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(ii) Taxable years beginning prior to 
January 1, 2002. An S corporation de-
scribed in paragraph (c)(1) of this sec-
tion that requests, in accordance with 
this paragraph, that a termination of 
its election under section 444 be dis-
regarded will not be required to amend 
any prior Federal income tax returns, 
make any required payments under 
section 7519, or file any returns under 
§ 1.7519–2T, with respect to taxable 
years beginning on or after the date 
the termination of its section 444 elec-
tion was effective and prior to January 
1, 2002. 

(iii) Section 7519: required payments 
and returns. The Internal Revenue 
Service waives any requirement for an 
S corporation described in paragraph 
(c)(1) of this section to file the federal 
tax returns and make any required 
payments under section 7519 for years 
prior to the taxable year of continu-
ation as described in paragraph (c)(3)(i) 
of this section, if for such years the S 
corporation filed its federal income tax 
returns on the basis of its required tax-
able year. 

[T.D. 8994, 67 FR 34394, May 14, 2002] 

METHODS OF ACCOUNTING 

METHODS OF ACCOUNTING IN GENERAL 

§ 1.446–1 General rule for methods of 
accounting. 

(a) General rule. (1) Section 446(a) pro-
vides that taxable income shall be 
computed under the method of ac-
counting on the basis of which a tax-
payer regularly computes his income in 
keeping his books. The term ‘‘method 
of accounting’’ includes not only the 
overall method of accounting of the 
taxpayer but also the accounting treat-
ment of any item. Examples of such 
over-all methods are the cash receipts 
and disbursements method, an accrual 
method, combinations of such methods, 
and combinations of the foregoing with 
various methods provided for the ac-
counting treatment of special items. 
These methods of accounting for spe-
cial items include the accounting 
treatment prescribed for research and 
experimental expenditures, soil and 
water conservation expenditures, de-
preciation, net operating losses, etc. 
Except for deviations permitted or re-

quired by such special accounting 
treatment, taxable income shall be 
computed under the method of ac-
counting on the basis of which the tax-
payer regularly computes his income in 
keeping his books. For requirement re-
specting the adoption or change of ac-
counting method, see section 446(e) and 
paragraph (e) of this section. 

(2) It is recognized that no uniform 
method of accounting can be prescribed 
for all taxpayers. Each taxpayer shall 
adopt such forms and systems as are, 
in his judgment, best suited to his 
needs. However, no method of account-
ing is acceptable unless, in the opinion 
of the Commissioner, it clearly reflects 
income. A method of accounting which 
reflects the consistent application of 
generally accepted accounting prin-
ciples in a particular trade or business 
in accordance with accepted conditions 
or practices in that trade or business 
will ordinarily be regarded as clearly 
reflecting income, provided all items of 
gross income and expense are treated 
consistently from year to year. 

(3) Items of gross income and expend-
itures which are elements in the com-
putation of taxable income need not be 
in the form of cash. It is sufficient that 
such items can be valued in terms of 
money. For general rules relating to 
the taxable year for inclusion of in-
come and for taking deductions, see 
sections 451 and 461, and the regula-
tions thereunder. 

(4) Each taxpayer is required to make 
a return of his taxable income for each 
taxable year and must maintain such 
accounting records as will enable him 
to file a correct return. See section 6001 
and the regulations thereunder. Ac-
counting records include the taxpayer’s 
regular books of account and such 
other records and data as may be nec-
essary to support the entries on his 
books of account and on his return, as 
for example, a reconciliation of any 
differences between such books and his 
return. The following are among the 
essential features that must be consid-
ered in maintaining such records: 

(i) In all cases in which the produc-
tion, purchase, or sale of merchandise 
of any kind is an income-producing fac-
tor, merchandise on hand (including 
finished goods, work in process, raw 
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materials, and supplies) at the begin-
ning and end of the year shall be taken 
into account in computing the taxable 
income of the year. (For rules relating 
to computation of inventories, see sec-
tion 263A, 471, and 472 and the regula-
tions thereunder.) 

(ii) Expenditures made during the 
year shall be properly classified as be-
tween capital and expense. For exam-
ple, expenditures for such items as 
plant and equipment, which have a use-
ful life extending substantially beyond 
the taxable year, shall be charged to a 
capital account and not to an expense 
account. 

(iii) In any case in which there is al-
lowable with respect to an asset a de-
duction for depreciation, amortization, 
or depletion, any expenditures (other 
than ordinary repairs) made to restore 
the asset or prolong its useful life shall 
be added to the asset account or 
charged against the appropriate re-
serve. 

(b) Exceptions. (1) If the taxpayer does 
not regularly employ a method of ac-
counting which clearly reflects his in-
come, the computation of taxable in-
come shall be made in a manner which, 
in the opinion of the Commissioner, 
does clearly reflect income. 

(2) A taxpayer whose sole source of 
income is wages need not keep formal 
books in order to have an accounting 
method. Tax returns, copies thereof, or 
other records may be sufficient to es-
tablish the use of the method of ac-
counting used in the preparation of the 
taxpayer’s income tax returns. 

(c) Permissible methods—(1) In general. 
Subject to the provisions of paragraphs 
(a) and (b) of this section, a taxpayer 
may compute his taxable income under 
any of the following methods of ac-
counting: 

(i) Cash receipts and disbursements 
method. Generally, under the cash re-
ceipts and disbursements method in 
the computation of taxable income, all 
items which constitute gross income 
(whether in the form of cash, property, 
or services) are to be included for the 
taxable year in which actually or con-
structively received. Expenditures are 
to be deducted for the taxable year in 
which actually made. For rules relat-
ing to constructive receipt, see § 1.451– 
2. For treatment of an expenditure at-

tributable to more than one taxable 
year, see section 461(a) and paragraph 
(a)(1) of § 1.461–1. 

(ii) Accrual method. (A) Generally, 
under an accrual method, income is to 
be included for the taxable year when 
all the events have occurred that fix 
the right to receive the income and the 
amount of the income can be deter-
mined with reasonable accuracy. Under 
such a method, a liability is incurred, 
and generally is taken into account for 
Federal income tax purposes, in the 
taxable year in which all the events 
have occurred that establish the fact of 
the liability, the amount of the liabil-
ity can be determined with reasonable 
accuracy, and economic performance 
has occurred with respect to the liabil-
ity. (See paragraph (a)(2)(iii)(A) of 
§ 1.461–1 for examples of liabilities that 
may not be taken into account until 
after the taxable year incurred, and see 
§§ 1.461–4 through 1.461–6 for rules relat-
ing to economic performance.) Applica-
ble provisions of the Code, the Income 
Tax Regulations, and other guidance 
published by the Secretary prescribe 
the manner in which a liability that 
has been incurred is taken into ac-
count. For example, section 162 pro-
vides that a deductible liability gen-
erally is taken into account in the tax-
able year incurred through a deduction 
from gross income. As a further exam-
ple, under section 263 or 263A, a liabil-
ity that relates to the creation of an 
asset having a useful life extending 
substantially beyond the close of the 
taxable year is taken into account in 
the taxable year incurred through cap-
italization (within the meaning of 
§ 1.263A–1(c)(3)) and may later affect the 
computation of taxable income 
through depreciation or otherwise over 
a period including subsequent taxable 
years, in accordance with applicable 
Internal Revenue Code sections and re-
lated guidance. 

