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exclusive alternative methods of tax accounting for taxpayers changing such
method as to package design costs: (1) capitalization without amortization,
(2) design-by-design capitalization and sixty-month amortization, and (3)
pool-of-cost capitalization and forty-eight-month amortization.?” In a
1993 Industry Specialization Paper on Package Design Costs the Service
adq:)ptg:zd0 this approach for settlement of cases in which audits raised this
issue.

Following the fall of the separate asset test in the Service’s rulings
approach seven years before INDOPCO’s final rejection, the National Office
began to take strict approaches on the same business/new business issue
which tended to push the issues more to Section 195 where the Service also
flip-flopped on when a business begins for purposes of Section 195. In
Tech. Adv. Mem. 93-31-001 the National Office suggested that in light of
INDOPCO business expansion costs might not be currently deductible !
Tech. Adv. Mem. 96-45-002 subsequently provided extensive analysis of the
deductibility of start-up costs of new stores opened in the same business
across the United States. Geographic separation of the stores was not
discussed.””” Rather the Tech. Adv. Mem. properly focused on the
recurring nature of the store opening costs and short-term future benefits.
The published ruling, Revenue Ruling 96-62, in digest fashion considered
only the employee training costs emphasizing the ordinary course of the

A second option would be to publish an analysis similar to that for package design,
under which taxpayers would capitalize the costs and write them off over a period of five
years or 10 years, Carrington said. However, IRS is concerned that many taxpayers would
not buy into that system, he said. "It may help people in the very gray area and other people
would continue to do what they’re doing and it won’t be useful," he said.

Asked whether IRS believes it has regulatory authority to “arbitrarily” require
capitalization over a fixed period, such as five years or 10 years, Carrington responded, *It
would be arbitrary, but we’ve done arbitrary — reasonably arbitrary — things in the past.”

Third, IRS is exploring the adoption of the presumption that taxpayers would capitalize

the expenditures if they already would capitalize them under the rules under generally

accepted accounting principles, according to Carrington.
Id.

219. Rev. Proc. 90-63, 1990-2 C.B. 664 (Dec. 18, 1990).

220. IRS Approves Settlement Guidelines in Food ISP, available in LEXIS, Fedtax Library, TNT
File, 93 TAX NOTES ToDAY 179-33 (Aug. 27, 1993).

221. Tech. Adv. Mem. 93-31-0001 (April 23, 1993).

222. Tech. Adv. Mem. 96-45-002 (June 21, 1996).
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taxpayer’s business.”® This connotes recurring, but not near so clearly as

Tech. Adv. Mem. 96-45-002. More’s the pity.

Professor Lee has argued for the past decade that current deduction of
steady-state regularly recurring costs does meet the clear reflection of
income standard under a balancing of (a) simplicity and avoidance of
administrative costs of such deduction with (b) the more clear reflection of
income from instead capitalizing and depreciating such costs.** A recent
excellent analysis of the doctrine so holding is contained in Tech. Adv.
Mem. 96-38-002?% which extensively quotes Judge Richard Posner’s
famous steady-state rationale in Encyclopaedia Britannica.**®

We can think of a practical reason for allowing authors to deduct their
expenses immediately, one applicable as well to publishers though not in
the circumstances of the present case. If you are in the business of
producing a series of assets that will yield income over a period of years--
which is the situation of most authors and all publishers--identifying
particular expenditures with particular books, a necessary step for proper
capitalization because the useful lives of the books will not be the same,
may be very difficult, since the expenditures of an author or publisher
(more clearly the latter) tend to be joint among several books. Moreover,
allocating these expenditures among the different books is not always
necessary to produce the temporal matching of income and expenditures
that the Code desiderates, because the taxable income of the author or
publisher who is in a steady state (that is, whose output is neither
increasing nor decreasing) will be at least approximately the same whether
his costs are expensed or capitalized. Not the same on any given book--on
eachbook expenses and receipts will be systematicallymismatched--but the
same on average. Under these conditions the benefits of capitalization are
unlikely to exceed the accounting and other administrative costs entailed
in capitalization.”’

Recurring payments alone may not justify an immediate deduction
when the benefits obtained from the expenditures lack a similar recurring
pattern. If a substantial useful life remains when the taxpayer next incurs

223. Rev. Rul. 96-92, 1996-53 L.R.B. 6. The implications of the hints in this ruling are discussed
in Part 1. TEI appreciates that the ruling can be used by a knowledgeable advocate to retain a current
deduction for a number of [recurring] expenses. Timothy J. McCormally, Rev. Rul. 96-62: A Lump of
Coal or a Nicely Wrapped Present?, 74 TaAX NOTES 797 (Feb. 10, 1997). Mr. McCormally is General
Counsel and Director of Tax Affairs for Tax Executives Institute.

224. Lee, Clear Reflection of Income, supra note 2, at 18-20; Lee, 1993 Hearings, supra note 2,
at 1699 (Prepared Statement of Professor John Lee).

225. (June 3, 1996); accord, Tech. Adv. Mem. 96-45-002.

226. Encyclopaedia Britannica v. Commissioner, 685 F.2d 212, 217 (7th Cir. 1982).

227. Id. at 215 (dictum). Implicitly Judge Posner was hypothesizing an aggregate approach to
recurring future benefit costs.
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the recurring expense, the recurring expense is not incidental. The objective
of minimizing income distortion seeks to match expenses with the income
they produce.’® Mismatching occurs when expenditures of a fairly
constant amount produce benefits that are disproportionally realized in future
years: immediate deductions understate income in early years when the
benefits occur in later years. In these situations, the duration of the future
benefits properly requires taxpayers to consider capitalizing the costs as
directed by INDOPCO.**

The Eighth Circuit encountered this mismatching problem of recurring
expenditures with substantial benefits bunched in later years in Black Hills
Corp. v. Commissioner>® In Black Hills, several coal mining companies
formed an entity designed to indemnify any of its members for their
employees’ black lung disease claims.”' Each member paid this separate
entity a relatively constant annual premium, based on that mining company’s
individual exposure, calculated as the present value of projected liabilities
throughout the anticipated life of the mine.*? In the event that a company
closed a mine before its anticipated closing date, that mining company faced
an “early termination charge” equal to the difference between the total
projected annual premiums due and the premiums actually paid.”’
Despite the relatively constant payment schedule, the mining companies
expected claims primarily during the last year of a mine’s operation.?*
This delay occurred because miners often continue to work after contracting
the disease.”* The discrepancy in timing between the premium payments
and actual claims produced a reserve intended to satisfy the resulting claims
in the mine-closing year.?¢

228. See Commissioner v. Idaho Power Co., 418 U.S. 1, 16 (1974).

229. INDOPCO, Inc. v. Commissioner, 503 U.S. 79, 87 (1992) ("[A] taxpayer’s realization of
benefits beyond the year in which the expenditure is incurred is undeniably important in determining
whether the appropriate tax treatment is [an] immediate deduction or capitalization.”).

230. 73 F.3d 799 (8th Cir. 1996).

231. Id. at 800-01. The mining companies formed this entity to comply with the Federal Coal
Mine Health and Safety Act of 1969 that required mines to carry commercial insurance or qualify to self-
insure against compensation, medical, and other beneficial payments to employees that contract black
lung disease. Id.

232. Id. at 801-02. The initial premiums included components for anticipated future liability and
for claims expected to arise from past operations. /d. at 802. Both of these components were adjusted
annually to account for fund income, expenses, claims, and balances on nonrefundable terminated
accounts. Jd.

233. [d. at 801.

