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1400 INTRODUCTION

In prior efforts at tax reform, Congress focused on broaden-
ing the tax base and restricting the availability of various de-
ductions in the Internal Revenue Code. In these prior efforts,
one area of taxation that escaped Congress’ attention was in-
come tax accounting—the timing of income and expenses. In
fact, for many years the Treasury was not concerned with the
deferral of income and did not take steps to measure the reve-
nue loss resulting from either the deferral of income or the ac-
celeration of deductions.

However, in recent years, the dramatic increase in prevail-
ing interest rates and the proliferation of tax shelters that
result in the deferral of taxable income heightened the Treas-
ury’s concern about this area of the tax law. As a result, in
the 1984 Congressional deliberations on tax reform, the
Treasury was instrumental in having Congress address per-
ceived abuses in the tax accounting area.

The particular tax accounting abuses which Congress fo-
cused on in the 1984 legislative session were in three princi-
pal areas: (1) the timing of the accrual of liabilities to perform
services or deliver goods which would not be paid for until
many years into the future; (2) the relationship between the
penalty provisions in the Code and the use of an improper ac-
counting method; and (3) perceived inadequacies in the rules
dealing with deferred payment transactions in which no in-
terest or below market interest rates are charged. In addition
to the legislative changes in these areas, the Internal Reve-
nue Service promulgated a new revenue procedure in 1984 to
revise the administrative procedures for changing an ac-
counting method. The impetus for this new revenue proce-
dure was in part a need to respond to the legislative changes
in this area.
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The purpose of this Article is to analyze the various legisla-
tive changes enacted by Congress in the area of accrual ac-
counting and the relationship between these changes and the
penalty provisions in the Code. In addition, the impact of the
Service’s recent revision of the procedures for requesting per-
mission to change a method of accounting is discussed.

11401 PREMATURE ACCRUALS

11401.1 Historical Background

The timing of deductions is governed by section 461 of the
Code, which provides that “[t]The amount of any deduction . . .
allowed by this subtitle shall be taken for the taxable year
which is the proper taxable year under the method of account-
ing used in computing taxable income.” If a taxpayer uses
the accrual method of accounting, the income tax regulations
provide that an expense is deductible in “the taxable year in
which all the events have occurred which determine the fact
of the liability and the amount thereof can be determined
with reasonable accuracy.” This provision has been described
as the “all events test.”

Prior to the enactment of the Deficit Reduction Act of
19842 the precise application of the all events test had been
uncertain in a variety of situations. In particular, if a tax-
payer incurred a fixed obligation to perform services in the
future, a question existed whether the taxpayer was entitled
to accrue the reasonably determinable cost of performing the
services prior to their actual performance. Similarly, if a tax-
payer had a fixed liability to pay a third party who was obli-
gated to perform services for the taxpayer, there was an issue
as to whether the actual performance of the services was a
prerequisite to accrual. In addition .to these situations, the
impact of the uncertainty of the time for performance of the

L1LR.C. § 461{a) (1982).
2 Treas. Reg. § 1.461-1(a)(2), T.D. 6772, 1964-2 C.B. 121.

3 Pub. L. No. 98-369, 98 Stat. 494 (codified at scattered sections of 26 U.S.C.)
{herelnafter cited as 1984 Act or DEFRAL
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services on the ability to determine the amount of the liabil-
ity was a subject of considerable dispute.

In an early decision of the Board of Tax Appeals, Ostheimer
v. Commissioner,* the taxpayer was a lessee of a restaurant.
Under the terms of the lease, the taxpayer was required upon
the termination of the lease to restore the movable property
to the same condition as when the lease began. The taxpayer
claimed a deduction for the increase in a reserve to restore
such property. The Board rejected the taxpayer’s deduction
both in the year prior to the end of the lease and in the year of
termination on the grounds that it was not a present liability.
Similarly, in Amalgamated Housing Corp. v. Commissioner,’
the Board of Tax Appeals rejected a deduction for additions to
a reserve to renovate apartments at least once every thirty
months in accordance with government regulations.

In Spencer, White & Prentis, Inc. v. Commissioner® the Sec-
ond Circuit followed the same approach as the Board of Tax
Appeals. In this case, the taxpayer was required to restore
property damaged by the construction of the New York City
subway system. The Second Circuit concluded that the liabil-
ity to pay for work in the future was not currently deductible.
Finally, in National Bread Wrapping Machine Co. v.
Commissioner,” the Tax Court followed the Spencer, White de-
cision in disallowing a current deduction for a taxpayer s un-

performed obligation to install each bread wrapping machme
that was sold by year end.

In contrast to the foregoing decisions, a series of cases in
various circuit courts have allowed current deductions for
fixed obligations to perform services in the future. In Harrold
v. Commissioner? the Fourth Circuit ruled in favor of a cur-

41BT.A 18(1924).
537 B.T.A. 817 (1938), aff'd per curiam, 108 F.2d 1010 (2d Cir. 1940).

6144 F.2d 45 (2d Cir. 1944), affd per curiam 2 T.C.M, (CCH) 320, 12 T.C.M.
943,306 (1943}, cert. dented, 323 17.8. 780 (1944).

730 T.C. 550 (1958).
8 192 F.2d 1002 (4th Cir. 1951).
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rent deduction for a coal mining partnership’s liability to
backfill a strip mine after the completion of mining opera-
tions. The court concluded that the actual performance of the
backfilling was not a prerequisite for deductibility. Moreover,
the court found that the taxpayer was able to estimate the
amount of the liability with reasonable accuracy. This same
approach was followed by the Third Circuit in Denise Coal Co.
v. Commissioner? notwithstanding that the deductions for fu-
ture backfilling were claimed as much as eleven years prior
to the completion of the backfilling.

Other circuits have expanded on this approach in varying
factual situations. For example, in Pacific Grape Products Co.
v. Commissioner,’® the Ninth Circuit permitted a taxpayer to
deduct in the year of sale of certain products the estimated fu-
ture costs of packaging and shipping the products sold. In
Schuessler v. Commissioner,' the Fifth Circuit allowed a
seller of furnaces to deduct in the year of sale of a furnace the
estimated cost of satisfying a contractual requirement to turn
the furnace on and off for a five-year period. In Gillis v.
United States,*? the taxpayer was engaged in the purchase of
cotton from a government agency at an extremely low price.
However, as a condition of such purchase, the taxpayer was
obligated to export a like quantity of cotton. The Fifth Circuit
held that the taxpayer could deduct the loss it would incur on
the export sale in the same taxable year that it resold the cot-
ton purchased from the government agency even though the
export sale would take place in a future taxable year.

Apparently, in one type of situation, even the Tax Court
and its predecessor, the Board of Tax Appeals, agreed that an
accrual-basis taxpayer could deduct the estimated future cost
of performing services prior to their actual performance. In
Haynsworth v. Commissioner,'® the Tax Court held that a tax-

9271 F.2d 930 (3d Cir. 1959).

16 219 ¥.2d 862 (9th Cir. 1955).
11930 F.2d 722 (5th Cir. 1956}.
12 402 F.2d 501 (5th Cir. 1968).

1368 T.C. 703 (1977). See aiso Cambria Dev. Co. v. Commissioner, 34 B.T.A. 1155
(1936, nonacg. on this issue 1937-1 C.B. 31.
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payer engaged in the subdivision of real estate could include
in its basis of the subdivided lots for gain or loss purposes the
estimated cost of future improvements it was obligated to
make. Even the Service agreed with this approach in this lim-
ited area.’

Notwithstanding these precedents, in the more general
area of accrual prior to the performance of services, the Ser-
vice’s position was that the services had to be performed and
an amount of money owed before an accrual-basis taxpayer
could claim its deduction. For example, in a strip mining case
identical to Harrold and Denise Coal, the Service ruled that
the taxpayer could not accrue the estimated backfilling ex-
pense until the backfilling occurred.**

The other principal area of uncertainty under prior law re-
lated to the uncertainty of the time for payment of a fixed ob-
ligation because such payment depended upon the occurrence
of future events or acts. For example, in Washington Post Co.
v. United States,'® the taxpayer established a profit-sharing
plan for the dealers which distributed the taxpayer’s newspa-
pers. Under the plan, the taxpayer irrevocably committed it-
self to pay dealers a certain amount annually depending upon
whether the dealer died, became disabled or attained the age
of fifty-five. The dealers were not employees of the taxpayer,
therefore, section 404(a)(5) of the Code was inapplicable.!?
The Court of Claims ruled that the taxpayer was entitled to
currently accrue its liability to pay the dealers in the future.
The court stated that while “the time of actual payout [is] un-
determined, at least in part, . . . the indeterminancy involved
does not make the liability any less real, or any less fixed.”!?
However, in Revenue Ruling 76-345, the Service announced
that it would not follow the Washington Post decision.

