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Repairs and Improvements 
Cross References
• Schedule E (Form 1040), Supplemental Income and Loss
• IRS Pub. 527, Residential Rental Property
• IRC §162, Trade or business expense
• IRC §263, Capital expenditures
• Reg. §1.162-3 through -4
• Reg. §1.168(i)-7
• Reg. §1.263(a)-1 through -3 
• Reg. §1.263(a)-6

If a taxpayer improves depreciable property, he or she must treat the improvement as 
a separate depreciable property. Improvement means an addition to or partial replace-
ment of property that results in a betterment of the unit of property, restores the unit of 
property, or adapts the unit of property to a new use. The costs of improvements must be 
capitalized and then depreciated over a certain number of years.

Incidental repairs and maintenance of property are not capital expenditures. A taxpayer 
can generally deduct the cost of repairing business property in the same way as any other 
business expense. If a repair is made during the year, that expense is deducted in the year 
paid. However, if a repair or replacement is considered a betterment, restoration, or ad-
aptation, it must be treated as an improvement and depreciated over a recovery period. 

Some common examples of what constitutes repairs and improvements are listed in the 
chart below.

Repairs vs. Improvements
Repairs Improvements

Costs that:
• Keep the property in good operating condition.
• Do not materially add value to the property.
• Do not substantially prolong the property’s life.

Costs that:
• Improve or better the property,
• Restore the property, or
• Adapt the property to new or different uses.

Deductible as a current expense. Must be capitalized and depreciated.*

Examples:
• Repainting inside or out.
• Fixing gutters.
• Fixing damaged carpet.
• Fixing leaks.
• Plastering.
• Replacing broken windows.

Examples:
• Room additions.
• Remodeling.
• Landscaping.
• New roof.
• Security system.
• Replacing gravel driveway with concrete.

* The cost of an improvement is depreciated according to the MACRS class and recovery period 
of the underlying property.
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Repairs and Improvements continued

If Gina repairs a small section on one corner of the roof of her rental house, 
she deducts the cost as a repair expense. However, if she completely re-
places the roof, the new roof is an improvement because it increases the 
value and lengthens the life of the roof. Gina would depreciate the cost of 
the new roof using the same MACRS class and recovery period used to 
depreciate the rental house.

New Repair Regulations
In September 2013, the IRS issued final regulations to clarify the difference between cap-
ital improvements and repairs. The final regulations apply to taxable years beginning 
January 1, 2014. However, taxpayers may elect certain rules to be effective for tax years 
beginning January 1, 2012. (TD 9636)

Unit of property. Under prior regulations, the unit of property for a building consisted 
of the building and its structural components as one whole property. The new regulations 
separate buildings into eight components. [Reg. §1.263(a)-3(e)(2)(ii)(B)]
• Heating and air conditioning.
• Electrical system.
• Elevators.
• Escalators.
• Fire protection system.
• Gas distribution system.
• Plumbing.
• Security system. 

Materials and Supplies
Materials and supplies are deductible in the year first used in the taxpayer’s trade or 
business. Materials and supplies are non-inventory items purchased to repair, maintain, 
or improve a unit of property and include the following items. [Reg. §1.162-3(c)(1)]
• Components acquired to maintain, repair, or improve a unit of tangible property that 

are not acquired as part of a unit of property.
• Fuel, lubricants, water, and similar items that are reasonably expected to be consumed 

in 12 months or less.
• A unit of property with an economic useful life of 12 months or less.
• A unit of property with an acquisition or production cost of $200 or less.
• Rotable spare parts acquired for installation on a unit of property, removable from 

that property, generally repaired or improved, and reinstalled on the same or other 
property.

• Standby emergency spare parts acquired when machinery or equipment is acquired 
and set aside for use as replacements.

Example
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Repairs and Improvements continued

Election to capitalize certain materials and supplies. Taxpayers may elect to capitalize 
and depreciate amounts paid for only rotable, temporary, or standby emergency spare 
parts. This election can be revoked by filing a request for a letter ruling and obtaining the 
consent of the IRS. 

