
Real estate begins creating tax consequences long before an owner receives a large 
profit or sells a building. The purchase price, closing expenses, mortgage structure, 
property classification, repairs, improvements, rental activity, and personal use all 
become part of the property’s financial history. Tax planning means arranging and 
documenting these decisions before a tax-triggering event occurs, while tax preparation 
means reporting events that have already happened. This distinction matters because a 
tax professional may be able to report a properly planned transaction, but cannot always 
repair a transaction that was structured incorrectly months earlier. A tax deduction 
reduces the income on which tax is calculated, while a tax credit generally reduces the 
tax itself, making a credit different from what people casually call a write-off. The word 
write-off usually means a deduction, but it does not mean the government reimburses the 
owner for everything spent. 

The first tax most owners encounter is property tax, which is normally imposed by a 
county, city, municipality, school district, or another local taxing authority. The local 
government assigns the property an assessed value, meaning the value used for 
taxation, which may be different from both the purchase price and the amount the 
property could sell for. Market value estimates what informed buyers might pay under 
normal conditions, while assessed value follows the formulas and assessment practices 
established by the jurisdiction. Taxable value is the portion of assessed value that 
remains after any applicable exemptions, reductions, or assessment limits are applied. A 
tax rate is then applied to that taxable value, although some jurisdictions express the rate 
in mills, with one mill representing one dollar of tax for every one thousand dollars of 
taxable value. The calculation looks simple, but exemptions, special districts, 
assessment caps, and voter-approved charges can make two similarly priced properties 
produce very different tax bills. 

Suppose a home has a taxable value of $300,000 and the combined local rate equals 
twenty mills. Since twenty mills means twenty dollars for every one thousand dollars of 
taxable value, the basic property tax would be $6,000 before other assessments or 
adjustments. That number should not be confused with the property’s monthly mortgage 
payment because property tax remains an ownership expense even after the mortgage 
has been paid off. Many lenders collect one-twelfth of the estimated annual tax with each 
monthly payment and hold it in an escrow account, which is an account used to 
accumulate money for property taxes and insurance. Escrow does not reduce the tax; it 
merely spreads the collection across the year so the lender can pay the bill when it 
becomes due. If the local government raises the assessment or tax rate, the required 
escrow payment may increase even when the mortgage interest rate remains unchanged. 
This is one reason a supposedly fixed housing payment can change from year to year. 

A homestead exemption is a local or state benefit that may reduce the taxable value of an 
owner’s primary residence, meaning the home the person actually occupies as the main 
home. Some jurisdictions also limit how quickly the assessed value of a qualifying 
residence can rise, while others provide additional relief for seniors, veterans, people 



with disabilities, or households meeting income requirements. These benefits generally 
do not transfer automatically to every investment property merely because the same 
person owns it. Claiming a residence exemption on a property that is actually being used 
as a rental can create penalties, back taxes, or other problems if the claim is not lawful. 
An investor should therefore estimate property taxes using the post-purchase treatment 
expected under local law rather than assuming the seller’s current bill will continue. The 
seller may have exemptions or assessment protections that disappear when ownership 
changes, causing the buyer’s future bill to be substantially higher. 

Assessment notices deserve attention because they may contain errors concerning the 
property’s size, use, improvements, classification, or comparable value. An assessment 
appeal is the formal process through which an owner challenges the value or 
classification used for property taxation. A persuasive appeal usually relies on evidence 
such as recent comparable sales, an appraisal, photographs of significant defects, 
incorrect public records, or verified income information for an income-producing 
property. The purpose is not to argue that taxes are unpleasant but to demonstrate that 
the taxing authority used incorrect facts or reached a value inconsistent with its own 
rules. Appeal deadlines are often short, and failing to respond within the stated period 
can leave the owner with the assessment for that tax year. Careful owners therefore 
review the notice when it arrives instead of waiting until the tax bill becomes due. 