14 Gee Rev. Proc. 75-25, 1975-1 C.B. 720,

15 Letter Ruling 7831003.

16 405 F.2d 1279 (Ct. C1. 1969).

17 Section 404 of the Code was subsequently amended by the Revenue Act of 1978,
Pub. L. No. 95600, 92 Stat. 2763 (codified at scattered sections of 26 U.8.C.), so that
§ 404(a}(5) was made applicable to independent contractors, as well as to employees
of a taxpayer. LR.C. § 404(d) (1982).

18 405 F.2d at 1283.

191976-2 C.B. 134.
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Another very interesting case in this area is Crescent
Wharf and Warehouse Co. v. Commissioner.®® In this case, a
taxpayer acted as a self-insurer of its workmen’s compensa-
tion liability. The taxpayer accrued deductions in situations
of uncontested liability where the fact of injury occurred dur-
ing the taxable year in question. The taxpayer’s accrual pro-
cedures did not depend on the injured employee’s filing of a
claim or his completion of treatment. Nevertheless, the Ninth
Circuit held that the taxpayer’s expense was currently accru-
able and remanded to the lower court for a finding on the am-
ount of the deduction. The uncertainty of the time for pay-
ment, which depended on future medical treatment or
disability was held not to bar the deduction.?® This decision
was recently followed in General Dynamics Corp. v. United
States.?

In Eastman Kodak Co. v. United States,®® the Court of
Claims dealt with the issue of “two-step” liability. In this
case, the question involved whether a taxpayer could deduct
the accrued payroll tax on accrued, but unpaid wages. The
taxpayer owed the wages, but was not legally liable for the
payroll taxes thereon until the taxpayer actually paid the
wages. Nevertheless, the court ruled that since the taxpayer
owed the wages, it could acerue the payroll taxes thereon. The
court rejected a current deduction for the payroll taxes that
attached to unpaid vacation pay and a current profit-sharing
plan. On these latter items, the court concluded that because
they were paid sufficiently far into the next taxable year, the
taxpayer might exceed the FICA limit on other wages and,
therefore, might never have to pay FICA taxes on either the
vacation pay or the profit-sharing bonuses.

In Hughes Properties, Inc. v. United States,* the court al-

20 518 F.2d 772 (9th Cir. 1975), rev’g 59 T.C. 751 (1973).

21 Goo glso Lukens Steel Co. v. Commissioner, 442 F.2d 1131, 1135 (3d Cir. 1971}
Crucible, Ine. v. United States, 591 F.2d 643 (Ct. C1. 1979).

2284 91J8. Tax Cas. (CCH) % 9783, 54 AF T.R.2d (P-H) ¥ 84,5989 (Ct. Cl. 1984).
23 534 F.2d 252 (Ct. Cl. 1976).
2484.921.8. Tax Cas. 19616, 54 A.F T.R.2d (P-H) ¥ 84,5462 (Ct. Cl. 1984).
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lowed an accrual-basis casino to deduct currently the increase
in its liability to fund an unpaid progressive slot machine
jackpot that was not won prior to year end. The court stated
that the taxpayer’s liability was fixed under state gaming
regulations and the amount of the jackpot was at least the
amount accrued, notwithstanding that no one had won the
jackpot by year end and the time of eventual payment was
thus highly uncertain.

The principal exception to this trend in the case law is
Mooney Aircraft, Inc. v. United States.?® In this case, the Fifth
Circuit rejected a current accrual for a taxpayer’s fixed liabil-
ity to redeem a bond in the future. The court concluded that
since the liability would likely not be paid for as much as fif-
teen, twenty, or thirty years, it would not clearly reflect the
taxpayer’s income to allow a current deduction.

Given the foregoing history, the Treasury became increas-
ingly concerned by the trend of the courts to allow currrent
deductions for obligations to perform services in the distant
future. The Treasury considered two possible alternatives to
deal with this problem: (1) allow a deduction for only the
present value of the future cost performing the services; or (2)
disallow a deduction for a liability to perform services in the
future until the services are actually performed. The Treas-
ury opted for the latter alternative, although with a substan-
tially broader scope. The proposal was eventually enacted in
1984 with modifications noted in the succeeding sections.

€1401.2 General Rule—Econgmic Performance

In the 1984 Act, Congress added a new subsection (h) to
section 461 of the Code.?® This section provides that in apply-
ing the all events test, the test shall not be deemed satisfied
until economic performance has occurred. If the taxpayer’s
obligation to pay money arises out of another person’s provid-
ing either goods, services, or the use of property to the tax-

25 420 F.2d 400 {5th Cir. 1969).
26 DEFRA, supra note 3, § 91(a).
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payer, economic performance occurs when such goods, ser-
vices or the use of property is provided.?” This rule may be il-
lustrated by the following examples:

(1) If an accrual-basis taxpayer contracts with a main-
tenance company to provide janitorial services in the tax-
payer’s office building, amounts owed to the janitorial
company are not deemed to satisfy the economic perfor-
mance requirement until the janitorial services are actu-
ally provided.

(2) If an accrual-basis manufacturer contracts with a
repair parts company to replace during a warranty pe-
riod defective parts in the manufacturer’s machinery sold
to customers, economic performance occurs when such
defective parts are replaced.

(3) If an accrual-basis insurance company contracts
with a car rental company to provide free rental cars to
the insurance company’s customers while the customers’
cars are being repaired following accidents, economic
performance occurs as the rental cars are provided.

If a taxpayer’s liability is to provide goods, services or the
use of property to others, economic performance occurs when
the goods, services or use of the property is provided.?® This
general rule may be illustrated by the following examples:

(1) If an accrual-basis publisher is obligated to furnish
purchasers of its encyclopedias with free supplements for
three years, economic performance occurs as the supple-
ments are provided.

(2) If an accrual-basis seller of cars is obligated to re-
pair the cars for free for two years, economic performance
occurs as the repairs are performed.

(8) If an accrual-basis manufacturer of video recorders
agrees to provide one year’s free use of certain videotapes

27 See LR.C. § 461(hX2)A), added by DEFRA, supra note 3, § 91{a).
28 14 & 461(h)(Z2KB).
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to customers, economic performance occurs as such tapes
are provided.

The committee reports provide a number of specific rules
governing economic performance in a variety of situations. In
the case of interest expense, economic performance is deemed
to occur with the passage of time during the term of the
loan.?” For debts incurred in transactions arising after June
8, 1984, interest expense is deductible only on a constant in-
terest basis. Interest on loans originating prior to such date
are not subject to this statutory rule; however, no inference
should be drawn as to the propriety of noneconomic accruals
in such cases.*°

In the case of payments for nuclear waste disposal, the com-
mittee reports state that it is anticipated that the Treasury
will issue regulations which will provide that economic per-
formance with respect to amounts payable under the Nuclear
Waste Disposal Act of 1982 occurs as payments are made to
the Federal Government.® A special rule is also provided in
the committee reports for natural gas supplier refunds. Un-
der Revenue Ruling 63-182,* the Service ruled that a natu-
ral gas utility which received refunds from its suppliers be-
cause of overcharges and which must refund such amounts to
its customers within the next year is entitled to deduct the
amount of the refunds in the year in which the refunds are re-
ceived by the utility, even though this deduction is taken
prior to the year in which the refunds are passed through to
customers. The committee reports state that the rule may be
continued under the 1984 Act provided that the refunds are
made to customers within a reasonable period of time in the
taxable year following the utility’s receipt of the refunds and
that adequate interest is paid to the customers and is includi-
ble in their income.® This latter requirement may prove to be
a practical bar to the effective use of this exception.

29 1 R. Conr. REP. No. 861, 98th Cong., 2d Sess. 874, reprinted in 1984 U.S. CopE
CoNG. & An. NEws 751, 868 [hereinafter ConF. Rep. 8611

30 Id. See also Rev. Rul. 83-84, 1983-1 C.B. 97.

31 Conr. REP. 861, supra note 29, at 875.

32 1963-2 C.B. 194.

