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I.

Introduction1
This report sets forth the response of the New York State Bar Association Tax

Section to Notice 2004-62 and Notice 2004-18,3 in which the Internal Revenue Service
(the "IRS") and the Treasury Department ("Treasury"), announced their intention to issue
proposed regulations and solicited comments regarding those regulations. Notice 2004-6,
which is addressed in Part II of this report, solicited comments regarding regulations
concerning the application of Sections 1624 and 263 to costs incurred by taxpayers to
repair, improve or rehabilitate tangible property. Notice 2004-18, which is addressed in
Part III of this report, requested comments regarding the treatment of costs that facilitate
certain tax-free and taxable transactions.
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This report was prepared by the Committee on Tax Accounting of the Tax Section of
the New York State Bar Association. The principal authors of this report are Marc L.
Silberberg and David W. Mayo. Helpful comments were received from Kimberly S.
Blanchard, Peter H. Blessing, Peter C. Canellos, Patrick C. Gallagher, David Kahen,
Janet B. Korins, Michael L. Schler, and Lewis R. Steinberg.
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Notice 2004-6, 2004-3 I.R.B. 308 (January 20, 2004).
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Notice 2004-18, 2004-11 I.R.B. 605 (Feb. 19, 2004).
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All "Section" references are to the Internal Revenue Code of 1986, as amended (the
"Code"), and all "Treas. Reg. §" references are to the Treasury Regulations promulgated
thereunder.

II.

Comments Regarding Expenditures Paid or Incurred to
Repair. Improve or Rehabilitate Tangible Property

In Notice 2004-6, the IRS and Treasury announced their intention to propose
regulations that clarify the application of Sections 162 and 263 to expenditures paid or
incurred to repair, improve or rehabilitate tangible property, with the objective of
providing clear, consistent and administrable rules that will reduce uncertainty and
controversy in this area while preventing the distortion of income. Notice 2004-6
requested comments on whether certain issues identified in the notice or other issues
should be addressed in the regulations and, if so, what specific rules and principles should
be provided.
A.

Background

Regulations promulgated under Section 162 provide that costs for "incidental
repairs" are among the items treated as deductible business expenses under Section 162.5
Treas. Reg. § 1.162-4 elaborates 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, 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 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.6

5
6

Treas. Reg. § 1.162-1 (a).

This regulation maintains substantially intact the standard established in regulations
promulgated under the Revenue Act of 1918, see Treasury Regulation 45, Art. 103

Under Section 263, a taxpayer may not deduct amounts paid or incurred "for
permanent improvements or betterments made to increase the value of any property or
estate"7 or "in restoring property or in making good the exhaustion thereof for which an
allowance is or has been made."8 Expenses which are in the nature of replacements and
which are "paid or incurred (1) to add to the value, or substantially prolong the useful
life, of property owned by the taxpayer, such as plant or equipment, or (2) to adapt
property to a new or different use" must be capitalized.9
Accordingly, repair expenses generally are viewed as deductible if the repairs do
not (i) materially add to the value of the property, (ii) appreciably or substantially prolong
the life of the property, or (iii) adapt the property to a new or different use. Even if a
repair expense, standing alone, would be deductible under the foregoing standard, such
expense must be capitalized if it is incurred as part of a general plan of rehabilitation,
modernization or improvement of the property.10 Courts have articulated the distinction

(1921), which was elaborated upon in Illinois Merchants Trust Co. v. Comm >, 4 B.T.A.
103 (1926).
7

Section 263(a)(l).

8

Section 263(a)(2).

9

Treas. Reg. § 1.263(a)-l(b).

10

See United States v. Wehrli, 400 F.2d 686 (10th Cir. 1968) (involving a renovation
which adapted a building to the needs of a new tenant), rev'g 67-2 USTC (CCH) H9,512
(D. Wyo. 1967); Norwest Corp. v. Comm'r, 108 T.C. 265 (1997) (upholding the
disallowance of deductions for the cost of removing asbestos-containing materials in
connection with a major remodeling of a bank building even though the court specifically
found that the asbestos removal neither increased the value of the building nor increased
its useful life); Rev. Rul. 88-57,1988-2 C.B. 36 (disallowing deductions for expenses
incurred in connection with the rehabilitation of freight cars to restore them to "like new"
condition).

between deductible repairs and capitalizable improvements as the difference between
expenditures incurred to "keep" an asset in efficient operating condition and expenses
incurred to "put" the asset in such condition.11 The Supreme Court's decision in
INDOPCO v. Commissioner™ did not affect these general principles.13
The applicable regulations, however, do not include specific rules for applying the
foregoing standards. For example, the regulations do not prescribe clear rules for (i)
identifying the unit of property with respect to which the foregoing tests are to be applied
(i.e., when a repair is made to a component of a larger unit of property) or (ii) measuring
the increase in value or useful life of the repaired property for purposes of such tests.
Moreover, the regulations do not provide rules for determining when a plan of
rehabilitation exists or whether a particular repair expense is sufficiently related to such a
plan to require its capitalization. As a result, a substantial body of case law has
developed involving highly fact-specific determinations. Courts have recognized that
distinguishing between those repair expenditures that are deductible and those that must
be capitalized is "an almost insoluble problem inasmuch as questions of degree are
involved."14 Consequently, although the case law applies the long-standing general
11

Estate of Walling v. Comm >, 373 F.2d 190, 192-93 (3rd Cir. 1967), rev'g 45 T.C. 111
(1965).
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503 U.S. 79 (1992).
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See Rev. Rul. 94-12, 1994-1 C.B. 36; Ingram Industries, Inc. v. Comm 'r, 80 T.C.M.
(CCH) 532, 540 (2000).
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Electric Energy, Inc. v. United States, 13 Cl. Ct. 644, 665 (1987) (quoting 6 MERTENS,
LAW OF FEDERAL INCOME TAXATION § 25.56, at 216 (Rev. 1985); Stoeltzing v.
Comm >, 266 F.2d 374, 376 (3rd Cir. 1959) ("The line of demarcation between
deductible repairs and additions to capital is, of course, obscure"), aff'g 17 T.C.M. (CCH)
567(1958).

principles described above, the decided cases have not given rise to clear and specific
rules of application that would provide consistency in this area of the law.
B.

