Briefing Document
Understanding Tangible Property Regulations (TPRs)

Summary This document provides an overview of the Tangible Property Regulations (TPRs),
which are mandatory IRS guidelines for classifying costs related to tangible property. The core
purpose is to clarify whether expenses should be expensed (immediately deducted) or capitalized
(depreciated over time), a distinction previously based on often conflicting case law. The TPRs
establish a structured system utilizing concepts such as the Unit of Property (UOP) and Building
Systems to make these determinations. They also include Safe Harbors that allow certain costs to
be expensed without extensive scrutiny, while the RABI rules (Restoration, Adaptation,
Betterment, Improvement) guide capitalization when safe harbors don't apply. Failure to comply
with the TPRs can lead to significant financial penalties.

Overview:

The Tangible Property Regulations (TPRs) are mandatory IRS guidelines for property
owners, effective January 1, 2014. They were established to provide a clear
framework for determining whether costs related to tangible property should be
expensed (deducted immediately) or capitalized (depreciated over time). Before the
TPRs, taxpayers and the IRS relied on inconsistent case law and administrative
rulings, leading to significant disputes. The TPRs consolidate decades of such
guidance into a more predictable and structured system. Compliance is non-optional,
and failure to adhere to the regulations can result in significant financial penalties,
including disallowance of deductions and back taxes with interest.

Key Themes and Concepts:

Purpose and Mandatory Nature of TPRs:

o The primary purpose of the TPRs is to "provide a clearer, more
predictable framework for taxpayers and reduce conflicts with the IRS by
combining decades of case law and administrative rulings on repair
versus capitalization decisions."

o The TPRs are "mandatory guidelines for property owners that determine
whether costs spent on tangible property should be expensed (deducted
immediately) or capitalized (depreciated over time)."

o "The Tangible Property Regulations are not optional." Compliance is
required for all taxpayers incurring costs on tangible property.

Capitalization vs. Expensing:

o The core of the TPRs lies in distinguishing between costs that must be
capitalized and depreciated over time ("Capital Expenditures") and those
that can be immediately deducted ("Expensing").
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o Capital expenditures generally "make an asset better" or involve acquiring
or improving a Unit of Property (UOP).

o Expensed costs are typically "related to repairs and maintenance that
keep the asset in its current operating condition" and can be fully
deducted in the current tax year.

Unit of Property (UOP):

o The UOP is a fundamental concept used by the IRS to determine how
expenses are treated.

o For buildings, generally, "Each building, when it is not connected to
another structure, is considered an individual Unit of Property (UOP)."

o Proper identification of the UOP is "essential when making decisions
about whether a cost should be capitalized or expensed, as the IRS uses
the UOP framework to determine how expenses related to repairs,
improvements, or replacements are treated for tax purposes.”

o "Misidentifying the UOP can lead to incorrect capital versus expense
decisions, potentially resulting in lost tax savings or non-compliance with
IRS regulations."

o The UOP for buildings comprises the building structure and its defined
systems, which are treated separately for capitalization.

Building Systems:

o Once the UOP is determined, buildings are further broken down into
specific building systems for separate accounting.

o These can include up to nine categories: "HVAC, plumbing, electrical, and
fire protection systems," escalators, elevators, gas distribution, and
security systems.

o Understanding the value of each building system allows property owners
to "make informed decisions about whether to capitalize or expense costs
related to those systems, optimizing tax benefits and ensuring
compliance."

Safe Harbors:

o Safe Harbors are "elective, simplifying provisions that allow certain
expenditures to be expensed without scrutiny." They provide
administrative convenience for small items or routine maintenance.

e De Minimis Safe Harbor (DMSH): Allows expensing of expenditures under a
certain dollar threshold per invoice or item ($2,500 for taxpayers with applicable
financial statements, $500 without). It is an annual election.

o "Expenditures under $2,500 qualify."
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o Requires an invoice for the expense, and each item on the invoice must
be less than the threshold.

o Does not apply to building components when part of a larger renovation
project.

e Small Taxpayer Safe Harbor (STSH): An annual election for taxpayers with
"average gross receipts of $10 million or less."

o Allows expensing of "the lesser of 2% of the building’s adjusted basis or
$10,000 annually" for certain building improvement costs.

o All DMSH expenses for building improvements count toward this limit.

o Land improvements are excluded.

e Routine Maintenance Safe Harbor (RMSH): Allows expensing costs for
"routine maintenance expected to be repeated within 10 years to keep an asset
in normal operating condition."

o "This safe harbor does not require an annual election."

o Maintenance cannot improve, enlarge, or materially increase efficiency.

RABI Rules:

o The RABI rules (Restoration, Adaptation, Betterment, Improvement) are
considered "when Safe Harbors do not apply to determine whether an
expenditure must be capitalized or can be expensed."

o Expenditures must generally be capitalized if they fall under these
categories:

m Restoration: Occurs "within two years of occupancy or the
component is in a state of total disrepair."

m Adaptation: Changes "the original intended use of the asset."

m Betterment: Makes the component "more than 10% more efficient,
larger, or significantly more valuable." Materiality thresholds around
30% are also mentioned as a guideline for betterments or
improvements.

m Improvement: Affects "more than 33% of all like components."

o Expenditures to maintain everyday normal operating condition more than
two years after occupancy can typically be expensed, unless they meet
the RABI criteria for capitalization.

Consequences of Non-Compliance:

o The IRS actively enforces the TPRs, and "non-compliance can result in
the disallowance of depreciation deductions, not only for the current tax
year but also retroactively to previous years."

o This can lead to "substantial back taxes owed," penalties, and interest
charges.
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o Correcting non-compliance often requires filing "IRS Form 3115,

Application for Change in Accounting Method."
Partial Asset Disposition (PAD):

o A tax strategy that allows building owners to "write off the remaining
depreciable basis and removal costs of assets disposed of during a
renovation."

o The key benéefit is the ability to obtain an "immediate tax deduction for the
disposed asset," rather than continuing to depreciate it.

Other Important Concepts:

1. Modified Accelerated Cost Recovery System (MACRS): The method used
for depreciating tangible property placed in service after 1986. MACRS includes
the General Depreciation System (GDS) and the Alternative Depreciation
System (ADS).

2. Cost Segregation Study: An analysis that can help identify and reclassify
building components into shorter depreciable lives, potentially accelerating
depreciation deductions. These studies can also provide documentation for
TPR compliance by setting UOP baseline amounts and determining the value of
disposed assets.

3. Section 481(a) Adjustment: Allows taxpayers to change accounting methods,
which may be necessary to align with TPR rules and potentially reclassify
previously capitalized expenses as currently deductible.

Conclusion:

The Tangible Property Regulations are a crucial aspect of tax compliance for property
owners. Understanding the concepts of Unit of Property, Building Systems, Safe
Harbors, and the RABI rules is essential for correctly classifying expenditures as
either expensed or capitalized. While the TPRs offer potential tax savings through
deductions and depreciation, non-compliance carries significant financial risks and
penalties. Property owners should carefully navigate these regulations to ensure
accuracy and optimize their tax positions.
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