchanges into
replacement property purchased for $750,000. Because the deferred gain carries over into the replacement
property, the investor's tax basis becomes $250,000. If the replacement property is later sold without another
tax-deferral strategy, any value above the adjusted basis may become taxable.

After completing multiple exchanges over many years, an investor may accumulate a significant deferred gain. If
the investor eventually sells without completing another exchange, the resulting tax liability can be substantial.
Understanding these rules and planning accordingly is critical to maximizing the long-term benefits of a 1031
exchange.

Strategies for Reducing Long-Term Tax Liability
With proper planning, investors may significantly reduce, and in some cases eliminate, their long-term capital
gains tax liability. Commonly used strategies include:

1. Convert an Investment Property into a Principal Residence (Section 121 Strategy)
A property acquired through a 1031 exchange may later be converted into a principal residence. If
the requirements of Section 121 are satisfied, a portion of the gain may qualify for the federal home
sale exclusion. Currently, qualifying taxpayers may exclude up to $250,000 of gain ($500,000 for
certain married couples filing jointly). Because the rules governing this strategy are complex,
investors should always consult their tax advisor before proceeding.

Although not a substitute for professional tax planning, the following guidelines are generally
helpful:
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e Rental History
Before converting the property into a principal residence, it should generally have been held
as a bona fide investment property and rented at fair market value for at least 24 months.
While two years is often viewed as the minimum holding period, a longer rental history
generally strengthens the investment intent of the property.

e Ownership and Use Requirements
Once converted into a principal residence, the owner generally must satisfy both the
ownership and occupancy requirements of Section 121. In most cases, this means the
property must be owned for at least five years after the exchange and used as the owner's
principal residence for at least two of the five years preceding the sale.

Estate Planning ("Defer, Defer, Die")
One of the most significant estate-planning benefits available under current tax law is the step-up in basis
received by inherited property.

Upon the owner's death, qualifying real estate generally receives a stepped-up tax basis equal to its fair market
value at the date of death (subject to applicable tax law). As a result, capital gains accumulated during the
decedent's lifetime may be substantially reduced or eliminated for heirs.

For this reason, many real estate investors follow a long-term strategy often referred to as "defer, defer, die."
Rather than selling and recognizing taxable gain, they continue exchanging into properties that better fit their
investment objectives. As investors age, this may include exchanging into easier-to-manage or management-free
investments, such as Delaware Statutory Trusts (DSTs), while continuing to defer taxes. Upon death, their heirs
may inherit the property with a stepped-up basis, potentially eliminating the deferred capital gains tax liability.
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