A special assessment is different from an ordinary recurring property tax because it is 
generally imposed to pay for a particular public improvement benefiting certain property, 
such as new sidewalks, sewer lines, drainage systems, or road improvements. 
Depending on the nature of the charge and the applicable tax rule, the payment may not 
be immediately deductible and may instead be added to the property’s basis. Basis is the 
owner’s tax investment in the property, and it becomes one of the most important 
numbers in real estate taxation. A higher basis can increase depreciation deductions 
during ownership or reduce taxable gain when the property is sold, although the 
treatment depends on what created the increase. Ordinary property taxes imposed for 
the general operation of government are different from charges tied to a specific 
long-term improvement. Owners should preserve the actual notice instead of recording 
every government charge under a vague category called “taxes.” 

Federal income-tax treatment changes according to how the property is used. A personal 
residence is held mainly for the owner’s personal living, while rental property is held to 
produce income, and dealer property is generally held primarily for sale to customers in 
the ordinary course of business. A builder selling newly constructed homes, a long-term 
landlord selling an apartment building, and a homeowner selling a family residence may 
all transfer real estate, but the resulting tax treatment can be different. Investment 
property is generally held for appreciation or income rather than immediate resale to 
customers. Mixed-use property combines more than one purpose, such as a duplex in 
which the owner occupies one unit and rents the other. Tax law follows the actual use 
and circumstances, not merely the name the owner gives the property. 



Rental income includes more than the normal monthly rent printed in the lease. Advance 
rent is rent received before the period it covers, and a cash-basis taxpayer generally 
reports it when it is received rather than waiting until the future rental period arrives. 
Money received for canceling a lease may be rental income, and an expense paid by a 
tenant on behalf of the landlord can sometimes be treated as income to the landlord 
along with a corresponding deduction when the expense is otherwise deductible. A 
security deposit intended to be returned is generally not rental income when received, 
but an amount later retained for unpaid rent may become income at that time. If the 
agreement describes a payment as the final month’s rent, the label and actual purpose 
may cause it to be treated as advance rent rather than a refundable deposit. The IRS 
explains these distinctions and the general reporting structure in its current guidance for 
residential rental property. 

Most individual owners report ordinary rental real estate activity on Schedule E, which is 
the part of the federal individual income-tax return used to report supplemental income 
and loss from sources that include rental property. Gross rental income is the total 
reportable income received before subtracting expenses, while net rental income is what 
remains after allowable expenses and depreciation are deducted. An owner can have 
positive cash flow but little taxable rental income because depreciation reduces taxable 
income without requiring a current cash payment. The reverse can also occur when 
mortgage principal payments consume cash but do not create an immediate expense 
deduction. Taxable income and cash flow must therefore be tracked separately, even 
though they arise from the same property. Confusing them can cause an owner to spend 
money that will be needed for taxes, debt payments, repairs, or reserves. 

Rental expenses are generally deductible when they are ordinary and necessary for 
operating, managing, conserving, or maintaining the income-producing property. 
Ordinary means common and accepted for that activity, while necessary means 
appropriate and helpful rather than absolutely unavoidable. Advertising, 
property-management fees, insurance, utilities paid by the owner, legal and accounting 
services, cleaning, maintenance, certain travel, mortgage interest, property tax, and 
eligible repairs may fall within these categories. A personal expense does not become 
deductible simply because it was paid from the rental bank account, and a rental expense 
does not lose its identity merely because the owner paid it personally. The owner must 
be able to establish what was purchased, why it related to the rental activity, when it was 
paid, and who received the payment. A receipt proves that money was spent, but the 
surrounding records must still connect that spending to the property and its 
income-producing purpose. 

