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New legislative developments, 
as well as IRS and Tax Court 
rulings, provide guidance on  
tax accounting method issues 

 

 

Did you know..? 

Senate Finance Committee Chairman 
Baucus releases Staff Discussion Draft 
on Cost Recovery and Tax Accounting 
Reform 

Senate Finance Committee Chairman Max 
Baucus (D-MT) on November 21, 2013, 
released a Staff Discussion Draft (‘the 

discussion draft), which focuses on cost 
recovery reforms to certain depreciation and 
amortization provisions and other tax 
accounting reforms.  With respect to the cost 
recovery reforms, the discussion draft 
proposes to replace the current modified 
accelerated cost recovery system (MACRS) 
with a new system for ‘pooled property’ (e.g., 
most tangible property and computer 
software) that better approximates economic 
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In this month’s Accounting Methods Spotlight, taxpayers are given a glimpse into Senate Finance 
Committee Chairman Baucus’ recently released Staff Discussion Draft on Cost Recovery and Tax 
Accounting Reform. This month's issue also discusses Tax Court decisions addressing whether a 
cigarette importer was eligible to deduct payments to a qualified settlement fund before economic 
performance occurred; whether an insurance salesman was entitled to a bonus depreciation deduction 
for a private plane he purchased; and whether a taxpayer that used an accrual method of accounting 
was allowed to change its method of accounting and accelerate deductions. In addition, this month's 
issue discusses  field attorney advice in which the IRS concluded that a manufacturer was using an 
improper method for advance payments. 
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depreciation based on estimates provided by the Congressional Budget Office.  
Moreover, the discussion draft proposes to reduce the number of major depreciation 
rates from more than 40 to 5, and to eliminate the need for businesses to depreciate 
each asset separately.  Under the ‘pooled’ approach, costs are recovered by 
multiplying the applicable recovery rate for each pool by the pool balance at year end. 
Applicable recovery rates for the four pools are 38%, 18%, 12%, and 5%, respectively. 
The proposal would also provide that real property be depreciated using the straight-
line method over a 43 year period.  

The discussion draft also proposes significant changes to a number of tax accounting 
methods, including a proposal to limit the use of the overall cash method of 
accounting to certain taxpayers. Specifically, under that proposal, the cash method of 
accounting would be limited to taxpayers with average annual gross receipts of 
$10,000,000 or less (inflation adjusted) over a three taxable-year period. The 
practical result of this proposal is that significantly fewer taxpayers will be permitted 
to use the cash method of accounting, and as a result, these affected taxpayers would 
be required to change to an accrual method of accounting.   

In addition, the discussion draft proposes to increase the recovery period for 
amortizable Section 197 intangibles from 15 years to 20 years, include mortgage 
servicing rights in the definition of a Section 197 intangible, and repeal the anti-
churning rules under Section 197. Finally, the discussion draft includes proposals that 
if signed into law, would repeal the last-in, first-out (LIFO) and lower of cost or 
market (LCM) inventory methods of accounting and the like-kind exchange rules.   

Chairman Baucus has requested public comment by January 17, 2014, on the 
discussion draft and other issues not addressed in the draft.   

Other guidance 
Manufacturer Using Improper Method for Advance Payments, FAA 
Concludes 

In Field Attorney Advice (FAA) 20134801F, the IRS concluded that the taxpayer was 
no longer allowed to use the accounting method specified in Treas. Reg. Sec.1.451-5 
for advance payments received under long-term supply contracts. The IRS found that 
the taxpayer’s modification of the contracts resulted in a cessation of the taxpayer’s 
liability under the original contract and as such, the taxpayer was required to 
recognize as income all advance payments received in prior years and still deferred as 
of the modification date.  

The taxpayer in FAA 20134801F manufactured product for use in various industries. 
During a time of high demand for its product, the taxpayer negotiated several long-
term supply contracts under which the customer paid an initial, non-refundable 
advance payment (IAP) which was then applied to the customer’s purchases ratably 
over the contract period on a per-unit basis.  

