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Qualified Improvement Property and Bonus Depreciation

by Richard Keller

Introduction

Tax planning presents a continuous challenge 
for practitioners, but it is how tax practitioners can 
provide tangible results to their clients. The 
uncertainty of future tax rates and provisions 
resulting from the recent election adds complexity 
to an already difficult situation. Bonus 
depreciation is one tool practitioners use to assist 
their clients.

Bonus depreciation has been around for 
several years but was expanded in several ways 
under the Tax Cuts and Jobs Act. The TCJA 
expanded the bonus percentage from 50 percent 
to 100 percent. Also, the TCJA expanded the types 
of property available for bonus depreciation and 
allowed some used property to be considered for 
bonus depreciation.

Qualified improvement property (QIP) is one 
area in which the definition of property available 
for bonus depreciation has broadened over time. 
QIP has received a great deal of attention over the 
past several years because of the so-called retail 
glitch, which was fixed in the Coronavirus Aid, 
Relief, and Economic Security Act (P.L. 116-136) 
by it allowing QIP to qualify as 15-year property. 

Thus, taxpayers can fully expense QIP in the 
current year.

Overview

Section 168(k) was added to the code by the 
Job Creation and Worker Assistance Act of 20021 
in the aftermath of September 11, 2001. This 
addition allowed a first-year depreciation 
deduction (bonus depreciation) in the year placed 
in service for qualified property. Qualified 
property was essentially new tangible personal 
property with a class life of 20 years or less.

Since then, Congress has increased and 
extended bonus depreciation to speed up 
depreciation deductions and spur spending by 
businesses. The American Jobs Creation Act of 
2004 amended the statute by adding section 
168(e)(6), which provided a statutory exception 
that allowed straight-line depreciation over a 15-
year recovery period under a modified 
accelerated cost recovery system for specific 
leasehold improvements. Before that change, 
leaseholds on a nonresidential property were 
depreciated over the full 39-year life of the related 
building.2 Thus, those taxpayers with qualifying 
leaseholds have benefited as much as anyone 
under bonus depreciation.

Three types of leaseholds qualified for the 
abbreviated 15-year depreciation period under 
section 168(e)(3)(E) and thus for bonus 
depreciation: (1) qualified leasehold improvement 
property; (2) qualified retail improvement 
property; and (3) qualified restaurant property.3 
The retail and restaurant improvements were 
specific to those sectors. A qualified leasehold 
improvement was any improvement made to the 
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1
P.L. 107-147, section 101.

2
Section 168(c).

3
Former section 168(e)(3)(E).
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interior portion of a building if the improvement 
was made in accordance with a lease by the lessee, 
sublessee, or lessor (but not if the lease was 
between related parties); the lessee will occupy 
that portion of the building; and the improvement 
was placed into service more than three years 
after the date the building was first placed into 
service.

What Qualifies as QIP?

In late 2015 the Protecting Americans From 
Tax Hikes (PATH) Act introduced a fourth 
category of QIP, which represented an even larger 
opportunity for taxpayers regarding leasehold 
improvements. The new QIP category didn’t have 
the same restrictions as the three other categories 
of favored leaseholds. The differences included:

• QIP didn’t have to be made under a lease. 
Therefore, common area improvements 
would now qualify for bonus depreciation.

• The underlying building didn’t have to be at 
least three years old when the improvement 
was placed in service. Therefore, QIP was 
available on newly constructed property 
because the improvement must be placed in 
service after the building is first placed in 
service. That could mean as little as one day 
later.4

• There is no related-party restriction on QIP.
• QIP that failed to meet the definition of one 

of the three other favored leaseholds did not 
qualify for the shortened 15-year life. 
Instead, QIP was depreciated over 39 years 
as any other improvement made to 
nonresidential real property. However, QIP 
did qualify for bonus depreciation as 39-
year property thanks to (former) section 
168(k)(2)(A)(iv).

Under section 168(e)(6) and reg. section 
1.168(b)-1(a)(5)(i), QIP is defined as any 
improvement (section 1250 property) made to the 
interior portion of a nonresidential building5 if the 
improvement is placed in service after the 
building was first placed in service by any 
taxpayer. A nonresidential building under section 
168(e)(2)(B) is any building that isn’t residential 

rental property and has a class life of over 27.5 
years.

