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Metropolitan Title
Exchange Company

America’s Premier Independent Title Agency

Metropolitan Title Company provides you
with “one stop shopping” for all your real
estate transactions. Whether you need a
title search, title insurance, someone [0
conduct your professional real estate
closing, or a tax deferred exchange, we
assure quick, easy, and convenient ser-
vice to all our customers. Metropolitan
Title Exchange Company promises pro-
fessional services and competitive prices.

We hope that this brochure will help you
understand the benefits of a tax deferred
exchange program. ”

General Statutory Requirements of Section 1031

internal Revenue Code (IRC) Section 1031 permits property
owners to exchange one property fo; another property without
incurring income tax on the gain realized on the original
property.

There are a number of rules that restrict the types of real estate
transactions that can qualify for a tax deferred exchange. The
general statutory requirements are as follows:




. Both the property surrendered and the property received In
the exchange must be held either for productive use in a

trade or business, or for investment.
» The property surrendered and the property received must
be of “Like Kind".

as distinguished from a sale and repurchase, although the
exchanges need not be simultaneous.

» The property surrendered must not be property held pri-
ly for sale or certain other excluded property.

gain realized by the sale of the property. In a 1ax deferrea
exchange, however, the tax on the transaction is deferred unti

some time in the future, usually when the newly acquired prop-
erty is sold. Because the exchange itself Is not taxed, it is often
referred to as a “tax iree exchange’. The transaction permits a

Structure of an Exchange

In a typical sales transaction, an individual sells property for
cash. He can use a portion of the cash acquired in the transac-
tion to pay tax on the gain. The net proceeds can then be rein-
vested in another investment. However, if someone exchanges
real property for more real property, he does not receive cash
trom the transaction. The investor, n an exchange, has no cash

with which to pay tax.

By permitting a tax deferral, Congress has given taxpayers the
ability to move from one ~vestment directly into another without

having to liquidate other investments, or settle for less valuable




the taxpayer, the seller, the buyer, and the intermediary. The tax- tion it is also important to restate that there is only one taxpay-
payer is the only one who will receive tax deferral benefits from er/exchangor who will receive benefits from a 1031 exchange.

the exchange.

The taxpaver (also referred to as the exchangor) has prop Limitations
» The taxpay _
erty and would like to exchange it for new property ana n order for an exchange to be completely tax deferred, the

der IRC Section 1031. replacement property must meet two criteria:

receive tax deferral benefits un |
» The seller is the person who owns the replacement proper- » The replacement P.TOPe_”Y must have a fair market value
greater than the relinquished property.

y that the taxpayer wants to acquire in the exchange.
« The buyer is the person with cash who wants to acquire . All of the taxpayer’s equity or more must be used In acquir-
ing replacement property. This Is referred to as trading up

taxpayer’'s property. . | |
. The intermediary buys and then resells the properties in in value and up In equity.

return for a fee. Very few CPAs act as intermediaries An exchange can still defer tax if the taxpayer receives money

because there must be a two year period between the time or other property (referred to as “boot’) in a like-kind exchange,

2 CPA was the client’s accountant and when the CPA acted but gain is recognized to the extent of the money and the fair
s an intermediary. Similarly, a taxpayer’s attorney, employ- market value of the other amount received. Other limitations

ee, or real estate broker also is considered to be “related” also apply to exchanges. For example, although title on the

to the taxpayer and thus cannot act as an intermediary for exchanged properties does not have to pass simultaneously, the

an exchange transaction. closing on the replacement property must occur within 180 days

The party who will end up with the taxpayer's relinquished prop- of the closing on the relinquished property. This type of
erty is not necessarily the same party who owned the property exchange is referred to as a tax delayed exchange.

that the taxpayer will eventually own. Relinquished property Is Section 1031 also contains a “like-kind” requirement. Although

the real property originally owned _by the taxpayer and which the property must be exchanged for “like-kind” property, the limita-
taxpayer would like to dispose of in the exchange. The replace- Hon simply
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Types of Exchanges

There are several ways to structure a tax deferred exchange.
They may involve two, three, or all four parties and be very Sim-
ple or quite complex in nature. One of the primary benefits under
the tax law permitting the deferred exchange is tne ability to
close the transaction in stages. In the cases where the relin-
quished property is transferred to the buyer and the taxpayer
does not know what property he wants to acquire, a delayed
exchange is necessary. Because the replacement property IS not
known at the time that the relinquished property is transferred to
the buyer, the two portions of the transfer must take place at dif-
ferent times. This is referred to as a “Delayed Exchange with

Intermediary .

In a delayed exchange, the taxpayer has 45 days to identity the
property he wants as the replacement property. After identifying
the property, the transfer of the replacement property must close
within 180 days of the transfer of the relinquished property.

ualified Propert

In general, all property, both real and personal, can qualify for tax
deferred treatment. Some types of property, however, are specif-
ically disqualified. Theseinclude stock in trade or other property
held primarily for sale, stock, bonds, or notes, other securities or
evidences of indebtedness or interest, interest in a partnership,
certificates of trust or beneficial interest, and interests in law
suits. In most instances, tax deferred exchanges are conducted

with real property.

