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»SUBJECT

COST SEGREGATION STUDY RESULTS
CHALLENGED WHEN SUBJECT TO A
PURCHASE PRICE AGREEMENT
ALLOCATION

» SUMMARY

In a recent Tax Court Memorandum decision,* the Tax Court ruled that, where
an allocation of consideration or fair value to assets is in writing, the
agreement is binding for all federal tax purposes and may not be altered by a
subsequent “cost segregation” study.

The Tax Court considered the case of Peco Foods, Inc. (“Peco”), a corporation
that purchased (through its subsidiaries) two poultry processing facilities in
separate asset acquisitions pursuant to section 1060. The purchase
agreements allocated the purchase price to specific categories of assets,
including “Real Property Improvements” and “Machinery and Equipment,”
among others. Further, the purchase agreements stated that the allocation
was “for all purposes (including financial accounting and tax purposes).”

Several years subsequent to the acquisitions, Peco performed cost segregation
analyses on the real property and filed an accounting method change to claim
the accelerated depreciation deductions resulting from the reduced
depreciation recovery periods. The Service and the taxpayer agreed that the
acquisition transactions were applicable asset acquisitions under section 1060.
However, the Service asserted, and the court agreed, pursuant to Treas. Reg.
§ 1.1060-1(c)(4), that Peco was not permitted to subsequently change the
useful lives of assets or portions of assets originally classified as real property
in the purchase agreement.

! peco Foods, Inc., T.C. Memo. 2012-18.

»Read more
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Peco was denied the application of the cost segregation analyses and accelerated deductions because the allocation of the
purchase price among the acquired assets was already agreed to in the purchase agreement. The allocation of basis in the
purchase agreement was ruled to be the final allocation because it was agreed to “for all purposes . . . including tax
purposes.”

»OPPORTUNITIES FOR TAXPAYERS

Parties to an asset acquisition should clearly state the intent and purpose of allocations of purchase price to assets and/or
classifications. Failure to specify the purpose of the allocation could result in unintended binding agreements for federal tax
purposes. Where a cost segregation analysis cannot be practically implemented prior to the close of the transaction, consider
omitting such an allocation or stating that the allocations and classifications in the purchase agreement are not intended to
be binding for federal income tax purposes. Alternatively, as all fixed assets, both personal and real property, are classified
as Class V assets on Form 8594, Asset Acquisition Statement Under Section 1060, consider limiting any allocation of the
purchase agreement to this broad category and omitting any more specific allocation.

Where asset purchase transactions closed in prior years and cost segregation analyses were implemented, taxpayers should
assess the language in the purchase agreements for conformity with Peco. If cost segregation studies were completed on
assets acquired in a section 1060 transaction where there was a specific allocation between real and personal property in the
agreement, taxpayers have the option to file Form 3115, Application for Change in Accounting Method, to change the
depreciation methods as necessary, with IRS audit protection.

The Peco decision was specific to an applicable asset acquisition under section 1060. Care is also warranted in stock
acquisitions where a section 338 election has been made to treat the acquisition as an asset acquisition for tax purposes. The
section 338 regulations do not have a comparable provision to follow written agreements as the section 1060 regulations
applied in the Peco case. However, a detailed explanation of the purpose and scope of purchase price allocations for
transactions subject to section 338 is also recommended to mitigate unintended consequences.

The Tax Practice at BDO is among the largest tax advisory practices in the United States. With 40 offices and more than 400 independent alliance firm
locations in the United States, BDO has the bench strength and coverage to serve you.

BDO is the brand name for BDO USA, LLP, a U.S. professional services firm providing assurance, tax, financial advisory and consulting services to a
wide range of publicly traded and privately held companies. For more than 100 years, BDO has provided quality service through the active
involvement of experienced and committed professionals. The firm serves clients through more than 40 offices and more than 400 independent
alliance firm locations nationwide. As an independent Member Firm of BDO International Limited, BDO serves multinational clients through a global
network of 1,118 offices in 135 countries.

BDO USA, LLP, a Delaware limited liability partnership, is the U.S. member of BDO International Limited, a UK company limited by guarantee, and
forms part of the international BDO network of independent member firms. BDO is the brand name for the BDO network and for each of the BDO
Member Firms. For more information, please visit: www.bdo.com.

To ensure compliance with Treasury Department regulations, we wish to inform you that any tax advice that may be contained in this communication
(including any attachments) is not intended or written to be used, and cannot be used, for the purpose of (i) avoiding tax-related penalties under the
Internal Revenue Code or applicable state or local tax law provisions or (ii) promoting, marketing or recommending to another party any tax-related
matters addressed herein.

Material discussed in this tax alert is meant to provide general information and should not be acted on without professional advice tailored to your
firm's individual needs.

© 2012 BDO USA, LLP. All rights reserved. www.bdo.com



