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IRS Offers Tax Savings Opportunity To Real Estate Owners

What is Cost Segregation?
As a result of a tax case, Hospital Corp. of America, et al. v. Commissioner, 109 TC 21, Code Sec. 168, 
significant up-front tax savings can be realized by owners of commercial and residential real estate, as 
well as tenants who have made substantial improvements to their occupied space.

Explanation
In a legal memorandum, the Internal Revenue Service (IRS) stated that when the acquisition of real 
property is supported by proper supporting documentation (i.e., a specialized cost segregation study 
prepared by a qualified engineer/appraiser), certain portions of the building and surrounding property 
can be depreciated over a shorter period than the building itself.

The owner receives the ability to expense these assets over 5, 7 or 15 year periods, based upon the 
classification of improvement.  These lives are far shorter than the 27-1/2 or 39 year lives currently 
applicable to the building itself, and can provide accelerated tax deductions to the owners of the property.

This benefit applies primarily to property acquired after 1986 and must be supported by the required 
documentation.  Any additional expense determined to be attributable to prior years can be utilized in 
the year of change, providing the basis for significant tax refunds or tax reductions without amending 
tax returns.

Effect of 2013 IRS Repair Regulations
A cost segregation study will result in determining the cost of various building systems. Therefore, 
when a building system or major component of a building system is replaced, the owner will be able to 
determine the cost that can be deducted as a result of its replacement.

How to Start
Your first step is to evaluate whether your properties fit into the profile above.  By completing a short 
questionnaire and supplying us with a few descriptive facts about the property, we will be able to 
prepare an estimate of the benefits you will receive from a cost segregation study.

If you acquired property or made substantial improvements after 1986, we can assist you in evaluating 
your savings.  For further information and to determine if a cost segregation study can benefit you, 
please contact Marc Wieder of Cost Segregation Consultants LLC.

Cost Segregation Consultants LLC Copyright © 2014. 
This contains information which is general in nature and based on sources which are believed to be authoritative. Specific applications would require consideration of all facts and 
circumstances by qualified professionals familiar with a taxpayer and therefore we are not liable for the application of any information contained herein.  No part of this correspondence may 
be reproduced or utilized in any form or by any means without written permission from Cost Segregation Consultants LLC.
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Cost Segregation Studies 

Partial List Of Assets Which Can Potentially Be Re-Classified
Residential Rental Property

Land Improvements – 15 year property:

•	 Site utilities / drainage 
•	 Parking lot paving 
•	 Sidewalks and curbing 
•	 Exterior lighting 
•	 Underground sprinklers 
•	 Signs and fencing 
•	 Landscaping
•	 Site improvements – ponds, fountains, etc. 
•	 Concrete parking bumpers
•	 Carports
•	 Flagpoles
•	 Swimming pools 
•	 Tennis courts 
•	 Playgrounds 
•	 Basketball courts

Furnishing, Fixtures and Equipments – 7 year property:

•	 Office / clubhouse furniture and fixtures
•	 Indoor sport courts
•	 Fire extinguishers 
•	 Emergency lighting 
•	 Antenna systems 
•	 Alarm systems
•	 Floor molding

Distributive Trades and Services – 5 year property:

•	 Carpeting	
•	 Appliances
•	 Vinyl tiles	
•	 Smoke detectors
•	 Counters	
•	 Shelving
•	 Cabinets	
•	 Window treatments
•	 Equipment wiring	
•	 Data wiring

See attached spreadsheet for actual results from a study previously done by
Cost Segregation Consultants LLC 
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Cost Segregation Studies 

Partial List Of Assets Which Can Potentially Be Re-Classified
Commercial Property

Land Improvements – 15 year property:

•	 Site preparation 
•	 Site utilities 
•	 Asphalt paving 
•	 Concrete curbing 
•	 Exterior lighting 
•	 Fencing
•	 Railings
•	 Flagpoles

Furniture, Fixtures and Equipment – 7 year property:

•	 Carpeting 
•	 Vinyl flooring 
•	 Wallpaper 
•	 Interior fencing
•	 Decorative millwork
•	 Dock equipment
•	 Fire extinguishers 
•	 Decorative lighting 
•	 Equipment
•	 Guard rails

Distributive Trades and Services – 5 year property:

•	 Observation windows 
•	 Pass-thru windows 
•	 Cabinets
•	 Data wiring
•	 Equipment wiring
•	 Filing systems
•	 Supplemental power supply
•	 Supplemental HVAC

See attached spreadsheet for actual results from a study previously done by
Cost Segregation Consultants LLC 
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Cost Segregation Studies 

Partial List Of Assets Which Can Potentially Be Re-Classified
Shopping Center

Land Improvements – 15 year property:

•	 Site preparation 
•	 Site utilities 
•	 Asphalt paving 
•	 Concrete curbing 
•	 Exterior lighting 
•	 Fencing
•	 Railings 
•	 Flagpoles 
•	 Signage 
•	 Awnings 
•	 Traffic signals

