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WHAT WE’LL COVER

1. What are capital gains? 
2. Four tax classes of real estate 
3. Estimating capital gains taxes 
4. Tax reduction or deferment strategies 

▪ Capital loss “harvesting”
▪ Installment Sale 
▪ Tax Deferred Exchange 

“The hardest 
thing in the world 
to understand is 
the income tax.”

~ Mr. Einstein
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REQUIRED REPORTING

A taxpayer MUST report all gains or losses 
realized from the disposition of capital 
assets, including stocks, bonds, and real 
estate – and likely pay taxes on net gains in 
the year of sale.
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FORTUNATELY, you pay only on the profit after 
subtracting the amount you’ve invested over the 
period of ownership.

Such a profit is called Capital Gain.

You may not always pay taxes on the total gain 
that year.

While every gain is “realized,” not all gains are 
“recognized.” 
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WHAT IS CAPITAL GAIN?

▪ Profit from the sale of a “capital asset”.

▪ Capital assets include stocks, bonds, artwork, 
precious metals, and certain types of real estate.

▪ Lower tax rates are available for this particular kind 
of income (if qualified).

▪ Other income sources such as wages are taxed at 
“ordinary” tax rates.
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CAPITAL GAINS TAX?

▪ Capital gains tax is an alternative (preferential) federal and state tax on profits 
from selling “capital assets” like stocks or real estate.

▪ A capital gain is calculated as the “net sale price” minus the original cost of the 
asset  (called “basis.”).

▪ A capital loss arises when the net sales price is less than the asset’s basis.

▪ Only profits are taxed. Some capital losses can be deducted.

▪ Tax only becomes due once you sell the asset.
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CAPITAL GAINS AND ME

Real estate professionals should always 
raise the possibility of capital gains taxes 
whenever listing a property for sale.

How come nobody told me?
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Historically, capital gains from sale of certain assets 
have received preferential tax treatment.

▪ Lowering capital gains taxes is intended as a 
incentive to churn more selling and reinvesting.

▪ Capital gain tax laws have changed significantly 
over the years ... higher or lower!

▪ REALTORS® should be politically vigilant.
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CAPITAL GAIN 

▪ Long term capital gains (asset held for 
over one year) are taxed at a much 
lower “capital gains” tax rate.

▪ Short term gains (asset held for a year 
or less), are taxed at taxpayer’s 
“ordinary rate.”
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The TAX RATE you pay on such 
gains depends in part on how 
long you’ve owned the asset. 
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FORMS TO FILE

When you dispose of property, you file one of the following forms: 

▪ Schedule D, Capital Gains and Losses

▪ Form 4797, Sales of Business Property

▪ Form 8824, Like-Kind Exchanges

▪ Form 8949, Sales and Other Dispositions of Capital Assets
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2021 Capital Gains Tax Rates

For Unmarried 
Individuals, 
Taxable Income Over

For Married Individuals 
Filing Joint Returns, 
Taxable Income Over

For Heads of 
Households, 
Taxable Income Over

0% $0 $0 $0

15% $40,400 $80,800 $54,100

20% $445,850 $501,600 $473,750

Source: Internal Revenue Source
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NET INVESTMENT INCOME TAX or Medicare Tax applies at rate 
of 3.8% to certain net investment income of individuals, estates 
and trusts with taxable income above statutory thresholds of 
modified adjusted gross income.

Net Investment Income includes interest, dividends, capital 
gains, rental and royalty income, non-qualified annuities, 
income from businesses involved in trading of financial 
instruments or commodities, and businesses that are passive 
activities to taxpayer. 
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NET INVESTMENT INCOME TAX (3.8%) applies to taxpayers with net 
investment income above applicable thresholds. 

The NIIT is 3.8% on the lesser of:
▪ Net Investment Income 
▪ Excess of modified adjusted gross income over threshold amounts: 

✓ $250,000 for married filing jointly or qualifying widow
✓ $125,000 for married filing separately
✓ $200,000 in all other cases
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Preferred capital gains rates do NOT 
apply to all types of real estate 
properties.

