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In brief 

Filing a federal income tax return can cause a taxpayer to adopt a method of accounting, both in general 

and with respect to a specific item.  Accordingly, a taxpayer should consider what accounting methods it 

intends to adopt prior to filing its return. Failing to consider adoption of an accounting method may 

result in reporting an item under an impermissible method, inadvertently accelerating income, or 

inadvertently deferring a deduction.   

In addition, the opportunity to change many accounting methods without prior IRS consent at the time a 

tax return is filed has increased dramatically in recent years.  A taxpayer that is not currently under IRS 

examination may file an automatic Form 3115, Application for Change in Accounting Method, at any 

time on or before the due date of the taxpayer's timely filed federal income tax return (including 

extensions). Taxpayers under exam also can file automatic method changes from one permissible method 

to another with their tax return if they obtain the consent of their examining agent to file the change.  For 

calendar-year corporations with a six-month filing extension, the deadline for 2013 returns is September 

15, 2014. 

There can be different objectives in selecting a method of accounting for a particular item such as: 

 Taxpayers seeking to increase cash flow and decrease their current cash tax liability may benefit from 

accounting method changes that accelerate deductions or defer revenue. 

 Taxpayers wishing to address uncertain tax positions may file an accounting method change to correct 

an improper method and obtain audit protection. 

 Taxpayers wishing to increase taxable income may change to an accounting method that defers 

deductions or accelerates income. 

 Taxpayers generating NOLs may want to review tax accounting methods to maximize current-year 

NOLs to offset taxable income in prior years.   

This Insight includes:  

 a survey of some commonly overlooked annual accounting method elections that may need to be 

made with a federal income tax return, 

 a list of common automatic method changes that may decrease taxable income for the period, and 
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 a list of common automatic method 

changes that likely increase taxable 

income for the period, but also may 

allow a taxpayer to begin reporting 

on a permissible method.    

This discussion of elections and 
accounting methods is intended to be 
a general overview. Careful analysis is 
required regarding a particular 
taxpayer's specific facts to determine 
whether a desired change can be made 
automatically. Certain prerequisites 
for making a particular accounting 
method change must be satisfied. 

In detail 

Elections 

The following discussion covers a non-
exclusive list of annual accounting 
method elections that must be made 
on a timely filed federal income tax 
return. 

Success-based fees 

For taxpayers that make a timely filed 
election, Rev. Proc. 2011-29 provides a 
safe harbor for allocating success-
based fees paid in certain business 
acquisitions or reorganizations. To 
qualify for the safe harbor, a taxpayer 
must: 

 Treat 70% of the amount of the 

success-based fee as an amount 

that does not facilitate the 

transaction; 

 Capitalize the remaining 30% as an 

amount that does facilitate the 

transaction; and 

 Attach a statement to its original, 

timely filed, federal income tax 

return for the tax year in which the 

success-based fee 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. 

Observations: Taxpayers should be 
aware of the current IRS guidance 
with respect to this issue. On January 
27, 2014, the IRS Large Business and 
International Division (LB&I) 
released a directive regarding the 
treatment of certain ‘eligible 
milestone payments’ paid in the 
course of a ‘covered transaction’ in 
which the taxpayer also incurs a 
success-based fee for purposes of 
applying the safe harbor in Rev. Proc. 
2011-29. The directive addresses the 
uncertainty regarding whether the 
safe harbor applied to milestone 
payments that were applied against a 
success-based fee, but were not 
contingent on the success of the 
transaction.  

Eligible milestone payments are 
defined under the 2014 directive as 
milestone payments that are incurred 
by either an acquiring corporation or a 
target corporation and that are paid 
for investment banking services that 
are creditable against a success-based 
fee. The 2014 directive defines a 
milestone as an event, including the 
passage of time, occurring in the 
course of a covered transaction 
(whether or not the transaction 
ultimately is completed).  
Importantly, the 2014 directive 
removes the previous condition in a 
2013 directive that an eligible 
milestone could occur only after the 
signing of a letter of intent, exclusivity 
agreement, or approval of the 
transaction by the taxpayer’s board of 
directors.  

