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Practical ideas for construction and real estate organizations
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Internal Revenue Code section 167 allows depreciation
of property used in a taxpayer’s trade or business.
Assets can be depreciated over as many as 39 years,

or as few as three. The more quickly property is
depreciated, the better your cash pow. Cost segregation
can accelerate cash pow by separating the cost of an
acquisition into its individual property components
and ensuring that each component is depreciated as
rapidly as possible.

Depreciation rates for structural property are the
highest, ranging from 27.5 to 39 years. Tangible personal
property, land improvements and non-structural
components included in an acquisition represent cost
segregation opportunities. Common examples of items
that can be segregated for accelerated depreciation
include equipment, furniture, appliances, carpeting,
strippable poorings, wallpaper, window treatments,
decorative millwork, certain decorative lighting,
demountable partitions and counters, landscaping, and
some process and dedicated mechanical, electrical and
plumbing systems.

In addition, accelerated depreciation schedules,
shorter-lived tax assets also offer the beneyt of the 200
or 150 percent declining-balance depreciation method
as opposed to straight-line depreciation. Businesses
that placed property with a recovery period of 20 years
or less into service between Sept. 11, 2001, and Dec. 31,
2004, also may secure additional beneyts due to
yrst-year bonus depreciation. Finally, The American
Jobs Creation Act of 2004 created two new categories
of 15-year property called qualiyed restaurant property
and qualiyed leasehold improvement property.

These categories apply to property placed in service
from Oct. 22, 2004, to Dec. 31, 2005 & further extended
to Dec. 31, 2007. Straight-line depreciation applies to
these properties.
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Proytable companies can improve cash by rectifying
misclassiycation of asset lives and placed-in-service
dates, including repair and maintenance items; removing
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prior improvements upon disposal; and taking
advantage of accelerated and bonus depreciation of
costs associated with construction, renovation, or
asset purchase of a company such as building or
leasehold improvements.

Cash pow savings are typically expressed in terms of
after-tax net present value beneyt. Beneyt is largely
determined by property type and the associated
personal property and land improvements derived
from a project’s capital expenditures. A rule-of-thumb
is 20 cents on the dollar for every dollar of personal
property reclassiyed from real property, and 10 cents
on the dollar for each dollar of land improvements
reclassiyed from real property.

A taxpayer can get a reasonably good idea of the
potential beneyt by multiplying project cost less
non-depreciable land, less signiycant structural
components like a parking structure, and less
other furniture, yxtures and equipment that will
undoubtedly qualify as personal property at 100
percent, times a beneyt factor.

For example, a hotel purchased for $25 million would
yield the following beneyt:

A $25 million purchase

A Less $7.5 million non-depreciable land (30 percent
allocation) = 0 beneyt

A Less $1.0 million parking structure = minimal
beneyt

A Less $1.5 million hotel equipment (case goods,
kitchen equipment) = 100 percent beneyt =
$300,000 beneyt

A $15 million base x 2 percent to 4 percent after-tax

present value (average 3 percent factor below for a

hotel property type) = $450,000 beneyt

Total beneyt = $750,000 (300K + 450K)

Assume an 8 percent discount/IRR and 40 percent

effective tax rate
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Youire in your mid-50s and in excellent health.
You're also managing a successful business. Do you
need to think about succession planning?

Wise business owners undertake succession planning
early. Allowing plenty of time for planning provides
room to make decisions about goals and helps ensure
there is opportunity to implement them.

Succession planning is complex because it addresses
the needs of the business, the owner and the owner’s
family. Each company has a different management
team proyle and varying strengths and weaknesses.
A succession plan can identify key management
skills the business needs to survive. The current team
can train existing managers to develop those skills
and recruit new talent to yll in the gaps. Current
management should also assess the training and
recruiting effort and make any needed corrections.
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Owners also have different personal goals.

For example, one owner may wish to retire early
while another would prefer to continue working as
long as he or she is physically able. Both owners
need a plan to preserve their businesses and the

right individuals in place to grow the yrm in the

future. The owner who wishes to travel needs help

with succession strategies and ynancial independence
computations. The “die with your boots on” owner may
need liquidity analysis to prevent the untimely sale

of his or her business when death occurs. This owner
may need creative executive compensation strategies
to retain other talented members of the management
team for the duration of his or her tenure.

If the business is owned by the family, succession
planning becomes more complex. Does the owner
believe the family should continue to participate in
the business? Do they need certain training to become
successful? Are there skills they lack that future

hires should possess for the long term health of

the business?

Successful business owners focus on managing their
business. The tax and business issues associated with
succession planning are difycult to develop, assess
and review while managing a growing business.
Consequently, hiring a professional to address these
future concerns may help you meet your personal and
business goals.
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The residential housing market may be slow, but
hard hats around the country are increasingly busy
building new towers, warehouses, industrial parks
and retail space. While residential construction

fell 2 percent in 2006, commercial construction

rose 16 percent and public construction was up 10
percent, according to the U.S. Census Bureau. The
last time business was this strong was seven years
ago, says Kenneth Simonson, chief economist for the
Associated General Contractors of America. Some
construction specialties soared in 2006. Construction
of new hotels was up 52 percent compared with
2005, according to preliminary ygures by the U.S.
Commerce Department. Factory building rose 20
percent and ofyce building grew 18 percent.
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Supplies of a key construction material stabilized or
increased within the past year, easing concerns about
escalating costs for home builders and commercial
construction companies. One factor: The slowdown
in residential construction nationwide has reduced
demand. Builders scrambled to ynd cement, a basic
ingredient in concrete, during the boom years of
2004 and 2005. But, by the second half of 2006, the
downturn in residential construction cut demand just
as production was picking up.

Cost segregation, continued from page 1
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The IRS doesn’t require a particular methodology

for cost segregation studies; however, an approach

that combines accounting and engineering disciplines
increases credibility and reduces the likelihood of
adjustments and possible penalties. Recently, IRC section
6694 standards for preparing and signing

tax returns & and the new assurance standard

for rendering tax advice & has increased the

level of diligence required in conducting cost

segregation studies.

An example approach to cost segregation might include:

A Review of project plans and speciycations
e On-site tour

« Photographs

« Interview of client and contractor personnel

* Reconcile total construction cost and
determine basis

* Analysis of owner and contractor cost and change
order information or purchase documents

A Determine direct cost on assets identiyed, which
may include contractor assistance and material
take-offs and estimating

¢ Allocation of indirect costs

« Research applicable tax authority and level of
certainty (Circular 230, FIN 48 and section 6694)

e Assign MACRS tax lives

¢ Review with management

A Final report

A cost segregation study must be logical, objective,
speciycally applied to the taxpayerts facts and
supported by the taxpayer’s contemporaneous records.
Determination of shorter tax life assets is a “facts

and circumstances” assessment and no “bright-line
test” exists.

A cost segregation analysis creates the framework
to accelerate tax deductions when a taxpayer invests
in property. This effective tax planning strategy can
increase the cash pow of a project.
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