Furniture, Fixtures and Equipment – 7 year property:

•	 Carpeting	
•	 Vinyl flooring
•	 Wallpaper
•	 Interior fencing	
•	 Decorative millwork
•	 Dock equipment	
•	 Fire extinguishers
•	 Equipment
•	 Guard rails
•	 Ceiling fans
•	 Automatic doors

Distributive Trades and Services – 5 year property:

•	 Service counters 
•	 Slatboard / pegboard 
•	 Observation windows 
•	 Pass-thru windows 
•	 Cabinets
•	 Decorative lighting
•	 Security systems
•	 Music / intercom systems
•	 Equipment and data wiring

 
See attached spreadsheet for actual results from a study previously done by

Cost Segregation Consultants LLC 
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Cost Segregation Methodology

Federal tax law states that in order to calculate depreciation, a taxpayer must use the proper recovery 
period and correct method for each asset or property owned. Property constructed or purchased usually 
consists of many asset types and classes with different recovery periods.

In order for a taxpayer to properly determine which asset classes exist within their property, the property 
must be separated into individual components. When only lump-sum costs are available, a taxpayer 
must segregate or allocate these costs to the various asset classes.  The method by which this allocation 
is done is commonly referred to as a Cost Segregation Study.
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The most common purpose of a Cost Segregation Study is to allocate or reallocate building costs to 
tangible personal property.  A building “section (§) 1250 property”, is generally 27.5 or 39-year property.  
Equipment, furniture and fixtures “section (§) 1245 property”, are tangible personal property.  Tangible 
personal property has a short recovery period (e.g., 5 or 7 years) and is also eligible for accelerated 
depreciation (e.g., double declining balance).  Thus, a faster depreciation write-off (and tax benefit) can 
be obtained by allocating property costs to § 1245 property, or by reallocating § 1250 property costs to 
§ 1245 property.  In addition, land improvements which are either section 1245 or section 1250 property 
have a 15 year depreciable life and are eligible for an accelerated depreciation method.

Tangible Personal Property
When determining which assets qualify as tangible personal property, the IRS turned to the investment 
tax credit rules established in 1962 as well as other references.  The following describes some of the 
IRS’ position on the classification of assets:

Treas. Reg. § 1.48-1(c) provides examples of qualifying property, and states that

    …tangible personal property’ means any tangible property except land and improvements   thereto, 
such   as   buildings   or   other   inherently   permanent structures (including items which are struc-
tural components of such buildings or structures).

This same subsection states that “tangible personal property” includes

	 …all  property  (other  than  structural  components)  which  is  contained  in  or attached to a build-
ing.  Thus, such property as production machinery, printing presses, transportation and office equip-
ment, refrigerators, grocery counters, testing equipment, display racks and shelves, and neon and 
other signs, which is contained in or attached to a building constitutes tangible personal property 
for purposes of the credit allowed by section 38.  Furthermore, all property that is in the nature of 
machinery (other than structural components of the building or other inherently permanent struc-
ture) shall be considered tangible personal property even though located outside a building.  Thus, 
for example, a gasoline pump, hydraulic car lift, or automatic vending machine, although annexed 
to the ground, shall be considered tangible personal property.

In addition, the regulations provide examples of non-qualifying property. For example, “…buildings, 
swimming pools, paved parking areas, wharves and docks, bridges, and fences are not tangible 
personal property.”

The Senate Report accompanying the enactment of the Revenue Act of 1978 provided additional insight 
into Congressional intent by providing further examples of qualifying and non- qualifying property.
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	 …[T]he committee wishes to clarify present law by stating that tangible personal property already 
eligible for the investment tax credit includes special lighting (including lighting to illuminate the ex-
terior of a building or store, but not lighting to illuminate parking areas), false balconies and other 
exterior ornamentation that have no more than an incidental relationship to the operation or main-
tenance of a building, and identity symbols that identify or relate to a particular retail establishment 
or restaurant such as special materials attached to the exterior or interior of a building or store and 
signs (other than billboards).  Similarly, floor coverings which are not an integral part of the floor 
itself such as floor tile generally installed in a manner to be readily removed (that is it is not cement-
ed, mudded, or otherwise permanently affixed to the building floor but, instead, has adhesives ap-
plied which are designed to ease its removal, carpeting, wall panel inserts such as those designed 
to contain condiments or to serve as a framing for picture of the products of a retail establishment, 
beverage bars, ornamental fixtures (such as coats-of-arms), artifacts (if depreciable), booths for 
seating, movable and removable partitions, and large and small pictures of scenery, persons, and 
the like which are attached to walls or suspended from the ceiling, are considered tangible personal 
property and not structural components. Consequently, under existing law, this property is already 
eligible for the ITC.

