Understanding the “Same Taxpayer Rule” in IRC Section
1031 Exchanges

The tax-deferred like-kind exchange under Internal Revenue Code Section 1031 is one of
the most powerful tools available to preserve capital and build wealth. Section 1031
exchanges allow real estate investors to defer capital gains (and potentially other) taxes
when they exchange one or more qualified relinquished properties for one or more
qualified replacement properties. Among the many rules governing this process, one that
often causes confusion —but is absolutely critical — is the “Same Taxpayer Rule.” Failing to
follow this rule can cause an exchange to be disqualified, triggering immediate recognition
of capital gains and related taxes. In this blog, we willunpack what the Same Taxpayer Rule
is, how itapplies in practice, and what exceptions or planning strategies may be available
for Exchangers.

What is the “Same Taxpayer Rule”?

The Same Taxpayer Rule requires that the taxpayer who sells the relinquished property in a
like-kind exchange must be the same taxpayer who acquires the replacement property.
This requirement ensures that the deferral of gain is attributed to the same taxpaying entity
—whether anindividual, corporation, LLC, trust, or other entity — that held and sold the
relinquished property.

IRC Section 1031 allows an Exchanger to defer recognition of capital gains when real
property that was held forinvestment or business purposes is exchanged for like-kind real
property. (Remember that “like-kind” means simply that all of the properties involved in the
exchange are business or investment use properties. They do not need to be the same
assetclass, etc. [insert link?]) However, the deferral is only valid if the same taxpayer
remains invested throughout the exchange transaction.

Why Does the Rule Exist?

The rationale behind the Same Taxpayer Ruleis straightforward. Section 1031 is designed
to allow a taxpayer to maintain continuity of investment without triggering taxable events. If
the identity of the taxpayer changes between the sale of the relinquished property and the
acquisition of the replacement property, the IRS views this as a new investment by a
different taxpayer —not a continuation. As a result, the exchange fails, and the gain on the
relinquished property becomes taxable.



Common Scenarios That Violate the Rule

Several common situations can inadvertently trigger a violation of the Same Taxpayer Rule:

Changing Entities

An Exchanger sells a property as an individual but acquires the replacement property under
a multi-member LLC, corporation, or Irrevocable Trust. Acquiring the replacement property
under a single-member LLC, or through a Revocable (or Living) Trust does not pose a
problem, as these are disregarded entities. However, for tax purposes, these other entities
are separate taxpayers and thus violate the Same Taxpayer Rule. The Exchanger must
ensure that the new entity is treated as a disregarded entity for Federal income tax
purposes.

Trusts and Estates

If the relinquished property was held by a revocable living trust and the replacement
property is acquired by the individual grantor (or vice versa), the same taxpayer rule is
generally satisfied because the IRS treats the trust and the grantor of the trust as the same
taxpayer. However, if the trust is irrevocable, the rule may not be satisfied, depending on
the circumstances. Note that the IRS permits the estate of a deceased Exchanger to
complete the exchange that was started by the Exchanger but who dies during the
exchange process.

Marital Transfers

If one spouse sells a property but the replacement is acquired by the other, even within a
jointly filed return, this can raise concerns if not structured carefully. Taxpayers who are
domiciled in a Community Property State have slightly different rules and should consult
with their local tax advisors.

Recognized Exceptions and Planning Strategies

While the IRS is strict on this rule, some exceptions and structuring solutions may provide
flexibility:

Single-Member LLCs (Disregarded Entities)

If anindividualis the sole member of a single-member LLC that is disregarded for federal
income tax purposes, the LLC may sell or acquire property in the exchange without
violating the Same Taxpayer Rule. The key is that tax ownership remains with the same
person.



For example, if Jane Smith owns 100% of “Smith Holdings LLC,” and that LLC is treated as a
disregarded entity, Jane can sell the relinquished property in herindividual capacity and
acquire the replacement property through her LLC (or vice versa) and still comply with the
rule. Similarly, Jane could sell her relinquished property held in “Smith Holdings LLC” and
acquire her replacement property in “Smith Realty Holdings LLC” if she is the sole member
of both entities.

Grantor Trusts

Grantor trusts, such as revocable living trusts, and land trusts, are often treated as
extensions of the individual taxpayer. Therefore, a taxpayer can sell their relinquished
property held in their individual name and complete the exchange with property acquired in
a grantor trust without violating the Same Taxpayer Rule.

Best Practices to Avoid Violations

To avoid unintended consequences under the Same Taxpayer Rule, taxpayers and their
advisors should:

e« Consult early with a tax advisor and an exchange facilitator to structure the
exchange properly.

o Avoid transferring ownership between entities or individuals during the exchange
timeline.

o Ensure consistent titling between the relinquished and replacement properties.

« Document ownership and tax identity clearly, especially when using disregarded
entities or trusts.

Conclusion

The Same Taxpayer Ruleis deceptively simple but critically important in the context of
Section 1031 like-kind exchanges. Aviolation can result in the entire transaction becoming
taxable, undermining the deferral benefits that make Section 1031 so valuable. With proper
planning, however, mostissues can be avoided.

Real estate investors and their advisors must bevigilantin ensuring the same taxpayer
remains consistent throughout the transaction. In the world of tax-deferred exchanges,
details matter—and few details are as important as making sure the right taxpayer starts
and finishes the exchange.
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