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Tax Accounting

By James E. Salles

This month’s column continues the discus-
sion of the treatment of taxpayers’ internal
costs (employee compensation and “over-
head”) in the proposed “INDOPCO regula-
tions.” The May issue described the “incremen-
tal costing” approach that prevailed before the
advent of detailed rules governing manufac-
turing and construction. The following discus-
sion begins with a summary of the authorities
addressing intangible property, and then turns
to the proposed regulations.

Basic Principles

Background: Tangible Property

Before detailed regulations were adopted in
the 1970s, the courts and the IRS had largely
followed an “incremental cost” approach to
capitalizing manufacturing and construction
outlays. This method was sometimes referred
to as “direct costing,” but that did not mean
that only direct materials and direct labor had
to be capitalized. The courts consistently
required capitalizing at least some indirect
(“overhead”) costs. This was equally the case
as to inventory,' where the regulations express-
ly so required;? long-term contracts,® where
they did not;* and self-constructed property,
which was not specifically addressed in regula-
tions at all.” The Supreme Court held in
Commissioner v. Idaho Power Co.° that all types
of costs are subject to capitalization unless
some specific exception applies.

There was more uncertainty about which
indirect costs had to be capitalized. The IRS
favored a “full absorption” or “full costing”
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approach under which most indirect costs that
had some relation to productive activity had to
be capitalized. Several cases approved the
IRS’s imposing this treatment when the tax-
payer had capitalized no overhead at all,” but
these seem to have reflected the principle that
the IRS gets to choose among acceptable meth-
ods if the taxpayer’s method is wrong.® The
courts suggested that only costs that varied
with production (“variable costs”) had to be
capitalized, while the treatment of “invariable”
costs, such as rent and real estate taxes, was
optional.’ Similarly, employees” compensation
was allocated when they spent substantial time
on manufacturing and construction activities,"
but not when their involvement was sporadic
or “incidental.”" Something close to “full
absorption” costing was eventually imposed
by regulation and, eventually, in the uniform
capitalization (“UNICAP”) and contract cost-
ing rules enacted in the Tax Reform Act of
1986.” None of these rules apply to intangible
property except in very limited situations,
however, so the early cases remain the starting
point for analysis.

The “Directly Related” Standard
Intangibles costing questions generally arise
in one of two settings. The first type of situa-
tion involves intangibles acquired, created, or
entered into in the course of ordinary business
operations. The question is whether recurring
outlays like salaries and different types of
overhead are part of the cost of that class of
intangibles. The second type of situation
involves an isolated, more or less one-of-a-kind
transaction like a business acquisition. The first
issue in such cases is identifying the outlays
that would not have been incurred “but for”
the transaction and are closely enough related
to it to justify capitalization. The second ques-
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tion that arises is whether recurring costs
should be attributed to the transaction even if
they would have been incurred anyway.

The relatively sparse early authorities car-
ried over principles familiar from the manufac-
turing and construction cases. Revenue Ruling
68-561" required a utility to capitalize subsidies
of new customers’ gas appliances but allowed
deductions for salaries and advertising because
these were less “directly and significantly pro-
ductive of intangible assets.” The National
Office concluded that requiring capitalizing
these costs would conflict with the traditional
deductibility of marketing expenses, and it was
hard to properly amortize them." Presumably,
the promotional program did not involve sub-
stantial incremental costs apart from the subsi-
dies. Revenue Ruling 69-331,” by contrast, con-
cluded that bonuses and commissions (both in-
house and external) were “directly related” to
another utility’s leases of equipment to its cus-
tomers and had to be amortized over the lease
terms. Revenue Ruling 73-580'" held employee
compensation attributable to corporate mergers
and acquisitions must be capitalized, emphasiz-
ing that “internal” expenses should be on the
same footing as comparable outlays to out-
siders.” The ruling did not discuss how the
salaries were to be attributed, but both cases
that it relied upon were consistent with incre-
mental costing. One involved a specially desig-
nated executive bonus,”® and in the other, essen-
tially all of the officers’ services related to a past
capital transaction.”

