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COST SEGREGATION

HOWTHE NEW TAX LAWS HAVE AFFECTED REAL ESTATE DEPRECIATION
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New Tax Law is Good.
OBJ ECTIVES New Tax Law WITH Cost Segregation is AMAZING!

I. Learn about this less-understood tax strategy and principle

2. lllustrate the low risk vs. high value of Cost Segregation

3. ldentify aspects of the new Tax Law that affect depreciation.

4. lllustrate how to apply these strategies in your practice.

5. ldentify HIDDEN deductions for your client.
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DOYOU
SEETHE

HIDDEN
TIGER?
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DEPRECIATION & COST SEGREGATION

Depreciation Cost Segregation
« Depreciation is an tax * A strategic tax tool that allows taxpayers to
deduction that allows a accelerate their DEPRECIATION expense.

taxpayer to recover the cost
f certai ty.

e * Reclassification of assets from real property
(§1250) to personal property (§1245).

* An allowance for the wear
and tear, or obsolescence of . E _ .
the property. * Requires an engineering-based Cost Segregation

Study.
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SOUNDS LIKEA LOOPHOLE...

“It is desirable for taxpayers to maximize personal
property costs in order to accelerate depreciation

deductions and, hence, reduce tax liability.”

IRS, Audit Guide
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AVERY SHORT HISTORY

Hospital Corporation v. Tax Commission (IRS)

 Determined that a building could be separated into personal property and
real property.

 Determined that certain tests for determining tangible personal property for
MACRS remained applicable.

* Modern “Cost Segregation” was born. OPINIoN Is

JuLy o CED ON

4, 1997
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PERSONAL PROPERTY TESTS

IRC Section 38

I. If the property can be removed without damage to building structure
then it is personal property. Example: carpets, countertops, window coverings

2. If the relationship between the asset and equipment or machinery is

so close that they would be retired contemporaneously. Example: specialty
electricallplumbing, concrete platforms

3. The relationship between the asset and the nature of the business are

unique. Example: gas station canopies, clean room cooling
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PROPERTY CLASSIFICATIONS

COMMONLY SEGREGATED ITEMS

REAL PROPERTY (39/27.5 Yrs)

* Steel Structure
* Roof

* Walls/Doors

* Windows

* HVAC Systems

* Plumbing/Electrical Systems

L

Bonus Eligible

AND IMPROVEMENTS (15Yrs)

Parking Lots (asphalt)
Curb, gutter, sidewalks
Storm Drains
Irrigation Systems
RetainingWalls

Trees, shrubs, landscaping

PE

Bonus Eligible
RSONAL PROPERTY (75¥rs.

Carpet

Countertops

Cabinetry
Blinds/window coverings
Aucxiliary Lighting
Specialty Plumbing
Window Treatments
Wall Coverings

Removable Flooring
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AVERAGE RECLASSIFICATION

PROPERTY TYPE AVERAGE BASIS
REALLOCATION

APARTMENT BUILDINGS
OFFICE BUILDINGS
RESTAURANTS

HOTELS
MANUFACTURING
GROCERY STORES
RETAIL FACILITIES
WAREHOUSING
PROCESSING PLANTS
R&D FACILITIES

20-50%
10-40%
20-50%
25-45%
25-60%
15-50%
20-50%
10-30%
20-65%




ENGAGEMENT QUESTION #1

Name 3 items that are commonly segregated as
personal property from a Cost Segregation Study.

Cost Segregation Authority © 2018

CASE STUDY
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CASE STUDY— FOURPLEX

\
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« Acquisition Cost:
« Date:

« Current Tax Year:

$400,000
July 2017
2018
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REVISED DEPRECIATION SCHEDULE

Gepreciston
WiTHouT

CostSe | a78Yew tsYewr 7Y
7S 7Za’s 4w s 00§
14545

2018 Increased Depreciation = $38,41 |

2018 Tax Savings = $14,596
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BONUS BENEFITS

ADDITIONAL BENEFITS WITH COST SEGREGATION

I. CATCH UP DEPRECIATION

2. REDUCED RECAPTURE

3. PARTIALASSET DISPOSITION

4. BONUS DEPRECIATION

CATCH-UP BENEFIT

COST SEGREGATIONAPPLIESTO PROPERTYYOU CURRENTLY OWN

* For existing properties, the IRS provides an automatic consent
procedure to “catch-up” missed depreciation.

* Cumulative depreciation differences are allowed to be fully
expensed in the year of the change.

* Uses Form 3115
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COST SEGREGATION — CATCH UP

Seprecaton
U I
Conses | Z8Yew 18Yew  TYer  SYew  Toa | Dupessien Sobgs ofTo
T T T T T TR Example: $400,000 Fourplex
vias|| ome a0 o | oam o s
tizs|  ome a0 o] rame oo i , : T o
THaE| e dew RS 7ew  ew building, bought in 2014
lize| ome 4 s qew  ziow 015 Sl o
< 5 <

2018 Increased Depreciation = $68,199

2018Tax Savings = $25,915
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SALE OF ASSET

AM | JUST GOING TO PAY IT ALL BACKWHEN | SELL?

