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Abstract: 
The purpose of this white paper is to help commercial real-estate owners, developers and investors obtain 
a better understanding of Cost Segregation Studies (CSS) and its benefits.  The content of this white paper 
is aimed at owners of newly constructed, renovated, recently purchased or existing properties.  In the 
following document, I will discuss the definition and history of Cost Segregation; including Internal Revenue 
Service (IRS) changes in the past and current laws and regulations, as well as recent developments.  Next, 
I’ll list the benefits and who would take value from a CSS as well as describe how the study is performed 
and who should be performing it.  Finally, I’ll provide examples of Cost Segregation Studies on different 
types of properties and show their depreciation prior to a CSS and after a CSS.   

What is a Cost Segregation Study? 

Cost Segregation is a tax strategy used for 
accelerating depreciation, reducing taxes and 
increasing cash flow.  A Cost Segregation Study is 
the practice of identifying assets and their cost as 
either real or personal property and reclassifying 
the property qualified for shorter “tax-lives” for 
federal tax purposes.  Typically, certain costs 
were previously classified to a 39-year 
depreciable life for non-residential real property 
and 27.5-year depreciable life for residential real 
property.  With a CSS, they can instead be 
classified as personal property, land 
improvements, building components and land.   
After which they are then categorized into a 5, 7 
or 15-year rate of depreciation.  This 
“engineering-based” study allows a building 
owner to depreciate new or existing structures in 
the shortest amount of time permissible under 
current tax laws. Cost Segregation has become 
more widely used by real estate investors over 
the last several years. As a result, Congress and 
the IRS have responded with various laws and 
rulings expanding further knowledge on the 
complexities of this topic.     

History of Cost Segregation: 
The laws, regulations and, procedures used in 
this engineering-based cost segregation study 

have been in existence since the enactment of 
the Investment Tax Credit (ITC) in 1962.  When 
the act was repealed in 1986, it was not clear if 
cost segregation studies offered any benefit 
under the new law, many assumed they did 
not. However, in 1997, in a landmark tax court 
case (Hospital Corporation of America and 
Subsidiaries, v. Commissioner of Internal 
Revenue) Hospital Corporation of America (HCA) 
successfully defended the application of 
engineering-based cost segregation as a viable 
method to differentiate real and personal 
property under the existing law.  To this day, the 
HCA court case continues to be a pivotal point of 
cost segregation studies ultimately making cost 
segregation practical for all qualified commercial 
property owners with new construction, existing 
property, recent acquisitions, renovations 
/improvements, green projects or 1031 
exchanges that occurred between 1987 - 
present.  

As previously mentioned, the IRS and Congress 
consequently have responded with various laws 
and rulings to spur economic growth in the past 
several years.  These recent rulings can have a 
major impact for building owners with previous 
construction and/or acquisitions.   
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Following the tragedies of 9/11 in 2001, the 
government allowed taxpayers to “catch-up” on 
all deductions from previous years for items 
reclassified into shorter rates of depreciation as a 
result of a cost segregation study.  Now it can be 
expensed entirely in the year of change and 
reported as a reduction to the current year’s 
taxable income.  Prior to 9/11, the adjustment 
had to be spread out over the course of 4 years.   

In 2002 the IRS automatically consents to 
changes in the method of depreciation via Form 
3115 (Change in Accounting Method) which is 
filed with the return in the year the change is 
elected.  This simplified the process of changing 
your method of depreciation to account for a CSS 
without having an amended return.    

In 2004 the IRS reversed the two year waiting 
period required to change the method of 
calculation for depreciation on real-property, 
ultimately allowing the method of depreciation 
to be changed in any given year.   

The IRS has also issued comprehensive Repair 
Regulations regarding the deduction and 
capitalization of expenses related to tangible 
property.  The regulations are applicable to 
businesses in all industries that acquire, produce, 
improve or replace tangible property (mostly 
everyone). Individuals who have incurred 
substantial cost for renovations to their existing 
property within the past 15 years are ideal 
candidates. These regulations are commonly 
referred to as Repair Regulations or the Tangible 
Property Regulations, it mostly affects real 
property and can still provide significant benefits 
even if a CSS has already been performed.  You 
can apply these rules retroactively and claim any 
missed deductions using Form 3115.    

