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Many property owners are unsure how to properly treat expenditures for the maintenance, upkeep
and repair of their property. Are these costs for routine maintenance, in which case they are
deductible against the current year's income? Are they capital expenditures, which must be
capitalized and depreciated, resulting in a deduction that is spread out over many years? Or are
they in a gray area somewhere in between?
The IRS has recently released proposed regulations to clarify how taxpayers should treat these
types of expenditures for income tax purposes. Although the regulations are not yet finalized, they
are useful because they are based on previous IRS guidance as well as rulings issued by the IRS
and the courts.
In most cases, taxpayers are better off if an expenditure can be treated as a current period repair,
since it is immediately deductible and may generally offset income at ordinary income tax rates.
Expenditures that are capitalized add to the owner's basis in the asset, which will result in a lower
capital gains tax in case of a sale. Under certain circumstances it may also be possible for a capital
expenditure to be expensed immediately, or over a shorter time period, so all is not lost if a project is
determined to be capital.
The proposed regulations require the taxpayer to capitalize all expenditures that result in a
"betterment", a "restoration", or a new or different use of a unit of property.
A betterment has been defined as a cost that:
* Remediates (ie. repairs) a material defect that existed before the property's acquisition or that
arose during the property's production,
* Causes a material addition to the property, or
* Causes a material increase in the property's capacity, productivity, efficiency, strength, quality or
output.
To illustrate the difference between a betterment and a repair, suppose you own a strip mall and the
wooden front is weathered and worn out. The cost of replacing a few broken boards and repainting
the storefront would likely be allowed as an immediate deduction by the IRS. If, however, you took
the opportunity to replace the entire facing of the storefront with a more durable material, the cost
would probably qualify as a betterment, resulting in a capital expenditure that would have to be
written off over time.
A restoration is defined as cost which:
* Replaces a property component and the taxpayer either has properly deducted a loss for it or has
taken into account its adjusted basis in realizing a gain or loss from the component's sale or
exchange,
* Is for the repair of property damage for which the taxpayer has taken a basis adjustment as a



result of or relating to a casualty loss,
* Returns the property to its ordinarily efficient operating condition if the property had deteriorated to
a state of disrepair and was no longer functional for its intended use,
* Results in rebuilding the property to a like-new condition after the end of its economic useful life, or
* Replaces a major component or a substantial part of the property.
For purposes of the proposed regulations, a new or different use arises if the modifications to the
property result in a use that is not consistent with the taxpayer's original ordinary use of the property
when the taxpayer first acquired the property. For example, if the taxpayer acquired a shopping mall
20 years ago, and this year had it converted to a self-storage facility, the costs incurred to adapt the
building to its new use must be capitalized, since the building will be used for a different purpose.
If you are considering spending significant money on your property, you should consult a tax advisor
before incurring the costs so that you can get guidance about what the tax effect of your project will
be. Knowledge of the proposed regulations will let your tax advisor assist you in structuring your
project so that you obtain the most advantageous tax results. 
If you have already spent significant money on projects it is not too late to see a tax advisor to
determine if there is an opportunity to reclassify your costs as either period costs or capital assets
with a shorter depreciable life, resulting in an immediate deduction to correct the effects of the prior
year's errors. 
Although the IRS has provided some proposed guidance, the rules for expensing versus capitalizing
costs remain challenging, and your tax advisor should be consulted as early in your decision making
process as possible. Remember, the wrong decision may end up costing you money.
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