
CCH Tax Briefing 
• ®CCH 

a Wolters Kluwer business 

August 21, 2012 Special Report 

HIGHLIGHTS 
• Guidance For Treatment Of 

Materials And Supplies 

• Regs On Tangible Property 

• De Minimis Expensing Rule 

• Accounting For MACRS 
Property 

• Dispositions Of MACRS 
Property 

• MACRS General Asset 

Accounts 

• 2012 Effective Dates And 
Deadlines 

INSIDE 
Temporary Regulations by Subject... .... . 2 

Materials and Supplies .... .. ... .. ... ........ ...... .3 

De Minimis Expensing Rule ................... 4 

Amounts Paid to Acquire or Produce 
Tangible Property .................. ................... 6 

Amounts Paid to Improve 
Tangible Property .. ... ... ........... .. ................ 8 

Taxpayers Subject to 
FERC, FCC, or STB .. ...... .... .... .... ............. ... 12 

Unit of Property .................................... ... 12 

Modified Accelerated Cost 
Recovery System .......................... ... ...... .. 14 

Dispositions of MACRS Property .......... 14 

MACRS General Asset Accounts .. ......... 17 

MACRS Single Asset and 
Multiple Asset Accounts ....................... 22 

Accounting Method Changes ...... .... .... . 24 

Repair Regulations Have Sweeping 
Impact; Will Require Accounting 
Method Changes 

M ore than six months after the 
IRS issued temporary "repair" 
regulations (T.D. 9564), 

many complex questions remain abou t 
their interpretation and application. One 
th ing is for sure however; they affect all 
businesses in one way or another. Acco rd
ingly, it is vital to become intimately famil
iar with their content to understand how 
each client is affected. 

IMPACT: The new regulations are gener
ally effective for tax years beginning on or 
after january I, 2012. However, certain 
portions are effective for amounts paid 
or incurred in tax years beginning on or 
after january 2, 2012, a subtle but im
portant dif.forence. To complicate matters 
further, the regulations a1·e, in effect, ret
roactive insofar as an accounting method 
change will need to be filed in many cases 
and adjustments made to reflect these 
prior years. 

Ihe IRS initially reported it wanrs to make 
as few substantive changes as possible 
when it issues fin al regulations. However, 
the regulations have been subj ect to much 
criticism over the past several months 
because they often rely on facts-and-cir
cumstances tests in distinguishing repairs 
from capitalized expenses. l11is is the ap
proach that caus ed conAicts between the 
IRS and taxpayers in th e first place. As a 
result, th e IRS is under pressure to further 
simplify th e regulations with add itional 
bright-line res ts and safe-harbors. How 
the IRS respo nds to this pressure remains 
to be seen. 

IMPACT: In March 2012, the IRS in
structed its examiners to "stand down" 
on audits of capitalization issues for pre-
2012 tax years (LB6I Field Directive 
4-0312-004). The stand-down is fo r a 
two-year period and will give taxpayers 
a Limited opportunity to change their 
accounting methods to comply with the 
regulations without risking the negative 
consequences of an audit. 

The repair regulations also include some 
important Modified Accelerated Cost Re
covery System (MACRS) changes. These 
MACRS regulations are also effective for 
tax years beginning on or after January 1, 
20 12. 1be IRS issued Rev. Proc. 2012-20 
to cover all automatic accounting method 
changes associated with the MACRS regula
tions. Rev. Proc. 2012-19 covers automatic 
changes relating to the regulations dealing 
with capitalization issues. 

l11e chief take-away of the MACRS tem
porary regulations is that the retirement 
of a structural component on an MACRS 
building is now treated as a disposition that 
results in a loss deduction equal to the ad
justed depreciable basis (i.e., the undepreci
ated basis) of the structural component. 

IMPACT: Taxpayers that previously re
tired a structural component which is 
currently being depreciated will need to 
change accounting methods to bring the 
treatment of the structural component 
into compliance with the new rules. As 
explained in this briefing, for most tax
payers the change in method will involve 
making a retroactive MACRS general 
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asset account election and then decid
ing whether to claim a loss on the retired 
component through a Code Sec. 481(a) 
adjustment or to continue to depreciate 
the retired component. 

TEMPORARY 
REGULATIONS BY SUBJECT 

-rhe key temporary "repair" regulations, in 
the order followed by this briefin g, are sum 
marized as fo llows: 

• Materials and supplies-Temp. Reg. 
§J.162-3T. "l11is regulation provides a 
definition of materials and supplies, ex
plains the proper tax year for deduction, 
allows an election to capitalize materials 
and supplies, and contains special rules 
for ratable spare parts. 

• De minimis expensing rule-Temp. 
Reg. §J.262-2T(g). Taxpayers with an 
"applicable fin ancial statement," such as 
a certified audited financial statement, 
may claim a current deduction for the 
cost of acquiring items of relatively low
cost property, including materials and 
supplies, if specific requirements arc 
mer. The aggregate cost which may be 
expensed annually under a taxpayer's 
expensing policy is subject to a ceili ng 
equal to the greater of. 1 percent of gross 
receipts or 2 percent of total deprecia
tion and amortization reported on the 
financial statement. 

• Amounts paid to acquire or pro
duce tangible property-Temp. Reg. 
§1.263(a)-2T. This portion of th e regu
lations explains which costs associated 
with the acquisition or production of 
real or personal property must be capi
talized to the basis of the property and 
which costs may be claimed as a current 
deduction. 

• Amounts paid to improve tangible 
property-Temp. Reg. §1.263(a)-3T. 
This is the "main course" of the tem
porary regulations which provides rules 
for distinguishing repairs from capital 
expenditures. Capital expenditures are 
divided into three catego ries of im

provements: betterments, restorations, 
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and adaptations. Generally, whether an 
expenditure is an improvemenr is based 
on facts and circumstances . A safe har
bor is provided for routine maintenance 
activities . Also, certain regulated tax
payers may elect to use their regulatory 
accounting method to distinguish be
tween repa irs and capital expenditures. 

• Unit of property defined- Temp. Reg. 
§1.263(a)-3T(e). The "unit of prop
erty" is a criti cal concept in determin
ing whether an expenditure is a repair 

"The temporary 
regulations affect all 
taxpayers that acqu ire, 
produce, or improve 
tangible property, and are 
effect ive fo r tax years 
(or costs incurred 
in taxable yea rs, as 
appropriate) beginning on 
or after january 1, 2012." 

or capital expend iture. An expenditure 
on a large unit of property is more likely 
to he considered a repair expense. The 
regulation contains detailed rules for de
term ining the size of a unit of property 
in the case of bui ldings and other types 
of property. 

• MACRS temporary regulations. The 
repair regulations include several top
ics issued under Code Sec. 168 relating 
to th e modified accelerated cost recov
ery depreciation system (MACRS). 
Although nor obvious at first blush , 
certain parts of these regulations have 
a direct connection to rhe repair v. cap i
talization issue. 

• Dispositions of MACRS property
Temp. Reg. Reg. §1.168-BT. Rules are 
also provided for determining gain or 

loss upon th e disposition of MACRS 

property. Key provisions of the regula
tion treat the retirement of a structural 
component as a loss deduction and 
define an "asset" that is considered dis
posed o£ Taxpayers are allowed to use 
a reasonable and consistent method to 

treat components of a structural compo
nent as an asset and, therefore, recognize 

loss upon the disposi tion of a portion of 
a structural component. A similar rule 
applies to most section 1245 property. 

• MACRS general asset accounts-Temp. 
Reg. Reg. §J.168-1T. "l11e existing 
MACRS general asset account (GAA) 
regulations are updated and revised. Most 
importantly, an election to recognize gain 
or loss by reference to the adjusted basis 
of an asser disposed of from a GAA now 
applies to virtually any asset disposed of 
Previously, a taxpayer was usually required 
to recognize the entire amount realized 
upon a disposition as ordinary income 
and no loss deduction was allowed. 

IMPACT: A taxpayer may place an asset, 
such as a building, in a GAA and when
ever an asset, such as a structural compo
nent, is retired choose whether to follow 
the GAA default rule that no loss is recog
nized or elect to recognize a loss equal to 
the adjusted depreciable basis of the asset. 

• Accounting for MACRS property in 
single! multiple asset accounts-Temp. 
Reg. Reg. §J.168-7T. This regulation 
provides ru les for depreciating an item 
of MACRS property separately (i.e. , in a 
single item account) or a group of items 
of MACRS property as a single asset in 
multiple asset or "pool" account. 1be 
IRS has not updated the rules for item 
and pool accounts since prior to the 
enactment of the accelerated cost recov
ery system (ACRS) for pre-1981 assets. 
Essentially, this regulation is simply at
tached as a "rider" to the repair regula
tions and is unrelated to the capitaliza
tion v. repair issue. However, since many 
taxpayers account for depreciable assets 
in pool accounts, it is important to be
come fam iliar with these ru les. 

• Automatic accounting method changes 
-Rev. Procs. 2012-19, 20. Automatic 
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procedures for changing accounting 
methods to rhe methods required or al
lowed in the temporary regulations are 
provided in Rev. Procs. 2012-19 and 
2012-20. l11ese procedures are discussed 
in detail in the last section of this briefing. 

MATERIALS AND SUPPLIES 

The material and supply regulations (Temp. 
Reg.§ l.l62-3T): 

• Define materials and supplies; 
• Provide rules regarding the tax year for 

deducting materials and supplies; 
• Provide an elecrion to treat certain mate

rials and supplies as deductible expenses 
in the year paid or incurred under a de 
minimis rule; 

• Allow a taxpayer to elect to capitalize 
certain materials and supplies; 

• Treat a rotable or temporary spare part 
as deductible in the tax year in which a 
taxpayer disposes of the rotable or tem
porary part; and 

• Provide an optional method of accounting 
for rorable and temporary spare parts that 
allows deduction upon initial installation. 

IMPACT: The temporary regulations for 
materials and supplies basically formal
ize existing rules which had never been 
set down in regulations. Of particular 

significance, however, is the addition of 
a definition of materials and supplies and 
specific rules for rotable spare parts. 

Materials and Supplies Defined 

A material and supply is defin ed to mean tan
gible property used or consumed in the tax
payer's business operations that is not inven
tory and that is (Temp. Reg. § 1.162-3T(c)): 

• A componem acquired to maimain, re
pair, or improve a unit of tangible prop
erty owned, leased , or serviced by the 
taxpayer and that is nor acquired as pan 
of any single unit of tangible property; 

• Fuel, lubricants, water, and similar items 
that are reasonably expected to be con
sumed in 12 months or less, beginning 
when used in a taxpayer's operations; 

• A unit of property that has an economic 
useful life of 12 months or less, begin
ning when the property is used or con
sumed in the taxpayer's operations; 

• A unit of property that has an acquisi
tion cost or production cost of $1 00 or 
less (the $100 limit may be increased by 
rh e JRS) ; and 

• Property identifi ed in published guid
ance in the Federal Register or in the In
ternal Revenue Bu lletin as materials and 
supplies. 

The cost of nonin cidental materials and 
supplies are deducted in the year used or 
consumed (Temp. Reg. § 1.162-3T(a) (l)) . 

Incidental materials and supplies are mare
rials and supplies that are carried on hand 
and for which no record of consumption is 
kept or for which physical inventories at the 
beginning and end of the tax year are nor 
taken . Incidental materials and supplies are 
deductible in the tax yea r their cost is paid 
or incurred (Temp. Reg.§ l.l62-3T(a)(2)). 

EXAMPLE: A calendar-year taxpayer pur
chases a building window in 2012 and 
1·epktces a broken window in 2013. The 
window is a component used to repair a 
unit of tangible property (the building 
structure) and is deductible as a material 

or supp6' in 2013 when used, provided no 
retirement loss deduction is claimed for the 
undepreciated cost of the retired window. 

CAUTION: As explained below, the cost 
of replacing a component on a unit of 
property cannot be deducted as a repair 
or as a material or supply if a retirement 
Loss is claimed on the replaced component 
(Temp. Reg. Sec. 1.263(a)-3T(i)). 

Rotable Parts 

A rotabl e spare parr is a component of a 
unit of property which is installed on the 
property, removed from the property, re
paired or improved, and either reinstalled 
on the same or other property or sto red for 
later installarion. Temporary spare parts are 
components used temporarily until a new 

or repaired parr can be installed and th en 

are removed and scored for later (emergen
cy or temporary) installation (Temp. Reg. 
§ l.162-3T(c)(2)). 

Rorable and temporary spare parts are consid
ered used or consumed in the tax year in which 
the parts are disposed of. l11erefore, they are 
deducted in rhe disposition year (Temp. Reg. 
§ l.l62-3T(a)(3)) . However, the deducrion is 
claimed in the year of installation if the tax
payer uses the optional method for accounting 
for rorable and temporary spare parts. 

If the optional method for rotable spare parts 
is used a deduction for the amounr paid or 
incurred to acqu ire or produce the rotable is 
claimed in the tax year that the rotable is first 
installed. l11e taxpayer includes in income 
and assigns a cost basis equal to the fair market 
value of the used, non-functioning part, and 
capitalizes the costs of repairing the part. If the 
repaired part is later used as a replacement parr 
in the taxpayer's equipment, the taxpayer de
ducts the basis of the parr in the tax year it is 
re- installed. lbis cycle continues until disposi
tion of the part (Temp. Reg. § 1.162-ST(e)). 

PLANNING NOTE: A taxpayer that uses 
the optionaL method of accounting for ro
tabfes must use the method for aLL of its 

rotable and temporary spare parts in the 
same trade or business. 

COMMENT: No formaL election is re
quired to use the optionaL method. 

Election to Capitalize 
Materials and Supplies 

A taxpayer may elect to capitalize the cost of 
a material or supply in the tax year the cost 
is paid or incurred and depreciate the cost 
in rhe tax year it is placed in service (Temp. 
Reg. § l.l62-3T(d)). Any asset for which 
th e election is made is not treated as a mate
rial or supply. 

IMPACT: This election would be particu
larly usefoL to taxpayers who may be un
sure of the proper tax year of deduction be

cause they are unable distinguish between 
incidental and non-incidental supplies or 
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do not maintain detailed records regard
ing their purchases and the tax year in 
which they are used or consumed. 

CAUTION: 1he election does not apply 
to a component of a material or supply 
unless the capitalization election is made 

for the entire material of supply. 1he elec
tion does not apply to rotable parts if the 
optional method is used. 

A taxpayer makes rhe election ro capitalize 
rhe cost of a material and supply by capital
izing rhe cost in rhe rax year rhe cost is paid 
or incurred and by depreciating the cost 
when rhe material and supply is placed in 
service. The election is made on a taxpayer's 
timely filed original Federal income tax re
rum (including extensions) for rhe rax year 
the asset is placed in service for purposes of 
determining depreciation. 

Election to Apply de Minimis Rule 
to Materials and Supplies 

A taxpayer may electro apply the de mini
mis rule ofTemp. Reg. §1.263(a)-2T(g), 
discussed below, ro any portion of irs ma
terials and supplies and claim a deduc
tion in the year rhe cost of materials or 
supplies are paid or incurred (Temp. Reg. 
§ 1.162-3T(f)). 

IMPACT: Under the general rule, mate
rials and supplies are usually deducted in 
the tax year used or consumed. 1he elec
tion to deduct materials and supplies un
der the de minimis mle is beneficial if the 
tax year that the cost of the materials and 
supplies is paid or incurred occurs before 
the tax year of use or consumption. 

Effective Date 

'The repair regulations are generally effective 
for rax years beginning on or after January 
I, 2012. 1be material and supply regula
tions (Temp. Reg. § l.I62-3T) , however, 
apply to amounts paid or incurred (to ac
quire or produce property) in tax years be
ginning on or after January 1, 20 I2. One 
exception: a taxpaye r may elect to apply rhe 
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optional method of accounting for rorable 
spare pans to rax years beginning on or af
ter January 1, 201 2, and rake adva ntage of 
a Code Sec. 48 1 (a) adjustment arrriburable 
to rorables acq uired before January I, 2012 
(Temp. Reg. § 1.162-3T(i)). 

Accounting Method Changes 

Rev. Proc. 2012-19 adds th e following auto
marie accounting merhod changes relating 
to materials and supplies ro rhe Append ix of 
Rev. Proc. 201 I -1 4: 

(I) C hange ro comply with definition of 
non -incidental materials and supplies 
and deduct in year used or consumed 
(Section 3.12) (cur-ofF method applies); 

(2) Change to comply with defin ition of 
incidental materials and supplies and 
deduct in year paid or incurred (Sec. 
3. 13) (cut-off method applies); 

(3) Change to deduct cost of non -inciden
tal rorable spare parts in tax year of 
disposition (Sec. 3. 14) (cur-o ff method 
applies); and 

(4) Change to optional method of accounr
ing for totable spare parts (Sec. 3. 15). 

