S ] W W NG P

from Accounting Method Services
PP TR PN/, PN

Accounting method planning may reduce
2022 underpayments related to research

April 24, 2023

In brief

Taxpayers that may have anticipated that Congress would enact a retroactive ‘fix’ to allow the current deduction of
research and experimental (R&E) expenditures in 2022 now may find themselves in the position of owing taxes,
penalties, and interest with their 2022 federal income tax returns. Changing a method of accounting or making (or
not making) certain accounting method elections potentially could reduce or eliminate estimated tax penalties that
otherwise could be imposed under Section 6655. To be effective for 2022 calendar tax years, however, accounting
method planning must be a method change that is eligible for automatic consent or an election that can be made
with a tax return.

For consideration: Taxpayers should consider whether the impact of an automatic method change - including the
Section 481(a) adjustment required to cumulatively adjust to the new method as well as the current-year impact of
the new method - potentially could offset the impact of the required capitalization of R&E expenditures in 2022.
Likewise, companies should consider the effect on taxable income of elections that can be made with 2022 tax
returns to reduce 2022 taxable income.

In detalil

Tax savings from changes in accounting method or elections

The 2017 tax reform act amended Section 174, effective for amounts paid or incurred in tax years beginning after
December 31, 2021, to require taxpayers to charge R&E expenditures, including software development costs
(collectively, Section 174 costs), to a capital account. Capitalized Section 174 costs must be amortized over five
years (15 years for expenditures attributable to research performed outside the United States).

Taxpayers may have anticipated that Congress would enact legislation that would have permitted ongoing current
deduction of R&E expenditures in 2022, consistent with the treatment of such expenditures under former Section
174(a) in previous years. The capitalization requirement of the 2017 legislation for these expenditures often
translates into an unfavorable book-tax difference in 2022 tax years, equal to 90% of the total expenditure for many
taxpayers. As a result, companies that did not take into account this adjustment in their 2022 taxable income
estimates may find that they owe estimated income tax penalties under Section 6655 due to insufficient estimated
income tax payments.

g .

pwc Www.pwc.com



Tax Insights | PWC

Taxpayers may be able to reduce the payment due with their 2022 tax returns and mitigate Section 6655
underpayment penalties by making accounting method changes under the automatic procedures, or by electing
favorable treatment for certain items, on their 2022 federal income tax returns. Certain fiscal taxpayers also may be
able to take advantage of nonautomatic method changes that must be filed by the end of the tax year in which
effective. To benefit from the automatic method changes described below, companies generally must attach Form
3115 with their timely filed 2022 federal income tax returns. A favorable Section 481(a) adjustment from a change
in accounting method, as well as the current-year impact of the new method, potentially could offset the increase to
taxable income resulting from capitalization of R&E expenditures in 2022.

Note: Legislation has been introduced in the House and Senate that would retroactively reinstate the current
deduction for Section 174 R&E expenditures.

Strategies that could defer income recognition
Special methods of accounting for recognizing revenue

Taxpayers that use an accrual method of accounting generally include an item in gross income when all events
have occurred that fix the right to receive the income and the amount is determinable with reasonable accuracy (the
all-events test). The 2017 tax reform act modified the all-events test with Section 451(b), which generally provides
that an item of gross income is taken into account for tax purposes no later than when recognized as revenue in the
taxpayer’s applicable financial statement (AFS). Under this modified all-events test, taxpayers must include an item
in gross income at the earliest of when the item is due, paid, earned, or recognized as revenue in the AFS, resulting
in an acceleration of income for many taxpayers.

Because other methods of accounting continue to apply to certain types of income, companies that currently are
following AFS recognition may be eligible to defer recognition of this revenue by making an accounting method
change to apply applicable special methods of accounting. Transactions that fall outside the scope of Section
451(b) include Section 453 installment sales, Section 455 prepaid subscription income, Section 458 qualified
returns, Section 460 long-term contracts, Section 467 rental payments, the Section 475 mark-to-market method,
hedging transactions under Reg. 1.446-4, timing rules for integrated transactions under Reg. 1.988-5, and timing
rules for certain original issue discount. Changing the timing of revenue from AFS recognition under one of these
provisions, many of which potentially could result in deferring the time revenue is recognized, is a change in
method of accounting that can be made with the 2022 income tax return under the automatic procedures, if the
taxpayer otherwise is eligible.

Contingent income

Under the modified all-events test, gross income may exclude AFS revenue that the taxpayer does not have an
enforceable right to recover if the customer were to terminate the contract at the end of the tax year (contingent
income). Because the contractual terms and conditions under applicable federal, state, and international law govern
whether an enforceable right to recover exists, taxpayers may benefit from a review of their contracts for which
revenue is accelerated under Section 451(b) in seeking to identify situations in which there would not be deemed to
be an enforceable right to payment. Changing to not recognize contingent income recognized for AFS would
constitute a change in method of accounting that can be made with the 2022 income tax return under the automatic
procedures, if the taxpayer otherwise is eligible.