Benefits of a CSS & Ideal Candidates: 
Taxpayers who have constructed, purchased, 
expanded or renovated commercial properties 
from 1987 till now and hold property with a 
depreciable basis of $750,000 or more can hugely 
benefit from doing a CSS.  A CSS allows for an 
immediate increase in cash flow, reduction in 
current tax liability, deferral of taxes and gives 
property owners the ability to reclaim missed 
depreciation from prior years using the simplified 
Form 3115.     

If the asset is a good candidate for a cost 
segregation study, the benefit of reclassification 
is usually very significant, reallocating between 
15 – 50% of assets depending on the 
industry/building type as seen below in Figure 1.  
The greater the reclassification from real to 
personal property, the greater the potential 
benefits will be.   

(Figure 1) 
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In Figure 2, you can see that often times, clients 
uncover substantial positive net present value 
(NPV) real estate process through a CSS.  For 
many clients, the NPV savings generated by the 
study equals an amount large enough to make 
the cost of the analysis a valuable investment.   

The Study & The Report: 

As specified by the IRS, cost segregation 
specialists use an engineering-based approach 
for both new and existing properties. Per the IRS 
Cost Segregation Audit Techniques Guide (ATG), 
Chapter 4, the prime characteristic of a high-
quality cost segregation is “preparation by an 
individual with expertise and experience”.  This 
specialist will examine the architectural 
/engineering drawings for potential asset 
reclassification and perform an on-site physical 
inspection.  Generally, a CSS should be conducted 
by an engineer with a construction background, 
experience in cost estimating and  

 

 

allocation, and knowledge of the ever-changing 
tax laws and the strict IRS guidelines.   

Determining what property components qualify 
for a short depreciable life is based on asset-
specific facts and circumstances.  CSS specialists 
also rely heavily on standards existing in both 
case law and IRS guidance.  Qualifications are 
made based on the data collected from 
construction and cost records, as well as 
information obtained from the on-site visit.   

A satisfying deliverable CSS report includes:  

- Preparer Information 

- Project Background Information 

- Cost Segregation Methodology 

- Asset Classification Summary 

- Federal Tax Classifications with Support 

- Project Related Services & Fees

Building Type

Avg.  1st Yr.  
Savings / $1 
Million of 
Depreciable 
Property

Avg.  NPV 
Savings / $1 
Million of 
Decpreciable 
Property

Apartments $10,000 $36,000
Auto Dealerships $11,000 $51,000
Hotels $20,000 $64,000
Office Buildings $8,000 $39,000
Office Parks $7,500 $35,000
High-Rise Office Buildings $6,000 $24,000
Shopping Centers $10,000 $44,000
Flex Buildings $9,000 $39,000
Office - Warehouses $7,000 $34,000
Manufacturing $7,500 $34,000

Average NPV Savings

(Figure 2) 
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- Exhibit 1 – Federal Income Tax – MACRS 
listing of assets and associated class lives 

- Exhibit 2 - Photographs 

What types of items are identified?   
 
A large number of building components can be 
identified and reclassified into shorter 
depreciable life classes.  These can include, 
electrical installations, mechanical components, 
plumbing, and finishes.   
 
Here are some examples of assets that may 
qualify for faster depreciation: 

o Land Improvements 

o Parking Lots 

o Fences 

o Data & Communication Cabling 

o Security Systems 

o Cabinets & Millwork 

o Outdoor Lighting 

o Landscaping 

o Wall & Floor Coverings 

Case Study:  

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

 

 

 
 

o Moveable Wall Partitions 

o Window Treatments 

o Electrical and Plumbing (to certain 
equipment) 

 

 

 
 

 

 

 

Medical Office Building 
(Purchase Price:  $5,000,000) 

Before Cost Segregation: 

5 Yr. Property –  $0 

7 Yr. Property –  $0 

15 Yr. Property – $0 

39 Yr. Property - $5,000,000 

1st Year Depreciation Deduction - $128,205 

Accelerated Cash Flows (Years 1-5) – N/A 

Total NPV of Accelerated Cash Flow – N/A 

 