Over time, the IRS came to focus on “recur-
ring” capital transactions involving assets regu-
larly created or acquired in ordinary business
operations. The taxpayer in Revenue Ruling 74-
104* regularly renovated real property for
resale. The ruling concluded that both pay-
ments to agents involved in acquiring the prop-
erties and “salaries, travel, and other related
costs subsequently incurred by the taxpayer in
evaluating the agent’s report” were capital. The
ruling did not, however, specify how the
“salaries, travel, and other related costs” were
to be identified.
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A 1974 general counsel memorandum con-
sidered a proposed revenue ruling addressing
financial institutions’ loan costs, destined to
become a recurring and troublesome issue. The
National Office required that “directly related”
expenditures—the example given was employ-
ee commissions—be capitalized, again empha-
sizing that “in-house” costs and external costs
should be treated the same. However, deduc-
tions were allowed for “salaries, rents, office
overhead, and other similar expenses,” even
though the taxpayer maintained a dedicated
staff “for the primary purpose of soliciting
mortgage loans.” This position was arguably
more liberal than the construction and manu-
facturing cases, which capitalized compensa-
tion of employees predominantly engaged in
“capital” activities.

The IRS revisited the issue two years later,”
when it considered another proposed ruling,
this one involving a mutual life insurance com-
pany that invested in mortgage loans and real
property. The taxpayer maintained an “invest-
ment department,” including loan specialists,
lawyers, appraisers, and actuaries, working
exclusively on acquisition-related matters.
Again emphasizing that in-house costs were
subject to capitalization, this time the National
Office concluded that the salaries and “other
expenditures” attributable to those employees
were “directly related” to the investments.

Other Pre-INDOPCO Authority

Taken together, the rulings and internal
documents suggest that the IRS thought costs
should be assigned to intangible property
much as they were to real and tangible person-
al property before the “full absorption” regula-
tions. The cost of assets derived from ordinary
operations would include labor and possibly
variable overhead (likely small) attributable to
the overall “capital activity,” even these could
not be identified to any individual asset pro-
duced. “One of a kind” transactions would
require capitalizing only outlays that would
otherwise not have been incurred, which
would exclude most internal costs, except
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specifically identifiable items like bonuses and
commissions and perhaps travel costs, tele-
phone calls, and the like.

This costing approach would be generally
consistent with the few pre-INDOPCO cases
involving intangible property. In Dunlap v.
Commissioner,” a bank capitalized the costs that
it deemed “directly attributable” to its various
acquisitions, including minor salary expense.
The IRS, however, argued for capitalizing more
compensation, along with an allocation of rent,
depreciation, and other overhead. Relying
upon Fort Howard Paper Co. v. Commissioner,”
in which the court refused to attribute over-
head to “incidental” plant improvements, the
Tax Court held that none of the bank’s over-
head was capital because its acquisitions were
“incidental to its business of holding and man-
aging banks.” The court apportioned compen-
sation of an officer who was directly involved
with the transactions, but not that of employ-
ees whose services were “de minimis and inci-
dental to the[ir] regular tasks.” In Encyclopedia
Britannica, Inc. v. Commissioner,* the taxpayer
paid another publisher an advance against
expected royalties to research, prepare, edit,
and arrange a manuscript. The Seventh Circuit
held the payments capital, distinguishing the
taxpayer’s one-time payment for an essentially
complete manuscript from ordinary business
expenses incurred over time in producing a
publication in-house.

This reading is supported by implication in
the UNICAP “reseller rules,”” which can apply
to intangible property in limited
circumstances.” The regulations” distinguish
between property’s “acquisition cost,” includ-
ing “necessary charges incurred in acquiring
possession of the goods,”* which is always
capital, and additional “indirect costs” that
may be capitalized under section 263A. Among
the latter is “indirect labor,” defined to include
“all labor costs . . . that cannot be identified
with particular units or groups of units of spe-
cific property produced or . . . acquired for
resale.”” The implication is that labor costs that
can be “identified with particular units or
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groups of units”—presumably meaning much
the same as “directly related”—are “direct
labor” and part of the “acquisition cost.”

