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New guidance and recent 
court rulings shed light on tax 
accounting issues 
 

 
 

 

Did you know..? 

General Asset Accounts: 
Considerations in preparing 2012 
returns 

 
Under the repairs regulations, inclusion of 
property in a GAA is elective. Taxpayers may 
apply GAA treatment to single assets or groups 
of assets. GAA treatment is not available for 
assets placed in service and disposed of in the 
same year, or for assets used for any personal 
activity. 
 

The assets grouped into GAAs must have the 
same depreciation method, recovery period, 
year placed in service, and convention (same 
month or quarter if mid-month or mid-quarter 
applies).  Assets in a GAA are depreciated 
under MACRS as a single asset. 
 

As a general rule, when a taxpayer disposes of 
property from a GAA, the taxpayer continues 
to depreciate the asset upon disposition. The 
taxpayer recognizes any gain as ordinary 
income in the amount of any proceeds. There 
is no recognition of loss -- the asset is treated 
as having zero basis immediately before the   
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In this month‟s Accounting Methods Spotlight, taxpayers are reminded of general asset account 
considerations in preparing 2012 tax returns, as well as the extension of various depreciation 
provisions, including 50% bonus depreciation and the 15-year recovery period for qualified leasehold 
improvements.  In addition, the IRS published several rulings that shed light on a variety of tax 
accounting method issues, including UNICAP guidance for farmers, guidance as to what constitutes 
an on-site sale for purposes of §263A, and guidance on whether certain billboard displays qualify for 
the §199 deduction.  Further, recent court cases discuss the ability to amortize the cost of a 
repurchased business, reporting  the sale of partnership property under the installment method, and 
LILO transactions. 
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loss, and depreciation of the GAA continues. Thus, for example, electing GAA for a 
building prevents taxpayers from having to account for the disposition of building 
components.  

If a taxpayer has a qualifying disposition (under the repairs regulations, generally any 
disposition that is a recognition event), disposes of all assets in a GAA, or disposes of 
the last asset in the account, then the taxpayer may elect to recognize a loss on the 
disposition by electing out of GAA treatment.  

The election is made in the manner provided for on Form 4562 and its instructions in 
the year the asset or group of assets is placed in service. The election generally is 
irrevocable and is binding for the year in which the election is made as well as for 
subsequent tax years.  

Rev. Proc. 2012-20 permits taxpayers to make a "late" GAA election for property 
placed in service in years prior to 2012 by filing a Form 3115, Application for Change 
in Accounting Method. This late election is available only for a timely filed Form 3115 
for the first or second tax year beginning on or after January 1, 2012.  Thus, taxpayers 
with short taxable years in 2012 must consider now whether to make a late election 
for GAA for their historic depreciable property.  Further, taxpayers must also consider 
now whether to make a timely election for GAA for property placed in service in 2012. 

Favorable depreciation provisions extended 

On January 2, 2013, President Barack Obama signed into law the American Taxpayer 
Relief Act of 2012 (the Act), which includes the extension of 50% bonus depreciation 
to 2013 and the retroactive reinstatement and extension of 15-year straight-line cost 
recovery for 2012 and 2013 for qualified leasehold improvements (QLHI), qualified 
restaurant buildings and improvements (QRP), and qualified retail improvements 
(QRI) (as well as some other specialized depreciation provisions). 

Prior to the Act, bonus depreciation was generally allowed for an amount equal to 
50% of the adjusted basis of qualified property that was acquired and placed in 
service after December 31, 2011, and before January 1, 2013 (before January 1, 2014 
for certain longer-production period and transportation property). The additional 
first-year depreciation applies to both regular tax and alternative minimum tax 
taxpayers, but does not apply for purposes of computing earnings and profits.  
Taxpayers may choose to elect out of additional first-year depreciation for any class of 
property for any tax year. 

The Act now extends the 50% bonus depreciation so that it applies to qualified 
property acquired and placed in service before January 1, 2014 (before January 1, 
2015 for certain longer-production period and transportation property).  The Act also 
retroactively revived and extended through 2013 the rule treating QLHI property as 
15-year property. As a result, qualified leasehold improvement property is eligible for 
50% bonus depreciation deduction if it is placed in service before January 1, 2014. 