Building and Structural Components
Treas. Reg. § 1.48-1(e)(1) provides a detailed explanation of buildings and their structural components 
for ITC purposes and has been the primary source for guidance, both with respect to component 
depreciation and cost segregation studies.  The term “building” is described as

	 …any structure of edifice enclosing a space within its walls and usually covered by a roof whereby 
the structure improves the land, and provides shelter or housing for work, office, display, or sales 
space.  The term includes, for example, structures such as apartment houses, factory and office 
buildings, warehouses, barns, garages, railway or bus stations, and stores.   Such term includes 
any such structure constructed by, or for, a lessee even if such structure must be removed, or own-
ership of such structure reverts to the lessor, at the termination of the lease.

Specifically excluded from the definition of the term “building” are the following: 

i.	  a structure which is essentially an item of machinery or equipment,
 or
ii.	 a structure which houses property used as an integral part of an activity specified in section 1.48(a)

(1)(B)(i) if the use of the structure is so closely related to the use of such property that the structure 
clearly can be expected to be replaced when the property it initially houses is replaced. Factors 
which indicate that a structure is closely related to the use of the property  it  houses  include  the  
fact  that  the  structure  is  specifically designated to provide for the stress and other demands of 
such property and the fact that the structure could not be economically used for other purposes.

The term “structural components” is defined in § 1.48-1(e)(2) of the Regulations as

	 …includes such parts of a building as walls, partitions, floors, and ceilings, as well as any perma-
nent coverings therefore such as paneling or tiling; windows and doors; all components (whether 
in, on, or adjacent to the building) of a central air condition or heating system, including motors, 
compressors, pipes and ducts;  plumbing  and  plumbing  fixtures,  such  as  sinks  and  bathtubs;  
electric wiring and lighting fixtures; chimneys; stairs, escalators, and elevators, including all com-
ponents thereof; sprinkler systems; fire escapes; and other components relating to the operation or 
maintenance of a building.
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	 However, the term “structural components” does not include machinery the sole justification for the 
installation of which is the fact that such machinery is required to meet temperature or humidity re-
quirements which are essential for the operation of other machinery or the processing of materials 
or foodstuffs. Machinery may meet the “sole justification” test provided by the preceding sentence 
even though it incidentally provides for the comfort of employees, or serves, to an insubstantial 
degree, areas where such temperature or humidity requirements are not essential. For example, 
an air conditioning and humidification system installed in a textile plant in order to maintain the tem-
perature of humidity within a narrow optimum range which is critical in processing particular types 
of yarn or cloth is not included within the term “structural components”.

Section 1245 and Section 1250 Property
The benefits of the ITC were somewhat offset by the provisions of IRC § § 1245 and 1250, also 
enacted in 1962. These Code sections result in the conversation of capital gain to ordinary income on 
the disposition of a property, to the extent its basis has been reduced by an accelerated depreciation 
method. The definition of property for purposes of § § 1245 and 1250 are very similar to that for ITC 
and make reference to the regulations under § 48 and the definitions under § 38 property. These 
interrelated Code sections and the regulations (38, 48, 1245 and 1250) provide the pertinent authority 
for determining eligibility for ITC.

The primary issue in cost segregation studies is the property classification of assets as either §1245 or 
§ 1250 property.  Accordingly, the ITC rules are critical in determining whether a taxpayer has classified 
property into the appropriate asset class.

Section 1245(a)(3) provides that “section 1245 property” is any property which is or has been subject 
to depreciation under § 167 and which is either personal property or other tangible property used as 
an integral part of certain activities.  Such activities include manufacturing, production  or  extraction;  
furnishing  transportation,  communication,  electrical  energy,  gas, water, or sewage disposal services.  
Certain other “special use” property also qualifies as §1245 property, but is not of a primary concern for 
purposes of this discussion.  It is important to note that § 1245(a)(3) specifically excludes a building or 
its structural components from the definition of § 1245 property.

Section 1250(c) defines “section 1250 property” as any real property, other than section 1245 property, 
which is or has been subject to an allowance for depreciation.  In order words, § 1250 property 
encompasses all depreciable property that is not § 1245 property.

Land improvements (i.e., depreciable improvements made directly to or added to land), may be either  
§  1245  or  §  1250  property  and  are  depreciated  over  a  15-year  recovery  period. Buildings  
and  structural  components  are  specifically  excluded  from  15-year  property. Examples of land 
improvements include sidewalks, roads, canals, waterways, drainage facilities, sewers, wharves and 
docks, bridges, fences, landscaping, shrubbery, and radio and television towers.

From a statutory standpoint, the primary test for determining whether an asset is § 1245 property 
eligible for ITC is to determine whether or not it is a structural component of a building.  In other words, 
if an asset is not a structural component of a building, then it can be considered to be § 1245 property.  
The structural component determination hinges on what constitutes an inherently permanent structure 
and how permanently the asset is attached to such a structure.  Clearly, this is a factually intensive 
determination and explains the lack of bright-line tests for segregating property into § 1245 and § 1250 
classification.
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In addition to applying the investment tax credit rules, the IRS applies the findings of various tax court 
cases in determining whether an asset qualifies as a section 1245 asset.

