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§1.162-3T
Materials

&
Supplies

S-6

Materials & Supplies

General Rule:
Expense

When
Used

S-6



Materials & Supplies

“Incidental”:
Expense

When
Purchased

Materials & Supplies

Can elect to
Capitalize

“Materials & Supplies”
Defined

• Economic life < 1 year

• Fuel, oil, water, similar

S-6

“Materials & Supplies”
Defined

Component
acquired to

maintain, repair, or 
improve

a unit of property



Materials & Supplies

Component
acquired to

maintain, repair . . .

broken window

Materials & Supplies

Component
acquired to

improve a unit of 
property

Window used in remodel

Materials & Supplies

Used for Improvement:
Capitalize

Into 
Cost of

Improvement

“Materials & Supplies”
Defined

Unit of property
that

costs < $100



Costs < $100

•Fax machines
•Chairs
•Briefcases
•Rental items
•Books

“Materials & Supplies”
Defined

“Rotable Spare Parts”

Removed, reconditioned, 
held for reinstallation

S-6

Rotable Spare Parts

Special 
Optional

Accounting
Method

S-7



§1.263(a)-2T(g)

De Minimis
Rule

S-7

De Minimis Rule
Taxpayers with

audited financial stmts
can write off

small purchases
in accordance with

their book
accounting method

Applicable
Financial Statement

• SEC statement

• Other govt-required stmt

• Audited statement

S-7



Written
Accounting Procedures

Treating
as an Expense

for Non-Tax Purposes
Amounts Paid for
Property Costing

less than
a Certain Dollar Amount

Written
Accounting Procedures

must be in place
at the

Beginning
of the

Taxable Year

De Minimis Rule
Limit:

Greater of:
• 0.1% of gross receipts

• 2% of book dep’n/amort

Example 1:

10 printers @ $200

S-8



Materials & Supplies

Can elect
to 

expense them
under the

de minimis rule

Example 2:

200 computers @ $500
200 chairs @ $100

250 briefcases @  $80
100 books @ $100     

M&S

S-8

§1.263(a)-2T

Amounts Paid
to

Acquire/Produce
Tangible Property



Acquisition 
Costs:

“Inherently 
Facilitative”

Costs

S-8

Inherently Facilitative Costs:

• Transporting
• Appraisal fees
• Tax advice on acquisition
• Application, bidding
• Engineering, inspection, 

environmental services
• Examining title

S-9

Other Acquisition Costs:

Interior Designer

“shop for, evaluate, and

make recommendations”

S-9



“Pre-Decisional” Costs
for

Acquiring Real Estate:

Activities performed
in the

process of determining
whether to acquire

real property
and which

real property to acquire

S-9

Example 3:

Consultant Fees
• Market surveys
• Evaluate zoning/environmental
• Preliminary reports & 

recommendations

S-9



Abandoned Acquisitions:

Costs Allocable to
Target Properties

Not Acquired
are Not Added

to the Cost
of the

Target Property
that is Acquired

S-9

Example 3:

Appraisal Fees
• 2 alternative properties
• Only 1 will be purchased

S-9

Work Performed on Assets 
Prior to

Placement in Service:

Otherwise

Deductible Costs

must be

Capitalized

S-10



Example 4:

• Repair steps
• Refinish wood floors
• Paint building

S-10

Example 5:

• Testing of machine

S-10

Employee Compensation
& Overhead Costs

Allocable to
Asset Acquisition:

Capitalize only for 
acquisition of:
• Intangible Property
• Inventory



Example 6:

Acquisition Department
of freight company

S-10

Removal Costs:
Costs to

Remove Entire Asset
being Replaced

can
Generally be

Expensed
Rev. Rul. 2000-7

S-10 Removal Costs:

Costs to Remove

Component of

Property being Improved

must generally be

Capitalized

into the

Cost of the Improvement



§1.168(i)-8T

Disposition of 
MACRS Assets

Loss on Disposition 
of Component

Retirement
of a Component:

MACRS Regs Amended
to Allow

Loss Write-Off
on

Disposition of a Component
of a Larger Asset

S-10
Retirement

of a Component:

Adjusted Basis of 
Component Disposed of

Can be Estimated
Using

Any Reasonable Method

S-11



Example

Replacement of 
elevator

in office building

S-11
2nd

Par
Retirement

of a Component:

No
Carve-Out

of Components
for

Certain Assets

No Loss on Retirement
of a Component:

Assets
in

Classes 00.11 – 0.4
of

Rev. Proc. 87-56

S-11

• 00.11 – Office Furniture/Equipment

• 00.12 – Computers/Peripherals

• 00.21 – Non-Commercial Aircraft

• 00.22 – Automobiles

• 00.23 – Buses

• 00.24 – Trucks

• 00.28 – Boats & Barges

• 00.3 – Bridges, Wharves

• 00.4 – Electric Generation Equipment 



Example 7:

Replacement of
truck engine

S-11
No Loss on Retirement

of a Component:

Assets
taxpayer classifies as
3, 5, 7, 10, or 15-year

MACRS Property
except 

15-Yr Buildings
S-11

No Loss on Retirement
of a Component:

Exception for
Components Classified

in
Separate

MACRS Class S-11

S-12

Example 8:

Truck
&

Tires

S-12



§1.263(a)-3T

Amounts Paid
to

Improve
Tangible Property

Improvement
vs.