(B) The term ‘‘liability’’ includes any 
item allowable as a deduction, cost, or 
expense for Federal income tax pur-
poses. In addition to allowable deduc-
tions, the term includes any amount 
otherwise allowable as a capitalized 
cost, as a cost taken into account in 
computing cost of goods sold, as a cost 
allocable to a long-term contract, or as 
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any other cost or expense. Thus, for ex-
ample, an amount that a taxpayer ex-
pends or will expend for capital im-
provements to property must be in-
curred before the taxpayer may take 
the amount into account in computing 
its basis in the property. The term ‘‘li-
ability’’ is not limited to items for 
which a legal obligation to pay exists 
at the time of payment. Thus, for ex-
ample, amounts prepaid for goods or 
services and amounts paid without a 
legal obligation to do so may not be 
taken into account by an accrual basis 
taxpayer any earlier than the taxable 
year in which those amounts are in-
curred. 

(C) No method of accounting is ac-
ceptable unless, in the opinion of the 
Commissioner, it clearly reflects in-
come. The method used by the tax-
payer in determining when income is 
to be accounted for will generally be 
acceptable if it accords with generally 
accepted accounting principles, is con-
sistently used by the taxpayer from 
year to year, and is consistent with the 
Income Tax Regulations. For example, 
a taxpayer engaged in a manufacturing 
business may account for sales of the 
taxpayer’s product when the goods are 
shipped, when the product is delivered 
or accepted, or when title to the goods 
passes to the customers, whether or 
not billed, depending on the method 
regularly employed in keeping the tax-
payer’s books. 

(iii) Other permissible methods. Special 
methods of accounting are described 
elsewhere in chapter 1 of the Code and 
the regulations thereunder. For exam-
ple, see the following sections and the 
regulations thereunder: Sections 61 and 
162, relating to the crop method of ac-
counting; section 453, relating to the 
installment method; section 460, relat-
ing to the long-term contract methods. 
In addition, special methods of ac-
counting for particular items of in-
come and expense are provided under 
other sections of chapter 1. For exam-
ple, see section 174, relating to research 
and experimental expenditures, and 
section 175, relating to soil and water 
conservation expenditures. 

(iv) Combinations of the foregoing 
methods. (a) In accordance with the fol-
lowing rules, any combination of the 
foregoing methods of accounting will 

be permitted in connection with a 
trade or business if such combination 
clearly reflects income and is consist-
ently used. Where a combination of 
methods of accounting includes any 
special methods, such as those referred 
to in subdivision (iii) of this subpara-
graph, the taxpayer must comply with 
the requirements relating to such spe-
cial methods. A taxpayer using an ac-
crual method of accounting with re-
spect to purchases and sales may use 
the cash method in computing all other 
items of income and expense. However, 
a taxpayer who uses the cash method 
of accounting in computing gross in-
come from his trade or business shall 
use the cash method in computing ex-
penses of such trade or business. Simi-
larly, a taxpayer who uses an accrual 
method of accounting in computing 
business expenses shall use an accrual 
method in computing items affecting 
gross income from his trade or busi-
ness. 

(b) A taxpayer using one method of 
accounting in computing items of in-
come and deductions of his trade or 
business may compute other items of 
income and deductions not connected 
with his trade or business under a dif-
ferent method of accounting. 

(2) Special rules. (i) In any case in 
which it is necessary to use an inven-
tory the accrual method of accounting 
must be used with regard to purchases 
and sales unless otherwise authorized 
under subdivision (ii) of this subpara-
graph. 

(ii) No method of accounting will be 
regarded as clearly reflecting income 
unless all items of gross profit and de-
ductions are treated with consistency 
from year to year. The Commissioner 
may authorize a taxpayer to adopt or 
change to a method of accounting per-
mitted by this chapter although the 
method is not specifically described in 
the regulations in this part if, in the 
opinion of the Commissioner, income is 
clearly reflected by the use of such 
method. Further, the Commissioner 
may authorize a taxpayer to continue 
the use of a method of accounting con-
sistently used by the taxpayer, even 
though not specifically authorized by 
the regulations in this part, if, in the 
opinion of the Commissioner, income is 
clearly reflected by the use of such 
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method. See section 446(a) and para-
graph (a) of this section, which require 
that taxable income shall be computed 
under the method of accounting on the 
basis of which the taxpayer regularly 
computes his income in keeping his 
books, and section 446(e) and paragraph 
(e) of this section, which require the 
prior approval of the Commissioner in 
the case of changes in accounting 
method. 

(iii) The timing rules of § 1.1502–13 are 
a method of accounting for intercom-
pany transactions (as defined in 
§ 1.1502–13(b)(1)(i)), to be applied by 
each member of a consolidated group 
in addition to the member’s other 
methods of accounting. See § 1.1502– 
13(a)(3)(i). This paragraph (c)(2)(iii) is 
applicable to consolidated return years 
beginning on or after November 7, 2001. 

(d) Taxpayer engaged in more than one 
business. (1) Where a taxpayer has two 
or more separate and distinct trades or 
businesses, a different method of ac-
counting may be used for each trade or 
business, provided the method used for 
each trade or business clearly reflects 
the income of that particular trade or 
business. For example, a taxpayer may 
account for the operations of a per-
sonal service business on the cash re-
ceipts and disbursements method and 
of a manufacturing business on an ac-
crual method, provided such businesses 
are separate and distinct and the meth-
ods used for each clearly reflect in-
come. The method first used in ac-
counting for business income and de-
ductions in connection with each trade 
or business, as evidenced in the tax-
payer’s income tax return in which 
such income or deductions are first re-
ported, must be consistently followed 
thereafter. 

(2) No trade or business will be con-
sidered separate and distinct for pur-
poses of this paragraph unless a com-
plete and separable set of books and 
records is kept for such trade or busi-
ness. 

(3) If, by reason of maintaining dif-
ferent methods of accounting, there is 
a creation or shifting of profits or 
losses between the trades or businesses 
of the taxpayer (for example, through 
inventory adjustments, sales, pur-
chases, or expenses) so that income of 
the taxpayer is not clearly reflected, 

the trades or businesses of the tax-
payer will not be considered to be sepa-
rate and distinct. 

(e) Requirement respecting the adoption 
or change of accounting method. (1) A 
taxpayer filing his first return may 
adopt any permissible method of ac-
counting in computing taxable income 
for the taxable year covered by such re-
turn. See section 446(c) and paragraph 
(c) of this section for permissible meth-
ods. Moreover, a taxpayer may adopt 
any permissible method of accounting 
in connection with each separate and 
distinct trade or business, the income 
from which is reported for the first 
time. See section 446(d) and paragraph 
(d) of this section. See also section 
446(a) and paragraph (a) of this section. 

(2)(i) Except as otherwise expressly 
provided in chapter 1 of the Code and 
the regulations thereunder, a taxpayer 
who changes the method of accounting 
employed in keeping his books shall, 
before computing his income upon such 
new method for purposes of taxation, 
secure the consent of the Commis-
sioner. Consent must be secured wheth-
er or not such method is proper or is 
permitted under the Internal Revenue 
Code or the regulations thereunder. 

