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Agenda

= Explain what a cost segregation is, and the related tax
benefits

= |dentify tax issues that should be considered in conjunction
with a cost segregation study

= |dentify the most common qualifying assets applicable to
cost segregation studies

= Discuss bonus depreciation and section 179 expensing

= Estate planning considerations

= Discuss tangible property regulations
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Cost Segregation Overview

= Used to maximize the return on investment of a
construction project through special allowance
depreciation

= Achieved by reallocating costs into asset classes with
shorter useful tax lives eligible for special allowance
depreciation

" Increases initial cash flow (time value of money) by
accelerating depreciation deductions

= (Can be used to establish a Unit of Property (UOP) under the
Tangible Property Regulations (TPRs)
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Cost Segregation Overview (continued)

= A cost segregation study is most advantageous after new
construction of commercial or residential real estate

= A study should also be considered for:
» Acquisitions of property
» Remodeled property

» Expanding upon an existing property

SOLUTIONS BEYOND THE OBVIOUS PRESENTED BY TRONCONI SEGARRA & ASSOCIATES LLP



TRONCONISEGARRA
Z\SSOCIATES..

Certified Public Accountants
Business Consultants

Example: Commercial Office Building

= S$10 million new construction of commercial office space

=  Without cost segregation, costs are depreciated over 39 years

= Year 1 depreciation deduction increased by $2,435,900

= Projected NPV benefit using a 5% discount rate amounts to
$550,000

Depreciation Comparison and Tax Benefits

Year 1 Projected
o=/ year 15 year 39 year Depreciation NPV Benefit
No Cost Seg $ - $ - $10,000,000 $ 256,400 $

CostSeg $ 1,500,000 $ 1,000,000 $ 7,500,000 $ 2,692,300 $ 550,000
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Example: Property Types Eligible for a Study

Building Type Average Reallocation of Costs

Apartment Buildings 5-35%

Retail Stores 20 -40%
Restaurants 20 -45%
Office Buildings 10 - 30%
Manufacturing Facilities 20 - 60%
Grocery Stores 25-45%
Hotels 25— 45%
Warehousing/Storage Facilities 10— 25%
Auto Dealerships 35-50%

__________
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Tax Considerations

= Bonus and/or Section 179 depreciation apply to reallocated
costs from the study which magnifies tax benefits

= Unused tax deductions carry forward to future years

= Depreciation recapture will apply to personal property in
the year of sale

= Section 1031 (Like-Kind Exchange) rules should be
considered

» Can still be beneficial, however bonus depreciation only applies to
excess basis in new property

= Passive activity rules can prevent a taxpayer from receiving
the benefits of a cost segregation study
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Planning Considerations

=  Widely used tax planning tool for
real estate professionals and

Investors -y
= Study is typically performed in the [T
year construction is completed, or = |

property is acquired

= |f performed in later years, Form
3115 must be filed and attached
to tax return to claim previously
missed deductions - section 481(a)
adjustment
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Section 1245 — Tangible Personal Property

e
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* Equipment e Specialty electrical feeds
* Furniture & Fixtures e Cabinetry & Countertops
* Appliances * Receptacles

* Decorative lighting
* Decorative millwork
 Removable flooring

* (Carpeting
* Plumbing fixtures
* Specialty

piping/ventilation
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Land Improvements

= |ncludes improvements directly to or added to land,
whether the improvements are 1245 property or 1250
property, provided the improvements are depreciable.

Examples might include: «  Landscaping

* Parking lots *  Swimming pools
/1@\ > ;.—

T gl §
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e Sidewalks

* Roads

* Drainage facilities
* Septic systems

* Sewers

* Fences
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Allocation of Soft Costs

= Soft costs are allocated to direct costs on a pro-rata basis.
Examples of soft costs include:

* Architect fees

 Engineering fees \\\ \}\\\
* Building permits |
* General conditions
* Legal & accounting fees
P

* Project management costs
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Bonus Depreciation - Phase Out under TCJA

=  100% bonus depreciation applies to all assets acquired AND
placed in service after 9/27/17 and before 1/1/23. The
phase out of bonus depreciation under the TCJA begins in

