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obligation was issued and repurchased
and the amount (if any) by which the
selling price of the nonconvertible obli-
gation was affected by reason of any
change in the issuing corporation’s
credit quality or the credit quality of
the obligation during such period (de-
termined on the basis of widely pub-
lished financial information or on the
basis of other relevant facts and cir-
cumstances which reflect the relative
credit quality of the corporation or the
comparable obligation).

(e)(2)(iii) through ()(2) [Reserved]
For further guidance, see §1.249-
1(e)(2)(iii) through (f)(2).

(3) Portion of repurchase premium at-
tributable to cost of borrowing. Para-
graph (e)(2)(ii) of this section applies to
any repurchase of a convertible obliga-
tion occurring on or after July 6, 2011.

(g) [Reserved] For further guidance,
see §1.249-1(g).

(h) Expiration date. The applicability
of this section expires on or before July
1, 2014.

[T.D. 9533, 76 FR 39281, July 6, 2011]
ITEMS NOT DEDUCTIBLE

§1.261-1 General rule for disallowance
of deductions.

In computing taxable income, no de-
duction shall be allowed, except as oth-
erwise expressly provided in Chapter 1
of the Code, in respect of any of the
items specified in Part IX (section 262
and following), Subchapter B, Chapter
1 of the Code, and the regulations
thereunder.

§1.262-1 Personal, living, and family
expenses.

(a) In general. In computing taxable
income, no deduction shall be allowed,
except as otherwise expressly provided
in chapter 1 of the Code, for personal,
living, and family expenses.

(b) Examples of personal, living, and
family expenses. Personal, living, and
family expenses are illustrated in the
following examples:

(1) Premiums paid for life insurance
by the insured are not deductible. See
also section 264 and the regulations
thereunder.

(2) The cost of insuring a dwelling
owned and occupied by the taxpayer as
a personal residence is not deductible.

§1.262-1

(3) Expenses of maintaining a house-
hold, including amounts paid for rent,
water, utilities, domestic service, and
the like, are not deductible. A taxpayer
who rents a property for residential
purposes, but incidentally conducts
business there (his place of business
being elsewhere) shall not deduct any
part of the rent. If, however, he uses
part of the house as his place of busi-
ness, such portion of the rent and other
similar expenses as is properly attrib-
utable to such place of business is de-
ductible as a business expense.

(4) Losses sustained by the taxpayer
upon the sale or other disposition of
property held for personal, living, and
family purposes are not deductible. But
see section 165 and the regulations
thereunder for deduction of losses sus-
tained to such property by reason of
casualty, etc.

(5) Expenses incurred in traveling
away from home (which include trans-
portation expenses, meals, and lodging)
and any other transportation expenses
are not deductible unless they qualify
as expenses deductible under section
162, §1.162-2, and paragraph (d) of
§1.162-5 (relating to trade or business
expenses), section 170 and paragraph
(a)(2) of §1.170-2 or paragraph (g) of
§1.170A-1 (relating to charitable con-
tributions), section 212 and §1.212-1 (re-
lating to expenses for production of in-
come), section 213(e) and paragraph (e)
of §1.213-1 (relating to medical ex-
penses) or section 217(a) and paragraph
(a) of §1.217-1 (relating to moving ex-
penses). The taxpayer’s costs of com-
muting to his place of business or em-
ployment are personal expenses and do
not qualify as deductible expenses. The
costs of the taxpayer’s lodging not in-
curred in traveling away from home
are personal expenses and are not de-
ductible unless they qualify as deduct-
ible expenses under section 217. Except
as permitted under section 162, 212, or
217, the costs of the taxpayer’s meals
not incurred in traveling away from
home are personal expenses.

(6) Amounts paid as damages for
breach of promise to marry, and attor-
ney’s fees and other costs of suit to re-
cover such damages, are not deduct-
ible.

(7) Generally, attorney’s fees and
other costs paid in connection with a
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divorce, separation, or decree for sup-
port are not deductible by either the
husband or the wife. However, the part
of an attorney’s fee and the part of the
other costs paid in connection with a
divorce, legal separation, written sepa-
ration agreement, or a decree for sup-
port, which are properly attributable
to the production or collection of
amounts includible in gross income
under section 71 are deductible by the
wife under section 212.

(8) The cost of equipment of a mem-
ber of the armed services is deductible
only to the extent that it exceeds non-
taxable allowances received for such
equipment and to the extent that such
equipment is especially required by his
profession and does not merely take
the place of articles required in civil-
ian life. For example, the cost of a
sword is an allowable deduction in
computing taxable income, but the
cost of a uniform is not. However,
amounts expended by a reservist for
the purchase and maintenance of uni-
forms which may be worn only when on
active duty for training for temporary
periods, when attending service school
courses, or when attending training as-
semblies are deductible except to the
extent that nontaxable allowances are
received for such amounts.

(9) Expenditures made by a taxpayer
in obtaining an education or in fur-
thering his education are not deduct-
ible unless they qualify under section
162 and §1.162-5 (relating to trade or
business expenses).

(c) Cross references. Certain items of a
personal, living, or family nature are
deductible to the extent expressly pro-
vided under the following sections, and
the regulations under those sections:

(1) Section 163 (interest).

(2) Section 164 (taxes).

(3) Section 165 (losses).

(4) Section 166 (bad debts).

(5) Section 170 (charitable, etc., con-
tributions and gifts).

(6) Section 213 (medical, dental, etc.,
expenses).

(7T) Section 214 (expenses for care of
certain dependents).

(8) Section 215 (alimony, etc., pay-
ments).

(9) Section 216 (amounts representing
taxes and interest paid to cooperative
housing corporation).

26 CFR Ch. | (4-1-12 Edition)

(10) Section 217 (moving expenses).

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as
amended by T.D. 6796, 30 FR 1041, Feb. 2, 1965;
T.D. 6918, 32 FR 6681, May 2, 1967; T.D. 7207,
37 FR 20795, Oct. 4, 1972]

§1.263(a)-0 Table of contents.

This section lists captioned para-
graphs contained in §§1.263(a)-1
through 1.263(a)-5.

$§1.263(a)-1 Capital expenditures; in general.

(a) through (h) [Reserved] For further guid-
ance, see the table of contents for §1.263(a)-
1T(a) through (h) under §1.263(a)-0T.

$§1.263(a)-2 Amounts paid to acquire or
produce tangible property.

(a) through (i) [Reserved] For further guid-
ance, see the table of contents for §1.263(a)-
2T(a) through (i) under §1.263(a)-0T.

$§1.263(a)-3 Amounts paid to improve tangible
property.

(a) through (q) [Reserved] For further guid-
ance, see the table of contents for §1.263(a)-
3T(a) though (q) under §1.263(a)-0T.

$§1.263(a)—4 Amounts paid to acquire or create
intangibles.

(a) Overview.

(b) Capitalization with respect to intangi-
bles.

(1) In general.

(2) Published guidance.

(3) Separate and distinct intangible asset.

(i) Definition.

(ii) Creation or termination of contract
rights.

(iii) Amounts paid in performing services.

(iv) Creation of computer software.

(v) Creation of package design.

(4) Coordination with other provisions of
the Internal Revenue Code.

(i) In general.

(ii) Example.

(c) Acquired intangibles.

(1) In general.

(2) Readily available software.

(3) Intangibles acquired from an employee.

(4) Examples.

(d) Created intangibles.

(1) In general.

(2) Financial interests.

(i) In general.

(ii) Amounts paid to create,
enter into, renew or renegotiate.

(iii) Renegotiate.

(iv) Coordination with other provisions of
this paragraph (d).

(v) Coordination with §1.263(a)-5.

(vi) Examples.

(3) Prepaid expenses.

(i) In general.

originate,
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(ii) Examples.

(4) Certain memberships and privileges.

(i) In general.

(ii) Examples.

(5) Certain rights obtained from a govern-
ment agency.

(i) In general.

(ii) Examples.

(6) Certain contract rights.

(i) In general.

(ii) Amounts paid to create,
enter into, renew or renegotiate.

(iii) Renegotiate.

(iv) Right.

(v) De minimis amounts.

(vi) Exception for lessee construction al-
lowances.

(vii) Examples.

(7) Certain contract terminations.

(i) In general.

(ii) Certain break-up fees.

(iii) Examples.

(8) Certain benefits arising from the provi-
sion, production, or improvement of real
property.

(i) In general.

(ii) Exclusions.

(iii) Real property.

(iv) Impact fees and dedicated improve-
ments.

(v) Examples.

(9) Defense or perfection of title to intan-
gible property.

(i) In general.

(ii) Certain break-up fees.

(iii) Example.

(e) Transaction costs.

(1) Scope of facilitate.

(i) In general.

(ii) Treatment of termination payments.

(iii) Special rule for contracts.

(iv) Borrowing costs.

(v) Special rule for stock redemption costs
of open-end regulated investment companies.

(2) Coordination with paragraph (d) of this
section.

(3) Transaction.

(4) Simplifying conventions.

(i) In general.

(ii) Employee compensation.

(iii) De minimis costs.

(iv) Election to capitalize.

(5) Examples.

(f) 12-month rule.

(1) In general.

(2) Duration of benefit for contract termi-
nations.

(3) Inapplicability to created financial in-
terests and self-created amortizable section
197 intangibles.

(4) Inapplicability to rights of indefinite
duration.

(5) Rights subject to renewal.

(i) In general.

(ii) Reasonable expectancy of renewal.

(iii) Safe harbor pooling method.

(6) Coordination with section 461.

originate,
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(7) Election to capitalize.

(8) Examples.

(g) Treatment of capitalized costs.

(1) In general.

(2) Financial instruments.

(h) Special rules applicable to pooling.

(1) In general.

(2) Method of accounting.

(3) Adopting or changing to a pooling
method.

(4) Definition of pool.

(5) Consistency requirement.

(6) Additional guidance pertaining to pool-
ing.

(7) Example.

(1) [Reserved].

(j) Application to accrual method tax-
payers.

(k) Treatment of related parties and indi-
rect payments.

(1) Examples.

(m) Amortization.

(n) Intangible interests in land [Reserved]

(o) Effective date.

(p) Accounting method changes.

(1) In general.

(2) Scope limitations.

(3) Section 481(a) adjustment.

$§1.263(a)-5 Amounts paid or incurred to facili-
tate an acquisition of a trade or business, a
change in the capital structure of a business
entity, and certain other transactions.

(a) General rule.

(b) Scope of facilitate.

(1) In general.

(2) Ordering rules.

(c) Special rules for certain costs.

(1) Borrowing costs.

(2) Costs of asset sales.

(3) Mandatory stock distributions.

(4) Bankruptcy reorganization costs.

(5) Stock issuance costs of open-end regu-
lated investment companies.

(6) Integration costs.

(7) Registrar and transfer agent fees for the
maintenance of capital stock records.

(8) Termination payments and amounts
paid to facilitate mutually exclusive trans-
actions.

(d) Simplifying conventions.

(1) In general.

(2) Employee compensation.

(i) In general.

(ii) Certain amounts treated as employee
compensation.

(3) De minimis costs.

(i) In general.

(ii) Treatment of commissions.

(4) Election to capitalize.

(e) Certain acquisitive transactions.

(1) In general.

(2) Exception for inherently facilitative
amounts.

(3) Covered transactions.

(f) Documentation of success-based fees.
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(g) Treatment of capitalized costs.

(1) Tax-free acquisitive transactions [Re-
served].

(2) Taxable acquisitive transactions.

(i) Acquirer.

(ii) Target.

(3) Stock issuance transactions [Reserved].

(4) Borrowings.

(5) Treatment of capitalized amounts by
option writer.

(h) Application to accrual method tax-
payers.

(i) [Reserved].

(j) Coordination with other provisions of
the Internal Revenue Code.

(k) Treatment of indirect payments.

(1) Examples.

(m) Effective date.

(n) Accounting method changes.

(1) In general.

(2) Scope limitations.

(3) Section 481(a) adjustment.

[T.D. 9107, 69 FR 444, Jan. 5, 2004, as amended
by T.D. 9564, 76 FR 81100, Dec. 27, 2011]

§1.263(a)-0T Table of contents (tem-
porary).

This section lists the table of contents for
§§1.263(a)-1T, 1.263(a)-2T, and 1.263(a)-3T.

$1.263(a)-1T Capital expenditures; in general
(temporary).

(a) General rule for capital expenditures.
(b) Coordination with section 263A.
(c) Examples of capital expenditures.
(d) Amounts paid to sell property.

(1) In general.

(2) Treatment of capitalized amount.
(3) Examples.

(e) Amount paid.

(f) Accounting method changes.

(g) Effective/applicability date.

(h) Expiration date.

§1.263(a)-2T Amounts paid to acquire or
produce tangible property (temporary).

(a) Overview.

(b) Definitions.

(1) Amount paid.

(2) Personal property.

(3) Real property.

(4) Produce.

(c) Coordination with other provisions of
the Internal Revenue Code.

(1) In general.

(2) Materials and supplies.

(d) Acquired or produced tangible property.

(1) Requirement to capitalize.

(2) Examples.

(e) Defense or perfection of title to prop-
erty.

(1) In general.

(2) Examples.

(f) Transaction costs.

(1) In general.

26 CFR Ch. | (4-1-12 Edition)

(2) Scope of facilitate.

(i) In general.

(ii) Inherently facilitative amounts.

(iii) Special rule for acquisitions of real
property.

(A) In general.

(B) Acquisitions of real and personal prop-
erty in a single transaction.

(iv) Employee compensation and overhead
costs.

(A) In general.

(B) Election to capitalize.

(3) Treatment of transaction costs.

(i) In general.

(ii) Treatment of inherently facilitative
amounts.

(4) Examples.

(g) De minimis rule.

(1) In general.

(2) Exceptions to de minimis rule.

(3) Additional rules.

(4) Election to capitalize.

(5) Materials and supplies.

(6) Definition of applicable financial state-
ment.

(7) Application to consolidated group mem-
ber.

(8) Examples.

(h) Treatment of capital expenditures.

(i) Recovery of capitalized amounts.

(1) In general.

(2) Examples.

(j) Accounting method changes.

(k) Effective/applicability date.

(1) Expiration date.

$§1.263(a)-3T Amounts paid to improve tangible
property (temporary).

(a) Overview.

(b) Definitions.

(1) Amount paid.

(2) Personal property.

(3) Real property.

(4) Owner.

(c) Coordination with other provisions of
the Internal Revenue Code.

(1) In general.

(2) Materials and supplies.

(3) Exception for amounts subject to de
minimis rule.

(4) Example.

(d) Requirement to capitalize amounts
paid for improvements.

(e) Determining the unit of property.

(1) In general.

(2) Building.

(i) In general.

(ii) Application of improvement rules to a
building.

(A) Building structure.

(B) Building system.

(iii) Condominium.

(A) In general.

(B) Application of improvement rules to a
condominium.

(iv) Cooperative.

(A) In general.
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(B) Application of improvement rules to a
cooperative.

(v) Leased building.

(A) In general.

(B) Application of improvement rules to a
leased building.

(I) Entire building.

(2) Portion of building.

(3) Property other than a building.

(i) In general.

(ii) Plant property.

(A) Definition.

(B) Unit of property for plant property.

(iii) Network assets.

(A) Definition.

(B) Unit of property for network assets.

(iv) Leased property other than buildings.

(4) Improvements to property.

(5) Additional rules.

(i) Year placed in service.

(ii) Change in subsequent taxable year.

(6) Examples.

(f) Special rules for determining improve-
ment costs.

(1) Improvements to leased property.

(i) In general.

(ii) Lessee improvements.

(A) Requirement to capitalize.

(B) Unit of property for lessee improve-
ments.

(iii) Lessor improvements.

(A) Requirement to capitalize.

(B) Unit of property for lessor improve-
ments.

(iv) Examples.

(2) Compliance with regulatory require-
ments.

(3) Certain costs incurred during an im-
provement.

(i) In general.

(ii) Exception for individuals’ residences.

(4) Aggregate of related amounts.

(g) Safe harbor for routine maintenance on
property other than buildings.

(1) In general.

(2) Rotable and temporary spare parts.

(3) Exceptions.

(4) Class life.

(5) Examples.

(h) Capitalization of betterments.

(1) In general.

(2) Betterments to buildings.

(3) Application of general rule.

(i) Facts and circumstances.

(ii) Unavailability of replacement parts.

(iii) Appropriate comparison.

(A) In general.

(B) Normal wear and tear.

(C) Particular event.

(4) Examples.

(i) Capitalization of restorations.

(1) In general.

(2) Restorations of buildings.

(3) Rebuild to like-new condition.

(4) Replacement of a major component or
substantial structural part.

(5) Examples.

§1.263(a)-1T

(j) Capitalization of amounts to adapt
property to a new or different use.

(1) In general.

(2) Adapting buildings to new or different
use.

(3) Examples.

(k) Optional regulatory accounting meth-
od.

(1) In general.

(2) Eligibility for regulatory accounting
method.

(3) Description of regulatory accounting
method.

(4) Examples.

(1) Methods of accounting authorized in
published guidance.

(m) Treatment of capital expenditures.

(n) Recovery of capitalized amounts.

(0) Accounting method changes.

(p) Effective/applicability date.

(q) Expiration date.

[T.D. 9564, 76 FR 81100, Dec. 27, 2011]

§1.263(a)-1 Capital expenditures; in
general.

(a) through (c) [Reserved] For further
guidance, see §1.263(a)&1T(a) through
(c).

(d) through (h) [Reserved] For further
guidance, see §1.263(a)-1T(d) through
(h).

[T.D. 9564, 76 FR 81101, Dec. 27, 2011]

§1.263(a)-1T Capital expenditures; in
general (temporary)—

(a) General rule for capital expendi-
tures. Except as provided in chapter 1 of
the Internal Revenue Code, no deduc-
tion is allowed for—

(1) Any amount paid for new build-
ings or for permanent improvements or
betterments made to increase the value
of any property or estate; or

(2) Any amount paid in restoring
property or in making good the exhaus-
tion thereof for which an allowance is
or has been made.

(b) Coordination with section 263A.
Section 263(a) generally requires tax-
payers to capitalize an amount paid to
acquire, produce, or improve real or
personal tangible property. Section
263A generally prescribes the direct
and indirect costs that must be capital-
ized to property produced by the tax-
payer and property acquired for resale.

(c) Examples of capital expenditures.
The following amounts paid are exam-
ples of capital expenditures:
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(1) An amount paid to acquire or
produce a unit of real or personal tan-
gible property. See §1.263(a)-2T.

(2) An amount paid to improve a unit
of real or personal tangible property.
See §1.263(a)-3T.

(3) An amount paid to acquire or cre-
ate intangibles. See §1.263(a)-4.

(4) An amount paid or incurred to fa-
cilitate an acquisition of a trade or
business, a change in capital structure
of a business entity, and certain other
transactions. See §1.263(a)-5.

(5) An amount paid to acquire or cre-
ate interests in land, such as ease-
ments, life estates, mineral interests,
timber rights, zoning variances, or
other interests in land.

(6) An amount assessed and paid
under an agreement between bond-
holders or shareholders of a corpora-
tion to be used in a reorganization of
the corporation or voluntary contribu-
tions by shareholders to the capital of
the corporation for any corporate pur-
pose. See section 118 and §1.118-1.

(7) An amount paid by a holding com-
pany to carry out a guaranty of divi-
dends at a specified rate on the stock
of a subsidiary corporation for the pur-
pose of securing new capital for the
subsidiary and increasing the value of
its stockholdings in the subsidiary.
This amount must be added to the cost
of the stock in the subsidiary.

(d) Amounts paid to sell property—
(1) In general. Commissions and other
transaction costs paid to facilitate the
sale of property generally must be cap-
italized. However, in the case of dealers
in property, amounts paid to facilitate
the sale of property are treated as ordi-
nary and necessary business expenses.
See §1.263(a)-5(g) for the treatment of
amounts paid to facilitate the disposi-
tion of assets that constitute a trade or
business.

(2) Treatment of capitaliced amount.
Amounts capitalized under paragraph
(d)(1) of this section are treated as a re-
duction in the amount realized and
generally are taken into account either
in the taxable year in which the sale
occurs or in the taxable year in which
the sale is abandoned if a loss deduc-
tion is permissible. The capitalized
amount is not added to the basis of the
property and is not treated as an intan-
gible under §1.263(a)-4.

26 CFR Ch. | (4-1-12 Edition)

(3) Examples. The following examples,
which assume the sale is not an install-
ment sale under section 453, illustrate
the rules of this paragraph (d):

Example 1. Sales costs of real property. X
owns a parcel of real estate. X sells the real
estate and pays legal fees, recording fees,
and sales commissions to facilitate the sale.
X must capitalize the fees and commissions
and, in the taxable year of the sale, offset
the fees and commissions against the
amount realized from the sale of the real es-
tate.

Example 2. Sales costs of dealers. Assume the
same facts as in Example 1, except that X is
a dealer in real estate. The commissions and
fees paid to facilitate the sale of the real es-
tate are treated as ordinary and necessary
business expenses under section 162.

Example 3. Sales costs of personal property
used in a trade or business. X owns a truck for
use in X’s trade or business. X decides to sell
the truck on November 15, Year 1. X pays for
an appraisal to determine a reasonable ask-
ing price. On February 15, Year 2, X sells the
truck to Y. X is required to capitalize in
Year 1 the amount paid to appraise the truck
and, in Year 2, is required to offset the
amount paid against the amount realized
from the sale of the truck.

Example 4. Costs of abandoned sale of per-
sonal property used in a trade or business. As-
sume the same facts as in Example 3, except
that, instead of selling the truck on Feb-
ruary 15, Year 2, X decides on that date not
to sell the truck and takes the truck off the
market. X is required to capitalize in Year 1
the amount paid to appraise the truck. How-
ever, X may treat the amount paid to ap-
praise the truck as a loss under section 165 in
Year 2 when the sale is abandoned.

Example 5. Sales costs of personal property
not used in a trade or business. Assume the
same facts as in Example 3, except that X
does not use the truck in X’s trade or busi-
ness, but instead uses it for personal pur-
poses. X decides to sell the truck and on No-
vember 15, Year 1, X pays for an appraisal to
determine a reasonable asking price. On Feb-
ruary 15, Year 2, X sells the truck to Y. X is
required to capitalize in Year 1 the amount
paid to appraise the truck and, in Year 2, is
required to offset the amount paid against
the amount realized from the sale of the
truck.

Example 6. Costs of abandoned sale of per-
sonal property not used in a trade or business.
Assume the same facts as in Erample 5, ex-
cept that, instead of selling the truck on
February 15, Year 2, X decides on that date
not to sell the truck and takes the truck off
the market. X is required to capitalize in
Year 1 the amount paid to appraise the
truck. Although the sale is abandoned in
Year 2, X may not treat the amount paid to
appraise the truck as a loss under section 165
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because the truck was not used in X’s trade
or business or in a transaction entered into
for profit.

(e) Amount paid. In the case of a tax-
payer using an accrual method of ac-
counting, the terms amount paid and
payment mean a liability incurred
(within the meaning of §1.446-
1(c)(1)(ii)). A liability may not be taken
into account under this section prior to
the taxable year during which the li-
ability is incurred.

(f) Accounting method changes. Except
as otherwise provided in this section, a
change to comply with this section is a
change in method of accounting to
which the provisions of sections 446 and
481, and the regulations thereunder
apply. A taxpayer seeking to change to
a method of accounting permitted in
this section must secure the consent of
the Commissioner in accordance with
§1.446-1(e) and follow the administra-
tive procedures issued under §1.446—
1(e)(3)(ii) for obtaining the Commis-
sioner’s consent to change its account-
ing method.

(g) Effective/applicability date. This
section applies to taxable years begin-
ning on or after January 1, 2012. For
the applicability of regulations to tax-
able years beginning before January 1,
2012, see §1.263(a)-1 in effect prior to
January 1, 2012 (§1.263(a)-1 as contained
in 26 CFR part 1 edition revised as of
April 1, 2011).

(h) Ezxpiration date. The applicability
of this section expires on December 23,
2014.

[T.D. 9564, 76 FR 81101, Dec. 27, 2011]

§1.263(a)-2 Amounts paid to acquire
or produce tangible property.

(a) through (h) [Reserved] For further
guidance, see §§1.263(a)-2T(a) through
(h).

(i) through (1) [Reserved] For further
guidance, see §§1.263(a)-2T(i) through
Q).

[T.D. 9564, 76 FR 81102, Dec. 27, 2011]

§1.263(a)-2T Amounts paid to acquire
or produce tangible property (tem-
porary).

(a) Owverview. This section provides
rules for applying section 263(a) to
amounts paid to acquire or produce a
unit of real or personal property. Para-
graph (b) of this section contains defi-
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nitions. Paragraph (c) of this section
contains the rules for coordinating this
section with other provisions of the In-
ternal Revenue Code. Paragraph (d) of
this section provides the general re-
quirement to capitalize amounts paid
to acquire or produce a unit of real or
personal property. Paragraph (e) of this
section provides the requirement to
capitalize amounts paid to defend or
perfect title to real or personal prop-
erty. Paragraph (f) of this section pro-
vides the rules for determining the ex-
tent to which taxpayers must cap-
italize transaction costs related to the
acquisition of property. Paragraph (g)
of this section provides a de minimis
rule for certain amounts paid for the
acquisition or production of property.
Paragraphs (h) and (i) of this section
address the treatment and recovery of
capital expenditures. Paragraph (j) of
this section provides for changes in
methods of accounting to comply with
this section, and paragraphs (k) and (1)
of this section provide the effective,
applicability, and expiration dates for
the rules under this section.

(b) Definitions. For purposes of this
section, the following definitions
apply:

(1) Amount paid. In the case of a tax-
payer using an accrual method of ac-
counting, the terms amount paid and
payment mean a liability incurred
(within the meaning of §1.446-
1(c)(1)(ii)). A liability may not be taken
into account under this section prior to
the taxable year during which the li-
ability is incurred.

(2) Personal property means tangible
personal property as defined in §1.48-
1(c).

(3) Real property means land and im-
provements thereto, such as buildings
or other inherently permanent struc-
tures (including items that are struc-
tural components of the buildings or
structures) that are not personal prop-
erty as defined in paragraph (b)(2) of
this section. Any property that con-
stitutes other tangible property under
§1.48-1(d) is treated as real property for
purposes of this section. Local law is
not controlling in determining whether
property is real property for purposes
of this section.

(4) Produce means construct, build,
install, manufacture, develop, create,
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raise, or grow. This definition is in-
tended to have the same meaning as
the definition used for purposes of sec-
tion 263A(g)(1) and §1.263A-2(a)(1)(1), ex-
cept that improvements are excluded
from the definition in this paragraph
(b)(4) and are separately defined and
addressed in §1.263(a)-3T.

(c) Coordination with other provisions
of the Internal Revenue Code—(1) In gen-
eral. Except as provided under the de
minimis rule in paragraph (g) of this
section, nothing in this section
changes the treatment of any amount
that is specifically provided for under
any provision of the Internal Revenue
Code or regulations thereunder other
than section 162(a) or section 212 and
the regulations under those sections.
For example, see section 263A requiring
taxpayers to capitalize the direct and
indirect costs of producing property or
acquiring property for resale. See also
section 195 requiring taxpayers to cap-
italize certain costs as start-up expend-
itures.

(2) Materials and supplies. Except as
provided under the de minimis rule in
paragraph (g) of this section, nothing
in this section changes the treatment
of amounts paid to acquire or produce
property that is properly treated as
materials and supplies under §1.162-3T.

(d) Acquired or produced tangible prop-
erty—(1) Requirement to capitalize. Ex-
cept as provided in paragraph (g) of
this section (providing the de minimis
rule) and in §1.162-3T (relating to ma-
terials and supplies), a taxpayer must
capitalize amounts paid to acquire or
produce a unit of real or personal prop-
erty (as determined under §1.263(a)-
3T(e)), including leasehold improve-
ment property, land and land improve-
ments, buildings, machinery and equip-
ment, and furniture and fixtures.
Amounts paid to acquire or produce a
unit of real or personal property in-
clude the invoice price, transaction
costs as determined under paragraph (f)
of this section, and costs for work per-
formed prior to the date that the unit
of property is placed in service by the
taxpayer (without regard to any appli-
cable convention under section 168(d)).
A taxpayer also must capitalize
amounts paid to acquire real or per-
sonal property for resale and to
produce real or personal property. See
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section 263A for the costs required to
be capitalized to property produced by
the taxpayer or to property acquired
for resale.

(2) Examples. The rules of this section
are illustrated by the following exam-
ples, in which it is assumed that the
taxpayer does not apply the de minimis
rule under paragraph (g) of this sec-
tion:

Example 1. Acquisition of personal property.
X purchases new cash registers for use in its
retail store located in leased space in a shop-
ping mall. Assume each cash register is a
unit of property as determined under
§1.263(a)-3T(e) and is not a material or sup-
ply under §1.162-3T. X must capitalize under
this paragraph (d)(1) the amount paid to ac-
quire each cash register.

Example 2. Acquisition of personal property
that is a material or supply; coordination with
§1.162-3T. X operates a fleet of aircraft. In
Year 1, X acquires a stock of component
parts, which it intends to use to maintain
and repair its aircraft. X does not make elec-
tions under §1.162-3T(d) to treat the mate-
rials and supplies as capital expenditures. In
Year 2, X uses the component parts in the re-
pair and maintenance of its aircraft. Because
the parts are materials and supplies under
§1.162-3T, X is not required to capitalize the
amounts paid for the parts under this para-
graph (d)(1). Rather, X must apply the rules
in §1.162-3T, governing the treatment of ma-
terials and supplies, to determine the treat-
ment of these amounts.

Example 3. Acquisition of unit of personal
property; coordination with §1.162-3T. X oper-
ates a rental business that rents out a vari-
ety of small individual items to customers
(rental items). X maintains a supply of rent-
al items on hand to replace worn or damaged
items. X purchases a large quantity of rental
items to be used in its business. Assume that
each of these rental items is a unit of prop-
erty under §1.263(a)-3T(e). Also assume that
a portion of the rental items are materials
and supplies under §1.162-3T(c)(1). Under
paragraph (d)(1) of this section, X must cap-
italize the amounts paid for the rental items
that are not materials and supplies under
§1.162-3T(c)(1). However, X must apply the
rules in §1.162-3T to determine the treat-
ment of the rental items that are materials
and supplies under §1.162-3T(c)(1).

Example 4. Acquisition or production cost. X
purchases and produces jigs, dies, molds, and
patterns for use in the manufacture of X’s
products. Assume that each of these items is
a unit of property as determined under
§1.263(a)-3T(e) and is not a material and sup-
ply under §1.162-3T(c)(1). X is required to
capitalize under paragraph (d)(1) of this sec-
tion the amounts paid to acquire and
produce the jigs, dies, molds, and patterns.
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See section 263A for the costs required to be
capitalized to the property acquired or pro-
duced by X.

Example 5. Acquisition of land. X purchases
a parcel of undeveloped real estate. X must
capitalize under paragraph (d)(1) of this sec-
tion the amount paid to acquire the real es-
tate. See paragraph (f) of this section for the
treatment of amounts paid to facilitate the
acquisition of real property.

Example 6. Acquisition of building. X pur-
chases a building. X must capitalize under
paragraph (d)(1) of this section the amount
paid to acquire the building. See paragraph
(f) of this section for the treatment of
amounts paid to facilitate the acquisition of
real property.

Example 7. Acquisition of property for resale
and production of property for sale. X pur-
chases goods for resale and produces other
goods for sale. X must capitalize under para-
graph (d)(1) of this section the amounts paid
to acquire and produce the goods. See sec-
tion 263A for the costs required to be capital-
ized to the property produced or property ac-
quired for resale.

Example 8. Production of building. X con-
structs a building. X must capitalize under
paragraph (d)(1) of this section the amount
paid to construct the building. See section
263A for the costs required to be capitalized
to the real property produced by X.

Example 9. Acquisition of assets constituting a
trade or business. Y owns tangible and intan-
gible assets that constitute a trade or busi-
ness. X purchases all the assets of Y in a tax-
able transaction. X must capitalize under
paragraph (d)(1) of this section the amount
paid for the tangible assets of Y. See
§1.263(a)—4 for the treatment of amounts paid
to acquire intangibles and §1.263(a)-5 for the
treatment of amounts paid to facilitate the
acquisition of assets that constitute a trade
or business. See section 1060 for special allo-
cation rules for certain asset acquisitions.

Example 10. Work performed prior to placing
the property in service. In Year 1, X purchases
a building for use as a business office. Prior
to placing the building in service, X incurs
costs to repair cement steps, refinish wood
floors, patch holes in walls, and paint the in-
teriors and exteriors of the building. In Year
2, X places the building in service and begins
using the building as its business office. As-
sume that the work that X performs does not
constitute an improvement to the building
or its structural components under §1.263(a)—
3T. Under §1.263-3T(e)(2)(i), the building and
its structural components is a single unit of
property. Under paragraph (d)(1) of this sec-
tion, the amounts paid must be capitalized
as costs of acquiring the building because
they were for work performed prior to X’s
placing the building in service.

Example 11. Work performed prior to placing
the property in service. In January Year 1, X
purchases a new machine for use in an exist-
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ing production line of its manufacturing
business. Assume that the machine is a unit
of property under §1.263(a)-3T(e) and is not a
material or supply under §1.162-3T. After the
machine is installed, X performs a critical
test on the machine to ensure that it will op-
erate in accordance with quality standards.
On November 1, Year 1, the critical test is
complete, and X places the machine in serv-
ice on the production line. X performs peri-
odic quality control testing after the ma-
chine is placed in service. Under paragraph
(d)(1) of this section, the amounts paid for
the installation and the critical test per-
formed before the machine is placed in serv-
ice must be capitalized as costs of acquiring
the machine. However, amounts paid for
periodic quality control testing after X
placed the machine in service are not re-
quired to be capitalized as a cost of acquiring
the machine.

(e) Defense or perfection of title to prop-
erty—(1) In general. Amounts paid to
defend or perfect title to real or per-
sonal property are amounts paid to ac-
quire or produce property within the
meaning of this section and must be
capitalized. See section 263A for the
costs required to be capitalized to prop-
erty produced by the taxpayer or to
property acquired for resale.

(2) Examples. The following examples
illustrate the rule of paragraph (e):

Example 1. Amounts paid to contest con-
demnation. X owns real property located in
County. County files an eminent domain
complaint condemning a portion of X’s prop-
erty to use as a roadway. X hires an attorney
to contest the condemnation. The amounts
that X paid to the attorney must be capital-
ized because they were to defend X’s title to
the property.

Example 2. Amounts paid to invalidate ordi-
nance. X is in the business of quarrying and
supplying for sale sand and stone in a certain
municipality. Several years after X estab-
lishes its business, the municipality in which
it is located passes an ordinance that pro-
hibits the operation of X’s business. X incurs
attorney’s fees in a successful prosecution of
a suit to invalidate the municipal ordinance.
X prosecutes the suit to preserve its business
activities and not to defend X’s title in the
property. Therefore, the attorney’s fees that
X paid are not required to be capitalized
under paragraph (e)(1) of this section. See
section 263A for the rules requiring direct
and allocable indirect costs (including other-
wise deductible costs) to be capitalized to
property produced or property acquired for
resale.

Example 3. Amounts paid to challenge build-
ing line. The board of public works of a mu-
nicipality establishes a building line across
X’s business property, adversely affecting
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the value of the property. X incurs legal fees
in unsuccessfully litigating the establish-
ment of the building line. The amounts X
paid to the attorney must be capitalized be-
cause they were to defend X’s title to the
property.

(f) Transaction costs—(1) In general. A
taxpayer must capitalize amounts paid
to facilitate the acquisition or produc-
tion of real or personal property. See
section 263A for the costs required to
be capitalized to property produced by
the taxpayer or to property acquired
for resale. See §1.263(a)-5 for the treat-
ment of amounts paid to facilitate the
acquisition of assets that constitute a
trade or business. See §1.167(a)-5 for al-
locations of facilitative costs between
depreciable and non-depreciable prop-
erty.

(2) Scope of facilitate—(i) In general.
Except as otherwise provided in this
section, an amount is paid to facilitate
the acquisition of real or personal
property if the amount is paid in the
process of investigating or otherwise
pursuing the acquisition. Whether an
amount is paid in the process of inves-
tigating or otherwise pursuing the ac-
quisition is determined based on all of
the facts and circumstances. In deter-
mining whether an amount is paid to
facilitate an acquisition, the fact that
the amount would (or would not) have
been paid but for the acquisition is rel-
evant but is not determinative.
Amounts paid to facilitate an acquisi-
tion include, but are not limited to, in-
herently facilitative amounts specified
in paragraph (f)(2)(ii) of this section.

(ii) Inherently facilitative amounts. An
amount is paid in the process of inves-
tigating or otherwise pursuing the ac-
quisition of real or personal property if
the amount is inherently facilitative.
An amount is inherently facilitative if
the amount is paid for—

(A) Transporting the property (for
example, shipping fees and moving
costs);

(B) Securing an appraisal or deter-
mining the value or price of property;

(C) Negotiating the terms or struc-
ture of the acquisition and obtaining
tax advice on the acquisition;

(D) Application fees, bidding costs, or
similar expenses;

(E) Preparing and reviewing the doc-
uments that effectuate the acquisition
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of the property (for example, preparing
the bid, offer, sales contract, or pur-
chase agreement);

(F) Examining and evaluating the
title of property;

(G) Obtaining regulatory approval of
the acquisition or securing permits re-
lated to the acquisition, including ap-
plication fees;

(H) Conveying property between the
parties, including sales and transfer
taxes, and title registration costs;

(I) Finders’ fees or brokers’ commis-
sions, including amounts paid that are
contingent on the successful closing of
the acquisition;

(J) Architectural, geological, engi-
neering, environmental, or inspection
services pertaining to particular prop-
erties; or

(K) Services provided by a qualified
intermediary or other facilitator of an
exchange under section 1031.

(iii) Special rule for acquisitions of real
property—(A) In general. Except as pro-
vided in paragraph (f)(2)(ii) of this sec-
tion (relating to inherently facilitative
amounts), an amount paid by the tax-
payer in the process of investigating or
otherwise pursuing the acquisition of
real property does not facilitate the ac-
quisition if it relates to activities per-
formed in the process of determining
whether to acquire real property and
which real property to acquire.

(B) Acquisitions of real and personal
property in a single transaction. An
amount paid by the taxpayer in the
process of investigating or otherwise
pursuing the acquisition of personal
property facilitates the acquisition of
such personal property even if such
property is acquired in a single trans-
action that also includes the acquisi-
tion of real property subject to the spe-
cial rule set out in paragraph
(£)(2)(iii)(A) of this section. A taxpayer
may use a reasonable allocation to de-
termine which costs facilitate the ac-
quisition of personal property and
which costs relate to the acquisition of
real property and are subject to the
special rule of paragraph (f)(2)(iii)(A) of
this section.

(iv) Employee compensation and over-
head costs—(A) In general. For purposes
of paragraph (f) of this section,
amounts paid for employee compensa-
tion (within the meaning of §1.263(a)-
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4(e)(4)(ii)) and overhead are treated as
amounts that do not facilitate the ac-
quisition of real or personal property.
See section 263A, however, for the
treatment of employee compensation
and overhead costs required to be cap-
italized to property produced by the
taxpayer or to property acquired for re-
sale.

(B) Election to capitalize. A taxpayer
may elect to treat amounts paid for
employee compensation or overhead as
amounts that facilitate the acquisition
of property. The election is made sepa-
rately for each acquisition and applies
to employee compensation or overhead,
or both. For example, a taxpayer may
elect to treat overhead, but not em-
ployee compensation, as amounts that
facilitate the acquisition of property. A
taxpayer makes the election by treat-
ing the amounts to which the election
applies as amounts that facilitate the
acquisition in the taxpayer’s timely
filed original Federal income tax re-
turn (including extensions) for the tax-
able year during which the amounts
are paid. In the case of an S corpora-
tion or a partnership, the election is
made by the S corporation or by the
partnership, and not by the share-
holders or partners. A taxpayer may
revoke an election made under this
paragraph (f)(2)(iv)(B) with respect to
each acquisition only by filing a re-
quest for a private letter ruling and ob-
taining the Commissioner’s consent to
revoke the election. The Commissioner
may grant a request to revoke this
election if the taxpayer can dem-
onstrate good cause for the revocation.
An election may not be made or re-
voked through the filing of an applica-
tion for change in accounting method
or, before obtaining the Commis-
sioner’s consent to make the late elec-
tion or to revoke the election, by filing
an amended Federal income tax return.

(3) Treatment of transaction costs—(i)
In general. All amounts paid to facili-
tate the acquisition or production of
real or personal property are capital
expenditures. Facilitative amounts al-
locable to real or personal property
must be included in the basis of the
property acquired or produced.

(ii) Treatment of inherently facilitative
amounts. Inherently facilitative
amounts allocable to real or personal

§1.263(a)-21

property are capital expenditures re-
lated to such property even if the prop-
erty is not eventually acquired or pro-
duced. Inherently facilitative amounts
allocable to real or personal property
not acquired may be allocated to those
properties and recovered as appropriate
in accordance with the applicable pro-
visions of the Internal Revenue Code
and the regulations thereunder (for ex-
ample, sections 165, 167, or 168). See
paragraph (i) of this section for the re-
covery of capitalized amounts.

(4) Examples. The following examples
illustrate the rules of paragraph (f) of
this section:

Example 1. Broker’s fees to facilitate an ac-
quisition. X decides to purchase a building in
which to relocate its offices and hires a real
estate broker to find a suitable building. X
pays fees to the broker to find property for
X to acquire. Under paragraph (f)(2)(ii)(I) of
this section, X must capitalize the amounts
paid to the broker because these costs are in-
herently facilitative of the acquisition of
real property.

Example 2. Inspection and survey costs to fa-
cilitate an acquisition. X decides to purchase
building A and pays amounts to third-party
contractors for a termite inspection and an
environmental survey of building A. Under
paragraph (f)(2)(ii)(J) of this section, X must
capitalize the amounts paid for the inspec-
tion and the survey of the building because
these costs are inherently facilitative of the
acquisition of real property.

Example 3. Moving costs to facilitate an ac-
quisition. X purchases all the assets of Y and,
in connection with the purchase, hires a
transportation company to move storage
tanks from Y’s plant to X’s plant. Under
paragraph (£)(2)(ii)(A) of this section, X must
capitalize the amount paid to move the stor-
age tanks from Y’s plant to X’s plant be-
cause this cost is inherently facilitative to
the acquisition of personal property.

Example 4. Geological and geophysical costs;
coordination with other provisions. X is in the
business of exploring, purchasing, and devel-
oping properties in the United States for the
production of oil and gas. X considers acquir-
ing a particular property but first incurs
costs for the services of an engineering firm
to perform geological and geophysical stud-
ies to determine if the property is suitable
for oil or gas production. Assume that the
amounts that X paid to the engineering firm
constitute geological and geophysical ex-
penditures under section 167(h). Although
the amounts that X paid for the geological
and geophysical services are inherently fa-
cilitative to the acquisition of real property
under paragraph (£)(2)(ii)(J) of this section, X
is not required to include those amounts in

553



§1.263(a)-21

the basis of the real property acquired. Rath-
er, under paragraph (c) of this section, X
must capitalize these costs separately and
amortize such costs as required under sec-
tion 167(h) (addressing the amortization of
geological and geophysical expenditures).

Example 5. Scope of facilitate. X is in the
business of providing legal services to cli-
ents. X is interested in acquiring a new con-
ference table for its office. X hires and incurs
fees for an interior designer to shop for,
evaluate, and make recommendations to X
regarding which new table to acquire. Under
paragraphs (f)(1) and (2) of this section, X
must capitalize the amounts paid to the in-
terior designer to provide these services be-
cause they are paid in the process of inves-
tigating or otherwise pursuing the acquisi-
tion of personal property.

Example 6. Transaction costs allocable to mul-
tiple properties. X, a retailer, wants to acquire
land for the purpose of building a new dis-
tribution facility for its products. X con-
siders various properties on highway A in
state B. X incurs fees for the services of an
architect to advise and evaluate the suit-
ability of the sites for the type of facility
that X intends to construct on the selected
site. X must capitalize the architect fees as
amounts paid to acquire land because these
amounts are inherently facilitative to the
acquisition of land under paragraph
(£)(2)(i1)(J) of this section.

Example 7. Transaction costs allocable to mul-
tiple properties. X, a retailer, wants to acquire
land for the purpose of building a new dis-
tribution facility for its products. X con-
siders various properties on highway A in
state B. X incurs fees for the services of an
architect to prepare preliminary floor plans
for a building that X could construct at any
of the sites. Under these facts, the archi-
tect’s fees are not inherently facilitative to
the acquisition of land under paragraph
(£)(2)(iii)(J) of this section but are allocable
as construction costs of the building under
section 263A. Therefore, X does not capitalize
the architect fees as amounts paid to acquire
land but instead must capitalize these costs
as indirect costs allocable to the production
of property under section 263A.

Example 8. Special rule for acquisitions of real
property. X owns several retail stores. X de-
cides to examine the feasibility of opening a
new store in city A. In October, Year 1, X
hires and incurs costs for a development con-
sulting firm to study city A and perform
market surveys, evaluate zoning and envi-
ronmental requirements, and make prelimi-
nary reports and recommendations as to
areas that X should consider for purposes of
locating a new store. In December, Year 1, X
continues to consider whether to purchase
real property in city 4 and which property to
acquire. X hires, and incurs fees for, an ap-
praiser to perform appraisals on two dif-
ferent sites to determine a fair offering price
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for each site. In March, Year 2, X decides to
acquire one of these two sites for the loca-
tion of its new store. At the same time, X de-
termines not to acquire the other site. Under
paragraph (f)(2)(iii) of this section, X is not
required to capitalize amounts paid to the
development consultant in Year 1 because
the amounts relate to activities performed in
the process of determining whether to ac-
quire real property and which real property
to acquire and the amounts are not inher-
ently facilitative costs under paragraph
(£)(2)(ii) of this section. However, X must
capitalize amounts paid to the appraiser in
Year 1 because the appraisal costs are inher-
ently facilitative costs under paragraph
(£)(2)(i1)(B) of this section. In Year 2, X must
include the appraisal costs allocable to prop-
erty acquired in the basis of the property ac-
quired and may recover the appraisal costs
allocable to the property not acquired in ac-
cordance with paragraphs (f)(3)(ii) and (i) of
this section.

Example 9. Employee compensation and over-
head. X, a freight carrier, maintains an ac-
quisition department whose sole function is
to arrange for the purchase of vehicles and
aircraft from manufacturers or other parties
to be used in its freight carrying business. As
provided in paragraph (f)(2)(iv)(A) of this sec-
tion, X is not required to capitalize any por-
tion of the compensation paid to employees
in its acquisition department or any portion
of its overhead allocable to its acquisition
department. However, under paragraph
(£)(2)(iv)(B) of this section, X may elect to
capitalize the compensation and overhead
costs allocable to the acquisition of a vehicle
or aircraft by treating these amounts as
costs that facilitate the acquisition of that
property in its timely filed original federal
income tax return for the year the amounts
are paid.

(g8) De minimis rule—(1) In general. Ex-
cept as otherwise provided in this para-
graph (g), a taxpayer is not required to
capitalize under paragraph (d)(1) of this
section nor treat as a material or sup-
ply under §1.162-3T(a) amounts paid for
the acquisition or production (includ-
ing any amounts paid to facilitate the
acquisition or production) of a unit of
property (as determined under
§1.263(a)-3T(e)) or for the acquisition or
production of any material or supply
(as defined in §1.162-3T(c)(1)) if—

(i) The taxpayer has an applicable fi-
nancial statement (as defined in para-
graph (g)(6) of this section);

(ii) The taxpayer has at the begin-
ning of the taxable year written ac-
counting procedures treating as an ex-
pense for non-tax purposes the
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amounts paid for property costing less
than a certain dollar amount;

(iii) The taxpayer treats the amounts
paid during the taxable year as an ex-
pense on its applicable financial state-
ment in accordance with its written ac-
counting procedures; and

(iv) The total aggregate of amounts
paid and not capitalized under para-
graph (g)(1) of this section and §1.162-
3T(f) (materials and supplies) for the
taxable year are less than or equal to
the greater of—

(A) 0.1 percent of the taxpayer’s gross
receipts for the taxable year as deter-
mined for Federal income tax purposes;
or

(B) 2 percent of the taxpayer’s total
depreciation and amortization expense
for the taxable year as determined in
its applicable financial statement.

(2) Exceptions to de minimis rule. The
de minimis rule in paragraph (g)(1) of
this section does not apply to the fol-
lowing:

(i) Amounts paid for property that is
or is intended to be included in inven-
tory property; and

(ii) Amounts paid for land.

(3) Additional rules. Property to which
a taxpayer applies the de minimis rule
contained in paragraph (g) of this sec-
tion is not treated upon sale or other
disposition as a capital asset under sec-
tion 1221 or as property used in the
trade or business under section 1231.
The cost of property to which a tax-
payer properly applies the de minimis
rule contained in paragraph (g) of this
section is not required to be capitalized
under section 263A to a separate unit of
property but may be required to be
capitalized as a cost of other property
if incurred by reason of the production
of the other property. See, for example,
§1.263A-1(e)(3)(ii)(R) requiring tax-
payers to capitalize the cost of tools
and equipment allocable to property
produced or property acquired for re-
sale.