The following are some of these cases and the IRS’ position:

Whiteco Industries, Inc. v. Commissioner, 65 T.C. 664, 672-673 (1975).  The Tax Court developed six 
questions designed to ascertain whether a particular asset qualifies as tangible personal property.  
These questions, referred to as the “Whiteco Factors,” are:

1.	Can the property be moved and has it been moved?
2.	Is the property designed or constructed to remain permanently in place?
3.	Are there circumstances that show that the property may or will have to be moved? 
4.	Is the property readily movable?
5.	How much damage will the property sustain when it is removed? (6) How is the property affixed to 

land?

Moveability is not the only factor in measuring inherent permanency.  In L.L. Bean, Inc. v. Comm., T.C. 
Memo. 1997-175, aff’d, 145 F.3d 53 (1st Cir. 1998), it was determined that, even though the structure 
could be moved, it was designed to remain permanently in place.  Thus, it was determined to be an 
inherently permanent structure.

The IRS will consider the following when applying the Whiteco factors:

•	 The manner in which an item is attached to a building or to the land,
•	 The weight and size of the item,
•	 The time and costs required to move the components,
•	 The number of personnel required in planning and executing a move,
•	 The type and quantity of equipment required for a move,
•	 The history of the item or similar items being moved,
•	 The time, cost, manpower and equipment required to reconfigure the existing space if the item is 

removed,
•	 Any intentions regarding the removal,
•	 Whether the item is designed to be moved, and
•	 Whether the item is readily usable in another location.

Hospital Corporation of America v. Commissioner (“HCA”) (1997). As a result of the HCA case, IRS 
Chief Counsel issued further guidance to the field in the form of an advice memorandum dated May 
28, 1999.  It made the following observations and recommendations for field agents examining cost 
segregation studies:

•	 The determination of whether an asset is a structural component or tangible personal property is a 
facts-and-circumstances assessment.

•	 The use of cost segregation studies must be specifically applied by the taxpayer.
•	 Allocations must be based on a “logical and objective measure” of the portion of the equipment that 

constitutes § 1245 property.
•	 An  accurate  cost  segregation  study  may  not  be  based  on  non-contemporaneous records, 

reconstructed data, or taxpayer’s estimates or assumptions that have no supporting records.
•	 Cost segregation studies should be closely scrutinized by the field.
•	 A change in depreciation method is a change in method of accounting, requiring the consent of the 

Secretary of his delegate.

Cost Segregation Methodology
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During 2004 the IRS issued the Cost Segregation Audit Techniques Guide.  This guide is to be applied 
by IRS tax auditors in determining whether a cost segregation study was properly prepared and whether 
assets classified as section 1245 property are properly classified.

As part of the audit techniques guide, the IRS has stated six most commonly used methodologies for 
cost segregation studies.

The six methodologies are as follows:

1.	Detailed Engineering Approach from Actual Cost Records
2.	Detailed Engineering Cost Estimate Approach
3.	Survey or Letter Approach
4.	Residual Estimation Approach 
5.	Sampling or Modeling Approach 
6.	 “Rule of Thumb” Approach

Cost Segregation Methodology
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What are the Attributes of Various Cost Segregation Methodologies?
The following discussion takes a closer look at the main components and attributes of each of the 
methodologies listed above.  Keep in mind that these are the steps normally taken in the preparation of 
a cost segregation study.  The examiner’s responsibility is to review the steps taken and evaluate the 
accuracy of the study, as will be discussed in Chapter 5, “Review and Examination of Cost Segregation 
Studies.”

Detailed Engineering Approach from Actual Cost Records
	 The  detailed  engineering  approach  from  actual  cost  records,  or  “detailed  cost approach,” uses 

costs from contemporaneous construction and accounting records.  In general,   it   is   the   most   
methodical   and   accurate   approach,   relying   on   solid documentation and minimal estima-
tion.  Construction-based documentation, such as blueprints, specifications, contracts, job reports, 
change orders, payment requests, and invoices, are used to determine unit costs.  The use of actual 
cost records contributes to the overall accuracy of cost allocations, although issues may still arise 
as to the classification of specific assets.

	 This approach is generally applied only to new construction, where detailed cost records are avail-
able.   For used or acquired property and for new projects where original construction documents 
are not available, an alternative approach (e.g., the “detailed engineering cost estimate approach”) 
may be more appropriate.

