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In brief

Taxpayers typically want to use accounting methods that lower their taxable income to generate cash tax
savings. However, in certain circumstances, taxpayers may benefit from accounting method planning
that increases taxable income.

For example, taxpayers may want to increase taxable income to recognize income in a lower-rate tax
year and deductions in a higher-rate tax year, reduce their liability for the base erosion and anti-abuse
tax , increase the benefit from foreign derived intangible income, or mitigate the amount of interest
subject to the Section 163(j) deduction limitation. Increasing taxable income also may be beneficial to
offset expiring net operating losses or other expiring attributes (e.g., foreign tax credits) or mitigate an
expected Section 382 limitation. In some of these cases, taxpayers may need to pay current cash tax in
exchange for a permanent tax benefit.

This Insight describes some of the common elections, factual changes, and accounting method changes
to increase taxable income. For a discussion of how accounting method planning may help to defer
income recognition or accelerate deductions, see the Insight Accounting methods planning may provide
tax savings. Taxpayers may want to review their accounting methods and model various outcomes to
evaluate how they may benefit from opportunities to use accounting methods to increase or decrease
taxable income.

In detalil

Accounting method planning to accelerate income recognition or defer deductions to increase taxable
income may enable taxpayers to better achieve their tax objectives. Taxpayers may be able to realize
benefits through an annual accounting method election or by changing the underlying facts of a
transaction. These approaches provide the flexibility to meet current tax year objectives without the
longer-term binding effect of an accounting method change, which generally may be made for an item
automatically only once every five years. Other approaches require accounting method changes, most of
which may be made under the automatic procedures with a positive Section 481(a) adjustment
recognized over four tax years.

Elections

Taxpayers may increase taxable income by making the following accounting method elections on a
federal income tax return, in some cases on an annual basis.
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Capitalization

Taxpayers sometimes have the flexibility of electing to capitalize certain costs instead of deducting them in the year paid
or incurred.

Section 59(e). Taxpayers may capitalize research and development (R&D) costs and amortize them over 10 years by
making a Section 59(e) election. This election also is available for expenses for circulation, intangible drilling and
development, development under Section 616(a), and mining exploration (a recovery period shorter than 10 years may

apply).

Section 174(b). Taxpayers may elect to capitalize R&D costs under Section 174(b) and amortize them over a period of
not less than 60 months. This election may be made for current-year costs for new projects on a project-by-project basis.

Note: For tax years beginning after 2021, R&D costs must be capitalized and amortized over a five-year period (15
years for research conducted outside the United States). For this purpose, R&D costs include software development
costs.

Section 266. Taxpayers may elect to capitalize carrying charges such as interest and taxes incurred to carry certain
property prior to the time it is used in a business. The carrying charges are capitalized into the basis of the related
property and recovered according to the type of property.

Intangible property. Taxpayers may elect to capitalize certain intangible costs that otherwise are currently deductible,
such as (1) prepaid expenses otherwise deductible under the 12-month rule, and (2) transaction costs, such as employee
compensation and overhead, related to acquisition or creation of intangible assets.

Tangible property. Taxpayers may elect to capitalize certain costs for repair and maintenance of tangible property and
certain employee compensation and overhead costs that facilitate the acquisition of property.

Depreciation

The depreciation rules provide for elections that may be made annually for certain depreciable property.

Bonus depreciation. Certain assets qualify for 100% or 50% bonus depreciation, depending on the year the asset is
acquired and placed in service. Taxpayers may make an annual election out of the mandatory bonus depreciation
deduction on a class-by-class basis to extend depreciation over the life of an asset.

Alternative depreciation system (ADS). A taxpayer may elect the ADS, which generally has a longer recovery period than
other depreciation methods and requires using the straight-line method. ADS may be elected annually on a class-by-
class basis.

Other depreciation elections. Other depreciation strategies to increase taxable income in a tax year include electing (1) a
150% declining balance or straight-line method instead of 200% declining balance, (2) the units of production method, or
(3) grouping assets in a general asset account to defer the recovery of basis when an asset is disposed.

Other elections

Taxpayers also may be able to increase taxable income by choosing to deduct qualified plan contributions made on
account of a prior year in the tax year paid rather than in the prior tax year, or by electing out of the installment method for
recognizing income from the disposition of property.

Changes in facts

Taxpayers may be able to structure transactions or change the underlying facts of a transaction by the end of the tax year
in a way that results in an acceleration of income, for example by:

e Contractually providing for advance payments that would be recognized under a full inclusion method (which, however,
may require a method change if otherwise using a deferral method);

e Engaging in a sale/leaseback transaction to sell appreciated property at a gain and then lease it back;
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o Deferring payments to foreign related parties that are subject to Section 267; or

¢ Changing the terms of compensation plans, such as for bonuses or severance pay, so that the compensation is not
fixed at year-end or payment is made more than 2% months after the end of the year.

