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DEALER TAX WATCH OUT 
If you had called me personally to ask, "What's 

happening lately with IRS audits of dealers and 
dealerships that I need to know about?" ... Here's 
what I'd say: 

#1. AS WE NEAR YEAR-END •.• UNCERTAINTY, 
CONFUSION & DELAY. Let's face it, we've run 

out of time. As we approach year-end, no one really 
knows what is going to happen in the way of tax 
changes for 2012 (or for 2013, for that matter). 

Until Congress decides what to do and tax legis
lation is drafted, no one knows whether many of the 
tax breaks which expired at the end of 2011 will be 
"reinstated" for 2012 or what the tax rate changes will 
be for businesses and for individuals in 2013. 

This uncertainty makes it difficult to advise clients 
on precise planning strategies for this year or for next 
year. Eventually, we'll know what the situation is. But 
until then, your guess is as good as mine. 

One thing is reasonably foreseeable. It's going to 
be a really difficult tax filing season for all of us. 

Right now, the IRS is on "hold" as far as program
ming its computers for tax rates and changes for 2012 
returns. The Service also can't print (let alone even 
draft) forms for taxpayers to use. Tax return software 
providers can't program their own software - they're 
in the same quandary as the IRS. And, the IRS 
probably won't be able to accept electronically filed 
tax returns until February 1 ... and that's being opti
mistic. 

As if that's not bad enough, the after-effects of 
Sandy's destruction for many has created large-scale 
business disruptions. Also, vast areas of the country 
are Federal disaster areas, and this involves special 
tax provisions to be considered (on top of everything 
else) and extended filing dates for tax returns. 

It looks like almost all of next year will be one long, 
extended, "tax filing season" for many of us. Refund
minded taxpayers (and practitioners) who are in a 
hurry to get even a partial refund of their overpaid 
2012 taxes will undoubtedly file a "first-efforts" return 
as early as possible in 2013 to get back the major part 
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(or at least some) of "their tax refund" from the IRS 
sooner. 

Then, at a later date, their preparers (that's you) 
will have the happy task offiling "amended" returns for 
2012 to reflect all of the changes that are relevant to 
their tax return. At that time, they will either pay back 
or collect the difference. This amended return pro
cess might even involve filing a second "amended" 
return to correct the first one. (Good grief!) 

So much for speculation. Let's talk about a few 
sure things. 

see DEALER TAX WATCH OUT, page 2 
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LOOKING FOR ADDITIONAL 
& "VALUE ADDED" SERVICES 

FOR DEALER CLIENTS? 

Look no further ... Just use the Dealer Tax 
Watch for a head start in golden consulting 
opportunities and activities to help dealer 

clients-and, in the process, to help yourself. 
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Dealer Tax Watch Out (Continued from page 1) 

#2. 2012 TIMELINE ••• THE YEAR IN REVIEW. 
During the year, there were several significant devel
opments, some of which we reported at mid-year and 
others which are included here in our Year-End 
Edition of the DTW. 

On pages 4 - 7, you'll find timelines showing IRS 
activities, Court decisions and other developments 
for 2012, with 2011 added for continuity and compari
son. 

#3. IRS AUDIT ACTIVITY & MAJOR TAX ISSUES. 
There doesn't seem to be much IRS audit activity 
involving dealerships to report at the present time. At 
least nothing major has risen to a level of general 
awareness. 

But, there are still two major tax issues affecting 
dealerships which seem to be getting equal coverage 
and emphasis at this time. 

The first issue is the tax treatment of the receipt 
by dealerships of payments from manufacturers un
dertheir image upgrade programs. This continues to 
receive considerable attention, as evidenced by sev
eral presentations at the AICPA National Auto Deal
ership Conference a few weeks ago in October and at 
the NADA Convention earlier in February. 

The second major issue relates to the efforts 
practitioners are now beginning to make to under
stand the Temporary Regulations which provide guid
ance on the application of Sections 162(a) and 263(a) 
to amounts paid to acquire, produce, or improve 
tangible property. 

These Regulations were supposed to become 
effective January 1, 2012. However, the IRS recently 
postponed the effective date to January 1, 2014. 

These provisions are extremely important to all 
dealerships - and most other businesses, as well. 
Some of these account for the focus of the article 
beginning on page 30 in this Edition of the Dealer Tax 
Watch. 

#4. A REMINDER TO BE CAREFUL ABOUT 
TIMELY FILING COPIES OF FORM 3115. 

Letter Ruling 201237003 involved a taxpayer whose 
accounting firm was supposed to prepare a Form 
3115, Application for Change in Method of Account
ing. This change was being made under Rev. Proc. 
2011-14. 

The original of Form 3115 was timely filed. 
However, there was a "miscommunication" between 
the taxpayer's tax department and the accounting 
firm regarding the filing dates of the Form 1120, and 
the signed copy of the original Form 3115 was not 
timely mailed to the IRS Office in Ogden, Utah. 

~Ph~ot~OC~OP~Yin~g~Or~R~ep~rin~tin~g~W~ith~ou~t p~e=rmiss~io~n~ Is~pr~oh~ib~'le~d ====~* 
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To make a long story short, the IRS granted the 
taxpayer an extension of time to file the copy of the 
Form 3115 with the Ogden Office. However, this 
result was not obtained without the expenditure of 
considerable time, effort and money (filing fees) which 
otherwise could have been avoided. 

For more of the story, see page 10. 

#5. AICPA NATIONAL AUTO DEALERSHIP 
CONFERENCE. This year, the AICPA Annual 

National Auto Dealership Conference was held at the 
Venetian in Las Vegas on October 25-26. Atten
dance there was approximately 450, up from 350 
attendees last year. 

It was a very good Conference this year, and 
beginning on page 11, I've highlighted comments 
from several of the sessions I attended. 

#6. CREATING BASIS (IN STOCK & IN DEBT) SO 
THAT S CORP. LOSSES CAN BE CURRENTLY 
DEDUCTED. At mid-year, there were two devel

opments that affect this significant planning area. 

In June, there was an interesting taxpayer victory 
in the Tax Court. In Maguire, with the helpful advice 
and strategy provided by its CPA, the family share
holders in a Buy-Here, Pay-Here (BHPH) dealership 
and its Related Finance Company (RFC) success
fully maneuvered stock basis from one of the Sub
chapter S Corporations to the other S Corp. 

As a result, the shareholders were able to offset 
all of the operating losses that were incurred during 
the year by the BHPH dealership against other ordi
nary income in their personal income tax returns. 
Note: This case relates to the matter of increasing the 
tax basis for the stock of an S Corporation. 

The second development also occurred in June. 
The Treasury issued proposed Regulations that are 
intended to clarify the requirements for increasing the 
tax basis of indebtedness and to assist S Corpora
tion shareholders in determining with greater cer
tainty whether their particular financing arrangement 
creates basis for certain indebtedness (which basis 
can also be used to absorb current-year operating 
losses incurred by the S Corporation). 

These proposed Regulations require that in order 
to increase basis of indebtedness, the loan transac
tions must represent bona fide indebtedness of the S 
Corporation to the shareholder. 

Both of these developments are discussed in the 
article beginning on page 18. 

~ 
A Periodic Update of Essential Tax Information for Dealers and Their CPA. 

De Filipps' DEALER TAX WATCH, Vol. 19, No.2 



Dealer Tax Watch Out 

#7. UPDATE ON DEALERSHIP TAX TREATMENT 
OF MANUFACTURER PAYMENTS FOR 
FACILITY UPGRADES & IMPROVEMENTS. 

This continues to be the most important issue affect
ing the entire spectrum of dealerships in the country. 
However, at this time, there's not much newto report. 

In August 2012, NADA asked the IRS to accept 
into its Industry Issue Resolution (IIR) program the 
general issue of how the Internal Revenue Code 
applies to payments that dealers receive under these 
programs. 

NADA said it was seeking guidance on "whether 
it is proper for (dealer) taxpayers to treat certain 
payments made pursuant to these programs as a 
reduction to the basis of specified depreciable assets 
rather than treating the payments as income in the 
year received." 

In October, the IRS informed NADA that it would 
not include this issue in the IIR Program because ..... 
Sections 61 and 118 of the Internal Revenue Code as 
well as case law adequately address this issue." 

A brief update of this and other developments 
begins on page 28. 

#8. THE NEWTANGIBLES REGULATIONS ... THE 
TREASURY'S "NEW" PARADIGM SHIFT. A 

portion of the Mid-Year Edition of the Dealer Tax 
Watch focused on the Temporary Regulations which 
provide guidance on capitalization versus repair (de
duction) issues concerning buildings and all other 
tangible property. 

That coverage included an overview of the new 
Regulations and an analYSis of the specific provisions 
and examples in the Regulations which Ms. Terri 
Harris, the IRS Motor Vehicle Technical Advisor, has 
- on several occasions - specifically referred to as 
warranting special attention by dealerships and their 
advisors. She has mentioned three particular ex
amples because they might be more directly related 
to dealership facility expansion, modernization and 
upgrade activities. 

After listening to a few seminars presented by 
others on these new Regulations, I have come to 
believe that these new Regulations reflect the collec
tive frustration that the I RS must have experienced as 
a result of analyzing - and apparently finding signifi
cant fault or at least differences of opinion with re
spect to - so many of the "Repair Studies" prepared 
for Fortune 500 companies by the Big Four and other 
large accounting firms. 

Unfortunately, instead of limiting the scope of the 
impact of these Regulations to the Fortune 500 and 
multi-billion dollar conglomerates, the Treasury de-

(Continued) 

cided to force all taxpayers - regardless of size - to 
comply with these excruciatingly complex and vague 
Regulations. So, here we are. 

Beginning on page 30, I have included extended 
coverage of the Regulations focusing more attention 
on some of the aspects that were briefly covered in 
the previous DTW. 

In my opinion, so far, the most beneficial provi
sions in the Regulations involve the expansion of the 
definition of what constitutes a "disposition" and the 
changes in accounting method related to the so
called "Roof Repair Scenario. " 

What I am referring to as the "Roof Repair Sce
nario" relates to the automatic change in accounting 
method (Designated Change No. 177) which now 
permits a deduction for previously capitalized im
provements to buildings and building components 
when major building "repairs" or renovations occur at 
a later date. 

As part of the audio seminars offered recently by 
the De Filipps University Resource Center, I pre
sented three 2-hour audio seminars on these Regu
lations. Parts I and II were general background 
presentations on October 3 and on October 10, 
respectively. Part III, on October 16, focused on the 
impact on auto dealerships. If you are interested, On 
Demand Recordings of these audio seminars are 
available at www.krm.com/wjd. 

These audio seminars (through the De Filipps 
UniversityResource Center) are becoming more and 
more the primary vehicle for keeping you up-to-date 
with in-depth technical discussions of relevant deal
ership tax issues. 

IRS Notice 2012-73 hints at relief for smaller 
businesses. In IRS Notice 2012-73, the Service said 
that it anticipates that the final Regulations will con
tain changes from the temporary Regulations. As a 
resu It, the Regulations now will apply to taxable years 
beginning on or after January 1, 2014. That's a 2-
year postponement of the "drop-dead" date for imple
menting the new provisions. 

One more pleasant surprise is that the IRS will 
give taxpayers the option to apply the final Regula
tions to years beginning on or after January 1, 2012. 

Furthermore, taxpayers (again, at their option) 
will be permitted to choose to apply the temporary 
Regulations to taxable years beginning on or after 
January 1 , 2012 and before the applicability date of 
the final Regulations. 

Notice 2012-73 states that certain sections of the 
temporary Regulations may be revised in ways that 
will simplify the implementation of these rules, espe

see DEALER TAX WATCH OUT, page 8 
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• New Tangibles Regulations. In January 2012, the IRS issued two Revenue Procedures which 
provide procedures by which taxpayers may make automatic changes in accounting methods 
(CAMs) under these Regulations. 
• These CAMs are for taxable years beginning on or after January 1, 2012. 

• Rev. Proc. 2012-19 is for CAMs involving ... 
• Materials and supplies ... Under Reg. Secs. 1.162-3T & -4T 
• Capital expenditures in general ... Under Reg. Sec. 1.263(a)-lT 
• Transaction costs ... Under Reg. Sec. 1.263(a)-2T 
• Improvements ... Under Reg. Sec. 1.263(a)-3T 

• Rev. Proc. 2012-20 is for CAMs involving ... 
• Leased property ... Under Reg. Sec. 1.167(a)-4T 
• General asset accounts ... Under Reg. Sec. , 1.168(i)-lT 
• MACRS (Modified Accelerated Cost Recovery System) property ... Under Reg. Sec. , 1.168(i)-7T 
• Dis ositions ofMACRS ro e ... Under Re . Sec. 1.168 i -8T. 

• Request for relief from LIFO recapture due to natural disasters in 2011. On January 13, 
2012, NADA sent a letter to the Treasury/IRS requesting expedited Section 473 relief for 
certain franchised auto and truck dealers (Honda, Subaru and Toyota/Scion). 

• These dealers experienced significant decreases in their new vehicle year-end Dec. 31, 2011 
LIFO inventories as a result of the earthquake and tsunami that occurred in Japan in march 
2011 and/or the flooding that occurred in Thailand in July 2011. 

• In March, the Treasury's Office of Tax Policy responded by stating its position that ... 
• Section 473 cannot be used to provide relief in situations that do not involve a "politically 

motivated" inventory disruption. 
• The inventory disruptions caused by (these) natural disasters do not rise to the level of 

ur enc that would ·usti rantin relief under Section 473. 
• Repeal of LIFO and other inventory accounting methods. President Obama's 

Administration again included the repeal of the use of the LIFO method as a tax break to be 
eliminated as part of the fiscal year 2013 revenue proposals. 

• The repeal of LIFO would start in the first taxable year beginning after the December 31, 2013. 
• This, in effect, is a 2-year postponement of the repeal advocated by the Administration in 

prior years' revenue proposals. 
• The recapture of the LIFO reserve into taxable income would occur ratably over a 10-year 

spread period. 
• The Administration's revenue proposals for 2013 would also prohibit the use of (1) the lower

of -cost -or-market method and (2) the subnormal goods method for valuing inventories. 
• The repeal of these methods would start in the first taxable year beginning after the 

December 31, 2013. 
• The Sec. 481 a ad·ustments would be taken into income ratabl riod. 

• IRS issues Automotive Alerts 
• "Factory Image Upgrade Payments" 
• "IRS Issues New Regulations ... Deduction and Capitalization of Expenditures Related to 

Tangible Property, " which includes Addendum. 
• "Regulation Examples #6,-7 and -8 re: Store Remodels and Refreshes" ... Addendum 

to IRS Automotive Alert 
• Issuance of "Factory Facilities Programs: An NADA Research Project" by Glenn Mercer. 
• This Report summarizes the findings of the NADA Factory Facilities Programs Research 

Project which began in August, 2011 in response to significant expressions of concern and 
frustration by dealers over how the various manufacturers facility programs were being 
desi ned and im lemented. 

• 2012 NADA Convention Dealer Tax Issues Workshop includes significant discussion by 
panelists of manufacturer assistance payments to dealerships for facility improvements. 

• Consensus of panelists is that generally, these payments received by dealerships would be 
includable (i.e., taxable as ordinary income) upon receipt. However, this adverse tax impact 
can be minimized b the consideration and a ro riate use of several techni ues. 

~Ph~o~to~co~py~jn~g~Or~R~ep~rj~nt~jng~W~j~th~ou~t ~pe~rm~js~S~jOn~I~S ~pr~Oh~jb~ite~d~~~~~~*~~~A~pe~r~iOd~jC~U~p~da~te~o~f E~s~se~n~tia~1 T~a~x~ln~fo~rm~at~jo~n ~fo~r D~e~al~er~s a~n~d ~Th~e~ir C~P~AS 
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• Moratorium on raising Sec. 263(a) issues. On March 15,2012, the LB&I (Large Business & 
International) Directive stated that for taxpayers who had adopted a method of accounting 
(change) relating to the conversion of capitalized assets to repair expense under Section 
263(a), examining agents should discontinue any current exam activity with regard to these 
issues and not begin any new exam activity with regard to these issues. 

• Also, if the taxpayer under exam files a Form 3115 with regard to these issues on or after 
December 23, 2011, the examining "should risk assess the Form 3115 and determine (in 
consultation with the Change in Accounting Method Issue Practice Group)" whether to 
examine the Form 3115. 
• In effect, this is a 2- ear "moratorium" or a "stand-down order" on auditin these issues. 

• Form 3115 Instructions. The IRS revised the Instructions for Form 3115 (to be used with the 
December 2009 revision of Form 3115). 

• TIlls revision of the Form 3115 Instructions lists all of the changes in accounting methods that might 
be made in connection with the new Tangibles Regulations under Sections 162, 167, 168 and 263(a). 
• These chan es in accountin method ma be made under Rev. Procs. 2012-19 or 2012-20. 

• April 15 tax return filings. For the first time, some dealers may be required to file Form 
8938 ... Statement of Specified Foreign Financial Assets with their 2011 income tax returns. 

• This new annual filing disclosure requirement applies to individuals if they own "specified foreign 
financial assets" and the value of those assets exceeds the threshold for their filing status. 
• Specified foreign financial assets include: accounts maintained at foreign financial 

institutions, stock or security issued by a foreign corporation, any financial instrument held 
for investment, etc. 

• The married filing jointly value threshold for filing Form 8938 is met if the aggregate value of 
all specified foreign financial assets exceeds $100,000 at Dec. 31st or $200,000 at any point 
during the tax year ($50,000 or $100,000 respectively for individuals filing as single taxpayers). 

• Failure to comply with these new requirements can result in an extension of the statute of 
limitations, fines starting at $10,000 and additional related penalties. 

• From an automobile dealer perspective, specified foreign financial assets may include stock 
ownership in an offshore reinsurance company. 
• These disclosures are not required for shareholders of offshore reinsurance companies with 

valid IRC Section 953 d elections. 
• Sec. 263(a) Regulations public hearings. On May 9, 2012, the IRS held a public hearing at 

which interested parties presented comments on the Temporary and Proposed Regulations 
re ardin deduction and ca italization of ex enditures related to tan ·ble ro ert . 

• Limited potential LIFO repeal. On June 7, 2012, a bill was introduced in the House of 
Representatives (H.R. 5906) that would repeal the use of the LIFO inventory method by 
integrated oil companies (as defined in Section 167(h)(5)(B» effective for taxable years 
beginning after December 31,2011. 
• The Section 481(a) adjustment to recapture the LIFO reserve into the income must be 

taken into account ratably over a period not greater than 8 taxable years, beginning with 
the first such ear. 

• Buy-Here, Pay-Here dealer successfully shifts basis between two related S Corporations in 
order to be able to deduct 100% of the pass-through Net Operating Losses. 
• Maguire v. Comm. (T.C. Memo 2012-160, June 6, 2012) 
• The individual shareholders of two S Corporations (a buy-here, pay-here dealer and its 

related finance company) successfully maneuvered stock basis from one S Corporation to 
the other so that the individual shareholders could absorb 100% of the net 0 eratin losses. 

• Proposed Regs. under Section 1366 re: Increasing basis of indebtedness in an S Corp. On 
June 12, 2012, the Treasury issued proposed Regulations that are intended to clarify whether the 
basis of debt held by the S Corporation shareholders can be increased by certain transactions. 

• The loan transactions must represent bona fide indebtedness. 
• The Regulations include examples involving (1) shareholder loan transactions, (2) guarantees, 

3 back-to-back loan transactions and 4 loan restructurin throu h distributions. 

~A~pe~ri~Od~iC~U~Pd~a~te~of~E~ss~e~ntl~'al~T~aX~ln~fO~rm~a~ti~on~fo~r~D~ea~le~rs~a~nd~T~h~eir~c~p~A~S ~~*~~~~~~P~hO~tO~C~OP~Yi~ng~O~r~Re~p~rin~ti~ng~W~it~hO~u~t p~e~rm~is~si~on~ls~p~ro~h~ibtt~ed 
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• Revenue Ruling 2012-25 ••• Another nail in the coffin for tool plans. In September, 2012, 
the IRS issued a revenue ruling that examined four situations involving attempts by taxpayers 
to come up with arrangements that recharacterized taxable wages as non-taxable 
reimbursements under the accountable plan requirements of Section 62(c). 
• Three out of the four situations examined did not qualify. The situation that did resulted in a 

reduction in hourly pay for employees when reimbursement levels were below expectations. 
• Although none of the four situations involved a dealership, the IRS reasoning and the 

underlying principles would clearly be applicable to dealerships. 
• The three situations that did not meet the business connection requirement of the 

accountable plan rules involved (1) a company that provided technicians to install cable 
television systems where the technicians were required to provide their own tools, (2) a 
staffing contractor that employed nurses who provided services to hospitals on short-term 
work assignments and (3) employees of a construction firm where the employees were 
required to travel between instruction sites using their personal vehicles. 

• The fourth situation - which did meet the business connection requirement of the 
accountable plan rules - involved a cleaning company that required its employees to 
provide cleaning products and equipment necessary for their cleaning activities. In this 
situation, the employer prospectively altered its compensation program by reducing the 

to all ~mnlnV~e~!L 

• IRS rejects request by NADA to consider taxation of manufacturer facility upgrade 
payments under the IRS IIR Program. 
• On August 31, 2012, NADA requested that the IRS accept into its Industry Issue 

Resolution (IIR) program the general issue of how the Internal Revenue Code applies to 
payments that dealers receive under these programs. 

• NADA said it was seeking guidance on "whether it is proper for (dealer) taxpayers to treat 
certain payments made pursuant to these programs as a reduction to the basis of specified 
depreciable assets rather than treating the payments as income in the year received." 

• NADA raised three points that it thought justified including this issue in the IIR program. 
• First, the case most frequently cited in support of treating these payments as income 

(John B. White, Inc. v. Comm.) is limited to the application of a single Code provision 
(Section 118) to a single fact pattern. 

• Second, that "there is disagreement among many dealer tax advisors as to the proper 
treatment of the payments." 

• Third, to date, the IRS has not offered formal, industry-specific guidance on the matter and, 
in particular, has not addressed the extent to which other Code provisions (e.g., Sec. 1016) 
may apply to the many different manufacturer facility image programs that exist today. 

• The IRS' letter of rejection (dated October 11, 2012) said that it would not include this matter 
in the IIR program " ... We reviewed your submission and determined that guidance under 
Sections 61 and 118 of the Internal Revenue Code as well as case law adequately address this 
issue. the IRS will not be submission into the I1R " 

• Delay in effective date of Tangibles Regulations ... IRS Notice 2012-73 (Nov. 20,2012) 
• Taxpayers will not be required to apply the Final Regulation rules to years before 2014. 
• This is because the Treasury anticipates finalizing the Regulations sometime during 2013. 
• However, taxpayers will be permitted to apply the rules in the Temporary Regulations to 

their 2012 and/or 2013 tax years (i.e., to tax years starting on or after January 1, 2012 and 
before the applicability date of the Final Regulations). 

• The Notice says that the Treasury expects the Final Regulations will affect - and in certain 
cases, simplify - the implementation of (1) the de minimis rules, (2) the safe harbor rules for 
routine· and the rules under Sec. 168 for 

• If a dealership files a corporate income tax return (i.e., Form 1120), it will be required to file 
Schedule UTP (Uncertain Tax Position Statement) with its 2012 income tax return if ... 
• The dealership, or an entity related to the dealership, issues an audited financial statement, and 
• The dealership has total assets in excess of $50 million. 

• Disclosure(s) on Schedule UTP should be considered by dealerships if they do not report 
manufacturer assistance for income when received. 

~Ph~o~to~COP~Y~in~g~Or~R~ep~ri~nt~'·ng~W~i~th~ou~t~ pe~rm~is~s~ion~l~s ~pr~oh~ib~ite~d~~~~~~*~~~A~p~er~iod~iC~u~p~da~te~o~f ~Es~se~n~tia~1 T~a~x~ln~fo~rm~at~io~n~fo~r D~e~al~er~s ~an~d~Th~e~ir ~CP~AS 
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JAN. 1 TO DEC. 31, 2011 ... THE YEAR IN REVIEW 

• Revenue Procedure 2011-14 revised and updated the procedures, including those for filing 
Forms 3115, for taxpayers making designated automatic changes in accounting methods. 
• This Revenue Procedure included the Section 263A safe harbor elections for motor vehicle 

dealerships that can be made as automatic changes #150 and #151. 
• This Revenue Procedure superseded Rev. Proc. 2008-52. 

• Rev. Proc. 2011-14 is effective for the of Forms 3115 on or after J 2011. 
• IRS Motor Vehicle Technical Advisor published an Automotive Alert... "Rev. Proc. 2010-44 

Provides UN/CAP Motor Vehicle 
• A group of Chrysler dealers affected by Chrysler's bankruptcy in 2009 filed a class action 

the United States of America in the Court of Federal Claims. 
• A group of General Motors dealers affected by GM's bankruptcy in 2009 filed a class action 

the United States of America in the U.S. Court of Federal Claims. 
• In Field Attorney Advice 20111101F, the IRS held that a dealer was not permitted to deduct 

goodwill that was associated with two franchises that had been purchased as part of a larger 
acquisition involving several other franchises. The dealer unsuccessfully claimed that 
goodwill assigned to these franchises became worthless when the manufacturer notified the 
dealer that it was his to sell vehicles under his franchise 

• In TAM 201111004, the IRS held that a taxpayer may defer the gain on an involuntary 
conversion of inventory if the business is in a Federally-declared disaster area. 

• This guidance emphasizes that the provisions of Code Section 1033(h)(2) should not be 
overlooked by dealerships located in disaster areas. 

• The broader application of this TAM is that Section 1033(h)(2) could allow a dealership (in a 
Federally-designated disaster area) to defer reporting gain if (or when) it reinvests insurance 
or in other assets used in the business. 

• In ILM 201120021, the IRS held that an employee tool reimbursement plan failed to meet the 
business connection requirement (i.e., the first requirement of the three-requirement test that 

must in order to be accountable under Section 
• President Obama's Administration included the repeal of LIFO as a tax break to be eliminated 

as part of the negotiations to reach a deal on the debt limit increase impasse. 
• Apparently, this is a follow-up to the President's proposal at the beginning of this year - as part 

of his "Greenbook" proposals - when he had included the repeal of LIFO after the year 2012 ... 
with a for the of the UFO reserve into taxable income. 

• The Tax Court's decision in Recovery Group, Inc. (see April 15 - 2010 Timeline ... T.e. Memo 
2010-76) was upheld by the U.S. Court of Appeals for the First Circuit (Docket No. 10-1886). 

• Both Courts held that a covenant not to compete is 15-year amortizable property under Sec. 197 
and that "an interest in a trade or business" under Sec. 197 means any portion of the trade or 
business rather than its pntirpj'v 
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• On December 27, 2011, the Treasury published temporary Regulations (T.D. 9564) that 
provide guidance on the application of Sections 162(a) and 263(a) to amounts paid to acquire, 
produce, or improve tangible property. 
• Correlative amendments were also made to Regulations under Sections 167 and 168 with 

respect to depreciation and disposition of MACRS assets. 
• Collectively, these Regulations are referred to as the new Tangibles Regulations. 

• These Regulations became effective January 1, 2012 and also serve as proposed Regulations. 
• These Regulations have a significant bearing on the extent to which dealerships might be able 

to reduce the tax impact otherwise associated with having to report manufacturer assistance 
payments for facility improvements as ordinary income when received. 

• See January 2012 for issuance of related Revenue Procedures 2012-19 and 2012-20 which 
for automatic methods under these 
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cially by smaller-sized taxpayers. It says that the 
revisions being contemplated will take into consider
ation all comments, including comments requesting 
relief for small businesses. 

#9. STATUS OF LIFO ••• WILL LIFO BE AROUND 
NEXT YEAR? We still don't know and we'll just 

have to wait and see what, if anything, Congress 
decides to do. 

Meanwhile, year-end 2012 inventories for many 
dealers are reaching stratospheric levels. Not many 
are complaining because floorplan interest rates are 
low to non-existent. 

And, inflation for 2012 is expected to be a bit 
higher this year. It should be a good year for 
dealerships that are still on LIFO. 

#10. THE IRS REORGANIZES ITSELF YET AGAIN. 
There's been another reorganization within the IRS at 
the Large Business and International Division. The 
Service will no longer manage issues through the 
previous Tiered Issue Process which was set up in 
2006. 

Instead, the IRS has now created (1) Issue Prac
tice Groups (IPGs) - which will be responsible for 
dealing with domestic issues - and (2) Issue Practice 
Networks (IPNs) - which will handle international 
issues. 

The IPGs are intended to insure consistency in 
the treatment of industry issues by the IRS. IRS audit 
team members are encouraged to discuss technical 
issues with the IPGs and taxpayers should be in
formed when a discussion with a member of an IPG 
Group is involved. Apparently, IPGs are staffed by a 
few full time technical specialists and some part-time 
subject matter experts. 

