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Real estate is the only major asset class where the tax code is designed to reward you for owning it.

Stocks generate taxable gains and dividends. Bonds generate taxable interest. Real estate generates

income, appreciation, and a set of deductions and deferrals that, used correctly, can legally reduce or

defer the tax on all of it. That asymmetry is the reason so many serious investors concentrate here.

I want to be direct about what this article is and isn't. This is education, not tax or legal advice. The

rules below are real, but they are complex, they change, and they apply differently to every situation.

Before you act on anything here, talk to a CPA or tax attorney who knows real estate. What follows is a

map of the terrain so that when you sit down with that professional, you're asking sharper questions.

Why does real estate get taxed so differently?
The short answer: Congress uses the tax code to encourage private capital to build and maintain

housing and commercial space. Rather than the government owning and operating that infrastructure,

the incentives push individuals and businesses to do it. Depreciation, deferral, and favorable capital

gains treatment are the tools that make the math work.

The practical effect is that a rental property can produce positive cash flow while showing a taxable
loss on paper. You can collect rent every month, cover your mortgage and expenses, put money in

your pocket, and still report a loss to the IRS because of depreciation. No other mainstream investment

behaves this way. Understanding why is the foundation for everything else.

What is depreciation and why does it matter so much?
Depreciation is the tax code's assumption that a building wears out over time, even when its market

value is rising. The IRS lets you deduct a portion of the building's value each year as a non-cash

expense. For residential rental property, the standard schedule is 27.5 years; for commercial property,

it's 39 years.



Here's the key: you only depreciate the building, not the land, because land doesn't wear out. So if you

buy a $400,000 rental and the land is worth $100,000, you're depreciating $300,000. On a 27.5-year

schedule, that's roughly $10,900 per year in deductions you didn't write a check for.

That deduction offsets rental income. If your property nets $9,000 in cash after expenses but you have

$10,900 in depreciation, you may show a paper loss even though you're cash-flow positive.

Depreciation is the single most important concept in real estate taxation, and most new investors

underuse it.

There is a catch worth naming now: depreciation recapture. When you sell, the IRS wants some of

that benefit back, taxing the depreciation you claimed at a rate up to 25%. This is a major reason the

1031 exchange, discussed below, is so valuable — it defers recapture along with the gain.

How does cost segregation accelerate the benefit?
Standard depreciation spreads the deduction evenly over decades. Cost segregation compresses a

large share of it into the early years, when it's worth more to you.

A cost segregation study is an engineering-based analysis that breaks your property into components.

The building shell stays on the long 27.5- or 39-year schedule, but things like flooring, cabinetry,

appliances, specialized wiring, and land improvements (fencing, landscaping, parking) can be

reclassified to much shorter schedules — typically 5, 7, or 15 years. Faster schedules mean bigger

deductions sooner.

When paired with bonus depreciation rules that have periodically allowed a large percentage of

qualifying components to be written off in year one, cost segregation can produce a substantial first-

year deduction. In my experience, studies on properties above roughly $500,000 in improvement value

frequently reclassify somewhere in the range of 20% to 35% of the building's cost into accelerated

categories — but the actual number depends entirely on the property type and the study. A medical

office or short-term rental with lots of specialized components looks very different from a plain single-

family rental.

Cost segregation costs money — a professional study is not cheap — so it makes the most sense on

higher-value properties or portfolios where the accelerated deduction clearly outweighs the fee. And

bonus depreciation percentages have been a moving target legislatively, which is exactly why you

confirm the current rules with your CPA before modeling a deal around them.

What is a 1031 exchange and how does deferral compound?



A 1031 exchange (named for Section 1031 of the tax code) lets you sell an investment property and

roll the proceeds into another "like-kind" investment property without paying capital gains tax or

depreciation recapture at the time of sale. The tax isn't erased — it's deferred.

Why this matters: deferral lets you keep your entire pre-tax gain working in the next asset. Instead of

losing 20% to 30% of your equity to taxes on every sale, you compound the full amount. Do this

repeatedly over decades and the difference is enormous.

The rules are strict and the deadlines are unforgiving:

You must identify replacement property within 45 days of the sale.

You must close on the replacement within 180 days.

The proceeds must be held by a qualified intermediary — you cannot touch the money.

The replacement generally must be of equal or greater value to fully defer the tax.

"Like-kind" is broader than people expect. You can exchange a duplex for raw land, an apartment

building for a retail strip, or several small properties for one large one. What you cannot do is exchange

investment real estate for a primary residence or for stocks. And a long-standing planning idea —

sometimes called "swap till you drop" — is that if you keep exchanging and hold property until death,

heirs may receive a stepped-up basis. That interaction with estate rules is genuinely complex and is

exactly the kind of thing to run past both a CPA and an estate attorney.

Which operating expenses are actually deductible?
Beyond depreciation, the ordinary costs of running a rental are deductible against rental income.

Investors routinely leave money on the table by not tracking these carefully.

Strategy / Item What it does
Key limitation to discuss with your
CPA

Depreciation
Deducts building value over 27.5 (residential) or

39 (commercial) years

Subject to recapture at up to 25% on

sale

Cost segregation
Accelerates depreciation into early years via

component reclassification

Study cost; bonus depreciation rules

change

1031 exchange
Defers capital gains and recapture into next

property

45/180-day deadlines; qualified

intermediary required

Mortgage interest Deducts interest on loans against the property Tracing rules; personal-use limits



Strategy / Item What it does
Key limitation to discuss with your
CPA

Operating expenses
Deducts repairs, management, insurance,

utilities, taxes

Repairs vs. capital improvements

distinction

Long-term capital
gains

Taxes appreciation at preferential rates if held

12+ months

Applies only when you sell without

exchanging

Real estate
professional status

Lets losses offset non-passive income like

wages

Strict hours tests and material

participation

The most common trap in this table is the repair versus improvement distinction. Fixing a leak is a

repair you deduct now. Replacing the entire roof is an improvement you capitalize and depreciate.

