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New developments impacting
tax accounting methods

Did you know..?
New FASB, IASB revenue recognition rules could have significant US
tax implications

The Financial Accounting Standards Board
(FASB) and International Accounting
Standards Board (IASB) on May 28 published
their long-awaited joint revenue recognition
standard titled “Revenue from Contracts with
Customers” (Topic 606 and IFRS 15). The
largely principles-based standard (hereafter
the new standard) provides a framework to
address revenue recognition issues
comprehensively for all contracts with

customers regardless of industry-specific or
transaction-specific fact patterns for both US
Generally Accepted Accounting Principles
(GAAP) and International Financial Reporting
Standards (IFRS), with certain limited
exceptions. The new standard, many observers
believe, will affect the financial reporting
practices of almost every company.
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In this month’s issue, you will receive insight on the new FASB, IASB revenue recognition rules that
could impact the financial reporting practices of almost every company, and the US tax implications of
this standard. In addition, we have included discussions on whether: support payments made by
manufacturers under ‘facility image upgrade programs’ are includible in gross income; settlement
proceeds adversely affect a REIT’s “Income Tests"; and whether a taxpayer was entitled to an
extension of time to file the safe harbor election for allocating success-based fees . This month’s issue
also discusses the U.S. Tax Court's recent finding that a land development company’s contracts do not
qualify as home construction contracts.
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Highlights of the new standard

To increase consistency in the recognition and presentation of revenue, the new
standard employs a single, principles-based model for recognizing revenue that can
be applied across industries to all contracts with customers to transfer goods,
services, or nonfinancial assets, except contracts within the scope of other standards
(such as leases, insurance contracts, certain financial instruments, guarantees, and
nonmonetary exchanges between entities in the same line of business to facilitate
sales to customers or potential customers). The new standard supersedes the
industry-specific standards that currently exist under GAAP, including those for the
software, construction, and entertainment industries.

Under the new standard, companies recognize revenue to depict the transfer of
promised goods or services (“performance obligations”) to customers in an amount
that reflects the consideration to which the company expects to be entitled in
exchange for those goods or services. To achieve this core principle, a company must
apply the following five steps:

1. Identify the contracts with the customer,

2. Identify the performance obligations in the contract,

3. Determine the transaction price,

4. Allocate the transaction price to the performance obligations in the contract,
and

5. Recognize revenue when (or as) the entity satisfies a performance obligation.

The new standard provides guidance as to how to apply each of the five steps
enumerated above.

Under the new standard, revenue generally is recognized when a “performance
obligation” is satisfied, which occurs when (or as) the customer obtains control of the
good or the service. For each performance obligation, the company must determine
whether the obligation is satisfied over time or at a point in time based on criteria
provided in the standard. In general, the transfer of services is expected to be
satisfied over time and the transfer of goods is expected to be satisfied at a point in
time.

If performance occurs over time, revenue is recognized by applying a method of
measuring progress toward completion of the performance obligation, including
’output methods’ or an ’input method’ (such as a percentage of completion method).
In contrast, if a performance obligation is satisfied at a point in time, then revenue is
recognized when control is transferred to the customer based on the presence of
certain ‘indicators,’ Which include title, physical possession, right to payment, risks
and rewards of ownership and customer acceptance.

Overview of tax revenue recognition principles

Under general tax principles, a taxpayer must recognize revenue when it has a fixed
right to receive the revenue — which generally occurs the earlier of when it is due,
paid, or earned — and the amount can be determined with reasonable accuracy.
Revenue generated from the sale of goods generally is earned when the benefits and
burdens of ownership of the good passes to the customer, which could occur upon
shipment, delivery, acceptance, or title passage. Revenue generated from the
provision of services generally is earned when performance of the required services
(or divisible services) is complete.

Amounts that are due or paid before they are earned (known as advance payments)
may be eligible for deferred recognition for tax purposes under specific provisions,
such as the Section 451 regulations for goods and integral services and Rev. Proc.
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2004-34 for goods, services, use of certain intellectual property, and other eligible
payments, both of which allow limited tax deferral that cannot exceed the financial
accounting deferral.

