Part Vil.—Additional Itemized Deductions far
Individuals

Section 213.—Medical, Demtal, etc,,
Expenses

26 OFR 1213-1 Medical, dental, etc.,
Fpraees

cAfsr Sectom 7805 30 7805-1.)

Deduction of payments for future
medical care. Rev. Ruls. 75-302, 75
303, and 76-48] should not be inter-
preied to allow a cument deduction of
paymenats for fuure medical care (in-
ciuding medwal insurance) cxtending
substantially beyond the close of the
tavahle year in situations where the
tuture care is net purchased in connec-
ton with obtaining hfetime care uf the
iype described in those rulings. Rev.
Ruls. 75302, 75-303, and 76181
clarified.

Rev. Rul. 83-72

This tevenue muling clarifies Rev.
Rul. 75-302, 1975-2 C.B. 86. Rev.
Rul. 75-303, 1975-2 C.B, 87, and Rev.
Rul. 7¢ %1, 2762 C.B. 82 Those
revenue tulings should not be inter-
preted tv alfow a current deducnon of
payments For ¢ ocrore cnedical care (in-
cluding e e rance} extending
substantialls bey..  <he close of the
taxable ye.r in sivtions where the
future cate i+ . ¢ ~erohased in connec-
tion with obr - I tume care of the
type descnine .. hase rulings.

PROSPECTIVE APPLICATION

Pursuent to the awthonty contained
in secuon  7805(b} of the Internal
Revenue Code, this revenue ruling will
801 be applied te amounts paid before
Octaber 14. 1993, or to amounts paid
wn er after October 14. 1993, pursuant
W terms of a bindmg contract entered
Inte betore that date it such terms were
I effect on that date.

EFFECT ON OTHER REVENUE
RULINGS

4\11.:\-_ Ruls. 75-302, 75-303. and 76—
81 are ciarified.

hl .
SUTR 1200 ). Medwad, denal, cic,
TR ey

Tre Servipa

e wiil not Iwue advance rulings or
rMingnan o

etiers on whether umounts paid

for medical insurnce tgr other medical vare)
extending substantially beyond the close of the
bl yeos may be deducted wnder section 213
i the year of paymen:, if the conditions of
seclion 213447y are rol saisfied  See Rev.
Proc 93-43. page 544

Part [X,—ltems Nat Deductible

Section 262.—Personal, Living and
Family Expenses

2, CFR 1.262-1 Persomal, Nunyg and famify
tXPERSES.

What efteer Joes the |-year limitation on
wemporary travel, as added by section 938 of the
Energy Policy Act of 1992, Pub. L. No. 102-
486, have on the dedwctibility of away from
fome trave) oxpenses under section 1620ad 2 of
the Code? See Rev. Rul. 93-%6 page 71

Section 263A.—Capitalization and
inctusion in Inventory Costs of
Gertain Expenses

26 CFR 1 263a-t: Quiline of repafations
wnder secrion 2634,

7.0, 8482

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602

Capitalization and Inclusion in
Inventory of Certain Costs

AGENCY.
Treasury.

Internal Revenue Service,

ACTION: Final and temporary regu-
lations.

SUMMARY: This document contains
tinal regolatons under section 263A of
the Intemal Revenue Code of 1986 re-
lating to accounting for cosis incurred in
producing property and acquiring prop-
erty for resale. Section 203A was cn-
acted as part of the Tax Reform Act of
1986. Changes to the applicable Jaw
were made by the Omnibus Budget Rec-
onciliation Act of 1987, the Technical
and Miscellaneous Revenue Act of
1983, and the Omnibus Budget Recon-
ciliation Act aof 1989, This final reguia-
tion affects all taxpayers suhject to
section 203A,

DATES: Etfective date: January [, 1994,

Comments are tequested  from wx-
payers for a Y0-day period after the pub-
Hication of these final regulattons in the

Section 263A

Federal Register regarding the approach
for implementing method changes re-
guired under the final regulations.

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collections of information con-
tained m these tfinal regniations have
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork Reduc-
non Act (4 USC. 3504(hy) wnder
control number 1545-0987. The esti-
mated annual burden per respondent
varies from 0.5 hour to 2 hours, depend-
ing on individual circumstances, with
an estimated average of 1 hour. The
estimated annual burden per record-
keeper vanes from 8 hours o |0 hours,
depending on individual circumstances.
with an estimated average of 9 hours.

