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When it comes to the intricacies of tax law and real estate transactions,
understanding how the basis of gifted property is determined is crucial for
both givers and recipients. In this article, we explore a detailed scenario
where Margo receives a gift of real estate with an adjusted basis of $175,000
and a fair market value of $100,000. We will analyze the implications of this
gift for Margo, including the tax consequences, basis calculation, and
relevant IRS rules. Whether you're a taxpayer, real estate investor, or tax
professional, this comprehensive guide will help clarify the complexities
involved in such transactions.

Understanding Gifted Real Estate and Its Tax
Implications

What Is a Gift of Real Estate?

A gift of real estate occurs when a property owner (the donor) voluntarily
transfers ownership of real estate to another person (the recipient) without
receiving full compensation. The transfer can be made during the donor’s
lifetime (inter vivos gift) or upon death (inheritance).

Key points about gifted real estate:

- The transfer is made without consideration or at less than fair market
value.

- It typically involves a formal gift tax return if the value exceeds the
annual exclusion amount.

- The recipient's tax basis in the property depends on the type of gift and
other factors.

Tax Basis in Gifted Property

The basis of property gifted to someone is a critical element in calculating
potential capital gains or losses upon sale. The IRS provides specific rules:
- General rule: The recipient’s basis is the donor’s adjusted basis,
increased by any gift tax paid that is attributable to the appreciation of



the gift.

- Adjusted basis: The original cost of the property, adjusted for
improvements or depreciation.

- Fair Market Value (FMV): The price that property would fetch on the open
market.

In the case of Margo, the gift had an adjusted basis of $175,000, but the
fair market value at the time of the gift was only $100,000.

Scenario Analysis: Margo’'s Gift of Real Estate

Details of the Gift

- Adjusted Basis for Donor (Prior Owner): $175,000
- Fair Market Value at Gift: $100,000
- Recipient (Margo): Receives property as a gift

The key question is: What is Margo’s basis in the property, and what are the
tax implications when she eventually sells or disposes of it?

Determining Margo’s Basis in the Property

According to IRS rules, Margo's basis depends on her holding period and the
relationship between the basis and FMV at the time of the gift.

General rule for gifts:

- If the property’s FMV at the time of the gift is less than the donor’s
adjusted basis, Margo’s basis will be:

- The donor’s adjusted basis if she later sells at a loss.

- The FMV at the date of the gift if she later sells at a gain (but only if
the sale price exceeds the FMV at the time of gift).

In Margo's case:
- The donor's basis: $175,000
- FMV at gift: $100,000

Since the FMV is less than the donor’s adjusted basis, Margo’s basis for
purposes of calculating gain or loss depends on her eventual sale price
relative to her basis.



Tax Consequences for Margo Upon Sale of Gifted
Real Estate

Calculating Gain or Loss

When Margo sells the property, her gain or loss is determined by comparing
the sale price to her basis.

- If she sells for more than her basis: she recognizes a capital gain.

- If she sells for less than her basis: she recognizes a capital loss, but
only if she had a basis lower than the FMV at the time of gift (which could
trigger a loss).

Important considerations:

- The holding period (short-term or long-term) depends on whether Margo’s
basis is the donor’s basis or the FMV at the time of gift.

- If she sells for an amount between the donor’s basis ($175,000) and the FMV
at the time of gift ($100,000), no gain or loss is recognized.

- If she sells for more than the donor’s basis, the gain is calculated from
the donor’s adjusted basis.

Example:

- Margo sells the property for $200,000.

- Her basis: $175,000 (donor’s basis).

- Gain: $200,000 - $175,000 = $25,000 capital gain.

Tax implications:

- The gain is taxed at long-term or short-term capital gains rates depending
on her holding period.

- She should report the sale using IRS Schedule D and Form 8949.

Special Rules and Exceptions

Gift Tax Considerations

Although the recipient (Margo) generally does not pay gift tax, the donor may
have to file a gift tax return if the value exceeds the annual exclusion
($17,000 per recipient as of 2023).

Key points:

- Gift tax is paid by the donor, not the recipient.

- The donor’s gift tax paid can affect the recipient’s basis if the gift's
value exceeds the donor’s basis.



Loss Deduction Limitations

If Margo sells the property at a loss, the loss may be disallowed if the FMV
at the time of gift is less than her basis. The loss would only be deductible
if the sale price exceeds the FMV at the time of gift.

Example:

- If Margo sells the property for $90,000:

- Her basis: $175,000

- FMV at gift: $100,000

- Since the sale price ($90,000) is less than her basis, she has a capital
loss.

However, because the FMV at gift ($100,000) is less than her basis
($175,000), the loss is disallowed.

