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Executive Summary

Real estate is the most tax-advantaged investment class in the U.S. tax
code. Through depreciation, cost segregation, professional status
elections, and strategic exits, investors can generate substantial cash
flow while paying minimal—or zero—current income tax.

This toolkit provides comprehensive guidance on the most powerful real
estate tax strategies, backed by specific IRC provisions and real-world
Implementation guidance. Every strategy is designed for Ilegal
compliance and audit defense.

Key Takeaways:

e Cost segregation accelerates $200,000-$500,000+ in deductions to
year one

e Real estate professional status unlocks unlimited loss deductions
against W-2 income

e 1031 exchanges defer 100% of capital gains indefinitely through
strategic reinvestment

e Bonus depreciation and opportunity zones create immediate six-
figure tax savings
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Understanding Real Estate
Tax Advantages

Real estate receives preferential tax treatment through multiple
provisions in the tax code. These arent loopholes—theyre intentional
policy designed to encourage real estate investment and development.

The Core Tax Benefits

Tax Benefit ogalFoundation | mpact

27.5-39 year deduction for

Depreciation IRC §167,5168 o
P 3 3 building wear
- o 1

Cost Segregation Rev. Proc. 2011-14 Accelerate 20-40% of basis to
5-15 years

Passive Loss Exception IRC § 469(i) $25K active participation
deduction

RE Professional Status IRC § 469(c)(7) Unlimited loss deduction vs.
other income

1031 Exchange IRC §1031 Defer 100% of capital gains

Bonus Depreciation IRC § 168(k) 60-100% first-year expensing
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Depreciation: The
Foundation of Real Estate
Tax Strategy

Depreciation is a non-cash deduction that reduces taxable income while
preserving cash flow. This is the fundamental advantage that makes real
estate uniquely tax-efficient.

Legal Foundation

IRC § 167 permits depreciation deduction for property used in trade or
business. IRC § 168 establishes recovery periods: residential rental = 27.5
years, commercial = 39 years. Land is not depreciable—only buildings
and improvements.

How Depreciation Works

e Separate purchase price into land (not depreciable) and building
(depreciable)

e Allocate building basis over statutory recovery period (27.5 or 39
years)

e Deduct depreciation annually against rental income

e Excess depreciation creates passive losses (subject to limitations)

e At sale: Depreciation recapture taxed at 25% (unrecaptured § 1250

gain)
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Depreciation Tax Shelter Example
Investor purchases $1M residential rental property:

» Land value: $200K (not depreciable)
- Building value: $800K (depreciable over 27.5 years)
- Annual depreciation: $29,091

Year 1 Cash Flow:

« Rental income: $60,000

- Operating expenses: $18,000
- Mortgage interest: $30,000

* Net cash flow: $12,000

Year | Tax:

« Taxable income: $60K - $18K - $30K - $29K = -$17,000

. Tax on rental: $0 (loss shelters all income)

« Excess $17K loss: Suspended or offsets other income if qualified

Land vs. Building Allocation

Use county assessment ratio if available. Otherwise, obtain appraisal
separating land and improvement values. Higher building allocation =
larger annual deduction. IRS may challenge unreasonable allocations—
document methodology.

Placed in Service Date
Depreciation begins when property is ready and available for rental, not
when tenant moves in. Document this carefully—can start depreciation

while marketing property. Use mid-month convention for real property—
half month of depreciation in acquisition month.
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Cost Segregation Studies:
Accelerated Depreciation

Cost segregation reclassifies building components into shorter-life
categories, dramatically accelerating depreciation deductions. This is
the highest-ROI tax strategy for commercial and high-value residential
properties.

Legal Foundation
Rev. Proc. 2011-14 provides safe harbor procedures for cost segregation
studies. Engineering-based analysis identifies property components

qualifying for 5-, 7-, or 15-year life instead of 27.5 or 39-year building life.

What Gets Reclassified

Asset Category Recovery Period Examples

Parking lots, sidewalks,

L | 1 . .
and Improvements b years landscaping, fencing
Carpeting, appliances,
Personal Property 5-/ years : .
furniture, equipment
. Electrical (dedicated
B 5-15 .
uilding Systems years use), plumbing (process)
: Rest t ' t
Specialty Systems 5-7 years estatrant sytipment,

medical office systems
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Cost Segregation ROl Example
Purchase $3M commercial building:

Without cost segregation:
- Entire $2.7M depreciable basis over 39 years
 Year 1 depreciation: $69,231

With cost segregation study:

- Study cost: $10,000

- Reclassify: $1.2M to 5-15 year property

« Remaining: $1.5M stays 39-year property
 Year 1 depreciation with bonus: $1,200,000
« Tax savings at 37%: $444,000

. Net benefit: $434,000 (4,340% ROI)

10-year cumulative benefit: $800,000+ in accelerated deductions

Bonus Depreciation Integration

5-, 7-, and 15-year property identified through cost segregation qualifies
for bonus depreciation (60% in 2025, phasing down annually). This

creates massive first-year deductions. Combined with passive loss

strategies, can eliminate current tax on property.

