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Tax Accounting

BY JAMES E. SALLES

his month’s column explores a spate of recent
IRS administrative releases on tax accounting
issues:

e An IRS “advance notice of proposed rulemaking”
provides a sneak preview of the forthcoming intan-
gibles capitalization regulations.

e In the meantime, the IRS promulgates a “safe har-
bor” method of accounting for restaurant “small-
wares.”

e Notice 2002-8' allows more generous transition relief
for “split-dollar” insurance arrangements.

e Announcement 2002-18 confirms that most frequent
flier miles will remain untaxed pending further guid-
ance.

INDOPCO REGULATIONS PREVIEW

In January, the IRS continued its ongoing initiative to
deal with capitalization issues by releasing an “advance
notice of proposed regulations” addressing what costs
should be capitalized in connection with intangible
assets.? The notice provided a preview in narrative form
of the proposed regulations expected later this year.

Overview

Some aspects of the advance notice strikingly resem-
ble the “proposed capitalization principles” submitted
by the “INDOPCO Coalition” in December,® and indeed,
the IRS has drawn some mild flak on that score.* So far,
however, the IRS initiative remains more limited in scope
than the Coalition’s proposals. Unlike the Coalition,
which tried to tackle the whole capitalization question at
once, the IRS is confining the contemplated regulation
project to intangible assets. Thus, the thorny question of
repairs versus improvements® and the Coalition’s pro-
posal for a system of repair allowances are left for anoth-
er day.

Jim Salles is a member of Caplin & Drysdale in Washington, D.C.

The “big picture” is that the IRS seems to be willing to
adopt the Coalition proposal’s general approach, which
requires capitalizing outlays that relate to specific types
of assets and benefits while allowing most other expen-
ditures to be deducted currently. Unlike the Coalition,
the IRS may not regard the capitalization “laundry list”
as entirely exclusive. As discussed below, the advance
notice suggests that the proposed regulations may
allow room for a residual category of capital outlays in
relatively rare circumstances. However, if the regulations
that eventually emerge follow the pattern of the notice,
capitalization analysis will, in some respects, have come
full circle over the past decade. Both the Coalition and
IRS proposals somewhat resemble the “separate and
distinct asset” approach to capitalization that the tax-
payer argued for and lost in INDOPCO, although with a
fairly expansive definition of “asset” that encompasses
particular types of intangible benefits as well as “prop-
erty” a taxpayer can sell.

The other significant guidance offered concerns how
to treat costs incurred in connection with capital trans-
actions and “self-developed” intangibles, such as a
bank’s loans. Recent years have seen much controver-
sy over the IRS’s attempts to require capitalization of
employee salaries and other “internal” costs in such sit-
uations. The advance notice appears largely to con-
cede the issue, suggesting that the IRS will require cap-
italization only of incremental “external” costs beyond
some de minimis threshold. Specific provisions of the
advance notice are examined below.

Twelve-Month Rule

Like the Coalition, the IRS proposes a “twelve-month
rule” under which taxpayers could generally deduct
expenditures that provided a future benefit for no more
than 12 months, so long as that period did not extend
beyond the end of the taxable year following the
outlay. Following the Seventh Circuit's holding in
USFreightways Corp. v. Commissioner? the IRS would
allow accrual taxpayers access to this rule of conven-
ience on the same terms as cash basis taxpayers.
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Indeed, the proposal would seem to extend the existing
case law applying the twelve-month rule. Most of those
authorities involve prepayments of “period costs” such
as interest, rent, or other outlays that are not associated
with another asset, whereas the advance notice
appears to contemplate applying the rule to all expen-
ditures that “create or enhance” an intangible asset.

The Capitalization Laundry List

Besides the direct costs of acquiring an intangible
asset or a “financial interest,” such as a loan, the pro-
posed regulations are expected to require capitaliza-
tion, subject to the twelve-month rule, of outlays falling
under any of several specified headings:

e The first such category comprises prepayments
for goods, services, or other benefits.

e The next two categories include “market entry”
payments, such as payments to obtain a mem-
bership, privilege, or the right to conduct busi-
ness, and payments to a government to obtain a
license or other rights, such as a copyright, or
registration of a trade name or trademark.

