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Did you know…? 
 
90-day window 
available for filing Form 
3115 
 
January 1, 2012 is an important date 
for many calendar-year taxpayers, as 
it marked the opening of the "90-day 
window" within which those that have 
been under exam by the Internal 
Revenue Service (IRS) for all of 2011 
may now voluntarily file an 
accounting method change.  

The 90-day window period provides 
such taxpayers an opportunity to file a 
Form 3115, Application for Change in 
Accounting Method, without first 
securing the consent of the IRS 
director (or his delegate, which 
generally is the revenue agent). The 
90-day window often is the only viable 
option for taxpayers to change from 
an improper method of accounting 
because it is typically not prudent to 
request director consent and alert the 
IRS to the improper method. 
Moreover, taxpayers wanting to 
change from a proper method also 
may want to file in the 90-day window 
to avoid the sometimes time-
consuming task of seeking director 
consent. Accordingly, calendar-year 
taxpayers under exam should consider 
the opportunity to file any desired 
Forms 3115 during the 90-day period 
ending March 30, 2012. 

IRS publishes revised 
Form 2848 

The IRS recently published a new 
version of Form 2848 (Power of 
Attorney and Declaration of 
Representative). One of the several 
changes to the form is a new 
designation for Registered Tax Return 
Preparers (RTRPs). In addition, the 

new version now requests the 
representative’s Preparer Tax 
Identification Number (PTIN) and 
license or certificate number.  The IRS 
has stated that it will disregard any 
Form 2848 filed with them that is not 
on the October 2011 revision. 

Top five fringe benefit 
issues impacting 
taxpayers 

The tax rules relating to fringe 
benefits can be tricky to navigate and 
mistakes may be particularly difficult 
to address because they could affect 
the personal tax liabilities of 
employees. The following five 
questions can help identify key fringe 
benefit issues that may need to be 
considered.  

1) Are company aircraft used for 
personal travel? 

Companies that own aircraft that are 
used less than 100 percent for 
business must compute the value of 
the personal use to determine the 
amount of the deduction disallowance 
for aircraft expenses and to impute 
income to employees.  Companies 
need to consider (1) which flights may 
properly be considered business use; 
(2) how to calculate the value of 
personal use; and (3) when to include 
the compensation amount in 
employee's income.  

2) Do spouses accompany employees 
on business trips? 

The fair market value of travel 
provided by an employer for travel of 
a spouse, dependent, or other 
individual accompanying an officer or 
employee on business travel is 
generally includible in the income of 
the officer or employee.  If the 
employer treats the travel expenses as 
such, the expenses are deductible by 
the employer as compensation.  In 
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contrast, the fair market value of 
travel provided by an employer may 
be excludable as a working condition 
fringe benefit if it can be adequately 
shown that the accompanying 
individual's presence on the trip has a 
bona fide business purpose (the 
business relationship test); in this 
situation the employer generally does 
not get a deduction for the travel 
expenses.     

3) Do employees travel away from 
home for work? 

Many companies employ an 
increasingly mobile workforce in 
which employees are given temporary 
job assignments away from home.  
Travel expenses connected with and 
the cost of meals and lodging at a job 
or assignment away from the 
taxpayer's home that is a temporary 
(as distinguished from a permanent, 
long-term, indefinite, or 
indeterminate) job or assignment are 
deductible.  Determining whether a 
job away from a taxpayer's home is 
“temporary” can be complicated and 
depends on the specific circumstances 
as well as a number of factors, 
including classification by the 
employer, proof as to the employer's 
policy, the possibility of layoffs or 
transfers, or a determined intent by 
taxpayer to leave the job. Successive 
or renewable jobs or assignments and 
breaks in service also make the 
determination more complex. Because 
the tax implications for the company 
and its employees may be significant, 
companies should structure 
temporary job assignments carefully 
to avoid unintended consequences. 

4) Are trips awarded to employees 
for attaining performance goals? 

Companies sometimes reward sales 
personnel or other employees that 
reach performance goals by providing 
expense paid trips to resorts or 
desirable locations.  The deductibility 

of expenses under Section 162(a)(2) 
related to such travel depends on 
whether the trip was sufficiently 
related to the pursuit of a trade or 
business. In addition, business-related 
travel would not be includable in an 
employee's gross income. The 
determination of whether an award 
trip is business related depends on 
each company's specific facts and 
circumstances. Businesses that plan 
these types of trips carefully may be 
able to avoid treatment as a benefit 
taxable to employees.  