These IPGs and IPNs seem to be similar to the 
old Industry Specialist Groups (from a few reorgani
zations ago) and are designed to provide internal 
guidance and support for examination teams. 

However, conclusions reached by members of 
each division are apparently not binding on the Ser
vice, but instead are "advisory." Apparently, the lPN's 
purpose is to shed some greater light or clarity on the 
issues, but they are not meant to resolve technical 
issues raised by the IRS auditors. (To many practitio
ners, this seems a rather vague job description.) 

One can't help but thinking this is just another 
Kabuki dance. That feeling was not dismissed when 
Tax Notes recently reported (Nov. 19, 2012) that 
these "New LB&I Knowledge Management Groups 
(Are) Still Causing Confusion." 

(Continued from page 3) 

Completion of business systems moderniza
tion. Former IRS Commissioner Shulman reported 
at the AICPA National Tax Conference in November 
that the IRS has recently completed its technology 
modernization effort known by insiders as CADE 2. 

Customer Account Data Engine 2 or"CADE 2" for 
short is the IRS' core account database of taxpayer 
information. It now has a daily processing cycle, and 
this is a significant improvement over the previous 
weekly or bi-weekly processing cycle. 

Mr. Shulman reported that "last year, every single 
tax return, every individual return that came in, got 
posted on a daily cycle." This is important because 
"this means faster refunds for all taxpayers, up-to
date information at the fingertips of our customer 
service representatives, and means we have a single 
sole-source database of records with all the key 
information that we can use for analytics purposes, 
both for compliance and for customer service." 

It appears that this new system, in part, accounts 
for the change made by the I RS for the filing of copies 
of Forms 3115 with the IRS Director in Ogden, Utah, 
rather than with the IRS National Office in Washing
ton, DC. 

All of this is very impressive, indeed. We'll see 
how well that works out over the next few months 
when the 2012 returns start to flow in. 

But, what about the training of IRS personnel and 
the quality of the answers that will be forthcoming 
when taxpayers flood the IRS hotlines with questions 
about how to handle the new tax laws and how soon 
they can expect to receive their "refunds." Will the 
IRS be up-to-speed in these areas? 

Again, time will tell, and this may compound - or 
it may alleviate - other difficulties that are anticipated 
to occur in the upcoming "filing season." 

#11. SCHEDULE UTP FOR REPORTING UNCER
TAIN TAX POSITIONS LOOMS SOMEWHAT 
LARGER THIS YEAR. Some dealerships may 

have taken the position that manufacturer assistance 
payments forfacility upgrades received in prior years 
could be treated as reductions of basis (either under 
the theory that Section 118 applied or under some 
other theory). 

Forthese dealerships, Schedule UTP and report
ing uncertain tax positions in corporate income tax 
returns may be an important consideration this year. 

If four requirements are met, Schedule UTP must 
be filed ... (1) the corporation has assets equal to or 
exceeding $50 million for tax years 2012 and 2013, 
(2) the corporation files Form 1120 - U.S. Corporation 
Income Tax Return, (3) the corporation or a related 
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party issued audited financial statements reporting all 
or a portion of the corporation's operations for all or a 
portion of the corporation's tax year, and (4) the 
corporation has one or more tax positions that must 
be reported on Schedule UTP. 

Many dealerships will not have to file Schedule 
UTP if they do not satisfy the third requirement 
relating to audited financial statements. That seems 
to be the easiest loophole by which taxpayers may 
avoid filing Schedule UTP. 

Note that the $50 million threshold for total assets 
reduces to $10 million starting with 2014 and that will 
include virtually all dealerships under that lower filing 
size requirement. 

Currently, pass-through entities (i.e., S-Corps, 
Partnerships and LLCs filing as partnerships) are not 
required to file Schedule UTP with their income tax 
returns. However, that could change in the near 
future. 

#12. FORM 8938 ... REPORTING REQUIREMENTS 
FOR SPECIFIED FOREIGN FINANCIAL 
ASSETS. The importance of filing this form, in 

circumstances where it is required, was continually 
discussed throughout the year at various confer
ences and presentations ... NADA, AICPA, etc. Ev
eryone is stressing its importance. 

Failure to comply with these new requirements 
can result in an extension of the statute of limitations 
and fines starting at $1 0,000, with additional penalties 
for underpayment of taxes on income related to 
specified foreign financial assets. 

Be sure to check this out before finalizing 2012 
personal income tax returns for your dealer - and all 
other - clients. 

For automobile dealers who are shareholders in 
offshore reinsurance companies, this filing require
ment may include stock ownership in the entity unless 
an election under Section 953(d) has been made. 

#13. REV. RUL. 2012-25 ... FOUR MORE NAILS IN 
THE COFFIN FOR TOOL PLANS. In Septem

ber, 2012, the IRS issued a Revenue Ruling that 
examined four situations involving attempts by tax
payers to come up with arrangements that 
recharacterized taxable wages paid to employees as 
non-taxable reimbursements under the accountable 
plan rules of Section 62(c). 

Losers. Three situations described in the Rev
enue Ruling did not meet the business connection 
requirement of the accountable plan rules. 

The first involved a company that provided tech
nicians to install cable television systems where the 
technicians were required to provide their own tools. 

(Continued) 

The second involved a staffing contractor that 
employed nurses who provided services to hospitals 
on short-term work assignments. 

The third involved a construction firm whose 
employees were required to travel between construc
tion sites using their personal vehicles. 

Winner. The fourth situation - which did meet the 
business connection requirement - involved a clean
ing company that required its employees to provide 
cleaning products and equipment necessary for their 
cleaning activities. In this case, the employer pro
spectively altered its compensation program by re
ducing the hourly compensation paid to employees 
when reimbursement levels were below expecta
tions. 

Although none of these situations involved an 
automobile dealership, the IRS' reasoning in Rev
enue Ruling 2012-25 and the underlying principles 
would clearly be applicable to dealership tool plan 
situations. 

#14. DE FILIPPS UNIVERSITYAUDIO SEMINARS. 
During 2012, I presented 9 audio seminars to supple
ment this publication and various speaking engage
ments. In 2011, I had presented 12 seminars. 

Complete information about De Filipps University 
and each 2-hour audio seminar is available on our 
web site (www.defilipps.com). On Demand Audio 
Recordings (which include all of the presentation 
materials for that seminar) can be purchased at 
www.krm.com/wjd (on the "Recordings" tab). 

Many firms use the information and materials 
from these seminars to develop, enrich and custom
ize their own in-house training programs. We are 
registered as a sponsor of continuing education with 
the National Association of State Boards of Accoun
tancy (NASBA). 

As indicated earlier in this update, these audio 
seminars (through the De Filipps UniversityResource 
Center) are becoming more and more the primary 
vehicle for keeping you up-to-date with in-depth tech
nical discussions of relevant dealership tax issues. 

#15. UPDATED INDEX OF DEALER TAX WATCH 
ARTICLES ... 19 YEARS. Our web site 

(www.defilipps.com). now includes an updated Index 
of all articles appearing in the Dealer Tax Watch from 
our first issue, June 1994, through December 2012. 

This electronically searchable and user-friendly 
Index is available for your reference purposes. You 
can search the Index by keyword(s) or case names; 
you can also save the Index on your computer for 
handy future reference. * 
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LTR 
20123700.1 BE CAREFUL ABOUT TIMELY FILING COP/ESOF FORM 3115 

When a taxpayer files for an automatic change in method of accounting pursuant to Revenue Procedure 2011-
14, it must complete and file Form 3115 in duplicate. The original application (i.e., Form 3115) must be attached to 
the taxpayer's timely filed (including any extension) original Federal income tax return implementing the change in 
method of accounting for the year of change. 

For certain changes in method, a copy of Form 3115 must be filed with the IRS in Ogden, Utah. For example, a 
copy of all Forms 3115 for automatic changes in method under Revenue Procedures 2012-19 and 2012-20 
implementing the new Tangibles Regulations must be filed with the IRS in Ogden, Utah. 

In these cases, the signed copy must be filed with the Ogden Office no earlier than the first day of the year of 
change and no later than the date when the taxpayer files the original Form 3115 as part of its Federal income tax 
return for the year of change. 

The situation in Letter Ruling 201237003 involved a taxpayer who had engaged an accounting firm to prepare a 
Form 3115, Application for Change in Method of Accounting, to change its method of accounting for asset 
retirements under Section 168. This change was being made under Rev. Proc. 2011-14. 

Although the original Form 3115 was timely filed, "due to a miscommunication between the taxpayer's tax 
department and the accounting firm and the lack of confirmation regarding the filing dates of the Form 1120 and the 
Form 3115," the copy of the Form 3115 was not timely mailed to the Ogden Office. 

Subsequently, the accounting firm learned that the copy of the Form 3115 had not been timely filed. The 
accounting firm advised the taxpayer of this fact and began evaluating options to correct the late filing of the Form 
3115. After evaluating various options, the taxpayer engaged the accounting firm to prepare a request to the IRS 
asking it to grant an extension of time to file the duplicate of Form 3115 with the Ogden Office. 

The Commissioner has discretion to grant a taxpayer a reasonable extension of time to make certain Regulatory 
elections induding a request to adopt, change or retain an accounting method. (Reg. Sec. 301.9100) 

Relief - in the form of an extension of time to make the filing - will be granted if the taxpayer provides evidence 
to establish to the satisfaction of the Commissioner that the taxpayer acted reasonably and in good faith, and that 
granting relief will not prejudice the interests of the Government. 

A taxpayer will be deemed to have acted reasonably and in good faith if the taxpayer ... 

• Requests relief before the failure to make the Regulatory election is discovered by the Service, 

• Failed to make the election because of intervening events that were beyond the control of the taxpayer, 

• Failed to make the election because, after exercising due diligence (taking into account the taxpayer's 
experience and the complexity of the return or issue), the taxpayer was unaware of the necessity for the 
election, 

• Reasonably relied on the written advice of the Service, or 

• Reasonably relied on a qualified tax professional, induding a tax professional employed by the taxpayer, 
and the tax professional failed to make or advise the taxpayer to make the election. 

A taxpayer will not be considered to have acted reasonably and in good faith if the taxpayer, among other 
considerations, uses hindsight in requesting relief. Also, if specific facts have changed since the original deadline that 
make the election advantageous to a taxpayer, the Service will not ordinarily grant relief. 

The information provided and representations made by the taxpayer in LTR 201237003 established that the 
taxpayer acted reasonably and in good faith with its request. In addition, granting an extension would not prejudice 
the interests of the Government. 

Accordingly, the IRS granted the taxpayer an extension of time for a period of 30 days (from the date of the 
Ruling) to file the necessary signed copy of the Form 3115 with the Ogden Office. 

This recent Letter Ruling, as many others like it in the past, emphasizes the importance of carefully complying 
with aU of the filing requirements. 
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2012 AICPA NATIONAL AUTO DEALERSHIP 
CONFERENCE REPORT 

This year, the AICPA Annual National Auto Deal
ership Conference was held at the Venetian in Las 
Vegas on October 25 & 26. About 450 attendees 
heard a variety of very good presentations on dealership 
tax, operations and business management subjects. 

Although the AICPA did not record the conference 
presentations, it did offer virtual streaming of a few 
sessions so that one could listen from his or her office or 
home if making the trip to Las Vegas was not possible. 

Since many presentations were offered as con
current sessions, I cannot comment on them all. In 
this report, I've included highlights from a few of them. 

Most notably, one of the non-tax major problems 
for dealers discussed by several speakers at the 
Conference was the increasing concern over the 
excessive and possibly unauthorized access that 
many OMS providers seem to have obtained over 
fields of confidential customer information in the 
dealerships' electronic records. This raises issues 
under the Privacy Rules and the Safeguards Rules. It 
also raises concerns over what other uses of this 
information might be made by others to help them 
"shop around" when they are getting ready to pur
chase a new vehicle. 

THE SHAPE OF THINGS TO COME ... 
JAMES ZIEGLER 

The keynote speakerforthe Conference was Jim 
Ziegler, a highly-regarded industry analyst with vast 
experience. His rapid-fire presentation included many 
pertinent observations, some of which I will attempt to 
summarize with limited comment. 

Comments on the "Factory. "royota has put 
more money back into the U.S. economy through 
wages, parts and assembly operations than any other 
manufacturer. Ford is second on the list. General 

---- - -~-

Motors- the bail-out poster child continuing to export 
jobs to Mexico and China - was not even in the list of 
top ten contributors to the U.S. economy. 

Audi has becomethe benchmark against which 
all high line manufacturers are now comparing their 
own operations. 

Hyundai and Kia have excellent product (despite 
missteps in labeling fuel economy for its vehicles). 
Hyundai has become another benchmark target be
cause it is doing so many things so well. The Eqqus 
is a great car and at its current price point; it is a great 
value. Mr. Ziegler predicts that eventually Hyundai 
will create a separate brand for its "Genesis' vehicles. 

Ford and Lincoln have some really good product 
in the pipeline for the future ... meaning a few years, 
hence 2016/2017. Subaru has great low-end product. 

Toyota is not building the quality products that it 
used to, and the "pizazz is out of the franchise." 

"Suzuki is on a respirator." (R.I.P .... now in 
bankruptcy.) 

General Motors ... Mr. Ziegler is very critical of 
GM, in part because he does not like its leadership at 
the present time. 

Mitsubishi has good product, but its business 
plan is awful. 

Carfax "stepped over the line when it started 
doing the sale." 

Manufacturers stair-step programs "are ludi
crous." 

Data wars are big business.Many vendors are 
taking data out of dealers DMSs and sharing that 
information with others - often in unauthorized and/or 
excessive ways. 

see AICPA CONFERENCE REPORT, page 12 
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Dealers should go to their OMS providers to find 
out who is taking data out of the dealership records. 
Who in the dealership has authorized the OMS pro
vider to do so? Is the vendor taking personally 
identifiable information out of the dealership? 

Mr. Ziegler suggested that dealers should ask 
vendors point-blank what information they need to 
extract to do business with the dealership, and then 
dealers should limit their vendors to taking from the 
dealership records only that data which is necessary 
for appropriate business purposes. 

Mr. Ziegler's warning is ... "Don't let the vendors 
take over the industry." To the detriment of the overall 
industry, many vendors are providing information so 
that potential customers can price the deals by pricing 
the components of the sale ... i.e., using separate 
knowledge regarding the cost and other transactional 
aspects pertaining to the dealer's cost for vehicles, 
incentives offered by the Factory, trade-in models 
and valuations and financing information. 

Some vendors have provisions in their contracts 
with the dealerships which permitthe vendors to "use" 
dealership data. Mr. Ziegler contends that these 
vendors don't need (access to) transactional informa
tion such as (1) how much a vehicle was sold for, (2) 
the amountthe trade-in was valued at and (3) what the 
financing terms were. 

Other comments.As far as dealership opera
tions go, "dealers are having to rethink the way they 
are doing business." They need to have video on their 
website to give the dealership a "personality." 

China's economy is contracting and "China is 
going to get uglier before it gets nicer." China is 
having problems with Japan and China is a great 
counterfeiter, stealing U.S. technology from every 
company it deals with. 

The green initiative is not working. Hybrids are a 
niche market which the Volt has captured. The public 
is not buying into the green initiative, even though the 
government is pushing it. 

THE LEGAL HORIZON 
FOR THE FRANCHISED AUTO DEALER 

Richard N. Sox, Esq. a partner in the firm of Bass 
Sox Mercer (Tallahassee, FL),again this year pre
sented an excellent update on various dealer fran
chise legal issues. Mr. Sox's materialsand comments 
superbly reflect the extensive litigation and represen
tation services that his firm provides for dealers and 
dealer associations. 

Volkswagen. Volkswagen has implemented an 
aggressive strategy to become the largest volume 
vehicle manufacturer in the world. This corporate 

(Continued from page 11) 

strategy is affecting U.S. dealers in many ways, 
including creating a serious problem because of the 
limited availability of cars and the "discretionary pool 
of cars" out of which allocations are made. All of these 
factors are combining to create "winners and losers." 

Apparently, many VW dealers are being forced to 
sell their vehicles at a loss in order to be competitive. 
These dealers are faced with arbitrarily determined 
monthly and quarterly sales targets. 

To make matters worse, Volkswagen is aggres
sively sending default notices and termination notices 
when dealers are unable to get enough vehicles to 
sell, and consequently, fail to meet sales objectives 
that VW has set for them. 

Mr. Sox referred to several cases his office is 
currently handling where VW dealers are alleging VW 
has violated state franchise laws that 
requiremanufacturers to allocate a sufficient supply 
of vehicles to dealers. These dealers are claiming 
that VW is failing to act in good faith in setting sales 
and bonus objectives for its dealers. 

Audi. Similar problems have arisen with Audi, 
VW's sister company. Some dealers, especially in 
growing market areas, seem to be caught in an 
"allocation death spiral." This meansthat they are not 
being allocated more than one car for each car that 
they have sold.This one-for-one ratio is hurting the 
dealers. 

In a very unusual - but effective -countermove, 
one dealer obtained an injunction which forcedAudi to 
allocate a greater number of vehicles to the dealer 
than Audi was otherwise planning to provide. 

General Motors.Four dealer issues concerning 
General Motors were discussed ... (1) GM's Essen
tial Brand ElementsProgram, (2) franchise laws re
stricting facility incentive programs, (3) quarterly sales 
performance reports and (4) dealers' responses to 
the receipt of GMSaies Performance Reports. 

General Motors states that participation in its 
EBE Program is entirely voluntary on the part of the 
dealer. However, GM will withhold per car incentive 
payments if a dealer does not participate in its 
EBEProgram. In states where dealer franchise pro
tection laws are favorable, some dealers have con
tested GM's per-car incentive payment policy which 
they allege constitutesa "two-tier" pricing program. 

The lawsuit involving a Florida dealer (Braman) 
presents the unusual situation where the dealer actu
ally went ahead and constructed its facility notwith
standing the fact that the improvements were not 
strictly in compliance with the EBE Program's con
struction requirements. 
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The dealer is suing GM under Florida's dealer 
protection laws which require the manufacturer to pay a 
percentage of its overall program payments if the 
manufacturer's program includes both (1) facility im
provements and (2) other requirements. In this current 
lawsuit, the dealer's position is that it has substantially 
complied with the requirements of the EBE Program. 

No c/aw-back?Apparently, many dealers have 
received payments from GM under the EBEProgram 
in advance of the dealership's either commencing 
construction or meeting various percentage of comple
tion objectives as of specific dates. 

Interestingly, there are no "claw-back" provisions 
in the program that would require dealers to return 
payments to GM if they fail to perform. Apparently, 
when a dealer reaches the point where it has not 
complied with its commitments or construction obli
gations (Le., the dealer has a "red light" status on the 
green-yellow-red light signal continuum), GM simply 
stops paying the dealership any more incentive money. 

Another area relating to GM arises from its send
ing all dealers quarterly Sales Performance Reports 
in which the performance of dealers is rated accord
ing to a Retail Sales Index (RSI). 

If the dealership's performance relative to the RSI 
is equal to or greater than 100%, the dealership is 
performing "satisfactorily." If the dealer's perfor
mance is between 85% and 100%, the dealer "needs 
improvement." If the dealer's performance is less 
than 85% - but not lower than 15% - the dealership 
"needs significant improvement." And, finally, if the 
dealer's performance is below 15%, the dealership's 
performance is deemed to be "unsatisfactory." 

In many instances, dealers have challenged GM's 
Sales Performance Reports because they are based 
on state averages and/or the dealer's market may not 
be consistent with other parts of the state. In addition, 
dealers may be able to argue that GM's calculationsl 
expectations are faulty because of specific circum
stances that are unique to the dealer or that the area 
of responsibility GM has established for the dealer 
has not been properly drawn or determined. 

In discussing the importance of dealers respond
ing to these GM Sales Performance Reports, Mr. Sox 
emphasized the importance of responding to all com
munications and creating a paper trail for possible 
future action. 

Once again, he emphasized how important it is 
forthe dealership to have a written record of response 
to each and every communication the dealer receives 
from the manufacturer. He said every manufacturer 
maintains a file and keeps a record of every commu
nication that it has sent to the dealer. 

(Continued) 

He warned that dealers should not trust or rely on 
any oral assurances they might receive from their 
manufacturer's representatives that the dealer will be 
treated fairly and/or that the dealer should not (or 
does not need to) "worry about" any particular details. 

As a result, Mr. Sox advised that for each and 
every communication the dealer receives from the 
manufacturer, the dealer should prepare and promptly 
reply with an appropriate written, factually-documented 
response from the dealer back to the manufacturer. 
Dealers should seek the assistance of experienced 
dealer counsel in preparing these replies. 

Dealers should continue to "paper the file." 

Chrys/er.lt appears that Chrysler is continuing 
the consolidation of its brands. Chrysler was suc
cessful in post-bankruptcy litigation involving dealers 
who tried to protest what Chrysler had done by giving 
new ad points to Chrysler dealers that survived the 
bankruptcy (rather than giving new points to those 
dealers that were forced to go under as a result of 
Chrysler's bankruptcy reorganization). This allowed 
Chrysler to avoid the "intent of reinstatement" provi
sions in various laws. 

Ford. Ford's relationships with its dealershave 
soured in some cases as a result ofa new strategy 
that has emerged over the last few months. 

When a dealer approaches Ford requesting Ford 
to approve a change in ownership (perhaps as a part 
of the dealer trying to initiate a succession plan), at 
that time Ford says that it will have to have the dealer 
sign a letter of understanding which would require the 
dealer to meet certain facility upgrade standards, 
etc., in the future. 

Mr. Sox advised that dealers should not sign such 
letters of understanding without first consulting with 
their attorneys. He indicated that dealers should 
insist upon Ford granting approval of the change 
requested without imposing any contingencies. 

He warned that once a dealer has signed a letter 
of understanding with Ford, the dealer is not likely to 
be able to be released from the commitments he/she 
agreed to by signing the letter. 

Mercedes Benz. The Autohaus Facility Pro
gram continues to pressure dealers to make improve
ments by offering significant per car incentives. The 
reality is simply that many dealers cannot afford not 
to participate in the programs. 

Chargebacks for exported vehicles.Another 
significant issue - not necessarily limited to Mercedes 
Benz - involves the chargebacks that manufacturers 
are making to dealers when vehicles are resold 
outside the United States. 

see AICPA CONFERENCE REPORT, page 14 
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If a vehicle is sold to a customer, and subse
quently, the customer exports the vehicle from the 
U.S., then the dealer is required to repay to the 
manufacturer all of the incentive monies that the 
dealer originally received with respect to that vehicle. 

Often, the dealer has no way or knowing at the 
time when the vehicle is sold to the customer whether 
that vehicle will be exported. It was suggested that 
dealers have new car buyers sign a one-page 
acknowledgement indicating that the buyer does not 
intend to export the car out of the country. 

He also suggested that before the sale, someone 
in the dealership should go to the manufacturer's 
website for a list of known exporters and print out a 
screen which (hopefully) indicates that "no matches 
found" with respect to names on the exporter list. 

Warranty reimbursement. Approximately 40 
states now require manufacturers to reimburse deal
ers at retail rates for warranty work. Some dealers 
may not be aware of their rights to reimbursement at 
these higher rates. These higher reimbursement 
rates, obviously, could have a significant favorable 
impact on the overall profitability of the dealership. 

In some cases, manufacturers have been adding 
a surcharge to new vehicle invoices which is intended 
to cover the anticipated increased warranty costs. 
Apparently, Nissan and General Motors have been 
particularly aggressive in this regard. 

The franchise laws of some states prohibit manu
facturer surcharges for this purpose. This is an area 
that CPAs should be aware of, and they should be 
assisting their dealer clients in seeing if some recov
ery is duefrom the manufactu rer for such su rcharges. 

Dealership acquisition activity_ A few years 
ago, out of necessity, many dealers who were think
ing about selling their dealerships had to postpone 
any potential sales activity because the significant 
downturn in the economy in 2008-2009 depressed 
dealership valuations. 

More recently, as the overall business climate for 
dealerships has improved, opportunities to sell 
dealerships have been increasing, and Mr. Sox re
ported that his firm has seen a substantial increase in 
acquisition activity.This also probably is heightened by 
a selling dealer's desire to sell before December 31, 
2012 in order to have capital gains taxed at the favorable 
15% rate which is scheduled to expire after year-end. 

Mr. Sox reported that domestic dealerships are 
much more active in this area, and multiples have 
been improving as a result of post-bankruptcy in
creases in the value of dealerships. He indicated that 
import dealerships continue to hold their value, espe-
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cially German brands. However, there seems to be 
some concern over production and supply chain 
interruptions,and this has affected the value of some 
Japanese brands. 

The publicly-held dealership groups have be
come very active in seeking out dealership acquisi
tions of both domestic and import brands. However, 
in some instances, state franchise law protections 
have acted as a brake on their ability to add dealerships 
that they are interested in acquiring. Also, some 
manufacturers don't want to have a publicly-held 
group holding too many of their brand dealerships. 

On a related note, there were two other sessions 
at the AICPA Conference that emphasized various 
aspects of this increasing activity. Todd M. Berko, a 
partner in Bel Air Partners, gave an excellent presen
tation, and so did Edward Alden. 

DEALERS OVERWHELMED 
BY FEDERAL REGULATIONS 

This year, the NADA Regulatory Update was 
presented by Paul Metrey, Chief Regulatory Counsel 
for NADA. 

Mr. Metrey discussed the request that NADA 
made to the IRS for clarification of the tax treatment 
for manufacturers' payments under facility upgrade 
programs. On August 31, 2012, NADA requested 
that the IRS accept into its Industry Issue Resolution 
(IIR) program the general issue of how the Internal 
Revenue Code applies to payments that dealers 
receive under these programs. 

Specifically, NADA said it was seeking guidance 
on "whether it is proper for (dealer) taxpayers to treat 
certain payments made pursuant to these programs 
as a reduction to the basis of specified depreciable 
assets rather than treating the payments as income in 
the year received." 

In support of its request, NADA raised three 
points that it thought justified including this issue in the 
IIR program. First, NADA noted that the case fre
quently offered in support of treating these payments 
as income (John B. White, Inc. v. Comm., 55 T.C. 729 
(1971)) is limited to the application of a single Code 
provision (Section 118) to a single fact pattern. 

Second, it stated that "there is disagreement 
among many dealer tax advisors as to the proper 
treatment of the payments." 

Finally, it-added that, to date, the IRS has not 
offered formal, industry-specific guidance on the 
matter, and in particular, the Service has not ad
dressed the extentto which other Code provisions (e.g., 
Section 1016) may apply to the many different manufac
turer facility image programs that exist today. 
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The IRS informed NADA by letter dated October 
11,2012 that it would not include this matter in the IIR 
program. The IRS said that " ... We reviewed your 
submission and determined that guidance under 
Sections 61 and 118 of the Internal Revenue Code as 
well as case law adequately address this issue. 
Consequently, the IRS will not be accepting your 
submission into the IIR program." 

Turning to other non-tax matters, Mr. Metrey 
reported on recent Dodd-Frank Act Developments, 
FTC Motor Vehicle Roundtables and FTC Advertising 
and Privacy Enforcement Actions. 

In a discussion of various regulatory attacks 
against spot deliveries and dealer participation, Mr. 
Metrey detailed NADA's response and counter-argu
ments. He referred to a letter to the FTC earlier this 
year (March 30, 2012) and statistics which showed 
that in considering the "Meet or Beat" argument, rates 
charged by banks were higher than rates charged by 
dealers by 77 basis points in 2008, 125 basis points 
in 2009 and 181 basis points in 2010. 

Mr. Metrey's discussions of FTC advertising en
forcement, closed-end credit advertising (Reg. Z trig
gerterms) and closed-end lease advertising (Reg. M 
trigger terms) were very detailed and his PowerPoint 
presentation was very helpful. He also commented 
on FTC privacy enforcement and e-security aspects 
that dealerships should be considering. 

I am reasonably confident that if you request a 
copy of Mr. Metrey's presentation slides from him 
(pmetrey@nada.org), he will oblige. 

UPDATE FROM THE IRS 
MOTOR VEHICLE TECHNICAL ADVISOR 

This year, Ms. Terri Harris returned and her 
update included a discussion of six topics. 

First, she reported that as part of the new IRS 
Tiered Issue Strategy, the SeNice will no longer 
manage issues through the previous Tiered Issue 
Process which was set up in 2006. Ms. Harris 
discussed the new IRS Tiered Issues and Issue 
Practice Groups (IPGs) - which handle domestic 
issues- and Issue Practice Networks- which handle 
international issues. 

These are similar to the old Industry Specialist 
Groups and are designed to provide support for 
examination teams. However, conclusions reached 
by members of each division are apparently not 
binding on the Service, but instead are "advisory." 