33 Conr. REP, 881, supra note 29, at 875-76.
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In the case of a liability for compensation for services, eco-
nomic performance generally occurs as the employee renders
the services.® However, under the special rule of section
404(a)5) of the Code, a liability to pay employee benefits is
not deductible prior to the time that such benefits are paid if
payment occurs beyond the end of the taxable year.®® A spe-
cial rule is also applicable to a taxpayer’s liability to pay tort
and workmen’s compensation claims,* and provides that eco-
nomic performance for these liabilities is not satisfied until
the liabilities are paid. This provision effectively reverses the
Crescent Wharf line of cases discussed above.

If a taxpayer’s liability to pay employee benefits is satisfied
in a taxable year subsequent to the taxable year in which eco-
nomic performance occurs, the allowance of the deduction is
governed by special deferred compensation rules. Under prior
law, a taxpayer’s liability to pay compensation to employees
pursuant to a plan or similar arrangement that had the effect
of deferring the receipt of the compensation was deductible at
the time such compensation was includible in the employees’
income.*” In applying this rule, the payment of a liability for
employee compensation that was deferred for more than
twelve months beyond the end of the taxable year of accrual
was generally considered deferred compensation and deferral
for a shorter period did not prevent a current deduction of the
liability.?® However, the twelve-month cutoff rule for the defi-
nition of deferred compensation was never formalized. In ad-
dition, the statute was clarified in the Revenue Act of 1978%
to eliminate the uncertainty created by the decision in
Latrobe Steel Co. v. Commissioner,*® as to what types of defer-
red payments were subject to the restriction in section
404(a)(5) of the Code.

34 LR.C. § 461(h){(2)(A), added by DEFRA, supranote 3, § 91(a).
33 See DEFRA, supra note 3, § 523(a).

36 1.R.C. § 461(h)(2)(C), added by DEFRA, supra note 3, § 91(a).
37 LR.C. § 404(a) (1982).

38 Rev. Rul. 61127, 1961-2 C.B. 36; Rev. Rul. 57-88, 1957-1 C.B. 88; Letter Ruling
8206170.

3% Pub. L. No. 95-600, 92 Stat. 2763 (1978).
4062 T.C. 456 (1974), nonacg. 1976-2 C.B. 3.
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Section 512 of the 1984 Act amends section 404(b) of the
Code to provide that any arrangement of employer compensa-
tion which has the effect of a stock bonus, pension, profit-
sharing plan, annuity plan or other plan which defers the re-
ceipt of compensation will be subject to section 404(a). The
1984 Act also adds a paragraph (2) to subsection 404(b) of the
Code to provide that any plan providing for deferred benefits
other than compensation for employees, their spouses, or
their dependents is treated as a plan of deferred compen-
sation.** A special exception is made for welfare benefit funds
(under section 419(e)) and for vacation plans under section
463.%2 The conference committee added an exception for bo-
nuses and other payments made within two and one-half
months after the close of the taxable year in which significant
services were performed.* In effect, deferred compensation is
thus defined as payments of compensation that are deferred
for more than two and one-half months beyond the end of the
year of accrual.

One question which the statute leaves open is whether pre-
 payment of a liability generally satisfies economic perfor-
mance in the case of a long-term liability to perform services
or deliver goods. The authors submit that payment in such
cases does not satisfy economic performance. If Congress had
intended the opposite conclusion, the authors believe that
Congress would have permitted deductions for the present
value of a liability to perform services in the future. More-
over, the legislative changes imposing the premature accrual
rules on certain tax shelters with regard to prepaid expenses
do not seem logical if payment constitutes economic
performance.* This conclusion is reinforced by the General
Explanation of the Revenue Provisions of the Deficit Reduc-
tion Act of 1984 .4°

41 DEFRA, supra note 3, § 523(a).

421 R.C. § 404(0)2)(B), added by DEFRA, supra note 3, § 523(a).

43 Conr. REP. 861, supra note 29, at 1160.

44 See LR.C. § 461(i), added by DEFRA, supra note 3, § 91(e).

45 gpapr orF THE JomNtT CoMM. on Taxation, 98TH CoONG.,, 2D Sess., GENERAL
EXPLANATION OF THE REVENUE PROVISIONS OF THE DEFICIT REDUCTION ACT 262
(Comm. Print 1984).
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Another aspect of the special payment rules is that eco-
nomic performance overrides the special rules of existing sec-
tion 461(f)*¢ of the Code.*” Thus, contested liabilities must sat-
isfy the economic performance standard in order to be deduct-
ible, notwithstanding the payment of funds into a section
461(f) trust. In the case of workmen’s compensation or tort li-
abilities, economic performance is not satisfied until the re-
cipient is ultimately paid.*®

A final aspect of economic performance is the impact of par-
tial performance. As noted previously, under the new prema-
ture accrual provisions economic performance and accrual oc-
cur as performance occurs, not necessarily when the
performance is completed. This gives rise to the question:
when does partial performance result in a partial accrual?

Since deductions under section 461 depend both on eco-
nomic performance and the satisfaction of the all events test,
pre-1984 case law on the right to accrue income or expenses
in instances of partial performance should continue to be rele-
vant under current law. While the bulk of the precedents in
this area deal with the accrual of income, the principles
should be equally applicable to the accrual of deductions. In
the absence of specific guidance on this question, it should be
noted that section 1.451-1(a) of the regulations provides as
follows with respect to the proper time for an accrual method
taxpayer to report income:

(Gains, profits, and income are to be included in gross in-
come for the taxable year in which they are actually or con-
structively received by the taxpayer unless includible for a
different year in accordance with the taxpayer’s method of
accounting. Under an accrual method of accounting, in-
come is includible in gross income when all the events have
occurred which fix the right to receive such income and the
amount thereof can be determined with reasonable accura-

461 R.C. § 461(0), added by DEFRA, supra note 3, § 91(e).
47 Conr. REP. 861, supra note 29, at 876,
481 R.C. § 461(hX2){(), added by DEFRA, supra note 3, § 91(a).
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cy. Therefore, under such a method of accounting if, in the
case of compensation for services, no determination can be
made as to the right to such compensation or the amount
thereof until the services are completed, the amount of
compensation is ordinarily income for the taxable year in
which the determination can be made.*®

The Service has in several published rulings expressed the
following formulation as to when the all events test for the
accrual of income is satisfied: “All the events that fix the
right to receive income referred to in section 1.451-1(a) of the
regulations occur when either (1) the required performance
takes place, or (2) payment is due, or (3) payment is made.”®

In the case of contracts that specifically provide that billing
will occur only when the required performance is completed,
payment is not due until these conditions for billing are satis-
fied. Since payment under such contracts will not occur prior
to billing, the Revenue Ruling 79-195 conditions for accrual
could be satisfied prior to completion of all of the work only if
it were considered that the required performance had taken
place prior to completion of all of the work. Since the perfor-
mance required by the contract is completion of the work, the
conditions for accrual would not appear to be met prior to fi-
nal completion.

This conclusion is confirmed most directly by the Tax Court
decision in Decision, Inc. v. Commissioner.® In that case the
Service argued that income accrued upon partial performance
by the taxpayer under a contract to provide advertising and
resume services, even though the taxpayer was not yet enti-
tled to bill for these services. The Tax Court disagreed: “We
cannot accept this argument. . . . Respondent has referred us
to no cases holding that income accrues upon part perfor-
mance of a contract prior to an agreed billing or payment
date.”’®?

4% Preas. Reg. § 1.451-1(a), T.D. 6282, 1958-1 C.B. 221.

50 Rev. Rul. 79195, 1979-1 C.B. 177. See also Rev. Rul. 77-135, 1977-1 C.B. 133;
Rev. Rul. 74-607, 1974-2 C.B. 149.

51 47 T.C. 58 (1966).

52 Id. at 63.
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The conclusion that compensation not due until completion
of the contract does not accrue until completion is also sup-
ported by Craig v. Thompson,®® although the court there
based its conclusion primarily on a rejection of the argument
that the contract in fact called for monthly payments. It is not
entirely clear that the court was presented with the argu-
ment that the income should be accrued based on partial per-
formance even if the contract did not require payment prior to
completion.

There are also a number of precedents holding that retain-
ages do not accrue prior to the time the retainage actually be-
comes payable. This conclusion also supports the view that
partial performance does not permit accrual of income due
upon the completion of a contract.