(ii) (a) A change in the method of ac-
counting includes a change in the over-
all plan of accounting for gross income 
or deductions or a change in the treat-
ment of any material item used in such 
overall plan. Although a method of ac-
counting may exist under this defini-
tion without the necessity of a pattern 
of consistent treatment of an item, in 
most instances a method of accounting 
is not established for an item without 
such consistent treatment. A material 
item is any item that involves the 
proper time for the inclusion of the 
item in income or the taking of a de-
duction. Changes in method of account-
ing include a change from the cash re-
ceipts and disbursement method to an 
accrual method, or vice versa, a change 
involving the method or basis used in 
the valuation of inventories (see sec-
tions 471 and 472 and the regulations 
under sections 471 and 472), a change 
from the cash or accrual method to a 
long-term contract method, or vice 
versa (see § 1.460–4), certain changes in 
computing depreciation or amortiza-
tion (see paragraph (e)(2)(ii)(d) of this 

VerDate Sep<11>2014 13:22 Jun 13, 2017 Jkt 241096 PO 00000 Frm 00063 Fmt 8010 Sfmt 8010 Y:\SGML\241096.XXX 241096rm
aj

et
te

 o
n 

D
S

K
2T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



54 

26 CFR Ch. I (4–1–17 Edition) § 1.446–1 

section), a change involving the adop-
tion, use or discontinuance of any 
other specialized method of computing 
taxable income, such as the crop meth-
od, and a change where the Internal 
Revenue Code and regulations under 
the Internal Revenue Code specifically 
require that the consent of the Com-
missioner must be obtained before 
adopting such a change. 

(b) A change in method of accounting 
does not include correction of mathe-
matical or posting errors, or errors in 
the computation of tax liability (such 
as errors in computation of the foreign 
tax credit, net operating loss, percent-
age depletion, or investment credit). 
Also, a change in method of accounting 
does not include adjustment of any 
item of income or deduction that does 
not involve the proper time for the in-
clusion of the item of income or the 
taking of a deduction. For example, 
corrections of items that are deducted 
as interest or salary, but that are in 
fact payments of dividends, and of 
items that are deducted as business ex-
penses, but that are in fact personal ex-
penses, are not changes in method of 
accounting. In addition, a change in 
the method of accounting does not in-
clude an adjustment with respect to 
the addition to a reserve for bad debts. 
Although such adjustment may involve 
the question of the proper time for the 
taking of a deduction, such items are 
traditionally corrected by adjustment 
in the current and future years. For 
the treatment of the adjustment of the 
addition to a bad debt reserve (for ex-
ample, for banks under section 585 of 
the Internal Revenue Code), see the 
regulations under section 166 of the In-
ternal Revenue Code. A change in the 
method of accounting also does not in-
clude a change in treatment resulting 
from a change in underlying facts. For 
further guidance on changes involving 
depreciable or amortizable assets, see 
paragraph (e)(2)(ii)(d) of this section 
and § 1.1016–3(h). 

(c) A change in an overall plan or sys-
tem of identifying or valuing items in 
inventory is a change in method of ac-
counting. Also a change in the treat-
ment of any material item used in the 
overall plan for identifying or valuing 
items in inventory is a change in meth-
od of accounting. 

(d) Changes involving depreciable or 
amortizable assets—(1) Scope. This para-
graph (e)(2)(ii)(d) applies to property 
subject to section 167, 168, 197, 1400I, 
1400L(c), to section 168 prior to its 
amendment by the Tax Reform Act of 
1986 (100 Stat. 2121) (former section 168), 
or to an additional first year deprecia-
tion deduction provision of the Inter-
nal Revenue Code (for example, section 
168(k), 1400L(b), or 1400N(d)). 

(2) Changes in depreciation or amortiza-
tion that are a change in method of ac-
counting. Except as provided in para-
graph (e)(2)(ii)(d)(3) of this section, a 
change in the treatment of an asset 
from nondepreciable or nonamortizable 
to depreciable or amortizable, or vice 
versa, is a change in method of ac-
counting. Additionally, a correction to 
require depreciation or amortization in 
lieu of a deduction for the cost of de-
preciable or amortizable assets that 
had been consistently treated as an ex-
pense in the year of purchase, or vice 
versa, is a change in method of ac-
counting. Further, except as provided 
in paragraph (e)(2)(ii)(d)(3) of this sec-
tion, the following changes in com-
puting depreciation or amortization 
are a change in method of accounting: 

(i) A change in the depreciation or 
amortization method, period of recov-
ery, or convention of a depreciable or 
amortizable asset. 

(ii) A change from not claiming to 
claiming the additional first year de-
preciation deduction provided by, for 
example, section 168(k), 1400L(b), or 
1400N(d), for, and the resulting change 
to the amount otherwise allowable as a 
depreciation deduction for the remain-
ing adjusted depreciable basis (or simi-
lar basis) of, depreciable property that 
qualifies for the additional first year 
depreciation deduction (for example, 
qualified property, 50-percent bonus de-
preciation property, qualified New 
York Liberty Zone property, or quali-
fied Gulf Opportunity Zone property), 
provided the taxpayer did not make the 
election out of the additional first year 
depreciation deduction (or did not 
make a deemed election out of the ad-
ditional first year depreciation deduc-
tion; for further guidance, for example, 
see Rev. Proc. 2002–33 (2002–1 C.B. 963), 
Rev. Proc. 2003–50 (2003–2 C.B. 119), No-
tice 2006–77 (2006–40 I.R.B. 590), and 
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§ 601.601(d)(2)(ii)(b) of this chapter) for 
the class of property in which the de-
preciable property that qualifies for 
the additional first year depreciation 
deduction (for example, qualified prop-
erty, 50-percent bonus depreciation 
property, qualified New York Liberty 
Zone property, or qualified Gulf Oppor-
tunity Zone property) is included. 

(iii) A change from claiming the 30- 
percent additional first year deprecia-
tion deduction to claiming the 50-per-
cent additional first year depreciation 
deduction for depreciable property that 
qualifies for the 50-percent additional 
first year depreciation deduction, pro-
vided the property is not included in 
any class of property for which the tax-
payer elected the 30-percent, instead of 
the 50-percent, additional first year de-
preciation deduction (for example, 50- 
percent bonus depreciation property or 
qualified Gulf Opportunity Zone prop-
erty), or a change from claiming the 50- 
percent additional first year deprecia-
tion deduction to claiming the 30-per-
cent additional first year depreciation 
deduction for depreciable property that 
qualifies for the 30-percent additional 
first year depreciation deduction, in-
cluding property that is included in a 
class of property for which the tax-
payer elected the 30-percent, instead of 
the 50-percent, additional first year de-
preciation deduction (for example, 
qualified property or qualified New 
York Liberty Zone property), and the 
resulting change to the amount other-
wise allowable as a depreciation deduc-
tion for the property’s remaining ad-
justed depreciable basis (or similar 
basis). This paragraph (e)(2)(ii)(d)(2)(iii) 
does not apply if a taxpayer is making 
a late election or revoking a timely 
valid election under the applicable ad-
ditional first year depreciation deduc-
tion provision of the Internal Revenue 
Code (for example, section 168(k), 
1400L(b), or 1400N(d)) (see paragraph 
(e)(2)(ii)(d)(3)(iii) of this section). 

