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Did you know…? 

 
Section 263A 
considerations for 
certain automatic 
accounting method 
changes 
 

As taxpayers contemplate filing 

accounting method changes to comply 

with the new tangible property 

"repair" regulations, it will be 

necessary to consider the impact of 

the UNICAP rules on these changes.  

Rev. Proc. 2012-19 and 2012-20 set 

forth the rules for obtaining automatic 

consent to change to a method of 

accounting covered by the repair 

regulations.  However, these revenue 

procedures limit a taxpayer's ability to 

file the change under the automatic 

consent procedures if the repair costs 

are subject to capitalization under § 

263A and are not being capitalized 

under the taxpayer's UNICAP method 

unless the taxpayer files a concurrent 

accounting method change to properly 

capitalize the costs under § 263A. 

It should be noted that this particular 

limitation applies to other automatic 

accounting method changes as well, 

including changes for deferred 

compensation, certain employee 

compensation (i.e., self-insured 

medical benefits, bonuses and 

vacation pay), property taxes or state 

income or franchise taxes, and 

liabilities for workers' compensation, 

tort, breach of contract, or violation of 

law.  Although the impact of § 263A is 

often overlooked when implementing 

these types of accounting method 

changes, it is an important 

consideration when evaluating 

whether the change qualifies for 

automatic consent as well as 

determining whether the change was 

implemented in accordance with the 

terms and conditions of Rev. Proc. 

2011-14. 

Other Guidance 

IRS publishes 
procedures for 
accounting method 
changes to comply with 
repair regulations 

The IRS recently released two revenue 

procedures that set forth the 

administrative procedures for changes 

in method of accounting to comply 

with the tangible property "repair" 

regulations - Rev. Proc. 2012-19, 

which addresses changes related to 

the deduction and capitalization of 

expenditures related to tangible 

property, and Rev. Proc. 2012-20, 

which addresses changes related to 

depreciation and dispositions. 

Rev. Proc. 2012-19 modifies Rev. Proc. 
2011-14 by adding new automatic 
accounting method changes to the 
Appendix of Rev. Proc. 2011-14. The 
new automatic accounting method 
changes reflect the methods of 
accounting described in the repair 
regulations.  Specifically, Rev. Proc. 
2012-19 modifies Rev. Proc. 2011-14 
by obsoleting and removing the earlier 
automatic method change provisions 
relating to repairs, effective for tax 
years beginning on or after January 1, 
2012.  Rev. Proc. 2012-19 further 
modifies Rev. Proc. 2011-14 by 
providing automatic method change 
procedures for the following method 
changes: 

 Deducting repair and 
maintenance costs; 

 Change to the regulatory 
accounting method; 
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 Deducting non-incidental 

materials and supplies when used 
or consumed; 

 Deducting incidental materials 
and supplies when paid or 
incurred; 

 Deducting non-incidental rotable 
and temporary spare parts when 
disposed of; 

 Change to the optional method for 
rotable and temporary spare 
parts; 

 Deducting dealer expenses that 
facilitate the sale of property; 

 Deducting the de minimis 
amounts (capitalization 
threshold); 

 Deducting certain costs for 
investigating or pursuing the 
acquisition of real property, 
including employee compensation 
and overhead; 

 Change to the safe harbor for 
routine maintenance on property 
other than buildings; 

 Capitalizing non-dealer expenses 
to facilitate the sale of property; 

 Capitalizing and depreciating 
acquisition or production costs; 
and 

 Capitalizing and depreciating 
improvements to tangible 
property. 

 

Rev. Proc. 2012-20 further modifies 
Rev. Proc. 2011-14 by adding the 
following 6 automatic accounting 
method changes: 

 Depreciation of leasehold 
improvements; 

 Changing from one permissible 
method to another permissible 
method of accounting for 
depreciation of MACRS property; 

 Disposition of a building or 
structural component;  

 Dispositions of tangible 
depreciable assets (other than a 
building or its structural 
components); 

 Dispositions of tangible 
depreciable assets in a general 
asset account; and 

 General asset account elections. 

 

In general, the new automatic 

accounting method changes provided 

by Rev. Proc. 2012-19 and 2012-20 

contain similar procedural rules 

relating to section 481(a) adjustments, 

audit protection, scope limitations, 

and concurrent filing requirements.  

One important aspect to note 

regarding Rev. Proc. 2012-19 and 

2012-20 is that the IRS waived the 

"scope" limitations for the first and 

second taxable years beginning after 

December 31, 2011.  In general, a 

taxpayer that is under examination, 

has engaged in a transaction to which 

section 381(a) applies, is in the final 

year of its trade or business, or has 

changed its method of accounting for 

the same item within the past five 

taxable years may not file an 

accounting method change under the 

automatic consent procedures, but 

instead must file such method change 

on a non-automatic basis.  Because 

the IRS has waived these rules for two 

years, a taxpayer filing during this 

period has the ability to change to any 

of the new accounting methods 

described in the repair regulations 

under the automatic consent 

procedures. 