Summary

The existing regulations concerning the proper treatment of repair expenses apply
long-standing principles which we generally believe are appropriate to determine when
capitalization of such expenses is required. Those standards necessarily involve the
weighing of a number of diverse facts and circumstances which often are specific to a
particular taxpayer's business operations or industry. We do not believe that meaningful
revisions of the applicable standards currently set forth in the regulations, or the
expansion or limitation of the factors to be considered in applying those standards, are
either necessary or appropriate to achieve the objective of clear reflection of income. We
do believe that certain definitional matters inherent in the application of those standards
can be clarified, such as the definitions of value and useful life and the identification of
the proper pre-repair reference point for determining the impact of a repair expense on
value and useful life. Our suggested clarifications are discussed in our comments below.
Furthermore, the capitalization issues in this area that appear to generate the most
controversy tend to involve questions of degree, rather than questions of type of expense.
Accordingly, we do not believe this area lends itself to clarification by developing
categories of expenses that are required to be capitalized. Nor do we believe that
simplification of these capitalization issues should be achieved by requiring conformity
of the tax treatment of repair expenses to their financial or regulatory accounting
treatment, given the divergent purposes served by those rules.

Instead, if reducing the level of controversy concerning the capitalization of repair
expenses is a priority, we believe that consideration should be given to establishing an
annual repair allowance that would permit expenditures falling below a specified
threshold to be deducted. We note, however, that legislation may be necessary to
authorize such an allowance, and the design of such an allowance may need to take into
account variations in the type of property or industry involved and the expected repair
experience for that property or industry.
C.

Comments

1.

General Principles Requiring Capitalization of Repair Expenses. We

believe that the standards currently set forth in the existing regulations - requiring
capitalization for expenditures that materially increase the value of property, substantially
prolong the useful life of property, or adapt it do a new or different use - establish the
proper tests for capitalization. These standards are consistent with the statutory
requirements of Section 263, and provide an appropriate means of identifying expenses
the purpose and effect of which go beyond keeping property in efficient operating
condition during its expected useful life. Other factors, such as the impact of a repair on
the productivity or capacity of an asset, may be relevant in determining whether
capitalization should be required; however, we expect that a meaningful increase in
capacity or productivity would translate into a material increase in value, lengthening of
useful life or change in use. Accordingly, we do not believe that it is necessary to
establish such factors (or other similar factors) as additional, independent grounds for
requiring capitalization of a repair expense.

2.

Identifying the Appropriate Unit of Property. There is no uniform

standard for determining the appropriate unit of property with respect to which the
foregoing tests should be applied where a repair is made to a discrete component part of a
larger item of property.15 One court recently summarized the criteria relevant to such
determination as follows: (1) whether the taxpayer and other businesses in the same
industry as the taxpayer treat the component part as part of the larger unit of property for
regulatory, market, management or accounting purposes; (2) whether the component part,
if properly maintained, has an economic useful life that is coextensive with that of the
larger unit of property; (3) whether the component part and the larger unit of property can
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Compare FedEx Corp. v. United States, 291 F. Supp. 2d699, 708-13 (W.D. Term.
2003) (holding that the unit of property was an entire aircraft, rather than the engine or
the auxiliary power units ("APUs"), after finding that the engines and APUs were treated
as part of a fully assembled aircraft for purposes of acquisition, operation, maintenance
and disposal, the taxpayer did not regularly or periodically replace its engines, and the
engines, APUs and aircraft could not function for their intended purpose without the
other, even though at least one engine generally was removed from the aircraft for
purposes of making the necessary repairs), and Ingram Industries, 80 T.C.M. at 538-39
(holding that the unit of property was an entire towboat rather that its engine, after
finding that the towboats are purchased with the engines, the engines are designed to be
maintained without removing them from the boat, the engines, if properly maintained,
were expected to last for the expected life of the towboat, there was no evidence that the
owners regularly and periodically replaced the engines over the life of the boat, and the
repair procedures were not the equivalent of rebuilding the engine), with Smith v.
Comm V, 300 F.3d 1023, 1030 (9th Cir. 2002) (holding that the Tax Court's conclusion
that the unit of property was each individual smelting cell, rather than the entire smelting
line, was not clearly erroneous, apparently based on the finding that an individual cell
could operate by itself, notwithstanding that to do so would require substantial
modifications of taxpayer's electrical system), aff'g Vanalco, Inc. v. Comm'r, 78 T.C.M.
(CCH) 251 (1999), and Electric Energy, 13 Cl. Ct. at 665-66 (holding that an
economizer, rather than the entire boiler, was the unit of property, after finding that the
economizer was merely an "enhancement" of the boiler rather than an essential
component of the boiler because the boiler was able to function without the economizer).

function without the other;16 and (4) whether maintenance repairs can be performed on
the component part while it is affixed to the larger unit of property.17 Given the diversity
in types of properties and practices among different industries, we believe the
determination of the appropriate item of property ultimately must be based on all the facts
and circumstances, and do not have a recommendation as to a specific formula that may
be applied in all cases to resolve this issue. For cases in which there is a substantially
uniform industry practice with respect to the application of the relevant factors to a
particular type of asset, however, it would be helpful for the IRS to publish guidance
consistent with such practice concerning the identity of the appropriate unit of property
with respect to that type of asset.
3.

Measuring an Increase in Value and Prolongation of Useful Life of a

Repaired Asset. The Tax Court, in Plainfield-Union Water Co. v. Commissioner,1* held
that the proper standard for determining whether a capitalization of a repair expense is
required is "whether the expenditures materially enhanced the value, use, life expectancy,
16

This test resembles the "functional interdependence" test of Treas. Reg. § 1.263A10(c), which informs the definition of a unit of tangible personal property for purposes of
calculating accumulated production expenditures under the uniform capitalization rules.
Under that test, components of tangible personal property that are produced by, or for, the
taxpayer for use by the taxpayer or a related person are functionally interdependent and,
therefore, constitute a single unit of property, 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.
17
18

FedEx Corp., 291 F. Supp. 2d at 710.

39 T.C. 333 (1962), nonacq. 1964-2 C.B. 8 (holding that cleaning cast iron pipes and
lining them with cement to counteract tuberculation of pipes over time was a deductible
repair expense, having found that the repair restored the original water carrying capacity
of the pipes but did not materially increase their useful life, value or structural strength or
render them suitable for a new or additional use).

strength or capacity as compared with the status of the asset prior to the condition
necessitating the expenditure."19 We believe that the Plainfield-Union standard generally
is the proper way to measure the extent to which a repair expense increases the value or
useful life of an asset. As courts frequently have observed, to do otherwise would require
capitalization of virtually all routine repair and maintenance expenses, because an asset's
value and life is almost always greater immediately after a repair than immediately before
the repair is made. Moreover, we do not believe that the application of this standard
should depend on whether repairs are occasioned by the gradual deterioration of property
or are required because of sudden and unanticipated events.20 This standard is not,
however, codified in existing regulations; we suggest that any regulations proposed by
the IRS do so.