The Act also extends for 2012 and 2013 the rule treating QRP as 15-year property and 
the rule treating QRI property as 15-year property. These assets will also be eligible 
for 50% bonus depreciation if they also meet the definition of QLHI property.  
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Other guidance 
IRS modifies UNICAP guidance for farmers 

The IRS recently published Notice 2013-18, which modifies the list of plants that are 
deemed to have a preproductive period in excess of 2 years for purposes of 
determining the applicability of §263A to taxpayers engaged in the farming business.  
Under §263A, a taxpayer in the farming business is generally required to capitalize 
the direct costs and an allocable share of indirect costs of producing real or tangible 
personal property, including the costs of producing animals and plants that are used 
in the farming business.  However, §263A(d) provides an exception to the required 
capitalization of costs under §263A for plants with a preproductive period of 2 years 
or less for qualified taxpayers that are not required to use an accrual method of 
accounting under §447 or §448(a)(3).  In addition, under §263A(d)(3), a qualified 
taxpayer is also permitted to elect to have §263A not apply to the costs of producing 
plants in a farming business (other than citrus or almond trees).  Thus, unless an 
election is made to have §263A not apply in accordance with §263A(d)(3), qualified 
taxpayers generally are required to capitalize the costs of producing plants that have a 
preproductive period in excess of 2 years.   

The determination of whether a plant has a preproductive period in excess of 2 years 
is based on the nationwide weighted average preproductive period for such plants.  In 
Notice 2000-45, the IRS and Treasury Department published a nonexclusive list of 
plants having a nationwide weighted average preproductive period in excess of 2 
years.  This notice provided that raspberry, blackberry, and blueberries (collectively 
“berries”), papaya, almonds, apples, apricots, avocados, cherries, chestnuts, coffee 
beans, currants, dates, figs, grapefruit, grapes, guavas, kiwifruit, kumquats, lemons, 
limes, macadamia nuts, mangoes, nectarines, olives, oranges, peaches, pears, pecans, 
persimmons, pistachio nuts, plums, pomegranates, prunes, tangelos, tangerines, 
tangors, and walnuts have a preproductive period in excess of 2 years.  Note that in 
the case of other plants grown in commercial quantities in the United States, the 
nationwide weighted average preproductive period must be determined based on 
available statistical data.  Notice 2013-18 modifies and supersedes Notice 2000-45 to 
remove raspberry, blackberry, and papaya plants from the list of plants having a 
preproductive period in excess of 2 years.  At the same time that Notice 2013-18 was 
published, the IRS and Treasury Department also published Rev. Proc. 2013-20.  This 
revenue procedure modifies Rev. Proc. 2011-14 and provides procedures for a 
taxpayer to obtain the automatic consent of the Commissioner to change its methods 
of accounting for the production of raspberries, blackberries or papaya plants 
consistent with the guidance provided by Notice 2013-18.  

IRS clarifies on-site sale requirements 

In a legal memorandum (ILM 201302018), the IRS concluded that a sale is an on-site 
sale if the retail customer is physically present at a sales facility at any point during 
the sales transaction for purposes of applying §263A. 

Section 263A and the underlying regulations provide in part that taxpayers must 
capitalize the direct and indirect costs of acquiring property for resale. Indirect costs 
include the costs of purchasing, handling and storing the goods. In general, these 
costs are capitalizable, however, the regulations under § 263A provide an exception 
for handling and storage costs for property sold in on-site sales.  

The IRS used four examples to conclude that a sale was an on-site sale if the customer 
was physically present at the sales facility to select, inspect, purchase, or take 
possession of the goods. 

Example 1: Retail customer physically visits a sales facility to select, inspect and 
purchase goods. The retail customer takes possession of the goods at time of 
purchase. Given that the retail customer was physically present at the sales facility, 
the sale was considered an on-site sale. 
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Example 2: Retail customer physically visits a sales facility to select and inspect 
goods. The customer fills out purchase order agreeing to pay for the goods upon 
delivery. Given that the retail customer was physically present at the sales facility, the 
sale was considered an on-site sale. 

Example 3: Retail customer selects and purchases goods over the internet from a sales 
facility. The customer physically visited the store to inspect and take possession of the 
goods. Given that the retail customer was physically present at the sales facility, the 
sale was considered an on-site sale. 

Example 4 – Retail customer selects goods advertised in a catalog and orders the 
goods by mail from the sales facility. The customer does not physically visit the sales 
facility at any time to select, inspect or take possession of the goods. The purchased 
goods are delivered from the sales facility to the customer. Given that the retail 
customer never physically visited the sales facility at any point during the transaction, 
the sale was not considered an on-site sale. 

