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DEPRECIATION 

Fixing Depreciation Errors By Making a Change in Method 
of Accounting
David M. Fogel

This article explains how taxpayers can correct depreciation errors on their tax returns, specifically when 
depreciation was not claimed for eligible properties over multiple years. Instead of filing amended returns—which is 
usually limited by a three-year statute of limitations for refunds—taxpayers can claim missed depreciation by filing 
Form 3115 (Application for Change in Accounting Method) with their current year’s return. This process treats the 
correction as a change in accounting method. 

In most instances a taxpayer must 
use a pattern of consistent treatment 
of a material item in order to establish a 
method of accounting.5 For this purpose, 
consistent treatment means treating the 
material item the same way in two or 
more consecutively filed tax returns.6

To claim depreciation that 
was missed on previous 

returns (“catch-up” 
depreciation), Form 3115 

must be filed with 
a timely-filed return.

Once a method of accounting has 
been adopted, a taxpayer must secure 
the consent of the Commissioner before 
using a new method of accounting.7 For 
many changes in methods of account-
ing, the IRS provides “automatic consent.” 
These changes are listed in the Form 3115 
instructions8 and in the annual IRS rev-
enue procedure that lists such changes.9 
Each type of change is represented by a 
Designated Change Number. 

An “automatic consent” change is not 
allowed if the taxpayer’s return is being 
audited, if the taxpayer has ceased 
operating the business (except for cer-
tain automatic consent changes that are 
specifically allowed for the year in which 
the taxpayer has ceased operating the 

business), or if the taxpayer made or 
requested a change for the same item 
during any of the five taxable years end-
ing with the year of change.10

To make an “automatic consent” 
change, the taxpayer files Form 3115 with 
the return. The IRS does not require the 
taxpayer to pay any user fee for such a 
change.11 There are also other changes 
in methods of accounting that are “non-
automatic consent” changes. For these 
changes, the taxpayer must also file 
Form 3115, but must request a private let-
ter ruling from the IRS and pay a user fee.12

DISTINCTION BETWEEN A CHANGE 
IN METHOD OF ACCOUNTING AND 
CORRECTION OF AN ERROR

A change in method of accounting 
is not the same as correction of an 
error. Sometimes, it is difficult to distin-
guish between a change in method of 
accounting and correction of an error. In 
regulations, the IRS has stated that the 
following adjustments are not treated as 
changes in method of accounting: 

	• A correction of mathematical or 
posting errors, or errors in the com-
putation of tax liability (such as 
errors in computation of the foreign 
tax credit, net operating loss, per-
centage depletion, or investment 
credit). 

	• An adjustment of any item of income 
or deduction which does not involve 
the proper time for the inclusion of 
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INTRODUCTION

A new client comes into the office to 
have her tax returns prepared. She has 
been preparing her own returns for the 
past 10 years, during which time she has 
never claimed any depreciation for her 
three residential rental properties. She is 
entitled to depreciation for the portions 
of her rentals allocable to the buildings. 

How is this fixed? Can she file 
amended returns for all 10 years to claim 
the missed depreciation deductions? 
Probably not, because there is a three-
year statute of limitations on claiming a 
refund.1

This article demonstrates that the 
missed depreciation for all 10 years 
can be claimed by filing Form  3115 
(Application for Change in Accounting 
Method) with the current return. 

CHANGE IN METHOD OF 
ACCOUNTING — IN GENERAL

The law requires taxable income to 
be computed under the method of 
accounting that the taxpayer regularly 
uses in his or her books.2 Regulations 
provide that the term “method of 
accounting” includes not only the 
overall method of accounting, but also 
the accounting treatment of any mate-
rial item, which includes “any item that 
involves the proper time for the inclusion 
of the item in income or the taking of a 
deduction.”3

To determine whether timing is 
involved, the question is usually whether 
the accounting practice permanently 
affects the taxpayer’s lifetime income or 
merely changes the taxable income for 
the particular year.4
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the item of income or the taking of 
a deduction (such as corrections of 
items that are deducted but which 
are in fact dividends, and items that 
are deducted as business expenses 
but which are personal expenses). 

	• An adjustment with respect to the 
addition to a reserve for bad debts 
or an adjustment in the useful life of 
a depreciable asset. 

	• A change in treatment resulting 
from a change in underlying facts.13

Where a taxpayer is required to report 
income a certain way under a statute 
and erroneously reports it in a differ-
ent way, changing this is a correction 
of an error, not a change in method of 
accounting.14

CHANGE IN DEPRECIATION AS 
A METHOD OF ACCOUNTING 
CHANGE

Regulations provide that a change in 
depreciation or amortization is gener-
ally a change in method of accounting.15 
According to these regulations, the 
following changes in depreciation are 
changes in method of accounting: 

	• A change that results from treatment 
of an asset from nondepreciable or 
nonamortizable to depreciable or 
amortizable, or vice versa. 

	• A change that results from the 
depreciation or amortization 
method or the period of recovery or 
convention. 

	• A change from not claiming to 
claiming the additional first-year 
depreciation deduction (or vice 
versa). 

	• A change in the percentage of 
bonus depreciation. 

