SPECIAL REPORT:
CAPITALIZING OR DEDUCTING EXPENDITURES
UNDER THE TANGIBLE PROPERTY REGULATIONS

IRC Sec. 263(a) requires the capitalization of amounts paid to acquire, produce or improve tangible property,
while IRC Sec. 162(a) allows a deduction for ordinary and necessary expenses paid or incurred in carrying on a
trade or business, including the costs of supplies, repairs and maintenance. To clarify the proper categorization of
tangible property expenditures, the IRS released final tangible property regulations (see TD 9636), which replaced
temporary regulations issued in 2011 (see TD 9564). The final regulations generally apply to tax years beginning
on or after January 1, 2014, although taxpayers can choose to apply them to tax years beginning on or after
January 1, 2012. At the same time, the IRS issued new proposed regulations governing dispositions of assets,
which generally apply to tax years beginning on or after January 1, 2014.
The final regulations follow the same format as the 2011 temporary regulations: materials and supplies
(Reg. 1.162-3), repairs and maintenance (Reg. 1.162-4), capital expenditures [Reg. 1.263(a)-1], costs to acquire or
produce property [Reg. 1.263(a)-2] and costs to improve property [Reg. 1.263(a)-3]. The final regulations simplify
some of the rules in the 2011 temporary regulations and create a number of new safe harbors. For example, the
final regulations adopt a simplified de minimis safe harbor under Reg. 1.263(a)-1(f) and extend the safe harbor
for routine maintenance under Reg. 1.263(a)-3(i) to buildings and structural components.
On August 18, 2014, the IRS finalized the proposed regulations governing dispositions of assets (see TD 9689).
The final regulations provide rules for determining gain or loss upon the disposition of MACRS property,
determining the asset disposed of and accounting for partial dispositions. Once again, the final regulations
generally apply to tax years beginning on or after January 1, 2014, although taxpayers can choose to apply them
to tax years beginning on or after January 1, 2012.

Annual Election VERSUS Accounting Method Change
Some of the favorable provisions in the regulations are obtained by making an election on the tax return, while
others require a change in accounting method. An election does not require the filing of a Form 3115 (Application
for Change in Accounting Method). Instead, all that is required is that the proper statement be attached to a timely
filed tax return. While simpler, at least initially, than requesting an accounting method change, elections create
compliance issues in future years since taxpayers need to attach an election statement to their tax return every year
they intend to use a provision.
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Many taxpayers will have to file at least one Form 3115 or prepare at least one election statement to properly
implement the final regulations. For example, many taxpayers will need to file a Form 3115 to deduct materials
and supplies [see Reg. 1.162-3(i)] or file an election statement to use the de minimis safe harbor rules [see Reg.
1.263(a)-1(f)(5)]. The failure to file a Form 3115 or attach the proper election statement will result in an unauthorized
accounting method change or the inability to use (and benefit from) the desired election.

Expenditures to Acquire or Produce Tangible Property
Generally, taxpayers must capitalize amounts paid to acquire or produce a unit of real or personal property,
including leasehold improvements, land and land improvements, machinery and equipment and furniture
and fixtures [Reg. 1.263(a)-2(d)(1)]. A “unit of property” is comprised of all components that are functionally
interdependent [Reg. 1.263(a)-3(e)]. Thus, a truck (including its engine, chassis, doors, etc.) or a building and
its structural components (including the walls, roof, windows, etc.) comprise a unit of property. Conversely, a
computer and printer are separate units of property because placing the computer in service is not dependent
upon placing the printer in service. Once capitalized, the expenditures are recovered through depreciation or
disposition of the property [Reg. 1.263(a)-1]. However, there are exceptions to capitalization under the rules
governing materials and supplies (Reg. 1.162-3) and the de minimis safe harbor election [Reg. 1.263(a)-1(f)].
Amounts paid to facilitate the acquisition of tangible property normally must be capitalized [Reg. 1.263(a)-2(f)(1)].
However, amounts paid to investigate or otherwise pursue the acquisition of real property need not be capitalized
if they relate to activities performed in determining whether to acquire real property and which real property
to acquire. Inherently facilitative costs are not eligible for this exception and must be capitalized. Inherently
facilitative costs include costs of examining title to the property, securing an appraisal of the property’s value,
negotiating the terms or structure of the acquisition, obtaining tax advice on the acquisition, paying sales and
transfer taxes, preparing transfer documents and transporting the property.
Employee compensation and overhead are treated as amounts that do not facilitate the acquisition of real
or personal property, although the compensation and overhead costs may have to be capitalized to property
produced by the taxpayer or acquired for resale under IRC Sec. 263A. However, taxpayers can elect to capitalize
compensation, overhead expenses, or both, related to each acquisition [Reg. 1.263(a)-2(f)(2)(iv)].