COMMENT: It appears that Section 3. 15 
inadvertently fails to apply the change to 
the optional method for rotables on a cut
off basis insofar as the provision applies to 
amounts paid or incun-ed in tax years begin
ning on or after january 1, 2012. A cut-off 
method should apply unless the election is 
made to apply the optional method to tax 
years beginning on or after j anumy 1, 2012. 

DE MINIMIS 
EXPENSING RULE 

A new de minimis expensi ng rule allows a 
taxpayer to deduct cerrain amounts paid 
or incurred to acquire or produce a uni t 
of tangible property if the taxpayer has an 
Applicable Financial Statement (AFS), writ
ten accounting procedures for expensing 
amounts paid or incurred for such property 
under certain dollar amounts, and treats 
such amounts as expenses on its AFS in ac

cordance wirh irs written accounting pro-

cedures. An overall ceiling limits the total 
expenses that a taxpayer may deduct under 
the de minimis rule (Temp. Reg. § 1.263(a)-
2T(g)). The de minimis expensing rule ap
plies to amounts paid or incurred (to ac
quire or produce property) in tax years be
ginning on or after January l, 2012 (Temp. 
Reg. 1.263(a)-2T(k)) . 

IMPACT: 1he de minimis rule is one 
of the most important provisions of the 
temporary repair regulations. Previously, 
expensing policies were not governed by 
any specific rules or requirements other 
than that the policy not materially distort 
income. Going forward, a taxpayer will 
need to comply with strict regulatory re
quirements in order to take advantage of 
an expensing policy. 

IMPACT: Many small businesses do not 
have applicable financial statements and 
will not be able to use the de minimis rule 
unless the IRS approves additional types 
of financial statements in the final regu
lations. 1hese taxpayers will be limited 
to expensing amounts that qualifY under 
Code Sec. 179. 

CAUTION: Speakers at the May 9, 
2012 IRS public hearing on the new 
rules criticized the regs as being im
practical and burdensome for both large 
and small businesses. One speaker sug
gested that a "major rethink" by the IRS 
is needed on certain provisions, singling 
out the de minimis rule as having caused 
much confusion. 

Materials and suppl ies are subject to the de 
minimis rule to the extent that a taxpayer 
elects to treat them as subject ro the rule 
(Temp. Reg.§ l.l62-3T(f)) . 

COMMENT: Incidental materials and 
supplies are deducted in the tax year 
that their cost is paid or incurred. Con
sequently, there is no reason to elect to 
apply the de minimis rule to these ma
terials and supplies. Non-incidental 
materials and supplies are deducted 
when used or consumed. 1he de mini

mis rule is beneficial for non-incidental 
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materials and supplies that would be 
used or consumed in a tax year after 
their cost is paid or acquired. 

lf property expensed under the de minimis 
rule is sold or disposed of, the amount recog
nized is ordinary income. The pro perry is nor 
treated as a capital asset or as properry used 
in a trade or business under Code Sec. 1231. 

W ith the exception of materials and supplies 
for which the de minimis rule is elected, the 
de minimis rule applies to amounts that must 
otherwise be capitalized because the amount 
was paid to acquire or produce a unit of real 
or personal property. Amounts paid to ac
quire or produce a unit of properry include 
the invoice price, certain transactions costs 
such as transportation costs, and costs for 
work performed prior to the date the unit of 
property was placed in service such as instal
lation, critical testing, and repair costs (Temp. 
Reg. § l.263(a)-2T(d)). Amounts paid for 
properry intended for use in inventory may 
not be deducted under the de minimis rule. 

The de minimis rule applies if: 

(l) The taxpayer has an applicable fin ancial 
statement; 

(2) The taxpayer has at the beginning of 
the tax year written accounting proce
dures treating as an expense for non-tax 
purposes the amounts paid or incurred 
for property costing less than a certa in 
dollar amount; 

(3) The taxpayer treats the amo unts paid or 
incurred du ring the tax year as an ex
pense on its applicable financial state
ment in accordance with irs wrirren ac
counting procedures; and 

(4) The total aggregate of amounts paid or 
incurred and nor capi talized under the 
de minimis rule (including materials 
and supplies for which an election is 
made to apply the de minimis rule) are 
less than or equal to rhe greater of
(a) 0.1 percent of the taxpayer's gross 

receipts for the tax year as deter
mined for Federal income tax pur
poses; or 

(b) 2 percenr of the taxpayer's rota! 

depreciation and amortization ex-

pense for rhe tax year as determined 
in irs applicable financial statement. 

COMMENT: The p~·eamble to the regula
tions (T.D. 9564) indicates that the cap 
may be increased if an examining agent 
agrees that the increase is not material. 
Thus, it appears that taxpayers with an 
expensing policy previously approved in an 
audit may continue to expense amounts in 
excess of the cap so Long it does not result in 
a material distortion of income. 

"The de minimis rule is 
one of the most important 
provisions of the 
temporary repair regs" 

COMMENT: 77Je !RS has indicated that 
if a taxpayer inadvertently deducts more 
than the amount allowed under the de 
minimis rule only the excess amount will 
be disallowed as a current deduction. The 
final regulations should clarifY this point. 

EXAMPLE: YAZ purchases 10 printers at 
$200 each for a total cost of$2, 000. Each 
printer is a unit of property and is not 
a material or supply. YAZ has an appli
cable financial statement and a written 
policy at the beginning of the tax year to 
expense amounts paid for property costing 
Less than $500. YAZ treats the amounts 
paid for the printers as an expense on its 

applicable financia l statement. Assume 
that the total aggregate amount treated 
as de minimis and not capitalized, in
cluding the amounts paid for the print
ers, are Less than or equal to the greater 
of 0.1 percent of total gross receipts or 2 
percent ofYAZs total financial statement 
dep reciation. The de minimis rule applies 
and YAZ is not required to capitalize the 

amounts paid for the 10 printers (Temp. 
Reg. §1 .263(a)-2T(g)(9), Ex. 1). 

CAUTION: Taxpayers that did not have 

a written policy of expensing de minimis 

amounts in effect on january 1, 2012 
(or the first day of their 2012 tax year) 
may not use the de minimis rule dur
ing 2012. Because the temporary regu
Lations were issued in December 2011 
some taxpayers had insufficient time to 
put a written policy in effect. Commen
tators have asked for transitional relief 
from this requirement. 

IMPACT: Amounts expensed under the 
de minimis rule are not required to be 
capitalized under the uniform capitaliza
tion rules of Code Sec. 263A to a separate 
unit of property but may be required to be 
capitalized under Code Sec. 263A as part 
of the cost of other property if incurred by 
reason of the production of the other prop
erty. For example, taxpayers are required to 
capitalize under Code Sec. 263A the cost 
of tools and equipment allocable to proper
ty produced or property acquired for resale. 

' The de minimis rule is not elective. However, 
a taxpayer may elect to capitalize amounts 
that would otherwise be subject to the de 
minimis ru le. The election is simply made by 
capitalizing the amounts paid or incurred to 

acquire or produce the unit of properry in the 
tax year the cost is paid or incurred. (Temp. 
Reg. § J.263(a)-3T(g)(4)) . A taxpayer should 
capitalize amounts that would. be deductible 
under the de minimis rule but for the ceil ing. 

Applicable Financial Statement 

An applicable financial statement for pur
poses of qualifYing for the de minimis rule 
only includes: 

(l) A financial statement required to be 
fi led with rhe Securities and Exchange 
Commission (SEC) (the 10-K or the 
Annual Statement to Shareholders); 

(2) A cert ifi ed audited financial statement 
that is accompanied by the report of an 
independem CPA (or in the case of a 

foreign entity, by the report of a simi
larly qual ifi ed independent profession
al) that is used for (a) credit purposes, 
(b) reporting to shareholders, partners, 
or similar persons, or (c) any other sub
stantial non-tax purpose; or 
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(3) A financial statement (other than a 
tax return) required to be provided 
to the federal or a stare government 
or any federal or state agency (other 
than the SEC or the Internal Revenue 
Service). 

Accounting Method Change 

An automatic change in accounting meth
od procedure may be used to adopt rhe de 
minimis expensing method. 'l11e change is 
applied on a cur-off basis (Rev. Pruc. 2012-
19, adding Section 3.17 to the Appendix of 
Rev. Proc. 2011-14). 

AMOUNTS PAID TO 
ACQUIRE OR PRODUCE 
TANGIBLE PROPERTY 
Although nor related to the "repair v. capital
ization" issue, the temporary regulations in
clude rules explaining the types of costs that 
must be capitalized as amounts paid to ac
quire or produce a unit of tangible property 
(Tern p. Reg. § 1 .263 (a)-2T). "The de minim is 
rule is included in these temporary regula
tions (Temp. Reg. § l.263(a)-2T(g)) bur is 
discussed above separately on account of its 
special importance. 

The temporary regulations relating to 
amounts paid to acquire or produce a unit 
of property are generally effective for tax 
years beginn ing on or after January 1, 2012 
(Temp. Reg. § 1.263(a)-2T(k)). 

A taxpayer must capitalize amounts paid 
or incurred to acquire or produce a "unit" 
of real or personal property, including 
leasehold improvement property, land 
and land improvements, buildings , ma
chinery and equipment, and furniture 
and fixtures. 111e term "produce" is de
fined in the same way as for purposes of 
the uniform capitalization ru les. Amounts 
paid or incurred to acquire or produce a 
unit of property include (Temp. Reg. 
§ 1.263(a)-2T(d) (1)): 

• Invoice price; 
• Transaction costs; and 
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• Costs for work performed prior to the 
actual date that rhe unit of property is 
placed in service 

COMMENT: The placed-in-service date 

is the actual elate the property is placed in 
service and not the date p laced in service 

under the applicable MA CRS deprecia

tion convention. 

CAUTION: Taxpayers subject to the uni
form capitalization rules of Code Sec. 
263A must also capitalize direct and 
indirect costs to produced property and 
property acquired for resale. 

Work Prior to Placing 
Property in Service 

Capitalized costs paid to acquire or produce 
a unit of real or personal property include 
the costs for work performed prior ro the 
dare that the unit of property is placed in 
service. Work perform ed includes, for ex
ample, repairs, installation costs, and testing 
costs (Temp. Reg. l.263(a)-2T(d)(l)). 

Capitalized Amounts Recovered 
Through Depreciation or 
Inclusion in Inventory 

Amounts paid or incurred to acquire or pro
duce tangible property rhar are required to 
be capitalized must be taken into accounr 
through a charge to capital account or basis, 
or in rhe case of property that is inventory in 
rhe hands of a taxpayer, through inclusion 
in inventory costs. Code Sec. 263A, how
ever, governs the treatment of direct and 
certain indirect costs of producing property 
or acqu iring property for resale. 

Amounts that are capitalized are recovered 
through depreciation, cost of goods sold, or by 
an adjustment to basis at the tim e the property 
is placed in service, sold, used, or otherwise 
disposed of by the taxpayer. Cost recovery is 
determined by the applicable provisions of the 
Internal Revenue Code and regulations relat
ing to rhe use, sale, or disposition of property 
(Temp. Reg. § l.263(a)-2T(h) and (i)). 

Defending or Perfecting Title 

Amounts paid or incurred to defend or 
perfect ride to real or personal property are 
capitalized (Temp. Reg. § 1.263(a)-2T(e) 
(1 )). For example, amounts paid or incurred 
with respect to an attorney ro contest the 
condemnation of a portion of real property 
for use as a roadway or ro challenge a build
ing line established by a municipality across 
a property that adversely affects its value are 
incurred ro defend ride and must be capi
talized (Temp. Reg. § 1.263(a)-2T(e)(2) , 
Exs. 1 and 3). On the other hand rhe cost 
of a suit against a municipality rhar prohib
its the operation of an existing business is 
not incurred to defend ririe but rather ro 
preserve the business. Such costs, however, 
may need to be capitalized under the uni
form cap italization rules as direct or allo
cable indirect costs of property produced or 
acquired for resale (Temp. Reg. § 1.263(a)-
2T(e)(2), Ex. 2). 

Facilitative Acquisition Costs 

If an amount, based on all the facts and cir
cumstances, is paid or incurred in the process 
of investigating or otherwise pursuing the 
acquisition or production of real or personal 
property such amount is considered paid or 
incurred to facilitate rhe acquisition and is a 
capitalized transaction cost rhar is included 
in rhe basis of rhe property acquired or pro
duced (Temp. Reg. §1.263(a)-2T(f)(l)). 

An amount is paid or incurred to facilitate the 
acquisition of real or personal property if the 
amount is paid or incurred in the process of 
investigating or otherwise pursuing the acqui
sition . Whether an amount is paid or incurred 
in the process of investigating or otherwise 
pursuing the acquisition is determined based 
on all of rhe facts and circumstances. 111e fact 
that the amount would (or would not) have 
been paid or incurred but for the acquisition 
is relevant but is not determinative (Temp. 
Reg. § l.263(a)-2T(f)(2)(i)). 

·n1e fo llowing examples describe costs that 
are "inherently facilitative" and, therefore, 
must be capitalized (Temp. Reg. § 1.263(a)-
2T(f)(2)(ii)): 
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• Transporting the properry (for example, 
sh ipping fees and moving cosrs); 

• Securing an appraisal or derermining 
rhe value or price of properry; 

• Negotiating the terms or structure of the 
acquisi tion and obtaining rax advice on 
the acquisition; 

• Applicati on fees, bidding costs, or simi
lar expenses; 

• Preparing and reviewing the documents 
thar effectuate the acquisirion of rh e 
properry (for example, preparing rhe 
bid, offer, sales conrract, or purchase 
agreement); 

• Examining and evaluating the ritle of 
property; 

• Obtaining regulatory approval of the ac
quisition or securing permits related to the 
acquisition, including application fees; 

• Conveying properry berween the par
ties, including sales and transfer taxes, 
and title registration costs; 

• Finders' fees or brokers' commissions, 
including amounts paid or incurred thar 
are contingent on the successful closing 
of rhe acquisirion; 

• Archirectural, geological, engineering, 
environmenral, or inspecrion services 
perraining to parricu lar properries; and 

• Services provided by a qualified inter
mediary or other facilitator of a Code 
Sec. I 031 like-kind exchange. 

Facilitative amounts for tmacquired prop
erty. Inherently facilitative amounts are 
capitalized even if the real or personal prop
erry is nor ultimarely acquired or produced. 
Inherently facilitative amounts all ocable to 
real an d personal properry not acquired may 

be allocated to those properties and recov
ered as appropriate (for example, as a loss 
under Code Sec. 165 or depreciation under 
Code Sec. 167 or Code Sec. 168) (Temp. 
Reg. §l.263(a)-2T(f)(3)(ii)). 

COMMENT: The tempomry regulations 
do not require the allocation of inherently 
facilitative amounts to properties that are 

not acquired. Taxpayers may allocate these 
amounts to the property which is actually 
acquired in accordance with the rule which 
was followed prior to the temporary regula

tions (United Dairy Farmers, Inc., 0!-6, 

2001-2 USTC 150,680, 267 F3d 510; 
Nicolazzi v. Commissioner, 79 T C 109, 
Dec. 39,200; affd, CA-6, 83-2 USTC 

83-2 USTC 19743, 722 F2d 324). 

COMMENT: The temporary regulations 

relating to facilitative amounts for un

acquired real or personal property are ef
fective for amounts paid or incurred (to 
acquire or produce property) in tax years 
beginning on or after j anuary 1, 2 012 
(Temp. Reg. § 1.263(a)-2T(k)). 

11The ru le treating t he 
ret irement of a structura l 
component as a loss 
disposit ion is applied 
ret roactively." 

Pre-Decisional Costs for Real 
Property Are Deductible 
An amoum paid or incurred in the process 
of investigating or otherwise pursu ing rhe ac
qu isition of real properry and which is not an 
inherently facilitative amount as defined above 
does not facilitate cl1e acquisition if ir relates to 
acrivities performed in cl1e process of determin
ing whether to acquire real properry and which 
real properry ro acquire. Such pre-decisional 
costs are deductible in cl1e case of real prop
erry. If personal and real properry are acqu ired 
in the same transaction, a taxpayer may use a 
reasonable allocation method to allocare, be
rween cl1e personal properry and real properry, 
the cosrs of determining whether ro enter cl1e 
acquisirion transacrion and which properry to 

acquire (Temp. Reg. § l.263(a)-2T(f)(2)(iii)). 