Under reg. section 1.168(b)-1(a)(5)(ii), 
expenditures for the following are not QIP:

1. enlargement of the building as defined in 
reg. section 1.48-12(c)(10);

2. any elevator or escalator as defined in reg. 
section 1.48-1(m)(2); and

3. the internal structural framework of the 
building as defined in reg. section 1.48-
12(b)(3)(iii): “all load-bearing internal 
walls and any other internal structural 
supports, including the columns, girders, 
beams, trusses, spandrels, and all other 
members that are essential to the stability 
of the building.”

To simplify the depreciation for 
improvements, the TCJA rolled the four 
categories of qualified leaseholds into one. Section 
168 was amended to eliminate the references to 
qualified leasehold, restaurant, and retail 
improvements. The category left standing was 
QIP. At that time, QIP was moved from section 
168(k), which is the bonus depreciation 
subsection, to section 168(e)(6), which is the 
classification of property subsection.

The intent with the passage of the TCJA was 
that section 168 would be amended to provide 
QIP a 15-year recovery period, thereby making it 
eligible for the 100 percent bonus depreciation 
write-off.6 However, when the law was written, 
that step never took place. Thus, QIP was left with 
a 39-year depreciation life and was therefore 
ineligible for the bonus depreciation deduction. 
This apparent oversight became known as the 
retail glitch.7

The retail glitch was corrected with section 
2307 of the CARES Act, which added QIP to the 
list of 15-year property, thereby qualifying it for 
100 percent bonus depreciation. Thus, tax 
planning opportunities opened up for many 
businesses. But which industries qualify and 
which types of improvements qualify?

4
Rev. Proc. 2017-33, 2017-19 IRB 1236, section 4.02(5)(b), Example 5.

5
As defined in reg. section 1.48-1(e)(1).

6
Jason D. Dexter, “QIP Glitch Fixed, but Only for New Build-Outs,” 

Tax Notes Federal, Aug. 10, 2020, p. 1005.
7
See Sujata Yalamanchili, Krystal Chapin, and William S. Turkovich, 

“Real Estate Business Tax Relief Under the CARES Act,” Tax Notes 
Federal, Apr. 20, 2020, p. 495.
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Which Industries and Types of Property?

There are several things to consider regarding 
the businesses and types of improvements that 
can be used for QIP. The only strict prohibitions 
are against the trades or businesses listed in 
section 168(k)(9): property used in a trade or 
business described in section 163(j)(7)(A)(iv), 
which are regulated utilities and any property 
used in a trade or business that has floor plan 
financing indebtedness, as defined in section 
163(j)(9), if the floor plan financing interest related 
to the debt was accounted for under section 
163(j)(1)(C).

Also, under section 168(k)(2)(D), qualified 
property for bonus depreciation does not include 
any property that must be depreciated using the 
alternative depreciation system. Under section 
163(j)(7)(B), a real property trade or business can 
elect out of the section 163(j) limitations. 
However, the trade-off is that the electing real 
trade or business must depreciate QIP using an 
alternative depreciation system. Thus, any 
electing real property trade or business is 
ineligible to take bonus depreciation on any QIP.

Section 13201 of the TCJA brought used 
property into the realm of bonus depreciation. 
Assets no longer had to be new to be eligible for 
100 percent expensing.8 Moreover, section 2307 of 
the CARES Act fixed the retail glitch by making 
QIP placed in service after 2017 depreciable over 
15 years and eligible for bonus depreciation. 
However, when doing this, Congress 
retroactively changed the definition of QIP.9

QIP placed in service after 2017 gets the 
shorter 15-year life and bonus depreciation 
deduction only if the QIP was “made by the 
taxpayer.” That means when an existing building 
is purchased, any existing QIP is not considered 
QIP to the buyer. Thus, the buyer will depreciate 
the cost of those used improvements over 39 years 
under the general depreciation system. Even 
worse, it isn’t available for bonus depreciation 
because the cost of acquiring these used 
improvements was not given a 20-year or less 
depreciation life.10

Looking at case law can give taxpayers some 
guidance on what could be used as QIP. The 
seminal case is Hospital Corp., which looked at the 
depreciation of leasehold improvements.11 
Leasehold improvements were analyzed by the 
court from the Senate Finance Committee’s report 
on the Small Business Job Protection Act of 1996, 
which stated, “The determination of whether 
certain improvements are characterized as 
tangible personal property or as nonresidential 
real property often depends on whether or not the 
improvements constitute a ‘structural 
component’ of a building (as defined by reg. 
section 1-48-1(e)(1)).”

