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Did you know…? 

 
IRS updates Form 3115 
instructions 
 

The IRS has recently revised the 

instructions to Form 3115, Application 

for Change in Accounting Method. 

Although the instructions have been 

updated (dated as revised March 

2012), Form 3115 itself remains 

unchanged (i.e., the December 2009 

version is still current). Among the 

changes to the Form 3115 instructions, 

the following items are of particular 

note: 

 The revised instructions indicate 

that there is now a special page for 

Form 3115 on the IRS website 

(irs.gov), where information about 

any future developments affecting 

Form 3115 will be posted, located 

at www.irs.gov/form3115. 

 The revised instructions clarify 

and emphasize that a separate 

Form 3115 is required for each 

separate and distinct trade or 

business of each corporation or 

other entity, even if the requested 

change is to be used by all 

separate and distinct trades or 

businesses of that entity.  Note: 

this instruction is subject to the 

overall rule permitting all of the 

Forms 3115 for the separate trades 

and businesses of a corporation, 

and for all of the corporations of a 

consolidated group, to file on one 

form and to pay a reduced user fee 

for non-automatic method 

changes.   

 The revised instructions suggest 

that if an applicant filed a 

Schedule M-3 with its last tax 

return or expects to file a Schedule 

M-3 with its next return, such 

applicant needs to indicate 

whether the proposed method 

change is related to its adoption of 

IFRS for financial statement 

purposes. 

 The revisions include an update to 

the instructions for line 25 related 

to §481(a) adjustments, 

supporting the position that a net 

§481(a) adjustment needs to take 

into account "all relevant 

accounts." The line 25 

instructions also add an example, 

highlighting the fact that the net 

§481(a) adjustment needs to 

account for the proposed method 

change's impact on all accounts--

e.g., UNICAP.  

 Since this is the first update to the 

revised instructions since Rev. 

Proc. 2011-14 was issued, the 

revised instructions add a list of 

method changes that have been 

added by Rev. Proc. 2011-14 and 

by other IRS guidance issued 

subsequent to its release. 

 Finally, the revised instructions 

also address the new automatic 

accounting method changes added 

by recently issued Rev. Proc. 

2012-19 and Rev. Proc. 2012-20 

related to the repair regulations. 

Other Guidance 

Energy-generating 
property passes tests 
for bonus depreciation 

The IRS recently issued PLR 

201214003, which concludes that 

certain self-constructed property 

qualifies for the 50-percent additional 

first-year depreciation deduction 

("bonus depreciation") under 

http://www.irs.gov/form3115
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§168(k)(1) and that some components 

of the property may qualify for 100-

percent bonus depreciation if a proper 

election is made.  The most notable 

aspect of the PLR is the analysis of 

when a taxpayer "incurs" costs for 

purposes of applying the 10-percent 

safe harbor rule under Treas. Reg. 

§1.168(k)-1(b)(4)(iii)(B)(2). 

In PLR 201214003, a taxpayer entered 

into a written binding contract with 

another party under which the other 

party was to construct -- on a lump 

sum, fixed-price, turnkey basis -- two 

electric generating units (separately 

referred to as "Unit 1" and "Unit 2"). 

The contract was signed and 

construction of the property began 

prior to January 1, 2008. Pursuant to 

the terms of the contract, the taxpayer 

made payments in accordance with 

the payment schedule based on 

payment events. Additionally, the 

contract was subject to numerous 

change orders, one of which resulted 

in the parties entering into a 

settlement agreement regarding the 

contract price and turnover dates for 

the units.  

For purposes of applying the bonus 

depreciation provisions under 

§168(k)(1)(A), the IRS first 

determined whether the property was 

self-constructed property. The IRS 

concluded that the units were self-

constructed property because the 

taxpayer entered into a written 

binding contract under state law 

before construction of the units 

commenced.  Although the contract 

was subject to a number of change 

orders, the IRS concluded that the 

changes were insubstantial to the 

terms of the contract; therefore, the 

contract continued to be binding at all 

pertinent times for purposes of 

§168(k).   

The IRS then addressed whether the 

taxpayer met the acquisition 

requirement for such property. For 

self-constructed property, property is 

acquired when manufacture, 

construction, or production of the 

property begins (i.e., when physical 

work of a significant nature begins). 