Post-INDOPCO Cases

The IRS Refines Its Position

There was some suggestion after the
Supreme Court’s watershed decision in
INDOPCO™ that the IRS might be drifting away
from strict incremental costing. IRS position
papers on leases hewed fairly closely to
Revenue Rulings 68-561 and 69-331 with their
distinction between “directly related” expendi-
tures and others.” However, another paper
required capitalizing a long list of costs in con-
nection with obtaining a cable television fran-
chise, their number and nature suggesting
some allocation.”

The same period saw the IRS getting seri-
ous about its position requiring capitalizing
internal costs connected with routine business
assets. IRS documents had addressed loan
costs in the 1970s,® but the issue became
prominent after financial reporting practices
changed in the late 1980s. Assuming they are
really fees for services,* loan fees are taxable
income upon receipt.” Traditionally, banks had
also recognized fee income for book purposes
when the loan was made, and any associated
costs were simply deducted along with other
current expenses. The new rules generally
required the fee income net of related costs,
including both “direct costs” of labor and
third-party outlays, be amortized into book
income.” Identifying the expenditures associat-
ed with the loans made proposing adjustments
easy—although the IRS warned agents that
book costing practices were not controlling”—
and it is hard for taxpayers to argue against
their own books.* The issue surfaced in techni-
cal advice as early as 1990.” After INDOPCO,
the IRS suspended consideration of accounting
method changes® and began routinely capital-
izing loan costs on audit.” It also pressed simi-
lar adjustments in connection with other types
of routine business assets, for example, requir-
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ing capitalization of employee compensation
and travel costs incurred in “soliciting, evaluat-
ing, and negotiating” long-term service con-
tracts.”

Internal costing issues are difficult because
two basic capitalization principles come into
conflict. Deductions are traditionally allowed
for routine business expenses, even though they
yield some future benefit because “the adminis-
trative costs of conceptual rigor are too great.”*
This continues to be the case after INDOPCO,
which did not create a “talismanic rule” that all
expenditures with any element of future benefit
are capital.* Capitalization is ultimately a ques-
tion of “clear reflection” and matching income
with the associated expense,” and tracing the
benefits of a lot of little outlays does not con-
tribute much.

On the other hand, it is equally well estab-
lished that “an expenditure that would ordinar-
ily be a deductible expense must nonetheless be
capitalized if it is incurred in connection with
the acquisition of a capital asset.”* The rule
excusing routine expenditures from capitaliza-
tion ordinarily applies to outlays being exam-
ined for “future benefit” in isolation. Costs
incurred in acquiring an asset will normally be
capital if the useful life of the asset is long
enough to warrant capitalization, regardless of
the nature of the cost. For example, while cur-
rent deductions are generally allowed for peri-
odic maintenance of tangible property if the
outlays are recurring and relatively modest,”
the same analysis does not apply to the original
costs of acquisition.

In arguing for current deductions for loan
costs,® banks relied heavily on the reluctance to
capitalize routine business expenditures illus-
trated in such cases as Encyclopedia Britannica.
The Seventh Circuit distinguished between “the
normal, recurrent expenses of operating a busi-
ness that happens to produce capital assets”
and outlays “unambiguously identified with
specific capital assets,” and observed that “[t]he
distinction between recurring and nonrecurring
business expenses provides a very crude but
perhaps serviceable demarcation between those

S

5

TA X ATIT O N M ONTMHLY

capital expenditures that can feasibly be capital-
ized and those that cannot be.”* Encyclopedia
Britannica, however, required capitalizing a spe-
cific outlay identified with a particular project,
and the court withheld judgment about
whether the distinction between recurring and
“unusual” costs “breaks down where . . . the
firm’s entire business is the production of capi-
tal assets.”* The basic question remains: do the
outlays form part of the cost of the asset or are
they to be examined on their own?

Recurring Assets: PNC Bancorp

These issues began to reach the courts in the
late 1990s. In PNC Bancorp, Inc. v. Commissioner”'
the Tax Court upheld the IRS in requiring two
banks to amortize employee compensation and
“related costs” attributable to negotiating, eval-
uating, and closing loans. The Third Circuit,
reversing, held the costs deductible as ordinary
expenses of conducting business.