IRS rules on bonus 
depreciation for self-
constructed property, 
limited component 
election 

In PLR 201210004, the taxpayer 

entered into separate contracts for two 

projects.  The first project included 

both the acquisition and self-
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construction of numerous 

components, whereas the second 

project was entirely self-constructed.  

The taxpayer requested various 

rulings to determine whether the 

projects were eligible for bonus 

depreciation.     

With respect to the self-constructed 

components of the projects, Reg. § 

1.168(k)-1(b)(4)(iii)(A) provides that a 

taxpayer must begin manufacturing, 

constructing or producing the 

property after December 31, 2007, 

and before January 1, 2013 (for 50% 

bonus depreciation) or , for 100% 

bonus depreciation, after September 

8, 2010, and before January 1, 2012 

(January 1, 2013 for long production 

period property), in order to satisfy 

the acquisition requirement and be 

considered qualified property.  

To determine when construction of 

property begins, the taxpayer may 

choose to apply the 10 percent safe 

harbor rule under Reg. § 1.168(k)-

1(b)(4)(iii)(B)(2). Under this rule, 

physical work of a significant nature 

will not be considered to begin before 

an accrual basis taxpayer incurs more 

than 10 percent of the total cost of the 

property. The IRS concluded that the 

taxpayer must determine when costs 

relating to the projects have been 

incurred by applying the all events test 

and the economic performance 

requirement of § 461(h). That is, costs 

associated with the provision of 

property are incurred when all the 

events have occurred that establish 

the fact of liability, the amount of the 

liability can be determined with 

reasonable accuracy, and the property 

is provided to the taxpayer (i.e., when 

the property is delivered, accepted, or 

title to the property passes).   

With respect to the acquired 

components of the first project, the 

taxpayer also requested a ruling as to 

whether these components might be 

considered qualified property eligible 

for 100% bonus depreciation. Section 

3.02(2)(b) of Rev. Proc. 2011-26 

allows a taxpayer to elect to treat any 

acquired or self-constructed 

component of a qualified larger self-

constructed property as being eligible 

for the 100% additional first year 

depreciation deduction if the 

component is qualified property and 

manufacture, construction, or 

production  of the component has 

commenced.  Similar to self-

constructed property, the taxpayer 

chose to apply the 10% safe harbor 

rule.  Therefore, the IRS ruled that the 

taxpayer should determine when costs 

were incurred by applying the all 

events test and economic performance 

requirement of § 461(h).  

Extension granted to 
revoke election not to 
deduct first year 
depreciation for 
qualified property 

In PLR 201210005, the taxpayer, a 

corporation that develops, markets, 

sells, and supports a wide range of 

fiber-optic systems, made an election 

under § 168(k)(2)(D)(iii) to elect out 

of bonus depreciation, as well as an 

election to apply § 168(k)(4) to claim 

refundable tax credits for unused 

research tax credits.  

Section 168(k)(2)(D)(iii) provides that 

a taxpayer may elect not to deduct the 

additional first year bonus 

depreciation for any class of property 

placed in service during the taxable 

year. Section 4.04 of Rev. Proc. 2008-

65 provides that where a taxpayer 

makes an election to apply § 168(k)(4) 

and also elects not to claim the 
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additional first year depreciation 

under § 168(k)(2)(D)(iii), the taxpayer 

must first apply § 168(k)(2)(D)(iii) 

and then will be permitted to apply § 

168(k)(4) for all eligible qualified 

property. Any class of property for 

which a § 168(k)(2)(D)(iii) election 

has been made is not eligible qualified 

property under § 168(k)(4).  

Reg. § 1.168(k)-1(e)(7)(i) provides that 

an election not to deduct the 

additional first year depreciation for a 

class of property that is qualified 

property, once made, may be revoked 

only with the written consent of the 

Commissioner.  At the time the 

elections were made, the taxpayer was 

unaware of the ordering rules for 

applying elections under § 168(k).  

Upon realizing that the elections were 

not made properly, the taxpayer 

requested a ruling to revoke its 

election under § 168(k)(2)(D)(iii).  

Based on the facts and representations 

submitted, the taxpayer's request was 

granted. 

Extension granted to 
elect ADS and not to 
deduct additional first 
year depreciation 

In PLR 201210011, the taxpayer was 

granted a 60-day extension of time to 

make an election under § 168(k) not to 

deduct additional first-year 

depreciation, to elect to use the 

alternative depreciation system (ADS) 

under § 168(g)(7), and to make a § 

59(e)(1) election.  

