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(2) Application of adaption rule to buildings. In the case of a building, an amount
is paid to improve a building if it is paid to adapt to a new or different use a property
specified under paragraph (e)(2)(ii) (building), paragraph (e)(2)(iii)(B) (condominium),
paragraph (e)(2)(iv)(B) (cooperative), or paragraph (e)(2)(v)(B) (leased building or
leased portion of building) of this section. For example, an amount is paid to improve a
building if it is paid to adapt the building structure or any one of its buildings systems to
a new or different use.
(3) Examples. The following examples illustrate the application of this paragraph
(l) only and do not address whether capitalization is required under another provision of
this section or under another provision of the Code (for example, section 263A). Unless
otherwise stated, assume that the taxpayer has not properly deducted a loss for any
unit of property, asset, or component of a unit of property that is removed and replaced.
Example 1. New or different use; change in building use. A is a manufacturer
and owns a manufacturing building that it has used for manufacturing since Year 1,
when A placed it in service. In Year 30, A pays an amount to convert its manufacturing
building into a showroom for its business. To convert the facility, A removes and
replaces various structural components to provide a better layout for the showroom and
its offices. A also repaints the building interiors as part of the conversion. When
building materials are removed and replaced, A uses comparable and commercially
available replacement materials. Under paragraphs (l)(2) and (e)(2)(ii) of this section,
an amount is paid to improve A’s manufacturing building if the amount adapts the
building structure or any designated building system to a new or different use. Under
paragraph (l)(1) of this section, the amount paid to convert the manufacturing building
into a showroom adapts the building structure to a new or different use because the
conversion to a showroom is not consistent with A’s ordinary use of the building
structure at the time it was placed in service. Therefore, A must capitalize the amount
paid to convert the building into a showroom as an improvement to the building under
paragraphs (d)(3) and (l) of this section.
Example 2. Not a new or different use; leased building. B owns and leases out
space in a building consisting of twenty retail spaces. The space was designed to be
reconfigured; that is, adjoining spaces could be combined into one space. One of the
tenants expands its occupancy by leasing two adjoining retail spaces. To facilitate the
new lease, B pays an amount to remove the walls between the three retail spaces.
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Assume that the walls between spaces are part of the building and its structural
components. Under paragraphs (l)(2) and (e)(2)(ii) of this section, an amount is paid to
improve B’s building if it adapts the building structure or any of the building systems to a
new or different use. Under paragraph (l)(1) of this section, the amount paid to convert
three retail spaces into one larger space for an existing tenant does not adapt B’s
building structure to a new or different use because the combination of retail spaces is
consistent with B’s intended, ordinary use of the building structure. Therefore, the
amount paid by B to remove the walls does not improve the building under paragraph (l)
of this section and is not required to be capitalized under paragraph (d)(3) of this
section.
Example 3. Not a new or different use; preparing building for sale. C owns a
building consisting of twenty retail spaces. C decides to sell the building. In anticipation
of selling the building, C pays an amount to repaint the interior walls and to refinish the
hardwood floors. Under paragraphs (l)(2) and (e)(2)(ii) of this section, an amount is
paid to improve C’s building to a new or different use if it adapts the building structure or
any of the building systems to a new or different use. Preparing the building for sale
does not constitute a new or different use for the building structure under paragraph
(l)(1) of this section. Therefore, the amount paid by C to prepare the building structure
for sale does not improve the building under paragraph (l) of this section and is not
required to be capitalized under paragraph (d)(3) of this section.
Example 4. New or different use; land. D owns a parcel of land on which it
previously operated a manufacturing facility. Assume that the land is the unit of
property. During the course of D’s operation of the manufacturing facility, the land
became contaminated with wastes from its manufacturing processes. D discontinues
manufacturing operations at the site and decides to develop the property for residential
housing. In anticipation of building residential property, D pays an amount to remediate
the contamination caused by D’s manufacturing process. In addition, D pays an amount
to regrade the land so that it can be used for residential purposes. Amounts that D pays
to clean up wastes do not adapt the land to a new or different use, regardless of the
extent to which the land was cleaned, because this cleanup merely returns the land to
the condition it was in before the land was contaminated in D’s operations. Therefore,
D is not required to capitalize the amount paid for the cleanup under paragraph (l)(1) of
this section. 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
D’s intended ordinary use of the property at the time it was placed in service.
Accordingly, the amounts paid to regrade the land must be capitalized as improvements
to the land under paragraphs (d)(3) and (l) of this section.
Example 5. New or different use; part of building. (i) E owns a building in which
it operates a retail drug store. The store consists of a pharmacy for filling medication
prescriptions and various departments where customers can purchase food, toiletries,
home goods, school supplies, cards, over-the-counter medications, and other similar
items. E decides to create a walk-in medical clinic where nurse practitioners and
physicians’ assistants diagnose, treat, and write prescriptions for common illnesses and
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injuries, administer common vaccinations, conduct physicals and wellness screenings,
and provide routine lab tests and services for common chronic conditions. To create
the clinic, E pays amounts to reconfigure the pharmacy building. E incurs costs to build
new walls creating an examination room, lab room, reception area, and waiting area. E
installs additional plumbing, electrical wiring, and outlets to support the lab. E also
acquires section 1245 property, such as computers, furniture, and equipment necessary
for the new clinic. E treats the amounts paid for those units of property as costs of
acquiring new units of property under §1.263(a)-2.