Getting this wrong is a frequent audit issue, and it's worth a conversation with your accountant about a

written policy.

How are gains taxed when you finally sell?
If you sell rather than exchange, how long you held the property matters enormously. Property held 12
months or less is taxed at short-term rates equal to your ordinary income bracket. Property held

longer than 12 months qualifies for long-term capital gains rates, which are meaningfully lower —

historically 0%, 15%, or 20% depending on income.

Two wrinkles to keep in mind. First, depreciation recapture is layered on top of the capital gain, taxed

separately at up to 25%. Second, higher-income investors may owe an additional net investment

income tax on top of the base rates. This is precisely why "just sell it" is rarely the most tax-efficient

exit, and why the 1031 exchange is such a workhorse strategy.

What is real estate professional status and who qualifies?
Normally, rental losses are considered passive and can only offset passive income — not your W-2

wages or business income. This limitation frustrates high earners who generate large paper losses

through depreciation and cost segregation but can't use them against their day-job income.

Real estate professional status (REPS) changes that. If you qualify, your rental activities are treated

as non-passive, and those losses can offset ordinary income. The benefit is significant, but the bar is

high. In general terms, you must spend more than 750 hours per year and more than half of your
total working time in real property trades or businesses in which you materially participate.

That "more than half your working time" test is why a full-time surgeon or software engineer almost

never qualifies on their own — you can't spend more time on real estate than on a demanding W-2 job.



This is where the well-known short-term rental strategy and spousal planning enter the picture, and

where the rules get genuinely intricate. The IRS scrutinizes REPS claims closely and expects

contemporaneous time logs. If you're considering this path, documentation and professional guidance

aren't optional.

Putting it together without overreaching
The power of real estate taxation isn't any single strategy — it's how they stack. You buy a property,

run a cost segregation study to front-load depreciation, use that deduction to shelter cash flow (and

possibly other income if you qualify for REPS), then exchange into a larger property to defer the gain

and start the cycle again on a bigger base. Repeated over a career, this is how modest portfolios

become substantial ones.

But every one of these tools has conditions, deadlines, and interactions I've only sketched here. The

recapture rules, the bonus depreciation percentages, the REPS hour tests, and the estate interactions

all change and all depend on your specific facts. Treat this article as the framework for a better

conversation with a qualified professional — not a substitute for one. The investors who win here are

the ones who understand the strategy well enough to direct their advisors, then let those advisors

handle the execution.

Key takeaways

Depreciation lets a cash-flow-positive rental show a paper loss, and it's the single most underused

benefit for new investors.

�2

Cost segregation accelerates depreciation into early years and can front-load a large first-year

deduction on higher-value properties.

�2

A 1031 exchange defers both capital gains and depreciation recapture, letting your full pre-tax equity

compound into the next property.

�2

Holding longer than 12 months qualifies gains for lower long-term capital gains rates, but depreciation

recapture is taxed separately at up to 25%.

�2

Real estate professional status can unlock rental losses against ordinary income, but the 750-hour and

more-than-half-your-time tests are strict and heavily scrutinized.

�2

This is education, not tax or legal advice — rules change and vary by situation, so confirm everything

with a CPA or tax attorney before acting.

�2



Frequently asked questions

Can a rental property really make money while showing a tax loss?
Yes. Depreciation is a non-cash deduction, so a property can generate positive monthly cash flow while reporting

a paper loss to the IRS. This is one of the defining features of real estate as an investment. The loss reduces or

eliminates tax on the rental income.

Do I have to pay back depreciation when I sell?
In most cases, yes, through depreciation recapture, which taxes the depreciation you claimed at a rate up to

25%. A 1031 exchange defers this recapture along with the capital gain. This is a major reason exchanges are so

popular among long-term investors.

How fast do I have to move in a 1031 exchange?
You must identify replacement property within 45 days of your sale and close within 180 days. The proceeds

must be held by a qualified intermediary the entire time. Missing either deadline generally disqualifies the

exchange and triggers the tax.

Is cost segregation worth it for a single rental house?
It can be, but the study costs money, so it usually makes the most sense on higher-value properties or portfolios

where the accelerated deduction clearly exceeds the fee. A CPA can run the numbers before you commit.

Property type matters a lot to the result.

What's the difference between a repair and an improvement?
A repair keeps the property in working order and is deductible in the year you pay for it, like fixing a leak. An

improvement adds value or extends the property's life, like a new roof, and must be capitalized and depreciated

over time. Misclassifying these is a common audit issue.

Can I use rental losses against my regular salary?
Generally no, because rental losses are passive and only offset passive income. The exception is qualifying for

real estate professional status, which requires more than 750 hours and more than half your total working time in

real estate. That bar is difficult to clear if you have a demanding full-time job.

Is a 1031 exchange the same as never paying tax?
Not exactly — it's deferral, not elimination. You keep deferring the tax as long as you keep exchanging, and

holding property until death may give heirs a stepped-up basis. That estate interaction is complex and should be

reviewed with both a CPA and an estate attorney.

Should I rely on this article for my tax filing?
No. This is educational content, not tax or legal advice. The rules are complex, change frequently, and apply

differently to every situation, so consult a qualified CPA or tax attorney before making any decisions.
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