e The fourth and fifth categories concern pay-
ments for contract rights. The current treatment
of such payments is somewhat murky.” Contracts
that produce gross income (e.g., a lease to a les-
sor, or a sales contract) are clearly “separate and
distinct assets,” but a mere “at-will” customer
relationship probably is not. Similar doubt
attends the status of “supplier contracts,” given
that expenditures to reduce future costs have tra-
ditionally been treated differently than expendi-
tures to produce future income. The IRS, like the
Coalition, concludes that costs to obtain con-
tracts with either customers or suppliers that
grant the taxpayer “enforceable rights” should
be capitalized. Similarly, the IRS expects to
require capitalization of amounts paid to termi-
nate certain contracts (such as a lease or fran-
chise) when the result is that rights held by oth-
ers revert to the taxpayer.

e The next category comprises payments that,
while they may directly enhance someone else’s
tangible property, indirectly benefit the taxpayer’s
own property. An example would be payments to
improve public roads adjacent to the taxpayer’s

property.?
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 The final category of capitalizable outlays com-
prises payments to “protect and defend title” to
existing intangible assets.

Self-Developed Intangibles

According to the advance notice, the proposed regu-
lations will generally require capitalization of ancillary
costs, which the notice describes as “transaction costs
that facilitate the taxpayer's acquisition, creation, or
enhancement of intangible assets or benefits” of the
types included in the laundry list. This rule would apply
to both isolated capital transactions, such as an acqui-
sition by or of the taxpayer, and to intangibles routinely
created or acquired in the course of business opera-
tions, such as a bank’s loans. However, the advance
notice suggests—in contrast to the IRS’s litigation posi-
tion in the past—that the proposed regulations will not
require capitalizing fixed employee compensation or
overhead. For example, fees paid to an outside law firm
in connection with a corporate acquisition would gener-
ally be capitalizable, but the salaries of corporate offi-
cers working on the transaction would not.

Confining capitalization to these types of “incremen-
tal” costs would largely concede the issue in the Wells
Fargo and PNC cases discussed in earlier columns,®
thereby forestalling a lot of litigation. The advance notice
also suggests that the proposed regulation may permit
ancillary costs under a de minimis threshold to be
expensed for administrative convenience.

Taxpayer Input Requested

The final section of the advance notice requests tax-
payer comments on a variety of topics, including
whether and when book-tax conformity should be
required, amortization periods, and a possible de min-
imis rule. The IRS also requests input on general princi-
ples of capitalization, suggesting that the proposed reg-
ulations may require capitalization of outlays beyond
those included on the laundry list in “rare and unusual
cases.”

In the Meantime...

The administrative status of the advance notice and
its effect on pending proceedings are a little unclear. An
internal memorandum issued in late February by two
IRS divisional commissioners™ advised that “the rules
and standards in the [advance notice] are not Service
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position and do not provide any authority for concession
of these issues,” and are not intended to prescribe “stan-
dards to be utilized in resolving existing cases.” The
memorandum added, however, that as “it is likely that
Treasury and this Service will ultimately adopt” a twelve-
month rule, agents should not propose fresh adjustments
that would be covered by such a rule, although existing
proposed adjustments should be pursued.

A couple of weeks later, the Chief Counsel’s office
announced that, for the time being, the IRS would no
longer seek to enforce capitalization of ancillary costs
that would be eligible for expensing under the pro-
posed regulations as described in the advance notice:
that is, fixed internal costs such as employee compen-
sation and overhead, and “incremental” costs below a
$5,000 de minimis threshold. However, taxpayers that
have deducted costs that the final regulations ultimate-
ly require to be capitalized may be later required to
change accounting methods, with an appropriate
cumulative adjustment under Code Section 481."

Remaining in limbo are expenditures that are not cov-
ered by the laundry list of capitalizable outlays in the
advance notice, but which are associated with some
sort of future benefit that might be argued to require
capitalization under INDOPCO. The IRS will presumably
resolve such issues on a case-by-case basis with an
eye to, but not constrained by, the expected proposed
regulations.

NEW PROCEDURE ADDRESSES
“SMALLWARES”

While the advance notice addresses capitalization
issues at the most general level, it followed closely on
the heels of a revenue procedure whose application
could hardly have been more specific. Revenue
Procedure 2002-12% attempts to resolve a common
audit issue in the food industry by prescribing a spe-
cialized elective method of accounting for restaurant
“smallwares.”