234. Id.

235. Id. at 800-01.

236. Black Hilis, 73 F.3d at 801.
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Contrary to the taxpayer’s insurance premium characterization, the
Eighth Circuit determined that the taxpayer failed to shift the risk of loss
produced by an early mine closing to the separate entity.*” Upon the
early closing of a mine, the mining company needed to make an additional
payment—the early termination charge—to cover any liabilities not funded
by the prior premium payments.”®® This payment structure left the risk of
loss on the individual mining companies.”® The excess of the annual
premiums over the year’s actual losses, therefore, represented a prepayment
for the mine closing year.”** By failing to diminish its risk exposure, each
mining company could expect future benefits in future periods as these
prepayments satisfied its ultimate liability for claims from its mines.?*!
Thus, the recurring nature of the premium payments alone could not justify
an immediate deduction when the benefits were not expected until future
periods.?*?

1. Recurring How Often?

Professor Lee has long surmised that a four year cycle goes beyond
pushing the envelope on currently deducting steady-state recurring costs to
tearing it open. His students can recite that substantial case law and
administrative authority supports expensing costs recurring every three
years’® (in a non-tax shelter context)— the classic illustration is repainting
every three years.?** Similarly Gen. Couns. Mem. 34,102 reasoned that

237. Id. at 807.

238. M.

239. True insurance premiums would account for the risk of an early closure and would place the
risk of this closure on the insurer; by requiring an additional payment upon an early closure, the risk
remained with the individual mining companies. /d.

240. .

241. Id. The court also accepted the Tax Court’s determination of significant future benefits
obtained from a refund provision and a guaranteed option to renew the contract. /4.

242. This simultaneous existence of recurring expenditures and benefits does not imply that
“incorne” must be produced in the traditional sense of the word. Recurring expenses may be incurred
despite the lack of any actual income. For example, a company can incur routine selling expenses
without actually making a sale to generate any income. See Cabintaxi Corp. v. Commissioner, 63 F.3d
614, 619 (7th Cir. 1995). The typically continuous nature of these sales expenses justify an immediate
deduction because they are intended to generate income in the current year. See id.

243. Professor Lee must admit that Darryl like his other co-submitters is an exceptional tax student
with the added insight from studying most of the substantive documents cited in our Submission and
drafting many of the footnotes. But Lee has more objective proof in old exam answers tackling Moss
and Cleveland Electric-based hypotheticals raising similar borderline issues of cyclical and regularly
recurring costs. Then to Professor Lee’s delight, he found a GCM discussing capitalizing and amortizing
as a deferred charge or expensing of redredging costs repeated every 3 years. See note 245 infra.

244. (f Wilbur’s Estate v. Commissioner, 43 T.C. 322, 327 n.6 (1964), acq. 1965-2 C.B. 7.
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[a]fter further consideration of the problem we fully realize that
characterization of expenditures incurred in a silting removal operation as
either “expense” or a “capital improvement” is not free from doubt. Of
course we still feel that an expense characterization is the only proper
classification where complete redredging is accomplished on an annual
basis. However, classification becomes suspect where silt is removed every
three years as in *** or one-third of the operation is accomplished every
year as in Commodore’s Point. In either case, whether the removal of silt
accumulated during the prior three years benefits the current year or
benefits the succeeding three years conjures visions in legalistic semantics
and often as not the barnyard may wear an entirely different hue when
interpretative chickens come home to roost. In either event both sides of
the coin have merit. Moreover, leaving Rev. Rul 68-483 unchanged
removes the necessity for withdrawing our longstanding acquiescence in
Commodore’s Point.

In view of the foregoing we offer no objection to publication of Rev.
Rul. 68-483 without the clarification suggested in G.C.M. 33994. G.C.M.
33994 is accordingly modified.?***

Further, after Wolfsen Land and Cattle recurring every ten years
indisputably requires capitalization; and some reasoning in Service
unpublished rulings, and the five year depreciation of the costs of repairing
irrigation gates in Wolfsen Land and Cattle as well as a lot of statutory
guideposts such as Sections 195, 248, etc., support capitalization and
depreciation where a five year cycle is present.*® Four years, which is

245.  Gen. Couns. Mem. 34,102 (April 17, 1969) (emphasis added). See Gen. Couns. Mem. 34,006
(Jan. 2, 1969), considering Rev. Rul. 71-121, 1971-1 C.B. 80.

246. Wolfsen Land & Cattle, 72 T.C. at 13 n.4 (depreciating as intangible over 5 years cyclical
costs of repairing irrigation ditch gates every five years). Congress beginning with Section 248 of the
1954 Code (60-month ameortization of formation costs of corporation) followed by Section 709 (same
for partnership) and Section 195 (60-month amortization of start-up costs) show a Congressional pattern
of providing 60-month amortization for self-created intangibles where case law did not readily provide
deduction or depreciation. Purchased intangibles under Section 197 have a much longer amortization
period of 15 years due to pay-go revenue neutrality constraints. There case law was an all-or-nothing
crap shoot, nothing or pretty short depreciation if customer-list, etc., treatment could be achieved.
Government Accounting Office, Tax Policy, Issues and Policy Proposals Regarding Tax Treatment of
Intangible Assets (Aug. 9, 1991), available in LEXIS, Fedtax Library, TNT File, 91 TAX NOTES TODAY
169-1 (Aug. 31, 1991)

({T]he current tax treatment of intangible assets is based on the original income tax
law and decades of conflicting court decisions. . . . The vague definition of goodwill,
as well as taxpayers’ latitude in determining useful life, has led to frequent disputes
between taxpayers and IRS. Some of these disagreements have been resolved in the
courts, where the decisions have been influenced by the most convincing evidence.
This situation has resulted in inconsistent treatment of similarly situated taxpayers.).
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the cycle for FAA required reconditioning of aircraft engines involved in
Tech. Adv. Mem. 96-18-004, thus constitutes the hard question. Glenn
Carrington, then Assistant Chief Counsel (Income Tax & Accounting) and
known as an expert on capitalization, is quoted by the BNA Daily Tax
Report as providing “[i]n his personal opinion” a similar framework for
analyzing deductibility of recurring expenses:

As Wolfsen pointed out, if [the taxpayer] had cleaned the PCBs every
year, it would have been deductible. But if you've waited four or five
years, it’s not. I gotta draw the line. I’ve got to say, ‘If you do it every
second year, you're fine. If you wait six years, it’s not. . . .2¢’

2. Recurring Less Frequently and Freestanding Depreciable
Intangible

What if the cycle is longer than four years or whatever is the ceiling
on recurring? The distortion of income which results from adding a
recurring cost to a longer-lived or nonamortizable asset, under the rationale
that it constitutes an acquisition cost of the business as a whole, can be
avoided by relying on the basic financial accounting concept of treating the
expense itself as an amortizable asset or deferred charge.”® Assets, for
financial accounting or balance sheet purposes, include both the economic
resources of the enterprise and certain deferred charges that are not
resources. If an expenditure may not be expensed in its entirety in the year
paid, the cash assets of the enterprise are reduced and the portion of the
expenditure that cannot be currently expensed is treated as a separate,
noncash asset on the balance sheet.”*® Thus, the NCNB I court noted that:

In order more accurately to reflect income, both in the present period
and in future accounting periods, the carried-forward “assets” of an
enterprise include, without regard to whether they are tangible or

How much better it would have been had the Commissioner followed the Chief Counsel’s rough justice
solution of Cokan approximations. Gen. Couns. Mem. 34,262 (Jan. 30, 1970), considering Rev. Rul. 74-
456, 1974-2 C.B. 65. Professor Lee too has long favored Cohan approximations as an answer to
recurring and other temporally limited expenditures without a definite life as an alternative to the income
distorting horns of the capitalization (without depreciation) versus expensing dilemma. Lee, Clear
Reflection of Income, supra note 2, at 38-41.

247. Official Gives Update on Series of Guidance on Tax Accounting Issues, 1993 DAILY TAX
REP. 46 d6 (March 11, 1993).

248. See Cleveland Elec. Iluminating Co. v. United States, 7 Cl. Ct. 220, 229 (1985); ¢f. Madison
Gas & Elec. Co. v. Commissioner, 72 T.C. 521, 566 (1979), aff"d, 633 F.2d 512 (7th Cir. 1980). The
following discussion is taken in large part from Lee, Clear Reflection of Income, supra note 2, at 32-36.