Expenditures to Improve Tangible Property
In addition to capitalizing amounts paid to acquire or produce tangible property, taxpayers must capitalize
amounts paid to improve a unit of property they already own [Reg. 1.263(a)-3(d)]. A unit of property is improved if
the expenditures are for a betterment, restoration or adaptation of the unit of property, as follows:
• An expenditure is for a betterment if it: corrects a material condition or defect that existed prior to the
acquisition or during the production of the property; is for a material addition to the property or a material
increase in the capacity of the property or is reasonably expected to materially increase the productivity,
efficiency, strength, quality or output of the property [Reg. 1.263(a)-3(j)(1)].
• An expenditure is for a restoration if it: replaces a component of a unit of property and the taxpayer claimed
a partial disposition or a casualty loss for the component or recognized gain or loss on the sale of the
component, returns the property to its ordinarily efficient operating condition after it has deteriorated to a
state of disrepair and is no longer useable for its intended use, rebuilds the property to a like-new condition
after the end of its class life or replaces a part or a combination of parts that comprise a major component or
substantial structural part of the property [Reg. 1.263(a)-3(k)(1)].
• An expenditure is for an adaptation if it: adapts the property to a new or different use and the adaptation is
not consistent with the taxpayer’s ordinary use of the property at the time the property was originally placed in
service by the taxpayer [Reg. 1.263(a)-3(l)(1)].
Whether a given expenditure is an improvement is generally a matter of degree, and from the nearly 100 examples
in the regulations, this determination is often far from clear. The same “unit of property” definition applies to this
analysis; however, a building is separated into the building structure and eight separate “building systems”: (1)
HVAC systems, (2) plumbing systems, (3) electrical systems, (4) escalators, (5) elevators, (6) fire-protection and
alarm systems, (7) security systems and (8) gas distribution systems [Reg. 1.263(a)-3(e)(2)(ii)].
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Repairs and Maintenance Expenses
Incidental repairs that do not result in an improvement to the property (i.e., generally keep the property in an
efficient operating condition) are deductible under IRC Sec. 162 as ordinary and necessary business expenses.
However, the final regulations provide an election to capitalize repair and maintenance expenses consistent with
the taxpayer’s presentation on its financial records [Reg. 1.263(a)-3(n)]. Taxpayers making the election must treat
amounts paid for repairs and maintenance during the tax year that are capitalized on their books and records as
improvements to tangible property and begin depreciating the cost of the improvements when they are placed in
service under the applicable provisions of the Code and regulations.

Routine Maintenance
Under the 2011 temporary regulations, amounts paid for regularly scheduled, routine maintenance on a unit of
property (other than a building or a structural component) did not have to be capitalized. The final regulations
expand the routine maintenance safe harbor to include amounts paid for buildings and structural components
[Reg. 1.263(a)-3(i)]. The recurring activities must be performed by the taxpayer with an expectation of keeping
the property in an ordinarily efficient operating condition. The activities are deemed to be routine if the taxpayer
reasonably expects to perform them more than once during the 10-year period beginning when the building
structure or system is placed in service. For other property, there must be a reasonable expectation that the
activities will be performed more than once during the class life of the unit of property.
The final regulations add a safe harbor election allowing “qualifying small taxpayers” to deduct the cost of
improvements made to “eligible building property” [Reg. 1.263(a)-3(h)]. Qualifying small taxpayers have $10
million or less in average annual gross receipts for the three preceding tax years, and eligible building property
includes a building, condominium, cooperative or leased portion of a building with an unadjusted basis of $1
million or less. The total amount of repairs, maintenance and improvements for the property for the year cannot
exceed the lesser of $10,000 or 2% of the property’s unadjusted basis. The election is made on a per-building
basis and cannot be made by requesting a change in accounting method or filing an amended tax return before
obtaining the IRS’s consent to make a late election.