Background

Historically, the IRS has taken the position that there is
no generally applicable de minimis threshold for capi-
talization,”™ and the Tax Court recently endorsed that
view in Alacare Home Health Services.” However, in
some circumstances, small size may combine with lim-
ited useful life to justify a deduction. Reg. §1.162-6
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allows professionals to deduct outlays “for books, furni-
ture, and professional instruments and equipment, the
useful life of which is short,” and Reg. §1.162-12 allows
farmers to deduct “[t]he cost of ordinary tools of short
life or small cost.” The Tax Court likewise has allowed
relatively small outlays with limited useful lives to be
expensed, even though the useful life may exceed the
usual one-year rule of thumb. Thus, for example, in
Galazin v. Commissioner,™ Judge Irwin allowed the tax-
payer to deduct a $50 calculator with an asserted two-
year life “in light of the relatively minor size of the expen-
diture and the relatively short useful life,” although a few
weeks before he had required another taxpayer to cap-
italize $75 paid for a used adding machine with an
expected remaining life of five years.™

Smallwares

Restaurant smallwares are items such as pots, pans,
dishes, and glassware. A food service business typi-
cally purchases a smallwares “package” for about
$10,000 to $50,000 when it begins operations. The
items are then replaced piecemeal as the need arises.
Revenue Procedure 2002-12 noted industry data indi-
cating that smallwares have an average useful life of
slightly over a year. Individually, smallwares are likely
candidates for a de minimis rule. The initial bulk pur-
chase, however, is a decent-sized outlay that arguably
has a greater than one-year useful life.

Revenue Procedure 2002-12 attempts to resolve a
recurring audit problem by allowing a restaurant or tav-
ern to elect the specialized “smallwares method of
accounting.” The “smallwares method” is essentially a
fancy name for treating smallwares as “non-incidental
supplies” and deducting their cost as they are put into
use and “consumed” in the taxpayer’s business.”
Under a simplifying (and taxpayer-favorable) assump-
tion, however, smallwares would be deemed to be
placed into service when they were ready for use on the
premises. The procedure also provides a lengthy and
generous definition of eligible smallwares, including
“table top items,” bar supplies, food preparation uten-
sils, and miscellaneous small appliances costing $500
or less.

Pre-Opening Expenses
Revenue Procedure 2002-12 provides that the small-

wares method is not available for purchases before the
restaurant actually begins operations. The exclusion is
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drafted rather clumsily to cover “smallwares that are
start-up expenditures as described in [Code Section]
195.” Presumably, the drafters intended that such costs
would be subject to elective 60-month amortization
under that provision. However, the definition of “start-up
expenditures” is restricted to those outlays “which, if
paid or incurred in connection with the operation of an
existing active trade or business...would be allowable
as a deduction for the taxable year in which paid or
incurred.”® Technically, therefore, the reference to Code
Section 195 raises precisely the capitalization issue that
the revenue procedure was designed to finesse.

The revenue procedure seems to assume that small-
wares are “naturally” capital items. Even under the
smallwares method a deduction can only be taken as
the items are put into use, which is not necessarily the
taxable year in which the costs are paid or incurred. If
the smallwares are indeed capital assets, then their cost
would not be eligible for amortization under Code
Section 195, but would become depreciable once the
items are placed into service, however that is defined.
One hopes that such controversies will be resolved with
due regard for common sense and administrative con-
venience.

IRS TAKES ONE STEP BACK ON
“SPLIT-DOLLAR”

In early January, the IRS issued Notice 2002-8"
addressing “split-dollar” insurance, revoking its earlier
Notice 2001-10.2 “Split-dollar” refers to a class of
arrangements, typically between employer and employ-
ee, under which one party (the employer) pays premiums
for insurance covering the other (the employee) in
exchange for a portion of the rights under the policy. The
consequences of such an arrangement depend upon
which party is treated as owning the policy.

Notice 2001-10

In Notice 2001-10, which purported to “clarify” earlier
guidance, the IRS attempted to require taxpayers to
treat split-dollar arrangements consistently in applying
different Code provisions. The following are among the
potentially applicable provisions:

e Code Section 72 applies to distributions
received by owners of life insurance and annuity
policies.
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e Code Section 83, which applies to transfers of
property in connection with services, generally
taxes the value of property received as compen-
sation income when the recipient’s right to retain
the property is no longer conditional on future
performance.

e (Code Section 7872 imputes interest income and
deductions on certain loans at below-market
interest rates, including loans between an
employer and employee.

Notice 2001-10 effectively required taxpayers to
choose between two models of accounting for split-dol-
lar arrangements. Under one model, the employee
would be treated as owing the insurance policy. Under
this assumption:

e |f the employer's premium payments are
repayable (for example, from the policy pro-
ceeds) they would be treated as loans to the
employee, which would be subject to imputed
interest under Code Section 7872. The premium
payments would be considered immediate com-
pensation income if the employee is not required
to repay them.

e Policy distributions received by the employee
would be distributions taxable under Code
Section 72.