COMMENT: This rule is also effictivefor 
amounts paid or incurred (to acquire or 

produce property) in tax years beginning 
on or after j anumy 1, 2012 (Temp. Reg. 
§1.263(a)-2 T(k)). 

COMMENT: The rule allowing the de

duction of investigation costs is intended 

to eliminate the issue of whether the in
vestigatory costs are deductible business 

expansion costs or capital expenditures to 

acquire a specific asset. 

Employee Compensation 
and Overhead Costs 
Amounts paid or incurred for employee 
compensation and overhead do not facili
tate th e acquisition of real or personal prop
erry. However, Code Sec. 263A may require 
empl oyee compensation and overhead costs 
to be capi talized to properry produced by 
the taxpayer or to properry acquired for re
sale. A taxpayer may elecr to trear amounts 
paid or incurred for employee compensa
tion or overhead as capitalized amounts 
that facilitate the acquisition of properry. 
I l1e election to capitalize such cos ts is made 
separately for each acquisition and applies 
ro employee compensation or overhead , or 
both (Temp. Reg. § l.263(a) -2T(f)(2)( iv)). 

COMMENT: This rule is effictive for 
amounts paid or incurred (to acquire or 

produce p roperty) in tax years beginning 
on or after j anuary 1, 2012 (Temp. Reg. 
§1.263(a)-2T(k)). 

Moving and Reinstallation Costs 

Amounts paid to move and reinstall a unir 
of properry that has already been placed in 
service are not required to be capitalized un
der the rules for acquisi tion or production 
of properry. But, if the cosrs of moving and 
reinstalling a unit of properry directly bene
lit, or are incurred by reason of, an improve
ment to the unit of properry that is moved 
and reinstalled, such costs are required robe 
capitalized (Preamble to T.D. 9564). 

Accounting Method Changes 

Rev. Proc. 20 12- 19 adds the followings au
tomaric accounring method changes relat
ing to costs to acquire or produce properry 
to the Appendix of Rev. Proc. 2011-14: 

(1 ) Change to capita lize amounrs paid 
ro acquire or produce properry un
der Reg. Sec. 1.263(a) -2T, including 
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defense of ride and rransacrion costs 
(Sec. 1 0.09) 

(2) Change from capitalizing ro deducting 
amounrs incurred ro investigate acqui
sition of real properry (Sec. 3. 18) (cur
off method applies) 

(3) Change from capitalizing ro deducting 

employee compensation and overhead 
cosrs incurred ro investigate acquisi
tion of real property (Sec. 3. 18) (cur-off 
method applies) 

AMOUNTS PAID TO 
IMPROVE TANGIBLE 
PROPERTY 

Improvements Are Capitalized 

"H1e hearr of the "repair regulations" --Temp. 
Reg. § 1.263(a)-3T-- provides rules for dis
tinguishing between expenditures char are 
repairs and expendirures that are capital im
provements. lbe provisions in lcmporary 
Reg. § 1.263(a)-3T apply ro tax years begin
ning on or after January l , 201 2 (Temp. 
Reg. § 1.263(a) -3T(p)). 

IMPACT: Broadly speaking this portion 
of the regulations provides a framework 
that integrates the basic rules and con
cepts that have been developed over the 
years in court cases and IRS guidance 
for distinguishing capital expenditures 
from currently deductible repairs. 

CAUTION: Bright-line tests are marked
ly absent. Consequently, facts and circum
stances will continue to play an important 

rule in making this determination. 

The regulations require capitalization of 

amounts paid to improve a unit of tangible 
property. 

A unit of property is improved if amo unrs 
are paid for activities performed after the 
unit of property is placed in service by rhe 
taxpayer resulting in: 

• A betterment ro the unit of property; 
• A resroration of the unit of property; o r 
• Adaptation of the unit of property 
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to a new or different use (Temp. Reg. 
§ l. 263(a)-.3T(d)). 

A uni t of property cons ists of a group of 
functionally inrerdependenr components, 
such as rhe parts of a machine, with rhe 
machine being treated as a unit of properry. 
In the case of a building, the building is a 
unit of property except that certain major 
systems of the bui lding, such as heatin g, 
air co ndi tioning, and ventil at ion (HAVC), 
plumbing, and electrical, are treated as 
separate units of proper ty (Temp. Reg. 
§ 1.263(a) -3T(e)) . 

IMPACT: 7he unit of property concept is 
discussed in detail, below. Generally, the 
larger the unit of property is the more like
ly that work on that property will be con
sidered a deductible repair. For example, 
if the entire building is the unit of prop
erty, then major work on an HVAC system 
might be a repair. However, if the HVAC 
system is the unit of property, then that 
work will probably need to be capitalized. 

Betterments Are Capitalized 
Improvements 

A capitalized betterment is an expenditure that: 

• Ameliorates a material condition or defect 
that existed prior ro the taxpayer's acqui
sition of the unit of property whether or 
not the taxpayer was aware of the condi
tion or defect at the rime of acquisition; 

• Results in a material add ition (for exam
ple, physical enlargemem , expansion, or 

exte nsion) to the unit of property; or 
• Results in a material increase in capac

ity (including additional cubic or sq uare 

space), productivity, efficiency, strength, 
or quality of the unit of property or the 
output of the uni t of property (Temp. 
Reg. § 1.263(a)-3T(h)(l )). 

COMMENT: Facts and circumstances 
taken into account in determining wheth
er an expenditure results in a betterment 

include but are not limited to, the purpose 
of the expenditure, the physical nature 

of the work performed, the effect of the 

expenditure on the unit of property, and 
the taxpayer's treatment of the expenditure 
on an applicable financial statement. 

EXAMPLE: ABC Corp. purchases a par
cel of land (the unit of property) without 
realizing that the soil was contaminated 

by leaking underground storage tanks left 
by a previous owner. ABC's remediation 
costs to remove the contaminants result in 
a capitalized betterment to the land be
cause ABC incurs the costs to ameliorate 
a material condition or defect that existed 
prior to its acquisition of the land (Temp. 
Reg. §1.263(a)-3T(h)(4), Ex 1). 

Replacement with improved but compara
ble parts. "rh e replacement of a part of a unit 
of property with an improved, but compa
rable part does not, by itself, result in a better
ment to the unit of property if it is not prac
tical to replace the part with the same type 
of part (for example, because of technologi
cal advancements or product enhancements) 
(Temp. Reg. § 1.263(a)-3T(h)(.3)(ii)). 

EXAMPLE: A taxpayer replaces wooden 
shingles which are no longer available 
on the market with comparable asphalt 
shingles that are somewhat stronger than 
the wooden shingles. The replacement is 
not a betterment. However, the replace
ment with shingles made of lightweight 
composite materials that are mainte
nance-free and do not absorb moisture 
and have a 50-year warranty and a Class 
A fire rating is a betterment (Temp. Reg. 
§1.263(a)-3T(h)(4), Exs. 14 and 15). 

Comparisons. If a particular event trig
gers an expenditure, the determination of 
whether the expenditure results in a bet

terment is made by comparing the condi
tion of the property immediately before the 
event with the condition of the property 
immediately after the expenditu re (Temp. 
Reg.§ l. 26.3(a)-3T(h)(3)(i ii)(A) and (C)). 

If the expenditure is made ro correct the ef
fects of normal wear and tear ro the uni t of 

property (including the amelioration of a 
condition or defect that resulted from nor
mal wear and rear and existed prior to the 
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taxpayer's acquisition of the unit of property), 
rhe determ inacion of whether an expendi rure 
results in a bettermenr is made by comparing 
the condition of the property immediately 
after rhe expenditures with the condition of 
rhe property after the last time the taxpayer 
corrected the effects of normal wear and tear. 
If the taxpayer has not previously corrected 
the effects of normal wear and tear, the com
parison is made to the condition of the prop
erty when placed in service by rhe taxpayer 
(Temp. Reg. § 1.263(a)-3T(h)(3)(iii)(B)). 

EXAMPLE: A retail shop owner conducts 
a "building refresh" every 4 or 5 years. 7he 
building refresh consists of replacing and 
reconfiguring a small number of display 
tables and racks to provide better exposure 
of the merchandise, making corresponding 
lighting relocations, moving one wall to 
accommod4te the reconfiguration of tables 
and racks, repainting, patching holes in 
walls, replacing damaged floor and ceiling 
tiles and power washing building exteri
ors. The refresh is not a betterment because 
it does not result in material increases in 
capacity, productivity, efficiency, sn·ength, 
or quality of the buildings' structures or 
any building systems as compared to the 
condition of the buildings' structures and 
systems after the previous refresh (Temp. 
Reg. §I.263(a)-3 T(h)(4), Example (6)). 

Restorations Are Capitalized 
Improvements 

The second category of capitalized improve
ments is restorations. An amount is paid to 
restore a unit of property if (Temp. Reg. 
§ 1.263(a)-3T(i)): 

• A component of rhe unit of property is 
replaced and a loss is deducted or a gain 
or loss is realized by selling or exchang
ing the replaced component; 

• A casualty loss resulting in any basis ad
justment is claimed on the repaired unit 
of property; 

• The expenditures returns a unit of prop
erty to irs ordinary efficient operating 
condition after the property has dete
riorated to a state of disrepair and is no 
longer functional for its intended use; 

• "01 e expenditures rebuild a unit of prop
erty to a like- new cond ition after the 
end of irs class li fe; or 

• l11e expenditures are for the replacement 
of a part or a combination of parts that 
comprise a major component or a substan
tial structu ral parr of a unit of property. 

"The IRS ruffled a few 
feathers by taking the 
position in the temporary 
regulations that the cost 
of restoring a property 
after a casualty loss is not 
a deductible repair expense 
if a casualty loss deduction I 
is claimed (Temp. Reg. 
§1.263(a)-3T(i)). The IRS 
rule applies even if the 
amount of the casualty 
loss relative to the repair 
expenditures is small." 

Retirement loss deduction claimed. A 
repair deduction may not be claimed to 
replace a compo nent of a unit of prop
erty if a loss deduction is claimed on the 
replaced compo nent o r if the repl aced 
component is so ld and gai n or loss is real
ized by reference co rhe adjusted basis of 
th e componenr (Temp. Reg. § 1.263(a)-
3T(i)). ll1e retirement of a com ponent 
will gene rate a loss equa l to th e adjusted 
deprec iable basis of the compo nent (i.e., 
cos r less depreciation claimed) if the com
ponent is consid ered an "asset" (Temp. 
Reg. § 1.168(i)-8T(b)(l )). 

"D1e definition of an asset is discussed later 
but generally a taxpayer may use any rea
sonable and consistenr method ro rreat a 

component of a unir of property as an "as-

set." In the case of a building each struc
tural component is treated as an asset. A 

taxpayer may also use the reasonabl e and 
consistent standard to treat components of 
structural componenrs as assets (Temp. Reg. 
§ l.l68(i)-8T(c)(4)). 

EXAMPLE: XYZ Corp. owns a walk-in 
freezer. When several components of the 
freezer cease to fonction, XYZ abandons 
them and recognizes a loss equal to the 
adjusted depreciable basis of the com
ponents because it properly treats the 
components as assets. XYZ then spends 
$2,5 00 to purchase and install new 
components. Since XrZ replaces compo
nents it properly deducted as a loss, it 
must capitalize the $2,500 replacement 
cost. The result is the same if XYZ sells 
the used components at a gain or loss 
(Temp. Reg. §I.263(a)-3T(i)(5), Exs. 
(I) and (2)). 

COMMENT: If the freezer was p laced 
in a MACRS general asset account 
(GAA), XYZ could choose not to rec
ognize the loss. XYZ could then claim a 
repair deduction if the expenditures did 
not have to be capitalized for a reason 
other than claiming a loss deduction. 
The rules applicable to GAAs are dis
cussed below. 

COMMENT: lfXYZ claims a loss deduc
tion it may compute the basis of the re
p laced components using any reasonable 
method, including statistical sampling 
techniques. 

Casualty losses. "The IRS ruffled a few 
feathers by taking the pos ition in the 
temporary regulations that the cost of 
rescoring property after a casualty loss is 
nor a deductible repair expense if a casu
alty loss deduction is claimed (Temp. Reg. 
§1.263(a)-3T(i)). The rule applies even 
if th e amount of the casualty loss relative 
to the repair expenditu res is sma ll. "This is 
poss ible because casualty losses are gener
ally limi ted to the lesser of the decline in 
fa ir marker value of rhe damaged property 

or the undepreciated basis of the damaged 
property (Reg. §1.165-?(b)). 
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IMPACT: A taxpayer is not required to 
recognize a casualty loss if the property 
is placed in an MACRS general asset ac
count. Thus, by placing an asset (for ex
ample, a building) in a GAA a taxpayer 
could elect to forgo the casualty loss and 
claim a repair deduction. 

Replacement of major component or sub
stantial structural parts. 1l1e cost o f re

placing a major component or substantial 

srrucru ral part of a unit of property must 

be capitalized as a restoration (Temp. Reg. 
§ 1.263(a)-3T(i)(4)). "The determination 
is based on all the facts and circum stances, 

including the quantitative or qualitative 

significance of the parr or combination of 
pan s in relation to the unit of proper ty. A 

major component o r substantial structural 

part includes a part or com bination of parts 

that comprises a large portion of the physical 
structure of the unit of p roperty, or performs 
a discrete and critical fun ction in the opera

tion of the unit of property. 

COMMENT: Although the definition of 
materials and supplies includes compo
nents acquired to maintain, repair, or 
improve a unit of tangible property the 
rule which allows a component to be 
deducted as a material or supply in the 
year used or consumed does not apply if 
the component improves a unit of prop
erty. Consequently the cost of a major 
component must be capitalized as an im
provement under the rules for restorations 
and may not be deducted as a material 

Temporary Regulations by Subject 

Materials and supplies 

MACRS genera l asset accounts 

MACRS item and mult iple asset accounts 

Dispositions of MACRS property 

Amounts paid to acqui re or produce tangible 
property, including de minimis expens ing 

Amounts paid to improve tangible property 

CCH Tax Briefing 

or supply. Similarly no deduction may 
be claimed for the cost of an item which 
is a material or supply if the material or 
supply replaces a component for which a 
retirement loss deduction is claimed. 

COMM ENT: This focts-and-circumstanc
es standard replaces the standard in regu

lations that were proposed in 2008, un
der which a major component or substan
tial structural part of a unit of property 
had to represent at least 50 percent of the 
replacement cost or the physical structure 
of the unit of property. 

EXAMPlE: The cost of replacing the en
gine and cab on a heavy truck must be 
capitalized because the engine and cab 
constitute parts or a combination of parts 

that comprises a major component or 
substantial structural part of the truck 
(Temp. Reg. §J.263(a)-3T(i)(5), Ex. 8). 

EXAMPl E: CostLo purchases a newly 
constructed building and eventually re
places the entire roof due to normal wear 
and tear. The roof comp1·ises a major 
component or substantial structural part 
of the building structure and the replace
ment cost must be capitalized. 'The result 
is the same if CostLo replaces only a large 
portion of the decking, insulation, and 
membrane of the roof However, if Cost
Lo simply replaces the waterproof mem
brane in the roof the cost does not have to 
be capitalized. The membrane may affect 
the function of the building structure, but 
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it is not by itself a major component or 
substantial structural part of the build
ing structure (Temp. Reg. 1.263(a)-3T(i) 
(5), Exs. 12, 13, and 14). 

COM MENT: The retirement of an en
tire roof is a disposition of an "asset" be
cause the roof is a structural component 

and CostLo must recognize a loss unless 
the building is in a GAA and CostLo 
chooses not to recognize the loss. Wheth
er or not the loss is recognized, the cost 
of replacing the entire roof must be 
capitalized because the entire roof is a 
substantial structural part of the build
ing structure. Costlo may choose but is 
not required to treat the components of 
the roof as separate assets. For example 
if CostLO treats each 4 x 8 section of 
decking as an asset, each 10 foot roll of 
insulation as an asset, and each square 
foot of the membrane as an asset Costlo 
must claim a loss deduction for each 
such component when retired unless the 
building is in a GAA. If the building 
is in a GAA CostLo would not want to 
elect to recognize a loss on the replaced 
membrane because the cost of replacing 
the membrane is a deductible repair if a 
loss is not claimed. 

Deteriorated property restored to a use
able condition. A taxpayer who fails to 

maintain its property to the point where it 
is no longer functional must capitalize the 
costs of return ing rhe p roperty to a fun c

tional state (Temp. Reg. § 1.263(a) -3T (i)). 
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CO MM ENT: The deteriorated property 
rule is not intended to cover situations 
where a minor component breaks in the 
normal course of use and causes a ma
chine to temporarily cease to function. 
However, the cost of replacing a major 
component of section 1245 property or a 
major structural part of a building must 
always be capitalized as a restoration. 