These estimales are approximations
of the average time expected {0 be
necessary for a collection of mforma-
tion. They are based on such mforma-
tion as is avalable ro the Intemal
Revenue Service, Individual respond-
ents/recordkeepers may require more or
less time. depending on their particular
cIrcumstances,

Comments concerning the accuracy
ot this burden estimale and suggestions
for reducing this burden should be
directed to the Internal Revenue Serv-
ive. Attn: IRS Reports Clearance Of-
ficer PC:FP, Washington, D.C. 20224,
and 10 the Office of Manugement and
Budget, Attention: Desk Otficer for the
Department of the Treasury, Office of
information und Regolatory  Affairs,
Washington, D.C. 20503,

Buackground

On March 30, 1987, the Internal
Revenue Service published in the Fed
eral Register a notice of proposed
rulemaking |LR-168-86, i987-1 C.B.
808] (52 FR 10118) by cross reference
to temporary regulations (T.D. 8131
[1987-1 C.B. 98]) published the same
day (52 FR 10052). Amendments to the
nuvlice of  proposed mlemaking and
temporary regulations were published
in the Federal Register on August 7.
1987. by notice of proposed rulemaking
[LB-37-87, 19872 C.B. 1034§ {52 FR
29391) by cross reference to temporary
regulations {T.DD. 8148 {1947-2 C.B.
7011 published the same day {52 FR
29375). A public hearing was held on

1993-2 C.B. 77



Sectioh 263A

December 7, 1937, After consideraton
of the public comments regarding the
proposed regulations. they are adopted
as revised by this Treasury decision.

Explanation of Statutery Provisions

Section 263A (the uniform capitaliza-
tion rules) was enacted as part of the
Tax Reform Act of 1986, Pub. L. 99—
514, 100 Stat. 2085, 19863 C.B. Vol. 1
{the 1088 Act). The statute was
amended as part of the Omnibus Budget
Reconciliation Act of 1987, Pub. L.
100203, 101 Stat. 1330, 1987-3 C.B.
Vol. | (the 1987 Act). the Technical and
Miscellaneous Revenue Act of 1983,
Pub. L, 100647, 102 Stat. 3342, 1988
3 CB. Vol I (the 1988 Act), and the
Omnibus Budget Reconciliation Act of
1989, Pub. L. 101-239, 103 Stat. 2106
ithe 1989 Act).

Prior to the enaciment of section
203A, the rules regarding the capitali-
zation of costs incurred in producing
property were deficient in two respects.
First, no uniform system regarding the
capitalization of costs incurred in pro-
ducing propenty existed. Rather, cosis
were capitalized under a variety of
Internal Revenue Code provisions de-
pending on the nature of the nnderlying
property and its inltended use. Second,
costs incurred tn producing, acquiring.
or carrying property were permitted, in
some instances, to be deducted cur-
rently, rather than accounted for in the
year when the property was used or
sold.

Section 263A was epacied 10 provide
a single, comprehensive set of rules to
govern the capitalization of the costs of
producing, acquiring, and holding prop-
erty, subject Io appropriale excepttons
where application of the mles might be
unduly burdensome. These rles are
designed to more accurately reflect
income and prevent unwarranted defer-
ral of taxes by properly martching
income with related expenses. These
rules are also intended 1o make the tax
system more neatral by eliminating the
differences in the former capitalization
roles that created distortions in the
allocation of economic resources and in
the manner in which certain economic
activity is organized. See 5. Rep. No.
313, 99th Cong., 2d Sess. 140 (1986).
1986-3 C.B. (Yol. 3), 140,

Section 263A generally requires the
capitalization of direct costs and indi-
rect costs properly allocable to real
propesty and tangible personal property

78 1993~2 C.B.

prodoced by a axpayer. Produced
property includes both property that is
sold to custorners (e.g., inventory) and
property that is used in a taxpayer's
uade or business (self-constructed as-
sets). Section 263A also requires the
capitalization of direct costs and indi-
rect costs properly allocable to yeal
property and personal property acquired
by a taxpayer for resale. Pecrsonal
property acquired for resale includes
bath tangible and intangible personal
property described in section 1221(!).
Section 263A(M)(2MB), however, ex-
cepts from the uniform capitalization
rules personal property acquired by a
taxpayer for resale if its average annual
gross receipts jor the preceding three
taxable years do not exceed
310,000,000 (small reseller).

Certain Administrative Guidance

The following notices regarding sec-
tion 263A have been published: Notice
8776, 1987-2 C.B. 384, Notice 88-23,
1988-1 C.B. 490; MNotice 88-24, 1983-
1 C.B. 491; Notice 88-62, 1988-1 C.B.
548; Notice B%-78, 1988-2 C.B. 394,
Motice 88-86, 1988-2 C.B. 40]; Natice
8892, 1988-2 C.B. 416; Notice 88-99,
1988-2 C.B. 422; Notice B88-103,
1988-2 C.B. 442, Notice 38-104,
1988-2 C.R. 443; Notice 38113,
1988-2 C.B. 448, Notice 89-59, 1989-
1 O R. 700; and Notice 8967, 1985-1
CB. 723. (See §601.600(d)(2NHii)b} of
this chapter.)

