Making the Most of
1031 Real Estate Exchanges
By Nadia Reynolds

Perhaps you have invested in real estate that no longer makes sense for
you, for whatever reason. Could be that the property is providing too little
income, requires too much maintenance or you think its value has peaked.
Or all of the above. What to do? You might want to consider what is officially
known as a “Section 1031 Like-Kind Exchange.”
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Section 1031 of the US Tax Code allows you to do something interesting and
quite beneficial: (1) sell property you no longer want or need; (2) defer taxes
on the profit; and (3) re-invest in real estate that generates more income
or makes more sense for you in other ways. That’s right: you can put off
capital gains taxes (and the recapture of depreciation) while reinvesting in a
property you want or need.
Sounds great, right? The catch is that you must follow the rules and
procedures EXACTLY, otherwise, the transaction will not qualify as a Section
1031 Like-Kind Exchange. That means you might be stuck with a high
capital gains tax bill on the sold property, if there has been a big increase
in market value combined with a low cost basis (all the depreciation written
off over the years will be “recaptured” or subtracted from your original
purchase price).
The Ground Rules
Here are the key things to keep in mind while trying to figure out if a 1031
Exchange makes sense for you:
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•

Your primary residence does NOT qualify for a 1031 Exchange. It must
be an investment property, such as a house or apartment you have been
renting out, or a building used by your business.

•

Both the property you sell and the property you buy must be titled
the same. If the current property is owned by your business, for e
xample, then the new property must also be purchased in the name of
the business.

•

The replacement property must be of equal or greater value to the one
you sold. Getting extra cash or additional property (known as “boot”)
does not disqualify the exchange. However, any “boot” received in the
transactions will be taxed as a capital gain.
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The 8 Steps of a 1031 Exchange: 180 Days Start to Finish
Notify Your Intermediary
to Set Up Escrow

Sell Property

Transfer the Proceeds to
Qualified Intermediary

Identify Like-Kind Property
Within 45 Days

1

2

3

Negotiate With Seller of
Like-Kind Property

Agree on a Sale Price

Have Your Intermediary Wire
Proceeds to Sellers

Fill Out IRS Form 8824

5

6

7

8

4

•

You must use an intermediary. The IRS requires that you hire a Qualified Intermediary, aka a 1031
Exchange Accommodator or Facilitator, to sell and buy. This intermediary must be a third-party to the
transaction; it cannot be you or someone related to you.

•

Exchanges have strict time limits: 45-Day Identification Period and 180-Day Purchase Period. This
means that once you sell the property, you have 45 days to identify another similarly priced property
whose owner wishes to sell to you. After that, you have 180 days to close the deal.

Here’s an Example
A Section 1031 Exchange can be especially advantageous if you own investment property in a pricey
market, such as the Seattle area, and want to maximize your income for retirement or some other
reason. Here’s an example of how this can work:
Problem: Bill and Mary want more income for their retirement years, and to not worry about repairing
rental houses. Let’s say they are in their late-50s, with a primary residence in Seattle plus two rental
houses in Renton, WA. Both rentals are in need of updates and leased at below-market rates — $1,800
a month each (net $1,500). Estimates are that each house can sell for $450,000, a big gain from the
$100,000 purchase price.
Solution: With the help of a property manager, Bill and Mary look nationally and find new-construction
homes in Memphis, Tenn. priced at $200,000 each. They hire an intermediary to do a Section 1031
Like-Kind Exchange, and then sell their two houses in Renton for a total of $900,000 tax-deferred. The
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net proceeds from the Renton sale, roughly $800,000, are
then re-invested in four new houses in Memphis. Each of the
four is then leased for $1,500 a month, or $5,000 total, net of
management and maintenance fees.
Result: A 67% increase in Bill and Mary’s net monthly rental
income: to $5,000 a month (up from $3,000). And they now
own new rental houses that will require little updating.
The above is just a hypothetical example. If you own
investment or business real estate that is not working for you,
it’s worth exploring a Section 1031 Exchange. Our advice,
as always, is that an exchange should be done in context of
an overall financial plan that takes into account where you
are now and where you want to be years from now. Without
a financial plan in place, you risk selling yourself short (pun
intended). ◘

Types of 1031 Exchanges
•

Delayed Exchange (the most
common) - sell a property first,
then find and buy a replacement
property within 180 days.