You need to know the differences 
among the four tax classes of real 
property.
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INTERNAL REVENUE CODE places real estate into one of four 
specific tax classes:

1. PERSONAL - Buy and reside

2. DEALER – Buy and flip

3. INVESTMENT - Buy and hold

4. INCOME OR BUSINESS - Buy, use, and hold

Deductions
Depreciation
Capital Gains
Exchangeability
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TAX CLASSIFICATIONS

PERSONAL RESIDENCE

▪ Where you live or plan to live.

▪ Includes a second home not rented out.

▪ Limited home mortgage interest deduction.

▪ Limited or no home equity loan interest deduction.

▪ Limits on real estate tax deduction (SALT).

▪ Other operating expenses are not deductible.  

▪ Depreciation not allowed (except for home office). 

▪ Gains upon sale may be offset by special homeowners’ exemption ($250,000 to $500,000). 

▪ If not eligible, profit is capital gain. Losses not deductible.
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TAX CLASSIFICATIONS

DEALER PROPERTY

▪ Those in the business of buying and selling primarily for speculation. 

▪ No set rule for how many deals. Builders and flippers fit into this category.

▪ No depreciation on dealer property.

▪ No special capital gains tax rates either.

▪ But losses may be fully deductible.

▪ If you sell real estate regularly, the IRS probably considers you a dealer. 
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TAX CLASSIFICATIONS

AVOID BEING CONSIDERED A DEALER

▪ The longer you hold a property, the more it seems like 
investor-owned property rather than inventory for sale.

▪ Don’t maintain a business office that deals largely with 
developments.

▪ If you own multiple lots, separate the ownership into 
different entities. 

▪ Avoid excessive buying and selling (rule of thumb is 5 
houses per year).

▪ You can be a dealer and an investor at the same time.
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TAX CLASSIFICATIONS

INVESTMENT REAL ESTATE (IRC §1221)

▪ Term “investment real estate” often describes any property other than one’s 
personal residence.  

▪ The TAX classification “investment property” is more specific – real estate held 
primarily for later re-sale.  

▪ Does not include property used in his trade or business. (§1231)

▪ Usually unimproved (raw land, e.g.)
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TAX CLASSIFICATIONS

INVESTMENT REAL ESTATE

Gains on sale of capital assets receive capital gains 
treatment on any gains.

But losses are maximized at $3000 yearly. 

You can carry over unused losses.
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TAX CLASSIFICATIONS

WHAT IS TAX-LOSS HARVESTING? 

▪ Tax-loss harvesting involves offsetting capital gains with 
capital losses so little or no capital gains tax comes due.

▪ Investors might intentionally sell some securities at a 
loss to achieve this when they have significant gains.

▪ Typically employed to limit the recognition of short-
term capital gains, but may also offset long-term capital 
gains. 

▪ Tax-loss harvesting is also known as “tax-loss selling,” 
usually implemented near the end of the calendar year.  
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TAX CLASSIFICATIONS

INCOME PRODUCING OR BUSINESS REAL ESTATE (IRC §1231)

▪ Includes depreciable property used in a trade or business, or held for the 
production of income. 

▪ Does not include real estate held primarily for resale (“investment real estate”)

▪ Buildings, most improvements, and equipment are depreciable. Land is not.

▪ Gains on sale are considered as capital gains (better tax rates).

▪ Losses on sales are “ordinary,” meaning the entire amount may be 
deducted in the year of sale.
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Gains and losses are taxed differently depending on their I.R.S. classification.

PERSONAL RESIDENCE

DEALER PROPERTY

INVESTMENT REAL ESTATE

INCOME PROPERTY

Capital gain (with exclusions) but 

no losses allowed.

Gains and losses are “ordinary.”

Capital gain, capital loss

Capital gain, but ordinary loss
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REALIZED GAIN is the difference between Net Sale Price 
and the property’s Adjusted Cost Basis.
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ADJUSTED COST BASIS

BEGINNING BASIS

ADD: PURCHASING COSTS 

ADD: IMPROVEMENTS 

LESS: ACCUMULATED 
DEPRECIATION 

= ADJUSTED COST BASIS

NET SALE PRICE

SALE PRICE

LESS: SELLER CLOSING COSTS

EQUALS: NET SALE PRICE

NET SALE PRICE

LESS ADJUSTED COST BASIS 

= REALIZED GAIN
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BASIS GOES UP when you incur capital improvements.