(4) Election to capitalice. A taxpayer
may elect not to apply the de minimis
rule contained in paragraph (g)(1) of
this section. An election made under
this paragraph (g)(4) may apply to any
unit of property during the taxable
year to which paragraph (g)(1) of this
section would apply (but for the elec-
tion under this paragraph (g)(4)). A tax-
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payer makes the election by capital-
izing the amounts paid to acquire or
produce the unit of property in the tax-
able year the amounts are paid and by
beginning to recover the costs when
the unit of property is placed in service
by the taxpayer for the purposes of de-
termining depreciation under the ap-
plicable provisions of the Internal Rev-
enue Code and the regulations there-
under. A taxpayer must make this elec-
tion on its timely filed original Federal
income tax return (including exten-
sions) for the taxable year the unit of
property is placed in service by the
taxpayer for the purposes of deter-
mining depreciation. In the case of an
S corporation or a partnership, the
election is made by the S corporation
or by the partnership, and not by the
shareholders or partners. A taxpayer
may revoke an election made under
this paragraph (g)(4) with respect to a
unit of property only by filing a re-
quest for a private letter ruling and ob-
taining the Commissioner’s consent to
revoke the election. The Commissioner
may grant a request to revoke this
election if the taxpayer can dem-
onstrate good cause for the revocation.
An election may not be made or re-
voked through the filing of an applica-
tion for change in accounting method
or by filing an amended Federal in-
come tax return.

(5) Materials and supplies. A taxpayer
must treat amounts paid to acquire or
produce a unit of property that is a
material or supply as defined under
§1.162-3T(c)(1) under §1.162-3T unless
the taxpayer elects under §1.162-3T(f)
to apply the de minimis rule to that
property under this paragraph (g).
Property to which a taxpayer applies
the de minimis rule contained in para-
graph (g) of this section is not treated
as a material or supply under §1.162-3T.

(6) Definition of applicable financial
statement. For purposes of this section
(g), the taxpayer’s applicable financial
statement is the taxpayer’s financial
statement listed in paragraphs (g)(6)(i)
through (iii) of this section that has
the highest priority (including within
paragraph (g)(6)(ii) of this section). The
financial statements are, in descending
priority—
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(i) A financial statement required to
be filed with the Securities and Ex-
change Commission (SEC) (the 10-K or

the Annual Statement to Share-
holders);
(ii) A certified audited financial

statement that is accompanied by the
report of an independent CPA (or in the
case of a foreign entity, by the report
of a similarly qualified independent
professional), that is used for—

(A) Credit purposes;

(B) Reporting to shareholders, part-
ners, or similar persons; or

(C) Any other substantial non-tax
purpose; or

(iii) A financial statement (other
than a tax return) required to be pro-
vided to the federal or a state govern-
ment or any federal or state agencies
(other than the SEC or the Internal
Revenue Service).

(T) Application to consolidated group
member. If the taxpayer is a member of
a consolidated group for federal income
tax purposes and the member’s finan-
cial results are reported on the applica-
ble financial statement (as defined in
paragraph (g)(6) of this section) for the
consolidated group then, for purposes
of paragraphs (g)(1)(ii) and (g)(1)(iii) of
this section, the written accounting
procedures provided for the group and
utilized for the group’s applicable fi-
nancial statement may be treated as
the written accounting procedures of
the member.

(8) Examples. The following examples
illustrate the rule of this paragraph
(8):

Example 1. De minimis rule. X purchases 10
printers at $200 each for a total cost of $2,000.
Assume that each printer is a unit of prop-
erty under §1.263(a)-3T(e) and is not a mate-
rial or supply under §1.162-3T. X has an ap-
plicable financial statement and a written
policy at the beginning of the taxable year
to expense amounts paid for property costing
less than $500. X treats the amounts paid for
the printers as an expense on its applicable
financial statement. Assume that the total
aggregate amounts treated as de minimis
and not capitalized by X under paragraphs
(2)(1)(@{), (i), and (iii) of this section, includ-
ing the amounts paid for the printers, are
less than or equal to the greater of 0.1 per-
cent of total gross receipts or 2 percent of
X’s total financial statement depreciation
under paragraph (g)(1)(iv) of this section. X
is not required to capitalize the amounts
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paid for the 10 printers under paragraph
(2)(1) of this section.

Example 2. De minimis rule not met. X is a
member of a consolidated group for federal
income tax purposes. X’s financial results
are reported on the consolidated applicable
financial statements for the affiliated group.
X’s affiliated group has a written policy at
the beginning of Year 1, which is followed by
X, to expense amounts paid for property
costing less than $500. In Year 1, X pays
$160,000 to purchase 400 computers at $400
each. Assume that each computer is a unit of
property under §1.263(a)-3T(e), is not a mate-
rial or supply under §1.162-3T, and that X in-
tends to treat the cost of only the computers
as de minimis under paragraph (g)(1) of this
section. X treats the amounts paid for the
computers as an expense on the applicable fi-
nancial statements for the affiliated group.
For its Year 1 taxable year, X has gross re-
ceipts of $125,000,000 for Federal tax purposes
and reports $7,000,000 of it’s own depreciation
and amortization expense on the affiliated
group’s applicable financial statement. Thus,
in order to meet the criteria of paragraph
(2)(1)(iv) of this section for Year 1, the total
aggregate amounts paid and not capitalized
by X under paragraphs (g)(1)(i), (ii), and (iii)
of this section must be less than or equal to
the greater of $125,000 (0.1 percent of X’s
total gross receipts of $125,000,000) or $140,000
(2 percent of X’s total depreciation and am-
ortization of $7,000,000). Because X pays
$160,000 for the computers and this amount
exceeds $140,000, the greater of the two limi-
tations provided in paragraph (g)(1)(iv) of
this section, X may not apply the de minimis
rule under paragraph (g)(1) of this section to
the total amounts paid for the 400 com-
puters.

Example 3. De minimis rule; election to cap-
italize. Assume the same facts as in Example
2, except that X makes an election under
paragraph (g)(4) of this section to capitalize
$20,000, the amounts paid to acquire 50 of the
400 computers purchased in Year 1. Under
these facts, the $140,000 paid by X in Year 1
for the remaining 350 computers qualifies for
the de minimis rule under paragraph (g)(1) of
this section because this amount is equal to
2 percent of X’s total depreciation ($140,000),
the greater of the two amounts calculated
under paragraph (g)(1)(iv) of this section. Ac-
cordingly, X is not required to capitalize the
amounts paid to acquire the 350 computers in
Year 1.

Example 4. Election to apply de minimis rule
to certain materials and supplies. (i) X is a cor-
poration that provides consulting services to
its customers. X has an applicable financial
statement and a written policy at the begin-
ning of the taxable year to expense amounts
paid for property costing $500 or less. In Year
1, X purchases 200 computers at $500 each for
a total cost of $100,000. Assume that each
computer is a unit of property under
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§1.263(a)-3T(e) and is not a material or sup-
ply under §1.162-3T. In addition, X purchases
200 office chairs at $100 each for a total cost
of $20,000 and 250 customized briefcases at $80
each for a total cost of $20,000. Assume that
each office chair and each briefcase is a ma-
terial or supply under §1.162-3T(c)(1). In Year
1, X also acquires 10 books at $100 each,
which are also materials and supplies under
§1.162-3T(c)(1). X makes the election under
§1.162-3T(f) to apply the de minimis rule to
the office chairs and briefcases, but does not
make that election for the books and treats
the books as materials and supplies in ac-
cordance with the provisions of §1.162-3T. X
treats the amounts paid for the computers,
office chairs, and briefcases as expenses on
its applicable financial statement. Assume
also that for Year 1, the amounts that X paid
for the computers, office chairs, and brief-
cases are the only amounts that X intends to
treat as de minimis costs not capitalized
under paragraph (g)(1) of this section. For its
Year 1 taxable year, X has gross receipts of
$125,000,000 and reports $7,000,000 of deprecia-
tion and amortization on its applicable fi-
nancial statement.

(ii) In order to meet the requirements of
paragraph (g)(1)(iv) of this section for Year 1,
X’s total aggregate amounts paid and not
capitalized under paragraphs (g)(1){), (i),
and (iii) of this section must be less than or
equal to the greater of $125,000 (0.1 percent of
X’s total gross receipts of $125,000,000) or
$140,000 (2 percent of X’s total depreciation
and amortization of $7,000,000). X pays a total
of $140,000 ($100,000 + $20,000 + $20,000) for the
computers, office chairs, and briefcases. X is
not required to include the amounts paid for
the books in this computation because X has
not elected under §1.162-3T(f) to apply the de
minimis rule to the books. Thus, the total
aggregate amounts paid and not capitalized
under paragraph (g)(1) of this section is equal
to $140,000 (2 percent of X’s total financial
depreciation), the greater of the two limita-
tions set out under paragraph (g)(1)(iv) of
this section. Accordingly, under paragraph
(2)(1) of this section, in Year 1, X may treat
as de minimis and is not required to cap-
italize the $140,000 paid to acquire the com-
puters, office chairs, and briefcases.

(h) Treatment of capital expenditures.
Amounts required to be capitalized
under this section are capital expendi-
tures and must be taken into account
through a charge to capital account or
basis, or in the case of property that is
inventory in the hands of a taxpayer,
through inclusion in inventory costs.
See section 263A for the treatment of
direct and certain indirect costs of pro-
ducing property or acquiring property
for resale.
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(i) Recovery of capitaliced amounts—(1)
In general. Amounts that are capital-
ized under this section are recovered
through depreciation, cost of goods
sold, or by an adjustment to basis at
the time the property is placed in serv-
ice, sold, used, or otherwise disposed of
by the taxpayer. Cost recovery is deter-
mined by the applicable provisions of
the Internal Revenue Code and regula-
tions relating to the use, sale, or dis-
position of property.

(2) Examples. The following examples
illustrate the rule of paragraph (i)(1) of
this section. Assume that X does not
apply the de minimis rule under para-
graph (g) of this section.

Example 1. Recovery when property placed
in service. X owns a 10-unit apartment build-
ing. The refrigerator in one of the apart-
ments stops functioning, and X purchases a
new refrigerator to replace the old one. X
pays for the acquisition, delivery, and instal-
lation of the new refrigerator. Assume that
the refrigerator is the unit of property, as
determined under §1.263(a)-3T(e), and is not a
material or supply under §1.162-3T. Under
paragraph (d)(1) of this section, X is required
to capitalize the amounts paid for the acqui-
sition, delivery, and installation of the re-
frigerator. Under paragraph (i) of this sec-
tion, the capitalized amounts are recovered
through depreciation, which begins when the
refrigerator is placed in service by X.

Example 2. Recovery when property used in
the production of property. X operates a
plant where it manufactures widgets. X pur-
chases a tractor loader to move raw mate-
rials into and around the plant for use in the
manufacturing process. Assume that the
tractor loader is a unit of property, as deter-
mined under §1.263(a)-3T(e), and is not a ma-
terial or supply under §1.162-3T. Under para-
graph (d)(1) of this section, X is required to
capitalize the amounts paid to acquire the
tractor loader. Under paragraph (i) of this
section, the capitalized amounts are recov-
ered through depreciation, which begins
when X places the tractor loader in service.
However, because the tractor/loader is used
in the production of property, under section
263A the cost recovery (that is, the deprecia-
tion) on the capitalized amounts must be
capitalized to X’s property produced, and,
consequently, recovered through cost of
goods sold. See §1.263A-1(e)(3)(1i)(D).

(j) Accounting method changes. Except
as otherwise provided in this section, a
change to comply with this section is a
change in method of accounting to
which the provisions of sections 446 and
481, and the regulations thereunder
apply. A taxpayer seeking to change to
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a method of accounting permitted in
this section must secure the consent of
the Commissioner in accordance with
§1.446-1(e) and follow the administra-
tive procedures issued under §1.446—
1(e)(3)(ii) for obtaining the Commis-
sioner’s consent to change its account-
ing method.

(k) Effective/applicability date. Except
for paragraphs (£)(2)(ii),
() (2)([v),(£)(3)(ii) and (g) of this section,
this section generally applies to tax-
able years beginning on or after Janu-
ary 1, 2012. Paragraphs (f)(2)(iii),
) (2)dv), (£)(3)({i), and (g) of this sec-
tion apply to amounts paid or incurred
(to acquire or produce property) in tax-
able years beginning on or after Janu-
ary 1, 2012. For the applicability of reg-
ulations to taxable years beginning be-
fore January 1, 2012, see §1.263(a)-2 in
effect prior to January 1, 2012
(§1.263(a)-2 as contained in 26 CFR part
1 edition revised as of April 1, 2011).

(1) Expiration Date. The applicability
of this section expires on December 23,
2014.

[T.D. 9564, 76 FR 81102, Dec. 27, 2011, as
amended by 77 FR 18687, Mar. 28, 2012]

§1.263(a)-3 Amounts paid to improve
tangible property.
(a) and (b) [Reserved] For further
guidance, see §1.263(a)-3T(a) and (b).
(c) through (q) [Reserved] For further
guidance, see §§1.263(a)-3T(c) through
().

[T.D. 9564, 76 FR 81107, Dec. 27, 2011]

§1.263(a)-3T Amounts paid to improve
tangible property (temporary).

(a) Owverview. This section provides
rules for applying section 263(a) to
amounts paid to improve tangible prop-
erty. Paragraph (b) of this section pro-
vides definitions. Paragraph (c) of this
section provides rules for coordinating
this section with other provisions of
the Internal Revenue Code. Paragraph
(d) of this section provides the require-
ment to capitalize amounts paid to im-
prove tangible property and provides
the general rules for determining
whether a unit of property is improved.
Paragraph (e) of this section provides
the rules for determining the appro-
priate unit of property. Paragraph (f)
of this section provides special rules
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for determining improvement costs in
particular contexts. Paragraph (g) pro-
vides a safe harbor for routine mainte-
nance costs. Paragraph (h) of this sec-
tion provides rules for determining
whether amounts paid result in better-
ments to the unit of property. Para-
graph (i) of this section provides rules
for determining whether amounts paid
restore the unit of property. Paragraph
(j) of this section provides rules for
amounts paid to adapt the unit of prop-
erty to a new or different use. Para-
graph (K) of this section provides an
optional regulatory accounting meth-
od. Paragraph (1) of this section pro-
vides for a repair allowance or other
methods of accounting identified in
published guidance. Paragraphs (m)
through (o) of this section provide ad-
ditional rules related to these provi-
sions. Paragraphs (p) and (q) of this
section provides the effective/applica-
bility and expiration dates for the rules
in this section.

(b) Definitions. For purposes this sec-
tion, the following definitions apply:

(1) Amount paid. In the case of a tax-
payer using an accrual method of ac-
counting, the terms amounts paid and
payment mean a liability incurred
(within the meaning of §1.446-
1(c)(1)(ii)). A liability may not be taken
into account under this section prior to
the taxable year during which the li-
ability is incurred.

(2) Personal property means tangible
personal property as defined in §1.48-
1(c).

(3) Real property means land and im-
provements thereto, such as buildings
or other inherently permanent struc-
tures (including items that are struc-
tural components of the buildings or
structures) that are not personal prop-
erty as defined in paragraph (b)(2) of
this section. Any property that con-
stitutes other tangible property under
§1.48-1(d) is also treated as real prop-
erty for purposes of this section. Local
law is not controlling in determining
whether property is real property for
purposes of this section.

(4) Owner means the taxpayer that
has the benefits and burdens of owner-
ship of the unit of property for Federal
income tax purposes.
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(c) Coordination with other provisions
of the Internal Revenue Code—(1) In gen-
eral. Nothing in this section changes
the treatment of any amount that is
specifically provided for under any pro-
vision of the Internal Revenue Code or
the regulations other than section
162(a) or section 212 and the regulations
under those sections. For example, see
section 263A requiring taxpayers to
capitalize the direct and indirect costs
of producing property or acquiring
property for resale.

(2) Materials and supplies. A material
or supply as defined in §1.162-3T(c)(1)
that is acquired and used to improve a
unit of tangible property is subject to
this section and is not treated as a ma-
terial or supply under §1.162-3T.

(3) Exception for amounts subject to de
minimis rule. A taxpayer is not required
to capitalize amounts paid to acquire
or produce units of property used in
improvements under paragraph (d) of
this section (including materials and
supplies used in improvements) if these
amounts are properly deducted under
the de minimis rule of section
§1.263(a)-2(g).

(3) Example. The following example il-
lustrates the rules of this paragraph
(c):

Example. Railroad rolling stock. X is a rail-
road that properly treats amounts paid for
the rehabilitation of railroad rolling stock
as deductible expenses under section 263(d).
X is not required to capitalize the amounts
paid because nothing in this section changes
the treatment of amounts specifically pro-
vided for under section 263(d).

(d) Requirement to capitalize amounts
paid for improvements. Except as pro-
vided in the optional regulatory ac-
counting method in paragraph (k) of
this section or under any other ac-
counting method published in accord-
ance with paragraph (1) of this section,
a taxpayer generally must capitalize
the aggregate of related amounts (as
defined in paragraph (f)(4) of this sec-
tion) paid to improve a unit of property
owned by the taxpayer. However, see
paragraph (f)(1) of this section for the
treatment of amounts paid to improve
leased property. See section 263A for
the costs required to be capitalized to
property produced by the taxpayer or
to property acquired for resale; section
1016 for adding capitalized amounts to
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the basis of the unit of property; and
section 168 for the treatment of addi-
tions or improvements for depreciation
purposes. For purposes of this section,
a unit of property is improved if the
amounts paid for activities performed
after the property is placed in service
by the taxpayer—

(1) Result in a betterment to the unit
of property (see paragraph (h) of this
section);

(2) Restore the unit of property (see
paragraph (i) of this section); or

(3) Adapt the unit of property to a
new or different use (see paragraph (j)
of this section).

(e) Determining the unit of property—
(1) In general. The unit of property
rules in this paragraph (e) apply only
for purposes of section 263(a) and
§§1.263(a)-1T, 1.263(a)-2T, 1.263(a)-3T,
and 1.162-3T. Unless otherwise speci-
fied, the unit of property determina-
tion is based upon the functional inter-
dependence standard provided in para-
graph (e)(3)(i) of this section. However,
special rules are provided for buildings
(see paragraph (e)(2) of this section),
plant property (see paragraph (e)(3)(ii)
of this section), network assets (see
paragraph (e)(3)(iii) of this section),
leased property (see paragraph (e)(2)(v)
of this section for leased buildings and
paragraph (e)(3)(iv) of this section for
leased property other than buildings),
and improvements to property (see
paragraph (e)(4) of this section). Addi-
tional rules are provided if a taxpayer
has assigned different MACRS classes
or depreciation methods to components
of property or subsequently changes
the class or depreciation method of a
component or other item of property
(see paragraph (e)(5) of this section).
Property that is aggregated or subject
to a general asset account election or
accounted for in a multiple asset ac-
count (that is, pooled) may not be
treated as a single unit of property.

(2) Building—(1) In general. Except as
otherwise provided in paragraphs (e)(4),
(e)(5)(ii), and (f)(1)(ii)(B) of this section,
in the case of a building (as defined in
§1.48-1(e)(1)), each building and its
structural components (as defined in
§1.48-1(e)(2)) is a single unit of property
(“‘building’’).
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(ii) Application of improvement rules to
a building. An amount is paid for an im-
provement to a building under para-
graphs (d) and (f)(1)(iii) of this section
if the amount paid results in an im-
provement under paragraph (h), (i), or
(j) of this section to any of the fol-
lowing:

(A) Building structure. A building
structure consists of the building (as
defined in §1.48-1(e)(1)), and its struc-
tural components (as defined in §1.48-
1(e)(2)), other than the structural com-
ponents designated as buildings sys-
tems in paragraph (e)(2)(ii)(B) of this
section.

(B) Building system. Each of the fol-
lowing structural components (as de-
fined in §1.48-1(e)(2)), including the
components thereof, constitutes a
building system that is separate from
the building structure, and to which
the improvement rules must be ap-
plied—

(I) Heating, ventilation, and air con-
ditioning (‘“‘HVAC”’) systems (including
motors, compressors, boilers, furnace,
chillers, pipes, ducts, radiators);

(2) Plumbing systems (including
pipes, drains, valves, sinks, bathtubs,
toilets, water and sanitary sewer col-
lection equipment, and site utility
equipment used to distribute water and
waste to and from the property line
and between buildings and other per-
manent structures);

(3) Electrical systems (including wir-
ing, outlets, junction boxes, lighting
fixtures and associated connectors, and
site utility equipment used to dis-
tribute electricity from property line
to and between buildings and other per-
manent structures);

(4) All escalators;

(5) All elevators;

(6) Fire-protection and alarm sys-
tems (including sensing devices, com-
puter controls, sprinkler heads, sprin-
kler mains, associated piping or plumb-
ing, pumps, visual and audible alarms,
alarm control panels, heat and smoke
detection devices, fire escapes, fire
doors, emergency exit lighting and
signage, and fire fighting equipment,
such as extinguishers, hoses);

(7) Security systems for the protec-
tion of the building and its occupants
(including window and door locks, se-
curity cameras, recorders, monitors,
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motion detectors, security lighting,
alarm systems, entry and access sys-
tems, related junction boxes, associ-
ated wiring and conduit);

(8) Gas distribution system (includ-
ing associated pipes and equipment
used to distribute gas to and from
property line and between buildings or
permanent structures); and

(9) Other structural components iden-
tified in published guidance in the FED-
ERAL REGISTER or in the Internal Rev-
enue Bulletin (see §601.601(d)(2)(ii)(b) of
this chapter) that are excepted from
the building structure under paragraph
(e)(2)(ii)(A) of this section and are spe-
cifically designated as building sys-
tems under this section.

(iii) Condominium—(A) In general. In
the case of a taxpayer that is the
owner of an individual unit in a build-
ing with multiple units (such as a con-
dominium), the unit of property is the
individual unit owned by the taxpayer
and the structural components (as de-
fined in §1.48-1(e)(2)) that are part of
the unit (condominium).

(B) Application of improvement rules to
a condominium. An amount is paid for
an improvement to a condominium
under paragraph (d) of this section if
the amount paid results in an improve-
ment under paragraph (h), (i), or (j) of
this section to the building structure
(as defined in paragraph (e)(2)(ii)(A) of
this section) that is part of the condo-
minium or to the portion of any build-
ing system (as defined in paragraph
(e)(2)(ii)(B) of this section) that is part
of the condominium. In the case of the
condominium management associa-
tion, the association must apply the
improvement rules to the building
structure or to any building system as
determined under paragraphs
(e)(2)(i1)(A) and (e)(2)(ii)(B) of this sec-
tion.

(iv) Cooperative—(A) In general. In the
case of a taxpayer that has an owner-
ship interest in a cooperative housing
corporation, the unit of property is the
portion of the building in which the
taxpayer has possessory rights and the
structural components (as defined in
§1.48-1(e)(2)) that are part of the por-
tion of the building subject to the tax-
payer’s possessory rights (cooperative).

(B) Application of improvement rules to
a cooperative. An amount is paid for an
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improvement to a cooperative under
paragraph (d) of this section if the
amount paid results in an improvement
under paragraph (h), (i), or (j) of this
section to the portion of the building
structure (as defined in paragraph
(e)(2)(ii)(A) of this section) in which
the taxpayer has possessory rights or
to the portion of any building system
(as defined in paragraph (e)(2)(ii)(B) of
this section) that is part of the portion
of the building structure subject to the
taxpayer’s possessory rights. In the
case of a cooperative housing corpora-
tion, the corporation must apply the
improvement rules to the building
structure or to any building system as
determined under paragraphs
(e)(2)({i)(A) and (e)(2)(ii)(B) of this sec-
tion.

(v) Leased building—(A) In general. In
the case of a taxpayer that is a lessee
of all or a portion of a building (such as
an office, floor, or certain square foot-
age), the unit of property is each build-
ing and its structural components or
the portion of each building subject to
the lease and the structural compo-
nents associated with the leased por-
tion.

(B) Application of improvement rules to
a leased building. An amount is paid for
an improvement to a leased building or
a leased portion of a building under
paragraphs (d) and (f)(1)(ii) of this sec-
tion if the amount paid results in an
improvement under paragraph (h), (i),
or (j) of this section to any of the fol-
lowing:

(I) Entire building. In the case of a
taxpayer that is a lessee of an entire
building, the building structure (as de-
fined under paragraph (e)(2)(ii)(A) of
this section) or any building system (as
defined under paragraph (e)(2)(ii)(B) of
this section) to which the expenditure
relates.

(2) Portion of a building. In the case of
a taxpayer that is a lessee of a portion
of a building (such as an office, floor,
or certain square footage), the portion
of the building structure (as defined
under paragraph (e)(2)(ii)(A) of this sec-
tion) subject to the lease or the portion
of any building system (as defined
under paragraph (e)(2)(ii)(B) of this sec-
tion) associated with that portion of
the leased building structure.
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(3) Property other than building—@i) In
general. Except as otherwise provided
in paragraphs (e)(3), (e)4), (e)(b), and
(f)(1) of this section, in the case of real
or personal property other than prop-
erty described in paragraph (e)(2) of
this section, all the components that
are functionally interdependent com-
prise a single unit of property. Compo-
nents of property are functionally
interdependent if the placing in service
of one component by the taxpayer is
dependent on the placing in service of
the other component by the taxpayer.

(ii) Plant property—(A) Definition. For
purposes of this paragraph (e) of this
section, the term plant property means
functionally interdependent machinery
or equipment, other than network as-
sets, used to perform an industrial
process, such as manufacturing, gen-
eration, warehousing, distribution,
automated materials handling in serv-
ice industries, or other similar activi-
ties.

(B) Unit of property for plant property.
In the case of plant property, the unit
of property determined under the gen-
eral rule of paragraph (e)(3)(i) of this
section is further divided into smaller
units comprised of each component (or
group of components) that performs a
discrete and major function or oper-
ation within the functionally inter-
dependent machinery or equipment.

(iii) Network assets—(A) Definition.
For purposes of this paragraph (e), the
term network assets means railroad
track, oil and gas pipelines, water and
sewage pipelines, power transmission
and distribution lines, and telephone
and cable lines that are owned or
leased by taxpayers in each of those re-
spective industries. The term includes,
for example, trunk and feeder lines,
pole lines, and buried conduit. It does
not include property that would be in-
cluded as building structure or building
systems under paragraphs (e)(2)(ii)(A)
and (e)(2)(ii)(B) of this section, nor does
it include separate property that is ad-
jacent to, but not part of a network
asset, such as bridges, culverts, or tun-
nels.

(B) Unit of property for network assets.
In the case of network assets, the unit
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of property is determined by the tax-
payer’s particular facts and cir-
cumstances except as otherwise pro-
vided in published guidance in the FED-
ERAL REGISTER or in the Internal Rev-
enue Bulletin (see §601.601(d)(2)(ii)(b) of
this chapter). For these purposes, the
functional interdependence standard
provided in paragraph (e)(3)(i) of this
section is not determinative.

(iv) Leased property other than build-
ings. In the case of a taxpayer that is a
lessee of real or personal property
other than property described in para-
graph (e)(2) of this section, the unit of
property for the leased property is de-
termined under paragraphs (e)(3)@),
(ii), (iii), and (e)(56) of this section ex-
cept that, after applying the applicable
rules under those paragraphs, the unit
of property may not be larger than the
unit of leased property.

(4) Improvements to property. An im-
provement to a unit of property, other
than a lessee improvement as deter-
mined under paragraph (f)(1)(ii) of this
section, is not a unit of property sepa-
rate from the unit of property im-
proved. For the unit of property for les-
see improvements, see paragraph
(£)(1)(ii)(B) of this section.

(b) Additional rules—(1) Year placed in
service. Notwithstanding the unit of
property determination under para-
graph (e)(3) of this section, a compo-
nent (or a group of components) of a
unit property must be treated as a sep-
arate unit of property if, at the time
the unit of property is initially placed
in service by the taxpayer, the tax-
payer has properly treated the compo-
nent as being within a different class of
property under section 168(e) (MACRS
classes) than the class of the unit of
property of which the component is a
part, or the taxpayer has properly de-
preciated the component using a dif-
ferent depreciation method than the
depreciation method of the unit of
property of which the component is a
part.

(i1) Change in subsequent taxable year.
Notwithstanding the unit of property
determination under paragraphs (e)(2),
(3), (4), or (5)(i) of this section, in any
taxable year after the unit of property
is initially placed in service by the tax-
payer, if the taxpayer or the Internal
Revenue Service changes the treat-
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ment of that property (or any portion
thereof) to a proper MACRS class or a
proper depreciation method (for exam-
ple, as a result of a cost segregation
study or a change in the use of the
property), then the taxpayer must
change the unit of property determina-
tion for that property (or the portion
thereof) under this section to be con-
sistent with the change in treatment
for depreciation purposes. Thus, for ex-
ample, if a portion of a unit of property
is properly reclassified to a MACRS
class different from the MACRS class
of the unit of property of which it was
previously treated as a part, then the
reclassified portion of the property
should be treated as a separate unit of
property for purposes of this section.

(6) Examples. The rules of this para-
graph (e) are illustrated by the fol-
lowing examples, in which it is as-
sumed that the taxpayer has not made
a general asset account election with
regard to property or accounted for
property in a multiple asset account.
In addition, unless the facts specifi-
cally indicate otherwise, assume that
the additional rules in paragraph (e)(5)
of this section do not apply:

Example 1. Building systems. X owns an of-
fice building that contains a HVAC system.
The HVAC 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 build-
ing’s interior. X pays an amount for labor
and materials for work performed on the
roof-mounted units. Under paragraph (e)(2)(i)
of this section, X must treat the building
and its structural components as a single
unit of property. As provided under para-
graph (e)(2)(ii) of this section, 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.
Under paragraph (e)(2)(ii)(B)(I) of this sec-
tion, the entire HVAC system, including all
of the roof-mounted units and their compo-
nents, comprise a building system. There-
fore, under paragraph (e)(2)(ii) of this sec-
tion, if an amount paid by X for work on the
roof-mounted units results in an improve-
ment (for example, a betterment) to the
HVAC system, X must treat this amount as
an improvement to the building.

Example 2. Building systems. X owns a build-
ing that it uses in its retail business. The
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building contains two elevator banks in dif-
ferent locations in its building. Each eleva-
tor bank contains three elevators. X pays an
amount for labor and materials for work per-
formed on the elevators. Under paragraph
(e)(2)(i) of this section, X must treat the
building and its structural components as a
single unit of property. As provided under
paragraph (e)(2)(ii) of this section, 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. Under paragraph
(e)(2)(i1)(B)(5) of this section, all of the ele-
vators, including all their components, com-
prise a building system. Therefore, under
paragraph (e)(2)(ii) of this section, 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 improve-
ment to the building.

Example 3. Building structure and systems;
condominium. X owns a condominium unit in
a condominium office building. X uses the
condominium unit in its business of pro-
viding medical services. The condominium
unit contains two restrooms, each of which
contains a sink, a toilet, water and drainage
pipes and bathroom fixtures. X pays an
amount for labor and materials to perform
work on the pipes, sinks, toilets, and plumb-
ing fixtures that are part of the condo-
minium unit. Under paragraph (e)(2)(iii) of
this section, X must treat the individual
unit that it owns, including the structural
components that are part of that unit, as a
single unit of property. As provided under
paragraph (e)(2)(iii)(B) of this section, an
amount is paid for an improvement to the
condominium if it results in an improvement
to the building structure that is part of the
unit or to a portion of any designated build-
ing system that is part of the unit. Under
paragraph (e)(2)(ii)(B)(2) of this section, the
pipes, sinks, toilets, and plumbing fixtures
that are part of X’s unit comprise the plumb-
ing system for the condominium unit. There-
fore, under paragraph (e)(2)(iii) of this sec-
tion, if an amount paid by X for work on
pipes, sinks, toilets, and plumbing fixtures
results in an improvement (for example, a
betterment) to the portion of the plumbing
system that is part of X’s condominium unit,
X must treat this amount as an improve-
ment to the condominium.

Example 4. Building structure and systems;
property other than buildings. X, a manufac-
turer, owns a building adjacent to its manu-
facturing 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
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office building. Under paragraph (e)(2)(i) of
this section, X must treat the building and
its structural components as a single unit of
property. As provided under paragraph
(e)(2)(ii) of this section, 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. There-
fore, under paragraph (e)(2)(ii) of this sec-
tion, if an amount paid by X for the addition
of an extension to the office building results
in an improvement (for example, a better-
ment) to the building structure, X must
treat this amount as an improvement to the
building. In addition, because the equipment
contained within the office building con-
stitutes property other than the building,
the units of property for the office equip-
ment are initially determined under the gen-
eral rule in paragraph (e)(3)(i) of this section
and are comprised of the groups of compo-
nents that are functionally interdependent.

Example 5. Plant property,; discrete and major
function. X is an electric utility company
that operates a power plant to generate elec-
tricity. The power plant includes a structure
that is not a building under §1.48-1(e)(1), four
pulverizers that grind coal, one boiler that
produces steam, one turbine that converts
the steam into mechanical energy, and one
generator that converts mechanical energy
into electrical energy. In addition, the tur-
bine contains a series of blades that cause
the turbine to rotate when affected by the
steam. Because the plant is composed of real
and personal tangible property other than a
building, the unit of property for the gener-
ating equipment is initially determined
under the general rule in paragraph (e)(3)(i)
of this section and is comprised of all the
components that are functionally inter-
dependent. Under this rule, the initial unit
of property is the entire plant because the
components of the plant are functionally
interdependent. However, because the power
plant is plant property under paragraph
(e)(3)(ii) of this section, the initial unit of
property is further divided into smaller units
of property by determining the components
(or groups of components) that perform dis-
crete and major functions within the plant.
Under this paragraph, X must treat the
structure, the boiler, the turbine, and the
generator each as a separate unit of prop-
erty, and each of the four pulverizers as a
separate unit of property because each of
these components performs a discrete and
major function within the power plant. X is
not required to treat components, such as
the turbine blades, as separate units of prop-
erty because each of these components does
not perform a discrete and major function
within the plant.

Example 6. Plant property; discrete and major
function. X is engaged in a uniform and linen
rental business. X owns and operates a plant
that utilizes many different machines and
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equipment in an assembly line-like process
to treat, launder, and prepare rental items
for its customers. X utilizes two laundering
lines in its plant, each of which can operate
independently. One line is used for uniforms
and another line is used for linens. Both
lines incorporate several sorters, boilers,
washers, dryers, ironers, folders, and waste
water treatment systems. Because the laun-
dering equipment contained within the plant
is property other than a building, the unit of
property for the laundering equipment is ini-
tially determined under the general rule in
paragraph (e)(3)(i) of this section and is com-
prised of all the components that are func-
tionally interdependent. Under this rule, the
initial units of property are each laundering
line because each line is functionally inde-
pendent and is comprised of components that
are functionally interdependent. However,
because each line is comprised of plant prop-
erty under paragraph (e)(3)(ii) of this section,
X must further divide these initial units of
property into smaller units of property by
determining the components (or groups of
components) that perform discrete and
major functions within the line. Under para-
graph (e)(3)(ii) of this section, X must treat
each sorter, boiler, washer, dryer, ironer,
folder, and waste water treatment system in
each line as a separate unit of property be-
cause each of these components performs a
discrete and major function within the line.

Example 7. Plant property; industrial process.
X operates a restaurant that prepares and
serves food to retail customers. Within its
restaurant, X has a large piece of equipment
that uses an assembly line-like process to
prepare and cook tortillas that X serves to
its customers. Because the tortilla-making
equipment is property other than a building,
the unit of property for the equipment is ini-
tially determined under the general rule in
paragraph (e)(3)(i) of this section and is com-
prised of all the components that are func-
tionally interdependent. Under this rule, the
initial unit of property is the entire tortilla-
making equipment because the various com-
ponents of the equipment are functionally
interdependent. The equipment is not plant
property under paragraph (e)(3)(ii) of this
section because the equipment is not used in
an industrial process, as it performs a small-
scale function in X’s retail restaurant oper-
ations. Thus, X is not required to further di-
vide the equipment into separate units of
property based on the components that per-
form discrete and major functions.

Example 8. Personal property. X owns loco-
motives that it uses in its railroad business.
Each locomotive consists of various compo-
nents, such as an engine, generators, bat-
teries and trucks. X acquired a locomotive
with all its components and treated all the
components of the locomotive as being with-
in the same class of property under section
168(e) and depreciated all the components
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using the same depreciation method. Be-
cause X’s locomotive is property other than
a building, the initial unit of property is de-
termined under the general rule in paragraph
(e)(3)(i) of this section and is comprised of
the components that are functionally inter-
dependent. Under paragraph (e)(3)(i) of this
section, the locomotive is a single unit of
property because it consists entirely of com-
ponents that are functionally inter-
dependent.

Example 9. Personal property. X provides
legal services to its clients. X purchased a
laptop computer and a printer for its em-
ployees to use in providing legal services.
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 depreciated all the components using the
same depreciation method. Because the com-
puter and printer are property other than a
building, the initial units of property are de-
termined under the general rule in paragraph
(e)(3)(1) of this section and are comprised of
the components that are functionally inter-
dependent. Under paragraph (e)(3)(i) of this
section, the computer and the printer are
separate units of property because the com-
puter 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).

Example 10. Building structure and systems;
leased building. X is a retailer of consumer
products. X conducts its retail sales in a
building that it leases from Y. The leased
building consists of the building structure
(including the floor, walls, and a roof) and
various building systems, including a plumb-
ing system, an electrical system, a HVAC
system, a security system, and a fire protec-
tion and prevention system. X pays an
amount for labor and materials to perform
work on the HVAC system of the leased
building. Under paragraph (e)(2)(v)(A) of this
section, because X leases the entire building,
X must treat the leased building and its
structural components as a single unit of
property. As provided under paragraph
(e)(2)(V)(B) of this section, an amount is paid
for an improvement to a leased building if it
results in an improvement (for example, a
betterment) to the leased building structure
or to any building system within the leased
building. Therefore, under paragraphs
©)(2)(V)(B)(I) and (e)(2)(i1)(B)(I) of this sec-
tion, if an amount paid by X for work on the
HVAC system results in an improvement to
the heating and air conditioning system in
the leased building, X must treat this
amount as an improvement to the entire
leased building.

Example 11. Production of real property re-
lated to leased property. Assume the same
facts as in Example 10, except that X receives
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a construction allowance from Y and X uses
the construction allowance to build a drive-
way adjacent to the leased building. Assume
that under the terms of the lease, X, the les-
see, is treated as the owner of any property
that it constructs on or nearby the leased
building. Also assume that section 110 does
not apply to the construction allowance. Fi-
nally, assume that the driveway is not plant
property or a network asset. Because the
construction of the driveway consists of the
production of real property other than a
building, all the components of the driveway
that are functionally interdependent are a
single unit of property under paragraphs
(©)(3)(1) and (e)(3)(iv) of this section.

Example 12. Leasehold improvements; con-
struction allowance used for lessor-owned im-
provements. Assume the same facts as Exam-
ple 11, except that under the terms of the
lease Y, the lessor, is treated as the owner of
any property constructed on the leased
premises. Because Y, the lessor, is the owner
of the driveway and the driveway is real
property other than a building, all the com-
ponents of the driveway that are function-
ally interdependent are a single unit of prop-
erty under paragraph (e)(3)(i) of this section.

Example 13. Buildings and structural compo-
nents; leased office space. X provides con-
sulting services to its clients. X conducts its
consulting services business in two office
spaces in the same building, each of which it
leases from Y under separate lease agree-
ments. Each office space contains a separate
HVAC unit, which is part of the leased prop-
erty. Both lease agreements provide that X
is responsible for maintaining, repairing, and
replacing the HVAC conditioning system
that is part of the leased property. X pays
amounts to perform work on the HVAC units
in each office space. Because X leases two
separate office spaces subject to two leases,
X must treat the portion of the building
structure and the structural components
subject to each lease as a separate unit of
property under paragraph (e)(2)(v)(A) of this
section. As provided under paragraph
(e)(2)(V)(B) of this section, an amount is paid
for an improvement to a leased unit of prop-
erty, if it results in an improvement to the
leased portion of the building structure or
the associated portion of any designated
building system subject to each lease. Under
paragraphs (e)(2)(v)(B)(I) and (e)(2){1)(B)(1)
of this section, X must treat the HVAC unit
associated with one leased office space as a
building system of that leased space and the
HVAC unit associated with the second leased
office space as a building system of that sec-
ond leased space. Thus, under paragraph
(e)(2)(V)(B) of this section, if the amount paid
by X for work on the HVAC unit in one
leased space results in an improvement (for
example, a betterment) to the HVAC system
that is part of that one leased space, then X
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must treat the amount as an improvement
to that one unit of leased property.

Example 14. Leased property, personal prop-
erty. X is engaged in the business of trans-
porting passengers on private jet aircraft. To
conduct its business, X leases several air-
craft from Y. Assume that each aircraft is
not plant property or a network asset. Under
paragraph (e)(3)(iv) of this section (ref-
erencing paragraph (e)(3)(i) of this section),
X must treat all of the components of each
leased aircraft that are functionally inter-
dependent as a single unit of property. Thus,
X must treat each leased aircraft as a single
unit of property.

Example 15. Improvement property. (i) X is a
retailer of consumer products. In Year 1, X
purchases a building from Y, which X in-
tends to use as a retail sales facility. Under
paragraph (e)(2)(i) of this section, X must
treat the building and its structural compo-
nents as a single unit of property. As pro-
vided under paragraph (e)(2)(ii) of this sec-
tion, 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.

(ii) In Year 2, X pays an amount to con-
struct an extension to the building to be
used for additional warehouse space. Assume
that the extension involves the addition of
walls, floors, roof, and doors, but does not in-
clude the addition or extension of any build-
ing systems described in paragraph
(e)(2)(ii)(B) of this section. Also assume that
the amount paid to build the extension re-
sults in a betterment to the building struc-
ture under paragraph (h) of this section, and
is therefore treated as an amount paid for an
improvement to the entire building under
paragraph (e)(2)(ii) of this section. Accord-
ingly, X capitalizes the amount paid as an
improvement to the building under para-
graph (d) of this section. Under paragraph
(e)(4) of this section, the extension is not a
unit of property separate from the building,
the unit of property improved. Thus, to de-
termine whether any future expenditure con-
stitutes an improvement to the building
under paragraph (e)(2)(ii), X must determine
whether the expenditure constitutes an im-
provement to the building structure, includ-
ing the building extension, or any of the des-
ignated building systems.

Example 16. Personal property; additional
rules. X is engaged in the business of trans-
porting freight throughout the United
States. To conduct its business, X owns a
fleet of truck tractors and trailers. Each
tractor and trailer is comprised of various
components, including tires. X purchased a
truck tractor with all of its components, in-
cluding tires. The tractor tires have an aver-
age useful life to X of more than one year. At
the time X placed the tractor in service, it
treated the tractor tires as a separate asset
for depreciation purposes under section 168.
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X properly treated the tractor (excluding the
cost of the tires) as 3-year property and the
tractor tires as 5-year property under section
168(e). Because X’s tractor is property other
than a building, the initial units of property
for the tractor are determined under the gen-
eral rule in paragraph (e)(3)(i) of this section,
and are comprised of all the components that
are functionally interdependent. Under this
rule, X must treat the tractor, including its
tires, as a single unit of property because the
tractor and the tires are functionally inter-
dependent (that is, the placing in service of
the tires is dependent upon the placing in
service of the tractor). However, under para-
graph (e)(5)(i) of this section, X must treat
the tractor and tires as separate units of
property because X properly treated the tires
as being within a different class of property
under section 168(e).

Example 17. Additional rules; change in subse-
quent year. X is engaged in the business of
leasing nonresidential real property to re-
tailers. In Year 1, X acquired and placed in
service a building for use in its retail leasing
operation. In Year 5, in order to accommo-
date the needs of a new lessee, X incurred
costs to improve the building structure. X
capitalized the costs of the improvement
under paragraph (d) of this section and de-
preciated the improvement in accordance
with section 168(i)(6) as nonresidential real
property under section 168(e). In Year 7, X
determined that the structural improvement
made in Year 5 qualified under section
168(e)(8) as qualified retail improvement
property and, therefore, is 15-year property
under section 168(e). In year 7, X changed its
method of accounting to use a 15-year recov-
ery period for the improvement. Under the
additional rule of paragraph (e)(5)(ii) of this
section, in Year 7, X must treat the improve-
ment as a unit of property separate from the
building.

Example 18. Additional rules; change in subse-
quent year. In Year 1, X acquired and placed
in service a building and parking lot for use
in its retail operations. Under §1.263(a)-2T of
the regulations, X capitalized the cost of the
building and the parking lot and began de-
preciating the building and the parking lot
as nonresidential real property under section
168(e). In Year 3, X completed a cost segrega-
tion study under which it properly deter-
mined that the parking lot qualifies as 15-
year property under section 168(e). In Year 3,
X changed its method of accounting to use a
15-year recovery period and the 150-percent
declining balance method of depreciation for
the parking lot. Under the additional rule of
paragraph (e)(5)(ii) of this section, in Year 3,
X must treat the parking lot as a unit of
property separate from the building.

Example 19. Additional rules; change in subse-
quent year. In Year 1, X acquired and placed
in service a building for use in its manufac-
turing business. X capitalized the costs allo-

26 CFR Ch. | (4-1-12 Edition)

cable to the building’s wiring separately
from the building and depreciated the wiring
as 7-year property under section 168(e). X
capitalized the cost of the building and all
other structural components of the building
and began depreciating them as nonresiden-
tial real property under section 168(e). In
Year 3, X completed a cost segregation study
under which it properly determined that the
wiring is a structural component of the
building and, therefore, should have been de-
preciated as nonresidential real property. In
Year 3, X changed its method of accounting
to treat the wiring as nonresidential real
property. Under the additional rule of para-
graph (e)(5)(ii) of this section, in Year 3, X
must change the unit of property for the wir-
ing in a manner that is consistent with the
change in treatment for depreciation pur-
poses. Therefore, X must change the unit of
property for the wiring to treat it as a struc-
tural component of the building, and as part
of the building unit of property, in accord-
ance with paragraph (e)(2)(i) of this section.

(f) Special rules for determining im-
provement costs—(1) Improvements to
leased property—(@i) In general. This
paragraph (f)(1) provides the exclusive
rules for determining whether amounts
paid by a taxpayer are for the improve-
ment to a unit of leased property and
must be capitalized. In the case of a
leased building or a leased portion of a
building, an amount results in an im-
provement to a unit of leased property
if it results in an improvement to any
of the properties designated under
paragraph (e)(2)(ii) of this section (for
lessor improvements) or under para-
graph (e)(2)(v)(B) of this section (for
lessee improvements except as pro-
vided in paragraph (f)(ii)(B) of this sec-
tion). Section 1.263(a)-4 of the regula-
tions does not apply to amounts paid
for improvements to units of leased
property or to amounts paid for the ac-
quisition or production of leasehold
improvement property.

(i1) Lessee improvements—(A) Require-
ment to capitalice. A taxpayer lessee
must capitalize the aggregate of re-
lated amounts that it pays to improve
(as defined under paragraph (d) of this
section) a unit of leased property ex-
cept to the extent that section 110 ap-
plies to a construction allowance re-
ceived by the lessee for the purpose of
such improvement or where the im-
provement constitutes a substitute for
rent. See §1.61-8(c) for the treatment of
lessee expenditures that constitute a
substitute for rent. A taxpayer lessee
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must also capitalize the aggregate of
related amounts that a lessor pays to
improve (as defined under paragraph
(d) of this section) a unit of leased
property if the lessee is the owner of
the improvement except to the extent
that section 110 applies to a construc-
tion allowance received by the lessee
for the purpose of such improvement.
An amount paid for a lessee improve-
ment under this paragraph (f)(1)(ii)(A)
is treated as an amount paid to acquire
or produce a unit of real or personal
property under §1.263(a)-2T(d)(1) of the
regulations. See paragraph (e)(2)(v) of
this section for the unit of property for
a leased Dbuilding and paragraph
(e)(3)(iv) of this section for the unit of
property for leased real or personal
property other than a building.

(B) Unit of property for lessee improve-
ments. An amount capitalized as a les-
see improvement under paragraph
(£)(1)({i)(A) of this section comprises a
unit of property separate from the
leased property being improved. How-
ever, an amount that a lessee pays to
improve (as defined under paragraph
(d) of this section) a lessee improve-
ment under paragraph (f)(1)(Ai)(A) is
not a unit of property separate from
such lessee improvement.

(iii) Lessor improvements—(A) Require-
ment to capitalice. A taxpayer lessor
must capitalize the aggregate of re-
lated amounts that it pays directly, or
indirectly through a construction al-
lowance to the lessee, to improve (as
defined in paragraph (d) of this section)
a unit of leased property where the les-
sor is the owner of the improvement or
to the extent that section 110 applies to
the construction allowance. A lessor
must also capitalize the aggregate of
related amounts that the lessee pays to
improve a unit of property (as defined
in paragraph (e) of this section) where
the lessee’s improvement constitutes a
substitute for rent. See §1.61-8(c) for
treatment of expenditures by lessees
that constitute a substitute for rent.
Amounts capitalized by the lessor
under this paragraph (f)(1)(iii)(A) may
not be capitalized by the lessee. See
paragraphs (e)(2) of this section for the
unit of property for a building and
paragraph (e)(3) of this section for the
unit of property for real or personal
property other than a building.
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(B) Unit of property for lessor improve-
ments. An amount capitalized as a les-
sor improvement under paragraph
(£)(1)({ii)(A) of this section is not a unit
of property separate from the unit of
property improved. See paragraph
(e)(4) of this section.

(iv) Examples. The application of this
paragraph (f)(1) is illustrated by the
following examples, in which it is as-
sumed that section 110 does not apply
to the lessee.