The Purpose Requirement

Not every type of real property is eligible for tax deferred treat-
ment. Section 1031 indicates that “no gain or loss shall be rec-
ognized on the exchange of property held for productive use In
3 trade or business or for investment if such property Is
exchanged solely for property of like-kind which is to be held
either for productive use in a trade or business for investment.”
This simply means that to qualify for tax deferred treatment, the
taxpayer’s property must be held for productive use in a trade or
business or for investment. Additionally, the taxpayer must
acquire property that he intends to hold for productive use in a
trade or business or for investment.

Generally, any real property other than a principal residence or
dealer property (property acquired for resale) qualifies.

The Like-Kind Requirement

Replacement property and relinquished property in an exchange
must be like-kind. By definition, this means that the property
must be similar in nature or character. One property may be




exchanged for more than one property. Real property is not like-
kind to personal property. Again, the kind of real estate that can

be exchanged within Section 1031 is extremely broad.

The Holding Periog

Nevertheless, the one year period IS generally considered to De
the minimum holding period for a taxpayer desiring a tax
deferred exchange because of the possibility that property held
for a shorter period could be construed to have been acquired

solely for resale and therefore considered dealer property, which
is disqualified for tax deferred exchange treatment. Therefore,

property held for less than one year is not generally a good can-
didate for tax deferred exchange treatment unless circum-

stances are changead.

The Exchange Requirement

Section 1031 specifically requires that an exchange occur. This

purchase. To ensure that the exchange requirement of Section
1031 is met, deferred exchanges are often accomplished

through intermediaries.

Time Limits
There are time limits for non-simultaneous (delayed)
exchanges. In those transactions in which the taxpayer will
acquire the replacement property after the transfer of the relin-
quished property, there are two time limits established. First, the
taxpayer is required to identify the target property within 45 days
after transfer of the relinquished property and the taxpayer must
close on the replacement property betore the earlier of 180 days
ofter the transfer of the relinquished property Or the due date of
the taxpayer’s federal income tax return for the year in which the

relinquished property IS transferred.
Alternative and Multiple Properties in Delayed Exchanges

With regard to delayed exchanges, whether one property Of
more than one property IS transferred by the taxpayer as part of
one exchange, the number of replacement properties tnat may
be acquired is up to three properties, without regard to their fair
market value or more than three, if the total fair market value of
all of these properties at the end of the 45 day identification peri-
od does not exceed 200% of the total fair market value of all

properties relinquished in the exchange.

Tax Consequences of Exchanges

In order to understand the tax deferral, which is obtained in a
Saction 1031 exchange, it Is necessary to understand several

terms and definitions.

Basis
Basis is the starting point for determining the tax consequences
in any transaction. In most cases, a taxpayer’s basis in his or her

property is the cost of the property.

Adjusted Basis
The next step in determining the specific tax consequences In an

exchange is to establish the adjusted basis of the relinquished
property. Calculating the adjusted basis is simply a matter of
beginning with the basis (the cost of the property) and adding the
cost of any capital improvements made to the property during the

taxpayer’s ownership, and subtracting any depreciation taken on
the property during the same time period.

Even if a taxpayer’s adjusted basis in a property is greater than
his basis, no tax is owed until there is a gain, and there is no gain

There are two types of gain:
. “Realized gain” is the difference between the total consider-
ation (cash and anything else of value) received for a prop-

erty and the adjusted basis.

. “Recognized gain” is that portion of the realized gain which
< taxable. Realized gain is not taxabie until it is recognized.
Gain is usually, but not always recognized in the year which

it is realized.
In an exchange that qualifies under Section 1031, realized gain
is recognized to the extent that “boot” is received. In an

real property is boot. The amount of gain recognized is always
limited to the gain realized or boot, whichever is the smaller

amount. Therefore, for a transaction 0 result in complete non-
recognition of gain, the taxpayer must receive like-kind property
with an equal or greater market value and debt than the proper-

ty exchanged, and receive no boot.

Boot
In an exchange of real property, any consideration received other
than real property is boot. There are two types of boot.

. Cash boot is cash or anything else of value received.

» Mortgage boot is any liabilities assumed or taken subject to
in the exchange.




cash received on the disposition of relinquished property.

. Cash paid on the acquisition of replacement property offsets
debt relief on the disposition of relinquished property.

. Debt assumed on the acquisition of replacement property
offsets debt relief on the disposition of relinquished

property.
. Debt assumed on the acquisition of replacement property
will not offset cash received on the disposition of relin-

quished property.

Basis in the Replacement Property

In an exchange, the tax Is deferred by carrying over the taxpay-
er's adjusted basis in the relinquished property to the replace- -

ment property.

Constructive Receipt

If the taxpayer actually receives the proceeds from the disposi-
tion of the relinquished property, the transaction will be treated as
2 sale and not as a tax deferred exchange. Even if the taxpayer
does not actually receive the proceeds from the disposition of the
property, the exchange will be disallowed if the taxpayer Is con-
sidered to have constructively received them. The income 1ax
requlations state that income, even if it is not actually reduced to

the taxpayer's possession, IS CONS
payer if it is credited to his or her account, set apart for him, or

otherwise made available so that he may draw upon it at any
fime.

it is therefore critical that in every non-simultaneous exchange,
receipt of any consideration other than like-kind property upon

disposition of the relinquished property IS substantially limited or
restricted. Although there are a variety of safequards available 10
a taxpayer, the use of a qualified intermediary s the principal

means by which to ensure a taxpayer does not actually or con-
structively receive the proceeds.

For more information about

Metropolitan Title Exchange Company
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