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Example 1. Building systems. A owns an office building that contains a HVAC
system. The HVAC system incorporates ten roof-mounted units that service different
parts of the building. The roof-mounted units are not connected and have separate
controls and duct work that distribute the heated or cooled air to different spaces in the
building’s interior. A pays an amount for labor and materials for work performed on the
roof-mounted units. Under paragraph (e)(2)(i) of this section, A must treat the building
and its structural components as a single unit of property. As provided under paragraph
(e)(2)(ii) of this section, an amount is paid to improve a building if it is for an
improvement to the building structure or any designated building system. Under
paragraph (e)(2)(ii)(B)(1) of this section, the entire HVAC system, including all of the
roof-mounted units and their components, comprise a building system. Therefore,
under paragraph (e)(2)(ii) of this section, if an amount paid by A for work on the roofmounted units is an improvement (for example, a betterment) to the HVAC system, A
must treat this amount as an improvement to the building.
Example 2. Building systems. B owns a building that it uses in its retail
business. The building contains two elevator banks in different locations in its building.
Each elevator bank contains three elevators. B pays an amount for labor and materials
for work performed on the elevators. Under paragraph (e)(2)(i) of this section, B must
treat the building and its structural components as a single unit of property. As provided
under paragraph (e)(2)(ii) of this section, an amount is paid to improve a building if it is
for an improvement to the building structure or any designated building system. Under
paragraph (e)(2)(ii)(B)(5) of this section, all six elevators, including all their components,
comprise a building system. Therefore, under paragraph (e)(2)(ii) of this section, if an
amount paid by B for work on the elevators is an improvement (for example, a
betterment) to the elevator system, B must treat this amount as an improvement to the
building.
Example 3. Building structure and systems; condominium. C owns a
condominium unit in a condominium office building. C uses the condominium unit in its
business of providing medical services. The condominium unit contains two restrooms,
each of which contains a sink, a toilet, water and drainage pipes and other bathroom
fixtures. C pays an amount for labor and materials to perform work on the pipes, sinks,
toilets, and plumbing fixtures that are part of the condominium. Under paragraph
(e)(2)(iii) of this section, C must treat the individual unit that it owns, including the
structural components that are part of that unit, as a single unit of property. As provided
under paragraph (e)(2)(iii)(B) of this section, an amount is paid to improve the
condominium if it is for an improvement to the building structure that is part of the
condominium or to a portion of any designated building system that is part of the
condominium. Under paragraph (e)(2)(ii)(B)(2) of this section, the pipes, sinks, toilets,
and plumbing fixtures that are part of C’s condominium comprise the plumbing system
for the condominium. Therefore, under paragraph (e)(2)(iii) of this section, if an amount
paid by C for work on pipes, sinks, toilets, and plumbing fixtures is an improvement (for
example, a betterment) to the portion of the plumbing system that is part of C’s
condominium, C must treat this amount as an improvement to the condominium.
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Example 4. Building structure and systems; property other than buildings. D, a
manufacturer, owns a building adjacent to its manufacturing facility that contains office
space and related facilities for D’s employees that manage and administer D’s
manufacturing operations. The office building contains equipment, such as desks,
chairs, computers, telephones, and bookshelves that are not building structure or
building systems. D pays an amount to add an extension to the office building. Under
paragraph (e)(2)(i) of this section, D must treat the building and its structural
components as a single unit of property. As provided under paragraph (e)(2)(ii) of this
section, an amount is paid to improve a building if it is for an improvement to the
building structure or any designated building system. Therefore, under paragraph
(e)(2)(ii) of this section, if an amount paid by D for the addition of an extension to the
office building is an improvement (for example, a betterment) to the building structure or
any of the building systems, D must treat this amount as an improvement to the
building. In addition, because the equipment contained within the office building
constitutes property other than the building, the units of property for the office
equipment are initially determined under paragraph (e)(3)(i) of this section and are
comprised of all the components that are functionally interdependent (for example, each
desk, each chair, and each book shelf).
