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Goal of Cost Segregation Studies

• Goal = to identify all construction-related costs that can be 
depreciated over 5, 7 and 15 years and reclassified from 39, 31.5 
and 27.5 years

• Traditional depreciation for Real Property is 39 years for 
commercial property and 27.5 years for residential rental property

• Personal property is depreciated much quicker and can be 
depreciated over 5, 7, 10, and 15 years

• Reducing tax lives results in accelerated depreciation deductions, 
a reduced tax liability, and increased cash flow 

Would you Rather Get Your Money Back Today or in 39 Years?Would you Rather Get Your Money Back Today or in 39 Years?

“You must pay taxes. But there's no 
law that says you gotta leave a tip.”
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Major Benefits to The Property Owners?

• Generates Cash Flow and Minimizes Taxes

• Look back study for catch-up of depreciation could generate refund

• Free up money for investments which allows for compounded growth

• Benefit to clients includes ability to expense versus capitalization of 
real property when conducting demolition or when remodeling is 
involved.

• Reduces real estate property taxes

• Increase Cash Flow for Maximum Bank Financing

• Section 179 Benefits

• Reduced Insurance premiums
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Cost Segregation Studies
Includes New and Previously Acquired Properties

• The optimal time to perform a study is the year the property is placed 
in service

• Current IRS procedures allow a taxpayer to recover any missed 
depreciation on properties placed in service as far back as 1987
without having to amend prior years tax returns

• Cost Segregation is not limited to new construction.  In fact, most 
studies are performed on acquired properties where land and 
building is purchased for one negotiated price in a previous year

OR

MACRS - GDS

39 - Year Property

27.5 – Year Property

15 - Year Property

7 - Year Property

5 - Year Property

3 – Year Property

NEW CONSTRUCTION
Indirect Costs

+
General Contractor 

Costs
+

Direct Costs outside
General Contract

ACQUIRED PROPERTY

Purchase Price

Land Cost

Building and Site
Implementation Cost



C
ost S

egregation S
tudies

C
ost S

egregation S
tudies

C
ost S

egregation S
tudies

Cost Segregation for an Existing Building
“Catch Up” – Look Back

• If a cost segregation study is conducted on an existing building,

� The unclaimed depreciation on personal property components that were 
previously classified as real property can be deducted as a Code Sec. 
481 (a) adjustment in the year of change

� The automatic change of accounting rules of Rev. Proc. 2002-9, apply

• If a cost segregation study is performed on a building that was placed 
in service in a tax year that ended before December 30, 2003,

� The IRS will allow a tax payer to file amended returns to claim the 
benefits

� Interest is payable by the IRS on the refund
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Truth about Cost Segregation Studies

• Cost Segregation is a tremendous tax reduction strategy for the 
owners of investment and commercial real properties

• Countless numbers of real estate investors overpay federal taxes
every year

� They are missing out on allowable depreciation expense deductions

� Under existing IRS tax law, accelerated depreciation expense deductions 
are available to all federal taxpayers

Without an engineering-based cost segregation 
study, taxpayers are unable to take full advantage 
of the tax law; therefore, they surrender significant 

cash flow to the IRS
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"The hardest thing in the world to 
understand is the Income Tax." 

Albert Einstein
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Benefit of Cost Segregation – Cash Flow –
Would You Take the Cash Savings Today?

CSS Illustration No. 1CSS Illustration No. 1

• A taxpayer purchases (or constructs) a strip mall for $4 million
(land excluded)

• Without a Cost Segregation Study, the taxpayer would have 
depreciated $4,000,000 as a 39-year asset over 40 years 
(straight-line, HY convention)
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Benefit of Cost Segregation – Cash Flow –
Would You Take the Cash Savings Today?

• By segregating assets and applying proper class lives, significant 
portion of the building can be depreciated faster

• Typically, about 35% of total cost can be reclassified from real
property to personal property for this type of building

CSS Illustration No. 1- (continued)CSS Illustration No. 1- (continued)

Asset Original Original Allocation Allocation

Class Asset Life Allocation Allocation After CSS After C SS

 Personal Property 5 yr. 200% db -$                        0.0% 1,000,000$            25.0%

 Personal Property 7 yr. 200% db -$                        0.0% -$                       0.0%

 Land Improvements 15 yr. 150% db -$                        0.0% 400,000$               10.0%

 Real Property in yrs. 39 4,000,000$             100.0% 2,600,000$            65.0%

4,000,000$             100.0% 4,000,000$            100.0%

4,000,000$             100.0% 4,000,000$            100.0%Total Cost

Real & Personal Property
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Benefit of Cost Segregation – Cash Flow –
Would You Take the Cash Savings Today?

• Cash savings of $320,282 can be achieved over the first 5 years w/ CSS

• Although cash savings / tax savings over the tax life of the building does not 
exist, net present value of the earlier tax savings or deferred taxes due to 
accelerated depreciation results in net present value of $200,000!

