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In this crazy world we are living in today, protecting our assets is paramount. We are faced with a
lackluster economy, government balance sheets expanding exponentially and yet rising prices in
many assets. This leaves investors with some extremely difficult decisions. How do we find returns
yet reduce risk enough so we can sleep at night? When it comes to real estate, I can think of two
potential ways. The first is if you own a property in a highly appreciated area; consider selling it and
reallocating to a market where bargains are still able to be found. For example, if you purchased a
property in New York many years ago, you most likely have a large percentage gain by now, and
cap rates are fairly low. If you were to take a profit on your current property and 1031 the proceeds
into an area where cap rates are much higher, you can potentially reduce your overall risk, increase
your income, and give yourself the potential of appreciation down the road. If you don't want to
manage a property out of state, there are several leading real estate firms that offer properties that
are 1031 eligible and they will handle all of the management for you.
The second way is reduce your taxes as much as possible. I always say, no one knows for sure how
any investment will pan out, however, every dollar you don't pay in taxes is a dollar earned. And lets
face it, in this environment with government balance sheets ballooning the way they are, the
economy in the condition it is, and tax rates on the lower end of the long term average, it is no
surprise to see them going higher. As they continue to rise, taking full advantage of the tax codes
becomes more and more important. One way to do this when it comes to real estate is to combine a
1031 exchange and Section 121, the 250k-500k residential exemption. I will give a couple of
examples of how to do this. For both, we will assume they are a married couple filing jointly, which
would give them up to a $500,000 exemption under this section.
In the first example, they have owned the property for five years. For the first two it was their primary
residence, and then they rented it for the following three. By living in the property for two of last five
years, they have satisfied section 121 and are entitled to the $500,000 exemption. So lets say they
purchased the property for $3 million and sold it for $4 million. The first $500,000 in gains would be
tax free due to section 121, and the balance can be deferred through a 1031 exchange. The great
part about this combination is the couple would be able pocket the first $500,000 of the $1 million
gain tax free and defer the balance under section 1031 by purchasing a new investment property for
$3.5 million.
The second example will be a mixed use property. Let's assume the property consists of two
separate units and one is used as a residence and one for the couple's business. To make for easy
calculations, let's assume the square footage is equal. They own the property for five years; sell it
for the same $4 million, with a cost of $3 million. They can buy a new residence for $2 million and a
new business property under section 1031 for $2 million and pay no tax. The first $500,000 would



be tax free under section 121 and the second $500,000 deferred under section 1031.
There are other ways to combine these tax codes and if you have questions regarding your specific
situation, I recommend you to speak to your tax professional, or seek out another expert in this field.
Remember, in this environment of rising taxes; make sure you take full advantage of what's
available to you.
When considering a 1031 exchange, one should carefully consider the additional timing
requirements, that if not met can result in taxes being due as well as additional costs associated with
them.
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