(iv) A change from claiming to not 
claiming the additional first year de-
preciation deduction for an asset that 
does not qualify for the additional first 
year depreciation deduction, including 
an asset that is included in a class of 
property for which the taxpayer elect-
ed not to claim any additional first 
year depreciation deduction (for exam-

ple, an asset that is not qualified prop-
erty, 50-percent bonus depreciation 
property, qualified New York Liberty 
Zone property, or qualified Gulf Oppor-
tunity Zone property), and the result-
ing change to the amount otherwise al-
lowable as a depreciation deduction for 
the property’s depreciable basis. 

(v) A change in salvage value to zero 
for a depreciable or amortizable asset 
for which the salvage value is expressly 
treated as zero by the Internal Revenue 
Code (for example, section 168(b)(4)), 
the regulations under the Internal Rev-
enue Code (for example, § 1.197– 
2(f)(1)(ii)), or other guidance published 
in the Internal Revenue Bulletin. 

(vi) A change in the accounting for 
depreciable or amortizable assets from 
a single asset account to a multiple 
asset account (pooling), or vice versa, 
or from one type of multiple asset ac-
count (pooling) to a different type of 
multiple asset account (pooling). 

(vii) For depreciable or amortizable 
assets that are mass assets accounted 
for in multiple asset accounts or pools, 
a change in the method of identifying 
which assets have been disposed. For 
purposes of this paragraph 
(e)(2)(ii)(d)(2)(vii), the term mass assets 
means a mass or group of individual 
items of depreciable or amortizable as-
sets that are not necessarily homo-
geneous, each of which is minor in 
value relative to the total value of the 
mass or group, numerous in quantity, 
usually accounted for only on a total 
dollar or quantity basis, with respect 
to which separate identification is im-
practicable, and placed in service in 
the same taxable year. 

(viii) Any other change in deprecia-
tion or amortization as the Secretary 
may designate by publication in the 
FEDERAL REGISTER or in the Internal 
Revenue Bulletin (see § 601.601(d)(2) of 
this chapter). 

(3) Changes in depreciation or amortiza-
tion that are not a change in method of 
accounting. Section 1.446–1(e)(2)(ii)(b) 
applies to determine whether a change 
in depreciation or amortization is not a 
change in method of accounting. Fur-
ther, the following changes in deprecia-
tion or amortization are not a change 
in method of accounting: 
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(i) Useful life. An adjustment in the 
useful life of a depreciable or amortiz-
able asset for which depreciation is de-
termined under section 167 (other than 
under section 168, section 1400I, section 
1400L(c), former section 168, or an addi-
tional first year depreciation deduction 
provision of the Internal Revenue Code 
(for example, section 168(k), 1400L(b), 
or 1400N(d))) is not a change in method 
of accounting. This paragraph 
(e)(2)(ii)(d)(3)(i) does not apply if a tax-
payer is changing to or from a useful 
life (or recovery period or amortization 
period) that is specifically assigned by 
the Internal Revenue Code (for exam-
ple, section 167(f)(1), section 168(c), sec-
tion 168(g)(2) or (3), section 197), the 
regulations under the Internal Revenue 
Code, or other guidance published in 
the Internal Revenue Bulletin and, 
therefore, such change is a change in 
method of accounting (unless para-
graph (e)(2)(ii)(d)(3)(v) of this section 
applies). See paragraph 
(e)(2)(ii)(d)(5)(iv) of this section for de-
termining the taxable year in which to 
correct an adjustment in useful life 
that is not a change in method of ac-
counting. 

(ii) Change in use. A change in com-
puting depreciation or amortization al-
lowances in the taxable year in which 
the use of an asset changes in the 
hands of the same taxpayer is not a 
change in method of accounting. 

(iii) Elections. Generally, the making 
of a late depreciation or amortization 
election or the revocation of a timely 
valid depreciation or amortization 
election is not a change in method of 
accounting, except as otherwise ex-
pressly provided by the Internal Rev-
enue Code, the regulations under the 
Internal Revenue Code, or other guid-
ance published in the Internal Revenue 
Bulletin. This paragraph 
(e)(2)(ii)(d)(3)(iii) also applies to mak-
ing a late election or revoking a timely 
valid election made under section 
13261(g)(2) or (3) of the Revenue Rec-
onciliation Act of 1993 (107 Stat. 312, 
540) (relating to amortizable section 197 
intangibles). A taxpayer may request 
consent to make a late election or re-
voke a timely valid election by submit-
ting a request for a private letter rul-
ing. For making or revoking an elec-
tion under section 179 of the Internal 

Revenue Code, see section 179(c) and 
§ 1.179–5. 

(iv) Salvage value. Except as provided 
under paragraph (e)(2)(ii)(d)(2)(v) of 
this section, a change in salvage value 
of a depreciable or amortizable asset is 
not treated as a change in method of 
accounting. 

(v) Placed-in-service date. Except as 
otherwise expressly provided by the In-
ternal Revenue Code, the regulations 
under the Internal Revenue Code, or 
other guidance published in the Inter-
nal Revenue Bulletin, any change in 
the placed-in-service date of a depre-
ciable or amortizable asset is not treat-
ed as a change in method of account-
ing. For example, if a taxpayer changes 
the placed-in-service date of a depre-
ciable or amortizable asset because the 
taxpayer incorrectly determined the 
date on which the asset was placed in 
service, such a change is a change in 
the placed-in-service date of the asset 
and, therefore, is not a change in meth-
od of accounting. However, if a tax-
payer incorrectly determines that a de-
preciable or amortizable asset is non-
depreciable property and later changes 
the treatment of the asset to depre-
ciable property, such a change is not a 
change in the placed-in-service date of 
the asset and, therefore, is a change in 
method of accounting under paragraph 
(e)(2)(ii)(d)(2) of this section. Further, a 
change in the convention of a depre-
ciable or amortizable asset is not a 
change in the placed-in-service date of 
the asset and, therefore, is a change in 
method of accounting under paragraph 
(e)(2)(ii)(d)(2)(i) of this section. See 
paragraph (e)(2)(ii)(d)(5)(v) of this sec-
tion for determining the taxable year 
in which to make a change in the 
placed-in-service date of a depreciable 
or amortizable asset that is not a 
change in method of accounting. 

(vi) Any other change in depreciation 
or amortization as the Secretary may 
designate by publication in the FED-
ERAL REGISTER or in the Internal Rev-
enue Bulletin (see § 601.601(d)(2) of this 
chapter). 

