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To Capitalize or Not to Capitalize: 
That May Be a Diffi cult Question

By John H. Skarbnik and Ron West

John H. Skarbnik and Ron West examine when an expenditure 
should be currently deductible and when it should be capitalized 

and recovered over time.

I. Background
The purchase of property used in a trade or business 
is either currently deductible, as an ordinary and 
necessary business expense, or is capitalized and 
recovered through depreciation or amortization de-
ductions over a stipulated statutory period.1 Taxpayers 
wanting to accelerate deductions generally prefer to 
expense the deduction as an ordinary and necessary 
business expense. For example, a taxpayer who refur-
bishes equipment used in its business must determine 
whether the cost should be treated as maintenance, 
which is an ordinary and necessary current business 
expense, or as a capital expenditure that is deducted 
over the depreciation recovery period. The capitaliza-
tion issue is one of timing. Should an expenditure be 
recovered currently or over a period of time?

Courts have long recognized the diffi culties in 
determining whether a payment should be classifi ed 
as capital. Early on, the U.S. Supreme Court stated, 
“One struggles in vain for any verbal formula that 
will supply a ready touchstone,” as to what should 
be capitalized and what should be expensed.2 Other 
courts have also expressed similar sentiments:

Some items are clearly capital and other items are 
clearly expense, but between the two extremes 

a point is approached at which it is diffi cult to 
determine whether the expenditure is capital or 
an expense.3

The line of demarcation between deductible repairs 
and additions to capital is, of course, obscure.4

The distinction between capital expenditures and 
ordinary and necessary business expenses evades 
easy description.5

Whether a business expense is capital is depen-
dent on the particular circumstances of a given 
case and is ultimately a factual determination for 
the trial court.6

A taxpayer’s accounting policy which determines 
whether an expenditure should be capitalized, ef-
fects the timing of deductions, and is therefore, a 
method of accounting.7 A taxpayer has the right 
to select a method of accounting as long as such 
method clearly refl ects income.8 When a taxpayer’s 
accounting method clearly refl ects income, the IRS 
cannot compel the taxpayer to change its method 
of accounting.9

The issue of capitalization has remained murky. 
Following the government’s victory in one capital-
ization case and its losses in two other cases in the 
early 2000s, the IRS and the Treasury recognized 
that they needed to provide better guidance on the 
issue of capitalization.10 Each of these three cases 
revolved around the issue of the proper unit of 
property that the respective taxpayers selected for 
the purpose of applying the various tests of whether 
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a payment should be capitalized or deducted as an 
ordinary and necessary business expense. 

Shortly after its loss in the Federal District Court in 
FedEx Corp.,11 the IRS announced in Notice 2004-612 
that it intended to issue proposed regulations that 
would clarify the application of the capitalization 
rules: “The Service and the Treasury Department 
want to provide clear, consistent and administrative 
rules that will reduce the uncertainty and controver-
sy in this area, while always preventing the distortion 
of income.”13 The notice, requesting comments on 
15 specifi ed issues, made it clear that the IRS was 
going to undertake a comprehensive review of the 
entire spectrum of issues affecting capitalization, 
including whether the current standards of capital-
ization should be changed:

The regulations currently require capitalization 
for expenditures that materially increase the 
value of property, substantially prolong the use-
ful life of property, or adapt property to a new 
or different use. Sections 1.162-4; 1.263(a)-1(b) 
of the Income Tax Regulations. Are these the 
appropriate tests for capitalization? If so, how 
should the forthcoming guidance clarify the 
application of these standards? Alternatively, 
should different standards apply? If so, what 
different standards?

In August 2006, the IRS and the Treasury issued 
the fi rst set of proposed capitalization regulations. 
(“First Set of Proposed Regulation”). In the preamble 
to the fi rst set of proposed regulations, the Treasury 
and the IRS stated:

In recent years, much debate has focused on 
the extent to which section 263 (a) of the Code 
requires taxpayers to capitalize as an improve-
ment amounts paid to restore property to its 
former condition; that is whether, or the extent to 
which the amounts paid to restore or improve the 
property are capital expenditures or deductible 
ordinary and necessary repair and maintenance 
expenses. There has been controversy, for exam-
ple, regarding what tests to apply for determining 
capitalization or expensing, how to apply the 
tests, and the appropriate unit of property with 
respect to which to apply the tests.14

With regards to the unit of property, the preamble 
to the fi rst set of proposed regulations stated:

A threshold issue in applying the improve-
ment rules under §1.263(a)-3 of the proposed 
regulations is determining the appropriate unit 
of property to which the rules should be ap-
plied. For example, to determine whether an 
amount paid materially increases the value of 
property, it is necessary to know what property 
is at issue. The smaller the unit of property, the 
more likely it is that amounts paid in connec-
tion with that unit of property will materially 
increase the value of, or restore, the property. 
Taxpayers and the IRS frequently disagree on 
the unit of property to which the capitalization 
rules should be applied.15

In March of 2008, the first set of proposed regu-
lations were withdrawn and at the same time the 
Treasury and the IRS released the second set of 
proposed regulations (“second set of proposed 
regulations”).16 The second set of proposed regu-
lations make numerous proposed changes to the 
existing capitalization rules set forth in the current 
final regulations and also provide a number of safe 
harbors for taxpayers. Except as may otherwise 
be stated, all references to the proposed regula-
tions within this article are to the Second Set of 
the Proposed Regulations. Although the proposed 
regulations provide some clarity to taxpayers, 
there are still issues that remain unresolved.

This article is organized in several sections. Sec-
tion II, “Method of Accounting and Capitalization 
Policy,” analyzes capitalization as an accounting 
method. Section III, “Capitalization vs. Repair—
Overview,” elaborates on the general capitalization 
rules as provided under the Internal Revenue Code, 
the existing fi nal regulations, and some selected 
judicial decisions. Section IV examines several 
specifi c capitalization topics including, the unit of 
property, the functional interdependence test, the 
de minimis expenditures exception, and the plan 
of rehabilitation doctrine. Section V reviews the 
Proposed Regulations, and Section VI offers some 
fi nal thoughts. 

II. Method of Accounting and 
Capitalization Policy
A taxpayer is directed to compute its taxable income 
under the same basis that the taxpayer “regularly 
computes his income in keeping his books.”17 A 
taxpayer is required to maintain records to fi le a cor-
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rect return. Accounting records include the regular 
books of account “and such other records and data 
as may be necessary 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 return.”18 Income can be reported dif-
ferently for tax and fi nancial accounting reporting 
provided that the taxpayer 
maintains adequate rec-
onciliation documents.19 

A taxpayer has discretion 
in selecting a method of ac-
counting, provided that the 
method selected reflects 
the taxpayer’s income and 
is consistently followed:20 

It is recognized that 
no uniform method 
of accounting can be 
prescribed for all taxpay-
ers. Each taxpayer shall 
adopt such forms and 
systems as are, in his judgment, best suited to 
his needs. However, no method of accounting 
is acceptable, unless in the opinion of the Com-
missioner, it clearly refl ects income. A method of 
accounting which refl ects the consistent applica-
tion of generally accepted accounting principles 
in a particular trade or business in accordance 
with accepted conditions or practices in that trade 
or business will ordinarily be regarded as clearly 
refl ecting income, provided all items of gross 
income and expenses are treated consistently 
from year to year.21

A taxpayer may select any permissible method of 
accounting in computing taxable income upon fi ling 
a tax return that fi rst adopts the accounting method. 
To change an accounting method, a taxpayer gen-
erally must secure the consent of the IRS before 
making the change of the accounting method.22 
However if a taxpayer without permission changes 
its method to a permissible method and has consis-
tently applies the changed accounting method, the 
IRS cannot force the taxpayer to change the method 
if the statute of limitation has expired for the year 
the change was fi rst made.23

Once an election has been made selecting a 
permissible method of accounting, the taxpayer 
generally cannot change it without receiving the 

consent of the IRS. In E. Marandola, Jr., the U.S. 
Court of Federal Claims held that a taxpayer may not 
change its method of accounting by fi ling amended 
tax returns: “When a taxpayer submits an amended 
return after the date prescribed for fi ling the original 
return, the IRS generally is not required to accept the 
changes proffered by the taxpayer on that amend-

ed return insofar as the 
changes are attributable 
to a different accounting 
method than that used on 
the original return.”24

A change in method of 
accounting encompasses 
a change in the overall 
method of accounting, as 
well as, a change in the 
treatment of any material 
item:25 “A material item 
is any item that involves 
the proper time for the 
inclusion of the item in 
income or the taking of 

the item as a deduction. In determining whether a 
taxpayer’s accounting practice for an item involves 
timing, generally the relevant question is whether 
the practice permanently changes the amount of the 
taxpayer’s lifetime income. If the practice does not 
permanently affect the taxpayer’s lifetime income, but 
does or could change the tax year in which income is 
reported, it involves timing and is therefore a method 
of accounting.”26