Unavailability of transmission line and reduced operation does not 
affect placed-in-service date 

In PLR 201302007, the IRS concluded that wind turbine generators that are part of a 
wind power generating project may be treated as placed in service for depreciation 
purposes even though the transmitter company's line is unavailable due to unfinished 
construction and the wind power generating facility is operating at reduced capacity 
until the line is completed. 

The taxpayer is a regulated public electric utility company that is developing a wind 
power generating project, which is made up of two components: wind turbine 
generators and electrical gathering facilities.  The wind turbine generators can be 
constructed, installed, tested, and commissioned independently and are anticipated 
to be completed and to reach commercial operation by a specified date, meaning that 
they will be capable of producing and delivering electrical energy to the power grid.   

Simultaneously, a transmitter company is constructing additional transmission lines 
needed for future wind development projects such as that of the taxpayer's.  The 
system that affects the taxpayer is scheduled to be completed in Year 1 but is not likely 
to be completed until Year 2.  Another line will be constructed and owned by the 
taxpayer, from which one of two electrical transformers will be connected.  The other 
electrical transformer will be connected to the transmitter company's line.  The 
taxpayer plans to begin commercial operations regardless of whether the transmitter 
line is completed, and in that case, would rely solely on its own transmission line with 
an alternating and fluctuating number, depending on the wind conditions, of fully 
functioning wind turbine generators operating due to limited capacity of the 
taxpayer's line.  Once the transmitter company's line is completed, the taxpayer 
expects to operate at full capacity, utilizing both lines. 

Under Treas. Reg. §1.167(a)-11(e)(1)(i), property is considered placed in service in the 
year it is placed in a condition or state of readiness and availability for a specifically 
designed function.  The IRS relied on examples in Treas. Reg. §1.46-3(d)(2), which 
provide that operational equipment undergoing non-essential testing or with 
impracticality of use until a later point are in a condition of readiness and availability.  
The IRS also relied upon Rev. Rul. 84-85, which concluded that a solid waste facility 
unable to operate at full capacity was considered placed in service. 

The IRS used the following common factors in Rev. Rul. 76-256 to help determine 
placed in service dates for power plants:  approval of required licenses and permits, 
passage of control of the facility to the taxpayer, completion of critical tests, 
commencement of daily or regular operations, and synchronization into a power grid 
for generating electricity to produce income.  As a result, the IRS found that the 
taxpayer‟s wind turbine generators may be treated as placed in service given that they 
are ready and available for use and producing commercial output on a regular basis.  
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The IRS concluded that operating at full capacity is not necessary to establish that the 
equipment is placed in service. 

Some billboards are real property for purposes of domestic 
production activities deduction 

The IRS concluded in CCA 201302017 that certain outdoor advertising displays 
(specifically, traditional wooden billboards and modern steel billboards) constitute an 
inherently permanent structure under Treas. Reg. §1.263A-8(c)(3) and therefore  
must be considered real property in the context of the §199 domestic production 
activities deduction. 

The taxpayer rents advertising space to customers on various billboards that it 
constructs and maintains, including mobile billboards, traditional billboards, and 
modern billboards.  Mobile billboards are attached to the side of trucks and relocated 
frequently.  Traditional billboards are attached to wooden structures or poles set into 
the ground.  Modern billboards are mounted onto steel frames or poles that are bolted 
or welded to a concrete or steel foundation.  The traditional and modern billboards 
often require building permits, the use of construction machinery to install, and are 
used on leased land which ranges from 30 days to 20 years, often renewing 
automatically. 

The IRS looked to the definition of an "inherently permanent structure" under Treas. 
Reg. §1.263A-8(c)(3), which is property that is affixed to real property and that will 
ordinarily remain affixed for an indefinite period of time.  The IRS argued that 
traditional billboards and modern billboards are affixed to real property given that 
the boards are connected to poles set in the ground and secured in place by concrete 
or bolts and thus meets the first test.  The IRS also affirmed that unlike the other two 
billboards, mobile billboards are not attached to real property and thus do not meet 
the definition of an inherently permanent structure. 

In the second part of its analysis, the IRS analyzed whether the billboards would 
ordinarily remain affixed for an indefinite period of time.  It argued that traditional 
billboards and modern billboards were constructed to stay connected to real property 
for an indefinite period of time in order to perform its intended function (i.e., 
advertising).  The IRS indicated that the use of construction machinery and 
equipment as well as the expense and extra time of getting a building permit and 
building to withstand severe weather conditions are indications that the billboards 
are intended to be attached and used on the real property for an extended period of 
time.  In its argument, the IRS stated that a short lease term, for example 30 days, is 
irrelevant because the permanency of a structure is not determined in hindsight.  
Conversely, the IRS affirmed that a mobile billboard is intended to be moved 
frequently, thus is not affixed for an indefinite period of time, and does not meet the 
definition of an inherently permanent structure. 