The final regulations incorporate and
supersede most of the guidance set
forth in the notices referred to abave.
Therefore, unless otherwise noted,
these notices are withdrawn for taxable
years to which this Treasury decision
applhies. However, certain notices or
portions thereof are not incorporated in
this Treasury decision atd continue to
remain in effect in whole or in part as
provided below.

The following notices continue to
remain  in effect in their entirety:
Notice 87-76 (gmidance for farmers):
Notice 88-23 (ordering rmules for
method changes); Notice 88-24 (spe-
cial election for farmers); Notice 38-62
(safe harbor for certain producers of
creative properties). Notice 88-99
(guidance regarding nterest capitaliza-
tion 1ssuesy, Notice 88-104 (application
of section 263A to foreign persons).
and Notice 89-39 (deadline for ac-
counting method change requests re-
garding practical capacity). In addition,

certain porttons of the follow
notices continee to remain in eff
section IV (A) of Notice 88-86 (gt
apce regarding deferred intercomp.
exchanges); section IV (B) of Noi
88-86 (permission to ¢lect &4 new b
year for LIFO taxpayers); section V
Natice 88-86 (guidance for prope
produced in a farming business); s
tion 11 (B) of Notice 89-67 {(guidar
for free-lance authors, artisis, a
photographers); section Il (C) of Not
£9-67 (guidance for farmers), secti
111 (E) of Notice BY-67 (application
section 263A to foreign persons).

The final regulations do not incorp
rate, in whole or in part, Notice 887
which provides guidance regarding a
counting method changes for taxpaye
that failed to timely comply with tl
uniform capitalization reles. Neverth
less, Notice #8-78 does nol remain i
effect. See the discussion of Accountin
Method Changes below.

Public Comments
Simplification in General

Comunentators made several sugges
tions for simplifying the rules provide:
in the temporary regulations ai¢
notices. As discussed in more detai
below, the final regulations implemen
many of these suggestions. For exam
ple, the final regulations perinit the use
of a ‘‘historic absorption ratio™
determine additional capitalizable costs
under section 263A. In addition, the
final regulations provide mles that
expand the availability of reasonable
allocation methods in determining cap-
nalizable costs, rules that except de
mimimis production activities of small
resellers from the capitalization re-
quirements of section 263A. and rules
uader which producers with de minimis
indirect costs that use the simplified
production method are deemed to have
no additional capitalizable costs under
section 2063A,

Based on specific suggestions of
commentators, the final regulations in-
clude a table of contents for all final
and temporary regulations issved wnder
section 263A. The regulations have
also been reorgamized to make them
casier to use. Instead of having one
long section with rules for producers
and resellers as the temporary regula-
tions did, the final regulations include
three sections organized so that rules
relating primarily to producers are




aane Lrom rules relating primarly to
| i~ In particular, the regulations
Jdv general rules affecting both
anere and resellers in §1.263A-1,

r-umanly affectirg prodocers r
- -2, and rules primarily affect-
-'-L‘“Crﬁ in §1.263A-3,

caems Applicable o All
ey and Resellers

u tationship 1o Other
aalization Provisions

I final regulations clarify that

. slatutory or regulatory excep-
xi limit the application of section

-\, costs may still be subject to
ntalization under other provisions of
e dnernal Reveaue Code and regule-
<~ For example, a ctaxpeyer mot
Dl (0 sectian 2634 mey nenethe-

. lw subject to the general capitlion-
1ok m:wiuiom of sactiow 263.

{'roperty Pravided Incident 10 the
Ceoviion of Services

Uommentators  questioned  whether
avpayers  that provide property 10
n~lomers incident to the provision of
.ivices are subject to section 263A.
i e rinal regulations gemerally incorpo-
«v the de minimis exception of Notice
» %6 for acquired property provided
1+ customers incident to the provision
-1 services. However, the regulations
cwpand  this  exception to cover all
pioperty,  whether  produced or  ac-
quired, provided incident to services.
~pecifically, the final regulations
pmovide that section 263A does not
ipply to any property provided 10 a
lient (or customer) incident to the
provision of services if the property
provided to the chient is (1} de minimis
in amount, and (2) not inventory in the
hands of the service provider.

. Economic Performance

Commentators requested clarification
on whether costs that have not met the
economic performance requirement of
section 461(h} must be capitabzed. The
final regulations incorporate seclion
461({h) and underlying regulations con-
tained in T.D. 8408 [1992-1 C.B. 155].
[57 FR 12411 (April 10, 1992)]. Ac-
cordingly, the final regulations provide
that the amount of any costs required
to be capitalized under section 263A
may not be included in inventory or
charged to capital accounts or basis by

an accrual method taxpayer any earlier
than the taxable year in which
economic performance occurs.