Example 5. Plant property; discrete and major function. E is an electric utility
company that operates a power plant to generate electricity. The power plant includes
a structure that is not a building under §1.48-1(e)(1), and, among other things, one
pulverizer that grinds coal, a single boiler that produces steam, one turbine that
converts the steam into mechanical energy, and one generator that converts
mechanical energy into electrical energy. In addition, the turbine contains a series of
blades that cause the turbine to rotate when affected by the steam. Because the plant
is composed of real and personal tangible property other than a building, the unit of
property for the generating equipment is initially determined under the general rule in
paragraph (e)(3)(i) of this section and is comprised of all the components that are
functionally interdependent. Under this rule, the initial unit of property is the entire plant
because the components of the plant are functionally interdependent. However,
because the power plant is plant property under paragraph (e)(3)(ii) of this section, the
initial unit of property is further divided into smaller units of property by determining the
components (or groups of components) that perform discrete and major functions within
the plant. Under this paragraph, E must treat the structure, the boiler, the turbine, the
generator, and the pulverizer each as a separate unit of property because each of these
components performs a discrete and major function within the power plant. E may not
treat components, such as the turbine blades, as separate units of property because
each of these components does not perform a discrete and major function within the
plant.
Example 6. Plant property; discrete and major function. F is engaged in a
uniform and linen rental business. F owns and operates a plant that utilizes many
different machines and equipment in an assembly line-like process to treat, launder, and
prepare rental items for its customers. F utilizes two laundering lines in its plant, each
of which can operate independently. One line is used for uniforms and another line is
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used for linens. Both lines incorporate a sorter, boiler, washer, dryer, ironer, folder, and
waste water treatment system. Because the laundering equipment contained within the
plant is property other than a building, the unit of property for the laundering equipment
is initially determined under the general rule in paragraph (e)(3)(i) of this section and is
comprised of all the components that are functionally interdependent. Under this rule,
the initial units of property are each laundering line because each line is functionally
independent and is comprised of components that are functionally interdependent.
However, because each line is comprised of plant property under paragraph (e)(3)(ii) of
this section, F must further divide these initial units of property into smaller units of
property by determining the components (or groups of components) that perform
discrete and major functions within the line. Under paragraph (e)(3)(ii) of this section, F
must treat each sorter, boiler, washer, dryer, ironer, folder, and waste water treatment
system in each line as a separate unit of property because each of these components
performs a discrete and major function within the line.
Example 7. Plant property; industrial process. G operates a restaurant that
prepares and serves food to retail customers. Within its restaurant, G has a large piece
of equipment that uses an assembly line-like process to prepare and cook tortillas that
G serves only to its restaurant customers. Because the tortilla-making equipment is
property other than a building, the unit of property for the equipment is initially
determined under the general rule in paragraph (e)(3)(i) of this section and is comprised
of all the components that are functionally interdependent. Under this rule, the initial
unit of property is the entire tortilla-making equipment because the various components
of the equipment are functionally interdependent. The equipment is not plant property
under paragraph (e)(3)(ii) of this section because the equipment is not used in an
industrial process, as it performs a small-scale function in G’s restaurant operations.
Thus, G is not required to further divide the equipment into separate units of property
based on the components that perform discrete and major functions.
Example 8. Personal property. H owns locomotives that it uses in its railroad
business. Each locomotive consists of various components, such as an engine,
generators, batteries, and trucks. H acquired a locomotive with all its components.
Because H’s locomotive is property other than a building, the initial unit of property is
determined under the general rule in paragraph (e)(3)(i) of this section and is comprised
of the components that are functionally interdependent. Under paragraph (e)(3)(i) of
this section, the locomotive is a single unit of property because it consists entirely of
components that are functionally interdependent.
Example 9. Personal property. J provides legal services to its clients. J
purchased a laptop computer and a printer for its employees to use in providing legal
services. Because the computer and printer are property other than a building, the
initial units of property are determined under the general rule in paragraph (e)(3)(i) of
this section and are comprised of the components that are functionally interdependent.
Under paragraph (e)(3)(i) of this section, the computer and the printer are separate units
of property because the computer and the printer are not components that are
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functionally interdependent (that is, the placing in service of the computer is not
dependent on the placing in service of the printer).
Example 10. Building structure and systems; leased building. K is a retailer of
consumer products. K conducts its retail sales in a building that it leases from L. The
leased building consists of the building structure (including the floor, walls, and roof) and
various building systems, including a plumbing system, an electrical system, an HVAC
system, a security system, and a fire protection and prevention system. K pays an
amount for labor and materials to perform work on the HVAC system of the leased
building. Under paragraph (e)(2)(v)(A) of this section, because K leases the entire
building, K must treat the leased building and its structural components as a single unit
of property. As provided under paragraph (e)(2)(v)(B) of this section, an amount is paid
to improve a leased building property if it is for an improvement (for example, a
betterment) to the leased building structure or to any building system within the leased
building. Therefore, under paragraphs (e)(2)(v)(B)(1) and (e)(2)(ii)(B)(1) of this section,
if an amount paid by K for work on the HVAC system is for an improvement to the
HVAC system in the leased building, K must treat this amount as an improvement to the
entire leased building property.