Second, Ms. Harris reviewed the question of 
whether a dealership may deduct goodwill associ
ated with terminated franchises. Apparently, this 
issue continues to be raised frequently on IRS audits. 
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Essentially, her discussion was a review of Field 
Attorney Advice (FAA) 20111101 regarding a dealer
ship that wanted to write off goodwill associated with 
a terminated franchise as worthless. 

In that situation, the dealership had purchased 
several franchises at the same time, and the franchise 
which was being terminated at a later date was one 
that had been acquired as part of that initial group. Not 
surprisingly, the FAA held that the dealership was not 
permitted to take a deduction for worthlessness of the 
franchise that was being terminated. Under Section 
197(f)(1), the dealership must adjust the basis of the 
remaining goodwill (for all of the other franchises) by 
adding to it the unamortized basis for the franchise 
that was being terminated. 

The third area that Ms. Harris discussed was the 
tax treatment for manufacturers' payments under 
facility upgrade programs. She said examiners are 
now starting to ask questions about how dealerships 
should be treating payments received and her pre
sentation included a review of the guidance available 
on this subject. (For a thorough discussion of this 
guidance, see previous Editions of the Dealer Tax 
Watch.) 

Ms. Harris indicated that the IRS may be issuing 
some guidance in the future on this subject, but right 
now, only the Automotive Alert issued by her office in 
February discusses this. And this Alert states that, 
generally, Section 118 does not apply to exclude 
these payments from dealership income and that 
John B. White, Inc. seems to be the strongest case 
law precedent for the IRS holding. 

(Note: This is the same issue that Mr. Metrey had 
reported that NADAcouid not getthe IRS to include in 
its IIR Program.) 

Fourth, Ms. Harris briefly discussed the tangibles 
Regulations related to the deduction or the capitaliza
tion of amounts paid to improve and/or repair tangible 
property. She emphasized the importance of deter
mining the correct "unit of property" to be analyzed 
when determining whether (or not) there has been an 
improvement to buildings and building structures. 
Ms. Harris placed special emphasis on improvements 
(betterments, restorations and/or adaptations to new 
uses). Here again, she mentioned the examples in 
the Regulations under -6, -7 and -8 at Reg. Sec. 
1.263(a) -3T(h)(4). 

Fifth, Ms. Harris called attention to recent Rev
enue Ruling 2012-25. In this Revenue Ruling, the IRS 
analyzed four situations to determine whether any of 
them qualified for accountable plan treatment. Only 
one of the four met the requirements. 

see AICPA CONFERENCE REPORT, page 16 
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Ms. Harris indicated that she thought this might be 
the last time she needed to raise the issue of account
able plan treatment with (indirect) reference to techni
cian tool plan arrangements. See Watch Out item #13 
on page 9 of this Edition of the Dealer Tax Watch. 

Finally, Ms. Harrisreminded dealers to be careful 
in their approaches to inventory writedowns for used 
vehicles. She cited the Best Auto Sales case in which 
the Tax Court held that the dealership was required to 
maintain objective evidence relating to its used car 
writedowns. She added that this documentation must 
be made and applied on a car-by-car basis. Appar
ently, this is a recurring cause for adjustments in IRS 
audits of dealerships. 

BUY-HERE, PAY-HERE: 
IS IT RIGHT FOR YOUR DEALERSHIP? 

In his presentation which addressed the opportu
nities for dealers to expand into Buy-Here, Pay-Here 
(BHPH) operations, Mr. Ken Shilson discussed 5 

(Continued from page 15) 

reasons for dealers to do so, and 4 reasons why they 
should not procrastinate. 

The 5 reasons for going into BHPH operations 
are ... (1) exceptional margins are available, (2) the 
return on investment is excellent, (3) the customer 
market for BHPH vehicles is growing, (4) these op
erations allow dealers to conduct their business with
out interference from the manufacturers, and (5) 
these operations may permit the utilization of excess 
facilities. 

According to Mr. Shilson, there are 4 good rea
sons why dealers should not be procrastinating in 
evaluating the possibility of going into BHPH opera
tions. First, right now there are more customers with 
lower credit scores ... and that demographic seems 
to be increasing daily. Second, capital to start the 
business is more readily available at this time. Third, 
new technology is available, and industry operation 
statistics and benchmarking baselines have been 
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TEN FATAL UNDERWRITING MISTAKES 

#1 

#2 

#3 

#4 

#5 

#6 

#7 

#8 

#9 

#10 

BUy·HERE, PAy·HERE DEALERS MUST AVOID TO BE SUCCESSFUL 

• Not determining that your installment contracts 
and documents are compliant with all the 

laws and 
• Improper deal structure: not properly matching 

the customer, the vehicle and the deal structure 
when credit. 

• Not running a credit bureau report before 
credit to customer. 

• sales growth over good 

• Not independently (separate from the sale 
function) verifying stipulations or customer 

information. 
• from your losses ... Repeating 

ntl,>n,,,,riti;nn mistakes. 

• Modifying or extending the term of the loan in 
order to meet the customer's payment 

",,,,'m".!nt (like a tax refund) 
the deal better. 

• Not properly managing pOlrtfc,lio risk by 
conditions. 

• Not monitoring or using credit scoring or deal 
stipulations to make underwriting decisions 

't tl 

• Making legal and Regulatory mistakes can bring 
you down. 

• Selling a customer the vehicle he wants instead 
of the one he can afford is not a good idea. 

• Initiall y saving a few dollars ends up costing you 
millions. 

• Growing too fast can be fatal. 

• There is an inherent conflict of interests between 
sales and good underwriting practices. 

• Making trial and error mistakes can cost you 
millions. 

• In BHPH, time is your enemy. 

• Down payment does not mean repayment. 

• Dealer education, reading and networking are 
best defenses here. 

• Frequent changes in underwriting policies and 
practices can be very costly. 
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established for virtually all sizes and types of BHPH 
dealerships. And, finally, newly developed synergies 
include access to trade inventory, availability of facili
ties, the creation of new profit centers and the exten
sion of a dealer's existing used car operations. 

Mr. Shilson listed a number of questions that 
dealers should ask before starting. These questions 
include ... 

• Capital? How much will I need? 

• Capital? Where will it come from? 

• Logistics? Separate from franchise operations? 

• Appetite? Can I manage the risk? 

• Personnel? Where do I find staff? 

• Education? How do I learn the business? 

• Business model? What are appropriate ranges 
for ACVs? Sales price? Recon? Add-ons? 

Mr. Shilson is a good friend and a long-time 
contributor of informative articles on BHPH opera
tions to the Dealer Tax Watch. His PowerPoint 
presentation includes many useful charts and graphs, 
as well as industry loss statistics and static pool loss 
analysis that have been developed by his company, 
Subprime Analytics. 

You can request a copy of Mr. Shilson's presen
tation slides from him at ken@ kenshilson.com. 

On a related note, don't overlook the analysis of 
the Maguire case (beginning on page 18) which 
involves a Buy-Here, Pay-Here dealership and its 
Related Finance Company! 

NEW TANGIBLES REGULATIONS & TACKLING 
THE TOUGH TAX QUESTIONS 

The temporary Regulations on capitalization ver
sus repair issues were discussed in three different 
presentations. Ms. Harris' comments on the Regs. in 
the IRS Update have already been mentioned. 

On Friday morning at 7:00 AM,many attendees 
turned out for a presentation by representatives from 
SourceCorp entitled "Recap and Analysis ofthe Tem
porary Tangible Property Capitalization Regulations." 
This presentation was a basic overview and included 
a number of practical suggestions. It included a 
discussion of the "roof repair scenario" which may 
afford dealers an opportunity to deduct previously 
capitalized expenditures for roofs or other building 
components if they are subsequently replaced and 
the replacement expenditure is capitalized. 

SourceCorp is in the business of providing cost 
segregation studies. Therefore, its representatives 
understandably emphasized the benefits that such a 
study might provide in situations where exact cost 

(Continued) 

allocations for components of the original structure 
had not been documented at the time the building was 
placed in service. 

And this would usually be the case if a cost 
segregation study had been prepared at the time 
when the initial construction was done because, at 
that time, the emphasis in the analYSis would have 
been on dividing the building costs between Section 
1250 property (with longer useful lives for tax depre
ciation purposes) and Section 1245 property (with 
shorter useful lives for tax depreciation purposes). 

The point is that the new Regulations now em
phasize distinctions between a building structure and 
newly created "building systems," and it now be
comes important to allocate construction costs among 
the components of the building structure and the 
building systems. 

A third Conference session entitled "Tackling the 
Tough Tax Questions" included in part, some empha
sis on the new tangibles regulations. This session 
was presented by Leslie Frye and Wayne Robbins, 
partners in Dixon Hughes Goodman LLP. Most of the 
discussion of the Tangibles Regs overlapped the 
presentation by SourceCorp. 

The other "Tough Tax Questions" that were dis
cussed in this presentation included (1) surtax/com
pensation planning for the 2010 Health Care Act Tax 
Changes - i.e., both the 0.9% Medicare tax on wages 
and self-employment income and the 3.8% additional 
Medicare tax on investment income, (2) compensa
tion planning for S Corporations and their stockhold
ers, (3) the taxation of Factory incentive image up
grade payments received by dealerships and (4) 
specified foreign financial asset reporting and Form 
8938 filing requirements. 

OTHER EXCELLENT PRESENTATIONS 

I listened to three other excellent presentations 
this year: (1) Setting a New Course in Your Business 
and Estate Transition Plan by Rich Thornton, a part
ner in the Portland office of Moss Adams, (2)Metrics 
for Evaluating a Buy/Sell Opportunity by Todd M. 
Berko, a partner in Bel Air Partners, and (3) Mergers 
& Acquisitions Fundamentals - Due Diligence and 
Case Studies by Edward Alden, CFO of Greenway 
Automotive (Orlando, Florida). For all of these pre
sentations, the PowerPoint slides were excellent,and 
the presenters' comments and experiences were 
comprehensive. 

BOTTOM LINE 

Overall, I was very impressed with the quality of 
the 2012 AICPA Conference and came away with 
much useful information and several new networki~1} 
contacts. :t= 
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CREATING BASIS (IN STOCK & IN DEBT) SO THAT 
S CORP. LOSSES CAN BE DEDUCTED 

There are many advantages for dealerships - and 
for other types of businesses - organized as corpora
tions but electing to be taxed as S Corporations. One 
advantage is that, in general, there is only one level of 
income tax imposed on the corporation's earnings, 
and that tax is imposed at the shareholder level. 

Income of an S Corporation "flows through" to the 
individual shareholders - in proportion to their share
holder ownership percentages - and is taxed in their 
individual income tax returns. The amounts to be 
included in the individual income tax returns of S 
Corporation shareholders is reported by the corpora
tion when it issues each shareholder a Schedule K-1 
after the end of the year. 

The year-end tax planning for S Corporations and 
theirshareholders involves at least two aspects ... (1) 
projecting the amount of income or loss that the S 
Corporation will have to report of the year and (2) 
determining the impact of the inclusion of the pro rata 
amounts of S Corporation income or loss on the 
individual income tax returns (Forms 1040) of the 
shareholders. 

As to the second aspect, if the S Corporation is 
anticipated to report a loss, there are specific rules 
which may limit the amount of the loss that individual 
shareholders can deduct for that year in their indi
vidual returns. 

Accordingly, S Corporation shareholders and their 
advisors frequently encounter situations where po
tential problems exist because Code Section 1366 
limits the deductibility of a shareholder's loss from an 
S Corporation to the sum of (1) the shareholder's 
adjusted basis in the shareholder's stock in the S 
Corporation and (2) the adjusted basis of any indebt
edness of the S Corporation to the shareholder. 

After a brief discussion of the general rules, this 
article will examine two recent developments that 
affect the amount of S Corporation losses that share
holders may currently deduct. 

The first development is the recent Tax Court 
decision in Maguire (June 2012) in which the family 
shareholders in two related S Corporations ... one, a 
Buy-Here, Pay-Here (BHPH) dealership, and the 
other, its Related Finance Company (RFC) ... success
fully shuffled around the basis in their stock in their two 
S Corporations so that they would be able to offset all of 
the operating losses that were incurred during the year 
by the BHPH dealership against other taxable income 
reported in their personal income tax returns. 

The second development relates to the changes 
in the Regulations that were proposed by the Trea
sury at almost the same time (June 12, 2012). These 
changes affect the ability of shareholders to increase 
their basis in debt obligations issued to them by their 
S Corporations in return for money they loan to their 
S Corporations. 

In other words, these proposed Regulations deal 
with ways to increase the basis of bona fide indebted
ness (in the form of loans by the shareholders to the 
corporation, etc.) so that additional S Corporation 
losses can be deducted by the shareholders. 

The distinction to keep in mind is that the Tax 
Court case addresses transactions that are intended 
to enhance or increase the shareholders' basis for its 
investment in the stock of the corporation. In con
trast, the proposed Regulations address transactions 
that would be intended to enhance or increase the 
shareholders' basis for its investment in the debt or 
indebtedness of the corporation. 

Both developments are "taxpayer-friendly" and 
warrant further consideration in year-end planning 
discussions and activities. 

OVERVIEW ... BASIS IN STOCK & LIMITS 
ON DEDUCTIONS FOR S CORP. LOSSES 

Congress has always intended to limit the amount 
of loss that a shareholder may take into account (in its 
individual income tax return) to an amount equal to 
that shareholder's investment in the corporation. 

This intention of Congress is embodied in Code 
Section 1366 and in Reg. Sec. 1.1366-2 which pro
vides the rules relating to limitations on the deduction 
of pass-through items of an S Corporation to its 
shareholder(s). 

The investment of a shareholder in the S Corpo
ration includes two elements: (1) the adjusted basis 
of the stock in the corporation owned by the share
holder and (2) the adjusted basis of any indebtedness 
of the corporation to the shareholder. 

Accordingly, the aggregate amount of losses and 
deductions that a shareholder may take into account 
for any taxable year cannot exceed the sum of that 
shareholder's adjusted basis in stock plus the ad
justed basis of any indebtedness of the S Corporation 
to that shareholder. 

An S Corporation shareholder's basis for his 
stock in the corporation originates when the share
holder contributes money and/or other property to the 
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Creating Basis 

corporation. Subsequently, a shareholder's basis in 
the stock of an S Corporation is increased by the 
shareholder's pro rata share of the corporation's 
income, and it is decreased by the shareholder's pro 
rata share of the corporation's losses and deductions. 
It is also decreased by the amounts of distributions 
that are not includable in income. 

Generally, a distribution made by an S Corpora
tion out of previously taxed undistributed earnings 
and profits is not included in income to the extent it 
does not exceed the adjusted basis ofthe stock. If the 
distribution is made by an S Corporation which has no 
accumulated earnings and profits, the distribution is 
not included in gross income to the extent that it does 
not exceed the adjusted basis of the stock, and the 
amount of the distribution which exceeds the ad
justed basis of the stock is be treated as gain from the 
sale or exchange of property. 

A shareholder's basis in the stock of an S Corpo
ration is also increased by any contributions that the 
shareholder makes to the capital of the corporation. 
However, case law has held that in order for a 
particular transaction to qualify as an "investment" in 
the corporation, the shareholder must make an actual 
"economic outlay. " In other words, the shareholder 
must incur a cost or be left poorer in a material sense 
after the transaction. 

Published guidance (Rev. Rul. 81-187) holds that 
a shareholder of an S Corporation does not increase 
basis in stockfor purposes of Section 1366(d){1 )(A) 
upon the contribution of the shareholder's own unse
cured demand promissory note to the corporation. 
This is consistent with other published guidance 
(Rev. Rul. 80-235) and case law in the partnership 
context that the contribution of the partner's own note 
will not increase that partner's basis in its partnership 
interest under Section 722. 

MAGUIRE ET AL., v. COMM. 

The most significant issue in Maguire, et al., v. 
Comm. (T.C. Memo 2012-160, dated June 6,2012) 
was whether the taxpayers - the Maguire families -
were entitled to deduct losses from one of their S 
Corporations for the years 2004, 2005 and 2006. 
There were other issues in this case, but they are not 
relevant to the focus of this article. 

Two generations of Maguire families were the 
taxpayers/petitioners ... The father (James Maguire, 
married to Joy Maguire) and the son (Marc Maguire, 
married to Pamela Maguire). 

The families controlled two S Corporations. One 
S Corporation was an auto dealership which con
ducted its activities as a Buy-Here, Pay-Here (BHPH) 
dealership. The second S Corporation was a Related 

(Continued) 

Finance Company (RFC) which purchased customer 
notes from the operating BHPH dealership. 

In the first year under audit, the father and his wife 
owned 100% of the auto dealership and roughly 51 % 
of the Related Finance Company. The son and his 
wife owned the other 49% of the Related Finance 
Company. In the second and third years under audit, 
the ownership in both Corporations was roughly 51 %-
49%. These percentages are approximate; the exact 
percentages are not critical to the discussion and/or 
holdings of this case. 

As part of its usual operations, the BHPH dealer
ship (named "Auto Acceptance") sold used vehicles 
(which it had purchased at auction or taken as trade
ins) to customers who typically did not have good 
credit ratings. In order for a customer to finance its 
purchase of a vehicle, the customer usually issued an 
interest-bearing note for the bulk of the purchase 
price. The BHPH dealership subsequently soldthese 
notes to the Related Finance Company (named 
"CNAC"). The end result was that CNAC ended up 
holding the notes that were given by the customers for 
the purchase of their vehicles. 

During the years that were audited by the IRS, the 
BHPH dealership operated at a loss, and the Related 
Finance Company operated at a profit. Note: This 
fact pattern is fairly typical within the BHPH dealer
ship industry - the dealership operates at a loss and 
the RFC is profitable because of the interest income it 
receives as the customers make payments on the notes 
they signed when they purchased their vehicles. 

At the end of each year, various other transac
tions had taken place between the BHPH dealership 
and the RFC that resulted in the dealership owing 
substantial amounts of money to the Related Finance 
Company. These "accounts receivable" due to CNAC 
(the RFC) are to be distinguished from the other 
customer notes received by the BHPH which CNAC 
had purchased from the BHPH dealership. 

THE PROBLEM & THE PLAN AROUND IT 

As indicated above, in each of the 3 years under 
audit, (2004, 2005 & 2006), the dealership (Auto 
Acceptance) operated at a loss, and the RFC (CNAC) 
operated at a profit. During their year-end planning 
discussions before the end of 2004, the Maguires 
were advised by their CPAs (Katz, Sapper & Miller), 
that the father did not have sufficient basis in his stock 
in Auto Acceptance (the BHPH) to deduct 100% of its 
losses in his individual income tax return. 

As a result, the CPAs advised the father (James 
Maguire) that he could increase his basis in the stock 
of Auto Acceptance (the BHPH) by receiving distribu-

see CREATING BASIS, page 20 
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tions of approximately $1.7 million from CNAC, which 
he could then contribute to Auto Acceptance. 

The effect of this distribution/contribution scenario 
would be to increase the father's basis in the stock of 
Auto Acceptance so that he could fully deduct Auto 
Acceptance's losses on his individual income tax return. 

Since the father and the son in the first year 
(2004) each owned roughly 50% of the RFC, it would 
be necessary forthe fatherto borrow the son's portion 
of the distribution from CNAC. 

"Plan A." Plan A called for the father to execute 
a note to the son for his (Le., the son's) share of the 
distribution from CNAC. The plan was to involve the 
issuance of checks totaling $1.7 million from the RFC 
to the father and the son, which the father could then 
contribute to the BHPH dealership (Auto Acceptance). 
The father and the son had an adjusted basis in the stock 
of the RFC (CNAC) of at least $1.7 million. The practical 
obstacle, however, was that the RFC (CNAC) did not 
have sufficient funds in its bank account to make a cash 
distribution of $1.7 million to its owners. 

"Plan B." After learning of CNAC's inability to 
make a cash distribution, the CPAs came up with an 
alternative strategy in order to increase the father's 
basis in Auto Acceptance. This alternative method 
would not require CNAC to make a cash distribution 
to its owners. 

Rememberthe "other accounts receivable?" The 
CPAs did. So, the CPAs advised the Maguires that an 
identical result would be reached if a distribution of 
accounts receivable owed to CNAC by Auto Accep
tance were made from CNAC to the father and the 
son. The son would lend his portion of the accounts 
receivable to his father, who would then contribute (all 
$1.7 million worth of) the accounts receivable to Auto 
Acceptance, thereby increasing the father's basis for 
his stock in Auto Acceptance enough to allow for the 
100% deduction of Auto Acceptance's losses on his 
2004 Federal income tax return. 

This strategy ... Plan B ... was followed. 

CNACdistributed $1.7 million in accounts receiv
able to the father and the son on or before December 
31,2004. The dealership (Auto Acceptance) owed at 
least this amount to CNAC (the RFC) before the 
distribution. Then the son lent his share of accounts 
receivable to his father, and his father then contrib
uted the entire $1.7 million worth of accounts receiv
able to Auto Acceptance. Contemporaneously, the 
father executed a note to his son forthe amount of the 
loan (Le., roughly 50% of the amount of $1.7 million). 

Plan B was followed in subsequent years. 
The CPAs' advice was followed in subsequent years 

(Continued from page 19) 

... In 2005, CNAC distributed $1.5 million in accounts 
receivable to its shareholders on December 31, 2005, 
and the receivables were then contributed by the 
taxpayers to Auto Acceptance. 

In 2006, CNAC distributed $3.5 million in ac
counts receivable to its shareholders on December 
31, 2006, and the accounts receivable were then 
contributed to Auto Acceptance. Auto Acceptance 
owed at least these amounts to CNAC before the 
distributions in 2005 and 2006. The respective distri
butions from CNAC and the respective contributions to 
Auto Acceptance were apportioned according to the 
father's and the son's respective ownership interests. 

The distributions and contributions of the ac
counts receivable were carried out by the execution 
of separate written shareholder resolutions regarding 
the distributions and contributions, which were signed 
at the end of 2004, 2005, and 2006, respectively. 
Adjusting journal entries were made to the corporate 
books in the year following the taxable year to which 
they related, and these journal entries were made at 
the time Auto Acceptance's and CNAC's yearly au
dits were conducted. 

At the end of each of the tax years 2004, 2005, 
and 2006, the taxpayers' respective bases in CNAC 
equaled or exceeded the amounts of distributions 
they received from CNAC. 

In summary. Although the taxpayers did not 
originally have sufficient bases in their respective 
stockholdings ofthe BHPH operating dealership to be 
able to deduct their respective percentages of its 
operating losses, theydid, however, have substantial 
bases in their respective stockholdings of the Related 
Finance Company. Their bases in their stock in the 
Related Finance Company was large enough so that 
if it could be "moved over" or "transferred" to their 
bases in their stock in the operating company, they 
would be able to deduct in their individual income tax 
returns their proportionate shares of all of the BHPH 
dealership's operating losses. 

THE IRS DISAGREES 

The IRS disallowed the loss deductions claimed 
by the shareholders in their individual returns. The 
IRS' theory was that the taxpayers' actions were 
insufficient (Le., they were "not substantial enough") 
to increase their bases in the stock of the BHPH 
dealership. 

The IRS' argument was that the transactions 
between the shareholders and their related S Corpo
rations did not result in the shareholders making an 
actual"economic outlay"when they contributed the 
accounts receivable to the dealership. 

see CREATING BASIS, page 24 
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S Corp. MAGUIRE v. COMM. 
Stock Basis T. C. Memo 2012-160 ... June 6, 2012 

TAXPAYERS 

Father 

Son 

Father (& Wife) 

James & Joy Maguire 

S CORPORATION #1 

Buy-Here, Pay-Here (BHPH) 
Operating Dealership 

AUTO ACCEPTANCE INC. 

Ownership at Year-End 

2004 2005 2006 
100% 

0% 

51% 

49% 

Basis in Stock: Not much basis 

Loss OPERATIONS ••• NOLs 

51% 

49% 

• Sells customer notes to RFC. 

• Has other transaction with RFC resulting on other 
debt/indebtedness to RFC. 

PlanB 

• Receives the notes for indebtedness that it had 
issued to the RFC from the shareholders as a 
contribution to capital. 

• This cancels the debt the BHPH owed to the RFC. 

I 

Son (& Wife) 

Marc & Pamela Maguire 

S CORPORATION #2 

Related Finance Company (RFC) 

CNAC,INC. 

Father 

Son 

Ownership at Year-End 

2004 2005 2006 
51% 

49% 

51% 

49% 

51% 

49% 

Basis in Stock: Large amount of basis 

PROFITABLE OPERATIONS 

• Purchases customer notes from BHPH. 

• Holds notes (indebtedness) from BHPH arising 
from other transactions between them. 

PlanB 

• Distributes (to the shareholders) the notes from the 
BHPH that it held, so that it no longer has 
receivables from the BHPH. 

• These distributions by the RFC reduce the 
shareholders' ability to receive "tax-free" 
distributions from the RFC in the future. 
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l!aguirc, ('/ al. 

Citation 

IRS' 
Three 

Challenges 

Why the 
Tax Court 
Rejected 
TheIRS' 

Argument #1 

Why the 
Tax Court 
Rejected 
TheIRS' 

Argument #2 

THREE CHALLENGES BY THE IRS TO THE TAXPAYERS' STRATEGY & 
WHAT THE TAX COURT SAID IN UPHOLDING THE MAGUIRES 

Page loC2 

• James & Joy Maguire, Mark & Pamela Maguire v. Comm. 
T.e. Memo 2012-160 (June 6, 2012) 

#1. The taxpayers written year-end resolutions and the subsequent corporate adjusting journal 
entries are insufficient to increase petitioners' bases in the stock of the operating company. 

#2. The close relationships between the shareholders and the two S Corporations warrants 
disregarding their attempt to increase their bases in the stock of the operating company. 

#3. The taxpayers did not make an "economic outlay." 

#/. JOllrnal r;lItri{'s Oil the Books, {'tc., Arc Sot L'lIolIgh 

• Much of IRS position is rooted in its factual conclusion that the distributions and 
contributions of accounts receivable never actually took place. 

• However, the record sufficiently establishes that the taxpayers were advised by Katz, Sapper 
& Miller (their CPAs), before the end of each year, to use the distributions and contributions 
of the accounts receivable in order to increase their bases in Auto Acceptance for the years 
and that this advice was actually followed. 

• The taxpayers both testified that their CP As advised them to effectuate the accounts 
receivable transaction at the end of each year in issue and that they followed this advice. 

• In addition, one partner in the CPA firm and a second partner who was also a tax attorney 
testified that ... 
• They advised the taxpayers to make the distributions and contributions of accounts 

receivable before the end of each of the taxable years in issue and 
• They determined the best way to implement their plan was to have them execute the 

corporate resolutions and make adjusting journal entries on the corporate books. 
• The taxpayers followed their CPAs' advice and effected the distributions and contributions at 

the end of each year in issue. This is supported by persuasive evidence ... 
• Corporate resolutions for each year were dated December 31, 2004, 2005, and 2006. 
• There were adjusting journal entries for each year. 
• Relevant testimony in court. 
• The this Vl\"~"'U"'." 

• While it is appropriate to scrutinize the validity of transactions between related parties, there 
is no reason why shareholders in two related S Corporations should be prohibited from taking 
distributions of assets from one of their S Corporations and investing those assets into another 
of their S Corporations, in order to increase their bases in the latter. 
• The effect is to decrease the shareholders' bases in the S Corporation making the 

distribution, thereby reducing the shareholders' potential future tax-free distributions from 
the distributing S Corporation, while increasing the shareholders' bases in the S 
Corporation to which the contribution to capital is made. 

• The transactions did actually occur. 
• The taxpayers made an actual economic outlay when they contributed the accounts 

receivable to Auto Acceptance. 
• The fact that the two S Corporations have a synergistic business relationship and are 

owned by the same shareholders should make no difference so long as the underlying 
distributions and contributions actually occurred. 
• "[T]he existence of * * * [a close relationship between the parties] is not necessarily fatal if 

other elements are present which clearly establish the bona fides of the transactions and 
their economic impact." (Bhatia v. Commissioner, T.e. Memo. 1996-429.) 

• The fact that the taxpayers were motivated by tax considerations is not fataL 
• "Anyone may so arrange his affairs that his taxes shall be as low as possible." (Helvering 

v. 69 F.2d 809 810 Cir. 1 293 U.S. 465 
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Why the 
Tax Court 
Rejected 
TheIRS' 

Argument #3 

Holding 

THREE CHALLENGES BY THE IRS TO THE TAXPAYERS' STRATEGY & 
WHAT THE TAX COURT SAID IN UPHOLDING THE MAGUIRES 

• . The IRS also argued that no economic outlay was made, because the resolutions and adjusting 
journal entries made to the books of the related companies (1) were devoid of any economic 
reality and (2) did not alter the economic positions of the parties. 