D. Direct Marerialt Cosry

The temporary regulations define
“‘direct material costs’ differently
from the definition of direct malenal
costs contained in §1.471-11{b){2)i).
Commentators questioned why these
definitions are different. To alleviate
any confusion, the definition of direct
material costs in the final regulations
has been conformed to the definition of
direct material costs provided in
§1.471-1 L{b)(2){1).

E. Indirect Costs Subject to

Capisshiom

Comstast with the Congressionsi
dircctive, e fimal megulatiens are
pattovmed afver the caremdod-period
long-term  coatract regulations of
§1.451-3. See S. Rep. No. 313, 9%th
Cong., 2d Sess. 141-42 (1986), 1986~3
C.B. (Vol. 3) 14132, Therefore, indi-
rect costs that were capitalized under
the extended-peniod long-term contract
regulations are generally included in
the list of indirect costs required to be
capitalized under section 263A.

A few commentators requested clar-
ification on the types of taxes required
to be capitalized under the temporary
regulations. Commentators suggested
that excise taxes and franchise taxes
(regardless of whether the tax is based
on income, capital, etc.} be excluded
from capitalization under section 263A.
The final regulations adopt this sugges-
tion only for franchise taxes that are
based on income. Excluding only taxes
based on income from the capitaliza-
tion requirements of section 263A is
consistent with the extended-period
long-term contract rtegulations. Se¢
$1.451-3(d)6)(iii)(H).

Commentators objected to the treat-
ment of depletion in the temporary
regulations as an indirect cost required
to be capitalized. [n response to these
concerns, and as indicated in Notice
88-86, the final regulations provide that
depletion is properly allocable only to
property that has been sold for pur-
poses of determining gain or loss on
the sale of the property.

Commenlators questioned the dis-
tinction in the temporary regulations
between engineering and design costs
that are subject to capitalization under

Section 263A

section 263A and research and expen-
mental costs that are not. The final
regulations clarify that engineering and
design costs include pre-production
costs, such as costs attributable 1w
research, experimental, engineering and
design activities, that do not qualify as
research and experimental expenditures
under section L74 and the regulations
thereunder.

One commentator suggested that bid-
ding expenses incurred with respect to
a coniract ro sef! standard stock items
should not he capitalized because these
expenses are essentially seliing  ex-
penses, which generally are not cap-
italized. In order to insure that tax-
payers are not required to capitalize
what are essentially selling expemses,
the reguiatioms provide that biddmg
expenses are oaly requued o be
capitalized with respect fo certain coo-
tracts 1o prodice property and to
acquire property for resale. These
contracts include both (1} any agree-
ment with respect to a specific unit of
property providing for the production
or sale of property to a customer f the
agreement is entered mto before the
taxpayer produces or acquires \he spe-
cific unit of property to be provided to
the customer under the agreement, and
(2} any agreement with a customer with
respect to fungible property to the
extent that, at the time the agreement is
entered into, the taxpayer has on hand
an nsufficient quantity of completed
fungible items of such property that
may be used to satisfy the agreement
(plus any other production or sales
agreemenis of the taxpayer).

F. Indirecr Casrs Not Subject to
Capitalizaion

The final regulations expand the list
of costs that are not subject to capitali-
zation by providing that section 179
costs and warranty and product liability
costs are not capitalized.

As in the temporary regulations, the
final regulations except from section
263A., depreciation, amoerhzation, and
cost recovery allowances on equipment
and facilities that have been pluced in
service but are temporarily idle. Cenain
aspects of this exception have been
clarified in the final regulations 1n
response to comiments. The temporarily
idle equipment and facilities exception
has not been expanded to inciude costs
other than depreciation. amortization,
and cost recovery allowances. The
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Service and the Treasury believe that
excluding other costs irom this excep-
tion, such as insurance, taxes, etc. is
consistent with Congressional intent that
the section 263A regulations be pat-
terned after the extended-penod long-
term contract regulations, See S. Rep.
No. 313, 99th Cong., 2d Sess. 141-42
(1986), 1986-3 C.B. (Vol. 3) 141-42.

In addition, for the reasons set forth
in the preamble accompanying TD.
8148 (52 FR 29375), the final regula-
tions continue 1o prohibit the use of any
practical capacity concept or method to
identify the fixed indirect costs subject
to capitalization.