A taxpayer’s capitalization policy affects the timing 
when an amount paid for property is deducted and 
is, therefore, a method of accounting. The regulation 
provide that a change in the treatment of an asset from 
nondepreciable or nonamortizable to depreciable or 
amortizable, or vice versa, is a change in a method 
of accounting requiring permission of the IRS before 
a change may be made.27

The accounting method selected must clearly re-
fl ect the taxpayer’s income. If not, “the computation 
of taxable income shall be made under such method 
as, in the opinion of the Secretary, does clearly re-
fl ect income.”28 The term “clearly refl ect income” is 
not defi ned in the Internal Revenue Code. In most 
cases, an accounting method that is in accordance 
with “generally accepted accounting principles, is 
consistently used by the taxpayer from year to year, 
and is consistent with the Income Tax Regulations” 
will be acceptable.29 The consistency requirement 

The IRS has broad powers to 
determine whether a taxpayer’s 
method of accounting clearly 

refl ects income. If a method of 
accounting does not properly refl ect 

income, the IRS can change the 
method of accounting even if it did 
not challenge the taxpayer’s method 

of accounting in a prior year.
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is met when a taxpayer treats a material item in a 
similar manner in two or more consecutively fi led tax 
returns.30 Even though the accounting method has not 
been applied consistently for two or more consecu-
tive years, if the taxpayer treats an item properly in 
his fi rst return, he will be deemed to have adopted a 
method of accounting.31 

The IRS has broad powers to determine whether 
a taxpayer’s method of accounting clearly refl ects 
income. If a method of accounting does not properly 
refl ect income, the IRS can change the method of 
accounting even if it did not challenge the taxpayer’s 
method of accounting in a prior year.32

When the IRS determines that the taxpayer’s ac-
counting method does not clearly refl ect income, 
the taxpayer has a heavy burden to show that the 
IRS abused its discretion.33 As the Seventh Circuit in 
JP Morgan Chase & Co. stated:

Deference to the Commissioner is appropriate 
because, as the Supreme Court has counseled, 
“[i]t is not the province of the court to weigh 
and determine the relative merits of systems 
of accounting.” Brown v. Helvering, 291 U.S. 
193, 204–05 [13 AFTR 851] (1934) (citing 
Lucas v. Am. Code Co., 280 U.S. 445, 449 [8 
AFTR 10278] (1930)). As another circuit has 
stated, in situations in which a “taxpayer’s 
method does not reflect his income ... the 
Revenue Act contemplates action by the 
Commissioner, not by the courts.” Harden v. 
Comm’r, 223 F.2d 418, 421 [47 AFTR 1284] 
(10th Cir. 1955).34

However, when the taxpayer’s income is clearly 
reflected, the IRS cannot force the taxpayer to 
change its method of accounting: “Notwithstanding 
the authority conferred under section 446(b), the 
Commissioner cannot require a taxpayer to change 
to another method where the taxpayer’s method of 
accounting does clearly refl ect income, even if the 
method proposed by the Commissioner more clearly 
refl ects income.”35 A reviewing court will determine 
whether the IRS abused its discretion.36 

In Cincinnati, New Orleans and Texas Pacifi c 
Railway,37 the taxpayer adopted a policy that ex-
penditures which did not exceed $500 should be 
expensed rather than capitalized. The IRS argued 
that the taxpayer’s policy was contrary to Internal 
Revenue Code,38 which requires capitalization of 
“permanent improvements or betterments made to 

increase the value of any property… .” In further 
support, it referenced its regulation39 that requires a 
taxpayer to capitalize expenditures having a substan-
tial life extending beyond the tax year. Upholding 
the capitalization method of the taxpayer, the U.S. 
Court of Federal Claims stated that if it accepted 
the IRS’s position, it would be making the Internal 
Revenue Code section which permits a taxpayer to 
select a method of accounting that clearly refl ects its 
income subordinate to the capitalization statute.

III. Capitalization vs. Repair—
Overview
The Internal Revenue Code provides, “No deduction 
shall be allowed for any amount paid out for new 
buildings or for permanent improvements or better-
ments made to increase the value of any property or 
estate.”40 The current Treasury Regulations provide that 
no deduction shall be allowed for the following:
(1) Any amount paid out for new buildings or 

for permanent improvements or betterments 
made to increase the value of any property 
or estate

(2)  Any amount expended in restoring property or 
in making good the exhaustion thereof for which 
an allowance is or has been made in the form 
of a depreciation, amortization or depletion41

Capital expenditures include “the cost of ac-
quisition, construction, or erection of buildings, 
machinery and equipment, furniture and fi xtures, 
and similar property having a useful life substan-
tially beyond the taxable year.” Capital expenditures 
also include amounts paid or incurred to (1) add to 
the value, or substantially prolong the useful life, 
of property owned by the taxpayer; or (2) adapt 
property to a new or different use.42 In contrast, a 
current deduction is allowed for repairs. The current 
regulations provide:

The cost of incidental repairs which neither 
materially add to the value of the property nor 
appreciably prolong its life, but keep it in an 
ordinarily effi cient operating condition, may 
be deducted as an expense, provided the cost 
of acquisition or production or the gain or loss 
basis of the taxpayer’s plant, equipment, or other 
property, as the case may be, is not increased by 
the amount of such expenditures. Repairs, in the 
nature of replacements, to the extent that they 
arrest deterioration and appreciably prolong the 
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life of the property, shall either be capitalized and 
depreciated in accordance with section 167 or 
charged against the depreciation reserve if such 
an account is kept.43

The Third Circuit, in R.K. Walling Est.,44 distin-
guished between repair and capital expenditures 
by stating, “If the improvements were made to 
‘put’ the particular capital asset in efficient oper-
ating condition, then they are capital in nature. 
If, however, they were made merely to ‘keep’ the 
asset in efficient operating condition, then they are 
repairs and are deduct-
ible.” With regards to a 
restoration, in J.S. Moss, 
the Ninth Circuit Court 
of Appeals stated, “How-
ever, amounts expended 
in restoring property 
must be capitalized if they add to the value of the 
property, substantially prolong its life, or adapt 
the property to a new or different use.”45 In certain 
circumstances, where an improvement that would 
normally be considered a deductible repair is 
made as part of a general plan of rehabilitation, the 
cost of the improvement must be capitalized.46 

In Cinergy Corp.,47 the government argued that 
the taxpayer should capitalize the amount paid to 
remove and encapsulate asbestos from a build-
ing that was operational both before and after the 
expenditure. The court held that it was proper to 
deduct the expense as a repair since it kept the 
asset in effi cient operating condition. Quoting the 
Tax Court in Plainfi eld Union Water Co.,48 the Cin-
ergy court stated, “An expenditure which returns 
property to the state it was in before the situation 
prompting the expenditure arose, and which does 
not make the relevant property more valuable, more 
useful, or longer lived, is usually deemed a deduct-
ible repair.”49 The Cinergy court also relied upon 
the Walling Est.’s50 “put and keep” approach, which 
requires that an expense be capitalized where 
the improvement “puts” a property into operating 
condition, whereas the expense is deductible if it 
“keeps” a property in operating condition. Apply-
ing those standards, the Cinergy court determined 
that the removal of the asbestos was a deductible 
expense since the expenditure allowed the taxpayer 
to continue using the building. 

The Cinergy court distinguished its case from the 
Fourth Circuit case of Dominion Resources, Inc.51 In 

Dominion Resources the court held that the cost of 
removal of asbestos-containing materials, sludge and 
assorted contaminants from a power plant should be 
capitalized since the expenses were incurred as part 
of the conversion of a power plant to an entirely new 
use as a real estate development.

The regulations on repairs, as quoted above, 
state that “[t]he cost of incidental repairs which 
neither materially add to the value of the property 
nor appreciably prolong its life, but keep it in 
an ordinarily efficient operating condition, may 
be deducted as an expense ... .”52 Courts have 

wrestled with the issue 
of  whether  the word 
“incidental” creates a 
secondary test that must 
be met before a repair can 
be expensed. In FedEx 
Corp., the court rejected 

the government’s argument that “the adjective 
‘incidental’ creates an independent test of mag-
nitude under which a court could find that an 
item must be capitalized.”53 The government 
argued that the use of the word “incidental” in 
the regulations indicates that “incidental” repairs 
are only those whose cost is small relative to the 
value of the item repaired. The court indicated 
that such an argument is not supported by the 
case law. Instead, the court determined that “‘[i]
ncidental’ is not logically read ... as an indepen-
dent requirement, but as a description of those 
improvements that do not increase the value of a 
specified unit of property, prolong its useful life, 
or adapt it to a new use.”54 The test of whether a 
repair is deductible, therefore, remains whether 
the expense materially adds value to or prolongs 
the life of the asset.