The detailed cost approach typically includes the following activities: 

1.	Identify the specific project/assets that will be analyzed.
2.	Obtain a complete listing of all project costs and substantiate the total project costs.
3.	Inspect the facility to determine the nature of the project and its intended use. 
4.	Photograph  specific  property  items  for  reference. Request  previous  site photographs that il-

lustrate the construction progress as well as the condition of the property before the project began.
5.	Review  “as-built”  blueprints,  specifications,  contracts,  bid  documents, contractor pay requests, 

and other construction documentation.
6.	Identify and assign specific project items to property classes (e.g., land, land improvements, build-

ing, equipment, furniture and fixtures, and other items of tangible personal property).

Cost Segregation Consultants LLC has employed at least one and possibly more than one of these 
methodologies in the preparation of the attached study.

The audit techniques guide also indicated nine principal elements of a quality cost segregation report.

The nine principal elements for which the IRS will be looking for are as follows:

1.	Summary letter
2.	Narrative report
3.	Schedule of assets
4.	Schedule of direct and indirect costs 
5.	Schedule of property units and costs 
6.	Engineering procedures
7.	Statement of assumptions
8.	Certification
9.	Exhibits

Cost Segregation Methodology
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Not all cost segregation studies need to have all nine components listed above.  Cost Segregation 
Consultants LLC included in the report, all elements which we determined to be appropriate.

Change In Accounting Method
Tax  law  permits  a  taxpayer  to  apply  the  results  of  a  cost  segregation  study  in  years subsequent 
to the year of acquisition or construction.

The IRS’ position is that a change in depreciation method, recovery period, or convention for depreciable 
property resulting from the reclassification of property is a change in accounting method.  Such a 
change requires the consent of the Commissioner (i.e., the taxpayer must generally file Form 3115, 
Application for Change in Accounting Method) and the adjustment to income is made pursuant to IRC 
§ 481(a).   Accordingly, claims for adjustment based on a coast segregation study performed after the 
original return was filed should not be allowed (i.e., unless a Form 3115 has been filed).

In the event a study is prepared and a Form 3115 is properly filed, the taxpayer will receive as a 
deduction any additional depreciation the taxpayer was eligible for which had not previously been 
deducted by the taxpayer.

Cost Segregation Consultants LLC applies as many of the suggested procedures and methodologies 
stated in the Audit Techniques Guide as we determine are appropriate for the preparation of the Cost 
Segregation Study Report.

In addition, we consider the results of various tax case law, Section 1245 and Section 1250 of the 
Internal Revenue Code, in the preparation of the Cost Segregation Study Report.

Cost Segregation Methodology



Information Needed to Estimate Savings

Commercial Property

Location____________________________	

Previously acquired property - detailed tax depreciation schedule
Newly acquired property - cost basis of Building_______________________
					                   Land_______________________

Constructed property - final AlA report and any other schedules which indicate construction costs

Industrial and Flex Industrial
# of tenants__________
Total rentable  square feet__________
Total square  feet of office space__________
Total acreage __________
Total #of truck bays__________
# of bays with dock equipment__________

Office Building
Building class (please circle one)  -   A 	 B    C
# of tenants__________
Total rentable  square feet__________
Total acreage__________
# of uncovered parking  spaces__________
Common hallways are carpeted?			   Yes____	 No____
Common hallways are wallpapered?		  Yes____	 No____
 
Other amenities: (please circle if landlord owns equipment even if landlord does not operate)
Cafeteria
Gym
Swimming pool
Other:

Shopping Center,  Mall or Other Retail
Circle one -  Shopping Center    Mall   Strip Center   Other: ie: Big Box
# of tenants__________
Total rentable square feet__________
Total acreage__________
# of uncovered parking spaces__________



Information Needed to Estimate Savings

Residential Rental Property

Location____________________________	

Previously acquired property - detailed tax depreciation schedule
Newly acquired property - cost basis of Building_______________________
					                   Land_______________________

Constructed property - final AlA report and any other schedules which indicate construction costs

Description: (please circle one)
Urban hi-rise
Urban hi-rise with outdoor uncovered parking
Suburban hi-rise
Suburban hi-rise with outdoor uncovered parking
Garden apartment

# of  buildings__________
#of  units__________	
Total acreage__________

Landlord provides tenant with the following: (please check or circle all that apply)

 

 

Common hallways are carpeted? 		 Yes____ 	 No____

Common hallways are wallpapered?	 Yes____	 No____	
 
Other amenities: (please circle or check those that apply)

Landlord owned laundry room
Swimming pool 
Tennis court 
Playground 
Basketball court 
Racquetball court 
Clubhouse 

Refrigerator 
Stove/oven 
Dishwasher 
Disposal 
Microwave 
Washer/dryer

Window or wall A/C unit
Carpeting 
Wallpaper 
VCT flooring
Smoke detectors
Window treatments

Ceiling fans
Kitchen cabinets and counters
Other:



  

Cost Segregation and Important Tax Strategy

By: Marc Wieder, CPA
Anchin, Block & Anchin LLP

As another filing deadline  approaches or has  come  and  gone, building owners reeling from unpleasant  
news from their certified public accountants should review their portfolio of properties.  A review could 
uncover which properties could benefit from a cost segregation study, a well utilized technique to 
accelerate  depreciation deductions on real estate since 1999.