G. Service Costs

Under the temporary regulations, the
total direct and indirect costs (service
costs) of administrative, service, or
support functions or departments (serv-
ice departments) that directly benefit a
pariicular production or resale activity
must be directly allocated to that
activity. la addition, service costs that
benefit production or resale activities as
well a5 ocher activities (mixed service
costs) mem be aliocmed o activities
based o & {actor that cossomably relnes
the incasving of e eervioe cosl to the
benefits received by the activisy. Com-
mentytors imdicased  that, notwithstand-
ing the above puidance m the temporary
regulations, service oosts are difficult o
sdemtidy amd thesofiape Jiffcult o allo-
&me o goopesty peaduoed er m
acgmmd v wesle. I

deductible service costs. In addition, to
eliminate confusion about mixed service
costs, the final regulations identify the
portion of mixed service costs that are
aliocable to production or resale ac-
tivities (capitalizable mixed service
costs) and the portion of mixed service
costs that are allocable to non-
production or non-resale activities (de-
ductible mixed service costs).

H. Cost Allocations

The temporsry regulations provide
gontinl eales soganding how dimect aed
indirect costs are allocated to or among
the various activities of a taxpayer.
Commentators stated that the temporary
regulations do not provide specific
guidance regarding how the allocation
of costs to activities relates (o determin-
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ing the amouni of section 263A costs
that must be capitalized. In response to
this concern. the final regulations ex-
plain that after section 263A costs are
allocated to a production or resale
activity, these costs are generally allo-
cated to the items of property produced
or propeity acquired for resale during
the taxable year and capitalized to the
items that remain on hand at the end of
the taxable year.

The temporary regulations permit tax-
payers 1o use a variety of methods for
allocating section 263A costs among
their activities and items of property
produced or acgoired for resale. For
example, the emporary regulations per-
mit the use of facts-and-circumnstances
allocation methods, suek as a specific
identification method, a burden rate
method, a standard cost method, and
generally any other reasonable allocation
method. Generally, the final regulations
continue to allow the use of these
methods and adopt, with slight modi-
fications, the criteria in the temporary
regolations and Notice 88-86 for deter-
mining a reasonable allocation method.
The final regelations also comtinue to
pEImnit taxpayers (o Use cemain sim-
plified methods in determining their
section 3263A costs. ({The simplified
methods are discussed m more detail
below.)

Under the temporary regulations,
mixsd sefvice cosls mmet be allocated
amcng 3 texpoyer’s prodection or weale
wrehvities as well s @ other actisibies.

{which in penersl 2ocaes mined sery-
ice costs to departments engaged in
production or resale activities) and a
step-allocation method (which in general
aliocates mixed service costs to all
departments benefitting from the mixed
service costs including other mixed
service depanments} are reasonable al-
location methods. The final regulations
tncorporate these provisions and provide
examples of a direct reallocation method
and a step-allocation method.

1. Section 263A and Valuations of
bveniory ar Market

Section 263A does not explicitly
address whether the uniform capitaliza-
tion rules affect market valuations of
inventory. However, the legislative his-
tory states, “‘[t]he uniform capitaliza-

tion rules are not intended to affect the
valvation of inventories on a basis
other than cost. Thus, the rules will not
affect the valvation of inventories at
market by a laxpayer using the lower
of cost or market method, or by a
dealer in securities or commodities
vsing the market method. However, the
rales will apply to inventories valued at
cost by a taxpayer using the lower of
cost or market method.” 2 H.R. Conf.
Rep. No. 841, 99th Cong., 2d Sess, II-
305 (1986), 1986-3 C.B. (Vol. 4) 305.

The final regulations interpret the
above language in accordance with the
overall Congressional intent nnderlying
section 263A. The final regulations
provide that section 263A applies to
inventories valued at cost, lower of
cost or market (L.CM), or market.
Section 263A does not apply. however,
in those cases where the market valua-
tion used by the taxpayer generally
equals the fair market value ar which
the toxpayer would sell its inventaries
to its customers less, if applicable, only
the direct cost of disposition. Thus,
section 263A, which spplies in deter-
mining the cost of property, must be
applied in dewrmining the market value
of any iavemtory for which market is
determined with reference to replace-
mem cost or spproduttion cost. The
Service and the Treasury belicve that
this approach esticfies the fundzments)
policy objective Congress sougit by
epacting soction 263A-—Tt 5, 1 waore
ﬁ“ﬂ.dum
dclrsd of 3o’ Sex §. Nep. No.
ms-a CB. (Val. 3) 140 ._j

The foflowing examvie demmonstras 3
the mismatching that would occur if
section 263A costs were not included §
in determining the market value of §
inventory. A reseller, X, values it§ 3
inventory using LCM in accordance
with the FIFO inventory method. X
purchases an item for $80 and incurs
$8 of indirect costs ateributable to the
item. The item, which remains on hand
at the end of X's taxable year, could
sold to a customer for $100 at y
end. If the item is included in endiy
inventory bsing X's cost, determined #
accordance with section 263A, the
wod e vilved ot 08, On the
hand, if the item is included in end
inventory using its market value {i
the current bid price of the item)<ai
section 263A is not applied in doll§
mining market at year end, the o
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Id only be valued at 380. Thus, the
of additional section 263A costs that
‘ongress intended to be matched

i the ultimate $100 of income
m the safe of the irem woald be
Veducted in a year prior to the year X
sells the item.

