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Reg. Section 1.263(a)-3(d) 
Amounts paid to improve tangible property 

. . . 

(a)Overview. This section provides rules for applying section 263(a) to amounts paid to improve 
tangible property. Paragraph (b) of this section provides definitions. Paragraph (c) of this section 
provides rules for coordinating this section with other provisions of the Internal Revenue Code 
(Code). Paragraph (d) of this section provides the requirement to capitalize amounts paid to 
improve tangible property and provides the general rules for determining whether a unit of 
property is improved. Paragraph (e) of this section provides the rules for determining the 
appropriate unit of property. Paragraph (f) of this section provides rules for leasehold 
improvements. Paragraph (g) of this section provides special rules for determining improvement 
costs in particular contexts, including indirect costs incurred during an improvement, removal 
costs, aggregation of related costs, and regulatory compliance costs. Paragraph (h) of this section 
provides a safe harbor for small taxpayers. Paragraph (i) provides a safe harbor for routine 
maintenance costs. Paragraph (j) of this section provides rules for determining whether amounts 
are paid for betterments to the unit of property. Paragraph (k) of this section provides rules for 
determining whether amounts are paid to restore the unit of property. Paragraph (l) of this section 
provides rules for amounts paid to adapt the unit of property to a new or different use. Paragraph 
(m) of this section provides an optional regulatory accounting method. Paragraph (n) of this 
section provides an election to capitalize repair and maintenance costs consistent with books and 
records. Paragraphs (o) and (p) of this section provide for the treatment and recovery of amounts 
capitalized under this section. Paragraphs (q) and (r) of this section provide for accounting 
method changes and state the effective/ applicability date for the rules in this section. 

(b)Definitions. For purposes of this section, the following definitions apply: 

(1)Amount paid. In the case of a taxpayer using an accrual method of accounting, the 
terms amounts paid and payment mean a liability incurred (within the meaning of §1.446-
1(c)(1)(ii)). A liability may not be taken into account under this section prior to the 
taxable year during which the liability is incurred. 

(2) Personal property means tangible personal property as defined in §1.48-1(c). 

(3) Real property means land and improvements thereto, such as buildings or other 
inherently permanent structures (including items that are structural components of the 
buildings or structures) that are not personal property as defined in paragraph (b)(2) of 
this section. Any property that constitutes other tangible property under §1.48-1(d) is also 
treated as real property for purposes of this section. Local law is not controlling in 
determining whether property is real property for purposes of this section. 
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(4) Owner means the taxpayer that has the benefits and burdens of ownership of the unit 
of property for Federal income tax purposes. 

 
(c)Coordination with other provisions of the Code. 

(1)In general. Nothing in this section changes the treatment of any amount that is 
specifically provided for under any provision of the Code or the regulations other than 
section 162(a) or section 212 and the regulations under those sections. For example, see 
section 263A requiring taxpayers to capitalize the direct and allocable indirect costs of 
property produced and property acquired for resale. 
 

(2)Materials and supplies. A material or supply as defined in §1.162-3(c)(1) that is 
acquired and used to improve a unit of tangible property is subject to this section and is 
not treated as a material or supply under §1.162-3. 
 

(3)Example. The following example illustrates the rules of this paragraph (c): 
Example. Railroad rolling stock. X is a railroad that properly treats amounts paid for the 
rehabilitation of railroad rolling stock as deductible expenses under section 263(d). X is 
not required to capitalize the amounts paid because nothing in this section changes the 
treatment of amounts specifically provided for under section 263(d). 

 

(d)Requirement to capitalize amounts paid for improvements. Except as provided in paragraph 
(h) or paragraph (n) of this section or under §1.263(a)-1(f), a taxpayer generally must capitalize 
the related amounts (as defined in paragraph (g)(3) of this section) paid to improve a unit of 
property owned by the taxpayer. However, paragraph (f) of this section applies to the treatment 
of amounts paid to improve leased property. Section 263A provides the requirement to capitalize 
the direct and allocable indirect costs of property produced by the taxpayer and property acquired 
for resale. Section 1016 provides for the addition of capitalized amounts to the basis of the 
property, and section 168 governs the treatment of additions or improvements for depreciation 
purposes. For purposes of this section, a unit of property is improved if the amounts paid for 
activities performed after the property is placed in service by the taxpayer- 

(1) Are for a betterment to the unit of property (see paragraph (j) of this section); 
 

(2) Restore the unit of property (see paragraph (k) of this section); or 
 

(3) Adapt the unit of property to a new or different use (see paragraph (l) of this section). 
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