Best Candidates for Cost Segregation

Recently purchased or constructed properties

retroactively)
Commercial properties over $500K

(can apply

Specialty properties: restaurants, medical offices, manufacturing
High-income owners who can utilize accelerated deductions
Properties held in entities where depreciation flows through to owners
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Catch-Up Depreciation (Form 3115)

Can perform cost segregation on properties purchased in prior years
and claim all missed depreciation in current year through Form 3115
(automatic accounting method change). This creates immediate benefit
without amending returns.

Real Estate Professional
Status (IRC § 469)

Real estate professional status is the ultimate tax strategy for high-
iIncome individuals with rental properties. It converts passive losses into
ordinary deductions usable against W-2 income, business income, and
other active income.

Legal Foundation

IRC & 469(c)(7) creates exception to passive loss limitations for qualifying
real estate professionals. This is the most scrutinized provision in real
estate taxation—documentation is critical.

Qualification Requirements (ALL must be met)

e More than 50% of personal services performed during the year are in
real property trades or businesses

e Perform more than 750 hours of services in real property trades or
businesses

e Materially participate in each rental activity (separate test per
property)

e Maintain contemporaneous time logs documenting all real estate
activities

www.aetaxadvisors.com



Dual-Income Strategy Example
Household with $400K W-2 income + rental properties:

Spouse A: Full-time W-2 job ($400K)
Spouse B: Manages 6 rental properties full-time

Spouse B documentation:

- Real estate hours: 1,600/year (property management)
» Other work: 0 hours (100% > 50% requirement)

- Material participation: 250+ hours per property
 Detailed time logs maintained

Result: Qualifies as real estate professional

Tax impact:

- Rental depreciation/losses: $180,000

- Offsets Spouse A's W-2 income

» Tax savings: $66,600 (37% bracket)

« Annual benefit on $400K income: 16.7% reduction

What Counts as Real Property Trade or Business

e Property management and operations
e Redl estate development and construction
e Property acquisition and disposition

e Real estate brokerage
e NOT included: Financial services, real estate investing as passive
activity
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Documentation Requirements (IRS Scrutinizes Heavily)

e Daily time logs with date, activity description, and hours

e Separate tracking for each rental property (material participation
test)

e Evidence of real estate work: emails, invoices, contractor
communications, tenant interactions

e Comparison showing real estate hours exceed other personal service
hours

Passive Activity Loss Rules
and Material Participation

Understanding passive loss limitations is essential for tax planning. These
rules determine whether rental losses can offset other income or must be
suspended.

The Three-Tier System

Tier1- Passive Investor (most restrictive):
e Rental losses suspended indefinitely (carried forward)
e Can only offset passive income from other sources
e Released when property is sold (fully taxable disposition)

Tier 2 - Active Participation ($25K special allowance):
e Up to $25,000 of losses can offset ordinary income
e Phases out: MAGI $100K-$150K (gone at $150K)
e Requires: Own 10%+ interest, make management decisions
e Most small landlords qualify for this
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Tier 3 - Real Estate Professional (unlimited):
e All rental losses fully deductible against any income
e No income phaseout limitations
e Requires meeting all three tests described in previous section

Material Participation Tests (7 Ways to Qualify)

To materially participate in a rental activity (required for RE professional
status), must meet ONE of these tests PER PROPERTY:

1.500+ hours of participation in the activity

2.Substantially all participation in the activity

3.100+ hours AND no one else participated more

4.Material participation in 5 of last 10 years

5.Personal service activity with material participation in 3 prior years
6.100+ hours in activity on regular, continuous, substantial basis
7.Facts and circumstances test (must exceed 100 hours)

Grouping Election Strategy
Investor with 8 similar rental properties:

Without grouping election:

- Must materially participate in EACH property (100+ hrs x 8)
 Total: 800+ hours required

- Difficult to document separately

With grouping election (filed with return):

« Group all 8 properties as one activity

- Material participation test: 500 hours total across all
« Much easier to meet and document

Requirements for grouping:

 Properties must form appropriate economic unit
 Similar locations, property types, or management
« Election is binding for future years



Short-Term Rental Exception

Properties rented for 7 days or less average stay are NOT automatically
treated as passive—can be active business. This creates planning
opportunity for vacation rentals and Airbnb properties. See detailed
section below.

1031 Like-Kind Exchanges:
Tax-Free Property Swaps

Section 1031 exchanges allow deferral of 100% of capital gains and
depreciation recapture when trading investment or business property for
like-kind property. This is the most powerful wealth-building tool in real
estate.