249. NCNB Corp. v. United States, 651 F.2d 942, 949 (4th Cir. 1981) [hereinafter NCNB [], rev'd,
NCNB 11, overruled, INDOPCO.
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intangible, certain expenditures for benefits whose cost has already been
incurred but the outlay for which is nevertheless most properly matched
against some future period’s revenues which the benefits will help
produce.?®

In short, in financial accounting the expenditure itself may be treated
as a separate asset or deferred charge to be expensed, or in tax terms
“depreciated” or “amortized,” in future tax periods.”®' In the start-up and
business expansion areas, such amortization of recurring costs as a
free-standing asset, without regard to whether incurred in starting up a new
business or expanding an existing business, provides a “golden mean”
avoiding the all-or-nothing extremes of the talismanic separate, saleable asset
(current deduction) or preparatory (capitalization without amortization)
approaches.**

The Tax Court in Wolfsen Land & Cattle’ treated a recurring
expenditure with a limited life as such a separate, amortizable, intangible
asset to avoid the distortion of income that would have followed from
associating the expenditure with the nonamortizable asset it enhanced.
Wolfsen Land & Cattle considered the deductibility of substantial
expenditures, which the taxpayer incurred every ten years, for draglining an
earthenwork irrigation system with an indefinite life.>** These substantial
expenses resulted from the taxpayer’s allowing the system to deteriorate
until it became almost dysfunctional, rather than annually repairing and
maintaining it.”** The court noted:

Thus, we are faced with something of a conundrum, how do we treat
a maintenance-type expense substantial in amount, which only restores its
subject to its original operating condition, yet need be repeated only on the
average of every 10 years and is performed on a subject of indefinite life.

To permit a current deduction of such a large expenditure with a
beneficial effect lasting on the average of 10 years would surely distort that
years’s [sic] income. Yet to deny even an amortization deduction for an
expenditure with a specific demonstrable beneficial life on the ground that
its deductibility is contaminated by its relationship to an asset of indefinite
life, i.e., the land, would similarly require an uneven reporting of income.

250. Id.

251. Gunn, supra note 2, at 445 (citing Miguel A. De Capriles, Modern Financial Accounting, pt.
1, 37 N.Y.U. L. REv. 1001, 1020-21 (1962)).

252. See NCNB II, 684 F.2d at 294-95 (Mumaghan, J., dissenting) (Judge Mumaghan was author
of the reversed panel opinion).

253. 72 T.C. 1(1979).

254. Id at 8.

255. M.
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Since a basic premise of the income tax laws is to relate expenses to
the income which they helped earn, a reasonable solution to our
conundrum is to hold that the expenses in issue should be written off over
their useful life. In short we would subscribe independent status to those
expenditures on the basis that they create a free-standing intangible asset
with an amortizable 10-year life.*®

The treatment of certain recurring expenses as a separate asset, even
though such expenses are incurred in the acquisition of a nonamortizable
asset, is not inconsistent with Idaho Power.”’ The Supreme Court in
Idaho Power required (1) capitalization of the “depreciation” allocable to
equip-ment the taxpayer used to construct capital improvements and (2)
addition of the capitalized amounts to the basis of such improvements.?*®
The Court sought to prevent the distortion of income that would result from
cur-rently deducting “depreciation” costs properly allocable to assets that in
the future would produce income themselves.” The Court also sought
to maintain tax parity between a taxpayer that did its own construction work
and a taxpayer that purchased the work from an independent contractor,
which in turn charged its construction equipment depreciation to the tax-
payer as an element of the total cost of the services.”®® However, alloca-
tion of a temporally limited expenditure to the basis of a substantially
longer-lived asset, or an asset with no determinable life, produces distortion
of income. If a recurring expenditure—such as employee training in a
workforce with high tumover—is added to the nonamortizable basis of a
new or expanded business, a distortion of income is produced;*®’ this is
not the situation in Idaho Power. Distortion will also exist when an
expenditure with a shorter-term benefit is incurred in connection with the
acquisition of an asset with a longer term. In Idaho Power the expenditures
in question benefited the depreciable assets, created with the machinery,

256. Id. at 13 (footnote omitted). Gunn, supra note 2, at 446, perspicaciously suggested just this
approach. The NCNB I panel came close to this approach. NCNB I, 651 F.2d at 942.

257. The Seventh Circuit intimated a conflict between distortion of income analysis and Idaho
Power. Encyclopaedia Britannica, Inc. v. Commissioner, 685 F.2d 212, 215, 217 (7th Cir. 1982) (Posner,
J.) (discussing Commissioner v. Idaho Power Co., 418 U.S. 1 (1974) (Blackmun, J.)). Lee, Clear
Reflection of Income, supra note 2, at 34-36, argues that the resolution is to treat the costs as the
acquisition costs of an amortizable deferred charge rather than as the acquisition cost of the business or
some other long lived asset., Thus employee training costs at a new plant should have been treated as the
cost of the work force itself rather than of the plant or an operating license associated with it. Id.

258. 418 US. 1.

259. Id. at 14.

260. Id.

261. See Madison Gas & Elec. Co. v. Commissioner, 633 F.2d 512, 517 (7th Cir. 1980).



1546 OHIO NORTHERN UNIVERSITY LAW REVIEW  [Vol. 23

over their entire useful life, in effect creating a construction cost of the
assets.

The deferred charge or separate asset approach is consistent with
basic tax concepts such as the “separate basket” approach to transfers of a
going business and to “component” depreciation. Under the firmly
established “separate basket” rule,” the sale or acquisition of a business
is not treated as the transfer of a single asset; rather, the business is
fragmented into its components, with each asset given separate treatment on
both the sale and purchase side.?®® Accordingly, even under an acquisition
cost approach, start-up as well as internal and external business expansion
costs should be separated into their components for “tax parity” purposes,
with those items providing benefits for a shorter period than the useful life
of the business (which usually is indefinite) being treated as separate assets
to be expensed or amortized according to clear reflection of income
principles. For instance, if a taxpayer purchases an ongoing business that
possesses short-lived recurring assets (usually already expensed by the
seller),”® e.g., tools, supplies, or recurring marketing surveys, then the
purchaser—under the “basket of assets” fragmentation approach, involving
transfers of a going business—will be allowed to deduct currently the
external cost of such items in the year of purchase. Technically, perhaps,
the deduction may be considered depreciation or amortization of the cost in
its entirety in the acquisition year because its determinable life is one year
and as such can be amortized fully within one year under section 167.%%°
Accordingly, treatment of internal costs for short-lived recurring expansion
or start-up expenditures as a separate asset, to be expensed or amortized
under clear reflection of income principles, does not conflict with Jdaho
Power.

262. Williams v. McGowan, 152 F.2d 570, 572 (2d Cir. 1945). Judge Leamned Hand concluded
that “upon the sale of a going business it is to be comminuted into its fragments, and these are to be
separately matched against the definition [of ‘capital assets’ in the predecessor to § 1221(1)]).” /d. This
principle is now codified in Section 1060. See LR.C. § 1060.

263. See Peter Faber, Allocation of Purchase Price on Acquisitions; Recapture; Going Concern
Value, 39 INST. ON FED. TAX'N 6-1 (1981); Patricia Ganier, Treatment of Goodwill: Allocating a Lump
Sum Purchase Price Among Mixed Assets of a Going Business, 7 J. CORP. TAX’N 111 (1980); Richard
Leighton, Tax and Accounting Problems on the Purchase of a Basket of Assets, 28 INST. ON FED. TAX'N
75 (1970).

264. Under the “tax benefit” doctrine, the seller would recognize income (probably) equal to the
prior deduction. See Hillsboro Nat’l Bank v. Commissioner, 460 U.S. 370 (1983).

