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This article examines the usefulness of real estate cost segÌegation
studies to internal auditors in improving pÌofitab¡lity and managing risk.

KWEKU BOISON

he

Institute of Internal Audi-

tors defines internal auditing
as an independent, objective
assurance and consulting activity designed to add value
and improve an organization's operations.

itability and

assist in the attainment of
other organizational goals.
The focus of this paper is to bring
forth the service value of the internal auditor who capitalizes on his/her knowledge of real estate cost segregation studies

It helps an organization accomplish its to improve the organizations' profitobjectives by bringing a systematic, dis-

ability and overall management of finan-

ciplined approach to evaluating and cial risk.

improving the effectiveness of risk management, control, and governance processes, l

The internal auditing function serves
to evaluate and improve all aspects of
the organization's governance and systems
of internal control, including the management of risk. The goal of the internal
auditor is to improve organizationai prof-
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The internal auditor and real estate cost
segregat¡on

A key part of the internal auditor function is to review and evaluate the effectiveness with which the unit of organization
is run and how well its risks are managed.
Among the risks facing an organization
is financial risk. The role of the internal
auditor is to provide assurance to management that all key risks, including financial risk, are being managed effectively. Can
the internal auditor faithfully provide this
assurance to management when the orga-

nization is not taking advantage of the
benefits that accrue from real estate cost
segregation studies?
The internal auditor plays a dual role
in the organization as a provider ofassurSEPIEMBER/OCTOBER
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ance and as a consultant for improvement

GOST SEGREGATIOiI

SIUDY IS ATT
OPPORTUT|ÏY

OFIEII
OUERTOOKED BY

oRGAfllzATlollrs.

To qualify for a cost segregat¡on study

in the organization's practices. In both

Since cost segregation studies create tax

spheres of function, the internal auditor
is best placed to bring the value of the
benefits of cost segregation to the organization. The primary benefit is the significant improvement in cash flow. This

benefits, the property owners must be con-

is achieved through the acceleration of
depreciation deductions and the deferment of tax liabilities, The reclassification
of costs the studies provide through the
segregation studies presents additional
benefits that the organizarion can take
advantage of. These are discussed below.

sidered by the IRS to be "taxable entities." Any type of entity that owns real
estate and pays tax could be a beneficiary of cost segregation studies, including but not iimited to:
. C Corp;
. S Corp;
. Individual (enterprises);
. Partnership;

.LLC.

Nonprofit entities cannot take advantage of a cost segregation study unless
for some outlying reason, such as satisfying a correlation between real property
or personal property and donor contri-

How much can be saved?
The average net present value of additional cash flow is $20,000 for every butions.'
To determine if a cost segregation an$100,000 of 39-year property that is
reclassified. Typically l5-40 percent of alysis is beneficial for yo:ur organizaa building's overall costs can be reclas- tion, the internal auditor should ask the
sified to one of the shorter cost recov- following questions:
ery periods. The actual amount of present 1 Has the organization purchased,
constructed, expanded, or renovated
value savings depends on the type of
any property after 1986, or has the
propert¡ the design, and the specific conorganization installed leasehold
struction components.
improvements in an existing buildWhat is a real estate cost segregat¡on
study?
A real estate cost segregation study is an
Internal Revenue Service (IRS) sanctioned practice of identifying assets
within a real estate, as well as their costs,
and reclassifying those assets and the
associated costs for federal tax purposes.
Allocating the acquisition or construction cost of a building between real and
personal property, based on case law and
IRS guidance, allows organizations owning real estate property to reduce their
overall current income tax burden and free
up capital by improving their cash flow
from owned real estate property. Cost
segregation study is an opportunity often
overlooked by organizations. By current
tax law, commercial real estate properties are depreciated over 39 years, and
residential rental buildings are depreciated over 27 .5 years. Management of organizations, however, may not be aware that
a significant proportion of their real
property could be depreciated over five,
seven, or 15 years instead.
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ing?

Is the cost of the building or
improvement (land excluded) at
least $500,000?
3 Is the organizatíon planning on
retaining the said property for at
least the next few years?
If the internal auditor's answers to these
questions are in the affirmative, then cost
segregation is a valuable tool for the organization.