	• A change in salvage value to zero. 

	• A change in accounting for depre-
ciable assets from a single to mul-
tiple asset account (or vice versa). 

	• A change to or from a recovery 
period that is specifically assigned 
by Code Section  168 (MACRS) or 
regulations or other published 
guidance.16

Also, a reallocation of basis from 
a depreciable asset to a nondepre-
ciable asset, or vice versa, is a change 
in method of accounting, such as to 
correct the building/land allocation of 
depreciable real estate.17

CHANGES IN DEPRECIATION THAT 
DO NOT CONSTITUTE A CHANGE IN 
METHOD OF ACCOUNTING

Not all changes in depreciation or 
amortization are changes in method of 
accounting. The following are changes 
in depreciation that are not changes in 
method of accounting: 

	• A change in the useful life of an 
asset depreciated under Code 
Section 167. 

	• A change in the use of the asset. 

	• The making or revocation of an elec-
tion, such as bonus depreciation 
(Code Section 168(k)) or expensing 
(Code Section 179). 

	• A change in the placed-in-service 
date. 

	• A change in underlying facts such 
as if the taxpayer changes the use 
of rental property from commercial 
(39-year recovery property) to resi-
dential (27.5-year recovery property). 

	• Where the taxpayer established a 
permissible method for depreciat-
ing property but forgot to deduct 

depreciation using that method on 
one or more returns (this is a cor-
rection of an error that can only 
be remedied by filing an amended 
return for the year that the deduc-
tions were missed).18

Also, if the depreciation error results 
from an incorrect calculation of the 
basis of replacement property received 
in a Code Section  1031 like-kind 
exchange that is not related to treating 
the property from depreciable to non-
depreciable or vice versa, this is not a 
change in method of accounting. This is 
a correction of an error that can only be 
remedied by filing an amended return.19

HOW TO MAKE A CHANGE IN 
DEPRECIATION AS A CHANGE IN 
METHOD OF ACCOUNTING

The rules. A taxpayer who uses an 
impermissible method of accounting for 
depreciation (for example, where depre-
ciable property was treated as nonde-
preciable) for two or more consecutive 
years must use Form  3115 to make the 
change. Amended returns may not be 
filed for the two years even if the statute 
of limitations for filing amended returns 
has not expired for those years.20

If the incorrect depreciation was 
claimed for only one year, then to make 
the change, the taxpayer has a choice of 
either filing an amended return for that 
one year or filing Form 3115 with the cur-
rent year’s timely-filed return.21

To claim depreciation that was missed 
on previous returns (“catch-up” depre-
ciation), Form  3115 must be filed with 
a timely-filed return. The Designated 
Change Number (“DCN”) is 7. DCN 7 is 
also used to make an adjustment if too 

Exhibit 1: Rental Properties – Missed Depreciation

Asset Description Date Acquired Cost Basis Method
Recovery 

Period
Annual Missed 
Depreciation

Total Missed 
Depreciation

Property #1 - Building 01/01/2015 $275,000 S/L 27.5 $10,000 $100,000

Property #1 - Land 01/01/2015 $125,000 - - - -

Property #2 - Building 01/01/2015 $137,500 S/L 27.5 $5,000 $50,000

Property #2 - Land 01/01/2015 $62,500 - - - -

Property #3 - Building 01/01/2015 $275,000 S/L 27.5 $10,000 $100,000

Property #3 - Land 01/01/2015 $275,000 - - - -

Totals $1,150,000 $25,000 $250,000
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much depreciation was claimed on prior 
years’ returns. 

If the taxpayer has disposed of the 
property, then for the year of disposition, 
the taxpayer may claim the “catch-up” 
depreciation by filing Form  3115 with 
either the original or an amended return 
for the year of disposition. The DCN is 
107. The five-year eligibility rule does not 
apply to DCN 107.22 DCN 107 may not be 
used to make an adjustment if too much 
depreciation was claimed on prior years’ 
returns. In such a case, the taxpayer 
must use DCN 7. 

“Catch-up” depreciation also includes 
changing from a permissible method of 
accounting for depreciation to another 
permissible method of accounting for 
depreciation. An example of this is addi-
tional depreciation that results from a 
cost segregation study where portions 
of the property are reclassified to per-
sonal property and land improvements 
that have shorter recovery periods 
under the Modified Accelerated Cost 
Recovery System (MACRS). In such a 
case, Form 3115 must be included with a 
timely-filed return. The DCN is 200. 

“Catch-up” depreciation results in a 
negative adjustment (a decrease in tax-
able income) under Code Section 481(a). 

Such a negative adjustment is taken into 
account in full in the year of change.23 The 
adjustment that results from deducting 
too much depreciation in previous years is 
a positive adjustment (an increase in tax-
able income) under Code Section 481(a). A 
positive adjustment is taken into account 
ratably over four years (the year of the 
change and the following three taxable 
years, 25% each year).24 For a positive 
adjustment, if the taxpayer ceases to be 
engaged in the trade or business, then the 
four-year period is accelerated and the 
remaining adjustment must be taken into 
account in the year of cessation. 

