Rental Property

Basis vs Expenses

Useful Publications

Pub 527 – Residential Rental Property

Pub 535 – Business Expenses

Pub 925 – Passive Activity and At-Risk Rules

Pub 946 – How to Depreciate Property

The two main categories of costs that you will need to track will be Expenses and Basis.

Expenses are deducted the year they are paid. Expenses can begin the date the property became available to rent. Expenses incurred to prepare the property – painting, repairs, etc., paid BEFORE the property was available - have to be capitalized. Translation = spread out over 60 months.

Examples of expenses are:

Advertising, utilities, Insurance, taxes, interest (mortgage and other), cleaning and maintenance, repairs, travel/mileage, etc. It is recommended to start using a spreadsheet to track these amounts monthly so that at the end of the year, it is an easy task to collect the figures needed.

Basis and Adjustment to Basis are used to determine depreciation. Depreciation on Rental Property is spread out over 27.5 years. Certain other items can be depreciated separately for shorter periods.

· To determine the Basis of the house, begin with the Settlement Sheets (both pages) of the Original Purchase and any subsequent refinancing. Because land is not depreciated, you will also need the Property Tax Assessment for the year of the conversion to determine the value of the land.
· Then you’ll want to figure your Adjustment to Basis. This is the cost of all capital improvements made to your property BEFORE it was available for rent. Be careful here. Work that does not increase the value of your property, but rather keeps it in good condition, is considered a repair, not an improvement. Repairs that took place before you began preparing the house for rent, do not need to be tracked.
· Once depreciation on the house is figured out for the first year, then you only have to track NEW improvements after that.

· Any NEW improvements will be put on its own depreciation schedule. But if you are only replacing something that was already there (i.e. painting the house or replacing the carpet between renters), that is considered a repair and will be expensed in the year paid.

· If a fence is put in AFTER the property is available for rent, it will be depreciated for 15 years instead of 27.5. Any NEW landscaping will be depreciated for 15 years. If you add a shed, it will be depreciated for 7 years.

· If furniture or an appliance was left for the renters (furniture that was not in the house when you bought it), it is depreciated for 5 years. It is not part of the basis of the house.