Alfred owns a fleet of aircraft that he uses in his business. In 2013, Alfred 
purchases a stock of spare parts, not rotable or temporary spare parts, which 
he uses to maintain and repair his aircraft. In 2014, Alfred uses the spare 
parts for the repair and maintenance of one of its aircraft. The amounts 
Alfred paid for the spare parts are deductible in 2014, the taxable year in 
which the spare parts are first used to repair and maintain the aircraft. 

Elise operates a fleet of aircraft that carries freight for her customers. Elise 
has several storage tanks on her premises, which hold jet fuel for her air-
craft. On December 31, 2013, Elise purchases a two-year supply of jet fuel. 
In 2014, Elise uses the jet fuel to fuel her aircraft. Elise may deduct in 2014 
the amounts paid for the portion of the jet fuel used in the operation of 
her aircraft in 2014.

Note: If the taxpayer elects to use the de minimis safe harbor method to expense and not 
capitalize certain expenses, the safe harbor method must also be used for all materials 
and supplies. [Reg. §1.162-3(f)]

George provides billing services to his customers. In 2013, George pays 
amounts to purchase 50 scanners to be used by his employees. Each scan-
ner costs $150. In 2014, George’s employees begin using 35 of the scanners, 
and George stores the remaining 15 scanners for use in a later taxable year. 
The scanners are materials and supplies, and the amounts George paid for 
35 of the scanners are deductible in 2014, the taxable year in which each 
machine is first used in his business.

Assume the same facts as Example #1, except that George’s scanners 
qualify for the de minimis safe harbor and George makes the election to 
apply the safe harbor to amounts paid for the scanners rather than treat 
these amounts as costs of materials and supplies. George may deduct the 
amounts paid for all 50 scanners in 2013, the taxable year the amounts 
are paid. 

Example

Example

Example #1

Example #2
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Repairs and Improvements continued

Improvements—Capitalization Required
The regulations require capitalization of permanent improvements, betterments, resto-
rations, and adaptations as they relate to certain units of property. The expenses capital-
ized for improving property can be depreciated as if the improvement were separate 
property. [Reg. §1.263(a)-3]

De minimis safe harbor election. A taxpayer who has an applicable financial statement 
may elect annually to expense and not capitalize amounts paid for property not exceed-
ing $5,000 per invoice (or per item as substantiated by the invoice). Taxpayers without an 
applicable financial statement, but with accounting procedures in place at the beginning 
of the tax year specifying how to treat certain expenses for non-tax purposes, may elect to 
apply the de minimis safe harbor to amounts paid for property that does not exceed $500 
per invoice. [Reg. §1.263(a)-1(f)]

A taxpayer must have written accounting procedures in place at the beginning of the 
taxable year and treat amounts paid for property as an expense in accordance with those 
procedures. A taxpayer may not use an application for a change in accounting to later 
make the de minimis safe harbor election.  

Note: If a taxpayer makes the de minimis safe harbor election, he or she must also apply 
the safe harbor to all eligible materials and supplies. 

Applicable financial statement. An applicable financial statement is a financial state-
ment required for SEC reporting, an audited financial statement by a CPA, or a financial 
statement required by certain government agencies. See Regulation section 1.162-3(c)(3)
(iii) for details.

Small taxpayer safe harbor. A new election is available for qualifying small taxpayers 
who may elect to not apply the improvement rules to an eligible building property if the 
total amount paid during the taxable year for repairs, maintenance, improvements, and 
similar activities performed on the eligible building does not exceed the lesser of:
• $10,000, or
• 2% of the unadjusted basis of the building. [Reg. §1.263(a)-3(h)]

Qualifying small taxpayer. A qualifying small taxpayer is a taxpayer with gross receipts 
of $10 million or less. 

Eligible building. An eligible building is a building unit of property that is owned or 
leased by the qualifying taxpayer with an unadjusted basis of $1 million or less. 