0ualifying propert¡es
Properties that qualify for the benefits
of cost segregation are residential rental
property and nonresidential rental property. In section 163(e)(2)(A)(i) ofthe Internal Revenue Code (IRC), residential
rental property is defined as any building or structure from which 80 percent
or more of the gross rental income for
the taxable year is rental income from
dwelling units. A dwelling unit is a house
or apartment used to provide living
accommodations in a building or structu

re.3
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EXHIBIT
Property

I

Schedule of Typical Range of Reclassification of Real Property to Personal

PERCENTAGE RANGE OF REAL
PROPERTY RECLASSIFIED TO
SHORT-LIVED PERSONAL

INDUSTRY/ACTIVITY

PROPERTY

Auto Dealerships (with repair/collision shops)

t5%-30%

-

Rcstaurants

l5%

Hotels and Motels
Heavv Manufacturins

20%-40%

2s%-70%
t5%-40%
ts% -25%
t5%-25%
20% -35%
15%-30%
t0%-40%
t0%-30%

Lisht Manufacturins
Multi-Unit Residential Housins
C)ffice Buildinss

MedicalOffices
Nursins Hornes/Assisted Livine resiclences
Retail Businesses
Warehouses

Hotels, motels, and other establishments with more than one half of the
units used on a transient basis are not
considered residential rental property.
These will fall within the ambit of the nonresidential real property.a
Section 168(e) (2) (B) defines nonresidential real property as a section 1250
property that is not residential real property or property with a class life of less
than 27.5 years.5 Nonresidential real
property is depreciated over 39 years.
The enactment of the Revenue Reconciliation Act of 1993 extended the
recovery period for depreciating nonresidential real (commercial) property
placed in service from

31

.5 years

to

39 years.

With such a lengthy recovery period, it
has becomes increasingly important to
identify any personal property (IRC Section 1245 property) included in nonresidential or residential rental real property
constructed and to have such personal
property reclassified for shorter and accelerated recovery periods.
Benefits of cost segregat¡on studies
Savings by property type. Federal and
state income tax savings can be realized
by taking advantage of the accelerated
depreciation allowed for personal property. The outcome of cost segregation
studies does not increase the total amount

40%

of depreciation that can be written off.
Instead, the increased depreciation
deductions translate into lower taxable
income in the earlier years of the real
property's useful life. The result is an
increase in cash flow, allowing the funds
to be invested or used for other purposes
in the business. The change in timing of
deductions is presented to the organization

in the form of the net present value of
tax savings and/or expense over the life
of the property.6
Superficially, properties valued at
$1,000,000 and above are ideal candidates for a cost segregation study. At that
value, even a warehouse, a property type
that commoniy sees only 15 percent of
assets reclassified to shorter-lived property, can benefit from such a study.
However, where short-lived assets range
to 50 percent or higher of the property
value, properties valued at even as low
as $500,000 can be worthwhile subjects
for a study. Today, virtually all real property purchases entail the simultaneous
acquisition of tangible personal property.
For this reason, internal auditors should
routinely recommend the use of cost segregation studies whenever the expenditures for an acquisition, including lease-

hold improvements, equal or
$7

excee'd

50,000.'

Exhibit I lists some typical ranges of
reclassifications of real property to perSEPTEMEER/OCTOBER
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EXHIBIT

2 Schedule

of Expansion of Depreciation by the United States Congresss

Additional Depreciation

Statute

Bonus Recovery Period

Job Creation and Worker
Assistance Act of 2002

Allowance
30% additional first year
depreciation allowance for
qualified propeÍy

Jobs and Growth Tax Relief
Reconciliation Act of 2003

50% additional lirst year
depreciation al lowance f'or

I 5 years depreciation
allowance instead of 39

qualified property

years:

l. Qualified Leasehold
Improvernent Property
2. Qualified Restaurant
Property
Arnerican Jobs Creation Act

50% additional first year
depreciation allowance for
qualifìed property.

of2004

Reduction in depreciation
class lif-e.

I 5 years depreciation
allowance instead of 39

years:

l. Qualified Leasehold
lmprovernent Property
2. Qualifìed Restaurant
Property
Deprecíation class life

for Motorsports
Entertainment Complex
reduced to 7 years.

Tax Relief and Health Care

Act of2006

50% additional first year
depreciation allowance for

l5 years depreciation
allowance instead of 39

qualified property in Gulf
Opportunity Zone

years:

L Qualified Leasehold
hnprovement Property
2. Qualifìed Restaurant
Property

Enrergency Economic
Stabilization Act of 2008

50% additional first year
depreciation allowance for

I 5 years depreciatiolr
allowance instead of 39

qualifìed property

years:

Reduction in depreciation

1. Qualifìed Leasehold
lmprovernent Property
2. Qualified Restaurant

class life.

