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Income tax deferral/avoidance is the destination, but the road has potholes to 
avoid, so use caution. 

With the rapid escalation in property values, many homeowners would 
like to avoid the obligation of paying Federal and State income taxes on the gain 
that will result upon sale of their personal residence.  When the amount of the 
exclusion of $500,000 of profit per married couple filing a joint return (IRC 
section 121) begins to look paltry compared to the tax you will be paying, sellers 
look to alternatives.   

The common questions being posed:   
1. Is it possible to take advantage of the Section 1031 tax-deferred exchange 
rules by taking the sales proceeds from a single-family owner-occupied 
residential property and buying investment property?  The short answer is no, 
because 1031 exchanges are limited to investment property held for rental 
purposes, and cannot apply to the gain on the sale of a primary residence.   
 
2. So, just as night follows day, the follow-up question is:  How can I make 
my primary residence investment property?  Obviously, one must start by 
vacating the property and renting it out. 

In order to obtain the tax benefits of an exchange, the residence must 
become a rental property.  It cannot be held “vacant” with the hope that the 
investment will be from the subsequent sale – as tax courts have disallowed such 
conduct based upon what would be a “mere hope or expectation.”  Fortunately, 
rents are high in our area, so this may actually generate positive cash flow during 
the rental term (which, in turn, creates another taxable event:  rental income).   

If the idea is to hold the property as investment property for as short a 
term as possible, then plan on renting it out for at least two years at fair market 
rental value (from the IRS regulation Rev. Proc. 2008-16).  If less, it will be 
disallowed.  And during that time, you cannot live in the property along with the 
renters for more than the greater of 14 days or ten percent (10%) of the number of 
days the home was rented annually.   

There is also a minimum term to own the future investment property (the 
trade-up property) being acquired – again, at least two years of ownership of the 
rental property being acquired. The IRS has established a “safe harbor” rule that 
imposes a two (2) year holding period as a rental property to avoid IRS 



challenges.  
 
3. Which leads to the ultimate question that a home seller is reluctant 

to ask in writing:  So, can I buy my future retirement home this way, and just not 
live in it for a couple of years after acquisition?  Tread carefully.  An owner 
should avoid giving any premature indication of any intention other than to hold 
the trade-up property for trade or investment, or to ultimately use the trade-up 
property as a personal residence, at the risk of losing the entire Section 1031 tax 
deferral.  Converting the subsequently acquired investment property into the 
new primary residence may be a triggering event for the imposition of taxes.  So, 
if one were to try to shelter (exclude gain) on all of the appreciation, moving in 
later may harm those plans. 

There is much advice on the internet, most of it free, and much of it may 
become dated by the time you act, as laws and regulations may have been 
altered.  Consequently, always verify the current operable “rules of the road” 
before embarking on this type of transaction in order to get to your desired 
destination. 


