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By David Volkert, Senior Accountant

I

n December of 2011, the IRS issued
temporary regula ons to provide
guidance on when repairs and
maintenance can be deducted and
when they must be capitalized as a fixed
asset. These temporary regula ons
will significantly change how and when
you’re allowed to deduct your repair
costs. Originally, these rules were set
to be in eﬀect for tax years star ng
in 2012; however, public outcry made
the IRS declare these temporary
regula ons to be op onal for tax years
star ng in 2012 and 2013. The IRS is
expected to release final regula ons in
2013 which will not be op onal.
Background
Before going into the details, here’s
some general informa on on what’s
going on. An IRS temporary regula on
is essen ally what it sounds like: a rule
put into eﬀect which only applies for

a short period of me (typically 2-3
years). The IRS frequently uses these
to test the waters when pu ng out
new rules as they can carry the full
weight of the law but are much easier
to change a er a trial period. While
final regula ons usually change from
their temporary forerunners, they can
be useful in determining what the final
regula ons will look like.
The reason these temporary regula ons
have come up is that there’s a fairly
sizeable hole in the law - there is very
li le guidance on when items can be
expensed vs. capitalized. Instead, we
have a series of court decisions which
create case law that leaves lots of room
for interpreta on on both the IRS and
the taxpayer side. The regula ons seek
to codify some of the exis ng case law
in some areas and to create new law
where the IRS believed the case law
guidance was lax.

An overview
The temporary regula ons are long
and complex - so complex that the IRS
has said that the final regula ons may
include some simplifica ons for small
businesses to improve compliance.
This summary cannot cover all the ins
and outs of the regula on but should
give you a general idea of what to
expect.
More defined units of property
These temporary regula ons introduce
a more defined “unit of property”
(UOP) when determining whether a
disbursement should be expensed or
capitalized. The smaller the UOP, the
more likely it is that a cost related to
the UOP should be capitalized. For
example, repairs to an engine in a truck
are more likely to be an expense if the
ConƟnued on page 3
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Let us help with your
ERP so ware and IT needs!
Accoun ng so ware needs analysis, selec on,
implementa on, training and support
Manufacturing and distribu on solu ons
Third-party so ware integra on
Crea ng meaningful management reports using
Crystal Reports or FrX
Assessing your IT controls and prac ces
Reviewing your internal processes and controls
for eﬃciency as well as fraud preven on prac ces

Shannon & Associates is proud
to be an independent member of
Nexia Interna onal, a worldwide
network of independent auditors,
business advisors and consultants.
Nexia Interna onal is the 10th
largest
network of accoun ng
firms in the world, with member
firms in over 100 countries. This
global representa on with Nexia
enables us to oﬀer our exper se in
interna onal taxes and accoun ng
around the world and provide top
quality service to our clients with
foreign and domes c financial needs.

THANK YOU FOR HELPING CAN
HUNGER IN OUR COMMUNITY

O

ur firm organized a “Can Hunger Campaign” to
help supply food banks in our community. We
asked for your help! For every tax return we
prepared, we asked you to bring in a non-perishable
food item or cash dona on made out to the Kent Food
Bank. Shannon & Associates matched your dona on!
Together we raised $3,370 plus well over 50 lbs of food
dona ons!
We feel this is a small yet important step in providing
for those in need in our community. Thank you so
much for your help and par cipa on in our successful
campaign to “can hunger”!
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UOP is the vehicle; however, if the UOP is
the engine, the opposite would be true.
To capitalize or deduct
When paying to improve a UOP, the
amount must be capitalized. These new
regula ons create considerable guidelines
in determining what cons tutes an
improvement. Repairs and maintenance
are then defined as anything that isn’t
required to be capitalized.
Addi onally, UOPs that cost less than
$100 to purchase or produce can be
expensed during the year it is acquired.
There are further de minimis rules which
may apply to you if you issue a financial
statement, establish a wri en accoun ng
policy and the total amount expensed is
below certain revenue and deprecia on
based threshold. Obviously, this second
de minimis rule gets complicated.
Buildings get their own rules
Generally, buildings and their structural
components are treated as one UOP,
however, the new regula ons list nine
building “systems” that are separated
from the structure itself. These systems
are considered UOPs by themselves
so you must consider the eﬀect on the
system rather than the building as a
whole. Therefore work performed on
the HVAC system may be considered an
improvement rather than a repair when
only looking at the eﬀect on the system
itself.
Most everything else
A UOP is considered a component that
can be placed into service without other
components to func on. So the engine in