Explaining the term “incidental repairs” in S.B. 
Scallen,55 the Tax Court stated, “Incidental repairs 
that keep property in ordinary and effi cient operating 
condition and that do not add value to the property 
are ordinarily deductible expenses.” Similarly, in 
Moss,56 the Tax Court stated, “Generally, repairs 
are incidental expenses that keep property in its 
ordinarily effi cient operating condition but neither 
materially add to its value nor appreciably prolong its 
life.”57 Repair expenditures are deductible if they are 
incidental to maintaining property in its ordinarily 
effi cient operating condition, but must be capital-
ized if they are incidental to capital expenditures 
for remodeling or renovation in a newly acquired 

Should an expenditure be 
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asset.58 In Bank of Houston,59 the Tax Court stated, 
“When the work is incidental to keeping the prop-
erty in ordinarily effi cient operating condition, it is 
a repair, and the cost is deductible as an expense. 
However, when the item is incidental to a general 
plan of rehabilitation, improvement, alteration, and 
modernization, the cost must be capitalized.”

In determining whether an expense increases the 
value of property, an important issue is the appropri-
ate time for making the comparison. The FedEx court, 
adopting the test articulated in Plainfi eld-Union 
Water Co.,60 stated, “Under the Plainfi eld-Union 
test, ‘[a]n expenditure which returns property to the 
state it was in before the situation prompting the 
expenditure arose, and which does not make the 
relevant property more valuable, more useful, or 
longer-lived, is usually deemed a deductible repair.’” 
The FedEx court also stated it had to look at the state 
of the engines and the auxiliary power units before 
the condition necessitating the expenses. Since the 
condition arose from the normal wear and tear, the 
court reasoned that it was necessary to compare the 
condition of the aircraft after its previous mainte-
nance. The court found there was no increase in the 
value of the aircraft and, as such, the maintenance 
expense was properly expensed. 

IV. Various Capitalization Issues
A. The Unit of Property Being 
Repaired or Improved

To determine whether an amount paid should be cap-
italized or expensed, it is critical to identify the proper 
unit of property. Pursuant to current regulations, a 
taxpayer must determine whether expenditures paid 
or incurred either (1) add to the value, or substantially 
prolong the useful life of the unit of property; or (2) 
adapts the property to a new or different use.61

To be currently deductible, the replacement or a 
repair of a component cannot extend the useful life 
or the value of the unit of property. Rather than view 
the component in isolation, the focus of inquiry is 
whether the expenditure increases the value, use or 
useful life of the larger unit, not the component. This 
is illustrated in FedEx Corp.62 

In 1993 and 1994, Federal Express, Inc. (“FedEx”) 
deducted certain expenditures that it incurred for 
off-aircraft inspection, heavy maintenance and re-
pair of jet aircraft engines and auxiliary power units 
(APUs). Engine visits were sometimes planned based 

upon engine use and at times were also scheduled 
to comply with the Federal Aviation Administration 
requirements. The average interval between visits 
was 24–36 months for one type of engine and 48–60 
months for another type of engine. If an engine was 
used for a certain designated number of hours it was 
deemed no longer “airworthy” and could not be used 
until necessary inspections were made and repairs 
were made. The inspection required the removal 
and replacement of the engine. Typically, only one 
of a plane’s three engines would be serviced at one 
time. The engine and APU would be disassembled 
and inspected and, if necessary, parts were replaced 
or serviced. Virtually all jet aircraft engines and 
APUs were either acquired or leased by FedEx as 
installed components or as spare parts of aircrafts 
that it acquired. The District Court noted that there 
were purchases of stand-alone engines and APUs 
but they were not signifi cant. The District Court also 
noted that the economic useful life of the airframes 
and aircraft operated by FedEx constituted the useful 
life of the aircraft. 

The court recognized that when an item is a com-
ponent of a larger part of property, “the court must 
determine whether to apply the repair regulations to 
the component part or to the larger item of property. 
Otherwise stated, the court must identify which ‘unit 
of property’ is being ‘repaired’ and whether the repair 
materially adds to the value or appreciably prolongs 
the life of that unit of property.”

Relying upon two earlier court decisions, Ingram 
Industries, Inc.,63 and J.L. Smith,64 the FedEx court 
articulated four factors that should be considered 
in identifying the appropriate unit of property: (1) 
whether the taxpayer and the industry treat the 
component as part of the larger unit of property; (2) 
whether the economic useful lives of the component 
and the larger unit are coextensive; (3) whether the 
two units can function without each other; and (4) 
whether the component is maintained while attached 
to the larger unit. The court stated that not all factors 
have to be met, nor is any one factor determina-
tive.

The FedEx court then applied the four-part test to the 
facts in the case as follows, fi nding that the engines 
and the APUs were components of the airplane, the 
unit of property: 

Factor 1. The court found that the taxpayer and 
the industry treat the engines and APUs as com-
ponents of the airplane rather than as separate 
units of property. The court stated that based 
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upon evidence produced at trial, major air car-
riers considered engines and APUs to be part of 
an aircraft. 
Factor 2. Finding the economic useful life of 
the engines and the aircraft were co-extensive, 
the court stated, “If an engine is not regularly or 
periodically replaced over the life of the aircraft, 
then the useful life of the engine is coextensive 
with the life of the property that it powers.” The 
Court stated that FedEx 
expected all of their 
main components to 
last 30 years.
Factor 3. The court 
found a co-depen-
dency between the 
aircraft and the engines and the APUs: Aircraft 
could not operate without the engine and APU, 
and the engine could not function without the 
aircraft. The court noted that this test is similar 
to the “functional interdependence test” set 
forth in the regulations.65 
Factor 4. The court held that the fourth fac-
tor, whether the component is repaired while 
attached to the larger unit was not met, since 
the engines were not repaired while being at-
tached to the aircraft. Although the engines were 
removed for servicing, the court stated, “[T]
his factor does not so strongly weigh in favor 
of an engine’s being treated as a separate unit 
of property that it counterbalances what the 
other factors indicate: engines and APUs are 
integrally linked to the aircraft that they power 
and the aircraft should be considered a single 
unit of property.”

On appeal, FedEx Corp.,66 the Sixth Circuit, in a 
one-page opinion, affi rmed the decision of the Dis-
trict Court, stating, “We cannot improve upon the 
District Court’s opinion, which carefully and correctly 
sets out the law governing the issues raised, and 
clearly articulates the reasons underlying its decision. 
Issuance of a full written opinion by this court would 
therefore serve no useful purpose.”

In Ingram Industries, Inc.,67 a case decided prior to 
the FedEx case that was discussed in its decision, the 
Tax Court held that a towboat’s engines were a com-
ponent of the tugboat, which was the unit of property. 
The taxpayers in Ingram were a group of closely held 
corporations engaged in a variety of business activities, 
including barge transportation services conducted by 
three wholly owned subsidiaries. The question before 

the court was whether certain expenditures made to 
a tugboat’s engine, costing approximately $100,000, 
must be capitalized. The taxpayer deducted the 
amount paid as maintenance expenses on its tax re-
turns but capitalized the expenses and expensed the 
payment for fi nancial purposes based upon the hours 
of use. The taxpayer contended that the engine had a 
useful life equal to that of a tugboat, and the expen-
ditures were to maintain the tugboat. The Tax Court 

agreed with the taxpayer, 
stating it was “signifi cant 
that the petitioners per-
form the procedures at 
a time when the engines 
are completely service-
able and the purpose of 

performing the procedures is to keep the tugboat 
engines in good operating condition.” The Tax Court 
reasoned that, in the towboat industry, engines are 
not separately appraised and have very little effect 
on the value of the towboat, which is to be treated as 
the unit of property. In addition, the Tax Court found 
that the useful life of the towboat and its engines were 
coextensive, so long as the engines were properly 
maintained. For those reasons, the Tax Court held that 
the expenditures were deductible as repair expenses 
to the towboats.

However, in Smith,68 also a pre–Fed Ex case, the 
court upheld the government’s position that the 
appropriate unit of property was an individual cell, 
not the line of cells. The taxpayer maintained an 
aluminum smelting operation through the use of a 
line of 650 aluminum-producing cells. The taxpayer 
sought to deduct the expenses associated with re-
lining the individual cells. Eight to 10 cells would 
be removed at a time for relining, but the system 
could operate with as few as 112 functioning cells. 
The Ninth Circuit Court of Appeal held that the in-
dividual cells were the appropriate unit of property; 
therefore, the expenses related to relining must be 
capitalized. The court relied upon the facts that an 
individual cell was capable of producing aluminum, 
even though the taxpayer’s operation was not set up 
to operate in that manner, and that the line could 
operate with most of the cells removed. 