5) Are cell phones provided to 
employees? 

The IRS has provided guidance 
indicating that employers can provide 
cell phones and similar 
telecommunications equipment to 
employees on a nontaxable basis if the 
devices are provided primarily for 
noncompensatory business reasons.  
The guidance applies to "cell phones 
and similar telecommunications 
equipment," which generally is 
thought to include devices such as 
iPhones and BlackBerries. Whether 
the same treatment extends to tablet 
devices, such as iPads, is unclear; 
however, IRS officials recently made 
informal statements indicating that 
tablets could be considered "similar 
communications equipment" under 
Notice 2011-72. 

Taxpayers should 
consider state tax 
implications when filing 
Form 3115 

Taxpayers filing accounting method 
changes requesting permission to 
change a method of accounting for 
federal income tax purposes should 
also consider whether there may be 
any state tax implications associated 
with filing a Form 3115.  For example: 
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 ID, IN, KY, MS, NE, and NY 

require that the federal 
consent form to be attached to 
the state return.  

 AR, CT, IA, NJ, and SC 
require notification once 
consent is received.   

 AL does not permit a 4-year 
spread of positive 481(a) 
adjustments  

 NM requires that state 
consent be obtained prior to 
filing the Form 3115.   

Taxpayers should consult with their 
state tax advisors to ensure that any 
state requirements associated with a 
change in method of accounting for 
federal income tax purposes are 
satisfied.   

Other Guidance 

IRS publishes long-
awaited tangible 
property repair 
regulations 

 The IRS recently published proposed 
and temporary regulations under 
section 263(a).  Although the 
temporary regulations adopt many of 
the principles in the 2008 proposed 
regulations (the proposed 
regulations), the temporary 
regulations create new rules that are 
significantly different relative to prior 
law and the proposed regulations.  

The temporary regulations generally 
are effective for tax years beginning on 
or after January 1, 2012, and generally 
require a section 481(a) adjustment 
when a taxpayer makes an accounting 
method change to comply with the 
temporary regulations.  

"De minimis" or "minimum 
capital" rule  

The temporary regulations continue to 
provide the de minimis rules 
established by the proposed 
regulations, with two main exceptions. 
First, for acquired property, the 
temporary regulations continue to 
include a de minimis rule under which 
a taxpayer may expense the cost of 
acquired property that does not 
exceed a certain dollar threshold. 
However, the regulations provide a 
revised "ceiling" threshold that the 
aggregate of such amounts paid 
cannot exceed. Further, the temporary 
regulations do not permit a taxpayer 
without an applicable financial 
statement to avail itself of the de 
minimis rule.  

Unit of property (UOP)  

The temporary regulations 
significantly modify the UOP rules 
with respect to a building and its 
structural components. Specifically, 
the temporary regulations provide 
separate UOP rules for buildings 
(including structural components 
thereof) and major building systems 
(e.g., a HVAC system, an electrical 
system, and a security system) when 
the building and the major building 
systems are treated as separate UOPs. 
Additional UOP rules are provided for 
plant property (based on a major and 
discrete function), machinery and 
equipment (generally based on a 
functional interdependence test), and 
leasehold improvements. The 
temporary regulations provide that 
the same UOP is used for repair and 
retirement purposes. In addition, the 
temporary regulations require a 
taxpayer that replaces a major 
building system to capitalize the cost 
of the replacement system, but allows 
the taxpayer to deduct the remaining 
basis of the system that is disposed of.  

The leasehold improvement rules are 
new to the temporary regulations and 
address many questions left 
unanswered by the proposed 
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regulations. In general, the temporary 
regulations provide that in the case of 
a taxpayer that is a lessee of all or a 
portion of a building, the UOP is each 
building and its structural 
components or the portion of each 
building and structural components 
subject to the lease. The temporary 
regulations provide several examples 
to illustrate these new rules.  

Removal costs  

Under the temporary regulations, the 
costs of removing a component of a 
UOP must be capitalized if they 
directly benefit or are incurred by 
reason of an improvement to a UOP. 
However, the temporary regulations 
maintain the prior-law rule that the 
costs of removing an entire UOP may 
be currently deductible.  