Implications for Margo and Future Planning

Step-by-Step Guide for Margo

1. Determine her basis: Based on the donor’s adjusted basis ($175,000).

2. Track her holding period: Since the property was gifted, the holding
period includes the donor’s holding period.

3. Calculate potential gain or loss: When selling, compare sale price to her
basis.

4. Report the sale properly: Use IRS Schedule D and Form 8949.

5. Consider tax planning: Be aware of potential capital gains taxes and how
the basis affects her tax liability.

Strategic Considerations for Gifted Real Estate

- Gifting property can be a strategic estate planning tool.

- Understanding basis rules helps in planning sales to minimize taxes.

- Proper valuation at the time of gift ensures accurate tax reporting.

- Consulting with a tax professional is advisable for complex situations.

Conclusion

Receiving a gift of real estate with an adjusted basis of $175,000 and a fair
market value of $100,000 presents unique tax considerations for Margo. The
IRS rules dictate that her basis for gain calculations remains the donor’s



adjusted basis, which means she could face capital gains tax upon sale if the
property appreciates. Conversely, if she sells at a loss, the lower FMV at
the time of gift may disallow the loss deduction. Proper understanding of
these rules ensures compliance and optimal tax planning.

By carefully analyzing the basis, fair market value, and potential sale
scenarios, Margo can make informed decisions about her real estate
investment. Whether for tax optimization, estate planning, or asset
management, understanding the nuances of gifted property taxation is
essential for maximizing benefits and minimizing liabilities.
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Frequently Asked Questions

How is the basis of Margo's gifted real estate
determined in this scenario?

Since the fair market value at the time of gift ($100,000) is less than the
donor's adjusted basis ($175,000), Margo's basis for gain purposes is the
donor's adjusted basis of $175,000.

Will Margo have a gain or loss if she sells the
property for its fair market value of $100,0007?

If she sells the property for $100,000, which is less than her basis of
$175,000, she would realize a loss of $75,000.

How does the difference between the donor's basis
and the fair market value at the time of gift affect
Margo's tax basis?

Since the fair market value ($100,000) is less than the donor's basis
($175,000), Margo's basis for gain purposes remains the donor's basis of



$175,000, which may lead to a loss if she sells for less than this amount.

Can Margo use her gift's fair market value to
determine her loss if she sells the property?

No, because when the fair market value at the time of gift is less than the
donor's basis, the basis for loss purposes becomes the fair market value of
$100,000, but for gain purposes, it remains the donor's basis.

What are the tax implications for Margo if she sells
the property for more than $175,000?

If she sells for more than $175,000, she will realize a gain equal to the
selling price minus her basis of $175,000, which is the donor's adjusted
basis.

Does the fair market value at the time of gift
impact Margo's gain or loss calculation?

Yes, it influences the basis for determining loss; since FMV is lower than
the donor's basis, it sets the basis for loss calculations at $100,000.

What is the importance of knowing the donor's
adjusted basis in gift transactions?

The donor's adjusted basis determines the recipient's basis for gain or loss
in most cases, especially when the FMV at the time of gift is less than the
donor's basis.

How does this scenario illustrate the 'double basis'
rule in gift tax law?

It demonstrates that the recipient's basis depends on whether they sell for a
gain or a loss; for gains, the donor's adjusted basis applies, while for
losses, the FMV at the time of gift sets the basis if lower.

Additional Resources
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Introduction: Unraveling the Complexities of
Gifted Real Estate

In the realm of real estate transactions, gifts can often blur the lines
between generosity and tax implications. One such intriguing scenario
involves Margo, who recently received a piece of real estate as a gift. This
property presents a unique case study: it has an adjusted basis of $175,000
and a fair market value (FMV) of only $100,000 at the time of the gift. This
discrepancy raises important questions about tax implications, basis
adjustments, and the potential outcomes upon eventual sale or transfer.

Understanding the nuances of such a transaction requires a deep dive into the
IRS rules governing the taxation of gifted property, especially when the
basis and FMV differ significantly. This article aims to explore the core
concepts, analyze the implications for Margo, and provide clarity on how the
IRS treats such cases.

Background: The Nature of Gifted Property and
Basis Determination

Before delving into Margo’s specific situation, it’s essential to establish
foundational knowledge about how basis is determined in gifted property.

Initial Basis in Gifted Property

When someone receives property as a gift, the recipient’s basis (called the
carryover basis) is generally the same as the donor’s basis. This means:

- If the donor purchased the property for $175,000, then the recipient
(Margo) initially takes on this basis.

- The basis is used to determine gains or losses upon sale, as well as
depreciation and other tax considerations.

Adjusted Basis: What Does It Entail?

The adjusted basis reflects the original basis plus or minus certain
adjustments, such as:

- Improvements made to the property
- Depreciation claimed
- Certain other adjustments



In Margo’'s case, the adjusted basis is $175,000, indicating that, after
adjustments, her basis remains at this figure.

Fair Market Value (FMV) at the Time of Gift

The FMV of the property at the time of the gift is crucial because:

- It influences the donor’s potential gift tax liability.
- It affects the recipient’s basis if the FMV is less than the donor’s basis.