CSS Illustration No. 1- (continued)CSS Illustration No. 1- (continued)

Asset Year Year

Depreciation 
Expense 

Without CSS

Depreciation 
Expense With 

CSS
Change in 

Depreciation

Tax Savings 
from Change in 

Depreciation 
(35% Tax Rate)              

NPV of 
Deferred

Taxes             
(5% Disc. Rate)

Cumulative
NPV

1 2006 98,291$           283,889$           185,598$           64,959$               64,959$              64,959$         
2 2007 102,564$         424,667$           322,103$           112,736$             107,368$            172,327$       
3 2008 102,564$         292,867$           190,303$           66,606$               60,414$              232,740$       
4 2009 102,564$         212,647$           110,083$           38,529$               33,283$              266,023$       
5 2010 102,564$         209,569$           107,005$           37,452$               30,812$              296,835$       

5-year Total 2010 508,547$         1,423,638$        915,091$           320,282$             296,835$            

6 2011 102,564$         149,198$           46,634$             16,322$               12,789$              309,623$       
7 2012 102,564$         90,286$             (12,278)$            (4,297)$                (3,207)$               306,417$       
8 2013 102,564$         90,286$             (12,278)$            (4,297)$                (3,054)$               303,363$       
9 2014 102,564$         90,286$             (12,278)$            (4,297)$                (2,909)$               300,454$       

10 2015 102,564$         90,286$             (12,278)$            (4,297)$                (2,770)$               297,684$       
10-year Total 2015 1,021,368$      1,933,981$        912,614$           319,415$             297,684$            

40 2045 4,274$             2,778$               (1,496)$              (524)$                   (78)$                    200,039$       
Over 40 Years 4,000,000$      4,000,000$        -$                   -$                     200,039$            

Cost Segregation Estimate Benefit Calculation
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The Time Value of Money – Win the money game!

• Compound interest can work for you, 
or against you. When you retain it, it 
works for you. When you borrow it 
works against you!

• Leverage old money you are already 
spending to create new money you can 
invest

• By lowering your tax payment:

� You free up cash, which you can then 
invest

� Your goal is to have compound interest 
work for you and not against you.

“Compounded interest is 
the 8th Wonder of 

the World”

Albert Einstein
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Why do I need an Engineering Expertise for a CSS?

• Cost segregation study (CSS) is an IRS-sanction technique 
allowing businesses to accelerate depreciation on their 
facilities

• Although the IRS does not prescribe one specific 
methodology, the IRS’ Cost Segregation Audit Technique 
Guide does enumerate several and elevates the Detailed 
Engineering Approach From Actual Cost Records as “the 
most methodical and accurate approach”

� This approach consists of carefully examining all 
contemporaneous construction and accounting records

� Estimates or “take-offs” are used to supplement the actual cost 
detail when the existing detail is not sufficient for the purposes of 
the study

� A professional firm comprised of accountants, engineers, and 
architects with prior cost segregation experience, is required to 
perform this kind of cost segregation study

• Methodology without the engineering expertise will not 
withstand IRS scrutiny in accordance with the IRS Audit 
Technique Guidelines

3 Words: Mechanical, Electrical, Plumbing3 Words: Mechanical, Electrical, Plumbing
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Qualifying Property

Any building, facility, and leasehold improvement placed in service 
(via construction, expansion, purchase, or inheritance)

since January 1st, 1987 may benefit from a Cost Segregation Study

• Existing buildings undergoing renovation, remodeling, restoration, or 
expansion

• Any building placed in service since January 1st, 1987

• Major leasehold improvements to any building since January 1st, 
1987

• Purchase or inheritance of commercial and investment real 
properties

• Preconstruction planning to recommend possible modification to the 
building designs to increase shorter-life asset classification
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Qualifying Property

Airports

Apartment buildings

Assisted Living Facilities

Automobile dealerships

Automotive service 
centers

Banks

Casinos

Cinemas

Day care centers

Department stores

Distribution centers

Fitness centers

Funeral homes

Gas stations

Golf resorts

Grocery stores

Hospitals

Hotels

Industrial facilities

Laboratories

Manufacturing facilities

Marinas

Medical facilities

Mixed-use facilities

Nursing homes

Office buildings

Research facilities

Retail centers

Resorts

Restaurants

Service stations

Shopping centers

Sports facilities

Storage facilities

Warehouses

Property TypesProperty Types
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Which Properties Benefit Most?

