
HOW DOES COST SEGREGATION WORK?
Most commercial or residential investment properties are depreciated for tax purposes over useful lives of 39 or 27.5 
years. By re-identifying various building components and re-categorizing them within shorter, and more appropriate 5, 
7 or 15 year depreciable lives instead of a 39 year life in the case of commercial property and 27.5 years for residential 
rental property, cost segregation can reduce your income taxes up to $70,000 for every $1,000,000 in building cost basis 
owned.
 
The key to qualifying for these additional tax savings is having a cost segregation analysis completed by a team of 
qualified tax advisors and engineers. They will prepare a cost segregation study which can be used as your basis for 
reporting a re-categorized depreciation schedule for your investment property to the Internal Revenue Service. It is this 
reporting of an accelerated depreciation schedule which generates the immediate tax savings. 

Typically, the best time to have a cost segregation study completed is soon after you acquire a commercial or 
residential investment property. However, it is possible to have a cost segregation study done on property you’ve 
owned for a longer period, and then utilize the results of that study for a “look back” of previous tax returns to create 
even more tax savings. This is done by amending previous tax returns and applying the accelerated depreciation to 
create even greater tax benefit. 

So, bottom line, a cost segregation study can be an incredibly powerful way to maximize your depreciation deductions 
and minimize the tax burden for commercial or investment property owners who acquire or develop real estate.

There is a tremendously effective and widely used tax 
strategy that many 1031 Exchangers utilize to enhance the 
cash flow of their investment property as well as increasing 
yield and return on investment. Once used only by the largest 
accounting firms and investment property owners, this 
approach has now become routine for commercial and 
residential properties which are valued at $250,000 or more.

The strategy is known as cost segregation, and it allows an 
investment property owner the opportunity to re-classify and 
accelerate the depreciation schedule they utilize for any individual 
property to expand tax savings and increase yield.
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YOUR BUILDING IS MORE THAN JUST A 
STRUCTURE
An apartment building, office building, warehouse or 
any other real property is never just the structure alone. 
It also includes many other elements which depreciate 
over time, such as plumbing fixtures, carpeting, 
sidewalks, fencing and more.

If you were to acquire these assets individually, you 
would qualify to depreciate them over an economic life 
of five, seven or 15 years. But when they are acquired as 
part of a building acquisition or development, they are 
usually written off over the same useful life as the rest 
of the building, either 27.5 or 39 years.

A cost segregation study views each element of a 
property separately, as it splits them into different 
categories, thereby allowing you to benefit from an 
accelerated depreciation timeline for some of those 
building components.

WHY DOES A COST SEGREGATION STUDY 
MATTER?
Cost segregation matters because of the financial 
benefits it provides the property owner. While the study 
has an up-front cost of several thousand dollars, the tax 
savings from accelerating depreciation deductions can 
result in dramatically increased cash flow over many 
years.

Essentially, a cost segregation study provides the 
investment property owner the benefit of the time 
value of money. If you plan on holding the property for 
a long period, it will absolutely maximize your cash flow 
due to tax savings. However, the converse applies as 
well. if you don’t plan on holding the property long, the 
benefits of cost segregation will be reduced.

WHO PERFORMS THE COST SEGREGATION 
STUDY? CAN YOU DO IT YOURSELF?
Unless you are extremely experienced with this type of 
exacting property analysis, performing the cost 
segregation analysis on your own can be difficult. It 
typically involves a team of tax advisors and engineers 
who work together to create a recapitulation of every 
building component and then re-categorize each 
element on its own.

The cost segregation team utilizes available property 
records, inspections, cost details and blueprints and 
usually also performs a physical inspection of the 
property. If you need a referral for a professional cost 
segregation study, contact us at 855-255-1031. 

WHAT IS THE TYPICAL COST OF A COST 
SEGREGATION STUDY? 
Cost segregation studies typically cost several 
thousand dollars. This cost, which is tax deductible, 
often generates actual tax savings of ten to fifteen 
times, or more of the cost of the study.

WHAT IS BONUS DEPRECIATION?
Bonus Depreciation is a specialized type of cost 
segregation, as established by the Tax Cuts and Jobs 
Act of 2017(TCJA). It is a tax incentive provided by the 
government that allows an owner to immediately 
deduct a large percentage of their purchase price of 
eligible assets acquired or constructed within specifically 
mandated time frames, thereby significantly 
accelerating depreciation. However, to be eligible for 
bonus depreciation, the asset must be purchased or 
constructed between September 27, 2017, and January 
1, 2023.

A STANDARD COST SEGREGATION 
EXAMPLE
Let’s use a $1,500,000 office building as an example. 
Since land is not depreciable, you calculate your land 
value at $300,000, and the building value at $1,200,000.

NOW LET’S ADD THE COST SEGREGATION
With a 37 percent tax rate, and after having your cost 
segregation study completed, your results:

�  1 year tax savings $120,269
�  Year one ROI 12.14%
�  5 year tax savings $74,623
�  I year cost versus benefit ratio 4:1
�  5 year cost versus benefit ratio 24:1


