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Demolition and your tax  
basis: What you need to know

With the commercial real estate market on 
the upswing in many parts of the country, 
investors and developers are again turning to 
properties with older buildings on them for 
development opportunities. But before you 
demolish a newly purchased building, you 
need to be aware of the tax implications —  
particularly how Internal Revenue Code (IRC) 
Section 280B and changes in the final tan-
gible property regulations work, so that you 
can preserve depreciation deductions.

Section 280B and demolition
Sec. 280B generally disallows a loss or deduction when 
you demolish a structure. Instead, you must capitalize 
the demolition expenses (less any salvage value) and 
the remaining tax basis to the underlying land, which 
isn’t depreciable. 

The IRC provision includes an exception for building 
modifications; those costs are added to the basis of the 
demolished building, rather than the land. A building 
has been “modified” for purposes of the exception if at 

least 75% of the external walls, and at least 75% of the 
internal structural framework, are retained. 

Once you remove more than 25% of either the external 
walls or the internal structural framework, the excep-
tion doesn’t apply, and you lose all future depreciation 
deductions for the remaining basis of the building. But 
you might be able to avoid the unfavorable tax treat-
ment imposed by Section 280B by taking advantage 
of a general asset account (GAA), thanks to the final 
tangible property regulations.

General asset accounts to the rescue
Under the tangible property regulations, you can con-
tinue to depreciate a building you plan to demolish by 
making an irrevocable election on a timely filed tax 
return to place the building in a GAA. The disposition 
of an asset in a GAA isn’t recognized unless you elect to 
discontinue the GAA. Section 280B, therefore, doesn’t 
apply even though you demolish the building.

The election locks in the building’s basis. You can 
continue to depreciate the building after its demolition 
because it’s the GAA itself that is the depreciable asset, 
not the building. 

Under the tangible property 
regulations, you can continue to 
depreciate a building you plan to 
demolish by making an irrevocable 
election on a timely filed tax return  
to place the building in a general 
asset account.



Some important caveats apply, though. First, you gen-
erally must make the GAA election in the year that you 
acquire the property. (The election isn’t available for 
properties that you buy and sell within the same year 
or for properties you don’t use in a trade or business.)

In addition, you want to be fairly certain that you will 
indeed completely demolish the building in a subse-
quent tax year. Once you place a building in a GAA, you 
forfeit the option to recognize a partial disposition of the 
building down the road, because the regulations don’t 
allow partial dispositions of assets placed in a GAA. (See 
“The tax benefits of partial dispositions” at right.)

The role of valuations
When you buy a parcel that includes both land and 
a building, you’ll need to allocate the purchase price 
between the two elements according to their relative 
fair market values. Experienced buyers know that 
sellers usually take a different position regarding the 
preferable allocation. 

Buyers generally want a higher allocation to buildings 
because the depreciation would reduce their taxable 
income in the future. Conversely, sellers seek to allo-
cate more of the purchase price to nondepreciable 
land because a depreciated building could subject the 
seller to higher tax rates under the recapture rules.

In such circumstances, consider obtaining an indepen-
dent third-party valuation of the property, with separate 
values assigned to the land and the building. As the 
buyer, you might also want to obtain a cost segregation 
study to identify and reclassify any personal property 
elements in the building.

Plan ahead
As property values continue to rise, opportunities to 
purchase parcels with older buildings ripe for demoli-
tion and development become increasingly appealing. 
By working with your tax advisor to plan ahead, you can 
enjoy depreciation deductions for both the demolished 
building and its replacement. x
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The tax benefits of  
partial dispositions

Before the final tangible property regulations, 

renovation projects generally came with some 

unwelcome tax consequences: You couldn’t 

write off the remaining basis of any replaced 

components. Instead, you had to capitalize and 

depreciate both the replaced and the replace-

ment components. You couldn’t take a loss on 

the old component unless and until you took a 

loss on the entire building.

The final regulations allow taxpayers to elect to 

apply the property disposition rules to a build-

ing component. So you now can claim a partial 

disposition on the replaced component and take 

an immediate deduction on its remaining basis. 

You also might be able to avoid recapture tax 

down the road. When you sell the building, you 

could be subject to a capital gains recapture tax 

of 25% of the depreciation you’ve claimed in 

the building. If you make the partial disposition 

election, you reduce the building’s accumulated 

depreciation and, in turn, the recapture tax.
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IRS makes major change to  
tangible property regulations

The IRS’s 2013 release of its tangible 
property regulations clarified the 
proper tax treatment of expenditures 
related to tangible property, including 
buildings. Specifically, they explained 
how to distinguish between immedi-
ately deductible business expenses 
and capital expenditures that you must 
recover over time through depreciation. 