Changes in accounting method

Taxpayers may be able to increase taxable income by changing to an accounting method that accelerates income or
defers deductions. An accounting method change requires the taxpayer to obtain consent from the IRS under either the
automatic or non-automatic method change procedures. Automatic accounting method changes may be filed with the tax
return for the year of change, but non-automatic accounting method changes must be filed by the end of the tax year of
change. The cumulative catch-up or Section 481(a) adjustment resulting from an accounting method change must be
spread over four tax years if it increases income.

Accelerating income

Section 451. Under Section 451, income generally is recognized by an accrual method taxpayer at the earliest of when
the income is due, paid, earned, or recognized for financial statement purposes. The new Section 451 regulations provide
a number of optional methods that could accelerate the recognition of income, including:

e Recognizing income although there is no enforceable right to payment under the optional alternative AFS inclusion
method,

e Recognizing gross revenue rather than offsetting costs incurred for goods in progress under Section 451(b),
e Recognizing instead of deferring advance payments (including specified payments), and
o Not offsetting recognized advance payments for costs incurred under Section 451(c).

Long term contracts. Taxpayers with long-term contracts may accelerate the recognition of income by:

e Using the percentage of completion method (PCM) under Section 460 instead of an accrual method or completed
contract method,

e Using a proper PCM method instead of their book PCM method, or
e Not using the 10% method, which defers recognition of income until a contract is 10% complete.

Leasing. When appropriate under the facts of a taxpayer’s leases, a taxpayer may change the characterization of a
transaction from a lease to a sale with an accounting method change.

Inventory

Taxpayers may increase taxable income by increasing costs capitalized to inventory under Section 471 or Section 263A
(UNICAP) or by increasing inventory costs allocated to ending inventory and correspondingly reducing inventory costs
allocated to cost of goods sold (COGS).

Inventory costing. To maximize costs capitalized to inventory under Sections 471 and 263A, taxpayers should consider
various sub-methods that increase capitalized costs, including:

e Change to a method that increases the amount of mixed service costs (general and administrative-type costs that
benefit both production or resale activities and deductible activities) allocated to capitalizable production or resale
activities, such as the direct reallocation method, which capitalizes all mixed service costs, or

o Calculate the actual adjustment required under Section 263A or estimate the Section 263A capitalized costs of foreign
branches or controlled foreign corporations under the US ratio method using the Section 263A absorption ratio of a
related US business.

Cost flow assumption. Taxpayers may increase costs allocated to ending inventory by changing from the last-in, first-out
(LIFO) to the first-in, first-out method, or by changing a LIFO submethod.

3 PwC



Tax Insights

Valuation. Taxpayers using the lower of cost or market method or the retail inventory method to value ending inventory
under Section 471 may increase costs allocated to ending inventory and reduce COGS by changing to the cost method.

Deferring deductions

Economic performance. Taxpayers may defer deductions for accrued liabilities into a later tax year by changing from the
recurring item exception for payment liabilities, such as rebates, allowances, refunds, taxes, insurance, and warranty and
service contracts. A taxpayer not using the recurring item exception deducts these liabilities only when paid.

Section 267. Taxpayers that are improperly accruing payments made to foreign related parties should change to a
method that complies with Section 267, generally deducting these amounts when paid.

Leasing. Taxpayers improperly following book for deferred rent or tenant allowances may increase taxable income by
changing to a proper method of accounting under Sections 467 and 61.

Capitalization
Certain capitalization methods require an accounting method change.

Section 174(b). Taxpayers must request an accounting method change from expensing to capitalizing and amortizing
R&D costs under Section 174(b) for an existing project.

Software. Taxpayers may capitalize and amortize certain software development costs over a period of 60 months from
the date of completion of the development or over 36 months from the date the software is placed in service, in lieu of an
immediate deduction, under Rev. Proc. 2000-50.

UNICAP for self-constructed assets. Taxpayers may apply a UNICAP method that increases the costs capitalized to self-
constructed assets, including property produced under a contract. For example, under the direct reallocation method, all
mixed service costs are capitalized to property produced.

The takeaway

Taxpayers may benefit from increasing taxable income in a tax year. Accounting method planning may provide
opportunities to increase taxable income by accelerating income or deferring deductions through elections and changes in
facts as well as through accounting method changes. Taxpayers should review their financial and tax accounting records
to determine if they are eligible to implement these approaches and to identify additional method-related opportunities.
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Let’s talk

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

Accounting Method Services

Christine Turgeon Brad White George Manousos

New York, NY Los Angeles, CA Washington, DC

(973) 202-6615 (206) 484-6587 (202) 302-0942
christine.turgeon@pwc.com brad.white@pwc.com george.manousos@pwc.com
Dennis Tingey Topher Call

Phoenix, AZ Irvine, CA

(602) 770-3565 (949) 910-1518

dennis.tingey@pwc.com christopher.call@pwc.com

Our insights. Your choices.

Select 'Tax services' as your Services and solutions of interest to receive more content like this.

Set your preferences today
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