One decision that may support the conclusion that partial
performance does provide a basis for acerual is Dingle-Clark
Co. v. Commissioner.>® This case held that where, as of the be-
ginning of the taxable year at issue, a contract was 95% com-
plete, the following items were properly accruable in earlier
years: (1) retainages attributable to billings in those years;
(2) the portion of the base fee attributable to work done in
earlier years; and (3) the portion of a bonus fee attributable to
work done in earlier years. The court noted that as of the be-
ginning of the year at issue, “there was no substantial contin-
gency . . . which could have prevented petitioner’s ultimate
receipt”*® of the retainages and other amounts. In light of the
inconsistency that would otherwise result between this deci-
sion and the Tax Court’s other decisions dealing with retain-

53 177 F.2d 457 (8th Cir. 1949).

34 See, e.g., Rev. Rul. 69-314, 19691 C.B. 139; United States v. Harmon, 205 F.2d
919 (10th Cir. 1953); Marquardt Corp. v. Commissioner, 39 T.C. 443 (1962); Dally v.
Commissioner, 20 T.C. 894, 899 (1953), aff’d on other grounds, 277 F.2d 724 (8th Cir.
1955). But see Wright Contracting Corp. v. Commissioner, 316 ¥.2d 249 (5th Cir.
1963}, which held that the taxpayer could not change from a method of accounting
that acerued retainages to a method that did not without the Commissioner’s con-
sent, and suggested that it was proper to accrue retainages.

55 26 T.C. 782 (1956), acg. 1957-1 C.B. 4.
56 Id. at 791.
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ages, it probably should be concluded that the fact that the
contract was 95% complete was crucial to the result.

It should be noted that, in contrast to the prevailing weight
of authority, the Service has recently taken the position in
litigation that accrual of income based on partial perfor-
mance may be required even though neither billing nor
. payment has yet occurred. In Public Service Co. of New
Hampshire v. Commissioner,” the Service argued that “under
normal accrual concepts the income attributable to consump-
tion of electricity after the December meter reading date to
year end clearly is currently accruable.”®® The Tax Court con-
cluded that it need not consider this issue, but gave the fol-
lowing indication of what its conclusion on the merits might
‘have been: “Our conclusion in this regard is reinforced by the
fact that the ‘billing’ requirement to which petitioner was
subject may well be critical with respect to the issue of
accruability.”®®

Thus, it appears that with respect to those contracts that
explicitly provide that billing is to occur upon completion of
the contract, accrual of income is not required until the con-
tract is completed.

Applying this rationale to the treatment of deductions, the
case law under the all events test seems to support the con-
clusion of the income accrual cases that absent a specific
agreement to the contrary, no accrual is permitted until com-
pletion of the services and the rendering of a bill. In the lead-
ing case on the deductibility of expenses for services, Old Col-
ony Trust Associates v. Hassett,*® the court held that legal ex-
penses for services rendered in 1933 and 1934 could not be de-
ducted until 1935 when the fee was first determined and
billed. A similar conclusion was reached in Cold Metal
Process Co. v. Commissioner,®* Canton Cotton Mills v. United

5778 T.C. 445, 453 (1982).
58 1d.

58 Id. at 454.

80 55 F. Supp. 629 (D. Mass. 1944), rev’d on other grounds, 1560 F.2d 179 (1st Cir.
1945).

6117 T.C. 916 (1951), affd., 247 F.2d 864 (6th Cir. 1952).
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States,®? and Kanne v. American Factors, Ltd.® However, in
each of these cases, the absence of a prior agreement coupled
with the failure to render a bill was held to prevent accrual of
legal expenses even where all or substantially all of the ser-
vices were performed. In SICO Foundation v. United States,%*
the taxpayer’s lack of knowledge as to the amount of the ac-
crual for legal services prior to the submission of a bill was
held to prevent accrual.

It is interesting to note that in each of these cases, there
was no prearranged agreement as to the precise billing. This
gives rise to a question as to whether, if there is a precise
agreement to bill on an hourly basis, the rendering of a bill is
a mere formality rather than a prerequisite to accrual. It
seems doubtful that accrual would be permitted in these cir-
cumstances because even with agreement to bill on an hourly
basis, there may be a disagreement as to the number of hours,
the rates to apply, or the particular attorneys who should
have performed the services.

Based on the foregoing case law, it seems unlikely that par-
tial performance gives rise to a partial accrual. However, in
those cases where under prior law accrual was proper prior to
even the commencement of performance, partial performance
under the economic performance rules may give rise to a par-
tial deduction. In such a case, the all events test case law will
be of little help and taxpayers will have to look elsewhere for
guidance. One possibility is to presume deductibility on a
straight-line basis over the expected term of performance.
Another possibility would be to follow a percentage of comple-
tion methodology, based either on the percentage of physical
completion or the percentage of costs incurred compared to es-
timated total costs to complete.®®

82 94 ¥. Supp. 561 (Ct. C1. 1951).
63 190 F.2d 155 (9th Cir. 1951).
84 995 F.2d 924 (Ct. C1, 1961).

85 For an analogy in the long-term contract area, see Treas. Reg. § 1.451-3{c}2),
T.I. 7397, 1976-1 C.B. 115.
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11401.3 Legislative Exceptions to Economic Performance

Section 461(h)}5) of the Code contains a number of excep-
tions from the requirement for economic performance. Thus,
the accrual of employee benefits under a qualified pension,
profit-sharing or stock bonus plan described in sections 404 or
404A and contributions to a funded welfare benefit plan un-
.der section 419 need not satisfy the economic performance
rules. Similarly, reserves for bad debts under section 166,
qualified discount coupon redemption reserves under section
466, and insurance company reserves are also exempted from
the economic performance requirement.® The final exception
from economic performance applies to accruals of vacation
pay under section 463.%7

This latter exception is of considerable significance to tax-
payers because the overwhelming majority of taxpayers with
vacation pay plans have chosen not to make an election under
section 463. However, as a result of the changes made by the
1984 Act, most taxpayers will be forced to make such an elec-
tion in order to retain current deductions for vacation pay.

The background of section 463 is that under the 1939 Code,
the Service had ruled that a taxpayer could deduct accrued
vacation pay even though the recipient might forfeit the pay
if employment ceased prior to payment.®® When the 1954
Code was enacted, the Service changed its position and ruled
that an employee must be entitled to the vacation pay in all
circumstances in order for the employer to be able to accrue it
prior to payment.®®

Congress postponed the implementation of Revenue Ruling
54-608 for several years, until it finally resolved the problem
permanently in section 463. Under section 463, a taxpayer
could deduct the increase in its liability for accrued vacation
despite the fact that such pay is forfeitable if an employee’s

86 T R.C. § 461(h)(8), added by DEFRA, supra note 3, § 91(a).
87 Id.

88 1 T 3956, 1949-1 C.B. 78.

89 Rev. Rul. 54608, 19542 C.B. 8.
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employment is terminated prior to payment.”® While section
463 is theoretically applicable to taxpayers with vested vaca-
tion plans, there was no incentive to make an election under
section 463 in such a case because the accruals could be de-
ducted currently under the regular section 461 rules.

As a result of the 1984 Act changes, vacation pay for ser-
vices rendered in a preceding taxable year is considered de-
ferred compensation if it is paid more than two and one-half
months after the end of the taxable year of accrual.” Accord-
ingly, taxpayers must elect section 463 treatnient even for
vested vacation pay plans if they wish to continue accruing
such amounts currently. Ordinarily, an election under section
463 by a taxpayer who currently accrued a liability for vaca-
tion pay under a vested vacation pay plan would not cause
any change in tax treatment. However, there is some concern
that the Service would use the occasion of a section 463 elec-
tion to reexamine the propriety of a taxpayer’s prior accruals.

Two particular types of vacation pay plans which are
prevalent among companies are of concern to the Service. Un-
der the first type of plan, vacation pay is not forfeited if em-
ployment is terminated. However, if an employee is too busy
to take his or her vacation, the employee’s vacation is for-
feited without pay. There is a significant risk that such a plan
is not vested and, therefore, deductions outside of section 463
would be improper. Under the second type of plan, if the em-
ployee fails to take his or her vacation by the end of the year,
the vacation is “banked” or carried over to a future year. In
this type of plan, there is a serious question whether such a
plan was a plan of deferred -compensation subject to the re-
strictions of section 404(a)(5), even prior to the enactment of
the 1984 Act. If a taxpayer has either of these types of plans
and has been accruing deductions in the year in which the va-
cation was earned through employment, it is possible that the
Service would seek adjustments to reverse such accruals inci-
dent to the making of a section 463 election under the 1984
Act.