Example 1. Lessee improvements; additions to
building. (i) T is a retailer of consumer prod-
ucts. In Year 1, T leases a building from L,
which T intends to use as a retail sales facil-
ity. The leased building consists of the build-
ing structure under paragraph (e)(2)(ii)(A) of
this section and various building systems
under paragraph (e)(2)(ii)(B) of this section,
including a plumbing system, an electrical
system, and an HVAC system. Under the
terms of the lease, T is permitted to improve
the building at its own expense. Under para-
graph (e)(2)(v)(A) of this section, because T
leases the entire building, T must treat the
leased building and its structural compo-
nents as a single unit of property. As pro-
vided under paragraph (e)(2)(v)(B)(1) of this
section, an amount is paid for an improve-
ment to the entire leased building if it re-
sults in an improvement to the leased build-
ing structure or to any building system
within the leased building. Therefore, under
paragraphs (e)(2)(v)(B)(1) and (e)(2)(ii) of this
section, if T pays an amount that improves
the building structure, the plumbing system,
the electrical system, or the HVAC system,
then T must treat this amount as an im-
provement to the entire leased building.

(ii) In Year 2, T pays an amount to con-
struct an extension to the building to be
used for additional warehouse space. Assume
that this amount results in a betterment (as
defined under paragraph (h) of this section)
to T’s leased building structure and does not
affect any building systems. Accordingly,
the amount that T pays for the building ex-
tension results in an improvement to the
leased building structure, and thus, under
paragraph (e)(2)(v)(B)(I) of this section, is
treated as an improvement to the entire
leased building under paragraph (d) of this
section. Because T, the lessee, paid an
amount to improve a unit of leased property,
T is required to capitalize the amount paid
for the building extension under paragraph
(£)(1)(i1)(A) of this section. In addition, para-
graph (f)(1)(ii)(A) of this section requires T
to treat the amount paid for the improve-
ment as the acquisition or production of a
unit of property (leasehold improvement
property) under §1.263(a)-2T(d)(1). Moreover,
under paragraph (f)(1)(ii)(B) of this section,
the building extension is a unit of property
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separate from the unit of leased property
(the building and its structural components).

(iii) In Year 5, T pays an amount to add a
larger door to the building extension that it
constructed in Year 2 in order to accommo-
date the loading of larger products into the
warehouse space. Assume that the amount
paid to add the larger door results in a bet-
terment under paragraph (h) of this section
to the building structure extension, the unit
of property under paragraph (f)(1)(i)(B) of
this section. As a result, T must capitalize
the amounts paid to add the larger door as
an improvement to T’s unit of property (the
building extension) under paragraph (d) of
this section. In addition, because the amount
that T paid to add the larger door is for an
improvement to the building extension (a
lessee improvement under paragraph
(£)(1)(i1)(A)), the larger door is not a unit of
property separate from the unit of property
improved. See  paragraphs (e)(4) and
(£)(1)(i1)(B) of this section.

Example 2. Lessee improvements; additions to
certain structural components of buildings. (i)
Assume the same facts as Example 1 except
that in Year 2, T also pays an amount to con-
struct an extension of the HVAC system into
the building extension. Assume that the ex-
tension is a betterment under paragraph (h)
of this section to the leased HVAC system (a
building system under paragraph
(e)(2)(i1)(B)(I) of this section). Accordingly,
the amount that T pays for the extension of
the HVAC system results in an improvement
to a leased building system, the HVAC sys-
tem, and thus, under paragraph (e)(2)(v)(B)(1)
of this section, is treated as an improvement
to the entire leased building under paragraph
(d) of this section. Because T, the lessee, in-
curs costs to improve a unit of leased prop-
erty, T is required to capitalize the costs of
the improvement under paragraph
(£)(1)(i1)(A) of this section. Under paragraph
()(1)({i1)(B), the extension to the leased
HVAC is a unit of property separate from the
unit of leased property (the leased building
and its structural components). In addition,
under paragraph (f)(1)(ii)(A) of this section,
T must treat the amount paid for the HVAC
extension as the acquisition and production
of a unit of property under §1.263(a)-2T(d)(1).

(ii) In Year 5, T pays an amount to add an
additional chiller to the portion of the HVAC
system that it constructed in Year 2 in order
to accommodate the climate control require-
ments for new product offerings. Assume
that the amount paid for the chiller results
in a betterment under paragraph (h) of this
section to the HVAC system extension, the
unit of property under paragraph (f)(1)(ii)(B)
of this section. Accordingly, T must cap-
italize the amount paid to add the chiller as
an improvement to T’s unit of property (the
HVAC system extension) under paragraph (d)
of this section. In addition, because the
amount that T paid to add the chiller is for
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an improvement to the HVAC system exten-
sion (a lessee improvement under paragraph
(£)(1)(i1)(A) of this section), the chiller is not
a unit of property separate from the unit of
property improved. See paragraphs
(H(D)(1)(B) and (e)(4) of this section.

Example 3. Lessor Improvements; additions to
building. (i) T is a retailer of consumer prod-
ucts. In Year 1, T leases a building from L,
which T intends to use as a retail sales facil-
ity. Pursuant to the lease, Li provides a con-
struction allowance to T, which T intends to
use to construct an extension to the retail
sales facility for additional warehouse space.
Assume that the amount paid for any im-
provement to the building does not exceed
the construction allowance and that L is
treated as the owner of any improvement to
the building. Under paragraph (e)(2)(i) of this
section, L must treat the leased building and
its structural components as a single unit of
property. As provided under paragraph
(e)(2)(ii) of this section, an amount paid is
for an improvement to the building if it re-
sults in an improvement to the building
structure or to any building system.

(ii) In Year 2, T uses L’s construction al-
lowance to construct an extension to the
leased building to provide additional ware-
house space in the building. Assume that the
extension is a betterment (as defined under
paragraph (h) of this section) to the building
structure, and therefore, the amount paid for
the extension results in an improvement to
the building structure under paragraph (d) of
this section. Under paragraph (f)(1)(iii)(A) of
this section, L, the lessor and owner of the
improvement, must capitalize the amounts
paid to T to construct the extension to the
retail sales facility. T is not permitted to
capitalize the amounts paid for the lessor-
owned improvement. Finally, under para-
graph (f)(1)(iii)(B) of this section, the exten-
sion to L’s building is not a unit of property
separate from the building and its structural
components.

Example 4. Lessee property; personal property
added to leased building. T is a retailer of con-
sumer products. T leases a building from L,
which T intends to use as a retail sales facil-
ity. Pursuant to the lease, L provides a con-
struction allowance to T, which T uses to ac-
quire and construct partitions for fitting
rooms, counters, and shelving. Assume that
each partition, counter, and shelving unit is
a unit of property under paragraph (e)(3) of
this section. Assume that for federal income
tax purposes T is treated as the owner of any
personal property that it acquires or con-
structs with the construction allowance and
that the amounts paid for acquisition or con-
struction of any personal property used in
the leased property do not constitute a sub-
stitute for rent. T°s expenditures for the par-
titions, counters, and shelving are not im-
provements to the leased property under
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paragraph (d) of this section, but rather con-
stitute amounts paid to acquire or produce
separate units of personal property under
§1.263(a)-2T.

Example 5. Lessor property; buildings on
leased property. L is the owner of a parcel of
unimproved real property that L leases to T.
Pursuant to the lease, L provides a construc-
tion allowance to T of $500,000, which T
agrees to use to construct a building costing
not more than $500,000 on the leased real
property and to lease the building from L
after it is constructed. Assume that for Fed-
eral income tax purposes, L is treated as the
owner of the building that T will construct.
T uses the $500,000 to construct the building
as required under the lease. The building
consists of the building structure and the
following building systems: (1) A plumbing
system; (2) an electrical system; and (3) an
HVAC system. Because L provides a con-
struction allowance to T to construct a
building, the total cost of the building equals
$500,000, and L is treated as the owner of the
building, under paragraph (f)(1)(iii)(A) of this
section Lh must capitalize the amounts that
it pays indirectly to acquire and produce the
building under §1.263(a)-2T(d)(1). Under para-
graph (e)(2)(i) of this section, L must treat
the building and its structural components
as a single unit of property. Under paragraph
(£)(1)({ii)(A) of this section, T, the lessee,
may not capitalize the amounts paid (with
the construction allowance received from L)
for construction of the building.

Example 6. Lessee contribution to construction
costs. Assume the same facts as in Example 5,
except T spends $600,000 to construct the
building. T uses the $500,000 construction al-
lowance provided by L plus $100,000 of its own
funds to construct the building that L will
own pursuant to the lease. Also assume that
the additional $100,000 that T incurs is not a
substitute for rent. For the reasons discussed
in Example 5, L must capitalize the $500,000 it
paid T to construct the building under
§1.263(a)-2T(d)(1). In addition, because T
spends its own funds to complete the build-
ing, T has a depreciable interest of $100,000 in
the building and must capitalize the $100,000
it paid to construct the building as a lease-
hold improvement under §1.263(a)-2T(d)(1) of
the regulations. Under paragraph (e)(2)(i) of
this section, L, must treat the building as a
single unit of property to the extent of its
depreciable interest of $500,000 In addition,
under paragraph (e)(2)(v)(A) of this section, T
must also treat the building as a single unit
of property to the extent of its depreciable
interest of $100,000.

(2) Compliance with regulatory require-
ments. For purposes of this section, a
Federal, state, or local regulator’s re-
quirement that a taxpayer perform cer-
tain repairs or maintenance on a unit
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of property to continue operating the
property is not relevant in determining
whether the amount paid improves the
unit of property.

(3) Certain costs incurred during an im-
provement—(i) In general. A taxpayer
must capitalize all the direct costs of
an improvement and all the indirect
costs (including, for example, other-
wise deductible repair or component
removal costs) that directly benefit or
are incurred by reason of an improve-
ment in accordance with the rules
under section 263A. Therefore, indirect
costs that do not directly benefit and
are not incurred by reason of an im-
provement are not required to be cap-
italized under section 263(a), regardless
of whether they are made at the same
time as an improvement.

(ii) Ezception for individuals’ resi-
dences. A taxpayer who is an individual
may capitalize amounts paid for re-
pairs and maintenance that are made
at the same time as capital improve-
ments to units of property not used in
the taxpayer’s trade or business or for
the production of income if the
amounts are paid as part of a remod-
eling of the taxpayer’s residence.

(4) Aggregate of related amounts. For
purposes of paragraph (d) of this sec-
tion, 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 de-
pends on the facts and circumstances
of the activities being performed and
whether the costs are incurred by rea-
son of a single improvement or directly
benefit a single improvement.

(g) Safe harbor for routine maintenance
on property other than buildings—(1) In
general. An amount paid for routine
maintenance performed on a unit of
property other than a building or a
structural component of a building is
deemed not to improve that unit of
property. Routine maintenance is the
recurring activities that a taxpayer ex-
pects to perform as a result of the tax-
payer’s use of the unit of property to
keep the unit of property in its ordi-
narily efficient operating condition.
Routine maintenance activities in-
clude, for example, the inspection,
cleaning, and testing of the unit of
property, and the replacement of parts
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of the unit of property with com-
parable and commercially available
and reasonable replacement parts. The
activities are routine only if, at the
time the unit of property is placed in
service by the taxpayer, the taxpayer
reasonably expects to perform the ac-
tivities more than once during the
class life (as defined in paragraph (g)(4)
of this section) of the unit of property.
Among the factors to be considered in
determining whether a taxpayer is per-
forming routine maintenance are the
recurring nature of the activity, indus-
try practice, manufacturers’ rec-
ommendations, the taxpayer’s experi-
ence, and the taxpayer’s treatment of
the activity on its applicable financial
statement (as defined in paragraph
(b)(4) of this section). With respect to a
taxpayer that is a lessor of a unit of
property, the taxpayer’s use of the unit
of property includes the lessee’s use of
the unit of property.

(2) Rotable and temporary spare parts.
Except as provided in paragraph (g)(3)
of this section, for purposes of para-
graph (g)(1) of this section, amounts
paid for routine maintenance include
routine maintenance performed on (and
with regard to) rotable and temporary
spare parts. But see §1.162-3T(a)(3),
which provides generally that rotable
and temporary spare parts are used or
consumed by the taxpayer in the tax-
able year in which the taxpayer dis-
poses of the parts.

(3) Ezceptions. Routine maintenance
does not include the following:

(i) Amounts paid 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 §1.165-7).

(ii) Amounts paid for the replace-
ment of a component of a unit of prop-
erty and the taxpayer has properly
taken into account the adjusted basis
of the component in realizing gain or
loss resulting from the sale or ex-
change of the component.

(iii) Amounts paid for the repair of
damage to a unit of property for which
the taxpayer has taken a basis adjust-
ment as a result of a casualty loss
under section 165, or relating to a cas-
ualty event described in section 165.

(iv) Amounts paid to return a unit of
property to its ordinarily efficient op-
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erating condition, if the property has
deteriorated to a state of disrepair and
is no longer functional for its intended
use.

(v) Amounts paid for repairs, mainte-
nance, or improvement of rotable and
temporary spare parts to which the
taxpayer applies the optional method
of accounting for rotable and tem-
porary spare parts under §1.162-3T(e).

(4) Class life. The class life of a unit of
property is the recovery period pre-
scribed for the property under sections
168(2)(2) and (3) for purposes of the al-
ternative depreciation system, regard-
less of whether the property is depre-
ciated under section 168(g). For pur-
poses of determining class life under
this section, section 168(g)(3)(A) (relat-
ing to tax-exempt use property subject
to lease) does not apply. If the unit of
property is comprised of more than one
component with different class lives,
then the class life of the unit of prop-
erty is deemed to be the same as the
component with the longest class life.

(5) Examples. The following examples
illustrate the rules of this paragraph
(g). Unless otherwise stated, assume
that X has not applied the optional
method of accounting for rotable and
temporary spare parts under §1.162—
3T(e):

Example 1. Routine maintenance on compo-
nent. (i) X is a commercial airline engaged in
the business of transporting passengers and
freight throughout the United States and
abroad. To conduct its business, X owns or
leases various types of aircraft. As a condi-
tion of maintaining its airworthiness certifi-
cation for these aircraft, X is required by the
Federal Aviation Administration (FAA) to
establish and adhere to a continuous mainte-
nance program for each aircraft within its
fleet. These programs, which are designed by
X and the aircraft’s manufacturer and ap-
proved by the FAA, are incorporated into
each aircraft’s maintenance manual. The
maintenance manuals require a variety of
periodic maintenance visits at various inter-
vals. One type of maintenance visit is an en-
gine shop visit (ESV), which X expects to
perform on its aircraft engines approxi-
mately every 4 years in order to keep its air-
craft in its ordinarily efficient operating
condition. In Year 1, X purchased a new air-
craft, which included four new engines at-
tached to the airframe. The four aircraft en-
gines acquired with the aircraft are not ma-
terials or supplies under §1.162-3T(c)(1)(i) be-
cause they are acquired as part of a single
unit of property, the aircraft. In Year 5, X
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performs its first ESV on the aircraft en-
gines. The ESV includes disassembly, clean-
ing, inspection, repair, replacement, re-
assembly, and testing of the engine and its
component parts. During the ESV, the en-
gine is removed from the aircraft and
shipped to an outside vendor who performs
the ESV. If inspection or testing discloses a
discrepancy in a part’s conformity to the
specifications in X’s maintenance program,
the part is repaired, or if necessary, replaced
with a comparable and commercially avail-
able and reasonable replacement part. After
the ESVs, the engines are returned to X to
be reinstalled on another aircraft or stored
for later installation. Assume that the unit
of property for X’s aircraft is the entire air-
craft, including the aircraft engines, and
that the class life for X’s aircraft is 12 years.
Assume that none of the exceptions set out
in paragraph (g)(3) of this section applies to
the costs of performing the ESVs.

(ii) Because the ESVs involve the recurring
activities that X expects to perform as a re-
sult of its use of the aircraft to keep the air-
craft in ordinarily efficient operating condi-
tion, and consist of maintenance activities
that X expects to perform more than once
during the 12 year class life of the aircraft,
X’s ESVs are within the routine mainte-
nance safe harbor under paragraph (g) of this
section. Accordingly, the amounts paid for
the ESVs are deemed not to improve the air-
craft and are not required to be capitalized
under paragraph (d) of this section.

Example 2. Routine maintenance after class
life. Assume the same facts as in Example 1,
except that in year 15, X pays amounts to
perform an ESV on one of the original air-
craft engines, after the end of the class life
of the aircraft. Because this ESV involves
the same routine maintenance activities
that were performed on aircraft engines in
Example 1, this ESV also is within the rou-
tine maintenance safe harbor under para-
graph (g) of this section. Accordingly, the
amounts paid for this ESV, even though per-
formed after the class life of the aircraft, are
deemed not to improve the aircraft and are
not required to be capitalized under para-
graph (d) of this section.

Example 3. Routine maintenance on rotable
spare parts. (i) Assume the same facts as in
Example 1, except that in addition to the four
engines purchased as part of the aircraft, X
separately purchases four additional new en-
gines that X intends to use in its aircraft
fleet to avoid operational downtime when
ESVs are required to be performed on the en-
gines previously installed on an aircraft.
Later in Year 1, X installs these four engines
on an aircraft in its fleet. In Year 5, X per-
forms the first ESVs on these four engines.
Assume that these ESVs involve the same
routine maintenance activities that were
performed on the engines in Example 1, and
that none of the exceptions set out in para-
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graph (g)(3) of this section apply to these
ESVs. After the ESVs were performed, these
engines were reinstalled on other aircraft or
stored for later installation.

(ii) The additional aircraft engines are
rotable spare parts because they were ac-
quired separately from the aircraft, they are
removable from the aircraft, and are re-
paired and reinstalled on other aircraft or
stored for later installation. See §1.162-
3T(c)(2) (definition of rotable and temporary
spare parts). The class life of an engine is the
same as the airframe, 12 years. Because the
ESVs involve the recurring activities that X
expects to perform as a result of its use of
the engines to keep the engines in ordinarily
efficient operating condition, and consist of
maintenance activities that X expects to
perform more than once during the 12 year
class life of the engine, the ESVs fall within
the routine maintenance safe harbor under
paragraph (g) of this section. Accordingly,
the amounts paid for the ESVs for the four
additional engines are deemed not to im-
prove these engines and are not required to
be capitalized under paragraph (d) of this
section. For the treatment of amounts paid
to acquire the engines, see §1.162-3T(a).

Example 4. Routine maintenance resulting
from prior owner’s use. (i) In January, Year 1,
X purchases a used machine for use in its
manufacturing operations. Assume that the
machine is the unit of property and has a
class life of 10 years. X places the machine in
service in January, Year 1, and at that time,
X expects to perform manufacturer rec-
ommended scheduled maintenance on the
machine approximately every three years.
The scheduled maintenance includes the
cleaning and oiling of the machine, the in-
spection of parts for defects, and the replace-
ment of minor items such as springs, bear-
ings, and seals with comparable and commer-
cially available and reasonable replacement
parts. At the time X purchased the machine,
the machine was approaching the end of a
three-year scheduled maintenance period. As
a result, in February, Year 1, X pays
amounts to perform the manufacturer rec-
ommended scheduled maintenance. Assume
that none of the exceptions set out in para-
graph (g)(3) of this section apply to the
amounts paid for the scheduled maintenance.

(ii) The majority of X’s costs do not qual-
ify under the routine maintenance safe har-
bor in paragraph (g) of this section because
the costs were incurred primarily as a result
of the prior owner’s use of the property and
not X’s use. X acquired the machine just be-
fore it had received its three-year scheduled
maintenance. Accordingly, the amounts paid
for the scheduled maintenance resulted from
the prior owner’s, and not the taxpayer’s, use
of the property and must be capitalized if
those amounts result in a betterment under
paragraph (h) of this section, including the
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amelioration of a material condition or de-
fect, or otherwise result in an improvement
under paragraph (d) of this section. See also
section 263A and the regulations thereunder
for the requirement to capitalize indirect
costs (including otherwise deductible repair
costs) that directly benefit or are incurred
by reason of production activities.

Example 5. Routine maintenance resulting
from mew owner’s use. Assume the same facts
as in Example 4, except that after X pays
amounts for the maintenance in Year 1, X
continues to operate the machine in its man-
ufacturing business. In Year 4, X pays
amounts to perform the next scheduled man-
ufacturer recommended maintenance on the
machine. Assume that the scheduled mainte-
nance activities performed are the same as
those performed in Example 4 and that none
of the exceptions set out in paragraph (g)(3)
of this section apply to the amounts paid for
the scheduled maintenance. Because the
scheduled maintenance performed in Year 4
involves the recurring activities that X per-
forms as a result of its use of the machine,
keeps the machine in an ordinarily efficient
operating condition, and consists of mainte-
nance activities that X expects to perform
more than once during the 10 year class life
of the machine, X’s scheduled maintenance
costs are within the routine maintenance
safe harbor under paragraph (g) of this sec-
tion. Accordingly, the amounts paid for the
scheduled maintenance in Year 4 are deemed
not to improve the machine and are not re-
quired to be capitalized under paragraph (d)
of this section. But see section 263A and the
regulations thereunder for the requirement
to capitalize indirect costs (including other-
wise deductible repair costs) that directly
benefit or are incurred by reason of produc-
tion activities.

Example 6. Routine maintenance; replacement
of substantial structural part. X is in the busi-
ness of producing commercial products for
sale. As part of the production process, X
places raw materials into lined containers in
which a chemical reaction is used to convert
raw materials into the finished product. The
lining is a substantial structural part of the
container, and comprises 60 percent of the
total physical structure of the container. As-
sume that each container, including its lin-
ing, is the unit of property and that a con-
tainer has a class life of 12 years. At the time
that X placed the container into service, X
was aware that approximately every three
years, X would be required to replace the lin-
ing in the container with comparable and
commercially available and reasonable re-
placement materials. At the end of that pe-
riod, the container will continue to function,
but will become less efficient and the re-
placement of the lining will be necessary to
keep the container in an ordinarily efficient
operating condition. In Year 1, X acquired 10
new containers and placed them into service.
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In Year 4, Year 7, Year 9, and Year 12, X pays
amounts to replace the containers’ linings
with comparable and commercially available
and reasonable replacement parts. Assume
that none of the exceptions set out in para-
graph (g)(3) of this section apply to the
amounts paid for the replacement linings.
Because the replacement of the linings in-
volves recurring activities that X expects to
perform as a result of its use of the con-
tainers to keep the containers in their ordi-
narily efficient operating condition, and con-
sists of maintenance activities that X ex-
pects to perform more than once during the
12 year class lives of the containers, X’s lin-
ing replacement costs are within the routine
maintenance safe harbor under paragraph (g)
of this section. Accordingly, the amounts
that X paid for the replacement of the con-
tainer linings are deemed not to improve the
containers and are not required to be cap-
italized under paragraph (d) of this section.
But see section 263A and the regulations
thereunder for the requirement to capitalize
indirect costs (including otherwise deduct-
ible repair costs) that directly benefit or are
incurred by reason of production activities.

Example 7. Routine maintenance once during
class life. X is a Class I railroad that owns a
fleet of freight cars. Assume that a freight
car, including all its components, is a unit of
property and has a class life of 14 years. At
the time that X places a freight car into
service, X expects to perform cyclical recon-
ditioning to the car every 8 to 10 years in
order to keep the freight car in ordinarily ef-
ficient operating condition. During this re-
conditioning, X pays amounts to dis-
assemble, inspect, and recondition or replace
components of the freight car with com-
parable and commercially available and rea-
sonable replacement parts. Ten years after X
places the freight car in service, X pays
amounts to perform a cyclical recondi-
tioning on the car. Because X expects to per-
form the reconditioning only once during the
14 year class life of the freight car, the
amounts X pays for the reconditioning do
not qualify for the routine maintenance safe
harbor under paragraph (g) of this section.
Accordingly, X must capitalize the amounts
paid for the reconditioning of the freight car
if these amounts result in an improvement
under paragraph (d) of this section.

Example 8. Routine maintenance on mnon-
rotable part. X is a towboat operator that
owns and leases a fleet of towboats. Each
towboat is equipped with two diesel-powered
engines. Assume that each towboat, includ-
ing its engines, is the unit of property and
that a towboat has a class life of 18 years. At
the time that X places its towboats into
service, X is aware that approximately every
three to four years, X will need to perform
scheduled maintenance on the two towboat
engines to keep the engines in their ordi-
narily efficient operating condition. This
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maintenance is completed while the engines
are attached to the towboat and involves the
cleaning and inspecting of the engines to de-
termine which parts are within acceptable
operating tolerances and can continue to be
used, which parts must be reconditioned to
be brought back to acceptable tolerances,
and which parts must be replaced. Engine
parts replaced during these procedures are
replaced with comparable and commercially
available and reasonable replacement parts.
Assume the towboat engines are not rotable
spare parts under §1.162-3T(c)(2). In Year 1, X
acquired a new towboat, including its two
engines, and placed the towboat into service.
In Year 5, X pays amounts to perform sched-
uled maintenance on both engines in the
towboat. Assume that none of the exceptions
set out in paragraph (g)(3) of this section
apply to the scheduled maintenance costs.
Because the scheduled maintenance involves
recurring activities that X expects to per-
form more than once during the 18 year class
life of the towboat, the maintenance results
from X’s use of the towboat and the mainte-
nance is performed to keep the towboat in an
ordinarily efficient operating condition, the
scheduled maintenance on X's towboat is
within the routine maintenance safe harbor
under paragraph (g) of this section. Accord-
ingly, the amounts paid for the scheduled
maintenance to its towboat engines in Year
5 are deemed not to improve the towboat and
are not required to be capitalized under para-
graph (d) of this section.

Example 9. Routine maintenance with better-
ments. Assume the same facts as Example 8,
except that in Year 9, X’s towboat engines
are due for another scheduled maintenance
visit. At this time, X decides to upgrade the
engines to increase their horsepower and
propulsion, which would permit the towboats
to tow heavier loads. Accordingly, in Year 9,
X pays amounts to perform many of the
same activities that it would perform during
the typical scheduled maintenance activities
such as cleaning, inspecting, reconditioning,
and replacing minor parts, but at the same
time, X incurs costs to upgrade certain en-
gine parts to increase the towing capacity of
the boats in excess of the capacity of the
boats when X placed them in service. Both
the scheduled maintenance procedures and
the replacement of parts with new and up-
graded parts are necessary to increase the
horsepower of the engines and the towing ca-
pacity of the boat. Thus, the work done on
the engines encompasses more than the re-
curring activities that X expected to perform
as a result of its use of the towboats and did
more than keep the towboat in its ordinarily
efficient operating condition. In addition,
under paragraph (f)(3)(i) of this section, the
scheduled maintenance procedures directly
benefit the upgrades. Therefore, the amounts
that X paid in Year 9 for the maintenance
and upgrade of the engines do not qualify for

§1.263(a)-31

the routine maintenance safe harbor de-
scribed under paragraph (g) of this section.
These amounts must be capitalized if they
result in a betterment under paragraph (h) of
this section, including a material increase in
the capacity of the towboat, or otherwise re-
sult in an improvement under paragraph (d)
of this section.

Example 10. Exceptions to routine mainte-
nance. X owns and operates a farming and
cattle ranch with an irrigation system that
provides water for crops. Assume that each
canal in the irrigation system is a single
unit of property and has a class life of 20
years. At the time X placed the canals into
service, X expected to have to perform major
maintenance on the canals every 3 years to
keep the canals in their ordinarily efficient
operating condition. This maintenance in-
cludes draining the canals, and then clean-
ing, inspecting, repairing, reconditioning or
replacing parts of the canal with comparable
and commercially available and reasonable
replacement parts. X placed the canals into
service in Year 1 and did not perform any
maintenance on the canals until Year 6. At
that time, the canals had fallen into a state
of disrepair and no longer functioned for irri-
gation. In Year 6, X pays amounts to drain
the canals, and do extensive cleaning, repair-
ing, reconditioning, and replacing parts of
the canals with comparable and commer-
cially available and reasonable replacement
parts. Although the work performed on X’s
canals was similar to the activities that X
expected to perform, but did not perform,
every three years, the costs of these activi-
ties do not fall within the routine mainte-
nance safe harbor. Specifically, under para-
graph (g)(3)(iv) of this section, routine main-
tenance does not include activities that re-
turn a unit of property to its former ordi-
nary efficient operating condition if the
property has deteriorated to a state of dis-
repair and is no longer functional for its in-
tended use. Accordingly, amounts that X
pays for work performed on the canals in
Year 6 must be capitalized if they result in
improvements under paragraph (d) of this
section (for example, restorations under
paragraph (i) of this section).

(h) Capitalization of betterments—(1) In
general. A taxpayer must capitalize
amounts paid that result in the better-
ment of a unit of property. An amount
paid results in the betterment of a unit
of property only if it—

(i) Ameliorates a material condition
or defect that either existed prior to
the taxpayer’s acquisition of the unit
of property or arose during the produc-
tion of the unit of property, whether or
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not the taxpayer was aware of the con-
dition or defect at the time of acquisi-
tion or production;

(ii) Results in a material addition
(including a physical enlargement, ex-
pansion, or extension) to the unit of
property; or

(iii) Results in a material increase in
capacity (including additional cubic or
square space), productivity, efficiency,
strength, or quality of the unit of prop-
erty or the output of the unit of prop-
erty.

(2) Betterments to buildings. In the
case of a building, an amount results in
a betterment to the unit of property if
it results in a betterment to any of the
properties designated in paragraphs
(e)(2)(i1), (e)(2)(iii)(B), (e)(2)(iv)(B), or
(e)(2)(v)(B) of this section.

(3) Application of general rule—(i)
Facts and circumstances. To determine
whether an amount paid results in a
betterment described in paragraph
(h)(1) of this section, it is appropriate
to consider all the facts and cir-
cumstances including, but not limited
to, the purpose of the expenditure, the
physical nature of the work performed,
the effect of the expenditure on the
unit of property, and the taxpayer’s
treatment of the expenditure on its ap-
plicable financial statement (as de-
scribed in paragraph (b)(4) of this sec-
tion).

(i1) Unavailability of replacement parts.
If a taxpayer needs to replace part of a
unit of property that cannot prac-
ticably be replaced with the same type
of part (for example, because of techno-
logical advancements or product en-
hancements), the replacement of the
part with an improved, but com-
parable, part does not, by itself, result
in a betterment to the unit of property.

(iii) Appropriate comparison—(A) In
general. In cases in which a particular
event necessitates an expenditure, the
determination of whether an expendi-
ture results in a betterment of the unit
of property is made by comparing the
condition of the property immediately
after the expenditure with the condi-
tion of the property immediately prior
to the circumstances necessitating the
expenditure.

(B) Normal wear and tear. If the ex-
penditure is made to correct the effects
of normal wear and tear to the unit of
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property (including the amelioration of
a condition or defect that existed prior
to the taxpayer’s acquisition of the
unit of property resulting from normal
wear and tear), the condition of the
property immediately prior to the cir-
cumstances necessitating the expendi-
ture is the condition of the property
after the last time the taxpayer cor-
rected the effects of normal wear and
tear (whether the amounts paid were
for maintenance or improvements) or,
if the taxpayer has not previously cor-
rected the effects of normal wear and
tear, the condition of the property
when placed in service by the taxpayer.

(C) Particular event. If the expendi-
ture is made as a result of a particular
event, the condition of the property
immediately prior to the cir-
cumstances necessitating the expendi-
ture is the condition of the property
immediately prior to the particular
event.

(4) Examples. The following examples
illustrate the application of this para-
graph (h) only and do not address
whether capitalization is required
under another provision of this section
or another provision of the Internal
Revenue Code (for example, section
263A):

Example 1. Amelioration of pre-existing mate-
rial condition or defect. In Year 1, X purchases
a store located on a parcel of land that con-
tained underground gasoline storage tanks
left by prior occupants. Assume that the par-
cel of land is the unit of property. The tanks
had leaked, causing soil contamination. X is
not aware of the contamination at the time
of purchase. In Year 2, X discovers the con-
tamination and incurs costs to remediate the
soil. The remediation costs result in a bet-
terment to the land under paragraph (h)(1)(i)
of this section because X incurred the costs
to ameliorate a material condition or defect
that existed prior to X’s acquisition of the
land.

Example 2. Not amelioration of pre-existing
condition or defect. X owns a building that
was constructed with insulation that con-
tained asbestos. The health dangers of asbes-
tos were not widely known when the building
was constructed. X determines that certain
areas of asbestos-containing insulation had
begun to deteriorate and could eventually
pose a health risk to employees. Therefore, X
pays an amount to remove the asbestos-con-
taining insulation from the building struc-
ture and replace it with new insulation that
is safer to employees, but no more efficient
or effective than the asbestos insulation.

574



Internal Revenue Service, Treasury

Under paragraph (e)(2)(ii) of this section, if
the amount paid results in a betterment to
the building structure or any building sys-
tem, X must treat the amount as an im-
provement to the building. Although the as-
bestos is determined to be unsafe under cer-
tain circumstances, the asbestos is not a pre-
existing or material defect of the building
structure under paragraph (h)(1)(i) of this
section. In addition, the removal and re-
placement of the asbestos does not result in
a material addition to the building structure
under paragraph (h)(1)(ii) of this section or
result in a material increase in capacity,
productivity, efficiency, strength, or quality
of the building structure or the output of the
building structure under paragraph (h)(1)(ii)
of this section. Therefore, the amount paid
to remove and replace the asbestos insula-
tion does not result in a betterment to the
building structure under paragraph (h) of
this section.

Example 3. Not amelioration of pre-existing
material condition or defect. (i) In January,
Year 1, X purchased a used machine for use
in its manufacturing operations. Assume
that the machine is a unit of property and
has a class life of 10 years. X placed the ma-
chine in service in January, Year 1 and at
that time expected to perform manufacturer
recommended scheduled maintenance on the
machine every three years. The scheduled
maintenance includes the cleaning and oil-
ing of the machine, the inspection of parts
for defects, and the replacement of minor
items such as springs, bearings, and seals
with comparable and commercially available
and reasonable replacement parts. The
scheduled maintenance does not result in
any material additions or material increases
in capacity, productivity, efficiency,
strength or quality of the machine or the
output of the machine. At the time X pur-
chased the machine, it was approaching the
end of a three-year scheduled maintenance
period. As a result, in February, Year 1, X
pays an amount to perform the manufac-
turer recommended scheduled maintenance
to keep the machine in its ordinarily effi-
cient operating condition.

(ii) The amount that X pays does not qual-
ify under the routine maintenance safe har-
bor in paragraph (g) of this section because
the cost primarily results from the prior
owner’s use of the property and not the tax-
payer’s use. X acquired the machine just be-
fore it had received its three-year scheduled
maintenance. Accordingly, the amount that
X pays for the scheduled maintenance re-
sults from the prior owner’s use of the prop-
erty and ameliorates conditions or defects
that existed prior to X’s ownership of the
machine. Nevertheless, considering the facts
and circumstances under paragraph (h)(2)()
of this section, including the purpose and
minor nature of the work performed, this
amount does not ameliorate a material con-
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dition or defect in the machine under para-
graph (h)(1)(i) of this section, result in a ma-
terial addition to the machine under para-
graph (h)(1)(ii) of this section, or result in a
material increase in the capacity, produc-
tivity, efficiency, strength, or quality of the
machine or the output of the machine under
paragraph (h)(1)(iii) of this section. There-
fore, X is not required to capitalize the
amount paid for the scheduled maintenance
as a betterment to the machine under this
paragraph (h).

Example 4. Not amelioration of pre-existing
material condition or defect. X purchases a
used ice resurfacing machine for use in the
operation of its ice skating rink. To comply
with local regulations, X is required to mon-
itor routinely the air quality in the ice skat-
ing rink. One week after X places the ma-
chine into service, during a routine air qual-
ity check, X discovers that the operation of
the machine is adversely affecting the air
quality in the skating rink. As a result, X
pays an amount to inspect and retune the
machine, which includes replacing minor
components of the engine, which had worn
out prior to X’s acquisition of the machine.
Assume the resurfacing machine, including
the engine, is the unit of property. The rou-
tine maintenance safe harbor in paragraph
(g) of this section does not apply to the
amounts paid because the activities per-
formed do more than return the machine to
the condition that existed at the time X
placed it in service. The amount that X pays
to inspect, retune, and replace minor compo-
nents of the ice resurfacing machine amelio-
rates a condition or defect that existed prior
to X’s acquisition of the equipment. Never-
theless, considering the facts and cir-
cumstances under paragraph (h)(3)(i) of this
section, including the purpose and minor na-
ture of the work performed, this amount
does not ameliorate a material condition or
defect in the machine under paragraph
(h)(1)(@) of this section, result in a material
addition to the machine under paragraph
(h)(1)(di) of this section, or result in a mate-
rial increase in the capacity, productivity,
efficiency, strength, or quality of the ma-
chine or the output of the machine under
paragraph(h)(1)(iii) of this section. There-
fore, X is not required to capitalize the
amount paid to inspect, retune, and replace
minor components of the machine as a bet-
terment under this paragraph (h).

Example 5. Amelioration of material condition
or defect. (i) X acquires a building for use in
its business of providing assisted living serv-
ices. Before and after the purchase, the
building functions as an assisted living facil-
ity. However, at the time of the purchase, X
is aware that the building is in a condition
that is below the standards that X requires
for facilities used in its business. Imme-
diately after the acquisition and during the
following two years, while X continues to
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use the building as an assisted living facil-
ity, X pays amounts for repairs, mainte-
nance, and the acquisition of new property
to bring the facility into the high-quality
condition for which X’s facilities are known.
The work on X’s building includes repairing

damaged drywall, repainting, re-
wallpapering, replacing windows, repairing
and replacing doors; replacing and re-

grouting tile; repairing millwork; and repair-
ing and replacing roofing materials. The
work also involves the replacement of sec-
tion 1245 property including window treat-
ments, furniture, and cabinets. On its appli-
cable financial statements, X capitalizes the
costs of the repairs and maintenance to the
building. The work that X performs affects
only the building structure under paragraph
(e)(2)(i1)(A) of this section and does not af-
fect any of the building systems described in
paragraph (e)(2)(ii)(B) of this section. As-
sume that each section 1245 property is a
separate unit of property.

(ii) Under paragraph (e)(2)(ii) of this sec-
tion, if an amount paid results in a better-
ment to the building structure or any build-
ing system, X must treat the amount as an
improvement to the building. Considering
the facts and circumstances, as required
under paragraph (h)(3)(i) of this section, in-
cluding the purpose of the expenditures, the
effect of the expenditures on the building
structure, and the treatment of the expendi-
tures in X’s applicable financial statements,
the amounts that X paid for repairs and
maintenance to the building structure com-
prises a betterment to the building structure
under paragraph (h)(1)(i) of this section be-
cause the amounts ameliorate material con-
ditions or defects that existed prior to X’s
acquisition of the building. Therefore, in ac-
cordance with paragraph (e)(2)(ii) of this sec-
tion, X must treat the amounts paid for the
betterment to the building structure as an
improvement to the building and must cap-
italize the amounts under paragraph (d)(1) of
this section. Moreover, X is required to cap-
italize the amounts paid to acquire and in-
stall each section 1245 property, including
each window treatment, each item of fur-
niture, and each cabinet, in accordance with
§1.263(a)-2T(d)(1).

Example 6. Not a betterment; building refresh.
(i) X owns a nationwide chain of retail stores
that sell a wide variety of items. To remain
competitive in the industry and increase cus-
tomer traffic and sales volume, X periodi-
cally refreshes the appearance and layout of
its stores. The work that X performs to re-
fresh a store consists of cosmetic and layout
changes to the store’s interiors and general
repairs and maintenance to the store build-
ing to make the stores more attractive and
the merchandise more accessible to cus-
tomers. The work to each store building con-
sists of replacing and reconfiguring a small
number of display tables and racks to pro-
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vide better exposure of the merchandise,
making corresponding lighting relocations
and flooring repairs, moving one wall to ac-
commodate 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 re-
fresh 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. As-
sume that each section 1245 property within
each store is a separate unit of property. Fi-
nally, assume that the work does not amelio-
rate any material conditions or defects that
existed when X acquired the store buildings
or result in any material additions to the
store buildings.

(ii) Under paragraph (e)(2)(ii) of this sec-
tion, if an amount paid results in a better-
ment to the building structure or any build-
ing system, X must treat the amount as an
improvement to the building. Considering
the facts and circumstances, as required
under paragraph (h)(3)(i) of this section, in-
cluding the purpose of the expenditure, the
physical nature of the work performed, the
effect of the expenditure on buildings’ struc-
ture 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’ struc-
tures or any building systems as compared
to the condition of the buildings’ structures
and systems after the previous refresh. Rath-
er, the work performed keeps X’s store build-
ings’ structures and buildings’ systems in
the ordinary efficient operating condition
that is necessary for X to continue to attract
customers to its stores. Therefore, X is not
required to treat the amounts paid for the
refresh of its store buildings’ structures and
buildings’ systems as betterments under
paragraph (h)(1)(iii) of this section. However,
X is required to capitalize the amounts paid
to acquire and install each section 1245 prop-
erty in accordance with §1.263(a)-2T(d)(1).

Example 7. Building refresh; limited improve-
ment. Assume the same facts as Example 6 ex-
cept, in the course of X’s refresh of its stores,
X pays amounts to remove and replace the
bathroom fixtures (that is, the toilets, sinks,
and plumbing fixtures) with upgraded bath-
room fixtures in all of the restrooms in X’s
retail buildings in order to update the rest-
room facilities. As part of the update of the
restrooms, X also pays amounts to replace
the floor and wall tiles that were removed or
damaged in the installation of the new
plumbing fixtures. Under paragraph (e)(2)(ii)
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of this section, if any of the amounts paid re-
sult in betterments to the building structure
or any building system, X must treat the
amounts as an improvement to the building.
Under paragraph (e)(2)(ii)(B)(2) of this sec-
tion, the plumbing system in each of X’s
store buildings, including the plumbing fix-
tures, is a building system. X must treat the
amounts paid to replace the bathroom fix-
tures with upgraded fixtures as a betterment
because they result in a material increase in
the quality of each plumbing system under
paragraph (h)(1)(iii) of this section. Under
paragraph (f)(3) of this section, X is required
to capitalize all the indirect costs that di-
rectly benefit or are incurred by reason of
the betterment, or improvement, to each
plumbing system. Because the costs to re-
move the old plumbing fixtures and to re-
move and replace the bathroom tiles directly
benefit and are incurred by reason of the im-
provement to the plumbing system, these
costs must also be capitalized under para-
graph (f)(3) of this section. Therefore, in ac-
cordance with paragraph (e)(2)(ii) of this sec-
tion, 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, and must capitalize the
amounts under paragraph (d)(1) of this sec-
tion. However, X is not required under para-
graph (f)(3) of this section 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. Thus, X is
not required to capitalize under paragraphs
(£)(3) of this section any costs specified in Ex-
ample 6 for the reconfiguration, cosmetic
changes, repairs, and maintenance to the
other parts of X’s store buildings.

Example 8. Betterment; building remodel. (i)
Assume the same facts as Example 6, but as-
sume that the work performed to refresh the
stores directly benefits or was incurred by
reason of a substantial remodel to X’s store
buildings. In addition to the reconfiguration,
cosmetic changes, repairs, and maintenance
activities performed in Example 6, X performs
significant additional work to alter the ap-
pearance and layout of its stores in order to
increase customer traffic and sales volume.
First, X pays amounts to upgrade the build-
ings’ structures as defined under (e)(2)(ii)(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 pleas-
ant shopping environment, rebuilding the in-
terior 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
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traffic. Second, X pays amounts for work on
the electrical systems, which are building
systems under paragraph (e)(2)(ii)(B)(3) of
this section. Specifically, X upgrades the
wiring in the buildings so that X can add
video monitors and an expanded electronics
department. X also removes and replaces the
recessed lighting throughout the buildings
with more efficient and brighter lighting.
The work performed on the buildings’ struc-
tures and the electrical systems includes the
removal and replacement of both section 1250
and section 1245 property. In its applicable fi-
nancial statement, X capitalizes all the costs
incurred over a 10-year period. Upon comple-
tion of this period, X anticipates that it will
have to remodel the store buildings again.
(ii) Under paragraph (e)(2)(ii) of this sec-
tion, 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.
Considering the facts and circumstances, as
required under paragraph (h)(3)(i) of this sec-
tion, including the purpose of the expendi-
ture, the physical nature of the work per-
formed, the effect of the work on the build-
ings’ structures and buildings’ systems, and
the treatment of the work on X’s applicable
financial statements, the amounts that X
pays for the remodeling of its stores result in
betterments to the buildings’ structures and
electrical systems under paragraph (h) of
this section. Specifically, amounts paid to
upgrade the wiring and to remove and re-
place the recess lighting throughout the
stores materially increase the productivity,
efficiency, and quality of X’s stores’ elec-
trical systems under paragraph (h)(1)(iii) of
this section. Also, the amounts paid to re-
move and rebuild walls, to replace ceilings,
to rebuild facades, to replace doors, and re-
place flooring materially increase the pro-
ductivity, efficiency, and quality of X’s store
buildings’ structures under paragraph
(h)(1)(dii) of this section. In addition, the
amounts paid for the refresh of the store
buildings described in Erxample 6 must be cap-
italized under paragraph (f)(3)(i) of this sec-
tion because these expenditures directly ben-
efitted or were incurred by reason of the im-
provements to X’s store buildings’ structures
and electrical systems. Therefore, in accord-
ance with paragraph (e)(2)(ii) of this section,
X must treat the costs of improving the
buildings’ structures and systems, including
the costs to refresh, as improvements to X’s
retail buildings and must capitalize the
amounts paid for these improvements under
paragraph (d)(1) of this section. Moreover, X
is required to capitalize the amounts paid to
acquire and install each section 1245 prop-
erty in accordance with §1.263(a)-2T(d)(1).
Example 9. Not betterment; relocation and re-
installation of personal property. In Year 1, X
purchases new cash registers for use in its
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retail store located in leased space in a shop-
ping mall. Assume that each cash register is
a unit of property as determined under para-
graph (e)(3) of this section. In Year 1, X cap-
italizes the costs of acquiring and installing
the new cash registers under §1.263(a)-
2T(d)(1). In Year 3, X’s lease expires and X
decides to relocate its retail store to a dif-
ferent building. In addition to various other
costs, X pays $5,000 to move the cash reg-
isters and $1,000 to reinstall them in the new
store. The cash registers are used for the
same purposes and in the same manner that
they were used in the former location. The
amounts that X pays to move and reinstall
the cash registers into its new store do not
result in a betterment to the cash registers
under paragraph (h) of this section.

Example 10. Betterment; relocation and re-
installation of manufacturing equipment. X op-
erates a manufacturing facility in Building
A, which contains various machines that X
uses in its manufacturing business. X decides
to expand part of its operations by relo-
cating a machine to Building B to recon-
figure the machine with additional compo-
nents. Assume that the machine is a single
unit of property under paragraph (e)(3) of
this section. X pays amounts to disassemble
the machine, to move the machine to the
new location, and to reinstall the machine in
a new configuration with additional compo-
nents. Assume that the reinstallation, in-
cluding the reconfiguration and the addition
of components, results in an increase in ca-
pacity of the machine, and therefore results
in a betterment to the machine under para-
graph (h)(3)(iii) of this section. Accordingly,
X must capitalize the costs of reinstalling
the machine as an improvement to the ma-
chine under paragraph (d)(1) of this section.
X is also required to capitalize the costs of
disassembling and moving the machine to
Building B because these costs directly ben-
efit and are incurred by reason of the im-
provement to the machine under paragraph
(£)(3)(1) of this section.

Example 11. Betterment; regulatory require-
ment. X owns a hotel that includes five feet
high unreinforced terra cotta and concrete
parapets with overhanging cornices around
the entire roof perimeter. The parapets and
cornices are in good condition. In Year 1,
City passes an ordinance setting higher safe-
ty standards for parapets and cornices be-
cause of the hazardous conditions caused by
earthquakes. To comply with the ordinance,
X pays an amount to remove the old para-
pets and cornices and replace them with new
ones made of glass fiber reinforced concrete,
which makes them lighter and stronger than
the original components. They are attached
to the hotel using welded connections in-
stead of wire supports, making them more
resistant to damage from lateral movement.
Under paragraph (e)(2)(ii) of this section, if
the amount paid results in a betterment to
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the building structure or any building sys-
tem, X must treat the amount as an im-
provement to the building. The parapets and
cornices are part of the building structure as
defined in paragraph (e)(2)(ii)(A) of this sec-
tion. The event necessitating the expendi-
ture was the City ordinance. Prior to the or-
dinance, the old parapets and cornices were
in good condition, but were determined by
City to create a potential hazard. After the
expenditure, the new parapets and cornices
materially increased the structural sound-
ness (that is, the strength) of the hotel struc-
ture. X must treat the amount paid to re-
move and replace the parapets and cornices
as an improvement because it results in a
betterment to the building structure under
paragraph (h)(1)(iii) of this section. There-
fore, in accordance with paragraph (e)(2)(ii)
of this section, X must treat the amount
paid for the betterment to the building
structure as an improvement to the hotel
building and must capitalize the amount
paid under paragraph (d)(1) of this section.
City’s requirement that X correct the poten-
tial hazard to continue operating the hotel is
not relevant in determining whether the
amount paid improved the hotel. See para-
graph (f)(2) of this section.