Producers
A. Ownerskip of Property Produced

Commentators questioned whether a
taxpayer that does not have formal or
legal title to the property it is produc-
ing is considered a producer for
purposes of section 263A. The final
pegulations generally provide that a
taxpayer thai does ot hold legal tidle
o the proputy & is peoducing. st
capitalize its production costs W the
texpayer is considured e owaw of the
prodaced pooperty far fodossl imcems
X PASDESRE.

The final regulalions incetperate two
statutory-based exceptions to this gen-
eral rule. First, section 460(c)(1)
provides that section 263A applies to a
home construction comtract unless that
vontract will be completed within two
years of the comtract commencement
dute and the taxpayer’s average annual
gross receipts for the three preceding
taxable years do not exceed
$10,000,000. Because section 460(e)(1}
provides that section 263A applies to
these home construction contracts (even
it the contractor does not own the
underlying property), the Service and
the Treasury believe that ownership is
not a prerequisite to capitalization
under section 263A with respect to
such contracts. Thus, the final regula-
tions adopt the position in Q & A 4 of
Notice 89-15. 1989—1 C.B. 634. (See
§601.601(d)(2)(iiXd) of this chapter.)

Second, seclion 263A(g)(2) provides
that, with respect to certain costs, a
taxpayer is treated as producing any
property that is produced for the
taxpayer under contract. Therefore. a
taxpayer that has property produced for
it under contract is subject to section
263A even though it does not own the
underlying property being produced.

Commentators suggested that con-
tract be defined for this purpose in a
manner that would minimize laxpayer
compliance burdens. They noted that a
bread interpretation of contract could
include routine purchase orders. which
would require taxpayers to allocate and
capitalize a portion of their general and

administrative expenses to items ac-
quired under routine business arrange-
ments. The Service and the Treasury
are shudying this issue further in
comnection with a project o fimalize
proposed regulations under section
263A(f) and intend to issue final
regulations defining contract under sec-
tion 263A(g)(2)} when those proposed
regulations are finalized. Therefore, the
final regulations reserve the paragraph
regarding the definition of a contract.
The Service is requesting comments
from taxpayers for a 60-day period
after the publication of these final
regulations in the Federal Register
regarding the definition of a contract
for these purposes.

B. Defimiviow of Tangibie Persomsi
Property

similar property.”
tionally, the Conference Report to
section 263A defines tangible personal
property, for purposes of section 263A,
as imcluding “‘films, sowad recordings,
video tapes, books, and other similarly
[sic] property embodying words, ideas,
concepts, images, or sounds, by the
creator thereof.’” 2 H.R. Conf. Rep.
No. 841 n.1, 99th Cong., 2d Sess. II-
308 (1986), 1986-3 C.B. (Vol. 4) 308
n.l.

The final regulations generally incor-
porate the definition of tangible per-
sonal property used in the Conference
Report. The final regulations clarify the
definition in the Conference Report by
providing further guidance as to what
constitutes other similar property for
purposes of the tangible personal prop-
erty definition. [n general, the final
regulations provide that other similar
properry is iatellectual or creative
property for which, as costs are in-
curred in producing the property, it is
intended (or is reasomably likely) that
any tangible medium in which the
property is embodied will be mass
distributed by the creator or any ane or
more thicd parties in a form that is not
substantially altered. However, the final
regulations provide an exception to this
generai rule. Any intellectual or cre-
ative property that is embodied in 2a
tangible medium that is mass dis-
tributed merely incident to the distribu-
tion of a principal product or good of
the creator is not other similar property
for these purposes.

Section 263A

Several commentators inquired
whether the enactment of section 263A
has affected the Service’s administra-
tive in Rev. Prac. 69-21.
1969-2 CB. 303, (sec 3601.60T(d-
(2)(ii)(#) of this chapter), that computer
software development costs so closely
resemble the kind of research and
experimental expenditures that fall
within the purview of section 174 as to
warrant accounting treatment similar to
that accorded such costs under section
174. The Service has no present in-
teation of changing its administrative
position contained in Rev, Proc. 69-21,
but continues to study its viability.
Thus. as long as Rev. Proc. 69-21
remains in effect, taxpayers are not

o capitalite (and way cwr-

erty under section 263A (e.g., films,
sosod recordings, video tapes, and
books). One commemator suggesied
that the final regulations delese the
reference (o licenses. However, the
final regulations retain the reference to
licenses because hcenses are commonly
used in the publishing, sound record-
ing, and film industries and are appro-
priately considered a cost of publishing
a book or producing a sound recording
or film. The final regulations also add
licensing and franchising fees (or amor-
tization thereof) to the examples of
indirect costs that are capitalized to the
extent properly allocable tc property
produced or acquired for resale.

