






on the income tax retum.5 Firm A therefore defers tax on the remaining $50,000 gain, but it also 

forgoes $50,000 of future depreciation deductions that would have been available if the firm had 

sold the existing machinery (with $40,000 of basis left) and then purchased the machinery from 

Firm B for $90,000. Thus, the deferred capital gain equals the foregone amount of future 

depreciation deductions. The benefit from the immediate deferral of tax on the capital gain exceeds 

the present value of the reduction in future depreciation deductions. In this manner, the deferral is 

a timing issue, but as noted, some firms may perpetually delay the payment of tax. 

In the second example, a firm may own a vehicle such as a pick-up truck or car.6 The firm may 

prefer to obtain a new vehicle every third or fourth year, and the like-kind exchange rules could 

provide significant tax benefits. The firm may have deducted most of the vehicle cost under IRC 

Section 179 or utilized 50 percent bonus depreciation, and it is possible that the firm has little or 

no cost basis left only a few years after the original purchase. A firm that sells a four-year old 

vehicle with a fair market value of $10,000 would need to report a $10,000 gain if no basis 

remained. However, if the firm exchanges the used vehicle for a new $40,000 vehicle, then the 

$10,000 gain can be deferred. In this case, the depreciable basis of the new vehicle is the basis in 

the old vehicle (zero) plus the net cash paid at purchase, or $30,000. As in the previous example, 

the capital gain deferred ($10,000) is equal to the reduction in future depreciation deductions that 

may be claimed on the new vehicle compared to the alternative scenario where the firm sells the 

vehicle, declares the gain and purchases the new vehicle. 

In practice, direct exchanges of like-kind property between firms are complicated and unusual. 

Most exchanges, especially exchanges of real estate, are facilitated by a third party or qualified 

intermediary.7 The U.S. Treasury Department used the following example.8 In a typical three-party 

exchange, Firm A would like to exchange a rental property for the rental property of Firm B. Firm 

B does not want Firm A's rental property, but would like a property owned by Firm C. Working 

through a qualified intermediary, Firm A's property is sold for cash used to buy the property of 

Firm C. The property acquired from Firm C is then exchanged for Firm B's property. Typically, 

these transactions would be taxable. Under Section 1031, the intermediary holds the cash (and any 

non-qualified property) received from selling the rental property of Firm A in a trust account and 

uses it to acquire the property of Firm C. Firms A and B would not be taxable on their exchange 

of qualified property, but a capital gain would be taxable up to the amount of any cash or ineligible 

property received in the exchange. The basis of Firms A and B in their new property would be 

5 In this example, that amount is treated as a "recaptured" gain under IRC Section 1245 and subject to ordinary 
federal income tax rates, as opposed to capital gains tax rates. 
6 This example is from "Recent Trends in Like-Kind Exchanges," Gerald Auten, David Joulfaian and Romeo 
Mookerje, Office of Tax Analysis, U.S. Department of Treasury (2014). 
7 For example, see the Federation of Exchange Accommodators at https://www. I 03 l .or2/. 
8 See supra note 6. 
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https://www.1031.org/


https://www.jct.gov/publications.html?func=startdown&id=4971