The owner who has filed an extension with the Internal Revenue Service would still have time to 
complete  the cost segregation study and reap the benefits  on their tax return before filing in September  
(the  extended filing deadline.)

The owner who has already submitted  his  tax return should consider the cost segregation study as a 
tax planning strategy for the next taxable year.

Remember,  it is never too late to do a cost segregation study  Studies can be done years after acquiring 
or constructing a property without the need to amend tax returns.

Since its enactment by the  IRS  in 1999,  cost  segregation studies  have  gone  through many changes.  
The IRS issued an Audit Techniques Guide (ATG) on the topic of Cost Segregation. The ATG was 
developed  to assist  IRS  examiners  in the  review  and  examination of cost  segregation studies. The 
ATG  helps to identify  acceptable  methodology  for such  a study.

As most of you know,  the main purpose  of doing a cost segregation study is to allocate or reallocate  the 
total cost of a property into appropriate property classes  for the sole purpose of accelerating depreciation 
deductions for Federal tax purposes. More specifically, the purpose is to allocate or reallocate the total 
cost of the property between structural and non-structural components of the property

Structural components are depreciated over 39 years for commercial property  and 27% years for 
residential property,  while non-structural components are depreciated primarily over 5 or 7 years, using 
accelerated methods.

The ATG identifies  six commonly  used methods.  The methods  are listed in order of their accuracy 
and are as follows:

1.	Detailed engineering approach  from Actual Cost Records.
2.	Detailed  engineering cost estimate  approach. This method  is commonly used for new construc-

tion and current  renovations.  Based  on my experience, this is the most  commonly  used  method  
for  current  and  past  acquisitions of  property,  as well as past construction projects  where actual 



cost records  are not available.
3.	Survey or letter approach. My experience has found that this method is used to 

supplement the first 2 methods and is not used for an entire  study
4.	Residual estimation approach.
5.	Sampling  or modeling  approach.
6.	“Rule of Thumb” approach.

Methods 3, 4 and 5 are not commonly used, with Method 4 being the exception at this time.   Method 
5, sampling and modeling, can be used when you have many properties with similar construction and 
improvements, such as fast food establishments.

Besides indicating the acceptable methodology to be used, the ATG states three components to the 
cost segregation report which an IRS examiner looks for.  The report should include the following:

1.	Classification of assets into property classes.
2.	Explanation of the rationale for classifying assets as either Sec. 1245 (tangible personal property) 

or Sec. 1250 (real property).
3.	Substantiation  of the cost basis of each asset and a reconciliation  of the total costs.

Another very important point raised in the ATG  is  that  a  cost segregation  study should  be  performed  
by  qualified  professionals. Although the ATG does not specifically identify who is a qualified professional, 
it does state that there are two important parts to a cost segregation study and that a professional 
qualified in these areas should perform  the study.  The areas cited include knowledge of the construction 
process and the tax law involving property classification for depreciation purposes. Therefore, a study 
that is done by an accountant  along with an engineer or appraiser would meet these qualifications.

Cost segregation studies remain an extremely beneficial method of reducing taxable income from real 
estate operations. When selecting a professional to perform the studies on your properties, be aware 
of the quality of the methodology to be applied and who will be involved in the study. You want to be 
comfortable that the results are defensible against an IRS challenge, should such a challenge occur.
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Your Money Matters

news for you: Hospital Corporation of
America v. Commissioner, 109, T.C. 21
(1997). The broad impact of this decision was
confirmed on May 28, 1999, when the IRS
chief counsel's office responded to an   inter-
nal request regarding the Tax Court’s deci-
sion. The chief counsel's memorandum
addressed both the application and implemen-
tation of the above (see below). It is only
recently,  however, that tax and real estate
professionals have begun to avail themselves
of the benefits of the   decision.

Historical Perspective
Real estate and tax specialists have seen a
myriad of depreciation methods and lives
since the early 1980s. Everything from
component depreciation1 through continuous-
ly changing depreciable lives of 15, 18, 19,
27.5, 31.5 and 39 years (currently 27.5 and 39
years for residential and commercial real
estate, respectively). 

In 1981, Former President Ronald Reagan,
utilizing supply-side economics in an effort to
stimulate a stagnant, inflation-riddled econo-
my, significantly reduced both tax rates and
depreciable lives with the enactment of the
Economic Recovery Tax Act (ERTA).  An
unfortunate  consequence of ERTA was the
death of the component method of deprecia-
tion under the new Accelerated Cost
Recovery System (ACRS).2 The Tax Reform
Act (TRA) of 1986 replaced ACRS with the
Modified Accelerated Cost Recovery System
(MACRS) which continued the prohibition of
component depreciation.3 The ban on using
component depreciation, and anything resem-
bling such, has been vigorously enforced by
the IRS - until now.