Repair

What’s the
Relevant

Unit of Property?

S-11



Unit of Property

Building Structure:

Building
+

Its Structural 
Components
= Single Unit

S-12

Unit of Property

“Building Systems”

Building
Components
Treated as
Separate

Units of Property

S-12



“Building Systems”
• HVAC system
• Plumbing system
• Electrical system
• Escalators
• Elevators
• Fire-Protection & alarm system
• Security system
• Gas distribution system

Unit of Property

Other than Buildings:

All of the 
functionally 

interdependent 
components of a 

property

S-12
Functionally Interdependent 

Components

Placing in service
of one component
is dependent on

placing in service
the other component.



Example 7:

Locomotive

S-12

Functionally Interdependent 

Components

Exception:

Component for Which 
Taxpayer Chooses a 

Different MACRS
Life or Method

S-12

Example 8:

Truck
&

Tires

S-12



Functionally Interdependent 
Components

Plant Property:

“Sub-Units” for each component
(or group of components)

that performs a
discrete and major function

or operation within 
the functionally interdependent 

machinery or equipment

S-13

Example 9:

Laundering Lines
• Sorters
• Boilers

• Washers
• Dryers

S-12

Once you’ve 
defined the

unit of property,
the next question 

is . . .



Does
an expenditure

“improve”
the defined

unit of property?



“Betterment”

Better
Compared

to
What?

S-18

“Betterment”
Compared to

the condition of
the property

immediately prior to
the circumstances 

necessitating
the expenditure

Betterment Comparison

Prior to
particular event

that necessitated
the expenditure

Betterment Comparison

Normal Wear & Tear 

Prior to

last correction of W&T

or if none,

condition of the property 

when placed in service

by T/P.



Better than
condition

when
placed in service . . .

S-18

“Betterment”
Ameliorates a

material condition
or defect

that
existed prior to the

taxpayer's acquisition
of the property 

S-18

Amelioration of a
material condition

or defect:

Buying/fixing up
used property

S-18



Environmental  
Clean-Up

Leaking Underground
Storage Tank

vs.

Asbestos Removal

S-18 “Betterment”

Better
in 

What
Way?

“Betterment”

Results
in a

material addition
to the property 

S-18



Not a Material Addition

Removal of
drop ceiling

and
painting of

original ceiling

“Betterment”

Results in a
material increase in 

capacity, productivity, 
output, efficiency,
strength, or quality

of the property 

S-18 Material Increase
in Quality

Earthquake
Retrofit

Required
by City



No Material Increase
in Quality

Concrete Lining
in Floor
to Cure

Seepage of Oil

Replacement Part Upgrades

Part of a
unit of property

that cannot
practicably be replaced

with the
same type of part

S-18

Routine Maintenance
Safe Harbor

Unit of property
other than
a building

or
a structural component 

of a building

S-18



“Routine Maintenance”

Recurring activities
that a taxpayer

expects to perform
to keep the unit of property

in its ordinarily efficient 
operating condition.

“Routine Maintenance”

The taxpayer

reasonably expects

to perform the activities 

more than once

during the

ADR class life.

Building “Refreshment”

Cosmetic and layout
changes

to
refresh the appearance

of a building
do not result in a 

betterment 

S-19



Example 19:

Refresh of
retail store

S-19 Example 20:

Refresh with 
Substantial Remodel:

Betterment
due to 

Upgrades

S-20

Example 21:

Building Refresh
but . . .

Betterment
of

Building System

S-20



“Restoration”

Replacement
of a

component
written off

in a casualty loss

S-14

“Restoration”

Replacement
of a

component
written off

as disposed of

S-14



“Restoration”
Returns property

to operating condition

after it has

deteriorated to a

state of disrepair

and is

no longer functional

for its intended use

S-14

Example 12:

Restoration:
Repair of

dilapidated
farm building

S-14

“Restoration”
Rebuild of property

to 
“like-new” condition

after
end of 

ADR class life

S-15



Example 13:

Restoration:
Reconditioning

of
rail cars

S-15

“Restoration”

Replacement of a
major component

or a
substantial

structural part
of a unit of property

S-15 Major Component

Quantitative Significance 

Comprises a 

large portion

of the physical structure

of the 

unit of property

S-15



Major Component

Qualitative Significance 

Performs a

discrete and critical 

function in the operation

of the 

unit of property

Example 14:

Restoration:
Replacement

of
major
truck

components

S-16

Roof
Examples

Example 15:

Restoration:
Replacement

of
entire
roof

S-16



Example 16:

Restoration:
Replacement

of
significant portion

of
roof

S-16 Example 17:

Repair:
Replacement

of
roof

membrane

S-16

Betterment:

Replacement
and

Upgrade
of

Roof Membrane

Betterment?

Storm damages the 
roof by “displacing 
numerous wooden 

shingles . . .”