Advance payments

The 2017 tax reform act codified in Section 451(c) the limited deferral of advance payments under Rev. Proc. 2004-
34. Accordingly, eligible accrual-method taxpayers may be able to use the one-year deferral method to recognize
income from an advance payment in the year of receipt to the extent such revenue is recognized in an AFS,
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deferring recognition of the remainder until the next tax year. Companies can decrease taxable income in 2022
from the impact that results from an allowable accounting method change from the full inclusion method to the one-
year deferral method.

Cost offset method

Taxpayers have the option of offsetting AFS income inclusion (generally, income accelerated for tax purposes
under Sections 451(b) or (c)) for costs incurred relating to the future sale of inventory. Under the ‘AFS cost offset’
and ’advance payment cost offset’ methods, taxpayers may reduce gross income by a cost of goods (COGS) in
progress offset in the year of an AFS inclusion, deferring recognition of the income until the tax year of sale. The
rules for computing the offset under both methods are similar, and ‘costs’ taken into account under either method
must have been incurred under Section 461 and included in inventory costs at the end of the tax year. A taxpayer
that changes its accounting method to the AFS cost offset method for the 2022 tax year also must use the advance
payment cost offset method if applicable.

Strategies that could accelerate deductions

Accrued compensation

A taxpayer that determines book-tax differences for accrued compensation items (e.g., bonuses, long-term
incentive compensation, commissions, vacation, or severance pay) by analyzing the change in balance from year
to year might be able to benefit from an automatic change in method of accounting to accelerate the deduction for
accrued compensation. An accounting method change for accrued compensation could increase the deduction
claimed on the 2022 tax return for liabilities that are fixed and determinable at year end, and for which payment is
made within 2 1/2 months of year-end. (Certain fiscal taxpayers still may be eligible to establish a fixed liability for
accrued compensation by taking certain action before the end of the tax year.)

Payroll taxes

Under the recurring-item exception, a taxpayer may deduct payroll taxes in the tax year when the underlying
compensation liability is fixed and determinable to the extent the taxes are paid within 8%2 months after the end of
the tax year. Deductible payroll taxes include those that are paid within 8%2 months of year-end related to accrued
salaries, bonuses, and vacation and sick leave liabilities that became fixed and determinable by year-end, even if
the compensation is paid more than 2% months after year-end. A taxpayer that is not deducting payroll taxes until
the tax year paid may be able to accelerate the deduction to the 2022 tax year by changing its method of
accounting using the automatic procedures if otherwise eligible.

Rebates and allowances

Taxpayers that provide rebates and allowances (collectively, rebates) to their customers and that deduct the
rebates when paid may benefit from applying the recurring-item exception to accelerate the deduction to the extent
(1) the customers earn the rebates by the end of the tax year and (2) the taxpayer pays the rebates within 8%
months after year-end. Accordingly, an automatic method change to accelerate the deduction for rebates and
allowances may reduce taxable income reported in 2022.

Bad debts

Taxpayers that determine a book-tax difference for bad debts by analyzing the change in balance from year to year
may be able to change their method of accounting to deduct wholly worthless debt and partially worthless debts to
the extent there is a specific reserve for the customer’s debt. An automatic method change to deduct wholly
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worthless debt and eligible partially worthless debt could increase the deduction for bad debts claimed on 2022 tax
returns.

Service liabilities

Accrual-method taxpayers that use a cash method (i.e., deduct an item when paid) to account for certain accrued
services may be able to accelerate the deduction to 2022 by changing to a proper accrual method generally via an
automatic accounting method change. The deduction for these items may be claimed when the services are
provided or, if the liability otherwise is fixed and determinable at year-end, to the extent the services are provided
within 8% months of year-end under the recurring-item exception to the economic performance rules. Taxpayers
may be able to use the recurring-item exception for items such as legal and other professional fees, warranties, and
environmental remediation costs if the all-events test has been met, the liability is recurring in nature, and either the
amount of the liability is not material or the accrual of the liability in the earlier year is deemed to result in a better
matching of the liability with the income to which it relates.

Self-insured medical accruals

Taxpayers may be eligible to 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. An automatic change in
method of accounting for medical IBNR accruals related to active employees, injured employees (via a workers
compensation accrual), and retired employees (provided the claims are not funded through a VEBA) may
accelerate the deduction claimed for 2022 tax years.

Inventory costing and valuation strategies
UNICAP

Complex rules on the computation of inventory require taxpayers to use several different methods for determining
the costs that must be capitalized as Section 471 costs or as Section 263A costs. Final Section 263A regulations
(generally effective in 2019) provide new simplified methods that may allow a taxpayer to reduce its ending
inventory cost by including negative adjustments as additional Section 263A costs and by using two absorption
ratios -- one for raw materials, and one for WIP and finished goods. Taxpayers that make method changes
intended to comply with the final rules often capitalize fewer costs to ending inventory, thereby increasing cost of
goods sold (COGS) and reducing taxable income in 2022. A method change to comply with the final Section 263A
regulations generally is eligible for automatic consent.