The monthly mortgage payment must be separated into its parts because the entire 
payment is not normally deductible. Interest is the lender’s charge for the use of 
borrowed money and may generally be deducted when it is properly connected to the 
rental activity. Principal is the portion that reduces the loan balance, and it is not an 
operating expense because paying principal increases the owner’s equity rather than 
consuming the cost of borrowing. Escrow payments are also not deducted merely 
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because they entered the lender’s account; the underlying property tax or insurance is 
generally considered according to when it is actually paid and the taxpayer’s accounting 
method. Loan points and certain financing costs may have to be deducted over the life of 
the loan instead of disappearing entirely in the year of closing. If refinancing produces 
additional cash used for a personal purpose, the interest connected to that personal use 
does not automatically become a rental deduction merely because the rental property 
secured the loan. 

The line between a repair and an improvement controls when a cost may be deducted. A 
repair generally keeps the property in its ordinary efficient operating condition without 
materially increasing its value, capacity, strength, or useful life. Replacing a broken part 
in a working system may be a repair, while replacing an entire major system may be an 
improvement. An improvement creates a betterment, restores the property, or adapts it to 
a new or different use, and its cost is generally capitalized, meaning added to basis and 
recovered over time instead of deducted immediately. Fixing a small section of damaged 
roofing may be treated differently from replacing the entire roof, although the complete 
facts and tax regulations must be considered. The IRS describes this 
repair-versus-improvement distinction by focusing on betterment, restoration, and 
adaptation rather than relying only on the size of the bill. 

Capitalizing an expense does not mean the cost has been ignored; it means the recovery 
is delayed or spread across the life assigned to the asset. A new roof, room addition, 
central heating system, major kitchen renovation, or conversion of residential space into 
a different use may become a separate capital improvement. The improvement begins its 
own depreciation period when it is placed in service, meaning ready and available for its 
intended income-producing use. Work completed while a property is unavailable because 
it is being prepared for its first tenant may affect the property’s basis rather than 
becoming a current repair deduction. By contrast, an ordinary repair performed after a 
rental is operating may be currently deductible if the facts and rules support that 
treatment. Since the distinction can depend on the larger building system and the 
condition being corrected, owners should preserve invoices that explain the work 
instead of accepting vague descriptions such as “labor and materials.” 

Basis begins with acquisition but does not always equal the number printed as the 
purchase price. Cost basis generally includes the amount paid for the property and 
certain acquisition costs that are properly capitalized, while some loan-related costs are 
treated separately. The purchase must then be divided between land and depreciable 
improvements because land is not depreciated. Land is treated differently because it 
generally does not wear out or become obsolete in the way a building, appliance, or 
parking surface does. An allocation is the process of dividing the total cost among the 
land, building, and other assets, and it may rely on an appraisal, reliable assessed-value 
ratios, or other supportable evidence. An aggressive allocation that assigns almost 
nothing to valuable land may create a larger deduction today but also create an 
unsupported tax position. 



Adjusted basis is the original basis after increases and decreases that occur throughout 
ownership. Capital improvements generally increase basis, while depreciation allowed or 
allowable generally reduces it. Insurance reimbursements, casualty adjustments, partial 
sales, easements, certain credits, and other events may also change the number. The 
phrase allowed or allowable is crucial because basis may have to be reduced by 
depreciation the owner was entitled to claim even when the owner failed to claim it. 
Ignoring depreciation can therefore create the worst of both worlds: the owner loses the 
yearly deductions but may still face a lower basis when the property is sold. The current 
IRS rental guidance specifically warns that owners should claim the correct depreciation 
because failing to claim it does not necessarily preserve the basis. 

Depreciation is the tax system’s method of allowing an owner to recover the cost of 
property that wears out, decays, becomes obsolete, or is consumed while producing 
income. It is not a direct measurement of the building’s market value, and a property can 
appreciate in the marketplace while still producing depreciation deductions for tax 
purposes. Appreciation means an increase in market value, while depreciation in this tax 
setting means an allocated recovery of cost. Residential rental buildings are generally 
depreciated under the federal Modified Accelerated Cost Recovery System, commonly 
called MACRS, over a 27.5-year recovery period using the prescribed straight-line 
approach. Straight-line means the depreciable basis is recovered in generally even 
portions, although first and final years are adjusted through a timing convention. 
Nonresidential real property, such as many office, retail, or industrial buildings, generally 
uses a 39-year recovery period under the general system. 