• The Tax Court held that the distributions and contributions did have real consequences that 
altered the positions of petitioners individually and those of their businesses. 
• The distributions and contributions created actual economic consequences for the parties, 

because the accounts receivable had real value in that they were legitimate debts that Auto 
Acceptance owed to CNAC and thus were legitimate assets of CNAC. 

• These "accounts receivable" that Auto Acceptance owed to CNAC were to be 
distinguished from the interest-bearing notes that Auto Acceptance received from car 
buyers and then resold to CNAC. 

• The taxpayers' contribution of the accounts receivable (to the capital of Auto Acceptance) 
resulted in the taxpayers being poorer in a material sense in that the accounts receivable were 
no longer collectible by them individually. 

• When the taxpayers received the accounts receivable from CNAC (as they had every right to 
do) and contributed them to Auto Acceptance, those transactions ... 
• Reduced the liabilities of Auto Acceptance, 
• Made Auto Acceptance solvent in terms of its assets exceeding its liabilities, and 
• Increased the net worth of Auto Acceptance, thereby exposing a greater amount of its 

assets to its general creditors. 
• The risk involved in exposing more of Auto Acceptance's assets to its creditors was more than 

hypothetical. In mid-2004, the Kentucky Attorney General had instituted a lawsuit against them 
and their businesses claiming millions of dollars based on alleged consumer fraud claims. 
• The taxpayers argued that the risk of the loss to Auto Acceptance's creditors - including 

vendors that it alone dealt with ... when viewed in consideration of the Attorney General's 
lawsuit - was very real and the additional net worth in Auto Acceptance created by the 
capital contribution was put at greater risk, making them poorer in a material sense. 

• At the same time, the taxpayers' bases in the stock of CNAC were reduced by the amounts of 
the accounts receivable that CNAC had distributed to them, thereby reducing their ability to 
receive future tax-free distributions from CNAC. 
• As a result of the transactions, the values of the taxpayers' investments in CNAC were 

diminished by the amounts of the receivables distributed to them. 
• When the taxpayers contributed the accounts receivable to Auto Acceptance, the 

contributions increased their bases in Auto Acceptance and made them poorer individually 
because they no longer owned the receivables in their individual capacities. 

• The fact that the BHPH accounts receivable held by CNAC were distributed to the 
taxpayers and then contributed by them to a related entity does not require a finding that 
there was no economic outlay. 

• The Tax Court has previously considered this issue and held that "the fact that funds lent to an 
S Corporation originate with another entity owned or controlled by the shareholder of the S 
Corporation does not preclude a finding that the loan to the S Corporation constitutes an 
'actual economic outlay' by the shareholder." 
• Cases cited ... Ruckriegel v. Commissioner, T.e. Memo. 2006-78 ... Yates v. Commissioner, 

T.e. Memo. 2001-280 ... Culnen v. Commissioner, T.e. Memo. 2000-139). 
• The fact that the taxpayers contributed intangible assets to Auto Acceptance, rather than cash, 

does not preclude increases in their bases. 
• The tax basis of an S Corporation may be increased through the contribution of cash, 

tangible assets, or intangible assets (such as accounts receivable). See Estate of Leavitt v. 
Commissioner 90 T.e. 206 875 F.2d 420 Cir. 

• The Tax Court held that the taxpayers were entitled to their claimed bases increases in the 
stock of Auto Acceptance and their claimed S Corporation losses (totaling $6.7 million) for 
the and 2006. 
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In opposition, the IRS raised three arguments ... 
(1) the distributions and contributions of the accounts 
receivable never actually took place, (2) no economic 
outlay was made, and (3) the transactions between the 
shareholders and their S Corporations should be disre
garded because of their related party relationships. 

TAX COURT HOLDING 

The Tax Court rejected all ofthe IRS' arguments. 

The Tax Court held that the Maguires were not 
prohibited from receiving a distribution of assets from 
one of their S Corporations and then contributing 
those assets into another of their S Corporations in 
order to increase their bases in the latter. 

The effect of these transactions was to decrease 
the shareholders' bases in the S Corporation making 
the distribution (Le., in the Related Finance Company), 
and this reduced the shareholders' ability to obtain 
future tax-free distributions in later years from the distrib
uting S Corporation. This was a quid pro quo. 

Simultaneously, the contribution of the accounts 
receivable by the Maguires to the BHPH operating 
dealership resulted in an equivalent increase in their 
basis in the stock of the S Corporation to which the 
contributions of capital were made. 

The Tax Court held that the fact that the two S 
Corporations had "a synergistic business relation
ship" and were owned by the same shareholders did 
not prevent the taxpayers from accomplishing their 
goal, so long as the underlying distributions (from the 
Related Finance Company) and the contributions (to 
the operating company) actually occurred. 

For a thorough discussion of the Tax Court's 
rejection of the IRS' arguments, see pages 22-23. 

TECHNICAL ASIDE 

As a technical matter, the BHPH dealership did 
not realize ordinary income when the shareholders 
contributed/transferred the receivables they had re
ceived from the RFC to the capital of the BHPH. 
Section 1 08(e)(6) provides thatfor purposes of deter
mining income of a debtor from discharge of indebt
edness, if a debtor corporation acquires its own 
indebtedness from a shareholder as a contribution to 
its capital, Section 118 (requiring inclusion in income) 
does not apply. Furthermore, the debtor corporation 
is treated as having satisfied the indebtedness with 
an amount of money equal to the shareholder's 
adjusted basis in the indebtedness. Therefore, the 
BHPH realized no income/gain when it received its 
own indebtedness back from its shareholders. 

~Ph~m~OC~OP~Y~ing~O~rR~e~pr~int~ing~W~it~ho~u~tP~er~m~iss~io~n~ls~pr~oh~ib~ne~d~~~~~* 
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(Continued from page 21) 

OVERVIEW ... BASIS IN INDEBTEDNESS & 
LIMITS ON DEDUCTIONS FOR S CORP. LOSSES 

As stated previously, a shareholder's aggregate 
amount of losses and deductions taken into account 
for any taxable year of the S Corporation cannot 
exceed that shareholder's adjusted basis in stock in 
the corporation and the adjusted basis of any indebt
edness of the corporation to that shareholder. 

The Internal Revenue Code does not define 
basis of indebtedness. However, several court 
cases involving pass-through losses from an S Cor
poration have interpreted Section 1366 to require that 
in order to create basis of indebtedness, an invest
ment in the S Corporation must constitute "an actual 
economic outlay" by the shareholder. These cases 
include ... (1) Maloof v. Comm., 456 F.3d 645, 649-
650 (6th Cir. 2006) ... (2) Spencerv. Comm., 110 T.C. 
62,78-79(1998), aff'd without published opinion, 194 
F.3d 1324 (11th Cir. 1999) ... (3) Hitchins v. Comm., 
103 T.C. 711, 715 (1994), and ... (4) Perry v. Comm., 
54 T.C. 1293, 1296 (1970). 

Often, the cases involve back-to-back loan trans
actions. These are simply attempts by an S Corpora
tion shareholder to obtain basis of indebtedness by 
borrowing from another person - typically, a related 
entity - and then lending the proceeds to the S 
Corporation. Alternatively, an S Corporation share
holder might seek to restructure an existing loan of 
the S Corporation into a back-to-back loan by assum
ing the S Corporation's liability on the loan and creat
ing a commensurate obligation from the S Corpora
tion to the shareholder. 

Disputes between the IRS and taxpayers have 
occurred over whether back-to-back loan transac
tions give rise to an actual economic outlay. The 
focus of these disputes in court cases is on whether a 
shareholder has been made "poorer in a material sense" 
as a result of the loan. These cases include Oren v. 
Comm., 357 F.3d 854, 857-859 (8th Cir. 2004), and 
Bergman v. U.S., 174 F.3d 928,932 (8th Cir. 1999). 

PROPOSED REGS & TRANSACTIONS TO 
INCREASE BASIS IN INDEBTEDNESS 

On June 12, 2012, the Treasury issued proposed 
Regulations that are intended to clarify the require
ments for increasing basis of indebtedness and to 
assist S Corporation shareholders in determining 
with greater certainty whether their particular ar
rangement creates basis of indebtedness. 

These proposed Regulations require that loan 
transactions represent bona fide indebtedness of the 
S Corporation to the shareholder in order to increase 
basis of indebtedness. As a result, an S Corporation 
shareholder will not be required to also satisfy the 
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elusive "actual economic outlay" doctrine for pur
poses of Section 1366(d)(1 )(8). 

Accordingly, the key requirement of these pro
posed Regulations is that the purported indebted
ness of the S Corporation to a shareholder must 
constitute bona fide indebtedness to the shareholder. 

These proposed Regulations do not attempt to 
provide a different standard for purposes of Section 
1366 as to what constitutes bona fide indebtedness. 
Rather, general Federal tax principles - many of 
which have developed outside of Section 1366 -
determine whether indebtedness is bona fide. A list 
of thirteen factors to be considered is included below. 

Recently, in Herrera (T.C. Memo 2012-308), the 
Tax Court said that the thirteen factors listed "are not 
equally significant nor is any single factor determina
tive .... The various factors 'are only aids in answering 
the ultimate question whether the investment, ana
lyzed in terms of its economic reality, constitutes risk 

(Continued) 

capital entirely subject to the fortunes of the corporate 
venture or represents a strict debtor-creditor relation
ship.' ... Or, as this Court (Le., the Tax Court) has 
phrased it ... 'Was there a genuine intention to create 
a debt, with a reasonable expectation of repayment, 
and did that intention comport with the economic 
reality of creating a debtor-creditor relationship?'" 

Loan guarantees. In contrast to bona fide in
debtedness, the IRS has long held that shareholder 
guarantees of S Corporation debt do not result in 
basis of indebtedness. And, the IRS has been upheld 
on this point. 

An overwhelming majority of courts considering 
whether shareholders may increase basis of indebt
edness from their guarantees of S Corporation debt 
has held that the shareholders' guarantees did not 
create basis of indebtedness. 

Where an S Corporation shareholder acts merely 
as a guarantor of a loan made by another party 

see CREATING BASIS, page 27 

BOYl FII)[:·I\'J)[~Bn'-·[)\E,SS ... F1CrORS TO CO\,S[IJFR 

In the Estate of Travis Mixon v. USA, the U.S. Court of Appeals for the Sth Circuit (1972) stated that 
guidelines for detennining the "debt versus equity" question have developed by the courts in a number of cases. 

The Court listed thirteen factors or guidelines which merit consideration in determining the existence of 
bona fide indebtedness. It also indicated that other factors may be considered. In this regard, see the Tax Court's 
discussion (in the text above) from the Herrera case (T.e. Memo 2012-308). 

1. The names given to the certificates evidencing the indebtedness 

2. The presence or absence of a fixed maturity date 

3. The source of payments 

4. The right to enforce payment of principal and interest 

S. Participation in management flowing as a result 

6. The status of the contribution in relation to regular corporate creditors 

7. The intent of the parties 

8. "Thin" or adequate capitalization 

9. Identity of interest between creditor and stockholder 

10. Source of interest payments 

11. The ability of the corporation to obtain loans from outside lending institutions 

12. The extent to which the funds advanced were used to acquire capital assets 

13. The failure of the debtor to repay on the due date or to seek a postponement 
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Example 1 

Shareholder 
Loan 

Transaction 

Example 2 

Guarantee 

Example 3 

Back-to-Back 
Loan 

Transaction 

Example 4 

Loan 
Restructuring 

Through 
Distributions 

Citation 

TRANSACTIONS TO INCREASE THE BASIS OF 

S CORPORATIONS' DEBT OBLIGATIONS 

• A is the sole shareholder of 8, an 8 Corporation. 
• 8 Corporation received a loan from A. 
• Whether the loan from A to 8 constitutes bona fide indebtedness from 8 to A is determined 

under general Federal tax principles and depends upon all of the facts and circumstances. 
• If the loan constitutes bona fide indebtedness from 8 to A, A's loan to 8 increases A's basis of 

indebtedness. 

• The result is the same if A made the loan to 8 through an entity that is disregarded as an entity 
separate from A under Reg. 8ec. 301.7701-3 (i.e., a single-member LLC that has elected not 
to be taxed as a co ration . 

• A is a shareholder of 8, an 8 Corporation. 
• In 2013, 8 received a loan from Bank X. 
• Bank X required A's guarantee as a condition of making the loan to 8. 
• Beginning in 2014, 8 could no longer make payments on the loan and A made payments 

directly to Bank X from A's personal funds until the loan obligation was satisfied. 
• For each payment A made on the note, A obtains basis of indebtedness. 
• Thus, A's basis of indebtedness is increased during 2014 to the extent of A's payments to 

Bank X ursuant to the arantee a eement. 
• A is the sole shareholder of two 8 Corporations, 81 and 82. 
• 81 loaned $200,000 to A. 
• A then loaned $200,000 to 82. 
• Whether the loan from A to 82 constitutes bona fide indebtedness from 82 to A is determined 

under general Federal tax principles and depends upon all of the facts and circumstances. 
• If A's loan to 82 constitutes bona fide indebtedness from 82 to A, A's back-to-back loan 

increases A's basis of indebtedness in 82. 
• A is the sole shareholder of two 8 Corporations, 81 and 82. 
• In March 2013, 81 made a loan to 82. 
• In December 2013, 81 assigned its creditor position in the note to A by making a distribution 

to A of the note. 
• Under local law, after 81 distributed the note to A., 82 was relieved of its liability to 81 and 

was directly liable to A. 
• Whether 82 is indebted to A rather than 81 is determined under general Federal tax principles 

and depends upon all of the facts and circumstances. 
• If the note constitutes bona fide indebtedness from 82 to A., the note increases A's basis of 

indebtedness in 82. 

• Proposed Reg. 8ec. 1.1366-2(a)(2)(iii) Examples #1-4 
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The AICPA submitted two comments on the proposed Regulations in a letter to the IRS (November 13, 2012). 
• The Treasury should permit retroactive application of the Regulations to loan transactions 
• An example (see below) should be included to emphasize that indebtedness can be bona fide indebtedness but still 

not provide basis for a deduction of losses under Section 1366( d)(l )(B). 

Suggested Example: Bona Fide Debt Without Basis 
"KC Corporation is an S corporation. Shareholder K owns all of the stock. At the end of 2012, KC has accrued payroll 
and bonus payments to K, totaling $25,000. The payment is in compliance with all provisions of 10ca1law, has the board 
of directors' approval and is consistent with K's employment contract. Thus, at the end of 2012, there is bona fide debt 
directly from KC to K However, if K uses the cash method of accounting, and has not yet taken the $25,000 into income, 
K has no basis in that debt. Therefore K cannot use this debt to support losses passing though from KC in 2012." 
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Creating Basis 

directly to the S Corporation, then the courts have 
held that the shareholder adjusts basis of indebtedness 
only to the extent the shareholder actually performs 
under the guarantee. This result would also follow if the 
shareholder acts in a capacity similar to a guarantor (for 
example, as a surety or accommodation party). 

The proposed Regulations provide that an S Corpo
ration shareholder who merely acts as a guarantor or in 
a similar capacity has not created basis of indebtedness 
unless the shareholder actually makes a payment, and 
then only _ to the extent of such payment. This is 
comparable to the IRS' holding in Rev. Rul. 70-50. 

"Incorporated pocketbook." In other situa
tions, taxpayers have relied on an "incorporated pock
etbook" theory to claim an increase in basis of indebt
edness in circumstances that involve a loan directly to 
the S Corporation from an entity related to the S 
Corporation shareholder. 

In these transactions, an S Corporation share
holder claims that a transfer from the related entity 
directly to the shareholder's S Corporation was made 
on the shareholder's behalf and is, in substance, a loan 
from the related entity to the shareholder, followed by a 
loan from the shareholder to the S Corporation. 

A few cou rt decisions have allowed shareholders 
to increase basis of indebtedness as a result of 
incorporated pocketbook transactions. See, for ex
ample, Yates v. Comm. (T.C. Memo. 2001-280), and 
Culnen v. Comm. (T.C. Memo. 2000-139). 

Under the proposed Regulations, an incorpo
rated pocketbook transaction increases basis of in
debtedness only where the transaction creates a 
bona fide creditor-debtor relationship between the 
shareholder and the borrowing S Corporation. 

PROPOSED RULES w/r/t DETERMINING THE 
BASIS OF INDEBTEDNESS 

(1) The term basis of any indebtedness of the S 
Corporation to the shareholder means the 
shareholder's adjusted basis (as defined in Reg. Sec. 
1.1011-1 and as specifically provided in Section 
1367(b)(2)) in any bona fide indebtedness of the S 
Corporation that runs directly to the shareholder. 

(2) Whether indebtedness is bona fide indebted
ness to a shareholder is determined under general 
Federal tax principles and depends upon all of the 
facts and circumstances. 

(3) A shareholder does not obtain basis of indebt
edness in the S Corporation merely by guaranteeing 
a loan or acting as a surety, accommodation party, or 
in any similar capacity relating to a loan. 

(4) When a shareholder makes a payment on 
bona fide indebtedness for which the shareholder has 

(Continued from page 25) 

acted as guarantor or in a similar capacity, the share
holder may increase its basis of indebtedness to the 
extent of that payment; however, this result will be 
dependent upon the facts and circumstances of the 
specific situation. 

To interpret these rules, the proposed Regulations 
include the four (4) Examples shown on page 26. 

CONCLUSION 

Although the fact pattern in Maguire happens to 
involve a Buy-Here, Pay-Here I Related Finance 
Company situation, the conclusions reached by the 
Tax Court (which affirmed the transactions in which 
the corporations and their shareholders engaged) are 
by no means limited to the type of businesses that the 
Maguires operated. 

The Tax Court's holding is more broadly appli
cable in any similar situation if all of the otherfacts and 
circumstances are favorable and comparable. 

The Maguire case dealt with the enhancement of 
a shareholder's basis for his/her investment in the 
stock of an S Corporation. 

The favorable outcome in the Maguire case could 
only have been accomplished by following the advice 
and strategies suggested by the CPAs for the family 
and related entities. In fact, the CPAs first came up 
with a "Plan A" which could not be executed for 
various reasons. Then, they developed "Plan B" 
which was carefully documented, implemented and 
(ultimately) upheld by the Tax Court. 

Furthermore, the CPAs even testified in Tax Court 
with the Judge indicating that their backgrounds demon
strated that "they were individuals whose advice (the 
taxpayers) sought regarding their income tax situation, 
on the basis of their experience and qualifications." 

When all reasonable efforts to enhance or in
crease the basis for a stock investment in an S 
Corporation have been exhausted, if the S Corpora
tion losses seem to be greater than the ability of the 
shareholders to deduct, then attention needs to be 
focused on any indebtedness of the S Corporation 
held by the shareholders. 

The reason for this attention is that shareholders 
want to increase their basis in the debt obligations 
issued by their S Corporations in orderto increase the 
amount of S Corporation operating losses that they 
can deduct in their individual income tax returns. 

Accordingly, with respect to the enhancement of 
a shareholder's basis for its investment in the bona 
fide indebtedness of an S Corporation, the ex
amples included in the proposed Regulations should 
be studied carefully for the possibility of setting up 
similar scenarios. * 
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UPDATE ON MANUFACTURER ASSISTANCE PAYMENTS TO 
DEALERSHIPS FOR FACILITY IMAGE UPGRADES 

The proper tax treatment of manufacturer assis
tance payments to dealerships for facility image up
grades continues to be the most important issue 
affecting the entire spectrum of dealerships in the 
country. For some dealership 2012 tax returns, this 
issue will also have to be considered in connection 
with the filing of Schedule UTP for disclosing uncer
tain tax positions. 

BACKGROUND 

In the Year-End 2011 Edition of the DTW, I 
included an extensive discussion of the taxability of 
manufacturer payments. Following up on this, in the 
Mid-Year 2012 Edition of the DTW, I added as Part II 
several other articles, including a summary of the 
discussion of this topic at the NADA Convention in 
Las Vegas in February, 2012. 

In addition, I wrote a long article entitled 'Why 
Basis Reduction Treatment is Inappropriate for Manu
facturer Payments, "and included a Practice Guide 
- "Checklist for Evaluating Ramifications of Dealer
ship-Manufacturer Facility Programs." 

On September 19, 2012, I presented a two-hour 
audio seminar ... "Taxation of Manufacturer/Factory 
Upgrade Program Payments to Automobile Dealers" 
for De Filipps University. This included a 27-page 
outline and 42 pages of supplementary discussion 
materials. A recording of this audio seminar is avail
able through www.krm.com/wjd. 

Other than what follows below, I've already said 
... and written ... just about all I can on this topic. 

TAX TREATMENT 
OF MANUFACTURER PAYMENTS 

The "consensus of opinion" - if it can be called that 
-among industry advisors seems to be that payments 
received by dealerships under manufacturer facility 
upgrade programs should be included currently in 
dealership income. They should not be offset against 
the (cost) basis of facilities or facility improvements. 

This "consensus of opinion" is based upon pre
sentations by several practitioners at two major con
ferences during the year ... (1) NADA Convention in 
February, 2012 Tax Workshop re: Factory Facilities 
Programs and (2) the AICPA National Auto Dealer
ship Conference (Oct. 25-26, 2012). 

However, at least one major accounting firm 
continues to strongly assert its dissent to this consen
sus opinion. 

STILL NO IRS PRECEDENTIAL GUIDANCE 
ON TAX TREATMENT 

The IRS has not (to date) come out with any 
precedential statement or IRS official position on the 
tax treatment of these payments. 

IRS Automotive Alert. The IRS Automotive 
Alert ... "Factory Image Upgrade Payments"released 
in February, 2012 by the office of the IRS Motor 
Vehicle Technical Advisor is basically all that practi
tioners have to work with. 

The unofficial position of the Service (or at least that 
of the Motor Vehicle Technical Advisor) - as stated in the 
Conclusion on page 2 of the Alert is below ... 

"In general, analysis of a number of legal authori
ties ... leads to the conclusion that manufacturer 
payments to auto dealerships for facility and image 
upgrade payments should be reported in income. 

'The White case in particular appears to be on 
point with the general facts surrounding the payments 
and should be considered carefully when evaluating 
the proper treatment of image upgrade payments. 

"Additionally, each program must be evaluated 
individually and treatment determined based on the 
facts and circumstances of those facts." 

The Automotive Alert is qualified by the following 
statement ... "It should be noted that this document is 
not an official Service pronouncement and may not be 
cited as authority." 

IRS refused to include this issue in its fiR 
Program. At the AICPA National Auto Dealership 
Conference, Paul Metrey, Chief Regulatory Counsel 
for NADA, included one item relating to this area in his 
NADA Regulatory Update Presentation. 

Mr. Metrey indicated that in late August, NADA 
requested that the IRS include in its Industry Issue 
Resolution Program (IIRP) the general issue of how 
dealers/dealerships should treat payments received 
pursuant to manufacturer facility image programs. 

Specifically, NADA was seeking guidance on 
"whether it is proper for (dealer) taxpayers to treat 
certain payments made pursuant to these programs 
as a reduction to the basis of specified depreciable 
assets ratherthan treating the payments as income in 
the year received." 

NADA presented the IRS with three reasons it 
thought this issue should be considered in the IIR 
Program. 

~Ph~m~OC~OP~Yin~g~Or~R~ep~rin~tin~g~W~ijh~ou~tP~er~m~iss~io~n~ls~pr~oh~ibl~te~d~~~~~* 
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Manufacturer Assistance Payments 

First, the JohnB. White, Inc. case frequently cited 
in support of treating manufacturer payments as 
income "is limited to the application of a single Internal 
Revenue Code provision (Section 118) to a single fact 
pattern." 

The second reason given is that "there is dis
agreement among many dealer tax advisors as to the 
proper treatment of the payments." 

Finally, "the IRS has not offered formal, industry
specific guidance on the matter and, in particular, has 
not addressed the extent to which other Code provi
sions (e.g., Section 1016) may apply to the many 
different manufacturer image facility programs that 
exist today." 

Mr. Metrey reported that the IRS (in a letter dated 
October 11, 2012) informed NADA that its request 
had been denied. In its response, the IRS said that 
" ... We reviewed your submission and determined 
that guidance under Sections 61 and 118 of the 
Internal Revenue Code as well as case law ad
equately address this issue. Consequently, the IRS 
will not be accepting your submission into the IIR 
program." 

Future guidance from the IRS. At the AICPA 
Conference, the Motor Vehicle Technical Advisor 
said that the IRS might issue some form of guidance 
on this matter. However, that guidance might be in 
the form of a Generic Legal Advice Memoranda (a 
GLAM) or some other letter of advice by the Chief 
Counsel's Office that is issued in response to a 
request from someone within the IRS for advice on a 
technical matter. 

As we all know, this type of guidance usually has 
no precedential value, although practitioners read 
these documents with great interest since they reflect 
the thinking of at least one or two individuals in the IRS 
on the matter. 

As an aside, I'm not sure that the second argu
ment advanced by NADA necessarily represents a 
valid generalization that ''there is disagreement among 
many dealer tax advisors as to the proper treatment 
of the payments." This may possibly represent only 
the minority viewpoint of some advisors to NADA on 
this matter, rather than a broader consensus of opinion 
drawn from a larger body of dealership tax advisors. 

NO CLAW-BACK FOR GM EBEPAYMENTS? 

At the AICPA National Auto Dealership Confer
ence in October, Richard N. Sox discussed new 
developments on the legal horizon for franchised 
auto dealers, and one of his comments touched on 
the overall issues involving the taxability of manufac
turer payments. This related to the position that some 
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practitioners might take against the current taxability 
of payments received under some programs by claim
ing that these payments were in the nature of loans 
from the manufacturer which the dealerships may 
have to repay. 

Apparently, many dealers have received pay
ments from GM under the Essential Brand Elements 
(EBE) Program in advance of the dealership's either 
starting construction or meeting various percentage 
of completion objectives as of specific dates. 

Mr. Sox commented that he has been unable to 
find any "claw-back" provisions in the EBE Program 
that would require dealers to return payments to GM 
if they fail to follow through on their commitments to 
upgrade their facilities. 

Apparently, when a dealer reaches the point 
where it has failed to comply with its commitments or 
construction obligations, GM simply stops paying the 
dealership any more incentive money. But, there 
seems to be no provision requiring the dealership to 
repay G M for any EBE monies that G M has sent to the 
dealership under the Program. 

"MERCER REPORT" FOLLOW-UP 

As discussed on pages 12-15 in the last Edition 
of the Dealer Tax Watch, The Mercer Report(formally 
titled "Factory Facilities Programs: An NADA Re
search Project, "by Glenn Mercer dated Feb. 4, 2012) 
was first released at the 2012 NADA Convention. 

This report summarized the findings of the NADA 
Factory Facilities Programs Research Project which 
began in August, 2011 in response to significant 
expressions of concern and frustration by dealers 
over how the various manufacturers facility programs 
were being designed and executed. 

Mr. Mercer came up with a "3-layer" model for 
classifying Factory facility programs into three differ
ent modes or "layers" of activity and investment ... 
Expansion, Modernization or Standardization. 

It was reported recently that there would be 
further follow-up by NADA and Mr. Mercer on the 
findings and recommendations in this Report. How
ever, to date, nothing new has been reported, al
though NADA has created an Industry Relations Task 
Force, and NADA has reported that Phase II of its 
facilities image study will analyze return-on-invest
ment aspects of manufacturer facility programs. 

Apparently, the results of follow-up on these 
efforts will be announced at the NADA Convention in 
Orlando in February 2013. 

The Mercer Report can be downloaded at http:// 
www.autonews.com/mercer. * 
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THE NEW TANGIBLES REGULATIONS ... 
WITH EMPHASIS ON DEALERSHIP FACTORY IMAGE 

UPGRADE & IMPROVEMENT EXPENDITURES 

The Mid-Year 2012 Edition of the Dealer Tax 
Watch included an overview of the new Regulations 
and an analysis of the specific provisions and ex
amples in the Regulations which Ms. Terri Harris, the 
IRS Motor Vehicle Technical Advisor, specifically 
referred to (in the I RS Automotive Alert) as warranting 
dealers' attention because they might be more di
rectly related to dealership facility expansion, mod
ernization and upgrade activities. 

This article (Part II) will expand on the discussion 
in the Mid-Year Edition of the DTWand provide 
additional update and commentary on several devel
opments. 

After listening in recent months to a few seminars 
presented by others on these new Regulations, I have 
come to the following conclusion. These new Regu
lations (to some extent or degree) reflect some of the 
frustration the IRS has been feeling after analyzing -
and apparently finding significant fault or at least 
differences of opinion with respect to - so many of the 
"Repair Studies" prepared for Fortune 500 compa
nies by the Big Four accounting firms. 