EXAMPLE: Farmer jones allowed his 
barn to fall into such a state of disrepair 
that it was not structurally sound and no 
longer functional for its intended use. The 
cost of shoring up walls and replacing the 
siding to return the building structure to 
its ordinarily efficient operating condi
tion must be capitalized as a restoration 
(Temp. Reg. §1 .263(a)-3T(i)(5), Ex. 5). 

Rebuild to like-new condition. An expen
diture is a capitalized restoration if it results 
in the rebuilding of the unit of property 
ro a like-new condition after rhe end of its 
MACRS class life. The MACRS class life is 
the same as the MACRS alternative depre
ciation system (ADS) recovery period for the 
unit of property. A unit of property is rebuilt 
ro a like-new condition if ir is brought to a 
new, rebuilt, remanufactured, or similar sta
tus under the terms of any federal regularory 
guideline or rhe manufacturer's original spec
ifications (Temp. Reg. §1.263(a)-3T(i)(3)). 

IMPACT: A rebuild to a like-new condi
tion is not capitalized as a restoration if 
the rebuild occurs during the class life of 
the unit of property. 

EXAM PLE: Ten years after ChugaChug 
places a freight car with a 14 year class 
life in service, it performs a rebuild that 
includes a complete disassembly, inspec
tion, and recondition or replacement of 
components in the suspension and draft 
systems, trailer hitches, and other special 
equipment. ChugaChug also modifies the 
car to upgrade various components to the 
latest engineering standards. The fi-eight 
car essentially is stripped to the frame, with 
all of its substantial components either re
conditioned or replaced. The frame itself 
is the longest-lasting part of the car and 

is reconditioned. The walls of the freight 
car are replaced or are sandblasted and re
painted. New wheels are installed on the 
car. All the remaining components of the 
car are restored before they are reassembled. 
At the end of this rebuild, the freight car has 
been restored to rebuilt condition under the 
manufacturer's specifications. ChugaChug 
is not required to capitalize the cost to re
build a car to like-new condition, because 
the costs are paid or incurred before the end 
of the class life of the freight car (Temp. Reg. 
§1.263(a)-3T(i)(5), Ex 6)). 

IMPACT: Since major components in 
the freight car are replaced in the above 
example that is taken directly from the 
regulations, it can be infemd that the IRS 
intended a special rule that trumps a more 
general one: it appears that the cost of re
placing those components does not need to 
be capitalized if the exception to capital
ization for rebuilding to a like-new condi
tion during an asset's class life applies. 

Adaptations Are Capitalized 
Improvements 

An adaptation ro a new or differenr use is 
a type of improvemenr that is capitalized 
(Temp. Reg. § 1.263(a)-3T(j)). In general, 
an amount is paid to adapt a unit of prop
erty to a new or d ifFerent use if the adapta
tion is nor consistent wi th the taxpayer's in
tended ordinary use of rhe unit of property 
at the tim e ir was originally placed in service 
by the taxpayer. 

EXAMPLE: ManuCo owns the land that 
houses its manufocturingfocility. Manu Co 
discontinues manufacturing operations at 
the site, and decides to sell the property to a 
developer that intends to use it for residen
tial housing. Amounts paid by ManuCo 
to regrade the land so that it can be used 
for residential purposes adapts the land to 
a new or diffirent use that is inconsistent 
with Manu Co's use of the property at the 
time it was placed in service. As a result, 
the amount paid to regrade the land must 
be capitalized as an improvement (Temp. 
Reg. §1.263(a)-3T(j)(3), Ex 4). 

Routine Maintenance Safe Harbor 

l11e costs of performing certain routine 
maintenance activities are currently deduct
ible under a routine maintenance safe har
bor. Under the safe harbor, an amount paid 
is deductible if it is for ongoing activities 
that a taxpayer expects ro perform as a result 
of the taxpayer's use of the unit of property 
to keep the unit of property in its ordinarily 
efficient operating condition. "Il1e activities 
are routine only if, at the time the unit of 
property is placed in service, the taxpayer 
reasonably expects to perform rhe activities 
more than once during the class life of the 
unit of property (that is, during the recovery 
period prescribed for the MACRS alterna
tive depreciation system (ADS)) (Tempo
rary Reg. § 1.263(a)-3T(g)). 

COMMEN T: The temporary regs provide 
that the routine maintenance safe harbor 
does not apply to buildings or mainte
nance attributable to wear and tear that 
occurred on a used property prior to ac
quisition by the taxpayer. The proposed 
regulations applied the safe harbor to 
buildings. Consequently, taxpayers who 
used the proposal as a justification for de
ducting a repair expense may need to file 
an accounting method change to capital
ize the costs. 

Routine maintenance actJvmes include, for 
example, the inspection, cleaning, and testing 
of the unit of property, and the replacement 
of parts witil comparable and commercially 
available and reasonable replacement pans. 

Facrors to be considered in determining 
whether a taxpayer is performing routine 
maintenance include the recurring nature of 
the activity, industry practice, manufactur
ers' recommendations, the taxpayer's experi
ence, and the taxpayer's treatment of the ac
tivity on its applicable financial statement. 

"Il1e safe harbor does not apply ro the cost 
of replacing components if a retirement 
loss is claimed, gain or loss is realized upon 
a sale, or a deteriorated and nonfunctional 

properry is restored to its ordinari ly efficient 
operating condition. 
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EXAMPLE: FormAl! purchases a new 
welder in 2012 for use at its factory. 
Assume that the machine is the unit of 

property and has a class life of 10 years. 
When the machine is placed in service, 

FormAll expects to perform manufac
turer-recommended scheduled mainte
nance approximately every three years. 

The scheduled maintenance includes the 
cleaning and oiling of the machine, the 
inspection of parts for defects, and the re
placement of minor items such as springs, 
bearings, and seals with comparable and 
commercially available and reasonable 
replacement parts. 3 years after p lacing 
the welder in service, FormAl! pays $500 
to perform the manufacturer recom
mended scheduled maintenance. The cost 
is currently deductible under the routine 
maintenance safe harbor. (Temp. Reg. 
§1.263(a)-3T(g)(5), Exs. 4 and 5). 

COMMENT: If the welder was purchased 
used, the costs would not qualifY to the extent 
attributable to the use of the welder by the 

prior owner. That portion of the scheduled 
maintenance must be capitalized if it results 
in a betterment of the welder, including the 
amelioration of a material condition or de
fect, or otherwise results in an improvement. 

Accounting Method Changes 

Rev. Proc. 20 12-19 adds the following au
romatic accounting method changes to the 
Appendix of Rev. Proc. 201 1-14 to be used 
by taxpayers who capita lized amounts that 
are deductible as repairs under the tempo
rary regulations or who deducted amounts 
as repairs that are capitalized as improve
ments under the temporary regulations: 

(l) Change to capitalize amounts paid for 
improvements to units of property con
sistent wi th Temp. Reg. Sec. 1.263(a)-
1T and l.263(a)-3T (Sec. 10.1 O); 

(2) Change from capitalizing to deducting 
as repairs under Tern p. Reg. § 1. 162-
4T amounts paid for tangible property 
(Sec. 3. 10); and 

(3) Change from capitalizing to deducting 
amounts that qualify for the routine 

maintenance safe harbor (Sec. 3 .1 9). 
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TAXPAYERS SUBJECTTO 
FERC, FCC, or STB 
A taxpayer subject to the regulatory account
ing rules of the Federal Energy Regulatory 
Commission (FERC), the Federal Comm u
nications Commission (FCC), or the Sur
face Transportation Board (STB) may use its 
regulatory accounring merhod ro determine 
whether amounts paid to repair, maintain, 
or im prove tangible property are treated as 
deductible expenses or capital expenditures 
(Temporary Reg. § 1.263(a)-3T(k)). 

·n1e optional regulatory accounting method 
does nor apply to tangible property that is 
nor subj ect to regularory accounting rules. 
ll1e method also does not apply to property 
for th e tax years in whi ch the taxpayer elects 

to apply rhe repair allowance under Reg. 
§ 1.1 67(a)-ll (d) (2). 

ll1c uniform capital izat ion rules of Code Sec. 
263A continue to apply to costs required to 

be capitalized to property produced by a tax
payer or ro property acquired for resale even 
if the optional method is used. 

Effective Date 

The optional regulato ry Jccouming method 
applies ro rax years beginning on or after Jan
uary l , 2012 (Temp. Reg. § 1.263(a)-3T(p)). 

Accounting Method Change 

An auromatic change in accounting meth
od proced ure may be used ro change ro the 
regularory accountin g method (Rev. Proc. 

20 12- 19, adding Section 3. 11 ro the Ap
pend ix of Rev. Proc. 20 11 - 14). 

UNIT OF PROPERTY 

·ll1 e categorizat ion of an expenditure as a 
cap italized improvement or a deductible 
repair is grea tly affected by the size of the 
unit of property that is being worked on. 
"fi1e temporary regulations provide specific 
defi nitions for a unit of property in the case 
of buildings and a genera l rule (the func

tional interdepence rest) for other types 

of property (Temp. Reg. 1.263(a)-3T(e)). 
Tl1e rules for determi ning the unit of prop
erty are effective for tax years beginning 
on or after January 1, 2012 (Temp. Reg. 
§ 1.263(a)-3T(p)). 

IMPACT: Generally, the larger the unit 
of p rop erty is the more likely that costs 

will be characterized as a repair rather 
than a capital expenditure under the 
new regulations. 

Buildings 

Each building system I is red below is treated 
as a separate unit of property. "The building 
structure (for example, the building shell 
and all other structural components that are 
not parr of a building system) is treated as a 

separate unit of property. The building sys
tems treated as separate units of property are 
(Temp. Reg. 1.263(a)-3T(e)(2)(ii)): 

• Heating, ventilation, and air condition
ing ("HVAC") systems (incl uding mo
tors, compressors, boilers, furnace, chill
ers, pipes, ducts, radi ators); 

• Plumbing systems (including pipes, 
drains, valves, sinks, bathtubs, toilers, wa
ter and sanitary sewer collection equip
ment, and si te utility equipment used to 
distribute water and waste to and from 
the property line and between buildings 
and other permanent structures); 

• Electrical systems (including wiring, 
outlets, junction boxes, lighting fix
tures and associated con nectors, and 
site utility equipment used to distribute 
electricity from property line to and be

tween buildings and other permanent 
structu res); 

• All escalators; 
• All elevators; 
• Fire-protection and alarm systems (in

cluding sensing devices, computer con
trols, sprin kler heads, sprinkler mains, 
associated piping or plumbing, pumps, 
visual and audible alarms, alarm con
tro l panels, heat and smoke detection 
dev ices, fire escapes, fire doors, emer
gency exi t lighting and signage, and fire 

fighting equipmenr, such as extinguish
ers, hoses); 
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• Security systems for the protection of 
the building and its occupants (incl ud
ing window and door locks, security 
cameras, recorders, monitors, motion 
detecrors, security lighting, alarm sys
tems, entry and access systems, related 
junction boxes, associated wiring and 
conduit); 

• Gas distribution systems (including as
sociated pipes and equipment used to 

distribute gas to and from property line 
and between buildings or permanent 
structures); and 

• Other structural components identified 
in future published guidance that are spe
cifically designated as building systems 

IMPACT: The proposed regulations treat
ed each building and all of its structural 
components as a single unit of property. 
Building systems were not treated as 
separate units of property. Taxpayers who 
claimed repair deductions for work on a 
building system because the entire build
ing was treated as a unit of property 

will need to file a change of accounting 
method using automatic procedures pro
vided in Rev. Proc. 2012-19 to redefine 
their definition of a unit of property and 
to capitalize the amounts previously de
ducted as a repair expense. 

Leased Buildings 

If the taxpayer is a lessee of a portion of a 
building, the portion of the building struc
ture subject to the lease is the unit of prop
erty and the portion of any building sysrem 
associated with that portion of the leased 
property is a unit of property (Temp. Reg. 
1.2G3(a)-3T(e)(2)(v)) . Thus, the lessee's ref
erence point for determining whether irs 
expenditures are repairs or improvements is 
limited to the portion of the building struc
ture and building systems actually located 
on the portion of rhe building that is leased. 

EXAM PLE: A lessee of an office space in rz 
large building remodels the bathroom in 

the office. The expenditure is likely a capi
tal improvement because work was done 
on a major portion of the p lumbing system 

located within the office space. However, 

if the Lessor performed the same work, it 
might be considered a repair because the 
work only affected a small amount of the 

building's entire plumbing system. 

Condominiums and Cooperatives 

An amount is paid for an improvemenr to a 
condominium if the amounr paid results in an 
improvemenr to the building structure that is 
parr of the condominium or to the portion of 
any building system that is part of the condo
minium. In the case of a condominium man
agemenr association, the association must ap
ply the improvement rules to the entire build
ing structure or ro rhe entire building system 
(Temp. Reg. 1.2G3(a)-3T(e)(2)(iii)) . 

Similarly, for a person with an interest in a 
cooperative, the unit of property for purpos
es of determining whether an improvement 
has been made is the portion of rhe building 
structure subject to the taxpayer's possessory 
rights or to the portion of any building sys
tem that is part of the porrion of the build
ing structure subject to the taxpayer's pos
sesso ry rights. In the case of a cooperative 
housing corporation , the corporation must 
apply the improvement rules to the entire 
building structure or to the entire building 
system (Temp. Reg. l.263(a)-3T(e)(2)(iv)). 

Personal Property 

In the case of property other rhan a build
ing, all the components rhat are function
ally inrerdependent comprise a single unit 
of property. Components of property are 
functionally interdependent if the placing 
in service of one component by the taxpayer 
is dependem on the placing in service of rhe 
other componem by rhe taxpayer (Temp. 
Reg. §J.263(a)-3T(e)(3)(i)). 

EXAMPLE: X owns Locomotives that it 

uses in its raiLroad business. Each loco

motive consists of various components, 
such as an engine, generators, batteries 
and chassis. The Locomotive is a single 
unit of property because it consists en
tirely of components that are functionally 
interdependent (Temp . Reg. §J .263(a)-

3T(e)(6), Ex. 8). 

Plant Property 

1l1e functional imerdependence test could 

be construed to treat separate pieces of plant 
equipment that perform functions related 
to a single industrial process as a single unit 
of property. To address this issue the unit of 
property for plam property, as determined 
under the functional interdependence stan
dard, is further divided into smaller units 
comprised of each component (or group 
of components) that performs a discrete 
and major function or operation within the 
functionally interdependent machinery or 
equipment (Temp. Reg. §1.263(a)-3T(e)(3) 
(ii)). Typically, this means that each machine 
is treated as a separate unit of property. 

This rule applies to industrial processes such 
as manufacturing, power generation, ware
housing, distribution, automated materials 
handling in service industries, or other simi
lar activities. 

Network Assets 

For network assets, the unit of property is 
determined by the taxpayer's particular facts 
and circumstances, except as otherwise pro
vided in published guidance in the Federal 
Register or in the Internal Revenue Bulletin. 
lbe functiona l interdependence standard is 
not determinative (Temp. Reg. § 1.263(a)-
3T(e)(3)(iii) ). 

Network assets are defined a.s rai lroad track, 
oil and gas pipelines, water and sewage pipe
lines, power transmission and distribution 
lines, and telephone and cable lines that 
are owned or leased by taxpayers in each of 
those respective industries. "They include, for 
example, trunk and feeder lines, pole lines, 
and buried conduit. "They do not include 
property that is part of a building structure 
or building systems or separate property rhat 
is adjacent ro , but not part of a nerwork asset, 
such as bridges, culverts, or tunnels. 

IMPACT: The functional interdependence 
test does not alter or invalidate previ
ously published guidance addressing the 

treatment of network assets for particular 
industries, such as Rev. Proc. 2011-43, 
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which provides a safe harbor method 
for electric utility transmission and dis
tribution property; Rev. Procs. 2011-27 
and 2011-28, which provide a network 
asset maintenance allowance or units of 
property method for wireline telecommu
nication network assets and for wireless 
telecommunication network assets, re
spectively; and Rev. Procs. 2001-46 and 
2002-65, which provide a track mainte
nance allowance method for Class I rail
roads and for Class II and III railroads, 
respectively. 

Accounting Method Change 

An automatic change of accounting method 
procedure may be used to change the tax
payer's unit of property definition that is 
used for purposes of determining whether 
amounts are paid or incurred improve a 
unit of property (Rev. Proc. 2012-19, add
ing new section 3. 10 ro the APPENDIX of 
Rev. Proc. 201 1-14). 