The depreciation period does not begin on the closing date merely because the buyer 
owns the property. It begins when the property is placed in service, meaning it is ready 
and available for rent or another qualifying income-producing use. If a buyer closes in 
January but spends four months making the home ready for tenants, depreciation may 
begin when the completed property becomes available for rent rather than when the deed 
was recorded. A vacancy after the property has already been placed in service does not 
necessarily stop depreciation if the property remains available for rent and has not been 
withdrawn from the activity. Depreciation ends when the cost has been fully recovered or 
when the property is retired from service, which can occur through sale, conversion to 
personal use, destruction, or permanent withdrawal from income production. The tax 
records should therefore contain evidence of the placed-in-service date, such as the 
completed work, rental advertisement, occupancy approval, management agreement, or 
other reliable documentation. 

Residential real property generally uses the mid-month convention, which treats the 
property as placed in service or disposed of at the midpoint of the relevant month for 
depreciation purposes. This prevents the owner from claiming a full year of building 
depreciation when the property became available near the end of the year. Furniture, 
appliances, carpeting, fencing, and certain land improvements may have shorter 
recovery periods and use different conventions. A convention is simply the tax rule 
deciding how much of the first and last year counts, rather than requiring the owner to 



calculate depreciation hour by hour. These different asset lives explain why a 
depreciation schedule may contain many lines for a single property. The schedule is a 
continuing record showing each asset’s description, basis, placed-in-service date, 
recovery period, method, prior depreciation, current deduction, and remaining adjusted 
basis. 

Imagine an investor purchasing a rental house for $330,000 and reasonably allocating 
$60,000 to land and $270,000 to the building. Since the land is not depreciable, the 
building’s $270,000 basis becomes the starting amount for building depreciation. 
Dividing $270,000 by 27.5 years produces approximately $9,818 of depreciation for a full 
year, although the first and final years require the proper mid-month calculation. That 
deduction does not mean the investor spent $9,818 during the year, and it does not mean 
the property lost that amount in market value. It means part of the building’s tax cost has 
been assigned to that year. If a later improvement is added, that improvement receives its 
own basis and recovery treatment rather than simply being folded into the original 
calculation without a record. 

Different components of a property may wear out at different speeds, which leads to an 
advanced planning method called cost segregation. A cost-segregation study examines 
construction or acquisition costs and identifies qualifying components that may be 
depreciated over shorter periods instead of remaining entirely within the building’s 
27.5-year or 39-year schedule. Items such as certain floor coverings, equipment, 
cabinetry, electrical work serving specific equipment, landscaping improvements, or 
parking improvements may receive shorter lives when the facts and tax rules support the 
classification. Faster depreciation moves deductions into earlier years, which can 
improve near-term cash retention, but it also reduces basis sooner and can affect taxes 
when the property is sold. A credible study requires detailed support and should not be 
treated as a document that magically labels most of a building as short-lived property. 
The financial value depends on the owner’s tax position, holding period, passive-loss 
limitations, sale plans, and ability to use the accelerated deductions. 

Bonus depreciation is an additional first-year deduction available for certain qualifying 
property, usually property with shorter recovery periods rather than the residential or 
commercial building itself. Under the current federal rules reflected in the 2025 IRS rental 
publication, a 100 percent special depreciation allowance was restored for qualifying 
property acquired and placed in service after January 19, 2025, subject to the acquisition 
rules and other limitations. This does not mean an investor can automatically deduct an 
entire apartment building in the first year. It may affect qualifying appliances, equipment, 
land improvements, or components properly separated from the building, depending on 
the facts. A large deduction is valuable only when the taxpayer can lawfully use it, 
because passive-activity, at-risk, excess-business-loss, and other rules may delay the 
benefit. Accelerating deductions can also produce a smaller deduction in later years, so 
the strategy changes timing rather than creating unlimited cost recovery. 