Appropriate Comparison  

When a particular event necessitates 
an expenditure, a taxpayer must 
compare the condition of the UOP 
immediately following the 
expenditure to the condition of the 
property immediately prior to the 
circumstances that necessitated the 
expenditure.  

For normal wear and tear (including 
pre-existing defects), the appropriate 
comparison is to the condition after 
the last correction of normal wear and 
tear. In the case of a taxpayer that has 
not previously corrected the effects of 
normal wear and tear, the appropriate 
comparison is to the condition of the 
property when such property was 
placed in service.  

Betterments  

The temporary regulations retain the 
criteria necessary to determine 
whether an amount paid results in a 
betterment, and thus in a capitalizable 
improvement. Specifically, an amount 
paid will result in a capitalizable 

betterment if such amount 
ameliorates a material condition or 
defect, results in a material addition to 
the UOP, or results in a material 
increase in capacity, productivity, 
efficiency, strength, or quality of the 
UOP. A betterment is determined 
based on facts and circumstances. 
Replacements with comparable parts 
do not necessarily result in 
capitalization.  

Substantial increase in life  

The temporary regulations maintain 
the capitalization requirement for 
amounts paid for the replacement of a 
part or combination of parts that 
comprise a major component or a 
substantial structural part of a UOP. 
However, the temporary regulations 
replace the 50-percent threshold 
standards in the proposed regulations 
with a facts-and-circumstances 
approach as used by the courts, 
including the quantitative or 
qualitative significance of the part or 
combination of parts in relation to the 
UOP.  

Plan of rehabilitation doctrine  

The temporary regulations retain the 
general rule from the proposed 
regulations that repairs and 
maintenance costs that do not directly 
benefit, and that are not incurred by 
reason of, an improvement are not 
required to be capitalized under 
section 263(a), regardless of whether 
the repairs and maintenance are 
performed at the same time as an 
improvement. However, all indirect 
costs, including repair and removal 
costs, are subject to the rules under 
section 263A, and therefore must be 
capitalized if they directly benefit, or 
are incurred by reason of, an 
improvement.  

Routine maintenance safe harbor  
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In general, the temporary regulations 
retain the routine maintenance safe 
harbor from the proposed regulations. 
Accordingly, an amount paid for 
routine maintenance -- e.g., the 
inspection, cleaning, and testing of a 
UOP -- does not improve that UOP. 
However, buildings are excluded from 
the safe harbor.  

Optional regulatory accounting 
method  

A taxpayer that uses a regulatory 
accounting method may use such 
method instead of determining under 
the general rules of section 263(a) 
whether amounts paid to repair, 
maintain, or improve property are 
capital expenditures or deductible 
expenses. This method is available to a 
taxpayer that is subject to the 
regulatory accounting rules of the 
Federal Energy Regulatory 
Commission, the Federal 
Communications Commission, or the 
Surface Transportation Board.  

Casualty Loss  

Despite comments requesting the 
removal of the casualty loss rule, the 
temporary regulations retain this rule. 
The casualty loss rule provides that an 
amount paid to restore a UOP is a 
capital expenditure if it is for the 
repair of damage to the UOP for which 
the taxpayer had properly taken a 
basis adjustment as a result of a 
casualty loss under section 165, or 
relating to a casualty event described 
in section 165.  

By retaining the casualty loss rule, 
however, the temporary regulations 
do not limit a taxpayer’s ability to 
accelerate the recovery of the basis 
through the section165 loss 
provisions. Rather, the temporary 
regulations require a taxpayer to 
capitalize the costs of restoring the 
property, with recovery of such costs 
permitted through depreciation over 

the proper recovery period. The 
temporary regulations, however, do 
include an election allowing a 
taxpayer to forgo the casualty 
deduction and deduct the cost of the 
repair.  

General Asset Accounts  

The temporary regulations make a 
variety of changes to the existing rules 
under section 168(i)(4) for general 
asset accounts, consistent with the 
temporary regulations for MACRS 
property.  