Under the safe harbor method 

described above, 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 noted that because 

the term "incurred" is neither defined 

nor given any special meaning in 

§168(k), the regulations thereunder or 

legislative history, the determination 

of when an accrual basis taxpayer has 

incurred more than 10-percent of the 

total cost of the property is made in 

accordance with §461 (i.e., the "all 

events" test and economic 

performance).  

The determination of whether a 

contract is for the provision of 

property or the provision of services is 

a critical factor in determining when 

economic performance occurs under 

§461. The regulations under §461 

provide that if a liability arises out of 

the provision of services or property to 

the taxpayer by another person, 

economic performance occurs as the 

services or property is provided. 

Generally for a contract under which 

services are to be provided to a 

taxpayer, economic performance 

occurs as the services are provided.  

This may result in a taxpayer 

incurring costs over a period of time. 

Alternatively, if a contract is for the 

provision of property, economic 

performance occurs as the property is 

provided to the taxpayer, which may 

occur when the taxpayer takes title to 
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the property in accordance with the 

terms of the contract. 

In the instant case, the taxpayer 

represented that under its current 

method of accounting, economic 

performance occurs as the property is 

accepted by the taxpayer. Thus, the all 

events test was satisfied and economic 

performance occurred on the turnover 

date, as defined under the contract, 

which was after January 1, 2008.  

Ultimately, the IRS ruled that both 

Unit 1 and Unit 2 were qualified 

property under §168(k) and that the 

taxpayer satisfied the 10-percent safe 

harbor rule.  Therefore, the taxpayer 

was eligible to claim bonus 

depreciation on the assets. 

Amounts paid to 
acquire wind energy 
facilities won't be 
allocated to power 
purchase agreements 

In PLR 201214007, the IRS concluded 

that where a taxpayer acquired wind 

energy facilities subject to facility-

specific power purchase agreements 

(PPAs), no portion of the purchase 

price should be allocated to the PPAs, 

and the purchase price of the wind 

energy facilities attributed to such 

PPAs should be taken into account in 

determining the adjusted basis of the 

wind energy facilities.  

The taxpayer acquired a holding 

company whose assets consisted of all 

the interests of disregarded entities 

and partnerships.  The acquired 

entities owned and operated, or were 

in the process of constructing, wind 

energy facilities that it intended to 

own and operate. Prior to the date of 

the transaction, the acquired entities 

entered into PPAs. The PPAs were 

agreements for the selling entity to sell 

some or all of the output of its wind 

facilities to a third party. Each PPA 

was specific to a wind energy facility. 

Therefore, the purchaser of the PPA 

could not satisfy the terms of the 

agreement without the wind energy 

facility to which it relates. For 

financial statement purposes, the 

taxpayer attributed value to the PPAs 

separate and apart from the wind 

energy facilities. The taxpayer sought 

guidance from the IRS as to whether 

any of the purchase price should be 

attributed to the PPAs or whether the 

amounts allocable to the PPAs should 

be taken into account in determining 

the basis of the wind energy facilities. 

In reaching its conclusion, the IRS 

referenced §§167(a) and 167(c). Under 

§167(c), if property is acquired subject 

to a lease, no portion of the value is 

allocable to the leasehold interest. The 

ruling doesn't appear to rely on 

§167(c)(2) directly but analogizes the 

taxpayer's situation to these rules 

based on material representations. 

The IRS reasoned that where each 

PPA could only be satisfied by a 

specific facility, the PPAs themselves 

retained no value separate from their 

respective specified wind facilities. 

Because the PPAs were inextricable 

from the property to which they relate, 

the IRS concluded that the portion of 

the purchase price of the wind energy 

facility attributable to that facility-

specific PPA should be taken into 

account as part of the basis of the 

wind energy facility for depreciation 

purposes. 

This ruling has positive implications, 

as the PPAs would have been 

amortizable under §197 if treated 

separately. However, when treated as 

a wind energy facility, the PPAs can be 

depreciated over 5 years. 

Furthermore, this can increase the 
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basis of the wind energy facility, which 

is often given favorable treatment, for 

example, for the direct federal grant 

program under §1603. Additionally, 

for taxpayers that have not taken 

advantage of §1603, the increased 

basis increases the value of the 30-

percent investment tax credit 

available under §48. 