a truck is not a UOP as it cannot func on
without the rest of the truck. However,
a conveyor belt which feeds items to a
packaging machine is a separate UOP as
it can s ll serve its func on without the
packaging machine in place.
Rou ne maintenance
There is a special safe harbor for rou ne
maintenance performed on UOP that is
not a building or structural component
thereof. Under this safe harbor, rou ne
maintenance is reoccurring ac vi es that
the business expects to perform to keep
the UOP func oning properly. This would
include ac vi es like cleaning, tes ng,
replacing worn out parts with new
parts of the same type and inspec ons.
The business must expect to perform
these services more than once over the
deprecia on life of the property.
For example, a machine with a 7-year
life property must have an annual
maintenance which includes replacing
various parts which wear out through
ordinary use of the machine; addi onally,
there is an electric motor which is
designed to last 10 years which has
failed. The ordinary annual maintenance
would fall under the rou ne maintenance
safe harbor, however, the electric motor
would need to be considered a capital
expense as it is not expected to need to
be replaced more than once over the life
of the property.
Bo om line
At first glance, it may seem that there’s not
much for businesses to celebrate in these
new regula ons but there are significant
tax savings through cost segrega on.
As an example, both prior to and a er

these new regula ons, a new roof on a
building would need to be capitalized and
depreciated as real property. However,
under the old regula ons, there was
no provision to allow the business to
“dispose” of the original roof. The cost
of the original roof is wrapped up in the
cost of the building and will con nue to
be depreciated even though it no longer
exists. With the new regula ons, the roof
is iden fied as a separate UOP from the
building; therefore, the cost of the old
roof can be wri en oﬀ when the new
roof is placed into service.
To do this, you would need to have the
roof separately iden fied and valued
through a cost segrega on study which
we can help you with. A cost segrega on
study will break out the building UOP from
the nine building systems UOP which will
save you tax when you need to replace
one of these systems.
The second de minimis
excep on may apply
As men oned, there is a second de
minimis excep on for purchasing lower
cost items that last longer than 12
months which some business may be
able to implement. This would allow
the business to establish an internal
expensing policy to follow eﬀec vely
decreasing the volume of items required
to be capitalized, tracked and depreciated
as fixed assets. However, the temporary
regula ons provide very specific rules
in this area which some businesses may
struggle to calculate on an annual basis.
Please contact us and we can help you
decide if this planning opportunity works
for your business.

SAVING YOUR TAX RECORDS: WHAT YOU NEED TO KNOW

A

income was grossly understated, but
no fraud is discovered, is six years.
Therefore, it is ideal to retain the
above documents for six years to
be er protect yourself in the event
of an audit.

and penal es rela ng to the return
in ques on. You will need a copy of
your return to bolster your posi on
that you actually filed the return.

Similarly, you should keep investment
records (brokerage statements,
etc.) a er you liquidate any given
investment. Documenta on that
substan ates the gain or loss on an
Keep at least three years
investment should be kept for the
length of me that corresponds with
The following records are commonly the me frame that you retain other
used to substan ate a taxpayer’s tax documents related to the return
income and deduc ble expense on which you report the sale.
items:
Prior years’ tax returns
• Form(s) W-2
• Form(s) 1099
It is also a good idea to maintain
• Form(s) K-1
one or more permanent files with
important legal and personal
• Bank and brokerage statements
• Canceled checks or other proof of documents, including those rela ng
payment of deduc ble expenses to taxes. Specifically, as a general
rule, you should retain copies of
At a minimum, the above tax records your federal and any state incomeshould be kept for a three-year period tax returns (and any tax payments)
following the date that you file your indefinitely. For instance, the IRS or
another taxing authority could claim
return (or its due date, if later).
that you never filed a par cular
However, the IRS’s me limit for year’s return. If that occurs, the IRS
ini a ng an audit on a return where (or other authority) could assess tax

Filing your returns on a mely basis is
just one aspect of properly handling
your taxes. Be prepared to defend
yourself in the event of an audit
by retaining your records for the
appropriate me period. Contact us
if you have any further ques ons.

pril 15th is seen as the end of
the tradi onal tax-filing season.
And, while it may be temp ng
to purge certain tax documents from
your files for the current and past
tax years, you want to be careful. It
is important to retain relevant tax
records in the event that the IRS — or
another taxing authority — requires
that those records be produced as
part of an audit.