The District Court in FedEx distinguished Smith: 
“In Smith, the only ‘reality’ that the court explicitly 
identifi ed was that the individual cell was capable 
of producing aluminum if it was not connected to 
a cell line.” The court in Smith stated that the cell 
lining had no functional life remaining at the time 

The proposed regulations, if they 
become fi nal, will not eliminate all 

capitalization issues.
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the cell was relined. The replacement of the cell 
lining was an “essential component” of the cell 
and therefore it was proper to capitalize same. In 
the FedEx case, the District Court found that the 
engines were not functionally exhausted at the 
time they were removed for servicing. The court 
also found that the engines were not essential com-
ponents based upon the Smith decision because 
their replacement would not be “tantamount to 
reconstituting the [airplane] itself.” 

B. The Unit of Property Rules and 
Functional Interdependence
The third FedEx test, whether a component could 
function independently from a larger unit, is similar 
to the functional interdependence test appearing 
in the regulations. As the court stated in FedEx, the 
functional interdependent test, developed in a differ-
ent context,69 provides that components of property 
should be treated as a single unit if they are function-
ally interdependent:70 

Components of tangible personal property are 
a single unit of property if the components are 
functionally interdependent. Components of 
tangible personal property that are produced 
by, or for, the taxpayer, for use by the taxpayer 
or a related person, are functionally interdepen-
dent if the placing in service of one component 
is dependent on the placing in service of the 
other component by the taxpayer or a related 
person. In the case of tangible personal prop-
erty produced for sale, components of tangible 
personal property are functionally interdepen-
dent if they are customarily sold as a single 
unit. For example, if an aircraft manufacturer 
customarily sells completely assembled aircraft, 
the unit of property includes all components of 
a completely assembled aircraft. If the manu-
facturer also customarily sells aircraft engines 
separately, any engines that are reasonably 
expected to be sold separately are treated as 
single units of property.71

The FedEx court noted that the courts in Ingram72 
and Smith73 both found that functional interde-
pendence was an important consideration in 
determining the correct unit of property. In Ingram, 
the Tax Court determined that a towboat and its 
engine are purchased and treated as an single unit 
of property. It was designed to allow the engine to 

be maintained without removing it from the boat. In 
Smith, the court found that in producing aluminum, 
“[e]ach cell ... was essentially interchangeable, 
capable of being withdrawn from the cell lines for 
repair purposes and replaced by a different cell.” 
Thus, the court held that the individual cell, as op-
posed to the entire line, was the appropriate unit 
of property for determining the deductibility of 
repair expenses. Along these lines, the FedEx case, 
in discussing Smith, observed:

There is an important difference between the 
cells in Smith and the engines and APUs in 
the case at bar: in Smith, large number of cells 
could be removed without interfering with the 
functioning of the cell line. FedEx airplanes, in 
contrast require an APU and three engines work-
ing at all times. In addition, the cells in Smith 
could individually produce aluminum-aircraft 
engines and APUs cannot—aircraft engines and 
APUs separate from the aircraft cannot accom-
plish their purposes.

Notwithstanding, the FedEx court stated in footnote 
10 that it declines to adopts the functional interde-
pendence test as an absolute test for determining a 
unit of property, though it is “an important factor in 
determining which unit of property to use in applying 
the Repair Regulations.” 

In its proposed regulations, discussed in greater 
detail below, the IRS and the Treasury agreed with 
the FedEx decision that functional interdependency 
is a factor to be taken into account but is not de-
terminative of the unit. The Preamble to the fi rst set 
of proposed regulations states that the functional 
interdependence test may not always produce a 
correct result.

Further, in determining the appropriate unit of 
property for purposes of Code Sec. 263(a), the 
functional interdependence test does not always 
produce appropriate results. For example, a tax-
payer might argue that application of that test results 
in an entire complex of structures and machinery, 
such as an entire power plant, being treated as a 
single unit of property. The IRS and the Treasury 
do not believe that result is correct for purposes of 
Code Sec. 263(a). 

Subject to a number of exceptions discussed in Sec-
tion V of this article,74 the second set of the proposed 
regulations adopt the “functional interdependence 
test” for tangible personal property.75
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C. Exception for 
De Minimis Expenditures

Must a taxpayer who purchases property that has a 
useful life that extends substantially beyond the close 
of the tax year capitalize such cost when such amount 
does not exceed a de minimis amount? This issue has 
been confronted by several courts.

In Cincinnati, New Orleans and Texas Pacifi c 
Railway,76 the Court of Federal Claims allowed 
the taxpayer to deduct de minimis expenditures, 
fi nding that the clear refl ection of income was not 
distorted. The taxpayer operated a railroad as a 
common carrier and was subject to supervision of 
the Interstate Commerce Commission (ICC). The 
ICC required that the fi nancial statements of rail 
carriers be prepared in compliance with its “Gen-
eral Instructions of Accounting Classifi cations.” The 
ICC had an established rule that expenditures that 
did not exceed $500 should be expensed rather 
than capitalized. The IRS audited the taxpayer’s 
1947, 1948 and 1949 returns, on which all items 
costing less than $500 were expenses. Upon audit, 
the IRS disallowed the deductions taken for all 
expenditures exceeding $100.77 The IRS asserted 
in court that the Internal Revenue Code78 requires 
capitalization of “permanent improvements or bet-
terments made to increase the value of any property 
…” In further support, it referenced its regulation,79 
which requires a taxpayer to capitalize expendi-
tures having a substantial life extending beyond the 
tax year. The U.S. Court of Federal Claims rejected 
the IRS position stating that if it accepted the IRS’s 
position, it would be making the Internal Revenue 
Code provision,80 which permits a taxpayer to se-
lect a method of accounting that clearly refl ects its 
income, subordinate to the capitalization statute.

The U.S. Court of Federal Claims relied upon ex-
isting regulations, which recognized, “No uniform 
method of accounting can be prescribed for all tax-
payers, and the law contemplates that each taxpayer 
shall adopt such forms and systems of accounting as 
are in his judgment best suited to its purpose.”81

The Claims Court reasoned that in determining 
whether the taxpayer’s method of accounting clearly 
refl ects income, “the one year rule will be given ad-
equate, though not conclusive, weight.”82 Thus, even 
though an expenditure may have a useful life that 
extends substantially beyond the tax year, it may not 
have to be capitalized. The court noted that although 
the accounting procedures of the ICC are not binding 

upon the IRS, the ICC fi ndings that the imposition 
of the $500 minimum would not distort income is 
entitled to probative weight. It then reviewed data 
that the taxpayer submitted to the court and con-
cluded that the adoption of the de minimis rule did 
not distort its income. The salient data in support of 
the outcome follow:

Over a 17-year period, the aggregate disallowed 
expenses by the IRS represented less than 0.06 
percent of the taxpayer’s operating expenses.
For the 17-year period, the aggregate de minimis 
expenses represented less than one percent of the 
taxpayer’s total depreciation deduction.
Over the 17-year period, the aggregate de mini-
mis expenses remained relatively constant.
If the taxpayer reported its income in accor-
dance with the method of accounting insisted 
upon by the IRS and depreciated the assets over 
a 15-year period, the taxpayer’s income in each 
of the years would have increased by less than 
one percent.

The same issue arose in Union Pacifi c Railroad 
Co.,83 where the Claims Court summarily stated 
that there is no reason not to follow its earlier deci-
sion in Cincinnati, New Orleans and Texas Pacifi c 
Railway, supra.

In 1972, following the Claims Court’s decision 
in Cincinnati, New Orleans and Texas Pacific 
Railway, the IRS General Counsel published GCM 
34959, which recommended that the IRS not ap-
peal the decision. It also proposed the adoption 
of a $100 de minimis rule. The General Council 
Memorandum further stated, “In addition, if a 
taxpayer’s accounting method allows expending 
of more costly items, even though they have a use-
ful life in excess of one year, and such method is 
generally accepted by the accounting profession 
for that industry and produces no distortion of in-
come, use of such method should be permitted.”

Use of the de minimis rule was held unaccept-
able in Alacare Health Services, Inc.84 In that case, 
the Tax Court held that a certifi ed home health 
care agency’s accounting method, which followed 
Medicare guidelines and expensed offi ce equip-
ment and other assets that cost less than $500 and 
had a useful life of over one year, did not show that 
its accounting method clearly refl ected income in 
1995 and 1996. The result was reached by apply-
ing a number of the factors listed in Cincinnati, 
New Orleans and Union Pacifi c Railway, supra. 
In Cincinnati, the disputed items were less than 
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one percent of the taxpayer’s taxable income and 
were less than two percent of the total depreciation 
deduction for the years which were in dispute. In 
Alacare, the disputed items were 165 percent and 
83.5 percent of the taxpayer’s taxable income in the 
two audit years, and the disputed items were 288 
percent and 189 percent of its total depreciation 
deductions for the years respectively. 