Unfortunately, instead of limiting the scope or 
impact of these Regulations to the very large Fortune 
500 companies and the multi-billion dollar conglom
erates causing the IRS most of the problems, the 

Treasury decided to require all taxpayers - regardless 
of size - to comply with these Regulations regardless 
of how difficult that may be. 

When these Regulations were issued, the IRS 
readily conceded the highly factual nature of deter
mining whether expenditures are for capital improve
ments or for ordinary repairs. It also conceded the 
difficulty in applying the standards or new general 
concepts in practice. 

Given these provisos ... for the time being, at 
least ... there are two overall relief provisions in place. 

RELIEF #1 •.. TWO-YEAR POSTPONEMENT 
OF EFFECTIVE DATE 

The new "Tangibles" Regulations, which affect 
all taxpayers, were issued on December 27, 2011. 
These Proposed Regulations were originally slated 
to be effective January 1, 2012. 

However, in Notice 2012-73 the IRS announced 
that it would delay the effective date of the Tangibles 
Regulations. 

Taxpayers will not be required to apply the Final 
Regulation rules to years before 2014. This is be
cause the Treasury anticipates finalizing the Regula
tions sometime during 2013. 

see NEW TANGIBLES REGULATIONS, page 32 

T-Regs THE NEW "TANGIBLES" REGULATIONS 
IMPROVEMENTS VS. REPAIRS ••• CAPITALIZABLE EXPENDITURES vs. DEDUCTIBLE EXPENSES 

• The new ''Tangibles'' Regulations include nine (9) sets of Regulations which clarify and expand the standards for 
proper capitalization of specific expenditures associated with tangible property. These Regulations relate to ... 

• Materials and supplies ... [Reg. Sec. 1.162-3TJ 

• Repairs ... [Reg. Sec. 1.162-4TJ 

• Capital expenditures in general ... [Reg. Sec. 1.263(a)-lTJ 

• Amounts paid to acquire or produce tangible property ... [Reg. Sec. 1.263(a)-2T] 

• Amounts paid to improve tangible property ... [Reg. Sec. 1.263(a)-3T] 

• Capital expenditures made by either a lessee or a lessor on leased property ... [Reg. Sec. 1.167(a)-4TJ 

• General asset accounts and accounting ... [Reg. Sec. 1.168(i)-lTJ 

• Accounting for MACRS (Modified Accelerated Cost Recovery System) property ... [Reg. Sec. 1.168(i)-7T] 

• Dispositions ofMACRS property ... [Reg. Sec. 1.168(i)-8TJ. 
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New Tangibles Regulations 

Taxpayers have been given the option (Le., tax
payers may elect) to apply the rules in the Temporary 
Regulations to their 2012 and/or 2013 tax years - Le., 
to tax years starting on or after January 1, 2012 and 
before the applicability date of the Final Regulations. 

"Pick and choose." Apparently, taxpayers will 
be permitted to make "favorable" changes in account
ing methods right away (Le., in 2012 or 2013), while 
deferring the making of less favorable or adverse 
changes until 2014. 

Although this is not stated in the text of the Notice, 
at the AICPA National Tax Conference in October, a 
representative from the IRS stated that taxpayers 
could selectively choose which provisions to imple
ment earlier and which provisions they would not 
attempt to cope with until after the Regulations are 
finalized. 

The Notice says that the Treasury expects the 
Final Regulations will affect - and in certain cases, 
simplify - the implementation of (1) the de minimis 
rules, (2) the safe harbor rules for routine mainte
nance, and (3) the rules under Sec. 168 for disposi
tions of depreciable property. 

The Notice encourages the expectation offurther 
relief by saying that "the revisions being contem
plated by the (IRSITreasury) take into consideration 
all comments received, including comments request
ing relief for small businesses." 

"Taxpayers choosing to apply the provisions of 
the temporary Regulations to taxable years begin
ning on or after January 1, 2012, and before the 
applicability date of the final Regulations may con
tinue to obtain the automatic consent of the (IRS) to 
change their methods of accounting under Revenue 
Procedures 2012-19 and 2012-20. 

"For taxpayers choosing to apply the provisions 
of the final Regulations to taxable years beginning on 
or after January 1,2012, the (IRS) expects to publish 
procedures for obtaining automatic consent to change 
a method of accounting when the final Regulations 
are published." 

RELIEF #2 ... TWO-YEAR POSTPONEMENT 
OF IRS AUDIT ACTIVITY 

The IRS is also giving taxpayers a break ... or at 
least more time to digest the new Regulations ... by 
calling off any audit activity involving the capitaliza
tion versus repair deduction issues. On March 15, 
2012, the IRS announced a moratorium or "stand
down order" restricting audit activity during 2012-
2013. 

This LB&I (Large Business & International) Di
rective stated that for taxpayers who had adopted a 

(Continued from page 31) 

method of accounting (change) relating to the conver
sion of capitalized assets to repair expense under 
Section 263{a), examining agents should discontinue 
any current exam activity with regard to these issues 
and not begin any new exam activity with regard to 
these issues. 

Also, if a taxpayer under audit files a Form 3115 
with regard to these issues on or after December 23, 
2011, the examining agent is instructed to "risk as
sess the Form 3115 and determine (in consultation 
with the Change in Accounting Method Issue Practice 
Group)" whether the Form 3115 should be examined. 

In effect, this is a "moratorium" or a "stand-down 
order" for 2 years. 

UNIT OF PROPERTY (UOP) DETERMINATIONS 

The Regulations clarify and expand the stan
dards for proper capitalization of specific expenses 
associated with tangible property by providing two 
separate sets of rules for determining what is a "unit 
of property." 

One set of rules applies to all tangible personal 
property other than buildings. The other set of rules 
applies to all buildings, building components and 
building systems. 

The concept of a unit of property must be properly 
understood because the unit of property serves as 
the foundation for understanding all of the discus
sions in the Regulations of expenditures that are 
required to be capitalized (under Section 263(a)) 
versus what expenditures may be deducted as re
pairs (under Section 162). As a general rule, a 
taxpayer must capitalize the aggregate of all related 
amounts paid to improve a unit of property. 

"NEW" UOP CONCEPT FOR ALL TANGIBLE 
PERSONAL PROPERTY 
OTHER THAN BUILDINGS 

The first set of rules (for UOP determinations) is 
to be applied to all tangible personal property other 
than buildings. 

In general, for this property, the unit of property 
determination is based upon the functional interde
pendence standard. All the components that are 
functionally interdependent comprise a single unit of 
property. Components of property are functionally 
interdependent if the placing in service of one com
ponent by the taxpayer is dependent on the placing in 
service of the other component by the taxpayer. 

A major component or substantial structural part 
of a component includes a part or combination of 
parts that comprise a large portion of the physical 
structure of the unit of property or that perform a 
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discrete and critical function in the operation of the 
unit of property. The Regulations do not provide a 
bright-line test for what constitutes a "major"compo
nent or a "large portion" of a structure. 

On the other hand, the replacement of a minor 
component of the unit of property (even though such 
component may affect the function of the unit of 
property) will not generally, by itself, constitute a 
major component or substantial structural part under 
the Regulations. 

The two Examples below are directly from the 
Regulations and may be helpful in illustrating the 
rules. 

The Regulations provide that all of the facts and 
circumstances must be considered in determining 
whether an amount is paid for the replacement of a 
part or a combination of parts that comprise a major 
component or a substantial structural part of the unit 
of property. Facts and circumstances to be consid
ered include the quantitative or qualitative signifi
cance of the part or combination of parts in relation to 
the unit of property. 

There is no percentage threshold or recovery 
period limitation for determining whether a replace
ment rises to the level of a major component or 
substantial structural part of a unit of property. 

(Continued) 

An improvement to a unit of property (other than 
a lessee improvement) is not a unit of property sepa
rate from the unit of property improved. 

"NEW" UOP CONCEPT FOR ALL BUILDINGS, 
BUILDING COMPONENTS AND BUILDING 
SYSTEMS 

The second set of rules (for UOP determinations) 
is to be applied only to buildings, building components 
and building systems. 

In the case of a building, each building and its 
structural components is a single unit of property 
(building). 

An amount is paid for an improvement to a 
building if the amount paid results in an improvement 
to the building structure or any of the structural 
components defined as "building systems." 

Each building system, including the components 
thereof, is separate from the building structure, and 
must be the subject of the separate application of the 
capitalization rules relating to building improvements. 

In determining whether an amount paid is for an 
improvement to the building, consideration must be 
given to the effect of the expenditure on certain 
significant and specifically defined components ofthe 
building (rather than the building and its structural 
components as a whole). 

see NEW TANGIBLES REGULATIONS, page 34 

UOP TANGIBLE PROPERTY - OTHER THAN BUILDINGS 

• X owns locomotives that it uses in its railroad business. 
• Each locomotive consists of various components, such as an engine, generators, batteries and trucks. 
• X acquired a locomotive with all its components. 
• X treats all the components of the locomotive as being within the same class of property under Section 168(e) and it 

depreciates all the components using the same depreciation method. 

Conclusion 
The initial unit of property (UOP) is comprised of the components that are functionally interdependent. Accordingly, the 

locomotive is a single unit of property because it consists entirely of components that are functionally interdependent. 

Facts 

E\ampk #2 ... (Ollf'{ /I U\, j'R/\ /I U\, lim IOII/(1 Ujl 1/'\11 \ I, I J( • 

I [\alllpll' I) at Reg. Sec. 1.263Ial·31IeIl6)) 

• X provides legal services to its clients. 
• X purchased a laptop computer and a printer for its employees to use. 
• When X placed the computer and printer into service, X treated the computer and printer and all their components as being within 

the same class of property under Section 168( e), and it depreciated all the components using the same depreciation method. 

Conclusion 
The initial units of property are comprised of the components that are functionally interdependent. Accordingly, the computer 

and the printer are separate units of property because the computer and the printer are not components that are functionally 
interdependent (that is, the placing in service of the computer is not dependent on the placing in service of the printer). 
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Unfortunately, again, there are no percentage 
thresholds or recovery period limitations for deter
mining whether a replacement activity rises to the 
level of affecting a major component or substantial 
structural part of a unit of property. (The previous 
Regulations had included certain percentage thresh
olds, but these have been eliminated from the new 
Regulations.) 

In dealing with this set of UOP determinations for 
buildings, etc., the proper analysis requires the appli
cation of the general rules for improvements, and this 
includes the rules for determining whether the costs 
are incurred for - or relate to - (1) a betterment, (2) a 
restoration to the building or to the building systems, 
or (3) an adaptation of the building or any of its 
systems to a new or different use. 

Replacement of a major component or a sub
stantial structural part. In analyzing the activities 
and expenditures related to these replacements, all 
the facts and circumstances must be considered in 
order to determine whether an amount has been paid 
for the replacement of a part or a combination of parts 
that comprise a major component or a substantial 
structural part of the unit of property. 

These facts and circumstances include the quan
titative or qualitative significance of the part or com
bination of parts in relation to the unit of property. 

Here is what the Regulations add for clarification. 

A major component or substantial structural 
part includes a part or combination of parts that 
comprise a large portion of the physical structure of 
the unit of property or that perform a discrete and 
critical function in the operation ofthe unit of property. 
However, the replacement of a minor component of 
the unit of property, even though such component 
may affect the function of the unit of property, will not 
generally, by itself, constitute a major component or 
substantial structural part. 

Other than by way of certain examples, the Regu
lations provide no real guidance, clarification or inter
pretation of the adjectives ... major, minoror substan
tial. The essence of these terms is apparently to be 
derived from an analysis of the specific facts and 
circumstances attending each situation. 

Further discussion of Unit of Property (UOP) 
Determinations for Buildings, Building. Components 
and Building Systems is included on pages 48-50. A 
summary or overview of the three classes of improve
ments (Betterments, Restorations & Adaptations) is 
included on pages 51-52. 
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COST SEGREGATION STUDIES •.. 
STILL RELEVANT AND IMPORTANT 

Historically, these studies have emphasized sepa
rating what costs are attributable to a building from 
what costs are not attributable to a building. In other 
words, the emphasis in previous cost segregation 
studies was usually on maximizing the amounts that 
could be allocated to shorter-lived Section 1245 prop
erty and minimizing costs attributable to the longer
lived building which is Section 1250 property. 

Any cost segregation studies that are being pre
pared now should also focus on identifying the vari
ous "building systems" and structural components 
and arriving at an allocation of overall cost to each. 

Building component and building systems infor
mation/allocations are important in connection with 
the need to allocate cost when there is a "retirement." 
Rev. Proc. 2012-20 provides that taxpayers may use 
"reasonable" methods to determine costs allocated to 
assets that are retired. Current cost segregation 
studies should also consider the allocation of costs to 
building systems which are part of newly constructed 
improvements. 

A previous cost segregation study may provide 
useful information - or at least a starting point - for 
estimating the cost of a building component that a 
taxpayer disposes of in a later year. 

If a previous cost segregation study does not 
have this specific information, in some cases that cost 
seg study may still provide the basis for making 
reasonable allocations or estimates of the cost of 
building systems that were installed at the time when 
the property was placed in service and the cost 
segregation study was prepared. 

DEALERSHIP FACILITY UPGRADES & IMPROVE
MENTS ... IMPACTED BY NEW CONCEPTS 
FOR BUILDINGS 

The Mid-Year 2012 Edition of the Dealer Tax 
Watch discussed on pages 39-41 the applicability of 
the new Regulations to upgrades on dealership facili
ties. This discussion included an analysis of the 
examples which the Motor Vehicle Technical Advisor 
had referred to as "most likely to be of interest to 
dealers who periodically upgrade, remodel, refresh or 
otherwise improve dealership facilities." 

The Mid-Year 2012 Edition of the Dealer Tax 
Watch (on pages 12-15) also reviewed the "Mercer 
Report" which analyzed facility improvements by 
dealerships in a 3-layer model which classified these 
expenditures as relating to either (1) expansion, (2) 
modernization or (3) standardization. See the facing 
page for a summary. 

see NEW TANGIBLES REGULATIONS, page 32 
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FACfORY FACILITIES PROGRAMS ••• NADA RESEARCH PROJECT 

THE MERCER REpORT 

• For years, the National Automobile Dealers Association had received strenuous comments 
from dealers who were critical of the pressures, terms and conditions that they felt were being 
imposed on them by various manufacturer facilities programs. 

• The "Mercer Report" - formally titled "Factory Facilities Programs: An NADA Research 
Project" - was first released at the 2012 NADA Convention, followed by a workshop during 
which Mr. Glenn A Mercer discussed the Report he had prepared at the request of NADA 

• His Report was based upon in-depth, confidential interviews with many dealers, 
representatives of the manufacturers and other professionals and advisors to the industry. 

• He identified several issues that were common to all manufacturers' programs. These "cross
cutting" issues relate to ... (1) timing, (2) size bias that is adverse to smaller dealerships, (3) 
impact of incentives offered to dealerships by manufacturers and (4) the potential impact of 
the Internet and its effect on "the Dealer of the Future." 

• Mr. Mercer concluded that most Factory upgrade programs include elements having three 
different types or "layers" of emphasis. 

• He created a "3-layer" model which divides Factory facilities program objectives into three 
different modes or "layers" of activity and investment ... (1) Expansion, (2) Modernization 

, #1 - Expansion 4ddillg.1 \p//(/ll .. ";/lOl\'roOI11 Sp((('(' ((lid Sen'ice SI((l1\ 

to Support i:'.rpccted Growth ill J:'ither L lIit\ ill Operation or Lxpal/ded Product UI/C\. 

• Report comments ... "When an OEM and a dealer discuss adding parking space (for customers or for vehicle 
inventory), service stalls, and interior space (such as showroom or service waiting area square footage), they are 
discussing Expansion. 

• "Typically the Expansion discussion starts because a brand's Units in Operation (VIO) has grown rapidly 
(necessitating adding service bays to repair the larger fleet), or because an OEM is adding new models (necessitating 
a larger showroom), or forecasting higher future sales or market share (requiring expansion of the entire store). 

• "Tension here tends to arise when the factory asks for more expansion than the dealer thinks is necessary, e.g. 
due to inflated volume forecasts." 

#2 - l\Iodernization . Cpgradillg the i:'.rterior al/d/or Illterior of'thc /)('(i/cnhip 

to COlltel11pOrw)' Stalldard, Relatillg to .Such Itel11\ a, Furniture, Fixture.\, Tile, Carpet, Pail/t, Decor, ctc. 

• Report comments ... "Assuming the dealership facility is sized correctly, the next layer at issue is 
Modernization: bringing the store up to contemporary standards both inside and out, for example with new 
building fascia or windows outside, or with upgraded furniture, fixtures, and equipment (e.g. free Wi-Fi) inside. 

• "The goal of Modernization is ... to attract more customers and to better satisfy them, by surrounding them with 
a pleasant and up-to-date environment. 

• "Tensions can arise both on the cost and benefit side of the equation: one dealer might see the value in the 
upgrade, but believe that the factory's approved materials vendors are too costly; another might not have a 
problem with the cost of the specified fixtures, but not see any value in the project, in terms of either increased 

#3 - Standardization /)nigl/il/g the Exterior alld Interior F.lelll(,l/t\ o(the Dealenhip 

10 EII\I/rc llilll EI'C/J DCl/lenliijJ RCjJ/'('\('lItillf.: llillt .\Il/lIl/jllctl/l'C/''' Bmllt/ 
Lool, , .Sil11ilar to. \11 q/ the Olher Dealenllip, tlllll RCjJl'('\clIl tllllt .\I{/lIl/jllctl/l'C/' \ B/'(/Ilt/ 

• Report comments ... "If the store is now the right size and is sufficiently up-to-date, the next layer facility 
programs often tackle is Standardization: ensuring that the updated facility looks as much as possible like those 
of other dealers carrying the same brand, via the use of similar or identical materials, floorplan templates, and 
commonized furniture and fixtures. 

• "The goal of Standardization seems to be to somehow reinforce the power of the brand by providing a similar 
look, feel, and experience for a customer of a given brand - whichever store she or he happens to visit. 

• "Tensions arise here in part over the cost of Standardization, but especially over its worth: ... many interviewees 
had trouble seein wh Standardization - as defined b some but not b all OEMs - mi t be valued b a customer." 

SOli rec 
De Filipps University, "Taxation of Manufacturer/Factory Upgrade Program Payments to 
Automobile Dealers" audio seminar (September 19, 2012) 
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When one compares the actual expenditures and 
degree of structural work involved in the current 
dealer upgrades that are referred to in the Mercer 
Report with the examples and rules in the Regula
tions, there does not seem to be much hope for finding 
any significant amounts of deductible costs. But, let's 
try to do so anyway. 

In February, 2012, the Motor Vehicle Technical 
Advisor issued an Automotive Alert entitled "IRS 
Issues New Regulations ... Deduction and Capitali
zation of Expenditures Related to Tangible Property. " 
The Alertincludes an addendum entitled "Regulation 
Examples #6, -7 and -8 re: Store Remodels and 
Refreshes." The addendum is nothing more than a 
reprint of the text of the Regulations in an almost 
unreadable format. 

This Automotive Alert stated that dealers/ 
dealerships should especially considerthree examples 
in the Regulations relating to "refurbishment and 
refreshment" activities in connection with their facility 
upgrades and improvements. 

The conclusion paragraphs of the Alert are as 
follows ... "Whether or not amounts paid in a store 
remodel or refresh qualify as an improvement may be 
a question of degree. The temporary Regulations 
include many examples intended to clarify all of the 
provisions. Examples relevant to store remodels and 
refreshes are found in Treas. Reg. 1.263(a)-3T. Ex
amples 6, 7 and 8 discuss the refresh and remodel of 
a retail store (not a dealership specifically) and in
clude facts intended to clarify when the activities rise 
to the level of a betterment requiring capitalization. 
We have included the three examples in the adden
dum to this Alert. 

"The Regulations related to amounts paid to 
improve tangible property are complex and each 
transaction must be analyzed individually. In addi
tion, the Regulations contain provisions other than 
those discussed above that may affect the determina
tion of whether amounts expended in a remodel or 
refresh result in costs that must be capitalized .... " 

These Examples are found at Reg. Sec. 1.263(a)-
3T(h)(4) as Examples #6, 7and 8, and were more fully 
discussed in the Mid-Year DTWEdition on pages 40-
41 and 54-57. However, justto refresh your memory, 
these Examples are summarized below and a more 
complete analysis of each is included on pages 53-
54-55 of the Supplementary Information. 

Example #6 involved a Refresh (activity) that 
Kept a Building in Ordinary Efficient Operating Con
dition and Did Not Include an Improvement to a 
Building System. In this situation, there were no 
material improvements, or corrections of material 

~Ph~m~oro~p~Yi~ng~O~rR~e~pri~nt~ing~W~it~ho~ut~p~er~mi~sS~ion~l~sp~ro~h~ibi~te~d~~~~~* 
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(Continued from page 34) 

defects or conditions. Instead, there was only a 
refresh activity that kept the building in ordinary 
efficient operating condition. 

Therefore, the taxpayer was permitted to ex
pense (i.e., deduct) the refresh expenditures, but it 
was required to capitalize any expenditures which 
related to the Section 1245 property (i.e., those ex
penditures related to the reconfiguration of the dis
play tables and racks). 

Example #7 involved a Larger Scale Refresh 
(activity) that Also Included an Improvement to a 
Building System. Example 7 reflected a greater 
degree of involvement ... It involved a refresh with 
additional work that also included an improvement to 
a building system. 

Within that fact pattern, the taxpayer was still 
permitted to deduct the expenditures related to the 
refreshment activity. But note the deduction allow
able was only for the portion of the expenditure that 
was related to the refreshment activity. All ofthe other 
expenditures (relating to the building systems and 
improvement activities or aspects) were required to 
be capitalized ... in addition to any expenditures 
which related to the Section 1245 property (i.e., those 
expenditures related to the reconfiguration of the 
display tables and racks). 

Example #8 involved a Larger Scale Refresh & 
Remodel (activity) that Involved an Improvement to 
the Building. Example #8 started with the refresh 
activities that were included in Example #6 but then 
added further assumptions relating to additional work 
that was done. It was further assumed that (1) "The 
work performed to refresh the stores directly ben
efited or was incurred by reason of a substantial 
remodel to X's store buildings" and (2) "X performed 
significant additional work to alter the appearance 
and layout of its stores in order to increase customer 
traffic and sales volume." 

As a result, Example 8involved both a betterment 
activity anda remodeling activity. The consequence 
was that any work on a building system had to be 
capitalized. In other words, the cost of all of the work 
done in Example 8 is required to be capitalized, 
including the portion of the work that related to re
freshing the building. 

Caution. Overall, these three examples are not 
specific to auto dealerships. Upon close analysis, 
these examples provide little helpful insight except to 
create the expectation that significant amounts usu
ally will have to be capitalized when all of the facts and 
circumstances are taken into consideration. 
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After sorting through all of the discussion and 
examples, it seems that it all comes down to "facts 
and circumstances" determinations and a matter of 
degree. 

Further caution. Practitioners should not be 
lulled into the false sense of security that the Automo
tive Alert might give by suggesting that only the three 
Examples (i.e., -6, -7 and -8) should be analyzed and 
compared to expenditures for current facility im
provements. It should be noted that, technically, 
these three Examples are "simply" examples of bet
terments, and betterments are just one of the three 
classes of improvements that need to be considered. 

The other two classes of improvements are ... (1) 
restorations and (2) adaptations to a new or different 
use. Each of these has its own pitfalls, ambiguities 
and examples intended to illustrate their own unique 
applications. 

The "rules" (if they may be called that) which 
discuss the "replacement of major component or 
substantial structural part" have some bearing on the 
extent to which dealerships might be able to reduce 
the tax impact otherwise associated with having to 
report manufacturer assistance payments for facility 
improvements as ordinary income when received. 

This hoped for reduction of the tax impact would 
come from dealerships being able to claim deduc
tions for repair activities or from the deduction of 
negative Section 481 (a) adjustments arising from 
beneficial changes in accounting methods which the 
new Regulations afford. 

These rules are at Reg. Sec. 1.263(a)-3T(i)(4) 
which is included under the broader category of 
"restorations." This broader category of restorations 
includes six repair and replacement situations, one of 
which specifically addresses restorations. (Reg. Sec. 
1.263(a)-3T(i)(1 )(vi)) 

The Regulations include rules intended to clarify 
the application of the improvement standards to a 
building. However, these rules are basically ex
pressed in the form of examples which, in turn, are 
intended to further illustrate the application of these 
rules. In this regard, the use of the word "intended" is 
intentional because many commentators have com
plained that the "examples" are deficient in many 
respects, especially because many fail to clearly 
express the "rules" or show how various facts in
cluded in the examples have been weighed or priori
tized in arriving at the stated conclusion. 

Final caution. Even if a dealership's expendi
tures somehow (miraculously) are able to avoid fitting 
onto one ofthese three classes of improvements (that 

(Continued) 

require capitalization), it is still possible that the ex
penditures may have to be capitalized. This is be
cause under Section 263A, if costs are incurred by 
reason of some larger project, then those costs 
incurred would have to be capitalized. 

Based on all of the foregoing, perhaps you can 
better understand why I have cautioned practitioners 
(in the Executive Summary on pages 44-45) to ap
proach their interpretations of the new Tangibles 
Regulations with the expectation that it may be very 
difficult to avoid capitalizing substantial amounts of 
expenditures for improvements unless there are un
usually favorable extenuating "facts and circum
stances" that would supersede the detailed rules. 

SELECTED CAMS MORE GENERALLY 
ACCEPTABLE TO DEALERSHIPS 

In general. As practitioners explore the meaning 
of these Regulations, they should understand that if 
taxpayers are going to make changes to comply with 
these new Regulations, they will be dealing with other 
provisions involving (1) changes in accounting meth
ods (CAMs), (2) the filing of Forms 3115 and (3) the 
need - in most cases - to compute Section 481 (a) 
adjustments ... some of which will be positive, and 
others, negative. . 

For example, CAMs may be necessary in order to 
re-characterize previously capitalized expenditures 
as currently deductible repairs (or vice-versa), or to 
deduct the undepreciated tax basis of a structural 
component (such as a roof) if it has been subse
quently replaced and the cost of the replacement has 
been capitalized. 

In January 2012, the IRS issued two Revenue 
Procedures (2012-19 and 2012-20) which provide 
procedures by which taxpayers may make automatic 
changes in accounting methods (CAMs) under these 
Regulations. These CAMs are for taxable years 
beginning on or after January 1, 2012. 

Rev. Proc. 2012-19 covers changes in methods 
of accounting related to the "capitalization versus 
repair" provisions in Reg. Secs. 1.162-3T, 1.162-4T, 
and 1.263(a)-1T, -2T and -3T. 

Rev. Proc. 2012-20 covers changes in methods 
of accounting related to fixed asset depreciation and 
the tax accounting treatment for dispositions of fixed 
assets which are discussed in Reg. Secs. 1.167(a)-
4T and 1.168(i)-1T, -7T and -8T. 

And, as discussed previously, a taxpayer may 
choose to selectively make changes which it finds 
advantageous for either 2012 or 2013, even though 
IRS Notice 2012-73 has deferred the overall applica
bility date of the Regulations to January 1, 2014. 

see NEW TANGIBLES REGULATIONS, page 38 
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To assist taxpayers in the mechanics of making 
these changes, the Instructions for Form 3115 were 
revised (by revision dated March, 2012) to include in 
the Appendix all ofthe automatic changes in account
ing methods related to the Temporary Regulations 
and described in Revenue Procedures 2012-19 and 
2012-20. 

Some of these changes have been discussed on 
pages 42-43 and 58-59 of the Mid-Year 2012 Edition 
of the Dealer Tax Watch. Pages 58 and 59 of that 
Edition listed selected automatic CAMs that are appli
cable to dealerships and facilities upgrades. But, see 
also pages 56-57 of this Edition. 

A few are discussed in more detail below, with the 
discussion based upon the Regulations as issued in 
December 2011 ... but which may change when the 
Regulations are eventually finalized. 

Materials & supplies ... including the de mini
mis rule ... CAM #164 and/or #165. A dealership 
that is currently using (a method of accounting which 
employs) a higher cost threshold for capitalizing 
materials and supplies (for example, $250 per item) 
will be allowed to deduct the cost of materials and 
supplies which cost more than $100 per item if it 
satisfies the four conditions that must be met in order 
to apply the de minimis rule. 

In many instances, dealerships which do not 
have audited financial statements will not be able to 
elect to use the de minimis rule. Even if a dealership 
has audited financial statements, it will not be able to 
elect to use the de minimis rule unless it also has a 
written policy in effect as of the beginning of the 
year regarding the cut-off or threshold level for ex
penditure amounts to be capitalized. 