For the relevant taxable year, the 

taxpayer planned to make an election 

under § 168(g)(7) to use ADS for all 

tangible depreciable property placed 

in service by the taxpayer in that 

taxable year, as well as an election 

under § 168(k) not to deduct the 

additional first year depreciation for 

all classes of qualified property.  In 

addition, the taxpayer planned to 

make an election under § 59(e) to 

amortize its intangible drilling costs 

ratably over a 60-month period and to 

amortize its exploration costs ratably 

over a 10-year period.  

The taxpayer had previously used an 

outside tax consulting firm to prepare 

its Form 1120, U.S. Corporation 

Income Tax Return.  However, during 

the year at issue, the taxpayer began 

to transition this work to its own tax 

manager.  The tax manager also took 

on additional compliance 

responsibilities in addition to the tax 

return preparation responsibilities. As 

a result of the increased workload, the 

tax manager failed to timely file the 

taxpayer’s request for an extension of 

time to file its consolidated federal 

income tax return for the relevant 

taxable year.  Accordingly, the 

taxpayer's return was not timely filed. 

In general, elections under 

§§168(g)(7), 168(k), and 59(e) must be 

made on a timely filed return.  

Because the taxpayer's return was not 

timely filed, it could not make the 

elections it had planned to make.  

Therefore, the taxpayer requested and 

received an extension of time under 

Reg. § 301.9100-3 to make these 

elections.  

IRS issues Q&A on 
treatment of energy 
property 
reimbursements under 
Recovery Act 

The IRS recently issued Notice 2012-

23, which provides guidance in 

question and answer format on tax 

issues involving cash payments for 
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specified energy property in lieu of tax 

credits under § 1603 of the American 

Recovery and Reinvestment Act of 

2009.  The notice addresses issues 

such as:  

 The federal income tax 

consequences to § 1603 payees 

and how the payment affects the 

basis of specified energy property. 

Specifically, the Notice indicates 

that § 1603 payments are not 

includible in a taxpayer's gross 

income and that the taxpayer's 

basis in the energy property is 

reduced by 50 percent of the 

amount of the payment. 

 The tax consequences to a payee 

who receives a loan guarantee 

from the Department of Energy or 

an energy conservation subsidy 

from a public utility. The Notice 

makes clear that receipt of an 

incentive in addition to a § 1603 

payment, such as a public utility 

conservation subsidy, may reduce 

the eligible basis used in 

calculating the § 1603 payment 

but receipt of a Department of 

Energy loan guarantee does not 

reduce the basis. 

 The tax consequences to 

partnerships that have as a 

partner a corporation that is a tax-

exempt controlled entity within 

the meaning of § 168(h)(6)(F); 

and  

 The application of sale-leaseback 

rules.  

Several of the questions in the notice 

were submitted by taxpayers and 

representatives. Previously issued 

FAQs regarding the § 1603 program, 

including those addressing the 

beginning of construction for relevant 

energy property, are posted at 

http://www.treasury.gov/recovery/16

03.shtml. 

Proceeds from sale of 
leasehold rights are not 
domestic production 
gross receipts 

In ILM 201208029, the IRS 

concluded that gross receipts from the 

sale of leasehold rights in natural gas 

property are not domestic production 

gross receipts (DPGR) under § 

199(c)(4)(A)(ii).  

The taxpayer was an independent 

natural gas exploration and 

production company that entered into 

an Oil, Gas, and Mineral Lease (Lease) 

with an individual. The terms of the 

Lease gave the taxpayer the right to 

enter the individual’s land to 

investigate, explore, prospect, and 

drill for unsevered oil, natural gas, 

and/or minerals. Additionally, the 

taxpayer had the right to assign the 

Lease to another party.  

In 2006, the taxpayer drilled a natural 

gas well on the individual's property. 

The well produced natural gas into 

2009. For purposes of § 199, the 

taxpayer treated its share of the gross 

receipts derived from the sale of the 

produced natural gas as DPGR. 

During 2009, the taxpayer sold its 

leasehold rights and the well to an 

unrelated corporation. The IRS 

questioned whether the proceeds from 

this sale qualified as DPGR.   

The IRS determined that the leasehold 

rights were not part of the real 

property that the taxpayer 

constructed.  According to the IRS, 

under § 199(c)(4)(A)(ii), for gross 

receipts to qualify as derived from the 

construction of real property, a 

taxpayer must construct property and 

http://www.treasury.gov/recovery/1603.shtml
http://www.treasury.gov/recovery/1603.shtml
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that property must be real property. 

The taxpayer did not construct the 

leasehold rights.  Rather, the 

leasehold rights that the taxpayer sold 

were the same leasehold rights that 

the taxpayer acquired when it entered 

into the Lease with the individual.  

