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I. Why U.S. real estate remains tax-advantaged in 2026 
 

U.S. real estate investing is popular because it can combine (i) cash yield, (ii) 
appreciation, and (iii) powerful tax sheltering during the holding period—primarily 
through current deductions and depreciation (a non-cash expense). In many real estate 
models, investors aim to (A) reduce current taxable income while holding, and (B) 
manage or defer gain on disposition (e.g., § 1031). (IRC §§ 61, 162, 167, 168, 1031). 

 

II. Commercial real estate vs. rental real estate: benefits and tax 
profile 

 

A. Commercial real estate (industrial, retail, office, multi-tenant, etc.) provides many 
tax benefits and incentives to investors, such as: 
 
- Nonresidential real property is generally depreciated over 39 years (straight-

line under MACRS) (IRC § 168). 
 

- Immediate deduction and expense of some improvements and fixtures if they 
qualify. 
 
- Preferential tax treatment of capital gains upon the sale of the property. 



- Lease structuring (e.g., triple-net) can shift certain costs to tenants and larger 
projects often yield more opportunities for depreciation acceleration via cost 
segregation. 

- Often aligns well with portfolio scaling strategies (including § 1031). 
 

B. Residential rental real estate (single family, small multifamily, etc.), also provides tax 
and financial benefits to investors, such as: 

- Depreciation for residential rental buildings is generally 27.5 years (straight-line) (IRC 
§ 168; IRS Pub. 527). 

- Preferential tax treatment of capital gains upon the sale of the property. 

- Wide range of ordinary operating deductions (management, repairs, insurance, utilities 
where paid by owner, etc.) (IRC §§ 162, 212). 
 

III. Deductions during ownership (2026-current) 
 

The U.S. tax laws allow for many operating and ordinary deductions (subject to 
substantiation, capitalization rules, and activity limitations) which enhance the return of 
investment to the Investor: 
 

A. Operating deductions 

- Ordinary and necessary expenses of operating rental/commercial property (IRC § 162; 
also § 212 for expenses for production of income). 

- Property taxes (IRC § 164—treatment depends on context). 

- Insurance, management, legal/accounting, advertising, utilities (as applicable) (IRC § 
162). 
 

B.  Interest expense: 

- Interest is generally deductible, but may be limited by § 163(j) (business interest 
limitation). 

 

 



C.  Repairs vs. improvements (capitalization) 

- Real estate taxpayers must separate currently deductible repairs from capital 
improvements that must be capitalized and recovered through depreciation (IRC § 
263(a)). 
 

IV. Depreciation, cost segregation, and 2026 expensing rules 
 

The U.S. tax laws and code allow for depreciation deductions and immediate deduction 
of many improvements and components of the real estate upon acquisition. 
 

1. Depreciation rates and life allowed: 

- Residential rental: 27.5-year SL (IRC § 168). 

- Nonresidential: 39-year SL (IRC § 168). 

- Land is not depreciable; purchase price must be allocated between land and 
improvements. 
 

2. Cost segregation 

A cost segregation study may reclassify parts of a building project into shorter-lived 
property, potentially allowing significant front-loading of depreciation. 
 

3. Bonus depreciation 

Bonus depreciation applies to qualified property with recovery periods of 20 years or 
less (IRC § 168(k)). 
 

4. Section 179 expensing of property acquired 

For tax years beginning in 2026 a deduction of: 

- § 179 limit: $2,560,000 of tangible property 

- Phaseout threshold: $4,090,000 

 

 



V. Deferral on sale: § 1031 remains a centerpiece 
 

The sale of the real estate may cause substantial gains and the investor has the option 
to structure the sale as a Like Kind Exchange and to defer the entire gain if it meets the 
requirements of Section 1031. 
 

A. Section 1031 like-kind exchanges 

Section 1031 of the Internal Revenue Code allows a taxpayer to defer recognition of 
gain on the disposition of certain real property when that property is exchanged for 
other like-kind real property held for productive use in a trade or business or for 
investment. Properly structured, §1031 can permit an investor to roll forward both 
capital gain and depreciation recapture, preserving capital for reinvestment and 
compounding returns over time (IRC § 1031; Treas. Reg. § 1.1031). 

 

B. Property That Qualifies for §1031 Treatment 

1. Eligible relinquished and replacement property 

Only real property qualifies for §1031 treatment (post-Tax Cuts and Jobs Act). Real 
property is broadly defined and includes: 

• Commercial real estate (office, retail, industrial, warehouse) 
• Residential rental property (single-family rentals, multifamily) 
• Raw land held for investment 
• Leasehold interests in real property with a remaining term of 30 years or more 
• Certain improvements constructed on land (including exchange-accommodation 

improvements) 

The definition of “real property” for §1031 purposes generally follows state law, 
supplemented by federal regulations. 

2. Like-kind standard 

The “like-kind” requirement for real property is very broad. As long as both properties 
are real property held for business or investment, they are generally considered like-
kind regardless of differences in: 

• grade or quality 



• location (e.g., exchanging property in one state for another) 
• use (e.g., apartment building for retail center, or land for improved property) 

For example: 

• An apartment building may be exchanged for raw land. 
• A warehouse may be exchanged for a shopping center. 
• Residential rental property may be exchanged for commercial real estate. 

 

C. Property That Does Not Qualify 

The following do not qualify for §1031 treatment: 

• Property held primarily for sale (dealer or inventory property) 
• Personal residences 
• Property held for short-term resale (“flips”) 
• Securities, partnership interests, or REIT shares 
• Personal property (e.g., equipment, vehicles, artwork) 

 

D. To qualify for §1031 deferral, all of the following requirements must be 
satisfied: 

1. Exchange structure (no constructive receipt) 
The taxpayer may not receive or control sale proceeds. Funds must be held by a 
Qualified Intermediary (QI) pursuant to a written exchange agreement. Receipt of 
cash or control over funds generally disqualifies the exchange. 

2. Identification period (45 days) 
Within 45 days of transferring the relinquished property, the taxpayer must identify 
potential replacement property in writing. Identification must comply with one of the 
following rules: 

• Three-Property Rule: Identify up to three properties of any value. 
• 200% Rule: Identify any number of properties as long as their aggregate value 

does not exceed 200% of the relinquished property value. 
• 95% Rule: Acquire at least 95% of the value of all identified properties. 

3. Exchange period (180 days) 
The taxpayer must acquire the replacement property within the earlier of: 



• 180 days after transfer of the relinquished property, or 
• the due date (including extensions) of the taxpayer’s return for the year of sale. 

These deadlines are strict and not extendable except in limited disaster-relief 
situations. 

 

E. Equal or Greater Value, Debt, and Equity 

To achieve full tax deferral, the taxpayer must: 

• Reinvest all net equity from the relinquished property, and 
• Acquire replacement property with equal or greater fair market value, and 
• Replace any debt relieved on the sale (or contribute additional cash). 

Failure to meet these thresholds may result in taxable boot. 

 

VI. Conclusion 
 

We are Business and Tax Attorneys and we strive to provide our clients the highest 
quality of legal and tax representation in the complex area of tax law.   
 
This alert has provided only general information and specific factual scenarios may 
change any conclusions that would apply.  
 
We strongly recommend you consult a corporate and tax attorney regarding your 
particular case. Should you need additional information it will be our pleasure to assist 
you. 
 
 

Sincerely, 
 

Ruben Flores, Attorney & CPA 

 


