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TAX

A conbi nation of cost segregation and |ike-kind exchanges can save on rea
estate taxes.

“The Best of Both Worlds”

By WIlliamEdward Allen II1, CPA (principal and tax specialist at DASI Cost Segregation G oup LP)
and Mary B. Foster, Esq. (president of 1031
Services Inc.)

Tax-deferral strategies are a great way to mnimze taxes, and cost
segregation and IR C section 1031 exchanges are two of the nobst val uabl e tax-
deferral strategies available to commercial real estate owners today.

This article exam nes the interaction of these two strategies, the increased
benefits that result fromusing themin conbination, and the recapture issues
that CPAs nmay encounter after the fact and how to plan for them

THE DETAI LS

Section 1031 exchanges of real estate have long been a favorite tax-deferra
tool for owners. In these exchanges, business or in- vestnent property is

di sposed of through a qualified intermediary, and the proceeds are used to
purchase a repl acenent property of like kind. This results in a deferral of
all or nost of the gain that otherw se would be subject to incone tax on the
di sposed property. The replacenent property has a

Carry over tax basis that is generally the value of the re- placenent
property less the gain deferred in the exchange.

New gui dance fromthe I RS and sone of the nost tax- payer-friendly

| egi slation since the Tax Act of 1986 al so have nade a second form of incone
tax deferral —eost segregation—ncreasingly popular. The prinmary goal of cost
segregation is to identify building conponents that can be reclassified from
real property to personal property. This results in a substantially shorter
depreciable tax |life and accel erated depreciation nethods. Ordinarily, the
cost of real, or section 1250, property is recovered over |engthy periods
(27.5 and 39 years for residential and nonresidential property,
respectively), using the straight-line nethod of depreciation. Personal, or
section 1245, property is recovered over considerably shorter periods (5, 7
or 15 years), and enpl oys accelerated or "front-end | oaded" nethods of
depreci ation, such as 200% or 150% decl i ni ng bal ance.

When section 1250 property is reallocated to section 1245, the differences
can be great. For exanple, installed carpet purchased with a facility is
consi dered personal property for depreciation purposes and recovered in a 5-
or 7- year period using the 200% decl i ni ng bal ance nethod of depreciation

O herwi se the carpet generally would be included in the value of the rea
property and the cost woul d be capitalized and recovered on a straight-Iline
basis over 39 years. It takes a unique conbination of engineering and tax
expertise to properly analyze construction information, conpute industry-
standard estimates and identity and segregate the subconponent costs needed
for cost segregation, however. CPAs without that expertise m ght consider
hiring a consultant.



REAL VS. PERSONAL PROPERTY

In a section 1031 exchange, real property nust be replaced with real property
in order to defer the gain. In general, the definition of real property under
section 1031 is deter- mned by state law. In contrast, the definition of
real and personal property for tax-depreciation purposes is determ ned under
federal law. State law tends to classify fixtures in a building as rea
property. Therefore, property such as wall coverings, carpeting, specia
purpose wiring or other installations affixed to the building can be

consi dered real property under state law and |ike kind for section 1031

pur poses, but personal property' in cost segregation studies. Thus, rea
estate owners can benefit fromboth the gain deferral under section 1031 for
real estate exchanges and the enhanced cost recovery deductions of the cost
segregation study.

COMBI NI NG 103 1 WTH COST SEGREGATI ON

Wiile it's good news that real estate owners can take advantage of both cost
segregation and section 1031 exchanges to defer the maxi nrum amount of incone
taxes, the interaction of the two nust be carefully exam ned. First, CPAs
nust determ ne whether a cost segregation study will be beneficial for a
repl acenent property acquired in a section

1031 exchange with the carryover tax basis. Second, CPAs nust consider
depreciation recapture resulting fromthe cost segregation study if the
property is later disposed of ma section 1031 exchange.

The taxpayer receives a carryover tax basis for the re- placenent property in
a 1031 exchange, rather than a fair- market-value tax basis. Nevertheless, it
is entirely feasible for taxpayers to benefit froma cost segregation study
on the replacenent property.

Let's say, for exanple, that a taxpayer disposes of [and and buil ding
property he has owned for six years with a value of $3 mllion and an

adj usted basis of $1 million. He treated the entire building as section 1250
property for depreciation purposes. He then buys land and a building with a
total value of $3 million, 85%of which is allocated to the buil ding.
Therefore, the basis in the building is $850,000 (85% X $1 million). A cost
segregation study identifies the portions of the building that qualify as
personal property and |and i nprovenents for depreciation purposes (but are
still like kind for 1031purposes). The result of a typical study on an office
buil ding mght identify 10% or $85,000, as |and inprovenents, and
anot her 15% or $127,500, as personal property qualifying for a 7- year
recovery period and the 200% decl i ni ng bal ance nethod of depreciation. This
| eaves $637,500 as real, or 39-year, property.

The results of conbining the two tax-deferral methods are a gain deferra
fromthe section 1031 exchange of $2 nillion and an increase of $50,000 in
depreci ation deductions in the current year, resulting in reduced taxes of
nearly $20, 000, assuming a 40% ordinary income tax rate.

Note that section 168(k) includes regulations relating to the depreciation of
the basis of the replacenment property in an exchange under section 1031 for
nodi fi ed accel erated cost recovery system (MACRS) property. The carryover or
"exchanged " basis of the replacement MACRS property is depreciated over the
remai ni ng recovery period of and using the depreciation method and convention
of, the relinqui shed MACRS property.