C. Definition of Produce

Many commentators suggested that
produce be defined more precisely in
the final regulations and that the final
regulations include a complete list of
all types of production activities. Other
commentators requested that produce
be defined more narrowly in the final
regulations.

The final regulations do not adopt
these suggestions. The Service and the
Treasury believe that the determination
of whether a taxpayer is a producer is
generally a facts-and-circumstances de-
termination that must take into account
the nature of the taxpayer’s trade or
business activities. Further, the Service
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and the Treasury believe that many of
the commentators’ concerns regarding
the scope of produce have been allevi-
ated in the final regulations through the
adoption of varivus de minimis rules,
These rules include de minimis rules
for property provided to customers
incident to the provision of services. de
minimis rules for property produced
incident to resale activities, and rules
treating producers using the simplified
production method as having no addi-
tional section 263A costs if they iacur
de minimis indirect costs.

D. Pre-production Costs

Commentaters questioned whether
costs incurred prior to rthe commence-
ment of production (pre-production
costs) must be capitalized. Under the
calended-period Jeng-term contract reg-
ulations, pre-production costs (e.g., bid-
ding expenses) are capitalized. Accord-
ingly, the final regulations, which are
patterned afier the extended-period
long-term contract regulations, clarify
that pre-production costs must be cap-
ialized if it is reasonably likely that
they relate to production that will take
place in the future. For example, a
manmfactorer must cepitatize the costs
of storing and handling raw materials
before the raw materials are committed
to prowiuction. Further, a real estate
developer mmst capitalize taxes in-
cursed with respect o property if it is
reasonably likely the propenty will be
subsequently developad.

€. Posw-praduction Costs

must be capitalized. The lcgislative
history explains that section 263A was
intended to provide a uniform, com-
prehensive set of capitalization rules
goverming the cost of both producing
and reselling property. S. Rep. No. 313,
99th Cong., 2d Sess. 140 (1986), 1986
3 CB. (Vol. 3) 140. Because the
legislative history specifically states
that costs incumed by resellers incident
to purchasing property, such as storage
costs, must he capitalized, the final
regulations clarify that similar costs
incurred by producers (such as the cost
of suxmg fmished gosds) sl be
capitalized as well. However, as indi-
cated in Notice 88-86, the final regula-
tions provide that producers may de-
duct the cosis of an on-site storage
facility to the same extent as resellers.
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Reseller FProvisions

A. Resellers with Production
Activities

Commentators questioned whether
personal property acquired by a small
reseller becomes subject to the uniform
capitalization rules under section
263A(g)(2) because the property s
produced for the small reseiier under
contract (e.g., private label goods). In
response, the final regulations provide
that a small reseller is not required to
capitalize additional scction 263A costs
to personal property produced for it
under centract if the contract is entered
into with an unrelated person incident
to its resale activities and the property
is sold to its customers.

In addition, commentators questioned
whether a reseller otherwise subject to
section 2634 (e.g., a reseller with gross
receipts of greater than $10,000,000)
that acquires propeny for resale is
prohibited from using the simplified
resale method mercly because the
reseller is ¢onsidersd a producer with
respect to the property produced for it
under coptract. The final regulations
clarify that ssch a reseller is not
incligible 10 use the simplified resale
method merely becanse is personal
property acquired for resale is produced
under coptract with an unrelated third
PeTSOn.

The final regulations aiso gemexally
provide thet &4 small seseller it pot

acd o capitati sditional :
m CoNs Jamciued with Wy per-

m poaduacd imcidesst 3o iis
vesale activities T Yhe prefdoction ac-
tivities me de wmivwes. Feor wis pur-
pose, a reselier’s prodaction activities
are presumed de mimimis if: (1} the
gross receipts from the sale of property
produced by the reseller are less than
10 percent of the total gross receipts of
the trade or business; and (2) the labor
costs allocable to the production ac-
tivitics of the trade or business are Jess
than 10 percent of the total labor costs
of the trade or business. Further, the
final regulations generally provide that
resellers are not precluded from using
the simplified resale method solely by
reason of a de minimis amount of

pooducuon activity.
B. Costs Capitalized by Resellers

Commentators expressed concern
that the temporary regulations were not

clear on which indirect costs resellers
are required to capitalize. The final
regulations clarify that i addition to
purchasing, storage, and handling costs,
resellers must also capitalize other
indirect costs that are properly alloca-
ble to property acquired for resale.