Materials and Supplies
Materials and supplies are tangible items used or consumed in the taxpayer’s operations that are not inventory
[Reg. 1.162-3(c)]. Two common examples are a unit of property that has an (1) economic useful life of 12 months or
less, beginning when the property is used or consumed in the taxpayer’s operations or (2) acquisition or production
cost of $200 or less (or other amount as specified in subsequent IRS guidance).
Materials and supplies not used to improve tangible property are deductible when paid or incurred if they are
incidental or are deductible when consumed if they are nonincidental [Reg. 1.162-3(a)]. Materials and supplies are
incidental if no record of their consumption is kept and no physical inventory of them is taken at the beginning and
end of the year. In general, a change to comply with Reg. 1.162-3 is a change in accounting method under IRC Sec.
446(e) requiring the IRS’s consent. The change will be automatically approved if the requirements in Rev. Proc.
2014-16 are met.

Example: In 2014, Austin, Inc. buys 40 office chairs for $80 each and 100 briefcases costing $100
each. Assume that the chairs and briefcases are considered to be nonincidental materials and supplies.
All of the chairs are used by employees, but only 40 briefcases are used with the remainder stored for
future use. Because of heavy usage, the briefcases have a useful life of less than one year.
The “materials and supplies” definition is met because each chair is a unit of property costing $200 or
less and each briefcase is a unit of property with an economic life of 12 months or less. For 2014, Austin
can deduct $3,200 ($80 × 40) for the chairs and $4,000 ($100 × 40) for the briefcases. The remaining
briefcases will be deductible when used (consumed) by the employees.
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Rotable, Temporary and Standby Emergency Spare Parts
Taxpayers can elect to capitalize and depreciate the cost of rotable spare parts, temporary spare parts or standby
emergency spare parts [Reg. 1.162-3(d)]. Rotable spare parts are acquired for installation on a unit of property,
removable from that unit of property, generally repaired or improved and either reinstalled on the same or other
property or stored for later installation. Temporary spare parts are used temporarily until a new or repaired part can
be installed and then are removed and stored for later installation [Reg. 1.162-3(c)(2)].
Standby emergency spare parts are (1) directly related to a particular piece of machinery or equipment; (2)
acquired when the machinery or equipment is acquired or later acquired and set aside for use in that machinery or
equipment; (3) not acquired in quantity; (4) normally expensive and available only on special order; (5) not subject
to periodic replacement and (6) not interchangeable, repaired or reused [Reg. 1.162-3(c)(3)].
The election is not available for rotable, temporary or standby emergency spare parts used as a component of a
unit of property where the taxpayer did not elect to capitalize and depreciate that unit of property.

De Minimis Election for Production or Acquisition Costs
Taxpayers can elect under the de minimis safe harbor to deduct amounts paid to acquire or produce tangible
property not exceeding a certain dollar threshold. For taxpayers with an applicable financial statement (AFS), the
maximum dollar limit is $5,000. To use the safe harbor, taxpayers must have written accounting procedures in
place at the beginning of the tax year for expensing amounts paid for such property under a certain dollar amount
and must treat the amounts as expenses on the AFS in accordance with the policy. Taxpayers with an AFS may
expense items that do not exceed $5,000 per invoice or per item (as substantiated by the invoice) or amounts paid
for property with an economic useful life of 12 months or less provided the amount per invoice (or item) does not
exceed $5,000 [Reg. 1.263(a)-1(f)(1)].
An AFS includes a (1) financial statement required to be filed with the Securities and Exchange Commission (SEC),
such as a 10-K or the Annual Statement to Shareholders; (2) certified audited financial statement accompanied by
the report of an independent CPA that is used for credit purposes, reporting to shareholders, partners or similar
persons or any other substantial nontax purpose or (3) financial statement (other than a tax return) required to be
provided to the federal government, state government or federal or state agency (other than the SEC or the IRS)
[Reg. 1.263(a)-1(f)(4)].
Taxpayers without an AFS are subject to a $500 limit. They must have accounting procedures in place at the
beginning of the tax year (with the regulations curiously omitting the word “written”) for expensing amounts
paid for such property under a certain dollar amount and must treat the amounts as expenses on their books and
records in accordance with the policy. Taxpayers without an AFS may expense items that do not exceed $500 per
invoice or per item (as substantiated by the invoice) or amounts paid for property with an economic useful life of 12
months or less provided the amount per invoice (or item) does not exceed $500.

