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The Line That Can Save You Thousands
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The Internal Revenue Service draws a surprisingly
fine line between repairs and improvements, and
understanding where that line falls can mean the
difference between a deduction you take this year
versus one you recover slowly over decades.

For real estate investors, this distinction directly
affects cash flow, tax liability, and audit risk. Yet
many owners unknowingly misclassify expenses,
either capitalizing costs that could have been
deducted immediately or failing to preserve
deductions tied to replaced building components.
Understanding how the IRS views repairs versus
improvements, and how to document them
properly, can unlock meaningful tax savings.

The IRS provides guidance through the Tangible
Property Regulations, which focus on whether an
expense maintains a property or enhances it.

What Qualifies as a Repair?

Repairs are expenses that keep property in its
ordinary, efficient operating condition. These costs
do not materially increase the property’s value,
extend its useful life, or adapt it to a new or
different use.

Typical repair examples include:
¢ Fixing a leaking pipe or valve
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e Replacing broken windows or doors

e Patching or sealing a roof

e Repairing HVAC components

¢ Repainting between tenants

¢ Replacing damaged flooring in a single unit

Repairs are generally fully deductible in the year
incurred, which makes them especially valuable for
investors looking to offset current income.

What Counts as an Improvement?

Improvements are costs that go beyond routine
maintenance. The IRS uses the BAR test,
Betterment, Adaptation, or Restoration, to determine
whether an expense must be capitalized.

An improvement typically:
o Betters the property (adds value or functionality)
e Adaptsitto a new or different use
e Restores a major component or structural part

Common improvement examples include:
e Full roof replacements
e Major HVAC system upgrades
e Electrical or plumbing system overhauls
e Structural repairs
e Adding square footage
¢ Converting a warehouse into office or residential
space
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These costs must be capitalized and depreciated,
usually over 27.5 years (residential) or 39 years
(commercial), unless accelerated through planning
strategies.

Why Classification Matters for Depreciation

The classification of an expense determines when
you receive the tax benefit.

¢ Repairs » Immediate deduction

¢ Improvements — Depreciated over time

Misclassifying expenses can significantly delay
deductions and reduce near-term cash flow.

The Overlooked Opportunity: Partial Asset
Dispositions

Here’s where many investors lose money without
realizing it.

When a major component of a building is replaced—
such as a roof, HVAC system, or electrical
infrastructure- the remaining tax basis of the old
component may be eligible for a partial asset
disposition (PAD).

If properly identified and documented, investors may
be able to:
o Write off the undepreciated value of the retired
asset
¢ Avoid continuing to depreciate something that no
longer exists

Without proper records, that remaining basis is often
left on the books—effectively lost.

Real-World Example: Repair or Improvement?

Consider a multifamily property where the owner
replaces several rooftop HVAC units.

¢ If a single unit fails and is replaced due to wear
and tear, the cost may qualify as a repair

o |f the owner replaces all units as part of a system-
wide upgrade, the IRS may view this as a capital
improvement
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Now add another layer:

If the original HVAC system was capitalized years
ago, the remaining tax basis of the old units could
potentially be written off—but only if the components
and costs are clearly documented.

This is where many investors miss deductions:
They capitalize the new system but continue
depreciating the old one, even though it has been
removed.

Common Mistakes That Trigger Missed
Deductions or Audit Risk

Misclassification isn’t just costly—it can increase IRS
scrutiny.

Some of the most common issues include:

e Capitalizing obvious repair expenses out of
caution

e Lumping repairs and improvements together on a
single invoice

¢ Failing to identify replaced components

e Lacking clear descriptions of work performed

¢ Inconsistent capitalization policies year to year

The IRS expects consistency and documentation.
Poor records don't just reduce deductions—they
weaken your position in the event of an audit.

How to Document Repairs and Improvements
Correctly

Documentation is the foundation of proper tax
treatment.

To support deductions and future planning
opportunities, investors should:
o Keep detailed invoices describing the scope of
work
e Separate repair costs from improvement costs
whenever possible
¢ Retain before-and-after photos
e Track placed-in-service dates
e Maintain a written capitalization policy
e Identify major components and systems replaced
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This level of detail not only protects current
deductions but also supports advanced strategies
like cost segregation and partial asset dispositions.

How Repairs and Improvements Fit Into Broader
Tax Planning

Repairs and improvements don’t exist in isolation.
When properly analyzed, they can play a key role in a
broader real estate tax strategy.

¢ Repairs create immediate deductions

¢ Improvements can be accelerated through cost
segregation

e Replaced assets may qualify for partial write-offs

e Proper classification supports future exit planning

Investors who understand this interplay are better
positioned to optimize cash flow throughout the entire
property lifecycle—not just at acquisition.

The Bottom Line

Repairs and improvements may look similar
operationally, but from a tax perspective, the
distinction is critical. Correct classification can
accelerate deductions, improve cash flow, and
reduce long-term tax exposure.

Many investors unintentionally defer deductions for

years—or permanently lose them—simply due to
improper categorization or documentation.
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