The application of such standard, however, should not be unlimited. For example,
the application of Plainfield-Union should not permit the deduction of expenses incurred
to correct a defect inherent in the asset at the date it was acquired by the taxpayer.21 Such
an expenditure increases the value of the asset over its value to the taxpayer at the time
19

Mat 338.

20

In Rev. Rul. 88-57, the IRS stated that, in the absence of "sudden and unanticipated
damage to the asset," the appropriate standard for this test involves comparing the value
of the asset immediately prior to the expenditure with the value of the asset immediately
after the expenditure. In Rev. Rul. 94-38, 1994-1 C.B. 35, the IRS expressly modified
Rev. Rul. 88-57, and applied the Plainfield-Union test to allow a deduction for
environmental remediation expenses without limiting its application in this fashion.
21

See United Dairy Farmers, Inc. v. United States, 267 F.3d510, 517-19 (6th Cir. 2001)
(distinguishing Rev. Rul. 94-38 and disallowing deductions for environmental
remediation expenses, where a taxpayer, rather than experiencing contamination or
impairment of its property in the ordinary course of the taxpayer's business, purchased
property in an already contaminated or unpaired state), affg 107 F. Supp. 2d 937 (S.D.
Ohio 2000).

the taxpayer first acquired the asset. Moreover, allowing a deduction for the correction of
defects existing at the time of acquisition would place a taxpayer who repairs such
defects following the acquisition in a different and more favorable position than a
taxpayer who requires the seller of the property to correct the defects as a condition to the
purchase and increases the price accordingly. If the general Plainfield-Union rule is
codified in regulations, we believe that such an exception should be codified as well. It
has been suggested that, where the defect was unknown at the date of purchase and only
discovered subsequently, the expenditure incurred to eliminate such defect should not
necessarily be viewed as increasing the value and useful life of the asset relative to its
expected value and useful life at the time of acquisition.22 Because, among other
reasons, it would be difficult to administer, we do not recommend codifying a rule that
treats expenses incurred to correct unknown defects in a different fashion from defects
which the taxpayer knew of at the time an asset is acquired.23
In addition, we recognize that a replacement of component parts of an asset may
be so significant that the asset should be viewed as having been reconstituted or rebuilt,

22

The U.S. Court of Federal Claims, in Cinergy Corp. v. United States, 2003-1 USTC
(CCH) H50,302 (Fed. CL. 2003), appeal dismissed per agreement, 2003 U.S. App.
LEXIS 22501, at *1 (Fed. Cir. Oct. 3, 2003) (unpublished opinion), stated that, if a
taxpayer acquires a property with a defect that, over time, deteriorates into a full-blown
problem, the cost of remediation should not necessarily be capitalized, at least where the
deterioration was not originally foreseeable. Cinergy involved expenses to remove and
encapsulate certain deteriorating fireproofing material that contained asbestos fibers.
23

We view the issues raised when a taxpayer incurs expenses to correct a defect in
property which is inherent in the property to be analogous to those raised by the
assumption of contingent liabilities in connection with an asset acquisition, and believe
the capitalization issues arising hi those circumstances should be resolved in a similar
fashion.
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with capitalization required for the costs of such replacements. In these circumstances,
the strict application of Plainfield-Union may result in unwarranted deductions for such
costs, because the replacement may be viewed as returning the asset to its condition prior
to the circumstances that occasioned the replacement. The Tax Court and the Ninth
Circuit Court of Appeals recently described this exception to the Plainfield-Union test in
terms of an "essential component" exception.24 The IRS has sought to require
capitalization in similar circumstances, without explicitly creating an exception to
Plainfield-Union, by holding that if "a major component or a substantial structural part is
replaced and, as a result, the asset as a whole has increased in value, life expectancy, or
use then the costs of the replacement must be capitalized."25 We believe that, for
replacements of component parts to require capitalization, the extent of the replacements
should be significant, either individually or in the aggregate. In such a circumstance, we
would expect that the useful life of the property would be extended beyond the originally
expected useful life of the property, in which case no exception to the Plainfield-Union
standard would be necessary. In any event, describing the circumstances in which this
exception would apply in terms of replacement of "an essential component" would not
24

See Smith, 300 F.3d at 1033-34, and Vanalco, 78 T.C.M. at 256, which held that the
cell lining of a smelting cell was a critical component of the cell, its replacement was
tantamount to reconstituting the cell itself, and such reconstitution should be viewed as
conferring a new life expectancy on the cell or prolonging its useful life.
25

Rev. Rul. 2001-4, 2001-1 C.B. 295 (holding that the costs of replacing the skin panels
on the belly of an aircraft's fuselage should be capitalized because such replacement
involved replacing a significant portion of the airframe's skin panels (which in the
aggregate represented a substantial structural part of the airframe), thereby materially
adding to the value of and improving the airframe). We note that the IRS apparently
would apply this approach in circumstances that do not rise to the level of a general plan
of rehabilitation, modernization and improvement, see Rev. Rul. 2001-4 (situation 2).
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appear appropriate, because it could be construed to require capitalization of the cost of
replacing relatively small but essential parts without which a machine may not be able to
function.
4.

Measuring an Increase in the Repaired Asset's Useful Life. The

regulations currently do not specify how to determine the useful life of an asset for
purposes of measuring whether the life of an asset has been appreciably prolonged. We
believe that the useful life for purposes of this test should be the period that the taxpayer
should reasonably expect, at the time the property is placed in service, to use the property
in its trade or business rather than the recovery period of such property under Section
168.26 Such determination should be based on objectively determinable criteria and on
the assumption that the taxpayer will perform necessary and routine maintenance; such
determination should not assume that the property will be substantially rebuilt or that
major components or substantial structural parts will be replaced.27

26

Regulations promulgated under the Asset Depreciation Range system provided that, for
purposes of Sections 162 and 263, whether an expenditure prolongs the life of an asset
would be determined on the basis of the anticipated period of use of the asset (estimated
at the close of the taxable year in which the asset is first placed in service) without regard
to the asset depreciation period for such asset. Treas. Reg. § 1.167(a)-l l(g)(l)(ii). See
also Gen. Couns. Mem. 34921 (June 26, 1972).
27

CompareRuane v. Comm >, 17 T.C.M. (CCH) 865, 871 (1958) (holding that
expenditures to recondition coke ovens extended the ovens' useful life where the ovens
would deteriorate over a period of fours years and would need to be "substantially
rebuilt" thereby obtaining a new useful life of four years) and Vanalco, 78 T.C.M. at 256
(holding that recurring replacement of cell linings initiated new useful lives where the
cell lining was an "essential and substantial component without which the cell cannot
function" and in replacing the lining the cell was "substantially rebuilt"), with FedEx
Corp, 291 F. Supp. 2d at 717 (holding that an aircraft's useful life is calculated by
assuming that the aircraft will undergo "engine shop visits" every 2-5 years during which
the engines were not restored to "'like new'" condition) and Ingram Industries, 80
T.C.M. 538-40 (holding that the expected useful life of a tugboat was 40 years
12

