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With Increased Audit Risk, Cost
Segregation Takes On More Importance
A quality cost segregation �rm will utilize a detailed engineering approach based on
actual cost records in addition to an itemized cost estimate approach...
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By Julio Gonzalez.

If you’re an accountant like myself, you’ve heard the news: As a result of President
Biden’s In�ation Reduction Act, the IRS has been granted $78 billion to hire 87,000
new employees from now until 2031, which includes replacing retirees. While all
these new employees won’t be enforcement agents, some unquestionably will be,
and some will be auditors, and since we do know that $45.6 billion is being directed
toward enforcement, it means certainly that the IRS will be hunting for red �ags in
tax returns.
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Because of this heightened scrutiny, if your real estate clients are interested in
commissioning a cost segregation study—with all its associated tax bene�ts—it’s
more important than ever for them to hire the right cost segregation �rm. If your
client’s study is undertaken by an experienced �rm with licensed engineers on staff
who thoroughly document their �ndings, create a detailed report, and are willing to
mount an effective audit defense if necessary, your client is in good hands. 

A quality cost segregation �rm will utilize a detailed engineering approach based on
actual cost records in addition to an itemized cost estimate approach; the IRS
recommends both methodologies to yield the most accurate and trustworthy results.
But if the work is done in a sloppy manner and if the study’s argument for tax savings
based on depreciation is based on weak or faulty evidence, then the IRS will spot red
�ags right away.

If you or your client would like a preview of the IRS’ demanding audit requirements
when it comes to cost segregation, I recommend you consult the recently updated IRS
Audit Technique Guidelines for Cost Segregation, which will show you precisely
what the IRS is scrutinizing when reviewing cost segregation studies.

The Signi�cance of Cost Segregation

If your clients who invest in real estate are unaware of cost segregation and bonus
depreciation, please share this news with them. A cost segregation study is an ideal
way to offset real estate taxes, and it’s easy to explain.

Without a cost segregation study, you’re forced to depreciate your real estate
investment over a 27.5- or 39-year period, based on whether it’s residential or
commercial, respectively. But with a cost segregation study, you can expense the
building by assessing components. A study identi�es for the IRS how much of the
building is non-structural in nature—those are the components that are eligible for
cost segregation, such as heating and air conditioning systems and lighting �xtures,
which deteriorate over time.

These components are allocated a �ve- or 15-year lifespan, which increases the
depreciation deduction, particularly in the �rst few years. Thanks to a cost
segregation analysis, in the �rst year, your client could write off up to 30-35% of their
building’s purchase price (except for land).

Authorize a Cost Segregation Study This Year to Get 100% Bonus Depreciation
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If a client purchased a property this year, they can take advantage of the 100 percent
bonus depreciation rule and write off their property’s entire purchase cost (minus
land). But after 2022, bonus depreciation sunsets; the percentage of permitted bonus
depreciation drops 20 percent every succeeding year until it vanishes. In 2023, 80
percent bonus depreciation kicks in for properties obtained in 2023. In 2024,
properties purchased that year can only claim 60 percent. In 2025, it drops to 40
percent for properties purchased that year. In 2026, it shrinks to 20 percent for
properties acquired that year. By 2027 and later years, it’s zero percent for properties
acquired in 2027 and going forward.

What To Expect from a Quality Cost Segregation Firm

First off, a quali�ed and reputable cost segregation �rm will offer a free feasibility
study to assess your client’s tax situation and projected business plans to determine if
a cost segregation study would be suitable for the property. They’ll also offer an
estimate for how much a study would cost.

Next, if your client gives the study the go-ahead, the �rm will analyze the building’s
construction costs according to component or system and study construction
documents. Either an onsite or remote visit will verify how the components and
systems are used. As part of the study, your provider will perform a meticulous
engineering review of the building’s components, classify (or reclassify) them, and
give them the correct tax life assigned by IRS rules. Your provider will then identify
each asset’s indirect costs. Finally, your cost seg partner will deliver to you a written
report, which will furnish the asset details that substantiate the value of the
classi�ed and reclassi�ed assets, and they will complete the required tax forms.

When Should Your Clients Have A Cost Segregation Study Done?

Your clients can only claim bonus depreciation for a property based on the year they
acquired it, so they should try to have a study done during the year of purchase.Your
clients should be aware that bonus depreciation can only be claimed retroactively
within two tax years of when the building was placed in service.

Because cost segregation creates a baseline value for a property at the time of
purchase, it’s better to have a cost segregation study done before renovations. For the
purposes of the IRS, the property’s baseline value is more dif�cult to document after a
rehab.

Don’t Leave Money on the Table
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Cost segregation could be a game-changing �nancial solution for your clients. With
the substantial tax savings a properly commissioned study could deliver, your clients
could take the freed-up capital and apply it to future tax liabilities, invest it in
rehabbing their current property, or even acquire a new building. Why should they
leave money on the table when it could bene�t their business?

But with the IRS’ new emphasis on enforcement, it’s wiser to partner with a cost
segregation �rm with a proven track record and staff engineers whose
documentation of asset classi�cation can stand up to heightened IRS scrutiny. You
don’t want a potential dream to turn into a headache.
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