BASIS GOES DOWN when you take annual depreciation. 
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BEGINNING BASIS (Purchase Price)

+ Transaction Costs

+  Capital Improvement

- Accumulated Depreciation

=  ADJUSTED COST BASIS
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BASIS is the purchase price plus 
closing costs and improvements.

The lesser of the adjusted basis of the 
donor, or property’s FMV. 

Deceased’s ACB or FMV at time of 
death, whichever greater.
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CAPITAL GAINS AND ME

“STEPPED UP” BASIS

Under Internal Revenue Code §1014(a), when a 
person (the beneficiary) receives an asset from a 
giver (the benefactor) after the benefactor dies, 
the asset often receives a “stepped-up” basis, 
which is its tax market value at the time the 
benefactor dies. 
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ADJUSTED COST BASIS

BEGINNING BASIS

ADD: PURCHASING COSTS 

ADD: IMPROVEMENTS 

LESS: ACCUMULATED 
DEPRECIATION 

= ADJUSTED COST BASIS

NET SALE PRICE

SALE PRICE

LESS: SELLER CLOSING COSTS

EQUALS: NET SALE PRICE

NET SALE PRICE

LESS ADJUSTED COST BASIS 

= REALIZED GAIN
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CAPITAL GAINS AND ME

DEPRECIATION RECAPTURE is the procedure for collecting income tax on gain realized 
when a taxpayer disposes of an asset that has previously been depreciated. 

Because the taxpayer deducted depreciation from the taxpayer’s ordinary income, the 
taxpayer has to report any gain the taxpayer receives up to the depreciated amount as 
ordinary income to offset the earlier deduction. Any gain above that is a capital gain 
subject to more favorable capital gains tax rates.  

▪ IRC §1245, all personal property depreciation is subject to recapture at the taxpayer’s 
ordinary rate. 

▪ IRC §1250, depreciation of real property is not recaptured at ordinary rates, BUT is 
instead subject to a 25% tax rate only the amount depreciated; any remaining gain 
received preferred capital gains rates.  
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Sale Price $1,000,000
Selling Costs 100,000
Net Sale Price $    900,000

Adjusted Cost Basis
Purchase Price $   480,000
Purchasing Costs 20,000
Less: Accumulated Depreciation 150,000
Adjusted Cost Basis $   350,000

CAPITAL GAIN $   550,000

TAX CALCULATION (federal only)

Capital Gain $ 550,000
Depreciation Recapture 150,000
Remaining Gain $ 400,000

$150,000 @ 25% rate $ 37,500
$400,000 @ 15% rate $ 60,000

TOTAL FEDERAL TAX $  97,500

HOW DEPRECIATION RECAPTURE WORKS
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Higher Capital
Gains Tax

Health 
Care Tax

Depreciation 
Recapture Tax

State Taxes

15% or 20% 3.8% 25% 0% to 13.3%

CAPITAL GAINS TAXES

Single investors exceeding 
$445,850 taxable income 
and married couples 
exceeding $501,600 pay 
20% capital gains rate.

Surtax imposed on gain in 
excess of $200,000 for 
single filers and $250,000 
for married couples filing 
jointly.

Applies only to total 
depreciation previously 
recovered by taxpayer. 

Tax rates vary.        
In MI it is 4.25%.
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REDUCE OR DEFER CAPITAL GAINS

▪ Change property use prior to a sale.

▪ Capital loss harvesting

▪ Installment sale

▪ Tax Deferred Exchange (§1031)

▪ Die beforehand!
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WHAT IS AN INSTALLMENT SALE?

▪ A sale of property where at least one payment is received after the close of 
the tax year in which the sale occurs. 

▪ Rather than receiving the proceeds at the time of the sale, you typically 
receive a series of payments spread out over several years.

▪ Income may be reported under the “installment method,” whereby income 
recognized is a proportion of payments received that tax year.   

▪ Taxpayers may elect out of the installment method.   
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SELLER FINANCING

Instead of getting the entire price in cash at closing, the seller carries back part 
or all of the price using some form of legal debt instrument.  

▪ Usually, seller has sizeable equity in the property (small current mortgage 
balance paid off at closing, unless assumable). 

▪ Seller deeds the property to the buyer at closing.

