
The owner’s basis in the property (typically cost) is recovered over the assigned class life of the asset. Residential property has a 27.5 year 
recovery life, which means that the owner is allowed an annual depreciation deduction computed as follows:

cost basis x 1/39 per year

= 2.56% depreciation deduction per year

cost basis x 1/27.5 per year

= 3.63% depreciation deduction per year

Nonresidential property has a 39-year recovery life, which means that the owner is allowed an
annual depreciation deduction computed as follows:

Depreciation, Cost Segregation &
Bonus Depreciation
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Computation Of Depreciation; �e Tax Reform Act of 1986 introduced the Modified Accelerated Cost Recovery System (MACRS). Under 
MACRS, a class life is assigned to each asset class, as follows

eal estate owners are allowed a deduction called “depreciation” that reduces taxable income from 
the property. The depreciation deduction is intended to compensate property owners for wear, 
tear and obsolescence. The deduction increases the after-tax returns from real estate and is not 
available for financial assets, such as stocks and bonds.R

Residential Real Property

Nonresidential Real Property
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Example:

Assume a property owner has a $1.1 million cost basis in real estate with a $100,000 land value. �e first step is to exclude the $100,000 land value 
because land is not depreciable (land does not wear out). If the property is residential, the owner is entitled to $36,300 per year in depreciation 
deductions. If the property is nonresidential, the owner is entitled to $25,600 per year in depreciation deductions. �is means that 100% of the 
property’s cost basis (excluding land value) is recovered over the assigned life for the asset:

$36,300 per year x 27.5 years = $1 million, the original cost basis and
25,600 per year x 39 years = $1 million, the original cost basis

Non-cash Deduction:

Depreciation is a “non-cash” tax deduction. Most tax deductions, such as taxes, insurance, maintenance and repairs, require a cash payment to 
obtain the deduction. However, depreciation is a non-cash deduction, computed based on the cost (purchase price) for the property.

Depreciation Deductions Increase Returns From Real Estate:

Depreciation deductions increase after-tax returns for real estate investments by generating additional cash flow. Financial assets, such as stock 
and bonds, do not qualify for depreciation deductions. Also, residential property is recovered (depreciated) more quickly than nonresidential 
property. Thiss added tax benefit encourages tax sensitive investors to focus on residential property

Introduction to Cost Segregation
Cost segregation is a tax-planning tool used to accelerate depreciation deductions by allocating costs to shorter-lived assets and assets that 
qualify for bonus depreciation.

How does cost segregation work

The property owner engages a qualified engineering firm to allocate their cost basis (typically purchase price) for the property into the class lives 
shown above. �e goal is to increase the allocation to the following shorter-lived assets that will accelerate depreciation deductions or qualify for 
bonus depreciation:

In Conclusion:

Allocating to shorter-lived assets with a cost segregation study can dramatically accelerate (increase) depreciation deductions. �is will increase 
after-tax returns for real estate investments by generating additional cash flow.
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Introduction to Bonus Depreciation
Bonus depreciation accelerates depreciation deductions. Assets with a MACRS recovery life of 20 years or less qualify for bonus depreciation. 

100% Bonus Depreciation; The Tax Cuts & Jobs Act of 2017 increased the bonus depreciation percentage to 100% for assets placed in service 
before January 1, 2023 and 80% starting on January 1, 2023. 

Section 1031 Exchanges; Cost segregation does not limit Section 1031 exchanges. �e cost segregation study only impacts depreciation 
deductions, not the qualification of “like kind” property as required by Section 1031. 

Example; Assume a property owner has a $1.1 million cost basis in real estate with a $100,000 land value. �e first step is to exclude the $100,000 
land value because land is not depreciable (land does not wear out). Assume a property owner has a $1 million cost basis in depreciable real 
estate. If the property is residential, the owner is entitled to $36,300 per year in depreciation deductions. If the property is nonresidential, the 
owner is entitled to $25,600 per year in depreciation deductions. 

Using cost segregation: if during 2022, the owner is able to allocate $400,000 of cost basis to assets with a recovery life of 20 years or less, the 
depreciation deductions would be accelerated as follows:

$421,818 = $400,000 bonus depreciation plus $21,818 ($600,000 x 1/27.5 years = $21,818) – residential 
$415,384 = $400,000 bonus depreciation plus $15,384 ($600,000 x 1/39 years = $15,384) – nonresidential 

Residential: $421,818 with bonus depreciation; $36,300 without bonus depreciation 
Nonresidential: $415,384 with bonus depreciation; $25,600 without bonus depreciation 

Using cost segregation in this manner can dramatically accelerate (increase) depreciation deductions. This will increase after-tax returns for real 
estate investments.

Strategy for Boot
�e Tax Reform Act of 1986 introduced the Modified Accelerated Cost Recovery System (MACRS). Under MACRS, a class life is assigned to each 
asset class, as follows: 

Depreciation Deductions Reduce Taxable Income; Depreciation deductions reduce taxable income from real estate. In addition, depreciation 
deductions can be used to offset taxable income from other real estate. �is is true of standard MACRS depreciation and bonus depreciation. 

Bonus Depreciation Deductions Reduce Section 1031 Boot; In addition, depreciation deductions can be used to offset taxable boot in a Section 
1031 exchange. Under Section 1031, any cash received or reduction in liabilities in the exchange will be taxable. Bonus depreciation deductions can 
be used to offset Section 1031 boot. In this way, taxpayers can use bonus depreciation to cash out of an exchange or reduce liabilities without gain 
recognition. �is is an excellent strategy for exchangers who would like to cash out of an exchange or deleverage.
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GENERAL DISCLOSURE

Not an offer to buy, nor a solicitation to sell securities. Information herein is provided for information purposes only, and should not be relied upon 
to make an investment decision. 

All investing involves risk of loss of some or all principal invested. Past performance is not indicative of future results. Speak to your finance and/or 
tax professional prior to investing. 

Securities offered through Emerson Equity LLC Member: FINRA/SIPC. Only available in states where Emerson Equity LLC is registered. Emerson 
Equity LLC is not affiliated with any other entities identified in this communication.

1031 RISK DISCLOSURE

• There is no guarantee that any strategy will be successful or achieve investment objectives;

• Potential for property value loss – All real estate investments have the potential to lose value during the life of the investments;

• Change of tax status – The income stream and depreciation schedule for any investment property may affect the property owner’s income 
bracket and/or tax status. An unfavorable tax ruling may cancel deferral of capital gains and result in immediate tax liabilities;

• Potential for foreclosure – All financed real estate investments have potential for foreclosure;

• Illiquidity – Because 1031 exchanges are commonly offered through private placement offerings and are illiquid securities. There is no secondary 
market for these investments.

• Reduction or Elimination of Monthly Cash Flow Distributions – Like any investment in real estate, if a property unexpectedly loses tenants or 
sustains substantial damage, there is potential for suspension of cash flow distributions; Impact of fees/expenses

• Costs associated with the transaction may impact investors’ returns and may outweigh the tax benefits