265. See Lee, Clear Reflection of Income, supra note 2, at 50 n.219.
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3. Recurring How Often? Aggregate Basis

Courts and the Service have ruled that some variation in annual
amounts with annually recurring costs can occur without precluding a
current deduction.”® The Court of Claims in Cincinnati, in approving a
de minimus exception to the future benefit/capitalization presumption
explicitly applied an aggregate approach.”®” The critical question is
whether current deduction of an expenditure will result in more than
minimal distortion of income.”® If not, and the burden of capitalization

266. Moss v. Commissioner, 831 F.2d 833, 842 (9th Cir. 1987)(tax consequences should not be
drastically altered minor variations in the hotel taxpayer’s pattern of annual capital replacements and
repairs. “Given that the Hotel must completely remodel its interior every three to five years in order to
remain competitive, there may be sound business reasons why the taxpayers or management may wish
to accomplish the bulk of capital replacement in a particular year rather than spreading it out evenly over
each year in the cycle.”); see Tech. Adv. Mem. 92-37-006 (April 24, 1992) (recurring costs for prudency
audit varied year to year); Tech. Adv. Mem. 81-36-001 (Feb. 27, 1980) (recurring without
“disproportionate changes”); Tech. Adv. Mem. 74-013-1140A (Jan. 31, 1974) (sharp decrease in annual
expenditure indicates that under Davee non-recurrent).

267. Cincinnati, N.O. & T.P. Ry. v. United States, 424 F.2d 563, 572 (Ct. C1. 1970):

Where the burden on both taxpayers and Service to account for each item of property
separately is great, and the likelihood of distortion of income is nil or minimal, the
Code is not so rigid and so impracticable that it demands that nevertheless all items
be accounted for individuaily, no matter what the frouble or the onus.

Id. (emphasis supplied).

268. The seminal commentary in the area of capital expenditures developed the thesis that “a
determination of whether capitalization of an expenditure is necessary to clearly reflect income . . .
[should be] substituted for the usual process of determining whether the expenditure produces an asset,”
and that expensing small items does not distort the taxpayer’s income, Gunn, supra note 2, at 452;
accord Lee & Murphy, supra note 2. Gunn bottomed his analysis here on Judge Tannenwald’s opinion
in Fort Howard Paper Co. v. Commissioner, 49 T.C. 275, 283-84 (1967) (“sections 263 and 446 are
inextricably intertwined. A contrary view would encase the general provisions of section 263 with an
inflexibility and sterility neither mandated to carry out the intent of Congress nor required for the
effective discharge of respondent’s revenue-collecting responsibilities™); accord, Cincinnati, 424 F.2d
563, and Southland Royalty Co. v. United States, 582 F.2d 604 (Ct. Cl. 1978); Gen. Couns. Mem.
34,959 (July 25, 1972) (recommended minimum expensing rule as not distorting income). Professors
Bittker and Lokken suggest in their treatise on federal income taxation that, in the final analysis, the way
to decide whether costs should be expensed or capitalized is to focus on which approach more clearly
reflects income. “[T}he best remedy . . . is to focus on whether income will be better reflected by
deducting or by capitalizing the amount in question. This . . . has the virtue of emphasizing the basic
objective of the relevant statutory provisions rather than secondary guideposts.” See Bittker, supra note
157, at 20-67.

Gunn also raised the possibility that capitalization is not appropriate in this context when
amortization is not available. Gunn, supra note 2, at 492-95; ¢f Note, Deductibility of Start-Up
Expenditures Under Section 162-The “Clear-Reflection-of-Income" Test, CORNELL L. REV. 618, 621
n.21, 625 n.42 (1976) (proposing as an alternative factor to future benefit the question whether the
expense is recurring, in the context of distortion of income; but principally arguing that reliance upon
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and amortization will be heavy, the expenditure should be currently
deducted in its entirety in the year made.”® Such minimal distortion is
produced by the current deduction of an expenditure with future benefits
where (1) the expenditure produces future benefits that are (a) short-lived,
(b) de minimis, or (c) recurring steady state costs (with a useful life
corresponding with the replacement cycle) or (2) capitalization-cum-
depreciation is not administrable by taxpayers or the Service.

The timing standard and implementing rules advocated below are
supported, with one exception, by case law and various National Office
documents as well as the Solicitor General Office’s Brief and argument in
INDOPCO (as to the current deduction legs of the model). That exception
arises as to the amortization leg—uniform amortization periods for classes of
self-created intangibles. This article argues that such a uniform amortization
period is within the Commaissioner’s authority to require that the taxpayer’s
method of tax accounting (which includes expensing and capitalization
practices) “clearly reflect income”. The guiding standard should be
minimum distortion of income, effecting “rough justice” rather than more
exact matching of income and expense which would entaill more
administrative difficulty.

The small taxpayer’s burden of establishing that an item is currently
deductible would also be lessened by a small item exception to
capitalization. This notion is espectally true since most smaller businesses
with limited resources rely upon the relatively expensive judgment of
outside professionals, the scope of whose services are limited by concepts
of materiality, concerning the classification of expenditures for tax
accounting purposes.*”

Generally Accepted Accounting Principles (GAAP) for determining current deduction versus
capitalization would avoid distortion of income). Essentially, this was the approach taken in NCNB |,
651 F.2d at 961. One thesis of Lee, Clear Reflection of Income, supra note 2, at 21-24, is that
accounting concepts, e.g., treating a cost as an amortizable deferred charge, are useful in clearly
reflecting income, but “currency” or even “capitalization” does not incorporate GAAP per se. Lee, Clear
Reflection of Income, supra note 2, at 21-24.

269. See Cincinnati, 424 F.2d 563; see also lowa-Des Moines Nat’l Bank v. Commissioner, 592
F.2d 433, 436 (8th Cir. 1979); Southland Royalty v. United States, 582 F.2d at 618. Some tribunals
stress heavily the “burden™ of capitalization/amortization in attempting to distinguish between current and
future use. E.g., Cleveland Elec. Illuminating Co. v. United States, 7 Cl. Ct. 220, 234-35 (1985), ¢f.
NCNB 1, 651 F.2d at 961 (vacated panel opinion). These courts focus on the “burden” rather than
determining the total period benefitted (useful life).

270. The economic burden placed on the small taxpayer to have every expenditure analyzed as
to whether it provided benefits beyond one year would certainly warrant at least some exception for
minor expenditures for such taxpayers.
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C. Current Deduction if Amortization Unavailable

The Court of Claims (now the Federal Circuit) correctly believes that
capitalization, depreciation, and clear reflection of income are “inextricably
intertwined,” with the ultimate question being the success of the taxpayer’s
method of tax accounting in clearly reflecting income.?” Not surprisingly,
therefore, the Court of Claims held in Southland that capitalization without
amortization was inappropriate where the recurring expenditures produced
highly variable and relatively short-lived benefits,”’? because such
capitalization would distort the taxpayer’s income. The distortion of income
arising from capitalizing an investigatory or start-up expenditure — with
future, but temporally limited, benefits — incurred while expanding an
existing business and then adding such cost to the basis of a nonamortizable
asset also clearly motivated the courts considering the bank credit card and
branch progeny of Briarcliff to adopt the “separate, saleable asset” rule.””
This definitional rule overruled by INDOPCO called for current deduction
of expansion costs, notwithstanding future benefits, if no separate,
transferable asset is created or enhanced by the expenditure.”’® An
unarticulated premise was that a saleable or transferable asset usually will
have a determinable life and, hence, be amortizable.’”” “Current deduction
under the separate, saleable asset test of recurring expenditures producing
short- or variable-term benefits does not distort the taxpayer’s income.
Hence, the test often results in ‘rough justice.””*"

Nevertheless, a current deduction of temporally limited expenditures
does produce less distortion of income than capitalization without
amortization.””” However, under the model, the answer is to supply
amortization through liberal approximation of useful life, rather than a
current deduction that is more income distorting than amortization over the
approximate period benefited. Often the lack of amortization arises from a
failure to allocate properly the capitalized cost. The early start-up cases

271. Cincinnati, 424 F.2d at 569 (relying on the decision in Fort Howard Paper Co. v.
Commissioner, 49 T.C. 275, 283-84 (1967)). See generally Gunn, supra note 2, at 453-54.