Impact on cash taxes

Because the tax law contains specific rules with respect to the timing of the
recognition of revenue, the new standard generally is not expected to change the
recognition of revenue for tax purposes and thus generally will not affect cash taxes.
However, in certain circumstances, such as when a company receives advance
payments, a change in the recognition of revenue for financial accounting purposes
will affect tax recognition because the tax deferral for advance payments cannot
exceed the book deferral. For example, the new standard is expected to accelerate the
recognition of revenue from certain software contracts and could accelerate the
recognition of revenue from certain sales of goods, which would impact cash taxes to
the extent the accelerated revenue involves advance payments.

In addition, the new standard changes the treatment of certain customer incentives,
namely options provided to customers to acquire additional goods or services free of
charge or at a discount, from a cost accrual model to a deferred revenue model, which
could allow revenue to be deferred for tax purposes as well under Rev. Proc. 2004-34.

The new standard also could impact cash taxes if the increased scrutiny on revenue
recognition methods for book and tax highlights use of an impermissible method for
tax purposes.

Impact on tax accounting

Most changes in the recognition of revenue for financial accounting purposes that
result from the new standard likely will affect only the computation of a book-tax
difference and the related deferred taxes. Nonetheless, to the extent the new standard
changes the manner in which revenue is recognized for book purposes, the
determination of book-tax differences could be complicated.

For example, the change to a ‘transfer of control’ model from a ‘risks and rewards’
model (which is virtually identical to the tax ‘benefits and burdens’ model) for the sale
of goods could result in new book-tax differences. Similar complexities could arise if
the transfer of control model changes the timing of the recognition of services, long-
term contract, or licensing revenue for financial accounting purposes but not tax
purposes. To the extent the timing of an item of income changes, companies would
need the capability to track book-tax differences.

In addition, under the new standard, an estimate of variable consideration such as
refund rights, incentives, performance bonuses, or penalties must be included in the
transaction price if it is probable (GAAP) or highly probable (IFRS) that the amount
will not result in a significant revenue reversal when the uncertainty is resolved. Such
contingent revenue will need to be identified and reversed for tax purposes because
the tax law does not require the recognition of revenue that is contingent on future
events.

Effective dates

The new standard generally is effective for annual reporting periods beginning after
December 15, 2016 (public companies), and December 15, 2017 (nonpublic
companies). Companies must apply the new standards either (1) retroactively to each
prior reporting period presented or (2) retroactively with the cumulative effect of
initially applying the standard recognized at the date of initial application.
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IRS guidance
Support payments made by manufacturers under ‘facility image
upgrade programs’ are includible in gross income

In AM-2014-004 (the GLAM) the IRS concluded that support payments made by
automobile manufacturers to dealerships under ‘facility image upgrade programs’
designed to promote a standard brand image, are includible in the dealerships’ gross
income.

Many automobile manufacturers have established facility image upgrade programs to
promote a standard look and feel at independently-owned dealerships carrying their
brand of vehicle. The extent of the upgrades varies depending on the specific
manufacturer’s requirements and the participating dealership’s condition. The
support payments are contingent on the dealership’s completion of the
manufacturer’s program requirements related to the various upgrades. Some
dealerships exclude the support payments from gross income, asserting that they are
non-shareholder contributions to capital under Section 118. Other dealerships
exclude the support payments from gross income, asserting that the support
payments reduce the basis in the constructed assets. Still others treat the support
payments as a purchase price adjustment to the vehicles obtained from the
manufacturer. Only a few dealerships include the support payments in gross income.

AM-2014-004 addresses the proper tax treatment of support payments received by
automobile dealerships under the facility image upgrade programs under three
situations. In concluding that the support payments made by manufacturers to
automobile dealerships pursuant to facility image upgrade programs are includible in
gross income, the IRS indicated that the dealerships – not the manufacturers – own
the property that is constructed or improved. The support payments received by the
dealerships merely serve to defray the related costs of construction. Therefore, the
dealerships have an accession to wealth over which they have complete dominion and
control. Accordingly, the dealerships must recognize gross income at the time they
receive the payments (or have the right to receive them) under their method of
accounting. Moreover, the dealerships must include the full cost of construction or
capital improvement in the adjusted basis of their property. The same result is true
for support payments received for modifications to customer service practices,
computer systems, website, or other systems. The fact that subsequent conditions
may require the dealerships to return some or all of the payments does not change the
outcome, according to the IRS.