Need more informa on?

HEALTH CARE LAW’S EMPLOYER MANDATE DELAYED

O

ne of the more highly publicized provisions of the Pa ent Protec on and Aﬀordable Care Act of 2010 (“PPACA”
or “health care reform law”) is the requirement that so-called “large” employers provide adequate health care
coverage for workers and, if they fail to do so, pay a penalty. This “employer mandate” was to go into eﬀect
on January 1, 2014. Recently, however, the Obama Administra on announced that it would delay enforcement of
the employer mandate provision for one year.

Under PPACA, “applicable large employers” must comply with the principal requirement that they oﬀer employees
health care coverage that meets specified standards or be subject to penal es. An “applicable large employer” is an
employer that employed an average of at least 50 full- me (or full- me equivalent) workers on business days during
the preceding calendar year. The penalty for not providing coverage is at least $2,000 for each worker who should
have been covered. The law is complex — several special requirements and excep ons apply.
Enforcement of this employer mandate (including the penalty provisions) is now delayed un l 2015.
Note that the so-called “individual mandate,” which under the health care reform law requires most Americans to
carry health insurance or pay a fine, con nues to be eﬀec ve star ng in 2014. The newly announced enforcement
delay applies only to business penal es (though some lawmakers are urging the Administra on to delay the individual
mandate as well). Employees who aren’t provided appropriate coverage through an employer or otherwise will
remain eligible for tax credits to help pay for the cost of purchasing their own coverage.

A

ESTATE AND GIFT TAXES HAVE BEEN CLARIFIED

single, unified exemp on is
available to taxpayers for the estate
and gi taxes. A taxpayer can use
the exemp on to oﬀset otherwise taxable
life me gi s, and the taxpayer’s estate
can use the amount remaining at his or
her death to oﬀset otherwise taxable
bequests.

The amount of the exemp on was a major
issue throughout 2012. That exemp on
was set at $5 million, adjusted for infla on.
The infla on adjusted amount for 2012 was
$5.12 million. At that level, rela vely few
estates owed federal estate tax. However,
the law in eﬀect during 2012 called for the
exemp on to return to its 2003 level of $1
million in 2013. That would have exposed
many estates to federal estate tax, with
rates as high as 55%.
Instead, Congress largely le
the
2012 estate and gi tax rules in place.
The unified federal estate and gi tax
exemp on for 2013 and future years
has been permanently set at $5 million
adjusted for infla on, with the infla onadjusted amount for 2013 being $5.25
million. Therefore, estates of people who
die with a net worth under $5.25 million
and did not make significant gi s during
their life me generally will not have to pay
estate tax.
The only major estate tax change in the
new law regards the maximum federal
estate tax rate, which has been increased
from 35% in 2012 to 40% in 2013 and
subsequent years.
Example 1: Anna Carter dies in 2013,
when the exemp on is $5.25 million.
Anna did not use any of her exemp on
amount on gi s during her life me and
leaves an estate valued at $6 million. The
$750,000 over the exemp on amount will
be taxed at the maximum rate of 40%, so
Anna’s estate will owe $300,000 (40% of
$750,000) in federal estate tax.
Preserving portability
With a $5.25 million federal estate and
gi tax exemp on amount, a married
couple that does not use the exemp on
to oﬀset any life me gi s can poten ally
leave up to $10.5 million in assets free of
estate tax. In fact, the new tax law makes
that simpler to do than has been the
case in the past because Congress made
permanent what had been a temporary
“portability” provision. In prior years, lack
of portability created problems for many
married couples.
Example 2: Barry and Carla Duncan, a
married couple, had total assets of $8

million. Barry died in 2009 and le all of
his assets to Carla. Because one spouse’s
bequest to the other spouse typically avoids
estate tax, regardless of the amount, no
estate tax was due. Assume Carla dies in
2013 with an $8 million estate, and she did
not use any of her exemp on amount on
life me gi s. She’ll be $2.75 million over
the $5.25 million exemp on amount, and
her estate will owe $1.1 million in federal
tax, at a 40% rate.

