
www.pwc.com/wnts 

 

 

Accounting 
Methods Spotlight  
A Washington National Tax Services (WNTS) 
Publication 

February 17, 2012 

This month's features: 

 IRS increases user fees for changes in methods of accounting 

 Consent required for change in accounting method to new FASB standard 
for multiple deliverable contracts 

 Removing limit on deduction for interest on debt is not a change in 
accounting method 

 Damages recovered from interference with target purchase treated as return 
of capital 

 Tax Court addresses prepaid service contract issues 

 Tax Court rules that taxpayer is bound by original purchase price allocation 

 

Treasury and IRS 2010-2011 Priority Guidance Plan: Year in review



 

PwC Accounting Methods Spotlight - February 2012 2 

 

Did you know…? 
 
IRS increases user fees 
for changes in methods 
of accounting 
 

Effective for requests received on or 

after February 5, 2012, various user 

fees payable to the IRS related to 

letter rulings and closing agreements 

increased.  With respect to accounting 

method changes, the user fee for an 

advance consent Form 3115, 

Application for Change in Accounting 

Method, increased from $4,200 to 

$7,000.  In addition, the user fee for a 

letter ruling requesting an extension 

of time to file a Form 3115 increased 

from $5,000 to $8,000.   

Other Guidance 

Consent required for 
change in accounting 
method to new FASB 
standard for multiple 
deliverable contracts 

In ILM 201151022, the IRS concluded 

that a change to follow the adoption of 

recent financial accounting standards 

to determine the extent to which 

advance payments are included in 

gross income for tax purposes is a 

change in method of accounting that 

requires consent under §446(e).  In 

addition, the IRS concluded that such 

a change should be made by following 

the automatic consent procedures of 

Rev. Proc. 2011-14. 

A taxpayer that previously elected to 

defer advance payments under Rev. 

Proc. 2004-34 wished to use a new 

financial statement method for 

multiple deliverable contracts to 

determine the extent to which advance 

payments are included in gross 

income for tax purposes. The taxpayer 

received advance payments over 

different time periods for bundled 

products and services (i.e., multiple 

deliverable contracts). The taxpayer 

previously deferred the advance 

payments until the full contract was 

complete for financial statement 

purposes.  

FASB issued new accounting 

standards, ASU 2009-13 and ASU 

2009-14, changing the recognition of 

income for multiple deliverable 

contracts. Under previous standards, 

income could be deferred for financial 

statement purposes until all items 

were delivered under a given multiple 

deliverable contract.  ASU 2009-13 

provides guidance with respect to how 

to separate contracts that contain 

multiple deliverables into individual 

units of accounting and what amount 

to allocate to each unit. ASU 2009-14 

clarifies the process of allocating and 

measuring revenue with respect to 

multiple deliverable contracts that 

include embedded and non-embedded 

software. Upon adoption of such 

standards for financial statement 

purposes, the taxpayer began using 

the new financial statement method to 

determine the extent to which advance 

payments are included in gross 

income under Rev. Proc. 2004-34.  No 

accounting method change was filed. 

The IRS referred to § 446(e) and 

§1.446-1(e)(2)(i), which generally 

require that a taxpayer that changes 

its method of accounting on which it 

regularly keeps its books must, before 

computing taxable income under the 

new method, secure the consent of the 

Commissioner.  Section 15.11 of the 

Appendix of Rev. Proc. 2011-14 

clarifies that a taxpayer that 

previously elected to defer advance 
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payments under Rev. Proc. 2004-34 is 

required to obtain consent under 

§446(e) if the taxpayer subsequently 

changes the way in which advance 

payments are recognized for financial 

statement purposes and the taxpayer 

wishes to use its new book method in 

determining the extent to which 

advance payments are included in 

gross income under Rev. Proc. 2004-

34.   

Accordingly, in the instant situation, 

the taxpayer was required to obtain 

consent to use its new book method in 

determining the extent to which 

advance payments are included in 

gross income under Rev. Proc. 2004-

34 by following the automatic consent 

procedures of Rev. Proc. 2011-14 

unless otherwise prohibited from 

doing so.  