The IRS also concluded that the support payments are not excludible non-
shareholder contributions to capital under Section 118 because they directly benefit
the manufacturers. As a result, the basis of the newly constructed or improved
property must not be reduced pursuant to the rules under Section 362(c)(2). (See
John B. White, Inc. v. Commissioner, 55 T.C. 729 (1971), aff’d per curiam, 458 F.2d
989 (3rd Cir. 1972)).

Finally, according to the IRS, the purpose of the support payments described in each
situation is to provide an incentive to the dealerships to undertake and complete the
facility upgrades, and to defray the costs related to those upgrades. It is not to induce
the dealerships to purchase the manufacturer’s vehicles. Furthermore, the
agreements reflect that the support payments are consideration separate from the
purchase of vehicles. As such, the IRS concluded that the support payments do not
represent a reduction in the purchase price of the vehicles.

Retailers should be aware that amounts paid by a manufacturer to the retailer that
are akin to the support payments associated with the facility image upgrade programs
outlined in the GLAM may be includible in a retailer’s gross income.
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IRS rules on REIT’s exclusion of settlement proceeds from gross
income

In PLR 201418037, the IRS analyzed whether settlement payments received by a real
estate investment trust (REIT) from a former corporate tenant's bankrupt estate
should be treated as qualifying income for purposes of the gross income tests under
Section 856(c)(2) and (c)(3) (Income Tests) in determining whether the taxpayer may
be considered a REIT for relevant tax years. In order to be a REIT, a company must
satisfy certain assets and income tests in which it must predominantly own real
property and derive a predominance of its income from real property rents and
mortgage interest.

The taxpayer is a publicly-traded REIT specializing in ownership and leasing of
various businesses. A majority of the taxpayer’s revenue previously had been derived
from the lease of the taxpayer’s properties to a corporate tenant pursuant to a master
lease. The corporate tenant defaulted on its lease and owed the taxpayer significant
amounts of unpaid rent and other damages. As a result of the default, the taxpayer
was entitled under the master lease to various remedies, including an acceleration of
the entire amount of rent due for the remainder of the lease term.

The corporate tenant subsequently filed for Chapter 11 bankruptcy, and the taxpayer
submitted various claims as part of those bankruptcy proceedings, including amounts
attributable to unpaid rent, real estate taxes, legal costs, and other costs associated
with the responsibilities and standards outlined in the master lease. Additionally, the
taxpayer funded a lawsuit filed by the corporate tenants’ estate against its former
parent and officers alleging fraudulent conveyance of assets and breach of fiduciary
duty, for which the taxpayer received a portion of the proceeds. The taxpayer also
expected to receive an additional amount originally withheld by the trustee, as well as
its allocable share of the liquidated assets of the corporate tenant (known as the
“remainder share”).

The IRS recognized that amounts that the taxpayer will receive from the corporate
tenant’s estate are not specifically described in the Income Tests. Moreover, certain
income not specifically enumerated under Section 856(c)(2) or (c)(3) are not taken
into account for the purposes of the Income Tests. Several previous private letter
rulings (PLRs) in the REIT context indicate that a settlement payment includible in
gross income should not cause a REIT to fail the qualifying income exception if the
claim relates to operations that generate qualifying income. In these previous PLRs,
the IRS rationalized that Congress did not intend to discourage REITs from pursuing
legal remedies from which damages may be collected. If settlement payments were
not qualifying income under the Income Tests, a REIT that pursued such a remedy
could face the prospect of failing one of the Income Tests and losing its REIT status.

In this PLR, the IRS looked to the underlying nature of the payments outside of the
bankruptcy and dispute filings under an origin-of-the-claim analysis, and ruled that
the portion of the remainder share received by the taxpayer that is attributed to the
unpaid amounts under the master lease that would have qualified as rents from real
property will be treated as qualifying income such for purposes of the Income Tests.
The IRS also ruled that amounts that would be treated as interest for federal income
tax purposes, to the extent they would otherwise be included in the gross income of
the taxpayer, will be qualifying income for purposes of the 95-percent income test
under Section 856(c)(2). Finally, the IRS concluded that the remainder of the
payments received will be excluded from gross income for purposes of the Income
Tests.

