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Practical applications for cost segregation studies:
Using a CSS with leasehold/tenant improvements
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Did you know that you can use
a cost segregation study (CSS)
with leasehold/tenant improve-
ments? This is an excellent strat-
egy for tenants as well as land-
lords who make contributions to-
wards their tenant’s improve-
ments.

A CSS performed on leasehold
improvements, sometimes called a
tenant improvement study, works
the same way as a normal CSS. A
cost segregation consultant per-
forms an analysis to determine
which costs can be allocated to a
five or seven-year recovery period
as apposed to a 39-year recovery
period. You read that correctly, I
said 39 years. The IRS does not
permittaxpayers to depreciate costs
for improvements over the term of
their lease. However, it is impor-
tant to note that lease language can
make a difference.

The key to a tenant improve-
ment study is in knowing who
owns the assets and therefore will
be depreciating them. This is easy
to determine when either the ten-
ant or landlord pays for all of the
improvements, but when the costs
are shared and there is a landlord
contribution things get a bit more

complicated.

Landlord’s Perspective

Although CSSs are routinely
used by landlords these days, the
studies typically do not provide
detailed cost breakdowns for each
tenant. In most cases the studies
performed focus only on the base
building and common areas. Al-
though the benefits of a simple
base building study can be sig-
nificant, youmay be leaving a lot
of money on the table when it
comes to the tenant improve-
ments. Landlords who make con-
tributions to their tenants for fit-
up capitalize these costs, depre-
ciating the majority of them over
39 years. When a tenant leaves,
their space is frequently gutted
and built-out for the next occu-
pant. Often overlooked are the
immediate write-offs that are
available when you know the
value of the materials that were
retired during the renovation.
These costs can be written off in
the year of retirement, if properly
identified prior to the renova-
tion. A detailed study can be used
to accurately identify and segre-
gate all of the landlord’s costs,
by tenant. If you have not had a
CSS performed on your prop-
erty, you may want to do so be-
fore any more tenants leave.

Tenant’s Perspective

Equally important is how ten-
ants capitalize improvements. In
many cases the leased space is
provided as an empty shell. Us-
ing cost segregation to properly
classify assets eitherimmediately

following construction or via a
look-back study can greatly en-
hance a tenant’s cash flow by
accelerating depreciation deduc-
tions. In the case of a remodel or
alteration of your existing space
during the lease term, the data
obtained from a cost segregation
study can also be used to support
write-offs for assets that are re-
tired during the renovation. Re-
member, the study must be done
before the renovations in order to
establish a defensible position.

Lease Language

Lease language can be very im-
portant when it comes to deprecia-
tion and writing-off retired tenant
improvements. Knowing who
owns what is very helpful. There-
fore, special attention should be
given to the allocation of any con-
tribution. Lease language can be
used to designate specific assets
and/or cost to either the tenant or
the landlord. Your cost segrega-
tion consultant should be able to
give you advice as to how to spe-
cifically earmark certain assets.

Qualified Leasehold Improve-
ments

Taxpayers who made improve-
ments to existing properties be-
tween October 22, 2004 and De-
cember 31, 2005 may receive
special consideration from the
IRS. Qualified leasehold im-
provements made during this
time, on properties that were three
years old or older, can be depre-
ciated using a 15-year recovery
period instead of the standard
39-years. It is important to note

thatnotall improvements qualify
for this benefit. The costs of struc-
tural improvements for example
are still considered 39-year as-
sets. A cost segregation study
will properly identify the assets
eligible for this special 15-year
treatment as well as all costs that
qualify for the even more benefi-
cial five or seven-year recovery
periods.

Although there are talks of ex-
tending this benefit, nothing is
official with the exception of the
Liberty Zone and the Gulf Op-
portunity Zone (GO Zone). Inthe
Liberty Zone the window is still
open until December 31. In the
GO Zone there is a 50% bonus
depreciation allowance for lease-
hold improvements made through
December 31, 2008.

Closing Thought

Cost segregation is truly a
multidisciplinary service. Not only
does it require engineering, con-
struction, and tax expertise, but
familiarity with issues such as lease
language is also important. When
selecting a cost segregation con-
sultant, like any professional ser-
vice provider, be sure to check their
credentials. The IRS specifically
states, in the Cost Segregation Au-
dit Techniques Guide, that “a qual-
ity study will identify the preparer
and always references his/her cre-
dentials, experience, and expertise
in the cost segregation area.”
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