(4) Item being changed. For purposes 
of a change in depreciation or amorti-
zation to which this paragraph 
(e)(2)(ii)(d) applies, the item being 
changed generally is the depreciation 

VerDate Sep<11>2014 13:22 Jun 13, 2017 Jkt 241096 PO 00000 Frm 00066 Fmt 8010 Sfmt 8010 Y:\SGML\241096.XXX 241096rm
aj

et
te

 o
n 

D
S

K
2T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



57 

Internal Revenue Service, Treasury § 1.446–1 

treatment of each individual depre-
ciable or amortizable asset. However, 
the item is the depreciation treatment 
of each vintage account with respect to 
a depreciable asset for which deprecia-
tion is determined under § 1.167(a)–11 
(class life asset depreciation range 
(CLADR) property). Similarly, the 
item is the depreciable treatment of 
each general asset account with re-
spect to a depreciable asset for which 
general asset account treatment has 
been elected under section 168(i)(4) or 
the item is the depreciation treatment 
of each mass asset account with re-
spect to a depreciable asset for which 
mass asset account treatment has been 
elected under former section 
168(d)(2)(A). Further, a change in com-
puting depreciation or amortization 
under section 167 (other than under 
section 168, section 1400I, section 
1400L(c), former section 168, or an addi-
tional first year depreciation deduction 
provision of the Internal Revenue Code 
(for example, section 168(k), 1400L(b), 
or 1400N(d))) is permitted only with re-
spect to all assets in a particular ac-
count (as defined in § 1.167(a)–7) or vin-
tage account. 

(5) Special rules. For purposes of a 
change in depreciation or amortization 
to which this paragraph (e)(2)(ii)(d) ap-
plies— 

(i) Declining balance method to the 
straight line method for MACRS property. 
For tangible, depreciable property sub-
ject to section 168 (MACRS property) 
that is depreciated using the 200-per-
cent or 150-percent declining balance 
method of depreciation under section 
168(b)(1) or (2), a taxpayer may change 
without the consent of the Commis-
sioner from the declining balance 
method of depreciation to the straight 
line method of depreciation in the first 
taxable year in which the use of the 
straight line method with respect to 
the adjusted depreciable basis of the 
MACRS property as of the beginning of 
that year will yield a depreciation al-
lowance that is greater than the depre-
ciation allowance yielded by the use of 
the declining balance method. When 
the change is made, the adjusted depre-
ciable basis of the MACRS property as 
of the beginning of the taxable year is 
recovered through annual depreciation 
allowances over the remaining recov-

ery period (for further guidance, see 
section 6.06 of Rev. Proc. 87–57 (1987–2 
C.B. 687) and § 601.601(d)(2)(ii)(b) of this 
chapter). 

(ii) Depreciation method changes for 
section 167 property. For a depreciable 
or amortizable asset for which depre-
ciation is determined under section 167 
(other than under section 168, section 
1400I, section 1400L(c), former section 
168, or an additional first year depre-
ciation deduction provision of the In-
ternal Revenue Code (for example, sec-
tion 168(k), 1400L(b), or 1400N(d))), see 
§ 1.167(e)–1(b), (c), and (d) for the 
changes in depreciation method that 
are permitted to be made without the 
consent of the Commissioner. For 
CLADR property, see § 1.167(a)– 
11(c)(1)(iii) for the changes in deprecia-
tion method for CLADR property that 
are permitted to be made without the 
consent of the Commissioner. Further, 
see § 1.167(a)–11(b)(4)(iii)(c) for how to 
correct an incorrect classification or 
characterization of CLADR property. 

(iii) Section 481 adjustment. Except as 
otherwise expressly provided by the In-
ternal Revenue Code, the regulations 
under the Internal Revenue Code, or 
other guidance published in the Inter-
nal Revenue Bulletin, no section 481 
adjustment is required or permitted for 
a change from one permissible method 
of computing depreciation or amortiza-
tion to another permissible method of 
computing depreciation or amortiza-
tion for an asset because this change is 
implemented by either a cut-off meth-
od (for further guidance, for example, 
see section 2.06 of Rev. Proc. 97–27 
(1997–1 C.B. 680), section 2.06 of Rev. 
Proc. 2002–9 (2002–1 C.B. 327), and 
§ 601.601(d)(2)(ii)(b) of this chapter) or a 
modified cut-off method (under which 
the adjusted depreciable basis of the 
asset as of the beginning of the year of 
change is recovered using the new per-
missible method of accounting), as ap-
propriate. However, a change from an 
impermissible method of computing de-
preciation or amortization to a permis-
sible method of computing deprecia-
tion or amortization for an asset re-
sults in a section 481 adjustment. Simi-
larly, a change in the treatment of an 
asset from nondepreciable or non-
amortizable to depreciable or amortiz-
able (or vice versa) or a change in the 
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treatment of an asset from expensing 
to depreciating (or vice versa) results 
in a section 481 adjustment. 

(iv) Change in useful life. This para-
graph (e)(2)(ii)(d)(5)(iv) applies to an ad-
justment in the useful life of a depre-
ciable or amortizable asset for which 
depreciation is determined under sec-
tion 167 (other than under section 168, 
section 1400I, section 1400L(c), former 
section 168, or an additional first year 
depreciation deduction provision of the 
Internal Revenue Code (for example, 
section 168(k), 1400L(b), or 1400N(d))) 
and that is not a change in method of 
accounting under paragraph (e)(2)(ii)(d) 
of this section. For this adjustment in 
useful life, no section 481 adjustment is 
required or permitted. The adjustment 
in useful life, whether initiated by the 
Internal Revenue Service (IRS) or a 
taxpayer, is corrected by adjustments 
in the taxable year in which the condi-
tions known to exist at the end of that 
taxable year changed thereby resulting 
in a redetermination of the useful life 
under § 1.167(a)–1(b) (or if the period of 
limitation for assessment under sec-
tion 6501(a) has expired for that taxable 
year, in the first succeeding taxable 
year open under the period of limita-
tion for assessment), and in subsequent 
taxable years. In other situations (for 
example, the useful life is incorrectly 
determined in the placed-in-service 
year), the adjustment in the useful life, 
whether initiated by the IRS or a tax-
payer, may be corrected by adjust-
ments in the earliest taxable year open 
under the period of limitation for as-
sessment under section 6501(a) or the 
earliest taxable year under examina-
tion by the IRS but in no event earlier 
than the placed-in-service year of the 
asset, and in subsequent taxable years. 
However, if a taxpayer initiates the 
correction in useful life, in lieu of fil-
ing amended Federal tax returns (for 
example, because the conditions known 
to exist at the end of a prior taxable 
year changed thereby resulting in a re-
determination of the useful life under 
§ 1.167(a)–1(b)), the taxpayer may cor-
rect the adjustment in useful life by 
adjustments in the current and subse-
quent taxable years. 

(v) Change in placed-in-service date. 
This paragraph (e)(2)(ii)(d)(5)(v) applies 
to a change in the placed-in-service 

date of a depreciable or amortizable 
asset that is not a change in method of 
accounting under paragraph (e)(2)(ii)(d) 
of this section. For this change in 
placed-in-service date, no section 481 
adjustment is required or permitted. 
The change in placed-in-service date, 
whether initiated by the IRS or a tax-
payer, may be corrected by adjust-
ments in the earliest taxable year open 
under the period of limitation for as-
sessment under section 6501(a) or the 
earliest taxable year under examina-
tion by the IRS but in no event earlier 
than the placed-in-service year of the 
asset, and in subsequent taxable years. 
However, if a taxpayer initiates the 
change in placed-in-service date, in 
lieu of filing amended Federal tax re-
turns, the taxpayer may correct the 
placed-in-service date by adjustments 
in the current and subsequent taxable 
years. 