The two courts’ differing approaches were
illustrated by their treatment of several older
cases allowing deductions for banks’ expendi-
tures in expanding their credit card activities.®
These cases, dating from after Lincoln Savings
but before INDOPCO, note with varying
degrees of emphasis that the expenditures were
not associated with “separate and distinct
assets,”® but fit most closely with the authori-
ties holding that the expenses of expanding an
existing business, as distinguished from starting
a new one, are currently deductible.

The Tax Court brushed these “credit card
cases” aside on the grounds that those courts had
found that the challenged outlays “did not create
or enhance a separate and distinct asset,” while in
PNC they did.* Arguably, loans are assets while
credit card accounts are not, but the court did not
seem to be making this formalistic distinction. The
outlays involved were basically the same,” and the
IRS extends the same capitalization requirement to
credit facilities such as “home equity lines of cred-
it.”* The thrust of the Tax Court opinion was that
the salaries and other outlays were “direct costs”
because the banks would not have incurred them
had they not made loans.
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The Third Circuit, by contrast, cited the
credit card cases as authority that the loan costs
in PNC did not “create or enhance” any asset
either. Loans are obviously assets, although the
court implied that they might be distinguish-
able from the reserve fund in Lincoln Savings.
The crucial part of the court’s holding was its
conclusion that only actual advances that form
part of the principal “created” loans.” The gen-
eral rule is that capitalization is required if an
outlay either relates to an “asset” or produces a
“more than insignificant” future benefit.
Having decided the loan costs did not relate to
assets, the Third Circuit found Encyclopedia
Britannica squarely on point, because recurring
business expenses do not produce the type of
“future benefit” that requires capitalization
under INDOPCO.

Isolated Transactions: Norwest/Wells
Fargo and Dana Corporation

Norwest Corporation v. Commissioner,” cap-
tioned as Wells Fargo & Co. v. Commissioner on
appeal, was about the treatment of an acquisi-
tion target’s legal fees and $150,000 of its offi-
cers’ salaries that it capitalized on its books as
relating to its acquisition. The Tax Court con-
cluded that both items had to be capitalized as
providing a “future benefit” under INDOPCO.
The Eighth Circuit, however, while upholding
capitalization of some of the legal fees, held
that the salaries were deductible because they
were not “directly related” to the acquisition.
The critical factor was that the officers’ com-
pensation was unaffected by the acquisition.”
Distinguishing Acer Realty Co. v. Commissioner,”
one of the early construction cases, the court
held that only “extraordinary and incremental
expenses” associated with the capital activity
had to be capitalized.

In between PNC and Wells Fargo came the
Federal Circuit’s decision in Dana Corporation
v. United States.” Dana paid a $100,000 annual
retainer to a prominent law firm. The retainer
“locked out” the firm from hostile representa-
tion, but was also credited against any legal
fees during the year. During 1984, the firm
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charged Dana $265,000 in connection with an
acquisition of its own. The taxpayer capitalized
$165,000 but sought to deduct the $100,000 that
was due regardless of whether legal services
were provided. The Federal Circuit held that a
legal fee was distinct from a protective retainer,
and regardless of past payments, the $100,000
paid in 1984 was for legal services related to an
acquisition. Some read this decision, following
closely on the heels of the Tax Court’s holding
in Norwest, as portending a trend away from
incremental costing,® although the opinion did
not address the issue directly.