Legal Foundation

IRC § 1031 permits non-recognition of gain on exchange of like-kind
property held for investment or business use. As of 2018, only applies to
real property (not personal property).

Critical 1031 Requirements

e Both relinquished and replacement property must be held for
Investment or business use

e Must use qualified intermediary (cannot touch sale proceeds)

e |dentify replacement property within 45 days of sale

e Close on replacement property within 180 days of sale

e Trade equal or up in value (otherwise boot = taxable gain)

e Reinvest all equity (any cash received = boot)
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Identification Rules (45-Day Deadline)

Three-Property Rule: Identify up to 3 properties regardless of value

200% Rule: Identify unlimited properties if total value < 200% of
relinquished property

95% Rule: Identify unlimited properties if acquire 95%+ of identified value

1031 Exchange Tax Deferral Example
Investor sells rental property after 10 years:

Original purchase: $500K (land $100K, building $400K)
Accumulated depreciation: $145,455
Sale price: $1,200,000

Without 1031:

» Capital gain: $700K + $145K recap = $845K taxable
- Tax: $140K (20%) + $36K (25% recap) = $176,000

« Cash after tax: $1,024,000

With 1031 exchange:

» Purchase $1.5M replacement property

» Reinvest all $1.2M proceeds + new financing
. Tax: $0 (100% deferred)

- Basis in new property: $654,545 (carryover)
» Full $1.2M working in new investment

Can repeat 1031 indefinitely—death provides step-up basis

Reverse 1031 Exchanges

Acquire replacement property BEFORE selling relinquished property.
Useful when perfect replacement is available but havent sold current
property yet. Exchange Accommmodation Titleholder (EAT) holds property
temporarily. More complex and expensive but preserves 1031 benefits.



Bonus Depreciation and
Section 179

Bonus depreciation allows immediate expensing of a substantial
percentage of qualifying property in the year placed in service.
Combined with cost segregation, this creates massive first-year

deductions.
Legal Foundation

IRC § 168(k) provides bonus depreciation for new and used qualified
property. 2025: 60% bonus depreciation (phasing down 20% per year until
elimination in 2027). Applies to property with recovery period < 20 years.

What Qualifies for Bonus Depreciation

e 5-,7-,15-year property (from cost segregation studies)

e Personal property: furniture, equipment, appliances

e Land improvements: parking lots, sidewalks, landscaping

e Both new AND used property qualify (since 2017 tax reform)
e Does NOT include: Buildings (27.5/39-year property), land

Section 179 Expensing (Alternative)

IRC § 179 allows immediate expensing up to $1,220,000 (2025) for
qualifying property. Limited by taxable income (can't create loss).
Generally less advantageous than bonus depreciation for real estate
investors.
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Short-Term Rental Loophole
(7-Day Average Stay)

Properties rented with average stays of 7 days or less are NOT
automatically passive activities. With sufficient participation, these can

be treated as active businesses—a
active income WITHOUT real estate

Legal Foundation

lowing losses to offset W-2 and other

orofessional status.

IRC § 469(c)(7) and Temp. Reg. 1.469-1T(e)(3)(ii) exclude rentals with 7-
day average stays from automatic passive treatment. If material

participation exists, activity is non-padssive.

How to Qualify

e Calculate average rental period: Total rental days + number of rentals

e Average must be < 7 days for the tax year

e Materially participate in the activity (meet one of the 7 tests)

e Provide substantial services: cleaning, concierge, breakfast, etc.
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Short-Term Rental Strategy Example
High-earner with vacation rental:

Property: Mountain cabin listed on Airbnb
Annual rentals: 80 bookings, 450 total nights
Average stay: 5.6 days (450 + 80)

Owner participation:

* Property management: 200 hours

- Maintenance/repairs: 150 hours

« Guest communications: 100 hours

- Marketing/booking: 50 hours

- Total: 500+ hours (material participation)

Tax treatment:

- NOT passive rental (7-day exception)
« Treated as active business

- Depreciation/losses: $75,000

« Fully deductible vs. $350K W-2 income
- Tax savings: $27,750 (37% bracket)

Documentation Critical

e Detailed rental logs showing each booking's check-in and check-out
dates

e Time logs proving material participation (500+ hours safest)

e Evidence of substantial services provided to guests

e Platform reports (Airbnb, VRBO) showing booking details
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Exit Strategies: Minimizing
Depreciation Recapture

Real estate exits require careful tax planning. Depreciation taken during
ownership creates recapture tax at sale. Strategic exit planning can defer
or eliminate this tax.

Understanding Depreciation Recapture

Unrecaptured Section 1250 Gain: Depreciation taken is taxed at 25%
upon sale (even if gain qualifies for 20% long-term capital gains rate).
This applies to straight-line depreciation on buildings.