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

Example 1. Although the sale of merchan-
dise is an income producing factor, and 
therefore inventories are required, a tax-
payer in the retail jewelry business reports 
his income on the cash receipts and disburse-
ments method of accounting. A change from 
the cash receipts and disbursements method 
of accounting to the accrual method of ac-
counting is a change in the overall plan of 
accounting and thus is a change in method of 
accounting. 

Example 2. A taxpayer in the wholesale dry 
goods business computes its income and ex-
penses on the accrual method of accounting 
and files its Federal income tax returns on 
such basis except for real estate taxes which 
have been reported on the cash receipts and 
disbursements method of accounting. A 
change in the treatment of real estate taxes 
from the cash receipts and disbursements 
method to the accrual method is a change in 
method of accounting because such change is 
a change in the treatment of a material item 
within his overall accounting practice. 

Example 3. A taxpayer in the wholesale dry 
goods business computes its income and ex-
penses on the accrual method of accounting 
and files its Federal income tax returns on 
such basis. Vacation pay has been deducted 
in the year in which paid because the tax-
payer did not have a completely vested vaca-
tion pay plan, and, therefore, the liability 
for payment did not accrue until that year. 
Subsequently, the taxpayer adopts a com-
pletely vested vacation pay plan that 
changes its year for accruing the deduction 
from the year in which payment is made to 
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the year in which the liability to make the 
payment now arises. The change for the year 
of deduction of the vacation pay plan is not 
a change in method of accounting but re-
sults, instead, because the underlying facts 
(that is, the type of vacation pay plan) have 
changed. 

Example 4. From 1968 through 1970, a tax-
payer has fairly allocated indirect overhead 
costs to the value of inventories on a fixed 
percentage of direct costs. If the ratio of in-
direct overhead costs to direct costs in-
creases in 1971, a change in the underlying 
facts has occurred. Accordingly, an increase 
in the percentage in 1971 to fairly reflect the 
increase in the relative level of indirect 
overhead costs is not a change in method of 
accounting but is a change in treatment re-
sulting from a change in the underlying 
facts. 

Example 5. A taxpayer values inventories at 
cost. A change in the basis for valuation of 
inventories from cost to the lower of cost or 
market is a change in an overall practice of 
valuing items in inventory. The change, 
therefore, is a change in method of account-
ing for inventories. 

Example 6. A taxpayer in the manufac-
turing business has for many taxable years 
valued its inventories at cost. However, cost 
has been improperly computed since no over-
head costs have been included in valuing the 
inventories at cost. The failure to allocate 
an appropriate portion of overhead to the 
value of inventories is contrary to the re-
quirement of the Internal Revenue Code and 
the regulations under the Internal Revenue 
Code. A change requiring appropriate alloca-
tion of overhead is a change in method of ac-
counting because it involves a change in the 
treatment of a material item used in the 
overall practice of identifying or valuing 
items in inventory. 

Example 7. A taxpayer has for many taxable 
years valued certain inventories by a method 
which provides for deducting 20 percent of 
the cost of the inventory items in deter-
mining the final inventory valuation. The 20 
percent adjustment is taken as a ‘‘reserve for 
price changes.’’ Although this method is not 
a proper method of valuing inventories under 
the Internal Revenue Code or the regulations 
under the Internal Revenue Code, it involves 
the treatment of a material item used in the 
overall practice of valuing inventory. A 
change in such practice or procedure is a 
change of method of accounting for inven-
tories. 

Example 8. A taxpayer has always used a 
base stock system of accounting for inven-
tories. Under this system a constant price is 
applied to an assumed constant normal 
quantity of goods in stock. The base stock 
system is an overall plan of accounting for 
inventories which is not recognized as a 
proper method of accounting for inventories 
under the regulations. A change in this prac-

tice is, nevertheless, a change of method of 
accounting for inventories. 

Example 9. In 2003, A1, a calendar year tax-
payer engaged in the trade or business of 
manufacturing knitted goods, purchased and 
placed in service a building and its compo-
nents at a total cost of $10,000,000 for use in 
its manufacturing operations. A1 classified 
the $10,000,000 as nonresidential real property 
under section 168(e). A1 elected not to deduct 
the additional first year depreciation pro-
vided by section 168(k) on its 2003 Federal tax 
return. As a result, on its 2003, 2004, and 2005 
Federal tax returns, A1 depreciated the 
$10,000,000 under the general depreciation 
system of section 168(a), using the straight 
line method of depreciation, a 39-year recov-
ery period, and the mid-month convention. 
In 2006, A1 completes a cost segregation 
study on the building and its components 
and identifies items that cost a total of 
$1,500,000 as section 1245 property. As a re-
sult, the $1,500,000 should have been classi-
fied in 2003 as 5-year property under section 
168(e) and depreciated on A1’s 2003, 2004, and 
2005 Federal tax returns under the general 
depreciation system, using the 200-percent 
declining balance method of depreciation, a 
5-year recovery period, and the half-year 
convention. Pursuant to paragraph 
(e)(2)(ii)(d)(2)(i) of this section, A1’s change 
to this depreciation method, recovery period, 
and convention is a change in method of ac-
counting. This method change results in a 
section 481 adjustment. The useful life excep-
tion under paragraph (e)(2)(ii)(d)(3)(i) of this 
section does not apply because the assets are 
depreciated under section 168. 

Example 10. In 2003, B, a calendar year tax-
payer, purchased and placed in service new 
equipment at a total cost of $1,000,000 for use 
in its plant located outside the United 
States. The equipment is 15-year property 
under section 168(e) with a class life of 20 
years. The equipment is required to be depre-
ciated under the alternative depreciation 
system of section 168(g). However, B incor-
rectly depreciated the equipment under the 
general depreciation system of section 168(a), 
using the 150-percent declining balance 
method, a 15-year recovery period, and the 
half-year convention. In 2010, the IRS exam-
ines B’s 2007 Federal income tax return and 
changes the depreciation of the equipment to 
the alternative depreciation system, using 
the straight line method of depreciation, a 
20-year recovery period, and the half-year 
convention. Pursuant to paragraph 
(e)(2)(ii)(d)(2)(i) of this section, this change 
in depreciation method and recovery period 
made by the IRS is a change in method of ac-
counting. This method change results in a 
section 481 adjustment. The useful life excep-
tion under paragraph (e)(2)(ii)(d)(3)(i) of this 
section does not apply because the assets are 
depreciated under section 168. 
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Example 11. In May 2003, C, a calendar year 
taxpayer, purchased and placed in service 
equipment for use in its trade or business. C 
never held this equipment for sale. However, 
C incorrectly treated the equipment as in-
ventory on its 2003 and 2004 Federal tax re-
turns. In 2005, C realizes that the equipment 
should have been treated as a depreciable 
asset. Pursuant to paragraph (e)(2)(ii)(d)(2) of 
this section, C’s change in the treatment of 
the equipment from inventory to a depre-
ciable asset is a change in method of ac-
counting. This method change results in a 
section 481 adjustment. 

