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‘New rules
‘govern
‘exchange
properties

- eep in the folds of the re-
3 cently signed American
ui Jobs Creation Act of 2004

+— the same law that will allow
«i Washington residents to deduct
21 state sales taxes from their income
~1 taxreturns in 2004 and 2005 —isa
i subtle yet important change for
*; homeowners who have acquired
- their principal residence via a tax-
deferred exchange.

The new law includes a stipu-

- lation that the exchange property
must be held for five years in or-
der to qualify for the $500,000
{$250,000 for a single person)

; principal residence tax-free ex-

- emption.

#  “It may be disguised as a safe
«+ harbor for people who buy an in-
«1 vestment property, rent it out for
«1 three years, then live in it for two
<1 years before selling it,” said Kelly
i Yates, attorney and exchange
"t specialist in Seattle-based Ex-
“-change Facilitator Corp. “Yet it

“appears they are trying to clamp
dowri on people who simply buy
investment properties and then
move into them.”

In order to qualify for the ex-
clusion, homeowners must have
owned and used the propertyasa

- principal residence for two out of
. the five years prior to the date of
- sale. Second, the owner must not
~+have used the exclusion in the

-+ two-year period prior to the sale.
= So‘the or%];’;nit on the number
+ of times a ¥axpayer can claim this
‘* exclusion is once in any two-year
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- - The committee that drafted
the section of the new law did not
believe the principal residence
exclusion “was appropriate for
properties that were recently ac-
quired in like-kind exchanges.”
Under the exchange rules, com-
monly known as 1031 exchanges
or Starker exchanges, a taxpayer

- who exchanges property that was
held for productive use or invest-

‘ment for “like kind” property may
acquire the replacement proper-

=ty on a tax-free basis. Because the
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: replacement property generally

~has alow carry-over tax basis, the

» i taxpayer will have taxable gain

¢ upon the sale of the replacement

“er converts the replacement -

. property.

However, when the homeown-

property into a principal resi-
dence, the taxpayer may shelter
some or all of this gain from in-
come taxes. The committee be-
lieved this proposal “balances the

~~goncerns associated with these

“provisions to reduce this tax shel-

~ter concern without unduly lim-

iting the exclusion on sales or ex-

“"changes of principal residences.”
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While the new rule is impor-

| tant—especially to folks looking

«10 move into a rental property

ey

they own — it is not critical.
-That's because an investment

. property typically needs to be
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rented (used as an investment)
after an exchange to show the ex-
‘change was clearly an invest-
ment-for-investment  transac-
tion. Accountants say the ex-
changed property should be held
for atleast two tax years as an in-

“% vestment property before an

ssssOWREr considers converting it to

% a primary residence. In addition,

=aonce the homeowners move into
s-the new primary residence, they
s nust stay at least two years be-
sasfore qualifying for the $500,000

waexclusion.
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When you add the suggested
two years as investment property
with the two years required un-
der the residency guideline, that's
four years needed for the new
mandatory five-year rule.

For those who leave their
home because of a disability, a
special rule makes it easier to
meet the two-year requirement

See KELLY, Page F4
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s especially if you were hospi-
aized or had to spend a signif-

. sichrit period in a similar facility.

Wt such cases, if you owned and

. “used the home as a principal
“sesidence for at least one of the

five years preceding the sale,
-you are treated as having used it
-as your principal residence
‘while you are in a facility that is

- licensed to care for people in

-your condition. This rule, espe-
~cially helpful for some seniors,
senables the family to sell the
:?hpme to raise cash for the ex-
?eﬁses without incurring a
alarge tax bite.

%+ Tates and other tax attorneys
icamion that all exchanges must

¥njeet the “facts and circum-

Jstances” test regardless of how
zmuch time has passed before
converting an investment prop-
“ertyto a personal residence. Ifit’s
“clear at the time of the exchange

that a taxpayer intended to use

. the exchange property as a pri-

smary residence, the exchange

_scan be attacked, Yates said.

:

o

mf K

A tax-deferred exchange

~ proceeds just as a sale for you,
* your real estate agent and par-

ties associated with the deal. In
fact, Richard Morse, an attorney
at Washington Exchange Ser-
vices, refers to exchanges as
“legally sanctioned fiction.”

Section 1031 of the Internal
Revenue Service code specifi-
cally requires that an exchange
take place. That means that one
property must be exchanged
for another property, rather
than sold for cash. The ex-
change is what distinguishes a
Section 1031 tax deferred trans-
action from a sale and pur-
chase. The exchange is created
by using an intermediary (or
exchange facilitator) and the re-
quired exchange documenta-
tion. ‘

If you've traded for a golf
course getaway condo and now
think you would like to live

‘there, make sure you own it for

five years before attempting to
pocket a principal residence ex-
emption.

However, once you get there,
doyou think you'll everwantto
sell?
Tom Kelly can be reached via
e-mail at news@tombkelly.com.