Against this background, the Eighth
Circuit’s forthright application of incremental
costing in Wells Fargo was widely read as a cau-
tion not to take INDOPCO to extremes.”
Although it has not formally acquiesced, the
IRS seems largely to have accepted the Eighth
Circuit’s analysis. Indeed, a divisional “non-
docketed service advice review” later the same
year cited Wells Fargo in approving a deduction
for management salaries in similar circum-
stances.” The review memorandum noted that
the executives involved were all long-term
employees, would have received the same com-
pensation in any case, and spent only a rela-
tively insignificant amount of time (about 7
percent) on the three separate capital transac-
tions involved. After consulting with the
National Office, area counsel concluded that “it
was clear” that, on these facts, a deduction
would be allowable. The memorandum cau-
tioned that the same rule would not apply to
compensation of employees “hired for the spe-
cific purpose of participating in a capital trans-
action” or bonuses “based solely upon an
employee’s significant participation in a capital
transaction.”®

The Tax Court Tries Again:
Lychuk v. Commissioner

By contrast, the IRS persisted in its efforts to
capitalize labor and overhead costs “directly
related” to routine business assets like loans. A
2000 field service advice made clear the
National Office disagreed with the Third
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Circuit's PNC holding, while speculating that
its rationale (that only advances of principal
“create” a loan) might not apply to taxpayers
that bought loans rather than making them.®
Lychuk v. Commissioner” appears to have been
the same case.”® Lychuk involved a subchapter
“S” corporation (“ACC”) that financed auto
dealers’ credit sales. The corporation would
normally investigate potential buyers and
advise the dealer before closing whether or not
it would be willing to buy the installment con-
tract. Several employees spent from 40 to 100
percent of their time on these “credit review
activities,” and the issue was whether a corre-
sponding portion of their salaries and associat-
ed overhead should be capitalized. (The parties
agreed the expenses of servicing the contracts
were deductible.)

The full Tax Court addressed the issue in a
total of five opinions. The court began from the
premise that, contrary to the Third Circuit’s
holding in PNC, the capitalization requirement
extended to expenditures “directly related” to
the acquisition of an asset with a useful life
exceeding one year. Applying this standard, all
the judges agreed that the labor costs were cap-
ital because “but for ACC’s anticipated acquisi-
tion of installment contracts, ACC would not
have incurred the salaries and benefits attribut-
able to those [credit review] activities.”® This
fact distinguished the case from Wells Fargo,
where the employees spent relatively little time
on the acquisition and their compensation was
unaffected.”

A nine-judge majority allowed deductions
for the overhead items, however, because
“[n]one of these routine and recurring expens-
es originated in the process of . . . acquisition
of installment contracts, nor, in fact, in any
anticipated acquisition at all. ACC would have
continued to incur most of these expenses in
the ordinary course of its business had its busi-
ness only been to service the installment con-
tracts.”” The remaining seven judges would
have capitalized the overhead as well as the
compensation expense on the grounds that
ACC’s credit review activities were too signifi-
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cant to be “incidental”: “Logic would indicate
that if ACC no longer engaged in credit analy-
sis activities, then its need for office space
would decrease, and it would take steps to
reduce its rental and utility costs. The same
logic would apply even more to printing, tele-
phone, and computer costs.”” Both the majori-
ty’s and minority’s analyses thus revolved
around a “but for” test, although they reached
different conclusions.

The Regulations

Analytical Problems

The drafters faced a potentially difficult job
in coming up with suitable rules for internal
costs associated with intangible property. The
precedents concerning real and tangible per-
sonal property offer some but not a great deal
of assistance, because there are a number of
key differences. A basic distinction is that some
intangibles historically have only been treated
as assets when purchased. Purchased goodwill
and workforce in place are unquestionably
assets, but the outlays that produce them have
been consistently held deductible for over 70
years. Where the line is to be drawn excluding
these self-developed “goodwill-type” intangi-
bles from capitalizable assets is not always
clear. The controversy in PNC was essentially
about whether to treat the loans as assets like
the Tax Court, or like good-will type intangi-
bles that were not “separate and distinct
assets,” as the Third Circuit did.

Even when an asset clearly exists, confusion
remains about how to treat “the normal, recur-
rent expenses of operating a business that hap-
pens to produce capital assets,”” especially
when they are not associated under a “but-for”
analysis with a particular asset or transaction.
The tangible property precedents would sup-
port allocating “direct labor” and variable
overhead to recurring transactions, but the case
for allocating anything but “directly related”
incremental costs to isolated transactions is
considerably weaker. Those labels are in any
event somewhat arbitrary. As the Tax Court
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observed in Coors, “invariable” costs have a
way of becoming “variable” depending on the
scale of the activity. As distilled from the cases
and rulings, the rule seems to be that employ-
ees’ compensation is capitalized if a “signifi-
cant” portion of their time is spent on capital
activities, and overhead is capitalized if capital
activities are sufficiently “significant” in rela-
tion to the taxpayer’s overall activities. These
are not principles easily translated into “bright-
line” rules.