The qualifications for electing the application of 
the new de minimis rule, and the "ceiling" threshold 
limitations are the same for materials and supplies as 
they are for other tangible property. It may be neces
sary to make multiple changes in accounting meth
ods in orderto either comply with or to derive benefits 
from the provisions introduced in the new Regula
tions. 

Amounts paid to acquire tangible property ... 
including the de minimis rule ... CAM #169 and/or 
#173. This includes a de minimis rule (the application 
of which may also be elected separately with respect 
to the treatment of materials and supplies). 

A dealership that is currently using (a method of 
accounting which employs) a cost threshold for capi
talizing asset acquisition costs (for example, $500 per 
item) will be allowed to deduct the cost of all such 
asset acquisitions if the dealership satisfies the four 

(Continued from page 37) 

conditions - including the ceiling limitation amounts -
that must be met in order to apply the de minimis rule. 

Dealerships may agree upon other (higher) de 
minimis thresholds with the IRS. Treasury Decision 
9564 states that the new de minimis rule is not 
intended to prevent a taxpayer from reaching an 
agreement with its IRS examining agents that, as an 
administrative matter, based on risk analysis or ma
teriality, the IRS examining agents will not review 
certain items. 

In other words, it is not the intention of the new de 
minimis rule that examining agents must now revise 
their materiality thresholds in accordance with the de 
minimis rule ceiling. 

If examining agents and a taxpayer agree that 
certain amounts in excess of the de minimis rule 
ceiling are immaterial and should not be subject to 
review, that agreement should be respected, notwith
standing the requirements of the de minimis rule in the 
temporary Regulations. However, a taxpayer that 
seeks a deduction for amounts in excess of the 
amount allowed by this rule or by agreement with IRS 
examining agents will have the burden of showing 
that such treatment clearly reflects income. 

Special rules apply to lessors, lessees and 
leased property. Automatic CAM #175 applies to 
CAMs involving changing methods from improperly 
depreciating or amortizing leasehold improvements 
over the term of the lease (including renewals, if 
applicable) to properly depreciating or amortizing 
these leasehold improvements under Sec. 167(f)(1), 
1680r197. 

Dispositions of a building or of a structural 
component This automatic change (CAM #177) 
can be so significant for dealerships and/or other 
taxpayers that it warrants separate discussion. 

THE "ROOF REPLACEMENT" SCENARIO ... 
DISPOSITIONS OF BUILDING COMPONENTS 

The following discussion expands the summary 
in the Mid-Year 2012 article. This section covers - in 
some detail - the automatic change (#177) which is 
probably the most important change for many 
dealerships at the present time. 

What I am referring to as the roof repair scenario 
relates to the automatic change in accounting method 
(designated change no. 177) which permits the de
duction for previously capitalized improvements to 
buildings when major building "repairs" occur. 

One of the changes in the Regulations that is 
more frequently discussed - because it is very favor
able to all classes of taxpayers - relates to the change 
in the definition of the term "disposition." 
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The term "disposition" has been expanded to 
include the retirement of a structural component of a 
building. This expanded definition allows a taxpayer 
to recognize a loss on the disposition of a structural 
component of a building before the disposition of the 
entire building, so that a taxpayer will not have to 
continue to depreciate amounts allocable to struc
tural components that are no longer in service. 

Accordingly, a taxpayer is not required to capital
ize and depreciate simultaneously amounts paid for 
both the removed and the replacement properties. In 
other words, the combination of these changes in the 
rules prevents the contemporaneous depreciation of 
both the retired component and the replacement 
component. 

The key to obtaining the "benefit" of these new 
rules lies in the new definition for dispositions of 
property depreciated under the Modified Acceler
ated Cost Recovery System (MACRS). 

A disposition occurs when ownership of the 
asset is transferred or when the asset is permanently 
withdrawn from use either in the taxpayer's trade or 
business or in the production of income. 

The facts and circumstances of each disposition 
are to be considered in determining what is the 
appropriate asset disposed of. The asset for dispo
sition purposes cannot be larger than the unit of 
property. 

(Continued) 

A disposition includes (1) the sale, exchange, 
retirement, physical abandonment, or destruction of 
an asset, (2) the retirement of a structural compo
nent of a building, or (3) the transfer of an asset to 
a supplies, scrap, or similar account. 

For purposes of determining the asset disposed 
of ... each structural component (including all compo
nents thereof) of a building, ... is the asset. (Note: the 
definition has not been expanded to include the 
disposition of a "building system.") 

To obtain the benefit (i.e., a deduction for the 
adjusted tax basis of the component that was re
placed), Rev. Proc. 2012-20 requires the filing of 
Form 3115 indicating automatic change #177 (Le., for 
making the effective year of change either 2012 or 
2013). 

Rev. Proc. 2012-20 contains two examples (be
low) which clarify the application. 

USE OF "REASONABLE" METHODS 
TO DETERMINE COSTS ALLOCATED 
TO ASSETS THAT ARE RETIRED 

To determine the adjusted tax basis of the asset 
disposed of (for purposes of determining gain or loss) 
... if the asset disposed of is a component of a larger 
asset, and it is impracticable from the taxpayer's 
records to determine the unadjusted depreciable 

see NEW TANGIBLES REGULATIONS, page 32 

DISPOSITION OF BUILDING COMPONENTS 

Facts 
• X, a calendar year taxpayer, acquired and placed in service a building and its structural components in 1990. 
• X depreciates this building and its structural components under Section 168. 
• In 2000, X replaced the entire roof of the building. 
• X did not recognize a loss on the retirement of the original roof and continues to depreciate the original roof. 
• X also capitalized the cost of the replacement roof and has been depreciating this roof under Section 168 since 2000. 

Conclusion 
"X may file a Form 3115 to change to treating the building as an asset and each structural component of the building as a 

separate asset and also to change from depreciating the original roofto recognizing a loss upon its retirement." (This is done in 
accordance with Section 6.29(3)(a) and (b) of this Appendix and solely for purposes of Reg. Sec. 1.l68(i)-8T(c)(4).) 

Exam pie #2 

Facts 
• Y, a calendar-year taxpayer, acquired and placed in service a building and its structural components in 2000. 
• In 2005, Y constructed and placed in service an addition to this building. 
• Y depreciates the building, the addition, and their structural components under Section 168. 

Conclusion 
"Y may file a Form 3115 to change to treating the original building as an asset, the addition to the building as a separate 

asset, and each structural component of the original building and the addition as a separate asset." (This is done in accordance 
with Section 6.29(3)(a) of this Appendix and solely for purposes of Reg. Sec. 1.168(i)-8T(c)(4).) 
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basis ... of the asset disposed of, the taxpayer may 
use any reasonable method that is consistently 
applied to the taxpayer's ... larger assets for pur
poses of determining the unadjusted depreciable 
basis of assets disposed of. 

Alternatively, to determine the adjusted tax basis 
of the asset disposed of (for purposes of determining 
gain or loss) ... if the asset disposed of is a component 
of a larger asset ... the adjusted depreciable basis is 
computed (proportionately?) with reference to (1) the 
depreciation allowed or allowable for the asset dis
posed of, (2) the depreciation method, (3) the recov
ery period, (4) the convention applicable to the larger 
asset of which the asset disposed of is a component, 
and (5) by including the portion of the additional first 
year depreciation deduction claimed for the larger 
asset that is attributable to the asset disposed of. 
[Reg. Sec. 1.168(i)-8T(e)(2)]. 

But ... What is a "reasonable" method? ... No 
one knows yet. 

Rev. Proc. 2012-20 does not include any ex
amples to indicate - or provide any guidance to 
suggest - what the IRS might consider to be a "rea
sonable method." The final Regulations may pro
vide some clarification as to what the IRS will accept 
as a "reasonable allocation" of asset cost when a 
building component is retired. 

Possible approaches for determining the cost of 
building components that have been replaced in prior 
years (where exact amounts were not previously 
determined), might be based upon extrapolations 
working back in time from current price indexes as 
published in construction industry guides such as 
Marshall & Swift ... "Building Cost Data" which in
cludes the cost of labor, materials and installed com
ponents. 

Alternatively, another source would be current 
prices taken from Bureau of Labor Statistics, Con
sumer Price Index (CPI) or Producer Price Index 
(PPI) information assuming (pro rata?) inflation or 
deflation over the period of time involved. 

Other possibilities might include (1) recent prices 
paid for comparable buildings and/or paid for the 
installation of various building systems, (2) purchases 
made by the dealership/taxpayer, (3) purchase price 
information available from other comparable sources 
with respect to other transactions and (4) cost segre
gation studies. 

Cost segregation studies may provide useful 
information if they permit reasonable allocations of 
original cost to the building and its structural compo
nents and systems. These might be studies (1) 

(Continued from page 39) 

previously prepared cost segregation studies, (2) 
prepared at a time reasonably close to when the 
building, etc., (unit of property) was placed in service, 
(3) prepared at a time not necessarily reasonably 
close to when the building, etc., (unit of property) was 
placed in service, and (4) currently prepared cost 
segregation studies - prepared at this time to "look 
back" to determine reasonable allocations to building 
components and to building systems. 

See Supplementary Information pages 58-59 for 
more details on the mechanics involved with the Form 
3115 filing for CAM #177 for The "Roof Replacement" 
- Dispositions of Building Components - Scenario. 

PROCEDURES FOR FILING FORM 3115 
& SECTION 481(a) ADJUSTMENTS 

The original Form 3115 is to be filed with the 
taxpayer's income tax return for the year of change. 
A signed copy of the completed Form 3115 must be 
filed with the IRS at Ogden, Utah. Note: this signed 
copy should not be filed with the National Office of the 
IRS in Washington, DC. 

The copy of Form 3115 filed with the IRS in 
Ogden, Utah must be filed "no earlier than the first day 
of the year of change and no later than the date the 
taxpayer files the original Form 3115 with its Federal 
income tax return for the year of change." 

Be careful with the required duplicate copy. 
Letter Ruling 201237003 is a reminder to be careful 
about timely filing copies of Forms 3115 and to 
comply with all of the filing requirements. 

This L TR 201237003 involved a taxpayer who 
had engaged an accounting firm to prepare a Form 
3115, Application for Change in Method of Account
ing, to be filed under Rev. Proc. 2011-14. 

The original Form 3115 was timely filed. How
ever, due to a miscommunication between the 
taxpayer's tax department and the accounting firm, 
the copy of the Form 3115 was not timely mailed to 
the Ogden Office. Subsequently, the accounting firm 
learned that the copy of the Form 3115 had not been 
timely filed. 

The accounting firm promptly advised the tax
payer of this fact and after evaluating various options, 
the taxpayer engaged the accounting firm to prepare 
a request for an extension of time to file the duplicate 
of Form 3115 with the Ogden Office. 

A taxpayer's request for relief (i.e., in the form of 
an extension of time to file the copy of the Form 3115) 
will be granted when the taxpayer provides evidence 
to establish to the satisfaction of the Commissioner 
that the taxpayer acted reasonably and in good faith, 
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and that granting relief will not prejudice the interests 
of the Government. (Reg. Sec. 301.9100-3) 

The information provided and representations 
made by the taxpayer established that it had acted 
reasonably and in good faith with its request. 

Accordingly, the IRS granted an extension oftime 
of 30 days from the date of the Ruling to allow the 
taxpayer to file the necessary signed copy of the 
Form 3115 with the Ogden Office. However, this 
result was not obtained without the expenditure of 
considerable time, effort and money (filing fees) which 
otherwise could have been avoided 

Section 481(a) adjustment computations and 
limitations. In only a few instances, CAMs may be 
made using the cut-off method (i.e., only the items 
arising on or after the beginning of the year of change 
are accounted for under the new method of account
ing). No Section 481 (a) adjustment is required when 
the cut-off method is used. 

In some instances ... basically involving fixed 
asset depreciation CAMs ... , a modified Section 
481 (a) adjustment is permitted. (I.e., the unadjusted 
depreciable basis and the depreciation reserve of the 
asset as of the beginning of the year of change are 
accounted for using the new method of accounting. In 
other words, there is no recomputation of deprecia
tion under the new method with respect to the years 
preceding the year of change.) 

Inthe majority of situations, a "full" Section 481 (a) 
adjustment is required (i.e., the taxpayer must com
pute the effect of applying the new method of ac
counting to transactions in years prior to the year of 
change). The Section 481 (a) adjustment is com
puted even though the statute of limitations may have 
closed on the years in which the events giving rise to 
the need for an adjustment occurred. 

Accordingly, a Section 481 (a) adjustment will be 
either a positive or a negative amount. 

If the taxpayer has a positive Section 481 (a) 
adjustment, that amount is taken into income over 4 
years (unless the amount is less than $25,000 - in 
which case the taxpayer may elect to take the entire 
amount in income in one year). 

If the taxpayer has a negative Section 481 (a) 
adjustment, that amount is taken into income entirely 
in the year of change. 

In connection with CAMs under Rev. Proc. 2012-
20, if a Section 481 (a) adjustment involves more than 
one asset in the same year, if one or more of the 
changes in a single Form 3115 generate a negative 
Section 481 (a) adjustment and other changes in that 
same Form 3115 generate a positive Section 481 (a) 

(Continued) 

adjustment, the taxpayer may provide a single nega
tive Section 481(a) adjustmentfor all such changes 
(i.e., changes that are included in that Form 3115 
generating such negative adjustment) and a single 
positive Section 481(a) adjustment for all the 
changes that are included in that Form 3115 generat
ing such positive adjustment. 

In some instances, the computation of the Sec
tion 481 (a) adjustment may be relatively easy be
cause only one - or a few - transactions are involved. 
In other instances, the computation may involve a 
significant number of transactions ... in some cases, 
numerous transactions ... in years prior to the year of 
change. 

The practical problem will be in calculating the 
amount of the Section 481 (a) adjustment. That 
problem will arise because the Regulations prohibit 
the use of judgmental sampling. 

The Regulations do not provide for the use of 
extrapolation procedures (such as those that are 
provided under Reg. Sec. 1.263A-7 ... i.e., "3-year 
averaging technique"). Instead, taxpayers will be 
required to follow the extremely complex statistical 
sampling procedures and requirements that are set 
forth in Revenue Procedure 2011-42. 

In this regard, the following standard language 
describing Section 481 (a) adjustments is used in both 
Rev. Procs. 2012-1 9 and 2012-20 ... "By following the 
sampling procedures provided in Rev. Proc. 2011-42 
(2011-371.R.B. 318), a taxpayer changing its method 
of accounting under [ ... this Section ... ] may use 
statistical sampling in determining the Section 481 (a) 
adjustment. Sampling methodologies not de
scribed in Rev. Proc. 2011-42 are not permitted." 

Discussion of Rev. Proc. 2011-42 is beyond the 
scope of this article. However, the information on 
pages 60-64 will give you an idea of how difficult it will 
be to comply with the provisions of this Revenue 
Procedure. 

PRACTITIONERS' CONCERNS 
OVER THE NEW T-REGS. 

Although only a few practitioners attended or 
spoke at the public hearing on the Regulations in May, 
there has been no shortage of written criticism of 
these Regulations. Here are a few examples ... 

• The rules are too complex and burdensome ad-
ministratively. 

• The Regulations retain, in many cases, most of the 
facts and circumstances determinations despite ap
pearing to offer more specific or concrete examples of 
how the rules are intended to be implemented. 

see NEW TANGIBLES REGULATIONS, page 42 
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• The Regulations do not provide an objective 
standard by which "materiality" is either defined or 
may be determined. 

• The de minimis rule is unfair. too complicated. 
unrealistic and causes problems because a business 
has no way of knowing at the beginning of the year 
what its de minimis amount will be for the year. 

• The de minimis amount is only determined after 
the end of the year by reference to (1) taxable gross 
receipts for the year and (2) the total amount of 
depreciation and amortization deducted on the books 
for the year. 

Many businesses. especially larger businesses. 
do not have a single accountthrough which all amounts 
expensed under their capitalization policies are 
tracked. Often. these businesses do not even main
tain information (purchase invoices. etc.) regarding 
the items that were purchased and expensed under 
these policies. 

Also. there seems to be some confusion over 
whether a business becomes entitled to expense any 
amount if the "ceiling" is exceeded for the year. In 
other words. if the total amount of a business' expen
ditures subject to the de minimis rule exceeds the 
larger amount in the ceiling computation (i.e .• the 
0.1 % of total receipts or 2% of book depreciation and 
amortization) .... 

Other related questions include (1) is there a "cliff 
effect" - meaning the business gets not deduction for 
any de minimis amount? ... or ... (2) is the business 
permitted to expense an amount up to the computed 
de minimis ceiling amount? 

The AFS requirement. The requirement that a 
business must have an AFS (Applicable Financial 
Statement) unfairly discriminates against many 
dealerships and other businesses that have no need 
for audited financial statements. The requirement 
that the AFS be a "certified audited financial state
ment" is unduly restrictive. The AICPA suggests that 
the definition of an AFS be expanded to include 
"reviewed" financial statements. According to some. 
it would be even more reasonable to expand the 
definition of an AFS to include "compiled" financial 
statements. 

The Regulations are essentially retroactive in the 
sense that adjustments are required under Section 
481 (a) in connection with many changes in account-

(Continued from page 41) 

ing method that may be made. Section 481 (a) adjust
ments will be difficult to compute in many cases 
because (prior year) information may not be avail
able. and the Regulations do not provide for the use 
of extrapolation procedures for purposes of estimating 
these amounts. 

Informally. as well as in Notice 2012-73. the IRS 
has acknowledged that some of these concerns may 
be addressed when these Regulations are finalized. 

Perhaps this suggests that it might be wise to wait 
until the Regulations are finalized before filing Forms 
3115 to make changes in accounting methods. un
less the changes are relatively straight-forward and 
do not reflect practices that involve large dollar 
amounts over a lengthy span of years. 

CONSIDERATIONS, OPPORTUNITIES 
& STRATEGIES FOR 2012 

Until November 20th of this year. taxpayers and 
practitioners alike were extremely concerned over 
the requirement that the new Regulations were to 
become effective January 1. 2012. 

Just about every seminar or presentation on 
these Regulations concluded with suggestions. to-do 
lists and/or checklists of activities that should be 
considered before year-end (which would have been 
December 31. 2012). 

With the issuance of Notice 2012-73. almost 
everything is seen in a different light. Now. these 
suggestions. to-do lists and/or checklists have been 
slightly revised to indicate that these activities should 
be considered before the Regulations are finalized 
and become effective. 

See the facing page for a list of opportunities and 
strategies to consider. 

The postponement of the effective date of the 
Regulations to January 1. 2014 (after the Regulations 
are finalized) suggests the advisability of adopting a 
"wait and see" attitude toward immediately making 
changes in method under the new Regulations. 

Perhaps with the exceptions of making changes 
in method that involve roof (or other building compo
nent) replacement scenarios ... or changes that are 
relatively straight-forward ... many taxpayers and 
their advisors are probably going to "wait-and-see" 
what is in the final Regulations before filing Forms 
3115 to make changes under the new Tangibles 
Regulations. * 
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CONSIDERATIONS, OPPORTUNITIES & STRATEGIES FOR 2012 

• Certain areas of a dealership's operations should be reviewed to determine if there are any existing 
business practices that will be prevented after the Regulations become finalized. The proposed 
Regulations already provide some indication of changes that may have to be made. 

• Analyze prior year additions to building accounts to determine if there were any expenditures that 
now may be deducted under the new T-Regs. via CAM #177. 

• Analyze prior year minimum capitalization levels and expense accounts to determine if amounts 
were written off that should have been capitalized or if existing practices will have to be changed. 

• Analyze depreciation and/or amortization deductions with respect to leasehold improvements to 
determine whether they are being written-off over the proper useful lives (39 years or 15 years for 
certain leasehold improvements) ... CAM #175. 

• Possible differences in treatments under Federal vs. state income tax laws ... States might not 
allow the same tax treatments that the Regulations either require or permit. 

• The adequacy of the accounting records to support/substantiate deductions and/or computations of 
amounts, especially with respect to acquisition or disposition transactions involving buildings and 
com onents. 

• Consider the advisability of making elections in connection with finalizing tax returns for 2012. 
• These elections can be made on an item-by-item basis and/or on a year-by-year basis. 

• The treatment may differ for different items and/or for the same type of item from year to year. 
• In other words, these elections are not considered to be methods of accounting. 
• If the taxpayer is considering capitalizing (and depreciating) large dollar amounts related to the 

purchases of materials and supplies and/or other assets, special depreciation allowances and/or 
Section 179 first-year depreciation may be available, but in some cases, these provisions have 
limitations of their own which need to be considered. 

• Elections to consider include ... 
• Election to capitalize and depreciate materials and supplies ... Either for all - or more selectively. 
• Election to deduct materials and supplies under the de minimis rule in Reg. Sec. 1.263(a)-2T(g). 
• Election to capitalize and depreciate property acquisition costs, rather than take a deduction, 

under the de minimis rule in Reg. Sec. 1.263(a)-2T(g). 
• Election to determine the amount of gain or loss on a disposition of property of an entire unit or 

a structural component of a unit, or the entire unit (including the last unit from a General Asset 
Account). 

• Election to use General Asset Accounts ... This election is made by checking the appropriate 
box on Form 4562 (Depreciation, etc.) and including it as part of the original timely-filed 
income tax return. 

• Consideration should be given to whether 2012 or 2013 would be the better year of change from a tax 
standpoint if the use of net operating losses or other switches in effective tax rates might be involved. 

• If beneficial CAMs will result in significantly large dollar amounts of negative Section 481(a) 
adjustments, then if Congress were to increase tax rates for 2013, might it be more beneficial to 
postpone the deduction until 2013 when tax rates are higher? 
• In other words, if the CAM will result in a large negative Section 481(a) adjustment (i.e., a 

deduction in the current year of change for the taxpayer), it may be more beneficial to postpone 
the effective date of the CAM to Jan. 1,2013 - if Congress enacts (significantly) higher income 
tax rates which become effective after the end of 2012. 

• However, man still believe "a bird in the hand is worth 2 in the bush." 
• Notice 2012-73 has hinted that when finalized, the Regulations may reflect changes - some 

significant, and some favorable to taxpayers. 
• For example, it is not clear whether exactly the same definitions that are used in determining unit of 

property (UOP) definitions for building systems and components (under Reg. Sec. 1.263(a)-31) will be 
applied to dispositions/retirements of building systems and components (under Reg. Sec. 1.168(i)-8T). 

• The final Regulations may provide some clarification as to what methods or approaches the IRS 
will accept in making "reasonable allocations" to determine/estimate asset cost when a building or 
building component is retired. For example, might the IRS accept extrapolations back in time 
based upon ... 
• Current CPI or PPI indexes assuming inflation or deflation in prior years as determined by the 

Bureau of Labor Statistics? 
• Current price indexes as published in construction industry guides? 
• Recent prices paid for comparable buildings and building components? 
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THE NEW "TANGIBLES" REGULATIONS - IMPACf ON AUTO DEALERSHIPS 
CAPITALIZABLE EXPENDITURES VS. DEDUCTIBLE EXPENSES ••• IMPROVEMENTS VS. REPAIRS 

Willard J. De Filipps, CPA ••• December 2012 
loU 

• The new "Tangibles" Regulations include nine different sets of Regulations which clarify and expand the 
standards for proper capitalization of specific expenditures associated with tangible property. 

• The new "Tangibles" Regulations, which affect all taxpayers, were issued on December 27, 2011. 

• 
• 
• 

• 

• 

Originally, these Proposed Regulations were stated to be effective January 1,2012. 

However, IRS Notice 2012-73 has announced a delay in the effective date of the Tangibles Regulations. 

Taxpayers will not be required to apply the Final Regulation rules to years before 2014. This is because 
the Treasury anticipates finalizing the Regulations sometime during 2013. 

However, taxpayers will be permitted (i.e., may elect) to apply the rules in the Temporary Regulations to 
their 2012 and/or 2013 tax years - i.e., to tax years starting on or after January 1, 2012 and before the 
applicability date of the Final Regulations. 

The Notice says that the Treasury expects the Final Regulations will affect - and in certain cases, simplify -
the implementation of (1) the de minimis rules, (2) the safe harbor rules for routine maintenance, and (3) 
the rules under Sec. 168 for dispositions of depreciable property. 

• The Regulations emphasize the need to make a proper determination based upon aU of the facts and circumstances. 
The IRS acknowledges the highly factual nature of determining whether expenditures are for capital improvements 
or for ordinary repairs and the difficulties encountered in applying these standards in actual practice. 

• Practitioners and taxpayers should approach the interpretation of the new Regulations with the expectation that 
it may be very difficult to avoid capitalizing substantial amounts of expenditures unless there are unusually 
favorable (extenuating) "facts and circumstances" that override the detailed rules. 

• Bottom line ... "facts and circumstances" determinations trump everything else. 

• The Regulations contain frequent references to the need to consider the rules of Section 263A along with 
the rules set forth in the Regulations. 

• Because Regulations enunciate new standards and changes from pre-Regulation case law, the apparently more 
precise rules set forth are illuminated by numerous examples. These examples must be studied in an attempt to 
determine what the IRS actually will permit. In many instances, there is no indication as to which facts given in 
an example may be (more or less) essential to the conclusion that is stated. 

• Practitioners will have to become not only familiar, but proficient, with the statistical sampling procedures and 
requirements set forth in Rev. Proc. 2011-42. This will be necessary because the IRS will not permit taxpayers 
to use judgment sampling in applying the rules in the new "Tangibles" Regulations. 

• The new Regulations include important correlative revisions to the fixed asset tax accounting rules for depreciation 
and disposition when a replacement of a major component or substantial structural part of a building occurs. 

• This includes the revision (expansion) of the definition ofa "disposition" ... so that taxpayers may treat the 
retirements of structural components of buildings as "dispositions" of property. 

• This will allow taxpayers to recognize a loss on the disposition of a structural component of a building 
before the disposition of the entire building. 

• Accordingly, taxpayers will not have to continue to depreciate amounts allocable to structural components 
that are no longer in service. In other words, taxpayers will not be required to capitalize and depreciate 
simultaneously amounts paid for both the removed and the replacement properties. 

• If a taxpayer elects to apply the rules in the Temporary Regulations to 2012, some of the elections to be made 
in 2012 income tax returns can be accomplished by simply reflecting the properly computed amounts in the tax 
return being filed. In other words, no affirmative election statements are required. In other instances, specific 
forms must be completed and included in the income tax return in order to make the election. 
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THE NEW "TANGIBLES" REGULATIONS - IMPACT ON AUTO DEALERSHIPS 
CAPITALIZABLE EXPENDITURES VS. DEDUCTIBLE EXPENSES ••• IMPROVEMENTS VS. REPAIRS 

Willard J. De Filipps, CPA ••• December 2012 
20C2 

• "Reg. -3T." The principles for determining whether activities and expenditures relating to buildings should be 
capitalized or expensed are found in the general rules for "improvements," under Reg. Sec. 1.263(a)-3T. 

• 

• 

• 

• 

In applying these Regulations, it is critical to determine what constitutes a unit of properly. For a building, 
the "unit of property" consists of the building and its structural components and building systems. All 
three elements are considered together and collectively as a single "unit of property." 

This specific Regulation includes detailed (and, in many places, subjective) rules for determining whether 
the expenditures are incurred for (1) a "betterment," (2) a "restoration" to the building, building structure 
and/or the building systems, or (3) an "adaptation" of the building (including the structure and/or any of 
the building systems) to a new or different use. 

This Regulation is divided into seventeen (17) Subsections which are lettered (a) through (q) and includes 
eighty-eight (88) fairly detailed examples. 

Automobile dealerships. An Automotive Alert issued by the IRS Motor Vehicle Technical Advisor (Feb. 
2012) identified three examples as likely to be relating to the current dealership activity involving facility 
upgrades and improvements. These are Examples #6, #7 and #8, which are included among the 19 
examples under Reg. Sec. 1.263(a)-3T(h)(4). 

• These three examples are not specific to auto dealerships. Upon close analysis, these examples provide 
little helpful insight except to create the expectation that significant amounts usually will have to be 
capitalized when all of the facts and circumstances are taken into consideration . 

• Changes in accounting methods (CAMs). In conforming existing practices to comply with the new 
Regulations, taxpayers will be required to make changes in methods of accounting. 

• Revenue Procedures 2012-19 and 2012-20 provide specific guidance for making CAMs under the newT-Regs. 

• Most of these changes will be "automatic" and will require the computation of Section 481(a) adjustments. 

• Under the limitations currently included in the Regulations, in many situations, it may be extremely 
difficult - if not impossible - to make proper computations of the required Sec. 481(a) adjustments because 
taxpayers may only use the results of computations derived from the application of the statistical sampling 
procedures that are sanctioned by Rev. Proc. 2011-42. 