Where the expense does not in fact extend the utility of the property beyond the
period of use expected originally by the taxpayer, we do not believe that the fact that the
property may have a shorter recovery period than such expected useful life (or, in fact,
may be fully depreciated for tax purposes) should require capitalization, if the
expenditure does not otherwise materially increase the value of the property or adapt it to
a different use.28 We suggest that the regulations codify these points.
We do not expect the formulation of safe harbors concerning de minimis
extensions of the useful life of an asset to appreciably reduce the level of controversy
concerning the capitalization of repair expenses. Moreover, we have some concern that
such safe harbors, in practice, may have the effect of establishing substantive rules that
may not be appropriate in all circumstances. Accordingly, we do not recommend the
establishment of safe harbors for purposes of determining whether a substantial increase
in the useful life of an asset has occurred by reason of a repair.
5.

Relevance of Other Factors. The Notice lists a number of factors and

inquires as to their relevance to the determination of whether a repair expense materially
increases a property's value, substantial prolongs its useful life or adapts it to a different

notwithstanding that the tugboat would undergo maintenance every 3-4 years because the
tugboats were serviceable at the time of maintenance and they did not need to be rebuilt).
28

We are not aware of a case in which capitalization has been required on the ground that
the expenditure restored property or made good the exhaustion thereof for which an
allowance is or has been made (within the meaning of Section 263(a)(2)) where the
circumstances did not also evidence that the useful life of the property had been
substantially prolonged. See Denver & Rio Grande Western Railroad Co. v. Comm 'r,
279 F.2d 368, 373 (10th Cir. 1960) (requiring costs of replacing most of the wooden
stringers and all the floor planks in a viaduct to be capitalized), aff'g 32 T.C. 43 (1959).
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use.29 We believe that all these factors can be relevant to such determinations. However,
we do not consider any of them to be dispositive, and generally do not think any one of
them should be viewed, by itself, as a surrogate for the determination of whether an
expense has materially increased a property's value, substantially prolonged its useful
life, or adapted it to a different use. For example, we do not believe the absolute or
relative cost of a repair should be viewed as determinative of whether a repair expense
should be viewed as incidental, if such expense otherwise satisfies the test for
deductibility under Plainfield-Union?0 However, as discussed above, we recognize that

29

The Notice identifies (i) the nature and extent of the work performed, (ii) the use of
materials that reflect product enhancements, improved materials, or technological
improvements, (iii) the existence of regulatory mandates, (iv) the frequency of the
expenditure, (v) the taxpayer's knowledge of pre-existing defects at the time the property
was acquired, (vi) whether a substantial percentage of the parts of the property or large or
significant parts of the property are replaced, (vii) whether the property was functioning
immediately before the expenditure, (viii) the absolute or relative amount of the
expenditure, (ix) the relative importance of a component and the "essential functional
nature" of a component, and (x) whether the expenditure is for an activity described in a
manufacturer's suggested maintenance program.
30

In United Dairy Farmers and Dominion Resources, Inc. v. United States, the courts
suggested that large environmental cleanup costs, relative to property value, cast doubt on
a taxpayer's claim of merely making "incidental" repairs that only keep the property in an
ordinarily efficient operating condition. United Dairy Farmers, 267 F.3d at 519 (cleanup
costs of nearly $260,000 for properties purchased for a total of $765,000); Dominion
Resources, 219 F.3d 359, 372 (4th Cir. 2000) (cleanup costs of $2.2 million for properties
with a value of $1.6 million), aff'g 48 F. Supp. 2d 527 (E.D. Va. 1999). The IRS made a
similar argument in FedEx Corp. in the context of repairs to aircraft engines and auxiliary
power units; the government asserted that the use of the adjective "incidental" in the
regulations under Section 162 creates an independent test based on the magnitude of the
repair costs relative to the cost or value of the repaired property, a contention which the
district court in FedEx rejected. 291 F. Supp. 2d at 713-14. The IRS' assertion in FedEx
appears at odds with its statement in Rev. Rul. 2001-4 to the effect that the high cost of
the work performed, although it may be relevant to the determination whether a
deduction is allowed, is not determinative.

14

the replacement of significant portions of a property may present an independent ground
for capitalization.
6.

Repair Allowance and De Minimis Rules. In view of the difficulty in

formulating bright-line rules for determining when capitalization of repair expenses is
required, and the significant taxpayer and government resources which are devoted to the
resulting fact-intensive disputes, we believe that it would be appropriate to consider the
adoption of some form of de minimis rule or repair allowance. Although, as discussed
above, we do not think that the absolute or relative cost of a repair, by itself, should be
sufficient to require capitalization, we do believe that, in principle, a safe harbor that
would allow deductions for repair costs below a specified threshold would be an effective
way of balancing the objectives of clearly reflecting income and reducing the extent of
controversy over factual issues that turn on issues of degree that are not likely to be
addressed by clearly administrable standards. A safe harbor based on the cost of the
property would be more appropriate than a safe harbor for expenses below a fixed dollar
amount; an expense that is de minimis for an aircraft may not be de minimis for an
automobile. Moreover, we believe that a cost-based threshold would be more
administrable than a safe harbor based on the fair market value of the property and,
therefore, would better serve the purpose of reducing controversy. We note, however,
that a safe harbor that would apply to discrete expenditures would have to take into
account circumstances under which the aggregation of related expenses should be
required.
An annual repair allowance may be a more administrable alternative. If a repair
allowance is to be adopted that permits the deduction of expenses below a threshold and

15

requires the capitalization of expenses above that threshold, we believe that such an
allowance should be elective. Again, we believe that a threshold based on a percentage
of original cost would be most appropriate. We note the following concerns, however,
about the adoption of such an elective repair allowance. First, in view of the enactment
and subsequent repeal of Section 263(e),31 consideration should be given to whether there
is authority to establish such election by regulation, or whether legislation would be
required. Moreover, as a practical matter, such an allowance is not likely to be availed of
and, therefore, would not be effective for its intended purpose, unless the allowance is
reflective of the expected repair experience of different industries.32
7.