Transition Rules  

The temporary regulations generally 
are effective for tax years beginning on 
or after January 1, 2012, or, when 
applicable, to amounts paid or 
incurred to produce or acquire 
property in a tax year beginning on or 
after January 1, 2012. The temporary 
regulations generally expire on 
December 23, 2014.  

In general, a change to comply with 
the temporary regulations is a change 
in method of accounting made with an 
adjustment under section 481(a). A 
change to the de minimis rule, 
however, is implemented on a cut-off 
basis.  

Two related revenue procedures, 
which are expected to be issued in the 
near future, are expected to provide 
automatic procedures necessary for 
taxpayers to change their method of 
accounting to conform to the 
temporary regulations.  

IRS clarifies treatment 
of certain liabilities 
under the recurring 
item exception  

The IRS recently issued Rev. Rul. 
2012-1, which clarifies whether certain 
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lease and service contract liabilities 
are eligible for the Section 461(h)(3) 
recurring item exception to the 
economic performance requirement.  
Some taxpayers have taken the 
position that these liabilities are 
eligible for the recurring item 
exception in order to accelerate the 
time at which these liabilities may be 
taken into account.  In response to 
these positions, Rev. Rul. 2012-1 
generally concludes that the accrual of 
a liability for financial statement 
purposes over two taxable years (i) 
causes such liabilities to be considered 
material for tax purposes and (ii) 
precludes such liabilities from 
meeting the matching requirement of 
the recurring item exception, unless 
overriding facts or circumstances 
indicate that accrual in the earlier year 
would result in better matching. 

In the first scenario examined by the 
revenue ruling, the taxpayer enters 
into a one-year lease agreement on 
July 1, 2011, for the use of the 
property in its trade or business to 
generate income over the lease term, 
July 1, 2011 through June 30, 2012.  
The agreement requires the taxpayer 
to pay $50,000, the entire balance of 
the lease liability, on July 1, 2011, and 
the taxpayer pays the $50,000 on that 
date.  The taxpayer's financial 
statements account for the lease 
agreement by recognizing the 
$50,000 expense ratably over the one-
year period of the lease.   

Rev. Rul. 2012-1 concludes that 
economic performance occurs with 
respect to the lease payment ratably 
over the period that the taxpayer is 
entitled to use the property.  That is, 
the taxpayer's lease liability is 
incurred over the one-year lease 
period, July 1, 2011 through June 30, 
2012.   

In order for the recurring item 
exception to apply to the lease 
liability, the taxpayer must, among 

other requirements, demonstrate 
either that (i) the lease liability is not 
material or (ii) the accrual of the 
liability in 2011 would result in a 
better matching of the liability with 
the income to which it relates than 
would result from accruing the 
liability based on ratable use of the 
property.  Because the taxpayer's lease 
liability accrues over more than one 
taxable year for financial statement 
purposes under generally accepted 
accounting principles, Rev. Rul. 2012-
1 concludes that the lease liability is 
material for purposes of applying the 
recurring item exception.   

Due to the taxpayer's financial 
statement treatment of the lease 
liability and the fact that the taxpayer 
uses the leased property in its trade or 
business to generate income over the 
period of the lease, the revenue ruling 
also concludes that the accrual of the 
lease liability in a year prior to the 
satisfaction of the economic 
performance will not result in a better 
matching of the liability with the 
related income as compared to 
accruing the liability for the taxable 
year in which economic performance 
occurs.  Therefore, the IRS concluded 
that the recurring item exception did 
not apply. 

The second scenario described in the 
revenue ruling addresses a one-year 
service contract entered into by the 
taxpayer in conjunction with the lease 
agreement with a maintenance 
company unrelated to the lessor of the 
property.  The maintenance service 
contract covers the same period as the 
lease (July 1, 2011, through June 30, 
2012).  Under the terms of the service 
contract, the maintenance company 
will inspect and clean the leased 
property monthly and provide any 
necessary repair and maintenance 
services relating to the normal wear 
and tear or routine maintenance of the 
property.  These services to be 
provided to the taxpayer under the 



 

PwC Accounting Methods Spotlight - January 2012 8 

 
service contract are general services to 
be provided on an ongoing and 
recurring basis.  The taxpayer is 
required to pay $2,400, the entire 
amount of the liability, on July 1, 2011, 
and the taxpayer pays the $2,400 on 
that date.  The taxpayer's financial 
statements account for the service 
contract by recognizing the $2,400 
expense as the services are provided 
over the one-year period of the 
contract.  Lastly, the taxpayer 
reasonably expects that it will enter 
into similar leases and service 
contracts on a recurring basis in the 
future. 