To remedy such outcomes, Congress
created a temporary portability provision
for 2011, a provision that’s now a
permanent part of the tax code. With
portability, any unused por on of a
deceased spouse’s exemp on amount
can be used by the surviving spouse’s
estate. Originally, Congress created this
portability opportunity only for deaths
in 2011 and 2012. The new law makes
portability permanent.
Example 3: If Barry Duncan had died in
January 2013, leaving all of his assets to
Carla, he would have le $5.25 million
of his exemp on unused. That amount
can be transferred to Carla if Barry’s
executor makes a mely elec on to do so
on a properly filed estate tax return, IRS
Form 706. If Carla then dies in December
2013 without using any of her exemp on
for gi s, her estate would have a total
exemp on of $10.5 million (her own $5.25
million exemp on and a similar one from
Barry). Carla’s $8 million estate wouldn’t
be taxed by the federal government, for a
$1.1 million tax saving.
The new tax law also preserves the federal
tax deduc on for state estate taxes. This
provision should remind you that estates
may owe state estate tax even if they are
exempt from federal estate tax.
Example 4: Edward Franklin dies in 2013
with a $3 million estate, so he owes no
federal estate tax. However, Edward’s
home state exempts only $1 million of
assets from state estate tax. His estate is
$2 million over the threshold; depending
on the state’s tax rates, Edward’s estate
may owe many thousands of dollars in
state estate tax.
The bo om line is that you should not
ignore estate tax planning, even if you have

li le concern about federal estate tax. Our
oﬃce can work with you on strategies to
reduce exposure to estate tax, state or
federal.
Generous gi s
As noted above, you can use your unified
federal estate and gi tax exemp on
amount to oﬀset otherwise taxable
life me gi s, thus reducing the amount
of gi tax you have to pay. However, using
the exemp on for life me gi s reduces
the amount of the exemp on available
to your estate to oﬀset otherwise taxable
bequests and reduce the amount of the
estate tax.
Example 5: Nancy Harris has never made
any taxable gi s. In 2013, she gives $1
million to her daughter Lisa. The first
$14,000 of that gi is tax free, covered by
the annual gi tax exclusion for 2013. The
other $986,000 is considered a taxable gi
but Nancy owes no gi tax because of the
life me gi tax exemp on. A er making
the gi , Nancy’s life me gi -tax exemp on
is $4,264,000: her original $5,250,000
exemp on minus the taxable gi of
$986,000. That $4,264,000 exemp on,
indexed for future infla on, can shelter
future gi s or bequests from tax.
What’s more, the concept of portability,
explained earlier In this ar cle, also applies
to gi tax, so once a surviving spouse has
increased his or her exemp on by the
deceased spouse’s unused exemp on
amount, that increased amount can be
used to oﬀset either gi or estate tax.
Example 6: Assume that the transfer tax
exemp on, which is $5.25 million in 2013,
rises to $6 million in a future year, and the
annual gi tax exclusion remains $14,000.
Nancy Harris dies that same year, having
made no addi onal taxable gi s. Nancy
leaves all of her assets to her husband,
Pete, thus incurring no estate tax. In this
scenario, Nancy’s unused exemp on is
$5,014,000: her $6 million exemp on
minus $986,000 In taxable gi s.
Assume that Pete has not made any
taxable gi s. Pete could have a total
exemp on of $11,014,000 in this example,
including Nancy’s unused amount. Pete
could make up to $11,014,000 in tax-free
gi s, and when he died, any unused gi tax
exemp on would be available to provide
estate tax shelter.
In addi on, the genera on skipping
transfer (GST) tax exemp on also is $5.25
million in 2013, indexed to infla on.
However, portability does not apply to the
GST tax.