2023 Year acquired and in Bonus depreciation
service allowable

9/28/17 — 12/31/22 100%
2023 80%
2024 60%
2025 40%
pAOPAS 20%
After 12/31/26 0%
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Bonus Depreciation — Qualified
Improvement Property (QIP)

= Qualified Improvement Property can be defined as:

» Any interior improvement made to a nonresidential property AFTER
the building was first placed-in-service by ANY taxpayer (Sec. 1250
real property only)

» Improvement must be non-structural in nature
» Must not be an enlargement of the building
» Elevators & escalators do not qualify

= QIPreplaced qualified leasehold improvements, qualified
retail improvement property, and qualified restaurant
property as of 1/1/2018
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Section 179 Expensing

= Sec. 179 expense allows a business to deduct all, or a
portion of the purchase of qualifying property

= 2024 deduction limitation = $1,220,000

= 2024 purchase limitation = $3,050,000

» Purchases of Sec. 179 qualifying property in excess of limitation
results in a dollar-for-dollar reduction in total 179 deduction

= |n general, Sec. 179 applies to tangible personal property,
such as machinery & equipment, and furniture & fixtures,
however the TCJA expanded the definition of qualifying
property to include certain real property
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Section 179 Expensing — Qualified Real
Property (QRP)

= Qualified Real Property includes improvements made to the
following components of a nonresidential building:
» Roofs
» HVAC systems
» Fire protection
» Security systems

= Similar to the rules for QIP, the improvements must be made after
the date the building was first placed-in-service by any taxpayer

= Since these improvements are not eligible for bonus depreciation,
taxpayers should consider utilizing Sec. 179 expense on QRP rather
than on bonus-eligible property
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Passive Activity Rules

= Passive activity loss rules generally limit the ability of
taxpayers to shelter active trade or business income with
deductions from passive activities

= Passive losses can only be deducted against income from
other passive activities and are carried forward to future
years until the taxpayer has offsetting passive income, or
disposes of his or her interest in the activity

= Form 8582 is filed each year to track carryforwards of
suspended passive activity losses for a taxpayer

= KEY TAKEAWAY: be sure to plan ahead and account for
these rules when considering a cost segregation study
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Passive Activity Rules — Grouping Election

=  Section 469 allows for a taxpayer to make a grouping election to
combine trade or business activities with passive activities making
them one “economic unit” thus allowing losses from the passive
activity

= @Grouping election is irrevocable once made (remains in effect for
all future years)

= There are certain test for determining whether a grouping results
in an appropriate “economic unit”:
» Extent of common control and common ownership
» Similarities and differences in types of businesses
» Geographical location

» Interdependencies between activities
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Depreciation Recapture

= Upon sale of a property, the

taxpayer is required to recapture

depreciation deductions taken on

section 1245 - tangible personal

property

» Recapture amount is the lesser of
allowable depreciation or the total
gain realized

» Recapture is taxed at ordinary rates

» Section 1245 property loses value
guicker than real property, so best to
hold onto for at least 3 years to avoid

unnecessary tax consequences
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Estate Planning Considerations

= (Cost segregation opportunities
can arise when a property owner
passes away and the property is
inherited

= Any gains built up during the
decedent's lifetime are forgiven

= The beneficiary receives a “step-
up” in basis on the property to
the fair market value on the date
of death and depreciation starts
over
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Tangible Property Regulations (TPRs)

= TPRs were effective as of January 1, 2014
=  Regs provide guidance on the following:
» Unit of Property (UOP)
» Capital expenditures
» Amounts paid to acquire tangible property
» Amounts paid to improve tangible property
» Dispositions
» When expenditures should be expensed
=  Decision making tool to determine whether an expenditure should be
capitalized or expensed
=  Final regulations have greatly increased demand for cost segregation
studies
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Demolition Considerations

=  When a building is demolished, the building basis must be
capitalized as non-depreciable land

= Cost segregation study should be performed prior to
demolition if there is value in tangible personal property
and land improvements

= Tangible personal property and land improvements can be
reallocated and expensed when demolished

= |f building is purchased and immediately demolished, there
is no opportunity for cost segregation and the entire cost is
capitalized as non-depreciable land
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Partlal Dispositions