MODIFIED ACCELERATED 
COST RECOVERY SYSTEM 

Previously proposed regulations co ntained 
no provisions relat ing to the Modified Accel
erated Cost Recovery System (MACRS)
the depreciation system that applies to 
tangible assets placed in service after 1986. 
The temporary regulations, however, add 
rules relating to MACRS items and mass 
asset accounts (Temp. Reg. l.l68(i)-7T), 
the definition of a "disposition" of MACRS 
property that can trigger th e recognition 
of gain or loss (Temp. Reg. 1.168(i)-8T); 
and a revision of the exist ing rules relating 
to MACRS general asset accounts (GAAs) 
(Temp. Reg. § 1.168(i)-1T). 

The connection between the MACRS tem
porary regulations an d the capitalization 
v. repair issue can be traced to the new 
MACRS disposition rules which define an 
"asset" on which gain or loss is recognized 
when disposed of (Temp. Reg. 1.168(i)-
8T(b)(4)). The definit ion of an asset is 
direccly related to the rule discussed previ

ously which requires a taxpayer to capital-
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ize the replacement cost of any component 
of a uni t of property if a loss is claimed on 
the retired component o r if gain or loss is 
determined by reference to th e adj usted ba
sis of th e replaced com ponent (Temp. Reg. 
§ 1.263(a)-3T(i)) . 

l11e dispos ition rul es also expa nd the defi ni
tion of a disposition to include the retire
ment of a structural component of a build
ing (or a co mpon enr of a structural com 
ponent defined as an asset by the taxpayer 
under a reasonable and consistent standard) 
(Temp. Reg. 1.168( i)-8T(b)( l )). If a loss is 
claimed on a retired srructural component 
or a component of a structural component 
treated as an asse t th e replacement cost can
not be deducted as a repair expense even 
though it might otherwise qualify as such. 

-nle te111porary regulati ons update the ex ist
ing MACRS GAA regulations ro account for 
recent law changes such as bonus deprecia
tion (Temp. Reg.§ l.J 68(i)- lT). More signif
icantly, however, they expand the definition 
of a "qualifying disposition" to include the 
disposition of any asset in the account (Temp. 
Reg. §J .168(i)-lT(e)(3)(iii)). Previously, only 
certain extraordinary dispositions, such as 
a disposi tion attributable to a casualty loss, 
were treated as qualify ing dispositions. 

IMPACT: If a taxpayer previously retired a 
structural component of a MA CRS build
ing the prior rules did not treat the retire
ment as a disposition on which loss was 
recognized. The taxpayer simply continued 
depreciating the retired structural compo
nent (e.g. a rep/4ced roof) and began de
preciating the new structural component. 
The rule treating the retirement of a struc
tural component as a loss disposition is ap
plied retroactively. Accordingly, a taxpayer 
currently dep1·eciating a retired structural 
component will need to file a change in ac
counting method in accordance with pro
cedures contained in Rev. Proc. 2012-20 
and c/4im a negative (taxpayer favorable) 
Code Sec. 481 (a) adjustment equal to the 
difference between the original basis of the 
retired structural component and the de
preciation that was c/4imed on the compo
nent prior to the tax year of change. 

Alternatively, a taxpayer may make a ret
roactive election to pl4ce the building in a 
GAA as provided in Rev. Proc. 2012-20 
and either follow the default rule which 
prohibits a taxpayer from c/4iming a loss 
deduction on the disposition of a GAA as
set or make a 14te election to recognize a 
loss in a qualifYing disposition which is 
also provided in Rev. Proc. 2012-20. If the 
14te election to recognize loss is not made, 
the taxpayer may simply continue depreci
ating the retired structural component. 

DISPOSITIONS OF 
MACRS PROPERTY 

A disposition of MACRS property occurs 
when ownership of the asset is transferred 
or when the asset is permanently withdrawn 
from use either in the taxpayer's trade or 
business or in the production of income. A 
disposition occurs when an asset is (Temp. 
Reg. § 1.168(i)-8T(b)(l)): 

• Sold; 
• Exchanged; 
• Retired (including retirements of struc-

tural component of a building); 

• Physically abandoned; 
• Destroyed; or 
• Transferred to a supplies, scrap, or simi

lar account 

The manner of disposition (for example, nor
mal retirement, abnormal retirement, ordi
nary retirement, or extraordinary retirement) 
is not taken into account in determining 
whether a disposition occurs or gain or loss 
is recognized (Temp. Reg. § l.l68(i)-8T(c)). 

If a taxpayer elects to treat the cost of a ma
terial and supply as a depreciable capital ex
penditure (Temp. Reg.§ 1.162-3T(d)) a tax
payer must obtain IRS permission to revoke 
the election in order to treat the transfer to 

a supply or scrap account as a disposi tion. 

IMPACT: The temporary regu/4tions ex
pand the definition of a disposition to 
include retirements of structural compo
nents of buildings. This rule corresponds 
to the treatment that has applied to 
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retirements of a component of a unit of 
section 1245 property that is treated as an 
asset. As explained below the regulations 
also provide a specific definition of an 'as
set" that may be considered disposed of 

In addition to treating an entire building, a 
structural component of a building, or an 
entire unit of section 124 5 property as the 
asset disposed of, a taxpayer may use a rea
sonable and consistent method to treat com
ponents of structural components and, in 
most cases, components of a unit of section 
1245 property as the "asset" disposed of. 

IMPACT: As a result, taxpayers can com
ponentize a larger asset into small assets 
and claim a retirement loss when the 
small components are worn and discard
ed. However, as previously noted, when
ever a loss deduction is claimed the cost of 
replacing a retired component may not be 
deducted as a repair expense if such cost is 
otherwise deductible. A taxpayer that has 
elected general asset account treatment 
may choose not to claim a retirement loss 
for an asset that has been disposed of and 
would, accordingly, continue to depreci
ate the basis in the retired property if this 
choice is made. In addition, and most 
importantly, a taxpayer may then claim a 
repair deduction if appropriate. 

Disposition of Leasehold 
Improvements 

A lessor that makes a leasehold improve
menr for the lessee and disposes of the im
provement before or upon the termination 
of rhe lease with the lessee is treated as hav
ing made a disposition upon which gain or 
loss is recognized. A similar rule applies to a 
lessee of leased property that makes an im
provement to the leased property and dis
poses of the improvement before or upon 
the termination of the lease (Temp. Reg. 
§ l.l68(i)-3T(c)(3)). 

IMPACT: Code Sec. 168(i)(8)(B) pro
vides that if a lessor of a building makes 
an improvement for a lessee and that im
provement is irrevocably disposed of or 

EFFECTIVE DATES AND DEADLINES 

1l1e temporary "repair" regulations, including the portions dealing with MACRS, are 
generally effective for tax years beginning on or after January 1, 2012. However, the 
following provisions are effective for amounts paid or incurred (to acquire or produce 
property) in tax years beginning on or after January 1, 2012. 

• Temp. Reg. § 1.162-3T, relating to materials and supplies. However, a taxpayer may 
apply Temp. Reg. § 1.162-3T(e) (the optional method of accounting for ratable and 
temporary spare pares) to taxable years beginning on or after January 1, 2012. 

• Temp. Reg. § l..263(a)-3T(f)(2)(iii) allowing a deduction for amounts paid or 
incurred to investigate the acquisition of real property. 

• Temp. Reg. § 1.263(a)-3T(f)(2)(iv) which treats amounts paid for employee and 
overhead as amounts that do not facilitate the acquisition of real or personal property. 

• Temp. Reg. §1.263(a)-3T(f)(3)(i i) which treats inherently facilitative amounrs al
locable to real or personal property as capital expenditures even if the property is 
not eventually acquired or produced. 

• Temp. Reg. § 1.263(a)-3T(g) relating to the de minimis expensing rule 

A change in accounting method to adopt any provision that is effective for amounts 
paid or incurred in tax years beginning on or after January 1, 2012 is generally applied 
on a cut-off basis. "!:hat is, a taxpayer continues to usc the old accounting method for 
items paid or incurred in tax years beginning before January 1, 2012 and applies the 
new method for items paid or incurred in tax years beginning on or after January l , 
2012. Accordingly, no Code Sec. 481 (a) adjustment should be required if a cut-off 
method change is adopted for the first tax year beginning on or after January l, 2012. 

The temporary regulations expire on December 23, 2014 but the IRS is expected to 
issue final regulations as soon as poss ible, perhaps as soon as the end of 2012. 

abandoned by the lessor at the termina
tion of the lease the lesso1· recognizes gain 
or loss upon the disposition or abandon
ment of the improvement. 7he same rule 
(although not based on a particular Code 
provision) applies to a lessee who retires a 
structural component at the termination 
of a lease by vacating the premises. 7he 
regulations appear to be expanding upon 
Code Sec. 168(i)(B)(B) by treating ales
sor's disposition of a leasehold improve
ment "before" termination of the lease as 
a loss event. Moreover, under the tempo
rary regulations, a lessor's retirement of a 
leasehold improvement after expiration of 
the lease should be a loss event. Once the 
lease has expired the lessor should be sub
ject to the rule that is generally applicable 
to all other taxpayers under the tempo
rary regulations, viz., the retirement of a 

structural component is a disposition that 
generates a loss equal to the adjusted de
preciable basis of the retired component. 

Determining Asset Disposed of 

A key new provision in the MACRS dispo
sition regulations provides a definition of an 
"asset" for disposition purposes (Temp. Reg. 
Sec.l.l68(i)-8T(c)(4)). 

Generally, rhe asset may not be larger 
th an a unit of property and in determin
ing what the "asset" is, all of the facts and 
circumstan ces of the disposi tion should be 
cons idered. 

Buildings. Each building other than irs 
structural components is an asset and each 
structural component is an asset. 

CCH Tax Briefing 



JA!ob Expert Analysis 

Condominium units and cooperatives (oth
er than their structural components) are 
treated as separate assets and each structural 
component is treated as an asset. 

EXAMPLE: A taxpayer owns an office 
building with four elevators. The taxpayer 
replaces an elevator, which is a structural 
component. The retirement of the elevator 
is a disposition and depreciation on the el
evator ceases at the time of its retirement. 
7he retirement for depreciation purposes is 
deemed to occur at the mid-point of the 
month of retirement under the mid-month 
convention that applies to the building 
(including its structural components). The 
taxpayer must recognize a loss upon the re
tirement equal to the adjusted depreciable 
basis of the elevator unless the building is 
in an MACRS general asset account. If the 
taxpayer cannot determine .from its records 
the basis of the retired elevator it may use 
any reasonable method to do so (Temp. 
Reg. §J.J68(i)-8T(h), Ex. 5). 

CO MM ENT: If a taxpayer disposes of an 
entire building, the entire building in
cluding its structural components should 
be treated as the asset disposed of A tax
payer should not compute gain or loss 
separately on each structural component 
(except for components that are separately 
depreciable replacements). 

A taxpayer may use any reasonable, consistent 
method to treat each of a building's structural 
components as the asset disposed of (Temp. 
Reg. § 1.168(i)-8T(c)(4)(ii)(E)[F]). 

IMPACT: In the case of a building, a 
highly granular definition of an asset 
should only be chosen if the building is 
placed in a GM. If the GM election 
is not made then a taxpayer must rec
ognize a loss on each retirement and no 
repair deduction may be claimed. If the 
asset is in a GM the taxpayer can fol
low the default no loss rule for assets in a 
GM in situations where the expenditure 
would result in a repair deduction if no 
loss was claimed and it can elect to claim 
the loss under the GM rules for qualify
ing dispositions if the expenditure must 
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be capitalized whether or not the loss is 
claimed. 

EXAMPLE: A taxpayer treats each shingle 
on a roof (the structural component) as an 
asset disposed of The building is in a GM. 
The taxpayer replaces a portion of the worn 
shingles with similar shingles. If the build
ing is not in a GM the taxpayer must 
recognize a loss on the retired shingles and 
may not claim a repair loss. If the building 
is in a GM no loss is recognized on the 
retired shingles (the default rule since no 
election is made to recognize the loss) and 
a repair deduction may be claimed. 

EXAMPLE: Assume the same facts except that 
the worn shingles are replaced with a new 
type of substantiaUy improved shingle and 
the cost must be capitalized If the building 
is in a GM, the taxpayer wiU want to elect 
to claim a loss on the retired shingles under 
the rules for qualif.ying dispositions since no 
repair deduction may be claimed even if a 
loss on the retirement is not claimed 

Property othe1· than buildings. In the case of 
personal property or real property other than 
buildings (for example, a land improvement) 
the asset is the same as the unit of property 
unless a taxpayer applies the reasonable and 
consistent standard to treat components of 
the unit of property as the "asset" disposed of 
(Temp. Reg. § 1.168(i)-8T(c)(4)). 

The rule which allows a taxpayer to use a 
reasonable and consistent method to treat 
components of a larger asset as a unit of 
property, however, does not apply to proper
ty described in Asset Classes 00.11 through 
00.4 of Rev. Proc. 87-56 or to property 
(other than any building) described in Code 
Sec. 168(e)(3). 

IMPACT: A loss deduction cannot be 
claimed on the retirement of a component 
of a property described in Asset Classes 
00.11 through 00.4 of Rev. Pro c. 87-56 
or in Code Sec. J68(e)(3) because com
ponents ofsuch property cannot be treated 
as separate assets. Taxpayers have com
plained that it is unfair to exclude these 
assets .from the reasonable and consistent 

standard and the IRS has not offered any 
specific reason why they were excluded. 
Presumably the IRS wanted to simplify 
the treatment of these particular assets 
since they are in such widespread use. 

Rev. Proc. 87-56 provides MACRS recov
ery periods for most assets. Asset Classes 
00.11 through 00.4 describes the fo llowing 
common-use business assets: office furni
ture, fixtures, and equipmem; information 
systems (including computers and periph
eral equipment); data handling equipment; 
noncommercial airplanes; helicopters; au
tomobiles and taxis; buses; light and heavy 
trucks; tractor units; trailers; trailer-mount
ed containers; vessels, barges, and tugs nor 
used in marine construction; industrial 
steam and electric generation/distribution 
systems, and land improvements not de
scribed in a specific business activity class. 

Code Sec. I68(e)(3) includes rent-to-own 
property, semi-conductor manufacturing 
equipment, computer-based telephone cen
tral office switching equipment, qualified tech
nological equipment, section 1245 property 
used in connection with research and experi
mentation, certain types of energy producing 
property (e.g., solar and wind), railroad track, 
certain natural gas gathering and distribu
tion lines, qualified smart electric meters and 
grid systems, municipal wastewater treatment 
plants, telephone distribution plants and com
parable equipmem used for 2-way exchange of 
voice and data communicat.ions, and section 
1245 property used in the transmission at 69 
or more kilovolts of electricity for sale. 

Determining Basis of 
Asset Disposed of 

111e basis of an asset for purposes of determin
ing gain or loss is its adjusted depreciable basis 
(generally cost less previously claimed depre
ciation) at the time of the disposition raking 
into account the applicable MACR conven
tion (Temp. Reg. § 1.168(i)-8T(e)(l)). 

If a structural component of a building is re
tired or a component of a structural compo
nent that is treated as an asset is retired it may 
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be impractical ro determine the componenr's 
adjusted depreciable basis for purposes of de
termining gain or loss. In this situation, the 
IRS will allow a raxpayer ro use any reason
able method that is consistently applied to the 
building to compute the adjusted depreciable 
basis. 1he same rule applies ro determine the 
basis of componems of a unit section 1245 
property ((Temp. Reg. §1.168(i)-8T(e)(2)). 

COMMENT: 7he IRS does not provide 
any examples of reasonable methods. 
One intriguing possibility suggested by 
some commentators and favorably con
sidered by an IRS official involved in 
drafting the regulations in an informal 
discussion is to derive the original cost 
of a building component by applying an 
inflation adjustment foetor to the cost of 
the new component. 

IMPACT: In the past, cost segregation 
studies did not usually provide informa
tion on the valuation of structural compo
nents of buildings (section I250 property) 
because structural components are not sep
arately depreciable over shortened recovery 
pe1i ods. 7his will likely change now that 
retirements of structural components and 
components of structural components can 
generate a loss deduction. 

Change in Accounting Method 

The fo ll owing automatic change in ac
counting methods relating to buildings and 
srrucwral componenrs are added to the Ap
pendix of Rev. Proc. 20 11-1 4 by Rev. Proc. 
2012-20: 

(1) A change to idemify the appropriate as
set disposed of (Sec. 6.29); 

(2) A change from capitalizing an asset 
previously disposed of (e.g. srrucmral 
component) ro recognizing gain or loss 
(Sec. 6.29); and 

(3) A change from an improper method 
of idemifying assets disposed of from 
multiple asset account (e.g., LIFO) to 

a proper method (Sec. 6.29). 