Example 12. Since 2003, D, a calendar year 
taxpayer, has used the distribution fee pe-
riod method to amortize distributor commis-
sions and, under that method, established 
pools to account for the distributor commis-
sions (for further guidance, see Rev. Proc. 
2000–38 (2000–2 C.B. 310) and 
§ 601.601(d)(2)(ii)(b) of this chapter). A change 
in the accounting of distributor commissions 
under the distribution fee period method 
from pooling to single asset accounting is a 
change in method of accounting pursuant to 
paragraph (e)(2)(ii)(d)(2)(vi) of this section. 
This method change results in no section 481 
adjustment because the change is from one 
permissible method to another permissible 
method. 

Example 13. Since 2003, E, a calendar year 
taxpayer, has accounted for items of MACRS 
property that are mass assets in pools. Each 
pool includes only the mass assets that are 
placed in service by E in the same taxable 
year. E is able to identify the cost basis of 
each asset in each pool. None of the pools are 
general asset accounts under section 168(i)(4) 
and the regulations under section 168(i)(4). E 
identified any dispositions of these mass as-
sets by specific identification. Because of 
changes in E’s recordkeeping in 2006, it is im-
practicable for E to continue to identify dis-
posed mass assets using specific identifica-
tion. As a result, E wants to change to a 
first-in, first-out method under which the 
mass assets disposed of in a taxable year are 
deemed to be from the pool with the earliest 
placed-in-service year in existence as of the 
beginning of the taxable year of each disposi-
tion. Pursuant to paragraph 
(e)(2)(ii)(d)(2)(vii) of this section, this change 
is a change in method of accounting. This 
method change results in no section 481 ad-
justment because the change is from one per-
missible method to another permissible 
method. 

Example 14. In August 2003, F, a calendar 
year taxpayer, purchased and placed in serv-
ice a copier for use in its trade or business. 
F incorrectly classified the copier as 7-year 
property under section 168(e). F elected not 
to deduct the additional first year deprecia-
tion provided by section 168(k) on its 2003 
Federal tax return. As a result, on its 2003 
and 2004 Federal tax returns, F depreciated 

the copier under the general depreciation 
system of section 168(a), using the 200-per-
cent declining balance method of deprecia-
tion, a 7-year recovery period, and the half- 
year convention. In 2005, F realizes that the 
copier is 5-year property and should have 
been depreciated on its 2003 and 2004 Federal 
tax returns under the general depreciation 
system using a 5-year recovery period rather 
than a 7-year recovery period. Pursuant to 
paragraph (e)(2)(ii)(d)(2)(i) of this section, F’s 
change in recovery period from 7 to 5 years 
is a change in method of accounting. This 
method change results in a section 481 ad-
justment. The useful life exception under 
paragraph (e)(2)(ii)(d)(3)(i) of this section 
does not apply because the copier is depre-
ciated under section 168. 

Example 15. In 2004, G, a calendar year tax-
payer, purchased and placed in service an in-
tangible asset that is not an amortizable sec-
tion 197 intangible and that is not described 
in section 167(f). G amortized the cost of the 
intangible asset under section 167(a) using 
the straight line method of depreciation and 
a determinable useful life of 13 years. The 
safe harbor useful life of 15 or 25 years under 
§ 1.167(a)–3(b) does not apply to the intangible 
asset. In 2008, because of changing condi-
tions, G changes the remaining useful life of 
the intangible asset to 2 years. Pursuant to 
paragraph (e)(2)(ii)(d)(3)(i) of this section, G’s 
change in useful life is not a change in meth-
od of accounting because the intangible asset 
is depreciated under section 167 and G is not 
changing to or from a useful life that is spe-
cifically assigned by the Internal Revenue 
Code, the regulations under the Internal 
Revenue Code, or other guidance published 
in the Internal Revenue Bulletin. 

Example 16. In July 2003, H, a calendar year 
taxpayer, purchased and placed in service 
‘‘off-the-shelf’’ computer software and a new 
computer. The cost of the new computer and 
computer software are separately stated. H 
incorrectly included the cost of this software 
as part of the cost of the computer, which is 
5-year property under section 168(e). On its 
2003 Federal tax return, H elected to depre-
ciate its 5-year property placed in service in 
2003 under the alternative depreciation sys-
tem of section 168(g) and H elected not to de-
duct the additional first year depreciation 
provided by section 168(k). The class life for 
a computer is 5 years. As a result, because H 
included the cost of the computer software 
as part of the cost of the computer hardware, 
H depreciated the cost of the software under 
the alternative depreciation system, using 
the straight line method of depreciation, a 5- 
year recovery period, and the half-year con-
vention. In 2005, H realizes that the cost of 
the software should have been amortized 
under section 167(f)(1), using the straight line 
method of depreciation, a 36-month useful 
life, and a monthly convention. H’s change 
from 5-years to 36-months is a change in 

VerDate Sep<11>2014 13:22 Jun 13, 2017 Jkt 241096 PO 00000 Frm 00070 Fmt 8010 Sfmt 8010 Y:\SGML\241096.XXX 241096rm
aj

et
te

 o
n 

D
S

K
2T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



61 

Internal Revenue Service, Treasury § 1.446–1 

method of accounting because H is changing 
to a useful life that is specifically assigned 
by section 167(f)(1). The change in convention 
from the half-year to the monthly conven-
tion also is a change in method of account-
ing. Both changes result in a section 481 ad-
justment. 

Example 17. On May 1, 2003, I2, a calendar 
year taxpayer, purchased and placed in serv-
ice new equipment at a total cost of $500,000 
for use in its business. The equipment is 5- 
year property under section 168(e) with a 
class life of 9 years and is qualified property 
under section 168(k)(2). I2 did not place in 
service any other depreciable property in 
2003. Section 168(g)(1)(A) through (D) do not 
apply to the equipment. I2 intended to elect 
the alternative depreciation system under 
section 168(g) for 5-year property placed in 
service in 2003. However, I2 did not make the 
election. Instead, I2 deducted on its 2003 Fed-
eral tax return the 30-percent additional first 
year depreciation attributable to the equip-
ment and, on its 2003 and 2004 Federal tax re-
turns, depreciated the remaining adjusted 
depreciable basis of the equipment under the 
general depreciation system under 168(a), 
using the 200-percent declining balance 
method, a 5-year recovery period, and the 
half-year convention. In 2005, I2 realizes its 
failure to make the alternative depreciation 
system election in 2003 and files a Form 3115, 
‘‘Application for Change in Accounting 
Method,’’ to change its method of depre-
ciating the remaining adjusted depreciable 
basis of the 2003 equipment to the alter-
native depreciation system. Because this 
equipment is not required to be depreciated 
under the alternative depreciation system, I2 
is attempting to make an election under sec-
tion 168(g)(7). However, this election must be 
made in the taxable year in which the equip-
ment is placed in service (2003) and, con-
sequently, I2 is attempting to make a late 
election under section 168(g)(7). Accordingly, 
I2’s change to the alternative depreciation 
system is not a change in accounting method 
pursuant to paragraph (e)(2)(ii)(d)(3)(iii) of 
this section. Instead, I2 must submit a re-
quest for a private letter ruling under 
§ 301.9100–3 of this chapter, requesting an ex-
tension of time to make the alternative de-
preciation system election on its 2003 Fed-
eral tax return. 