272. Southland, 582 F.2d at 618.

273. Lee, Clear Reflection of Income, supra note 2, at 51-57.

274. Lee, Clear Reflection of Income, supra note 2, at 51-57.

275. See John P. Wamer, Deductibility of Business Expansion Costs— NCNB Corp. v. US., Tax
Mgmt Mem. No. 81-22 (BNA) 2, 8 (Nov. 22, 1981); Lee, Clear Reflection of Income, supra note 2, at
25.

276. Lee, Clear Reflection of Income, supra note 2, at 25,

277. A commentator has suggested that a current deduction should be allowed “whenever
capitalization would distort income more than current expensing.” Note, Commissioner v. Lincoln
Savings & Loan Association: “Separate and Distinct Asset” As a Condition Sufficient for Capitalization,
2 VA, TAX REV. 315, 333 (1983). If this is the only choice, we agree.
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allocated the capitalized expenditure to non-amortizable assets,?’®

triggering some distorted, antithetical doctrine’”® and much critical
commentary.”® Only recently have the courts properly suggested that
such expenditures should be examined category by category under traditional
capitalization factors.”®" The Service initially permitted in Tech. Adv.
Mem. 75-909-9440A%? amortization of capitalized new plant employee
training costs over the life of the building in which the workforce was
employed.”®® Contemporaneously Tech. Adv. Mem. 75-042-81070A%*
also capitalized “start-up costs” of a new plant in an existing business of
manufacturing and selling lumber, plywood, particleboard, hardboard, shakes
and shingles and other basic building materials creating an intangible asset—
“an operational fiberboard plant.” The Memorandum classified employee
training costs for the new plant as not currently deductible “since they are
essentially non-recurring expenditures necessary to commence initial
operations.”®® These costs similarly must be capitalized as part of the cost
of establishing the operational fiberboard plant.”?*S Subsequently during
the period the Service followed the separate asset doctrine, a Tech. Adv.
Mem. allowed a current deduction for the costs of developing operating
procedures, testing new equipment, and recruiting and training a work force
in connection with the establishment of a new manufacturing facility by a
taxpayer with similar existing operational plants in other locations.”®’ The
Tech. Adv. Mem. did not consider either the employee training costs or the
operation at a new location as creating a separate asset.?®®

278. Lee, Clear Reflection of Income, supra note 2, at 45.

279. Lee, Clear Reflection of Income, supra note 2, at 45-46, 51-57.

280. Lee, Clear Reflection of Income, supra note 2, at 3-4 n.2 (authorities cited therein).

281. Sealy Power, Ltd. v. Commissioner, 46 F.3d 382, 400 (5th Cir. 1995); Lee, Clear Reflection
of Income, supranote 2, at 27-8 n.112. Cf. Cabintaxi Corp. v. Commissioner, 63 F.3d 614, 619 (7th Cir.
1995) (Posner, J.).

282. Tech. Adv. Mem. 75-909-9440A (Sept 9, 1975).

283. Chief Counsel was inclined to follow a proposed ruling by Technical that the costs of a joint
venture to operate a first nuclear power energy generating plant were pre-operating costs and should be
capitalized and amortized over the life of the facility, but declined to rule due to a pending GCM as to
credit cards Gen. Couns. Mem. 35,116 (Nov. 14, 1972). Gen. Couns. Mem. 37,500 (April 5, 1978)
(training cost not deductible, it must be capitalized and depreciated on a straight-line basis).

284. (April 28, 1975). '

285. Tech. Adv. Mem. 75-042-81070A (April 28, 1975).

286. Id. at 6-7 (emphasis supplied).

287. Tech. Adv. Memo. 83-03-012 (Oct. 7, 1982), modifying Tech. Adv. Mem. 82-04-061 (Oct.
28, 1981).

288.

The expenditures in the present situation can not be characterized as “start up”
costs. “Start up” costs are not incurred in an established business operation when the
new activities are similar to current business activities. “Start up” costs, however, may
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With the Service’s abandonment of the separate asset test, the issue of
allocation arose again. Technical Advice Memorandum 94-30-003 took a
much more sophisticated approach, properly treating permit costs and
employee training costs incurred by a public utility as to a new and first
nuclear power electricity generating facility as separate intangibles apart
from the plant itself.?® Technical Advice Memorandum 94-30-003
inadequately distinguished judicial precedents (and failed to consider earlier
contrary Service rulings) capitalizing the costs of permits and licenses to
specific related tangible assets on the grounds that they related “to
construction and not to the right to operate a business.””® (The earlier
decisions were wrong.”®") It properly concluded that both the direct
permit costs and the costs of training the new workforce were separate
amortizable assets, but incorrectly ruled that the proper period for
amortization for both intangible assets was 40 years “because the NRC
license [to operate a nuclear powered electricity generating plant] is limited
to 40 years, the Taxpayer’s business will terminate in 40 years.”??
Conventional wisdom holds that if an intangible such as a permit or license
is renewable with reasonable certainty or as a matter of course, such
intangible does not have a definitely determinable useful life and thus can
not be amortized.”® On the other hand, the Service’® and courts®’

be incutred by an existing business if the new activities are distinguishable from those
currently conducted by the business. This request does not concern an existing
business that began a new activity unrelated to its prior business. Rather Company
in its new facility is manufacturing the same basic products produced in all its other
plants.
Based on the facts in this case it is our opinion that the training cost here involved
did not create or enhance a separate and distinct asset requiring the taxpayer to
capitalize such cost under section 263 of the Code.
Tech. Adv. Memo. 83-03-012 (Oct. 7, 1992).
289. Tech. Adv. Mem. 94-30-003 (April 22, 1994).
290. id.
291. Lee, Clear Reflection of Income, supra note 2, at 4 n.3; 31-8.
292. Tech. Adv. Mem. 94-30-003.
293. KWTX Broadcasting Co., 31 T.C. 952 (1959), aff’d per curiam, KWTX Broadcasting Co.
v. Comrnissioner, 272 F.2d 406 (5th Cir. 1959)}FCC license); Toledo TV Cable Co., 55 T.C. 1107
(1971); Westinghouse Broadcast Co. v. Commissioner, 309 F.2d 279 (3d Cir. 1962), cert. denied, 372
U.S. 935 (1963); Pasadena City Lines, Inc. v. Commissioner, 23 T.C. 34 (1954), acq., 1955-1 C.B. 6.
Cf. Nachman v. Commissioner, 191 F.2d 934 (5th Cir. 1951)(liquor licenses); V. P. Shufflebarger, 24
T.C. 980 (1955)(grazing rights); Coca-Cola Bottling Co. v. Commissioner, 6 B.T.A. 1333 (1927); Dab
v. Commissioner, 28 T.C. 933 (1957), aff’d, 255 F. 2d 788 (C.A. 2, 1958); Tube Bar, Inc,, v.
Commissioner, 15 T.C. 922, 930 (1950); Lassen Lumber & Box Co., v. Commissioner, 6 B.T.A. 241,
248 (1927); Letter dated October 14, 1994 to Glen A. Kohl from C. Ellen MacNeil, Arthur Anderson,
on behalf of the Cellular Telephone Industry Association, available in LEXIS, Fedtax Library, TNT File,
94 TAX NOTES TODAY 211-31 (Oct. 27, 1994) (renewal feature. is taken into account for purposes of