Removing limit on 
deduction for interest 
on debt is not a change 
in accounting method  

In ILM 201202021, the IRS 

determined that removing the 

limitation on the deduction for 

interest on certain indebtedness under 

§163(j) does not qualify as a change in 

accounting method under §446.  The 

decision is supported by the fact that 

the elimination of the limitation could 

have a permanent impact on lifetime 

income.   

The taxpayer, the parent corporation 

of a U.S. affiliated group that files a 

consolidated federal income tax 

return, was jointly owned, indirectly, 

by foreign entities. The foreign entities 

also owned a separate foreign entity 

that provided loans to the taxpayer 

and other members of the taxpayer's 

affiliated group. The taxpayer 

inadvertently believed the foreign 

entity from which it had received 

loans from was a related party for 

purposes of §163(j), thereby limiting 

its deduction for interest on the debt. 

The taxpayer carried the disallowed 

interest deductions to its succeeding 

tax years.  

Upon examination, the taxpayer 

determined that the foreign affiliate 

from which it had received the loans 

was not considered a related party 

under §267(b) for purposes of 

applying the §163(j) limitation. 

Therefore, the taxpayer was not 

required to limit its interest deduction 

under §163(j), and in subsequent tax 

years, the limitation would not be 

applied. 

The issue considered in the ILM 

involved whether the removal of the 

§163(j) limitation would be considered 

a change in method of accounting.  In 

this case, the IRS stated that the 

taxpayer did not change its deduction 

for interest on certain debt or the 

treatment of such item, but instead 

changed the limitation placed upon 

that specific item.  Because §163(j) 

does not provide a way to ensure that 

in every situation a taxpayer will enjoy 

the interest deductions that it had 

been denied in one taxable year and 

had been required to carry forward to 

succeeding taxable years, it is possible 

that portions of the disallowed 

interest may never give rise to a 

deduction.  Therefore, the IRS 

concluded that the removal of the 

limitation on the taxpayer's interest 

deduction enabled the taxpayer to 

recognize the full amount of interest 

on certain indebtedness in a given 

taxable year, thereby permanently 

changing the taxpayer's lifetime 

income.  As such, the removal of the 

limitation was not merely a change in 

the timing of an item of income or 

expense and therefore was not 
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considered to be a change in method 

of accounting under Treas. Reg. 

§1.446-1(e)(2)(ii)(b). 

Damages recovered 
from interference with 
target purchase treated 
as return of capital 

In PLR 201152010, the IRS National 

Office ruled that a settlement payment 

arising from the acquisition of a target 

was directly related to the cost of the 

acquisition and therefore represented 

a nontaxable return of capital as 

opposed to taxable income to the 

plaintiff.  

The taxpayer entered into a binding 

agreement with the target, a unit 

investment trust, to acquire all of the 

target's net assets for a substantial 

premium over the trading price. A 

third party attempted to enter into a 

contract with the target after the 

taxpayer had agreed to an acquisition 

price with the target.  Following the 

interference, the taxpayer, unable to 

complete the transaction set forth in 

the original agreement, was required 

to amend the original agreement to 

increase its purchase price.  The 

taxpayer ultimately sued for, and 

received in settlement, a recovery of 

the increased purchase price from the 

third party.  

In determining how the damages 

should be taxed, the IRS examined the 

fact that the Trial Court's calculation 

of damages was based directly on the 

increased purchase price caused by 

the third party's interference with the 

taxpayer's capital investment.  Under 

Arrowsmith v. Commissioner, 344 

U.S. 6 (1952), when a subsequent 

event is so integrally related to a prior 

event that the events are in effect part 

of the same transaction, the tax 

consequences of the subsequent event 

should be determined by reference to 

the prior event.  The IRS, based on 

Arrowsmith, applied the "origin of the 

claim" doctrine, and determined that 

the settlement payment related to the 

overall capital transaction.  Thus, the 

settlement payment was determined 

to be a nontaxable return of capital to 

the extent of the taxpayer's basis. 

Recent Cases 

Tax Court addresses 
prepaid service contract 
issues 

In addressing the proper year for 

claiming certain deductions, the Tax 

Court in Caltex Oil Venture v. 

