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Cost segregation is an IRS accepted technique that accelerates commercial real estate depreciation for tax efficiency, which increases current cash flow. This additional cash can be used for the owner’s personal purposes, the operating expenses of the business — or to provide working capital necessary for a new loan, or for new equipment, facility renovation, or construction.

This is accomplished by reclassifying portions of the commercial real estate (depreciated over 39 years) to personal property classifications (depreciated over 15, 7, and 5 years). A “look back catch up” analysis is permitted. This allows the owner to use and exhaust the bonus (IRS 179) depreciation on equipment in the first years of the facility’s life, and then perform the cost segregation study to provide additional tax savings.

Significant benefits can only be obtained for certain types of buildings: veterinary hospitals, dental offices, human medical facilities, restaurants, and manufacturing facilities with significant mechanical electrical infrastructure, millwork, or site improvements. Acquired facilities, newly constructed facilities, tenant build outs, and renovations are all eligible. 

The IRS cost segregation guidelines require examination of all construction documents and related accounting data, physical inspection and analysis of the premises (which requires construction knowledge) including photographing assets, and an interview of an owner’s representative familiar with facility matters. If these steps were not taken, a cost segregation study was not performed, or not performed in a manner that may be acceptable to the IRS. 

Although tax benefits result, this is an engineering, not an accounting or legal, analysis so few accountants introduce their clients to this benefit. Cost segregation has nothing to do with the accelerated bonus (IRS 179) depreciation of personal property that accountants can and do handle.

All building owners have found the results of their cost segregation study highly beneficial. Some have been able to obtain new loans and begin capital expansions that would not have been otherwise possible.

