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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

The Correct Treatment of Basis and Depreciation in a
Fully Deferred 1031 Exchange

Scenario:

e Original Basis: $700,000

e Sales Price of Relinquished Property: $2,000,000
e Replacement Property Purchased: $2,000,000

e Result: A fully deferred exchange (no taxable
boot)

How Basis and Depreciation Actually Work:

In a fully deferred 1031 exchange, you do not receive
a new depreciation schedule on the full value of the
replacement property. Instead:

1. Carryover Basis Applies:

e Your adjusted basis of $700,000 in the relin-
quished property carries over to the replacement
property.

e That $700,000 is depreciated over the remaining
useful life of the old property schedule (not restarted).

2. No "Step-Up" on Gain:

e Even though the replacement property is worth
$2,000,000, the $1.3M of built-in gain is not depre-
ciable.

e |tis deferred gain and only recognized (and the
basis stepped up) upon a taxable disposition in the
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future (e.g., a cash-out sale, or in some cases, death with a
step-up in basis).

3. No New Depreciation on the Excess Value:

e Because this is a fully deferred exchange, the entire
basis is rolled forward.

e There is no "excess basis" eligible for new deprecia-
tion—unless you buy a property for more than $2,000,000
(i.e., more than the sales price).

When You Can Depreciate New Basis:

If, for example, you bought a replacement property worth
$2.2 million, then:

e $700,000 = carryover basis (old schedule continues)
e $200,000 = new depreciation basis (new schedule be-
gins)

In this case, only the amount paid in excess of the relin-
quished sale price (i.e., $2M) would be eligible for new de-
preciation.

Summary:

Component Notes

$700,000 (carryover basis) Continues on old schedule

$1,300,000 (deferred gain) ~ Gain deferred, not deprecia-

ble
Any amount over $2M Considered new basis, de-
purchase preciable
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