Example 12. Not a betterment; regulatory re-
quirement. X owns a meat processing plant. X
discovers that oil is seeping through the con-
crete walls of the plant, creating a fire haz-
ard. Federal meat inspectors advise X that it
must correct the seepage problem or shut
down its plant. To correct the problem, X
pays an amount to add a concrete lining to
the walls from the floor to a height of about
four feet and also to add concrete to the
floor of the plant. Under paragraph (e)(2)(ii)
of this section, if the 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.
The event necessitating the expenditure was
the seepage of the oil. Prior to the seepage,
the plant did not leak and was functioning
for its intended use. X is not required to
treat the amount paid as a betterment under
paragraph (h) of this section because it does
not result in a material addition or material
increase in capacity, productivity, effi-
ciency, strength or quality of the building
structure or its output compared to the con-
dition of the structure prior to the seepage
of the oil. The federal meat inspectors’ re-
quirement that X correct the seepage to con-
tinue operating the plant is not relevant in
determining whether the amount paid im-
proves the plant. See paragraph (f)(2) of this
section.

Example 13. Not a betterment; replacement
with same part. X owns a small retail shop. A
storm damages the roof of X’s shop by dis-
placing numerous wooden shingles. X pays a
contractor to replace all the wooden shingles
on the roof with new wooden shingles. Under
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paragraph (e)(2)(ii) of this section, if the
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. The roof is part of the build-
ing structure under paragraph (e)(2)(ii)(A) of
this section. The event necessitating the ex-
penditure was the storm. Prior to the storm,
the building structure was functioning for
its intended use. X is not required to treat
the amount paid to replace the shingles as a
betterment under paragraph (h) of this sec-
tion because it does not result in a material
addition, or material increase in the capac-
ity, productivity, efficiency, strength, or
quality of the building structure or the out-
put of the building structure compared to
the condition of the building structure prior
to the storm.

Example 14. Not a betterment; replacement
with comparable part. Assume the same facts
as in Example 13, except that wooden shingles
are not available on the market. X pays a
contractor to replace all the wooden shingles
with comparable asphalt shingles. The
amount that X pays to reshingle the roof
with asphalt shingles does not result in a
betterment to the shop building structure,
even though the asphalt shingles may be
stronger than the wooden shingles. Because
the wooden shingles could not practicably be
replaced with new wooden shingles, the re-
placement of the old shingles with com-
parable asphalt shingles does not, by itself,
result in a betterment, and therefore, an im-
provement, to the shop building structure
under this paragraph (h).

Example 15. Betterment; replacement with im-
proved parts. Assume the same facts as in Ez-
ample 14, except that, instead of replacing
the wooden shingles with asphalt shingles, X
pays a contractor to replace all the wooden
shingles with shingles made of lightweight
composite materials that are maintenance-
free and do not absorb moisture. The new
shingles have a 50-year warranty and a Class
A fire rating. The amount paid for these
shingles results in a betterment to the shop
building structure under paragraphs
(h)(1)@dii) and (h)(3)(iii) of this section be-
cause it results in a material increase in the
quality of the shop building structure as
compared to the condition of the shop build-
ing structure prior to the storm. Therefore,
in accordance with paragraph (e)(2)(ii), X
must treat the amount paid for the better-
ment of the building structure as an im-
provement to the building and must cap-
italize the amount paid under paragraph
(d)(1) of this section.

Example 16. Material increase in capacity. X
owns a factory building with a storage area
on the second floor. X pays an amount to re-
place the columns and girders supporting the
second floor to permit storage of supplies
with a gross weight 50 percent greater than
the previous load-carrying capacity of the
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storage area. Under paragraph (e)(2)(ii) of
this section, if the amount results in a bet-
terment to the building structure or any
building system, X must treat the amount as
an improvement to the building. The col-
umns and girders are part of the building
structure defined under paragraph
(e)(2)(i1)(A) of this section. X must treat the
amount paid to replace the columns and
girders as a betterment under paragraph
(h)(1)(dii) of this section because it materi-
ally increases the load-carrying capacity of
the building structure. The comparison rule
in paragraph (h)(3)(iii) of this section does
not apply to this amount because the ex-
penditure was not necessitated by a par-
ticular event. Therefore, in accordance with
paragraph (e)(2)(ii) of this section, X must
treat the amount paid for betterment of the
building structure as an improvement to the
building and must capitalize the amount
paid under paragraph (d)(1) of this section.

Example 17. Material increase in capacity. X
owns harbor facilities consisting of a slip for
the loading and unloading of barges and a
channel leading from the slip to the river. At
the time of purchase, the channel was 150
feet wide, 1,000 feet long, and 10 feet deep. To
allow for ingress and egress and for the un-
loading of its barges, X needs to deepen the
channel to a depth of 20 feet. X pays a con-
tractor to dredge the channel to the required
depth. Assume the channel is the unit of
property. X must capitalize as an improve-
ment the amounts paid for the dredging be-
cause they result in a material increase in
the capacity of the channel under paragraph
(h)(1)(dii) of this section. The comparison
rule in paragraph (h)(3)(iii) of this section
does not apply to these amounts paid be-
cause the expenditure was not necessitated
by a particular event.

Example 18. Not a material increase in capac-
ity. Assume the same facts as in Example 17,
except that the channel was susceptible to
siltation and, by the next taxable year, the
channel depth had been reduced to 18 feet. X
pays a contractor to redredge the channel to
a depth of 20 feet. The event necessitating
the expenditure was the siltation of the
channel. Both prior to the siltation and after
the redredging, the depth of the channel was
20 feet. X is not required to treat the
amounts paid to redredge the channel as a
betterment under paragraphs (h)(1)(ii) or
(h)(1)(dii) of this section because they do not
result in a material addition to the unit of
property or a material increase in the capac-
ity, productivity, efficiency, strength, or
quality of the unit of property or the output
of the unit of property.

Example 19. Not a material increase in capac-
ity. X owns a building used in its trade or
business. The first floor has a drop-ceiling. X
pays an amount to remove the drop-ceiling
and repaint the original ceiling. Under para-
graph (e)(2)(ii) of this section, if the amount
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paid results in a betterment to the building
structure or any building system, X must
treat the amount as an improvement to the
building. The ceiling is part of the building
structure as defined wunder paragraph
(e)(2)(ii)(A) of this section. X is not required
to treat the amount paid to remove the drop-
ceiling as a betterment because it did not re-
sult in a material addition under paragraph
(h)(1)(ii) of this section or a material in-
crease to the capacity, productivity, effi-
ciency, strength, or quality of the building
structure or output of the building structure
under paragraph (h)(1)(iii) of this section.
The comparison rule in paragraph (h)(3)(iii)
of this section does not apply to these
amounts paid because the expenditure was
not necessitated by a particular event.

(i) Capitalization of restorations—(1) In
general. A taxpayer must capitalize
amounts paid to restore a unit of prop-
erty, including amounts paid in mak-
ing good the exhaustion for which an
allowance is or has been made. An
amount is paid to restore a unit of
property only if it—

(i) Is for the replacement of a compo-
nent of a unit of property and the tax-
payer has properly deducted a loss for
that component (other than a casualty
loss under §1.165-7);

(ii) Is for the replacement of a com-
ponent of a unit of property and the
taxpayer has properly taken into ac-
count the adjusted basis of the compo-
nent in realizing gain or loss resulting
from the sale or exchange of the com-
ponent;

(iii) 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 sec-
tion 165, or relating to a casualty event
described in section 165;

(iv) Returns the unit of property to
its ordinarily efficient operating condi-
tion if the property has deteriorated to
a state of disrepair and is no longer
functional for its intended use;

(v) Results in the rebuilding of the
unit of property to a like-new condi-
tion after the end of its class life as de-
fined in paragraph (g)(4) of this section
(see paragraph (i)(3) of this section); or

(vi) Is for the replacement of a part
or a combination of parts that com-
prise a major component or a substan-
tial structural part of a unit of prop-
erty (see paragraph (i)(4) of this sec-
tion).
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(2) Restorations of buildings. In the
case of a building, an amount is paid to
restore the unit of property if it re-
stores any of the properties designated
in paragraphs (e)(2)(ii), (e)(2)({ii)(B),
(e)(2)(iv)(B), (e)(2)(v)(B) of this section.

(3) Rebuild to like-new condition. For
purposes of paragraph (i)(1)(v) of this
section, a unit of property is rebuilt to
a like-new condition if it is brought to
the status of new, rebuilt, remanufac-
tured, or similar status under the
terms of any federal regulatory guide-
line or the manufacturer’s original
specifications.

(4) Replacement of a major component
or a substantial structural part. To deter-
mine whether an amount is for the re-
placement of a part or a combination
of parts that comprise a major compo-
nent or a substantial structural part of
the unit of property, it is appropriate
to consider all the facts and cir-
cumstances. These facts and cir-
cumstances include the quantitative or
qualitative significance of the part or
combination of parts in relation to the
unit of property. A major component
or substantial structural part includes
a part or combination of parts that
comprise a large portion of the phys-
ical structure of the unit of property or
that perform a discrete and critical
function in the operation of the unit of
property. However, the replacement of
a minor component of the unit of prop-
erty, even though such component may
affect the function of the unit of prop-
erty, will not generally, by itself, con-
stitute a major component or substan-
tial structural part.

(5) Examples. The following examples
illustrate the application of this para-
graph (i) only and do not address
whether capitalization is required
under another provision of this section
or another provision of the Internal
Revenue Code (for example, section
263A). Unless otherwise stated, assume
that X has not properly deducted a loss
for, nor taken into account the ad-
justed basis on a sale or exchange of,
any unit of property, asset, or compo-
nent of a unit of property that is re-
placed:

Example 1. Replacement of loss component. X
owns a manufacturing building containing
various types of manufacturing equipment.
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X does a cost segregation study of the manu-
facturing building and properly determines
that a walk-in freezer in the manufacturing
building is section 1245 property as defined in
section 1245(a)(3). The freezer is not part of
the building structure under paragraph
(e)(2)(1) of this section or the HVAC system,
which is a separate building system under
paragraph (e)(2)(ii)(B)(I1) of this section. Sev-
eral components of the walk-in freezer cease
to function and X decides to replace them. X
abandons the old freezer components and
properly recognizes a loss from the abandon-
ment of the components. X replaces the
abandoned freezer components with new
components and incurs costs to acquire and
install the new components. Under para-
graph (i)(1)(i) of this section, X must cap-
italize the amounts paid to acquire and in-
stall the new freezer components because X
replaced components for which it had prop-
erly deducted a loss.

Example 2. Replacement of sold component.
Assume the same facts as in Example 1 except
that X did not abandon the components, but
instead sold them to another party and prop-
erly recognized a loss on the sale. Under
paragraph (i)(1)(ii) of this section, X must
capitalize the amounts paid to acquire and
install the new freezer components because
X replaced components for which it had
properly taken into account the adjusted
basis of the components in realizing a loss
from the sale of the components.

Example 3. Restoration after casualty loss. X
owns an office building that it uses in its
trade or business. A storm damages the of-
fice building at a time when the building has
an adjusted basis of $500,000. X deducts under
section 165 a casualty loss in the amount of
$50,000 and properly reduces its basis in the
office building to $450,000. X hires a con-
tractor to repair the damage to the building
and pays the contractor $50,000 for the work.
Under paragraph (i)(1)(iii) of this section, X
must capitalize the $50,000 amount paid to
the contractor because X properly adjusted
its basis in that amount as a result of a cas-
ualty loss under section 165.

Example 4. Restoration after casualty event.
Assume the same facts as in Erample 3, ex-
cept that X receives insurance proceeds of
$560,000 after the casualty to compensate for
its loss. X cannot deduct a casualty loss
under section 165 because its loss was com-
pensated by insurance. However, X properly
reduces its basis in the property by the
amount of the insurance proceeds. Under
paragraph (i)(1)(iii) of this section, X must
capitalize the $50,000 amount paid to the con-
tractor because X has properly taken a basis
adjustment relating to a casualty event de-
scribed in section 165.

Example 5. Restoration of property in a state
of disrepair. X owns and operates a farm with
several barns and outbuildings. X did not use
or maintain one of the outbuildings on a reg-
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ular basis, and the outbuilding fell into a
state of disrepair. The outbuilding pre-
viously was used for storage but can no
longer be used for that purpose because the
building is not structurally sound. X decides
to restore the outbuilding and pays an
amount to shore up the walls and replace the
siding. Under paragraph (e)(2)(ii) of this sec-
tion, if the amount paid results in a restora-
tion of the building structure or any building
system, X must treat the amount as an im-
provement to the building. The walls and
siding are part of the building structure
under paragraph (e)(2)(ii)(A) of this section.
Under paragraph (i)(1)(iv) of this section, X
must treat the amount paid to shore up the
walls and replace the siding as a restoration
of the building structure because the
amounts return the building structure to its
ordinarily efficient operating condition after
it had deteriorated to a state of disrepair and
was no longer functional for its intended use.
Therefore, in accordance with paragraph
(e)(2)(ii) of this section, X must treat the
amount paid as an improvement to the build-
ing and must capitalize the amount paid
under paragraph (d)(2) of this section.

Example 6. Rebuild of property to like-new
condition before end of class life. X is a Class
I railroad that owns a fleet of freight cars.
Freight cars have a recovery period of 7
years under section 168(c) and a class life of
14 years. Every 8 to 10 years, X rebuilds its
freight cars. Ten years after X places the
freight car in service, X performs a rebuild,
which includes a complete disassembly, in-
spection, and reconditioning or replacement
of components of the suspension and draft
systems, trailer hitches, and other special
equipment. X modifies the car to upgrade
various components to the latest engineering
standards. The freight car essentially is
stripped to the frame, with all of its substan-
tial components either reconditioned or re-
placed. The frame itself is the longest-last-
ing part of the car and is reconditioned. The
walls of the freight car are replaced or are
sandblasted and repainted. New wheels are
installed on the car. All the remaining com-
ponents of the car are restored before they
are reassembled. At the end of the rebuild,
the freight car has been restored to rebuilt
condition under the manufacturer’s speci-
fications. Assume the freight car is the unit
of property. X is not required to capitalize
under paragraph (i)(1)(v) of this section the
amounts paid to rebuild the freight car be-
cause, although the amounts paid restore the
freight car to like-new condition, the
amounts were not paid after the end of the
class life of the freight car.

Example 7. Rebuild of property to like-new
condition after end of class life. Assume the
same facts as in Example 6, except that X re-
builds the freight car 15 years after X places
it in service. Under paragraph (i)(1)(v) of this
section, X must capitalize the amounts paid
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to rebuild the freight car because the
amounts paid restore the freight car to like-
new condition after the end of the class life
of the freight car.

Example 8. Replacement of major component
or substantial structural part; personal prop-
erty. X is a common carrier that owns a fleet
of petroleum hauling trucks. X pays
amounts to replace the existing engine, cab,
and petroleum tank with a new engine, cab,
and tank. Assume the tractor of the truck
(which includes the cab and the engine) is a
single unit of property, and that the trailer
(which contains the petroleum tank) is a sep-
arate unit of property. The new engine and
cab constitute parts or combinations of parts
that comprise a major component or sub-
stantial structural part of X’s tractor.
Therefore, the amounts paid for the replace-
ment of those components must be capital-
ized under paragraph (i)(1)(vi) of this section.
The new petroleum tank constitutes a part
or combination of parts that comprise a
major component and a substantial struc-
tural part of the trailer. Accordingly, the
amounts paid for the replacement of the
tank also must be capitalized under para-
graph (i)(1)(vi) of this section.

Example 9. Repair performed during a restora-
tion. Assume the same facts as in Erample 8,
except that, at the same time the engine and
cab of the tractor are replaced, X pays
amounts to paint the cab of the tractor with
its company logo and to fix a broken tail-
light on the tractor. The repair of the broken
taillight and the painting of the cab gen-
erally are deductible expenses under §1.162-
4T. However, under paragraph (f)(3)(i) of this
section, a taxpayer must capitalize all the
direct costs of an improvement and all the
indirect costs that directly benefit or are in-
curred by reason of an improvement in ac-
cordance with the rules under section 263A.
Repairs and maintenance that do not di-
rectly benefit or 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. Under paragraph (f)(3)(i) of
this section, X must capitalize the amounts
paid to paint the cab as part of the improve-
ment to the tractor because these amounts
directly benefit and are incurred by reason of
the restoration of the cab. Amounts paid to
repair the broken taillight, however, are not
incurred by reason of the restoration of the
tractor, nor do the amounts paid directly
benefit the tractor restoration, even though
the repair was performed at the same time as
the restoration. Thus, X must capitalize the
amounts paid to paint the cab under para-
graph (i)(1)(vi) and (f)(3)(i) of this section,
but X is not required to capitalize the
amounts paid to repair the broken taillight.

Example 10. Related amounts to replace major
component or substantial structural part; per-
sonal property. (i) X owns a retail gasoline
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station, consisting of a paved area used for
automobile access to the pumps and parking
areas, a building used to market gasoline,
and a canopy covering the gasoline pumps.
The premises also consist of underground
storage tanks (USTs) that are connected by
piping to the pumps and are part of the ma-
chinery used in the immediate retail sale of
gas. To comply with regulations issued by
the Environmental Protection Agency, X is
required to remove and replace leaking
USTs. In Year 1, X hires a contractor to per-
form the removal and replacement, which
consists of removing the old tanks and in-
stalling new tanks with leak detection sys-
tems. The removal of the old tanks includes
removing the paving material covering the
tanks, excavating a hole large enough to
gain access to the old tanks, disconnecting
any strapping and pipe connections to the
old tanks, and lifting the old tanks out of
the hole. Installation of the new tanks in-
cludes placement of a liner in the excavated
hole, placement of the new tanks, installa-
tion of a leak detection system, installation
of an overfill system, connection of the
tanks to the pipes leading to the pumps,
backfilling of the hole, and replacement of
the paving. X also is required to pay a per-
mit fee to the county to undertake the in-
stallation of the new tanks.

(ii) X pays the permit fee to the county on
October 15, Year 1. On December 15, Year 1,
the contractor completes the removal of the
old USTs and bills X for the costs of re-
moval. On January 15, Year 2, the contractor
completes the installation of the new USTs
and bills X for the remainder of the work.
Assume that X computes its taxes on a cal-
endar year basis and X’s gasoline distribu-
tion system is the unit of property. Under
paragraph (i)(1)(vi) of this section, X must
capitalize the amounts paid to replace the
USTs as a restoration to the gasoline dis-
tribution system because the USTs are parts
or combinations of parts that comprise a
major component and substantial structural
part of the gasoline distribution system.
Moreover, under paragraph (f)(3) of this sec-
tion, X must capitalize the costs of removing
the old USTs because these amounts directly
benefit and are incurred by reason of the im-
provement to the gasoline distribution sys-
tem. Finally, under paragraph (f)(4) of this
section, X must capitalize the aggregate of
related amounts paid to improve the gaso-
line distribution system, including the
amount paid to the county, the amount paid
to remove the old USTs, and the amount
paid to install the new USTSs, even though
the amounts were separately invoiced, paid
to different parties, and incurred in different
tax years.

Example 11. Not replacement of major compo-
nent or substantial structural part; personal
property. X owns a machine shop in which it
makes dies used by manufacturers. In Year 1,
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X purchased a drill press for use in its pro-
duction process. In Year 3, X discovers that
the power switch assembly, which controls
the supply of electric power to the drill
press, has become damaged and could not op-
erate. To correct this problem, X paid
amounts to replace the power switch assem-
bly with comparable, commercially available
and reasonable replacement parts. Assume
that the drill press is a unit of property
under paragraph (e) of this section and the
power switch assembly is a small component
of the drill press that may be removed and
installed with relative ease. Thus, the power
switch assembly is not a major component or
substantial structural part of X’s drill press
under paragraph (i)(3) of this section. X is
not required to capitalize the costs to re-
place the power switch assembly under para-
graph (i)(1)(vi) of this section because the re-
placement, by itself, does not constitute the
replacement of a part or a combination of
parts that comprise a major component or
substantial structural part of X’s drill press.
But see section 263A and the regulations
thereunder for the requirement to capitalize
indirect costs that directly benefit or are in-
curred by reason of production activities.

Example 12. Replacement of major component
or substantial structural part; roof. X owns a
large retail store. X discovers a leak in the
roof of the store and hires a contractor to in-
spect and fix the roof. The contractor dis-
covers that a major portion of the sheathing
and rafters has rotted, and recommends the
replacement of the entire roof. X pays the
contractor to replace the entire roof with a
new roof. Under paragraph (e)(2)(ii) of this
section, if the amount paid results in a res-
toration of the building structure or any
building system, X must treat the amount as
an improvement to the building. The roof is
part of the building structure under para-
graph (e)(2)(ii)(A) of this section and com-
prises a major component or substantial
structural part of X’s building structure
under paragraph (i)(4) of this section. Under
paragraph (i)(1)(vi) of this section, X must
treat the amount paid to replace the roof as
a restoration because X paid the amount to
replace a major component or substantial
structural part of X’s building structure.
Therefore, in accordance with paragraph
(e)(2)(ii) of this section, X must treat the
amount paid to restore the building struc-
ture as an improvement to the building and
must capitalize the amount paid under para-
graph (d)(2) of this section.

Example 13. Replacement of major component
or substantial structural part; roof. Assume the
same facts as Erample 12 except the con-
tractor recommends replacement of a signifi-
cant portion of the roof, but not the entire
roof. Accordingly, X pays an amount to re-
place a large portion of the decking, insula-
tion, and membrane of the roof of X’s retail
building. The portion of the roof replaced
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comprises a major component or substantial
structural part of the building structure
under paragraph (i)(4) of this section. Thus,
under paragraph (i)(1)(vi) of this section, X
must treat the amount paid for the roof
work as a restoration of the building struc-
ture because X paid the amount to replace a
major component or substantial structural
part of the building structure. Therefore, in
accordance with paragraph (e)(2)(ii) of this
section, X must treat the amount paid as an
improvement to the building and must cap-
italize the amount paid under paragraph
(d)(2) of this section.

Example 14. Not replacement of major compo-
nent or substantial structural part; roof mem-
brane. X is in the business of manufacturing
parts. X owns a factory facility in which the
parts are manufactured. The roof over X’s fa-
cility is comprised of structural elements,
insulation, and a waterproof membrane. Over
time, the waterproof membrane began to
wear and leakage began to occur. Con-
sequently, X pays an amount to replace the
plant’s worn roof membrane with a similar
but new membrane. Under paragraph
(e)(2)(ii) of this section, if the amount paid
results in a restoration of the building struc-
ture or any building system, X must treat
the amount as an improvement to the build-
ing. The roof, including the membrane, is
part of the building structure as defined
under paragraph (e)(2)(ii)(A) of this section.
Although the roof membrane may affect the
function of the building structure, it is not,
by itself, a major component or substantial
structural part of X’s building structure
under paragraph (i)(4) of this section. Be-
cause the roof membrane is not a major com-
ponent or substantial structural part of the
building structure, X is not required to treat
the amount paid to replace the roof mem-
brane as a restoration of the building struc-
ture under paragraph (i)(1)(vi) of this sec-
tion. But see section 263A and the regula-
tions thereunder for the requirement to cap-
italize indirect costs that directly benefit or
are incurred by reason of production activi-
ties.

Example 15. Replacement of major component
or substantial structural part; HVAC system. X
owns a building in which it operates an office
that provides medical services. The building
contains one HVAC system, which is com-
prised of a furnace, an air conditioning unit,
and duct work that runs throughout the
building to distribute the heat or air condi-
tioning throughout the building. The furnace
in X’s building breaks down and X pays an
amount to replace it with a new furnace.
Under paragraph (e)(2)(ii) of this section, if
the amount paid results in a restoration of
the building structure or any building sys-
tem, X must treat the amount as an im-
provement to the building. The heating and
air conditioning system, including the fur-
nace, is a building system under paragraph
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(e)(2)(i)(B)(I) of this section. The furnace
performs a discrete and critical function in
the operation of the HVAC system, and is
therefore a major component or substantial
structural part of the building system under
paragraph (i)(4) of this section. Because the
furnace comprises a major component or
substantial structural part of a building sys-
tem, X must treat the amount paid to re-
place the furnace as a restoration of the
building system under paragraph (i)(1)(vi) of
this section. Therefore, in accordance with
paragraph (e)(2)(ii) of this section, X must
treat the amount paid as an improvement to
the building and must capitalize the amount
paid under paragraph (d)(2) of this section.
Example 16. Replacement of major component
or substantial structural part; HVAC system. X
owns a large office building in which it pro-
vides consulting services. The building con-
tains one HVAC system, which is comprised
of one chiller unit, one boiler, pumps, duct
work, diffusers, air handlers, outside air in-
take and a cooling tower. The chiller unit in-
cludes the compressor, evaporator, con-
denser, and expansion valve, and functions to
cool the water used to generate air condi-
tioning throughout the building. X pays an
amount to replace the chiller with a more
energy efficient wunit. Under paragraph
(e)(2)(ii) of this section, if the amount paid
results in a restoration of the building struc-
ture or any building system, X must treat
the amount as an improvement to the build-
ing. The HVAC system, including the chiller
unit, is a building system under paragraph
(e)(2)(i1)(B)(1) of this section. The chiller unit
performs a discrete and critical function in
the operation of the HVAC system and is
therefore a major component or substantial
structural part of the HVAC system under
paragraph (i)(4) of this section. Because the
chiller unit comprises a major component or
substantial structural part of a building sys-
tem, X must treat the amount paid to re-
place the chiller unit as a restoration to a
building system under paragraph (i)(1)(vi) of
this section. Therefore, in accordance with
paragraph (e)(2)(ii) of this section, X must
treat the amount paid as an improvement to
the building and must capitalize the amount
paid under paragraph (d)(2) of this section.
Example 17. Not replacement of major compo-
nent or substantial structural part; HVAC sys-
tem. X owns an office building that it uses to
provide services to customers. The building
contains an HVAC system that incorporates
ten roof-mounted units that provide heating
and air conditioning for different parts of the
building. The HVAC system also consists of
controls for the entire system and duct work
that distributes the heated or cooled air to
the various spaces in the building’s interior.
X begins to experience climate control prob-
lems in various offices throughout the office
building and consults with a contractor to
determine the cause. The contractor rec-
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ommends that X replace two of the roof-
mounted units. X pays an amount to replace
the two specified units. No work is per-
formed on the other roof-mounted heating/
cooling units, the duct work, or the controls.
Under paragraph (e)(2)(ii) of this section, if
the amount paid results in a restoration of
the building structure or any building sys-
tem, X must treat the amount as an im-
provement to the building. The HVAC sys-
tem, including the two-roof mounted units,
is a building system under paragraph
(e)(2)(ii)(B)(I) of this section. The two roof-
mounted heating/cooling units, by them-
selves, do not comprise a large portion of the
physical structure of the HVAC system or
perform a discrete and critical function in
the operation of the system. Therefore,
under paragraph (i)(4) of this section, the
two units do not constitute a major compo-
nent or substantial structural part of the
building system. Accordingly, X is not re-
quired to treat the amount paid to replace
the two roof-mounted heating/cooling units
as a restoration of a building system under
paragraph (i)(1)(iv) of this section.

Example 18. Replacement of major component
or substantial structural part; fire protection
system. X owns a building that it uses to op-
erate its business. X pays an amount to re-
place the sprinkler system in the building
with a new sprinkler system. Under para-
graph (e)(2)(ii) of this section, if the amount
paid results in a restoration of the building
structure or any building system, X must
treat the amount as an improvement to the
building. The fire protection and alarm sys-
tem, including the sprinkler system, is a
building system under paragraph
(e)(2)(i1)(B)(6) of this section. The sprinkler
system performs a discrete and critical func-
tion in the operation of the fire protection
and alarm system and is therefore a major
component or substantial structural part of
the fire protection and alarm system under
paragraph (i)(4) of this section. Because the
sprinkler system comprises a major compo-
nent or substantial structural part of a
building system, X must treat the amount
paid to replace the sprinkler system as a res-
toration to a building system under para-
graph (i)(1)(vi) of this section. Therefore, in
accordance with paragraph (e)(2)(ii) of this
section, X must treat the amount paid as an
improvement to the building and must cap-
italize the amount paid under paragraph
(d)(2) of this section.

Example 19. Replacement of major component
or substantial structural part; electrical system.
X owns a building that it uses to operate its
business. X pays an amount to replace the
wiring throughout the building with new
wiring that meets building code require-
ments. Under paragraph (e)(2)(ii) of this sec-
tion, if the amount paid results in a restora-
tion of the building structure or any building
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system, X must treat the amount as an im-
provement to the building. The electrical
system, including the wiring, is a building
system under paragraph (e)(2)(i1)(B)(3) of this
section. The wiring performs a discrete and
critical function in the operation of the elec-
trical system and is therefore a major com-
ponent or substantial structural part of the
electrical system under paragraph (i)(4) of
this section. Because the wiring comprises a
major component or substantial structural
part of a building system, X must treat the
amount paid to replace the wiring as a res-
toration to a building system under para-
graph (i)(1)(vi) of this section. Therefore, in
accordance with paragraph (e)(2)(ii) of this
section, X must treat the amount paid as an
improvement to the building and must cap-
italize the amount paid under paragraph
(d)(2) of this section.

Example 20. Replacement of major component
or substantial structural part; plumbing system.
X owns a building in which it conducts a re-
tail business. The retail building has three
floors. The retail building has men’s and
women’s restrooms on two of the three
floors. X decides to update the restrooms by
paying an amount to replace the plumbing
fixtures in all of the restrooms, including the
toilets, sinks, and associated fixtures, with
modern style plumbing fixtures of similar
quality and function. X does not replace the
pipes connecting the fixtures to the build-
ing’s plumbing system. Under paragraph
(e)(2)(ii) of this section, if the amount paid
results in a restoration of the building struc-
ture or any building system, X must treat
the amount as an improvement to the build-
ing. The plumbing system, including the
plumbing fixtures, is a building system
under paragraph (e)(2)(ii)(B)(2) of this sec-
tion. The plumbing fixtures in all the rest-
rooms perform a discrete and critical func-
tion in the operation of the plumbing system
and comprise a large portion of the physical
structure of plumbing system. Therefore,
under paragraph (i)(4) of this section, the
plumbing fixtures comprise a major compo-
nent or substantial structural part of the
plumbing system, and X must treat the
amount paid to replace all of the plumbing
fixtures as a restoration of a building system
under paragraph (i)(1)(vi) of this section. As
a result, in accordance with paragraph
(e)(2)(ii) of this section, X must treat the
amount paid to restore the plumbing system
as an improvement to the building and must
capitalize these amounts under paragraph
(d)(2) of this section.

Example 21. Not replacement of major compo-
nent or substantial structural part; plumbing
system. Assume the same facts as Erxample 20
except that X does not update all the bath-
room fixtures. Instead, X only pays an
amount to replace three of the twenty sinks
located in the various restrooms because
these sinks had cracked. The three replaced
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sinks, by themselves, do not comprise a large
portion of the physical structure of the
plumbing system nor do they perform a dis-
crete and critical function in the operation
of the plumbing system. Therefore, under
paragraph (i)(4) of this section, the sinks do
not constitute a major component or sub-
stantial structural part of the building sys-
tem. Accordingly, X is not required to treat
the amount paid to replace the sinks as a
restoration of a building system under para-
graph (i)(1)(iv) of this section.

Example 22. Replacement of major component
or substantial structural part; remodel. (i) X
owns and operates a hotel building. X decides
that to attract customers and to remain
competitive, it needs to update the guest
rooms in its facility. Accordingly, X pays
amounts to replace the bathtubs, toilets,
sinks, plumbing fixtures, and to repair, re-
paint, and retile the bathroom walls and
floors, which was necessitated by the instal-
lation of the new plumbing components. The
replacement bathtubs, toilets, sinks, plumb-
ing fixtures, and tile are new and in a dif-
ferent style, but are similar in function and
quality to the replaced items. X also pays
amounts to replace certain section 1245 prop-
erty, such as the guest room furniture, car-
peting, drapes, table lamps, and partition-
walls separating the bathroom area. X com-
pletes this work on two floors at a time,
closing those floors and leaving the rest of
the hotel open for business. In Year 1, X pays
amounts to perform the updates for eight of
the twenty hotel room floors, and expects to
complete the renovation of the remaining
rooms over the next 2 years.

(ii) Under paragraph (e)(2)(ii) of this sec-
tion, if the amount paid results in a restora-
tion of the building structure or any building
system, X must treat the amount as an im-
provement to the building. The plumbing
system, including the bathtubs, toilets,
sinks, and plumbing fixtures, is a building
system under paragraph (e)(2)(ii)(B)(2) of this
section. All the bathtubs, toilets, sinks, and
plumbing fixtures in the hotel building per-
form a discrete and critical function in the
operation of the plumbing system and com-
prise a large portion of the physical struc-
ture of the plumbing system. Therefore,
under paragraph (i)(4) of this section, these
plumbing components comprise major com-
ponents or substantial structural parts of
the plumbing system, and X must treat the
amount paid to replace these plumbing com-
ponents as a restoration of a building system
under paragraph (i)(1)(vi) of this section. In
addition, under paragraph (f)(3)(i) of this sec-
tion, X must treat the costs of repairing, re-
painting, and retiling the bathroom walls
and floors as improvement costs because
these costs directly benefit and are incurred
by reason of the improvement to the plumb-
ing system. Further, under paragraph (f)(4)
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of this section, X must treat the costs in-
curred in Years 1, 2, and 3 for the bathroom
remodeling as improvement costs, even
though they are incurred over a period of
several taxable years, because they are part
of the aggregate of related amounts paid to
improve the plumbing system. Therefore, in
accordance with paragraph (e)(2)(ii) of this
section, X must treat the amounts it paid to
improve the plumbing system as the costs of
improving the building and must capitalize
the amounts under paragraph (d)(2) of this
section. In addition, X must capitalize the
amounts paid to acquire and install each sec-
tion 1245 property under §1.263(a)-2T of the
regulations.

Example 23. Not replacement of major compo-
nent or substantial structural part; windows. X
owns a large office building that it uses to
provide office space for employees that man-
age X’s operations. The building has 300 exte-
rior windows. In Year 1, X pays an amount to
replace 30 of the exterior windows that had
become damaged. At the time of these re-
placements, X has no plans to replace any
other windows in the near future. Under
paragraph (e)(2)(ii) of this section, if the
amount paid results in a restoration of the
building structure or any building system, X
must treat the amount as an improvement
to the building. The exterior windows are
part of the building structure as defined
under paragraph (e)(2)(ii)(A) of this section.
The 30 replacement windows do not comprise
a large portion of the physical structure of
the office building structure and, by them-
selves, do not perform a discrete and critical
function in the operation of X’s building
structure. Therefore, under paragraph (i)(4)
of this section, the replacement windows do
not constitute major components or substan-
tial structural parts of the building struc-
ture. Accordingly, X is not required to treat
the amount paid to replace the windows as a
restoration of a building system under para-
graph (i)(1)(iv) of this section.

Example 24. Replacement of major component
or substantial structural part; windows. As-
sume the same facts as Erample 23 except
that X replaces 200 of the 300 windows on the
building. In addition, as a result of damage
caused during the window replacements, X
also pays an amount to repaint the interior
trims associated with the replaced windows.
The 200 replacement windows comprise a
large portion of the physical structure of X’s
building and perform a discrete and critical
function in the operation of the building
structure. Therefore, under paragraph (i)(4)
of this section, the 200 windows comprise a
major component or substantial structural
part of the building structure, and X must
treat the amount paid to replace the win-
dows as a restoration of the building struc-
ture under paragraph (i)(1)(vi) of this sec-
tion. As a result, in accordance with para-
graph (e)(2)(ii) of this section, X must treat
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the amounts paid to restore the building
structure as an improvement to the building
and must capitalize the amounts under para-
graph (d)(2) of this section.

Example 25. Not replacement of major compo-
nent or substantial structural part; floors. X
owns and operates a hotel building. X decides
to refresh the appearance of the hotel lobby
by replacing the floors in the lobby. The
hotel lobby comprises a small portion of the
entire hotel building. X pays an amount to
replace the wood flooring in the lobby with
new wood flooring. X did not replace any
other flooring in the building. Assume that
the wood flooring constitutes section 1250
property. Under paragraph (e)(2)(ii) of this
section, if the amount paid results in a res-
toration of the building structure or any
building system, X must treat the amount as
an improvement to the building. The wood
flooring is part of the building structure
under paragraph (e)(2)(ii)(A) of this section.
The replacement wood flooring in the lobby
of the building does not comprise a large por-
tion of the physical structure of the hotel
building or perform a discrete and critical
function in the operation of the hotel build-
ing structure. Therefore, under paragraph
(i)(4) of this section, the wood flooring does
not a constitute major component or sub-
stantial structural part of the hotel building
structure. Accordingly, X is not required to
treat the amount paid to replace the wood
flooring in the hotel lobby as a restoration
under paragraph (i)(1)(vi) of this section.

Example 26. Replacement of major component
or substantial structural part; floors. Assume
the same facts as Example 25 except that X
decides to refresh the appearance of all the
public areas of the hotel building by replac-
ing the floors. To that end, X pays an
amount to replace all the wood floors in all
the public areas of the hotel building with
new wood floors. The public areas include
the lobby, the hallways, the meeting rooms,
and other public rooms throughout the hotel
interiors. The replacement wood floors in all
the public areas comprise a large portion of
the physical structure of the hotel building
structure and perform a discrete and critical
function in the operation of X’s hotel build-
ing structure. Therefore, under paragraph
(i)(4) of this section, replacement wood floors
comprise a major component or substantial
structural part of the building structure, and
X must treat the amount paid to replace the
floors as a restoration of the building struc-
ture under paragraph (i)(1)(vi) of this sec-
tion. As a result, in accordance with para-
graph (e)(2)(ii) of this section, X must treat
the amounts paid to restore the building
structure as an improvement to the building
and must capitalize the amounts under para-
graph (d)(2) of this section.

(j) Capitalication of amounts to adapt
property to a new or different use—(1) In
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general. Taxpayers must capitalize
amounts paid to adapt a unit of prop-
erty to a new or different use. In gen-
eral, an amount is 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 origi-
nally placed in service by the taxpayer.

(2) Adapting buildings to mew or dif-
ferent use. In the case of a building, an
amount is paid to adapt the unit of
property to a new or different use if it
adapts to a new or different use any of
the properties designated in paragraphs
(e)(2)(i1), (e)2)iii)B), (e)2)(iv)(B), or
(e)(2)(v)(B) of this section.

(3) Examples. The following examples
illustrate solely the rules of this para-
graph (j). Even if capitalization is not
required in an example under this para-
graph (j), the amounts paid in the ex-
ample may be subject to capitalization
under a different provision of this sec-
tion or another provision of the Inter-
nal Revenue Code (for example, section
263A). Unless otherwise stated, assume
that X has not properly deducted a loss
for any unit of property, asset, or com-
ponent of a unit of property that is re-
moved and replaced.

Example 1. New or different use. X is a manu-
facturer and owns a manufacturing building
that it has used for manufacturing since
Year 1, when X placed it in service. In Year
30, X pays an amount to convert its manufac-
turing building into a showroom for its busi-
ness. To convert the facility, X removes and
replaces various structural components to
provide a better layout for the showroom
and its offices. X also repaints the building
interiors as part of the conversion. None of
the materials used are better than existing
materials in the building. Under paragraph
(e)(2)(ii) of this section, if the amount paid
adapts the building structure to a new or dif-
ferent use, X must treat the amount as an
improvement to the building. Under para-
graph (j)(1) of this section, the amount paid
to convert the manufacturing facility into a
showroom adapts the building structure to a
new or different use because the conversion
is not consistent with X’s intended ordinary
use of the building structure at the time it
was placed in service. Therefore, in accord-
ance with paragraph (e)(2)(ii) of this section,
X must treat the amount paid for the adap-
tation of the building structure as an
amount that improves the building. Accord-
ingly, X must capitalize the amount as an
improvement under paragraph (d)(3) of this
section.
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Example 2. Not a new or different use. X owns
a building consisting of twenty retail spaces.
The space was designed to be reconfigured;
that is, adjoining spaces could be combined
into one space. One of the tenants expands
its occupancy to include two adjoining retail
spaces. To facilitate the new lease, X pays an
amount to remove the walls between the
three retail spaces. Assume that the walls
between spaces are part of the building and
its structural components. Under paragraph
(e)(2)(ii) of this section, if the amount paid
adapts the buildings structure to a new or
different use, X must treat the amount as an
improvement to the building. Under para-
graph (j)(1) of this section, the amount paid
to convert three retail spaces into one larger
space for an existing tenant does not adapt
X’s building structure to a new or different
use because the combination of retail spaces
is consistent with X’s intended, ordinary use
of the building structure. Therefore, the
amount paid by X to remove the walls does
not improve the building under paragraph
(d)(3) of this section.

Example 3. Not a new or different use. X owns
a building consisting of twenty retail spaces.
X decides to sell the building. In anticipation
of selling the building, X pays an amount to
repaint the interior walls and to refinish the
hardwood floors. Under paragraph (e)(2)(ii) of
this section, if the amount paid adapts the
buildings structure to a new or different use,
X must treat the amount as an improvement
to the building. Preparing the building for
sale does not constitute a new or different
use for the building structure under para-
graph (j)(1) of this section. Therefore, the
amount paid to prepare the building struc-
ture for sale does not improve the building
under paragraphs (d)(3) of this section.

Example 4. New or different use. X owns a
parcel of land on which it previously oper-
ated a manufacturing facility. Assume that
the land is the unit of property. During the
course of X’s operation of the manufacturing
facility, the land became contaminated with
wastes from its manufacturing processes. X
discontinues manufacturing operations at
the site, and decides to sell the property to
a developer that intends to use the property
for residential housing. In anticipation of
selling the land, X pays an amount to clean-
up the land to a standard that is required for
the land to be used for residential purposes.
In addition, X pays an amount to regrade the
land so that it can be used for residential
purposes. Amounts that X pays to cleanup
wastes that were discharged in the course of
X’s manufacturing operations do not adapt
the land to a new or different use, regardless
of the extent to which the land was cleaned.
Therefore, X is not required to capitalize the
amount paid for the cleanup under paragraph
(j))(1) of this section. However, the amount
paid to regrade the land so that it can be
used for residential purposes adapts the land
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to a new or different use that is inconsistent
with X’s intended ordinary use of the prop-
erty at the time it was placed in service. Ac-
cordingly, the amounts paid to regrade the
land must be capitalized as improvements
under paragraphs (j)(1) of this section.

(k) Optional regulatory accounting
method—(1) In general. This paragraph
(k) provides an optional simplified
method (the regulatory accounting
method) for regulated taxpayers to de-
termine whether amounts paid to re-
pair, maintain, or improve tangible
property are to be treated as deductible
expenses or capital expenditures. A
taxpayer that uses the regulatory ac-
counting method described in para-
graph (k)(3) of this section must use
that method for property subject to
regulatory accounting instead of deter-
mining whether amounts paid to re-
pair, maintain, or improve property are
capital expenditures or deductible ex-
penses under the general principles of
sections 162(a), 212, and 263(a). Thus,
the capitalization rules in paragraph
(d) (and the routine maintenance safe
harbor described in paragraph (g)) of
this section do not apply to amounts
paid to repair, maintain, or improve
property subject to regulatory ac-
counting by taxpayers that use the reg-
ulatory accounting method under this
paragraph (k). However, section 263A
continues to apply to costs required to
be capitalized to property produced by
the taxpayer or to property acquired
for resale.

(2) Eligibility for regulatory accounting
method. A taxpayer that is engaged in a
trade or business in a regulated indus-
try may use the regulatory accounting
method under this paragraph (k). For
purposes of this paragraph (k), a tax-
payer in a regulated industry is a tax-
payer that is subject to the regulatory
accounting rules of the Federal Energy
Regulatory Commission (FERC), the
Federal Communications Commission
(FCC), or the Surface Transportation
Board (STB).

(3) Description of regulatory accounting
method. Under the regulatory account-
ing method, a taxpayer must follow its
method of accounting for regulatory
accounting purposes in determining
whether an amount paid improves
property under this section. Therefore,
a taxpayer must capitalize for Federal
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income tax purposes an amount paid
that is capitalized as an improvement
for regulatory accounting purposes. A
taxpayer must not capitalize for Fed-
eral income tax purposes under this
section an amount paid that is not cap-
italized as an improvement for regu-
latory accounting purposes. A taxpayer
that uses the regulatory accounting
method must use that method for all of
its tangible property that is subject to
regulatory accounting rules. The meth-
od does not apply to tangible property
that is not subject to regulatory ac-
counting rules. The method also does
not apply to property for the taxable
years in which the taxpayer elected to
apply the repair allowance under
§1.167(a)-11(d)(2).

(4) Examples. The rules of this para-
graph (k) are illustrated by the fol-
lowing examples:

Example 1. Taxpayer subject to regulatory ac-
counting rules of FERC. X is an electric util-
ity company that operates a power plant
that generates electricity and that owns and
operates network assets to transmit and dis-
tribute the electricity to its customers. X is
subject to the regulatory accounting rules of
FERC and X chooses to use the regulatory
accounting method under paragraph (k) of
this section. X does not capitalize on its
books and records for regulatory accounting
purposes the cost of repairs and maintenance
performed on its turbines or its network as-
sets. Under the regulatory accounting meth-
od, X must not capitalize for Federal income
tax purposes amounts paid for repairs per-
formed on its turbines or its network assets.

Example 2. Taxpayer not subject to regulatory
accounting rules of FERC. X is an electric
utility company that operates a power plant
to generate electricity. X previously was
subject to the regulatory accounting rules of
FERC but, for various reasons, X is no longer
required to use FERC’s regulatory account-
ing rules. X cannot use the regulatory ac-
counting method provided in this paragraph
(k).

Example 3. Taxpayer subject to regulatory ac-
counting rules of FCC. X is a telecommuni-
cations company that is subject to the regu-
latory accounting rules of the FCC. X choos-
es to use the regulatory accounting method
under this paragraph (k). X’s assets include a
telephone central office switching center,
which contains numerous switches and var-
ious switching equipment. X capitalizes on
its books and records for regulatory account-
ing purposes the cost of replacing each
switch. Under the regulatory accounting
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method, X is required to capitalize for Fed-
eral income tax purposes amounts paid to re-
place each switch.

Example 4. Taxpayer subject to regulatory ac-
counting rules of STB. X is a Class I railroad
that is subject to the regulatory accounting
rules of the STB. X chooses to use the regu-
latory accounting method under this para-
graph (k). X capitalizes on its books and
records for regulatory accounting purposes
the cost of locomotive rebuilds. Under the
regulatory accounting method, X is required
to capitalize for federal income tax purposes
amounts paid to rebuild its locomotives.

(1) Methods of accounting authorized in
published guidance. A taxpayer may use
a repair allowance method of account-
ing or any other method of accounting
that is authorized in published guid-
ance in the FEDERAL REGISTER or in
the Internal Revenue Bulletin (see
§601.601(d)(2)(ii)(b) of this chapter).

(m) Treatment of capital exrpenditures.
Amounts required to be capitalized
under this section are capital expendi-
tures and must be taken into account
through a charge to capital account or
basis, or in the case of property that is
inventory in the hands of a taxpayer,
through inclusion in inventory costs.
See section 263A for the treatment of
direct and indirect costs of producing
property or acquiring property for re-
sale.

(n) Recovery of capitalized amounts.
Amounts that are capitalized under
this section are recovered through de-
preciation, cost of goods sold, or by an
adjustment to basis at the time the
property is placed in service, sold,
used, or otherwise disposed of by the
taxpayer. Cost recovery is determined
by the applicable Internal Revenue
Code and regulation provisions relating
to the use, sale, or disposition of prop-
erty.

(0) Accounting method changes. Except
as otherwise provided in this section, a
change to comply with this section is a
change in method of accounting to
which the provisions of sections 446 and
481, and the regulations thereunder
apply. A taxpayer seeking to change to
a method of accounting permitted in
this section must secure the consent of
the Commissioner in accordance with
§1.446-1(e) and follow the administra-
tive procedures issued under §1.446—
1(e)(3)(ii) for obtaining the Commis-
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sioner’s consent to change its account-
ing method.

(p) Effective/applicability date. This
section applies to taxable years begin-
ning on or after January 1, 2012. For
the applicability of regulations to tax-
able years beginning before January 1,
2012, see §1.263(a)-3 in effect prior to
January 1, 2012 (§1.263(a)-3 as contained
in 26 CFR part 1 edition revised as of
April 1, 2011).

(q) Expiration date. The applicability
of this section expires on December 23,
2014.

[T.D. 9564, 76 FR 81107, Dec. 27, 2011, as
amended at 77 FR 18688, Mar. 28, 2012]

EDITORIAL NOTE: At 77 FR 18688, Mar. 28,
2012, §1.263(a)-3T was amended; however, the
amendment could not be incorporated due to
inaccurate amendatory instruction.

§1.263(a)-4 Amounts paid to acquire
or create intangibles.

(a) Owvwerview. This section provides
rules for applying section 263(a) to
amounts paid to acquire or create in-
tangibles. Except to the extent pro-
vided in paragraph (d)(8) of this sec-
tion, the rules provided by this section
do not apply to amounts paid to ac-
quire or create tangible assets. Para-
graph (b) of this section provides a gen-
eral principle of capitalization. Para-
graphs (c¢) and (d) of this section iden-
tify intangibles for which capitaliza-
tion is specifically required under the
general principle. Paragraph (e) of this
section provides rules for determining
the extent to which taxpayers must
capitalize transaction costs. Paragraph
(f) of this section provides a 12-month
rule intended to simplify the applica-
tion of the general principle to certain
payments that create benefits of a brief
duration. Additional rules and exam-
ples relating to these provisions are
provided in paragraphs (g) through (n)
of this section. The applicability date
of the rules in this section is provided
in paragraph (o) of this section. Para-
graph (p) of this section provides rules
applicable to changes in methods of ac-
counting made to comply with this sec-
tion.