Property

3. Qualified Retail
Improvement Property

sonal property. The savings depend

upon

the type of industry in which the property is used, a strong indicator of the
percentage of short-lived assets in the real
property.s
Bonus deprec¡at¡on. Following the historical events of September I 1, 2001 and
their impact on the economy, Congress
has, at various times, enacted targeted

24

INTERNAL AUDITING

SEPTEMBEB/OCTOBER

201

1

expansions of depreciation to stimulate
economic growth and provide tax relief
to business owners owning commercial
property.
Subject to the respective prerequisites
in Section 168(k) of the IRC, the depreciation expansions detailed in Exhibit
2, also referred to as "bonus depreciation,"
were available to taxpayers.
COSI SEGREGAT1ON STUDIES

EXHIBIT2 Schedule of Expansion of Depreciation bythe United States Congress', cont'd.

Depreciation class life

for Motorsports
Entertainrnent Conrplex
reduced to 7 years.

American Recovery and
Reinvestment Tax Act of 2009

50% additional fìrst year
depreciation al lowance for

I 5 years depreciation
allowance insteacl of 39

qualifìed propefty

years:

l. Qualified

Leasehold

Improvenrent Property
2. Qualified Restaurant
Property
3. QLralified Retail
h.nprovement Property

Hiring Incentives to Restore
Employrnent (HIRE) Act ol
2010

50% additional first year
depreciation allowance for'
qualified property.
Reduction in depreciatiorr
class lif'e.

I

5 years depreciation

allowance instead of 39
years:

l. Qualifìed Leasehold
lmprovement Property
2. Qualified Restaurant
Property

3. Qualified Retail
Irrrprovement Property
Depreciation class lif'e

for Motorsports
Entertainnrent Complex
reduced to 7 yeals.

Small Business Jobs and
Credit Act of 2010

50% additional first year
depreciation al lowance for
qualified property.
Reduction in depreciation
class Iifè.

I 5 years depreciation
allowance instead of 39

years:

l. Qualifìed Leasehold
Implovenrent Property
2. Qualifìed Restaurant
Property

3. Qualified Retail
Itnptovement Property
Depreciation class lifè
f-or Motorsports
Entertainment Complex
reduced to 7 years.

I

The expansion of depreciation for personal property and real property adds
tremendous value to cost segregation studies. First, there is the favorable 15 year
depreciation period for qualified property
and the immediate deduction of 50 or 100
percent of the tax basis of the qualified
personal property. Then there is the shorter

depreciation life of the remaining tax basis
of the personal property (where depreciation
deduction is other than 100 percent). The

net result of the depreciation expansion
provides increased cash flow benefits in
the first year and increased net present value
over the life of the personal real estate
property.
SEPTEMBEB/OCTOSER

2011

INTEBNAL AUDITING

25

EXHIBIT2 Schedule of Expansion of Depreciation bythe United States Congress', cont'd.
100% first year depreciation
allowance fbr qualified
property.

Tax Relief, Unemployment
Insurance Reauthorization,
and Job Creation Act of 201 0

All depreciation taken
in first year. (Applies to
personal property with
an MACRS

Election to forgo 100% first
year depreciation allowance,
50% fìrst year depreciation
allowance, or both.
Retroactive restoration of
50% additional first year
depreciation allowance for
qualifìed property.

depreciation period of
20 years or less, certain
leasehold irnprovernent
property, arrd ceÉain
water utility property)

l5 years depreciatiott
allowance instead of 39
years:

l. Qualified Leasehold
Improvement Property
2. Qualified Restaurant
Property

3. Qualified Retail
Improvement Property
Depreciation class life

for Motorsports
Entertainment Complex
reduced to 7 years.

Under the rules of the Alternative Minimum Tax (AMT), the bonus depreciation is exempt from AMT depreciation
adjustments.'o Therefore, the AMT taxpayers get the full benefit of the bonus
depreciation as regular taxpayers do.
The internal auditor needs to explore
the options available to his/her organizalion. The savings in tax payments following cost segregation studies is often
dramatic, and the reduction to cash outflow may just as well be seen as a"free
loan" from the federal government. These
savings have for most companies prove

to be the difference between life and
extinction.
Retroact¡vê or "look-back" stud¡es. Generally, if cost segregation is not reflected

on the organiza|íon's original return for
the year that a real estate property was
placed in service, the taxpayer can file an
amended return to reflect the cost segregation for the "placed in service year.""
IRS Revenue Procedure 2004-l I sections
4.01 and 4.02 allow taxpayers to capture
in the immediate year retroactive savings on property acquired or constructed
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after 1986. Previous rules extended to
the taxpayer a four-year catch up period

for retroactive savings from depreciation adjustments. Rev. Proc. 2004-lI
amended these rules, allowing laxpayers to take the entire amount of the unrecognized depreciation as an adjustment
in the year cost segregation is completed.