Depreciation reveals why taxable income can be much lower than actual cash flow. 
Suppose a rental collects $36,000 in annual rent, pays $12,000 in operating expenses, 
makes $16,000 in mortgage payments, and ends the year with $8,000 in cash before other 
owner withdrawals. If $11,000 of the mortgage payments was interest and $5,000 was 
principal, only the interest is treated as the current financing expense. After subtracting 
$12,000 of operating expenses, $11,000 of interest, and approximately $9,818 of 
depreciation, taxable rental income would be about $3,182. The owner received $8,000 of 
cash but is not taxed as though the entire $8,000 were taxable income because 
depreciation reduced the tax calculation. At the same time, the $5,000 principal payment 
increased equity without producing a current deduction. 

A tax loss does not always mean the property lost cash, just as positive taxable income 
does not always mean the owner has enough cash available to pay the tax. If 
depreciation causes deductions to exceed rental income, the return may show a rental 
loss even though rent covered every current bill. Rental real estate is generally treated as 
a passive activity, meaning the income or loss normally belongs to a category associated 
with an activity in which the taxpayer is not treated as materially participating under the 
relevant rules. Passive losses generally offset passive income, but they do not 
automatically offset wages, business income, or other nonpassive income. A suspended 
passive loss is a loss preserved for a future year because current law does not allow it to 
be used yet. It may become usable when the owner has sufficient passive income, 
qualifies for an exception, or disposes of the entire activity in a qualifying taxable 
transaction. 

Active participation is a lower standard that may apply when an owner holds a sufficient 
interest and makes genuine management decisions such as approving tenants, setting 
rental terms, or authorizing expenditures. Under current federal rules, qualifying owners 
may receive a special allowance permitting up to $25,000 of rental real estate loss to 
offset certain nonpassive income, although the allowance phases out as modified 
adjusted gross income rises and depends on filing status and other conditions. Modified 
adjusted gross income, often shortened to MAGI, is adjusted gross income recalculated 
under the particular tax rule by adding back or changing specified items. The allowance 
is not a promise that every landlord can deduct $25,000 against a salary. Ownership, 
participation, income, filing status, and other passive activities all affect the result. 
Unused losses should remain carefully tracked because they may carry forward rather 
than disappear. 

Real estate professional status is a federal tax classification, not a job title printed on a 
business card and not the same as holding a real estate license. Under the current 
general test, more than half of the taxpayer’s personal services in all businesses during 
the year must be performed in qualifying real property trades or businesses in which the 
person materially participates, and the taxpayer must perform more than 750 hours in 
those businesses. Material participation means involvement that is regular, continuous, 
and substantial under one of the applicable tax tests. Even after qualifying as a real 
estate professional, the taxpayer must address material participation in the rental 



activities for the losses to be treated as nonpassive. Time records should describe actual 
work performed rather than being reconstructed at the end of the year with broad 
estimates. The IRS explains both the passive baseline and the real estate professional 
requirements in its rental-property rules. 

The at-risk rules form another limit because a taxpayer generally cannot deduct more 
loss than the amount genuinely exposed to economic loss in the activity. Money 
contributed by the owner, adjusted basis in contributed property, and certain qualifying 
debt may increase the amount at risk. Some nonrecourse debt, meaning debt for which 
the borrower is not personally liable, receives special treatment, although qualified 
nonrecourse financing secured by real property can sometimes count under the real 
estate rules. A loss disallowed by the at-risk limit may be carried forward and 
reconsidered when the amount at risk increases. This rule is separate from the 
passive-loss limitation, so a deduction may have to pass through more than one gate 
before it becomes currently usable. The existence of a loss on Schedule E therefore does 
not by itself prove that the loss will reduce the owner’s salary or other income. 