(b) Capitalization with respect to intan-
gibles—(1) In general. Except as other-
wise provided in this section, a tax-
payer must capitalize—
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(i) An amount paid to acquire an in-
tangible (see paragraph (c) of this sec-
tion);

(ii) An amount paid to create an in-
tangible described in paragraph (d) of
this section;

(iii) An amount paid to create or en-
hance a separate and distinct intan-
gible asset within the meaning of para-
graph (b)(3) of this section;

(iv) An amount paid to create or en-
hance a future benefit identified in
published guidance in the FEDERAL
REGISTER or in the Internal Revenue
Bulletin (see §601.601(d)(2)(ii) of this
chapter) as an intangible for which
capitalization is required under this
section; and

(v) An amount paid to facilitate
(within the meaning of paragraph (e)(1)
of this section) an acquisition or cre-
ation of an intangible described in
paragraph (b)(1)(i), (ii), (iii) or (iv) of
this section.

(2) Published guidance. Any published
guidance identifying a future benefit as
an intangible for which capitalization
is required under paragraph (b)(1)(iv) of
this section applies only to amounts
paid on or after the date of publication
of the guidance.

(3) Separate and distinct intangible
asset—(i) Definition. The term separate
and distinct intangible asset means a
property interest of ascertainable and
measurable value in money’s worth
that is subject to protection under ap-
plicable State, Federal or foreign law
and the possession and control of which
is intrinsically capable of being sold,
transferred or pledged (ignoring any re-
strictions imposed on assignability)
separate and apart from a trade or
business. In addition, for purposes of
this section, a fund (or similar ac-
count) is treated as a separate and dis-
tinct intangible asset of the taxpayer if
amounts in the fund (or account) may
revert to the taxpayer. The determina-
tion of whether a payment creates a
separate and distinct intangible asset
is made based on all of the facts and
circumstances existing during the tax-
able year in which the payment is
made.

(i1) Creation or termination of contract
rights. Amounts paid to another party
to create, originate, enter into, renew
or renegotiate an agreement with that
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party that produces rights or benefits
for the taxpayer (and amounts paid to
facilitate the creation, origination, en-
hancement, renewal or renegotiation of
such an agreement) are treated as
amounts that do not create (or facili-
tate the creation of) a separate and dis-
tinct intangible asset within the mean-
ing of this paragraph (b)(3). Further,
amounts paid to another party to ter-
minate (or facilitate the termination
of) an agreement with that party are
treated as amounts that do not create
a separate and distinct intangible asset
within the meaning of this paragraph
(b)(3). See paragraphs (d)(2), (d)(6), and
(d)(7) of this section for rules that spe-
cifically require capitalization of
amounts paid to create or terminate
certain agreements.

(iii) Amounts paid in performing serv-
ices. Amounts paid in performing serv-
ices under an agreement are treated as
amounts that do not create a separate
and distinct intangible asset within the
meaning of this paragraph (b)(3), re-
gardless of whether the amounts result
in the creation of an income stream
under the agreement.

(iv) Creation of computer software. Ex-
cept as otherwise provided in the Inter-
nal Revenue Code, the regulations
thereunder, or other published guid-
ance in the FEDERAL REGISTER or in
the Internal Revenue Bulletin (see
§601.601(d)(2)(ii) of this chapter),
amounts paid to develop computer soft-
ware are treated as amounts that do
not create a separate and distinct in-
tangible asset within the meaning of
this paragraph (b)(3).

(v) Creation of package design.
Amounts paid to develop a package de-
sign are treated as amounts that do not
create a separate and distinct intan-
gible asset within the meaning of this
paragraph (b)(3). For purposes of this
section, the term package design means
the specific graphic arrangement or de-
sign of shapes, colors, words, pictures,
lettering, and other elements on a
given product package, or the design of
a container with respect to its shape or
function.

(4) Coordination with other provisions
of the Internal Revenue Code—(i) In gen-
eral. Nothing in this section changes
the treatment of an amount that is
specifically provided for under any
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other provision of the Internal Revenue
Code (other than section 162(a) or 212)
or the regulations thereunder.

(ii) Example. The following example
illustrates the rule of this paragraph
(b)(4):

Example. On January 1, 2004, G enters into
an interest rate swap agreement with unre-
lated counterparty H under which, for a term
of five years, G is obligated to make annual
payments at 11% and H is obligated to make
annual payments at LIBOR on a notional
principal amount of $100 million. At the time
G and H enter into this swap agreement, the
rate for similar on-market swaps is LIBOR
to 10%. To compensate for this difference, on
January 1, 2004, H pays G a yield adjustment
fee of $3,790,786. This yield adjustment fee
constitutes an amount paid to create an in-
tangible and would be capitalized under
paragraph (d)(2) of this section. However, be-
cause the yield adjustment fee is a nonperi-
odic payment on a notional principal con-
tract as defined in §1.446-3(c), the treatment
of this fee is governed by §1.446-3 and not
this section.

(c) Acquired intangibles—(1) In general.
A taxpayer must capitalize amounts
paid to another party to acquire any
intangible from that party in a pur-
chase or similar transaction. Examples
of intangibles within the scope of this
paragraph (c) include, but are not lim-
ited to, the following (if acquired from
another party in a purchase or similar
transaction):

(i) An ownership interest in a cor-
poration, partnership, trust, estate,
limited liability company, or other en-
tity.

(ii) A debt instrument, deposit,
stripped bond, stripped coupon (includ-
ing a servicing right treated for federal
income tax purposes as a stripped cou-
pon), regular interest in a REMIC or
FASIT, or any other intangible treated
as debt for federal income tax purposes.

(iii) A financial instrument, such as—

(A) A notional principal contract;

(B) A foreign currency contract;

(C) A futures contract;

(D) A forward contract (including an
agreement under which the taxpayer
has the right and obligation to provide
or to acquire property (or to be com-
pensated for such property, regardless
of whether the taxpayer provides or ac-
quires the property));

(E) An option (including an agree-
ment under which the taxpayer has the
right to provide or to acquire property
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(or to be compensated for such prop-
erty, regardless of whether the tax-
payer provides or acquires the prop-
erty)); and

(F) Any other financial derivative.

(iv) An endowment contract, annuity
contract, or insurance contract.

(v) Non-functional currency.

(vi) A lease.

(vii) A patent or copyright.

(viii) A franchise, trademark or
tradename (as defined in §1.197-
2(b)(10)).

(ix) An assembled workforce (as de-
fined in §1.197-2(b)(3)).

(x) Goodwill (as defined in §1.197-
2(b)(1)) or going concern value (as de-
fined in §1.197-2(b)(2)).

(xi) A customer list.

(xii) A servicing right (for example, a
mortgage servicing right that is not
treated for Federal income tax pur-
poses as a stripped coupon).

(xiii) A customer-based intangible (as
defined in §1.197-2(b)(6)) or supplier-
based intangible (as defined in §1.197-
2(b)(T)).

(xiv) Computer software.

(xv) An agreement providing either
party the right to use, possess or sell
an intangible described in paragraphs
(c)(1)() through (v) of this section.

(2) Readily available software. An
amount paid to obtain a nonexclusive
license for software that is (or has
been) readily available to the general
public on similar terms and has not
been substantially modified (within the
meaning of §1.197-2(c)(4)) is treated for
purposes of this paragraph (c) as an
amount paid to another party to ac-
quire an intangible from that party in
a purchase or similar transaction.

(38) Intangibles acquired from an em-
ployee. Amounts paid to an employee to
acquire an intangible from that em-
ployee are not required to be capital-
ized under this section if the amounts
are includible in the employee’s in-
come in connection with the perform-
ance of services under section 61 or 83.
For purposes of this section, whether
an individual is an employee is deter-
mined in accordance with the rules
contained in section 3401(c) and the
regulations thereunder.

(4) Examples. The following examples
illustrate the rules of this paragraph
(c):

591



§1.263(a)-4

Example 1. Debt instrument. X corporation,
a commercial bank, purchases a portfolio of
existing loans from Y corporation, another
financial institution. X pays Y $2,000,000 in
exchange for the portfolio. The $2,000,000 paid
to Y constitutes an amount paid to acquire
an intangible from Y and must be capital-
ized.

Example 2. Option. W corporation owns all
of the outstanding stock of X corporation. Y
corporation holds a call option entitling it to
purchase from W all of the outstanding stock
of X at a certain price per share. Z corpora-
tion acquires the call option from Y in ex-
change for $5,000,000. The $5,000,000 paid to Y
constitutes an amount paid to acquire an in-
tangible from Y and must be capitalized.

Example 3. Ownership interest in a corpora-
tion. Same as Example 2, but assume Z exer-
cises its option and purchases from W all of
the outstanding stock of X in exchange for
$100,000,000. The $100,000,000 paid to W con-
stitutes an amount paid to acquire an intan-
gible from W and must be capitalized.

Example 4. Customer list. N corporation, a
retailer, sells its products through its cata-
log and mail order system. N purchases a
customer list from R corporation. N pays R
$100,000 in exchange for the customer list.
The $100,000 paid to R constitutes an amount
paid to acquire an intangible from R and
must be capitalized.

Example 5. Goodwill. Z corporation pays W
corporation $10,000,000 to purchase all of the
assets of W in a transaction that constitutes
an applicable asset acquisition under section
1060(c). Of the $10,000,000 consideration paid
in the transaction, $9,000,000 is allocable to
tangible assets purchased from W and
$1,000,000 is allocable to goodwill. The
$1,000,000 allocable to goodwill constitutes an
amount paid to W to acquire an intangible
from W and must be capitalized.

(d) Created intangibles—(1) In general.
Except as provided in paragraph (f) of
this section (relating to the 12-month
rule), a taxpayer must capitalize
amounts paid to create an intangible
described in this paragraph (d). The de-
termination of whether an amount is
paid to create an intangible described
in this paragraph (d) is to be made
based on all of the facts and cir-
cumstances, disregarding distinctions
between the labels used in this para-
graph (d) to describe the intangible and
the labels used by the taxpayer and
other parties to the transaction.

(2) Financial interests—(i) In general.
A taxpayer must capitalize amounts
paid to another party to create, origi-
nate, enter into, renew or renegotiate
with that party any of the following fi-
nancial interests, whether or not the
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interest is regularly traded on an es-
tablished market:

(A) An ownership interest in a cor-
poration, partnership, trust, estate,
limited liability company, or other en-
tity.

(B) A debt instrument, deposit,
stripped bond, stripped coupon (includ-
ing a servicing right treated for federal
income tax purposes as a stripped cou-
pon), regular interest in a REMIC or
FASIT, or any other intangible treated
as debt for Federal income tax pur-
poses.

(C) A financial instrument, such as—

(1) A letter of credit;

(2) A credit card agreement;

(3) A notional principal contract;

(4) A foreign currency contract;

(5) A futures contract;

(6) A forward contract (including an
agreement under which the taxpayer
has the right and obligation to provide
or to acquire property (or to be com-
pensated for such property, regardless
of whether the taxpayer provides or ac-
quires the property));

(7) An option (including an agree-
ment under which the taxpayer has the
right to provide or to acquire property
(or to be compensated for such prop-
erty, regardless of whether the tax-
payer provides or acquires the prop-
erty)); and

(8) Any other financial derivative.

(D) An endowment contract, annuity
contract, or insurance contract that
has or may have cash value.

(E) Non-functional currency.

(F) An agreement providing either
party the right to use, possess or sell a
financial interest described in this
paragraph (d)(2).

(i1) Amounts paid to create, originate,
enter into, renew or renegotiate. An
amount paid to another party is not
paid to create, originate, enter into,
renew or renegotiate a financial inter-
est with that party if the payment is
made with the mere hope or expecta-
tion of developing or maintaining a
business relationship with that party
and is not contingent on the origina-
tion, renewal or renegotiation of a fi-
nancial interest with that party.

(iii) Renegotiate. A taxpayer is treat-
ed as renegotiating a financial interest
if the terms of the financial interest
are modified. A taxpayer also is treated
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as renegotiating a financial interest if
the taxpayer enters into a new finan-
cial interest with the same party (or
substantially the same parties) to a
terminated financial interest, the tax-
payer could not cancel the terminated
financial interest without the consent
of the other party (or parties), and the
other party (or parties) would not have
consented to the cancellation unless
the taxpayer entered into the new fi-
nancial interest. A taxpayer is treated
as unable to cancel a financial interest
without the consent of the other party
(or parties) if, under the terms of the
financial interest, the taxpayer is sub-
ject to a termination penalty and the
other party (or parties) to the financial
interest modifies the terms of the pen-
alty.

(iv) Coordination with other provisions
of this paragraph (d). An amount de-
scribed in this paragraph (d)(2) that is
also described elsewhere in paragraph
(d) of this section is treated as de-
scribed only in this paragraph (d)(2).

(v) Coordination with §1.263(a)-5. See
§1.263(a)-b for the treatment of bor-
rowing costs and the treatment of
amounts paid by an option writer.

(vi) Examples. The following examples
illustrate the rules of this paragraph
(A)(2):

Example 1. Loan. X corporation, a commer-
cial bank, makes a loan to A in the principal
amount of $250,000. The $250,000 principal
amount of the loan paid to A constitutes an
amount paid to another party to create a
debt instrument with that party under para-
graph (d)(2)(1)(B) of this section and must be
capitalized.

Example 2. Option. W corporation owns all
of the outstanding stock of X corporation. Y
corporation pays W $1,000,000 in exchange for
W’s grant of a 3-year call option to Y permit-
ting Y to purchase all of the outstanding
stock of X at a certain price per share. Y's
payment of $1,000,000 to W constitutes an
amount paid to another party to create an
option with that party under paragraph
(A)(2)(A)(C)(7) of this section and must be cap-
italized.

Example 3. Partnership interest. Z corpora-
tion pays $10,000 to P, a partnership, in ex-
change for an ownership interest in P. Z’s
payment of $10,000 to P constitutes an
amount paid to another party to create an
ownership interest in a partnership with
that party under paragraph (d)(2)(i)(A) of
this section and must be capitalized.

Example 4. Take or pay contract. Q corpora-
tion, a producer of natural gas, Dpays
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$1,000,000 to R during 2005 to induce R cor-
poration to enter into a 5-year ‘‘take or pay’’
gas purchase contract. Under the contract, R
is liable to pay for a specified minimum
amount of gas, whether or not R takes such
gas. Q’s payment of $1,000,000 is an amount
paid to another party to induce that party to
enter into an agreement providing Q the
right and obligation to provide property or
be compensated for such property (regardless
of whether the property is provided) under
paragraph (d)(2)(i)(C)(6) of this section and
must be capitalized.

Example 5. Agreement to provide property. P
corporation pays R corporation $1,000,000 in
exchange for R’s agreement to purchase 1,000
units of P’s product at any time within the
three succeeding calendar years. The agree-
ment describes P’s $1,000,000 as a sales dis-
count. P’s $1,000,000 payment is an amount
paid to induce R to enter into an agreement
providing P the right and obligation to pro-
vide property under paragraph (d)(2)(i)(C)(6)
of this section and must be capitalized.

Example 6. Customer incentive payment. S
corporation, a computer manufacturer, seeks
to develop a business relationship with V
corporation, a computer retailer. As an in-
centive to encourage V to purchase com-
puters from S, S enters into an agreement
with V under which S agrees that, if V pur-
chases $20,000,000 of computers from S within
3 years from the date of the agreement, S
will pay V $2,000,000 on the date that V
reaches the $20,000,000 threshold. V reaches
the $20,000,000 threshold during the third
yvear of the agreement, and S pays V
$2,000,000. S is not required to capitalize its
payment to V under this paragraph (d)(2) be-
cause the payment does not provide S the
right or obligation to provide property and
does not create a separate and distinct in-
tangible asset for S within the meaning of
paragraph (b)(3)(i) of this section.

(3) Prepaid expenses—(i) In general. A
taxpayer must capitalize prepaid ex-
penses.

(ii) Examples. The following examples
illustrate the rules of this paragraph
(D(3):

Example 1. Prepaid insurance. N corpora-
tion, an accrual method taxpayer, pays
$10,000 to an insurer to obtain three years of
coverage under a property and casualty in-
surance policy. The $10,000 is a prepaid ex-
pense and must be capitalized under this
paragraph (d)(3). Paragraph (d)(2) of this sec-
tion does not apply to the payment because
the policy has no cash value.

Example 2. Prepaid rent. X corporation, a
cash method taxpayer, enters into a 24-
month lease of office space. At the time of
the lease signing, X prepays $240,000. No
other amounts are due under the lease. The
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$240,000 is a prepaid expense and must be cap-
italized under this paragraph (d)(3).

(4) Certain memberships and privi-
leges—(i) In general. A taxpayer must
capitalize amounts paid to an organiza-
tion to obtain, renew, renegotiate, or
upgrade a membership or privilege
from that organization. A taxpayer is
not required to capitalize under this
paragraph (d)(4) an amount paid to ob-
tain, renew, renegotiate or upgrade
certification of the taxpayer’s prod-
ucts, services, or business processes.

(ii) Examples. The following examples
illustrate the rules of this paragraph
(D(@:

Example 1. Hospital privilege. B, a physician,
pays $10,000 to Y corporation to obtain life-
time staff privileges at a hospital operated
by Y. B must capitalize the $10,000 payment
under this paragraph (d)4).

Example 2. Initiation fee. X corporation pays
a $50,000 initiation fee to obtain membership
in a trade association. X must capitalize the
$50,000 payment under this paragraph (d)(4).

Example 3. Product rating. V corporation, an
automobile manufacturer, pays W corpora-
tion, a national quality ratings association,
$100,000 to conduct a study and provide a rat-
ing of the quality and safety of a line of V’s
automobiles. V’s payment is an amount paid
to obtain a certification of V’s product and is
not required to be capitalized under this
paragraph (d)4).

Example 4. Business process certification. Z
corporation, a manufacturer, seeks to obtain
a certification that its quality control stand-
ards meet a series of international standards
known as ISO 9000. Z pays $50,000 to an inde-
pendent registrar to obtain a certification
from the registrar that Z’s quality manage-
ment system conforms to the ISO 9000 stand-
ard. Z’s payment is an amount paid to obtain
a certification of Z’s business processes and
is not required to be capitalized under this
paragraph (d)(4).

(b) Certain rights obtained from a gov-
ernmental agency—@{) In general. A tax-
payer must capitalize amounts paid to
a governmental agency to obtain,
renew, renegotiate, or upgrade its
rights under a trademark, trade name,
copyright, license, permit, franchise, or
other similar right granted by that
governmental agency.

(ii) Examples. The following examples
illustrate the rules of this paragraph
(A)(5):

Example 1. Business license. X corporation

pays $15,000 to state Y to obtain a business
license that is valid indefinitely. Under this
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paragraph (d)(5), the amount paid to state Y
is an amount paid to a government agency
for a right granted by that agency. Accord-
ingly, X must capitalize the $15,000 payment.

Example 2. Bar admission. A, an individual,
pays $1,000 to an agency of state Z to obtain
a license to practice law in state Z that is
valid indefinitely, provided A adheres to the
requirements governing the practice of law
in state Z. Under this paragraph (d)(5), the
amount paid to state Z is an amount paid to
a government agency for a right granted by
that agency. Accordingly, A must capitalize
the $1,000 payment.

(6) Certain contract rights—@{i) In gen-
eral. Except as otherwise provided in
this paragraph (d)(6), a taxpayer must
capitalize amounts paid to another
party to create, originate, enter into,
renew or renegotiate with that party—

(A) An agreement providing the tax-
payer the right to use tangible or in-
tangible property or the right to be
compensated for the use of tangible or
intangible property;

(B) An agreement providing the tax-
payer the right to provide or to receive
services (or the right to be com-
pensated for services regardless of
whether the taxpayer provides such
services);

(C) A covenant not to compete or an
agreement having substantially the
same effect as a covenant not to com-
pete (except, in the case of an agree-
ment that requires the performance of
services, to the extent that the amount
represents reasonable compensation for
services actually rendered);

(D) An agreement not to acquire ad-
ditional ownership interests in the tax-
payer; or

(E) An agreement providing the tax-
payer (as the covered party) with an
annuity, an endowment, or insurance
coverage.

(ii) Amounts paid to create, originate,
enter into, renew or renegotiate. An
amount paid to another party is not
paid to create, originate, enter into,
renew or renegotiate an agreement
with that party if the payment is made
with the mere hope or expectation of
developing or maintaining a business
relationship with that party and is not
contingent on the origination, renewal
or renegotiation of an agreement with
that party.

(iii) Renegotiate. A taxpayer is treat-
ed as renegotiating an agreement if the
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terms of the agreement are modified. A
taxpayer also is treated as renegoti-
ating an agreement if the taxpayer en-
ters into a new agreement with the
same party (or substantially the same
parties) to a terminated agreement,
the taxpayer could not cancel the ter-
minated agreement without the con-
sent of the other party (or parties), and
the other party (or parties) would not
have consented to the cancellation un-
less the taxpayer entered into the new
agreement. A taxpayer is treated as
unable to cancel an agreement without
the consent of the other party (or par-
ties) if, under the terms of the agree-
ment, the taxpayer is subject to a ter-
mination penalty and the other party
(or parties) to the agreement modifies
the terms of the penalty.

(iv) Right. An agreement does not
provide the taxpayer a right to use
property or to provide or receive serv-
ices if the agreement may be termi-
nated at will by the other party (or
parties) to the agreement before the
end of the period prescribed by para-
graph (f)(1) of this section. An agree-
ment is not terminable at will if the
other party (or parties) to the agree-
ment is economically compelled not to
terminate the agreement until the end
of the period prescribed by paragraph
(f)(1) of this section. All of the facts
and circumstances will be considered
in determining whether the other party
(or parties) to an agreement is eco-
nomically compelled not to terminate
the agreement. An agreement also does
not provide the taxpayer the right to
provide services if the agreement mere-
ly provides that the taxpayer will
stand ready to provide services if re-
quested, but places no obligation on
another person to request or pay for
the taxpayer’s services.

(v) De minimis amounts. A taxpayer is
not required to capitalize amounts paid
to another party (or parties) to create,
originate, enter into, renew or renego-
tiate with that party (or those parties)
an agreement described in paragraph
(d)(6)(1) of this section if the aggregate
of all amounts paid to that party (or
those parties) with respect to the
agreement does not exceed $5,000. If the
aggregate of all amounts paid to the
other party (or parties) with respect to
that agreement exceeds $5,000, then all
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amounts must be capitalized. For pur-
poses of this paragraph (d)(6), an
amount paid in the form of property is
valued at its fair market value at the
time of the payment. In general, a tax-
payer must determine whether the
rules of this paragraph (d)(6)(v) apply
by accounting for the specific amounts
paid with respect to each agreement.
However, a taxpayer that reasonably
expects to create, originate, enter into,
renew or renegotiate at least 25 similar
agreements during the taxable year
may establish a pool of agreements for
purposes of determining the amounts
paid with respect to the agreements in
the pool. Under this pooling method,
the amount paid with respect to each
agreement included in the pool is equal
to the average amount paid with re-
spect to all agreements included in the
pool. A taxpayer computes the average
amount paid with respect to all agree-
ments included in the pool by dividing
the sum of all amounts paid with re-
spect to all agreements included in the
pool by the number of agreements in-
cluded in the pool. See paragraph (h) of
this section for additional rules relat-
ing to pooling.

(vi) Exception for lessee construction al-
lowances. Paragraph (d)(6)(i) of this sec-
tion does not apply to amounts paid by
a lessor to a lessee as a construction
allowance to the extent the lessee ex-
pends the amount for the tangible
property that is owned by the lessor for
Federal income tax purposes (see, for
example, section 110).

(vii) Examples. The following exam-
ples illustrate the rules of this para-
graph (d)(6):

Example 1. New lease agreement. V seeks to
lease commercial property in a prominent
downtown location of city R. V pays Z, the
owner of the commercial property, $50,000 in
exchange for Z entering into a 10-year lease
with V. V’s payment is an amount paid to
another party to enter into an agreement
providing V the right to use tangible prop-
erty. Because the $50,000 payment exceeds
$5,000, no portion of the amount paid to Z is
de minimis for purposes of paragraph (d)(6)(v)
of this section. Under paragraph (d)(6)(i)(A)
of this section, V must capitalize the entire
$50,000 payment.

Example 2. Modification of lease agreement.
Partnership Y leases a piece of equipment for
use in its business from Z corporation. When
the lease has a remaining term of 3 years, Y
requests that Z modify the existing lease by
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extending the remaining term by 5 years. Y
pays $560,000 to Z in exchange for Z’s agree-
ment to modify the existing lease. Y’s pay-
ment of $50,000 is an amount paid to another
party to renegotiate an agreement providing
Y the right to use property. Because the
$50,000 payment exceeds $5,000, no portion of
the amount paid to Z is de minimis for pur-
poses of paragraph (d)(6)(v) of this section.
Under paragraph (d)(6)(1)(A) of this section,
Y must capitalize the entire $50,000 payment.

Example 3. Modification of lease agreement.
In 2004, R enters into a b5-year, non-
cancelable lease of a mainframe computer
for use in its business. R subsequently deter-
mines that the mainframe computer that R
is leasing is no longer adequate for its needs.
In 2006, R and P corporation (the lessor)
agree to terminate the 2004 lease and to
enter into a new 5-year lease for a different
and more powerful mainframe computer. R
pays P a $75,000 early termination fee. P
would not have agreed to terminate the 2004
lease unless R agreed to enter into the 2006
lease. R’s payment of $75,000 is an amount
paid to another party to renegotiate an
agreement providing R the right to use prop-
erty. Because the $75,000 payment exceeds
$5,000, no portion of the amount paid to P is
de minimis for purposes of paragraph (d)(6)(v)
of this section. Under paragraph (d)(6)(1)(A)
of this section, R must capitalize the entire
$75,000 payment.

Example 4. Modification of lease agreement.
Same as Example 3, except the 2004 lease
agreement allows R to terminate the lease at
any time subject to a $75,000 early termi-
nation fee. Because R can terminate the
lease without P’s approval, R’s payment of
$75,000 is not an amount paid to another
party to renegotiate an agreement. Accord-
ingly, R is not required to capitalize the
$75,000 payment under this paragraph (d)(6).

Example 5. Modification of lease agreement.
Same as Example 4, except P agreed to reduce
the early termination fee to $60,000. Because
R did not pay an amount to renegotiate the
early termination fee, R’s payment of $60,000
is not an amount paid to another party to re-
negotiate an agreement. Accordingly, R is
not required to capitalize the $60,000 pay-
ment under this paragraph (d)(6).

Example 6. Covenant not to compete. R cor-
poration enters into an agreement with A,
an individual, that prohibits A from com-
peting with R for a period of three years. To
encourage A to enter into the agreement, R
agrees to pay A $100,000 upon the signing of
the agreement. R’s payment is an amount
paid to another party to enter into a cov-
enant not to compete. Because the $100,000
payment exceeds $5,000, no portion of the
amount paid to A is de minimis for purposes
of paragraph (d)(6)(v) of this section. Under
paragraph (d)(6)(1)(C) of this section, R must
capitalize the entire $100,000 payment.
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Example 7. Standstill agreement. During 2004
through 2005, X corporation acquires a large
minority interest in the stock of Z corpora-
tion. To ensure that X does not take control
of Z, Z pays X $5,000,000 for a standstill
agreement under which X agrees not to ac-
quire any more stock in Z for a period of 10
years. Z’s payment is an amount paid to an-
other party to enter into an agreement not
to acquire additional ownership interests in
Z. Because the $5,000,000 payment exceeds
$5,000, no portion of the amount paid to X is
de minimis for purposes of paragraph (d)(6)(v)
of this section. Under paragraph (d)(6)(i)(D)
of this section, Z must capitalize the entire
$5,000,000 payment.

Example 8. Signing bonus. Employer B pays
a $25,000 signing bonus to employee C to in-
duce C to come to work for B. C can leave B’s
employment at any time to work for a com-
petitor of B and is not required to repay the
$25,000 bonus to B. Because C is not economi-
cally compelled to continue his employment
with B, B’s payment does not provide B the
right to receive services from C. Accord-
ingly, B is not required to capitalize the
$25,000 payment.

Example 9. Renewal. In 2000, M corporation
and N corporation enter into a 5-year agree-
ment that gives M the right to manage N’s
investment portfolio. In 2005, N has the op-
tion of renewing the agreement for another
three years. During 2004, M pays $10,000 to
send several employees of N to an invest-
ment seminar. M pays the $10,000 to help de-
velop and maintain its business relationship
with N with the expectation that N will
renew its agreement with M in 2005. Because
M’s payment is not contingent on N agreeing
to renew the agreement, M’s payment is not
an amount paid to renew an agreement
under paragraph (d)(6)(ii) of this section and
is not required to be capitalized.

Example 10. De minimis payments. X corpora-
tion is engaged in the business of providing
wireless telecommunications services to cus-
tomers. To induce customer B to enter into
a 3-year non-cancelable telecommunications
contract, X provides B with a free wireless
telephone. The fair market value of the wire-
less telephone is $300 at the time it is pro-
vided to B. X’s provision of a wireless tele-
phone to B is an amount paid to B to induce
B to enter into an agreement providing X the
right to provide services, as described in
paragraph (d)(6)(i)(B) of this section. Because
the amount of the inducement is $300, the
amount of the inducement is de minimis
under paragraph (d)(6)(v) of this section. Ac-
cordingly, X is not required to capitalize the
amount of the inducement provided to B.

(7) Certain contract terminations—(@i) In
general. A taxpayer must capitalize
amounts paid to another party to ter-
minate—
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(A) A lease of real or tangible per-
sonal property between the taxpayer
(as lessor) and that party (as lessee);

(B) An agreement that grants that
party the exclusive right to acquire or
use the taxpayer’s property or services
or to conduct the taxpayer’s business
(other than an intangible described in
paragraph (c)(1)(i) through (iv) of this
section or a financial interest de-
scribed in paragraph (d)(2) of this sec-
tion); or

(C) An agreement that prohibits the
taxpayer from competing with that
party or from acquiring property or
services from a competitor of that
party.

(ii) Certain break-up fees. Paragraph
(A)(T)(1) of this section does not apply
to the termination of a transaction de-
scribed in §1.263(a)-5(a) (relating to an
acquisition of a trade or business, a
change in the capital structure of a

business entity, and certain other
transactions). See §1.263(a)-5(c)(8) for
rules governing the treatment of

amounts paid to terminate a trans-
action to which that section applies.

(iii) Examples. The following exam-
ples illustrate the rules of this para-
graph (d)(7):

Example 1. Termination of exclusive license
agreement. On July 1, 2005, N enters into a li-
cense agreement with R corporation under
which N grants R the exclusive right to man-
ufacture and distribute goods using N’s de-
sign and trademarks for a period of 10 years.
On June 30, 2007, N pays R $5,000,000 in ex-
change for R’s agreement to terminate the
exclusive license agreement. N’s payment to
terminate its license agreement with R con-
stitutes a payment to terminate an exclusive
license to use the taxpayer’s property, as de-
scribed in paragraph (d)(7)(i)(B) of this sec-
tion. Accordingly, N must capitalize its
$5,000,000 payment to R.

Example 2. Termination of exclusive distribu-
tion agreement. On March 1, 2005, L, a manu-
facturer, enters into an agreement with M
granting M the right to be the sole dis-
tributor of L’s products in state X for 10
years. On July 1, 2008, L pays M $50,000 in ex-
change for M’s agreement to terminate the
distribution agreement. L’s payment to ter-
minate its agreement with M constitutes a
payment to terminate an exclusive right to
acquire L’s property, as described in para-
graph (d)(7)({)(B) of this section. Accord-
ingly, L must capitalize its $50,000 payment
to M.

Example 3. Termination of covenant not to
compete. On February 1, 2005, Y corporation
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enters into a covenant not to compete with
7Z corporation that prohibits Y from com-
peting with Z in city V for a period of 5
years. On January 31, 2007, Y pays Z $1,000,000
in exchange for Z’s agreement to terminate
the covenant not to compete. Y’s payment to
terminate the covenant not to compete with
Z constitutes a payment to terminate an
agreement that prohibits Y from competing
with Z, as described in paragraph (d)(7)({)(C)
of this section. Accordingly, Y must cap-
italize its $1,000,000 payment to Z.

Example 4. Termination of merger agreement.
N corporation and U corporation enter into
an agreement under which N agrees to merge
into U. Subsequently, N pays U $10,000,000 to
terminate the merger agreement. As pro-
vided in paragraph (d)(7)(ii) of this section,
N’s $10,000,000 payment to terminate the
merger agreement with U is not required to
be capitalized under this paragraph (d)(7). In
addition, N’s $10,000,000 does not create a sep-
arate and distinct intangible asset for N
within the meaning of paragraph (b)(3)(i) of
this section. (See §1.263(a)-5 for additional
rules regarding termination of merger agree-
ments).

(8) Certain benefits arising from the pro-
vision, production, or improvement of real
property—(i) In general. A taxpayer
must capitalize amounts paid for real
property if the taxpayer transfers own-
ership of the real property to another
person (except to the extent the real
property is sold for fair market value)
and if the real property can reasonably
be expected to produce significant eco-
nomic benefits to the taxpayer after
the transfer. A taxpayer also must cap-
italize amounts paid to produce or im-
prove real property owned by another
(except to the extent the taxpayer is
selling services at fair market value to
produce or improve the real property)
if the real property can reasonably be
expected to produce significant eco-
nomic benefits for the taxpayer.

(ii) Exclusions. A taxpayer is not re-
quired to capitalize an amount under
paragraph (d)(8)(i) of this section if the
taxpayer transfers real property or
pays an amount to produce or improve
real property owned by another in ex-
change for services, the purchase or use
of property, or the creation of an in-
tangible described in paragraph (d) of
this section (other than in this para-
graph (d)(8)). The preceding sentence
does not apply to the extent the tax-
payer does not receive fair market
value consideration for the real prop-
erty that is relinquished or for the
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amounts that are paid by the taxpayer
to produce or improve real property
owned by another.

(iii) Real property. For purposes of
this paragraph (d)(8), real property in-
cludes property that is affixed to real
property and that will ordinarily re-
main affixed for an indefinite period of
time, such as roads, bridges, tunnels,
pavements, wharves and docks, break-
waters and sea walls, elevators, power
generation and transmission facilities,
and pollution control facilities.

(iv) Impact fees and dedicated improve-
ments. Paragraph (d)(8)(i) of this sec-
tion does not apply to amounts paid to
satisfy one-time charges imposed by a
State or local government against new
development (or expansion of existing
development) to finance specific offsite
capital improvements for general pub-
lic use that are necessitated by the new
or expanded development. In addition,
paragraph (d)(8)(i) of this section does
not apply to amounts paid for real
property or improvements to real prop-
erty constructed by the taxpayer where
the real property or improvements ben-
efit new development or expansion of
existing development, are immediately
transferred to a State or local govern-
ment for dedication to the general pub-
lic use, and are maintained by the
State or local government. See section
263A and the regulations thereunder for
capitalization rules that apply to
amounts referred to in this paragraph
(A)(@)(Ev).

(v) Examples. The following examples
illustrate the rules of this paragraph
(A)(®):

Example 1. Amount paid to produce real prop-
erty owned by another. W corporation oper-
ates a quarry on the east side of a river in
city Z and a crusher on the west side of the
river. City Z’s existing bridges are of insuffi-
cient capacity to be traveled by trucks in
transferring stone from W’s quarry to its
crusher. As a result, the efficiency of W’s op-
erations is greatly reduced. W contributes
$1,000,000 to city Z to defray in part the cost
of constructing a publicly owned bridge ca-
pable of accommodating W’s trucks. W’s pay-
ment to city Z is an amount paid to produce
or improve real property (within the mean-
ing of paragraph (d)(8)(iii) of this section)
that can reasonably be expected to produce
significant economic benefits for W. Under
paragraph (d)(8)(i) of this section, W must
capitalize the $1,000,000 paid to city Z.
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Example 2. Transfer of real property to an-
other. K corporation, a shipping company,
uses smaller vessels to unload its ocean-
going vessels at port X. There is no natural
harbor at port X, and during stormy weather
the transfer of freight between K’s ocean ves-
sels and port X is extremely difficult and
sometimes impossible, which can be very
costly to K. Consequently, K constructs a
short breakwater at a cost of $50,000. The
short breakwater, however, is inadequate, so
K persuades the port authority to build a
larger breakwater that will allow K to un-
load its vessels at any time of the year and
during all kinds of weather. K contributes
the short breakwater and pays $200,000 to the
port authority for use in building the larger
breakwater. Because the transfer of the
small breakwater and $200,000 is reasonably
expected to produce significant economic
benefits for K, K must capitalize both the ad-
justed basis of the small breakwater (deter-
mined at the time the small breakwater is
contributed) and the $200,000 payment under
this paragraph (d)(8).

Example 3. Dedicated improvements. X cor-
poration is engaged in the development and
sale of residential real estate. In connection
with a residential real estate project under
construction by X in city Z, X is required by
city Z to construct ingress and egress roads
to and from its project and immediately
transfer the roads to city Z for dedication to
general public use. The roads will be main-
tained by city Z. X pays its subcontractor
$100,000 to construct the ingress and egress
roads. X’s payment is a dedicated improve-
ment within the meaning of paragraph
(d)(8)(iv) of this section. Accordingly, X is
not required to capitalize the $100,000 pay-
ment under this paragraph (d)(8). See section
263A and the regulations thereunder for cap-
italization rules that apply to amounts re-
ferred to in paragraph (d)(8)(iv) of this sec-
tion.

(9) Defense or perfection of title to in-
tangible property—(i) In general. A tax-
payer must capitalize amounts paid to
another party to defend or perfect title
to intangible property if that other
party challenges the taxpayer’s title to
the intangible property.

(i1) Certain break-up fees. Paragraph
(A)(9)() of this section does not apply
to the termination of a transaction de-
scribed in §1.263(a)-5(a) (relating to an
acquisition of a trade or business, a
change in the capital structure of a
business entity, and certain other
transactions). See §1.263(a)-5 for rules
governing the treatment of amounts
paid to terminate a transaction to
which that section applies. Paragraph
(d)(9)(@) of this section also does not
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apply to an amount paid to another
party to terminate an agreement that
grants that party the right to purchase
the taxpayer’s intangible property.

(iii) Example. The following example
illustrates the rules of this paragraph
(A)(9):

Example. Defense of title. R corporation
claims to own an exclusive patent on a par-
ticular technology. U corporation brings a
lawsuit against R, claiming that U is the
true owner of the patent and that R stole the
technology from U. The sole issue in the suit
involves the validity of R’s patent. R chooses
to settle the suit by paying U $100,000 in ex-
change for U’s release of all future claim to
the patent. R’s payment to U is an amount
paid to defend or perfect title to intangible
property under paragraph (d)(9) of this sec-
tion and must be capitalized.

(e) Transaction costs—(1) Scope of fa-
cilitate—(i) In general. Except as other-
wise provided in this section, an
amount is paid to facilitate the acqui-
sition or creation of an intangible (the
transaction) if the amount is paid in
the process of investigating or other-
wise pursuing the transaction. Whether
an amount is paid in the process of in-
vestigating or otherwise pursuing the
transaction is determined based on all
of the facts and circumstances. In de-
termining whether an amount is paid
to facilitate a transaction, the fact
that the amount would (or would not)
have been paid but for the transaction
is relevant, but is not determinative.
An amount paid to determine the value
or price of an intangible is an amount
paid in the process of investigating or
otherwise pursuing the transaction.

(ii) Treatment of termination payments.
An amount paid to terminate (or
acilitate the termination of) an exist-
ing agreement does not facilitate the
acquisition or creation of another
agreement under this section. See
paragraph (d)(6)(iii) of this section for
the treatment of termination fees paid
to the other party (or parties) of a re-
negotiated agreement.

(iii) Special rule for contracts. An
amount is treated as not paid in the
process of investigating or otherwise
pursuing the creation of an agreement
described in paragraph (d)(2) or (d)(6) of
this section if the amount relates to
activities performed before the earlier
of the date the taxpayer begins pre-
paring its bid for the agreement or the
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date the taxpayer begins discussing or
negotiating the agreement with an-
other party to the agreement.

(iv) Borrowing costs. An amount paid
to facilitate a borrowing does not fa-
cilitate an acquisition or creation of an
intangible described in paragraphs
(b)(1)(1) through (iv) of this section. See
§§1.263(a)-5 and 1.446-5 for the treat-
ment of an amount paid to facilitate a
borrowing.

(v) Special rule for stock redemption
costs of open-end regulated investment
companies. An amount paid by an open-
end regulated investment company
(within the meaning of section 851) to
facilitate a redemption of its stock is
treated as an amount that does not fa-
cilitate the acquisition of an intangible
under this section.

(2) Coordination with paragraph (d) of
this section. In the case of an amount
paid to facilitate the creation of an in-
tangible described in paragraph (d) of
this section, the provisions of this
paragraph (e) apply regardless of
whether a payment described in para-
graph (d) is made.

(3) Transaction. For purposes of this
section, the term transaction means all
of the factual elements comprising an
acquisition or creation of an intangible
and includes a series of steps carried
out as part of a single plan. Thus, a
transaction can involve more than one
invoice and more than one intangible.
For example, a purchase of intangibles
under one purchase agreement con-
stitutes a single transaction, notwith-
standing the fact that the acquisition
involves multiple intangibles and the
amounts paid to facilitate the acquisi-
tion are capable of being allocated
among the various intangibles ac-
quired.

(4) Simplifying conventions—(1) In gen-
eral. For purposes of this section, em-
ployee compensation (within the mean-
ing of paragraph (e)(4)(ii) of this sec-
tion), overhead, and de minimis costs
(within the meaning of paragraph
(e)(4)(iii) of this section) are treated as
amounts that do not facilitate the ac-
quisition or creation of an intangible.

(ii) Employee compensation—(A) In
general. The term employee compensa-
tion means compensation (including
salary, bonuses and commissions) paid
to an employee of the taxpayer. For
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purposes of this section, whether an in-
dividual is an employee is determined
in accordance with the rules contained
in section 3401(c) and the regulations
thereunder.

(B) Certain amounts treated as em-
ployee compensation. For purposes of
this section, a guaranteed payment to
a partner in a partnership is treated as
employee compensation. For purposes
of this section, annual compensation
paid to a director of a corporation is
treated as employee compensation. For
example, an amount paid to a director
of a corporation for attendance at a
regular meeting of the board of direc-
tors (or committee thereof) is treated
as employee compensation for purposes
of this section. However, an amount
paid to a director for attendance at a
special meeting of the board of direc-
tors (or committee thereof) is not
treated as employee compensation. An
amount paid to a person that is not an
employee of the taxpayer (including
the employer of the individual who per-
forms the services) is treated as em-
ployee compensation for purposes of
this section only if the amount is paid
for secretarial, clerical, or similar ad-
ministrative support services. In the
case of an affiliated group of corpora-
tions filing a consolidated Federal in-
come tax return, a payment by one
member of the group to a second mem-
ber of the group for services performed
by an employee of the second member
is treated as employee compensation if
the services provided by the employee
are provided at a time during which
both members are affiliated.

(iii) De minimis costs—(A) In general.
Except as provided in paragraph
(e)(4)(iii)(B) of this section, the term de
minimis costs means amounts (other
than employee compensation and over-
head) paid in the process of inves-
tigating or otherwise pursuing a trans-
action if, in the aggregate, the
amounts do not exceed $5,000 (or such
greater amount as may be set forth in
published guidance). If the amounts ex-
ceed $5,000 (or such greater amount as
may be set forth in published guid-
ance), none of the amounts are de mini-
mis costs within the meaning of this
paragraph (e)(4)(iii)(A). For purposes of
this paragraph (e)(4)(iii), an amount
paid in the form of property is valued
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at its fair market value at the time of
the payment. In determining the
amount of transaction costs paid in the
process of investigating or otherwise
pursuing a transaction, a taxpayer gen-
erally must account for the specific
costs paid with respect to each trans-
action. However, a taxpayer that rea-
sonably expects to enter into at least
25 similar transactions during the tax-
able year may establish a pool of simi-
lar transactions for purposes of deter-
mining the amount of transaction
costs paid in the process of inves-
tigating or otherwise pursuing the
transactions in the pool. Under this
pooling method, the amount of trans-
action costs paid in the process of in-
vestigating or otherwise pursuing each
transaction included in the pool is
equal to the average transaction costs
paid in the process of investigating or
otherwise pursuing all transactions in-
cluded in the pool. A taxpayer com-
putes the average transaction costs
paid in the process of investigating or
otherwise pursuing all transactions in-
cluded in the pool by dividing the sum
of all transaction costs paid in the
process of investigating or otherwise
pursuing all transactions included in
the pool by the number of transactions
included in the pool. See paragraph (h)
of this section for additional rules re-
lating to pooling.

(B) Treatment of commissions. The
term de minimis costs does not include
commissions paid to facilitate the ac-
quisition of an intangible described in
paragraphs (¢)(1)(i) through (v) of this
section or to facilitate the creation,
origination, entrance into, renewal or
renegotiation of an intangible de-
scribed in paragraph (d)(2)(i) of this
section.

(iv) Election to capitalize. A taxpayer
may elect to treat employee compensa-
tion, overhead, or de minimis costs paid
in the process of investigating or oth-
erwise pursuing a transaction as
amounts that facilitate the trans-
action. The election is made separately
for each transaction and applies to em-
ployee compensation, overhead, or de
minimis costs, or to any combination
thereof. For example, a taxpayer may
elect to treat overhead and de minimis
costs, but not employee compensation,
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as amounts that facilitate the trans-
action. A taxpayer makes the election
by treating the amounts to which the
election applies as amounts that facili-
tate the transaction in the taxpayer’s
timely filed original Federal income
tax return (including extensions) for
the taxable year during which the
amounts are paid. In the case of an af-
filiated group of corporations filing a
consolidated return, the election is
made separately with respect to each
member of the group, and not with re-
spect to the group as a whole. In the
case of an S corporation or partner-
ship, the election is made by the S cor-
poration or by the partnership, and not
by the shareholders or partners. An
election made under this paragraph
(e)(4)(iv) is revocable with respect to
each taxable year for which made only
with the consent of the Commissioner.

(5) Examples. The following examples
illustrate the rules of this paragraph
(e):

Example 1. Costs to facilitate. In December
2005, R corporation, a calendar year tax-
payer, enters into negotiations with X cor-
poration to lease commercial property from
X for a period of 25 years. R pays A, its out-
side legal counsel, $4,000 in December 2005 for
services rendered by A during December in
assisting with negotiations with X. In Janu-
ary 2006, R and X finalize the terms of the
lease and execute the lease agreement. R
pays B, another of its outside legal counsel,
$2,000 in January 2006 for services rendered
by B during January in drafting the lease
agreement. The agreement between R and X
is an agreement providing R the right to use
property, as described in paragraph
(A)(6)(1)(A) of this section. R’s payments to
its outside counsel are amounts paid to fa-
cilitate the creation of the agreement. As
provided in paragraph (e)(4)(iii)(A) of this
section, R must aggregate its transaction
costs for purposes of determining whether
the transaction costs are de minimis. Because
R’s aggregate transaction costs exceed $5,000,
R’s transaction costs are not de minimis costs
within the meaning of paragraph (e)(4)(iii)(A)
of this section. Accordingly, R must cap-
italize the $4,000 paid to A and the $2,000 paid
to B under paragraph (b)(1)(v) of this section.

Example 2. Costs to facilitate. Partnership X
leases its manufacturing equipment from Y
corporation under a 10-year lease. During
2005, when the lease has a remaining term of
4 years, X enters into a written agreement
with Z corporation, a competitor of Y, under
which X agrees to lease its manufacturing
equipment from Z, subject to the condition
that X first successfully terminates its lease
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with Y. X pays Y $50,000 in exchange for Y’s
agreement to terminate the equipment lease.
Under paragraph (e)(1)(ii), X’s $50,000 pay-
ment does not facilitate the creation of the
new lease with Z. In addition, X’s $50,000 pay-
ment does not terminate an agreement de-
scribed in paragraph (d)(7) of this section.
Accordingly, X is not required to capitalize
the $50,000 termination payment under this
section.

Example 3. Costs to facilitate. W corporation
enters into a lease agreement with X cor-
poration under which W agrees to lease prop-
erty to X for a period of 5 years. W pays its
outside counsel $7,000 for legal services ren-
dered in drafting the lease agreement and ne-
gotiating with X. The agreement between W
and X is an agreement providing W the right
to be compensated for the use of property, as
described in paragraph (d)(6)(i)(A) of this sec-
tion. Under paragraph (e)(1)(i) of this sec-
tion, W’s payment to its outside counsel is
an amount paid to facilitate the creation of
that agreement. As provided by paragraph
(e)(2) of this section, W must capitalize its
$7,000 payment to outside counsel notwith-
standing the fact that W made no payment
described in paragraph (d)(6)(i) of this sec-
tion.

Example 4. Costs to facilitate. U corporation,
which owns a majority of the common stock
of T corporation, votes its controlling inter-
est in favor of a perpetual extension of T’s
charter. M, a minority shareholder in T,
votes against the extension. Under applica-
ble state law, U is required to purchase the
stock of T held by M. When U and M are un-
able to agree on the value of M’s shares, U
brings an action in state court to appraise
the value of M’s stock interest. U pays attor-
ney, accountant and appraisal fees of $25,000
for services rendered in connection with the
negotiation and litigation with M. Because
U’s attorney, accountant and appraisal costs
help establish the purchase price of M’s
stock, U’s $25,000 payment facilitates the ac-
quisition of stock. Accordingly, U must cap-
italize the $25,000 payment under paragraph
(b)(1)(v) of this section.