When economic performance occurs 
with respect to the service contract 
liability contemplated in the revenue 
ruling depends on whether the 
liability arises out of the provision of 
services or the provision of a warranty 
or service contract.  If the liability 
arises out of the provision of services, 
economic performance occurs as the 
services are performed ("service 
liability").  In contrast, economic 
performance occurs as payments are 
made in the case of a liability that 
arises out of the provision of a 
warranty or service contract to the 
taxpayer ("payment liability").  Rev. 
Rul. 2012-1 concludes that only 
liabilities that are similar to insurance 
contracts and "characterized by the 
occurrence of a unique or irregular 
circumstances necessitating the repair 
or replacement of property," may be 
treated as payment liabilities.  
Because the services to be provided to 
the taxpayer under the facts of the 
revenue ruling are general services to 
be provided on an ongoing and 
recurring basis rather than in 
"specified circumstances," Rev. Rul. 
2012-1 concludes that the taxpayer's 
service contract liability is a service 
liability, not a payment liability. 

Consistent with the analysis of the 
lease, in order for the recurring item 
exception to apply to the service 

contract liability, the taxpayer must, 
among other requirements, 
demonstrate either that (i) the service 
contract liability is not material or (ii) 
the accrual of the liability in 2011 
would result in a better matching of 
the liability with the income to which 
it relates than would result from 
accruing the liability as the services 
are performed.  Because the taxpayer's 
service contract liability accrues over 
more than one taxable year for 
financial statement purposes under 
generally accepted accounting 
principles, Rev. Rul. 2012-1 concludes 
that the service contract liability is 
material for purposes of applying the 
recurring item exception.   

In addition, because of the treatment 
of the service contract liability on the 
taxpayer's financial statements and 
the fact that the services provided to 
the taxpayer are used in the ongoing 
operation of the taxpayer's trade or 
business to generate income over the 
period of the contract, the revenue 
ruling also concludes that the accrual 
of the lease liability in a year prior to 
the satisfaction of the economic 
performance will not result in a better 
matching of the liability with the 
related income as compared to 
accruing the liability for the taxable 
year in which economic performance 
occurs.  Therefore, the IRS concluded 
that the recurring item exception did 
not apply. 

Taxpayers wishing to change their 
method of accounting to conform to 
any of the holdings in Rev. Rul. 2012-1 
must file a Form 3115 under the 
automatic consent procedures (i.e., 
Rev. Proc. 2011-14).  However, the 
scope limitations do not apply to a 
taxpayer that wants to make the 
change for its first tax year ending on 
or after December 13, 2011, provided 
an issue is not under consideration 
regarding whether all the events have 
occurred that establish the fact of the 
liability. 
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Sale of tax credits 
results in capital gain 

In Chief Counsel Advice (CCA) 
201147024, the IRS concluded that 
the sale of a Massachusetts tax credit 
results in capital gain to the seller 
unless the credit falls within one of the 
exclusions under § 1221(a). In 
addition, the IRS concluded that when 
the credit is used, the buyer must 
recognize apportioned gain if the 
credit is purchased for less than its 
face value. 

According to the memorandum, a 
taxpayer is not deemed to have 
taxable income simply because they 
qualify for a state tax credit. The 
federal tax effect of such a state tax 
credit is normally to reduce any 
deduction for payment of state tax the 
taxpayer may otherwise have had 
under § 164. However, if and when the 
taxpayer transfers that credit to 
another taxpayer for value, the income 
would be recognized as a sale for 
purposes of § 1001. 

In this case, the CCA notes that the 
taxpayer had no basis in the tax credit; 
therefore, the entire amount of 
proceeds received would be taxable 
income.  According to the IRS, the 
resulting gain would be from the sale 
of a capital asset as long as the asset 
did not meet one of the exclusions 
under §1221(a).  