The final rules included a “de minimis” safe har-
bor that allows taxpayers to avoid capitalization 
of certain expenditures, thereby reducing their current- 
year taxable income. But the safe harbor imposed some 
restrictions that limited its value for many taxpayers. 
Now the IRS has amended it in a way that should allow 
more small businesses to immediately deduct more 
costs. The change takes effect for the 2016 tax year.

Out with the old …
The de minimis safe harbor allows taxpayers with an 
“applicable financial statement” (generally, a certified 
audited financial statement) to elect to deduct all 
amounts properly expensed up to $5,000 per invoice 
or item. But the regulation limited smaller taxpayers 
who don’t typically have audited financial statements 
to a much smaller deduction.

These taxpayers could apply the de minimis safe har-
bor only if the amount paid didn’t exceed $500 per 
invoice or item. In addition, it required them to have 
a written accounting policy and procedures in place 
for expensing amounts paid for property costing less 
than a certain dollar amount or for property with an 
economic useful life of 12 months or less. 

If the cost exceeded that threshold or the taxpayer 
didn’t have the written policy and procedures in place, 
no portion of it fell within the safe harbor. You either 
had to capitalize the expense or elect the Section 179 
deduction and risk recapture of some of the expensed 
amounts down the road. 

… in with the new
The IRS has increased the threshold for taxpayers 
without an applicable financial statement to $2,500. 
(The limit for taxpayers with applicable financial state-
ments remains at $5,000.) To take advantage of the 
safe harbor, you must have the accounting policy and 
procedures described above in place at the beginning 
of the tax year for which you are making the election.

The IRS has also pledged to provide “audit protection” 
on the issue. That means the agency won’t challenge 
your use of the higher threshold in tax years beginning 
in 2012, 2013, 2014 or 2015 if you otherwise satisfied 
the requirements. If you didn’t have the required pol-
icy, for example, you’re stuck with the $500 threshold.

You must consistently comply with the expensing 
policy in your books and records. For example, if you 
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Don’t get carved up
Dealing with nonrecourse loan carveouts

Nonrecourse loans draw many borrowers 
because the arrangements can shield 
them from personal liability. But they don’t 
always provide that protection. If borrow-
ers violate carveouts in the loan document, 
they may be left with full liability. Here’s 
how to use negotiations to handle non-
recourse loan carveouts and to minimize 
personal liability.

Nonrecourse loans in a nutshell 
Under a nonrecourse loan, the lender agrees not to 
hold the borrower personally liable on the loan. The 
result: The lender’s only “recourse” in the case of 
default lies in the collateral — generally real estate. 

In other words, your lender’s only recourse is to 
seize the property that secured the loan. When you 

surrender the property, the transaction is generally 
treated as a sale to the lender for the amount of debt. 

Your capital gain or loss equals the difference between 
the amount of outstanding debt and your adjusted 
tax basis in the property. For example, if outstanding 
debt is $1 million and your tax basis is $700,000, 

have a policy requiring the expensing of amounts 
paid for invoices or items below $2,500, you need to 
expense every such invoice or item. You aren’t allowed 
to expense some but capitalize others.

Moreover, the safe harbor applies only to amounts that 
don’t exceed the $2,500 threshold, regardless of where 
you set the threshold in your accounting policy. The 
policy might require the expensing of amounts paid 
for invoices or items below a higher threshold — but 
the safe harbor will still apply only to invoices or items 
that don’t exceed $2,500.

Under the recent changes, your expensing policy is 
required to be in writing only if you have an applicable 
financial statement. Nonetheless, it may be advisable to 
have a written policy and procedures in case you ever 
attract the IRS’s attention. It could help you make the case 
that you were entitled to make the safe harbor election.

An annual event
If you want to put the new threshold to work for you, 
you must make an annual irrevocable election. Then 
you must apply it to all amounts paid in the taxable year 
for tangible property that satisfies the requirements. x
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your taxable gain would be $300,000. A discharge of  
nonrecourse debt doesn’t result in any taxable cancel-
lation of debt income because the lender has no right 
to pursue other corporate or personal assets.

Carving exceptions
When negotiating a nonrecourse loan, the lender may 
include specific exceptions — known as “carveouts” —  
that will nullify the personal liability restriction. 
Common carveouts include: 

u  The borrower’s fraud, 

u  Misapplication of insurance proceeds, 

u  Waste, or 

u  Intentional destruction of property. 