In a fi eld service advice published in 1992, the 
IRS held that a taxpayer had to meet a two-part test 
before the taxpayer could adopt a de minimis test. 
First, the use of an accounting method that permits a 
taxpayer to deduct an amount that does not exceed 
a designated amount cannot result in a distortion 
of income. Second, its use must be an acceptable 
method of accounting. The IRS stated, “We believe 
that use of the rule in a non-regulated industry with 
no clear accounting rule or industry-wide practice 
does not amount to a permissible method of ac-
counting that must be recognized for federal tax 
accounting purposes.”85 Based upon the foregoing, 
in a nonregulated industry, this second test may be 
diffi cult to meet.

In a 1999 chief counsel advice,86 the IRS denied 
a taxpayer’s request to change its accounting policy 
to increase from $1,000 to $2,000 the de minimis 
amount that it utilizes to determine whether it would 
capitalize purchases. It stated:

The taxpayer’s current method of not capitalizing 
assets valued at a certain amount or less is not an 
acceptable method of accounting. All property 
used in a trade or business (except land or inven-
tory) that has a useful life of more than one year 
must be capitalized and depreciated. Taxpayers 
are not permitted to treat such items as current 
expenses simply because the particular item has 
a certain minimum value or less.

D. The Plan of Rehabilitation Doctrine
Expenditures that, standing alone, would pass muster 
as deductible repairs must be capitalized when they 
are made as part of a “general plan” of rehabilita-
tion.87 Recent court decisions, as well as IRS rulings, 
have reaffi rmed this concept, known as the plan of 
rehabilitation doctrine.

In W.J. Wehrli,88 the Tenth Circuit articulated the 
modern rendering of the doctrine: “An expenditure 
made for an item which is part of a ‘general plan’ 
of rehabilitation, modernization, and improvement 

of the property, must be capitalized, even though, 
standing alone, the item may appropriately be 
classified as one of repair.”89 The court also de-
termined that the questions of whether a general 
plan exists and whether a particular expense is 
a part of the plan are fact-specific inquiries that 
must be determined on a case-by-case basis. The 
court described several factors that should be 
considered, including:

... the purpose, nature, extent, and value of 
the work done, e.g., whether the work was 
done to suit the needs of an incoming tenant, 
or to adapt the property to a different use, or, 
in any event, whether what was done resulted 
in an appreciable enhancement of the prop-
erty’s value.90

Relying on the factors set forth above, several recent 
cases have applied the plan of rehabilitation doctrine 
in determining the nature of repair expenditures.

The doctrine was held inapplicable in Moss,91 
where the taxpayer incurred almost $2 million in 
repairs to upgrade a hotel. The improvements in-
cluded expenses, which the taxpayer capitalized, to 
replace carpeting, drapes, beds and other furniture 
in the hotel rooms. In addition, the taxpayer made 
expenditures to repaint and repaper the hotel, which 
the taxpayer expensed. The court recognized that 
the capital expenditures were the costs of replacing 
particular assets (beds, furniture, carpeting, etc.). 
On the other hand, the repair expenses pertained 
to an entirely separate asset, the hotel structure 
itself. The court stated, “[t]o our knowledge, every 
case in which the rehabilitation doctrine has been 
applied to date has involved substantial capital im-
provements and repairs to the same specifi c asset, 
usually a structure in a state of disrepair.”92 The court 
then found that the fact that the hotel was generally 
suitable for its intended use while the repairs were 
being made weighed against applying the plan of 
rehabilitation doctrine. The court concluded that 
the improvements were “consistent with the type of 
annual maintenance activities necessary to maintain 
the hotel in fi rst-class condition”93 and, as such, the 
plan of rehabilitation doctrine did not apply.

In Norwest Corp.,94 the Tax Court applied the 
plan of rehabilitation doctrine in a case involving 
asbestos removal in preparation for remodeling the 
taxpayer’s offi ce building. The taxpayer decided to 
remove the asbestos in the building prior to un-
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dertaking renovations because of the probability 
that the renovations would disturb the asbestos 
and increase the amount of asbestos fi bers in the 
air. The Tax Court found that the main purpose of 
the asbestos removal was to allow the remodeling 
of the building to take place while minimizing 
health risks. The Tax Court stated, “The asbestos 
removal and remodeling were part of one inter-
twined project, entailing a full-blown general plan 
of rehabilitation, linked by logistical and economic 
concerns.”95 The court held that the costs of the as-
bestos removal must be capitalized along with the 
costs of the renovations because they were all part 
of the general plan of rehabilitation that improved 
the building. In contrast, in Cinergy Corp.,96 the 
Court of Federal Claims held that the rehabilitation 
doctrine did not apply where the removal of asbes-
tos was not part of a broader plan of renovations.

The Tax Court also had occasion to address this 
issue in H.S. Schroeder.97 The taxpayer in Schroeder 
incurred repair expenditures for work performed 
on the taxpayer’s farm. Most of the expenses were 
related to minor repairs made to barns, such as paint-
ing and patching roofs. The Tax Court found that the 
capital expenditures incurred by the taxpayer were 
not substantial and did not make up a large portion 
of the total expenditures. The court determined that 
the plan of rehabilitation doctrine did not apply 
because the buildings were suitable for use prior to 
and during the repairs, and because the structures 
of the buildings were not altered.98 

In Rev. Rul. 2001-4,99 the IRS set forth certain 
principles it uses in determining whether the plan of 
rehabilitation doctrine should apply to a particular 
situation. The IRS explained that expenses incurred 
to keep an asset in an ordinarily effi cient operating 
condition do not trigger the plan of rehabilitation 
doctrine. Additionally, the fact that capital improve-
ments are incurred at the same time as other routine 
repairs does not require capitalization of all of the 
expenditures; the repairs must be an actual part of 
a general plan of rehabilitation, modernization or 
improvement to the asset as determined based on 
all the facts and circumstances. 

V. Proposed Regulations
In August 2006, the IRS and the Treasury issued the 
fi rst set of proposed capitalization regulations. In its 
preamble to the proposed regulations, the Treasury 
and the IRS stated:

In recent years, much debate has focused on 
the extent to which section 263 (a) of the Code 
requires taxpayers to capitalize as an improve-
ment amounts paid to restore property to its 
former condition; that is whether, or the extent to 
which the amounts paid to restore or improve the 
property are capital expenditures or deductible 
ordinary and necessary repair and maintenance 
expenses. There has been controversy, for exam-
ple, regarding what tests to apply for determining 
capitalization or expensing, how to apply the 
tests, and the appropriate unit of property with 
respect to which to apply the tests.100

In March of 2008, the first set of proposed regula-
tions were withdrawn at the same time the Treasury 
and the IRS released the second set of proposed 
regulations.101 In the Preamble to the second set of 
proposed regulations, the government stated that 
it included many of the provisions contained in 
the first set of proposed regulations. The second 
set of proposed regulations included a number of 
provisions that were not included in the first set 
including a book conformity de minimis test for 
acquisitions of units of property, a safe harbor for 
routine maintenance and an optional simplified 
method for regulated taxpayers. Furthermore, the 
second set of proposed regulations also makes 
significant changes to unit of property rules, res-
torations and permits for industry-specific repair 
allowance methods under guidance that will be 
published by the IRS in the future.

The second set of the proposed regulations will 
not become effective until the fi rst tax year begin-
ning on or after the fi nal regulations are published 
in the Federal Register. The fi nal regulations will 
provide rules applicable to taxpayers seeking to 
change a method of accounting to comply with 
the fi nal regulations. The preamble states that tax-
payers may not change a method of accounting 
in reliance upon the rules contained in these new 
proposed regulations until the rules are published 
in the Federal Register.102 

The discussion that follows will cover the 
second set of the proposed regulations and will 
contrast it with the current regulations. 