Practice Tip: If the prerequisites for making the election are met, costs that taxpayers would otherwise have
to capitalize and depreciate for tax purposes can be deducted in the year of purchase, assuming they otherwise
qualify as ordinary business expenses. And unlike the Section 179 deduction, there is no annual taxable income
limit or dollar limit on the amount that can be deducted. Furthermore, once taxpayers meet the safe harbor
requirements, including having appropriate accounting procedures in place at the beginning of their tax year and
treating qualifying amounts as expenses in accordance with those procedures, a change in those procedures (such
as to conform to the dollar limits) is not by itself a change in accounting method requiring IRS approval.
The regulations do not define accounting procedures or describe what the procedures should include. However,
taxpayers frequently establish a minimum dollar amount that must be spent before a cost is capitalized. The
following is a sample capitalization policy that can be used or modified to fit a taxpayer’s particular needs:
It is the company’s policy to capitalize assets that cost $_____ or more. All capitalized assets will be
depreciated in accordance with the company’s depreciation policy. Assets that cost less than $_____ will be
expensed in the period purchased. Amounts paid for assets with an estimated useful life of 12 months or less
with a value of $_____ or less are expensed in the period purchased as well. Management will periodically
review these levels and make modifications as necessary.
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De Minimis Election for Materials and Supplies
According to Reg. 1.162-3(f), taxpayers must apply the de minimis safe harbor to all materials and supplies (as
defined in the regulations) if they elect to apply the de minimis safe harbor in Reg. 1.263(a)-1(f) to amounts paid
for the production or acquisition of tangible property. Exceptions exist for taxpayers that elect to capitalize and
depreciate rotable, temporary and standby emergency spare parts or use the optional method of accounting for
such parts. An election cannot be made by requesting a change in accounting method or filing an amended tax
return before obtaining the IRS’s consent to make a late election [Reg. 1.263(a)-1(f)(5)].

Dispositions of Tangible Property
As previously noted, the IRS published final regulations on August 14, 2014 governing dispositions of MACRS
property (see TD 9689). Under Reg. 1.168(i)-8(b)(2), a disposition occurs when ownership of the asset is transferred
or when the asset is permanently withdrawn from use in a trade or business or for the production of income. A
disposition includes the sale, exchange, retirement, physical abandonment or destruction of an asset. The manner
of disposition (e.g., normal versus abnormal retirement) is not considered in determining whether a disposition
occurs or a gain or loss is recognized.
A disposition also includes a partial disposition if the rules in Reg. 1.168(i)-8(d) are met. The partial disposition rule
allows taxpayers to claim a loss upon the disposition of a structural component (or a portion thereof) of a building
or upon the disposition of a component (or a portion thereof) of any other asset without identifying the component
as an asset before the disposition. This minimizes circumstances when an original component (or a portion thereof)
and its subsequent replacement must be capitalized and depreciated simultaneously.
The partial disposition rule must be applied to the disposition of a portion of an asset as a result of a (1) Section
165 casualty, (2) Section 1031 like-kind exchange, (3) Section 1033 involuntary conversion or (4) step-in-theshoes transaction (which includes Section 351 transfers to a controlled corporation, Section 361 corporate
reorganizations, Section 721 transfers to a partnership and Section 731 distributions by a partnership to a partner).
It also must be applied to the sale of a portion of an asset. For other transactions, a partial disposition occurs only if
the taxpayer makes the election for the disposed of portion of the asset.