Commissioner focused on the 

economic performance requirement of 

§461(h) and the regulations 

thereunder and considered whether 

the 3 1/2-month rule may apply. 

Caltex, an accrual-basis partnership, 

entered into a "turnkey" contract in 

December 1999 for another party to 

drill two oil and gas wells. Site 

preparation and other activities 

occurred in 1999, but actual drilling 

did not commence within 90 days 

after the end of that year, as was 

specified in the contract. Caltex 

claimed on its 1999 federal income tax 

return a deduction for the full amount 

paid under the contract as intangible 

drilling costs (IDCs). The IRS issued 

an adjustment on the basis that Caltex 

was not permitted the IDC deduction 

because the economic performance 

requirement had not been satisfied.  

The Tax Court agreed with the IRS 

that under the general rule of §461(h), 

the IDCs did not satisfy the economic 

performance requirement, but 

considered whether any exception to 
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the general rule applied. First, the 

court determined that Caltex was not 

entitled to the special timing rule of 

§461(i)(2)(A) (the "90-day rule"). 

Under that rule for oil and gas tax 

shelters,  a taxpayer may deduct IDCs 

in full prior to economic performance 

if "drilling of the well commences" 

within 90 days after the close of the 

tax year in which the taxpayer prepaid 

the IDCs and for which the taxpayer is 

seeking to claim the deduction.  

The court next considered whether 

Caltex was entitled to a partial 

deduction for IDCs for 1999 under the 

3 1/2-month rule, which allows a 

taxpayer to treat the economic 

performance requirement as having 

been met at the time of the 

prepayment if the taxpayer reasonably 

expected the services to be provided 

within 3 1/2 months after the date of 

payment. The IRS asserted that the 3 

1/2-month rule could not be invoked, 

arguing that under a non-severable 

contract all the services called for 

must reasonably be expected to be 

performed within the required time. 

Caltex, however, contended that it was 

entitled to a deduction for the portion 

of the contracted services that was 

reasonably expected to be performed 

within 3 1/2 months of payment.   

The Tax Court concluded that the 3 

1/2-month rule contemplates that all 

the services called for under an 

undifferentiated, non-severable 

contract must be provided with 3 1/2 

months of payment.  Because the 

court held that the contract at issue 

was a non-severable contract and that 

Caltex did not reasonably expect all 

services to be performed within 3 1/2 

months of payment, Caltex was not 

entitled to utilize the 3 1/2-month rule 

and could not treat the economic 

performance requirement with respect 

to any of the services due under the 

contract as having been met in 1999. 

Tax Court rules that 
taxpayer is bound by 
original price allocation 

In Peco Foods v. Commissioner, TCM 

2012-18, the Tax Court concluded that 

the purchase price allocations agreed 

to by the buyer and the seller in 

connection with a taxable asset 

acquisition could not be modified 

subsequent to the transaction. 

Peco acquired the assets of two 

poultry processing plants from two 

different sellers.  Both purchase 

agreements contained detailed 

schedules, supported by third party 

appraisals, allocating the purchase 

price among different asset classes 

“for all purposes (including financial 

accounting and tax purposes).”  

The buyer subsequently performed a 

cost segregation study for the newly 

acquired plants to determine the 

extent to which property that was 

originally classified as §1250 property 

should be reclassified to §1245 

property.  The court determined the 

taxpayer's request to change the 

classification of the assets for tax 

purposes was not permissible as the 

buyer was bound by the allocations 

contained in the original agreements. 

Section 1060 prescribes the allocation 

of the buyer’s purchase price to those 

purchased assets where assets 

constituting a trade or business are 

transferred and the overall basis is 

determined by reference to the 

consideration paid.  Section 1060(a) 

provides that "if in connection with an 

applicable asset acquisition, the 

transferee and transferor agree in 

writing as to the allocation of any 
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consideration, or as to the fair market 

value of any of the assets, such 

agreement shall be binding on both 

the transferee and transferor unless 

the Secretary determines that such 

allocation (or fair market value) is not 

appropriate."   Therefore, once the 

parties to the acquisition agree in 

writing, that agreement is “binding” 

on the buyer and the seller.  
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