The fo llowing additions to the Appendix 
of Rev. Pro c. 201 1- 14 relate to section 

1245 property, land improvements, and 
components: 

( l ) A change to identify the appropriate as
set disposed of (Sec. 6.30); 

(2) A change from capitalizing an asset pre
viously disposed of to recognizing gain 
or loss (Sec. 6.30(3)); and 

(3) A change from an improper method 
of identifying assets disposed of from 
multiple asse t account (e.g., LIFO) to 
a proper method (Sec. 6.30(3)). 

MACRS GENERAL 
ASSET ACCOUNTS 

l11e temporary repair regulations revise 
the existing MACRS regulations dealing 
with general asset accounts (Temp. Reg. 
§ 1.168(i)- 1T)) . The most important chang
es to the GAA rules treat the retirement of 
a structural component as a disposition and 
define an asset for purposes of a disposition . 
(lbese changes are identical to the rules dis
cussed above that defin e a disposition and 
an "asset" for purposes of item and multiple 
asset (pool) accounts). In addition, the 
temporary regulat ions expand the defini
tion of a qualifying disposition for which a 
taxpayer may elect to recognize gain or loss 
to include ordinary dispos itions in addition 
to extraordinary dispositions from a GAA. 
Other minor "tweaks" update the GAA 
rules to reflect "recent" developments such 
as the bonus depreciation deduction. 

As discussed in more detail below, Rev. Proc. 
2012-20 allows taxpayers to retroactively 
elect to place ex isting assets imo a GAA for 
a taxpayer's first and second tax years ending 
after December 31, 2011. This presents a 
significant opportunity for many businesses 
but the specific deadlines must be met. 

COMMENT: 7his portion of the briefing 
will only provide a broad overview of the 
GAA temporary regulations with particu

lar attention to the most important chang
es to the existing rules and how they inter
act with the temporary regulations dealing 
with the repair v. capitalization issue (viz. 
Temp. Reg. §J.263(a)-3T). 

Rules for Grouping Assets 
intoaGAA 

Assets that may be grouped into a single 
general asset account may be divided and 
placed into more than one general asset ac
count (Temp. Reg. § l.l 68(i)- 1T(c)(l)). For 
example, a taxpayer may create a separate 
general asset accoum for each item of prop
erty that could otherwise be grouped into 
a single GAA (i.e., create GAAs with on ly 
one asset). 

In order to ensure that only asse ts that are 
depreciated the same way are placed in the 
same GAA, a GAA may only include assets 
that (Temp. Reg. § l.l 68(i)- 1T(c)(2)): 

( 1) Have the same MACRS depreciation 
method; 

(2) Have the same MACRS recovery (de
preciation) period; 

(3) Have the same MACRS convenrion; and 
(4) Are placed in service in the same rax year. 

EXAMPLE: Rainbow Inc. purchases I 00 
machines in the same tax year. 7he ma
chines are 5-year MACRS property de
preciated using the 200 percent declining 
balance method and halfyear conven
tion. Rainbow may create a single GAA 
for all of the machines or as many as I 00 
GAAs if Rainbow decides to place each 
machine in its own GAA. 

COMMENT: 7he old GAA rules only 
allowed assets from the same Rev. Proc. 
87-56 Asset Class to be placed in the 
same GAA. For example, a car (5-year 
MACRS property described in Asset Class 
00.22) could not be placed in a GAA 
with a heavy general purpose truck {As

set Class 00.242) even though deprecia
tion is computed identically on both items 
(Reg. §I.I68(i)-I (c)(2), prior to amend

ment by TD. 9564). 7he temporary 
regulations do away with this limitation. 

Assets that are subj ect to the mid-quarter 
convention may only be placed in the same 
GAA account if they are placed in service 
in th e same quarter of the tax year. 1l1is is 
because MACRS depreciation percentages 
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(rates) are based on the quarter of the tax 
year in which an asset is placed in service if 
it is subject to the mid-quarter convention. 

Similarly, assets subject to the mid-month 
convention may be placed in the same GAA 
account only if placed in service in the same 
month of the tax year since the depreciation 
rate is based on the month of the tax year 
in which such property is placed in service. 
Note that 39-year nonresidential real prop
erty and 27.5-year residential rental prop
erty are the only assets that are subject to the 
mid-month convention. However, 39-year 
nonresidential real property and 27.5-year 
residenrial rental property may not be placed 
in the same GAA because they have differ
ent recovery periods (i.e., 39 years and 27.5 
years, respectively). 

CAUTION: As explained, below, it is not 
advisable to place more than one building 
in the same GM. 

Property subject to special depreciation com
putation rules cannot be mixed with other 
property in the same GM. The following 
restrictions arc among rhe mosr sign ificant: 
(Temp. Reg. § l.l68(i)-1T(c)(2)(ii)(C)-(I)): 

(l) Passenger automobiles subject to the 
luxury car depreciation limits of Code 
Sec. 280F must be grouped in a sepa
rate GAA; 

(2) Assets for which bonus depreciatio n 
was claimed may only be grouped into 
a GAA with assets for which a simi lar 
bonus depreciation rate applied; 

(3) Except for passenger automobiles sub
ject to the luxury car depreciation lim
its which must be placed together in 
a separate account, listed property (as 
defined in Code Sec. 280F(d)(4)) must 
be grouped inro a separate GAA; 

(4) Assets for which the depreciation al
lowance for the placed-in-service year 
is not determined by using an optional 
depreciation table must be grouped 
into a separate GAA; and 

(5) Mass assets (described below) the dis
position of which will be identified by 
a mortality dispersion table must be 
grouped in a separate GAA. 
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GAA Computational Rules 

Depreciation (including bonus deprecia
tion) on a GAA is computed on the com
bined bases of the assets in the GAA (after 
reduction by any amounrs expensed under 
Code Sec. 179) as if the GAA is a single 
asset. Depreciation all owances determined 
for each GAA must be recorded in a de
preciation reserve account for each account 
(Temp. Reg. § 1.168(i)-lT(d)( 1)) . 

EXAMPLE: ABC Inc. places two ma
chines costing $1 00,000 each in the 
same general asset account in 2012. Yhe 
machines are MACRS 3-year property 
depreciated using the 200 percent de
clining balance method and half-year 

"It is not advisable to 
place more than one 
bu ilding in the same GAA." 

convention. Assume that ABC claims a 
$50,000 section 179 deduction for one 
of the machines and bonus depreciation 
at a 50% rate (for both machines). 
Yhe unadjusted depreciable basis of 
the account is $ 150,000 ($200, 000 
- $50,000). Yhe bonus deduction is 
equal to $75,000 ($150, 000 unad
justed depreciable basis x 50% bonus 
rate). Yhe remaining adjusted depre
ciable basis is $75, 000 ($150,000 un
adjusted depreciable basis - $75, 000 
bonus). 2012 depreciation deduction 
for the GM is $24,997.50 ($75,000 
remaining adjusted depreciable ba
sis x 33.33% first year table percent
age); 2013 = $33,337.5 ($75,000 
X 44.45%); 2 014 = $11,107.50 
($75, 000 X 14.81%); 2015 
$5,557.50 ($75,000 X 7.41%). 

Disposition of Asset from GAA 

Upon the disposition of an asset from a 
GAA, the fo ll owing rules apply if a taxpayer 
does not elect to recognize gain or loss under 

the rules for a qualifYing disposition (Temp. 
Reg. §1.168(i)-1T(e)): 

• Immediately before the disposition the 
asset is treated as having an adjusted de
preciable basis of zero; 

• No loss is realized; 
• Any amount realized is recognized as 

ordinary income ro the extent that the 
sum of the unadjusted depreciable basis 
of the GAA and any expensed cost of 
assers in the account exceeds amount 
previously recogn ized as ordinary in
come; and 

• The unadjusted depreciab le basis and 
depreciation reserve of the GAA are not 
affected by the disposition and, accord
ingly, a taxpayer continues to depreciate 
the GAA, including the asset disposed 
of, as if no disposition occurred. 

Unless an election is made to recognize gain 
or loss by reference to the adjustment basis 
of a disposed-of asset (either in a "qualifY
ing disposition" or upon the disposition of 
all assets or the last asset in the GAA) , any 
amount realized on a disposition of an as
set from a GAA is recognized as ordinary in
come. Ordinary income is recognized to the 
extent the sum of the unadjusted depreciable 
basis of the general asset account and any ex
pensed cost (e.g., Code Sec. 179) for assets 
in the account exceeds any amounts previ
ously recognized as ordinary income upon 
the prior disposition of other assets in the 
account. The recognition and character of 
any excess amount realized are determined 
under applicable provisions of the Internal 
Revenue Code (other than the ordinary in
come depreciation recapture provisions of 
Code Sec. 1245 and Code Sec. 1250) (Code 
Sec. 168(i)(4); Temp. Reg. §1.168(i)-1T(e) 
(2)(ii)). Thus, the excess will generally be 
treated as section 1231 gain. 

IMPACT: Yhis gain recognition rule has 
the potential of converting an amount 
that would otherwise qualifY as section 
1231 gain into ordinary income. Yhus, 
if an amount is realized from the disposi
tion of an asset in a multi-asset GM ac
count a taxpayer should consider an elec
tion to compute gain or loss by reference to 
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the actual adjusted basis of the disposed-of 
asset under the rules for qualifYing dispo
sitions or under the rules for dispositions 
of all of or the last asset in a GAA. 

IMPACT: Previously, the disposition of an 
asset from a multi-asset GAA account was 
not usually treated as a qualifYing dispo
sition and a taxpayer was required to rec
ognize ordinary income to the extent of 
any amount realized. 7his limiting factor 
has been removed by the temporary regu
lations as a result of the expansion of the 
definition of a qualifYing disposition to 
include virtually all asset dispositions. 

Determining asset disposed of. The rules 
fo r determining the asset disposed of from 
a GAA are essentially identical to the rules 
described above for item accounts. 11ms, the 
facts and circumstances of each disposition 
are considered in determining what is the 
appropriate asset disposed of (Temp. Reg. 
§ 1.168(i)- 1T(e)(2)(viii) ). l11e asset gener
ally cannot be larger than a unit of properry. 
Each structural component of a building is a 
separate asset and each unit of section 1245 
properry is a separate asset, except that tax
payers may use a reasonable and consistent 
method to treat components of structural 
components as separate assets and compo
nents of section 1245 properry as separate 
assets. However, components of properry de
scribed in Asset Classes 00.11 through 00.4 
of Rev. Proc. 87-56 and in Code Sec. 168(e) 
(3) can nor be treated as separate assets. 

1be pre-January 1, 2012 GAA regulations con
tained no rules regarding the definition of an 
asset disposed of from a GAA (Reg. § 1.1680)-
1, prior to amendment byT.D. 9564 ). 

Dispositio1l defined. An asset in a GAA is 
considered disposed of when ownership of 
rhe asset is transferred or when the asset is 
permanently withdrawn from use in either 
a trade or business or rhe production of in
come (Temp. Reg. § l.l68(i)-lT(e)(l)). 

Dispositions include: 

• l h e sale, exchange, retirement, physical 
abandonment, or destruction of an asset; 

• The transfer of an asset to a supplies, 
scrap, or similar account; 

• l11e retirement of a structural compo
nent of a building. 

COMMENT: Under the prior GAA rules, 
the retirement of a structural component 
was not a disposition (Reg. § 1.168(i)-
1 (e)(l), prior to amendment by TD. 
9564). 

EXAMPLE: DEF maintains one general 
asset account for one office building that 
cost $10 million. DEF replaces the entire 
roof 7he retirement of the roof, which is 
a stntctural component of the building, is 
a disposition. 7his roof is treated as having 
an adjusted depreciable basis of zero and 
DEF may not recognize any loss upon the 
retirement of the roof (unless DEF elects to 
recognize the loss under the rules for a qual
ifYing disposition). 7he unadjusted depre
ciable basis of the general asset account for 
the office building is not affected by the re
tirement and, as a result, DEF continues to 
depreciate the $10 million cost of the GAA. 
7he new roof is depreciated separately and 
is not an asset in the building's GAA but 
may be placed in its own GAA (Temp. Reg. 
§J.168(i)-1T(e)(2)(ix), Ex. 1). 

Election to recognize gain or loss in a 
qualifying disposition. In the case of a 
"qualifying disposition" of an asset that is 
nor the last asset in a GAA, a taxpayer may 
elect on a timely filed (including extensions) 
original return for the year of disposition to 
terminate GAA treatment for the asset as of 
the first day of rhe tax year of disposition 
and determine the amount of gain, loss, 
or other deduction for the asset by raking 
into account the asset's adjusted depreciable 
basis at the rime of the disposition (Temp. 
Reg. § l.J68(i)-1T(e)(3) (iii)(A)). 

COMMENT: If the election is not made 
no loss is recognized and the entire 
amount realiz(d (if any) is genemlly or
dinary income. 

"H1e adjusted depreciable basis of rh e as
set at rhe time of the disposition (as de
termined under the applicable convention 

for the GAA in which the asset was in
cluded) equals the unadjusted depreciable 
basis of the asset (generally, cost less sec
tion 179) less the depreciation allowed 
or allowable for the asse t, computed by 
using the depreciation method, recovery 
period, and convention applicable to the 
GAA in which the asset was included and 
by including rhe portion of any bonus de
preciation claimed for the GAA that is at
tributabl e to the asset. 

'Ibe recognition and character of the gain, 
loss, or other deduction are determined 
under applicable provisions of the Internal 
Revenue Code as if the asset was not in a 
GAA. However, the amount of gain subject 
to ordinary income depreciation recapture 
under Code Sec. 1245 or Code Sec. 1250 is 
limited to the lesser of: 

(1) The depreciation allowed or all owable 
for the asset, including any expensed 
cost (or the bonus depreciation allowed 
or allowable for the asset); or 

(2) The excess of-
(a) The original un adjusted deprecia

ble basis of the GAA plus, in the 
case of section 1245 properry origi
nally included in the GAA, any ex
pensed cost; over 

(b) The cumulative amounts of gain 
previously recognized as ordinary 
income upon the prior disposition 
of particular assets or under Code 
Sec. 1245 or Code Sec. 1250. 

A qualifying disposition is a disposition that 
does not involve all the assets, or the last asset, 
remaining in a GAA. However, the following 
dispositions are nor qualifying dispositions 
(Temp. Reg. § l.l68(i)- lT(e)(3)(iii)(B)): 

• Transactions subject to Code Sec. l 68(i)(7); 
• Transactions subject to Code Sec. 1 031 

or Code Sec. 1033; 
• Technical terminations of partnerships; 

and 
• Dispositions that are subject ro GAA 

anti-abuse rules. 

COMMENT: Under the prior GAA rules, 
a qualifYing disposition only included 
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extraordinary dispositions such as disposi
tions resultingfrom a casualty foss, a chari
table contribution, the termination of a 
business, and certain nonrecognition trans
actions. Without making nearly every dis
position a qualifYing disposition it would 
make no sense to place a building in a GAA 
because no foss on a structural component 
could ever be recognized. Similarly, no foss 
could be recognized on the retired compo
nents of an item of section 1245 property 
in a GAA. Yhe expansion of the definition 
of a qualifYing disposition now gives a tax
payer the flexibility to decide whether or 
not to recognize a foss whenever a compo
nent of an asset in a GAA is retired. 

IMPACT: The new-found importance of the 
GAA election is highlighted by the fact that 
the American Institute ofCPAs (AI CPA) has 
recommended that the IRS amend the GAA 
regulations to make the GAA election the 
default rule for buildings, i.e., require tax

payers to elect out of GAA treatment rather 
than make an affirmative election into it. It 
would prefe~; however, that the IRS simpry 
make the 1·ecognition of foss upon the retire
ment of a structural component outside of 
a GAA elective. It is unclear why the IRS 
chose to require taxpayers to place a build
ing in a GAA in order to avoid a strict ap
plication of the loss recognition rule for each 
disposition of a structural component when 
the same result could have been achieved 
more simpry and effective~] by making the 
loss recognition rule on the retirement of a 
structural component elective. 