▪ Buyer gives the seller a mortgage (or trust deed in some states), and a 
promissory note outlining financing terms. 

▪ Seller no longer owns the property. He becomes a lender.
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INSTALLMENT SALE

LAND CONTRACT (a/k/a “contract for deed)

▪ A written legal contract used to purchase real estate. A land contract is a 
form of seller financing similar to a mortgage, but rather than borrowing 
money from a lender or bank to buy real estate, the buyer makes payments 
to the real estate owner, or seller, until the purchase price is paid in full.

▪ Upon satisfaction of all terms and conditions, including payment of the 
purchase price over a specified time period, the legal title of the property 
transfers from the seller to the buyer by deed.

▪ Until deed is executed, both buyer and seller have equitable interests.
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“No gain or loss shall be recognized on 
the exchange of real property held for 
productive use in a trade or business 
or for investment - if such real 
property is exchanged solely for real 
property of like-kind.”

The investor can defer the capital gains 
tax by reinvesting proceeds in another 
qualified property.  

§1031 
DEFERS

taxes

§1031 is 
NOT

tax-free

X

TAX DEFERRED EXCHANGE
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§1031 Exchange is a method for selling one property, then 
proceeding with acquisition of another qualified property within a 
specific timeframe. While most real estate deals are taxable as 
outright sales, if you fall within “1031 rules,” you’ll either have no 
tax or limited tax due at the time of the exchange.

A real estate seller should consider an exchange when he expects 
to acquire a replacement “like kind” property subsequent to the 
sale of existing property.  

TAX DEFERRED EXCHANGE
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§1031 EXCHANGE RULES

1. Replacement property must cost as much as or more than relinquished property.

2. Properties must be “Like Kind” – both held either for a productive purpose in business or 
trade, or as an investment. (IRC §1231 or §1221 property only).

3. ALL monetary proceeds from the original sale must be reinvested towards acquiring the 
new real estate property. Any cash proceeds retained from the sale are taxable.

4. Sales proceeds must go to a qualified intermediary, not the investor.

5. Replacement property must be subject to an equal or greater level of debt than the 
property sold -- or the buyer pays tax on the amount of decrease. 

6. Exchange must occur within statutory timeframes.

TAX DEFERRED EXCHANGE
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BASIC §1031 RULES

3
REPLACE THE VALUE OF THE DEBT

Replace the value of the debt that was on 
the relinquished property, by placing or 
assuming a loan on the replacement 
property of an equal or greater amount. 

4
RECEIVE NO $

Receive nothing in the exchange but like-
kind property.

1
EQUAL OR GREATER

Purchase property of EQUAL OR GREATER 
value. 2

REINVEST

Reinvest ALL of the net proceeds from the 
relinquished property.

In order to obtain a deferral of the entire capital gain tax the Exchanger must:

All within strict timeframes!
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EXAMPLE

George Grapegrower (married, filing jointly with no 
other taxable income) has owned a vineyard for 
almost 10 years and wants to sell the property for 
$3,000,000.  Exchanger originally paid $1,500,000 for 
the property, put about $200,000 of capital 
improvements into the property and took 
approximately $600,000 in depreciation deductions. 
George owes $2,000,000 to the Lender.  

TAX DEFERRED EXCHANGE
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SALE VS. EXCHANGE

1

Calculate ADJUSTED COST BASIS

Original Purchase Price (Basis) $1,500,000

PLUS Capital Improvements + $200,000

LESS Accumulated Depreciation - $600,000

Equals ADJUSTED COST BASIS $1,100,000
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SALE VS. EXCHANGE

2

Calculate CAPITAL GAIN

Fair Market Value $3,000,000

LESS Estimated Closing Costs -$200,000

Net Sales Price $2,800,000

LESS Net Adjusted Basis - $1,100,000

Equals CAPITAL GAIN $1,700,000
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SALE VS. EXCHANGE

3

Calculate CAPITAL GAIN TAX DUE

FEDERAL CAPITAL GAIN
Gain Due to Depreciation (25%)
Gain Due to Appreciation

$501,600 x 15%  =
$598,400 x 20%  =

Taxable Investment Income (Healthcare Tax)
($1,700,000-$250,000)