Significantly, this PLR represents another situation in which the IRS invoked its
authority in ruling that certain settlement income should be considered either
qualifying income for purposes of the Income Tests, or excluded from gross income
for the Income Tests, because this type of income is directly attributable to the
taxpayer’s business of owning real estate and leasing activities, and Congress did not
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intend to discourage REITs from pursuing legal remedies from which damages may
be collected.

IRS grants extension of time to file safe harbor election for allocating
success-based fees

In PLR 201418010, the IRS granted a taxpayer an extension of time to file the
mandatory statement regarding the election to use the safe harbor method of
allocating success-based fees.

In the ruling, the taxpayer acquired a target company through a stock acquisition. In
order to facilitate the transaction, the taxpayer engaged a third party to provide
investment banking services. Under the terms of the engagement letter, the fees for
such services would be a percentage of the total consideration paid by the taxpayer to
complete the transaction and would be payable upon completion of the transaction.
The taxpayer then executed the stock purchase agreement and paid its success-based
fee, based on the pre-defined percentage of total consideration.

Under Treas. Reg. Section 1.263(a)-5, a taxpayer must capitalize an amount paid to
facilitate a business acquisition or reorganization or any amount that is paid in the
process of investigating or otherwise pursuing the transaction. The Section 263(a)
regulations address fees contingent on the successful closing of a transaction (known
as ‘success-based fees’) and note that such fees are presumed to facilitate the
transaction, and therefore must be capitalized. A taxpayer may rebut the presumption
by maintaining sufficient documentation to establish that a portion of the fee is
allocable to activities that do not facilitate the transaction, and thus may be
deductible.

In lieu of maintaining extensive documentation, Rev Proc. 2011-29 provides safe
harbor that permits electing taxpayers to treat 70 percent of the success-based fee as
an amount that does not facilitate the transaction, and therefore can be deducted. The
remaining portion of the fee must be capitalized as an amount that facilitates the
transaction. To elect the safe harbor, the taxpayer must attach a statement to its
original federal income tax return for the taxable year the success-based feed is paid
or incurred, stating that the taxpayer is electing the safe harbor, identifying the
transaction, and stating the success-based fee amounts that are deducted and
capitalized.

In PLR 201418010, the taxpayer represents that they intended to take advantage of
the safe harbor election under Rev Proc. 2011-29. The taxpayer’s prior accounting
firm inadvertently failed to file the election and treat a portion of the success-based
fees as deductible. The taxpayer was aware of the safe harbor and believed the
election had been timely made. As such, the taxpayer requested permission under
Treas. Reg. Sections 301.9100-1 and 301.9100-3 to amend its original filed return and
supersede it with a return where it will attach the proper statement to elect the safe
harbor. The IRS determined that the taxpayer acted reasonably and in good faith and
granted an extension to file its mandatory statement for election of the safe harbor.

Cases
Tax Court finds land development companies’ contracts do not qualify
as home construction contracts

In The Howard Hughes Co. LLC, v. Commissioner, 142 T.C. No. 20 (June 2, 2014),
the US Tax Court determined that a contract can qualify as a home construction
contract eligible for the completed contract method only if the taxpayer builds,
constructs, reconstructs, rehabilitates, or installs integral components to dwelling
units or real property improvements directly related to and located on the site of the
units.

The taxpayer was a group of land development companies that sold land to builders
and, in some cases to individuals, who intended to construct and sell homes as part of
a large, planned community. In some instances, the taxpayer developed the land
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prior to sale; however, the taxpayer was never obligated to construct any residential
dwelling units under any of its contracts, which included pad sales, finished lot sales,
custom lot sales, and bulk sales.

The issue in the case was whether the taxpayer appropriately accounted for its
contracts under Section 460 using the completed contract method, which was
addressed in two components: (1) whether the taxpayer’s custom lot contracts and
bulk sale agreements are long-term contracts, and (2) whether all types of the
taxpayer’s contracts qualify as home construction contracts.

In reference to the first issue, Section 460(f) defines a long term contract as “any
contract for the manufacture, building, installation, or construction of property if
such contract is not completed within the taxable year in which such contract is
entered into.” However, if the allocable contract costs attributable to construction
activities do not exceed 10% of the total contract price, the contract is not a
construction contract under a de minimis rule provided in the regulations.

The regulations further provide that a contract is considered complete at the earlier of
when the subject matter of the contract is used for its intended purpose and at least
95 percent of the total allocable contract costs attributable to the subject matter have
been incurred (‘95-percent completion test’) or final completion and acceptance.