Moreover, analogies to tangible property
have their limits. For example, purchasing
department costs are not part of the basic
“acquisition cost” of purchased inventory.
Does this suggest loan acquisition costs (as dis-
tinguished from loan origination costs) should
not be capital? Capitalizing the indirect costs of
manufactured, but not purchased goods,
makes some sense: making widgets generally
involves more internal costs than buying them.
But what if the “widgets” are bank loans? PNC
arguably supports exactly the opposite distinc-
tion. The IRS suggested the Third Circuit’s
rationale for deducting loan costs—that only
the actual advances “create” loans—would not
apply to purchased loans. That would suggest
that perhaps loan acquisition costs should be
deducted, while loan origination costs should
be capitalized. Neither distinction makes much
policy sense.

A final wild card is the prospect that the
“matching principle” may sometimes override
the “normal” capitalization rules. In Johnson v.
Commissioner,” automobile dealers were
required to report service contract revenues
upon receipt even though they were partially
held in escrow. The Eighth Circuit allowed the
dealers to deduct the escrow agent’s fees,
which would ordinarily have been capital,
because “[i]f taxpayers are going to be required
to take into income the entire amount paid into
the escrow fund in the year of receipt and pay-
ment, we think, as a matter of fairness, that
they should also be allowed to deduct, in that
year, the entire amount of the fee.”” The IRS
has been hostile to the idea that matching prin-
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ciples can trump capitalization.”” However, tax-
payers might invoke the Johnson holding to
argue, for example, that loan costs should be
deducted when the taxpayer recognizes
income from the fees.

The Proposed Regulations’ Solution

Trying to codify the prevailing law, much
less impose “full absorption” costing, would
have risked a return to the semantic hairsplit-
ting the Supreme Court frowned upon in
INDOPCO, and a final product that looked like
the UNICAP regulations.

As in several other aspects of the proposed
regulations, the drafters opted for a modestly
taxpayer-favorable form of “rough justice.”
The internal costing rules draw heavily on the
“INDOPCO Coalition” proposal,” which was
drafted with the case law very much in mind.
(Indeed, both PNC and Wells Fargo were coali-
tion members.)

The Coalition proposal generally divided
occasions for capitalization into two cate-
gories, the acquisition of traditional “separate
and distinct assets” and “ACORN” (“acquisi-
tion, creation, organization, reorganization,
and new . . . business”) transactions. The pro-
posal would have allowed taxpayers to
deduct employee compensation costs and
“general and administrative costs” (including
general overhead, support costs, and “costs
for overall management or policy guidance
functions”) connected with either.” The coali-
tion also expressed support for a de minimis
threshold of “at least” $5,000 for expenses
associated with any single transaction.”

The regulations also divide capital outlays
into two basic categories, although along some-
what different lines. The first category com-
prises costs incurred to “acquire, create or
enhance” a laundry list of intangible assets.®
“Created intangibles” are defined more nar-
rowly than “acquired intangibles,” effectively
excluding self-created goodwill-type assets
from capitalization.” The second category com-
prises those costs that “facilitate”:

e the acquisition, creation, or enhancement of

JuLyYy 2003

19



LIVl a7 AU JuUuly 1 ooutt

Vil &9/ Vo LU, 05 AWVl rayc v

C O R P ORATE B USINES

an intangible asset, as described above;

* restructuring or reorganization of a business
entity; or

e the acquisition of capital, such as a borrow-
ing or stock issuance.”

The Advance Notice of Proposed
Rulemaking had stated that “facilitative” outlays
to be capitalized would exclude employee com-
pensation (except bonuses and commissions
paid specifically for that transaction) and “fixed
overhead” such as rent, utilities, and deprecia-
tion, and costs below a de minimis threshold
“such as $5,000.” Comments were requested
about how the threshold should be applied, and
whether certain expenditures should be ineligi-
ble for exclusion as de minimis.”