Not a Betterment

Replaces all
the wooden shingles 

with
new

wooden shingles

Not a Betterment

Replaces all
the wooden shingles 

with
comparable

asphalt shingles

Betterment
Replaces all

the wooden shingles with
shingles made of

lightweight composite material 
that are maintenance-free

and do not absorb moisture, 
with a 50-year warranty
and a Class A fire rating

Building
Examples



Example 18:

Repair of
building system:

Replacement
of 2 of 10
rooftop

HVAC units

S-17
O

Other Examples: S-17

Replacement of a
Furnace:

Major component of
HVAC building system

O

Other Examples: S-17

Replacement of a
Sprinkler System

Restoration

O

Other Examples: S-17

Replacement
of the wiring

throughout a building 
with new wiring

that meets
building code 
requirements



O

Other Examples: S-17

Updating the restrooms in a 
retail building by replacing 
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

O

Other Examples: S-17

Replacement of
2 out of 20 sinks

Not a major component

“Restoration”
Remodel of
2 out of 20
bathrooms

in
apartment
building??

O

Other Examples: S-17

Replacement of

200 out of 300 windows

in an office building

Replacement of

30 out of 300 windows: 

not a major component



O

Other Examples: S-17

Replacement of the

wood floors in all of the

public areas of a hotel

Replacement of the

wood floors in hotel 

lobby only: 

not a major component

New Use

Not consistent with

the taxpayer's

intended ordinary use

of the property

at the time it was

originally placed in service

by the taxpayer. 

S-21 Example 22:

Adapt:
Conversion of 
manufacturing

building
to

showroom

S-21



Example 23:

Adapt:
Regrade land

for
residential 

development

S-21

“Plan of Rehabilitation” 
Rule

Eliminated

Repairs performed

at time of

property rehabilitation

no longer required

to be capitalized

S-21

“Plan of Rehabilitation” 
Rule

Retained for
Remodel of

Personal Residence

S-21



§1.263(a)-3T(k)

Optional 
Regulatory
Accounting

Method

Optional Regulatory
Accounting Method

• Federal Energy Regulatory  
Commission

• Federal Communication 
Commission

• Surface Transportation Board

S-8

Optional Regulatory
Accounting Method

Use book method
for

distinguishing
repairs

from
improvements



Effective
Date

Issues

Effective Date:
TYB 1/1/2012

Capitalization 
Methodology

is an
Accounting Method

Taxpayer
Choosing a

Capitalization Method 
is

Adopting
an

Accounting Method



Taxpayer
Changing a

Capitalization Method 
is

Changing
an

Accounting Method

Taxpayer
Changing a

Capitalization Method 
must
file a

Form 3115

Capitalization
Accounting Method 

Change:

Sec. 481(a) Adjmt
for Prior Years

2012 
Capitalization

Accounting Method 
Change

to
Conform to New Regs

Watch for Rev. Proc. in 
coming months



2011? 
Can

adopt a method
in the new regs, 

but need
a Form 3115 to

change to a method
in the new regs

Rules Not Applied 
Before 2012:

� De Minimis Rule

� Pre-Decisional Costs

� Abandoned Target Costs

� Employee & O/H Costs

Cases
&

Rulings

Rev. Proc. 2011-27
Rev. Proc. 2011-28
Safe Harbors for 

Capitalizing 
Telecom Assets

3-3



Safe Harbors:

“Unit of Property”

“Network Asset 
Maintenance

Allowance”

3-3

Rev. Proc. 2011-29
Safe Harbors for 

Capitalizing
Success-Based Fees

in
Business Acquisitions

3-4

Safe Harbor:

Deduct 70%

Capitalize 30%

3-4 Dominion Resources
v.

U.S.
Capitalization of 
Interest Expense

for
“Associated Withdrawn 

Property”

3-5



Recovery Group Inc.
v.

Comm’r
Covenant

Not to Compete
is

Sec. 197 Intangible

3-7 Corporation
Redeems

23% Shareholder
and

Has Him Sign a
Covenant not to Compete

3-7

Final Regs
on

Start-Up
and

Organization Costs

3-9 Deemed Election:
Taxpayer is deemed

to have
elected to 

deduct/amortize
start-up/org costs

i.e. election out is required

3-10



PLR 201103006
Mixed-Use

Condo
gets

27.5-Year
MACRS Life

3-15

CCA 2011147025
Continuing Care 

Retirement Community 
Buildings

get
27.5-Year

MACRS Life

Web

Types of Units:

• Independent Living
• Assisted Living
• Alzheimer’s Support Care
• Skilled Nursing Care

3-5Web

Rev. Proc. 2011-14
Updated

Guidelines
for

Automatic Accounting 
Method
Changes

3-17



New Automatic Change:

Deduction of
Cal Franchise Tax

by
Accrual Method

Corporations

3-17

Rev. Proc.
2011-17 & 18

Deferral
of

Income Recognition 
from

Sales of Gift Cards

3-18

Rev. Proc. 2011-46
New Safe Harbor

for
Taxpayers
using the

Nonaccrual-Experience
Method of Accounting

3-18