Example 11. Production of real property related to leased property. Assume the
same facts as in Example 10, except that K receives a construction allowance from L,
and K uses the construction allowance to build a driveway adjacent to the leased
building. Assume that under the terms of the lease, K, the lessee, is treated as the
owner of any property that it constructs on or nearby the leased building. Also assume
that section 110 does not apply to the construction allowance. Finally, assume that the
driveway is not plant property or a network asset. Because the construction of the
driveway consists of the production of real property other than a building, all the
components of the driveway are functionally interdependent and are a single unit of
property under paragraphs (e)(3)(i) and (e)(3)(iv) of this section.
Example 12. Leasehold improvements; construction allowance used for lessorowned improvements. Assume the same facts as Example 11, except that, under the
terms of the lease, L, the lessor, is treated as the owner of any property constructed on
the leased premises. Because L, the lessor, is the owner of the driveway and the
driveway is real property other than a building, all the components of the driveway are
functionally interdependent and are a single unit of property under paragraph (e)(3)(i) of
this section.
Example 13. Buildings and structural components; leased office space. M
provides consulting services to its clients. M conducts its consulting services business
in two office spaces in the same building, each of which it leases from N under separate
lease agreements. Each office space contains a separate HVAC system, which is part
of the leased property. Both lease agreements provide that M is responsible for
maintaining, repairing, and replacing the HVAC system that is part of the leased
property. M pays amounts to perform work on the HVAC system in each office space.
Because M leases two separate office spaces subject to two leases, M must treat the
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portion of the building structure and the structural components subject to each lease as
a separate unit of property under paragraph (e)(2)(v)(A) of this section. As provided
under paragraph (e)(2)(v)(B) of this section, an amount is paid to improve a leased
building property, if it is for an improvement to the leased portion of the building
structure or the portion of any designated building system subject to each lease. Under
paragraphs (e)(2)(v)(B)(1) and (e)(2)(ii)(B)(1) of this section, M must treat the HVAC
system associated with each leased office space as a building system of that leased
building property. Thus, M must treat the HVAC system associated with the first leased
office space as a building system of the first leased office space and the HVAC system
associated with the second leased office space as a building system of the second
leased office space. Under paragraph (e)(2)(v)(B) of this section, if the amount paid by
M for work on the HVAC system in one leased office space is for an improvement (for
example, a betterment) to the HVAC system that is part of that leased space, then M
must treat the amount as an improvement to that individual leased property.
Example 14. Leased property; personal property. N is engaged in the business
of transporting passengers on private jet aircraft. To conduct its business, N leases
several aircraft from O. Under paragraph (e)(3)(iv) of this section (referencing
paragraph (e)(3)(i) of this section), N must treat all of the components of each leased
aircraft that are functionally interdependent as a single unit of property. Thus, N must
treat each leased aircraft as a single unit of property.
Example 15. Improvement property. (i) P is a retailer of consumer products. In
Year 1, P purchases a building from Q, which P intends to use as a retail sales facility.
Under paragraph (e)(2)(i) of this section, P must treat the building and its structural
components as a single unit of property. As provided under paragraph (e)(2)(ii) of this
section, an amount is paid to improve a building if it is for an improvement to the
building structure or any designated building system.
(ii) In Year 2, P pays an amount to construct an extension to the building to be
used for additional warehouse space. Assume that the extension involves the addition
of walls, floors, roof, and doors, but does not include the addition or extension of any
building systems described in paragraph (e)(2)(ii)(B) of this section. Also assume that
the amount paid to build the extension is a betterment to the building structure under
paragraph (j) of this section, and is therefore treated as an amount paid for an
improvement to the entire building under paragraph (e)(2)(ii) of this section.
Accordingly, P capitalizes the amount paid as an improvement to the building under
paragraph (d) of this section. Under paragraph (e)(4) of this section, the extension is
not a unit of property separate from the building, the unit of property improved. Thus, to
determine whether any future expenditure constitutes an improvement to the building
under paragraph (e)(2)(ii) of this section, P must determine whether the expenditure
constitutes an improvement to the building structure, including the building extension, or
to any of the designated building systems.