1552 OHIO NORTHERN UNIVERSITY LAW REVIEW  [Vol. 23

often stretched to find that renewal was not likely, probably reflecting the
unarticulated notion that a current deduction produces less distortion than
capitalization without amortization. The TAM did not address whether the
NRC permit was renewable, but experience in other regulated areas suggests
that the NRC permits usually will be renewed. In short, in capitalizing
recurring costs such as employee training, the Service seeks to find some
asset with a more determinable life to serve as a surrogate for the life of the
business. The above nuclear plant operating permit and the new plant itself
are examples. Another illustration is the mysterious piping in the soil
remediation TAM.**® So much better is the analysis in Tech. Adv. Mem.
96-45-002: “These costs include the cost of stocking the stores with
mventory and supplies, staff training, store promotional costs, utilities, rent
.. . [T]he recurring nature of the these costs suggests that they should not
be capitalized under section 263.”*’ The TAM further pointed to the
predominantly short-term benefits produced as supporting a current
deduction.>® It also noted “that the cost of training employees generally
is deductible under section 162.”*° Therefore it allowed expensing of
classic business expansion/start up in the same business costs. The

determining a contract’s term only where (1) the contract economically compels a contracting party to
renew under lease-option authorities, see, e.g., M & W Gear Co. v. Commissioner, 446 F.2d 841 (7th
Cir. 1971) (economic g¢bligation to exercise purchase option where lessee risked losing investments); Rev.
Rul. 55-540, 1955-2 C.B. 39 (economic obligation to exercise where purchase option price is nominal);
or (2) such contract are extremely rarely not renewed.) Cf. Gen. Couns. Mem. 36,607 (Aug. 28, 1984),
considering Rev. Rul. 86-99, 1986-2 C.B. 159 (federal grazing privilege where readily renewable
qualifies as an interest in real property for purposes of special use valuation under section 2032A). For
probability of exercise in lease option arena see Gen. Couns. Mem. 36162 (Feb. 19, 1975). The Tax
Court specifically stated in Cleveland Railway Co., v. Commissioner, 36 B.T.A. 208, 211 (1937), that
the same rationale governs leases, franchises, and contracts and affirmed that view in Harris-Emery Co.,
v. Commissioner 37 B.T.A. 958, 964-965 (1938).

294. Gen. Couns. Mem. 35,459 (Aug. 30, 1973) (permit was not renewable as a matter of course;
one-third of renewal applications were denied), A contractis an intangible that may be depreciated under
Section 167. Rev. Rul. 71-120, 1971-1 C. B. 79 (pipeline easement); Rev. Rul. 71-121, 1971-1 CB.
8 (reservoir and transmission line easement); Rev. Rul. 68-636, 1968-2 C.B. 92 (covenant not to
compete); Rev. Rul. 67-379, 1967-2 C.B. 127 (baseball player contracts); Rev. Rul. 67-136, 1967-1 C.B.
58 (patents and patent applications); Rev. Rul. 62-132, 1962-2 C.B. 73 (purchased life estate).

295. Hoffman v. Commissioner, 48 T.C. 176 (1967) (vending machine contracts amortizable over
three years where the probability of renewal was uncertain and that possession of the contract itself did
not carry with it any advantage in negotiating such renewal.); Richard S. Miller & Sons, Inc., v. United
States, 537 F.2d 446 (Ct. Cl. 1976).

296. See note 136 supra. Cf. Gen. Couns. Mem. 34,247 (Jan 8. 1970), considering Rev. Rul. 70-
171, 1970-1 C.B. 55 (lifetime privilege to use hospital).

297. Tech. Adv. Mem. 96-45-002 (Nov. 8, 1996).

208. Id

299. .
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published digest ruling, Revenue Ruling 96-62, narrows the discussion down
to just that point of employee training costs.’*®

D. Other Administrative Difficulties

While Professor Lee was preparing this an earlier draft of article, a
colleague brought to his attention an IRS audit of another colleague’s
prepublication costs as to non-academic books. Researching that area
disclosed that application of the balancing test of burdens and benefits of
capitalization can support a current deduction of costs with long-term future
benefits even where the expenses are neither small nor recurring and
depreciation is in theory available, e.g., costs of researching and writing by
a one-shot author. Where the depreciation rules are unduly burdensome, as
in the case of income forecast depreciation for an individual writer, the
current deduction or some sort of safe harbor is in order, as discussed in a
work in progress but not in our submission pursuant to Notice 96-7.

V. SAFE HARBOR AMORTIZATION

If a taxpayer can show that the benefits produced by the expenditure
are temporally limited, although she may not be able to estimate that life
with reasonable accuracy, logically she proves entitlement to a deduction
equal to some percentage of the cost of the expenditure creating the
intangible.’® Often useful life of a self-created intangible cannot be
estimated with reasonable accuracy;’” therefore, the taxpayer cannot prove

300. Rev. Rul. 96-62, 1996-53 I.R.B. 6.

301. More recently the Tax Court requires a “reasonable basis” for approximation. See Norgaard
v. Commissioner, 939 F.2d 874, 879-80 (9th Cir. 1991) (Tax Court correctly refused to permit deduction
of estimated gambling losses from reported and unreported gambling income. *“Neither winnings nor
losses can reasonably be estimated in the absence of a credible basis for doing s0.””). As the Ninth
Circuit stated in a case where proof was similarly lacking, “to allow the Cohan doctrine to be invoked
by the taxpayers would be in essence to condone the use of that doctrine as a substitute for the burden
of proof. See also Cohan v. Commissioner, 39 F.2d 540 (2d Cir. 1930). This the court will not do.”
Coloman v. Commissioner, 540 F.2d 427, 431-32 (9th Cir. 1976). Cf Norgaard v. Commissioner, 939
F.2d 874, 879 (9th Cir. 1991) (“the rule of Cohan cannot be applied in the presence of unquantified,
unreported winnings unless both winnings and losses are estimated.”); Lerch v. Commissioner, 877 F.2d
624, 627-29 (7th Cir. 1989) (refusing to apply Cohan rule where taxpayer could have but failed to
present evidence to support the claimed deductions);, Epp v. Commissioner, 78 T.C. 801, 807 (1982)).
Tax shelter cases probably helped cause this “shift”. See infra note 311. Sounds like what got the Board
of Tax Appeals reversed in Cohan in the first place. Hagen Investments, Inc. v. Commissioner, 92-1 U.S.
Tax Cas. 950,030 (10th Cir. 1991) (mem.). See John Lee, Section 482 and the Integrated Business
Enterprise, 57 VA. L. REv. 1376, 1390, 1397-99, 1407 (1971).

302.

Further, the “not insignificant burden” of proving that the taxpayer’s work-force-in-place
intangible asset has an ascertainable useful life, and is a separate and distinct asset from other
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exactly what percentage of the cost should be ratably deducted (e.g., ten
percent if the useful life were in fact ten years or three percent if the useful
life were in fact thirty-three years). This situation calls for approximation
of the useful life of the deferred charge under the doctrine of Cohan v.
Commissioner.*®® Under Cohan, if the taxpayer proves to the fact finder
that deductible expenditures are incurred in some amount, it must “make as
close an approximation as it can, bearing heavily if it chooses upon the
taxpayer whose inexactitude is of his own making.”** Thus, where the
taxpayer proved that an intangible asset (an easement) was indeed a wasting
asset, the Eighth Circuit in Northern Natural Gas Co. v. O’Malley held that
some amortization deduction is mandated under Cohan.*® The court read
a similar, but harsher, requirement as to the limited life of an amortizable
intangible, imposed by a prior regulation,’® as not requiring proof of the
exact number of years the easements would continue. “We believe that all
that is required is definite proof that the asset is one definitely undergoing
exhaustion. The evidence clearly establishes that the rights-of-way will be
useful for taxpayer’s purposes for only a limited period . . . {T]he

tangible and intangible assets as set out in Newark Moming Ledger Co. v. United States, U.S.
113 S. Ct. 1670, 1681 (1993), is met.
Tech. Adv. Mem. 94-30-003 (April 22, 1994)(permitting amortization of employee training costs at new
nuclear power plant over 40-year NRC license; “Taxpayer’s ‘work force in place” will be obsolete and
will have no value when the Plant’s license terminates because the business of the Plant will end.”)

303. 39F.2d 540. Cohan involved the deductibility of business expenses incurred by the famous
theatrical manager and producer George M. Cohan. He claimed over $55,000 in entertainment and travel
expenses in 1921-1922.