Making the election. Under this election, a taxpayer includes amounts not capitalized 
under the de minimis safe harbor election and under the routine maintenance safe har-
bor to determine the annual amount paid for repairs, maintenance, improvements, and 
similar activities performed on the building. The election may be made annually on a 
building-to-building basis by including a statement on the taxpayer’s timely filed (in-
cluding extensions) tax return for the year the costs are incurred for the building. A tax-
payer may not revoke this election.  
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Repairs and Improvements continued

Betterments. An expenditure is for a betterment if it does one of the following.
• Improves a material condition or defect in the property that existed before it was ac-

quired or when it was produced. It does not matter whether the taxpayer knew of the 
defect when the unit of property was acquired, or

• Is for a material addition to the property, such as physically enlarging it, expanding it, 
or extending it, or

• Is reasonably expected to materially increase in the property’s quality, capacity, effi-
ciency, productivity, or strength. 

In 2012, Xavier purchases a store located on a parcel of land that contained 
underground gasoline storage tanks left by prior occupants. The parcel of 
land is the unit of property. The tanks had leaked, causing soil contamina-
tion. Xavier is not aware of the contamination at the time of purchase. In 
2013, Xavier discovers the contamination and incurs costs to remediate 
the soil. The remediation costs result in a betterment to the land because 
Xavier incurred the costs to improve a material condition or defect that 
existed prior to his acquisition of the land. Xavier must depreciate the cost 
of the improvement.

Restorations. An expenditure is for a restoration if it does one of the following. 
• Replaces a component of property for which the owner has taken a loss on disposal, or
• Returns a property that has fallen into disrepair to its ordinary efficient operating con-

dition, or
• Rebuilds the property to a like-new condition after the end of its economic useful life, 

or
• Replaces a major component or substantial structural part of a unit of property, or
• Repairs after a casualty loss. 

Zander owns an office building that he uses in his business. A storm dam-
ages the office building at a time when the building has an adjusted basis 
of $500,000. Zander deducts a casualty loss in the amount of $50,000 and 
reduces his basis in the office building. Zander hires a contractor to repair 
the damage to the building and pays the contractor $50,000 for the work. 
Zander must capitalize and depreciate the $50,000 paid to the contractor 
because the work is considered a restoration after a casualty loss.

Adaptations. Amounts spent to adapt property to a new or different use must also be 
depreciated as improvements. A new or different use is if it is not consistent with the 
taxpayer’s intended ordinary use of the property when placed in service. 

Example

Example
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Repairs and Improvements continued

Anna owns a parcel of land on which she previously operated a manufac-
turing facility. During the course of Anna’s operation of the manufacturing 
facility, the land became contaminated with wastes from its manufacturing 
processes. Anna discontinues manufacturing operations at the site, and 
decides to sell the property to a developer that intends to use the prop-
erty for residential housing. In anticipation of selling the land, she pays an 
amount to clean up the land. In addition, Anna pays an amount to regrade 
the land so it can be used for residential purposes. Amounts that Anna pays 
to cleanup wastes do not adapt the land to a new or different use, regard-
less of the extent to which the land was cleaned. Anna is not required to 
capitalize the amount paid for the cleanup. However, the amount paid to 
regrade the land so that it can be used for residential purposes adapts the 
land to a new or different use that is inconsistent with Anna’s intended or-
dinary use of the property at the time it was placed in service. Accordingly, 
the amounts paid to regrade the land must be capitalized and depreciated 
as improvements.

Repairs
Routine maintenance safe harbor. Certain routine maintenance activities for property 
other than buildings or the structural components of buildings are not required to be 
capitalized as an improvement and may be deducted as repairs under the routine main-
tenance safe harbor. An amount paid is deemed not to improve a unit of property if it is 
for the recurring activities that a taxpayer expects to perform as a result of the taxpayer’s 
use of the property to keep it in its ordinarily efficient operating condition. (Reg. §1.162-4)

Buildings. The routine maintenance safe harbor also includes buildings if a taxpayer 
reasonably expects to perform the relevant activities more than once during a ten year 
period.