If the taxpayer elects ro terminate GAA 

treatment for an asset disposed of in a quali
fying disposition (Temp. Reg. §1.168(i)-
1 T(e)(3)(iii) (C)): 

(1) The asset is removed from the GAA as 
of the first day of the tax year in which 
the qualifying disposition occurs and is 
placed in a single asset account; 

(2) TI1e unadjusted depreciable basis of the 
GAA is reduced by the unadjusted de

preciable basis of the asset as of the first 
day of the tax year of disposition; 

(3) lne depreciation reserve of the GAA 
is reduced by the depreciation allowed 
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or allowable for the asse t as of the end 
of th e tax year immediately preceding 

the tax year of disposition , computed 

by using the depreciation method, 
recovery period, and convention ap
plicable to the GAA and by including 
the portion of the bonus depreci ation 
deduction claimed for the GAA th at is 

attributable to the asset; and 

''The American Institut e 

of CPAs (AI CPA) has 

recommended that the 

IRS amend the GAA 

regulations t o make t he 

GAA election t he default 

rule for buildings." 

( 4) Any portion of the cost of the asset that 
was expensed under Code Sec. 179 is 
disregarded for purposes of determin
ing the amount of gain rea lized on sub

sequent dispositions that is subject ro 
ordinary income treatment under the 
rules genera lly applicable to the d ispo

sition of an asset in a GAA. 

EXAMPLE: GED Inc. placed a building 
into a single asset GAA in 2012. The build
ing cost $500,000. In 2014, the entire roof 
is replaced. GED must capitalize the cost of 
the new roof and, therefore, decides to elect 
to recognize a foss on the replaced roof GED 
determines that the unadjusted depreciable 
basis of the retired roof (original cost) is 
$50,000 and that its adjusted depreciable 
basis at the time ofreplamnent (cost less de
preciation claimed on the roofprior to retire
ment) is $47, 000. $47, 000 is claimed as an 
ordinary foss deduction. The retired roof is 
treated as removed from the GAA and the 
unadjusted depreciable basis of the GAA 
($500,000) is reduced by the unadjusted 
depreciable basis of the roof ($50,000) to 
$450,000. The new roof is separateb' de
preciated and GED may elect to place it in 
another GAA or in an item account. 

Election to recognize gain or loss upon 
disposition of last asset in GAA. Upon 
the disposition of all of the assets, or the 

last asset, in a GAA, a taxpayer may elect 
to recognize gain or loss by reference to the 
adjusted depreciable basis of the GAA. If 
this optional method is elected (Temp. Reg. 
§ 1.168(i)-l T(e)(3)(ii)): 

• The GAA terminates; 

• lne amount of gain or loss for the GAA 
is determined by taking into account the 
adjusted depreciable basis of the GAA at 
the rime of the dispos ition (determined 
by using the applicable depreciation 
convention for the GAA); and 

• lne recognition and character of the gain 
or loss are determined under other appli
cable provisions of the Internal Revenue 
Code, except that the amount of gain 

subject to ordinary income depreciation 
recapture under Code Sec. 1245 and 
Code Sec. 1250 is limited ro the excess of 
the depreciation allowed or allowable for 
the GAA, including any expensed cost, 
over any amounts previously recognized 
as ordinary income upon the prior dis
position of particular assets. 

EXAMPLE: Assume that GED above sells 
the building including the new roof placed 
in service in 2014, in 2016Jor$660,000. 
GED reasonabry allocates $60,000 of this 
amount to the cost of the new roof Assume 
that the total depreciation claimed on the 
building (excluding depreciation claimed 
on the retired roof and depreciation claimed 
on the new roof) is $6,660 (i.e., the ac
count's depreciation reserve). If GED elects 
the optional method, gain recognized on 
the building is $143,340 ($660,000 -
$60,000- $450,000- $6,660). The en
tire gain is section 1231 gain. No amount 
is recaptured as ordinary income because an 
MA CRS building is not subject to deprecia
tion recapture under Code Sec. 1250. 

COMMENT: Since the new roof is a sepa
rately depreciated asset that is not in the 
building's GAA, gain or loss on the new 
roof will be computed separatery if GED 
elects the optional method on the disposi
tion of the new roof 

©2012 CCH. All Rights Reserved. 



August 21 , 2012 

EXAMPLE: RST, a calendar-year corpo
ration, maintains a GAA for one item of 
equipment that cost $2, 000 and is placed 
in service in 2012. No Code Sec. 179 or bo
nus deduction is claimed The equipment is 
5-year property subject to the half-year con
vention. In june 2014, RSTsells the equip
ment for $1,000 and elects the optional 
method As a result, the GAA terminates 
and gain or loss is determined for the GAA. 
On the rkte of disposition, the adjusted de
preciable basis of the account is $768 (un
adjusted depreciable basis of$2,000 less the 
depreciation allowed or allowable of$1,232 
($400 + $640 + 192). 7hus, in 2014, 
RST recognizes gain of $232 (amount 
realized of $1,000 less the adjusted depre
ciable basis of $768). The gain of $232 is 
subject to Code Sec. 1245 recapture to the 
extent of the depreciation allowed or allow
able for the account (plus the expensed cost 
for assets in the account) less the amounts 
previously recognized as ordinary income 
($1,232 + $0 expensed - $0 previously 
recognized= $1,232). As a result, the en
tire gain of $232 is recaptured as ordinary 
income under Code Sec. 1245 (Temp. Reg. 
§1.168(i)-1T(e)(3)(ii)(B), Ex. 2). 

CAUTION: If a building is in a GAA and 
the building is disposed of it is particularly 
important to make an election to recognize 
gain or loss by reference to the adjusted basis 
of the building because (as previously ex
plained) the amount realized will be treat
ed as ordinary income to the extent of the 
building's unadjusted depreciable basis (i.e., 
original cost) less any amount previously 
recognized as ordinary income if the elec
tion is not made. The election to recognize 
gain in a qualifYing disposition or for the 
disposition of the last asset in the GAA ac
count is made by reporting the gain or loss, 
or other deduction, on the taxpayer's timely 
filed (including extensions) original return 
for the tax year in which the disposition oc
curs. Thus, if a taxpayer fails to file a timely 
return for the year of sale, the default rule 
will apply since the election will not have 
been made within the required time limit. 

CO MMENT: Due to the possibility of 
inadvertently transforming section 1231 

gain into ordinary income upon a disposi
tion, it is strongly advised not to place two 
or more buildings in the same GAA. As 
previously explained, however, buildings 
cannot be placed in the same GAA un
less they are acquired in the same month 
of the same tax year. This consideration 
is not as important in the case of section 
1245 property insofar as gain from section 
1245 property is usually characterized as 
ordinary depreciation recapture income. 

Identifying Asset Disposed of 
from Multi-Item GAA 

1h e following methods may be used for 
purposes of identifyi ng the asse t disposed of 
from a multi-asset GAA: the specific iden
tif-ication method , th e FIFO meth od, the 
modifi ed FIFO meth od, a mortali ty disper
sion table if the asse t disposed of is a mass 
asset grouped in a GM with other mass as
sets, or any method designated by the Sec
retary. "Ihe UFO method is not permi tted 
(Temp. Reg. §1.1 68(i)- l T(j)) . l b e for mer 
regulations did not provide these rules. 

GAA Election Procedure 

A taxpayer may make an irrevocable election 
to include assers in an MACRS general asset 
account (GAA) (Code Sec. 168(i)(4)) . 1l1e 
election is made separately by each person 
owning an asset to be placed in a GAA. For 
example, the election is made by each mem
ber of a consolidated group, each partnership, 
or each S corporation (Temp. Reg. § 1.1 68(i)-
1 T(l)(l )). Partners and S shareholders do not 
make the election for property owned by the 
pass-through entity. "!b e election is made by 
following the Form 4562 instructions. l b e 
instructions simply require a taxpayer to 

check a box on Form 4 562 (line 18 of the 
2011 form) to indicate that the election is be
ing made. "The election must be made by the 
due date (including extensions) of the return 
for the tax year in which the assets included in 
the GM are placed into service. 

Retroactive GAA Elections 

A taxpayer may make a retroactive GAA 
election, a late election to treat a disposi-

tion as a qualifying disposi tion, and a late 
election to recognize gain or loss on the dis
position of the remaining assets or last asse t 

in a GAA during irs fi rs t or second rax year 
beginning after D ecember 31, 20 11 (Rev. 
Proc. 201 2-20, adding Sec. 6.32 to the Ap
pendix of Rev. Proc. 201 1-14). 

IMPACT: If no retroactive GAA elec
tion is made, a taxpayer will account for 
the loss deduction on a previously retired 
structural component of a building that is 
still being depreciated by filing a change 
in accounting method and reporting a 
Code Sec. 481 (a) adjustment. Beginning 
in the year of change, no depreciation 
may be claimed on the basis attribut
able to the replaced structural component 
and a loss deduction must be claimed 
on any structural components retired in 
the foture. Alternatively, a taxpayer may 
make a retroactive GAA election for the 
building and then choose to adhere to 
the GAA default rule (no loss recognition 
and continued depreciation on the retired 
component) or make a late election to rec
ognize the loss in a qualifYing disposition 
(also permitted for two years) and claim 
a Code Sec. 481 (a) adjustment. 

A third alternative applies to buildings 
placed in service in tax years ending before 
D ecember 30, 2003. Under this alternative 
a taxpayer files am ended returns for open 
years to remove the depreciation claimed in 
those open years on the previously retired 
structural components. However, no adjust
ment, including a Code Sec. 48 1 (a) adjust
ment, to account for the loss is permitted 
even though the basis of the building must 
be reduced by the adjusted depreciable bases 
of the retired components. Futu re reti re
men ts will result in a loss deduction. This 
approach is not considered a change in ac
counting method . It is not recommended 
because the basis reduction is not offset by 
depreciation deductions. 

Effective Date 

l b e GM regul ations apply to tax years be
ginn ing on or after January 1, 2012 (Temp. 
Reg. § 1.168(i)-1T(m)(2)) . 
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Change in Accounting Methods 

l11e following automatic change in account
ing methods relating to GAAs are added to 
the Appendix of Rev. Pro c. 2011- 14 by Rev. 
Proc. 2012-20: 

(1) Moving assets within one GAA account 
to another GAA accou nt (Sec. 6.28); 

(2) A change to identify the appropriate as
set disposed of (Sec. 6.3 1 ); 

(3) Change in proper method of identify
ing assets disposed of from a multiple
asset GAA account to another proper 
method (Sec. 6.28); 

(5) A change from improper method of 
identifying assets disposed of from 
GAA (e.g., LIFO) to a proper method 
(Sec. 6.31); 

(6) Late GAA election for assets placed in 
service in tax years beginning before 
2012 (Sec. 6.32); 

(7) Late election to recognize gain or loss 
on disposition of all assets or last asset 
in GAA (Sec. 6.32); and 

(8) Late election to recognize gain or loss in a 
qualifying GAA disposition (Sec. 6.32). 

COMMENT: Although a regulatory ''elec
tion" is not normally treated as a change in 
accounting method (Reg. § 1. 446-1 (e)(2)(ii) 
(d)( 3)), the IRS treats the late election to 

establish a GAA for existing property, the late 
election to recognize gain or loss on the dispo
sition of aU of the assets or the last asset .from 
a GAA, and the late election to recognize a 
gain or loss on a qualif;ing disposition of an 
asset .from a GAA provided in Rev. Proc. 
2012-20 as a change in accounting method 
(Rev. Proc. 2012-20, adding Sec. 6.32 to 
the Appendix of Rev. Proc. 2011-14). 

MACRS SINGLE ASSET 
AND MULTIPLE ASSET 
ACCOUNTS 
Taxpayers have been accounting for 
MACRS property in single asset (item) 
accoums and multiple asset (pool) ac
counts without the benefit of regulatory 
guidance. Temporary Reg.§ 1.168(i)-7T 
now provides spec ific rules that must be 
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followed effective for tax years beginning 
on or after Jan uary 1, 2012. 

IMPACT: The temporary regulations for 
item and pool accounts have no significant 
connection to the repair v. capitalization is
sue. However, taxpayers may need to change 
their accounting method to bring their cur
rent pool account treatment for MACRS 
assets into compliance with the temporary 
regulations. However, in most cases, taxpay
ers who are currentf:y using multiple asset 
accounts are likef:y to be in compliance with 
the intuitive principles of the regulation. 

A taxpayer may account for MACRS prop
erty by (Temp. Reg. §1.1 68(i)-7T(a)): 

(1) Treating each individual MACRS asset 
as an account (a "single asset account" 
or an "item account"); 

(2) By combining two or more MACRS 
assets in a single account (a "multiple 
asset accoun t" or a "pool"); or 

(3) By establishing a general asset account 
(as described previously) 

For example, if a taxpayer purchases two 
business cars during the current tax year, the 
taxpayer may separately depreciate each car. 
If this choice is made, each car is treated as 
a single asset account or item account. As
suming that certain requirements described 
below are satisfied and rhe cars are placed in 
the same account (i.e., in a multiple asset 
account or pool), depreciation is computed 
on the combined cost of the vehicles . 

COMMENT: A general asset account may 
contain multiple items of similar property 
or a single item of property. The difference 
between a GAA and an item or multiple 
asset account relates primarif:y to the way in 
which gain or loss is accounted for when an 
asset in the account is disposed of In a GAA 
the fo!l amount realized upon a disposition 
of a GAA asset is recognized as ordinary in
come and no loss deduction is allowed, un
less an election is made to recognize gain or 
loss by reference to the asset's adjusted basis. 
In an item or pool account, gain or loss is 
separatef:y recognized on each disposed of as
set by reference to its adjusted basis. 

An asset must be accounted for in a single as
set account if (Temp. Reg. § 1.168(i)-7T(b)): 

(1) The asset is used partially in a trade or busi
ness and partially in a personal activity; 

(2) l11e asset is placed in service and dis
posed of in the same tax year; 

(3) The asset is in a general asset account 
and general asset account treatment 
for the asset terminates under the GAA 
rules, for example, because the asset is 
used for personal purposes in a tax year 
after ir is placed in service; 

(4) 1he taxpayer disposes of a component 
of a larger asset and the unadjusted de
preciable basis of the disposed of com
ponent is included in the unadjusted 
depreciable basis of the larger asset 

Rules for combining assets into a multiple as
set account or pool Assets may be placed in 
the same multiple asset account or pool only if 

(1) The assets arc placed in service in the 
same tax year; 

(2) lbe assets have same depreciation method; 
(3) l11e assets have the same recovery pe

riod; and 
( 4) Ihe assets have the same depreciarion 

convention (Temp. Reg. § 1.168(i)-
7T(c)(2)(i)). 

For example, a pool may be established 
for MACRS 5-year property (i.e. MACRS 
property with a 5-year recovery period) even 
if the properry is not of the same type, so 
long as the property is placed in service in 
the same tax year and is subject to the same 
depreciation method (e.g. 200 percent de
clining balance method, 150 percent de
clining balance method, or straight-line 
method) and convention (e.g., half-year or 
mid-quarter convention). If the mid-quarter 
convention applies, the properry must have 
been placed in service in the same quarter 
of the same tax year and if the mid-month 
convention applies in the same month of the 
same tax year . 

COMMENT: The rules for combining as
sets in a multiple asset account or pool en
sure that onf:y assets that are depreciated in 
exactf:y the same way can be placed in the 
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same account. Identical rules for combining 
assets in a multiple asset account also apply to 
combining assets into a general asset account. 

In addition to the requirement that only 
assets with the same depreciation method, 
recovery period, and convention may be 
placed in the same multiple asset account 
or pool the following special grouping 
rules apply to the following property as 
a result of factors that affect the com
putation of depreciation (Temp. Reg. 
§ l.168(i)-7T(c)(2)(ii)) : 

(1) Passenger automobiles subject to the 
luxury car depreciation caps (Code Sec. 
280F) must be grouped into a separate 
multiple asset account or pool; 

(2) Assets for which bonus depreciation is 
claimed cannot be grouped with assets for 
which bonus depreciation is not claimed; 

(3) Assets for which bonus depreciation is 
claimed may only combined if the same 
bonus rate applies; 

(4) Listed property (as defin ed in Code Sec. 
280F(d)(4)) other than passenger auto
mobiles may only be combined with 
other listed property; 

(5) Assets for which the depreciation allow
ance for the placed-in-service year is not 
determined by using an optional depre
ciation table must be grouped into a sepa
rate multiple asset account or pool; and 

(6) Mass assets for which a mortality disper
sion table is used ro determine which 
assets have been disposed of must be 
grouped inro a separate multiple asset 
accounr or pool. 

Mass assets are a group of individual items of 
depreciable assets each of which is minor in 
value relative to the total value of the mass 
or group; numerous in quantity, usually ac
counted for only on a total dollar or quan
tity basis; with respect to which separate 
identification is impracticable; and placed 
in service in the same tax year. 

Effective Date 
'TI1e temporary regulations pertammg to 
item and multiple asset accounts applies to 
tax years beginning on or after January I , 
2012 (Temp. Reg. §1.168(i)-7T(e)(2)). 