Legal fees incurred in 
connection with ANDA 
process held to be 
capitalized and 
amortized under §197 

In the first of two field attorney advice 
memoranda (FAA 20114703F), the 
IRS held that the legal fees incurred to 
investigate patents and defend against 
patent infringement lawsuits were not 

deductible currently, but were 
required to be capitalized because 
they facilitated obtaining a 
capitalizable intangible, namely an 
abbreviated new drug application 
(ANDA).  In a second FAA (FAA 2011 
4901F), the IRS then determined that 
the ANDA is a §197 intangible and 
thus the capitalized legal fees are 
amortizable over 15 years beginning 
on the date the ANDA is acquired, 
which would be the date the FDA 
approves the ANDA as effective 
(provided the trade or business 
requirement is met).  The second FAA 
further held that the resulting 
amortization deductions would be 
subject to § 263A as a licensing cost 
that was incurred by reason of the 
production of the generic drug. 

IRS provides proposed 
method of accounting 
for OID on credit card 
receivables 

The IRS recently issued Notice 2011-
99, a proposed revenue procedure 
which would allow a taxpayer to use a 
simplified method of accounting to 
allocate original issue discount (OID) 
on a pool of credit card receivables to 
an accrual period. The method 
generally allocates to an accrual 
period an amount of unaccrued OID 
that is proportional to the amount of 
the stated redemption price at 
maturity of the pool that is paid by 
cardholders during the period. The 
method is intended to reduce 
administrative burdens and 
controversy for taxpayers and the IRS 
in computing OID accruals on a pool 
of credit card receivables under § 
1272(a)(6).  

According to the notice, under certain 
assumptions, the proportional method 
is a simplified method of calculation 
that generally produces the same 
results as an implementation of the 
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statutory method. Generally, the 
proposed revenue procedure would 
apply to a taxpayer if: 

 The taxpayer issues credit 
cards allowing cardholders to 
access a revolving line of 
credit.  

 The taxpayer does not treat 
the credit card purchase 
transactions of its cardholders 
as creating debt given for the 
sale or exchange of property.  

 The taxpayer maintains one or 
more pools of receivables with 
respect to the credit cards.  

 In the case of a taxpayer that 
maintains more than one pool 
of credit card receivables, the 
manner in which the pools are 
maintained does not achieve a 
result that is unreasonable.  

The IRS is seeking comments on the 
proposed revenue procedure. 
Consideration will be given to any 
written public comments that are 
submitted on or before March 16, 
2012. 

LB&I issues two 
directives regarding 
telecom and electrical 
industries 

The IRS Large Business and 
International Division (LB&I) issued 
two directives that provide guidance 
to IRS examiners with respect to 
taxpayers in the telecom and electrical 
industries converting previously 
capitalized assets to deductible repair 
expenses.   

LB&I-4-1111-019 provides guidance 
with respect to audits of a taxpayer 
that is eligible to adopt the 
transmission and distribution 

property safe harbor method 
described in Rev. Proc. 2011-43. Rev. 
Proc. 2011-43 discusses a safe harbor 
method for determining whether 
expenditures to maintain, replace, or 
improve electric transmission and 
distribution property must be 
capitalized under§263(a) or are a 
deduction under §162. This revenue 
procedure provides taxpayers with a 
two-year period in which to adopt the 
safe harbor method. 

LB&I-4-1111-020 provides guidance 
on the examination of depreciation 
expense associated with certain 
tangible assets placed in service by 
wireless telecommunications carriers 
that are eligible to adopt the safe 
harbor method of accounting under 
Rev. Proc. 2011-22. 

These memoranda direct IRS 
examiners to discontinue any current 
examination of the conversion of 
previously capitalized assets to a 
deduction for repair expense for years 
ending before December 31, 2010. If 
the taxpayer does not adopt a safe 
harbor method within two years, the 
examiner must follow the guidance for 
years ending on or after December 31, 
2010 (described below). 

For tax years ending on or after 
December 31, 2010, the memoranda 
provide that examiners should first 
determine whether a change in 
accounting method was made to adopt 
a safe harbor method. The examiner 
should also determine whether the 
safe harbor method is consistent with 
the applicable revenue procedure. If 
the taxpayer did not adopt the safe 
harbor method, the examiner should 
perform a risk assessment to 
determine the materiality of the repair 
deduction. If the result is deemed to 
be material, the examiner is instructed 
to examine the deduction using § 
263(a) and corresponding regulations.
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