Example 16. Additional rules; year placed in service. R is engaged in the
business of transporting freight throughout the United States. To conduct its business,
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R owns a fleet of truck tractors and trailers. Each tractor and trailer is comprised of
various components, including tires. R purchased a truck tractor with all of its
components, including tires. The tractor tires have an average useful life to R of more
than one year. At the time R placed the tractor in service, it treated the tractor tires as a
separate asset for depreciation purposes under section 168. R properly treated the
tractor (excluding the cost of the tires) as 3-year property and the tractor tires as 5-year
property under section 168(e). Because R’s tractor is property other than a building, the
initial units of property for the tractor are determined under the general rule in paragraph
(e)(3)(i) of this section and are comprised of all the components that are functionally
interdependent. Under this rule, R must treat the tractor, including its tires, as a single
unit of property because the tractor and the tires are functionally interdependent (that is,
the placing in service of the tires is dependent upon the placing in service of the tractor).
However, under paragraph (e)(5)(i) of this section, R must treat the tractor and tires as
separate units of property because R properly treated the tires as being within a
different class of property under section 168(e).
Example 17. Additional rules; change in subsequent year. S is engaged in the
business of leasing nonresidential real property to retailers. In Year 1, S acquired and
placed in service a building for use in its retail leasing operation. In Year 5, to
accommodate the needs of a new lessee, S incurred costs to improve the building
structure. S capitalized the costs of the improvement under paragraph (d) of this
section and depreciated the improvement in accordance with section 168(i)(6) as
nonresidential real property under section 168(e). In Year 7, S determined that the
structural improvement made in Year 5 qualified under section 168(e)(8) as qualified
retail improvement property and, therefore, was 15-year property under section 168(e).
In Year 7, S changed its method of accounting to use a 15-year recovery period for the
improvement. Under paragraph (e)(5)(ii) of this section, in Year 7, S must treat the
improvement as a unit of property separate from the building.
Example 18. Additional rules; change in subsequent year. In Year 1, T acquired
and placed in service a building and parking lot for use in its retail operations. Under
§1.263(a)-2 of the regulations, T capitalized the cost of the building and the parking lot
and began depreciating the building and the parking lot as nonresidential real property
under section 168(e). In Year 3, T completed a cost segregation study under which it
properly determined that the parking lot qualified as 15-year property under section
168(e). In Year 3, T changed its method of accounting for the parking lot to use a 15year recovery period and the 150-percent declining balance method of depreciation.
Under paragraph (e)(5)(ii) of this section, beginning in Year 3, T must treat the parking
lot as a unit of property separate from the building.
Example 19. Additional rules; change in subsequent year. In Year 1, U acquired
and placed in service a building for use in its manufacturing business. U capitalized the
costs allocable to the building’s wiring separately from the building and depreciated the
wiring as 7-year property under section 168(e). U capitalized the cost of the building
and all other structural components of the building and began depreciating them as
nonresidential real property under section 168(e). In Year 3, U completed a cost
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segregation study under which it properly determined that the wiring is a structural
component of the building and, therefore, should have been depreciated as
nonresidential real property. In Year 3, U changed its method of accounting to treat the
wiring as nonresidential real property. Under paragraph (e)(5)(ii) of this section, U must
change the unit of property for the wiring in a manner that is consistent with the change
in treatment for depreciation purposes. Therefore, U must change the unit of property
for the wiring to treat it as a structural component of the building, and as part of the
building unit of property, in accordance with paragraph (e)(2)(i) of this section.
(f) Improvements to leased property--(1) In general. Except as provided in
paragraph (h) of this section (safe harbor for small taxpayers) and under §1.263(a)-1(f)
(de minimis safe harbor), this paragraph (f) provides the exclusive rules for determining
whether amounts paid by a taxpayer are for an improvement to a leased property and
must be capitalized. In the case of a leased building or a leased portion of a building,
an amount is paid to improve a leased property if the amount is paid for an improvement
to any of the properties specified in paragraph (e)(2)(ii) of this section (for lessor
improvements) or in paragraph (e)(2)(v)(B) of this section (for lessee improvements,
except as provided in paragraph (f)(2)(ii) of this section). Section 1.263(a)-4 does not
apply to amounts paid for improvements to leased property or to amounts paid for the
acquisition or production of leasehold improvement property.
(2) Lessee improvements--(i) Requirement to capitalize. A taxpayer lessee must
capitalize the related amounts (see paragraph (g)(3) of this section) that it pays to
improve (as defined under paragraph (d) of this section) a leased property except to the
extent that section 110 applies to a construction allowance received by the lessee for
the purpose of such improvement or when the improvement constitutes a substitute for
rent. See §1.61-8(c) for the treatment of lessee expenditures that constitute a substitute
for rent. A taxpayer lessee must also capitalize the related amounts that a lessor pays
to improve (as defined under paragraph (d) of this section) a leased property if the