Given that traditional billboards and modern billboards meet both parts of the test for 
an inherently permanent structure, the IRS concluded that they are real property for 
the purposes of the §199 domestic production activities deduction, and therefore do 
not meet the definition of qualifying production activity under §199(c)(5)(A). 

Cases 
Cost of repurchased business may be amortized 

The United States Tax Court held in Donald R. Fitch v. Commissioner, T.C. Memo 
2012-358, that a taxpayer was entitled to amortize the purchase price of its 
repurchased accounting practice.  

The taxpayer is a married couple in California - Mrs. Fitch is a full time real estate 
agent and Mr. Fitch is a certified public accountant who developed his own 
accounting practice until suffering an unexpected medical condition, which caused 
him to have to sell the CPA practice to a CPA acquaintance.  A few months later, the 
CPA acquaintance suffered an unexpected medical condition and sold the CPA 
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practice back to Mr. Fitch.  The court did not agree with the Commissioner that the 
sale transaction was rescinded or that the taxpayer reacquired self-created intangibles 
in a related transaction.  Instead, the court found that the sale transaction was not 
rescinded because it did not put the parties back in their original position given that 
the CPA practice continued on for 4 1/2 months before Mr. Fitch received it back.  
Additionally, the court held that the sale and repurchase transactions were not related 
because it was the onset of the unexpected medical conditions that caused each of the 
transactions and that such events could not have been predicted.  Therefore, the 
taxpayer was allowed to amortize the cost of the repurchased practice. 

Partnership sale of land must be reported by installment method 

In Robert W. Parker v. Commissioner, T.C. Memo 2012-357, the U.S. Tax Court held 
that the taxpayer must report the sale of its property under the installment method 
given that at least one payment was received after the close of the taxable year in 
which the disposition occurred, as defined under IRC §453(b)(1).   

The taxpayer is a real estate developer and has conducted his business over 30 years 
through a variety of entities, including a general partnership.  As part of a real estate 
sale transaction, the partnership received cash upon sale and an interest-bearing 
secured five-year note for the remainder of the payment.  Because at least one 
payment was to be received in the year following the sale under the terms of the 
secured note, this transaction constituted an installment sale, and the business was 
required to use the installment method under §453(a) unless an election is made to 
opt out.  However, the business did not elect out of the installment method.  As such, 
the Court held that the business was required to recognize the income from the cash 
payment upon receipt and report the payment on its Form 6252, Installment Sale 
Income. 

Transfer was sale rather than loan 

The U.S. District Court for the Northern District of California recently held in Clark v. 
United States, N.D. Cal., No. 3:11-cv-00471, that a taxpayer‟s transaction involving 
the transfer of a loan and accompanying collateral to an affiliate to defer recognition 
of gain from a stock sale was not a bona fide loan, but rather a sale subject to tax. As a 
result, the Court granted summary judgment to the government on the taxpayer's 
refund claim. 

In 2004, the taxpayer sold his stock in an employee stock ownership plan (ESOP) for 
$7.7 million. On his federal income tax return, Mr. Clark reported his basis in the 
shares to be $6,525, and the gain realized to be $7.69 million. The taxpayer then used 
a bank loan to purchase qualified replacement property in the form of floating rate 
notes (FRNs) to defer recognition of the gain. 

In 2005, Mr. Clark transferred the loan and accompanying collateral to Optech 
Limited ("Optech"), an affiliate, in exchange for $6,930,000 in cash pursuant to a 
Master Loan Security and Financing Agreement ("MLSFA"). The transaction involved 
four loans to the taxpayer that were from 27 to 29 years and were non-callable and 
non-recourse.  At maturity, the taxpayer could pay off the balance and receive the 
securities back or surrender the securities under the non-recourse provision. Optech 
did not hold the FRNs and sold them upon receipt, including principal and interest. 

In 2007, the government filed a permanent injunction against Optech to stop it from 
promoting transactions like the one Mr. Clark had entered into. The Court found that 
the 90% loan transactions constituted sales of securities, the gain on which was 
subject to tax.  The taxpayer filed suit against the government seeking a refund of 
$1,053,586 and interest of $278,034. 