Structural components are important because 
internal structural components cannot be used as 
QIP. Another important case, Whiteco, formulated 
six basic questions to consider when determining 
if an improvement is inherently permanent (a 
structural component)12:

1.   Is the property capable of being moved, 
and has it, in fact, been moved?

2.   Is the property designed or constructed to 
remain permanently in place?

3.   Are there circumstances that tend to show 
the expected or intended length of 
affixation?

4.   How substantial a job is the removal of the 
property and how time-consuming is it?

5.   How much damage will the property 
sustain upon its removal?

6.   How is the property affixed to the land?
Determining whether an item is a structural 

component can help taxpayers decide whether 
property is section 1245 property or section 1250 
property.13 QIP must be section 1250 property, and 
even then QIP cannot be an internal structural 
component. Section 1245 property would be 
depreciated in a different manner.

The types of improvements qualifying for QIP 
are broad. It would be hard to make an exhaustive 
list based on the definitions from the various 
authorities. However, some improvements that 
should qualify for QIP bonus depreciation 
include:

8
Section 168(k)(2)(A)(ii).

9
See Dexter, supra note 6.

10
Section 168(k)(2)(A)(i)(I).

11
Hospital Corp. of America v. Commissioner, 109 T.C. 21 (1997).

12
Whiteco Industries Inc. v. Commissioner, 65 T.C. 664 (1975).

13
Hospital Corp., 109 T.C. 21.
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• drywall;
• ceilings;
• interior doors;
• modifications to tenant spaces if the interior 

walls are not load-bearing;
• fire protection;
• mechanical;
• electrical;
• plumbing;
• heating and air interior equipment and 

ductwork; and
• security equipment.

Improvements that would appear to not 
qualify for QIP and bonus depreciation include:

• exterior HVAC;
• storefronts;
• seismic retrofits;
• roofing;
• structural support;
• façade work;
• painting; and
• tenant allowances (until construction 

records are reviewed).

Considering the trades or businesses that are 
prohibited from using QIP, the list of industries 
that could use QIP as a benefit include:

• hotels/motels;
• hospitals;
• restaurants;
• retail;
• banks;
• casinos;
• shopping centers;
• manufacturing facilities;
• office complexes; and
• warehouses.

By knowing what industries and types of 
improvements qualify as QIP, tax advisers can 
help their clients plan with bonus depreciation. 
Also, guidance has been issued giving taxpayers 
options to implement the bonus depreciation 
regulations incorporating the QIP changes over 
the past several years.

Rev. Proc. 2020-50

Rev. Proc. 2020-50, 2020-48 IRB 1, released 
November 6, 2020, provides taxpayers options for 
implementing the two sets of final regulations 
issued in 2019 (T.D. 9874) and 2020 (T.D. 9916). 

This revenue procedure, like Rev. Proc. 2020-25, 
2020-19 IRB 785, provides options to revisit 
decisions made under prior versions of the 
regulations implementing the TCJA.14

Rev. Proc. 2020-50 allows taxpayers two main 
ways of changing tax accounting methods to 
match the regulations:

1.   Amending prior years’ tax returns: A 
taxpayer might not want to take on the risk 
and burden of filing an amended return, 
but that might be the only option in some 
cases.

2.   Changing a tax accounting method: A 
taxpayer can file Form 3115, “Application 
for Change in Accounting Method,” with 
its next tax return. The QIP depreciation 
would be made up through a section 
481(a) adjustment.

The allowed changes are good news for 
taxpayers that didn’t want to be hasty in making 
QIP adjustments amid so many changes. Now 
taxpayers can go back and make the changes or 
incorporate them into their 2020 returns.