Inventory identification and valuation

Taxpayers potentially could benefit from a change in their inventory identification and valuation methods to reduce
ending inventory for the 2022 tax year. For example, a taxpayer that has an inventory shrinkage accrual for
financial accounting purposes generally could change its method of accounting to deduct estimated inventory
shrinkage for federal income tax purposes. Similarly, taxpayers that reverse obsolescence reserves accrued for
financial accounting purposes may be able to identify and value subnormal goods below cost, generally at an actual
offering price or scrap value. Likewise, the lower of cost or market method permits taxpayers to write down goods
to reproduction or replacement cost or to an actual offering price. These method changes for inventory identification
and valuation generally are eligible for automatic consent.
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Tangible property capitalization and recovery strategies
Cost segregation studies

Taxpayers may benefit from a depreciation study to identify additional property eligible for bonus depreciation and
other property eligible for shorter recovery periods. Because the definition of qualified property was expanded by
the 2017 tax reform act, a depreciation study could result in increasing the deduction claimed for bonus
depreciation in 2022 tax years. Furthermore, identifying property that is placed in service in 2022 instead of 2023
might allow a taxpayer to claim 100% bonus (as opposed to 80% in 2023). In addition, other misclassifications of
property could be identified through a depreciation study, potentially resulting in accelerated depreciation
deductions due to shorter recovery periods. Claiming depreciation that relates to a prior tax year may be effected
with an accounting method change using a cumulative ‘catch-up’ adjustment to reflect the difference in
accumulated depreciation under the old and new methods.

Repairs

Deductions for repairs include expenditures that neither result in a betterment or a restoration of the unit of property
nor adapt the unit of property to a new or different use. Due to differing definitions of the unit of property for tax
purposes and financial accounting purposes, the tax unit of property may permit identification of additional repairs
that can be deducted for tax purposes. A number of other favorable elections and safe harbors are available that
may reduce taxable income for the 2022 tax year.

Disposal losses

A taxpayer may be eligible to change its treatment to claim losses on assets that were disposed of in prior years as
well as losses on a partially disposed asset, such as a structural component of a building, or a component of any
other asset, before the unit of property itself is disposed. In these instances, the taxpayer must capitalize the cost of
replacement property. Partial dispositions that were not elective, such as in the context of a casualty loss or partial
sale of an asset, generally may be effected with an automatic accounting method change for the 2022 tax year.
Elective partial dispositions, however, must be claimed on an original timely filed return.

Materials and supplies

Incidental materials and supplies for which a taxpayer does not keep a record of consumption or take physical
inventories at the beginning and end of the year may be deducted when purchased to the extent that treatment
clearly reflects income. The Section 263(a) tangible property regulations define materials and supplies, in part, as
(2) 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. Accordingly, taxpayers potentially could increase the deduction
claimed for incidental materials and supplies claimed in 2022 by filing an automatic method change.

Leasing issues

Taxpayers may wish to analyze leases to evaluate the tax treatment of the lease for federal income tax purposes.
For example, a company may be improperly characterizing a lease by following the book characterization as a sale
when the arrangement should be treated as a true lease for tax purposes. Likewise, accounting method changes
for certain tenant improvement allowances, Section 467 rental agreements, and initial direct costs of obtaining a
lease may reduce taxable income that is taken into account in the 2022 tax year.
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Intangible capitalization and recovery strategies
Prepaid payment liabilities

Taxpayers that currently capitalize prepaid expenses for items such as insurance, software maintenance, licenses,
fees, or permits with a useful life of 12 months or less may be eligible to automatically change their methods of
accounting to deduct those items when paid under the Section 263(a) intangible property regulations. The
acceleration of these deductions potentially could reduce taxable income in 2022.

Deferred costs

Taxpayers may be following the book treatment of deferred costs, such as incurred service costs deferred to match
the recognition of service income or deferred commissions paid to sales representatives for obtaining customer
contracts deferred to match recognition of income over the contract life. With an automatic method change, a
deduction could be claimed in 2022 for these deferred costs and commissions.

Additional information

For additional information on some of these issues and on accounting method planning in general, please see the
following PwC Insights.

Taxpayers may need to engage in accounting method planning by year-end

IRS revises automatic method change for R&E capitalization

Interim guidance clarifies certain key issues under new corporate AMT

Interest capitalization provisions may reduce Section 163(j) interest disallowance

Tax relief may be available for damage from federally declared disasters

Taxpayers should consider immediate action to adopt the LIFO inventory method to expense high inflation.

Let’s talk

For a deeper discussion of how accounting method planning might affect your business, please contact one of the
PwC professionals listed below, or your local Accounting Method Services contact:

Federal Tax Services

Christine Turgeon George Manousos April Estes

(973) 202-6615 (202) 302-0942 (404) 271-9150
christine.turgeon@pwc.com george.manousos@pwc.com april.l.estes@pwc.com
Adam Hales

(702) 756-0349
adam.hales@pwc.com
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