(ii) Under paragraphs (l)(2) and (e)(2)(ii) of this section, an amount is paid to
improve E’s building if it adapts the building structure or any of the building systems to a
new or different use. Under paragraph (l)(1) of this section, the amount paid to convert
part of the retail drug store building structure into a medical clinic adapts the building
structure to a new and different use, because the use of the building structure to provide
clinical medical services is not consistent with E’s intended ordinary use of the building
structure at the time it was placed in service. Similarly, the amounts paid to add to the
plumbing system and the electrical systems to support the new medical services is not
consistent with E’s intended ordinary use of these systems when the systems were
placed in service. Therefore, E must treat the amount paid for the conversion of the
building structure, plumbing system, and electrical system as an improvement to the
building and capitalize the amount under paragraphs (d)(3) and (l) of this section.
Example 6. Not a new or different use; part of building. (i) F owns a building in
which it operates a grocery store. The grocery store includes various departments for
fresh produce, frozen foods, fresh meats, dairy products, toiletries, and over-the-counter
medicines. The grocery store also includes separate counters for deli meats, prepared
foods, and baked goods, often made to order. To better accommodate its customers’
shopping needs, F decides to add a sushi bar where customers can order freshly
prepared sushi from the counter for take-home or to eat at the counter. To create the
sushi bar, F pays amounts to add a sushi counter and chairs, add additional wiring and
outlets to support the counter, and install additional pipes and a sink, to provide for the
safe handling of the food. F also pays amounts to replace flooring and wall coverings in
the sushi bar area with decorative coverings to reflect more appropriate décor. Assume
the sushi counter and chairs are section 1245 property, and F treats the amounts paid
for those units of property as costs of acquiring new units of property under §1.263(a)-2.
(ii) Under paragraphs (l)(2) and (e)(2)(ii) of this section, an amount is paid to
improve F’s building if it adapts the building structure or any of the building systems to a
new or different use. Under paragraph (l)(1) of this section, the amount paid to convert
a part of F’s retail grocery into a sushi bar area does not adapt F’s building structure,
plumbing system, or electrical system to a new or different use, because the sale of
sushi is consistent with F’s intended, ordinary use of the building structure and these
systems in its grocery sales business, which includes selling food to its customers at
various specialized counters. Accordingly, the amount paid by F to replace the wall and
floor finishes, add wiring, and add plumbing to create the sushi bar space does not
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improve the building unit of property under paragraph (l) of this section and is not
required to be capitalized under paragraph (d)(3) of this section.
Example 7. Not a new or different use; part of building. (i) G owns a hospital
with various departments dedicated to the provision of clinical medical care. To better
accommodate its patients’ needs, G decides to modify the emergency room space to
provide both emergency care and outpatient surgery. To modify the space, G pays
amounts to move interior walls, add additional wiring and outlets, replace floor tiles and
doors, and repaint the walls. To complete the outpatient surgery center, G also pays
amounts to install miscellaneous medical equipment necessary for the provision of
surgical services. Assume the medical equipment is section 1245 property, and G
treats the amounts paid for those units of property as costs of acquiring new units of
property under §1.263(a)-2.
(ii) Under paragraphs (l)(2) and (e)(2)(ii) of this section, an amount is paid to
improve G’s building if it adapts the building structure or any of the building systems to a
new or different use. Under paragraph (l)(1) of this section, the amount paid to convert
part of G’s emergency room into an outpatient surgery center does not adapt G’s
building structure or electrical system to a new or different use, because the provision of
outpatient surgery is consistent with G’s intended, ordinary use of the building structure
and these systems in its clinical medical care business. Accordingly, the amounts paid
by G to relocate interior walls, add additional wiring and outlets, replace floor tiles and
doors, and repaint the walls to create outpatient surgery space do not improve the
building under paragraph (l) of this section and are not required to be capitalized under
paragraph (d)(3) of this section.
(m) Optional regulatory accounting method--(1) In general. This paragraph (m)
provides an optional simplified method (the regulatory accounting method) for regulated
taxpayers to determine whether amounts paid to repair, maintain, or improve tangible
property are to be treated as deductible expenses or capital expenditures. A taxpayer
that uses the regulatory accounting method described in paragraph (m)(3) of this
section must use that method for property subject to regulatory accounting instead of
determining whether amounts paid to repair, maintain, or improve property are capital
expenditures or deductible expenses under the general principles of sections 162(a),
212, and 263(a). Thus, the capitalization rules in paragraph (d) (and the routine
maintenance safe harbor described in paragraph (i)) of this section do not apply to