Example: Marshall Corp. replaces one of the four elevators in its office building. The elevator
is a structural component of the office building, and the office building (including its structural
components) is the asset for disposition purposes. Marshall does not make the partial disposition
election for the elevator. Therefore, the retirement of the replaced elevator is not a disposition.
Depreciation continues for the cost of the building (including the cost of the retired elevator and the
building’s other structural components), and Marshall does not recognize a loss for the retired elevator
[Reg. 1.168(i)-8(i), Ex. 1].
If Marshall makes the partial disposition election, the retirement of the replaced elevator is a
disposition. Depreciation for the retired elevator ceases at the time of its retirement, taking into
account the applicable convention, and Marshall recognizes a loss upon the retirement [Reg. 1.168(i)8(i), Ex. 3].
The election is made on a timely filed original tax return, including extensions, for the tax year of the partial
disposition by reporting the resulting gain, loss or other amount on the tax return [Reg. 1.168(i)-8(d)(2)]. For
taxpayers applying the regulations to a tax year beginning in 2012 or 2013, there are special rules for making the
election for the portion of an asset disposed of in those tax years. Taxpayers make the partial disposition election
for the applicable tax year by filing an amended return or requesting a change in accounting method under the
terms and within the time limits provided by the regulations [Reg. 1.168(i)-8(d)(2)(iv)].

5

SPECIAL REPORT: CAPITALIZING OR DEDUCTING EXPENDITURES UNDER THE TANGIBLE PROPERTY REGULATIONS

Change in Accounting Method
In some cases, taxpayers must obtain the IRS’s consent to change to a method of accounting provided by the final
regulations [e.g., see Regs. 1.162-3(i), 1.162-4(b), 1.263(a)-1(g), 1.263(a)-2(i), and 1.263(a)-3(q)]. The IRS has issued
several revenue procedures enabling taxpayers to obtain automatic consent to change accounting methods, as
follows:
• Rev. Proc. 2014-16 addresses changes in accounting for materials and supplies (Reg. 1.162-3), repairs and
maintenance (Reg. 1.162-4), capital expenditures [Reg. 1.263(a)-1], costs to acquire or produce property
[Reg. 1.263(a)-2], improvements [Reg. 1.263(a)-3], self-constructed assets (Reg. 1.263A-1) and real property
acquired through foreclosure (Reg. 1.263A-3).
• Rev. Proc. 2014-17 addresses changes in accounting for leasehold improvements [Reg. 1.167(a)-4], MACRS
property [Reg. 1.168(i)-7] and other provisions under the prior proposed regulations.
• Rev. Proc. 2014-54 applies to automatic change requests under the August 18, 2014 final regulations. It
addresses changes in accounting for general asset accounts [Reg. 1.168(i)-1], MACRS property [Reg. 1.168(i)-7],
and dispositions of MACRS property [Reg. 1.168(i)-8].
Automatic accounting method change requests do not require the payment of a user fee, necessitate less
information and detail than nonautomatic change requests, and as the name applies, IRS consent to the change
will be granted if the appropriate procedures are followed.

Reduced Filing for Small Taxpayers
The IRS did not exempt smaller taxpayers from the Form 3115 filing requirement in Rev. Procs. 2014-16, 2014-17
and 2014-54 but did limit the information that “qualifying taxpayers” must enter on the form. Qualifying taxpayers
have average annual gross receipts of $10 million or less for the three preceding tax years.
Average annual gross receipts for taxpayers in existence for less than three years are based on the number of tax
years (including short tax years) the taxpayer (or its predecessor) has been in existence. Gross receipts for short
tax years are annualized by multiplying the gross receipts for the short period by 12 and dividing the product by
the number of months in the short period. Gross receipts for making the qualifying taxpayer determination include
total sales (net of returns and allowances) and all amounts received for services. Gross receipts also include income
from investments and from incidental sources, such as interest, dividends, rents, royalties and annuities, regardless
of whether they were derived in the ordinary course of business.