Personal use can alter rental deductions because tax law does not allow an owner to 
treat a vacation home entirely as a business while using it substantially for personal 
enjoyment. A fair rental price is the amount an unrelated person would reasonably pay 
for similar property under comparable conditions. Days rented to family members for 
less than fair rent may be treated as personal-use days, while certain days spent 
substantially full-time repairing and maintaining the property may be treated differently. 
When personal use crosses the applicable threshold, deductions may be limited and 
expenses must be divided between rental and personal use. Renting only part of a 
property also requires allocation, meaning shared expenses are divided through a 
reasonable method such as square footage or another supportable measure. A duplex 
owner occupying one unit and renting the other cannot automatically place every dollar 
of property expense on the rental side. 

Short-term rentals can receive different tax treatment when the owner provides 
substantial services to guests. Substantial services are services primarily for the guest’s 
convenience, such as regular cleaning during the stay, linen changes, meals, 
transportation, or hotel-like assistance, rather than ordinary services needed to maintain 
the property. Depending on the facts, the activity may be reported differently from a 
conventional long-term rental and may raise self-employment-tax questions. Merely 
calling a property an Airbnb, vacation rental, or short-term rental does not settle the 
classification. Average rental period, owner participation, personal use, services, and 
business structure all matter. This is an area where the operating model should be 
explained to the tax professional in detail rather than reduced to the sentence, “I rent a 
house.” 

An LLC, or limited liability company, is a legal entity created under state law, but it is not 
automatically a special federal tax shelter. A single-member LLC is generally disregarded 
for federal income-tax purposes unless it elects another classification, meaning the 
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activity is ordinarily reported as belonging directly to the owner even though the LLC 
exists under state law. A multi-member LLC is generally treated as a partnership unless it 
elects different treatment, requiring the entity to file an informational return and issue tax 
information to its owners. Liability protection and tax classification are separate 
questions, so creating an LLC does not automatically create new deductions or erase 
personal tax responsibility. Mortgages, insurance, bookkeeping, state filing fees, transfer 
taxes, and lender restrictions should also be considered before moving property into an 
entity. The IRS explains the default federal treatment of a single-member LLC, but state 
tax and legal consequences require separate review. 

Selling a rental property brings the accumulated tax history into one calculation. The 
amount realized is generally the selling price plus certain obligations transferred to the 
buyer, reduced by qualifying selling expenses such as commissions and some closing 
costs. Adjusted basis begins with the property’s basis, increases for capital 
improvements, and decreases for depreciation and other required adjustments. Gain is 
generally the amount realized minus adjusted basis, while a loss exists when adjusted 
basis exceeds the amount realized, subject to the rules governing the property and 
transaction. The remaining mortgage balance does not directly determine gain because 
debt payoff concerns how the sale proceeds are distributed, not how taxable gain is 
measured. An owner can therefore have taxable gain even when the cash remaining after 
loan payoff and closing costs feels small. 

Consider a building purchased with an allocated building-and-land basis of $300,000, 
followed by $40,000 of capital improvements and $70,000 of depreciation. Its adjusted 
basis would be approximately $270,000 before considering other adjustments because 
the original basis and improvements total $340,000, which is then reduced by 
depreciation. If the property is sold for $450,000 and qualifying selling expenses total 
$30,000, the amount realized would be approximately $420,000. Subtracting the $270,000 
adjusted basis produces a $150,000 gain. A $200,000 mortgage payoff might leave only 
$220,000 of sale proceeds before other costs, but it does not change the $150,000 gain 
calculation. This example shows why equity, sale proceeds, and taxable gain are 
connected but remain different numbers. 