701 R.C. § 463(a) (1982).
71 Conr. REP. 861, supra note 29, at 1160,
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11401.4 Conference Committee Exceptions to Economic Performance

In order to qualify for this exception, the following condi-
tions must be satisfied:

(1) the all events test must be satisfied during the tax-
able year, apart from economic performance;

(2) economic performance must occur no more than
eight and one-half months after the close of the taxable
year of accrual;

(3) the item must be recurring in nature and the tax-
payer must consistently treat items of that type as incur-
red in the taxable year in which the all events test is met;
and

(4) either (i) the item must not be material, or (ii) the
accrual of the item in the year in which the all events
test is met must result in a better matching of the item
with the income to which it relates than would accrual in
the year of economic performance.”?

This class of exceptions is inapplicable to liabilities for work-
er’s compensation, tort liabilities, or liabilities for deferred
compensation to employees.”

In analyzing these requirements, it should be noted that
while the first condition under this class of exceptions (i.e.,
satisfaction of the all events test) should be self-evident, the
enactment of the 1984 Act may cause revenue agents to re-ex-
amine their long-standing position towards certain accruals.
For example, a large variety of expenses have routinely been
deducted and allowed on audit under prior law notwithstand-
ing that they technically failed to comply with the all events
test. In these cases, the basis for allowance was often that the
expenses overlapped two taxable years.” For example, many
calendar-year taxpayers deducted currently accrued insur-

721 R.C. § 461(h)(3), added by DEFRA, supra note 3, § 91(a).
73 1d. § 461(hX3XC).
74 Treas, Reg. § 1.461-1(a)3)(i) (1957).
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ance which was due and payable at a time prior to the com-
pletion of the term of the insurance which extended into the
next taxable year. It is unclear what the Service’s attitude
will be toward these types of accruals subsequent to the en-
actment of the 1984 Act.

The second condition for this class of exceptions is that eco-
nomic performance must occur within a reasonable period of
time after the end of the taxable year of acerual.” The statute
limits a reasonable period of time to eight and one-half
months.”® Although it is not specifically covered, it should be
presumed that this condition must be satisfied within the
specified period of time by the completion of economic perfor-
mance.

The third requirement for this class of exceptions to apply
is that the expense to be accrued must be recurring in nature
and the taxpayer must consistently accrue the expense in the
year that the all events test is satisfied.” The conference com-
mittee report indicates that consideration should be given to
the frequency with which the expense and similar expenses
occur or are expected to occur, but it is not necessary that the
expense recur every year.”® In addition, the conference com-
mittee report indicates that the conferees intend that this
condition not preclude new trades or businesses or new types
of expenses from qualifying.” Thus, a taxpayer’s future ex-
pectations with regard to a particular expense, as well as the
taxpayer’s past history, will affect whether this condition is
satisfied. In this regard, it should be noted that since the time
when a deduction is taken is a method of accounting,® pre-
sumably once a taxpayer has begun accounting for the ex-
pense in the appropriate taxable year, it can be assumed for
purposes of satisfying this condition that such treatment will
continue.

7S1R.C. § 461(h)(3)(A)iiXD), added by DEFRA, supra note 3, § 91(a).
76 Id. § 461(hX3)A){EiXIT).

77 Id. § 461(h)(3)(A)Gii).

78 ConF. REP. 861, supra note 29, at 873.

73 Id.

80 Treas. Reg. § 1.446-1(e)X2)(iiXa), T.D. 7073, 1970~2 C.B. 98.
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The final condition for this class of exceptions has two al-
ternative requirements. The first alternative requirement is
that the expense not be material # The factors to be taken
Into account in determining materiality include the size of
the expense and its treatment in the taxpayer’s financial
statements.®® The size of the item must be considered in abso-
lute terms and also in relation to the taxpayer’s other expen-
ses and income.®® Moreover, materiality must be determined
with respect to the activity to which the expense directly re-
lates, rather than to the taxpayer’s activities as a whole.?
This size test may be applied both at the partnership and
partner level (or at both levels of any other type of pass-
through entity, such as a trust) in appropriate circum-
stances.?® The conference committee report illustrates this ap-
proach with the case of an accrual method partnership that
makes a special allocation of an expense that is not material
at the partnership level, but is material at the partner level .
The conference committee report also states that this special
rule should not impose significant additional reporting bur-
dens on partnerships and other flow-through entities in the
nonabusive cases.®’

There is no indication of what threshold size test would be
applied in determining materiality. In the authors’ opinion, a
percentage test in the range of 1% to 5% should be applied.
However, it is possible that a sliding scale test based on the
absolute size of the expense may be appropriate under the
conference committee report mandate. Whatever test is
adopted should be incorporated into the regulations or fre-
quent audit issues will arise.

The second aspect of the materiality condition is its rela-

B1LR.C. § 461(h)(3XAXiv)D), added by DEFRA, supra note 3, § 91(a).
82 Conr. REP. 861, supra note 29, at 873-74.

83 Id. at 874.

84 1d.

85 1d.

86 Id. The materiality standard is only applicable for purposes of this Code section
and is not to be applied in other areas.

87 1d.
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tionship to financial reporting ® The conference committee
report establishes what amounts to a “one-way street” finan-
cial conformity requirement. Thus, if an expense is consid-
ered material for financial reporting purposes, it will be
treated as failing this condition. However, the converse is not
necessarily true; an expense that is not considered material
for financial reporting is not necessarily immaterial for pur-
poses of this condition.® Thus, if an expense of a taxpayer is
immaterial in a taxpayer’s consolidated financial statements,
but is material taking into account the separate company in-
volved, there is a high likelihood that the expense would be
considered material for purposes of this condition. The appli-
cation of this test may be illustrated with the case of a calen-
dar-year taxpayer who purchases a one-year fire insurance
policy on September 1 of each year. If, for financial reporting
purposes, the taxpayer prorates the cost of the policy over its
term, the taxpayer will fail the materiality test. In contrast, if
the item is expensed entirely in the year incurred for finan-
cial reporting purposes, it may or may not satisfy the materi-
ality test.

The interpretation of the financial reporting conformity
condition will undoubtedly generate issues which are analo-
gous to those in the LIFO area.®® The Service can be expected
to take a position consistent with the 1984 Act that financial
conformity for a subsidiary corporation must be satisfied both
at the subsidiary and the parent company level 9!

As an alternative to the materiality standard, a taxpayer
may satisfy the final condition for an exception to the eco-
nomic performance requirement if it can be shown that a cur-
rent accrual results in a better matching of revenue and ex-
penses than does accrual in the year in which economic
performance occurs.’? The conference committee report con-

88 1R.C. § 461(h)(3XAXGv)(ID), added by DEFRA, supra note 3, § 91(a).
83 Cony. REP. 861, supra note 29, at 874.

90 See L.R.C. §472(c), (e) (1982). For a detailed discussion of this subject, see L.
SCHNEIDER, FEDERAL INCOME TAXATION OF INVENTORIES ch. 11 (1979).

S11R.C. § 472(g), added by DEFRA, supra note 3, § 95(a).
921.R.C. § 461(M)(3NAXNiv)Y(ID), added by DEFRA, supra note 3, § 91(a).
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tains a number of illustrations of the matching concept. For
example, if a salesman’s commission is earned upon a sale,
but is not payable until the revenue from the sale is collected,
the expense is better matched with the related income which
is accrued in the year of the sales accrual rather than in the
year of collection.®® Similarly, if goods which are sold are in
transit at year end, it more clearly matches income and ex-
pense to accrue the entire shipping expense in the year of the
sale.®*

Certain kinds of expenses are more appropriately matched
to the period to which they relate, rather than to a particular
type of income. This is true in the case of rent and insurance
expense.”® Advertising expenses are difficult to match either
with particular revenues or with a particular period. In the
case of advertising, the conference committee report states
that the matching condition will be satisfied if advertising is
accrued for tax purposes in the same year in which it is de-
ducted for financial reporting purposes.®®

Because of the lack of detailed guidance on many of these
issues, it should be anticipated that the bulk of the controver-
sies in this area will arise in the qualification of items for one
of the exceptions from the economic performance require-
ment.

€ 1401.5 Accounting Method Considerations and Effective Date

The economic performance rules are generally effective for
amounts incurred after July 18, 198457 Although the eco-
nomic performance rules are currently in effect, the interplay
of these rules with existing regulations and rulings is in ques-
tion. It is anticipated that the Treasury Department will re-
view existing regulations and rulings to determine whether

93 ConF. REP. 861, supra note 29, at 874.
94 1d.

95 Id. at 875.

86 1d.