Under the alternative model, the employer would be
treated as owning the insurance policy. In turn, this
would mean:

e The employee would be currently taxable on the
value of the insurance coverage provided, which
is determined under an IRS rate table unless the
insurer’s “standard rates” are lower. Notice 2001-
10 provided an updated rate table (Table 2001)
to use for this purpose.

e Any amounts that the employee received under
the policy would be treated as received from the
employer in connection with services. For exam-
ple, any lifetime payout would generally be com-
pensation income. The employee could also be
taxed under Code Section 83 and the “econom-
ic benefit doctrine” on increases in the policy’s
cash value before payout. This would clearly be
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the case for increases directly attributable to
additional employer contributions, and possibly
also for “inside buildup” that accrues while the
employer continues to own the policy, although
the IRS has promised that any rules providing for
current taxation of inside buildup would not be
retroactive.

e The policy itself would not be treated as trans-
ferred to the employee so long as the parties
continued to report consistently with the above
requirements.

Notice 2002-8

Notice 2001-10 was controversial and attracted con-
siderable criticism, particularly in its application to exist-
ing arrangements. Commentators proposed an array of
alternative solutions, including. ..

1. An elective regime under which employer-paid
premiums would not be treated as loans, but the
policy would be treated as transferred only if and
when the employee received a pre-death pay-
out*! and

2. Allowing the employee to claim basis in the poli-
cy (technically, “investment in the policy” under
Code Section 72) for the value of current insur-
ance coverage previously included in income.?

Commentators also requested that the IRS commit to
regularly update the actuarial tables used in valuing cur-
rent insurance coverage.”® However, the writers’ main
complaint was that Notice 2001-10 upset settled expec-
tations as applied to existing “split-dollar” arrangements
and that taxpayers could not be certain that the rules
would not change yet again in the future.®

Notice 2002-8 revokes Notice 2001-10 and provides
a further glimpse at the likely contents of the forthcom-
ing proposed regulations, which officials have hinted
will be out by the end of the year.® While Notice 2002-8
relaxes some aspects of Notice 2001-10 and has been
billed as a concession to taxpayers,® the core of the
analysis in Notice 2001-10 remains. Taxpayers will still
not be able to have their cake and eat it too by treating
the insurance policy as owned by the employee from
the outset (to avoid taxing the buildup in the policy
under Code Section 83), while at the same time avoid-
ing treating employers’ premium payments as loans
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under Code Section 7872. The proposed regulations
will provide that either the employee or the employer will
be treated as owning the policy, and the consequences
to both parties will be determined consistently with the
assumption chosen.

Notice 2002-8 signals some changes in the IRS’s sub-
stantive thinking. For example, while Notice 2001-10
generally would have allowed the parties a choice of
which taxation model to use, Notice 2002-8 suggests
that the regulations will determine which treatment
applies based on which party is treated as the owner
under the policy documents.” However, the most sig-
nificant changes made by Notice 2002-8 concern the
effective dates of the new rules. In general, Notice
2002-8 promises that the forthcoming regulations will
not apply to arrangements entered into before final reg-
ulations are issued. The notice also prescribes specific
transition rules that will apply both in determining the
policy’s “owner” for tax purposes and in valuing the cur-
rent coverage provided to the employee.

Transition Relief

Notice 2002-8 generally promises that an existing
“split-dollar” arrangement will not be treated as creating
a taxable transfer under Code Section 83—that is, the
policy will be treated as having been owned by the
employee throughout the term of the arrangement—if
either:

1. The arrangement is terminated before the end of
2008.

2. Starting in 2004, the parties treat all potentially
repayable premium payments by the employer
as loans and make reasonable efforts to comply
with the imputed interest rules.

As to “new” arrangements entered into after January
27, 2002, but before the issuance of further guidance,
there will be no taxable transfer so long as the parties
consistently treat employers’ repayable premium pay-
ments as loans.®

Notice 2002-8 also provides some transition relief in
valuing the current insurance coverage provided to the
employee if the parties treat the policy as owned by the
employer. The IRS’s old guidance generally required
that current insurance coverage be valued under the
P.S. 58 rates unless the carrier's published “standard
risk rates” were lower. Under Notice 2001-10, the Table
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2001 rates had to be substituted for the P.S. 58 rates
beginning in 2002. This particular change did not attract
much criticism because the Table 2001 rates are gen-
erally lower than the PS. 58 rates. However, Notice
2001-10 also adopted a more restrictive definition of
“published standard risk rates” beginning in 2004.
Moreover, the notice warned that the new regulations
might not permit taxpayers to continue to use published
standard risk rates at all for contracts issued after
February 28, 2001.#

The following rules will now apply to split-dollar
arrangements in existence as of January 27, 2002:

e The Table 2001 rates will generally apply begin-
ning in 2002, but taxpayers may continue to use
the P.S. 58 rates if the contract between the par-
ties expressly so provides.

e The more restrictive definition of standard risk
rates will not apply.