In January, Yolanda purchased and placed in service a used machine for 
use in her manufacturing operations. When she placed the machine in 
service, she expected to perform manufacturer recommended scheduled 
maintenance on the machine every three years. The scheduled maintenance 
includes the cleaning and oiling of the machine, the inspection of parts for 
defects, and the replacement of minor items such as springs, bearings, and 
seals. The costs incurred by Yolanda to keep the machine in its ordinary 
efficient operating condition can be expensed in the year incurred as a 
deductible repair.

Example

Example
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Repairs and Improvements continued

Exceptions from the routine maintenance safe harbor. The following amounts are 
exceptions from the routine maintenance safe harbor. 
• Amounts paid for a betterment to a unit of property.
• Amounts paid to adapt a unit of property to a new or different use.
• Amounts paid for repairs, maintenance, or improvement of network assets. 

Note: Amounts incurred for activities falling outside the routine maintenance safe harbor 
are not necessarily expenditures required to be capitalized. The same analysis under the 
general rules for improvements still applies.

Capitalization of repair and maintenance costs. The regulations permit a taxpayer 
to elect to treat amounts paid during the taxable year for repair and maintenance as 
amounts paid to improve property and as an asset subject to the allowance for deprecia-
tion, as long as the taxpayer incurs the amounts in carrying on a trade or business and 
the taxpayer treats the amounts as capital expenditures on his or her books or records. A 
taxpayer who elects this treatment must apply the election to all amounts paid for repair 
and maintenance treated as capital expenditures on his or her books or records for the 
taxable year. 

Election. The election is made by attaching a statement to the taxpayer’s timely filed tax 
return (including extensions) for the taxable year in which the improvement is placed in 
service. The election cannot be revoked. [Reg. §1.263(a)-6]

Dispositions
Prior to 2012, the remaining cost of existing improvements could not be recovered before 
the end of the depreciation period even if the original unit of property was disposed of. 
Taxpayers were required to capitalize and depreciate the costs to replace a structural 
component and then continue to depreciate the cost of the original structural component 
over the course of its class life, even though it no longer existed. For example, if a taxpayer 
replaced a roof on a rental property, he or she would have to continue depreciating the 
removed roof, and at the same time, capitalize and depreciate the replacement roof over 
the same recovery period as the property. Also, when a taxpayer renovated an existing 
building, he or she could not deduct the remaining basis of the structural components, 
such as an old roof or HVAC units that were replaced. The old components were depreci-
ated alongside the new components. 

New disposition proposed regulations. In September 2013, the IRS issued proposed 
regulations that provide that a building (including its structural components), a condo-
minium (including its structural components), or a cooperative (including its structural 
components) is considered the asset for disposition purposes. This rule allows a taxpayer 
to claim a loss upon the disposition of a structural component of a building without iden-
tifying the component as an asset before the disposition event. (REG-110732-13)

Effective date. The proposed regulations apply to taxable years beginning January 1, 
2014, while also permitting taxpayers to rely on the provisions of the proposed regula-
tions for taxable years beginning January 1, 2012.
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Repairs and Improvements continued

Disposition defined. Disposition occurs when ownership of the asset is transferred or 
when the asset is permanently withdrawn from use either in the taxpayer’s trade or busi-
ness or in the production of income.

A disposition includes any of the following transactions. [Reg. §1.168(i)-8(b)(2)]
• A sale, exchange, retirement, physical abandonment, or destruction of an asset. 
• An asset is transferred to a supplies, scrap, or similar account.
• A portion of an asset is disposed of. 
• The disposition of a structural component (or a portion thereof) of a building. 

Under the proposed regulations, the definition of dispositions has been revised so that 
a taxpayer may treat the retirement of a structural component of a building as a partial 
disposition of property and the remaining basis is deductible.   

In 1992, Jill bought a new roof, capitalized the expenditure, and began 
depreciating it over a 39-year period. In 2013, Jill replaced the entire roof. 
Jill can deduct the remaining basis (cost less accumulated depreciation) 
for the roof that was replaced. The new roof expenditure is capitalized and 
depreciated over a new 39 year period. Under prior regulations, Jill would 
have to continue depreciating the old roof instead of claiming a deduction 
for its remaining basis.