For book and tax purposes, the taxpayer generally recognized income from the sale of 
goods as the goods were shipped.  For long-term supply contracts, the taxpayer 
recognized income at the average price over the term of each contract for book 
purposes. For tax purposes, the taxpayer adopted the method specified in Treas. Reg. 
Sec.1.451-5; thus, the taxpayer deferred the initial recognition of the IAP and included 
the IAP in income ratably over the term of each agreement.  

In year 5 of the contracts, the market for the taxpayer’s product changed and 
customers were being charged more than they would otherwise pay on the market. 
The taxpayer made the decision to renegotiate certain terms of the contracts with its 
customers.  In some cases, the contracts were terminated by mutual consent. For 
other contracts, the taxpayer agreed to negotiate new prices, new quantities or both. 
In addition, the taxpayer renegotiated minimum annual purchase requirements. In 
such cases, the taxpayer would charge customers a ‘deferral fee’ in lieu of the 
customer’s required purchase. The taxpayer accounted for this ‘deferral fee’ by 
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recognizing one-half of the fee as taxable income currently and classifying the 
remainder as a liability that would not be recognized until the taxpayer knew whether 
the customer would purchase its product in the next period.   

Treas. Reg. Sec.1.451-5 contains an exception to the all events test, under which 
income from advance payments is included in taxable income in the taxable year in 
which such amounts are recognized for book purposes. However, if the taxpayer’s 
liability under the agreement ‘otherwise ends’, all advance payments received under 
that agreement, and which remain deferred, must be included in gross income in the 
year the taxpayer’s liability ends. The issue here is whether the modifications to the 
contracts caused the taxpayer’s liability to end, such that the advance payments 
should be recognized.   

There is no guidance in Treas. Reg. Sec.1.451-5 regarding when a taxpayer’s liability 
under a contract ends. Applying contract law, the IRS determined that although the 
original agreements allowed for mutually-agreed upon modifications, the substance 
of the modifications were such that the parties abandoned the original contract and 
created a new one. This result required the taxpayer to immediately recognize as 
income any portion of the IAP that remained deferred.   

Cases 
Cigarette Importer not Entitled to Deduct Obligations to Settlement 
Fund Until Paid 

In Vidal Suriel v. Commissioner, 141 T.C. 16 (2013), the Tax Court sustained a 
deficiency determination against the taxpayer, the parent company of a cigarette 
importer, finding that the importer was not eligible to deduct payments to a qualified 
settlement fund (QSF) until economic performance occurred for purposes of Treas. 
Reg. Sec.1.468-3(c).  

Vidal Suriel, the taxpayer, wholly owns Vibo, a Florida corporation that made a valid 
election to be treated as organized under Subchapter S of Chapter 1 of the Internal 
Revenue Code (an ‘S Corporation’). Vibo is the exclusive importer of cigarettes 
manufactured by Protabaco, a Colombian company, unrelated to either Vidal Suriel or 
Vibo. Vibo entered into a Tobacco Master Settlement Agreement (MSA) for the 
purpose of settling tobacco-related claims in the US. The MSA required certain 
payments be made by participating manufacturers to the MSA escrow account.  Vibo 
claimed deductions for unpaid obligations to the QSF as well as deductions for unpaid 
interest on the obligations. The IRS disallowed these deductions and determined 
deficiencies against Suriel as the passthrough owner of Vibo. According to the IRS, 
Vibo was first required to make the payments in question to the QSF.  

The taxpayer argued that as an importer and distributor, not a manufacturer, it was 
not bound to make the payment to the QSF under the MSA. Moreover, the taxpayer 
contended that it was assuming Protabaco’s MSA payment obligations as a cost of 
purchasing cigarettes and that the Code allowed the taxpayer to deduct the MSA 
payment obligations as cost of goods sold.   

In addressing the IRS’s disallowance of the aforementioned deductions, the Court 
applied the Danielson rule to its analysis. Application of the Danielson rule is 
significant in this case because the MSA that the taxpayer signed defined the taxpayer 
as a manufacturer for purposes of the agreement. Holding that the taxpayer was a 
manufacturer under the agreement meant that the taxpayer had an obligation under 
the settlement agreement to make payments to the escrow fund, which the taxpayer 
concedes is a QSF. As such, the court ruled that economic performance with respect 
to the taxpayer’s settlement agreement obligations could not occur until it transferred 
funds to the QSF, consistent with Treas. Reg. Sec. 1.468-3(c).   
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Tax Court Denies Taxpayer Bonus Depreciation Deduction  

In Brown v. Commissioner, T.C. Memo. 2013-275, the Tax Court held that the 
taxpayer, an insurance salesman, was not entitled to a bonus depreciation deduction 
for a private plane he purchased because the plane was not placed in service in the 
year in which the deduction was claimed. 