Split-dollar arrangements entered into after January
27, 2002, but before the final regulations appear will be
subject to the Table 2001 rates and, starting in 2004, to
the more restrictive rules for standard risk rates.®
However, the IRS’s promise that the new regulations will
apply only prospectively means that taxpayers do not
have to worry about the rules changing again with
respect to these contracts.

FREQUENT FLIER MILES STAY
UNTAXED FOR NOW

Announcement 2002-18 formalizes the IRS’s existing
policy of not seeking to tax most benefits under frequent
flier and similar programs, and promises that any forth-
coming guidance will not be applied retroactively.

Background

The theoretical issues involved are fairly simple. The
benefit from cashing in a frequent flier award or its
equivalent is probably best regarded as a retroactive
rebate or discount on the cost of the original transaction.
A rebate or discount is not gross income.*' However, a
taxpayer recognizes income under the “tax benefit” rule
when an event occurs that is “fundamentally whenan
event occurs.® Accordingly, if travel is deducted as a
business expense and the associated frequent flier
award is used for personal travel or to purchase goods
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for personal use, the rebate may represent tax benefit
income. If the taxpayer didn't pay for the original trip at
all, any benefit from the frequent flier award likely is
gross income under general tax principles. For exam-
ple, in the common case where an employee uses a
frequent flier award from employer-paid business travel
for personal purposes, the employee will have some
amount of compensation income when the miles are
cashed in.

Nonetheless, the practical difficulties in determining
when and how much income should be reported, still
less effectively enforcing a requirement to do so, are
daunting,® and the IRS has shown no great desire to
come to grips with them. When it released proposed
regulations on fringe benefits in 1985, the IRS asked for
comments on tax issues relating to frequent flier pro-
grams.® A separate regulations project was later
opened, but was closed in January 1990, and convert-
ed into a study project.®

A 1995 technical advice memorandum (TAM) con-
cluded that a taxpayer’s reimbursement arrangement
with its employees was not an “accountable plan” that
would permit the employees to exclude reimburse-
ments received, because it allowed the employees to
keep frequent flier awards from business travel.®* An
accountable plan cannot permit employees to retain
amounts in excess of the actual expenses incurred.*
The National Office reasoned that this was exactly what
was happening if the employees were being paid the
full ticket price and permitted to retain the award, which
was essentially a rebate. The TAM attracted immediate
negative comment, and a few days after its public
release, the IRS indicated that it was reconsidering its
analysis.® This did not stop the introduction of succes-
sive bills to exclude frequent flier benefits from income.®

Charley v. Commissioner

In the meantime, the courts got into the act in Charley
v. Commissioner®® The taxpayer in Charley was the
president and controlling shareholder in a closely held
company. When he had to travel for business purposes,
he regularly instructed his travel agent to bill the com-
pany for a first class ticket. The taxpayer then actually
paid for a coach ticket, and used his frequent flier miles
for an upgrade. The Tax Court seemed undecided
whether the taxpayer had accomplished “a straight ‘rip-
off’...of his employer” or had merely sold frequent flier
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miles with zero basis, but held that in either event the
taxpayer had income, and slapped him with a negli-
gence penalty for good measure.*' On appeal, the Ninth
Circuit agreed with the Tax Court’s analysis except with
regard to the penalty.

Charley, however, illustrates the rare case in which
the taxpayer reaped a cash benefit, so both the timing
and amount of income were easily determinable. The
IRS’s victory in Charley did not alleviate the practical
problems involved in extending the courts” analysis to
the “normal” frequent flier case.

Announcement 2002-18

The IRS has now formally announced that, because
of the “numerous technical and administrative issues”
remaining to be resolved, it will adhere to its prior unwrit-
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ten policy and generally will not assert tax based on the
receipt or use of frequent flier miles and other “in-kind
promotional benefits.” The announcement covers the
common kinds of airline, car rental, or hotel plans in
which customers receive credits of one sort or another
that are exchangeable for travel-related services or
other services or goods. The IRS promises that the pol-
icy will continue in effect until further guidance is issued,
and that such guidance will apply only prospectively.
However, relief will not be available in cases where the
benefits are converted into cash (as they were in
Charley), to compensation deliberately paid in the form
of such benefits, or in other circumstances where the
programs are abused for tax avoidance purposes.
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