Example 5. Costs to facilitate. For several
years, H corporation has provided services to
J corporation whenever requested by J. H
wants to enter into a multiple-year contract
with J that would give H the right to provide
services to J. On June 10, 2004, H starts to
prepare a bid to provide services to J and
pays a consultant $15,000 to research poten-
tial competitors. On August 10, 2004, H raises
the possibility of a multi-year contract with
J. On October 10, 2004, H and J enter into a
contract giving H the right to provide serv-
ices to J for five years. During 2004, H pays
$7,000 to travel to the city in which J’s of-
fices are located to continue providing serv-
ices to J under their prior arrangement and
pays $6,000 for travel to the city in which J’s
offices are located to further develop H’s
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business relationship with J (for example, to
introduce new employees, update J on cur-
rent developments and take J’s executives to
dinner). H also pays $8,000 for travel costs to
meet with J to discuss and negotiate the
contract. Because the contract gives H the
right to provide services to J, H must cap-
italize amounts paid to facilitate the cre-
ation of the contract. The $7,000 of travel ex-
penses paid to provide services to J under
their prior arrangement does not facilitate
the creation of the contract and is not re-
quired to be capitalized, regardless of when
the travel occurs. The $6,000 of travel ex-
penses paid to further develop H’s business
relationship with J is paid in the process of
pursuing the contract (and therefore must be
capitalized) only to the extent the expenses
relate to travel on or after June 10, 2004 (the
date H begins to prepare a bid) and before
October 11, 2004 (the date after H and J enter
into the contract). The $8,000 of travel ex-
penses paid to meet with J to discuss and ne-
gotiate the contract is paid in the process of
pursuing the contact and must be capital-
ized. The $15,000 of consultant fees is paid to
investigate the contract and also must be
capitalized.

Example 6. Costs that do not facilitate. X cor-
poration brings a legal action against Y cor-
poration to recover lost profits resulting
from Y’s alleged infringement of X’s copy-
right. Y does not challenge X’s copyright,
but argues that it did not infringe upon X’s
copyright. X pays its outside counsel $25,000
for legal services rendered in pursuing the
suit against Y. Because X’s title to its copy-
right is not in question, X’s action against Y
does not involve X’s defense or perfection of
title to intangible property. Thus, the
amount paid to outside counsel does not fa-
cilitate the creation of an intangible de-
scribed in paragraph (d)(9) of this section.
Accordingly, X is not required to capitalize
its $25,000 payment under this section.

Example 7. De minimis rule. W corporation, a
commercial bank, acquires a portfolio con-
taining 100 loans from Y corporation. As part
of the acquisition, W pays an independent
appraiser a fee of $10,000 to appraise the port-
folio. The fee is an amount paid to facilitate
W’s acquisition of an intangible. The acquisi-
tion of the loan portfolio is a single trans-
action within the meaning of paragraph
(e)(3) of this section. Because the amount
paid to facilitate the transaction exceeds
$5,000, the amount is not de minimis as de-
fined in paragraph (e)(4)(iii)(A) of this sec-
tion. Accordingly, W must capitalize the
$10,000 fee under paragraph (b)(1)(v) of this
section.

Example 8. Compensation and overhead. P
corporation, a commercial bank, maintains a
loan acquisition department whose sole func-
tion is to acquire loans from other financial
institutions. As provided in paragraph
(e)(4)(i) of this section, P is not required to
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capitalize any portion of the compensation
paid to the employees in its loan acquisition
department or any portion of its overhead al-
locable to the loan acquisition department.

(f) 12-month rule—(1) In general. Ex-
cept as otherwise provided in this para-
graph (f), a taxpayer is not required to
capitalize under this section amounts
paid to create (or to facilitate the cre-
ation of) any right or benefit for the
taxpayer that does not extend beyond
the earlier of—

(i) 12 months after the first date on
which the taxpayer realizes the right
or benefit; or

(ii) The end of the taxable year fol-
lowing the taxable year in which the
payment is made.

(2) Duration of benefit for contract ter-
minations. For purposes of this para-
graph (f), amounts paid to terminate a
contract or other agreement described
in paragraph (d)(7)(i) of this section
prior to its expiration date (or amounts
paid to facilitate such termination)
create a benefit for the taxpayer that
lasts for the unexpired term of the
agreement immediately before the date
of the termination. If the terms of a
contract or other agreement described
in paragraph (d)(7)(i) of this section
permit the taxpayer to terminate the
contract or agreement after a notice
period, amounts paid by the taxpayer
to terminate the contract or agree-
ment before the end of the notice pe-
riod create a benefit for the taxpayer
that lasts for the amount of time by
which the notice period is shortened.

(3) Inapplicability to created financial
interests and self-created amortizable sec-
tion 197 intangibles. Paragraph (f)(1) of
this section does not apply to amounts
paid to create (or facilitate the cre-
ation of) an intangible described in
paragraph (d)(2) of this section (relat-
ing to amounts paid to create financial
interests) or to amounts paid to create
(or facilitate the creation of) an intan-
gible that constitutes an amortizable
section 197 intangible within the mean-
ing of section 197(c).

(4) Inapplicability to rights of indefinite
duration. Paragraph (f)(1) of this sec-
tion does not apply to amounts paid to
create (or facilitate the creation of) an
intangible of indefinite duration. A
right has an indefinite duration if it
has no period of duration fixed by
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agreement or by law, or if it is not
based on a period of time, such as a
right attributable to an agreement to
provide or receive a fixed amount of
goods or services. For example, a li-
cense granted by a governmental agen-
cy that permits the taxpayer to oper-
ate a business conveys a right of indefi-
nite duration if the license may be re-
voked only upon the taxpayer’s viola-
tion of the terms of the license.

() Rights subject to renewal—({) In
general. For purposes of paragraph (f)(1)
of this section, the duration of a right
includes any renewal period if all of the
facts and circumstances in existence
during the taxable year in which the
right is created indicate a reasonable
expectancy of renewal.

(i1) Reasonable expectancy of renewal.
The following factors are significant in
determining whether there exists a rea-
sonable expectancy of renewal:

(A) Renewal history. The fact that
similar rights are historically renewed
is evidence of a reasonable expectancy
of renewal. On the other hand, the fact
that similar rights are rarely renewed
is evidence of a lack of a reasonable ex-
pectancy of renewal. Where the tax-
payer has no experience with similar
rights, or where the taxpayer holds
similar rights only occasionally, this
factor is less indicative of a reasonable
expectancy of renewal.

(B) Economics of the transaction. The
fact that renewal is necessary for the
taxpayer to earn back its investment
in the right is evidence of a reasonable
expectancy of renewal. For example, if
a taxpayer pays $14,000 to enter into a
renewable contract with an initial 9-
month term that is expected to gen-
erate income to the taxpayer of $1,000
per month, the fact that renewal is
necessary for the taxpayer to earn
back its $14,000 payment is evidence of
a reasonable expectancy of renewal.

(C) Likelihood of renewal by other
party. Evidence that indicates a likeli-
hood of renewal by the other party to a
right, such as a bargain renewal option
or similar arrangement, is evidence of
a reasonable expectancy of renewal.
However, the mere fact that the other
party will have the opportunity to
renew on the same terms as are avail-
able to others is not evidence of a rea-
sonable expectancy of renewal.
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(D) Terms of renewal. The fact that
material terms of the right are subject
to renegotiation at the end of the ini-
tial term is evidence of a lack of a rea-
sonable expectancy of renewal. For ex-
ample, if the parties to an agreement
must renegotiate price or amount, the
renegotiation requirement is evidence
of a lack of a reasonable expectancy of
renewal.

(BE) Terminations. The fact that simi-
lar rights are typically terminated
prior to renewal is evidence of a lack of
a reasonably expectancy of renewal.

(iii) Safe harbor pooling method. In
lieu of applying the reasonable expect-
ancy of renewal test described in para-
graph (f)(5)(ii) of this section to each
separate right created during a taxable
year, a taxpayer that reasonably ex-
pects to enter into at least 25 similar
rights during the taxable year may es-
tablish a pool of similar rights for
which the initial term does not extend
beyond the period prescribed in para-
graph (f)(1) of this section and may
elect to apply the reasonable expect-
ancy of renewal test to that pool. See
paragraph (h) of this section for addi-
tional rules relating to pooling. The
application of paragraph (f)(1) of this
section to each pool is determined in
the following manner:

(A) All amounts (except de minimis
costs described in paragraph (d)(6)(v) of
this section) paid to create the rights
included in the pool and all amounts
paid to facilitate the creation of the
rights included in the pool are aggre-
gated.

(B) If less than 20 percent of the
rights in the pool are reasonably ex-
pected to be renewed beyond the period
prescribed in paragraph (f)(1) of this
section, all rights in the pool are treat-
ed as having a duration that does not
extend beyond the period prescribed in
paragraph (f)(1) of this section, and the
taxpayer is not required to capitalize
under this section any portion of the
aggregate amount described in para-
graph (£)(5)(iii)(A) of this section.

(C) If more than 80 percent of the
rights in the pool are reasonably ex-
pected to be renewed beyond the period
prescribed in paragraph (f)(1) of this
section, all rights in the pool are treat-
ed as having a duration that extends
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beyond the period prescribed in para-
graph (f)(1) of this section, and the tax-
payer is required to capitalize under
this section the aggregate amount de-
scribed in paragraph (£)(5)(iii)(A) of this
section.

(D) If 20 percent or more, but 80 per-
cent or less, of the rights in the pool
are reasonably expected to be renewed
beyond the period prescribed in para-
graph (f)(1) of this section, the aggre-
gate amount described in paragraph
(£)(5)({ii)(A) of this section is multi-
plied by the percentage of the rights in
the pool that are reasonably expected
to be renewed beyond the period pre-
scribed in paragraph (f)(1) of this sec-
tion and the taxpayer must capitalize
the resulting amount under this sec-
tion by treating such amount as cre-
ating a separate intangible. The
amount determined by multiplying the
aggregate amount described in para-
graph (f)(5)(iii)(A) of this section by the
percentage of rights in the pool that
are not reasonably expected to be re-
newed beyond the period prescribed in
paragraph (f)(1) of this section is not
required to be capitalized under this
section.

(6) Coordination with section 461. In
the case of a taxpayer using an accrual
method of accounting, the rules of this
paragraph (f) do not affect the deter-
mination of whether a liability is in-
curred during the taxable year, includ-
ing the determination of whether eco-
nomic performance has occurred with
respect to the liability. See §1.461-4 for
rules relating to economic perform-
ance.

(7) Election to capitalice. A taxpayer
may elect not to apply the rule con-
tained in paragraph (f)(1) of this sec-
tion. An election made under this para-
graph (f)(7) applies to all similar trans-
actions during the taxable year to
which paragraph (f)(1) of this section
would apply (but for the election under
this paragraph (f)(7)). For example, a
taxpayer may elect under this para-
graph (f)(7) to capitalize its costs of
prepaying insurance contracts for 12
months, but may continue to apply the
rule in paragraph (f)(1) to its costs of
entering into non-renewable, 12-month
service contracts. A taxpayer makes
the election by treating the amounts
as capital expenditures in its timely
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filed original federal income tax return
(including extensions) for the taxable
year during which the amounts are
paid. In the case of an affiliated group
of corporations filing a consolidated re-
turn, the election is made separately
with respect to each member of the
group, and not with respect to the
group as a whole. In the case of an S
corporation or partnership, the elec-
tion is made by the S corporation or by
the partnership, and not by the share-
holders or partners. An election made
under this paragraph (f)(7) is revocable
with respect to each taxable year for
which made only with the consent of
the Commissioner.

(8) Examples. The rules of this para-
graph (f) are illustrated by the fol-
lowing examples, in which it is as-
sumed (unless otherwise stated) that
the taxpayer is a calendar year, ac-
crual method taxpayer that does not
have a short taxable year in any tax-
able year and has not made an election
under paragraph (f)(7) of this section:

Example 1. Prepaid expenses. On December 1,
2005, N corporation pays a $10,000 insurance
premium to obtain a property insurance pol-
icy (with no cash value) with a 1-year term
that begins on February 1, 2006. The amount
paid by N is a prepaid expense described in
paragraph (d)(3) of this section and not para-
graph (d)(2) of this section. Because the right
or benefit attributable to the $10,000 pay-
ment extends beyond the end of the taxable
year following the taxable year in which the
payment is made, the 12-month rule provided
by this paragraph (f) does not apply. N must
capitalize the $10,000 payment.

Example 2. Prepaid erpenses. (i) Assume the
same facts as in Example 1, except that the
policy has a term beginning on December 15,
2005. The 12-month rule of this paragraph (f)
applies to the $10,000 payment because the
right or benefit attributable to the payment
neither extends more than 12 months beyond
December 15, 2005 (the first date the benefit
is realized by the taxpayer) nor beyond the
end of the taxable year following the taxable
yvear in which the payment is made. Accord-
ingly, N is not required to capitalize the
$10,000 payment.

(ii) Alternatively, assume N capitalizes
prepaid expenses for financial accounting
and reporting purposes and elects under
paragraph (f)(7) of this section not to apply
the 12-month rule contained in paragraph
(f)(1) of this section. N must capitalize the
$10,000 payment for Federal income tax pur-
poses.

Example 3. Financial interests. On October 1,
2005, X corporation makes a 9-month loan to
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B in the principal amount of $250,000. The
principal amount of the loan to B con-
stitutes an amount paid to create or origi-
nate a financial interest under paragraph
(@)(2)(1)(B) of this section. The 9-month term
of the loan does not extend beyond the pe-
riod prescribed by paragraph (f)(1) of this
section. However, as provided by paragraph
(£)(3) of this section, the rules of this para-
graph (f) do not apply to intangibles de-
scribed in paragraph (d)(2) of this section.
Accordingly, X must capitalize the $250,000
loan amount.

Example 4. Financial interests. X corporation
owns all of the outstanding stock of Z cor-
poration. On December 1, 2005, Y corporation
pays X $1,000,000 in exchange for X’s grant of
a 9-month call option to Y permitting Y to
purchase all of the outstanding stock of Z.
Y’s payment to X constitutes an amount
paid to create or originate an option with X
under paragraph (d)(2)(i)(C)(7) of this section.
The 9-month term of the option does not ex-
tend beyond the period prescribed by para-
graph (f)(1) of this section. However, as pro-
vided by paragraph (f)(3) of this section, the
rules of this paragraph (f) do not apply to in-
tangibles described in paragraph (d)(2) of this
section. Accordingly, Y must capitalize the
$1,000,000 payment.

Example 5. License. (i) On July 1, 2005, R
corporation pays $10,000 to state X to obtain
a license to operate a business in state X for
a period of 5 years. The terms of the license
require R to pay state X an annual fee of $500
due on July 1, 2005, and each of the suc-
ceeding four years. R pays the $500 fee on
July 1 as required by the license.

(ii) R’s payment of $10,000 is an amount
paid to a governmental agency for a license
granted by that agency to which paragraph
(d)(56) of this section applies. Because R’s
payment creates rights or benefits for R that
extend beyond 12 months after the first date
on which R realizes the rights or benefits at-
tributable to the payment and beyond the
end of 2006 (the taxable year following the
taxable year in which the payment is made),
the rules of this paragraph (f) do not apply to
R’s payment. Accordingly, R must capitalize
the $10,000 payment.

(iii) R’s payment of each $500 annual fee is
a prepaid expense described in paragraph
(d)(3) of this section. R is not required to
capitalize the $500 fee in each taxable year.
The rules of this paragraph (f) apply to each
such payment because each payment pro-
vides a right or benefit to R that does not ex-
tend beyond 12 months after the first date on
which R realizes the rights or benefits at-
tributable to the payment and does not ex-
tend beyond the end of the taxable year fol-
lowing the taxable year in which the pay-
ment is made.

Example 6. Lease. On December 1, 2005, W
corporation enters into a lease agreement
with X corporation under which W agrees to
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lease property to X for a period of 9 months,
beginning on December 1, 2005. W pays its
outside counsel $7,000 for legal services ren-
dered in drafting the lease agreement and ne-
gotiating with X. The agreement between W
and X is an agreement providing W the right
to be compensated for the use of property, as
described in paragraph (d)(6)(i)(A) of this sec-
tion. W’s $7,000 payment to its outside coun-
sel is an amount paid to facilitate W’s cre-
ation of the lease as described in paragraph
(e)(1)(i) of this section. The 12-month rule of
this paragraph (f) applies to the $7,000 pay-
ment because the right or benefit that the
$7,000 payment facilitates the creation of
neither extends more than 12 months beyond
December 1, 2005 (the first date the benefit is
realized by the taxpayer) nor beyond the end
of the taxable year following the taxable
year in which the payment is made. Accord-
ingly, W is not required to capitalize its pay-
ment to its outside counsel.

Example 7. Certain contract terminations. V
corporation owns real property that it has
leased to A for a period of 15 years. When the
lease has a remaining unexpired term of 5
years, V and A agree to terminate the lease,
enabling V to use the property in its trade or
business. V pays A $100,000 in exchange for
A’s agreement to terminate the lease. V’s
payment to A to terminate the lease is de-
scribed in paragraph (d)(7)(i)(A) of this sec-
tion. Under paragraph (f)(2) of this section,
V’s payment creates a benefit for V with a
duration of 5 years, the remaining unexpired
term of the lease as of the date of the termi-
nation. Because the benefit attributable to
the expenditure extends beyond 12 months
after the first date on which V realizes the
rights or benefits attributable to the pay-
ment and beyond the end of the taxable year
following the taxable year in which the pay-
ment is made, the rules of this paragraph (f)
do not apply to the payment. V must cap-
italize the $100,000 payment.

Example 8. Certain contract terminations. As-
sume the same facts as in Example 7, except
that the lease is terminated when it has a re-
maining unexpired term of 10 months. Under
paragraph (£f)(2) of this section, V’s payment
creates a benefit for V with a duration of 10
months. The 12-month rule of this paragraph
(f) applies to the payment because the ben-
efit attributable to the payment neither ex-
tends more than 12 months beyond the date
of termination (the first date the benefit is
realized by V) nor beyond the end of the tax-
able year following the taxable year in which
the payment is made. Accordingly, V is not
required to capitalize the $100,000 payment.

Example 9. Certain contract terminations. As-
sume the same facts as in Erample 7, except
that either party can terminate the lease
upon 12 months notice. When the lease has a
remaining unexpired term of 5 years, V
wants to terminate the lease, however, V
does not want to wait another 12 months. V
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pays A $50,000 for the ability to terminate
the lease with one month’s notice. V’s pay-
ment to A to terminate the lease is described
in paragraph (d)(7T)(i)(A) of this section.
Under paragraph (f)(2) of this section, V’s
payment creates a benefit for V with a dura-
tion of 11 months, the time by which the no-
tice period is shortened. The 12-month rule
of this paragraph (f) applies to V’s $50,000
payment because the benefit attributable to
the payment neither extends more than 12
months beyond the date of termination (the
first date the benefit is realized by V) nor be-
yond the end of the taxable year following
the taxable year in which the payment is
made. Accordingly, V is not required to cap-
italize the $50,000 payment.

Example 10. Coordination with section 461. (i)
U corporation leases office space from W cor-
poration at a monthly rental rate of $2,000.
On August 1, 2005, U prepays its office rent
expense for the first six months of 2006 in the
amount of $12,000. For purposes of this exam-
ple, it is assumed that the recurring item ex-
ception provided by §1.461-5 does not apply
and that the lease between W and U is not a
section 467 rental agreement as defined in
section 467(d).

(ii) Under §1.461-4(d)(3), U’s prepayment of
rent is a payment for the use of property by
U for which economic performance occurs
ratably over the period of time U is entitled
to use the property. Accordingly, because
economic performance with respect to U’s
prepayment of rent does not occur until 2006,
U’s prepaid rent is not incurred in 2005 and
therefore is not properly taken into account
through capitalization, deduction, or other-
wise in 2005. Thus, the rules of this para-
graph (f) do not apply to U’s prepayment of
its rent.

(iii) Alternatively, assume that U uses the
cash method of accounting and the economic
performance rules in §1.461-4 therefore do
not apply to U. The 12-month rule of this
paragraph (f) applies to the $12,000 payment
because the rights or benefits attributable to
U’s prepayment of its rent do not extend be-
yond December 31, 2006. Accordingly, U is not
required to capitalize its prepaid rent.

Example 11. Coordination with section 461. N
corporation pays R corporation, an adver-
tising and marketing firm, $40,000 on August
1, 2005, for advertising and marketing serv-
ices to be provided to N throughout calendar
year 2006. For purposes of this example, it is
assumed that the recurring item exception
provided by §1.461-5 does not apply. Under
§1.461-4(d)(2), N’s payment arises out of the
provision of services to N by R for which eco-
nomic performance occurs as the services are
provided. Accordingly, because economic
performance with respect to N’s prepaid ad-
vertising expense does not occur until 2006,
N’s prepaid advertising expense is not in-
curred in 2005 and therefore is not properly
taken into account through capitalization,
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deduction, or otherwise in 2005. Thus, the
rules of this paragraph (f) do not apply to N’s
payment.

(g) Treatment of capitaliced costs—(1)
In general. An amount required to be
capitalized by this section is not cur-
rently deductible under section 162. In-
stead, the amount generally is added to
the basis of the intangible acquired or
created. See section 1012.

(2) Financial instruments. In the case
of a financial instrument described in
paragraph (c)(1)(iii) or (d)(2){)(C) of
this section, notwithstanding para-
graph (g)(1) of this section, if under
other provisions of law the amount re-
quired to be capitalized is not required
to be added to the basis of the intan-
gible acquired or created, then the
other provisions of law will govern the
tax treatment of the amount.

(h) Special rules applicable to pooling—
(1) In general. Except as otherwise pro-
vided, the rules of this paragraph (h)
apply to the pooling methods described
in paragraph (d)(6)(v) of this section
(relating to de minimis rules applicable
to certain contract rights), paragraph
(e)(4)(iii)(A) of this section (relating to
de minimis rules applicable to trans-
action costs), and paragraph (f)(5)(iii)
of this section (relating to the applica-
tion of the 12-month rule to renewable
rights).

(2) Method of accounting. A pooling
method authorized by this section con-
stitutes a method of accounting for
purposes of section 446. A taxpayer that
adopts or changes to a pooling method
authorized by this section must use the
method for the year of adoption and for
all subsequent taxable years during
which the taxpayer qualifies to use the
pooling method unless a change to an-
other method is required by the Com-
missioner in order to clearly reflect in-
come, or unless permission to change
to another method is granted by the
Commissioner as provided in §1.446-
1(e).

(3) Adopting or changing to a pooling
method. A taxpayer adopts (or changes
to) a pooling method authorized by this
section for any taxable year by estab-
lishing one or more pools for the tax-
able year in accordance with the rules
governing the particular pooling meth-
od and the rules prescribed by this
paragraph (h), and by using the pooling
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method to compute its taxable income
for the year of adoption (or change).

(4) Definition of pool. A taxpayer may
use any reasonable method of defining
a pool of similar transactions, agree-
ments or rights, including a method
based on the type of customer or the
type of product or service provided
under a contract. However, a taxpayer
that pools similar transactions, agree-
ments or rights must include in the
pool all similar transactions, agree-
ments or rights created during the tax-
able year. For purposes of the pooling
methods described in paragraph
(d)(6)(v) of this section (relating to de
minimis rules applicable to certain con-
tract rights) and paragraph
(e)(4)(iii)(A) of this section (relating to
de minimis rules applicable to trans-
action costs), an agreement (or a trans-
action) is treated as not similar to
other agreements (or transactions) in-
cluded in the pool if the amount at
issue with respect to that agreement
(or transaction) is reasonably expected
to differ significantly from the average
amount at issue with respect to the
other agreements (or transactions)
properly included in the pool.

(5) Consistency requirement. A tax-
payer that uses the pooling method de-
scribed in paragraph (f)(5)(iii) of this
section for purposes of applying the 12-
month rule to a right or benefit—

(1) Must use the pooling methods de-
scribed in paragraph (d)(6)(v) of this
section (relating to de minimis rules ap-
plicable to certain contract rights) and
paragraph (e)(4)(iii)(A) of this section
(relating to de minimis rules applicable
to transaction costs) for purposes of de-
termining the amount paid to create,
or facilitate the creation of, the right
or benefit; and

(ii) Must use the same pool for pur-
poses of paragraph (d)(6)(v) of this sec-
tion and paragraph (e)(4)(iii)(A) of this
section as is used for purposes of para-
graph (f)(5)(iii) of this section.

(6) Additional guidance pertaining to
pooling. The Internal Revenue Service
may publish guidance in the Internal
Revenue Bulletin (see §601.601(d)(2) of
this chapter) prescribing additional
rules for applying the pooling methods
authorized by this section to specific
industries or to specific types of trans-
actions.
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(7T) Example. The following example il-
lustrates the rules of this paragraph
(h):

Example. Pooling. (i) In the course of its
business, W corporation enters into 3-year
non-cancelable contracts that provide W the
right to provide services to its customers. W
generally pays certain amounts in the proc-
ess of pursuing an agreement with a cus-
tomer, including amounts paid to credit re-
porting agencies to verify the credit history
of the potential customer and commissions
paid to the independent sales agent who se-
cures the agreement with the customer. In
the case of agreements that W enters into
with customers who are individuals, the
agreements contain substantially similar
terms and conditions and W typically pays
between $100 and $200 in the process of pur-
suing each transaction. During 2005, W enters
into agreements with 300 individuals. Also
during 2005, W enters into an agreement with
X corporation containing terms and condi-
tions that are substantially similar to those
contained in the agreements W enters into
with its customers who are individuals. W
pays certain amounts in the process of pur-
suing the agreement with X that W would
not typically incur in the process of pursuing
an agreement with its customers who are in-
dividuals. For example, W pays amounts to
prepare and submit a bid for the agreement
with X and amounts to travel to X’s head-
quarters to make a sales presentation to X’s
management. In the aggregate, W pays
$11,000 in the process of obtaining the agree-
ment with X.

(ii) The agreements between W and its cus-
tomers are agreements providing W the right
to provide services, as described in paragraph
(A)(6)(1)(B) of this section. Under paragraph
(b)(1)(v) of this section, W must capitalize
transaction costs paid to facilitate the cre-
ation of these agreements. Because W enters
into at least 256 similar transactions during
2005, W may pool its transactions for pur-
poses of determining whether its transaction
costs are de minimis within the meaning of
paragraph (e)(4)(iii)(A) of this section. W
adopts a pooling method by establishing one
or more pools of similar transactions and by
using the pooling method to compute its tax-
able income beginning in its 2005 taxable
year. If W adopts a pooling method, W must
include all similar transactions in the pool.
Under paragraph (h)(4) of this section, the
transaction with X is not similar to the
transactions W enters into with its cus-
tomers who are individuals. While the agree-
ment with X contains terms and conditions
that are substantially similar to those con-
tained in the agreements W enters into with
its customers who are individuals, the trans-
action costs paid in the process of pursuing
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the agreement with X are reasonably ex-
pected to differ significantly from the aver-
age transaction costs attributable to trans-
actions with its customers who are individ-
uals. Accordingly, W may not include the
transaction with X in the pool of trans-
actions with customers who are individuals.

(i) [Reserved]

(j) Application to accrual method tax-
payers. For purposes of this section, the
terms amount paid and payment mean,
in the case of a taxpayer using an ac-
crual method of accounting, a liability
incurred (within the meaning of §1.446—
1(c)(1)(ii)). A liability may not be taken
into account under this section prior to
the taxable year during which the li-
ability is incurred.

(k) Treatment of related parties and in-
direct payments. For purposes of this
section, references to a party other
than the taxpayer include persons re-
lated to that party and persons acting
for or on behalf of that party (includ-
ing persons to whom the taxpayer be-
comes obligated as a result of assuming
a liability of that party). For this pur-
pose, persons are related only if their
relationship is described in section
267(b) or 707(b) or they are engaged in
trades or businesses under common
control within the meaning of section
41(f)(1). References to an amount paid
to or by a party include an amount
paid on behalf of that party.

(1) Examples. The rules of this section
are illustrated by the following exam-
ples in which it is assumed that the In-
ternal Revenue Service has not pub-
lished guidance that requires capital-
ization under paragraph (b)(1)(iv) of
this section (relating to amounts paid
to create or enhance a future benefit
that is identified in published guidance
as an intangible for which capitaliza-
tion is required):

Example 1. License granted by a governmental
unit. (i) X corporation pays $25,000 to state R
to obtain a license to sell alcoholic bev-
erages in its restaurant. The license is valid
indefinitely, provided X complies with all ap-
plicable laws regarding the sale of alcoholic
beverages in state R. X pays its outside
counsel $4,000 for legal services rendered in
preparing the license application and other-
wise representing X during the licensing
process. In addition, X determines that $2,000
of salaries paid to its employees is allocable
to services rendered by the employees in ob-
taining the license.
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(ii) X’s payment of $25,000 is an amount
paid to a governmental unit to obtain a li-
cense granted by that agency, as described in
paragraph (d)(5)(i) of this section. The right
has an indefinite duration and constitutes an
amortizable section 197 intangible. Accord-
ingly, as provided in paragraph (f)(3) of this
section, the provisions of paragraph (f) of
this section (relating to the 12-month rule)
do not apply to X’s payment. X must cap-
italize its $25,000 payment to obtain the li-
cense from state R.

(iii) As provided in paragraph (e)(4) of this
section, X is not required to capitalize em-
ployee compensation because such amounts
are treated as amounts that do not facilitate
the acquisition or creation of an intangible.
Thus, X is not required to capitalize the
$2,000 of employee compensation allocable to
the transaction.

(iv) X’s payment of $4,000 to its outside
counsel is an amount paid to facilitate the
creation of an intangible, as described in
paragraph (e)(1)(i) of this section. Because
X’s transaction costs do not exceed $5,000,
X’s transaction costs are de minimis within
the meaning of paragraph (e)(4)(iii)(A) of this
section. Accordingly, X is not required to
capitalize the $4,000 payment to its outside
counsel under this section.

Example 2. Franchise agreement. (i) R cor-
poration is a franchisor of income tax return
preparation outlets. V corporation nego-
tiates with R to obtain the right to operate
an income tax return preparation outlet
under a franchise from R. V pays an initial
$100,000 franchise fee to R in exchange for the
franchise agreement. In addition, V pays its
outside counsel $4,000 to represent V during
the negotiations with R. V also pays $2,000 to
an industry consultant to advise V during
the negotiations with R.

(ii) Under paragraph (d)(6)(i)(A) of this sec-
tion, V’s payment of $100,000 is an amount
paid to another party to enter into an agree-
ment with that party providing V the right
to use tangible or intangible property. Ac-
cordingly, V must capitalize its $100,000 pay-
ment to R. The franchise agreement is a self-
created amortizable section 197 intangible
within the meaning of section 197(c). Accord-
ingly, as provided in paragraph (f)(3) of this
section, the 12-month rule contained in para-
graph (f)(1) of this section does not apply.

(iii) V’s payment of $4,000 to its outside
counsel and $2,000 to the industry consultant
are amounts paid to facilitate the creation of
an intangible, as described in paragraph
(e)(1)(d) of this section. Because V’s aggre-
gate transaction costs exceed $5,000, V’s
transaction costs are not de minimis within
the meaning of paragraph (e)(4)(iii)(A) of this
section. Accordingly, V must capitalize the
$4,000 payment to its outside counsel and the
$2,000 payment to the industry consultant
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under this section into the basis of the fran-
chise, as provided in paragraph (g) of this
section.

Example 3. Covenant not to compete. (i) On
December 1, 2005, N corporation, a calendar
year taxpayer, enters into a covenant not to
compete with B, a key employee that is leav-
ing the employ of N. The covenant not to
compete is not entered into in connection
with the acquisition of an interest in a trade
or business. The covenant not to compete
prohibits B from competing with N for a pe-
riod of 9 months, beginning December 1, 2005.
N pays B $25,000 in full consideration for B’s
agreement not to compete. In addition, N
pays its outside counsel $6,000 to facilitate
the creation of the covenant not to compete
with B. N does not have a short taxable year
in 2005 or 2006.

(ii) Under paragraph (d)(6)(i)(C) of this sec-
tion, N’s payment of $25,000 is an amount
paid to another party to induce that party to
enter into a covenant not to compete with N.
However, because the covenant not to com-
pete has a duration that does not extend be-
yond 12 months after the first date on which
N realizes the rights attributable to its pay-
ment (i.e., December 1, 2005) or beyond the
end of the taxable year following the taxable
year in which payment is made, the 12-
month rule contained in paragraph (f)(1) of
this section applies. Accordingly, N is not re-
quired to capitalize its $25,000 payment to B
or its $6,000 payment to facilitate the cre-
ation of the covenant not to compete.

Example 4. Demand-side management. (i) X
corporation, a public utility engaged in gen-
erating and distributing electrical energy,
provides programs to its customers to pro-
mote energy conservation and energy effi-
ciency. These programs are aimed at reduc-
ing electrical costs to X’s customers, build-
ing goodwill with X’s customers, and reduc-
ing X’s future operating and capital costs. X
provides these programs without obligating
any of its customers participating in the pro-
grams to purchase power from X in the fu-
ture. Under these programs, X pays a con-
sultant to help industrial customers design
energy-efficient manufacturing processes, to
conduct ‘‘energy efficiency audits” that
serve to identify for customers inefficiencies
in their energy usage patterns, and to pro-
vide cash allowances to encourage residen-
tial customers to replace existing appliances
with more energy efficient appliances.

(ii) The amounts paid by X to the consult-
ant are not amounts to acquire or create an
intangible under paragraph (c) or (d) of this
section or to facilitate such an acquisition or
creation. In addition, the amounts do not
create a separate and distinct intangible
asset within the meaning of paragraph (b)(3)
of this section. Accordingly, the amounts
paid to the consultant are not required to be
capitalized under this section. While the
amounts may serve to reduce future oper-
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ating and capital costs and create goodwill
with customers, these benefits, without
more, are not intangibles for which capital-
ization is required under this section.

Example 5. Business process re-engineering.
(i) V corporation manufactures its products
using a batch production system. Under this
system, V continuously produces component
parts of its various products and stockpiles
these parts until they are needed in V’s final
assembly line. Finished goods are stockpiled
awaiting orders from customers. V discovers
that this process ties up significant amounts
of V’s capital in work-in-process and finished
goods inventories. V hires B, a consultant, to
advise V on improving the efficiency of its
manufacturing operations. B recommends a
complete re-engineering of V’s manufac-
turing process to a process known as just-in-
time manufacturing. Just-in-time manufac-
turing involves reconfiguring a manufac-
turing plant to a configuration of ‘‘cells”
where each team in a cell performs the en-
tire manufacturing process for a particular
customer order, thus reducing inventory
stockpiles.

(ii) V incurred three categories of costs to
convert its manufacturing process to a just-
in-time system. First, V paid B, a consult-
ant, $250,000 in professional fees to imple-
ment the conversion of V’s plant to a just-in-
time system. Second, V paid C, a contractor,
$100,000 to relocate and reconfigure V’s man-
ufacturing equipment from an assembly line
layout to a configuration of cells. Third, V
paid D, a consultant, $50,000 to train V’s em-
ployees in the just-in-time manufacturing
process.

(iii) The amounts paid by V to B, C, and D
are not amounts to acquire or create an in-
tangible under paragraph (c) or (d) of this
section or to facilitate such an acquisition or
creation. In addition, the amounts do not
create a separate and distinct intangible
asset within the meaning of paragraph (b)(3)
of this section. Accordingly, the amounts
paid to B, C, and D are not required to be
capitalized under this section. While the
amounts produce long term benefits to V in
the form of reduced inventory stockpiles,
improved product quality, and increased effi-
ciency, these benefits, without more, are not
intangibles for which capitalization is re-
quired under this section.

Example 6. Defense of business reputation. (i)
X, an investment adviser, serves as the fund
manager of a money market investment
fund. X, like its competitors in the industry,
strives to maintain a constant net asset
value for its money market fund of $1.00 per
share. During 2005, in the course of managing
the fund assets, X incorrectly predicts the
direction of market interest rates, resulting
in significant investment losses to the fund.
Due to these significant losses, X is faced
with the prospect of reporting a net asset
value that is less than $1.00 per share. X is
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not aware of any investment adviser in its
industry that has ever reported a net asset
value for its money market fund of less than
$1.00 per share. X is concerned that reporting
a net asset value of less than $1.00 per share
will significantly harm its reputation as an
investment adviser, and could lead to litiga-
tion by shareholders. X decides to contribute
$2,000,000 to the fund in order to raise the net
asset value of the fund to $1.00 per share.
This contribution is not a loan to the fund
and does not give X any ownership interest
in the fund.

(ii) The $2,000,000 contribution is not an
amount paid to acquire or create an intan-
gible under paragraph (c) or (d) of this sec-
tion or to facilitate such an acquisition or
creation. In addition, the amount does not
create a separate and distinct intangible
asset within the meaning of paragraph (b)(3)
of this section. Accordingly, the amount con-
tributed to the fund is not required to be
capitalized under this section. While the
amount serves to protect the business rep-
utation of the taxpayer and may protect the
taxpayer from litigation by shareholders,
these benefits, without more, are not intan-
gibles for which capitalization is required
under this section.

Example 7. Product launch costs. (i) R cor-
poration, a manufacturer of pharmaceutical
products, is required by law to obtain regu-
latory approval before selling its products.
While awaiting regulatory approval on Prod-
uct A, R pays to develop and implement a
marketing strategy and an advertising cam-
paign to raise consumer awareness of the
purported need for Product A. R also pays to
train health care professionals and other dis-
tributors in the proper use of Product A.

(ii) The amounts paid by R are not
amounts paid to acquire or create an intan-
gible under paragraph (c) or (d) of this sec-
tion or to facilitate such an acquisition or
creation. In addition, the amounts do not
create a separate and distinct intangible
asset within the meaning of paragraph (b)(3)
of this section. Accordingly, R is not re-
quired to capitalize these amounts under
this section. While the amounts may benefit
R by creating consumer demand for Product
A and increasing awareness of Product A
among distributors, these benefits, without
more, are not intangibles for which capital-
ization is required under this section.

Example 8. Stocklifting costs. (i) N corpora-
tion is a wholesale distributor of Brand A
aftermarket automobile replacement parts.
In an effort to induce a retail automobile
parts supply store to stock only Brand A
parts, N offers to replace all of the store’s in-
ventory of other branded parts with Brand A
parts, and to credit the store for its cost of
other branded parts. The store is under no
obligation to continue stocking Brand A
parts or to purchase a minimum volume of
Brand A parts from N in the future.
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(ii) The amount paid by N as a credit to
the store for the cost of other branded parts
is not an amount paid to acquire or create an
intangible under paragraph (c) or (d) of this
section or to facilitate such an acquisition or
creation. In addition, the amount does not
create a separate and distinct intangible
asset within the meaning of paragraph (b)(3)
of this section. Accordingly, N is not re-
quired to capitalize the amount under this
section. While the amount may create a hope
or expectation by N that the store will con-
tinue to stock Brand A parts, this benefit,
without more, is not an intangible for which
capitalization is required under this section.

(iii) Alternatively, assume that N agrees to
credit the store for its cost of other branded
parts in exchange for the store’s agreement
to purchase all of its inventory requirements
for such parts from N for a period of at least
3 years. The amount paid by N as a credit to
the store for the cost of other branded parts
is an amount paid to induce the store to
enter into an agreement providing R the
right to provide property. Accordingly, R
must capitalize its payment.

Example 9. Package design costs. (i) Z cor-
poration manufactures and markets personal
care products. Z pays $100,000 to a consultant
to develop a package design for Z’s newest
product, Product A. Z also pays a fee to a
government agency to obtain trademark and
copyright protection on certain elements of
the package design. Z pays its outside legal
counsel $10,000 for services rendered in pre-
paring and filing the trademark and copy-
right applications and for other services ren-
dered in securing the trademark and copy-
right protection.

(ii) The $100,000 paid by Z to the consultant
for development of the package design is not
an amount paid to acquire or create an in-
tangible under paragraph (c) or (d) of this
section or to facilitate such an acquisition or
creation. In addition, as provided in para-
graph (b)(3)(v) of this section, amounts paid
to develop a package design are treated as
amounts that do not create a separate and
distinct intangible asset. Accordingly, Z is
not required to capitalize the $100,000 pay-
ment under this section.

(iii) The amounts paid by Z to the govern-
ment agency to obtain trademark and copy-
right protection are amounts paid to a gov-
ernment agency for a right granted by that
agency. Accordingly, Z must capitalize the
payment. In addition, the $10,000 paid by Z to
its outside counsel is an amount paid to fa-
cilitate the creation of the trademark and
copyright. Because the aggregate amounts
paid to facilitate the transaction exceed
$5,000, the amounts are not de minimis as de-
fined in paragraph (e)(4)(iii)(A) of this sec-
tion. Accordingly, Z must capitalize the
$10,000 payment to its outside counsel under
paragraph (b)(1)(v) of this section.
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(iv) Alternatively, assume that Z acquires
an existing package design for Product A as
part of an acquisition of a trade or business
that constitutes an applicable asset acquisi-
tion within the meaning of section 1060(c).
Assume further that $100,000 of the consider-
ation paid by N in the acquisition is properly
allocable to the package design for Product
A. Under paragraph (c)(1) of this section, Z
must capitalize the $100,000 payment.

Example 10. Contract to provide services. (i) Q
corporation, a financial planning firm, pro-
vides financial advisory services on a fee-
only basis. During 2005, Q and several other
financial planning firms submit separate
bids to R corporation for a contract to be-
come one of three providers of financial advi-
sory services to R’s employees. Q pays $2,000
to a printing company to develop and
produce materials for its sales presentation
to R’s management. Q also pays $6,000 to
travel to R’s corporate headquarters to make
the sales presentation, and $20,000 of salaries
to its employees for services performed in
preparing the bid and making the presen-
tation to R’s management. Q’s bid is success-
ful and Q enters into an agreement with R in
2005 under which Q agrees to provide finan-
cial advisory services to R’s employees, and
R agrees to pay Q’s fee on behalf of each em-
ployee who chooses to utilize such services.
R enters into similar agreements with two
other financial planning firms, and R’s em-
ployees may choose to use the services of
any one of the three firms. Based on its past
experience, Q reasonably expects to provide
services to at least 5 percent of R’s employ-
ees.

(ii) Q’s agreement with R is not an agree-
ment providing Q the right to provide serv-
ices, as described in paragraph (d)(6)(1)(B) of
this section. Under paragraph (d)(6)(iv) the
agreement places no obligation on another
person to request or pay for Q’s services. Ac-
cordingly, Q is not required to capitalize any
of the amounts paid in the process of pur-
suing the agreement with R.

Example 11. Mutual fund distributor. (i) D in-
curs costs to enter into a distribution agree-
ment with M, a mutual fund. The initial
term of the distribution agreement is two
years, and afterwards must be approved an-
nually by M. The distribution agreement can
be terminated by either party on 60 days no-
tice. Although distribution agreements are
rarely terminated in the mutual fund indus-
try, M is not economically compelled to con-
tinue D’s distribution agreement. Under the
distribution agreement, D has the exclusive
right to sell shares of M and agrees to use its
best efforts to solicit orders for the sale of
shares of M. D sells shares in M directly to
the general public as well as through bro-
kers. When an investor places an order for M
shares with a broker, D pays the broker a
commission for selling the shares to the in-
vestor. Under the distribution agreement, D
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receives compensation from M in the form of
12b-1 fees (which equal a percentage of M’s
net asset value attributable to investors that
have held their shares for up to 6 years) and
contingent deferred sales charges (which are
paid if the investor redeems the purchased
shares within 6 years).

(ii) The distribution agreement is not an
agreement providing D with the right to pro-
vide services, as described in paragraph
(d)(6)(1)(B) of this section, because the dis-
tribution agreement can be terminated by M
at will upon 60 days notice and M is not eco-
nomically compelled to continue the dis-
tribution agreement. Accordingly, D is not
required to capitalize the costs of creating
(or facilitating the creation of) the distribu-
tion agreement under paragraphs (b)(1)(ii) or
(v) of this section. In addition, as provided in
paragraph (b)(3)(ii) of this section, amounts
paid to create an agreement are treated as
amounts that do not create a separate and
distinct intangible asset. Accordingly, D also
is not required to capitalize the costs of cre-
ating (or facilitating the creation of) the dis-
tribution agreement under  paragraph
(b)(1)(iii) or (v) of this section.

(iii) Under paragraph (b)(3)(iii), the broker
commissions paid by D in performing serv-
ices under the distribution agreement do not
create (or facilitate the creation of) a sepa-
rate and distinct intangible asset. In addi-
tion, the broker commissions do not create
an intangible described in paragraph (d) of
this section. Accordingly, D is not required
to capitalize the broker commissions under
this section.

(m) Amortization. For rules relating
to amortization of certain intangibles,
see §1.167(a)-3.

(n) Intangible interests in land.
served].

(0) Effective date. This section applies
to amounts paid or incurred on or after
December 31, 2003.

(p) Accounting method changes—(1) In
general. A taxpayer seeking to change a
method of accounting to comply with
this section must secure the consent of
the Commissioner in accordance with
the requirements of §1.446-1(e). For the
taxpayer’s first taxable year ending on
or after December 31, 2003, the taxpayer
is granted the consent of the Commis-
sioner to change its method of account-
ing to comply with this section, pro-
vided the taxpayer follows the adminis-
trative procedures issued under §1.446—
1(e)(3)(ii) for obtaining the Commis-
sioner’s automatic consent to a change
in accounting method (for further guid-
ance, for example, see Rev. Proc. 2002—

[Re-
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9 (2002-1 C.B. 327)
§601.601(d)(2)(ii)(b) of this chapter).

(2) Scope limitations. Any limitations
on obtaining the automatic consent of
the Commissioner do not apply to a
taxpayer seeking to change to a meth-
od of accounting to comply with this
section for its first taxable year ending
on or after December 31, 2003.

(3) Section 481(a) adjustment. With the
exception of a change to a pooling
method authorized by this section, the
section 481(a) adjustment for a change
in method of accounting to comply
with this section for a taxpayer’s first
taxable year ending on or after Decem-
ber 31, 2003 is determined by taking
into account only amounts paid or in-
curred in taxable years ending on or
after January 24, 2002. A taxpayer seek-
ing to change to a pooling method au-
thorized by this section on or after the
effective date of these regulations
must change to the method using a
cut-off method.

[T.D. 9107, 69 FR 446, Jan. 5, 2004]

and

§1.263(a)-5 Amounts paid or incurred
to facilitate an acquisition of a
trade or business, a change in the
capital structure of a business enti-
ty, and certain other transactions.

(a) General rule. A taxpayer must cap-
italize an amount paid to facilitate
(within the meaning of paragraph (b) of
this section) each of the following
transactions, without regard to wheth-
er the transaction is comprised of a
single step or a series of steps carried
out as part of a single plan and without
regard to whether gain or loss is recog-
nized in the transaction:

(1) An acquisition of assets that con-
stitute a trade or business (whether the
taxpayer is the acquirer in the acquisi-
tion or the target of the acquisition).

(2) An acquisition by the taxpayer of
an ownership interest in a business en-
tity if, immediately after the acquisi-
tion, the taxpayer and the business en-
tity are related within the meaning of
section 267(b) or 707(b) (see §1.263(a)-4
for rules requiring capitalization of
amounts paid by the taxpayer to ac-
quire an ownership interest in a busi-
ness entity, or to facilitate the acquisi-
tion of an ownership interest in a busi-
ness entity, where the taxpayer and
the business entity are not related
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within the meaning of section 267(b) or
707(b) immediately after the acquisi-
tion).

(3) An acquisition of an ownership in-
terest in the taxpayer (other than an
acquisition by the taxpayer of an own-
ership interest in the taxpayer, wheth-
er by redemption or otherwise).

(4) A restructuring, recapitalization,
or reorganization of the capital struc-
ture of a business entity (including re-
organizations described in section 368
and distributions of stock by the tax-
payer as described in section 355).

(5) A transfer described in section 351
or section 721 (whether the taxpayer is
the transferor or transferee).

(6) A formation or organization of a
disregarded entity.

(7) An acquisition of capital.

(8) A stock issuance.

(9) A borrowing. For purposes of this
section, a borrowing means any
issuance of debt, including an issuance
of debt in an acquisition of capital or
in a recapitalization. A borrowing also
includes debt issued in a debt for debt
exchange under §1.1001-3.

(10) Writing an option.

(b) Scope of facilitate—(1) In general.
Except as otherwise provided in this
section, an amount is paid to facilitate
a transaction described in paragraph
(a) of this section if the amount is paid
in the process of investigating or oth-
erwise pursuing the transaction.
Whether an amount is paid in the proc-
ess of investigating or otherwise pur-
suing the transaction is determined
based on all of the facts and cir-
cumstances. In determining whether an
amount is paid to facilitate a trans-
action, the fact that the amount would
(or would not) have been paid but for
the transaction is relevant, but is not
determinative. An amount paid to de-
termine the value or price of a trans-
action is an amount paid in the process
of investigating or otherwise pursuing
the transaction. An amount paid to an-
other party in exchange for tangible or
intangible property is not an amount
paid to facilitate the exchange. For ex-
ample, the purchase price paid to the
target of an asset acquisition in ex-
change for its assets is not an amount
paid to facilitate the acquisition. Simi-
larly, the purchase price paid by an
acquirer to the target’s shareholders in
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exchange for their stock in a stock ac-
quisition is not an amount paid to fa-
cilitate the acquisition of the stock.
See §1.263(a)-1, §1.263(a)-2, and
§1.263(a)-4 for rules requiring capital-
ization of the purchase price paid to ac-
quire property.