If the “catch-up” depreciation results 
in a negative Code Section  481(a) 
adjustment (additional deduction), and 
if the activity is a passive activity in the 
current year, then the negative adjust-
ment is subject to the passive loss 
limitations.25 If the change results in a 
positive Code Section 481(a) adjustment 
(additional income), and if the activity 
is a passive activity in the current year, 
then the positive adjustment is treated 
as passive income.26

Example. Let us take the situation 
described earlier regarding the new 
client. She has been preparing her 
own returns for the past 10 years, dur-
ing which time she has never claimed 

any depreciation for her three residen-
tial rental properties. In essence, she 
has treated her three residential rental 
properties as nondepreciable. Making a 
change to depreciate the building por-
tion of each rental property is a reallo-
cation of basis from nondepreciable to 
depreciable, which constitutes a change 
in method of accounting.27

Exhibit 1 shows the details for the three 
rental properties and the amount of 
missed depreciation for the past 10 years: 

To claim the missed depreciation on 
the 2025 return, the IRS says that the 
taxpayer must attach Form  3115 to the 
taxpayer’s timely-filed return and attach 
a statement that includes the following 
items: 

	• A detailed description of the pres-
ent and proposed depreciation. 

	• A description of the taxpayer’s busi-
ness or income-producing activities 
and the item(s) of property used in 
each activity. 

	• The facts and law supporting the 
proposed method of depreciation. 

	• The year in which the taxpayer 
placed in service the item of 
property. 

The statement must include addi-
tional details if the property is public 

Exhibit 2: Information for Form 3115

Form 3115, Schedule E Form 3115, Part IV

Line 4(a) Line 7(b) Line 7(d) Line 7(e) Line 7(f) Line 26

Property 
Description

Date 
Placed in 
Service

Treatment 
Under 

Proposed 
Method

Rev. Proc. 
87-56 
Asset 
Class

Depreciation 
Method As 

Filed

Depr. Method 
Under 

Proposed

Recovery 
Period As 

Filed (Years)

Recovery 
Period Under 

Proposed 
Method 
(Years)

Applicable 
Convention 

As Filed

Applicable 
Convention 

Under 
Proposed 
Method

Cost 
Basis

Accum. 
Deprec. 
Through 

12/31/2024 
As Filed

Accum. Deprec. 
Through 

12/31/2024 
Under 

Proposed 
Method

Positive 
(Negative) 
IRC §481(a) 
Adjustment

Adjustments to correct depreciation for assets previously classified as nondepreciable (DCN 7):

Sch. E - Property #1

Building 01/01/15 Capitalize 00.3 N/A S/L N/A 27.5 N/A MM 275,000 0 100,000 (100,000)

Land 01/01/15 Non-deprec. 125,000 0 0 0

Sch. E - Property #2

Building 01/01/15 Capitalize 00.3 N/A S/L N/A 27.5 N/A MM 137,500 0 50,000 (50,000)

Land 01/01/15 Non-deprec. 62,500 0 0 0

Sch. E - Property #3

Building 01/01/15 Capitalize 00.3 N/A S/L N/A 27.5 N/A MM 275,000 0 100,000 (100,000)

Land 01/01/15 Non-deprec. 275,000 0 0 0

Total Adjustment to Taxable Income 1,150,000 0 250,000 (250,000)
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utility property, if the property is used in 
a retail motor fuels outlet, or if the tax-
payer is changing the classification from 
Section  1250 property to Section  1245 
property.28

If the taxpayer is a “qualified small 
taxpayer” — a taxpayer whose average 
annual gross receipts for the three pre-
ceding taxable years is less than or equal 
to $10,000,000 — then there is a reduced 
filing requirement for Form  3115.29 The 
taxpayer needs to complete only the 
following information on Form 3115: 

	• The identification section of page 1 
above Part I. 

	• The signature section at the bottom 
of page 1. 

	• Part I. 

	• All lines of Part II except lines 13, 15b, 
16c, 17, and 19. 

	• All lines of Part IV except line 25. 

	• Schedule E. 

In the instant case, a spreadsheet 
such as the one shown as Exhibit 2 
might be attached to Form 3115 to sat-
isfy the answers to Part IV and Schedule 
E of Form 3115. 

No later than the date that the return is 
filed, a copy of the signed Form 3115 and 
attached statement(s) should be sent to 
the IRS National Office, at the address 
or fax number shown in the Form  3115 
instructions. 

In this example, the negative Code 
Section  481(a) adjustment is $250,000, 
which is an additional deduction 
reported on Schedule E of the 2025 
return. This could result in an overall 
rental loss of more than $25,000. If 

the taxpayer is subject to the $25,000 
annual loss limitation on rental losses,30 
then this adjustment will carry forward 
as a passive loss. 

CONCLUSION

A client who deducts the wrong amount 
of depreciation for a number of years can 
fix the error if it qualifies as a change in 
method of accounting. Most often, such 
errors in depreciation are due to reporting 
depreciable property as non-depreciable, 
or vice versa. Return preparers can fix the 
errors by learning how to make a change 
in method of accounting and how to 
complete Form 3115 for such errors. 
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