Plan of Rehabilitation Doctrine. The determination whether a general plan

of rehabilitation, modernization or improvement of the property exists, and whether a
repair expense is incurred as part of such a plan, is to be made on the basis of all facts and
circumstances, including the purpose, nature, extent and value of the work done.33 We
31

Prior to its repeal, Section 263(e), in connection with the enactment of the Asset
Depreciation Range system, authorized regulations which permitted a taxpayer to make
an election that (i) allowed a deduction for repair expenses or specified repair,
rehabilitation, or improvement expenditures for any class of depreciable property to the
extent the amount of such expenses did not exceed the repair allowance for such class,
and (ii) required capitalization of such expenditures to the extent the amount of such
expenditures exceeded such repair allowance. Section 263(e) required that the prescribed
allowance reasonably reflect the anticipated repair experience of the class of property in
the industry or other group.
32

See Armco, Inc. v. Comm >, 88 T.C. 946 (1987) (noting that no taxpayer other than
Armco elected to apply the percentage repair allowance with respect to ferrous metals for
the taxable years in question, and holding that Armco was released from its election
because the allowance did not satisfy the requirement of Section 263(e) that an allowance
authorized thereunder "reasonably reflect the anticipated repair experience" in those
years).
33

Wehrli, 400 F.2d at 690.
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believe that the facts and circumstances nature of such inquiry is appropriate, and that the
focus of such inquiry should generally be on whether the purpose and effect of the plan
would materially increase the value of the affected property, substantially prolong its
useful life, or adapt it to a different use.34 Moreover, the relationship between a repair
expense and a plan of rehabilitation should be an integral one, not involving a mere
temporal connection.35 For example, if an otherwise deductible repair expense would
have been incurred at the same time in the absence of the plan of rehabilitation, the repair
expense deduction should be allowed.36 In addition, we think that a repair expense
generally should not be disallowed by reason of a contemporaneous rehabilitation of a
different but related asset.37
34

The court in Wehrli indicated such an inquiry would focus on, for example, "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 property's value." Id. Moreover, the IRS has stated that neither it
nor the courts have applied the plan of rehabilitation doctrine to situations where (i) the
plan did not include substantial capital improvements and repairs to the same asset, (ii)
the plan primarily involved repair and maintenance items, or (iii) the work performed was
performed merely to keep the property in an ordinarily efficient operating condition.
Rev. Rul. 2001-4.
35

See Rev. Rul. 2001-4 (situation 2) (ruling that the mere fact that certain discrete capital
improvements were made to an aircraft at the same time as otherwise deductible repairs
were made to the aircraft as part of a heavy maintenance visit did not require
capitalization of the cost of the heavy maintenance visit under the plan of rehabilitation
doctrine).
36

Cf. Norwest Corp. v. Comm V, 108 T.C. 265, 284-85 (finding that, but for the
remodeling of the taxpayer's building, the asbestos removal for which a deduction was
sought would not have occurred, at least not until a later date).
37

See Moss v. Comm V, 831 F.2d 833 (9th Cir. 1987) (allowing a deduction for normal
repairs to the hotel's structure, which had a remaining useful life of 30 years,
notwithstanding the contemporaneous remodeling of the hotel's furnishings, which had a
useful life of three to five years), rev 'g 51 T.C.M. (CCH) 742 (1986). While the court in
Moss stated that, to its knowledge, every case in which the rehabilitation doctrine had
17

Additionally, we would expect that, where a property is, at the time repairs are
made, not suitable for its intended use, in a general state of disrepair, or at the end of its
useful life, a repair is likely to have the effect of materially increasing its value,
substantially prolonging its useful life or adapting it to a different use. Accordingly, we
question whether it is necessary to establish a bright-line rule mandating that a repair be
treated as part of plan of rehabilitation in such circumstances, and believe the application
of such a rule would not be appropriate if the required effect on value, useful life or use is
not in evidence.
Finally, we do not believe that meaningful weight should be assigned to the
existence or absence of a written plan in determining whether a plan of rehabilitation
exists.
8.

Specific Rules of Particular Types or Categories of Expenses. In the case

of repair expenses, the issues that appear to have generated the most controversy are
questions of degree rather than kind. We do not believe that these issues lend themselves
to the establishment of specific rules for particular types or categories of expenses.
9.

Conformity to Regulatory or Financial Accounting Treatment. We do not

believe that the determination of deductibility or capitalization of repair expenses should
conform to the treatment of such expenses for regulatory or financial accounting
been applied involved substantial capital improvements and repairs to the same asset, the
court declined to base its holding on the adoption of a bright-line rule that would have
required the asset to be the same. Id. at 840. Instead, the court found that the facts that
the property was in good operating condition, and remained in operation throughout the
period of remodeling, while not dispositive, supported the conclusion that the taxpayer's
plan was consistent with the type of annual maintenance expenses necessary to keep the
hotel in efficient operating condition and should not be viewed as a plan of rehabilitation.
Id.
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purposes, given the different policies that such rules may be intended to serve. For
example, conformity to financial accounting treatment could allow the deduction of costs
incurred for maintenance prior to the performance of such maintenance.38

III.

Comments Regarding the Capitalization of Transaction Costs

This portion of the Report responds to Notice 2004-18, in which the IRS
requested comments on the treatment of certain capitalized costs that facilitate a number
of tax-free and taxable transactions and other restructurings. The treatment of costs of
transactions for which the IRS sought comment include taxable and tax-free asset and
stock acquisitions and dispositions, tax-free distributions of stock and property, taxable
distributions of property, business entity organizations (including the costs of
organization of corporations, partnerships and disregarded entities), corporate
recapitalizations, reincorporations and stock issuances. Issues relating to treatment of the
costs of these transactions include whether such costs should increase the tax basis of a
particular asset or assets, be treated as giving rise to a new asset (and, if so, whether the
basis of such asset should be subject to amortization), reduce an amount realized or adjust
equity. The issues presented also include the period for amortization of capitalized costs,
if permitted, and whether any events should give rise to cost recovery and, if so, which
events.

See Ingram Industries, 80 T.C.M. at 537.
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A.