Benefits of Automatic Accounting Method Changes
The ability to submit a request for an automatic accounting method change up to the extended filing date of the
tax return for the year of change is a significant advantage since it enables the preparer to correct an accounting
method deficiency that is identified during the return preparation process. If the accounting method deficiency is
identified during preparation of the return but automatic consent procedures are not available, Form 3115 must be
submitted under the advance consent procedures of Rev. Proc. 97-27 for the following tax year.
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RELATED RESOURCES
PPC’s 1065 Deskbook — Updated for the Tax Increase Prevention Act of 2014
Partnerships will be a “top priority” for the Small Business/Self-Employed (SB/SE) Division, according to the SB/
SE Commissioner. With the key issues, examples, filled-in Schedule K-1s and other forms, checklists, worksheets,
and other quality control tools you’ll find in PPC’s 1065 Deskbook, you and your staff can solve the difficult or
unclear issues encountered when preparing Form 1065. The deskbook points out elections and other tax-saving
opportunities while preparing the return; plus, the tax planning roadmap highlights planning opportunities that
you and your staff can pursue after busy season.

PPC’s 1120 Deskbook — Updated for the Tax Increase Prevention Act of 2014
Given the IRS’s emphasis on practitioner due diligence, proper preparation of your clients’ returns is more
important than ever. With the key issues, examples tied to filled-in forms, checklists, worksheets, and other quality
control tools you’ll find in PPC’s 1120 Deskbook, you and your staff can solve the difficult, unclear or misunderstood
issues encountered when preparing Form 1120. The deskbook points out elections and other tax-saving
opportunities to take advantage of while preparing the return; plus, the tax planning roadmap highlights planning
opportunities that you and your staff can pursue after busy season.

PPC’s 1120S Deskbook — Updated for the Tax Increase Prevention Act of 2014
With the IRS’s renewed interest in examining pass-through returns and emphasis on practitioner due diligence,
proper preparation of your clients’ returns is more important than ever. With the key issues, examples, filled-in
Schedule K-1s and other forms, checklists, worksheets and other quality control tools in the deskbook, you and
your staff can solve the difficult or unclear issues encountered when preparing Form 1120S and the related forms
and schedules, as well as Forms 2553 (S election form) and 8869 (QSub election form). The deskbook points out
elections and other tax-saving opportunities while preparing the return; plus, the tax planning roadmaps highlight
planning opportunities that you and your staff can pursue after busy season.

Federal Depreciation Handbook and Depreciation Calculator
The Federal Depreciation Handbook from Thomson Reuters provides expert guidance on tax depreciation and
other cost recovery issues to help tax practitioners make tax-efficient decisions and elections when an asset is
placed in service. The handbook also explains how to structure business property transactions to optimize federal
income tax results when performing general tax planning or transactional consulting services.
The Federal Depreciation Handbook on Checkpoint comes with a Depreciation Calculator to perform quick and
easy depreciation calculations for tax planning or for determining the most appropriate depreciation elections
when an asset is placed into service. The Depreciation Calculator also generates a depreciation schedule for the life
of the asset.

For more information, visit tax.thomsonreuters.com or call 800.950.1216

SAVE 20%

WHEN YOU PURCHASE TWO OR MORE OF THE INDIVIDUAL TITLES INCLUDED ON THIS PAGE*
Visit tax.thomsonreuters.com/TangibleProperty or call 800.950.1216
and use promo code TPRSAVE20 when placing your order.
*Applies to new orders only. May not be combined with any other offer or promotion. Titles must be purchased
at the same time in order to qualify for the discount. Discount automatically applied at checkout for Web store purchases
(no promotion code necessary).

7

SPECIAL REPORT: CAPITALIZING OR DEDUCTING EXPENDITURES UNDER THE TANGIBLE PROPERTY REGULATIONS

CONTACT US...
Find your local representative on our website at tax.thomsonreuters.com/rep-locator/international-sales.
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