A partial asset disposition allows a taxpayer to write-off the
remaining depreciable basis of items removed during a renovation

project in addition to depreciation deductions on the replacement
items

= Not retroactive — tax deduction for partial asset disposition is only
available in the tax year the renovation was performed

= The following renovation projects commonly result in partial
disposition opportunities:

» Roof repairs
» Replacement lighting
» Doors and windows

» HVAC replacement
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Repair Regulations -

Expense vs. Capitalize Analysis Flowchart

The final Repair Regulations contain guidance regarding how to treat expenditures related to tangible property.
The following flowcharts will assist in analyzing invoices and determining the proper treatment of expenditures.

Materials and

Supplies Flowchart

Does the expenditure result in an asset that will be used longer
than 12 months in the business?

|

|

A 4
Is the expenditure more
than $2,500, including

sales tax, freight,
installation, etc?

Capitalized on the
financial statements?

Expense item.

policy in place by the
tax yea

Will the business have a capitalization

beginning of the
r?

\
v

Expense item.

Will the company use the
de minimis exception?

Is the expenditure for a
new asset/Unit Of Property
(UOP), or related to an
existing asset/UOP2

@

°o

1. Deduct if the amount
is less than the
capitalization policy.

2. Capitdlize if
capitalized for
financial statements.

Additional Considerations:

1. When «

invi

multip
2. Itis very important fo img

in order to apply the de

v

Capitalize.

minimis rules

See
Improvement

Flowchart

to the total

common for

sginning of the fax year,



Improvement Flowchart

[ Is the existing UOP to which the expenditure relates a building or piece of equipment? ‘

v

All other tangible property

Apply the following BAR fests to the individual subsystems of the building:
(1) Building Structures; (2) HVAC; (3) Plumbing System; (4) Electrical System;
(5) All Escalators; (6] All Elevators; (7) Fire Protection and Alarm System;

(8) Security System; and (9) Gas Disfribution System.

Apply the following tests to the individual
piece of equipment or component that
performs a discrete and major funcfion.

[ Y ‘
| Check for MACRS conformity ‘
i h 4
Betterment Test » Restoration Test
Does the expenditure correct a material Does the expenditure rebuild the UOP

defect that existed prior to placing the

to like-new condition after the end of its
UOP in service?

class life {not routine maintenance)?

o Q
W

Does the expenditure Does the expenditure replace a part,

create a material or combination of parts that comprise

addition to the UOP2 a major component or a substantial
structural part of the UOP2

v | i. Major Component Definition:
Copitchza, Afan‘(s) thali pe.rform a discn:ete and
critical function in the operation of a
A UOP (40% or more replaced).
ii. Substantial Structural Part Definition:
= )
Doss ihe expsntlilirs creds A part(s) that comprise 30% of the total

material increase in: (1) Strength; physicalsmtite of the UCE

(2) Capacity; (3) Productivity;
(4) Efficiency; (5) Quality;
or (6] Outpute
Does the expenditure return the UOP
from a state of nonfunctional disrepair?
' [
Adaptation Test @ @—
|
v

Does the expenditure adapt the UOP
to a new or different use which is
not consistent with the ordinary use
of the UOP at the time you originally
placed the UOP in service?

- ° o

‘ Deduct as a repair. ‘

Have you recognized a
gain or loss on UOP?
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Frequently Asked Questions

= Whatis the typical timeframe for a cost segregation study?
» Studies usually take 30-60 days depending on complexity
» Important to consider tax deadlines when inquiring about a study
"= How much does it cost?
» Our fees range from $10,000 - $15,000
» Dependent on the building type and square footage

» Renovation projects in progress over multiple years can increase cost
= How much do | have to spend for a cost segregation to be worth

it?

» In general, you should consider a cost segregation study when the initial
investment is at least $750,000
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Questions & Contact Us

Contact Information

@) John ). Callahan, CPA, Partner
XK jcallahan@tsacpa.com
\. 716-633-1373

m Michael P. Zeoli, Jr., CPA, Senior Manager
I mzeoli@tsacpa.com
\. 716-438-2190
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