Background

Pursuant to recently finalized regulations,39 a taxpayer must capitalize amounts
paid to facilitate a number of acquisitive transactions and other transactions involving the
ownership of business entities and assets, including acquisitions of assets that constitute a
trade or business, acquisitions of ownership interests in a business entity, acquisitions of
an ownership interest in itself (e.g., a stock redemption), restructurings, recapitalizations
or reorganizations of capital structures (including spin-offs), transfers to corporations and
partnerships described in Section 351 or Section 721, formations of disregarded entities,
acquisitions of capital (e.g.,, a debt issuance) and stock issuances.40 The regulations
provide that the buyer's transaction costs that are required to be capitalized in a taxable
stock or asset acquisition are added to the tax basis of the stock or assets acquired,41 and

39

The final regulations were promulgated following the issuance of an Advance Notice
of Proposed Rulemaking, Guidance Regarding Deduction and Capitalization of
Expenditures, 67 Fed. Reg. 3461-02 (the "Advance Notice"), requesting comments on a
proposed approach for the regulations and a number of related issues, and proposed
regulations, Prop. Treas. Reg. § 1.263-4(a), 67 Fed. Reg. 77701-01 (Dec. 19, 2002) (the
"Proposed Regulations"), the preamble to which also requested comments on a number
of issues. We previously submitted reports responding to the Advance Notice; see New
York State Bar Association Tax Section, Report on Advance Notice of Proposed
Rulemaking on Deduction and Capitalization of Expenditures Connected with Intangibles
(July 25, 2002) (the "Notice Report"); and to the request for comments included in the
preamble to the Proposed Regulations; see New York State Bar Association Tax Section,
Report on Notice of Proposed Rulemaking on Deduction and Capitalization of
Expenditures Relating to Intangibles (March 25, 2003) (the "Proposed Regulation
Report").
40

Treas. Reg. § 1.263(a)-5(a) (transaction cost rule for most transactions relating to
business entities); Treas. Reg. § 1.263(a)-4(e) (general transaction cost rule, which is
relevant to certain stock acquisitions).
41

Treas. Reg. § 1.263(a)-5(g)(2). As such, the costs generally would be recovered over
the useful lives of the assets to which they relate, either as depreciation or amortization
20

that the seller's transaction costs in a taxable asset disposition are treated as a reduction in
the amount realized for the assets.42 The regulations explicitly reserve, however, on the
treatment of costs of tax-free acquisitions, the target's costs in taxable stock sales and the
costs of stock issuances, and implicitly reserve on the treatment of costs relating to
several other categories of transactions as to which the IRS is seeking comment.
B.

Comments.

Notice 2004-18 seeks comment on a number of issues regarding the treatment of
capitalized costs, including (i) whether capitalized costs that facilitate similar taxable and
tax-free transactions (for example, taxable and tax-free asset acquisitions) should be
treated in the same manner, (ii) whether capitalized costs that facilitate a transaction,
regardless of the type of cost and the party that incurs the cost, should be treated similarly
and (iii) the specific treatment of the costs of a number of common transactions. We
commented on the first two questions in the Proposed Regulation Report. In addition, in
that report we discussed the treatment of the capitalized costs of a number of transactions,
including costs of taxable and tax-free asset and stock acquisitions and dispositions, taxfree distributions of stock and corporate organizations (transfers under Section 351).
Accordingly, we will limit our comments in this report to the treatment of capitalized
costs of transactions that were not discussed in the Proposed Regulations Report.

deductions. Such treatment is consistent with law pre-dating the regulations. See, e.g.,
Woodward v. Comm 'r, 397 U.S. 572 (1970).
42

Treas. Reg. § 1.263(a)-5(g)(2)(ii)(A). This is also consistent with the law pre-dating
the regulations. See, e.g., Treas. Reg. § 1.263(a)-2(e) (commissions paid to sell
securities); Ward v. Comm 'r, 224 F.2d 547 (9th Cir. 1955) (legal fees and appraisal
costs), sff'g 20 T.C. 332 (1953), acq. 1956-2 C.B. 9.
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1.

In General. We believe that, unlike the rules relating to the capitalization

of costs to acquire intangible assets that existed before the promulgation of the
regulations, the rules relating to the treatment of capitalized transaction costs in corporate
transactions are, in general and with some exceptions, well-defined and workable.
Accordingly, as discussed more fully below, we generally do not believe that any
regulations to be promulgated on this subject should depart significantly from current
law. This is illustrated by the regulations already promulgated by the IRS on this subject
and the preamble to the Proposed Regulations, as well as by our commentary on this
subject. In the preamble to the Proposed Regulations, the IRS indicated that it intended
the treatment of certain transaction costs (for example, stock issuance costs) to follow
current law. In the final regulations ultimately promulgated, the rules referred to above
generally do conform to pre-existing law. In commenting in the Proposed Regulations
Report on several of the transaction cost issues raised in the preamble to the Proposed
Regulations, we generally supported the continued application of current law (for
example in the context of taxable and tax-free asset and stock acquisitions), in some cases
with modifications (such as providing for the recovery of the target's costs in a stock
acquisition upon the subsequent sale of the target) to eliminate potentially harsh and
improper results.
2.

Taxable Distribution of Property. A taxable distribution of property by a

coiporation can occur either as a liquidation to which Section 332 does not apply43 or as a

43

Section 332 generally applies to a liquidation of a subsidiary in which the parent
corporation owns stock possessing 80% of the voting power and value of the stock of the
subsidiary. Section 332(a).
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dividend or other taxable non-liquidating distribution. In the case of a liquidation, gain or
loss generally is recognized to the corporation as if its properties were sold to the
distributee for their fair market values and the shareholder is treated as receiving the
property in full payment for his or her stock.44 In the case of a non-liquidating
distribution, the corporation is treated as recognizing gain as if the property were sold,
but is not entitled to recognize any loss.45 In that case, the shareholder would be subject
to tax under the provisions governing the receipt of distributions.46
Current law provides that the expenses of liquidation of a corporation are
deductible by the liquidating corporation, except for transaction costs associated with the
sale of a specific asset, which reduce the proceeds of sale of such asset.47 The treatment
of liquidation expenses differs from the treatment of the costs of an asset sale under the
regulations which, as noted above, provide that all of the seller's costs reduce proceeds of
the sale. We believe it is appropriate to view a taxable distribution of property as
analogous to a taxable sale of the property, with the distributing corporation as the seller
and the shareholder as the buyer, for purposes of considering the treatment of the
transaction costs associated with the distribution.48 Further, actual asset sales may be part
of a liquidating transaction in which a portion of the assets of a corporation are sold to
44

Section 336 (treatment of corporation); Section 331 (treatment of stockholder).

45

Section 31 l(b) (requiring gain recognition); Section 31 l(a) (disallowing loss).

46

See generally Section 301; Section 302.

47

Rev. Rul. 77-204, 1977-1 C.B. 40.

48

This is consistent with the treatment of the corporation that is required by both Section
3 ll(b) and Section 331.