S7 Id. at 877.
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they are consistent with the policies and principles set forth
in the new economic performance rules.®® As stated by the
conferees:

Until new regulations are issued under these provisions or
the existing rulings are revoked or clarified, taxpayers may
continue to rely on these rulings to the extent they are not
inconsistent with the general principles of economic perfor-
mance or the generic exception for recurring items. Like-
wise, the conferees expect that taxpayers may rely on pres-
ent law with respect to agreements entered into with the
Internal Revenue Service (for example, under section 446
or 7121 of the Code or Rev. Proc. 80-51, 1980-2 C.B. 818),
until new regulations are issued.®

With respect to reliance on existing rulings and regu-
lations, it may be a matter of interpretation as to whether
such rules or regulations are consistent with the principles
and policies of economic performance, thereby making such
reliance vulnerable to challenge by the Service. The confer-
ees, as noted above, also refer to reliance on present law with
respect to agreements with the Service under sections 446 or
7121 of the Code and under Revenue Procedure 80-51.1%°
LR.C. § 446 presents the general rules for methods of account-
ing as well as requirements with respect to changes in ac-
counting methods. LR.C. § 7121 grants the Secretary the
authority to enter into a written agreement with a taxpayer
regarding his tax liability for a particular tax period. Reve-
nue Procedure 80-51 sets forth the general procedures for ob-
taining the consent of the Commissioner for changes in meth-
ods of accounting. The conférees indicated that agreements
entered into with the Service under the above-mentioned pro-
visions based on present law can be relied upon until new
regulations are issued. The precise scope of this pronounce-
ment is unclear. For example, does this mean that if a tax-

98 14 at 876.
99 14,

10€ 1d. See also Rev. Proc. 80-51, 1880-2 C.B. 818, as superceded by Rev. Proc. 84—
74,198444 1. R.B. 15,
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payer has secured the consent of the Commissioner for a
change in accounting method pursuant to section 446, that
such consent may be withdrawn based on subsequently is-
sued regulations? Similarly, could an agreement with the
Commissioner with respect to the taxability of a particular
item or transaction be rescinded if the regulations which are
subsequently issued in connection with the economic perfor-
mance rules are inconsistent with such agreement? The an-
swer to both questions is probably (and unfortunately) yes.
However, will such agreements be recognized to the extent
they affect tax periods prior to issuance of the “economic per-
formance” regulations? The answers to these questions are
not readily apparent from the body of the 1984 Act; nor are
the answers found in the conference report. The precise scope
of the provision of the conference report relating to “Reliance
on other existing Rulings and Regulations”®! is therefore un-
clear and will most likely remain so until new regulations are
issued. While it is likely that subsequently issued regulations
will be generally retroactive to July 19, 1984 it is believed
that exceptions will be provided, based upon reasonable reli-
ance, if not blanket waivers.

Although, as was noted above, the economic performance
rules are generally effective on July 19, 1984, taxpayers are
provided with a choice of two transition procedures for apply-
ing the economic performance rules.!*? The first choice avail-
able to taxpayers is to elect to have the economic performance
rules apply only to expenses incurred after the date of enact-
ment, i.e., after July 18, 1984.1% In other words, a “clean cut-
off’ method. This election may be made “with respect to each
type of deductible item.”'* Under this choice, an adjustment
under section 481 would not result. Section 481 provides gen-
erally for adjustments to taxable income to prevent items of
income or expense from being duplicated or omitted when a
taxpayer changes his method of accounting (section 481

101 Conr. REP. 861, supra note 29, at 876.
102 14 at 877.

103 Id.

104 14,
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adjustment).!®

The second choice provided to taxpayers with respect to the
application of the economic performance rules is the election
to apply the economic performance rules to expenses incurred
both prior to and after the date of enactment.'®® Under this
approach, a section 481 adjustment would result and such ad-
justment would be amortized over a period of no more than
three years.'?’ It is understood that the spread period was lim-
ited to three years because of revenue considerations. In cer-
tain situations, special relief in the form of a longer spread
period should be sought.

In general, the section 481 adjustment as noted above, is re-
quired when a taxpayer changes his method of accounting.
The purpose and nature of section 481 adjustments is summa-
rized in part by Revenue Procedure 84-74 as follows:

Methods of accounting should clearly reflect income on a
continuing basis, and the Internal Revenue Service admin-
isters its discretion under sections 446(e) and 481(c) of the
Code so that, in general, any distortion of income on an an-
nual basis is minimized. The Service will consider the need
for consistency in the accounting area against the taxpay-
er’s reason for desiring to change its method of accounting
when the method of accounting from which the taxpayer is
changing clearly reflects income. When there is a change in
method of accounting, income for the year preceding the
year of change must be determined under the method of ac-
counting that was then employed, and income for the year
of change and the following years is determined under the
new method of accounting. The section 481(a) adjustment,
while necessary to prevent duplications or omission of in-
come or deductions, by its nature is distortive since it does
not reflect the economic income of the year. An adjustment
period for the section 481(a) adjustments is . . . intended to

1051 R.C. § 481(a) (1982).
106 Conr. REP. 861, supra note 29, at 877,
107y,
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reduce the possibility of a change in method of accounting
from itself creating a material distortion in income in the
year of change and to reduce any distortion when it does
exist.1%

Thus, if a taxpayer elects to apply the economic performance
rules to expenses incurred both prior to and after the date of
enactment, a section 481 adjustment is necessary with the to-
tal adjustment to be amortized over a period not to exceed
three years in order to satisfy the principles and policies of
Revenue Procedure 84-74, as summarized in part, above.

It is not clear what the “year of change” is under the
method change approach. Typically, method changes are
made as of the first day of a taxable year and the section 481
adjustment is computed as of the last day of the year preced-
ing the year of change. If the year of change is the taxable
year that includes the date of enactment (July 18, 1984), ret-
roactive application would result. A representative of the na-
tional office of the IRS indicated informally that he thought
that there would be a hypothetical split of 1984 into two tax-
able years for method change purposes on an item by item ba-
sis, i.e., one year being the period before July 19, 1984, and
the second being the period of July 19, 1984 to the end of the
year—with the latter being the year of change. It is believed
that this approach is not very practical and the taxable year
of change should be the taxable year beginning after July 18,
1984, but at a minimum the beginning of a month, e.g., Au-
gust 1, 1984. What this means is that if there is an item that
had been consistently accrued even though economic perfor-
mance takes place at some uncertain point of time in the fu-
ture, these amounts accrued through July 18, 1984, with re-
spect to which no performance had taken place as of that
date, would be deducted again when performance occurs
(sometime after July 18, 1984) resuiting in a double-deduc-
tion. The positive section 481 adjustment increases income
for the double deduction over three taxable years starting
with the year of change. The Joint Committee General Ex-

108 Rev. Proc, 84-74, 1984-44 LR.B. 15, 17.
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planation of the Revenue Provisions of the Deficit Reduction
Act of 1984.1%° supports the above-described IRS view and
goes on to say that in some cases it may not be possible to de-
termine the amount of the adjustment and the regulations
could provide that the method change occurs as of the first
day of the taxable year that includes July 19, 1984.

The question then becomes: Under what circumstances is
one election more advantageous than the other? If economic
performance of a liability will occur in year one or year two of
the spread period, it would generally be advantageous to elect
the section 481 adjustment approach. The reason for this is
that the net increase in taxable income for the period prior to
the year of change that arises due to the possible double de-
duction (accrued amount as of the end of the year preceding
the year of change and again when economic performance oc-
curs) will be added to taxable income over three years.!’® In
other words, assuming economic performance of the liability
will take place early in the spread period, the deduction for
the liability will be available before inclusion of the income
increasing adjustment. In short, the election to apply the eco-
nomic performance rules retroactively to certain liabilities -
can have the effect of accelerating a deduction while defer-
ring income.

If, on the other hand, economic performance will not occur
with respect to a liability deducted prior to enactment, within
the three year period subsequent to the enactment date, it
would not be advantageous to elect to have the economic per-
formance rules apply retroactively to that particular liability.
The reason for this is that the net increase in taxable income
arising due to the section 481 adjustment would be recognized

109 Sravr OF THE JOINT ComM. ON TaxaTion, 98TH CoONG., 20 SESS., GENERAL
EXPLANATION OF THE REVENUE ProvisionNs oF THE DErFicrt REDUCTION AcT 268
{Comm. Print 1984).