304. [Id. at 544. Some courts imply that once the Service has allowed a Cohan approximation,
it can not be seconded guessed. Rodman v. Commissioner, 542 F.2d 845, 854 (2d Cir. 1976).

305. Northem Natural Gas Co. v. O’Malley, 277 F.2d 128, 135, 138 (8th Cir. 1960). In Gen.
Couns. Mem. 33,994 (Dec. 11, 1968), considering Rev. Rul. 69-78, 1969-1 C.B. 61, Chief Counsel
similarly followed a “rough approximation™ approach to depreciation of an intangible so long as there
was some factual basis, if only a scintilla, upon which depreciation could be taken. Accord, Gen. Couns.
Mem. 34,006 (Jan. 2, 1969), considering Rev. Rul. 71-121, 1971-1 C.B. 80; Gen. Couns. Mem. 34,015
(April 22, 1969).

306. The regulations promulgated under § 23(1) of the Intenal Revenue Code of 1939 provided
that:

Intangibles, the use of which in the trade or business or in the production of income
is indefinitely limited in duration, may be the subject of a depreciation allowance.
Examples are patents and copyrights, licenses, and franchises. Intangibles, the use of
which in the business or trade or in the production of income is not so limited, will
not usually be a proper subject of such an allowance. If, however an intangible asset
acquired through capital outlay is known from experience to be of value in the
business or in the production of income for only a limited period, the length of which
can be estimated from experience with reasonable certainty, such intangible asset may
be the subject of a depreciation allowance.
Treas. Reg. 111, § 29.23(1)-3 (predecessor of Treas. Reg. § 1.167(a)-3).
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uncertainty relates to the length of the period.”®” Several decisions to the
contrary have required the taxpayer to prove a reasonable basis for a Cohan
approximation, particularly where the taxpayer’s sole evidence as to amount
was his testimony.® Moreover, depreciation has been denied due to a
failure in establishing an asset’s useful life even though the asset would
physically deteriorate or someday be retired from service.*”

Although only rarely so acknowledged, the Cohan rule is an equitable
one’'? under which a court, unable to be precise in its findings, dispenses
“practical justice,” i.e., “rough justice,” as best it can.’'' The trier of fact
is convinced that the taxpayer incurred some part of the claimed
expenditure. Therefore, she allows a rough estimate of the allowable
deduction. Similarly, useful life for depreciation under one view need not
be established with certainty. Only a “reasonable approximation” or even a
“rough estimate” is required.’’*> Application of distortion of income

307. O’Malley, 277 F.2d at 135.

308. See, e.g., Plisco v. United States, 306 F.2d 784, 787 (D.C. Cir. 1962); A. Fink]l & Sons v.
Commissioner, 38 T.C. 886, 904 n.15 (1962); Masters v. Commissioner, 25 T.C. 1093, 1099-1100
(1956).

309. See, e.g., Burlington Northern, Inc. v. United States, 676 F.2d 566, 582 (Ct. Cl. 1982)
(Kashiwa, J., dissenting) (describing the majority’s finding that the assets involved were durable but
would nonetheless become obsolescent); ¢f. Coleman v. Commissioner, 540 F.2d at 431-32.

310. Gen. Couns. Mem. 37,153 (June 7, 1977) (Cohan approximation by IRS) (Nov. 19, 1969,
Memo attached thereto, p.14) would encourage litigation. This is probably not the case with regulatory
uniform amortization period once the regulations are sustained); Gen. Couns. Mem. 33,884 (July 22,
1968).

311. See Dowell v. United States, 522 F.2d 708, 711 (5th Cir. 1975) (dictum); John L. Ashe, Inc.
v. Commissioner, 214 F.2d 13, 16 (5th Cir. 1954); Robinson v. Commissioner, 10 T.C.M. (CCH) 571
(1951). Several courts have required a reasonable basis for judicial estimation under Cohan. See supra
note 301. Generally courts have not permitted an “equitable” allocation not based on credible evidence.
E.g., Union Stock Farms v. Commissioner, 265 F.2d 712, 723-24 (9th Cir. 1959); Professional Servs.
v. Commissioner, 79 T.C. 888, 919 (1982); Honigman v. Commissioner, 55 T.C. 1067, 1081 (1971).
See also Groff v. Commissioner, 48 T.C.M. (CCH) 77 (1984). A major difficulty in determining the
approach followed by a particular opinion — equity or reasonable basis — is that judges are unlikely
to admit that they are making Cohan approximations without any ascertainable basis. For instance, one
dissenting opinion charged the majority with making a Cohan approximation without any ascertainable
basis, or even a citation to Cohan, and hence clothing the court with the “power of an equity court” that
it did not possess. Ward v. Commissioner, 20 T.C. 332, 345-46 (1953) (Withey, ., dissenting).

312. Bumet v. Niagara Falls Brewing Co., 282 U.S. 648, 654-55 (1931); cf. United States v.
Ludey, 274 U.S. 295, 302 (1927) (considering depletion). Useful life has been determined by Cohan
approximations implicitly or explicitly. See, e.g., Houston Chronicle Publishing Co. v. United States,
481 F.2d 1240, 1253-54 (5th Cir. 1973) (approximation of useful life without citing Cohan); Richard
S. Miller & Sons, Inc. v. United States, 537 F.2d 446, 455-56 (Ct. Cl. 1976) (same); Wisconsin
Psychiatric Serv., Ltd. v. Commissioner, 76 T.C. 839, 852-53 (1981) (Cohan approximation of useful
life); Joyce v. Commissioner, 25 T.C. 13, 15-16 (1955) (Cohan approximation of reasonable allowance
for depreciation).
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analysis to the issue of current deduction versus capitalization and
amortization supports the liberal use of Cohan to effect uniform
amortization periods.

Commentators readily suggested prior to Section 197 that the courts
could approximate under Cohan the amount of the purchase premium which
is amortizable and the appropriate amortization period.’” In reality,
however, the Tax Court has found it relatively easy to make Cohan
approximations only where the question was an allocation between a
covenant not to compete and non-amortizable goodwill.>*  Where,
however, the question was allocation to non-amortizable going concern
value review courts have on occasion required some rational basis for the
Cohan approximation.’’® Moreover, the Tax Court has come to recognize
the administrative as well as equitable problems with approximation.*'s

Chief Counsel’s Office once considered, prior to enactment of Section
197, the advisability of establishing safe harbors for depreciation of
purchased intangibles on the grounds that judicial use of Cohan
approximations encouraged excessive litigation.’'” Moreover, in Notice
88-62 the Service provided elective 3-year safe harbor (50%/25%/25%)
amortization of writer’s prepublication costs.>'® The tax treatment of
package design costs is similar. Technical Advice Memorandum 86-11-005
determined that package design costs of a unique container for women’s
hosiery products (the “L’Eggo” package®'®) had to be capitalized but did
not qualify for the since repealed Section 177 elective 60-month
amortization of trademark and trade name costs.*® The taxpayer admitted
that the costs created an asset with a life longer than 1 year, but argued that

313. Lee, Clear Reflection of income, supra note 2, at 38-40.

314. See, e.g., Peterson Machine Tool, Inc. v. Commissioner, 79 T.C. 72, 86 (1982); accord
Levine v. Commissioner, 324 F.2d 298, 302 (3d Cir. 1963).

315. See Concord Control, Inc. v. Commissioner, 615 F.2d 1153 (6th Cir. 1980), rev’'g and
remanding in part, T.C. Memo. 1976-301, 35 CCH T.C.M. 1345 (1976).

