PERSPECTIVE

Los Angeles

Daily Journal

WEDNESDAY, JUNE 22, 2022

Can You Exchange Out of California Real Estate Without
Paying Taxes?

By Robert W. Wood

'like-kind' real estate, gain is postponed until you sell

your replacement property. Real estate moguls and
investors—even big developers—count on this tax provision.
But until recent years, it wasn’t just real estate. Starting in 2018,
swaps of Bitcoin for Ethereum, exchanges of private aircraft,
paintings, or coin collections don’t qualify.

Now, only real estate qualifies, and it must be of like-kind.
It has to be business or investment property, not your personal
residence. Still, like-kind is widely interpreted. Improved real
estate can be exchanged for unimproved real estate. City real
estate can be exchanged for a ranch or farm.

You don’t have to have a two-party deal where you swap
for the other person’s property. In fact, that is almost unheard
of. Most exchanges are delayed, really more like vanilla sales,
but with an accommodation party that handles a kind of fancy
escrow. The replacement property must be identified within 45
days after the transfer of the relinquished property.

Then, the closing of the replacement must occur by the
earlier of: (1) 180 days after the date of the transfer of the
relinquished property; or (2) the due date (including
extensions) of the transferor’s tax return for the tax year in
which the transfer of the relinquished property occurs. Section
1031 requires relinquished property be exchanged for
replacement property, but the IRS allows the use of qualified
intermediaries (so-called QlIs).

The QI sells the property for cash, uses the cash to purchase
the replacement property, and transfers the replacement
property to the taxpayer. There are tricky rules about debt,
equity, and “boot.” Under Section 1031, boot is any form of
property other than like-kind property that is transferred in a
Section 1031 exchange, such as cash, personal property, and the
assumption of liabilities.

You generally have to recognize taxable income to the
extent you receive any "boot" in a Section 1031
exchange. However, you can generally offset some types of boot
received with certain types of boot paid. The general rule is that
if the boot received is the assumption of a liability, it can be
offset by any type of boot paid, whether cash, other property, or
the assumption of a liability.

Even so, if the boot received is cash or other property, then
it cannot be offset by the assumption of a liability. A mortgage
payoff at closing is generally treated as the assumption of a
liability — i.e,, a receipt of boot — even though the buyer may
not be taking the property subject to the mortgage. Although
the taxpayer can offset this receipt of boot, the general rule is
that the offset must be in the form of a mortgage on
the replacement property in an amount equal to or greater than
the debt on the relinquished property.

Any cash the taxpayer receives as a result of the exchange
will also be treated as the receipt of boot. When a taxpayer
walks away from an exchange with cash due to an increase in

l l nder 1031 of the tax code, if you exchange real estate for

mortgage debt, the taxpayer may have taxable boot. Some
taxpayers place a mortgage on the replacement
property after (and independent of) a Section 1031
exchange. Some commentators have suggested that as long as a
later mortgage is truly independent of the exchange (in form
and substance), the cash taken out should not be treated as
boot.

Complications arise where multiple states are involved. For
example, what if California real estate is substituted for non-
California real estate? If the taxpayer is a California resident,
then all of the taxpayer’s income is generally taxable by
California, regardless of its source. California does conform to
Sections 1031, and the golden state does not require that the
replacement property also be located in California. Thus,
California allows for deferral of gains that are realized on like-
kind exchanges and involuntary conversions.

However, if the replacement property is out-of-state,
California aggressively tracks when the replacement is
ultimately sold. When the replacement property is sold,
California treats the gain as California source income to the
extent of the original deferred gain. That is so even if you no
longer live in California and if you are selling the non-California
property twenty years later. A number of other states follow
this rule, but California may be the most aggressive in enforcing
it.

To enforce it, California has a special reporting
requirement on taxpayers who do Section 1031 exchanges and
acquire out-of-state replacement property. California requires
you to file an annual information return (Form FTB 3840) every
year until the deferred gain from the Section 1031 exchange is
ultimately recognized. When you ultimately sell the out-of-state
property, California will treat any gain as California-source
income to the extent of the gain deferred on the original
exchange.

Obviously, the state where the property is located (and
your then home state of residence) will also want to tax at least
some of the gain. Some states will tax this gain only if it
represents appreciation that occurred in their state. However,
there may be risks of the second state being overly aggressive
and trying to tax the entire gain. If the taxpayer is a California
resident at that point, the sourcing rules will generally be
irrelevant.

In that case, the entire gain will be subject to tax in
California. You might be allowed a credit for taxes paid to the
other state. If you are a California nonresident at the time of the
sale, then you may be subject to tax in both states on a
nonresident basis.

Most people understand at least the rudiments of 1031
exchanges, but a surprising number of them seem to get messed
up. Lawyers may or not be involved, and there is an entire
industry of 1031 accommodators out there. Beyond the
unforgiving 45 and 180-day requirements, if there is debt on
either or both sides of the transaction, be careful. Also be careful
if you are in a partnership or tenancy in common relationship


https://www.irs.gov/businesses/small-businesses-self-employed/like-kind-exchanges-real-estate-tax-tips

with others. In fact, all the way around, whatever the situation,
be careful out there.

Robert W. Wood is a tax lawyer with www.WoodLLP.com, and the
author of “Taxation of Damage Awards & Settlement Payments”’
(www.TaxInstitute.com). This is not legal advice.