Section 172(f) losses 

Section 172(f) allows taxpayers a 10- 
year carryback period for net 
operating losses (NOLs) to the extent 
‘specified liability losses’ are taken 
into account in determining the loss 

for the year. Specified liability losses 
include: 

 product liability losses, or expenses 

incurred in the investigation or 

settlement of, or opposition to, 

claims against a taxpayer on 

account of product liability; and 

 any amount allowed as a deduction 

that is in satisfaction of a liability 

under a federal or state law 

requiring the reclamation of land, 

the decommissioning of a nuclear 

power plant, the dismantling of a 

drilling platform, the remediation 

of environmental contamination, 

or a payment under any worker 

compensation act (excluding legal 

fees incurred with respect to 

investigating and contesting 

worker compensation claims). 

Observation: The 10-year carryback 
is mandatory. If a taxpayer wishes to 
forgo the 10-year carryback for 
specified liability losses, it must file an 
election with a timely filed return. Note 
that a general election to forgo a 
carryback under Section 172(b)(3)(C) 
does not preclude a specified liability 
loss from being carried back 10 years.  

Bonus depreciation 

Taxpayers should consider the 
following for 2013 tax returns:  

 50-percent bonus depreciation for 

qualified property placed in service 

through the end of 2013. 

 Election to accelerate some 

alternative minimum tax credits in 

lieu of bonus depreciation. 

 15-year straight-line cost recovery 

for qualified leasehold 

improvements, qualified 

restaurant buildings and 

improvements, and qualified retail 

improvements. 
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Observation: Bonus depreciation is 
the ‘default’ option. A taxpayer 
wishing not to claim bonus 
depreciation must affirmatively elect 
out of the bonus depreciation regime.  
An election out of bonus depreciation 
is made on an entity-by-entity, class-
by-class basis by attaching a 
statement to a timely filed tax return. 

Depreciation under Alternative 
Depreciation System (ADS) 

Taxpayers interested in slowing 
depreciation deductions may want to 
consider electing ADS, a straight-line 
depreciation system with generally 
longer depreciation periods than the 
general depreciation system (GDS). 
An ADS election is an irrevocable 
year-by-year election made on a class-
by-class basis for personal property 
and on an individual basis for 
residential rental and nonresidential 
real properties by attaching a 
statement to a timely filed tax return.  

Observation: ADS uses the same 
depreciation conventions as MACRS, 
and, like MACRS, disregards salvage 
value.  

Capitalization of certain costs under 

Section 59(e) 

Section 59(e) allows taxpayers to elect 
to capitalize and amortize certain 
costs, namely, research and 
experimental costs, intangible drilling 
costs, circulation expenditures, and 
mining development and exploration 
expenses, in lieu of claiming an 
immediate deduction for such costs.  

A Section 59(e) election is made on a 
year-by-year basis by attaching a 
statement to a timely filed tax return 
(including extensions) that describes  
the amount of listed expenditures to 
which the election applies for that 
particular year (whether all or a 
portion of the listed expenditures). 

Observation: Capitalized costs are 
amortized over 10 years (other than 
circulation expenditures, which are 
amortized over 3 years).  

Election out of installment method 

Income from an installment sale 
(generally a disposition of property 
where at least one payment is received 
in a subsequent taxable year) must be 
reported on the installment method 
unless the taxpayer elects out of that 
method.  Under the installment 
method, the gross profit realized from 
an installment sale generally is 
recognized as the taxpayer receives 
payments.  

An election not to have the 
installment method apply is made by 
reporting the full amount of the gain 
realized from the installment sale on a 
timely filed (including extensions) tax 
return for the year in which the sale 
occurs.  