This opened up the opportunity for
retroactive or "look-back" cost segregation studies on older properties to increase
cash flow in the year of study.1'? Even
more enticing is the retroactive extension
of the 50 percent first year depreciation
for qualified properties placed in serice
between lanuary 1, 2010 and September
g, 2010.13

The IRS further facilitates the procedure for taxpayers to make use of depreciation adjustments by granting "automatic" consent. Under the automatic
consent, the taxpayer receives permission
for the change if the taxpayer ( t ) attaches
an original Form 3115 to a timely filed
(inciuding extensions) original return
of the taxpayer for the year of change,
(2) files a copy of the Form 31 i 5 with the
COST SEGREGATION STUDIES

,.lr

IRS at the adclress specified in the applicable revenue procedure, no latei ihan
when the original return was filed, and
(3) follows the other instructions in the
applicable revenue procedures.'a
W¡ite-off provisions-section I Zg. Another
incentive for allocating real estate costs
to shorter-lived property is the expensing provision of IRC S 179. The.èillng
Iimitation for expensing capital amounts
invested in qualified section lT9 property (qualifying tangible property acquired
by purchase for use in the active conduct
of a trade or business)'. was at $250,000
for property placed in service in the tax
years that began in 2008. This limit was
reduced by the amount by which the cost
of section 179 property placed in service
in the tax year exceeds $800,000.r6 The
ceiling limitation and the threshold remained the same for 2009. The Hiring Incentives to Restore Employment (HIRE)
Act of 2010 extended the timeframe for

Find duplicate records to
reveal errors and frauds
lfjlt

ttr.

- E ã-

duplicate records discoverv

!ll!

tÍwtzöame

the benefit of these provisions to 20 I I , while

maintaining the established ceiling and
threshold.l'In The Small Business Jobs and
Credit Act of 2010 the U.S. Congress increased the amount a business can writeoff from $250,000 to $500,000 of qualified capital expenditures. This is subject
to a phase-out once these expenditures
exceed $2,000,000 for tax years 2010 and
Reduction in quarterly estimated tax pay201 I . This statute has since been followed
ment. While organizations are required
by the Tax Relief, Unemployment Insur- to file and pay estimated taxes every
ance Reauthorization, and Job Creation quarter of the calendar year, those
orgaAct of 2010, which allows businesses to write- nizations that have taken advantage
of
off up to $500,000 of qualified capital the tax savings from cost segregition
expenditures, subject to a dollar-for-dol- studies have reduced cash outflow for
lar phase-out once these expenditures quarterly tax payment by reducing taxexceed $2,000,000 for the 20ll taxyear. able income.
By maximizing the costs allocable to
Property tax savings. We are in times
tangible personal property, the taxpayer of fiscal austerity, and state and local
can not only get an immediate write-off governments are increasingly looking
to
under S 179, but also qualify for a shorter assess more taxes on properties within
recovery period under S168 for any re- their jurisdiction. The assessments are
maining basis in the property. There- based on the jurisdiction's perceived
after, first year bonus depreciation pro- value of the property. The organization
vides even more incentive for taxpayers can contest for a lower property tax
to segregate cost into shorter recovery assessment if it can carve out the cost of
p eriods.'8
personal property from the reported cost
Internal auditors, by definition, are of construction or acquisition of real
duty-bound to urge their organizalion estate property. The process of cost segto take advantage ofthese capital recov- regation studies provides the docuery provisions set forth by Congress to mentary support for the organization to
improve cash availability.
accomplish this.
COST SEGREGATION STUDIES
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Section lO3l exchanges. Under the
rules of Section 1031 of the IRC, it is typical for the organization to apply the regular depreciation rate to both the exchanged basis of the property given up
and to the excess basis (the excess of the
fair value of the new property over the fair
value of the property given up), if the
excess exists.
The organi zatíon could, however, opt
to use a cost segregation study to accelerate depreciation deductions and decrease
tax liability.
Purchase price allocation. The previous Statement of Financial Accounting
Standards, SFAS 141 (Revised 2007) Business Combinations, now codified under
the new Accounting Standards Codification
(ASC) and cited as Business Combinations FASB ASC 805, provides the following
guidance in paragraph 20 for measuring identifiable assets acquired in a business combination transaction:
The acquirer shall measure the identifiable
assets acquired, the liabilities assumed, and
any noncontrolling interest in the acquiree at
tháir acquisition d"ate fair values.le

This process has come to be known

Conclusion
This article has examined the value of real
estate cost segregation studies to the
internal auditor's roles as a consultant of
best practices and as a provider of adsurance to organization management that all
key risks, including financial risk, are
being managed effectively. With the benefits that have been discussed, the internal auditor enhances the faithfulness of
his/her representations to management
if he/she capitalizes on knowledge of real
estate cost segregation studies to improve
the organizations' profitability and overall management of financial risk. I
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