The IRS concluded that the costs of 

acquiring the leasehold rights were 

not intangible drilling and 

development costs (IDC) under § 

1.612-4, and thus were not part of the 

taxpayer's construction activities with 

respect to the well under Reg. § 1.199-

3(m)(2)(iii). As such, the taxpayer's 

construction of the well did not 

transform the leasehold rights into 

real property constructed by the 

taxpayer and were not considered 

DPGR. 

Damages award taxable 
when basis should have 
been recovered in prior 
exchange 

The IRS concluded in ILM 201208030 

that an award of damages is taxable as 

gain because the taxpayer should have 

recovered any basis in the transferred 

equity interest in a prior sale or 

exchange.  

Holding Corp, a company owned 

entirely by the taxpayer, acquired the 

assets and liabilities of a number of 

entities that were merged into a single 

subsidiary (Subsidiary). Pursuant to 

agreements between the taxpayer and 

Party A, the taxpayer and Holding 

Corp agreed to invest in Subsidiary. 

Of the total investment amount, part 

was a capital contribution and the 

remaining amount was subordinated 

debt. An event occurred that 

prohibited a certain practice. As a 

result, Subsidiary’s value decreased. 

In addition, the taxpayer's agreement 

with Party A obligated the taxpayer to 

make certain investments, and the 

taxpayer was therefore required to 

find new sources of financing from a 

creditor group. The taxpayer, certain 

related entities, and the creditor group 

later entered into an agreement that 

restructured the debt. In exchange, 

the taxpayer agreed to give the 

creditor group an interest in Holding 

Corp and a right to share in the 

proceeds of any disposition of 

Subsidiary.  

Subsequently, the taxpayer and 

certain related entities filed suit 

against Party A, receiving a damages 

award for a breach of contract. The 

taxpayer sought IRS advice on 

whether the damages received should 

be treated as ordinary income or as a 

return of capital to the extent of 

adjusted basis in stock, and gain to the 

extent in excess of basis. 

According to the IRS, because the 

taxpayer transferred an equity interest 

in Holding Corp to the creditor group, 

none of the damages represent a 

return of capital. The equity interest 

was transferred in a sale or exchange 

within the meaning of § 1001. In 

return for the equity interest, the 

taxpayer and the taxpayer's entities 

had their debt restructured, with both 

a reduction in the amount of the debt 

and an extension of its maturity. 

Because the taxpayer received 

consideration for the transfer of the 

equity interest, the transaction was an 

exchange. Accordingly, any basis in 

the transferred interest should have 

been recovered at that time in 

computing the taxpayer's capital gain 

or loss in the transaction. 
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Recent Cases 

Tax Court holds most 
components of 
apartment complex 
depreciable at same 
rate as buildings 

The Tax Court held in AmeriSouth 

XXXII Ltd. v. Commissioner, T.C. 

Memo. 2012-67, that the majority of 

the components in an apartment 

complex were structural components 

of the buildings depreciable over the 

27.5 years rather than the shorter 

periods claimed by the complex's 

owner.  

AmeriSouth purchased an apartment 

complex in 2003 for $10.25 million. 

Prior to filing its 2003 tax return, 

AmeriSouth hired a consulting firm to 

conduct a cost-segregation study. 

The cost-segregation study separated 

the components at issue into 12 

categories, including site preparation 

and earthwork; water-distribution 

system; sanitary-sewer system; gas 

line; site electric; special HVAC; 

special plumbing; special electric; 

finish carpentry; millwork; interior 

windows and mirrors; and special 

painting. The IRS subsequently 

reviewed the cost segregation study 

and disallowed a number of items.  

At trial, the IRS argued that with 

minor exceptions, the parts of the 

apartment complex that AmeriSouth 

wanted to depreciate over a shorter 

recovery period were structural 

components of the building and that 

AmeriSouth was also trying to 

depreciate some assets it didn't own.  

Upon review of the facts, the Tax 

Court agreed with the IRS that many 

of the assets that AmeriSouth had 

depreciated as land improvements 

were assets that should either be 

treated as “necessary to the building” 

and therefore depreciated over 27.5 

years, or assets that should be 

included in non-depreciable land. In 

addition, the court found that 

AmeriSouth did in fact depreciate 

some assets that did not belong to 

them. 

A significant issue to note is that 

AmeriSouth sold the building at the 

time the case was tried and was 

unresponsive to requests from the 

court, the IRS and its own counsel.  

Although the court could have 

dismissed the case as a result of 

AmeriSouth's actions, the court 

deemed any factual matters not 

otherwise contested to be conceded 

and rendered its judgment on that 

basis.  Consequently, taxpayers should 

consider all the facts and 

circumstances surrounding the case 

when evaluating the impact of the 

court's decision.  
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