Taxpayers can implement the various bonus 
depreciation regulations before they must apply 
the final regulations by either: (1) applying both 
sets of final regulations; (2) using only the 2019 
final regulations; or (3) using the 2019 final 
regulations and the second batch of proposed regs 
from 2019.15

The first time that a taxpayer uses the Rev. 
Proc. 2020-50 accounting method changes, it will 
be going from an impermissible method to a 
permissible method. For the QIP technical 
correction, that would likely mean a big 
deduction for bonus depreciation by way of a 
section 481(a) adjustment. The second or later 
times the revenue procedure is used will be a 
change from one permissible method to another. 
The change is made on a cutoff basis, which 
means the new treatment takes effect only 
prospectively.

14
Nathan J. Richman, “General Bonus Depreciation Guidance Has 

Welcome Retail Relief,” Tax Notes Federal, Nov. 16, 2020, p. 1154.
15

Richman, “NOL Adjustments: No Alternative for Bonus 
Depreciation Changes,” Tax Notes Federal, Nov. 16, 2020, p. 1152.
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These revenue procedures give taxpayers and 
their advisers options on how and when to handle 
QIP. Options are always nice in tax planning.

Tax Planning Opportunities With QIP

How can tax practitioners help clients reduce 
their tax bills with QIP? Because QIP is available 
for immediate expensing under bonus 
depreciation, it can be used to reduce taxable 
income or affect the tax return by reducing 
adjusted gross income, for example. The fact that 
taxpayers can go back and change prior returns 
for QIP only complicates the considerations.16 
Here are some areas in which QIP could be used:

1.   It can be used as a deduction to bolster or 
create a net operating loss that could be 
carried back under the five-year loss 
carryback under the CARES Act.17

2.   It can lower taxable income when the 
section 199A deduction might be limited.

3.   It can reduce the section 1411 net 
investment income tax.

4.    It can lower taxable income to help achieve 
lower or 0 percent capital gains rates.

5.   It can be used to lower AGI for deductions 
such as college credits, medical expenses, 
and IRAs that are pegged to AGI.

6.   It can be used to offset “out of the 
ordinary” income such as a Roth 
conversion, asset sale, or stock sale.

7.   Bonus depreciation for QIP can create a 
loss, is unlimited, and has no phaseout, no 
two-tier limit, and no recapture except for 
listed property, when compared with 
section 179.

8.   State decoupling should be considered 
because, for example, Tennessee doesn’t 
recognize bonus depreciation, but it does 
recognize the section 179 deduction.

9.    Before taking any QIP bonus depreciation, 
taxpayers should consider the rules under 
reg. section 1.263(a) concerning tangible 
personal property and what expenditures 
must be capitalized. If the costs aren’t 

required to be capitalized, a current 
deduction could be taken and that 
treatment could be more beneficial than 
bonus depreciation. Negative effects from 
state decoupling from bonus depreciation 
and some recapture could be avoided by a 
current deduction.

10. Taxpayers with large projects or building 
purchases should consider a cost 
segregation study to solidify the various 
components on a large project. That could 
help differentiate items that would qualify 
for bonus under QIP as opposed to 
structural-type improvements that would 
not. It can also help identify items that can 
be expensed or that are section 1245 
property.18

11. It could be advantageous to elect out of 
bonus depending on qualified business 
income levels, NOL carryovers, expiring 
credits, or other deductions.19

12. Purchases of QIP can be deferred until 
later years in anticipation of possible tax 
increases.

Conclusion

With passage of the CARES Act, QIP offers 
taxpayers what it was always meant to do: 
provide an immediate write-off for qualifying 
property in the form of bonus depreciation. This is 
an effective tool for advisers to use to help clients 
lower their taxes. QIP applies to a broad range of 
businesses and types of improvements, although 
with the late clarification and changes, there are 
many moving pieces.

Among the options are multiple-year 
planning in the form of amended returns, electing 
out of bonus depreciation, or making accounting 
method changes. With this complexity comes 
opportunity for tax savings, and taxpayers should 
note any past improvement projects or 
anticipated future projects. 

16
Rev. Proc. 2020-25 section 3.

17
CARES Act section 2303(b).

18
See FAA 20140202F.

19
See reg. section 1.168(k)-2(f)(1)(iii).
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