A. General Capitalization Standards
Currently, Reg. §1.263(a)-1(b) provides that capital 
expenditures include amounts paid or incurred to 
(1) add to the value, or substantially prolong the 
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useful life, of property owned by the taxpayer; or 
(2) adapt property to a new or different use. The 
proposed regulation restates the capitalization rule 
as follows: 

[T]axpayer must capitalize the aggregate of 
related amounts paid to improve a unit of prop-
erty, whether the improvements are made by the 
taxpayer or by a third party, and whether the 
taxpayer is an owner or lessee of the property… 
A unit of property is improved if the amounts 
paid for activities performed after the property 
is placed in service by the taxpayer (i) result in a 
betterment to the unit of property (see section (f) 
of this section); or (ii) Restore the unit of property 
(see paragraph (g) of this section) or (iii) adapt 
the unit of property to a new or different use 
(see paragraph (h) of this section.103

The preamble to the second set of proposed 
regulations states that the material increase in value 
standard has been “renamed the ‘betterment’ stan-
dard because the betterment standard more closely 
refl ects the manner in which Code Sec. 263 (a) has 
been interpreted and applied under current law.”104 
The preamble further states that the cost of a better-
ment should be capitalized “regardless of whether the 
betterment increases the fair market value.”105

To determine whether an amount paid results in a 
betterment, the proposed regulations provide gener-
ally, an amount results in a betterment of a unit of 
property only if it:
(i)  Ameliorates a material condition or defect that 

existed prior to the taxpayer’s acquisition of the 
unit of property or arose during the production 
of the unit of property, whether or not the tax-
payer was aware of condition or defect at the 
time of the acquisition or the production106;

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

(iii) Results in a material increase in capacity 
(including additional cubic or square space), 
productivity, effi ciency, strength, or quality of 
the unit of property, or the output of the unit 
of property.107

In testing whether betterment occurs, all facts 
and circumstances should be considered.108 The 
proposed regulations further provide that a com-
parison must be made between “the condition of 
the property immediately after the expenditure with 

the condition of the property immediately prior to 
the circumstances necessitating the expenditure.”109 
The proposed regulation provides that where “an 
expenditure is made to correct normal wear and 
tear to the unit (including amelioration of a condi-
tion or defect that existed prior to the taxpayer’s 
acquisition of the unit of property) the condition 
of the property prior to the circumstances neces-
sitating the expenditure is the condition of the 
property after the last time the taxpayer corrected 
the effects of normal and tear, or if the taxpayer 
has not previously corrected the effects of normal 
war and tear, the condition of the property when 
placed in service by the taxpayer.”110 For example, 
amounts paid by the owner of a store to replace all 
the wooden shingles on the roof with new wooden 
shingles following a storm do not have to be capital-
ized. The proposed regulations state that the event 
necessitating the expenditure was the storm. Prior 
to the storm, the store was operating for its intended 
purpose. The expenditure did not result in an in-
crease in capacity, productivity, effi ciency, strength 
or quality of the shop compared to the condition 
of the shop prior to the storm.111

The proposed regulations include an explicit provi-
sion that “[t]axpayers must capitalize amounts paid to 
adapt a unit of property to a new or different use.”112 
Moreover, taxpayers must capitalize such expendi-
tures even if they do not qualify as betterments. The 
proposed regulations also recognize that consistent 
with the uniform capitalization rules of Code Sec. 
263A, taxpayers must capitalize materials and depre-
ciation deductions attributable to equipment used in 
producing or acquiring property for resale.113

B. Unit of Property
The test of whether an item must be capitalized as a 
result of a betterment is based upon the appropriate 
unit of property. The proposed regulations contain 
separate tests for real property and for tangible prop-
erty other than realty. 

A building and its structural components are a 
single unit of property.114 The proposed regulations 
defi ne building and its structural components by 
cross referencing to the defi nitions set forth within 
the existing general business tax credit regulations.115 
Building is defi ned as “any structure or edifi ce en-
closing a space within its walls and usually covered 
by a roof.”116 Structural components “includes such 
parts of a building as walls, partitions, fl oors, and 
ceiling, as well as permanent coverings therefore 
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such as paneling or tiling; windows and doors; all 
components (whether in, on, or adjacent to the 
building) of a central air condition or heating system, 
including motors, compressors, piper and ducts; 
plumbing and plumbing fi xtures, such as sinks and 
bathtubs; electric wiring and lighting fi xtures; chim-
neys; stairs, escalators and elevators, including all 
components thereof; sprinkler systems; fi re escapes; 
and other components relating to the operation or 
maintenance of a building.”117 Tangible property 
contained within a building will be a separate unit 
of property.118 

The test for tangible personal property is based 
upon “functional interdependence.”119 “Components 
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.”120

Notwithstanding the foregoing, a taxpayer must 
treat property as a separate unit of property if at 
time the property is placed in service, the taxpayer 
recorded on its books and records used for fi nancial 
or regulatory accounting, an economic useful life for 
the component different than the economic useful 
life of the unit of property of which the component 
is a part.121

Property that is classifi ed as plant property must be 
treated as a separate unit of property when each com-
ponent performs a distinct function. Plant property 
is defi ned as property used in “an industrial process 
such as manufacturing, generation, warehousing, 
distribution, automated material handling in service 
industries.”122 The proposed regulations provide an 
example of a taxpayer engaged in a uniform and 
linen rental business that operates a plant to launder 
uniforms and linens. The taxpayer has two separate 
production lines, one for uniforms and the other 
linens. Each line includes sorters, boilers, washers, 
dryers, ironers, folders and waste water treatment 
system. Since each laundry line is functionally in-
terdependent, it is initially treated as a separate unit 
of property. Each unit is then further divided into 
smaller units because the sorters, boilers, washer, 
dryer, ironer, folder and waste water treatment system 
in each line performs a discrete and major function 
within the line.123 

In another example, a taxpayer operates a retail 
restaurant that prepares and serves food to retail 
customers. Within its restaurant, X has a large piece 
of equipment that uses an assembly line process to 
prepare and cook tortillas. The assembly line to pre-

pare and cook tortillas is the unit of property. It is not 
further divided in smaller units because the tortilla 
line is not plant property since it is not being used 
in an industrial process, but rather on a small scale 
in a retail operation.124

C. Materials and Supplies
The proposed regulations contain detailed rules con-
cerning materials and supplies. They also contain a 
new defi nition of rotable parts and spare parts. These 
new rules will replace the current regulation, which 
is only two sentences long.125 

The proposed regulations adopt the general stan-
dard under case law that materials and supplies are 
generally deductible in the tax year in which the 
materials and supplies are used or consumed in the 
taxpayer’s operations.126 If the materials and supplies 
have a useful life in excess of one year, the cost may 
have to be capitalized.127 

Materials and supplies are defi ned as tangible 
property that is used or consumed in the taxpayer’s 
operation and that are (i) not a unit of property; (ii) 
a unit of property that has an economic useful life 
of 12 months or less128; (iii) a unit of property that 
has an acquisition cost or production cost of $100 
or less129; or (iv) identifi ed in published guidance in 
the Federal Register or the Internal Revenue Bulletin 
as a material or supply.130

The proposed regulations create a new category of 
assets, which are treated as materials and supplies: 
rotable and temporary spare parts. However, unlike 
the general rule that applies to materials and sup-
plies, rotable spare parts and temporary spare parts 
are generally deductible the year it is disposed.131 
The proposed regulations provide that “rotable spare 
parts are parts that are removable from the unit of 
property, generally repaired or improved, and either 
reinstalled on other property, or stored for later in-
stallation. Temporary spare parts are parts that are 
used temporarily until a new or repaired part can 
be installed, and then removed and stored for later 
(emergency or temporary) installation.”132

Taxpayers may elect to treat as a capital expenditure 
the cost of any material or supply, unless the material 
or supply is a component of a unit of property. This 
rule should have particular attraction for taxpayers 
who purchase rotable spare parts and temporary 
spare parts. Rather than deduct a rotable spare part 
in the year in which it is disposed, a taxpayer may 
make an election to capitalize the expenditures in 
the year the property is placed in service and begin 
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depreciating the part.133 If an asset is classifi ed as 
rotable part, by capitalizing the cost, a taxpayer will 
accelerate the time when the taxpayer recovers the 
cost of the part through depreciation, since, if no 
election is made, the taxpayer will claim an expense 
for the cost in the year of disposition. For example, 
a commercial aircraft carrier may retain a stock of 
engines that it uses to replace or temporarily install on 
its planes when it services its engines. Expenditures 
for engines purchased to be used as either a rotable 
part or a temporary spare part will not be deductible 
until the year it is disposed, unless the taxpayer elects 
to capitalize the cost.

Spare parts that are not a unit of property or ro-
table spare parts and that do not better the unit of 
property may be deducted as materials in the year 
they are utilized or consumed. A taxpayer operates 
a fleet of aircraft and uses spare parts that are not 
separate units of property to repair the aircraft. The 
taxpayer can deduct the expenditures relating to 
the spare parts in the year the spare parts are used 
to repair and maintain the aircraft.134 An owner of 
an apartment building that pays for the acquisi-
tion, delivery and installation of a new window to 
replace the broken window may deduct the cost 
of the replacement window the year in which it 
is installed.135 

D. Restoration of Property
The preamble to the proposed regulations states 
that the “regulations provide a series of bright-
line rules to determine when an amount paid is 
deemed to restore property. Although some com-
mentators criticized the rules that deem the cost 
of certain activities to be capitalized as restora-
tion, the IRS and Treasury Department think that 
bright lines will reduce controversy and help ease 
administration.”136 A taxpayer must capitalize ex-
penditures which restore a unit of property when 
such expenditure:
 
(i)  Is for the replacement of a component of a 

unit of property and the taxpayer has properly 
deducted a loss for that component;

(ii)  Is for the replacement of a component of a 
unit of property and the taxpayer has properly 
taken into account the adjusted basis of the 
component in realizing gain or loss resulting 
from the sale or exchange of the component;

(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 
Code Sec. 165 or relating to a casualty event;

(iv) Returns the property to ordinary effi cient oper-
ating condition if the property has deteriorated 
to a state of disrepair and is no longer func-
tional for its intended use;