Thus, in our exanple, the taxpayer could depreciate the ex- changed basis for
the buil ding over the remaining 33 years on the straight-line method. The



regul ations also allow taxpayers to opt to treat the replacenent MACRS
property as MACRS property placed in service at the tinme of" replacenent if
this results in a shorter recovery period. Using the cost segregation study
results should yield nore gain deferral

Pl anning tip. Consider having your clients elect out of the section 16H(k)
rules if this results in a shorter recovery period and faster depreciation

Al so, taxpayers often exchange up in value and, under the 168(k) regul ations,
t he taxpayer treats the "excess basis" in the replacenent MACRS property as
property that is placed in service in that taxable year. The depreciation

al | onances for the excess basis are determ ned using the applicable recovery
peri od, depreciation nmethod and convention prescribed under section 168 for
the replacement MACRS property at the time of replacenent. Therefore, the

t axpayer can accel erate the depreciation deducti ons on the excess basis

t hrough the cost segregation study.

For exanpl e, John Snmith di sposes of land and building with a value of $4
mllion. The building has an adjusted basis of $1 mllion. He acquires | and
and building with a value of $6 million. The excess basis is $2 nillion; 85%
or $1.7 mllion, is allocated to the building. The "exchanged" basis in the
building, $1 million, is depreciated under the prior nmethod unless Smith
elects out. The $1.7 nillion excess basis may be depreciated under an

accel erated nmethod as determ ned through the cost segregation study.

Planning tip. Cost segregation studies are nobst useful when the taxpayer is
exchangi ng up in value significantly, or exchangi ng from non-depreciable
property, such as land, to depreciable property.

RECAPTURE PI TFALLS

Cost segregation generally reclassifies section 1250 property as section 1245
property for depreciation purposes. Land inprovenents, however, renain
section 1250 property. Section 1245 property has significant depreciation
recapture rules in a section 1031 exchange; generally the replacenment
property must contain the sanme value of section 1245 property as the

relinqui shed property, or the taxpayer will recapture the difference (up to
the realized anpbunt) at ordinary incone tax rates.

As an illustration, let's say Joan Brown, the owner of a manufacturing
facility, had a cost segregation study performed in 2000 that reclassified
$1 million of real property as section 1245 property. By 2004, after
realizing the benefits from $430, 000 of depreciation deductions, Brown
exchanged the facility for an office building of equal value and equity.
Since the section 1245 property in the relinquished property still is valued
at $1nillion,

Brown typically would pay no tax on the exchange.

However, the office building has only $700,000 of section 1245 property; the
remai ni ng $300, 000 of value is section 1250 property. Therefore, Brown will
recapture and pay ordinary incone tax on $300, 000 of the prior depreciation
deductions due to the difference between the $1 nmillion of section 1245
property in the relinquished property and the $700, 000 of section 1245
property in the replacenent property.

Despite the potential of future tax in a section 1031 ex- change, cost
segregation still can be justified due to the trenendous present value of the
accel erated depreciation deductions. Based on the fundanental principle of



the tine value of noney, a dollar saved today through reduced taxes always is
worth nmore than a dollar in later years. Further- nore, Brown can exchange
into other real property with simlar anounts of personal section 1245
property and avoid the recapture tax altogether.

Pl anning tip. Tax advisers should alert taxpayers to the possibility of
future depreciation recapture so they can anticipate paying sone tax in the

| at er exchange or acquiring

repl acenent property with sufficient amounts of section 1245 property to
avoi d recapture.

Taxpayers shoul d | ook for replacenent properties that have significant
potential for section 1245 property.

There are al so recapture rules for section 1250 property in an exchange, but
they are | ess onerous. Only the excess depreciation over straight-Iine
depreciation (the additional depreciation) is subject to recapture. Land

i mprovenents such as sidewal ks, fences, and | andscapi ng are depreci ated on an
accel erated basis and can give rise to additional depreciation or recapture
if the taxpayer does not acquire replacenent property equal to the additiona
depreci ati on.

For exanple, JimBlack has $20,000 of additional depreciation from

relinqui shed property disposition. He needs to acquire only $20, 000 of
section 1250 property, including the building, to avoid recapture. Section
1250 recapture would be a problem however, if he had additional depreciation
and exchanges into raw | and.

AN UPSI DE AND A DOWNSI DE

When conbi ni ng tax-deferred exchanges under sectionl031 and cost segregation
tax professionals nust under- stand both the significant upside and the
potential issues that are involved. Wth proper planning, using the two

net hods can provide a tremendous opportunity for taxpayers to defer incone
taxes into future periods and naxim ze cash flowin the current one through
accel erated depreciation deductions.

EXECUTI VE SUMVARY

» COMBI NI NG COST SEGREGATI ON AND SECTI ON 1031 exchange al |l ows taxpayers to
def er the maxi num anmount of incone taxes.

* USI NG COST SEGREGATI ON, OANERS CAN RECLASSI FY real property as persona
property in order to obtain faster depreciation wite-offs.

* I N AN | RC SECTI ON 1031 EXCHANGE, real estate owners can defer the tax on
the disposition of an appreciated property by acquiring a |ike-kind

repl acenent property for investnent or business use.

» TAXPAYERS CAN USE COST SEGREGATI ON on repl acenment property acquired in
sectionl031 exchanges. This is a particularly good option if the owner is
exchangi ng up in val ue.

I N CERTAIN SI TUATI ONS COST SEGREGATION rmay give rise to depreciation
recapture as ordinary inconme in otherw se nontaxabl e exchanges.
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