‘Hospital Corporation’
The Hospital Corp. of America (HCA)
owned, operated and managed 10   different

categories of hospitals and related facilities.
HCA argued that   the construction of each
hospital or medical facility was not one
monolithic cost to be depreciated as IRC
§1250 real property4 over 39 years, but that
some items should be depreciated over accel-
erated,five-year lives as IRC §1245 tangible
personal property.5 Petitioner argued not for
the reinstatement of component depreciation
but that these items were not real property to
begin with.  The IRS argued that the court, by
allowing such, would in effect be allowing the
use of component depreciation. 

The items at issue included: (1)primary and
secondary electrical distribution systems;
(2)branch electrical wiring, connections and
special electrical equipment; (3)wiring and
related property items in connection with
television equipment; (4)conduit floor boxes,
power boxes and outlet jacks relating to
telephone equipment; (5)electrical wiring,
conduit and connections related to internal
communication systems; (6)carpeting;
(7)vinyl wall coverings; (8)vinyl floor
coverings; (9)kitchen water piping and
steam lines; (10)special plumbing
connections relating to X-ray equipment;
(11)kitchen hoods and exhausts systems;
(12)corridor handrails; (13) accordion
doors/partitions; (14)overhead lights
and related electrical connections;
(15)bathroom accessories and partitions;
(16)acoustic ceiling tiles; and (17)steam
boilers and related accessories.

The Tax Court, much to the chagrin of the
IRS, agreed with the petitioner deciding that
the above items associated with the hospital
and related facilities could be bifurcated
between real and tangible personal property,
and depreciated over shorter - e.g., five-year-
lives.6

The Tax Court, in analyzing the issues,
reviewed the legislative history applicable to
real and tangible personal property under both

ACRS and MACRS as well as the intent
of Congress in eliminating component
depreciation. MACRS continued the ban on
component depreciation by providing that
improvements made to real property are
depreciated using the same recovery period
applicable to the underlying property as if the
underlying property was placed in service at
the time the improvement was made. The
court, however, that it was not Congress'
intent to redefine IRC §1250 real property to
include tangible personal property that would
have been IRC §1245 tangible personal
property.

In determining what constitutes tangible
personal property, the Tax Court looked at the
tests developed under prior case law to deter-
mine which assets should be characterized as
a structural component (treated as part of the
building) due to its inherently permanent
nature. The court relied on those factors
established in Whiteco Industries, Inc. v.
Commissioner, 65 TC 664 (1975), which
include:

·Is the property capable of being, or 
•has it in fact been, moved?
·Is the property designed or constructed
to remain permanently in place?
·Are there circumstances that show that
the property may, or will have to be, moved?
·How substantial a job, and time consuming, 
is the removal of the property?
·How much damage will the property sustain 
upon its removal?
·What is the manner of affixation of the

property to the land?

HCA had identified structural components by
relying on the analogous factors that were
determinative in ascertaining whether proper-
ty was eligible for the investment tax credit.7

The relevant income tax regulations define
structural components to include walls,
partitions, floors, ceilings, plumbing fixtures,
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electric wiring and lighting fixtures, stairs,
escalators, elevators, sprinkler systems, fire
escapes, and other components relating to the
operation or maintenance of the building.
However, a structural component does not
include machinery, the sole justification for
the installation of which is that it is required
to meet temperature or humidity requirements
essential to the operation of other machinery,
processing of materials or foodstuffs.8

The Tax Court had to determine whether the
nature of the property at issue related to the
operation and maintenance of the building
and, thus, was IRC §1250 real property, or
was it related to the operation of equipment
and, therefore, was IRC §1245 tangible per-
sonal property. In its analysis, the court
followed the rationale of Scott Paper Co. v.
Commissioner, 74 T.C. 137 (1980) in deter-
mining, for instance, that while wiring is an
example under the regulations, it is not a
structural component unless it is related to the
operation and maintenance of the building. In
reviewing the items at issue and the regula-
tions, the court concluded as follows:
·Items 1 and 2 were part real and part tangible 
personal property.
·Items 3-13 were tangible personal •property
depreciable over a five-year •life.
·Items 14-17 were structural components, 
partly due to the fact that sufficient evidence 
was not offered by the taxpayer to support the 
treatment as IRC §1245 property.

Counsel’s Memorandum
On May 28, 1999, as noted above, the IRS
chief counsel's office issued a memorandum
in response to an internal request regarding
the Tax Court’s decision in the Hospital Corp.
case The memorandum indicated the
following:
·The determination of whether an •asset is a 
structural component or tangible personal 
property is a facts and circumstances 
assessment.
·The use of an expert-prepared "Cost
•Segregation Study" (CSS) must be
•specifically applied by the taxpayer.
·An accurate cost segregation study may not 
be based on non-contemporaneous records, 
reconstructed •data, or unsupported 
taxpayer's estimates.
·A change in computing the depreciation 
allowances with respect to a particular 
account is a change in •method of accounting
requiring a form 3115 filing, and not am
ended tax returns. 