Observation: Taxpayer-sellers that 
expect to be in a higher tax bracket in 
post-sale years than in the sale year 
may want to consider electing out of 
the installment method. An election 
out of the installment method also 
may be beneficial for taxpayers that 
have NOLs, or that otherwise want to 
generate income.  

Election to depreciate spare parts 

Rotable, temporary, or standby 
emergency spare parts may be 
capitalized and depreciated at the 
option of the taxpayer.  The tangible 
property regulations allow taxpayers  
to make an annual election to 
capitalize and depreciate such spare 
parts for 2013. 

Observation: For the 2013 tax year, 
taxpayers also may elect to capitalize 
and depreciate all other materials and 
supplies under the temporary tangible 
property regulations. 

Accounting method changes to 

decrease taxable income 

The following common automatic 
accounting method changes often 
provide taxpayers with opportunities 
to accelerate deductions or defer 
revenue recognition. 

Self-insured medical accruals 

Taxpayers may deduct incurred but 
not reported (IBNR) self-insured 
medical claims at the time the medical 
services are provided to an employee 
to the extent that, under the 
employer's self-insured medical plan, 
the medical service provider, rather 
than the employee, submits the claim 
for payment. This opportunity applies 
to medical IBNR accruals related to 
active employees, retired employees, 
and worker compensation claims that 
are not funded through a VEBA. 

Software development costs 

Taxpayers that capitalize costs 
attributable to the development of 
software -- including costs incurred in 
developing websites or implementing 
enterprise resource planning (ERP) 
software packages -- may be able to 
file an automatic accounting method 
change to deduct those costs currently 
in accordance with Rev. Proc. 2000-
50. 

Uniform capitalization 

Taxpayers that produce real or 
personal property, or acquire real or 
personal property to resell in the 
ordinary course of business, are 
subject to the uniform cost 
capitalization rules under Section 
263A. Due to the complexity of the 
uniform capitalization rules, 
taxpayers may find that they are 
overcapitalizing costs. In many cases, 
a taxpayer can file an automatic 
accounting method change to 
properly apply Section 263A. 

Depreciation 

There are many automatic accounting 
method changes related to fixed 
assets. The most common of these 
changes provide taxpayers with the 
opportunity to change to a shorter 
recovery period, claim missed bonus 
depreciation, or begin to depreciate or 
amortize assets that have not been 
depreciated or amortized.  
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Materials and supplies 

Incidental materials and supplies for 
which no record of consumption is 
kept or physical inventories are not 
taken at the beginning and end of the 
year may be deducted when 
purchased, to the extent income is 
clearly reflected.  Under the final 
tangible property regulations, 
materials and supplies are defined, in 
part, to include (1) fuel, lubricants, 
water, and similar items that are 
reasonably expected to be consumed 
in 12 months or less, (2) a unit of 
property that has an economic useful 
life of 12 months or less, and (3) a unit 
of property that has an acquisition or 
production cost of $200 or less. 

Advance payments 

Taxpayers that receive advance 
payments related to certain goods, 
services, the use of intellectual 
property, computer software, or 
guaranty or warranty contracts and 
recognize income for federal income 
tax purposes when received may be 
able to defer income recognition for 
those payments to the next succeeding 
tax year in accordance with Rev. Proc. 
2004-34. 

Inventory valuation 

Taxpayers with large inventory 
reserve balances may be able to 
benefit from a change in their 
inventory valuation methods. Proper 
inventory valuation planning -- which 
can include changes to the timing of 
deductions related to subnormal 
goods, estimating inventory 
shrinkage, or changing to the lower-
of-cost-or-market method -- may help 
taxpayers reduce their ending 
inventory value and therefore 
decrease taxable income. 

Rebates and allowances  

Taxpayers that provide rebates and 
allowances (rebates) to their 
customers and deduct such rebates 
when paid may benefit from applying 
the recurring item exception to 

accelerate the deduction for rebates to 
the extent the customers earn the 
rebates before the end of the year and 
the rebates are paid by the earlier of 
the taxpayer's timely filed (including 
extensions) tax return or 8½ months 
after year-end. 