23

third parties and others are distributed to shareholders. We do not see a basis for
distinguishing between the transaction costs of the two forms of transaction.
Accordingly, we suggest that the IRS conform the rules for liquidation expenses that
relate to transferring assets to shareholders (acting in that capacity) to those of an asset
sale. We believe that the IRS should apply the same approach to the distributing
corporation's costs that facilitate the non-liquidating distribution of an asset. In each
case, this treatment of the distributing corporation would reduce the amount of proceeds
on the deemed sale of the asset under Section 336 or 311. Generally, this change would
relate only to non-specific costs of the asset transfer (for example, the cost of drafting
general transfer documents), because expenses associated with the transfer of specific
assets (such as a deed recordation fee) reduce the proceeds of the deemed sale of such
assets under current law.49 It could change the character of the income of the distributing
corporation (and perhaps timing, if a liquidation spanned more than one year), by
reducing the amount of gain and eliminating the deduction of the expenses of liquidation,
thereby increasing ordinary income (or decreasing operating loss). It should not,
however, change the overall amount of income of the distributing corporation.50

49

We do not suggest any change in the treatment of items that become deductible upon a
liquidation (e.g., contingent liabilities that are resolved or various capitalized costs), only
the expenses of the asset transfer itself. Nor do we suggest any change in the treatment of
the costs of winding up the corporation (e.g., drafting the certificate of dissolution or
associated filing fees), which we believe should continue to be deductible.
50

This change may also increase the amount of loss disallowed under Section 336(d),
which generally disallows losses on distributions to certain related parties of property in
liquidation if the distribution is not pro rata or is of "disqualified property," which, in
general, is property acquired in a transaction described in Section 351 or as a contribution
to capital. Section 336(d)(l). We believe that treating liquidation expenses as reducing
the proceeds of sale rather than as deductible expenses is consistent with the policy
24

Generally, a shareholder of a liquidating corporation will take a basis in the
property received equal to its fair market value,51 as will a shareholder receiving property
as a dividend or other taxable non-liquidating distribution.52 Unlike in the case of a
transaction in which the Code mandates a carryover or substituted basis in property
received, such as the rules applicable to reorganization transactions, we believe this rule
permits any amounts that a shareholder is required to expend to facilitate the receipt of
property hi a distribution to be added to the tax basis of such property. We suggest that
the IRS confirm that rule by regulation. Such additional basis would be subject to
recovery in the hands of the shareholder in the same manner as the remaining basis in the
property. We view it as unnecessarily complex to create a separate asset with a different
recovery period.
3.

Tax-Free Distributions of Property. Under current law, a tax-free

distribution of property (as distinct from a distribution of stock of a subsidiary) likely will
occur only hi a liquidation of a corporation to which Section 332 applies,53 certain taxfree reorganizations54 and property distributions by partnerships. In our view, a
expressed by Section 336(d) of disallowing certain losses realized on liquidating
distributions.
51

Section 334(a).

52

Section 301(d); Section 1012.

53

Section 337.

54

Because the liquidation in this circumstance would be an integral part of the overall
reorganization transaction, we believe that any liquidation expenses incurred as part of a
transaction qualifying as a reorganization (for example, a transaction described in Section
368(a)(l)(C)) should be treated in the same manner as other target or shareholder
expenses in tax-free reorganizations. We discussed the treatment of such expenses hi the
Proposed Regulation Report.
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liquidation of a subsidiary corporation will most often be motivated by the economic
goals of the parent so that, unlike in the case of most other transactions, we do not believe
that the treatment of the costs incurred in such a transaction should be differentiated on
the basis of the party incurring the costs. Instead, we believe that such costs should be
viewed as costs of the parent, regardless of the party that incurs the costs. Although
current law, discussed above, may permit the liquidated subsidiary to deduct at least part
of the costs of liquidation even in a non-taxable liquidation described in Section 332, we
do not believe that such result is appropriate in light of the likely ongoing benefits of the
liquidation to the parent corporation.55 Further, we believe the costs of such a
liquidation, which often will take the form of a statutory merger and which (as to
minority shareholders) would be treated as a reorganization described in Section 368
(a)(l)(A),56 should be treated in a manner similar to those of tax-free reorganizations,
which generally are required to be capitalized. Accordingly, we recommend that the IRS
require such costs to be capitalized.
Generally, the parent in a Section 332 liquidation transaction takes an initial tax
basis in the assets received equal to the basis in the hands of the subsidiary.57 Because
this rule is compelled by the Code and because it is not at all clear what mechanics would
55

A liquidation of a subsidiary is described in Section 332 only if the parent corporation
owns stock meeting the requirements of Section 1504 (a)(2) (that is, generally, 80% of
the vote and value of the outstanding stock). Section 332 (b)(l). Thus, the liquidation
may involve a property distribution to one or more minority shareholders, as well as
holders of preferred stock. Although it may be theoretically correct to bifurcate expenses
in such a circumstance, we believe that interests of simplification warrant treating all
costs of liquidation described in Section 332 in the same manner.
56

Rev. Rul. 69-617, 1969-2 C.B. 57.

57

Section 334(b)(l).
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be adopted to allocate non-asset specific costs of the liquidation among the assets
received, we believe that those costs should be treated as a separate asset of the parent.
We do not believe that the basis of such asset should be eligible for recovery over the 15year safe harbor period of the regulations because we do not believe that such
amortization would be consistent with Section 197(e)(8), which provides that fees for
professional services and transaction costs incurred by parties to nonrecognition
transactions are excluded from the definition of "Section 197 intangible" and therefore
not eligible for 15-year amortization pursuant to that Section. Instead, such costs should
be eligible for recovery at the same time as costs of other tax-free transactions which, as
discussed in the Proposed Regulations Report, we believe should be on a liquidation or a
disposition of the acquired assets.
In most but not all cases, no gain or loss is recognized by a partnership or its
partners in connection with a distribution of property other than cash.58 Depending on
the circumstances, the initial tax bases in the distributed property of the partner or
partners receiving the distribution may be determined by reference to the partnership's
basis in the distributed property, the partners' bases in their partnership interests, or both;
and the basis of the partnership in other property of the partnership may be required to be
adjusted to the extent the basis of the distributed property in the hands of the distributees
is less than or more than the former basis of the partnership in such property.59 Taking
these complexities into account, we suggest that costs incurred by a partnership in

58

Section 731.

59

Section 732; Section 734.
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effecting a distribution of property, and that are borne by the partnership as a whole, be
added to the basis of the property or properties distributed as of immediately before the
distribution. Where the cost relates to a specific property (e.g., a transfer tax imposed on
the value of the property distributed), the cost should be allocated to that property. Other
costs incurred in connection with the distribution of more than one property should be
allocated to the properties distributed in proportion to their relative fair market values,
and recovered over the remaining useful life of the property.60
4.