The proposed regulations drop the special
rule for employee bonuses and commissions
specifically attributable to the transaction and
exclude employee compensation completely.
The reference to “fixed overhead” is replaced
with the bare term “overhead.” The $5,000 de
minimis exclusion appears as promised, togeth-
er with a similar de minimis rule for payments
to suppliers or customers to induce them to
enter into a contract, although certain outside
commissions are ineligible for exclusion.
Naturally, taxpayers have to compute attributa-
ble costs to apply the threshold, but similar
transactions may be pooled and the average
cost used.* The preamble states that “[t]hese
simplifying conventions are intended to be
rules of administrative convenience, not sub-
stantive rules of law,” and requests comments
on a possible book conformity requirement.

Outlook

The proposals make a reasonable attempt at
administrative simplicity without working too
radical a departure from existing authorities.
The drafters are likely to have to flesh out the
term “overhead” to target the “internal” costs
that were presumably intended. They may also
want to fine-tune the safe harbors with an eye
to minimizing steps in a typical taxpayer’s cal-
culations. Rules that are harder to explain may
prove easier to apply.
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There is a case to be made that very small
individual outlays (under $100 or $500) should
simply be expensed because they are not worth
analyzing. Once a taxpayer has to go to the trou-
ble of figuring out what an outlay is, though,
there is no reason to misclassify it just because it
is not very big all by itself. Further simplifying
conventions should look to the transaction and
the taxpayers’ bookkeeping as a whole. The pro-
posed regulations” safe harbor does this to an
extent by basing the threshold on the total
expenses attributable to the transaction, but may
require some tweaking to achieve the goal of
requiring capitalization only when it counts.

If the goal is to reduce difficulties in allo-
cation, one possible option is a more gener-
ous exclusion for a narrower category of
costs. The regulations could provide that
expenses incident to employees’ activities,
like travel and telephone costs, need not be
capitalized if the employees’ actual compen-
sation is not capitalized. If this were thought
too generous, then both compensation and
associated costs could be required to be capi-
talized for employees that spent the bulk (say
80 percent) of their time on capital matters.
One commentator asked whether whatever
rule is adopted for employees should be
extended to contract employees and inde-
pendent contractors, provided that they were
not hired for, and not predominantly engaged
in, capital activities.*

On the other hand, payments to counterpar-
ties, bonuses, and commissions to outsiders,
and similar payments are generally pretty easy
to attribute, and the proposed regulations
require taxpayers to do so anyway to deter-
mine whether the threshold is met. If these
types of outlays are to be excluded from capi-
talization it has to be for some other reason,
such as avoiding the nuisance of tracking rela-
tively minor amounts. For example, the overall
de minimis exclusion could allow expensing if
the total facilitative costs attributed (after
applying the exclusion for specified types of
costs) fell below some percentage of acquisition
cost, or expected contract revenues or outlays.
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Other changes to the internal costing exclu-
sions might reduce the likelihood of whipsaws
and associated disputes. Taxpayers might be
permitted to apply the threshold to recurring
transactions based on past years’ results, or a
periodic study, so they could know before the
year began whether they would have to track
particular costs. They might also be permitted
to elect to capitalize otherwise deductible costs,
or capitalize regardless of the de minimis thresh-
old, provided they did so consistently. Finally,
the regulations should probably make clear that
once a taxpayer capitalizes particular costs, cap-
italization (not “following the regulations”)
becomes its method of accounting and it cannot

go back to expensing without permission.

A final option would be to require (or per-
mit) taxpayers to follow their own books, as
suggested in the preamble. The utility of book
treatment as a point of reference is likely to
vary sharply, and the drafters might be unwill-
ing to start distinguishing between isolated
and recurring capital transactions, and possibly
between different types of each. There might
also be problems in defining which financial
statements are reliable enough to follow. The
IRS has even more than the usual regulatory
latitude in accounting matters, and it will be
interesting to see how it handles internal costs
in the next round.
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