 
Medical Office Building 
(Purchase Price:  $5,000,000) 

After Cost Segregation: 

5 Yr. Property – $500,000 

7 Yr. Property –  $500,000 

15 Yr. Property – $500,000 

39 Yr. Property - $3,500,000 

1st Year Depreciation Deduction - $893,685 

Accelerated Cash Flows (Years 1-5) - $348,343 

Total NPV of Accelerated Cash Flow - $137,997 
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Examples of Cost Segregation Studies: 
 
Retail Shopping Center (5 Buildings) 

(Purchase Price - $17,000,000) 
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The following charts show the NPV Tax Savings after conducting a CSS on different types of properties: 
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Conclusion: 
Over 90% of real estate investors are unintentionally overpaying federal income taxes and in addition to 
that, they are paying federal income taxes earlier than necessary, simply by ignoring generous IRS 
guidelines when establishing depreciation schedules.  Cost segregation provides immediate benefits to 
property owners and clearly provides great benefits.  Are you a real-estate commercial property owner, 
investor or developer?  You should consider taking advantage of a cost segregation study if you or your 
company: 

- Acquired a property in the last 15 years 

- Are taxpayers with a commercial property having a depreciable basis of $750,000 or greater 

- Recently purchased, expanded, constructed or renovated a property 

- Lessees or lessors who have made leasehold improvements of $750,000 or greater 

Cost segregation is based on the fundamental principle, Time Value of Money (TVM), “a dollar today is 
worth more than a dollar tomorrow.”  The same logic applies to the statement “a tax deduction today is 
worth more than a tax deduction tomorrow.”   The bottom line is that cost segregation studies are one of 
the most valuable tax strategies available to real-estate commercial property owners, investors, and 
developers.  CSS is becoming more and more popular and it gives property owners the opportunity to defer 
taxes, reduce their overall current tax burden and free up capital by improving their current cash flow.  If 
you feel like you could benefit from a cost segregation study, talk to a qualified tax professional today so 
you can start benefiting from cost segregation.   

 

 

 

 

  

 
 
 
 
 

 

 

 

 

About CSG Strategic Tax Consultants 

Founded in 1999, as a national provider of services geared towards assisting business owners with Research & 
Development Tax Credits, Cost Segregation Studies, 179D Energy Tax Deductions, 45L Energy Tax Credits, Fixed Asset 
Depreciation Review and additional tax strategies, CSG has steadily grown to take the worry out of navigating America’s 
tax laws for the businesses we represent. In fact, we literally wrote the book on cost segregation for Commerce Clearing 
House, the world’s largest provider of tax content, called the ‘Practical Guide to Cost Segregation.’   

We know that keeping up with industry standards and ever-changing tax accounting practices can be a full-time job. 
That’s why our clients trust and rely on us to adeptly handle their tax-accounting needs. We’ll save you money while you 
take care of your day-to-day operations and your own clients. 
 
CSG is a wholly-owned subsidiary of Wall, Einhorn & Chernitzer L.P. (WEC) a Norfolk, Virginia-based accounting firm.  
And, because we work alongside WEC, a firm that employs not only engineers but 80-plus CPAs and tax professionals 
with an average of 20+ years in the public practice; CSG will always have a breadth of expertise at our fingertips, every 
day. We are dedicated to providing valuable solutions to our clients in a professional and timely matter. 
 
WEC is an independently owned and operated member firm of CPAmerica International, one of the largest associations 
of CPA firms in the United States. Through our affiliation, we have instant access to the expertise and resources of more 
than 2,500 professionals across America. As a client of our firm, you will benefit from the resources, experience and 
professional knowledge base of a national firm while still receiving the personalized service and attention that only a 
locally-owned, independent accounting firm can offer.  Visit www.csgtax.com for more information. 
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Circular 230 Disclosure: This analysis is not tax advice and is not intended or 
written to be used, and cannot be used, for purposes of avoiding tax penalties 
that may be imposed on any taxpayer. 
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