Depreciation also affects how the gain may be taxed. The portion of gain connected to 
depreciation on real property may be treated as unrecaptured Section 1250 gain, which is 
a special category of long-term gain generally subject to a maximum federal rate of 25 
percent rather than the ordinary long-term capital-gain rate that might apply to another 
portion. Certain shorter-lived assets can involve different recapture rules, sometimes 
converting prior depreciation benefits into ordinary income when the asset is sold for 
enough. Depreciation recapture is the common phrase used to describe the tax system’s 
effort to account for depreciation deductions when depreciated property is sold at a gain. 
The actual calculation is more precise than simply multiplying all prior depreciation by 
one rate. State income taxes and the federal net investment income tax may add further 
tax depending on the owner’s circumstances. 
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A homeowner selling a main residence may qualify to exclude part of the gain under 
Section 121, which is different from deducting an expense or deferring an exchange. An 
exclusion removes qualifying gain from taxable income, subject to the ownership, 
residence, frequency, and other requirements. The familiar general limits are up to 
$250,000 of qualifying gain for many individual filers and up to $500,000 for certain 
married couples filing jointly, commonly requiring ownership and use of the home as a 
principal residence for at least two years during the five-year period ending on the sale 
date. Rental or business use can complicate the calculation, and depreciation allowed or 
allowable for qualifying post-1997 business or rental use generally cannot be erased 
through the home-sale exclusion. Periods of nonqualified use may also affect how much 
gain can be excluded. Current details and exceptions appear in the IRS guidance for 
selling a home. 

A Section 1031 exchange allows qualifying real property held for business or investment 
to be exchanged for other qualifying real property while deferring recognition of some or 
all of the gain. Deferral means the tax is postponed, not automatically forgiven, because 
the deferred gain is generally carried into the replacement property through its basis. 
Like-kind is broader than identical, so an apartment building may potentially be 
exchanged for land, a retail property, or another qualifying United States real property 
when the requirements are met. A primary residence does not qualify merely because it 
is real estate, and property held primarily for sale to customers, such as dealer inventory, 
is generally excluded. Since 2018, federal Section 1031 treatment has generally been 
limited to real property rather than equipment, vehicles, furniture, or other personal 
property. The IRS summarizes these boundaries in its current like-kind exchange 
guidance. 

Most modern exchanges are delayed exchanges because the owner sells one property 
before acquiring the replacement. A qualified intermediary is an independent party used 
to receive and hold the exchange proceeds and complete the transfers within the federal 
exchange structure. If the seller receives or controls the money personally, the 
transaction may become a taxable sale before a later purchase occurs. Replacement 
property must generally be identified in writing within 45 days, and the acquisition must 
generally be completed within 180 days or by the applicable return deadline if earlier, 
subject to the precise rules. Boot means money, debt relief, or nonqualifying property 
received in addition to replacement real property, and it can create currently taxable gain. 
Because deadlines and money-control requirements are strict, an exchange should be 
arranged before the original closing rather than after the proceeds have reached the 
seller. 

An exchange does not guarantee a wise investment because avoiding current tax cannot 
rescue a poor replacement property. An investor may feel pressured by the 45-day 
identification period and accept an overpriced building, weak location, unfavorable 
financing, or hidden maintenance burden. The potential tax deferral should be compared 
with transaction costs, future depreciation, expected income, debt risk, management 
difficulty, and the investor’s actual goals. A partially taxable sale may be healthier than 
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forcing every dollar into an unsuitable exchange. Repeated exchanges can continue 
carrying deferred gain forward, while later estate planning may change the basis under 
the law applicable at death. Since inheritance, estate tax, ownership form, and state law 
interact, the phrase “swap until you drop” is a slogan rather than a complete estate plan. 

An installment sale occurs when at least one payment is received after the tax year of 
sale, allowing some gain to be recognized as principal payments are collected over time 
when the transaction qualifies. The buyer’s payments usually contain different elements, 
including return of basis, gain, and interest. Interest is generally taxed as interest income 
rather than capital gain, while depreciation-related recapture may require faster 
recognition instead of being spread across the installment period. Seller financing can 
produce steady income and may widen the pool of buyers, but it converts the seller into 
a lender exposed to default, foreclosure, property deterioration, and collection risk. The 
promissory note, security instrument, interest rate, down payment, buyer’s financial 
strength, and lien position all matter. Tax deferral should therefore be considered 
alongside the possibility that the future payments may never arrive. 