• Unless the changes in accounting methods under consideration are relatively straight-forward and do not 
reflect practices that involve large dollar amounts over a lengthy span of years ... taxpayers may prefer to 
wait until these new Regulations are finalized before they file Forms 3115 to make some of these changes. 

• "Risk management" vs. ignoring the new Regulations. Many practitioners are of the opinion that ... as a matter 
of proper "risk management" by a dealership/taxpayer ... the adverse effect of reporting manufacturer payments for 
facility upgrades as income when received can be mitigated (to some extent) by complying with provisions in the 
new Tangibles Regulations. 

• However, practitioners should approach the interpretation of the new Tangibles Regulations with the 
expectation that it may be very difficult to avoid capitalizing substantial amounts of expenditures unless 
unusually favorable extenuating "facts and circumstances" override the detailed rules. 

• Schedule UTP (Uncertain Tax Positions) and other concerns. Failure to comply with the new Regulations 
to years after they become effective may constitute negligence and raise corresponding concerns over 
potential penalty assertions by the IRS. 

SOlIlTl': "III< \ {11' /(1IIr.:ihh lUi "II/atio/ll: /'(/1 t 1// ' .. /1111111L1I!11 lllto /)"lIh'/ Ihil" " 
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(\Iith IIlodilkatiom to I't:flel'l ,lIh,eqUt'IIt i"lIalln' 01 lI{S :\otin' 2012·73 Oil :\()\. 20, 2(12) 
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CAPITALIZABLE EXPENDITURES VS. DEDUCTIBLE EXPENSES 
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• The IRS and the Treasury Department published Notice 2004-6 (2004-3 IRB 308) announcing 
an intention to propose Regulations providing guidance in the area of standards for applying 
Section 263(a), case law and administrative guidance previously issued by the IRS. 
• This notice identified issues under consideration by the IRS and the Treasury Department 

and invited public comment on whether these or other issues should be addressed in the 
what rules and should be 

• First Proposed Regulations. 
• The IRS and the Treasury Department proposed amendments to the Regulations under 

Section 263(a) (i.e., now referred to as the "2006 proposed Regulations") relating to amounts 
paid to acquire, produce, or improve tangible property. 
• Taxpayers and practitioners submitted written comments on the 2006 proposed Regulations. 
• The IRS held a on these in December 2006. 

• Re-proposed Regulations. 
• After consideration of the comment letters and the statements at the public hearing (in Dec. 

2006 on the 2006 proposed Regulations), the IRS and the Treasury Department withdrew the 
2006 proposed Regulations. 

• Simultaneously, the IRS and the Treasury Department proposed new Regulations (i.e., now 
referred to as the "2008 proposed Regulations") under Sections 162(a) (relating to the 
deduction for ordinary and necessary trade or business expenses) and Section 263(a) (relating 
to the capitalization requirement). 
• Numerous written comments were submitted on the 2008 proposed Regulations. 
• The IRS held a on these in June 2008. 

• IRS Audit Technique Guide (ATG) ... Guidance for IRS auditors examining cost cap issues. 
• Currently, the primary use of thisATG is to ... 

• Document the approaches taken by the IRS in the years before the new T-Regs. became 
effective (i.e., 2011 and prior years). 

• Provide a useful reference case law and IRS the end of 2010. 
• In Dec. 2011, after considering the comment letters and the statements at the public hearing 

(in June 2008 on the 2008 proposed Regulations), the IRS and the Treasury Department 
withdrew the 2008 proposed Regulations. 

• To replace the 2008 proposed Regulations, the IRS and Treasury proposed new Regulations, to 
be effective January 1,2012, that incorporated (to some extent) the text of the 2008 Regulations. 

• Accordingly, in Treasury Decision (T.D.) 9564, on December 27, 2011, the IRS published 
temporary Regulations that provide guidance on the application of Sections 162(a) and 263(a) 
to amounts paid to acquire, produce, or improve tangible property. 
• These became effective J 2012. 

• In January 2012, the IRS issued two Revenue Procedures which provide procedures by which 
taxpayers may make automatic changes in accounting methods (CAMs) under these Regulations. 
• These CAMs are for taxable years beginning on or after January 1,2012. 
• If timely made, these CAMs can be made as automatic CAMs, not requiring prior IRS consent. 

• Rev. Proc. 2012-19 is for CAMs involving ... 
• Materials and supplies ... [Reg. Secs. 1.162-3T & -4T] 
• Capital expenditures in general ... [Reg. Sec. 1.263(a)-IT] 
• Transaction costs ... [Reg. Sec. 1.263(a)-2T] 
• Improvements ... [Reg. Sec. 1.263(a)-3T] 

• Rev. Proc. 2012-20 is for CAMs involving ... 
• Leased property ... [Reg. Sec. 1.167(a)-4T] 
• General asset accounts and accounting ... [Reg. Sec., 1.168(i)-lT] 
• MACRS (Modified Accelerated Cost Recovery System) property ... [Reg. Sec. , 1.168(i)-7T] 
• ofMACRS Sec. 1.1 

• IRS issues Automotive Alert entitled "IRS Issues New Regulations ... Deduction and 
Capitalization of Expenditures Related to Tangible Property." This includes an Addendum 
entitled" -7 and -8 re: Store Remodels and " 

Photocopying or Reprinting Without Permission Is Prohib~ed A Periodic Update of Essential Tax Information for Dealers and Their CPAs 
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20f2 

• 2012 NADA Convention Dealer Tax Issues Workshop includes significant discussion by 
panelists of manufacturer assistance payments to dealerships for facility improvements. 

• Consensus of panelists ... These payments received by dealerships would be includable (i.e., 
taxable as ordinary income) upon receipt. However, this adverse tax impact could be 
significantly minimized by the consideration and appropriate use of several techniques 
adapted from the new T-Regs ... 
• Treatment of appropriate expenditures as repair expenses (rather than as capitalizable 

expenditures) under the Section 263(a) tangibles Regulations and examples. 
• Change in accounting method to reflect new definition of a "disposition" ... so that taxpayers 

may treat the retirements of structural components of buildings as "dispositions" of property. 
• This will allow taxpayers to recognize a loss on the disposition of a structural 

component of a building before the disposition of the entire building. 
• Accordingly, taxpayers will not have to continue to depreciate amounts allocable to 

structural components that are no longer in service. In other words, taxpayers will not 
be required to capitalize and depreciate simultaneously amounts paid for both the 
removed and the 

• On March 15, 2012, the LB&I (Large Business & International) Directive stated that for 
taxpayers who had adopted a method of accounting (change) relating to the conversion of 
capitalized assets to repair expense under Section 263(a), examining agents should 
discontinue any current exam activity with regard to these issues and not begin any new exam 
activity with regard to these issues. 

• Also, if the taxpayer under exam files a Form 3115 with regard to these issues on or after 
December 23, 2011, the examining "should risk assess the Form 3115 and determine (in 
consultation with the Change in Accounting Method Issue Practice Group)" whether to 
examine the Form 3115. 
• In this is a "moratorium" or a "stand-down order" for 2 

• The IRS revised the Instructions for Form 3115 (to be used with the Dec. 2009 revision of 
Form 3115). 

• This revision of the Form 3115 Instructions lists all of the changes in accounting methods that 
might be made in connection with the new Tangibles Regulations. 
• These method be made under Rev. Procs. 2012-19 or 2012-20. 

• On May 9, 2012, the IRS held a public hearing at which interested parties presented 
comments on the Temporary and Proposed Regulations regarding deduction and 
capitalization of expenditures related to tangible property. 
• Criticisms of these were varied and extensive. 

• Delay in effective date of Tangibles Regulations ... IRS Notice 2012-73 (Nov. 20, 2012) 
• Taxpayers will not be required to apply the Final Regulation rules to years before 2014. 
• This is because the Treasury anticipates finalizing the Regulations sometime during 2013. 
• However, taxpayers will be permitted to apply the rules in the Temporary Regulations to 

their 2012 and/or 2013 tax years (i.e., to tax years starting on or after January 1, 2012 and 
before the applicability date of the Final Regulations). 

• The Notice says that the Treasury expects the Final Regulations will affect - and in certain 
cases, simplify - the implementation of (1) the de minimis rules, (2) the safe harbor rules for 
routine· and the rules under Sec. 168 for 

• For tax returns filed for 2012 during 2013, taxpayers may elect to ... but are not required to 
... comply with the Temporary Regulations issued Dec. 27, 201lo 

• The Treasury anticipates finalizing the Regulations sometime during 2013. 
• LB&I moratorium requiring IRS agents "stand down" on raising T -Reg. issues continues 

Dec.3 2013. 
• As of January 1, 2014, expiration of LB&I moratorium requiring IRS agents "stand down" on 

issues. 
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UNIT OF PROPERTY (UOP) DETERMINATIONS ••• 

BUILDINGS, BUILDING COMPONENTS & BUILDING SYSTEMS 
Page lof3 

• In the case of a building, each building and its structural components is a single unit of 
property (building). 

• An amount is paid for an improvement to a building if the amount paid results in an 
improvement to the building structure or any of the structural components defined as 
"building systems." 

• Each building system, including the components thereof, 
• Is separate from the building structure, and 
• Must be the subject of the separate application of the improvement rules. 

Building Stmctul"c 

• A building structure consists of the building and its structural components other than the 
structural components designated as buildings systems. 

• Building structure includes all Section 1250 property components, including ... 
• Foundation 
• Walls 
• Finishes 
• Windows and doors 
• Roofs 

Building S)'stcms 

• Heating, ventilation, and air conditioning ("HVAC") systems include .. , 
• Motors • Chillers 
• Compressors • Pipes 
• Boilers • Ducts 
• Furnace • Radiators 

• Plumbing systems include .,. 

• Pipes • Sinks 
• Drains • Bathtubs 
• Valves • Toilets 
• Water and sanitary sewer collection equipment 
• Site utility equipment used to distribute water and waste to and from the property line and 

between buildings and other permanent structures 

• Electrical systems include ... 

• Wiring 
• Outlets 
• Junction boxes 
• Lighting fixtures and associated connectors 
• Site utility equipment used to distribute electricity from property line to and between 

buildings and other permanent structures 

• Includes all escalators in the building. 

• Includes all elevators in the building. 

• Fire-protection and alarm systems include ... 
• Sensing devices • Pumps 
• Computer controls • Visual and audible alarms 
• Sprinkler heads • Alarm control panels 
• Sprinkler mains • Heat and smoke detection devices 
• Associated piping or plumbing • Fire escapes & fire doors 
• Emergency exit lighting and signage 
• Firefighting equipment, such as extinguishers and hoses 

~Ph~ot~oC~O~pY~in~g~Or~R~ep~ri~nr~'ng~W~i~th~ou~tP~e~rm~is~si~on~l~sp~r~oh~ib~ite~d~~~~~~~~~~A~pe~r~iod~iC~U~p~da~te~o~fE~s~se~nt~ia~IT~a~x~lnf~or~m~at~io~nf~or~D~e~ale~rs~a~n~dT~h~ei~rc~p~As 
48 Year-End 2012 ~ De Filipps' DEALER TAX WATCH, Vol. 19, No.2 



Security 
Systems 

Gas Distribution 
System 

Other 

Example 1 

Building 
Systems 

Example 2 

Building 
Systems 

UNIT OF PROPERTY (UOP) DETERMINATIONS ••• 

BUILDINGS, BUILDING COMPONENTS & BUILDING SYSTEMS 

• Security systems for the protection of the building and its occupants include ... 
• Window and door locks • Security lighting 
• Security cameras • Alarm systems 
• Recorders • Entry and access systems 
• Monitors • Related junction boxes 
• Motion detectors • Associated wiring and conduit 

• Gas distribution system includes ... 
• Associated pipes and equipment used to distribute gas to and from property line and 

between buildings or permanent structures 

• Other structural components .. , These are, or will be, identified as such in published 
guidance. 

Building S) stellls Examples ... Reg. St't'. 1.263(<I)-31'(e)(6) 

• X owns an office building that contains a HV AC system. 
• The HV AC system incorporates ten roof-mounted units that service different parts of the 

building . 
• The roof-mounted units are not connected and have separate controls and duct work that 

distribute the heated or cooled air to different spaces in the building's interior. 
• X pays an amount for labor and materials for work performed on the roof-mounted units. 
• X must treat the building and its structural components as a single unit of property. [See -

(e)(2)(i)] 
• An amount is paid for an improvement to a building if it results in an improvement to the 

building structure or any designated building system. [See -(e)(2Xii)] 
• The entire HV AC system, including all of the roof-mounted units and their components, 

comprise a building system. [See -(e)(2)(ii)(B)(1)] 
• Therefore, if an amount paid by X for work on the roof-mounted units results in an 

improvement (for example, a betterment) to the HV AC system, X must treat this amount as 
an improvement to the building. [See -(e)(2)(ii)] 

• X owns a building that it uses in its retail business. 
• The building contains two elevator banks in different locations in its building. 
• Each elevator bank contains three elevators. 
• X pays an amount for labor and materials for work performed on the elevators. 
• X must treat the building and its structural components as a single unit of property. [See

(e)(2Xi)] 
• An amount is paid for an improvement to a building if it results in an improvement to the 

building structure or any designated building system. [See -(e)(2)(ii)] 
• All of the elevators, including all their components, comprise a building system. [See

(e)(2)(ii)(B)(5)] 
• Therefore, if an amount paid by X for work on the elevators results in an improvement (for 

example, a betterment) to the entire elevator system, X must treat these amounts as an 
improvement to the building. [See -(e)(2)(ii)] 
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UNIT OF PROPERTY (UOP) DETERMINATIONS ••• 

BUILDINGS, BUILDING COMPONENTS & BUILDING SYSTEMS 

• X, a manufacturer, owns a building adjacent to its manufacturing facility that contains office 
space and related facilities for X's employees that manage and administer X's manufacturing 
operations. 
• The office building contains equipment, such as desks, chairs, computers, telephones, and 

bookshelves that are not building structure or building systems. 
• X pays an amount to add an extension to the office building. 

• X must treat the building and its structural components as a single unit of property. [See-
(e)(2)(i)] 

• An amount is paid for an improvement to a building if it results in an improvement to the 
building structure or any designated building system. [See -(e)(2)(ii)] 

• Therefore, if an amount paid by X for the addition of an extension to the office building 
results in an improvement (for example, a betterment) to the building structure, X must treat 
this amount as an improvement to the building. [See -(e)(2)(ii)] 

• In addition, because the equipment contained within the office building constitutes property 
other than the building, the units of property for the office equipment are initially determined 
under the general rule in -(e)(3)(i) ... and are comprised of the groups of components that are 
functionally interdependent. 

Part (i) 

• X is a retailer of consumer products. 
• In Year 1, X purchases a building from Y, which X intends to use as a retail sales facility. 
• X must treat the building and its structural components as a single unit of property. [See-

(e)(2)(i)] 
• An amount is paid for an improvement to a building if it results in an improvement to the 

building structure or any designated building system. [See -( e )(2)(ii)] 

Part(ii) 

• In Year 2, X pays an amount to construct an extension to the building to be used for 
additional warehouse space. 

• Assumptions 
• The extension involves the addition of walls, floors, roof, and doors, but does not include 

the addition or extension of any building systems described in -( e )(2)(ii)(B). 
• The amount paid to build the extension results in a betterment to the building structure 

under paragraph (h) of this Section, and is therefore treated as an amount paid for an 
improvement to the entire building under -( e )(2)(ii). 

• Accordingly, X capitalizes the amount paid as an improvement to the building under 
paragraph (d) of this Section. 

• The extension is not a unit of property separate from the building, the unit of property 
improved. [See -(e)(4)] 

• Thus, to determine whether any future expenditure constitutes an improvement to the building 
under -(e)(2)(ii), X must determine whether the expenditure constitutes an improvement to the 
building structure, including the building extension, or any of the designated building 
systems. 

~Ph~o~tO~CO~pY~in~g~Or~R~ep~ri~nt~ing~W~i~th~ou~t~pe~rm~iS~S~ion~l~s~pr~Oh~ib~lte~d~~~~~~*~~~A~p~er~iOd~iC~U~p~da~te~o~fE~s~se~n~tia~IT~a~x~ln~fo~rm~at~io~n~fo~rD~e~al~er~sa~n~d~Th~e~ir~cP~As 
50 Year-End 2012 De Filipps' DEALER TAX WATCH, Vol. 19, No.2 



IMPROVEMENTS OVERVIEW 

BETTERMENTS, RESTORATIONS & ADAPTATIONS 

• A taxpayer generally must capitalize the aggregate of related amounts paid to improve a unit of property owned 
by the taxpayer. (Note: Special rules and treatments are provided for amounts paid to improve leased 
property.) 

• A unit of property is improved if the amounts paid for activities performed after the property is placed in service 
by the taxpayer ... 

• Result in a betterment to the unit of property, 

• Restore the unit of property, or 

• Adapt the unit of property to a new or different use. 

• In general, if the words "improvement" or "improvements" are used in the Regulations, they signifY that the 
expenditures involved are required to be capitalized. 

• In other words, betterments, restorations and adaptations are improvements to buildings, and they are required 
to be capitalized in accordance with the rules at Reg. Sec. -3T(h) ... -3T(i) and ... -3TG), respectively. 

• Costs incurred during an improvement that are required to be capitalized ... 

• All the direct costs of an improvement. 

• All the indirect costs (including, for example, otherwise deductible repair or component removal costs) that 
directly benefit or are incurred by reason of an improvement in accordance with the rules under Section 
263A. 

• Therefore, indirect costs that do not directly benefit and are not incurred by reason of an improvement 
are not required to be capitalized under Section 263(a), regardless of whether they are made at the same 
time as an improvement. 

• The aggregate of related amounts paid to improve a unit of property may be incurred over a period of more 
than one taxable year. 

• Whether amounts are related to the same improvement depends on 

• The facts and circumstances of the activities being performed and 

• Whether the costs are incurred by reason of a single improvement or directly benefit a single 
improvement. 

• Improvements to property ... An improvement to a unit of property (other than a lessee improvement) is not a 
unit of property separate from the unit of property improved. The unit of property for lessee improvements is 
discussed elsewhere. 

• Changes in accounting methods 

• It may be necessary to make multiple changes in accounting methods in order to either comply with or to 
derive benefits from the provisions in Sections 1.263(a)-3T(h), (i) and G) of the new Regulations. 

• Procedures for changes in accounting method under the rules for capitalizing improvements - involving 
Form 3115 filings - are set forth in Revenue Procedure 2012-19. 
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IMPROVEMENTS OVERVIEW 

BETTERMENTS, RESTORATIONS & ADAPTATIONS 

• An amount paid results in the betterment of a unit of property only if it ••• 
• Ameliorates a material condition or defect that either existed prior to the taxpayer's 

acquisition of the unit of property or arose during the production of the unit of property, 
whether or not the taxpayer was aware of the condition or defect at the time of acquisition 
or production, 

• Results in a material addition (including a physical enlargement, expansion, or extension) 
to the unit of property, or 

• Results in a material increase in capacity (including additional cubic or square space), 
productivity, efficiency, strength, or quality of the unit of property or the output of the unit 
of property. 

• An amount is paid to restore a unit of property only if it .•• 
• Is for the replacement of a component of a unit of property and the taxpayer has properly 

deducted a loss for that component (other than a casualty loss under Reg. Sec. 1.165-7), 
• Is for the replacement of a component of a unit of property and the taxpayer has properly 

taken into account the adjusted basis of the component in realizing gain or loss resulting 
from the sale or exchange of the component, 

• Is for the repair of damage to a unit of property for which the taxpayer has properly taken a 
basis adjustment as a result of a casualty loss under Section 165, or relating to a casualty 
event described in Section 165, 

• Returns the unit of property to its ordinarily efficient operating condition if the property 
has deteriorated to a state of disrepair and is no longer functional for its intended use, 

• Results in the rebuilding of the unit of property to a like-new condition after the end of its 
class life, or 

• Is for the replacement of a part or a combination of paris that comprise a major 
component or a substantial structural part of a unit of property (see paragraph (i)(4) of 
this section). 

• In general, amounts are considered to be paid to adapt a unit of property to a new or different 
use if the adaptation is not consistent with the taxpayer's intended ordinary use of the unit of 
property at the time when the unit of property was originally placed in service by the 
taxpayer. 

• In the case of a building, an amount is considered to be paid to adapt the unit of property to a 
new or different use if it adapts to a new or different use the building, the building structure, 
or any of the building systems. 

• Even if activities and expenditures involved do not meet the criteria listed for each of the 
three major categories, it is still possible that the expenditures may have to be capitalized. 

• This is because under Section 263A, if costs are incurred by reason of some larger project, 
then those costs incurred would have to be capitalized. 

• Possibly, this is why the result in Example 8 under Reg. Sec. -3(h)(4) requires capitalization 
of all expenditures, even those incurred under Example 6 and 7, which otherwise might have 
been deductible. 
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BUILDING REFRESH ••• NOT A BETTERMENT 

REG. SEC. 1.263(a)-3T(h)(4) •.• EXAMPLE 6 

• X owns a nationwide chain of retail stores that sell a wide variety of items. 
• To remain competitive in the industry and increase customer traffic and sales volume, X 

periodically refreshes the appearance and layout of its stores. 
• To make the stores more attractive and the merchandise more accessible to customers, the 

work that X performs to refresh a store consists of ... 
• Cosmetic and layout changes to the store's interiors and 
• General repairs and maintenance to the store building. 

• The work to each store building consists of replacing and reconfiguring a small number of 
display tables and racks to provide better exposure of the merchandise, making corresponding 
lighting relocations and flooring repairs, moving one wall to accommodate the 
reconfiguration of tables and racks, patching holes in walls, repainting the interior structure 
with a new color scheme to coordinate with new signage, replacing damaged ceiling tiles, 
cleaning and repairing vinyl flooring throughout the store building, and power washing 
building exteriors. 

• The display tables and the racks all constitute Section 1245 property. 
• X pays amounts to refresh 50 stores during the taxable year. 
• In its applicable financial statement, X capitalizes all the costs to refresh the store buildings 

and amortizes them over a 5-year period. 
• Assumptions ..• 

• Each Section 1245 property within each store is a separate unit of property. 
• The work does not ameliorate any material conditions or defects that existed when X 

acquired the store buildings. 
• The work does not result in an material additions to the store buildin s. 

• If an amount paid results in a betterment to the building structure or any building system, X 
must treat the amount as an improvement to the building. [-3T(e)(2)(ii)] 

• Considering the facts and circumstances [as required under -3T(h)(3)(i)], including the 
purpose of the expenditure, the physical nature of the work performed, the effect of the 
expenditure on buildings' structure and systems, and the treatment of the work on X's 
applicable financial statements, the amounts paid for the refresh of each building do not 
result in material increases in capacity, productivity, efficiency, strength, or quality of the 
buildings' structures or any building systems as compared to the condition of the buildings' 
structures and systems after the previous refresh. 

• ... The work performed keeps X's store buildings' structures and buildings' systems in the 
ordinary efficient operating condition that is necessary for X to continue to attract customers 
to its stores. 

• X is not required to treat the amounts paid for the refresh of its store buildings' structures and 
buildings' systems as betterments. [-3T(h)(1)(iii)]. 

• X is required to capitalize the amounts paid to acquire and install each Section 1245 property. 
-2T d 1 

• Remember .,. "Betterment" = Improvement = Expenditures required to be capitalized 
• Activities that constitute a "refresh" fall one level below activities that collectively would 

constitute a "betterment." The Regulations do not explicitly state this; but it appears to be a 
"logical" conclusion from everything else in the Regulations. 

• Example 6 reflects a situation where the activities resulted in no material improvements, nor 
any corrections of material defects or conditions. In other words, Example 6 reflects a 
"refresh" activity that keeps the building in ordinary efficient operating condition. 
• Therefore, the taxpayer is permitted to expense (i.e., deduct) the expenditures related to the 

"refresh" ... but the taxpayer cannot expense the costs of the Section 1245 property that it acquired. 
• The Regulations include specific definitions - broad, comprehensive definitions - for nine 

different potential building systems ... including heating and ventilation (HVAC), plumbing, 
electrica~ fire protection and alarm, security system. 
• Those are all separate building systems. None of the activities/work described in Example 

6 a ected these com onents. (I the had, the result would have been di erent. 
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BUILDING REFRESH, BUT WITH LIMITED IMPROVEMENT 

REG. SEC. 1.263(a)-3T(h)(4) ••• EXAMPLE 7 

• This Example assumes the same facts as in Example 6, and adds additional facts. 
• The additional facts in Example 7 are that, 

• In the course of X's refresh of its stores, X pays amounts to remove and replace the 
bathroom fixtures (i.e., the toilets, sinks, and plumbing fixtures) with upgraded bathroom 
fixtures in all of the restrooms in X's retail buildings in order to update the restroom 
facilities. 

• As part of the update of the restrooms, X also pays amounts to replace the floor and wall 
tiles that were removed or dama ed in the installation of the new lumbin fixtures. 

• If any of the amounts paid result in betterments to the building structure or any building 
system, X must treat the amounts as an improvement to the building. [-3T(e)(2)(ii)] 

• The plumbing system in each of X's store buildings, including the plumbing fixtures, is a 
building system. [-3T( e )(2)(ii)(B)(2)] 

• X must treat the amounts paid to replace the bathroom fixtures with upgraded fixtures as a 
betterment because they result in a material increase in the quality of each plumbing system. 
[-3T(h)(1 )(iii)] 

• X is required to capitalize all the indirect costs that directly benefit or are incurred by reason 
of the betterment, or improvement, to each plumbing system. [-3T(t)(3)] 
• Because the costs to remove the old plumbing fixtures and to remove and replace the 

bathroom tiles directly benefit and are incurred by reason of the improvement to the 
lumbin s stem, these costs must also be ca italized. -3T 3 

• Capitalize ••• X must treat the amounts paid for a betterment to each plumbing system as an 
improvement to X's retail building to which the costs relate [-3T(e)(2Xii)], and must 
capitalize the amounts. [-3T(d)(1)] 

• Deduct .•• However, X is not required to capitalize the costs described in Example 6 to 
refresh the appearance and layout of its stores because those costs do not directly benefit and 
are not incurred by reason of the improvements to the stores' plumbing systems. [-3T(t)(3)] 
• Accordingly, X is not required to capitalize [under -3T(t)(3)] any costs specified in 

Example 6 for the reconfiguration, cosmetic changes, repairs, and maintenance to the other 
arts ofX's store buildin s. 

• Remember ... "Betterment" = Improvement = Expenditures required to be capitalized 
• Whenever the Regulation uses the word "improvement," that should be a signal that some of 

the activities and/or expenditures will be required to be capitalized. 
• Example 7 involves (i.e., it assumes) the same fact pattern described in Example 6 ... except 

that the taxpayer also pays certain amounts to remove and replace certain elements in its 
plumbing ... and plumbing constitutes a "building system. " 

• In Example 7, the taxpayer is required to capitalize all the costs associated with the 
betterment because they resulted in a material increase in the quality of each plumbing 
system ... and the plumbing system is just one of the several building systems which are 
integral to the overall building (unit of property). 

• The taxpayer is also required to capitalize all of the indirect costs that directly benefit or are 
incurred by reason of the betterment. However, within the context of this "limited" 
improvement, since these improvements were made "in addition to" those that were made to 
refresh the building, the taxpayer would be permitted to deduct the expenses related to the 
refreshment aspect of the overall remodeling activity. 

• Bottom line ... Example 7 reflects a greater degree of involvement. It involves a refresh that 
also includes an improvement to a building system. Within that fact pattern, the taxpayer is 
still permitted to deduct the expenditures related to the refreshment activity. But note that is 
only the portion of the expenditure relating to the refreshment activity. All of the other 
ex enditures (relatin to the im rovement activi or as ect) are re uired to be ca italized. 
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BETTERMENT (i.e., AN IMPROVEMENT) ••• BUILDING REMODEL 

REG. SEC. 1.263(a)-3T(h)(4) ..• EXAMPLE 8 

• This Example assumes the same facts as in Example 6, and adds even more additional facts. 
• The additional facts in Example 8 are that. .. 

• The work performed to refresh the stores directly benefits or was incurred by reason of a 
substantial remodel to X's store buildings. 

• X performs significant additional work to alter the appearance and layout of its stores to 
increase customer traffic and sales volume. This work was "in addition to the reconfiguration, 
cosmetic changes, repairs, and maintenance activities performed in Example 6." 