Letter granted to revoke 
election not to deduct 
bonus depreciation 

The IRS ruled in PLR 201214005 that 

a corporation in a loss position that 

inadvertently made an election not to 

deduct bonus depreciation under 

§168(k)(2)(D)(iii) could revoke its 

election under Treas. Reg. §1.168(k)- 

1(e)(7)(i). 

The taxpayer, a C corporation using 

the accrual method of accounting, had 

been in a loss position for several 

years and had historically elected to 

forgo the additional first year 

depreciation. During the A taxable 

year, the taxpayer placed in service 

qualified property as defined in 

§168(k)(2), before the application of 

§168(k)(2)(D)(iii).  In addition, for the 

A taxable year, the taxpayer made an 

election to apply §168(k)(4) and 

claimed refundable tax credits for 

unused research tax credits.  Due to 

an oversight by the taxpayer’s tax 

professional, the election under 

§168(k)(2)(D)(iii) was inadvertently 

made. The taxpayer was unaware of 

the ordering rules for applying 

elections under § 168(k) as provided 

by Rev. Proc. 2008-65. 

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

a taxpayer may elect not to deduct the 

additional first year depreciation for 

any class of property placed in service 

during the taxable year.  Treas. Reg. 

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

election may be revoked only with the 

written consent of the Commissioner. 

Upon review of the facts, the IRS 

concluded that because the taxpayer 

relied upon a qualified tax 

professional to prepare its tax return 

completely, the taxpayer was 

permitted to revoke the election not to 

deduct any the additional first year 

depreciation under Treas. Reg. § 

1.168(k)-1(e)(7)(i).  By revoking this 

election, the taxpayer could apply 

§168(k)(4) to claim refundable credits 

for its unused research tax credits.  

Losses from investment 
funds used to operate 
Ponzi scheme are theft 
losses 

In ILM 201213022, the IRS concluded 

that taxpayers' losses from investment 

funds used to operate a Ponzi scheme 

were theft losses for purposes of §165, 

even though the taxpayers invested 

through individuals other than the 

primary perpetrator of the scheme. 

The taxpayers are a husband and wife 

who invested in funds managed 

indirectly by fund managers based on 

fictitious claims published in an 

investment newsletter as to the Ponzi 

scheme perpetrator's qualifications as 

a money manager. The fund managers 

hired the perpetrator to serve as an 

investment advisor to the funds that 

the taxpayers were invested in. When 

later indicted, the perpetrator of the 

scheme pled guilty to charges of 

securities fraud, mail fraud, and wire 

fraud. The IRS exam team agreed that 

the taxpayers, indirectly or directly, 

were victims of a Ponzi scheme but 

questioned whether the taxpayers 

lacked the required privity with the 

scheme's perpetrator in view of the 
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fact that the taxpayers were invested 

through the fund managers rather 

than directly with the perpetrator.  

In evaluating the issue, the IRS 

considered cases in which the Tax 

Court had addressed the lack of privity 

between victims and perpetrators and 

found that typically those cases 

involved taxpayers purchasing stock 

or securities on the open market. In 

those cases, the courts found that the 

taxpayers were not entitled to a theft 

loss because there was no criminal 

intent on the part of the perpetrators 

to deprive the taxpayers of their 

property.  

A case with more comparable facts to 

that of the taxpayers' situation was 

Jensen v. Commissioner, T.C. Memo 

1993-393, where the taxpayers' 

interests were not purchased on the 

open market, but rather from a 

business associate or a conduit to the 

scheme. The Tax Court held that there 

was no requirement that the investor 

have direct contact with the entity in 

which he was investing and that the 

associate acted as a conduit for the 

taxpayers' fund because the taxpayers' 

gave the associate their funds for the 

sole purpose of investing in the 

scheme through him.  

Accordingly, the IRS found that the 

taxpayers directly invested in the 

funds that the perpetrator used to 

operate the Ponzi scheme and that the 

fund managers' role does not deprive 

the taxpayers of privity with the 

perpetrator. For that reason, the IRS 

concluded that the theft losses were 

deductible by the taxpayers under 

§165. 

 

Conversions of 
underperforming slot 
machines are 
deductible 

The IRS determined in ILM 

201213023 that amounts incurred by a 

taxpayer for video and reel slot 

machine conversions were not capital 

expenditures under §263(a) but were 

better characterized as routine 

maintenance expenses deductible 

under § 162. 