Bad debts 

Taxpayers that determine their 
book-tax difference for bad debts by 
analyzing the change in balance 
from year to year may be able to 
benefit from a change in method of 
accounting to deduct bad debts 
related to specific reserves for 
customer debts that are partially 
worthless or to deduct wholly 
worthless debts. 

Prepaid payment liabilities 

Taxpayers that currently are 

capitalizing prepaid expenses such as 
prepaid insurance, warranties, 
software maintenance, licenses, fees, 
and permits with a useful life of 12 
months or less may have an 
opportunity to change their method 
of accounting to deduct those items 
when paid. 
 
Cash-to-accrual method for a 

specific item 

Accrual-method taxpayers that use a 
cash method for certain items — i.e., 
that recognize a deduction for an item 
when payment is made, not when the 
item is fixed, determinable, and 
economic performance has occurred 
—  may be able to file an automatic 
accounting method change to deduct 
those items using a proper accrual 
method. Examples of items that could 
be covered by this change include 
legal and other professional fees, 
warranties, and environmental 
remediation costs. 

Accrued compensation 

Taxpayers that determine their book-
tax difference for accrued 
compensation items (e.g., bonuses, 
commissions, vacation, or severance 

pay) by analyzing the change in 
balance from year to year may be able 
to benefit from a change in method of 
accounting to deduct accrued 
compensation to the extent the 
liability is fixed and reasonably 
determinable at year-end, the services 
have been provided, and payment is 
made within 2½ months after year-
end. 

Deferred costs 

In certain instances, taxpayers follow 
their financial accounting method and 
defer incurred costs to match those 
costs against related revenue that will 
be recognized in a subsequent year.  
Examples of such deferred costs 
include costs to perform services 
when the related revenue has been 
deferred, set-up or transition costs 
necessary to perform new contracts, 
and costs of goods sold where tax 
ownership of the goods has 
transferred but revenue has not been 
recognized.  In many instances, these 
deferred costs may be deducted for tax 
purposes by filing an automatic 
method change to comply with the 
intangible regulations.   

Accounting method changes to 

increase taxable income and gain 

audit protection 

The following common automatic 
accounting method changes often 
result in an increase to taxable 
income, and provide the added benefit 
of audit protection preventing the IRS 
from raising the same issue in an 
earlier year.   

Uniform capitalization 

Taxpayers that currently are using an 
improper method of accounting for 
their Section 263A costs — such as 
applying a fixed percentage each year 
without having made a historic 
absorption ratio election or failing to 
properly capitalize certain costs — 
may be able to file an automatic 
accounting method change to begin 
properly applying Section 263A. 
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Observation:  Rev. Proc. 2014-16 
waives the scope limitations of Rev. 
Proc. 2011-14, including the limitation 
for taxpayers under examination, if 
the taxpayer files both an automatic 
method change to implement the final 
tangible property regulations and an 
automatic method change for costs 
subject to Section 263A (UNICAP) on 
a single Form 3115 for tax years 
beginning before January 1, 2015. As a 
result, taxpayers under IRS 
examination using an impermissible 
UNICAP method may have an 
opportunity to change to a proper 
method and obtain audit protection 
for prior years, even if UNICAP is an 
issue under consideration in the 
examination. 

Section 467 rental agreements 

A taxpayer may be following its book 
method of accounting and taking 
rental deductions into account ratably 
over the term of the lease. However, if 
the rental agreement is subject to 
Section 467, the taxpayer generally 
must accrue rental deductions for tax 
purposes in accordance with the 
rental agreement (or, if no rent 
allocation schedule is included in the 
lease, on a cash basis). An automatic 
accounting method change may be 
available, provided the rental 
agreement is not subject to 
proportional rental or at risk for 
constant rental. 