In evaluating the characterization of the transaction, the court explained that as part 
of the agreement, Optech could sell the collateral immediately upon receipt, that 
Optech had the right to retain all profits from the sale of the collateral, Optech 
retained the right to possess and control the collateral, and that Optech had the risk of 
loss. The fact that Optech bore the risk of loss was the factor which weighted most 
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heavily toward a finding that the transaction was a sale. Although the taxpayer argued 
that the intention of the parties should be weighed more heavily, the court found that 
the analysis must take into account the totality of the circumstances in weighing the 
factors toward the finding of a sale.  Therefore, based on the facts in this case, the 
court granted summary judgment to the government. 

Federal circuit reverses in ConEd and disallows rental deductions 

In Consolidated Edison Co. of New York Inc. v. United States, Fed. Cir., No. 2012-
5040, 1/9/13 (ConEd), the Federal Circuit reversed a lower court's taxpayer favorable 
decision regarding expense deductions that Consolidated Edison Co. took in 
connection with a leasing transaction, holding that the deductions were the result of 
an abusive lease-in, lease-out (LILO) tax shelter  and must be disallowed based on a 
substance-over-form doctrine. 

In 1997, ConEd through a subsidiary, entered into a lease-in, lease-out arrangement 
with Dutch utility Electriciteitsbedrijf Zuid-Holland NV (EZH) that involved a gas-
fired, combined-cycle cogeneration plant (RoCa3). The transaction involved the lease 
of 47.47 percent interest in EZH„s RoCa3 Facility for a term of 43.2 years to ConEd 
with a 20-year sublease back to EZH, with purchase and retention options available to 
EZH at the end of the sublease. ConEd deducted interest, rent, and transaction costs 
associated with the RoCa3 leasing transaction.  The IRS disallowed ConEd's 
deductions and assessed a deficiency for the 1997 tax year. ConEd sued for refund in 
the Court of Federal Claims.  

The Court of Federal Claims concluded that ConEd had entered into a true lease with 
economic substance. The court stated that "although LILO transactions often include 
certain general, common characteristics, each LILO transaction is developed and 
formed differently."  The court was satisfied that ConEd had acquired the benefits and 
burdens of a leasehold interest in the RoCa3 facility and found that the transaction 
had substance.  

The Federal Circuit disagreed. The circuit court found that ConEd's deductions must 
be disallowed because there was "a reasonable likelihood" that EZH would exercise its 
purchase option at the end of the sublease, "rendering the master lease illusory." The 
circuit court said that the reasonable expectation of exercising the sublease purchase 
option, recharacterized the transaction as "one without any meaningful substance."  

Relying on its opinion in Wells Fargo & Co. v. United States, 641 F.3d 1319 (Fed. Cir. 
2011), the circuit court stated that the proper standard for evaluating the effect of the 
purchase option on the transaction's genuineness is reasonable likelihood.  According 
to the court, a "reasonable expectation standard, rather than a certainty standard, 
governs the recharacterization of transactions under the substance-over-form 
doctrine."  The circuit court stated that the record reflected a clear intention of the 
parties for EZH to exercise the purchase option and that ConEd did not present 
sufficient evidence that that exercise was not reasonably likely by a prudent investor. 
As a result, the court held that ConEd "failed to show that the substance of the 
transaction included a genuine leasehold interest in which ConEd would bear the 
benefits and burdens of a lease transaction." 
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Let’s talk 
For a deeper discussion of how this issue might affect your business, please contact:  
 

James Connor, Washington, DC 

+1 (202) 414-1771 

james.e.connor@us.pwc.com 

Adam Handler, Los Angeles 

+1 (213) 356-6499 

adam.handler@us.pwc.com 

Jenifer Kennedy, Washington, DC 

+1 (202) 414-1543 

jennifer.kennedy@us.pwc.com 

George Manousos, Washington, DC 

+1 (202) 414-4317 

george.manousos@us.pwc.com 

Annette Smith, Washington, DC 

+1 (202) 414-1048 

annette.smith@us.pwc.com 

Dennis Tingey, Phoenix 

+1 (602) 364-8107 

dennis.tingey@us.pwc.com 

Christine Turgeon, New York 

+1 (646) 471-1660 

christine.turgeon@us.pwc.com 

James Martin, Washington, DC 

+1 (202) 414-1511 

james.e.martin@us.pwc.com  
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