In Margo’'s scenario, the FMV at the time of the gift is only $100,000, which
is significantly less than her adjusted basis of $175,000.

Tax Implications of the Gift: Gift Tax and
Basis Rules

The key consideration is how the IRS treats the basis when the FMV at the
time of the gift is less than the donor’s adjusted basis. This situation has
important tax consequences, especially upon sale or disposition.

Carryover Basis and Its Limitations

In general, the recipient’s basis in gifted property is the carryover basis
from the donor. However, when the FMV at the time of gift is less than the
donor’s basis, the IRS has specific rules to prevent unintended tax
advantages.

Special Rule for Losses: Basis in the Case of a Loss

According to IRS regulations (Section 1015), if the FMV at the time of the
gift is less than the donor’s basis, and the property is later sold at a
loss, the basis for determining loss is the FMV at the time of gift.

In Margo’'s case, this means:

- If she sells the property for less than $100,000, she can recognize a loss.
- The loss basis would be the FMV at the time of gift, i.e., $100,000.



Determining Basis for Gain

If Margo sells the property for more than her basis, which is the donor’s
basis of $175,000, she recognizes a gain. But since the FMV at gift is less
than her basis, the IRS rules stipulate:

- For purposes of gain, her basis remains the donor’s original basis of
$175,000.

- The loss basis is the FMV at the time of gift ($100,000), which applies
only if she sells at a loss.

In essence, the basis for gain and loss can differ depending on sale price
and whether it results in a gain or loss.

Scenario Analysis: Potential Outcomes for Margo

Understanding the implications requires examining different sale scenarios
based on Margo’s eventual sale price.

Scenario 1: Sale Above the Donor’s Basis ($175,000)

Suppose Margo sells the property for $200,000.
- Her basis for gain is $175,000.
- She recognizes a gain of $25,000 ($200,000 — $175,000).

- The gain is taxed accordingly, possibly as long-term or short-term capital
gain depending on holding period.

Scenario 2: Sale Between FMV and Donor’s Basis
($100,000 — $175,000)

This scenario is unlikely because:

- The sale price cannot be less than the basis for gain to occur.
- If she sells for less than $175,000 but more than $100,000, it results in a
loss, but the loss basis is the FMV at the time of gift ($100,000).

Scenario 3: Sale Below FMV ($100,000)

If Margo sells the property for less than the FMV at the time of gift



($100,000) :

She can recognize a loss.

The loss basis is the FMV at the time of gift ($100,000).

Her loss is $0 if she sells exactly at FMV; any lower sale price generates
a loss.

Implication Summary

| Sale Price | Basis Used | Resulting Gain/Loss | Tax Implication |

St |- | oo |
| > $175,000 | $175,000 | Gain | Taxable gain |

| $100,000 — $175,000 | $175,000 | No loss (break-even or gain) | Capital
gains/loss depending on sale price |

| < $100,000 | $100,000 | Loss | Deductible loss |

Special Considerations: Holding Period and
Additional Adjustments

Margo’s tax situation also depends on her holding period and any improvements
or depreciation claimed.

Holding Period

- The holding period for gifted property generally begins on the date of the
gift.

- If the donor held the property long enough, Margo’s gain could qualify for
long-term capital gains.

Improvements or Depreciation

- Any capital improvements made after the gift increase the basis.
- Depreciation claimed (if applicable) decreases the basis.

Legal and Tax Planning Insights



Given the complexity of basis adjustments and tax rules, Margo should
consider consulting with a tax professional to navigate her specific
circumstances. Some key insights include:

- Record-keeping: Maintaining documentation of the FMV at the time of gift,

improvements, and any depreciation.

- Strategic sale timing: Holding onto the property for more than a year may

qualify her for long-term capital gains.

- Tax-loss harvesting: If the property’s FMV at sale is below her basis, she
may realize a deductible loss, which could offset other gains.

Conclusion: The Intricacies of Gifted Real
Estate and Tax Implications

Margo’s situation exemplifies the nuanced rules that govern the taxation of
gifted property, especially when the adjusted basis and FMV diverge
significantly. The IRS’s approach—using the donor’s basis for gains and the
FMV for losses—aims to prevent tax evasion and ensure fairness in property
transfers.

For recipients like Margo, understanding these rules is vital for effective
tax planning and compliance. As real estate transactions continue to evolve,
staying informed about IRS regulations and consulting with professionals can
help optimize outcomes and avoid unintended tax consequences.

In the end, Margo’s gift of real estate is more than just a transfer of
property—it’s a complex interplay of valuation, basis, and tax strategy that
warrants careful analysis and expert guidance.

Disclaimer: This article is for informational purposes only and does not
constitute tax advice. Readers should consult a qualified tax professional
for personalized guidance regarding their specific circumstances.
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