The taxpayer is in the business of 

operating numerous casinos which 

offer slot machines for the 

entertainment of its patrons. The slot 

machines consist of reel and video 

machines purchased from third 

parties and are characterized as 7-year 

property under MACRS.  Each slot 

machine contains software used to 

establish the unique characteristics, 

graphics and sounds of its games. The 

amount of revenue generated by a slot 

machine is partly based on the 

number of plays over a specific period, 

which will depend on a number of 

factors, including the game's theme, 

promotions and advertising of the 

machine, and the popularity of the 

machine's games.  If the daily revenue 

generated by a slot machine drops 

below the range of anticipated 

revenue, the taxpayer often performs a 

slot conversion, which includes 

purchasing a slot conversion kit from 

the manufacturer, taking the machine 

"offline", and performing 

approximately 2 hours of conversion 

procedures. The economic useful life 

of a conversion kit is generally 9 to 24 

months. 

Section 263(a) and regulations 

provide that no deduction is allowed 

under §162 for ordinary and necessary 
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expenses in any trade or business, 

paid for permanent improvements or 

betterments made to increase the 

value of any property, substantially 

prolong the useful of property, or 

adapt the property to a new or 

different use. When determining 

whether costs incurred for work 

performed on the property increases 

the value of the property or prolongs 

its useful life, both the IRS and courts 

have consistently applied the standard 

that a cost constitutes a capital 

expenditure if it materially enhances 

the value, use, life expectancy, 

strength, or capacity of the property as 

compared with the status of the 

property prior to the condition 

necessitating the expenditure. 

Under this analysis, the IRS 

concluded three key points. First, 

while a slot machine conversion 

refreshes the appearance of the 

machine and updates the manner and 

modes of play to reflect current trends 

and standards, the conversion does 

not materially add value in the 

taxpayer's business compared to the 

value of the machine either when it 

was first placed on the casino floor or 

immediately after its last conversion. 

Second, a conversion does not 

substantially prolong the useful life of 

the machine beyond the economic 

useful life anticipated when the 

taxpayer placed the slot machine into 

service. Third, a slot machine 

conversion does not adapt the 

machine to a new or different use. 

Although the conversion makes the 

converted machine more attractive for 

marketing purposes, the use of the 

machine in the taxpayer's business is 

consistent with the use anticipated for 

a slot machine when placed in service. 

Therefore, the amounts incurred by 

the taxpayer for slot machine 

conversions were not required to be 

capitalized under §263(a) but rather 

were deductible under §162. 

IRS issues guidance on 
fractional aircraft 
ownership program fuel 
surtax 

The IRS recently issued Notice 2012-

27, which provides guidance related to 

the application of the surtax imposed 

by § 4043 on fuel used in fractional 

aircraft ownership programs. A 

fractional ownership aircraft program 

is a system of aircraft ownership and 

exchange that involves a single 

program manager that manages a fleet 

of aircraft on behalf of fractional 

owners. The program allows owners to 

fly on any of the aircraft in the 

program's fleet regardless of whether 

the owner has ownership in the 

specific aircraft in which he flies. 

The surtax imposed is 14.1 cents per 

gallon for fuel used in a fractional 

program aircraft after March 31, 2012, 

in addition to any other taxes imposed 

on the removal, entry, use, or sale of 

fuel. If the § 4043 surtax is imposed, 

however, the flight will not be 

considered a commercial aviation 

flight for purposes of the tax imposed 

by § 4081. Further, the surtax is in lieu 

of the transportation tax of 7.5% and 

6.25% imposed by §§ 4261 and 4271, 

respectively. The surtax is not 

applicable when fractional program 

aircraft is used for flight 

demonstration, maintenance, or crew 

training. As such, for purposes of the 

fuel tax imposed by § 4081, the flight 

will once more not be considered 

commercial aviation and instead taxed 

at the noncommercial aviation rate for 

kerosene of 21.9 cents per gallon. 

The fractional ownership program 

manager, previously secondary liable 
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for collecting the tax, is now 

responsible for the reporting on Form 

720, "Quarterly Federal Excise Tax 

Return" as well as making 

semimonthly deposits of tax by the 

last day of the month following the 

quarters. The cost will likely be passed 

on to the owners of the fractional 

interest programs. 
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