Section 1245 Recapture: Accelerated depreciation on personal property
(from cost segregation) taxed as ordinary income (up to 37%). Only
applies to extent of gain—won't create ordinary income loss.

Strategy 1: 1031 Exchange (Defer Indefinitely)

Continue exchanging into new properties, deferring all tax. Upon death,
heirs receive step-up in basis—permanently eliminating deferred gains.
This is the "swap till you drop” strategy.

Strategy 2: Instaliment Sale (Spread Recognition)

IRC § 453 allows spreading gain recognition over multiple years through

seller financing. Receive payments over time, recognize gain
proportionally. Useful for managing tax brackets and avoiding AMT.
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Strategy 3: Opportunity Zone Reinvestment

Reinvest capital gains from property sale into Qualified Opportunity Fund
within 180 days. Defer original gain, reduce gain by 10-15% if held 5-7
years, eliminate NEW appreciation if held 10+ years. See Guide #1 for
details.

Strategy 4: Strategic Timing for Low-Income Years

Sell properties in years with low other income (sabbatical, retirement,
business loss). This minimizes marginal rate on recapture. Can use
passive loss carryforwards to offset gains.

Strategy 5: Death and Step-Up Basis

Property received by heirs gets basis adjustment to FMV at death. All
deferred depreciation recapture permanently eliminated. This requires
holding until death but produces best long-term result for dynasty
wealth planning.

Critical Exit Planning Considerations

e Model tax impact before listing property for sale

e |dentify 1031 replacement properties before closing on sale

e Consider holding through low-income years rather than selling at
peak income

e Coordinate with estate planning if near end of life (step-up planning)

e Reserve cash for taxes if not doing 1031—don't get caught illiquid
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Exit Strategy Comparison
Investor with $1M property basis, $500K depreciation:

Sale at $2M (immediate recognition):

- Capital gain: $1.5M ($2M - $500K adjusted basis)
- Depreciation recap: $500K at 25% = $125K tax

« Remaining gain: $IM at 20% = $200K tax

« Total tax; $325,000

 Net proceeds: $1,675,000

1031 Exchange into $2.5M property:

. Tax; $0 (deferred)

« Hold until death: Step-up basis

- Heirs inherit at $2.5M basis

« Tax permanently avoided: $325,000+

Installment sale (5-year term):

- Recognize gain: $300K/year x 5 years
« Spread over multiple tax brackets

* Interest income on note

- Present value tax cost: ~$275,000
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Work With AE Tax Advisors

Real estate tax strategy requires specialized expertise and meticulous
documentation. The strategies in this guide can save hundreds of
thousands annually—but only if implemented correctly and defensibly.

Real Estate Tax Planning Services

AE Tax Advisors specializes in readl estate tax strategy for investors,
developers, and property professionals:

e Cost segregation study coordination and integration

e Redal estate professional status qualification and documentation
e Material participation tracking and audit defense

e 1031 exchange planning and qualified intermediary coordination
e Exit strategy modeling (1031, installment sale, OZ reinvestment)

e Short-term rental strategy and documentation

e Passive loss utilization and carryforward management

Schedule Your Private Consultation

Get a comprehensive review of your real estate portfolio with
specific tax-saving recommendations.

Visit: www.aetaxadvisors.com/contact
Email: contact@aetaxadvisors.com

Analysis includes:

« Cost segregation opportunity assessment
 RE professional status feasibility review

« Portfolio depreciation optimization

- Exit strategy tax modeling



Cost Segregation
Coordination

We coordinate directly with engineering firms specializing in cost
segregation studies. Our process ensures studies are completed
correctly, integrated properly into tax returns, and documented
defensibly for audit. We also handle the Form 3115 accounting method

change for catch-up depreciation on prior-yedr acquisitions.

Legal Disclaimers

This whitepaper provides general educational information about real
estate tax strategies under federal tax law. It is not intended to provide

tax, legal, or financial advice. Real estate tax planning requires analysis of
specific property types, ownership structures, holding periods, and
iIndividual circumstances.

Real estate professional status is heavily scrutinized by the IRS. Time
tracking must be contemporaneous and detailed. Material participation
requirements must be met separately for each property unless a valid
grouping election is made. State tax treatment varies significantly. Cost
segregation studies must be performed by qualified professionals.

AE Tax Advisors does not guarantee any specific tax savings. Actual
benefits depend on proper implementation, documentation, and
ongoing compliance. IRC references are provided for educational
purposes and do not create an advisory relationship.
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OFFICE:

935 Lake ElImo Dr,
Suite B Billings, MT 59105

EMAIL:
team@aetaxadvisors.com

WEBSITE :
WwWw.aetaxadvisors.com
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