The taxpayer is a very successful insurance salesman who makes his living selling life 
insurance policies to extremely wealthy individuals. The taxpayer decided to buy 
himself a personal airplane and later began searching for an upgrade. In 2003, when 
Congress increased bonus depreciation for certain kinds of property acquired and 
placed in service between May 6, 2003, and December 31, 2004, the taxpayer 
intensified his search for a new airplane in an effort to take advantage of the increased 
bonus depreciation rates. 

The taxpayer later signed a $22 million contract to buy a new airplane and insisted 
that the plane be delivered before the end of 2003. The contract price was not the 
entire purchase price, as the taxpayer wanted his airplane to have additional 
modifications. However, making these modifications meant that the airplane would 
be delivered well beyond December 31, 2013. As a result, the taxpayer agreed to have 
the airplane delivered before the end of the year and then return the airplane in 
January 2004 for the modifications to be completed. On December 30, 2013, the 
taxpayer took delivery of the airplane, but because he knew that delivery was not 
enough to qualify for the bonus depreciation deduction, he proceeded to take several 
trips in the airplane, logging nearly 4,000 miles during these flights. The taxpayer 
subsequently filed his 2003 federal income tax return and claimed a bonus 
depreciation deduction for the airplane. The IRS denied the deduction and issued a 
Notice of Deficiency. 

According to the court, the issue in this case revolved around the timing of the 
deduction. Citing a long history of Tax Court cases, the court agreed with the IRS that 
the taxpayer was not entitled to the depreciation deduction for the 2003 tax year 
because the airplane was not ‘operational for its intended use on a regular basis’  in 
2003, and therefore was not ‘placed in service’ in 2003. The court pointed out that 
although the airplane was fully functional when the taxpayer received it in December 
2003, it did not include the completed modifications until 2004; therefore, it was not 
fully functional for the very specific needs of the taxpayer’s insurance business until 
the modifications were complete.  

Taxpayer not Entitled to Change its Accounting Method and 
Accelerate Deductions 

The Tax Court held in VECO Corp. et al. v. Commissioner, 141 T.C. 14 (2013), that a 
corporation that used an accrual method of accounting was not allowed to change its 
method of accounting and accelerate deductions because it did not meet the 
requirements of the all-events test articulated under Section 461, and that the 
recurring item exception to the general rule of economic performance did not apply. 

VECO Corp. is an accrual method taxpayer and the common parent of an affiliated 
group of corporations. On its return for its tax year ended March 31, 2005, the 
taxpayer elected to change its accounting method for prepaid and accrued expenses to 
accelerate deductions for liabilities attributable to periods after the close of its tax 
year ended March 31, 2005. The IRS rejected the taxpayer’s proposed change in 
accounting method and denied the accelerated deductions, contending that the 
amounts were not incurred during the tax year and that the deduction did not clearly 
reflect income.  

The court first considered whether the taxpayer met the requirements of the all-
events test under Section 461. The court examined the language of the various 
contracts at issue to determine when the taxpayer’s liability became fixed. The court 
agreed with VECO that actual payment is not necessary to establish that a liability for 
an expense is fixed under the all-events test; however, the court disagreed with the 
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taxpayer that the mere signing of the contract created a fixed liability. The court 
found that the required performance and the payment due dates for most of the 
accelerated deductions had not occurred until after the end of the taxpayer’s 2005 
taxable year; therefore, the court found that the liabilities were not fixed at year end 
for purposes of Section 461.  

The court also dismissed the taxpayer's argument that it was entitled to some of the 
deductions based on the recurring item exception to economic performance in 
Section 461(h)(3), because the taxpayer failed to prove that the items in dispute were  
not material. 
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