TAX PLANNING: USING A GAA 
AND GRANULAR DEFINITION OF AN ASSET 

FOR MAXIMUM TAX SAVINGS 

Except for property described in Asset Classes 00.11 through 00.4 of Rev. Proc. 87-56 and 
in Code Sec. 168(e)(3), a raxpayer may use any reasonable and consistent method to treat 
each of the asset's components as the asset (Temp. Reg. §1.168(i)-1T(e)(2)(viii)(B)(6)). In 
the case of a building this means that a taxpayer can choose to treat components of struc
tural components as the "asset." In the case of other property, such as a machine, a raxpayer 
can treat components of the machine as an "asset." 1bus, when a component for a larger 
asset in a GAA is retired or sold the taXpayer may elect to treat the disposition as a qualify
ing disposition and recognize gain or loss by reference to the adjusted depreciable basis of 
the disposed of component at the time of disposition or, alternatively, follow the default 
rule and recognize no loss and treat the entire amount realized (if any) as ordinary income. 

Level of granularity. The level of granularity chosen is important because of the rule in the 
temporary repair regulations that defines as a capitalized improvement d1e costs of replacing 
a component of a unit of property if a loss deduction is claimed on the replaced component 
or gain or loss is computed on the sale or exchange of the replaced componenr by reference 
to its adjusted depreciable basis. However, regardless of whether or not a loss deduction on 
the replaced component is claimed, an amount paid to replace a part or combination of 
parts that comprise a major component of a unit of property or a substantial structural part 
of a unit of property must be capitalized. Also, a taxpayer must capitalize the costs of repair
ing a property if a casualty loss is claimed (Temp. Reg. §1.263(a)-3T(i)(l)(iii)) . 

Loss deduction versus repair. A taxpayer's goal in nearly every situation should be to 
avoid claiming a loss deduction with respect to a replaced component if the replace
ment costs would omerwise be deductible as a repair. Conversely, if the cost of replac
ing a component must be capitalized for a reason other than claiming a loss on the 
replaced component a taxpayer will want to claim the loss deduction (assuming the 
efFort and cost in determ ining the adjusted depreciable basis of the disposed of com
ponent relative to the amount of the loss makes it worm while). 

A GAA in which a high level of component granularity is chosen for the property in 
the account will provide a taxpayer with the flexibility to achieve these goals. Specifical
ly, in each situation where a component (asset) is retired a taxpayer may either follow 
the default "no loss" recognition rule (if the replacement costs are otherwise deductible 
as a repair expense) and take no action or, alternatively, elecr to recognize a loss under 
the rules for qualifYing dispositions if the replacement costs must be capitalized. 

CAUTION: For assets that are not in a GAA, a taxpayer must always recognize a loss 
when a component that is treated as an asset under the taxpayer's accounting method 
is retired. This rule militates against choosing a highly granular definition of a compo
nent for property that is not in a GAA. 

Accounting Method Changes 

Rev. Pro c. 2012-20 adds new sec tion 
6.28 to the Appendix of Rev. Proc. 
2011-14 ro provide the following auto
matic accounting method changes relat
ing to item and mu ltiple asset accounts: 

(1) Change from single asset accounting to 

multiple asset accounting or vice versa 
(Sec. 6.28); 

(2) Moving assets within one multiple asset 
account to another multiple asset ac
count (Sec. 6.28; and 
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(3) Change in manner of idenrif}ring as
sets disposed of from a multiple asset 
account from one proper method to 
another proper method (Sec. 6.28). 

ACCOUNTING 
METHOD CHANGES 
lt is no exaggeration to say that virtually ev
ery business taxpayer will be required to fi le 
one or more automatic accounting method 
changes under Rev. Proc. 2012-19 and Rev. 
Proc. 2012-20 to comply with the temporary 
regulations. Consider, for example, that any 
taxpayer that owns a building and previously 
retired a structural component that it is cur
rently depreciating will need to file an ac
counting method change to address the new 
rule wh ich treats the retiremenr of a structural 
component as a disposition that generates a 
loss. Similarly any person who previously 
claimed a repair deduction for an amount 
that must be capitalized under the rules of the 
temporary regulations (or vice versa) must 
change its accounting method if the capital
ized amount is or would not be fully depreci
ated. It also appears that a taxpayer must file 
an accounting method change to adopt the de 
minimis expensing rule unless an existing ex
pensing policy completely comports with the 
rules in the temporary regulations. The IRS 
has been asked for clarification on this point. 

COMM ENT: 7he IRS receives approxi
mately 10,000-15,000 automatic change 
of accounting method requests per year. 
This number will increase dramatically for 
tax years beginning in 2012 and 2013. 
7he ability of the IRS to handle this volume 
need not concern taxpayers, however, since 
an automatic change may be implemented 
so long as the IRS does not take affirmative 
action to deny the request. 

Code Sec. 48 1{a}Adjustments 

A change to comply with the temporary 
regulations is a change in accounring method 
and requires a Code Sec. 481(a) adjustment 
which is not applied on a cut-off basis except 
for those instances in which the effective date 
of the provision is for amounts paid to ac
quire or produce properry in tax years begin-
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ning on or after January 1, 2012. Most pro
visions are efrective for rax years beginning 
on or after January I , 2012 and require the 
computation of a section 481 (a) adjustment. 

COMMENT: If a cut-off method applies 
a taxpayer continues to use its existing ac
counting method for amounts paid or in

curred before the effective date and change 
its accounting method for amounts paid 
or incurred on or after the effective date. 

"Virtually every business 
taxpayer will be required 
to file one or more 
automatic accounting 
method changes ... 

to comply with the 
temporary regulations." 

Many of the accounting method changes 
allow the computation of a section 481 (a) 
adj ustment using a statistical sampling tech
nique that is authorized by Rev. Proc. 2011-
42. "[he IRS has informally indicated that a 
statistical sampling technique not specifically 
authorized by Rev. Proc. 2011-42 may be 
used if IRS permission is obtained, for ex
ample, in an audit. 

COMMENT: Generally, a negative (tax
payer favorable) section 481 (a) adjustment 
that decreases taxable income is taken into 
account in a single tax year. Positive adjust
ments that increase taxable income are ac

counted for over four tax years. 

Amended Return Option for 
MACRS Regulations 

ll1e temporary MACRS regulat ions contain 
a special rule that applies to assets placed in 
service in tax years ending before December 
30, 2003 A taxpayer may treat a change to 

comply with the temporary MACRS regu
lations for some or all of such assets as a 

change that is not a change in accounting 
method. Th is means that no Code Sec. 
481 (a) adjustment (or a similar cumulative 
depreciation adjustment) is required or per
mitted. A taxpayer who follows this treat
ment must file amended federal tax returns 
for any tax year that is open starting with the 
placed-in-service tax year (Rev. Proc. 2012-
20, Section 5.01(2)) . 1l1is amended return 
option only applies to the MACRS tempo
rary regulations. 

CAUTION: 7he genesis of this rule can 
be traced to IRS Chief Counsel Notice 
CC-2004-007, january 28, 2004, as 

clarified by Chief Counsel Notice 2004-
024, July 21, 2004. There the IRS an
nounced that for property p laced in ser
vice in a tax year ending before Decem
ber 30, 2003 it would not assert that 
a change in computing depreciation is 
a change in accounting method. 7hus, 
for such property a taxpayer is allowed 
to file amended returns for open years to 
claim the depreciation properly allow
able in each open year. As mentioned 
earlier, in the context of a previously 
retired structural component, this op
tion means that a taxpayer will remove 
the depreciation claimed on the retired 
component on the amended returns for 
open years and also reduce the basis of 
the building by the adjusted depreciable 
basis of the retired component without 
claiming the benefit of the loss deduc
tion that is permitted if an accounting 
method change is instead filed. 

General Rules for Rev. Procs. 
2012-19 and 2012-20 

The following general rules apply to all ac
counting method changes provided for in 
Rev. Pro c. 20 J 1-19 and Rev. Pro c. 2012-20. 

Scope of/imitations waived. 1he scope of 
limitations in section 4 .02 of Rev. Proc. 
2011- 14 is waived if a change is made for 
a taxpayer's first or second tax year begin
ning after December 31, 2012. "fl1ese lim
itations, for example, prevent a taxpayer 
from filing an automatic method change 
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if it curren tly under examination, the 
taxpayer made or requested an account
ing method change for rhe same item in 
the five-year period end ing with the year 
of rhe proposed change, or rhe taxpayer is 
ceasing business operatio ns in rhe yea r of 
the change. 

IMPACT: The waiver of the 5-year rule 
means that a taxpayer can file a second 
accounting method request under Rev. 
Proc. 2012-19 or Rev. Proc. 2012-20 in 
2013 for an item which was changed in 
2012 to correct errors or omissions in the 
2012 Form 3115 filing. 

Ogden copy required. A signed copy of 
each completed Form 311 5 should be filed 

with the IRS in Ogden Utah in lieu of rhe 
nat ional office copy no earl ier than the first 
day of the first tax year of change and no 
later than the dare the original Form 3 115 
is filed with the federal return for rhe year 
of change. 

Multiple changes on single Fonn 3115. 
A taxpayer is allowed to fi le a si ngle Form 
3115 for specified related changes made un
der Rev. Proc. 2012-20 and a single Form 
3 115 for specifi ed related changes made 
under Rev. Proc. 20 12-19. Some of these 
concurrent changes, however, may only be 
made in a taxpayer's first or second tax year 
endin g after December 3 1, 20 II . 'lbereaf
rer, separate Forms 3 1 1 5 for these changes 
must be filed. 

Change to comply with UN/CAP rules. A 
taxpayer who is nor in compliance with the 
uniform capitalization (UNlCAP) rules of 
Code Sec. 263A wi th respect to amounts 
for which an accounting method change 
is requested may nor utilize the automatic 
consent procedures unless a concurrent 
change to comply with the UNICAP re
quirements is made. 1he scope of limita
tions is also waived for two years for this 
concurrent change. 

COMMENT: The instructions to Form 
3115 have been updated to reflect the 
accounting method changes authorized 
by Rev. Proc. 2012-19 and Rev. Proc. 
2012-20. It was not necessary to update 
the form. 

REV. PROC. 2012-19-ACCOUNTING METHOD CHANGES 
RELATING TO CAPITALIZATION AND REPAIR 

Change Section added t o Section 481 (a) Statistical 
No. Rev. Proc. 2011-14 General Topic Specific Purpose Adjustment Sampling Related Regulation 

162 3.10(1)(a) Deducting Repair and Change from capitalizing to deducting as repairs YES YES 1.162-4T 
Maintenance Costs amounts paid for tangible property 

162 3.10(1)(a) Change in definition of unit of property YES YES 1.263(a)-3T(e) 

163 3.11(1)(a) Regulated Taxpayers Change to regulatory accounting method YES YES 1.263(a)-3T(k) 

164 3.12(1)(a) Materials and Supplies Change to comply with definition of non-incidental Cut-Off YES 1.162-3T 
materials and supplies and deduct in year used or 
consumed 

165 3.13(1)(a) Change to comply with definition of incidenta l Cut-Off YES 1.162-3T 
materials and supplies and deduct in yea r paid or 
incurred 

166 3.14(1)(a) Rotable Spare Parts Change to deduct cost of non-incidental rotables Cut-Off YES 1.162-3T 
in tax year of disposition 

167 3.15(1)(a) Change to optional method of accounting for ro- YES YES 1.162-3T(e) 
table spare parts 

168 3.1 6(1)(a) Dealer Expenses - Change to treat commissions, etc., that facilitate YES NO 1.263(a)-1T(d)(1) 
Sales of Property sa le of property as ord inary business expenses 

169 317(1)(a) De Minimis Expensing Change to de minimis expensing rule Cut-Off NO 1.263(a)-2T(g) 

170 3.18(1)(a)(i) lnvestigatiaon Costs Change from capitalizing to deducting amounts in- Cut-Off NO 1263(a)-2T(f)(Z)(iii) 
-Acquisition of Real curred to investigate acquisition of real property 
Property 

170 3.18(1)(a)(ii) Change from capitalizing to deducting employee Cut-Off NO 1.263(a)-2T(f)(2)(iv) 
compensation and overhead costs incurred to in -
vestigate acquisit ion of real property 

171 3.19(1)(a) Routine Maintenance Change to routine safe harbor maintenance YES YES 1.263(a)-3T(g) 
Safe Harbor method 

172 10.08(1)(a) Non-Dealer Expenses Change to treat commissions,etc., that faciliate YES NO 1.263(a)-1T(d)(1) 
- Sales of Property sa le of property as capital expendidture 

173 10.09(1)(a) Caitalization of Acqui- Change to capitalize amounts paid to acquire or YES YES 1.263(a)-2T 
sition and Production produce property under Reg. Sec. 1.263(a)-2T, in-
Costs eluding defense of t itle and transaction costs 

174 10.10(1)(a) Capital izing Improve- Change to capitalize amoutns pa id for improve- YES YES 1.263(a)-1T; 1.263(a)-3T 
ments to Tangible ments to units of property cons istent with Reg. 
Property Sec. 1.263(a) -1T and 1.263(a)-3T 

*Cut-off method applies to amounts paid or incurred (for the acq uisition or production of property) in tax yea rs beginning on or after janua ry 1, 2012 
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Change Section added to 
No. Rev.Proc.2011-14 

175 6.27(1)(a) 

176 6.28{3)(a)(i) 

176 6.28{3)(a)(ii) and 
(b)(i) 

176 6.28(a)(3 )(ii i)-(viii) 
and (b)(3)(ii)-(vii) 

177 6.29{3)(a) 

177 6.29(3)(b) or (c) 

177 6.29(3)(d) 

178 6.30(3)(a) 

178 6.30(3)(b) or (c) 

178 6.30{3)(d) 

179 631(3)(a) 

179 6.31(3)(b) 

180 6.32(1)(a)(i) 

180 6.32(1)(a)(ii) 

180 632(1)(a)(iii) 

REV PROC. 2012-20-ACCOUNTING METHOD CHANGES 
RELATING TO DEPRECIATION 

Section 481(a) Statistical 
General Topic Specific Change Adjustment Sampling 

Depreciation of leasehold Change from improperly depreciating leasehold YES NO 
improvements improvements under Code Sees. 167, 168, or 197 

to properly depreciating 

Permssible to Permissible Change from single asset accounting to multiple modified cut-off NO 
method of accounting for asset accounting or vice versa 
depreciation of MACRS 
property 

Moving assets within one multiple asset account modified cut-off NO 
to another multiple asset account or from one 
GAA account to another GAA account 

Change in manner of identifying assets disposed YES* NO 
of from a multiple asset account or a multiple 
asset GAA account from one proper method to 
another proper method 

Build ings or structura l A change to identify the appropriate asset dis- YES YES 
components not in a GAA posed of 

A change from capitalizing an asset previously YES YES 
disposed of (e.g. structura l component) to rec-
ognizing gain or loss 

A change from improper method of identifying YES YES 
assets disposed of from multip le asset account 
(e.g., LIFO) to a proper method 

Section 1245 property and A change to identify the appropriate asset dis- YES YES 
land improvements not posed of 
in aGAA 

A change from capitalizing an asset previously YES YES 
disposed of to recognizing gain or loss 

A change from improper method of identifying YES YES 
assets disposed of from multiple asset account 
(e.g., LIFO) to a proper method 

Dispositions from GAA A change to identify the appropriate asset dis- YES NO 
posed of 

A change from improper method of identifying YES NO 
assets disposed of from GAA (e.g., LIFO) to a 
proper method 

General Asset Account Late GAA election for assets placed in service in modifed cut-off NO 
Elections tax years beginning before 2012 (if election is for 

assets owned at be-
ginning of tax year) 

Late election to recogni ze gain or loss on dispo- YES NO 
sition of all assets or last asset in GAA 

Late election to recogn ize gain or loss in a quali- YES NO 
lying GAA disposition 

*Cut off method applies to change from specific identifciation method to (1) FIFO or modified FIFO method or (2) use of mortality dispersion table 

Related Regulation 

1.167(a)-4T 

1.168{i)-7T 

1.168(i)-7T(c) 
1.168(1)-n(c) 

1.168(i)-8T(f)(1) and 
(2); 1.168(i)-1T(j)(2) 

1.168(i)-8T(c)( 4) 

NA 

1.168(i)-1T(f)(1) 
and (2) 

1.168(i)-8T(c)( 4) 

NA 

1.168(i)-(f)(1) and (2) 

1.168(i)-1T(e)(2)(viii) 

1.168(i)-1T(j)(2) 

1.168(i)-1T(l) 

1.168(i)-1T(e)(3)(ii) 

1.168(i)-1T(e)(3)(iii) 
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