(2) Ordering rules. An amount paid in
the process of investigating or other-
wise pursuing both a transaction de-
scribed in paragraph (a) of this section
and an acquisition or creation of an in-
tangible described in §1.263(a)-4 is sub-
ject to the rules contained in this sec-
tion, and not to the rules contained in
§1.263(a)-4. In addition, an amount re-
quired to be capitalized by §1.263(a)-1,
§1.263(a)-2, or §1.263(a)-4 does not fa-
cilitate a transaction described in
paragraph (a) of this section.

(c) Special rules for certain costs—(1)
Borrowing costs. An amount paid to fa-
cilitate a borrowing does not facilitate
another transaction (other than the
borrowing) described in paragraph (a)
of this section.

(2) Costs of asset sales. An amount
paid by a taxpayer to facilitate a sale
of its assets does not facilitate another
transaction (other than the sale) de-
scribed in paragraph (a) of this section.
For example, where a target corpora-
tion, in preparation for a merger with
an acquiring corporation, sells assets
that are not desired by the acquiring
corporation, amounts paid to facilitate
the sale of the unwanted assets are not
required to be capitalized as amounts
paid to facilitate the merger.

(3) Mandatory stock distributions. An
amount paid in the process of inves-
tigating or otherwise pursuing a dis-
tribution of stock by a taxpayer to its
shareholders does not facilitate a
transaction described in paragraph (a)
of this section if the divestiture of the
stock (or of properties transferred to
an entity whose stock is distributed) is
required by law, regulatory mandate,
or court order. A taxpayer is not re-
quired to capitalize (under this section
or §1.263(a)-4) an amount paid to orga-
nize (or facilitate the organization of)
an entity if the entity is organized
solely to receive properties that the
taxpayer is required to divest by law,
regulatory mandate, or court order and
if the taxpayer distributes the stock of
the entity to its shareholders. A tax-
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payer also is not required to capitalize
(under this section or §1.263(a)-4) an
amount paid to transfer property to an
entity if the taxpayer is required to di-
vest itself of that property by law, reg-
ulatory mandate, or court order and if
the stock of the recipient entity is dis-
tributed to the taxpayer’s share-
holders.

(4) Bankruptcy reorganization costs. An
amount paid to institute or administer
a proceeding under Chapter 11 of the
Bankruptcy Code by a taxpayer that is
the debtor under the proceeding con-
stitutes an amount paid to facilitate a
reorganization within the meaning of
paragraph (a)(4) of this section, regard-
less of the purpose for which the pro-
ceeding is instituted. For example, an
amount paid to prepare and file a peti-
tion under Chapter 11, to obtain an ex-
tension of the exclusivity period under
Chapter 11, to formulate plans of reor-
ganization under Chapter 11, to analyze
plans of reorganization formulated by
another party in interest, or to contest
or obtain approval of a plan of reorga-
nization under Chapter 11 facilitates a
reorganization within the meaning of
this section. However, amounts specifi-
cally paid to formulate, analyze, con-
test or obtain approval of the portion
of a plan of reorganization under Chap-
ter 11 that resolves tort liabilities of
the taxpayer do not facilitate a reorga-
nization within the meaning of para-
graph (a)(4) of this section if the
amounts would have been treated as
ordinary and necessary business ex-
penses under section 162 had the bank-
ruptcy proceeding not been instituted.
In addition, an amount paid by the tax-
payer to defend against the commence-
ment of an involuntary bankruptcy
proceeding against the taxpayer does
not facilitate a reorganization within
the meaning of paragraph (a)(4) of this
section. An amount paid by the debtor
to operate its business during a Chap-
ter 11 bankruptcy proceeding is not an
amount paid to institute or administer
the bankruptcy proceeding and does
not facilitate a reorganization. Such
amount is treated in the same manner
as it would have been treated had the
bankruptcy proceeding not been insti-
tuted.

(5) Stock issuance costs of open-end reg-
ulated investment companies. Amounts
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paid by an open-end regulated invest-
ment company (within the meaning of
section 851) to facilitate an issuance of
its stock are treated as amounts that
do not facilitate a transaction de-
scribed in paragraph (a) of this section
unless the amounts are paid during the
initial stock offering period.

(6) Integration costs. An amount paid
to integrate the business operations of
the taxpayer with the business oper-
ations of another does not facilitate a
transaction described in paragraph (a)
of this section, regardless of when the
integration activities occur.

() Registrar and transfer agent fees for
the maintenance of capital stock records.
An amount paid by a taxpayer to a reg-
istrar or transfer agent in connection
with the transfer of the taxpayer’s cap-
ital stock does not facilitate a trans-
action described in paragraph (a) of
this section unless the amount is paid
with respect to a specific transaction
described in paragraph (a). For exam-
ple, a taxpayer is not required to cap-
italize periodic payments to a transfer
agent for maintaining records of the
names and addresses of shareholders
who trade the taxpayer’s shares on a
national exchange. By comparison, a
taxpayer is required to capitalize an
amount paid to the transfer agent for
distributing proxy statements request-
ing shareholder approval of a trans-
action described in paragraph (a) of
this section.

(8) Termination payments and amounts
paid to facilitate mutually exclusive
transactions. An amount paid to termi-
nate (or facilitate the termination of)
an agreement to enter into a trans-
action described in paragraph (a) of
this section constitutes an amount
paid to facilitate a second transaction
described in paragraph (a) of this sec-
tion only if the transactions are mutu-
ally exclusive. An amount paid to fa-
cilitate a transaction described in
paragraph (a) of this section is treated
as an amount paid to facilitate a sec-
ond transaction described in paragraph
(a) of this section only if the trans-
actions are mutually exclusive.

(d) Simplifying conventions—(1) In gen-
eral. For purposes of this section, em-
ployee compensation (within the mean-
ing of paragraph (d)(2) of this section),
overhead, and de minimis costs (within
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the meaning of paragraph (d)(3) of this
section) are treated as amounts that do
not facilitate a transaction described
in paragraph (a) of this section.

(2) Employee compensation—(i) In gen-
eral. The term employee compensation
means compensation (including salary,
bonuses and commissions) paid to an
employee of the taxpayer. For purposes
of this section, whether an individual
is an employee is determined in accord-
ance with the rules contained in sec-
tion 3401(c) and the regulations there-
under.

(ii) Certain amounts treated as em-
ployee compensation. For purposes of
this section, a guaranteed payment to
a partner in a partnership is treated as
employee compensation. For purposes
of this section, annual compensation
paid to a director of a corporation is
treated as employee compensation. For
example, an amount paid to a director
of a corporation for attendance at a
regular meeting of the board of direc-
tors (or committee thereof) is treated
as employee compensation for purposes
of this section. However, an amount
paid to the director for attendance at a
special meeting of the board of direc-
tors (or committee thereof) is not
treated as employee compensation. An
amount paid to a person that is not an
employee of the taxpayer (including
the employer of the individual who per-
forms the services) is treated as em-
ployee compensation for purposes of
this section only if the amount is paid
for secretarial, clerical, or similar ad-
ministrative support services (other
than services involving the preparation
and distribution of proxy solicitations
and other documents seeking share-
holder approval of a transaction de-
scribed in paragraph (a) of this sec-
tion). In the case of an affiliated group
of corporations filing a consolidated
federal income tax return, a payment
by one member of the group to a sec-
ond member of the group for services
performed by an employee of the sec-
ond member is treated as employee
compensation if the services provided
by the employee are provided at a time
during which both members are affili-
ated.

(3) De minimis costs—(i) In general.
The term de minimis costs means
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amounts (other than employee com-
pensation and overhead) paid in the
process of investigating or otherwise
pursuing a transaction described in
paragraph (a) of this section if, in the
aggregate, the amounts do not exceed
$5,000 (or such greater amount as may
be set forth in published guidance). If
the amounts exceed $5,000 (or such
greater amount as may be set forth in
published guidance), none of the
amounts are de minimis costs within the
meaning of this paragraph (d)(3). For
purposes of this paragraph (d)(3), an
amount paid in the form of property is
valued at its fair market value at the
time of the payment.

(ii) Treatment of commissions. The
term de minimis costs does not include
commissions paid to facilitate a trans-
action described in paragraph (a) of
this section.

(4) Election to capitalice. A taxpayer
may elect to treat employee compensa-
tion, overhead, or de minimis costs paid
in the process of investigating or oth-
erwise pursuing a transaction described
in paragraph (a) of this section as
amounts that facilitate the trans-
action. The election is made separately
for each transaction and applies to em-
ployee compensation, overhead, or de
minimis costs, or to any combination
thereof. For example, a taxpayer may
elect to treat overhead and de minimis
costs, but not employee compensation,
as amounts that facilitate the trans-
action. A taxpayer makes the election
by treating the amounts to which the
election applies as amounts that facili-
tate the transaction in the taxpayer’s
timely filed original federal income tax
return (including extensions) for the
taxable year during which the amounts
are paid. In the case of an affiliated
group of corporations filing a consoli-
dated return, the election is made sepa-
rately with respect to each member of
the group, and not with respect to the
group as a whole. In the case of an S
corporation or partnership, the elec-
tion is made by the S corporation or by
the partnership, and not by the share-
holders or partners. An election made
under this paragraph (d)(4) is revocable
with respect to each taxable year for
which made only with the consent of
the Commissioner.
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(e) Certain acquisitive transactions—(1)
In general. Except as provided in para-
graph (e)(2) of this section (relating to
inherently facilitative amounts), an
amount paid by the taxpayer in the
process of investigating or otherwise
pursuing a covered transaction (as de-
scribed in paragraph (e)(3) of this sec-
tion) facilitates the transaction within
the meaning of this section only if the
amount relates to activities performed
on or after the earlier of—

(i) The date on which a letter of in-
tent, exclusivity agreement, or similar
written communication (other than a
confidentiality agreement) is executed
by representatives of the acquirer and
the target; or

(ii) The date on which the material
terms of the transaction (as ten-
tatively agreed to by representatives of
the acquirer and the target) are au-
thorized or approved by the taxpayer’s
board of directors (or committee of the
board of directors) or, in the case of a
taxpayer that is not a corporation, the
date on which the material terms of
the transaction (as tentatively agreed
to by representatives of the acquirer
and the target) are authorized or ap-
proved by the appropriate governing of-
ficials of the taxpayer. In the case of a
transaction that does not require au-
thorization or approval of the tax-
payer’s board of directors (or appro-
priate governing officials in the case of
a taxpayer that is not a corporation)
the date determined under this para-
graph (e)(1)(ii) is the date on which the
acquirer and the target execute a bind-
ing written contract reflecting the
terms of the transaction.

(2) Ezxception for inherently facilitative
amounts. An amount paid in the process
of investigating or otherwise pursuing
a covered transaction facilitates that
transaction if the amount is inherently
facilitative, regardless of whether the
amount is paid for activities performed
prior to the date determined under
paragraph (e)(1) of this section. An
amount is inherently facilitative if the
amount is paid for—

(i) Securing an appraisal, formal
written evaluation, or fairness opinion
related to the transaction;

(ii) Structuring the transaction, in-
cluding negotiating the structure of
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the transaction and obtaining tax ad-
vice on the structure of the transaction
(for example, obtaining tax advice on
the application of section 368);

(iii) Preparing and reviewing the doc-
uments that effectuate the transaction
(for example, a merger agreement or
purchase agreement);

(iv) Obtaining regulatory approval of
the transaction, including preparing
and reviewing regulatory filings;

(v) Obtaining shareholder approval of
the transaction (for example, proxy
costs, solicitation costs, and costs to
promote the transaction to share-
holders); or

(vi) Conveying property between the
parties to the transaction (for example,
transfer taxes and title registration
costs).

(3) Covered transactions. For purposes
of this paragraph (e), the term covered
transaction means the following trans-
actions:

(i) A taxable acquisition by the tax-
payer of assets that constitute a trade
or business.

(ii) A taxable acquisition of an own-
ership interest in a business entity
(whether the taxpayer is the acquirer
in the acquisition or the target of the
acquisition) if, immediately after the
acquisition, the acquirer and the target
are related within the meaning of sec-
tion 267(b) or 707(b).

(iii) A reorganization described in
section 368(a)(1)(A), (B), or (C) or a re-
organization described in section
368(a)(1)(D) in which stock or securities
of the corporation to which the assets
are transferred are distributed in a
transaction which qualifies under sec-
tion 354 or 356 (whether the taxpayer is
the acquirer or the target in the reor-
ganization).

(f) Documentation of success-based
fees—An amount paid that is contin-
gent on the successful closing of a
transaction described in paragraph (a)
of this section is an amount paid to fa-
cilitate the transaction except to the
extent the taxpayer maintains suffi-
cient documentation to establish that
a portion of the fee is allocable to ac-
tivities that do not facilitate the trans-
action. This documentation must be
completed on or before the due date of
the taxpayer’s timely filed original fed-
eral income tax return (including ex-
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tensions) for the taxable year during
which the transaction closes. For pur-
poses of this paragraph (f), documenta-
tion must consist of more than merely
an allocation between activities that
facilitate the transaction and activi-
ties that do not facilitate the trans-
action, and must consist of supporting
records (for example, time records,
itemized invoices, or other records)
that identify—

(1) The various activities performed
by the service provider;

(2) The amount of the fee (or percent-
age of time) that is allocable to each of
the various activities performed;

(3) Where the date the activity was
performed is relevant to understanding
whether the activity facilitated the
transaction, the amount of the fee (or
percentage of time) that is allocable to
the performance of that activity before
and after the relevant date; and

(4) The name, business address, and
business telephone number of the serv-
ice provider.

(g) Treatment of capitaliced costs—(1)
Tazx-free acquisitive transactions. [Re-
served]

(2) Tazable acquisitive transactions—(@i)
Acquirer. In the case of an acquisition,
merger, or consolidation that is not de-
scribed in section 368, an amount re-
quired to be capitalized under this sec-
tion by the acquirer is added to the
basis of the acquired assets (in the case
of a transaction that is treated as an
acquisition of the assets of the target
for federal income tax purposes) or the
acquired stock (in the case of a trans-
action that is treated as an acquisition
of the stock of the target for federal in-
come tax purposes).

(i1) Target—(A) Asset acquisition. In
the case of an acquisition, merger, or
consolidation that is not described in
section 368 and that is treated as an ac-
quisition of the assets of the target for
federal income tax purposes, an
amount required to be capitalized
under this section by the target is
treated as a reduction of the target’s
amount realized on the disposition of
its assets.

(B) Stock acquisition. [Reserved]

(3) Stock issuance transactions.
served]

(4) Borrowings. For the treatment of
amounts required to be capitalized

[Re-
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under this section with respect to a
borrowing, see §1.446-5.

(5) Treatment of capitalized amounts by
option writer. An amount required to be
capitalized by an option writer under
paragraph (a)(10) of this section is not
currently deductible under section 162
or 212. Instead, the amount required to
be capitalized generally reduces the
total premium received by the option
writer. However, other provisions of
law may limit the reduction of the pre-
mium by the capitalized amount (for
example, if the capitalized amount is
never deductible by the option writer).

(h) Application to accrual method tax-
payers. For purposes of this section, the
terms amount paid and payment mean,
in the case of a taxpayer using an ac-
crual method of accounting, a liability
incurred (within the meaning of §1.446—
1(c)(1)(ii)). A liability may not be taken
into account under this section prior to
the taxable year during which the li-
ability is incurred.

(i) [Reserved]

(j) Coordination with other provisions
of the Internal Revenue Code. Nothing in
this section changes the treatment of
an amount that is specifically provided
for under any other provision of the In-
ternal Revenue Code (other than sec-
tion 162(a) or 212) or regulations there-
under.

(k) Treatment of indirect payments. For
purposes of this section, references to
an amount paid to or by a party in-
clude an amount paid on behalf of that
party.

(1) Examples. The following examples
illustrate the rules of this section:

Example 1. Costs to facilitate. Q corporation
pays its outside counsel $20,000 to assist Q in
registering its stock with the Securities and
Exchange Commission. Q is not a regulated
investment company within the meaning of
section 851. Q’s payments to its outside coun-
sel are amounts paid to facilitate the
issuance of stock. Accordingly, Q must cap-
italize its $20,000 payment under paragraph
(a)(8) of this section (whether incurred before
or after the issuance of the stock and wheth-
er or not the registration is productive of eq-
uity capital).

Example 2. Costs to facilitate. Q corporation
seeks to acquire all of the outstanding stock
of Y corporation. To finance the acquisition,
Q must issue new debt. Q pays an investment
banker $25,000 to market the debt to the pub-
lic and pays its outside counsel $10,000 to
prepare the offering documents for the debt.
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Q’s payment of $35,000 facilitates a borrowing
and must be capitalized under paragraph
(a)(9) of this section. As provided in para-
graph (c)(1) of this section, Q’s payment does
not facilitate the acquisition of Y, notwith-
standing the fact that Q incurred the new
debt to finance its acquisition of Y. See
§1.446-5 for the treatment of Q’s capitalized
payment.

Example 3. Costs to facilitate. (i) Z agrees to
pay investment banker B $1,000,000 for B’s
services in evaluating four alternative trans-
actions ($250,000 for each alternative): An ini-
tial public offering; a borrowing of funds; an
acquisition by Z of a competitor; and an ac-
quisition of Z by a competitor. Z eventually
decides to pursue a borrowing and abandons
the other options.

(ii) The $250,000 payment to evaluate the
possibility of a borrowing is an amount paid
in the process of investigating or otherwise
pursuing a transaction described in para-
graph (a)(9) of this section. Accordingly Z
must capitalize that $250,000 payment to B.
See §1.446-5 for the treatment of Z’s capital-
ized payment.

(iii) The $250,000 payment to evaluate the
possibility of an initial public offering is an
amount paid in the process of investigating
or otherwise pursuing a transaction de-
scribed in paragraph (a)(8) of this section.
Accordingly, Z must capitalize that $250,000
payment to B under this section. Because
the borrowing and the initial public offering
are not mutually exclusive transactions, the
$250,000 is not treated as an amount paid to
facilitate the borrowing. When Z abandons
the initial public offering, Z may recover
under section 165 the $250,000 paid to facili-
tate the initial public offering.

(iv) The $500,000 paid by Z to evaluate the
possibilities of an acquisition of Z by a com-
petitor and an acquisition of a competitor by
7Z are amounts paid in the process of inves-
tigating or otherwise pursuing transactions
described in paragraphs (a) and (e)(3) of this
section. Accordingly, Z is only required to
capitalize under this section the portion of
the $500,000 payment that relates to inher-
ently facilitative activities under paragraph
(e)(2) of this section or to activities per-
formed on or after the date determined under
paragraph (e)(1) of this section. Because the
borrowing and the possible acquisitions are
not mutually exclusive transactions, no por-
tion of the $500,000 is treated as an amount
paid to facilitate the borrowing. When Z
abandons the acquisition transactions, Z
may recover under section 165 any portion of
the $500,000 that was paid to facilitate the
acquisitions.

Example 4. Corporate acquisition. (i) On Feb-
ruary 1, 2005, R corporation decides to inves-
tigate the acquisition of three potential tar-
gets: T corporation, U corporation, and V
corporation. R’s consideration of T, U, and V
represents the consideration of three distinct
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transactions, any or all of which R might
consummate and has the financial ability to
consummate. On March 1, 2005, R enters into
an exclusivity agreement with T and stops
pursuing U and V. On July 1, 2005, R acquires
all of the stock of T in a transaction de-
scribed in section 368. R pays $1,000,000 to an
investment banker and $50,000 to its outside
counsel to conduct due diligence on T, U, and
V; determine the value of T, U, and V; nego-
tiate and structure the transaction with T;
draft the merger agreement; secure share-
holder approval; prepare SEC filings; and ob-
tain the necessary regulatory approvals.

(ii) Under paragraph (e)(1) of this section,
the amounts paid to conduct due diligence
on T, U and V prior to March 1, 2005 (the date
of the exclusivity agreement) are not
amounts paid to facilitate the acquisition of
the stock of T, U or V and are not required
to be capitalized under this section. How-
ever, the amounts paid to conduct due dili-
gence on T on and after March 1, 2005, are
amounts paid to facilitate the acquisition of
the stock of T and must be capitalized under
paragraph (a)(2) of this section.

(iii) Under paragraph (e)(2) of this section,
the amounts paid to determine the value of
T, negotiate and structure the transaction
with T, draft the merger agreement, secure
shareholder approval, prepare SEC filings,
and obtain necessary regulatory approvals
are inherently facilitative amounts paid to
facilitate the acquisition of the stock of T
and must be capitalized, regardless of wheth-
er those activities occur prior to, on, or after
March 1, 2005.

(iv) Under paragraph (e)(2) of this section,
the amounts paid to determine the value of
U and V are inherently facilitative amounts
paid to facilitate the acquisition of U or V
and must be capitalized. Because the acquisi-
tion of U, V, and T are not mutually exclu-
sive transactions, the costs that facilitate
the acquisition of U and V do not facilitate
the acquisition of T. Accordingly, the
amounts paid to determine the value of U
and V may be recovered under section 165 in
the taxable year that R abandons the
planned mergers with U and V.

Example 5. Corporate acquisition; employee
bonus. Assume the same facts as in Example
4, except R pays a bonus of $10,000 to one of
its corporate officers who negotiated the ac-
quisition of T. As provided by paragraph
(d)(1) of this section, Y is not required to
capitalize any portion of the bonus paid to
the corporate officer.

Example 6. Corporate acquisition; integration
costs. Assume the same facts as in Example 4,
except that, before and after the acquisition
is consummated, R incurs costs to relocate
personnel and equipment, provide severance
benefits to terminated employees, integrate
records and information systems, prepare
new financial statements for the combined
entity, and reduce redundancies in the com-
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bined business operations. Under paragraph
(c)(6) of this section, these costs do not fa-
cilitate the acquisition of T. Accordingly, R
is not required to capitalize any of these
costs under this section.

Example 7. Corporate acquisition; compensa-
tion to target’s employees. Assume the same
facts as in Erample 4, except that, prior to
the acquisition, certain employees of T held
unexercised options issued pursuant to T’s
stock option plan. These options granted the
employees the right to purchase T stock at a
fixed option price. The options did not have
a readily ascertainable value (within the
meaning of §1.83-7(b)), and thus no amount
was included in the employees’ income when
the options were granted. As a condition of
the acquisition, T is required to terminate
its stock option plan. T therefore agrees to
pay its employees who hold unexercised
stock options the difference between the op-
tion price and the current value of T's stock
in consideration of their agreement to cancel
their unexercised options. Under paragraph
(d)(1) of this section, T is not required to
capitalize the amounts paid to its employees.
See section 83 for the treatment of amounts
received in cancellation of stock options.

Example 8. Asset acquisition;, employee com-
pensation. N corporation owns tangible and
intangible assets that constitute a trade or
business. M corporation purchases all the as-
sets of N in a taxable transaction. Under
paragraph (a)(1) of this section, M must cap-
italize amounts paid to facilitate the acqui-
sition of the assets of N. Under paragraph
(d)(1) of this section, no portion of the sala-
ries of M’s employees who work on the acqui-
sition are treated as facilitating the trans-
action.

Example 9. Corporate acquisition; retainer. Y
corporation’s outside counsel charges Y
$60,000 for services rendered in facilitating
the friendly acquisition of the stock of Y
corporation by X corporation. Y has an
agreement with its outside counsel under
which Y pays an annual retainer of $50,000.
Y’s outside counsel has the right to offset
amounts billed for any legal services ren-
dered against the annual retainer. Pursuant
to this agreement, Y’s outside counsel off-
sets $50,000 of the legal fees from the acquisi-
tion against the retainer and bills Y for the
balance of $10,000. The $60,000 legal fee is an
amount paid to facilitate the acquisition of
an ownership interest in Y as described in
paragraph (a)(3) of this section. Y must cap-
italize the full amount of the $60,000 legal
fee.

Example 10. Corporate acquisition; antitrust
defense costs. On March 1, 2005, V corporation
enters into an agreement with X corporation
to acquire all of the outstanding stock of X.
On April 1, 2005, federal and state regulators
file suit against V to prevent the acquisition
of X on the ground that the acquisition vio-
lates antitrust laws. V enters into a consent
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agreement with regulators on May 1, 2005,
that allows the acquisition to proceed, but
requires V to hold separate the business op-
erations of X pending the outcome of the
antitrust suit and subjects V to possible di-
vestiture. V acquires title to all of the out-
standing stock of X on June 1, 2005. After
June 1, 2005, the regulators pursue antitrust
litigation against V seeking rescission of the
acquisition. V pays $50,000 to its outside
counsel for services rendered after June 1,
2005, to defend against the antitrust litiga-
tion. V ultimately prevails in the antitrust
litigation. V’s costs to defend the antitrust
litigation are costs to facilitate its acquisi-
tion of the stock of X under paragraph (a)(2)
of this section and must be capitalized. Al-
though title to the shares of X passed to V
prior to the date V incurred costs to defend
the antitrust litigation, the amounts paid by
V are paid in the process of pursuing the ac-
quisition of the stock of X because the acqui-
sition was not complete until the antitrust
litigation was ultimately resolved. V must
capitalize the $50,000 in legal fees.

Example 11. Corporate acquisition; defensive
measures. (i) On January 15, 2005, Y corpora-
tion, a publicly traded corporation, becomes
the target of a hostile takeover attempt by
Z corporation. In an effort to defend against
the takeover, Y pays legal fees to seek an in-
junction against the takeover and invest-
ment banking fees to locate a potential
‘“‘white knight” acquirer. Y also pays
amounts to complete a defensive recapital-
ization, and pays $50,000 to an investment
banker for a fairness opinion regarding Z’s
initial offer. Y’s efforts to enjoin the take-
over and locate a white knight acquirer are
unsuccessful, and on March 15, 2005, Y’s
board of directors decides to abandon its de-
fense against the takeover and negotiate
with Z in an effort to obtain the highest pos-
sible price for its shareholders. After Y aban-
dons its defense against the takeover, Y pays
an investment banker $1,000,000 for a second
fairness opinion and for services rendered in
negotiating with Z.

(ii) The legal fees paid by Y to seek an in-
junction against the takeover are not
amounts paid in the process of investigating
or otherwise pursuing the transaction with
Z. Accordingly, these legal fees are not re-
quired to be capitalized under this section.

(iii) The investment banking fees paid to
search for a white knight acquirer do not fa-
cilitate an acquisition of Y by a white
knight because none of Y’s costs with re-
spect to a white knight were inherently fa-
cilitative amounts and because Y did not
reach the date described in paragraph (e)(1)
of this section with respect to a white
knight. Accordingly, these amounts are not
required to be capitalized under this section.

(iv) The amounts paid by Y to investigate
and complete the recapitalization must be
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capitalized under paragraph (a)(4) of this sec-
tion.

(v) The $50,000 paid to the investment
bankers for a fairness opinion during Y’s de-
fense against the takeover and the $1,000,000
paid to the investment bankers after Y aban-
dons its defense against the takeover are in-
herently facilitative amounts with respect to
the transaction with Z and must be capital-
ized under paragraph (a)(3) of this section.

Example 12. Corporate acquisition; acquisition
by white knight. (i) Assume the same facts as
in Example 11, except that Y’s investment
bankers identify three potential white
knight acquirers: U corporation, V corpora-
tion, and W corporation. Y pays its invest-
ment bankers to conduct due diligence on
the three potential white knight acquirers.
On March 15, 2005, Y’s board of directors ap-
proves a tentative acquisition agreement
under which W agrees to acquire all of the
stock of Y, and the investment bankers stop
due diligence on U and V. On June 15, 2005, W
acquires all of the stock of Y.

(ii) Under paragraph (e)(1) of this section,
the amounts paid to conduct due diligence
on U, V, and W prior to March 15, 2005 (the
date of board of directors’ approval) are not
amounts paid to facilitate the acquisition of
the stock of Y and are not required to be
capitalized under this section. However, the
amounts paid to conduct due diligence on W
on and after March 15, 2005, facilitate the ac-
quisition of the stock of Y and are required
to be capitalized.

Example 13. Corporate acquisition; mutually
exclusive costs. (i) Assume the same facts as
in Example 11, except that Y’s investment
banker finds W, a white knight. Y and W exe-
cute a letter of intent on March 10, 2005.
Under the terms of the letter of intent, Y
must pay W a $10,000,000 break-up fee if the
merger with W does not occur. On April 1,
2005, Z significantly increases the amount of
its offer, and Y decides to accept Z’s offer in-
stead of merging with W. Y pays its invest-
ment banker $500,000 for inherently facilita-
tive costs with respect to the potential
merger with W. Y also pays its investment
banker $2,000,000 for due diligence costs with
respect to the potential merger with W,
$1,000,000 of which relates to services per-
formed on or after March 10, 2005.

(i) Y’s $500,000 payment for inherently fa-
cilitative costs and Y’s $1,000,000 payment for
due diligence activities performed on or after
March 10, 2005 (the date the letter of intent
with W is entered into) facilitate the poten-
tial merger with W. Because Y could not
merge with both W and Z, under paragraph
(c)(8) of this section the $500,000 and $1,000,000
payments also facilitate the transaction be-
tween Y and Z. Accordingly, Y must cap-
italize the $500,000 and $1,000,000 payments as
amounts that facilitate the transaction with
Z.
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(iii) Similarly, because Y could not merge
with both W and Z, under paragraph (c)(8) of
this section the $10,000,000 termination pay-
ment facilitates the transaction between Y
and Z. Accordingly, Y must capitalize the
$10,000,000 termination payment as an
amount that facilitates the transaction with
Z.

Example 14. Break-up fee; transactions not
mutually exclusive. N corporation and U cor-
poration enter into an agreement under
which U would acquire all the stock or all
the assets of N in exchange for U stock.
Under the terms of the agreement, if either
party terminates the agreement, the termi-
nating party must pay the other party
$10,000,000. U decides to terminate the agree-
ment and pays N $10,000,000. Shortly there-
after, U acquires all the stock of V corpora-
tion, a competitor of N. U had the financial
resources to have acquired both N and V. U’s
$10,000,000 payment does not facilitate U’s
acquisition of V. Accordingly, U is not re-
quired to capitalize the $10,000,000 payment
under this section.

Example 15. Corporate reorganization; initial
public offering. Y corporation is a closely held
corporation. Y’s board of directors author-
izes an initial public offering of Y’s stock to
fund future growth. Y pays $5,000,000 in pro-
fessional fees for investment banking serv-
ices related to the determination of the of-
fering price and legal services related to the
development of the offering prospectus and
the registration and issuance of stock. The
investment banking and legal services are
performed both before and after board au-
thorization. Under paragraph (a)(8) of this
section, the $5,000,000 is an amount paid to
facilitate a stock issuance.

Example 16. Auction. (i) N corporation seeks
to dispose of all of the stock of its wholly
owned subsidiary, P corporation, through an
auction process and requests that each bid-
der submit a non-binding purchase offer in
the form of a draft agreement. Q corporation
hires an investment banker to assist in the
preparation of Q’s bid to acquire P and to
conduct a due diligence investigation of P.
On July 1, 2005, Q submits its draft agree-
ment. On August 1, 2005, N informs Q that it
has accepted Q’s offer, and presents Q with a
signed letter of intent to sell all of the stock
of P to Q. On August 5, 2005, Q’s board of di-
rectors approves the terms of the trans-
action and authorizes Q to execute the letter
of intent. Q executes a binding letter of in-
tent with N on August 6, 2005.

(ii) Under paragraph (e)(1) of this section,
the amounts paid by Q to its investment
banker that are not inherently facilitative
and that are paid for activities performed
prior to August 5, 2005 (the date Q’s board of
directors approves the transaction) are not
amounts paid to facilitate the acquisition of
P. Amounts paid by Q to its investment
banker for activities performed on or after
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August 5, 2005, and amounts paid by Q to its
investment banker that are inherently fa-
cilitative amounts within the meaning of
paragraph (e)(2) of this section are required
to be capitalized under this section.

Example 17. Stock distribution. Z corporation
distributes natural gas throughout state Y.
The federal government brings an antitrust
action against Z seeking divestiture of cer-
tain of Z’s natural gas distribution assets. As
a result of a court ordered divestiture, Z and
the federal government agree to a plan of di-
vestiture that requires Z to organize a sub-
sidiary to receive the divested assets and to
distribute the stock of the subsidiary to its
shareholders. During 2005, Z pays $300,000 to
various independent contractors for the fol-
lowing services: studying customer demand
in the area to be served by the divested as-
sets, identifying assets to be transferred to
the subsidiary, organizing the subsidiary,
structuring the transfer of assets to the sub-
sidiary to qualify as a tax-free transaction to
Z, and distributing the stock of the sub-
sidiary to the stockholders. Under paragraph
(c)(3) of this section, Z is not required to cap-
italize any portion of the $300,000 payments.

Example 18. Bankruptcy reorganization. (i) X
corporation is the defendant in numerous
lawsuits alleging tort liability based on X’s
role in manufacturing certain defective prod-
ucts. X files a petition for reorganization
under Chapter 11 of the Bankruptcy Code in
an effort to manage all of the lawsuits in a
single proceeding. X pays its outside counsel
to prepare the petition and plan of reorga-
nization, to analyze adequate protection
under the plan, to attend hearings before the
Bankruptcy Court concerning the plan, and
to defend against motions by creditors and
tort claimants to strike the taxpayer’s plan.

(ii) X’s reorganization under Chapter 11 of
the Bankruptcy Code is a reorganization
within the meaning of paragraph (a)(4) of
this section. Under paragraph (c)(4) of this
section, amounts paid by X to its outside
counsel to prepare, analyze or obtain ap-
proval of the portion of X’s plan of reorga-
nization that resolves X’s tort liability do
not facilitate the reorganization and are not
required to be capitalized, provided that such
amounts would have been treated as ordi-
nary and necessary business expenses under
section 162 had the bankruptcy proceeding
not been instituted. All other amounts paid
by X to its outside counsel for the services
described above (including all amounts paid
to prepare the bankruptcy petition) facili-
tate the reorganization and must be capital-
ized.

(m) Effective date. This section ap-
plies to amounts paid or incurred on or
after December 31, 2003.

(n) Accounting method changes—(1) In
general. A taxpayer seeking to change a
method of accounting to comply with
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this section must secure the consent of
the Commissioner in accordance with
the requirements of §1.446-1(e). For the
taxpayer’s first taxable year ending on
or after December 31, 2003, the taxpayer
is granted the consent of the Commis-
sioner to change its method of account-
ing to comply with this section, pro-
vided the taxpayer follows the adminis-
trative procedures issued under §1.446—
1(e)(3)(ii) for obtaining the Commis-
sioner’s automatic consent to a change
in accounting method (for further guid-
ance, for example, see Rev. Proc. 2002—
9 (2002-1 C.B. 327) and
§601.601(d)(2)(ii)(b) of this chapter).

(2) Scope limitations. Any limitations
on obtaining the automatic consent of
the Commissioner do not apply to a
taxpayer seeking to change to a meth-
od of accounting to comply with this
section for its first taxable year ending
on or after December 31, 2003.

(3) Section 481(a) adjustment. The sec-
tion 481(a) adjustment for a change in
method of accounting to comply with
this section for a taxpayer’s first tax-
able year ending on or after December
31, 2003 is determined by taking into
account only amounts paid or incurred
in taxable years ending on or after Jan-
uary 24, 2002.

[T.D. 9107, 69 FR 446, Jan. 5, 2004]

§1.263(a)-6T Election to deduct or cap-
italize certain expenditures (tem-
porary).

(a) In general. Under certain provi-
sions of the Internal Revenue Code,
taxpayers may elect to treat capital
expenditures as deductible expenses or
as deferred expenses, or to treat de-
ductible expenses as capital expendi-
tures.

(b) Election provisions. The sections
referred to in paragraph (a) of this sec-
tion include:

(1) Section 173 (circulation expendi-
tures);

(2) Section 174 (research and experi-
mental expenditures);

(3) Section 175 (soil and water con-
servation expenditures; endangered
species recovery expenditures);

(4) Section 179 (election to expenses
certain depreciable business assets);

(5) Section 179A (deduction for clean-
fuel vehicles and certain refueling
property);
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(6) Section 179B (deduction for cap-
ital costs incurred in complying with
environmental protection agency sul-
fur regulations);

(7) Section 179C (election to expense
certain refineries);

(8) Section 179D (energy efficient
commercial buildings deduction);

(9) Section 179E (election to expense
advanced mine safety equipment);

(10) Section 180 (expenditures by
farmers for fertilizer);

(11) Section 181 (treatment of certain
qualified film and television produc-
tions);

(12) Section 190 (expenditures to re-
move architectural and transportation
barriers to the handicapped and elder-
1y);

(13) Section 193 (tertiary injectants);

(14) Section 194 (treatment of refor-
estation expenditures);

(15) Section 195 (start-up expendi-
tures);

(16) Section 198 (expensing of environ-
mental remediation costs);

(17) Section 198A (expensing of quali-
fied disaster expenses);

(18) Section 248 (organization expend-
itures of a corporation);

(19) Section 266 (carrying charges);

(20) Section 616 (development expend-
itures); and

(21) Section 709 (organization and
syndication fees of a partnership).

(c) Effective/applicability date. This
section applies to taxable years begin-
ning on or after January 1, 2012. For
the applicability of regulations to tax-
able years beginning before January 1,
2012, see §1.263(a)-3 in effect prior to
January 1, 2012 (§1.263(a)-3 as contained
in 26 CFR part 1 edition revised as of
April 1, 2011). For the effective dates of
the enumerated election provisions, see
those Internal Revenue Code sections
and the regulations thereunder.

(d) Expiration date. The applicability
of this section expires on December 23,
2014.

[T.D. 9564, 76 FR 81125, Dec. 27, 2011, as
amended by 77 FR 18688, Mar. 28, 2012]

§1.263(b)-1 Expenditures for adver-
tising or promotion of good will.
See §1.162-14 for the rules applicable
to a corporation which has elected to
capitalize expenditures for advertising
or the promotion of good will under the
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provisions of section 733 or section 451
of the Internal Revenue Code of 1939, in
computing its excess profits tax credit
under Subchapter E, Chapter 2, or Sub-
chapter D, Chapter 1, of the Internal
Revenue Code of 1939.

§1.263(c)-1 Intangible drilling and de-
velopment costs in the case of oil
and gas wells.

For rules relating to the option to
deduct as expenses intangible drilling
and development costs in the case of
oil and gas wells, see §1.612-4.

§1.263(e)-1 Expenditures in connec-
tion with certain railroad rolling
stock.

(a) Allowance of deduction—(1) Elec-
tion. Under section 263(e), for any tax-
able year beginning after December 31,
1969, a taxpayer may elect to treat cer-
tain expenditures paid or incurred dur-
ing such taxable year as deductible re-
pairs under section 162 or 212. This
election applies only to expenditures
described in paragraph (c) of this sec-
tion in connection with the rehabilita-
tion of a unit of railroad rolling stock
(as defined in paragraph (b)(2) of this
section) used by a domestic common
carrier by railroad (as defined in para-
graph (b) (3) and (4) of this section).
However, an election under section
263(e) may not be made with respect to
expenditures in connection with any
unit of railroad rolling stock for which
an election under section 263(f) and the
regulations thereunder is in effect. An
election made under section 263(e) is an
annual election which may be made
with respect to one or more of the
units of railroad rolling stock owned
by the taxpayer.

(2) Special 20 percent rule. Section
263(e) shall not apply if, under para-
graph (d) of this section, expenditures
paid or incurred during any period of 12
calendar months in connection with
the rehabilitation of a unit exceed 20
percent of the basis (as defined in para-
graph (b)(1) of this section) of such unit
in the hands of the taxpayer. However,
section 263(e) does not constitute a
limit on the deduction of expenditures
for repairs which are deductible with-
out regard to such section. Accord-
ingly, amounts otherwise deductible as
repairs will continue to be deductible
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even though such amounts exceed 20
percent of the basis of the unit of rail-
road rolling stock in the hands of the
taxpayer.

(3) Time and manner of making election.
(i) An election by a taxpayer under sec-
tion 263(e) shall be made by a state-
ment to that effect attached to its in-
come tax return or amended income
tax return for the taxable year for
which the election is made if such re-
turn or amended return is filed no later
than the time prescribed by law (in-
cluding extensions thereof) for filing
the return for the taxable year of elec-
tion. An election under section 263(e)
may be made with respect to one or
more of the units of railroad rolling
stock owned by the taxpayer. If an
election is not made within the time
and in the manner prescribed in this
subparagraph, no election may be made
(by the filing of an amended return or
in any other manner) with respect to
the taxable year.

(ii) If the taxpayer has filed a return
on or before March 14, 1973, and has
claimed a deduction under section 162
or 212 by reason of section 263(e), and if
the taxpayer does not desire to make
an election under section 263(e) for the
taxable year with respect to which
such return was filed, the taxpayer
shall file an amended return for such
taxable year on or before May 14, 1973,
and shall pay any additional tax due
for such year. The taxpayer shall also
file an amended return for each taxable
year which is affected by the filing of
an amended return under the preceding
sentence and shall pay any additional
tax due for such year. Nothing in this
subdivision shall be construed as ex-
tending the time specified in section
6511 within which a claim for credit or
refund may be filed.

(iii) If an election under section
263(e) was not made at the time the re-
turn for a taxable year was filed, and it
is subsequently determined that an ex-
penditure was erroneously treated as
an expenditure which was not in con-
nection with rehabilitation (as deter-
mined under paragraph (c) of this sec-
tion), an election under section 263(e)
may be made with respect to the unit
of railroad rolling stock for which such
expenditure was made for such taxable
year, notwithstanding any provision in
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this subparagraph (3) to the contrary.
Nothing in this subdivision shall be
construed as extending the time speci-
fied in section 6511 within which a
claim for credit or refund may be filed.

(iv) The statement required by sub-
division (i) of this subparagraph shall
include the following information:

(a) The total number of units of rail-
road rolling stock with respect to
which an election is being made under
section 263(e).

(b) The aggregate basis (as defined in
paragraph (b) (1) of this section) of the
units described in (a) of this subdivi-
sion (iv), and

(c) The total deduction being claimed
under section 263(e) for the taxable
year.

(b) Definitions—(1) Basis. (i) In gen-
eral, for purposes of section 263(e) the
basis of a unit of railroad rolling stock
shall be the adjusted basis of such unit
determined without regard to the ad-
justments provided in paragraphs (1),
(2), and (3) of section 1016(a) and sec-
tion 1017. Thus, the basis of property
would generally be its cost without re-
gard to adjustments to basis such as
for depreciation or for capital improve-
ments. If the basis of a unit in the
hands of a transferee is determined in
whole or in part by reference to its
basis in the hands of the transferor, for
example, by reason of the application
of section 362 (relating to basis to cor-
porations), 374 (relating to gain or loss
not recognized in certain railroad reor-
ganizations), or 723 (relating to the
basis of property contributed to a part-
nership), then the basis of such unit in
the hands of the transferor for purposes
of section 263(e) shall be its basis for
purposes of section 263(e) in the hands
of the transferee. Similarly, when the
basis of a unit of railroad rolling stock
in the hands of the taxpayer is deter-
mined in whole or in part by reference
to the basis of another unit, for exam-
ple, by reason of the application of the
first sentence of section 1033(c) (relat-
ing to involuntary conversions), then
the basis of the latter unit for purposes
of section 263(e) shall be the basis for
purposes of section 263(e) of the former
unit. The question whether a capital
expenditure in connection with a unit
of railroad rolling stock results in the
retirement of such unit and the cre-
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ation of another unit of railroad rolling
stock shall be determined without re-
gard to rules under the uniform system
of accounts prescribed by the Inter-
state Commerce Commission.

(ii) For example, if a unit of railroad
rolling stock has a cost to M of $10,000
and because of depreciation adjust-
ments of $4,000 and capital expendi-
tures of $3,000, such unit has an ad-
justed basis in the hands of M of $9,000,
the basis for purposes of section 263(e)
of such unit in the hands of M is
$10,000. Further, if M transfers such
unit to N in a transaction in which no
gain or loss is recognized such as, for
example, a transaction to which sec-
tion 351(a) (relating to a transfer to a
corporation controlled by the trans-
feror) applies, the basis of such unit for
purposes of section 263(e) is $10,000 in
the hands of N.

(2) Railroad rolling stock. For purposes
of this section, the term wunit or unit of
railroad rolling stock means a unit of
transportation equipment the expendi-
tures for which are of a type charge-
able (or in the case of property leased
to a domestic common carrier by rail-
road, would be chargeable) to the
equipment investment accounts in the
uniform system of accounts for rail-
road companies prescribed by the
Interstate Commerce Commission (49
CFR Part 1201), but only if (i) such unit
exclusively moves on, moves under, or
is guided by rail, and (ii) such unit is
not a locomotive. Thus, for example, a
unit of railroad rolling stock includes a
box car, a gondola car, a passenger car,
a car designed to carry truck trailers
and containerized freight, a wreck
crane, and a bunk car. However, such
term does not include equipment which
does not exclusively move on, move
under, or is not exclusively guided by
rail such as, for example, a barge, a
tugboat, a container which is used on
cars designed to carry containerized
freight, a truck trailer, or an auto-
mobile. A locomotive is self-propelled
equipment, the sole function of which
is to push or pull railroad rolling
stock. Thus, a self-propelled passenger
or freight car is not a locomotive.

(3) Domestic common carrier by rail-
road. The term domestic common carrier
by railroad means a railroad subject to
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regulation under Part I of the Inter-
state Commerce Act (49 U.S.C. 1 et seq.)
or a railroad which would be subject to
regulation under Part I of the Inter-
state Commerce Act if it were engaged
in interstate commerce.

(4) Use. For purposes of this section,
a unit of railroad rolling stock is not
used by a domestic common carrier by
railroad if it is owned by a person other
than a domestic common carrier by
railroad and (i) is exclusively used for
transportation by the owner or (ii) is
exclusively used for transportation by
another person which is not a domestic
common carrier by railroad. Thus, for
example, a unit of railroad rolling
stock which is owned by a person
which is not a domestic common car-
rier by railroad and is leased to a man-
ufacturing company by the owner is
not a unit of railroad rolling stock
used by a domestic common carrier by
railroad.

(c) Ezxpenditures considered in connec-
tion with rehabilitation. For purposes of
section 263(e) and this section all ex-
penditures which would be properly
chargeable to capital account but for
the application of section 263 (e) or (f)
shall be considered to be expenditures
in connection with the rehabilitation
of a unit of railroad rolling stock. Ex-
penditures which are paid or incurred
in connection with incidental repairs
or maintenance of a unit of railroad
rolling stock and which are deductible
without regard to section 263 (e) or (f)
shall not be included in any determina-
tion or computation under section
263(e) and shall not be treated as paid
or incurred in connection with the re-
habilitation of a unit of railroad roll-
ing stock for purposes of section 263(e).
The determination of whether an item
would be, but for section 263 (e) or (f),
properly chargeable to capital account
shall be made in a manner consistent
with the principles for classification of
expenditures as between capital and ex-
penses under the Internal Revenue
Code. See, for example, §§1.162-4,
1.263(a)-1, 1.263(a)-2, and paragraph
(a)(4) (ii) and (iii) of §1.446-1. An ex-
penditure shall be classified as capital
or as expense without regard to its
classification under the uniform sys-
tem of accounts prescribed by the
Interstate Commerce Commission.
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(d) 20-percent limitation—(1) In general.
No expenditures in connection with the
rehabilitation of a unit of railroad roll-
ing stock shall be treated as a deduct-
ible repair by reason of an election
under section 263(e) if, during any pe-
riod of 12 calendar months in which the
month the expenditure is included
falls, all such expenditures exceed an
amount equal to 20 percent of the basis
(as defined in paragraph (b)(1) of this
section) of such unit in the hands of
the taxpayer. All such expenditures
shall be included in the computation of
the 20-percent limitation even if such
expenditures were deducted under sec-
tion 263(f) in either the preceding or
succeeding taxable year. Solely for
purposes of the 20-percent limitation in
this paragraph, such expenditures shall
be deemed to be included in the month
in which a rehabilitation of the unit of
railroad rolling stock is completed. For
the requirement that expenditures
treated as repairs solely by reason of
an election under section 263(e) be de-
ducted in the taxable year paid or in-
curred, see paragraph (a) of this sec-
tion.

(2) 12-month period. For purposes of
this section, any period of 12 calendar
months shall consist of any 12 consecu-
tive calendar months except that cal-
endar months prior to the calendar
month of January 1970 shall not be in-
cluded in determining such period.

(3) Period for certain corporate acquisi-
tions. If a unit of railroad rolling stock
to which section 263(e) applies is sold,
exchanged, or otherwise disposed of in
a transaction in which its basis in the
hands of the transferee is determined
in whole or in part by reference to its
basis in the hands of the transferor (see
paragraph (b)(1) of this section), cal-
endar months during which such unit
is in the hands of the transferor and in
the hands of such transferee shall both
be included in the calendar months
used by the transferor and the trans-
feree to determine any period of 12 cal-
endar months for purposes of section
263(e).