•

Simultaneous Exchange sell your old property and buy
a new one at the same time, all
within 180 days.

•

Reverse or Forward Exchange agree to buy a new property first,
then sell the old one. This can be
especially advantageous in hot
markets or in situations when you
need to act fast on a new listing.

•

Construction/Improvement
Exchange - expand or improve
your replacement property
as part of the exchange. During
that time, all financial transactions
pertaining to the property
happen through the Exchange
Intermediary.
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years of experience in the wealth management industry and is involved in all aspects of client account management and financial planning.
She is a CERTIFIED FINANCIAL PLANNERTM and has a Bachelor of Arts in Government and International Politics from George Mason
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ABOUT LAIRD NORTON WEALTH MANAGEMENT
With nearly $5 billion in assets under advisement, Laird Norton Wealth Management is the Northwest’s premier wealth management
company. Founded in 1967 to serve the financial management needs of the Laird and Norton families, the firm now provides integrated
wealth management solutions to more than 600 individuals, families, business leaders, private foundations and nonprofit organizations.
DISCLOSURE
All investments involve a level of risk, and past performance is not a guarantee of future investment results. The value of investments
and the income derived from them can go down as well as up. Future returns are not guaranteed and a loss of principal may occur. All
investment performance can be affected by general economic conditions and the extent and timing of investor participation in both the
equity and fixed income markets. Fees charged by LNWM will reduce the net performance of the investment portfolio.
The information presented herein does not constitute and should not be construed as legal advice or as an offer to buy or sell any
investment product or service. Any opinions or investment planning solutions herein described may not be suitable for all investors nor
apply to all situations. All opinions expressed are those of Laird Norton Wealth Management and are current only as of the date appearing
on this material.
Any accounting, business or tax advice contained in this presentation (or communication, including attachments and enclosures) is not
intended as a thorough, in-depth analysis of specific issues, nor a substitute for a formal opinion, nor is it sufficient to avoid tax-related
penalties.
Some investments may not be publicly traded and they may only allow redemptions at certain times conditioned on various notice
provisions and other factors as more fully described in the related offering and subscription documents provided at the time of the
investment. Due to the nature of these types of investment funds, hedge funds, fund of funds, and similar partnership-like investment
vehicles, they should be considered illiquid. In addition to restrictions on redemption, they often include holdback provisions that may
delay a full redemption for several months or longer. There is no guarantee that the amount of the initial investment can be received upon
redemption. Due to the nature of the tax reporting that may be available from these types of investments, clients should expect to extend
the filing of their tax returns.
A benchmark is an unmanaged index, and its performance does not include any advisory fees, transaction costs or other charges that
may be incurred in connection with your investments. Indices are statistical composites and are shown for informational purposes only. It is
not possible to invest directly in an index. Indices are unmanaged and are not subject to management fees. Any benchmark whose return
is shown for comparison purposes may include different holdings, a different number of holdings, and a different degree of investment
in individual securities, industries or economic sectors than the investments and/or investment accounts to which it is compared.
Comparisons of individual account or portfolio performance to an index or benchmark composed of indices are unreliable as indicators
of future performance of an actual account or portfolio. Actual performance presented represents past performance net of investment
management fees unless otherwise noted. Other fees, such as custodial fees or transaction related fees may not be reflected in the actual
performance results shown.
Certain information herein has been obtained from public third party data sources, outside funds and investment managers. Although we
believe this information to be reliable, no representation or warranty, expressed or implied, is made, and no liability is accepted by Laird
Norton Wealth Management or any of its officers, agents or affiliates as to the accuracy, completeness or correctness of the information
herein contained. In addition, due to the nature of an investment or the date of the creation of the attached presentation, some values
shown or used in the calculation of performance may be based on estimates that are subject to change.
The attached materials may contain confidential information that is intended only for the person to whom it is presented. By accepting
this information, you agree to maintain its confidentiality and not to distribute it to any other person without the express permission of
Laird Norton Wealth Management. All data presented is current only as of the date thereon shown. Laird Norton Wealth Management is
comprised of two distinct entities that may offer similar services to clients. Laird Norton Trust Company is a State of Washington chartered
trust company. Its wholly owned subsidiary, Laird Norton Tyee Asset Strategies, LLC, is an Investment Advisor registered with the Securities
and Exchange Commission. Such registration does not imply any level of skill or expertise.
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