The IRS argued that the custom lot contracts and bulk sale agreements could not be
considered long term contracts because the contracts were entered into and closed
within the same tax year. The IRS also alleged that the taxpayer did not have a legal
obligation to perform any construction activities.

The court however agreed with the taxpayer that the custom lot and bulk sale
agreements are long-term contracts under Section 460. The court considered the
subject matter of the custom lot contracts to include improvements to land because
the contracts referenced numerous other documents addressing such improvements;
thus, completion occurred only upon final completion and acceptance of the subject
matter of the contracts including the referenced improvements. Therefore, the court
determined that the taxpayer was entitled to account for the gain or loss from those
contracts using a long-term contract method under Section 460 to the extent the
contracts were not complete within the taxable year entered into.

The court then addressed whether the long-term contracts were home construction
contracts and therefore eligible to use the completed contract method as opposed to
the percentage of completion method. A home construction contract is a long-term
contract under which 80 percent or more of the total estimated contract costs are
reasonably expected to be attributable to construction activity with respect to
dwelling units and improvements to real property directly related to, and located on
the site of, those dwelling units (‘80-percent test’).

The IRS argued that the taxpayer must use the percentage of completion method
instead of the completed contract method because the home construction contract
exception requires the taxpayer to build dwelling units, or to build improvements to
real property directly related to and located on the site of such dwelling units.
Conversely, the taxpayer contended that the statute does not confine the availability
of the completed contract method only to those taxpayers who build the dwelling
units' “sticks and bricks” and/or real property improvements related to and located
on the dwelling units' lots.

The Tax Court ruled in favor of the IRS, concluding that the taxpayer’s contracts were
not home construction contracts. Specifically, the court examined the meaning of the
terms ‘with respect to’ and ‘attributable to’ as used in Section 460 and associated
regulations. The court determined these terms were ambiguous and not intended to
allow a taxpayer with no direct construction costs to simply include common
improvement costs for the purposes of the 80 percent test. The court stated that its
opinion drew a ‘bright line’ that “a taxpayer's contract can qualify as a home
construction contract only if the taxpayer builds, constructs, reconstructs,
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rehabilitates, or installs integral components to dwelling units or real property
improvements directly related to and located on the site of such dwelling units.”

The Tax Court distinguished the recent Shea Homes Inc. v. Commissioner, 142 T.C.
No. 3, February 12, 2014 decision, where the taxpayer both developed the land and
built homes. (For further discussion of Shea Homes, See Accounting Methods
Spotlight, March 21, 2014). In contrast, the taxpayer in Howard Hughes was under
no contractual obligation to build homes and its contracts were merely for the sale of
land.

The use of the completed contract method, especially with respect to home
construction contracts, continues to be challenged by the IRS. The opinion in
Howard Hughes arguably draws a bright line test in determining whether a contract
that does not include the construction of dwelling units can qualify as a home
construction contract. As a result, land developers currently using the completed
contract method to recognize income related to their long-term contracts should re-
evaluate their application of that method to determine the potential impact of this
decision.

Let’s talk
For a deeper discussion of how these issues might affect your business, please
contact:

Annette Smith, Washington, DC

+1 (202) 414-1048

annette.smith@us.pwc.com

Christine Turgeon, New York

+1 (646) 471-1660

christine.turgeon@us.pwc.com

Adam Handler, Los Angeles

+1 (213) 356-6499
adam.handler@us.pwc.com

Dennis Tingey, Phoenix

+1 (602) 364-8107

dennis.tingey@us.pwc.com

George Manousos, Washington, DC

+1 (202) 414-4317

george.manousos@us.pwc.com

Jennifer Kennedy, Washington, DC

+1 (202) 414-1543

jennifer.kennedy@us.pwc.com

Nicole L. Black, Washington DC

+1 (202) 346-5201

nicole.l.black@us.pwc.com

© 2014 PricewaterhouseCoopers LLP. All rights reserved. In this document, PwC refers to PricewaterhouseCoopers (a
Delaware limited liability partnership), which is a member firm of PricewaterhouseCoopers International Limited, each
member firm of which is a separate legal entity.

SOLICITATION

This content is for general information purposes only, and should not be used as a substitute for consultation with
professional advisors.


