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Tax Matters

Suppose a real estate investor is planning to sell a property that she has held for many years. Due to accumulated depreciation, the
property's adjusted basis has significantly decreased. The same investor also has some realized losses on stocks. Could the investor use
those losses to offset some of the gains from the sale?  

In general, capital losses realized on stocks or other assets may offset capital gains, but not ordinary income,   from the sale of a property.
Therefore, it is important to understand which portion of the gain from the sale would be treated as capital gain and which would be treated
as ordinary income.

Let’s start at the top. The total gain on the sale of property — calculated as the difference between the sale price and the adjusted basis
— is divided into two components. The first component is the gain from appreciation in property value (i.e., the sale price minus the original
purchase price), which is recognized as a long-term capital gain and taxed at a maximum federal rate of 20% (plus a 3.8% Net Investment
Income Tax, or “NIIT”).*

The second component is the gain from previously taken depreciation deductions, which can be further categorized as “Unrecaptured” and
“Recaptured.” The portion corresponding to straight-line depreciation is considered unrecaptured and is treated as long-term capital gain,
taxed at a special increased maximum federal rate of 25% (plus a 3.8% NIIT).*

Any depreciation exceeding straight-line depreciation is considered “additional depreciation”, which is subject to “recapture” and taxed as
ordinary income at a maximum federal rate of 37% (plus a 3.8% NIIT).*

Now let’s turn back to our example. The investor can indeed use the losses from stocks to offset the capital gains from the sale of real
estate, first those taxed at 25% (plus 3.8%) and then those taxed at 20% (plus 3.8%). If the investor’s property has been depreciated over
many years, the additional depreciation — the part subject to “recapture” — may be relatively small. As a result, a significant portion of the
gain due to depreciation may be treated as a long-term capital gain that can be offset with capital losses.

So, when it comes to real estate, depreciation has two tax characters. During the useful life of the property, depreciation can be used as
an ordinary deduction against passive income. Later, upon the sale of the property, a substantial portion of such cumulative depreciation
may be treated as a long-term capital gain. What this means for investors is losses realized from underperforming stocks (or other capital
losses, including those carried forward from prior years) can be used to offset a meaningful portion of gains from the sale of real estate.

 

 

 *Source: IRS. As of October 2024.Tax rates and other tax information is subject to change.
This is a hypothetical example and does not take into consideration an investor's complete tax situation.
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https://www.irs.gov/filing/federal-income-tax-rates-and-brackets


This material is intended for informational purposes only and should not be construed as legal or tax advice, nor is it intended to replace the advice of a
qualified attorney or tax advisor. The recipient should conduct his or her own analysis and consult with professional advisors prior to making any investment
decisions.

This document is not intended to, and does not relate specifically to any investment strategy or product that AQR offers. It is being provided merely to provide a framework to assist
in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein.

This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investment losses. 

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein. 

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forward-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different from that shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded
by subsequent market events or for other reasons. 

[ 1 ] Other than up to $3,000

[ 2 ] For simplicity, let’s assume that the investor does not have any capital gains aside from those from the sale of the property.
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