These are just some of the carveouts used today; 
the scope of carveouts has expanded over the years. 
Carveouts can also include bankruptcy filings, the 
failure to pay mechanic’s liens or real estate taxes, and 
environmental damages. 

Proceed with caution, however: Few court cases have 
directly tackled the enforceability of carveouts in 
nonrecourse loans or the lender’s ability to accelerate 

foreclosure and recover the full amount of the loan 
where a party violates a carveout. And remember that 
each state may interpret nonrecourse loans and their 
carveouts differently.

Negotiating tips
So what should you do before entering a nonrecourse 
loan? Evaluate and negotiate any carveouts in the loan 
documents. Look for overly broad language and nego-
tiate to make it as narrow as possible. Make sure to 
clearly define potential causes of default. 

Also watch out for “springing guarantees.” These trig-
ger a guarantor’s obligations to pay the full amount 
of debt, as opposed to only the damages proximately 
caused by a breach of a carveout. You’ll want to limit 
such guarantees to intentional acts, excluding mere 
negligence or mistake. For example, limit a carveout 
for waste to intentional waste only.

Ideally, you’ll want to try to limit liability under both 
springing guarantees and carveouts to only damages 
caused by the prohibited act, instead of the entire debt 
deficiency. Finally, negotiate for the inclusion of notice 
and cure periods to secure the opportunity to take cor-
rective action before acceleration and foreclosure. 

Once you close on the loan, avoid taking actions that 
could violate carveouts, especially those that might 
affect the value of the collateral securing the loan. If 
you sell the property and the buyer assumes the loan, 
negotiate a release from liability so you aren’t exposed 
to potential liability for the buyer’s acts. (Note that 
nonrecourse agreements frequently include a carve-
out requiring written consent from the lender before 
transferring mortgaged property.)

Review with an expert
So what should you do to protect yourself from per-
sonal liability before entering into a nonrecourse loan? 
First, review the contract and identify each carveout 
with your attorney. It’s also advisable to consult a 
financial expert who can crunch the numbers. This 
will help you estimate damages in the event of a loan 
carveout provision breach. x
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Renting property to your business  
could backfire on your tax liability
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If you own both property and a business, 
it just makes sense to lease the property 
to your business, right? Not always — this 
approach could be costly tax-wise, especially 
in light of the 3.8% net investment income 
tax (NIIT) now imposed on certain passive 
income. Fortunately, there may be a way to 
avoid these undesirable consequences.

The self-rental rule 
The self-rental rule applies when you rent property to a 
business in which you and/or your spouse “materially 
participate.” The rule treats rental income as nonpassive 
but rental losses as passive. A taxpayer materially par-
ticipates in a business if he or she works on a regular, 
continuous and substantial basis in its operation. 

Unfortunately, the Internal Revenue Code generally 
prohibits taxpayers from deducting passive losses. A 
passive loss usually can offset only passive income, 
meaning income from a business in which you don’t 
materially participate, or rental real estate in which you 
don’t actively participate. “Active” participation is a less 
stringent standard than “material” participation. The 
active participation rules provide for limited circum-
stances under which you’ll be able to deduct passive 
losses; typically, though, absent passive income you may 
not claim current deductions for passive losses.

On top of that bad news, higher-income taxpayers gen-
erally will be subject to the NIIT on some or all of their 
unearned income, including rental income. This is in 
addition to — and calculated separately from — the 
taxpayers’ regular income tax or alternative minimum 
tax liability.

An alternative approach
You might be able to avoid the negative self-rental rule 
results by electing to “group” your business activities and 
rental activities for purposes of the passive loss rules —  
if both activities together constitute “an appropriate eco-
nomic unit.” 

The factors given the greatest weight when determining 
whether a group is an appropriate economic unit are:

u  Similarities and differences in types of businesses,

u  The extent of common control,

u  The extent of common ownership,

u  Geographical location, and

u  Interdependencies between or among the activities.

The interdependencies factor might consider, for 
example, the extent to which the activities purchase or 
sell goods to each other; involve products or services 
that are normally provided together; have the same 
customers or employees; or are accounted for with a 
single set of books and records.

Proceed with caution
If you qualify for the grouping election, you could 
offset your business’s nonpassive income with the oth-
erwise passive rental losses. The rules for grouping are 
complicated, though, and include conditions beyond 
the appropriate economic unit requirement. Your tax 
advisor can help you chart the best course forward to 
minimize your taxes. x