(4) Deduction allowed in year paid or
incurred. If, based on the information
available when the income tax return
for a taxable year is filed, an expendi-
ture paid or incurred in such taxable
year would be deductible by reason of
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the application of section 263(e) but for
the fact that it cannot be established
whether the 20-percent limitation in
subparagraph (1) of this paragraph will
be exceeded, the expenditure shall be
deducted for such taxable year. If by
reason of the application of such 20-
percent limitation it is subsequently
determined that such expenditure is
not deductible as a repair, an amended
return shall be filed for the year in
which such deduction was treated as a
deductible repair and additional tax, if
any, for such year shall be paid. Appro-
priate adjustment with respect to the
taxpayer’s tax liability for any other
affected year shall be made. Nothing in
this subparagraph shall be construed as
extending the time specified in section
6511 within which a claim for credit or
refund may be filed.

(e) Recordkeeping requirements—(1) In
general. Such records as will enable the
accurate determination of the expendi-
tures which may be subject to the
treatment provided in section 263(e)
shall be maintained. No deduction shall
be allowed under section 162 or 212 by
reason of section 263(e) with respect to
a unit unless the taxpayer substan-
tiates by adequate records that expend-
itures in connection with such unit of
railroad rolling stock meet the require-
ments and limitations of this section.

(2) Separate records. A separate sec-
tion 263(e) record shall be maintained
for each unit with respect to which an
election under section 263(e) is made.
Such record shall:

(i) Identify the unit,

(ii) State the basis (as defined in
paragraph (b)(1) of this section) and the
date of acquisition of the unit,

(iii) Enumerate for each unit the
amount of all expenditures incurred in
connection with rehabilitation of such
unit which would, but for section 263
(e) or (f), be properly chargeable to cap-
ital account (including expenditures
incurred by the taxpayer in connection
with rehabilitation of such unit under-
taken by a person other than the tax-
payer) regardless of whether such ex-
penditures during any 12-month period
exceed 20 percent of the basis of such
unit,

(iv) Describe the nature of the work
in connection with each expenditure,
and
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(v) Specify the calendar month in
which the rehabilitation is completed
and the taxable year in which each ex-
penditure is paid or incurred.

A section 263(e) record need only be
prepared for a unit of railroad rolling
stock for the period beginning on the
first day of the eleventh -calendar
month immediately preceding the
month in which the rehabilitation of
such unit is completed and ending on
the last day of the eleventh calendar
month immediately succeeding such
month. No section 263(e) record need be
prepared for calendar months before
January 1970.

(3) Records for certain expenditures:
Expenditures determined to be inci-
dental repairs and maintenance (re-
ferred to in paragraph (c) of this sec-
tion) shall not be entered in the section
263(e) record. However, each taxpayer
shall maintain records to reflect that
such expenditures are properly deduct-
ible.

(4) Convenience rule. In general, ex-
penditures and information maintained
in compliance with subparagraphs (1)
and (2) of this paragraph shall be re-
corded in the section 263(e) record of
the specific unit with respect to which
such expenditures are incurred. How-
ever, when a group of units of the same
type are rehabilitated in a single
project and the expenditure for each
unit in the project will approximate
the average expenditure per unit for
the project, expenditures for the
project may be aggregated without re-
gard to the unit in the project with re-
spect to which each expenditure is con-
nected, and an amount equal to the ag-
gregate expenditures for the project di-
vided by the number of units in the
project may be entered in the section
263(e) account of each unit in the
project.

(f) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. M Corporation, a domestic com-
mon carrier by railroad, uses the calendar
year as its taxable year. M owns and uses
several gondola cars to which an election
under section 263(e) applies for its taxable
years 1970-1972. Gondola car No.l has a basis
(defined in paragraph (b)(1) of this section) of
$10,000. No expenditures properly chargeable
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to the section 263(e) record are made on gon-
dola car No. 1 in 1970 and 1971, except in Jan-
uary 1971. In January 1971, M at a cost of
$1,500 performed rehabilitation work on gon-
dola car No. 1. Such amount was properly en-
tered in the section 263(e) record for gondola
car No.l. Since the expenditures in such
record do not exceed an amount equal to 20
percent of the basis of gondola car No. 1
($2,000) during any period of 12 calendar
months in which January 1971 falls, the ex-
penditures during January 1971 shall be
treated as a deductible expense regardless of
what the treatment would have been if sec-
tion 263(e) had not been enacted.

Example 2. Assume the same facts as in Ex-
ample 1. Assume further that for 1970, 1971,
and 1972, only the following expenditures in
connection with rehabilitation which would,
but for section 263(e), be properly chargeable
to capital account were deemed included for
gondola car No. 2:

(a) December 1970 .... $1,500
(b) November 1971 600
(c) December 1971 .... 400
(d) January 1972 1,050

Assume further that gondola car No. 2 has a
basis (as defined in paragraph (b) (1) of this
section) equal to $10,000, that M files its tax
return by September 15 following each tax-
able year, and that each rehabilitation was
completed in the month in which expendi-
tures in connection with it were incurred.
Any expenditures in connection with each
gondola car (No. 1 or No. 2) have no effect on
the treatment of expenditures in connection
with the other gondola car. With respect to
gondola car No. 2, the expenditures of De-
cember 1970 are treated as deductible repairs
at the time M’s income tax return for 1970 is
filed because, based on the information
available when the income tax return for
1970 is filed, such expenditure would be de-
ductible by reason of application of section
263(e) but for the fact that it cannot be es-
tablished whether the 20-percent limitation
in paragraph (d)(1) of this section will be ex-
ceeded. Nevertheless, because such expendi-
tures during the period of 12 calendar
months including calendar months December
1970 and November 1971 exceed $2,000, the De-
cember 1970 rehabilitation expenditures are
not subject to the provisions of section
263(e). Because such rehabilitation expendi-
tures during the period of 12 calendar
months including calendar months February
1971 and January 1972 exceed $2,000, rehabili-
tation expenditures in 1971 are not subject to
the provisions of section 263(e). Similarly,
the 1972 rehabilitation expenditures are not
subject to the provisions of section 263(e).

[T.D. 7257, 38 FR 4255, Feb. 12, 1973]
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§1.263(f)-1 Reasonable repair allow-
ance.

(a) For rules regarding the election of
the repair allowance authorized by sec-
tion 263(f), the definition of repair al-
lowance property, and the conditions
under which an election may be made,
see paragraphs (d) (2) and (f) of
§1.167(a)-11. An election may be made
under this section for a taxable year
only if the taxpayer makes an election
under §1.167(a)-11 for such taxable
year.

(Sec. 263(f), 85 Stat. 509 (26 U.S.C. 263))

[T.D. 7272, 38 FR 9986, Apr. 23, 1973; 38 FR
12919, May 17, 1973; as amended by T.D. 7593,
44 FR 5421, Jan. 26, 1979]

§1.263A-0 Outline of
under section 263A.

regulations

This section lists the paragraphs in
§§1.263A-1 through 1.263A-4 and
§§1.263A-7 through 1.263A-15 as follows:

$1.2634-1 Uniform Capitalization of Costs.

(a) Introduction.

(1) In general.

(2) Effective dates.

(3) General scope.

(i) Property to which section 263A applies.

(ii) Property produced.

(iii) Property acquired for resale.

(iv) Inventories valued at market.

(v) Property produced in a farming busi-
ness.

(vi) Creative property.

(vii) Property produced or property ac-
quired for resale by foreign persons.

(b) Exceptions.

(1) Small resellers.

(2) Long-term contracts.

(3) Costs incurred in certain farming busi-
nesses.

(4) Costs incurred in raising, harvesting, or
growing timber.

(5) Qualified creative expenses.

(6) Certain not-for-profit activities.

(7) Intangible drilling and development
costs.

(8) Natural gas acquired for resale.

(i) Cushion gas.

(ii) Emergency gas.

(9) Research and experimental expendi-
tures.

(10) Certain property that is substantially
constructed.

(11) Certain property provided incident to
services.

(i) In general.

(ii) Definition of services.

(iii) De minimis property provided incident
to services.
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(12) De minimis rule for certain producers
with total indirect costs of $200,000 or less.

(13) Exception for the origination of loans.

(c) General operation of section 263A.

(1) Allocations.

(2) Otherwise deductible.

(3) Capitalize.

(4) Recovery of capitalized costs.

(d) Definitions.

(1) Self-constructed assets.

(2) Section 471 costs.

(i) In general.

(ii) New taxpayers.

(iii) Method changes.

(3) Additional section 263A costs.

(4) Section 263A costs.

(e) Types of costs subject to capitalization.

(1) In general.

(2) Direct costs.

(i) Producers.

(A) Direct material costs.

(B) Direct labor costs.

(ii) Resellers.

(3) Indirect costs.

(i) In general.

(ii) Examples of indirect costs required to
be capitalized.

(A) Indirect labor costs.

(B) Officers’ compensation.

(C) Pension and other related costs.

(D) Employee benefit expenses.

(E) Indirect material costs.

(F) Purchasing costs.

(G) Handling costs.

(H) Storage costs.

(I) Cost recovery.

(J) Depletion.

(K) Rent.

(L) Taxes.

(M) Insurance.

(N) Utilities.

(O) Repairs and maintenance.

(P) Engineering and design costs.

(Q) Spoilage.

(R) Tools and equipment.

(S) Quality control.

(T) Bidding costs.

(U) Licensing and franchise costs.

(V) Interest.

(W) Capitalizable service costs.

(iii) Indirect costs not capitalized.

(A) Selling and distribution costs.

(B) Research and experimental expendi-
tures.

(C) Section 179 costs.

(D) Section 165 losses.

(E) Cost recovery allowances on tempo-
rarily idle equipment and facilities.

(1) In general.

(2) Examples.

(F) Taxes assessed on the basis of income.

(G) Strike expenses.

(H) Warranty and product liability costs.

(I) On-site storage costs.

(J) Unsuccessful bidding expenses.

(K) Deductible service costs.

(4) Service costs.
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(i) Introduction.

(A) Definition of service costs.

(B) Definition of service departments.

(ii) Various service cost categories.

(A) Capitalizable service costs.

(B) Deductible service costs.

(C) Mixed service costs.

(iii) Examples of capitalizable
costs.

(iv) Examples of deductible service costs.

(f) Cost allocation methods.

(1) Introduction.

(2) Specific identification method.

(3) Burden rate and standard cost methods.

(i) Burden rate method.

(A) In general.

(B) Development of burden rates.

(C) Operation of the burden rate method.

(ii) Standard cost method.

(A) In general.

(B) Treatment of variances.

(4) Reasonable allocation methods.

(g) Allocating categories of costs.

(1) Direct materials.

(2) Direct labor.

(3) Indirect costs.

(4) Service costs.

(i) In general.

(ii) De minimis rule.

(iii) Methods for allocating mixed service
costs.

(A) Direct reallocation method.

(B) Step-allocation method.

(C) Examples.

(iv) Illustrations of mixed service cost allo-
cations using reasonable factors or relation-
ships.

(A) Security services.

(B) Legal services.

(C) Centralized payroll services.

(D) Centralized data processing services.

(E) Engineering and design services.

(F) Safety engineering services.

(v) Accounting method change.

(h) Simplified service cost method.

(1) Introduction.

(2) Eligible property.

(i) In general.

(A) Inventory property.

(B) Non-inventory property held for sale.

(C) Certain self-constructed assets.

(D) Self-constructed assets produced on a
repetitive basis.

(ii) Election to exclude self-constructed as-
sets.

(3) General allocation formula.

(4) Labor-based allocation ratio.

(5) Production cost allocation ratio.

(6) Definition of total mixed service costs.

(7) Costs allocable to more than one busi-
ness.

(8) De minimis rule.

(9) Separate election.

(i) [Reserved]

(j) Special rules.

(1) Costs provided by a related person.

(i) In general.

service
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(ii) Exceptions.

(2) Optional capitalization of period costs.

(i) In general.

(ii) Period costs eligible for capitalization.

(3) Trade or business application.

(4) Transfers with a principal purpose of
tax avoidance. [Reserved]

$§1.2634-2 Rules Relating to Property Produced
by the Taxpayer.

(a) In general.

(1) Produce.

(i) In general.

(ii) Ownership.

(A) General rule.

(B) Property produced for the taxpayer
under a contract.

(1) In general.

(2) Definition of contract.

(C) Home construction contracts.

(2) Tangible personal property.

(i) General rule.

(ii) Intellectual or creative property.

(A) Intellectual or creative property that
is tangible personal property.

(1) Books.

(2) Sound recordings.

(B) Intellectual or creative property that is
not tangible personal property.

(1) Evidences of value.

(2) Property provided incident to services.

(3) Costs required to be capitalized by pro-
ducers.

(i) In general.

(ii) Pre-production costs.

(iii) Post-production costs.

(4) Practical capacity concept.

(5) Taxpayers required to capitalize costs
under this section.

(b) Simplified production method.

(1) Introduction.

(2) Eligible property.

(i) In general.

(A) Inventory property.

(B) Non-inventory property held for sale.

(C) Certain self-constructed assets.

(D) Self-constructed assets produced on a
repetitive basis.

(ii) Election to exclude self-constructed as-
sets.

(3) Simplified production method without
historic absorption ratio election.

(i) General allocation formula.

(ii) Definitions.

(A) Absorption ratio.

(I) Additional section 263A costs incurred
during the taxable year.

(2) Section 471 costs incurred during the
taxable year.

(B) Section 471 costs remaining on hand at
year end.

(iii) LIFO taxpayers electing the simplified
production method.

(A) In general.

(B) LIFO increment.

(C) LIFO decrement.
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(iv) De minimis rule for producers with
total indirect costs of $200,000 or less.

(A) In general.

(B) Related party and aggregation rules.

(v) Examples.

(4) Simplified production method with his-
toric absorption ratio election.

(i) In general.

(ii) Operating rules and definitions.

(A) Historic absorption ratio.

(B) Test period.

(1) In general.

(2) Updated test period.

(C) Qualifying period.

(1) In general.

(2) Extension of qualifying period.

(iii) Method of accounting.

(A) Adoption and use.

(B) Revocation of election.

(iv) Reporting and recordkeeping require-
ments.

(A) Reporting.

(B) Recordkeeping.

(v) Transition rules.

(vi) Example.

(c) Additional simplified methods for pro-
ducers.

(d) Cross reference.

§1.263A-3 Rules Relating to Property Acquired
for Resale

(a) Capitalization rules for property ac-
quired for resale.

(1) In general.

(2) Resellers with production activities.

(i) In general.

(ii) Exception for small resellers.

(iii) De minimis production activities.

(A) In general.

(B) Example.

(3) Resellers with property produced under
a contract.

(4) Use of the simplified resale method.

(i) In general.

(ii) Resellers with de minimis production
activities.

(iii) Resellers with property produced
under a contract.

(iv) Application of simplified resale meth-
od.

(b) Gross receipts exception for small re-
sellers.

(1) In general.

(i) Test period for new taxpayers.

(ii) Treatment of short taxable year.

(2) Definition of gross receipts.

(i) In general.

(ii) Amounts excluded.

(3) Aggregation of gross receipts.

(i) In general.

(ii) Single employer defined.

(iii) Gross receipts of a single employer.

(iv) Examples.

(c) Purchasing, handling, and storage
costs.

(1) In general.
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(2) Costs attributable to purchasing, han-
dling, and storage.

(3) Purchasing costs.

(i) In general.

(ii) Determination of whether personnel
are engaged in purchasing activities.

(A) ¥5-%5 rule for allocating labor costs.

(B) Example.

(4) Handling costs.

(i) In general.

(ii) Processing costs.

(iii) Assembling costs.

(iv) Repackaging costs.

(v) Transportation costs.

(vi) Costs not considered handling costs.

(A) Distribution costs.

(B) Delivery of custom-ordered items.

(C) Repackaging after sale occurs.

(b) Storage costs.

(i) In general.

(ii) Definitions.

(A) On-site storage facility.

(B) Retail sales facility.

(C) An integral part of a retail sales facil-
ity.

(D) On-site sales.

(E) Retail customer.

(1) In general.

(2) Certain non-retail customers treated as
retail customers.

(F) Off-site storage facility.

(G) Dual-function storage facility.

(iii) Treatment of storage costs incurred at
a dual-function storage facility.

(A) In general.

(B) Dual-function storage facility alloca-
tion ratio.

(1) In general.

(2) Illustration of ratio allocation.

(3) Appropriate adjustments for other uses
of a dual-function storage facility.

(C) De minimis 90-10 rule for dual-function
storage facilities.

(iv) Costs not attributable to an off-site
storage facility.

(v) Examples.

(d) Simplified resale method.

(1) Introduction.

(2) Eligible property.

(3) Simplified resale method without his-
toric absorption ratio election.

(i) General allocation formula.

(A) In general.

(B) Effect of allocation.

(C) Definitions.

(1) Combined absorption ratio.

(2) Section 471 costs remaining on hand at
yvear end.

(D) Storage and handling costs absorption
ratio.

(E) Purchasing costs absorption ratio.

(F) Allocable mixed service costs.

(ii) LIFO taxpayers electing simplified re-
sale method.

(A) In general.

(B) LIFO increment.

(C) LIFO decrement.
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(iii) Permissible variations of the sim-
plified resale method.

(iv) Examples.

(4) Simplified resale method with historic
absorption ratio election.

(i) In general.

(ii) Operating rules and definitions.

(A) Historic absorption ratio.

(B) Test period.

(1) In general.

(2) Updated test period.

(C) Qualifying period.

(1) In general.

(2) Extension of qualifying period.

(iii) Method of accounting.

(A) Adoption and use.

(B) Revocation of election.

(iv) Reporting and recordkeeping require-
ments.

(A) Reporting.

(B) Recordkeeping.

(v) Transition rules.

(vi) Example.

(5) Additional simplified methods for re-
sellers.

(e) Cross reference.

§1.263A—4 Rules for property produced in a
farming business.

(a) Introduction.

(1) In general.

(2) Exception.

(i) In general.

(ii) Tax shelter.

(A) In general.

(B) Presumption.

(iii) Examples.

(3) Costs required to be capitalized or
inventoried under another provision.

(4) Farming business.

(i) In general.

(A) Plant.

(B) Animal.

(ii) Incidental activities.

(A) In general.

(B) Activities that are not incidental.

(iii) Examples.

(b) Application of section 263A to property
produced in a farming business.

(1) In general.

(i) Plants.

(ii) Animals.

(2) Preproductive period.

(i) Plant.

(A) In general.

(B) Applicability of section 263A.

(C) Actual preproductive period.

(I) Beginning of the preproductive period.

(2) End of the preproductive period.

(i) In general.

(ii) Marketable quantities.

(D) Examples.

(ii) Animal.

(A) Beginning of the preproductive period.

(B) End of the preproductive period.

(C) Allocation of costs between animal and
first yield.
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(c) Inventory methods.

(1) In general.

(2) Available for property used in a trade or
business.

(3) Exclusion of property to which section
263A does not apply.

(d) Election not to have section 263A apply.

(1) Introduction.

(2) Availability of the election.

(3) Time and manner of making the elec-
tion.

(i) Automatic election.

(ii) Nonautomatic election.

(4) Special rules.

(i) Section 1245 treatment.

(ii) Required use of alternative deprecia-
tion system.

(iii) Related person.

(A) In general.

(B) Members of family.

(5) Examples.

(e) Exception for certain costs resulting
from casualty losses.

(1) In general.

(2) Ownership.

(3) Examples.

(4) Special rule for citrus and almond
groves.

(i) In general.

(ii) Example.

(f) Effective date and change in method of
accounting.

(1) Effective date.

(2) Change in method of accounting.

$1.2634A-7 Changing a method of accounting
under section 263A4.

(a) Introduction.

(1) Purpose.

(2) Taxpayers that adopt a method of ac-
counting under section 263A.

(3) Taxpayers that change a method of ac-
counting under section 263A.

(4) Effective date.

(5) Definition of change in method of ac-
counting.

(b) Rules applicable to a change in method
of accounting.

(1) General rules.

(2) Special rules.

(i) Ordering rules when multiple changes in
method of accounting occur in the year of
change.

(A) In general.

(B) Exceptions to the general ordering
rule.

(1) Change from the LIFO inventory meth-
od.

(2) Change from the specific goods LIFO in-
ventory method.

(3) Change in overall method of account-
ing.

(4) Change in method of accounting for de-
preciation.

(ii) Adjustment required by section 481(a).

(iii) Base year.

(A) Need for a new base year.
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(I) Facts and circumstances revaluation
method used.

(2) 3-year average method used.

(1) Simplified method not used.

(ii) Simplified method used.

(B) Computing a new base year.

(c) Inventory.

(1) Need for adjustments.

(2) Revaluing beginning inventory.

(i) In general.

(ii) Methods to revalue inventory.

(iii) Facts and circumstances revaluation
method.

(A) In general.

(B) Exception.

(C) Estimates and procedures allowed.

(D) Use by dollar-value LIFO taxpayers.

(E) Examples.

(iv) Weighted average method.

(A) In general.

(B) Weighted average method for FIFO tax-
payers.

(1) In general.

(2) Example.

(C) Weighted average method for specific
goods LIFO taxpayers.

(1) In general.

(2) Example.

(D) Adjustments to inventory costs from
prior years.

(v) 3-year average method.

(A) In general.

(B) Consecutive year requirement.

(C) Example.

(D) Short taxable years.

(E) Adjustments to inventory costs from
prior years.

(1) General rule.

(2) Examples of costs eligible for restate-
ment adjustment procedure.

(F) Restatement adjustment procedure.

(1) In general.

(2) Examples of restatement adjustment
procedure.

(3) Intercompany items.

(i) Revaluing intercompany transactions.

(ii) Example.

(iii) Availability of revaluation methods.

(4) Anti-abuse rule.

(i) In general.

(ii) Deemed avoidance of this section.

(A) Scope.

(B) General rule.

(iii) Election to use transferor’s LIFO lay-
ers.

(iv) Tax avoidance intent not required.

(v) Related corporation.

(d) Non-inventory property.

(1) Need for adjustments.

(2) Revaluing property.

§1.2634-8 Requirement to capitalize interest.

(a) In general.

(1) General rule.

(2) Treatment of interest required to be
capitalized.
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(3) Methods of accounting under section
263A(f).

(4) Special definitions.

(i) Related person.

(ii) Placed in service.

(b) Designated property.

(1) In general.

(2) Special rules.

(i) Application of thresholds.

(ii) Relevant activities and costs.

(iii) Production period and cost of produc-
tion.

(3) Excluded property.

(4) De minimis rule.

(i) In general.

(ii) Determination of total production ex-
penditures.

(c) Definition of real property.

(1) In general.

(2) Unsevered natural products of land.

(3) Inherently permanent structures.

(4) Machinery.

(i) Treatment.

(ii) Certain factors not determinative.

(d) Production.

(1) Definition of produce.

(2) Property produced under a contract.

(i) Customer.

(ii) Contractor.

(iii) Definition of a contract.

(iv) Determination of whether thresholds
are satisfied.

(A) Customer.

(B) Contractor.

(v) Exclusion for property subject to long-
term contract rules.

(3) Improvements to existing property.

(i) In general.

(ii) Real property.

(iii) Tangible personal property.

§1.2634-9 The avoided cost method.

(a) In general.

(1) Description.

(2) Overview.

(i) In general.

(ii) Rules that apply
amounts.

(3) Definitions of interest and incurred.

(4) Definition of eligible debt.

(b) Traced debt amount.

(1) General rule.

(2) Identification and definition of traced
debt.

(3) Example.

(c) Excess expenditure amount.

(1) General rule.

(2) Interest required to be capitalized.

(3) Example.

(4) Treatment of interest subject to a de-
ferral provision.

(5) Definitions.

(i) Nontraced debt.

(A) Defined.

(B) Example.

(ii) Average excess expenditures.

(A) General rule.

in determining
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(B) Example.

(iii) Weighted average interest rate.

(A) Determination of rate.

(B) Interest incurred on nontraced debt.

(C) Average nontraced debt.

(D) Special rules if taxpayer has no non-
traced debt or rate is contingent.

(6) Examples.

(7) Special rules where the excess expendi-
ture amount exceeds incurred interest.

(i) Allocation of total incurred interest to
units.

(ii) Application of related person rules to
average excess expenditures.

(iii) Special rule for corporations.

(d) Election not to trace debt.

(1) General rule.

(2) Example.

(e) Election to use external rate.

(1) In general.

(2) Eligible taxpayer.

(f) Selection of computation period and
measurement dates and application of aver-
aging conventions.

(1) Computation period.

(i) In general.

(ii) Method of accounting.

(iii) Production period beginning or ending
during the computation period.

(2) Measurement dates.

(i) In general.

(ii) Measurement period.

(iii) Measurement dates on which accumu-
lated production expenditures must be taken
into account.

(iv) More frequent measurement dates.

(3) Examples.

(g) Special rules.

(1) Ordering rules.

(i) Provisions preempted by section 263A(f).

(ii) Deferral provisions applied before this
section.

(2) Application of section 263A(f) to de-
ferred interest.

(i) In general.

(ii) Capitalization of deferral amount.

(iii) Deferred capitalization.

(iv) Substitute capitalization.

(A) General rule.

(B) Capitalization of amount carried for-
ward.

(C) Method of accounting.

(v) Examples.

(3) Simplified inventory method.

(i) In general.

(ii) Segmentation of inventory.

(A) General rule.

(B) Example.

(iii) Aggregate
amount.

(A) Computation period and weighted aver-
age interest rate.

(B) Computation of the tentative aggregate
interest capitalization amount.

(C) Coordination with other interest cap-
italization computations.

(1) In general.

interest capitalization
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(2) Deferred interest.

(3) Other coordinating provisions.

(D) Treatment of increases or decreases in
the aggregate interest capitalization
amount.

(E) Example.

(iv) Method of accounting.

(4) Financial accounting method dis-
regarded.

(5) Treatment of
actions.

(i) General rule.

(ii) Special rule for consolidated group
with limited outside borrowing.

(iii) Example.

(6) Notional principal contracts and other
derivatives. [Reserved]

(7) 15-day repayment rule.

intercompany trans-

§1.2634-10 Unit of property.

(a) In general.

(b) Units of real property.

(1) In general.

(2) Functional interdependence.

(3) Common features.

(4) Allocation of costs to unit.

(5) Treatment of costs when a common fea-
ture is included in a unit of real property.

(i) General rule.

(ii) Production activity not undertaken on
benefitted property.

(A) Direct production activity not under-
taken.

(1) In general.

(2) Land attributable to a benefitted prop-
erty.

(B) Suspension of direct production activ-
ity after clearing and grading undertaken.

(1) General rule.

(2) Accumulated production expenditures.

(iii) Common feature placed in service be-
fore the end of production of a benefitted
property.

(iv) Benefitted property sold before produc-
tion completed on common feature.

(v) Benefitted property placed in service
before production completed on common fea-
ture.

(6) Examples.

(c) Units of tangible personal property.

(d) Treatment of installations.

$1.2634-11 Accumulated production
expenditures.

(a) General rule.

(b) When costs are first taken into ac-
count.

(1) In general.

(2) Dedication rule for materials and sup-
plies.

(c) Property produced under a contract.

(1) Customer.

(2) Contractor.

(d) Property used to produce designated
property.

(1) In general.
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(2) Example.

(3) Excluded equipment and facilities.
(e) Improvements.

(1) General rule.

(2) De minimis rule.

(f) Mid-production purchases.

(g) Related person costs.

(h) Installation.

$§1.2634-12 Production period.

(a) In general.

(b) Related person activities.

(c) Beginning of production period.

(1) In general.

(2) Real property.

(3) Tangible personal property.

(d) End of production period.

(1) In general.

(2) Special rules.

(3) Sequential production or delivery.

(4) Examples.

(e) Physical production activities.

(1) In general.

(2) Illustrations.

(f) Activities not considered physical pro-
duction.

(1) Planning and design.

(2) Incidental repairs.

(g) Suspension of production period.

(1) In general.

(2) Special rule.

(3) Method of accounting.

(4) Example.

$1.2634-13 QOil and gas activities.

(a) In general.

(b) Generally applicable rules.

(1) Beginning of production period.

(i) Onshore activities.

(ii) Offshore activities.

(2) End of production period.

(3) Accumulated production expenditures.

(i) Costs included.

(ii) Improvement unit.

(c) Special rules when definite plan not es-
tablished.

(1) In general.

(2) Oil and gas units.

(i) First productive well unit.

(ii) Subsequent units.

(3) Beginning of production period.

(i) First productive well unit.

(ii) Subsequent wells.

(4) End of production period.

(5) Accumulated production expenditures.

(i) First productive well unit.

(ii) Subsequent well unit.

(6) Allocation of interest capitalized with
respect to first productive well unit.

(7) Examples.

§1.2634-14 Rules for related persons.

§1.263A-15 Effective dates, transitional rules,
and anti-abuse rule.

(a) Effective dates.
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(b) Transitional rule for accumulated pro-
duction expenditures.

(1) In general.

(2) Property used to produce designated
property.

(c) Anti-abuse rule.
[T.D. 8482, 58 FR 42207, Aug. 9, 1993, as amend-
ed by T.D. 8584, 59 FR 67196, Dec. 29, 1994; 60
FR 16574, Mar. 31, 1995; T.D. 8728, 62 FR 42054,
Aug. 5, 1997; T.D. 8897, 656 FR 50643, Aug. 21,
2000]

§1.263A-1 Uniform capitalization of
costs.

(a) Introduction—(1) In general. The
regulations under §§1.263A-1 through
1.263A-6 provide guidance to taxpayers
that are required to capitalize certain
costs under section 263A. These regula-
tions generally apply to all costs re-
quired to be capitalized under section
263A except for interest that must be
capitalized under section 263A(f) and
the regulations thereunder. Statutory
or regulatory exceptions may provide
that section 263A does not apply to cer-
tain activities or costs; however, those
activities or costs may nevertheless be
subject to capitalization requirements
under other provisions of the Internal
Revenue Code and regulations.

(2) Effective dates. (i) In general, this
section and §§1.263A-2 and 1.263A-3
apply to costs incurred in taxable years
beginning after December 31, 1993. In
the case of property that is inventory
in the hands of the taxpayer, however,
these sections are effective for taxable
years beginning after December 31,
1993. Changes in methods of accounting
necessary as a result of the rules in
this section and §§1.263A-2 and 1.263A-
3 must be made under terms and condi-
tions prescribed by the Commissioner.
Under these terms and conditions, the
principles of §1.263A-7 must be applied
in revaluing inventory property.

(ii) For taxable years beginning be-
fore January 1, 1994, taxpayers must
take reasonable positions on their fed-
eral income tax returns when applying
section 263A. For purposes of this para-
graph (a)(2)(iii), a reasonable position
is a position consistent with the tem-
porary regulations, revenue rulings,
revenue procedures, notices, and an-
nouncements concerning section 263A
applicable in taxable years beginning
before January 1, 1994. See
§601.601(d)(2)(ii)(b) of this chapter.
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(3) General scope—(i) Property to which
section 263A applies. Taxpayers subject
to section 263A must capitalize all di-
rect costs and certain indirect costs
properly allocable to—

(A) Real property and tangible per-
sonal property produced by the tax-
payer; and

(B) Real property and personal prop-
erty described in section 1221(1), which
is acquired by the taxpayer for resale.

(ii) Property produced. Taxpayers that
produce real property and tangible per-
sonal property (producers) must cap-
italize all the direct costs of producing
the property and the property’s prop-
erly allocable share of indirect costs
(described in paragraphs (e)(2)(i) and (3)
of this section), regardless of whether
the property is sold or used in the tax-
payer’s trade or business. See §1.263A—
2 for rules relating to producers.

(iii) Property acquired for resale. Re-
tailers, wholesalers, and other tax-
payers that acquire property described
in section 1221(1) for resale (resellers)
must capitalize the direct costs of ac-
quiring the property and the property’s
properly allocable share of indirect
costs (described in paragraphs (e)(2)(ii)
and (3) of this section). See §1.263A-3
for rules relating to resellers. See also
section 263A(b)(2)(B), which excepts
from section 263A personal property ac-
quired for resale by a small reseller.

(iv) Inventories valued at market. Sec-
tion 263A does not apply to inventories
valued at market under either the mar-
ket method or the lower of cost or mar-
ket method if the market valuation
used by the taxpayer generally equals
the property’s fair market value. For
purposes of this paragraph (a)@3)@iv),
the term fair market value means the
price at which the taxpayer sells its in-
ventory to its customers (e.g., as in the
market value definition provided in
§1.471-4(b)) less, if applicable, the di-
rect cost of disposing of the inventory.
However, section 263A does apply in de-
termining the market value of any in-
ventory for which market is deter-
mined with reference to replacement
cost or reproduction cost. See §§1.471-4
and 1.471-5.

(v) Property produced in a farming
business. Section 263A generally re-
quires taxpayers engaged in a farming
business to capitalize certain costs. See
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sections 263A(d) and 263A(e) and
§1.263A-4 for rules relating to tax-
payers engaged in a farming business.

(vi) Creative property. Section 263A
generally requires taxpayers engaged
in the production and resale of creative
property to capitalize certain costs.

(vii) Property produced or property ac-
quired for resale by foreign persons. Sec-
tion 263A generally applies to foreign
persons.

(b) Exceptions—(1) Small resellers. See
section 263A(b)(2)(B) for the $10,000,000
gross receipts exception for small re-
sellers of personal property. See
§1.263A-3(b) for rules relating to this
exception. See also the exception for
small resellers with de minimis produc-
tion activities in §1.263A-3(a)(2)(ii) and
the exception for small resellers that
have property produced under contract
in §1.263A-3(a)(3).

(2) Long-term contracts. Except for
certain home construction contracts
described in section 460(e)(1), section
263A does not apply to any property
produced by the taxpayer pursuant to a
long-term contract as defined in sec-
tion 460(f), regardless of whether the
taxpayer uses an inventory method to
account for such production.

(3) Costs incurred in certain farming
businesses. See section 263A(d) for an
exception for costs paid or incurred in
certain farming businesses. See
§1.263A-4 for specific rules relating to
taxpayers engaged in the trade or busi-
ness of farming.

(4) Costs incurred in raising, harvesting,
or growing timber. See section 263A(c)(5)
for an exception for costs paid or in-
curred in raising, harvesting, or grow-
ing timber and certain ornamental
trees. See §1.263A—4, however, for rules
relating to taxpayers producing certain
trees to which section 263A applies.

(5) Qualified creative expenses. See sec-
tion 263A(h) for an exception for quali-
fied creative expenses paid or incurred
by certain free-lance authors, photog-
raphers, and artists.

(6) Certain not-for-profit activities. See
section 263A(c)(1) for an exception for
property produced by a taxpayer for
use by the taxpayer other than in a
trade or business or an activity con-
ducted for profit. This exception does
not apply, however, to property pro-
duced by an exempt organization in
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connection with its unrelated trade or
business activities.

(7) Intangible drilling and development
costs. See section 263A(c)(3) for an ex-
ception for intangible drilling and de-
velopment costs. Additionally, section
263A does not apply to any amount al-
lowable as a deduction under section
59(e) with respect to qualified expendi-
tures under sections 263(c), 616(a), or
617(a).

(8) Natural gas acquired for resale.
Under this paragraph (b)(8), section
263A does not apply to any costs in-
curred by a taxpayer relating to nat-
ural gas acquired for resale to the ex-
tent such costs would otherwise be al-
locable to cushion gas.

(i) Cushion gas. Cushion gas is the
portion of gas stored in an underground
storage facility or reservoir that is re-
quired to maintain the level of pressure
necessary for operation of the facility.
However, section 263A applies to costs
incurred by a taxpayer relating to nat-
ural gas acquired for resale to the ex-
tent such costs are properly allocable
to emergency gas.

(ii) Emergency gas. Emergency gas is
natural gas stored in an underground
storage facility or reservoir for use
during periods of unusually heavy cus-
tomer demand.

(9) Research and experimental expendi-
tures. See section 263A(c)(2) for an ex-
ception for any research and experi-
mental expenditure allowable as a de-
duction under section 174 or the regula-
tions thereunder. Additionally, section
263A does not apply to any amount al-
lowable as a deduction under section
b9(e) with respect to qualified expendi-
tures under section 174.

(10) Certain property that is substan-
tially constructed. Section 263A does not
apply to any property produced by a
taxpayer for use in its trade or busi-
ness if substantial construction oc-
curred before March 1, 1986.

(i) For purposes of this section, sub-
stantial construction is deemed to have
occurred if the lesser of—

(A) 10 percent of the total estimated
costs of construction; or

(B) The greater of $10 million or 2
percent of the total estimated costs of
construction, was incurred before
March 1, 1986.
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(ii) For purposes of the provision in
paragraph (b)(10)(i) of this section, the
total estimated costs of construction
shall be determined by reference to a
reasonable estimate, on or before
March 1, 1986, of such amount. Assume,
for example, that on March 1, 1986, the
estimated costs of constructing a facil-
ity were $150 million. Assume that be-
fore March 1, 1986, $12 million of con-
struction costs had been incurred.
Based on the above facts, substantial
construction would be deemed to have
occurred before March 1, 1986, because
$12 million (the costs of construction
incurred before such date) is greater
than $10 million (the lesser of $15 mil-
lion; or the greater of $10 million or $3
million). For purposes of this provi-
sion, construction costs are defined as
those costs incurred after construction
has commenced at the site of the prop-
erty being constructed (unless the
property will not be located on land
and, therefore, the initial construction
of the property must begin at a loca-
tion other than the intended site). For
example, in the case of a building, con-
struction commences when work be-
gins on the building, such as the exca-
vation of the site, the pouring of pads
for the building, or the driving of foun-
dation pilings into the ground. Prelimi-
nary activities such as project engi-
neering and architectural design do not
constitute the commencement of con-
struction, nor are such costs consid-
ered construction costs, for purposes of
this paragraph (b)(10).

(11) Certain property provided incident
to services—(i) In general. Under this
paragraph (b)(11), section 263A does not
apply to property that is provided to a
client (or customer) incident to the
provision of services by the taxpayer if
the property provided to the client is—

(A) De minimis in amount; and

(B) Not inventory in the hands of the
service provider.

(i1) Definition of services. For purposes
of this paragraph (b)(11), services is de-
fined with reference to its ordinary and
accepted meaning under federal income
tax principles. In determining whether
a taxpayer is a bona-fide service pro-
vider under this paragraph (b)(11), the
nature of the taxpayer’s trade or busi-
ness and the facts and circumstances
surrounding the taxpayer’s trade or
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business activities must be considered.
Examples of taxpayers qualifying as
service providers under this paragraph
include taxpayers performing services
in the fields of health, law, engineer-
ing, architecture, accounting, actuarial
science, performing arts, or consulting.

(iii) De minimis property provided inci-
dent to services. In determining whether
property provided to a client by a serv-
ice provider is de minimis in amount,
all facts and circumstances, such as
the nature of the taxpayer’s trade or
business and the volume of its service
activities in the trade or business,
must be considered. A significant fac-
tor in making this determination is the
relationship between the acquisition or
direct materials costs of the property
that is provided to clients and the price
that the taxpayer charges its clients
for its services and the property. For
purposes of this paragraph (b)(11), if
the acquisition or direct materials cost
of the property provided to a client in-
cident to the services is less than or
equal to five percent of the price
charged to the client for the services
and property, the property is de mini-
mis. If the acquisition or direct mate-
rials cost of the property exceeds five
percent of the price charged for the
services and property, the property
may be de minimis if additional facts
and circumstances so indicate.

(12) De minimis rule for certain pro-
ducers with total indirect costs of $200,000
or less. See §1.263A-2(b)(3)(iv) for a de
minimis rule that treats producers
with total indirect costs of $200,000 or
less as having no additional section
263A costs (as defined in paragraph
(d)(3) of this section) for purposes of
the simplified production method.

(13) Exception for the origination of
loans. For  purposes of section
263A(b)(2)(A), the origination of loans
is not considered the acquisition of in-
tangible property for resale. (But sec-
tion 263A(b)(2)(A) does include the ac-
quisition by a taxpayer of pre-existing
loans from other persons for resale.)

(14) [Reserved] For further guidance,
see §1.263A-1T(b)(14).

(c) General operation of section 263A—
(1) Allocations. Under section 263A, tax-
payers must capitalize their direct
costs and a properly allocable share of
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their indirect costs to property pro-
duced or property acquired for resale.
In order to determine these
capitalizable costs, taxpayers must al-
locate or apportion costs to various ac-
tivities, including production or resale
activities. After section 263A costs are
allocated to the appropriate production
or resale activities, these costs are gen-
erally allocated to the items of prop-
erty produced or property acquired for
resale during the taxable year and cap-
italized to the items that remain on
hand at the end of the taxable year.
See however, the simplified production
method and the simplified resale meth-
od in §§1.263A-2(b) and 1.263A-3(d).

(2) Otherwise deductible. (i) Any cost
which (but for section 263A and the reg-
ulations thereunder) may not be taken
into account in computing taxable in-
come for any taxable year is not treat-
ed as a cost properly allocable to prop-
erty produced or acquired for resale
under section 263A and the regulations
thereunder. Thus, for example, if a
business meal deduction is limited by
section 274(n) to 80 percent of the cost
of the meal, the amount properly allo-
cable to property produced or acquired
for resale under section 263A is also
limited to 80 percent of the cost of the
meal.

(ii) The amount of any cost required
to be capitalized under section 263A
may not be included in inventory or
charged to capital accounts or basis
any earlier than the taxable year dur-
ing which the amount is incurred with-
in the meaning of §1.446-1(c)(1)(ii).

(3) Capitalize. Capitalize means, in
the case of property that is inventory
in the hands of a taxpayer, to include
in inventory costs and, in the case of
other property, to charge to a capital
account or basis.

(4) [Reserved] For further guidance,
see §1.263A-1T(c)(4).

(d) Definitions—(1) Self-constructed as-
sets. Self-constructed assets are assets
produced by a taxpayer for use by the
taxpayer in its trade or business. Self-
constructed assets are subject to sec-
tion 263A.

(2) Section 471 costs—(i) In general. Ex-
cept as otherwise provided in para-
graphs (d)(2)(ii) and (iii) of this section,
for purposes of the regulations under
section 263A, a taxpayer’s section 471
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costs are the costs, other than interest,
capitalized under its method of ac-
counting immediately prior to the ef-
fective date of section 263A. Thus, al-
though section 471 applies only to in-
ventories, section 471 costs include any
non-inventory costs, other than inter-
est, capitalized or included in acquisi-
tion or production costs under the tax-
payer’s method of accounting imme-
diately prior to the effective date of
section 263A.

(i) New taxpayers. In the case of a
new taxpayer, section 471 costs are
those acquisition or production costs,
other than interest, that would have
been required to be capitalized by the
taxpayer if the taxpayer had been in
existence immediately prior to the ef-
fective date of section 263A.

(iii) Method changes. If a taxpayer in-
cluded a cost described in §1.471-
11(c)(2)(iii) in its inventoriable costs
immediately prior to the effective date
of section 263A, that cost is included in
the taxpayer’s section 471 costs under
paragraph (d)(2)(i) of this section. Ex-
cept as provided in the following sen-
tence, a change in the financial report-
ing practices of a taxpayer for costs de-
scribed in §1.471-11(c)(2)(iii) subsequent
to the effective date of section 263A
does not affect the classification of
these costs as section 471 costs. A tax-
payer may change its established
methods of accounting used in deter-
mining section 471 costs only with the
consent of the Commissioner as re-
quired under section 446(e) and the reg-
ulations thereunder.

(3) Additional section 263A costs. Addi-
tional section 263A costs are defined as
the costs, other than interest, that
were not capitalized under the tax-
payer’s method of accounting imme-
diately prior to the effective date of
section 263A (adjusted as appropriate
for any changes in methods of account-
ing for section 471 costs under para-
graph (d)(2)(iii) of this section), but
that are required to be capitalized
under section 263A. For new taxpayers,
additional section 263A costs are de-
fined as the costs, other than interest,
that the taxpayer must capitalize
under section 263A, but which the tax-
payer would not have been required to
capitalize if the taxpayer had been in

636



Internal Revenue Service, Treasury

existence prior to the effective date of
section 263A.

(4) Section 263A costs. Section 263A
costs are defined as the costs that a
taxpayer must capitalize under section
263A. Thus, section 263A costs are the
sum of a taxpayer’s section 471 costs,
its additional section 263A costs, and
interest capitalizable under section
263A(F).

(e) Types of costs subject to capitaliza-
tion—(1) In general. Taxpayers subject
to section 263A must capitalize all di-
rect costs and certain indirect costs
properly allocable to property pro-
duced or property acquired for resale.
This paragraph (e) describes the types
of costs subject to section 263A.

(2) Direct costs—(i) Producers. Pro-
ducers must capitalize direct material
costs and direct labor costs.

(A) [Reserved] For further guidance,
see §1.263A-1T(e)(2)(1)(A).

(B) Direct labor costs include the costs
of labor that can be identified or asso-
ciated with particular units or groups
of units of specific property produced.
For this purpose, labor encompasses
full-time and part-time employees, as
well as contract employees and inde-
pendent contractors. Direct labor costs
include all elements of compensation
other than employee benefit costs de-
scribed in paragraph (e)(3)(ii)(D) of this
section. Elements of direct labor costs
include basic compensation, overtime
pay, vacation pay, holiday pay, sick
leave pay (other than payments pursu-
ant to a wage continuation plan under
section 105(d) as it existed prior to its
repeal in 1983), shift differential, pay-
roll taxes, and payments to a supple-
mental unemployment benefit plan.

(i1) Resellers. Resellers must cap-
italize the acquisition costs of property
acquired for resale. In the case of in-
ventory, the acquisition cost is the
cost described in §1.471-3(b).

(3) Indirect costs—(i) In general. Indi-
rect costs are defined as all costs other
than direct material costs and direct
labor costs (in the case of property pro-
duced) or acquisition costs (in the case
of property acquired for resale). Tax-
payers subject to section 263A must
capitalize all indirect costs properly al-
locable to property produced or prop-
erty acquired for resale. Indirect costs
are properly allocable to property pro-
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duced or property acquired for resale
when the costs directly benefit or are
incurred by reason of the performance
of production or resale activities. Indi-
rect costs may be allocable to both pro-
duction and resale activities, as well as
to other activities that are not subject
to section 263A. Taxpayers subject to
section 263A must make a reasonable
allocation of indirect costs between
production, resale, and other activities.

(i1) Examples of indirect costs required
to be capitaliced. The following are ex-
amples of indirect costs that must be
capitalized to the extent they are prop-
erly allocable to property produced or
property acquired for resale:

(A) Indirect labor costs. Indirect labor
costs include all labor costs (including
the elements of labor costs set forth in
paragraph (e)(2)(i) of this section) that
cannot be directly identified or associ-
ated with particular units or groups of
units of specific property produced or
property acquired for resale (e.g., fac-
tory labor that is not direct labor). As
in the case of direct labor, indirect
labor encompasses full-time and part-
time employees, as well as contract
employees and independent contrac-

tors.
(B) Officers’ compensation. Officers’
compensation includes compensation

paid to officers of the taxpayer.

(C) Pension and other related costs.
Pension and other related costs include
contributions paid to or made under
any stock bonus, pension, profit-shar-
ing or annuity plan, or other plan de-
ferring the receipt of compensation,
whether or not the plan qualifies under
section 401(a). Contributions to em-
ployee plans representing past services
must be capitalized in the same man-
ner (and in the same proportion to
property currently being acquired or
produced) as amounts contributed for
current service.

(D) Employee benefit expenses. Em-
ployee benefit expenses include all
other employee benefit expenses (not
described in paragraph (e)(3)(ii)(C) of
this section) to the extent such ex-
penses are otherwise allowable as de-
ductions under chapter 1 of the Inter-
nal Revenue Code. These other em-
ployee benefit expenses include: work-
er’s compensation; amounts otherwise
deductible or allowable in reducing
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earnings and profits under section
404A; payments pursuant to a wage
continuation plan under section 105(d)
as it existed prior to its repeal in 1983;
amounts includible in the gross income
of employees under a method or ar-
rangement of employer contributions
or compensation that has the effect of
a stock bonus, pension, profit-sharing
or annuity plan, or other plan deferring
receipt of compensation or providing
deferred benefits; premiums on life and
health insurance; and miscellaneous
benefits provided for employees such as
safety, medical treatment, recreational
and eating facilities, membership dues,
etc. Employee benefit expenses do not,
however, include direct labor costs de-
scribed in paragraph (e)(2)(i) of this
section.

(BE) [Reserved] For further guidance,
see §1.263A-1T(e)(3)({1)(E).

(F) Purchasing costs. Purchasing costs
include costs attributable to pur-
chasing activities. See §1.263A-3(c)(3)
for a further discussion of purchasing
costs.

(&) Handling costs. Handling costs in-
clude costs attributable to processing,
assembling, repackaging and trans-
porting goods, and other similar activi-
ties. See §1.263A-3(c)(4) for a further
discussion of handling costs.

(H) Storage costs. Storage costs in-
clude the costs of carrying, storing, or
warehousing property. See §1.263A-
3(c)(b) for a further discussion of stor-
age costs.

(I) Cost recovery. Cost recovery in-
cludes depreciation, amortization, and
cost recovery allowances on equipment
and facilities (including depreciation
or amortization of self-constructed as-
sets or other previously produced or ac-
quired property to which section 263A
or section 263 applies).

(J) Depletion. Depletion includes al-
lowances for depletion, whether or not
in excess of cost. Depletion is, however,
only properly allocable to property
that has been sold (i.e., for purposes of
determining gain or loss on the sale of
the property).

(K) Rent. Rent includes the cost of
renting or leasing equipment, facili-
ties, or land.

(L) Tazxes. Taxes include those taxes
(other than taxes described in para-
graph (e)(3)(iii)(F')