Example 18. On December 1, 2004, J, a cal-
endar year taxpayer, purchased and placed in 
service 20 previously-owned adding ma-
chines. For the 2004 taxable year, J incor-
rectly classified the adding machines as 
items in its ‘‘suspense’’ account for financial 
and tax accounting purposes. Assets in this 
suspense account are not depreciated until 
reclassified to a depreciable fixed asset ac-
count. In January 2006, J realizes that the 
cost of the adding machines is still in the 
suspense account and reclassifies such cost 
to the appropriate depreciable fixed asset ac-

count. As a result, on its 2004 and 2005 Fed-
eral tax returns, J did not depreciate the 
cost of the adding machines. Pursuant to 
paragraph (e)(2)(ii)(d)(2) of this section, J’s 
change in the treatment of the adding ma-
chines from nondepreciable assets to depre-
ciable assets is a change in method of ac-
counting. The placed-in-service date excep-
tion under paragraph (e)(2)(ii)(d)(3)(v) of this 
section does not apply because the adding 
machines were incorrectly classified in a 
nondepreciable suspense account. This meth-
od change results in a section 481 adjust-
ment. 

Example 19. In December 2003, K, a calendar 
year taxpayer, purchased and placed in serv-
ice equipment for use in its trade or busi-
ness. However, K did not receive the invoice 
for this equipment until January 2004. As a 
result, K classified the equipment on its 
fixed asset records as being placed in service 
in January 2004. On its 2004 and 2005 Federal 
tax returns, K depreciated the cost of the 
equipment. In 2006, K realizes that the equip-
ment was actually placed in service during 
the 2003 taxable year and, therefore, depre-
ciation should have began in the 2003 taxable 
year instead of the 2004 taxable year. Pursu-
ant to paragraph (e)(2)(ii)(d)(3)(v) of this sec-
tion, K’s change in the placed-in-service date 
of the equipment is not a change in method 
of accounting. 

(3)(i) Except as otherwise provided 
under the authority of paragraph 
(e)(3)(ii) of this section, to secure the 
Commissioner’s consent to a taxpayer’s 
change in method of accounting the 
taxpayer generally must file an appli-
cation on Form 3115, ‘‘Application for 
Change in Accounting Method,’’ with 
the Commissioner during the taxable 
year in which the taxpayer desires to 
make the change in method of account-
ing. See §§ 1.381(c)(4)–1(d)(2) and 
1.381(c)(5)–1(d)(2) for rules allowing ad-
ditional time, in some circumstances, 
for the filing of an application on Form 
3115 with respect to a transaction to 
which section 381(a) applies. To the ex-
tent applicable, the taxpayer must fur-
nish all information requested on the 
Form 3115. This information includes 
all classes of items that will be treated 
differently under the new method of ac-
counting, any amounts that will be du-
plicated or omitted as a result of the 
proposed change, and the taxpayer’s 
computation of any adjustments nec-
essary to prevent such duplications or 
omissions. The Commissioner may re-
quire such other information as may be 
necessary to determine whether the 
proposed change will be permitted. 
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Permission to change a taxpayer’s 
method of accounting will not be 
granted unless the taxpayer agrees to 
the Commissioner’s prescribed terms 
and conditions for effecting the change, 
including the taxable year or years in 
which any adjustment necessary to 
prevent amounts from being duplicated 
or omitted is to be taken into account. 
See section 481 and the regulations 
thereunder, relating to certain adjust-
ments resulting from accounting meth-
od changes, and section 472 and the reg-
ulations thereunder, relating to adjust-
ments for changes to and from the last- 
in, first-out inventory method. For any 
Form 3115 filed on or after May 15, 1997, 
see § 1.446–1T(e)(3)(i)(B). 

(ii) Notwithstanding the provisions of 
paragraph (e)(3)(i) of this section, the 
Commissioner may prescribe adminis-
trative procedures under which tax-
payers will be permitted to change 
their method of accounting. The ad-
ministrative procedures shall prescribe 
those terms and conditions necessary 
to obtain the Commissioner’s consent 
to effect the change and to prevent 
amounts from being duplicated or 
omitted. The terms and conditions that 
may be prescribed by the Commis-
sioner may include terms and condi-
tions that require the change in meth-
od of accounting to be effected on a 
cut-off basis or by an adjustment under 
section 481(a) to be taken into account 
in the taxable year or years prescribed 
by the Commissioner. 

(iii) This paragraph (e)(3) applies to 
Forms 3115 filed on or after December 
31, 1997. For other Forms 3115, see 
§ 1.446–1(e)(3) in effect prior to Decem-
ber 31, 1997 (§ 1.446–1(e)(3) as contained 
in the 26 CFR part 1 edition revised as 
of April 1, 1997). 

(4) Effective date—(i) In general. Ex-
cept as provided in paragraphs 
(e)(3)(iii), (e)(4)(ii), and (e)(4)(iii) of this 
section, paragraph (e) of this section 
applies on or after December 30, 2003. 
For the applicability of regulations be-
fore December 30, 2003, see § 1.446–1(e) in 
effect prior to December 30, 2003 
(§ 1.446–1(e) as contained in 26 CFR part 
1 edition revised as of April 1, 2003). 

(ii) Changes involving depreciable or 
amortizable assets. With respect to para-
graph (e)(2)(ii)(d) of this section, para-
graph (e)(2)(iii) Examples 9 through 19 of 

this section, and the language ‘‘certain 
changes in computing depreciation or 
amortization (see paragraph (e)(2)(ii)(d) 
of this section)’’ in the last sentence of 
paragraph (e)(2)(ii)(a) of this section— 

(A) For any change in depreciation or 
amortization that is a change in meth-
od of accounting, this section applies 
to such a change in method of account-
ing made by a taxpayer for a depre-
ciable or amortizable asset placed in 
service by the taxpayer in a taxable 
year ending on or after December 30, 
2003; and 

(B) For any change in depreciation or 
amortization that is not a change in 
method of accounting, this section ap-
plies to such a change made by a tax-
payer for a depreciable or amortizable 
asset placed in service by the taxpayer 
in a taxable year ending on or after De-
cember 30, 2003. 

(iii) Effective/applicability date for 
paragraph (e)(3)(i). The rules of para-
graph (e)(3)(i) of this section apply to 
corporate reorganizations and tax-free 
liquidations described in section 381(a) 
that occur on or after August 31, 2011. 

[T.D. 6500, 25 FR 11708, Nov. 26, 1960] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.446–1, see the List of CFR 
Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and at www.fdsys.gov. 

§ 1.446–2 Method of accounting for in-
terest. 

(a) Applicability—(1) In general. This 
section provides rules for determining 
the amount of interest that accrues 
during an accrual period (other than 
interest described in paragraph (a)(2) of 
this section) and for determining the 
portion of a payment that consists of 
accrued interest. For purposes of this 
section, interest includes original issue 
discount and amounts treated as inter-
est (whether stated or unstated) in any 
lending or deferred payment trans-
action. Accrued interest determined 
under this section is taken into ac-
count by a taxpayer under the tax-
payer’s regular method of accounting 
(e.g., an accrual method or the cash re-
ceipts and disbursements method). Ap-
plication of an exception described in 
paragraph (a)(2) of this section to one 
party to a transaction does not affect 
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