18%

18%

18%

19%

21%

23%

24%

24%

25%

25%

25%

26%

27%

27%

27%

29%

31%

31%

32%

33%

33%

34%

34%

38%

�� ��� ��� ��� ��� ����

M anufacturing & Processing

Airport Hangers

Distribution Centers

Industrial

Shopping Centers

Auto Service Centers

M arinas

Post Office

Office Buildings

Department Stores

Fitness Centers

Auto Dealerships

Day Care Centers

Hospitals

Warehouses

M edical/Surgical

Banks

Laboratory/Research

Nursing Homes/Assisted Living

Hotels

Leasehold Improvements

Residential Rentals

Restaurants

Resorts

�	
��
����
��	
��

�	����
��	
��

Property Type Percentage Reallocated
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Look Back Example

CSS Look back ExampleCSS Look back Example

• A taxpayer purchased (or constructed) a strip mall for $4 
million (land excluded) in 2000

• Without a Cost Segregation Study, the taxpayer has been 
depreciating $4,000,000 as a 39-year asset over 40 years 
(straight-line, HY convention)
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Look Back Example – continued

• What could you do with the new found money of $336,604 that was 
trapped in the walls of your investment?

� Make additional investment

� Reduce mortgage debt

� Address maintenance items

CSS Look Back Example (continued)CSS Look Back Example (continued)

Asset Year Year

Depreciation 
Expense 

Without CSS

Depreciation 
Expense With 

CSS
Change in 

Depreciation
Overpaid Taxes 
(35% Tax Rate)              

1 2000 98,291$           283,889$           185,598$           64,959$               
2 2001 102,564$         424,667$           322,103$           112,736$             
3 2002 102,564$         292,867$           190,303$           66,606$               
4 2003 102,564$         212,647$           110,083$           38,529$               
5 2004 102,564$         209,569$           107,005$           37,452$               
6 2005 102,564$         149,198$           46,634$             16,322$               

6-year Total 611,111$         1,572,836$        961,725$           336,604$             

Cost Segregation Estimate Benefit Calculation

IRS Owes The Property Owner $336,604! IRS Owes The Property Owner $336,604! 
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Real Estate Investment Trusts (REITs) Benefit
• Increase non-cash expense to reduce income and thus 

minimize dividend distribution, allowing increased cash 
flow for additional acquisitions

• REIT dividends have 3 components:

� Ordinary Dividends

� Long-Term Capital Gains Dividends

� Return of Capital Dividends

• Due to the favorable tax treatment of Return of Capital 
Dividends (taxed at the long-term capital gains rate of 
15% or 25% and tax payment is deferred until the sale 
of the share), investors typically prefer dividends with 
the greatest percentage of Return of Capital

• Cost Segregation increases the Return of Capital 
component; thereby, increasing the Taxable Equivalent 
Yield

• DIVIDEND GROWTH IS INCREASED 

� A significant source of dividend growth is acquisitions

– REIT must pay out a minimum of 90% of taxable income as 
dividends, and many REITs pay out over 100% of taxable 
income

– Retaining cash to fund acquisitions can be challenging
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Golf Courses Benefits

• When a taxpayer constructs assets associated with those of 
a modern green he/she is afforded the opportunity to place 
the assets in service and depreciate the basis over the life 
of the asset

� The taxpayer can maximize its depreciable benefits through the 
implementation of a Cost Segregation report

• On November 29, 2001 the IRS issued Rev. Rul. 2001-60, 
addressing the treatment of certain land preparation costs 
incurred in the construction of golf course greens.  The 
revenue ruling supersedes Rev. Rul. 55-290

� MODERN GREENS

� DRAIN TILES AND DRAINAGE SYSTEMS

� IRRIGATION PIPE

� PUMP STATIONS AND THE PIPING NECESSARY TO 
DISTRIBUTE THE WATER

� SUBSURFACE LAYERS

� CART PATHS

� EXTERIOR/CART PATH LIGHTING

Golf Course Depreciation Optimization Overview
Using Cost Segregation Study & Implementation Under Rev. Proc. 

99-49

Golf Course Depreciation Optimization Overview
Using Cost Segregation Study & Implementation Under Rev. Proc. 

99-49
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The Cost Segregation Study Process

.

Data Gathering:   What we look for:

(Engineering/Cost Estimate Approach)

Clear understanding of subject property

Were there major tenant improvements

Appropriate and relevant accounting documentation

Depreciation schedules

Appropriate and relevant architectural documentation

As Built Drawings, Site Plans, MEP’s

Effective coordination and communication

Proactive approach to process management 

Key information

Site plans, specifications and construction drawings

Leasehold improvement cost documentation, contracts, contractor pay 
requests and change orders

Fixture, furniture, and equipment purchase records

Real estate assessment reports, engineering survey reports

Property tax assessment records (if required)

Accounting records documenting total project cost
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The Cost Segregation Study Process

Continued…

Landscaping

Site Work

Electrical
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Gary Gaines, CEO
GaryGaines@bellsouth.net

866-385-0270
Direct: 561-716-2030