316. See Messing v. Commissioner, 48 T.C. 502, 512 (1967).

317. Gen. Couns. Mem. 34,262 (Jan. 30, 1970), considering Rev. Rul. 74-456, 1974-2 C.B. 65.

318. Notice 88-62, 1988-1 C.B. 548 (May 13, 1988).

319. George Mundstock, Taxation of Business intangible Capital, 135 U. PA. L. REv. 1179, 1198
(1987).

320. Tech. Adv. Mem. 86-11-005 (Nov. 26, 1985), considered Gen. Couns. Mem. 39,483 (March
5, 1986) (“Package design development costs are not akin to deductible advertising expenditures because
they are not a recurring expense and they result in an asset that has a useful life of many years. A
package design is developed when a product is first introduced and, although it may be modified
occasionally, it is not usually changed on a regularly recurring basis. Further, the package design remains
valuable for many years as the producer tries to establish both an enticing and uniquely recognizable
package.”) (Emphasis supplied).
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the costs were currently deductible as “akin to advertising expenses.”??'

The taxpayer also conceded that the package designs did not qualify as
amortizable “trademarks” under then Section 177. Then Revenue Procedure
90-63°* offered taxpayers three alternative methods of accounting for
package design costs; (1) capitalization, (2) design-by-design capitalization
and 60-month amortization, and (3) pool-of-cost capitalization and 48-month
amortization.

General Counsel Memorandum 34,95 in recommending a “rough
justice” expensing of all [tangible] items under a set ceiling relied upon the
notion that Section 461°s directive that a taxpayer take into account income
and deductions in the proper tax year under its “method of [tax] accounting”
(which includes expensing and capitalizing practices’**) was subject to the

9323

321. “Only when a particular package design is abandoned may the accumulated costs be written
off.” See ILR.C. § 165 of the Code and Treas. Reg. § 1.165-2(a).” Tech. Adv. Mem. 86-11-005.

322. Rev. Pro. 90-63, 1990-2 C.B. 664.

323. Gen. Couns. Mem. 34,959 (July 25, 1972) (“In addition, if a taxpayer’s accounting method
allows expensing of more costly items, even though they have a useful life in excess of one year, and
such method is generally accepted by the accounting profession for that industry and produces no
distortion of income, use of such method should be permitted. . . . A tfaxpayer that elects to expense
currently small item acquisitions should be deemed to have elected to treat such iterns as “current assets”,
and to the extent any amount realized on their disposition represents an amount deducted previously it
should be treated as ordinary income under the tax benefit rule.”). Gen. Couns. Mem. 39,162 (March 2,
1984) took just such an approach as to Section 174 deductions for costs that created an intangible (a
patent). The taxpayer sold patents and confidential technical information in discontinuing a product line.
“[TThe tax benefit rule requires the taxpayer to characterize as ordinary income the amount of deductions,
taken under section 174(a)(1) of the Code, for R & D expenditures attributable to the property sold. ...
We believe that the taxpayer’s sales of the patents and Confidential Technical Information are
fundamentally inconsistent with the current deductions under section 174(a)(1).” Rev. Rul. 85-186,
1985-2 C.B. 84, reached the opposite conclusion based upon Justice O’Conner’s testing for findamental
inconsistency by examination of Congress’ purpose in providing the particular year 1 deduction when
year 2 events are inconsistent with such deduction.

[Bloth purposes underlying section 174(a) were accomplished by allowing the
taxpayer a current deduction for the research or experimental expenditures paid or
incurred. The legislative purpose of encouraging research or experimental activity was
accomplished in the year of the deduction because that is the year the research or
experimental expenditures were paid or incurred. The legislative purpose of relieving
the taxpayer of the obligation to allocate costs between amounts currently deductible
and amounts required to be capitalized was accomplished in the year of the deduction
because the taxpayer was allowed a deduction in that year for all research or
experimental expenditures paid or incurred. It would be inconsistent with this
legislative purpose to relieve the taxpayer of the obligation to allocate costs in the year
of the deduction only to impose the obligation in the year of disposition of the
resulting technology.
Id.

324. Generally any consistent and predictable treatment of a material item of income or expense

constitutes an accounting method, i.e., those procedures, processes, or practices regularly followed in
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Section 446 proviso that such method clearly reflect income. Chief Counsel
concluded that such a clear reflection of income standard authorized the
Commissioner “to prohibit deductions where such is necessary to prevent a
distortion of taxable income . . . [and] to permit certain deductions where
a deduction is seemingly proscribed by a particular provision of the
Code.””” We believe that this reasoning supports the proposed de
minimis and regularly recurring exceptions and this article argues the
proposed capitalization with standard amortization periods for larger non-
regularly recurring costs.

V. CONCLUSION

In Notice 96-7 the Intermal Revenue Service requested written
comments concerning

(1) whether general guidance clarifying the fundamental principles of
capitalization would aid in resolving capitalizationissues; (2) what specific
approaches, principles, or issues guidance should address; and (3) whether
safe harbor amortization periods should be provided for certain
capitalization expenditures and what data supports any suggested periods.

Having thought about these very issues for years and testified on these
very points Professor Lee thought that this Notice looked like it was written
just for him. It was not. It more likely was written for TEL. Professor Lee
vehemently disagrees with Chief Counsel Stuart Brown that there is no
“magic formula” for a global approach. There is strong evidence that Chief
Counsel never intended to issue a global response, but only a narrow ruling
or so and a broader Tech. Adv. Mem. or two. No regulation project was
opened as to this area in 1996. On the other hand, the business expansion
TAM was excellent and it and the training costs ruling permit TEI members

determining taxable income, and the rules governing the timing of items of income, deduction, or credit
which depend upon the taxpayer’s method of accounting. Treas. Regs. § 1.446-1(e)(2)(ii)(a) provides that
a material item is any item which concerns the “timing” of income or deductions. Correspondingly,
changes which do not affect timing are not changes in method. /d. § 1.446-1(e)(2)(ii)(b). Treas Reg. §
1.446-1(a) states that “the term ‘method of accounting’ includes not only the overall method of
accounting of the taxpayer but also the accounting treatment of any item.” A taxpayer’s practice of
capitalizing or expensing certain items constitutes a method ofaccounting. £.g., Rev. Rul. 95-74, 1995-2
C.B. 36 (Nov. 13, 1995); Rev. Rul. 95-32, 1995-1 C.B. 8; Gen. Couns. Mem. 39,328 (Jan. 23, 1985)
(“A material item is [defined as] any item which involves the proper time for the inclusion of the item
in income or the taking of a deduction. Jd. Clearly, the taxes, interest and loan fees at issue constitute
material items since the decision whether to capitalize or expense such items involves the appropriate
time for taking a deduction.”).

325. Gen. Couns. Mem. 34,959 (July 25, 1972). Similar administrative developments and
reasoning occurred as to writers prepublication costs. See Gen. Couns. Mem. 33,968 (Nov. 18, 1968)
and Notice 88-62, 1988-1 C.B. 548.
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and other sophisticated large taxpayers to resolve favorably most questioned
partial future benefit costs where current deduction would not distort their
income. The 1997 Business Plan calls for guidance as to start-up costs,
although again no regulation project has been opened. Conversion of the
business expansion TAM into a broad ruling setting forth the standard of
minimum distortion of income and the factors of small, recurring and near-
term future benefits might be a sufficient incremental step. But if Professor
Lee hears that the Service is applying a broad future benefits capitalization
to small taxpayers, represented by generalists at best, before at least
published rulings setting forth such factors and preferably regulations along
the lines advocated in this article are issued; he will reluctantly join those
calling for a broad limitation rider applying to all future benefit costs
traditionally deducted by small taxpayers prior to INDOPCO, until
regulations are promulgated. It is very unfair to expect Main Street, much
less rural route taxpayers to find answers in TAMs. This is what Professor
Lee believes former Commissioner Mortimer Caplin meant in the Virginia
Tax Conference Planning Session in November 1996 when he exclaimed
“no TAMs,” when we were describing the scope of a tax conference topic
entitled “/NDOPCO Comes to Main Street.” As far as the split between
National Appeals and Associate Chief Counsel, the Service should bear in
mind former Chief Judge Lapsley W. Hamblen, Jr’s admonition at the’same
meeting—‘Audit doesn’t have to try them.”