Losses, expenses, and interest 
between related parties 

Taxpayers that have transactions with 
related parties and that are not 
following the ‘matching rule’ in 
Sections 267 may be taking 
deductions into account too soon. 
Taxpayers in this situation may be 
able to file an automatic accounting 
method change to properly apply the 
provisions of Section 267 and the 
regulations. 

Accrued bonuses and vacation 

Taxpayers may take accrued bonuses 
and vacation into account to the 
extent the liability is fixed and 
reasonably determinable at year-end, 
economic performance has occurred, 
and payment is made within 2 ½ 
months after year-end. However, 
some taxpayers may be incorrectly 
accelerating the deduction for accrued 
bonuses or vacation for which the 
liability is not fixed at year-end, or 
not paid within 2½ months. 
Taxpayers in these situations may be 
able to file an automatic accounting 
method change to properly take the 
bonus or vacation into account only if 
incurred under Section 461 and paid 
within 2½ months. 

State income taxes 

Taxpayers that deduct their current 
state tax accrual on their federal tax 
return and include the ‘true up’ 
between the current accrual and 
actual payments in the subsequent 
tax year, or that do not deduct their 
California franchise taxes on the ‘lag’ 
method, may benefit from an 
automatic accounting method change 
to properly take state income taxes 
(and/or California franchise taxes) 
into account.  

Depreciation 

Taxpayers that improperly depreciate 
their tangible assets, such as by using 
a shorter recovery period than 
required or by claiming bonus 
depreciation where not eligible, may 
file an automatic accounting method 
change to change to a permissible 
depreciation method. 

Rebates and allowances 

A taxpayer that follows its book 
accrual for rebates and allowances 
without regard to whether the rebate 
is fixed and determinable at year-end, 
and paid within 8½ months, may 
benefit from filing an automatic 
accounting method change to 

properly accrue the rebate under 
Section 461. 

The takeaway 

In preparing to file 2013 federal 
income tax returns, taxpayers should 
consider opportunities to elect, 
change to, or adopt various accounting 
methods.  

In particular, taxpayers should 
consider whether to make any annual 
accounting method elections for 2013 
such as those described above and the 
requirements for such elections, in 
order to avoid either failing to attach a 
required statement to their return or 
failing to understand the impacts of 
attaching such a statement. In 
addition, to the extent a taxpayer 
wants to decrease or increase taxable 
income for its 2013 tax year, the 
taxpayer may want to consider filing 
requests to change existing accounting 
methods.  To the extent the desired 
method change falls within the scope 
of the automatic change procedures of 
Rev. Proc. 2011-14, it can be made for 
the 2013 tax year by including Form 
3115 with a timely filed tax return.  



Tax Insights 

 
 
 

6 pwc 

   
 

 
 

Let’s talk   

For a deeper discussion of how this might affect your business, please contact: 

Federal Tax Services  

Annette Smith  
+1 (202) 414-1048  
annette.smith@us.pwc.com    

Cristy Turgeon 
 +1 (646) 471-1660  
christine.turgeon@us.pwc.com    

George Manousos 

+1 (202) 414-4317 

george.manousos@us.pwc.com  

 
Jennifer Kennedy 
+1 (202) 414-1543   
jennifer.kennedy@us.pwc.com     
 
 

 
Dennis Tingey   
+1 (602) 364-8107  
dennis.l.tingey@us.pwc.com     
 
 

 
Christine Kowal 
+1 (202) 414 1389 
christine.a.kowal@us.pwc.com 
 

© 2014 PricewaterhouseCoopers LLP, a Delaware limited liability partnership. All rights reserved. PwC refers to the United States member firm, and may sometimes refer 
to the PwC network.  Each member firm is a separate legal entity.  Please see www.pwc.com/structure for further details. 

SOLICITATION 

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

mailto:annette.smith@us.pwc.com
mailto:christine.turgeon@us.pwc.com
mailto:george.manousos@us.pwc.com
mailto:jennifer.kennedy@us.pwc.com
mailto:dennis.l.tingey@us.pwc.com
mailto:christine.a.kowal@us.pwc.com

