For Tax Advisors
BENEFITS OF THE COST SEGREGATION
STUDY FOR COMMERCIAL
PROPERTY OWNERS
Financial advisors often find it difficult or impossible to suggest methods or strategies to reduce
real estate property owners’ federal tax liability and apply MACRS depreciation to all assets that
qualify under the IRS Rules and Procedures. In accordance with the Department of the Treasury
under I.R.C. Sections 1245 and 1250, and recent US Tax Court Cases, personal property and
certain land improvements may be depreciated over significantly less time than nonresidential
real property by performing a Cost Segregation Study.

A Cost Segregation Study may prove to be a measurable solution
that will reduce your client’s tax liability, as well as assist in the
specific and defensible identification of assets that qualify under the
Cost Segregation Procedural Rules, IRS Statutes and Tax Court
Cases.
A Cost Segregation Study is an engineering based analysis on
commercial (31.5/39yr) and residential/multi-family rental (27.5yr)
property that will determine whether an asset is I.R.C. Section 1245property or Section 1250 property. Assisting in this determination,
Cost Segregation specialists use a wide variety of tools for this
analysis such as precedent-setting US Tax Court Cases like Hospital
Corporation of America and Subsidiaries, 109 T.C. 21 (1997) or
Boddie-Noell Enterprises, Inc. v. United States, KTC 1996-510
(Fed.Cls.1996).

The application of a
Cost Segregation
Study may
significantly reduce
your client’s tax
liability and provide
needed cash flow
for other business
endeavors.

Another relevant tool used in the Cost Segregation process is the
Field Directive on Planning and Examining of Cost Segregation
Issues in the Restaurant Industry. This memorandum issued by the
Department of The Treasury for industry directors will provide
direction to effectively utilize recourses in the classification and
examination of a taxpayer who is recovering costs through
depreciation of tangible property used in the operation of their
business. Even though this memorandum is not an official
pronouncement of the law, it is used as a guideline for classification
of short-lived assets.
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To save time and additional fees, the ideal
time to begin a Cost Segregation Study is
when your client first plans to build a new
investment property, remodel, or expand an
existing building. A Cost Segregation
specialist can then identify, segregate and
reclassify the project-related costs that qualify
for a shorter depreciable life as they are
incurred, instead of waiting until the project is
completed. For capital construction projects
and newly acquired buildings, an accurate
assignment of costs will allow a taxpayer to
"front load" cost recovery and cash flow,
maximizing them in the immediate years
following the construction or purchase.
Cost Segregation is not limited to newly
constructed or purchased investment property.
A one-year section 481(a) adjustment can be
claimed for property previously placed in
service. The same structured analysis using
the engineering cost estimating procedures,
application to judicial decisions, IRS rulings
and regulations of costs associated with the
construction of a building can be performed for
a taxpayer who previously placed MACRS
residential or nonresidential real property in
service after 1986. By performing a Cost
Segregation Study on these properties, a
taxpayer can receive permission to change
the accounting method pursuant to Rev. Proc.
2002-19, Appendix, Section 2.01. Under this
revenue procedure, a taxpayer is allowed to
reclassify building elements as personal
property and claim a deduction for the
depreciation that should have been claimed
on those elements.

Previously, the amount of unclaimed
depreciation was generally taken into account
as a negative (taxpayer favorable) IRC §481(a)
adjustment over a four-year period. The IRS
has now reduced the four-year spread for
negative IRC §481(a) adjustments to one year,
effective for tax years ending on or after
December 31, 2001.
A Cost Segregation Study can be a valuable
pre-construction tax planning tool that can
be used to maximize the benefits of identifying
elements of a building that can be designed to
qualify for accelerated depreciation.

CAPITAL REVIEW GROUP does not advise on any
personal income tax requirements or issues. Use of any
information from this document or web site referred to is
for general information only and does not represent
personal tax advice either express or implied. You are
encouraged to seek professional tax advice for personal
income tax questions and assistance.
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