• As part of the significant additional work to alter the appearance and layout, X pays amounts to 
upgrade the buildings' structures (as defined under -3T(e)(2Xii)(A». This work includes ... 
• Removing and rebuilding walls to move built-in changing rooms and specialty departments 

to different areas of the stores, 
• Replacing ceilings with acoustical tiles (to reduce noise and create a more pleasant 

shopping environment), 
• Rebuilding the interior and exterior facades around the main doors (to create a more 

appealing entrance), 
• Replacing conventional doors with automatic doors, and 
• Replacing carpet with ceramic flooring of different textures and styles (to delineate 

departments and direct customer traffic). 
• In addition, X pays amounts for work on the electrical systems, which are building systems 

(as defined under -3T(e)(2)(ii)(B)(3». Specifically, this work ... 
• Upgraded the wiring in the buildings so that X could add video monitors and an 

expanded electronics department, and 
• Removed and replaced the recessed lighting throughout the buildings with more 

efficient and brighter lighting. 
• The work performed on the buildings' structures and on the electrical systems (as described 

above) also included the removal and replacement of [fixed assets that were] both Section 
1250 and Section 1245 property. 

• In its applicable financial statement, X capitalized all the costs incurred over a lO-year period. 
• X antici ates that it will have to remodel the store buildin a ain after another 10 ears. 

• If any of the amounts paid result in a betterment to the building structure or any building 
system, X must treat those amounts as an improvement to the building. [-3T(e)(2)(ii)] 

• Considering the facts and circumstances (as required by-3T(h)(3)(i», the amounts that X pays 
for the remodeling of its stores result in betterments to the buildings' structures and electrical 
systems. [-3T(h)]. 
• The "facts and circumstances" considered include ... 

• The purpose of the expenditure, 
• The physical nature of the work performed, 
• The effect of the work on the buildings' structures and buildings' systems, and 
• The treatment of the work on X's applicable financial statements. 

• Specifically, amounts paid to upgrade the wiring and to remove and replace the recess 
lighting throughout the stores materially increase the productivity, efficiency, and quality of 
X's stores' electrical systems. [-3T(h)(I)(iii)] 

• Also, the amounts paid to remove and rebuild walls, to replace ceilings, to rebuild facades, to 
replace doors, and replace flooring materially increase the productivity, efficiency, and 
quality ofX's store buildings' structures. [-3T(h)(I)(iii)] 

• In addition, the amounts paid for the refresh of the store buildings described in Example 6 also 
must be capitalized (under -3T(t)(3)(i» because these expenditures directly benefitted or were 
incurred b reason of the im rovements to X's store buildin s' structures and electrical s stems. 

• X must treat the costs of improving the buildings' structures and systems, including the costs 
to refresh, as improvements to X's retail buildings [under -3T(e)(2)(ii)], and X must 
capitalize the amounts paid for these improvements [under -3T(d)(I)]. 

• In addition, X is required to capitalize the amounts paid to acquire and install each Section 
1245 ro ert. Re. Sec. 1.263 a -2T d 1 
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SELECTED CAMs MORE GENERALLY ApPLICABLE TO DEALERSHIPS 

UNDER THE NEW TANGIBLES REGULATIONS 
Page 1 oU 

Instructions for Form 3115 
(Rev. March 2012) 

r..at Department of the Treasury 
tJMIII1ntarnai Revenue Service 

(Use with the December 2009 revision of Form 3115) 
Application for Change In Accounting Method 

• The filer/applicant must be within the scope of, and comply with, all of the applicable provisions of the 
published guidance that authorizes each listed change. 

• Taxpayers must file a signed copy of its completed Form 3115 with the IRS in Ogden, UT (Ogden cOPY), in 
lieu of filing the National Office copy, no earlier than the first day of the year of change and no later than the 
date the taxpayer files the original Form 3115 with its Federal income tax return for the year of change. 

• All of the changes below are to be made in accordance with Revenue Procedures 2012-19 and/or 2012-20. 

\utOlll,ltil ( \\1 # 
I D"l'lIptioll 01 ( hallL!" 

• Applicable Code Section is Section 162. 

• For an applicant changing from capitalizing under Section 263(a) amounts paid or incurred 

#162 
for tangible property to deducting these amounts as repair and maintenance costs under 
Section 162 and Reg. Sec. 1.162-4T. 

Deducting • Also for an applicant changing its units of property under Reg. Sec. 1.263(a)-3T(e) solely for 

Repair & purposes of determining whether amounts paid or incurred improve a unit of property under 

Maintenance Reg. Sec. 1.263(a)-3T. 

Costs • Section 481(a) adjustment is required. 

• Statistical sampling under R.P. 2011-42 may be used in determining Sec. 481(a) adjustment. 

• Full discussion of CAM #162 is in Section 4.02(1) of Rev. Proc. 2012-19. 

• Adds new Section 3.10 to the Appendix to Rev. Proc. 2011-14. 

• Applicable code Section is Section 162. 

• For an applicant changing its method of accounting for non-incidental materials and supplies 
#164 to the method of deducting such amounts in the taxable year in which they are actually used 

Deducting or consumed, consistent with Regulations Section 1.162-3T. 

Non-Incidental • This change applies only to the amounts paid or incurred in taxable years beginning on or 

Materials & after January 1, 2012. 

Supplies When • Cut-off method is required ... i.e., no Section 481(a) adjustment is required for this change. 

Used or Consumed • Statistical sampling under R.P. 2011-42 may be used in determining applicable amounts. 

• Full discussion of CAM #164 is in Section 4.02(3) of Rev. Proc. 2012-19. 

• Adds new Section 3.12 to the Appendix to Rev. Proc. 2011-14. 

• Applicable code Section is Section 162. 

• For an applicant that wants to change its method of accounting for incidental materials and 
#165 supplies to the method of deducting such amounts in the taxable year in which they are paid 

Deducting 
or incurred, consistent with Regulations Section 1.162-3T. 

Incidental • This change applies only to amounts paid or incurred in taxable years beginning on or after 

Materials & January 1, 2012. 

Supplies When • Cut-off method is required ... i.e., no Section 481(a) adjustment is required for this change. 

Paid or Incurred • Statistical sampling under R.P. 2011-42 may be used in determining applicable amounts. 

• Full discussion of CAM #165 is in Section 4.02(4) of Rev. Proc. 2012-19. 

• Adds new Section 3.13 to the Appendix to Rev. Proc. 2011-14. 
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#175 
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#177 

SELECTED CAMs MORE GENERALLY ApPLICABLE TO DEALERSHIPS 

UNDER THE NEW TANGIBLES REGULATIONS 
Page20Cl 

• Applicable Code Section is Section 263(a). 
• For an applicant changing its method of accounting for amounts paid or incurred to acquire ... 

(including any amounts paid or incurred to facilitate the acquisition ... ) a unit of property to 
the method of applying the de minimis rule under Reg. Secs. 1.263(a)-2T(g) and 1.263A
IT(b)(14) to such amounts, consistent with Reg. Sec. 1.263(a)-2T. 

• This change applies only to amounts paid or incurred in taxable years beginning on or after 
January 1, 2012. 

• Cut-off method is required ... i.e., no Section 48 I (a) adjustment is required for this change. 
• Statistical sampling is not mentioned in connection with making this change. 
• Full discussion of CAM #169 is in Section 4.02(8) of Rev. Proc. 2012-19. 
• Adds new Section 3.17 to theA endix to Rev. Proc. 2011-14. 
• Applicable Code Section is Section 263(a). 
• For an applicant changing its method of accounting to capitalizing amounts paid or incurred 

to acquire or produce property under Regulations Section 1.263(a)-2T and, if depreciable, to 
depreciating such property under Section 168. 

• Section 481(a) adjustment is required. 
• Statistical sampling under R.P. 2011-42 may be used in determining Sec. 481(a) adjustment. 
• Full discussion of CAM #173 is in Section 4.02(12) of Rev. Proc. 2012-19. 
• Adds new Section 10.09 to theA endix to Rev. Proc. 2011-14. 
• Applicable Code Section is Section 263(a). 
• For an applicant changing its method of accounting to capitalizing amounts paid or incurred 

for improvements to units of property consistent with Reg. Secs. 1.263(a)-1 T and 1.263(a)-3T 
and, if depreciable, to depreciating such improvements under Section 168. 

• Section 481(a) adjustment is required. 
• A taxpayer making this change must attach to its Form 3115 a schedule for the Section 

481(a) adjustment listing the adjustment amounts for each property classification (i.e., 5-
year property, 7-year property, or nonresidential real property). 

• Statistical sampling under R.P. 2011-42 may be used in determining Sec. 481(a) adjustment. 
• Full discussion of CAM #174 is in Section 4.02(13) of Rev. Proc. 2012-19. 
• Adds new Section 10.10 to theA endix to Rev. Proc. 2011-14. 
• Applicable Code Sections are Sections 167, 168 & 197. 
• For taxpayers with depreciable interests in leasehold improvements at the beginning of the year of change. 
• CAMs covered are for changing methods from improperly depreciating or amortizing leasehold 

improvements over the term of the lease (including renewals, if applicable) to properly 
depreciating or amortizing these leasehold improvements under Sec. 167(1)(1), 168, or 197. 

• Schedule E of Form 3115 must be completed in connection with this change. 
• This change applies only to taxable years beginning on or after January 1, 2012. 
• Section 48 I (a) adjustment is required ... Where more than one asset is involved ... 

• A taxpayer that wants to make this change for more than one asset for the same year of 
change should file a single Form 3115 for all such assets and provide a single net Section 
481(a) adjustment for all the changes included in that Form 3115. 

• If one or more of the changes in that single Form 3115 generate a negative Section 481(a) 
adjustment and other changes in that same Form 3115 generate a positive Section 481(a) 
adjustment, the taxpayer may provide a single negative Section 481(a) adjustment for all 
such changes (i.e., changes that are included in that Form 3115 generating such 
adjustment) and a single positive Section 481(a) adjustment for all the changes that are 
included in that Form 3115 generating such positive adjustment. 

• Statistical sampling is not mentioned in connection with making these changes. 
• Full discussion of CAM #175 is in Section 5.03(1) of Rev. Proc. 2012-20. 
• Adds new Section 6.27 to theA endix to Rev. Proc. 2011-14. 
• Dispositions of a Building or of a Structural Component 
• See se arate discussion of automatic CAM #177 on the followin a es. 
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In General 

Identification 
of Asset 

Disposed of 

Sec.6.29(3)(a) 

Sec. 6.29(3)(b) 

Sec.6.29(3)(c) 

Sec.6.29(3)(d) 

Other 
Ramifications 

DISPOSITIONS OF BUILDING COMPONENTS 

THE "ROOF REPLACEMENT SCENARIO" 

• Applicable Code Section is Section 168. 
• CAMs under #177 may concern several possible situations involving buildings or structural 

components of buildings that are not in General Asset Accounts. [Sec.6.29(3)J. 
• This change applies only to taxable years beginning on or after January 1,2012. 
• The scope limitations do not apply to a taxpayer that makes this change for its first or second 

taxable year beginning after December 31, 201l. 
• Full discussion of CAM #177 is in Section 5.03(3) of Rev. Proc. 2012-20. 
• Adds new Section 6.29 to the to Rev. Proc. 2011-14. 

• For purposes of determining/identitying the "asset" disposed of, a change in method to an 
asset that is permissible under Reg. Sec. l.168(i)-ST(c)(4) for determining what building, [ ... ] 
or structural components has been disposed of. [Sec.6.29(3)(a)]. 
• No nding on asset. The consent granted to make this change is not a determination by the 

Commissioner that the taxpayer is using the appropriate asset for determining what asset is disposed 
of by the taxpayer and does not create any presumption that the proposed asset is permissible. 
The Director will ascertain whether the determination of its asset is 

• If the taxpayer makes the change specified above, and if the taxpayer disposed of the "asset" 
in a taxable year prior to the year of change, but continues to deduct depreciation for such 
disposed asset under the taxpayer's present method of accounting, a change from depreciating 
the disposed asset to recognizing gain or loss upon disposition. 

• Comment ... A CAM under this Section (i.e., -(3)(b)) would be appropriate in situations 
where the dealership had to make an estimate of the actual cost and of the accumulated 
depreciation of the component being disposed of. 
• This estimate would need to be made because at the time of filing the CAM, the dealership 

was not treating building components as separate assets, and therefore, at the time when 
the CAM was being made, the dealership had to use a reasonable method that is 
consistently applied to the larger asset for purposes of determining the unadjusted 
dpl~rp,,.in,hlp basis asset 

• If the taxpayer's present method of accounting is in accord with Reg. Sec. 1.16S(i)
ST(c)(4)(ii)(C) [among others], and if the taxpayer disposed of a building ... or a structural 
component, or an improvement or addition thereto in a taxable year prior to the year of 
change but continues to deduct depreciation for such disposed asset under the taxpayer's 
present method of accounting, a change from depreciating the disposed asset to recognizing 
gain or loss upon disposition. 

• Comment ... It seems that a CAM under this Section (i.e., -(3)(c)) would only apply if(1) the 
dealership already had/was treating building components as separate assets, and (2) 
therefore, at the time when the CAM was being made, it was able to determine with accuracy 
the actual cost and the accumulated the 

• For buildings, ... structural components, or improvements or additions thereto accounted for 
in multiple asset accounts, a change in the method of identifying which assets have been 
disposed of from an impermissible method of accounting [i.e., a method not specified in Reg. 
Sec. l.168(i)-8T(f)(1) or (2)(i), (ii), or (iii) to a permissible method of accounting [i.e., a 
method specified in those citations]. 
• The Last-In, First-Out (LIFO) method of accounting is an impermissible method for 

determining which assets were disposed of out of a multiple asset account. 
• Comment ... Generally, a CAM under this Section (i.e., -(3)(d)) will not be applicable to a 

unless the asset was accounted in a asset account. 
• These changes also will affect ... 

• The determination of gain or loss from the disposition of the building, [ ... ] or the structural 
component, and 

• whether the must amounts to restore a unit of nrnnprirv 

~Ph~m~OC~OP~Y~ing~O~r~Re~p~rin~tin~g~W~ith~o~ut~pe~~~i~ss~ion~l~s~pr~oh~ib~ite~d~~~~~~~~A~p~e~rio~d~iC~UP~d~ate~o~f~Es~se~n~tia~IT~a~xl~nf~or~m~ar~,on~f~or~D~ea~1e~rs~an~d~T~he~ir~cP~As 
58 Year-End 2012 ~ De Filipps' DEALER TAX WATCH, Vol. 19, No.2 



Required 
Attachment 
(Statement) 

to 
Form 3115 

Ogden Copy 
of 

Form 3115 

Example J 

Sec. 6.29(4) 

Example 2 

Sec. 6.29(4) 

Section 48J(a) 
Adjustment 
Is Required 

DISPOSITIONS OF BUILDING COMPONENTS 

THE "ROOF REPLACEMENT SCENARIO" 

• A taxpayer making this change must attach to its Form 3115 a statement with the following ... 
• A description of the assets to which this change applies; 
• If the taxpayer is making a change specified in Section 6.29(3)(a), a description of the asset 

disposed of under the taxpayer's present and proposed methods of accounting; 
• If the taxpayer is making the change specified in Section 6.29(3)( d), a description of the 

method of identifying which assets have been disposed of under the taxpayer's present and 
proposed methods of accounting; [generally not applicable in dealership situations] and 

• If asset is . 
• Ogden copy of Form 3115 required in lieu of National Office copy. 
• A taxpayer making this change (Le., #177) in its method(s) of accounting must file a signed 

copy of its completed Form 3115 with the IRS in Ogden, UT (Ogden copy), in lieu o/filing 
the copy with the National Office of the IRS in Washington, DC. 

• The Ogden copy of Form 3115 must be filed ... 
• No earlier than the first day of the year of change, and 
• No later than the date the taxpayer files the original Form 3115 with its Federal income tax 

return for the of 

• Taxpayer X acquired and placed in service a building and its structural components in 1990. 
• X depreciates this building and its structural components under Section 168. 
• In 2000, X replaced the entire roof of the building. 
• X did not recognize a loss on the retirement of the original roof and continues to depreciate 

the original roof. 
• X also capitalized the cost of the replacement roof and has been depreciating this roof under 

Section 168 since 2000. 
• X may file a Form 3115 to change to (1) treating the building as an asset and (2) [treating] 

each structural component of the building as a separate asset and also (3) to change from 
. the roof to a loss its retirement. 

• Taxpayer Y acquired and placed in service a building and its structural components in 2000. 
• In 2005, Y constructed and placed in service an addition to this building. 
• Y depreciates the building, the addition, and their structural components under Section 168. 
• Y may file a Form 3115 to change to treating (1) the original building as an asset, (2) the 

addition to the building as a separate asset, and (3) each structural component of the original 
UU1,'UllJJ~ and the addition as a asset. 

• Where more than one asset is involved (Le., concurrent changes) ... 
• A taxpayer that wants to make this change for more than one asset for the same year of 

change should file a single Form 3115 for all such assets and provide a single net Section 
481(a) adjustment for all the changes included in that Form 3115. 

• If one or more of the changes in that single Form 3115 generate a negative Section 481(a) 
adjustment and other changes in that same Form 3115 generate a positive Section 481(a) 
adjustment, the taxpayer may provide a single negative Section 481(a) adjustment for all 
such changes (Le., changes that are included in that Form 3115 generating such negative 
adjustment) and a single positive Section 481(a) adjustment for all the changes that are 
included in that Form 3115 generating such positive adjustment. 

• Comment ... The spread period for a positive Section 481 (a) adjustment is 4 years. The 
spread period for a negative Section 481 (a) adjustment is 1 year - the year of change. This 
means that it is not necessary to net the positive and the negative adjustment; instead, each 
component of the Section 481 (a) adjustment has its own spread period. 

• Comment .,. Although statistical sampling under R.P. 2011-42 may be used in determining 
the Section 481 that will not be 
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STATISTICAL SAMPLING PROCEDURES & REQUIREMENTS 

REVENUE PROCEDURE 2011-42 

• In August 2011, the IRS issued Revenue Procedure 2011-42 (2011-37 I.R.B. 318). Like its Field Directive 
predecessor, this Revenue Procedure is also intended to "provide taxpayers with guidance regarding the use and 
evaluation of statistical samples and sampling estimates." However, this Revenue Procedure may be cited as 
having precedential authority in negotiations with the IRS, so it carries a higher level of precedential value than 
the Field Directive. 

• Rev. Proc. 2011-42 almost exactly matches the 2009 Field Directive word-for-word ... except that the 
references to LIFO applications in the Field Directive do not appear in the Revenue Procedure. It also includes 
three Appendices. 

The l\en Tangihles Regulations .. 1o:: Rrlatl'd C .\\Is ... EffectiH' Januar) l. 2()12 

• In effecting changes in accounting method (CAMs), in all instances where the computations to determine the 
amount of the Section 481(a) adjustment are so numerous that sampling must be used to estimate the effect on 
the popUlation, Section 481(a) adjustments will be difficult to compute in many cases because (current and/or 
prior year) information may not be available. 

• Unfortunately, the Regulations do not provide for the use of extrapolation procedures for purposes of estimating 
these amounts. They specifically prohibit the use of judgmental sampling. 

• Rev. Procs. 2012-19 and 2012-20 employ the following standard language in describing Section 481(a) 
adjustments ... 

"Section 481(a) adjustment. By following the sampling procedures provided in Rev. Proc. 2011-42 
(2011-37 I.R.B. 318), a taxpayer changing its method of accounting under [ ... this Section ... ] may 
use statistical sampling in determining the Section 481(a) adjustment. Sampling methodologies not 
described in Rev. Proc. 2011-42 are not permitted." 

• Therefore, in making CAMs under the new Regulations where exact amounts are not known, taxpayers must 
follow the (complex) statistical sampling procedures and requirements in Rev. Proc. 2011-42. 

Anal~ sis of Re\. PnlC. 2011-..t2 

• Revenue Procedure 2011-42 .......................................................................................................................... * 
• Purpose, Background, Scope & General Application .................. [Sections 2, 3 & 4.01 J .......................... * 
• Evaluation of a Probability Sample ... Two-Step Method ........... [Sections 4.02(1) & (2)J ...................... * 
• Variable Sampling Plans ................................................. ............. [Section 4.02(3)] .................................. * 
• Attribute Sampling Plans ............................................................. [Section 5.02(4)J .................................. * 
• Application Limitations ............................................................... [Section 4.02(5)J .................................. * 

• Appendix A ••• Sampling Plan Standards ...................................................................................................... 61 

Appendix B ••. Sampling Documentation Standards .................................................................................... 61 

Appendix C .•. Technical Formulas ........................................................................................................ 62-63 
Appendix C ... Technical Formulas - Definition of Symbols ....................................................................... 64 

* Text omitted 

SOli rce 
(I'm;( \ fJIJ·Ii.J) 

De Filipps University, "New Tangibles Regulations: Section 263(a) & Others ... Part II. " 
Audio Seminar, October 10, 2012. 
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STANDARDS FOR SAMPLING PLAN & SAMPLING DOCUMENTATION 

REv. PROC. 2011-42 ... ApPENDIX A & B 

Taxpayers are required to have a written sampling plan prior to the execution of a sample. 

The plan must include the following items ... 

(1) The objective of the plan including a description of what value is being estimated and for which tax year(s) 
the estimate is applicable, 

(2) Population definition and reconciliation of the population to the tax return, 

(3) Definition of the sampling frame, 

(4) Definition of the sampling unit, 

(5) Source of the random numbers, the starting point or seed, and the method used in selecting them, 

(6) Sample size, along with supporting factors in the determination, 

(7) Method used to associate random numbers to the frame, 

(8) Steps to be taken to insure that the serialization of the frame is carried out independent of the drawing of 
random numbers, 

(9) Steps to be taken in evaluating the sampling unit, and 

(10) The appraisal methodes) to be used in appraising the sample . 

. \ppcndi:\: B ... Sampling DOl'llmcntatioll Standanb ... Sampk Exccutioll Documclltation 

Taxpayers must retain adequate documentation to support the statistical application, sample unit findings, and 
all aspects of the sample plan and execution. 

The execution of the sample must be documented and include information for each of the following ... 

(1) The seed or starting point of the random numbers, 

(2) The pairing of random numbers to the frame along with supporting information to retrace the process, 

(3) List of the sampling units selected and the results of the evaluation of each unit, 

(4) Supporting documentation which support the conclusion reached about each sample item. This would 
include such items as notes, invoices, purchase orders, project descriptions, etc., 

(5) The calculation of the projected estimate(s)to the population, including the computation of the standard 
error of the estimate( s), 

(6) A statement as to any slips or blemishes* in the execution of the sampling procedure and any pertinent 
decision rules, and 

(7) Computation of all associated adjustments. 

• An example of an associated adjustment would be the amount of depreciation allowable based on a 
probability determination of an amount capitalized. 

(1IIIlIIllIII: 1 lie 1<'1111 "llil'l (II hlelllilli"," il 11111 detilled .. , /1 1I 1111 It! leelll III (Ii/Tel/wild" illt "/11/1111101 tl/( Ion (II' 

(O/llfllh Iliio/II. " 
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APPENDIX C 

Technical Formulas 

UNSTRATIFIED (SIMPLE RANDOM SAMPLE) 
MEAN ESTIMATOR 

L X J 
X = -

n 

XM = Nx 

Sample Mean 0/ Audited Amounts 

Estimate a/Total Audited Amount 

STRATIFIED 
MEAN ESTIMATOR 

X Ms = L(N1 XI) 

Estimated Standard Deviation of the Audited Amount 

Sx 
2 -2 [:E (x J )]- n ( x ) 

n-l 

Estimated Standard Error o/the Tatal Audited Amount 

u(i
M

)= NS,g
.In 

&(i M,) = .IL[ N, (N; - 12,) ~::] 

Achieved Precision 0/ the Total Audited Amount 

A~ = NU RS·K 
:.r;: A~., = U R.lL[ N, (N, -II')~] 

UNSTRATIFIED (SIMPLE RANDOM SAMPLE) 
DIFFERENCE ESTIMATOR 

Estimate a/Total Diffirence 

D =··Nd 

Estimate a/Total AuditedAmount 

iD=Y+D 

STRATIFIED 
DIFFERENCE ESTIMATOR 

Ds = "I1.Nj d;) 

XD •• = Y +D, 

Estimated Standard Deviation a/the Difference Amount 

So" J [1:( Ii }) En (;[2 ) 
II -I 

Estimated Standard Error a/the Difference Amount 

•• NSo~l-n/ 
a(D)= _ /N eT(Ds) = ./1:[ N, (N, - n,)¥] 

Achieved Precision a/the Diffirence Amount 

A~ = NURSDK 
J; 

I I [ SDl] AD. =UR• L NI (NI -II/}-:-
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UNSTRATIFIED (SIMPLE RANDOM SAMPLE) 
RATIO ESTIMATOR 

STRATIFIED 
COMBINED RATIO ESTIMATOR 

Estifl1l1ted Ratio a/Audited Amollllt to Recorded AfI1I1l111t 

r,r r d 
R=--I=I+--I 

ryi r y I 
RA _ r(NI XI) _ 1 r.(NI d l ) 

c - - + 
r(N,y,) r(N,y,) 

EslimoJe of Total A udited A mounJ 

iR =.yR iRe =YRc 

Est/mated Standard DeY/alion of the Ratio 

s ., 
II 

2 "2 2 " L(x / )+R L(Y / )-2R L(X /Y /) 

n-1 

Est/mated Standard DeYloJion of the Ratio in t" Stratum 

2 2 ~ 2 2 " S .. /(L%,-(LXI]) In, )]+("C(LYq-(LYg) Inl »)-(2Rc(L%vYv-n/xdi/ )] 

Rei V n/-I 

Estimated Standard Error o/Ihe Ratio AmounlS 

"cx" NS ~~1- n/ 
0" ~)= /N 

Tn 
.' I [ SII 2] U(X Re ) =, L N/ (N/ - nj ) n~; 

Achieved Precision of the Ralio Amounts 

NU RSR~I- YN 
A~ = .In A~c = u ~,/r.[NI (N, _",) s;~:] 

UNSTRATIFIED (SIMPLE RANDOM SAMPLE) STRATIFIED 
REGRESSION FSI'IMATOR COMBINED REGRESSION ESTIMATOR 

Estlfl1l1ted Regression Coefficient 

ro,r/y/)]-nry rod/y/)l-my 
b = = 1 + ':"'""':"':"':"':':':;---,":" b =r.~(~-n, )Sxrh =1+ rN,(~-n,)SDyJIII 

< LN,(~-n, )s:,/lI, 'f.N,(N, -n, )S;,/n, [L(y~)]':'l(Y2) [!(y;)]-IIC?) 

Estimate o/Total Audited AmounJ 

ta = Nx+b(Y -Ny) tae = 'L(N; x;) + bc[Y - 'L(N; Yi)] 

Estlfl1l1ted Standard DeYialion of the Regression Amounts 

S ~ 
G 

1~(L(%})]-n(i2) (L(%JYJ)-n~:)2] 4 L(Y~ )-II(Y ) 

Estimated Coyariance between the Audited and Recorded AmounJs In f'Stratum 

['L(xqYq)] - n; ;/ Yi 
Slf"fl n/ -I 

Estimated Standard Deyjation between the Audited and Recorded Amounts in t" Stratum 

SOc; =~SX:-2bcSXIl+b/Sr: 

Estimaud Standard Error of the Audited and Recorded AmolJnJs 

NS ~ • ~ SO<2J cf(i o )= cV J -7N aeXoc )= r. N/(N/-n,)-"-I 
~ II, " 

"AchieYtd Precision of the Audited and Recorded Amo~nJs 

A~ 
NURSaK A' =U I~[N"(N -n ) sac:] 

c;" R, t... I I / 
n/ 
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y 

d 
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y 

D 

TECHNICAL FORMULAS ACCEPTABLE FOR STATISTICAL SAMPLING 

REv. PROC. 2011-42 ... ApPENDIX C 

• Sample Size 

• Population Size 

• The value of the sampling unit that is being used as the primary variable of interest. 
• In audit this would be the audited value of the transaction. 
• The value of the sampling unit that is being used as the "paired" variable that is related to the 

variable of interest. 
• In audit this would be the value of the transaction. 
• The value of the sampling unit that is the difference between "paired" variable (y) and the variable 

of interest (x). That is, d = x - y. 
• In audit this would be the difference of each transaction's value. 
• The total value of the primary variable of interest. 
• In audit sampling, this would be the estimated total audited value of the population. 

• Typically, this value is not known for the entire population and is estimated based on the 
statistical selected. 

• The total value of the variable that is paired with variable of interest. 
• In audit sampling, this would be the total reported value of the population. 

• Typically, this value is known for the entire population and may be estimated based on the 
selected. 

• The total value of the difference between the "paired" variable and the variable of interest. 
• In audit sampling, this would be the estimated total difference of the population. 

• Typically, this value is not known for the entire population and is estimated based on the 
selected. 

• The confidence coefficient which is based on either the Student's t-distribution or the normal 
distribution. 
• For example, a 95% one-sided confidence coefficient based on the normal distribution is 1.645. 
• This term is often referred to as the t-value and the z-value. 
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