(v)  Results in the rebuilding of the unit of property 
to a like-new condition after the end of its use-
ful life;137 or

(vi) Is for the replacement of a major component or a 
substantial structural part of the unit of property.138

The proposed regulations provide a number 
of examples. In Example 1, based upon a cost 
segregation study of a manufacturing building, 
a taxpayer determined that a walk-in-freezer is 
tangible personalty (not part of the real estate) 
and treated it as a separate unit of property. The 
components of the walk-in-freezer ceased to func-
tion and the taxpayer replaces them. The taxpayer 
recognized a loss on the abandonment of the 
freezer components. The taxpayer must capitalize 
the amount paid to acquire and install the new 
freezer components.139

In Example 2, a taxpayer’s offi ce building incurs 
storm damage and the taxpayer claims a casualty 
loss and reduces the building’s basis. The taxpayer 
must capitalize the cost of repairs.140 Similarly, if 
the taxpayer received insurance proceeds which 
reduced his basis, the cost or repairs must also be 
capitalized.141 Amounts paid to restore a building 
that was not in use because it was in a state of dis-
repair must be likewise capitalized.142

Amounts paid to restore property during the period 
a taxpayer reasonable believed the property would 
be useful to him may be currently deducted. In Ex-
amples 6 and 7, it is assumed a rail carrier rebuilds a 
railroad freight car having a recovery period of seven 
years and an actual useful life to the taxpayer of 30 
years. If the rail carrier incurs this expense in the 
10th year of service, the amount may be deducted 
currently. If the expenditures is incurred the 40th 
year of service, the proposed regulations provide 
that the expenditures must be capitalized, since the 
expenditure was incurred after the expiration of the 
useful life period to the taxpayer, 30 years.143 

In Example 8, a taxpayer who owns a truck replaces 
the engine and cab at a cost of $25,000. The cost of 
a new truck is $50,000. The taxpayer must capitalize 
the cost of the engine and cab because it is 50 percent 
or more of the replacement asset.144 
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E. Amounts Paid to Adapt 
Property to Different Use

Taxpayers must capitalize expenditures that are made 
for the purposes of adapting a unit of property to a 
different use. An amount is paid “to adapt a property 
to a new or different use if the adaption is not con-
sistent with the taxpayer’s intended ordinary use of 
the unit of property at the time originally placed in 
service by the taxpayer.”145

For example, a taxpayer owns property that was 
operated as a manufacturing facility. The taxpayer de-
cides to sell the property to a developer that intends to 
use the property for residential property. The taxpayer 
spends money to clean up waste that was discharged 
on the property. The taxpayer also re-grades the prop-
erty so that it could be used for residential purposes. 
The amount expended to clean up the waste did not 
adapt the property for a different use and, therefore, 
is not capitalized. However, the amount expended 
to re-grade the property was incurred to adapt the 
property to a different use, residential property, from 
its originally intended use, manufacturing, and, there-
fore, must be capitalized.146

F. Safe Harbor for 
Routine Maintenance
Routine maintenance performed on a unit of prop-
erty will be treated as though it does not improve 
property. As such, it may currently be deducted. 
Routine maintenance is a recurring activity if the 
taxpayer expects to perform the activity more than 
once during its class life. Routine maintenance 
includes inspecting, cleaning and testing of the 
unit of property. The proposed regulations provide 
that the following factors must be considered in 
determining whether a taxpayer performed rou-
tine maintenance: recurring nature of the activity, 
industry practice, manufacturers’ recommenda-
tions, the taxpayer’s experience and the taxpayer’s 
treatment of the activity on its applicable financial 
statement.147 

An example in the proposed regulation closely 
resembles the facts in FedEx Corp.148 and, contrary 
to the IRS’ position in that case, holds the expenses 
incurred by a commercial airline for regular engine 
shops visits were currently deductible. The engine 
shop visits included the disassembly, cleaning, in-
specting, repairing, replacement, reassembly and 
testing of the engines. The engine shop visits were 
required every four years, and the aircraft had a 

class life of 12 years. As such, the maintenance 
was a recurring activity which did not improve the 
aircraft and were not required to be capitalized.149 
Expenditures incurred for engine shop visits after 
the expiration of the economic useful life of the 
plane were deemed not to improve the aircraft and 
do not have to be capitalized.150 

The preamble to the proposed regulations pro-
vides that the rules are intended to be safe harbor: 
“The IRS and Treasury Department recognize that 
many activities that do not qualify for the safe 
harbor nonetheless may be activities that do not 
give rise to capitalization of costs under Code 
Sec. 263(a).”151

G. Repair Allowance
Unlike the fi rst set of proposed regulations, which 
contained a repair allowance, the second set of 
proposed regulations issued in March 2008 does not 
provide a repair allowance. Comments received in 
response to the issuance of the fi rst set of proposed 
regulations issued in 2006 proposed regulations 
generally favored the idea of repair allowances but 
criticized the “one-size-fi ts-all approach.”152 

It is anticipated that the IRS and the Treasury will 
provide guidance on repair allowances for various 
industries. The proposed regulations provides that a 
taxpayer may use a repair allowance that is identi-
fi ed in the Federal Register or in an Internal Revenue 
Bulletin.153 

H. De Minimis Exception 
The fi rst set of proposed regulations did not contain 
a de minimis rule. In the preamble to the fi rst set 
of proposed regulations, the IRS requested public 
comment on whether the regulations should con-
tain a de minimis exception. It also acknowledged 
that IRS agents in practice permit taxpayers to 
use a capitalization policy that incorporates a de 
minimis exception:

The proposed regulations do not include a de 
minimis rule for acquisition costs. However, the 
IRS and the Treasury Department recognize that 
taxpayers often reach an agreement with IRS 
examining agents that, as an administrative mat-
ter, based on risk analysis and/or materiality, the 
IRS examining agents do not select certain items 
for review such as the acquisition of tangible 
assets with a small cost. This often is referred to 
by taxpayers and IRS examining agents as a de 

 perfor
s 
may c
is a re

med on
h 

urrently
rring

a unit of
s not im
be ded

ti it

ife
ea

neutiRo
g an

e m
tes

y
a
ti

nte
ng

na
of

nce
th

e 
e

The 
de

fir
m

t se
mini

t of 
mis

p
r
rop
ule.

ose
I

reg
he p

atu
rea

on
mb

s 
e
did 
to

not 
he

co
firs

ta
t s

outi M
e H
ine

aintutinee m

Ma
en

uc
t

en
eaty

ro

o
RouRou
erty

outi
utineutine
y wiy
opert

ti

ine
e mae ma
ll be
ty. A

 M
ainteainte
e tre
As su

i t
h,

nan



56

To Capitalize or Not to Capitalize: That May Be a Diffi cult Question

minimis rule. The absence of a de minimis rule 
in the proposed regulations is not intended to 
change this practice.154

The U.S. Court of Federal Claims in Cincinnati, 
New Orleans & Texas Railway Co.155 has upheld 
the taxpayer’s method of accounting under which it 
expensed all expenditures that did not exceed $500. 
The accounting method of the taxpayer, a rail carrier’s, 
conformed to the capitalization policy required by the 
Interstate Commerce Commission. However, the Tax 
Court in Alacare Health Services rejected a taxpayer’s 
accounting method, which expensed equipment cost-
ing less that $500 where there was no showing that 
the method clearly refl ected the taxpayer’s income. 
The Tax Court, in distinguishing its case with those 
of the U.S. Courts of Federal Claims, noted there 
were signifi cant differences in the statistical data of 
the taxpayers.156 Section IV.C of this article discusses 
these cases in greater detail.

Both the proposed regulations for materials and 
supplies, Proposed Reg. §1.162-3, and capitalization, 
Proposed Reg. §1.263, contain de minimis exceptions. 
As previously discussed in Section V.C of this article, the 
defi nition of materials and supplies includes “tangible 
property that is used or consumed in the taxpayer’s op-
eration” and is a unit of property that has an acquisition 
cost or production cost of $100 or less.157 For example, 
a business that engages in the rental of tangible personal 
property can expense as materials and supplies the pur-
chase of rental property in the year it is placed in service 
if the cost of such property is less than $100.158

The proposed capitalization regulations also 
provide that a taxpayer is not required to capitalize 
amounts paid to acquire or produce a unit of prop-
erty if (1) the taxpayer has an applicable fi nancial 
statement159; (2) the taxpayer has adopted a written 
accounting procedure that adopts a de minimis ex-
ception for capitalization for non-tax purposes; (3) 
the taxpayer treats the amount paid on its applicable 
fi nancial statement as an expense, and (4) the total 
amount expensed does not distort the taxpayer’s 
income for the year.160

The proposed regulations contain a safe harbor 
test for determining whether the amount expensed 
under the taxpayer’s written de minimis expendi-
ture policy will be deemed to distort a taxpayer’s 
income. An expenditure which does not exceed an 
amount computed under the proposed regulation 
formula will not be deemed to distort the taxpayer’s 
income. The taxpayer will be deemed to meet this 

safe harbor if the total amount deducted under the 
de minimis rule for materials and supplies for the 
units of property costing less than $100 plus the 
amount expensed under this capitalization rule do 
not exceed the lesser of:

0.1 percent of gross receipts for the tax year; or
two percent of the taxpayer’s total depre-
ciation and amortization expense for the tax 
year as reported in its applicable financial 
statement.161

For example, assume taxpayer X purchases 300 
computers at a cost of $400 each, or a total of 
$120,000. X has a written policy that it will not 
capitalize expenditures of under $500. X expensed 
the computers on its applicable financial state-
ments. X also purchased 300 desk chairs for $50 
each, or a total of $15,000. X intends to deduct the 
desk chairs when they are placed in service since 
the cost for each chair was under $100 each. X 
has gross receipts of $125 million and reports $7 
million of depreciation expense. To meet the safe 
harbor, the amount deducted must be less than:

0.1% x $125,000,000, or $125,000; or
2% x $7,000,000, or $ 140,000.