Inherited real estate generally receives a basis connected to fair market value at the 
owner’s death or an alternate valuation date when properly elected, although the exact 
result depends on ownership form, estate administration, community-property rules, and 
other circumstances. This adjustment is commonly called a step-up in basis when the 
new value is higher than the deceased owner’s adjusted basis, but the adjustment can 
also move downward if value has declined. A higher inherited basis may reduce the gain 
recognized if the heirs later sell the property. Gifting property during life is different 
because the recipient often receives a carryover basis connected to the donor’s basis, 
subject to special rules. Carryover basis means the old tax history travels with the 
property rather than being replaced by current market value. A decision to gift, sell, place 
property in trust, or retain it until death should therefore consider income tax, estate 
planning, control, creditor risk, family goals, and state law together. 

Tax planning becomes practical through records rather than clever phrases. The 
permanent property file should preserve the purchase contract, closing statement, deed, 
original allocation between land and building, loan documents, surveys, appraisals, and 
evidence of the placed-in-service date. It should also contain capital-improvement 
invoices, permits, depreciation schedules, refinancing documents, casualty records, 
prior tax returns, exchange documents, and sale records. Current operating records 
should separate rent, deposits, management expenses, repairs, utilities, insurance, 
taxes, interest, travel, and owner contributions or withdrawals. A separate bank account 
does not create deductions, but it makes the financial activity easier to prove and 
understand. Basis records should generally remain available throughout ownership and 
beyond the taxable disposition because a sale many years later may depend on evidence 
created near the original purchase. 

A tax reserve is money deliberately retained to meet expected tax obligations instead of 
being distributed or spent. Rental income may not have withholding, meaning no 



employer or payer automatically sends income tax to the government on the owner’s 
behalf. Estimated tax payments are periodic payments made during the year toward 
expected income-tax liability, and underpayment can produce penalties even when the 
full balance is eventually paid with the return. An investor should update projections 
after a major rent increase, property sale, refinance used for a new activity, large 
improvement, cost-segregation study, or exchange. A projection is not a promise of the 
final result, but it reveals whether the owner is building cash or quietly building a tax bill. 
Waiting until the filing deadline turns planning into damage control. 

The wisest use of tax strategy is to improve an already sound investment rather than to 
justify buying something that does not work. A deduction usually returns only a fraction 
of the amount spent because reducing taxable income by one dollar does not reduce tax 
by a full dollar. Spending $10,000 solely to save $2,500 in tax still leaves the owner $7,500 
poorer unless the spending also creates real value. Accelerated depreciation can 
preserve cash today, but it can reduce later deductions and increase the tax 
consequences of a sale. A 1031 exchange can defer gain, but it can also keep capital tied 
to real estate when the owner needs liquidity, meaning money that can be accessed 
without selling a difficult asset. Good planning begins with ownership goals, property 
economics, risk, and time horizon, then uses the tax rules to support those decisions. 

Real estate taxation is best understood as a history of the property told through 
numbers. Property tax measures the local government’s claim against ownership, rental 
reporting measures income and operating costs, depreciation spreads the recovery of 
capital, basis keeps track of the owner’s tax investment, and the sale calculation brings 
those years together. Nothing truly disappears, because a deduction may lower basis, a 
deferred gain may move into another property, and a suspended loss may wait for a 
future event. The owner who understands these connections can evaluate the property 
using both cash flow and after-tax results without confusing one for the other. The owner 
who ignores them may discover years later that the most important number was never 
the rent, sale price, or mortgage balance, but the adjusted basis that no one kept.  

 

 