110 Conr. Rep. 861, supra note 29, at 877. Temporary Regulations issued on May
17, 1985 provide the taxpayer with an election to have the method change effective
as of the first day of their taxable year that includes July 19, 1984, or the taxpayer
may elect a split-year change with the first day of the method change year being J uly
15, 1984, See Q-8 of Temp. Reg. § 1.461-3T {(1985).
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over three years while the liability could not be deducted for
tax purposes until after that three year period, when eco-
nomic performance occurs. The net effect would be to acceler-
ate income while deferring expenses. It is conceivable, how-
ever, that this effect would be attractive if a corporation was
in a loss position during the section 481 three year adjust-
ment period and expects to be in a profitable position when
economic performance with respect to a particular liability
will occur. However, this opportunity would, in part, be re-
duced if the net operating loss limitation rule of section 5.15
of Revenue Procedure 84-74''! is made applicable to these
changes. Since the election with respect to application of the
economic performance rules can be made on an expense by ex-
pense basis,'*? the transition period for applying the economic
performance rules offers possible tax planning opportunities.
Although the election with respect to the timing of the appli-
cation of the economic performance rules is available on an
item by item basis, it is not clear how this choice will be inter-
preted. The language of the conference report reads in part as
follows: “[t]laxpayers may elect (with respect to each type of
deductible item). . . .”"*3 This may not mean there is an ex-
pense by expense choice of transition methods but rather a
category by category choice. It is urniclear how this choice will
be interpreted.

711401.6 Special NOL Rules

The 1984 Act has added a special ten-year net operating
loss (NOL) carryback for NOLs attributable to certain liabili-
ties deferred under the provisions of IRC § 461.1* This spetial
NOL carryback provision applies only to “an amount incur-
red with respect to a liability which arises under a Federal or

111 198444 1 R.B. 15,
112 Conr. Rep. 861, supra note 29, at 877.

113 14. This question has been at Jeast partially resolved by recently issued Tempo-
rary Regulations which provide that the taxpayer may elect the change separately
for each separate trade or business and for each trade or business may elect the
change with respect to one or more types of items.

114 Goe LR.C. § 172(bX1)(K), added by DEFRA, supra note 3, § 91¢(d).
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State law or out of any tort of the taxpayer. .. .”*!®* Second, the
liability must result from an act or failure to act, occurring at
least three years prior to the taxable year in which the NOL
arises.!'® Third, in the case of a liability arising out of a tort,
such liability must arise out of a series of actions or inactions
occurring over an extended period of time, “a substantial por-
tion of which occurs at least three years before the beginning
of such taxable year.”'"” Finally, the taxpayer must have used
the accrual method of accounting during the period when the
act was performed and when the NOL arises.!® These new
rules provide some relief beyond the three-year NOL carry-
back period to help compensate for the mismatching that
arises from the inability to accrue for a reserve during the
years when related sales take place. Examples of situations to
which this provision will likely apply are pollution control vi-
olations, certain product liability problems, and wrongful acts
(negligent or otherwise).

The amount of the NOL carryback is limited to the lesser of
(1) the NOL reduced by amounts attributable to a foreign ex-
propriation loss, or a product liability loss!® or (2) the statu-
tory and tort liabilities that are allowed pursuant to this
provision.!?® With respect to the carryback period, the code
provides that “no deferred statutory or tort liability loss may
be carried back to a taxable year beginning before January 1,
1984 .. "2 ynless such loss could be carried back under prior
law. In effect, this makes the provision prospective. Under
prior law, NOLs resulting from such events could generally
only be carried back three years.'??

115 14, § 172(k)1XBXii).

136 14, § 1720k (BYDD.

Y7 [d. § 172k 1(BYHD.
118 74 § 172(k)(1)(B).

119 14§ 172(k)(1XAXA).

120 14§ 172(k) (1A

121 14§ 1720k)(4).

1221 R.C. § 172(b)(1X(A) (1982).
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11401.7 Special Premature Accrual Rules

A complex set of provisions were added by the 1984 Act
dealing with the accrual and deduction of costs associated
with decommissioning nuclear facilities, and mine and solid-
waste reclamation facilities. With respect to nuclear power
plant decommissioning expenses, a special rule has been pro-
vided under IRC § 172(k)(2) permitting a NOL arising due to
such expenses to be carried back to a period beginning with
the taxable year in which the plant was placed in service and
ending with the taxable year preceding the year of loss. The
1984 Act also added sections 88 and 468A relating to deduc-
tions in connection with nuclear power plant decommission-
ing. Under present law it is unclear when nuclear power
plant decommissioning expenses are properly deductible.!?
Decommissioning expenses are incurred by a utility company
at the end of the useful life of a nuclear power plant in order
to make the plant site safe in accordance with federal and
state laws.'® Section 468A sets forth the rules for the timing,
amount, and methods for deducting decommissioning costs.
Although a detailed analysis of this provision is beyond the
scope of this Article, the general thrust of section 468A is to
allow a taxpayer responsible for decommissioning a power
plant to establish a separate decommissioning fund and de-
duct contributions to the fund as they are made, subject to
various limitations,#®

Similarly, section 468(a) was added which relates to the de-
ductibility of mine and solid waste reclamation and closing
costs. In general, federal and state laws require reclamation
of surface mines and waste disposal sites. Section 468(a) sets
forth the rules with respect to the deduction for costs associ-
ated with such reclamation. Basically, section 468 allows a
taxpayer to establish, and contribute to a sinking fund an am-
ount equal to the estimated costs of reclamation incurred
each year. Once again, a detailed analysis of this provision is
not within the scope of this Article.

123 Conr. REP. 861, supra note 29, at 877.
124 id.
128 Id.
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11402 ACCOUNTING METHODS AND THE PENALTY
PROVISIONS—I.R.C. SECTION 446(f)

€1402.1 Background

Section 446(e) provides in part that “a taxpayer who
changes the method of accounting on the basis of which he
regularly computes his income in keeping his books shall, be-
fore computing his taxable income under the new method, se-
cure the consent of the Secretary.”’?® A change in method of
accounting includes a change in the over-all method of ac-
counting for gross income or deductions or a change in the
treatment of any material item.* A material item is any
item which involves the proper time for the inclusion of the
item in income or the taking of a deduction.'?® As to the con-
sent requirement, the regulations provide that consent from
the Commissioner is equally applicable to a change from an
improper method of accounting as it is to a change from a
proper method.??°

Neither the Code nor the regulations imposed a duty on a
taxpayer to apply for a change in accounting method, even if
the taxpayer’s method was clearly erroneous. To the contrary,
section 481(a}(2) provides that if a taxpayer is required to
change its method of accounting, any adjustment required by
section 481 shall not include any pre-1954 amounts. If, on the
other hand, the taxpayer initiates the change in accounting
method, the adjustment includes amounts relating to pre-
1954 years,”® which, depending on the taxpayer’s particular
circumstances, could be a disincentive to change an improper
method. The traditional inducement the IRS has used is a
multi-year spread of the associated section 481 adjustment.®

126 1 R.C. § 446(e) (1982). .
127 Treas. Reg. § 1.446-1(e)(2)(ii)(a), T.D. 7073, 1970-2 C.B. 98.
128 14

122 Treas. Reg. § 1.446-1(e)(2)(1), T.D. 7073, 1970-2 C.B. 98. See also Witte v. Com-
missioner, 513 F.2d 391 (D.C. Cir. 1975).

1301 R.C. § 481(a)(2) (1982,

131 Qee Rev. Proc. 64-16, 1964~1 C.B. 877; Rev. Proc. 7027, 1870-2 C.B. 509; Rev.
Proc. B0-51, 1980-2 C.B. 818; Hev. Proc. 8474, 188444 I R.B. 15.
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Under AICPA rules, a CPA must consider whether to pro-
ceed with the preparation of the current year’s return where
he knows of an error in a previously filed return and the
client has done nothing to correct the error.’32 However, this
rule does not apply where a method of accounting is contin-
ued under circumstances believed to require permission to ef-
fect a change.'®® After the Supreme Court’s Thor Power Tool
Co. v. Commissioner'®* decision, a dialogue ensued between
the AICPA and the Service as to mandatory method changes
which resulted in the issuance of Revenue Procedure 80-5!3%
which granted blanket permission to taxpayers to switch off
Thor inventory methods.

Taxpayers using an improper method have argued that
there is no requirement to request permission from the Ser-
vice to change to a proper method. Based on this argument,
taxpayers have also asserted the lack of permission as a de-
fense to any penalty arising from use of the improper method,
including the substantial underpayment penalty under sec-
tion 6661 and the negligence penalty under section 6653.