Partial disposition—assets not included in general asset accounts. The proposed 
regulations allow a taxpayer to claim a loss upon the disposition of a structural compo-
nent (or portion thereof) of a building or upon the disposition of a component (or por-
tion thereof) of any other asset without identifying the component as an asset before the 
disposition event. This partial disposition rule is generally elective, but is required to be 
applied to the following transactions.
• A disposition of a portion of an asset as a result of a casualty event.
• A disposition of a portion of an asset for which gain (determined without regard to IRC 

section 1245 or IRC section 1250) is not recognized.
• A transfer of a portion of an asset in a “step-in-the-shoes” transaction where the trans-

feree is treated as the transferor for purposes of computing the depreciation deduction. 
[IRC §168(i)(7)(B)]

• A sale of a portion of an asset.

Making the election. The partial disposition election is made by reporting the gain, loss, 
or other deduction on the taxpayer’s timely filed return (including extensions) for the tax 
year in which the asset is disposed of by the taxpayer. The election can only be revoked 
by filing a private letter ruling request and obtaining IRS consent. 

Example
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Repairs and Improvements continued

Amanda owns an office building with four elevators and replaces one of 
the elevators. The elevator is a structural component of the office build-
ing. The office building (including its structural components) is the asset 
for disposition purposes. Amanda does not make the partial disposition 
election for the elevator. Therefore, the retirement of the replaced elevator 
is not a disposition. As a result, depreciation continues for the cost of the 
building, which includes the costs of the retired elevator and the building’s 
other structural components, and Amanda does not recognize a loss for the 
retired elevator. Amanda must capitalize the amount paid for the replace-
ment elevator, which is a separate asset for depreciation and disposition 
purposes.

Assume the same facts as Example #1, except that Amanda makes the par-
tial disposition election for the elevator. This results in the retirement of the 
replaced elevator being a disposition. Depreciation for the retired elevator 
ceases at the time of its retirement, and Amanda recognizes a loss upon 
the retirement. Additionally, Amanda must capitalize the amount paid for 
the replacement elevator, which is a separate asset for depreciation and 
disposition purposes.

Special partial disposition rule. If the IRS disallows a taxpayer’s repair deduction for 
the amount paid or incurred for the replacement of a portion of an asset and capitalizes 
the amount, the taxpayer may make the partial disposition election for the disposition of 
the portion of the asset to which the IRS’ adjustment pertains by filing an application for 
change in accounting method. [Reg. §1.168(i)-8(d)(2)(iii)]

Partial disposition—assets included in general assets account. The proposed regula-
tions provide that a partial disposition of an asset includes the following.
• A disposition of a portion of an asset as a result of a casualty event.
• A disposition of a portion of an asset for which gain (determined without regard to IRC 

section 1245 or IRC section 1250) is not recognized.
• A transfer of a portion of an asset described in IRC section 168(i)(7)(B).
• A sale of a portion of an asset.
• A disposition of a portion of an asset in a transaction described under the anti-abuse 

rules applicable to general asset accounts.

For other transactions, a disposition includes a disposition of a portion of an asset only if 
the taxpayer makes the election to terminate the general asset account upon the dispo-
sition of all assets, including the disposed-of portion, in that general assets account, or 
makes the qualifying disposition election for that disposed of portion.

Example #1

Example #2
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Repairs and Improvements continued

Qualifying disposition election—general asset account (GAA). A qualifying disposi-
tion is a disposition that does not involve all the assets, the last asset, or the remaining 
portion of the last asset, remaining in a general asset account and that is any one of the 
following. [Reg. §1.168(i)-1]
• A direct result of a fire, storm, shipwreck, or other casualty, or from theft.
• A charitable contribution for which a deduction is allowed.
• A direct result of cessation, termination, or disposition of a business, manufacturing, or 

other income-producing process, operation, facility, plant, or other unit.
• A transaction to which a nonrecognition provision generally applies.

Single asset account. If a taxpayer disposes of a portion of an asset and the partial dis-
position rule applies to that disposition, the taxpayer must account for the disposed-of 
portion in a single asset account beginning in the tax year in which the disposition oc-
curs. [Reg. §1.168(i)-7(b)]