Recapitalizations. Generally, the costs incurred to facilitate a

recapitalization may be broken down into three (or fewer) categories, depending on the
transaction: stock issuance costs, debt issuance costs, and other costs. The general
treatment of stock issuance costs for stock issued for cash is discussed below. Under the
regulations, debt issuance costs generally are amortized on a constant interest basis over
the term of the debt.61 We do not believe that stock issuance costs or debt issuance costs
incurred in a recapitalization should be treated differently from those incurred in an
issuance of stock or debt for cash, and therefore would conform the rules relating to the
costs of recapitalizations to those relating to cash issuances. Current law treats any other

60

We view this rule as a more appropriate result then allocating such costs in proportion
to adjusted tax basis of the assets, and less complicated then requiring such amounts to be
allocated to reduce these amounts of built in gain in assets, similar to Section 755,
particularly since there may not be such gain.
61

Treas. Reg. § 1.446-5.
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transaction costs incurred in a recapitalization as not currently deductible, but possibly
giving rise to a deduction upon liquidation.62
In the Proposed Regulation Report, we discussed the treatment of the costs of taxfree acquisitive reorganizations. There, we stated that neither the acquirer's nor the
target's capitalized transaction costs in such a transaction should be permitted to be
amortized. We viewed that recommendation as consistent with the Section 362 basis
rules and the INDOPCO case,63 as well as Section 197(e)(8), discussed above.
Consistent with current law and our prior recommendation, and for the reasons set out in
the Proposed Regulation Report, we believe that the costs of a recapitalization, which
generally will qualify as a transaction described in Section 368(a)(l)(E), should be
capitalized into a separate asset and should not be deductible until liquidation.64
5.

Organization of Partnerships and Disregarded Entities. In the Proposed

Regulation Report, we discussed the treatment of the costs of organizing a new
corporation. In that report, we recommended that such costs be treated in the same
manner as the costs of tax-free reorganizations - that is, capitalized and not subject to
amortization - because of the substantial overlap between incorporating transactions and
tax-free transactions and the fact that the policy reasons for allowing the transactions to
proceed without gain recognition are similar. Some members of the Executive
62

See, e.g., Fishing Tackle Products Co. v Comm >, 27 T.C. 638, 645 (1957) (costs of
increasing capitalization), acq. in result on another issue, 1964-2 C.B. 5, 7; Rev. Rul. 77204.

6?

INDOPCO v. Comm 'r, 503 U.S. 79 (1992).

64

The additional proposed trigger of disposition of the acquired assets would not apply in
the case of recapitalizations.
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Committee believe that the same result should obtain for the costs of facilitating transfers
of assets to partnerships, so that such costs would be treated as creating a separate asset
not subject to amortization. Other members, however, are of the view that a partnership,
which is often characterized as an aggregate of its owners rather than an entity for income
tax purposes, should be considered differently from a corporation and that it would be
appropriate to provide different treatment for these costs. Under that view, if a cost can
be associated with a specific asset, it should increase the adjusted basis of the asset and
be recovered at the same time and in the same manner as the other basis of the asset. In
the case of non-specific costs, a separate intangible would be created and be subject to
amortization, likely over the 15-year safe harbor period.
The views of the Executive Committee are also mixed on the treatment of the
costs of creating a disregarded entity. Some members of the Executive Committee are of
the view that such costs should be treated in a manner consistent with the treatment of the
costs of transferring assets to a partnership, while other believe that such consistency is
not necessary. Possible treatments of the costs of creating a disregarded entity include
(1) capitalization with no amortization (which is consistent with the treatment of
corporations and the first alternative for partnerships described above) and (2)
capitalization with amortization (which is consistent with the second alternative for
partnerships described above and arguably is also supported by the entity's being
disregarded for federal income tax purposes).

65

65

See Treas. Reg. § 301.7701-3(b)(l)(ii). We note, however, that similar costs incurred
in setting up a branch may well be currently deductible, so that the analogy to branches is
less than perfect.
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6.

Reincorporation. Under current law, the reincorporation of a corporation

in another state generally will constitute a tax-free reorganization.66 Generally, under
current law the costs of incorporating the new corporation in connection with an F
reorganization are treated as start-up expenses, subject to amortization pursuant to
Section 248 over a 60-month period, which is consistent with the treatment of such
expenses in the context of other reorganization transactions.67 We support continued
application of current law, including application of the five-year amortization period, to
such costs. We note that the 15-year safe harbor amortization period in the regulations is
intended to apply only when no other recovery period is provided.68 Presumably, under
current law any expenses of the asset transfer in the F reorganization that did not
constitute start-up expenses would be treated consistently with expenses of other asset
transfers in tax-free transactions. Our recommendations regarding such treatment were
discussed in the Proposed Regulation Report and are briefly described above. We
suggest that the IRS clarify that any expenditure to facilitate an asset transfer in a F
reorganization (as opposed to start-up expenses) be treated in the same manner as other
transfer expenses in an asset reorganization.
7.

Stock Issuances. Current law provides that the expenses of a stock

issuance and the expenses of the listing of stock on a securities exchange are treated as
66

Section 368(a)(l)(F).

67

Rev. Rul. 70-241, 1970-1 C.B. 68 (F reorganization); Reef Corp. v. Comm'r, 24
T.C.M. (CCH) 379, 398-99 (1965) (start-up expenses in a D reorganization), affd in part
and reversed in part on other issues, 368 F.2d 125 (5th Cir. 1966), and cert, denied, 386
U.S. 1018 (1967).
68

See Treas. Reg. § 1.167(a)-3(b).
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reducing the proceeds of the issuance, and effectively never give rise to a deduction.69
This includes expenses incurred for these purposes in connection with the organization of
the corporation, which are not treated as start-up expenses.70 In the preamble to the
Proposed Regulations, the IRS indicated that the Proposed Regulations were not intended
to change the treatment of stock issuance expenses from that provided by current law. In
light of the longstanding treatment of these expenses, we do not believe that this
treatment should be changed. We note that, consistent with current law, the stock
issuance costs of an open-end mutual fund should continue to be treated as operational
expenses and therefore be deductible, and suggest that such result be confirmed by the
IRS in regulations.71

69

See, e.g., Rev. Rul. 69-330, 1969-1 C.B. 51 (registration expenses); Dome Mines Ltd.
v. Comm >, 20 B.T.A. 377 (1930) (expenses of listing on stock exchange).
70

Treas. Reg. § 1.248-l(b)(3)(i).

71

See Treas. Reg. § 1.263(a)-5(c)(5) (mutual fund stock issuance expenses do not
facilitate a transaction the costs of which are required to be capitalized); Rev. Rul. 73463, 1973-2 C.B. 34 (stock issuance expenses of open end mutual fund are generally
ordinary and necessary expenses deductible pursuant to Section 162).
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