NO. Not only do you have the benefit of tax savings for the entire
ownership of the property. But, with a cost segregation study you
can improve (reduce) your recapture taxes when you sell the
property.

* Time Value of Money. Cash Flow. Leverage.

* Taking deduction at higher ordinary income rate (~40%) and recapture
the Real Property Portion at a lower rate (25%).

* Reduce or eliminate recapture on Personal Property.
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SALEWITHOUT COST SEG
STUDY

[ Apartment purchased in 2012 for $2.5M sold in 2017 for $3.3M (excluding land) |

[Twput Data: Calculator Input Data:
‘Suling Pres (Exclusing Land Portion) 3300000 of Property.
15 Year Land Improvements Seling % of Cost ‘Year Acgured
7Ye

oar Personai Property Sellng % of Cost 500 | Current Tax Year
5 Year Personal Property Seling % of Cost 10% | | Foceral Tax Rate
Capial Gains Tax. 20%

“Section 1750 Froperty perty
15 Year 7 Year SYear

WITHOUT Cost Segregation Study
[Seitng Price (Exciucing Lanc Porton)

cost
Less Dogreciation
Basis

ain on Saie

[Recapture of Depreciaton
[ Tax Rato on Recapture of Depreciation
[7ax on Recapture of Deprociaton

Casital Gain s
 Tax Rato on Captal Gan
Tax On Capitai Gain 5 T60.000

Tota Tax




SALE WITH COST SEG STUDY

[ Apartment purchased in 2012 for $2.5M sold in 2017 for $3.3M (excluding land) |
=
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[Input Data: ‘Benefit Calculator Input Data:
‘Seling Price (Exciucing Land Poton) s 3300000 w
15 Year Land Improvements Seling % of Cost 0% 2012
7 Vear Personal Propiry Seling % of Coat 0% 2017
Yoar Personal Property Selling % of Cost 10%| 3ol
Capiai Gans Tax 204
Section 1750 Propery oo oy
27.5 Year 15 Year 7 Year 5 Year Total

WITH Cost Segregation Study
| Selling Price 3 2.865,000 262,500 10,000 42500 | § 3,300,000
coet 1678,000 315,000 26,000 425000 2500000
Less Depreciation (335,000) (164,663) (21,654) (425,000) {846,318)
Basis T 210008 X1 TS issvom
Ganon 2 s s 2161 sss wsols  nsye
Rocapturo of Deprocaon s oo 2180 654 asols  asue

2% 250 0% rous|
 Tax on Recapture of Depreciation 3 63,750 12041 2,595 16575 [ § 961
Capital Gain s 1310000 3 = - s 1310000
1o Rt on Capital Gain 20% o 0% on 0%
ex on Caial Gain E— = 5 -~ s ——wwm
[ncational Doprociaon nvear of Seie s (10500
o Rt 350
Tax Rodcion f—
rota ax s s
i s amun

PARTIAL DISPOSITIONS

AN ADDED BENEFITTO COST SEGREGATION OF RENTAL PROPERTIES

IRS Regulations allow for the ability to EXPENSE the remaining basis
of replaced components of a building, so a taxpayer will not have to
continue to depreciate assets that are no longer in service.

+ Partial Disposition Election on a Timely Filed Return
* Must be expensed in the year of the disposition

* Includes removal costs

Examples: Roof, HVAC systems, Carpet
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TAX CUTS AND JOBS ACT

| Bonus Depreciation Pass Through Income Rules
Tax Brackets Standard Deduction =
Repatriation
‘Qualiﬁed Improvement Property Corporate Tax Cut
MBE Expenses ABB R e Individual Mandate

Child Tax Credit

Net Operating Losses QLTACEanees Mortgage Interest Deductions

Qualified Opportunity Zones  section 179 Deductions

State-and-local Tax Deductions
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BONUS DEPRECIATION (Lo taw)

A valuable tax-saving tool for business and real estate investors allowing an
immediate first-year deduction on the purchase of eligible property

REQUIREMENTS
+ Grig
¥ Recovery period of 20 years or less.

(A COST SEG STUDY IDENTIFIES THESE
ASSETS.)

v The amount of bonus depends on the year
placed in service, ———————p

10/10/2018
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SUPER BONUS DEPRECIATION (ew Law)

A valuable tax-saving tool for business and real estate investors allowing an
immediate first-year deduction on the purchase of eligible property

¥ Recovery period of 20 years or less.