US SUPREME COURT STRIKES DOWN DOMA

O

n June 26, 2013, the U.S.
Supreme Court, in United States
v. Windsor, struck down Sec on
3 of the Defense of Marriage Act
(DOMA), which had deemed all samesex marriages invalid for purposes
of federal law. The Windsor decision
eﬀec vely changes the defini on of
“spouse” in over 1,000 federal statutes
and at least as many regula ons. Any
individual in a same-sex marriage
should carefully review his or her tax
situa on in light of the decision. In
addi on, employers should review the
decision’s poten al impact on their
benefit plans.
The ruling

The Windsor case involved a samesex couple whose marriage had been
legally recognized in their state of
domicile. One of them died, leaving
her en re estate to the other. On
its federal estate-tax return, the
estate claimed the unlimited marital
deduc on for property passing to a
surviving spouse, but the IRS denied
the deduc on pursuant to Sec. 3 of
DOMA and assessed over $350,000
in estate taxes. Windsor, the estate’s
executor, paid the taxes but filed
suit, challenging Sec. 3 of DOMA as
uncons tu onal. The federal district
court ruled in Windsor’s favor, and
both the federal appeals court and the
U.S. Supreme Court aﬃrmed.
Limited reach of the decision
Significantly, the Windsor decision did
not address Sec. 2 of DOMA, which
permits states to refuse to recognize
same-sex marriages recognized in
other states. As a result, at this me,
any individual in a same-sex marriage
who moves from a state where that
marriage is legally recognized to one
where it is not runs the risk of losing any
rights newly acquired under Windsor.
Another outstanding issue concerns the
federal legal status of arrangements
such as “domes c partnerships” or
“civil unions” — as opposed to statesanc oned “marriages.” What status

these designa ons will have a er
Windsor remains to be resolved on a
state-by-state basis.
Income-tax issues
As a general rule, an individual’s filing
status is determined as of December
31 of the tax year. Same-sex couples
whose marriages are sanc oned a er
the Windsor decision are presumably
required to now file either as married
filing jointly or married filing separately,
and they will no longer be allowed to
file as “single.”
Couples aﬀected by the Windsor
decision will want to consider carefully
whether they may obtain refunds by
amending any prior federal returns to
show that they were legally married.
Amended return(s) must be filed within
the applicable statute of limita ons.
Couples should be aware that the
tax eﬀects of the two filing statuses
available to married persons —
married filing jointly and married
filing separately — can vary widely.
Addi onally, it’s important to know
that where two individuals file as
married filing jointly, each is jointly and
severally liable for any taxes, interest,
and penal es ul mately deemed
owing.
Those whose marital status for federal
tax purposes has recently changed
(or is about to) should consider the
poten al eﬀect on several areas of
their tax returns, including:
•

•
•
•

Various deduc ons and credits
(including
deduc ons
for
individual re rement account
(IRA) contribu ons and credits for
higher educa on expenses
Capital gains and income-tax rates
Medicare surtax on net investment
income
Itemized deduc on and personal
exemp on limita ons
Estate Planning

With the increase in the federal

SHANNON & ASSOCIATES, LLP

estate and gi -tax exemp on to
$5.25 million in 2013, rela vely few
couples’ estates will be aﬀected by
the Windsor decision. However, those
whose estates are suﬃciently large
will want to reconsider their estate
plans in light of (1) the availability of
the unlimited marital deduc on for
both gi and estate-tax purposes and
(2) the portability of the estate-tax
exemp on.
Also of interest to many married
taxpayers are the favorable rules for the
spousal beneficiaries of IRAs to delay
and “stretch out” required minimum
distribu ons (RMDs). Specifically,
surviving spouses who are named as
beneficiaries of their spouse’s IRAs
may choose to either directly roll over
those IRAs or else treat them as their
own — thereby poten ally enabling
them to avoid taxable lump-sum
payouts, to take advantage of a more
friendly schedule for RMDs, and to
choose their own beneficiaries in order
to maximize their tax deferral.
Benefit plans
The DOMA ruling will aﬀect employee
benefit plans in several areas. For
example, any health care coverage
provided by employers to their
employees’ same-sex spouses should
no longer be treated as taxable income.
In addi on, such spouses should be
treated as qualified beneficiaries for
purposes of the COBRA con nua on
rules.
Sponsors of qualified re rement plans
should assess the impact on their plans,
including the applica on of the tax
law’s spousal consent, qualified joint
and survivor annuity, and RMD rules
to employees in same-sex marriages.
The IRS and U.S. Department of Labor
are expected to provide addi onal
guidance to plan sponsors regarding
plan amendments and other issues.
The DOMA decision presents a wide
range of issues to consider. Contact us
if we can be of assistance.
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