Taxpayer X would not meet the safe harbor 
because the amount deducted as material and sup-
plies, $15,000, plus the amount deducted under 
the de minimis capitalization policy, $120,000, 
total $135,000 which exceeds $125,000. Not-
withstanding the fact that X does not meet the safe 
harbor test, X could expense the amount if he could 
demonstrate that its capitalization policy does not 
distort income.162

If X in the foregoing example elected to capital-
ize 25 of the 300 computers, it would meet the safe 
harbor test. X would expense 275 computers each 
having a cost of $400, or a total of $110,000, plus 
the desk chairs, $15,000. Now, the total amount 
expensed, $125,000, does not exceed $125,000, so 
X meets the safe harbor test.163

A taxpayer can elect to capitalize an expenditure 
that would otherwise meet the de minimis exception. 
The election is made by treating the amount paid as 
a capital expenditure in the taxpayer’s timely fi led 
Federal income tax return.164

Upon the disposition of an asset expensed under 
the de minimis rule, the taxpayer will realize ordi-
nary gain. The proposed regulation provides that a 
taxpayer will not treat such gain as arising from a 
capital transaction or from an asset used in a trade 
or business.165 
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I. Optional Regulatory 
Accounting Method

The proposed regulations contain a provision that tax-
payers in a regulated industry may elect to apply for 
federal tax purposes the accounting method that it uses 
for regulatory accounting purposes. A taxpayer who 
makes this election must use the regulatory accounting 
principles for determining whether amounts paid to 
repair, maintain or improve property are capital expen-
ditures or deductible expenses. The proposed regulation 
identifi es taxpayers who are in regulated industries as 
ones who are subject to the regulatory accounting rules 
of the Federal Energy Regulatory Commission (FERC), 
the Federal Communications Commission (FCC) or the 
Surface Transportation Board (STB).166 

J. Plan of Rehabilitation Doctrine
The proposed regulations provide that as long as re-
pairs and maintenance “do not directly benefi t or are 
incurred by reason of an improvement,” they do not 
have to be capitalized even thought they are made 
at the time of improvement. However, the regulation 
further states that a taxpayer must capitalize all direct 
costs of improvements and indirect costs that directly 
benefi t or are incurred by reason of the improvement 
under the uniform capitalization rules.167

The preamble to the proposed regulations state 
that, as a result of these changes, “the judicially-cre-
ated plan of rehabilitation doctrine will be obsolete, 
particularly with regard to the assertion that the doc-
trine transform otherwise deductible repair costs into 
capital improvement costs solely because the repairs 
are performed at the same time as an improvement, 
or are pursuant to a maintenance plan, even though 
the repairs do not improve the property.”168 

VI. Summary and Conclusion
The proposed regulations, if they become fi nal, 
will certainly provide taxpayers additional guid-
ance as to the IRS’ position as to whether certain 
expenditures should be capitalized and have its cost 
recovered over a period of years as depreciation 
deductions, or instead be currently expensed as 
maintenance or repairs. They also create a number 
of safe harbor rules that should eliminate a signifi -
cant amount of controversy.

The proposed regulations contain two de minimis 
tests. If taxpayers meet either of these tests, capital-
ization will not be required. First, the defi nition of 

materials and supplies includes units of property 
used in a taxpayers business that have a cost of 
$100 or less.169 Second, taxpayers are not required 
to capitalize expenditures which are classifi ed as de 
minimis pursuant to a written policy of the taxpayer, 
and such outlays are also treated as an expense on 
the taxpayer’s applicable fi nancial statement; pro-
vided that the total amount classifi ed as de minimis 
expenses does not distort the taxpayer’s income.170

The proposed regulations contain a number of bright 
line tests that should provide taxpayers a fair amount of 
certainty. By meeting or failing the particular test, taxpay-
ers should have some degree of assurance as to whether 
they will be required to capitalize certain expenditures. 
Expenditures that in aggregate do not exceed the lesser 
of a specifi ed percentage of the taxpayer’s annual gross 
receipts or its depreciation deduction will not be deemed 
to distort the taxpayer’s income for the purpose of deter-
mining whether certain expenditures qualify for the de 
minimis exception.171 Taxpayers that have recognized 
gain or loss when property is damaged from casualty, 
or upon the disposition of property, generally cannot 
deduct the cost of restoration or replacement. Nor can 
taxpayers deduct currently outlays which return property 
from a state of disrepair to operational.172 Expenditures 
which meet the defi nition of routine maintenance will 
be currently deductible.173

The proposed regulations, should they become 
fi nal, will not eliminate all capitalization issues. A 
taxpayer’s accounting policy does not have to com-
ply with the proposed regulations provided that the 
taxpayer can demonstrate that its accounting policy 
clearly refl ects its income. However, if the IRS asserts 
that the taxpayer’s method does not clearly refl ect 
income, the taxpayer has the burden to demonstrate 
that the IRS abused its discretion.174 If the taxpayer 
establishes that its method of accounting clearly re-
fl ects its income, the IRS should not prevail even if 
its method more clearly refl ects income.175 

For example, assume a taxpayer own an apartment 
complex containing 350 separate dwelling units. In 
the year of acquisition, the taxpayer elects to treat 
each apartment building, including all of its con-
tents, as the unit of property. The taxpayer allocated 
the entire acquisition cost to land and buildings. As 
such, the taxpayer depreciated the entire acquisition 
cost allocated to the building over 27 1/2 years on a 
straight-line basis. Since no amounts were allocated 
to personal property, no portion of the purchase price 
was recovered over a fi ve-year recovery period. Upon 
replacement of any component within the apartment 
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complex (such as a refrigerator, stove, carpeting, etc.) 
the taxpayer expensed the cost of the purchase. The 
taxpayer concludes that under its interpretation of the 
unit of property, i.e., the building, the replacement of 
the appliances and carpeting did not result in a better-
ment of the property, restore the building, or adapt the 
building to a new or different use.176 Thus, it deducted, 
rather than capitalized, the cost of all appliances and 
carpeting the year they were placed in service.177 The 
taxpayer elected this method of capitalization because 
it signifi cantly decreases the administrative burden of 
accounting for all the separate items of tangible per-
sonal property within an apartment including stoves, 
refrigerators, air conditioners, carpeting, etc. 

The taxpayer accounting method does not con-
form to the proposed regulations which provide that 
tangible property located in a building are separate 
units of property.178 The capitalization method se-
lected by the taxpayer raises the issue of whether it 
clearly refl ects its income, and is thus an acceptable 
accounting method. 

As a result of the taxpayer’s decision to treat the 
entire complex as the unit of property, the taxpayer’s 
depreciation deductions in the initial years im-

mediately following the purchase of the apartment 
complex will be less than they would have been 
if the taxpayer allocated a portion of the purchase 
price to the acquisition of tangible property. Since the 
taxpayer treats the apartment building as the unit of 
property, the entire purchase price will be allocated 
to land and to depreciable residential property. The 
portion of the purchase price allocated to depre-
ciable residential property will be recovered on a 
straight line basis over 27 1/2 years.179 To the extent 
a portion of the purchase price had been allocated 
to appliances and carpeting, it would be classifi ed 
as fi ve-year recovery property and recovered using 
accelerated method of depreciation over the fi ve-
year period.180 Since the taxpayer is deducting its 
initial cost of the tangible property over 27 1/2 years 
rather than fi ve years, even though the taxpayer later 
expensed the replacement components when placed 
in service, the net tax effect to the taxpayer may be 
de minimis. After taking into account the actual tax 
savings, if any, to the taxpayer, and the administra-
tive burdens of accounting for each separate unit of 
property, the taxpayer’s method of accounting may 
be deemed to clearly refl ect its income. 
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