- 91402.2 New Statutory Provisions

Under the 1984 Act, taxpayers can no longer rely on the ac-
counting method change consent requirement as a defense to
any penalty in the Code. The 1984 Act added section 446(f)
which provides as follows:

If the taxpayer does not file with the Secretary a request to
change the method of accounting, the absence of the con-
sent of the Secretary to a change in the method of account-
ing shall not be taken into account—

(1) to prevent the imposition of any penalty, or the ad-
dition of any amount to tax, under this title, or

132 AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTS, STaTEMENT ON
ResPONSIBILITIES IN TaX PracTICE No. 6 (Aug. 1970).

133 Id.
134 430 118, 522 (1879).

135 1980-1 C.B. 582. For a detailed discussion see L. SCHNEIDER, supra note 90, at
§ 7.08.
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(2} to diminish the amount of such penalty or addition
to tax,13

The conference report also states that no inference should be
drawn as to whether the accounting method defense was va-
lid under prior law.**’

The effective date of the IRC § 446(f) is for taxable years be-
ginning after July 18, 1984.1% A gpecial rule is suggested in
the conference report that provides that if a taxpayer has
been contacted for an audit and wishes to change from an im-
proper to a proper method for a year that includes July 18,
1984, but is beyond the 180-day filing period (as in the case of
a calendar year taxpayer), such taxpayer will have until the
extended due date of the return for the taxable year that in-
cludes July 18, 1984, to file the method change to avoid
penalties.’®® Revenue Procedure 80-51 provides at section
5.03 that an early application may be filed within the six
month period before the beginning of the year of change.’*® It
is not clear what the year of change will be; probably the tax-
able year that includes July 18, 1984.

As discussed earlier, a taxpayer whose method of account-
ing is “involuntarily” changed is entitled to a pre-1954 offset,
1.e., a reduction of the section 481 adjustment by amounts ap-
plicable to taxable years prior to 1954.**! This offset right is
given up on a “voluntary” change,*? the quid-pro-quo being a
spread of the resulting adjustment. Those taxpayers with old
erroneous practices are now forced to seek permission to
change those practices in order to avoid penalties and will
also be forced to give up pre-1954 balances. The Service
should medify their rules and, in fact, taxpayers should re-

136 1 R.C. § 446(h), added by DEFRA, supra note 3, § 161(a).

137 ConF. REP. 861, supra note 29, at 1002.

138 DEFRA, supra note 3, § 161(b).

132 Conr. REP. 861, supra note 29, at 1002.

140 Rev. Proc. 80-51, 1980-2 C.B. 818. See also Rev. Proc. 84-74, 1984-44 LR.B. 15.
1411 R.C. § 481(a)(2) (1982).

i4z Id.
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quest pre-1954 offsets, notwithstanding the spread of the re-
sulting section 481 adjustment. The Service has allowed a
pre-1954 offset and a spread in the case of changes to full-ab-
sorption accounting for inventories during a special transi-
tion period.!

11402.3 Interplay with Internal Revenue Service Administrative Proce-
dures

In 1964, the IRS issued Revenue Procedure 64-16'** which
granted a ten-year spread to those taxpayers that voluntarily
sought method changes, corrective or otherwise. Such spread
procedures also applied to method issues raised under exami-
nation, albeit starting in a different taxable year. The spread
amount (section 481(a) adjustment) includes amounts applic-
able to pre-1954 taxable years because such changes are
viewed as “voluntary.” This is the case notwithstanding the
fact that the spread was elected during an examination.

One of the primary purposes of Revenue Procedure 64-16
was to attempt to resolve the continuing conflict regarding
the difference between the mere correction of an error and a
change in method of accounting, with the taxpayer conceding
the method issue and the government granting a ten-year
spread of the impact of the change. Over the years, Revenue
Procedure 64-16 has been modified a number of times, with
the most recent version being Revenue Procedure 84-74.1%°

In 1980, Revenue Procedure 80-51'%® was issued, the pur-
pose of which was stated as follows:

This revenue procedure contains several major changes and
amplifications in the procedures for obtaining the Commis-
sioner’s consent to a change in method of accounting. These
changes and amplifications are made to encourage compli-

143 Treas. Reg. § 1.471-11(e)(1) (1873).

144 1964-1 C.B. 677, superceded by Rev. Proc. 70-27, 1970-2 C.B. 509, and Rev.
Proc. 84-74,1984-44 1 R.B. 15.

1451984 44 L. R.B. 15.
146 1980-2 C.B. 818, superceded by Rev. Proc. 84-74, 1984-44 LR.B. 15.
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ance with proper methods of accounting when a taxpayer is
determining taxable income in accordance with one or
more methods of accounting that are proscribed by the
Code, regulations, decisions of the Supreme Court of the
United States, revenue rulings and revenue procedures.'¥’

Under this revenue procedure, the Service drew a distine-
tion for the first time between taxpayers using a clearly erro-
neous method of accounting and all other taxpayers. In the
case of a clearly erroneous method of accounting, the Service
held that once a taxpayer was contacted by the Service to
commence an audit, the taxpayer was precluded from filing
Form 3115—Application for Change in Accounting Method—
to request permission to correct such erroneous method.'4®
These clearly erroneous methods of accounting labelled “Cat-
egory A” methods, were defined as those methods of account-
ing that are specifically not permitted to be used by the tax-
payer by the Code, regulations, or a decision of the United
States Supreme Court, e.g., Thor Power Tool.**® “Category B”
methods, are all methods other than “Category A”
methods.?%°

If a method to be changed is a Category A method, Revenue
Procedure 84-74 does not apply if the taxpayer has been con-
tacted by a representative of the Service for the purpose of
scheduling an examination of its federal income tax return,
or returns.’>* Instead, the change in method will be made by
the Service, but no spread period for the adjustment would be
allowed. (It appears that in light of the reduced spread period
and limited applicability of the spread procedures to issues
arising during examination, taxpayers will have a renewed
incentive to raise correction of error versus method issues.)
Thus, a taxpayer using a clearly erroneous Category A
method of accounting, who was under constant audit could be

147 ;4. at 819,

148 17 at 890,

145 1, at 825,

150 id.

151 Rev, Proc. 84-74, 1984-44 L R.B. 15, 16.
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subject to penalties if its method was corrected on audit, but
could not request permission to correct such method under
Revenue Procedure 80-51, except during a limited ninety-day
period following the completion of the audit.** Revenue Pro-
cedure 80-51 provided that a request for a change from a Cat-
egory A method could be made but only during the ninety-day
period following the issuance of a no-change report or other
basic report as long as the Category A method was not in-
cluded as an adjustment, or placed in suspense.'®® Revenue
Procedure 84-74 improves this situation by providing for a
thirty-day window period after the beginning of each year un-
der certain circumstances.'®

Assuming Form 3115—Application for Change in Account-
ing Method-—could be filed, in light of the restrictions and
limitations set forth above, such application had to be filed no
earlier than six months prior to the beginning of the taxable
year of change, and no later than 180 days after the begin-
ning of the taxable year of change.'® In order to file after the
180 day period a taxpayer had to have met the requirements
of Treasury Regulation section 1.9100-1, which in general re-
quired a showing of good cause.'® What this means is that
while new section 446(f) applies to taxable years beginning
after enactment, various windows will be open in the future
to file method changes for “newly discovered” problems other
than the first 180 days of a year: no exam—up to six months
prior to the beginning of the year of change—exam under way
—first thirty days of each taxable year. In light of the signifi-
cant changes made by the IRS in Revenue Procedure 80-51
when it updated Revenue Procedure 70-27 and the preceden-
tial nature of those changes as they carryforward to Revenue
Procedure 84-74, a comparison of Revenue Procedures 70-27,
80-51, and 84-74 follows.

152 pav, Proc. 80-51, 1980-2 C.B. 818, 820.
153 Id.
154 Rev. Proc. 84-74, 198444 TL.R.B. 15, 20.

155 Rev. Proc. 80-51, 1980-2, C.B. 818, 821, superceded by Rev. Proc. 84-74, 1984
44 1R.B. 15, 21.

186 Rev. Proc. 84-74, 1984-44 L. R.B. 15, 21.
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Heve'nue Procedure 84-74—Miscellaneous Provisions

If a taxpayer has more than one separate and distinct trade or
business, a separate Form 3115 is required for each business.
The section 481(a) adjustment and the adjustment period will
be determined on the basis of the separate books and records
for each business.

If the last day for filing a Form 3115 falls on a Saturday, Sun-
day, or legal holiday, the filing will be considered timely if it
is filed on the next succeeding day that is not a Saturday,
Sunday, or legal holiday.