9127/17—12/31/22 100%
v The amount of bonus depends on the year 2023 80%
placed in service. 2024 60%
- e 2025 40%
2026 20%

2027 0%
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ENGAGEMENT QUESTION #3

If a building has a life of 27.5 years or 39 years,
how does bonus depreciation impact real estate

investors?
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SUPER BONUS DEPRECIATION

Depreciston

Z5vew  t6vewr  Tvewr  Gvear
S ie s mom s 100 5 600 S
o z - :

Example: $400,000
Fourplex purchased after
September 27,2017

2018 Increased Depreciation = $129,600)

2018Tax Savings = $49,248

10/10/2018

Cost Segregation Authority © 2018

GROUPING

One specific type of planning opportunity that is seen quite often in practice is the grouping of rental
activities with other trade or business activities.Typically, a rental activity cannot be grouped with a
trade or business activity. However, taxpayers may group those activities as one activity if they

an appropriate ic unit and;

The rental activity is insignificant in relation to the trade or business activity;

The trade or business activity is insignificant in relation to the rental activity; or

Each owner of the trade or business activity has the same proportionate
ownership interest in the rental activity
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GROUPING ExamrLe

A physician group (P) is owned equally by five physicians (20% each) and
is operated as a C corporation. P is operated out of a building owned
by partnership R, which rents the building to P. R’s partners are the
same physicians in the physician group that make up P. The partners’
ownership in the partnership equity is the same (20% each) as that of P.
Under section 469, these two activities may be grouped as on activity,
but only for the purposes of whether the taxpayer materially
participates in the rental entity.
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WHENTO DO A STUDY

* If You Currently Own an Income Property (catch up)

* Purchase an Existing Building or Build a New Building
* Renovate, Remodel or make Leasehold Improvements
* Before you Sell

* Property with 754 Step Up or Other Step Up
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QUALIFIED IMPROVEMENT PROPERTY

Improvements made to an interior portion of a building, which is nonresidential real property

Old Law New Law
* Included 3 separate classes (leasehold, * Grouped all improvements into | class of
retail, restaurant), with varying rules. Improvement Property: Qualified Improvement
Property

* Required a lease between unrelated
parties

Eliminated unrelated parties and 3 —year rules

* Regquired the building be at least 3 Eliminated restaurants as a class

years old

Unintentionally? left out |5-year life clause, nullifying
* Provided a |5-year depreciation period Bonus Depreciation (oops).
to all improvements

Resulting in need for Cost Segregation Study.
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1031 EXCHANGES

IRC Section 1031 allows the taxpayer to postpone paying tax on the gain of real property if
the proceeds are reinvested in a similar property as part of a like-kind exchange.

TCJA CHANGES

* The portion of any exchange that includes personal property will no
longer qualify and may generate "boot”.

* Acquisition of new personal property may qualify for full expensing or
accelerated depreciation, which would offset the gain noted above.
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QUALIFIED OPPORTUNITY ZONES

The Opportunity Zones program offers three tax incentives for investing
in low-income communities through a qualified Opportunity Fund

* Temporary Deferral

* Step-Up In Basis

* Permanent Exclusion
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QUALIFIED OPPORTUNITY ZONES

* Temporary Deferral — A temporary deferral of inclusion in
taxable income for capital gains reinvested into an Opportunity
Fund.The deferred gain must be recognized on the earlier of the
date on which the opportunity zone investment is disposed of or
December 31,2026
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QUALIFIED OPPORTUNITY ZONES

« Step-Up In Basis — A step-up in basis for capital gains reinvested in
an Opportunity Fund.The basis is increased by 10% if the investment
in the Opportunity Fund is held by the taxpayer for at least 5 years
and by an additional 5% if held for 7 years, thereby excluding up to

15% of the original gain from taxation.
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QUALIFIED OPPORTUNITY ZONES

* Permanent Exclusion — A permanent exclusion from taxable
income of capital gains from the sale or exchange of an investment
in an Opportunity Fund if the investment is held for at least |0
years. This exclusion only applies to gains accrued after an
investment in an Opportunity Fund. (Note: this exclusion applies to
the gains accrued from an investment in an Opportunity Fund, not
the original gains).
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QUALIFIED OPPORTUNITY ZONES

L.,

QUALIFIED OPPORTUNITY ZONES
A

INNOVATION )
GROUP
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WHENTO DO A STUDY

* If You Currently Own an Income Property (catch up)

* Purchase an Existing Building or Build a New Building

* Renovate, Remodel or make Leasehold Improvements

* Before you Sell

* Property with 754 Step Up or Other Step Up
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WHAT THIS ALL MEANS FOR YOU

* Cost Segregation is an incredibly valuable, tax-saving tool for your
clients that must be familiar with.

* The new Tax Laws have supercharged this strategy
* 100% Bonus Depreciation
* 1031 Exchanges

* Applies to existing properties. Time to go review client’s depreciation
schedules and look for 39 and 27.5 year assets to reclassify.

* Clients will love you! (retention)
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HOW TO PROCEED

Simply email or call with the following info for a benefit analysis at no cost

* Year Placed in Service
* Total Cost
* Type of Asset (e.g. retalil, office, residential rental, etc...)

* Address (if readily available)

OR
* Depreciation Schedule
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CONTACT

Erik Oliver

602-568-0032

800-940-3115 toll free
erik@CostSegAuthority.com

www.CostSegAuthority.com
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