$1,700,000
-$600,000 x 25% =

$1,100,000

$1,450,000 x 3.8% =

$150,000

$75,240
$119,680

$55,100

STATE State Tax (using 5%) $1,700,000 x 5% = $85,000

TOTAL FEDERAL & STATE TAXES $485,020
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SALE VS. EXCHANGE

Run THE NUMBERS

§1031 permits deferral 

of ALL:
• Capital Gains Taxes 

(Federal & State)

• Depreciation Recapture 

(25% Federal)

• Healthcare Tax (3.8%)

SALE EXCHANGE

Net Equity $800,000 $800,000

Total Capital Gain Taxes $485,020 -0-

Equity to Reinvest $314,980 $800,000

Proposed Acquisition 
(using net equity as 25% down payment)

$1,259,920 $3,200,000
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Joint Ownership Problems

Acquire management-free property.

Estate Planning
Dispose of one property and acquire several 
properties (example: distribute one replacement 
property to each family member). 

Use in Profession
A doctor sells a rental house and acquires a medical 
building to support the practice.

Cash Flow
Sell vacant land; acquire improved property to 

generate cash flow.

Depreciation 
Exchange from fully depreciated property to a 

higher value property – the additional value 
can be depreciated.

Appreciation

Dispose of property in a slow market area and 
acquire property in a hot market area.

WHY 
1031?

EXCHANGE MOTIVES

Reduce Management Burdens

Conversion

Acquire separate properties so that co-
owners can separate interests.

Acquire property suitable for future
conversion to primary residence or 

vacation home.
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EXCHANGE COOPERATION CLAUSE

RELINQUISHED PROPERTY

Buyer hereby acknowledges that it is the intent of the Seller to complete a tax deferred 
exchange under IRC Section 1031 which will not delay the close of the purchase transaction 
or cause additional expense to the Buyer.  The Seller’s rights under the purchase and sale 
agreement may be assigned to a Qualified Intermediary of the Seller’s choice for the 
purpose of completing such an exchange.  Buyer agrees to cooperate with the Seller and 
the Qualified Intermediary in a manner necessary to complete the exchange.

To provide the other party with notice of the exchange, the Exchanger should 
have an exchange cooperation clause in the Purchase and Sale Agreement for 
both the relinquished and replacement properties:

TAX DEFERRED EXCHANGE
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The IRS stipulates that an actual exchange must take place in each 
§1031 transaction. This means the parties must assign to a 
Qualified Intermediary:

1. Their interest as seller of the relinquished property, and 
2. Their interest as buyer of the replacement property. 

The Qualified Intermediary should be an Independent Party (not 
DISQUALIFIED) to the transaction.

QUALIFIED INTERMEDIARY

TAX DEFERRED EXCHANGE
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▪ IDENTIFICATION PERIOD: The party selling a property must 
identify other replacement properties he proposes to buy no later 
than 45 days from the day of selling the relinquished property.  

▪ EXCHANGE PERIOD: A person who relinquished property must 
receive (close on) the replacement property no later than 180 days 
after the date on which the person transfers the property 
relinquished -- or the due date for the person's tax return for that 
taxable year in which the transfer of the relinquished property has 
occurred, whichever situation is earlier. 

TAX DEFERRED EXCHANGE
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These are calendar days – not business days – no allowance for 
weekends or holidays. No exceptions or extensions allowed, 

unless specified under federal declared emergency.
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IMPORTANT THINGS TO KNOW ABOUT 1031 EXCHANGES

▪ A 1031 exchange doesn’t make capital gains tax go away; it just postpones it.

▪ You don’t necessarily have to swap a rental property for an identical rental 
property or a parking lot for a parking lot. “Like-kind” generally means you’re 
swapping one business or investment property for another business or 
investment property. 

▪ Relationships matter. Your qualified intermediary can’t be a relative, your 
attorney, banker, employee, accountant or real estate agent. People who have 
served you in any of those capacities in the past two years are also off-limits. 
And you can’t be your own qualified intermediary.
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Other programs by Marty Rueter

▪ R.E. Investment Analysis

▪ Real Estate Taxation

▪ Capital Gains and Me

▪ Business Brokerage

▪ Commercial Leasing

▪ Listing Mastery

▪ Buyer Mastery

▪ Recruiting Mastery

▪ Broker Management

678-675-7478

mrueter@aol.com
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