This last aspect is extremely important
as it allows taxpayers to recalculate the
depreciation deduction as if the property had
been classified using the shorter life, picking
up the additional deduction over the next four
years. For example, if property with an
original basis of $100,000 were reclassified
from 39-year real property to five-year
personal property after year six, an additional
depreciation deduction of approximately
$19,000 would be allowed in each of the next
four years.9 Current acquisitions or improve-
ments can be classified as personal property
initially, with the tax benefits beginning with
the current year.

Cost Segregation Study
A CSS is an in-depth analysis of the costs of a
real estate project so as to segregate those
items that would qualify as IRC §1245
personal property eligible for accelerated
depreciation deductions. The study is
performed by a qualified engineer and, in
some instances, done with the  assistance of a
qualified tax specialist. However, not all
engineers are capable of preparing the study.
Without performing a CSS, the accelerated
depreciation deductions will not be available
to the taxpayer. This in-depth analysis was the
basis for the favorable verdict rendered by the
Tax Court in Hospital Corp. 

The initial determination for doing a CSS
should first focus on the taxpayer and that
there is a benefit available from accelerating
depreciation deductions. Once that determina-
tion is made, cost segregation studies would
apply to the following properties:
·property placed in service after December 31, 
1986;
·commercial office buildings;
·leasehold improvements including •offices, -
e.g., law firms;
·manufacturing facilities;
·medical facilities;
·residential property with substantial •site
improvements;
·large warehouses with numerous site
•improvements; and
·special-purpose storage facilities,-•e.g.,
frozen food facilities.

However, this may be of little benefit for
properties that will be sold within a short
period of time (due to depreciation recapture).
The benefits of a CSS in reclassifying
property are based upon the net present value
of taxes saved. For example, reclassifying 10
percent (a conservative estimate) of a $10
million commercial real estate project from

39 years to five, seven - and 15-year personal
property, would generate additional deprecia-
tion deductions of $600,000 in years one
through eight alone,10 resulting in a benefit of
approximately $300,000 (NPV compounded
at 8 percent). Residential property (27.5-
years) reclassifications would result in a
smaller benefit.

For taxpayers that record depreciation
differently for book vs. tax, the results can be
even more significant. Consider a law firm
that, for book and capital account purposes,
amortizes leasehold improvements over the
lease term (typically 10-15 years). For tax
purposes, the improvements are depreciated
over 39 years. As such, there is a larger charge
against current partners book capital accounts
then for tax (in effect - phantom income).

For partners retiring within the lease term,
their capital accounts are reduced faster than
they received tax benefits. However, for
partners who join the firm during or after the
lease term but well before the 39 years have
expired, they may receive little or no charge
to their capital accounts but will receive the
tax depreciation deductions over the remain-
der of the improvements 39-year life.  By
properly reclassifying those improvements
based on a CSS, there is a more equal match-
ing of book and tax income.

•••••••      •••••••
(1) Component depreciation was the method  whereby an item of
property (building), was fragmented into its various elements,
e.g.- shell, plumbing, wiring, etc., applying a separate useful life
and salvage value to each component.
(2) IRC §168 applies to property placed in service generally after
December 31, 1980, replacing IRC §167.
(3) IRC §168 (f)(1) no longer permitted the component method of
depreciation under ACRS. This section was replaced by IRC §168
(i)(6) under MACRS.
(4) IRC §1250 defines real property as any real property (other
than IRC §1245(a)(3)property) which is or has been subject to the
allowance for depreciation provided in §167. 
(5) IRC §1245(a)(3) defines tangible personal property, in part, as
property which is or has been subject to an allowance for
depreciation as provided in §167 and is either (A) personal, (B)
other property (not including a building or it's structural compo-
nents). (6) MACRS generally provides depreciable lives of 5
years for equipment and 7 years for furnishings. 
(7) IRC §48 as it related to the definition of IRC §38 - investment
tax credit property.
(8) Income Tax Regulation 1.48-1(e)(2).
(9) Five-year property under MACRS would be fully depreciated
in year six due to the half-year convention. Assuming the non-res-
idential real property was placed in service in July, the cumulative
depreciation under MACRS would have been $13,997. The
difference of $86,003, less the annual depreciation that would
have been allowed of $2,564 is taken as a negative IRC sec 481A
adjustment in each of the next four years. $86,000/4 = $21,500 -
$2,564 = $18,936.
(10) This is based on reclassifying the 39-year property as five-,
seven-, and 15-year property of $100,000, $500,000 and
$400,000 respectively.

Steven D. Lando, CPA, is the Director of
Taxes at Anchin, Block & Anchin LLP,
an accounting firm based in New York City.
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