C. Storage Costs

Under the temporary regulations,
resellers must capitalize their storage
costs attributable to their off-site stor-
age facilities but not their on-site
storage facilities. The i1emporary reg-
ulations provide that an on-site storage
facility is a facility which is physically
attached to, and an integral part of, a
retail sales facility where the taxpayer
sells merchandise stored at the faciluy
to retail customers physically present at
the facility. Commentators suggested
that the physically attached to and
integral part of standards be modified
10 provide a broader definition of aa
on-site storage facility.

The final regulations retain both the
physically attached to and integral part
of standards. The Service and the
Treasury beliewe that these standards
are mandated by the legislative history
of section 263A. This legislative his-
tory provides thm off-site storage costs
are the ‘‘costs of storing goods in a
facility aistinct from the facility
wherein the taxpayer comgucts retail
males of ... poods.”” §. Rep. No. 313
S9th Cong.. M Sess. 142 (1985), 1986~
3 CB. (Vol 3) 142. The final regula-
s cheify, howerrr, that 2 Al
swles facility mclades those portions of
any apesiic iyl site: which o
comomarily associsied with and are ar
imtcgeal part of the opoyations of that
retail site; which are generally oper
each business day exclusively to retai
customers; on or in which refaj
customers normally and routinely shof
to select specific items of merchandise
and which are adjacent to or 0t
immediate proximity to other porticon:
of the specific retail site.

Based on several comments received
the fipal regulations permit certain non
retzil customers to be treated as retai
customers for purposes of determinin
whether 2 facility is a rewail sale
facility. For this purpose, a non-retai
customeT It tremed s w veuwil ousme
if the following requirements are satis
fied: (he nun-retail customer purchase
goods at the facility under the sam
terms and conditions as are available v
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retail customers (e.g., no special dis-
counts); the non-retail customer pur-
chases goods in the same manner as a
retail customer (e.g., the non-retail
cusiomer may not place onders
gdvance and must come to the facilrty
to examine and select goods), retail
customers shop at the facility on a
routine basis (i.e. on most business
days) and no special days or hours are
reserved for non-retail customers; and
more than 50 percent of the gross sales
of the facility are made to retail
CUSIOMers.

The temporary regulations provide
that a dual-function storage facility is a
storage facility that serves as both an
un-site storage facility and an off-site
storage facility. They also provide that

am_whd;ﬁ.yn

regulations inchrde this alloca‘non ratio

and also provide that prior to its
computation a taxpayesr must make ap-
propriate adjustments for other uses of
¢ dual-function storage faciliry.

D. Handling Costs

Handling costs are defined in the
temporary regulations as the costs
attributable to handling, processing,
assembling, repackaging, and transpost-
ing property acquired for resale. For
purposes  of clarification, the final
regulations provide definitions of each
of the above terms associated with
handling costs so that taxpayers can
more easily distingnish handling ac-
tivities from other activities not subject
to section 2634,

In addition, commentators requested
clarification regarding the types of
handling costs that must be capitalized
under section 263A. In response, the
tinal regulations provide a bright-line
test for determining which handling
costs must be capitalized. Under this
test, handling costs incurred at a refail
sales facility with respect 1o property
sold to retail customers at the facility
are not required to be capitalized. Thus,
for example, handling costs incurred at
a retail sales facility to unload, unpack,
mark, and tag goods sold to retail
customers at the facility are not re-
quired to be capitalized. In addition,
handling costs incurred at a dual-

functior storage facility with respect to
property sold to customers from the
facility are not required to be cap-
italized to the extent that the costs are
mewrred with respect o preperty soid
in on-site sales. Handling costs attribu-
table to property sold to customers
from a dual-function storage facility in
on-site sales are determined generally
by comparing the gross on-site sales of
the facility to the total gross sales of
the facility.

E. Exception for Repackaging Costs

Under the temporary regulations, the
costs of repackaging goods in prepara-
tion for immediate delivery to particu-
lar customers are excepted from hand-
if the repuckaging occers afwr the
covmanE o esdeunl der govd: Com-
i soggeeied thee this m-

reguiations yeserve the pasagraph re-
garding the repackaging exception. Un-
der a separate Notice of Proposed
Rulemaking in *** [[A—64-91, page
621, this Builetin], it is proposed that
the repackaging cxcopsiow be elimi-
nated for the reasons discussed therein.
Howover, until the Notice of Proposed
Rulemaking is finalized, the paragraph
in the temporary regulations providing
the repackaging exception continues to
apply.

F. Exceptions for Distribution Costs
and Costs of Delivering Custom-
Ordered Items

Under the temporary regulations, dis-
tribution costs are a type of handling
costs that are not required to be
capitalized (distribution cost exception).
Distribution costs are defined in the
temporary regulations as the cost of
delivering goods directly to an unre-
lated customer.

Some commentators suggested that
the cast of delivering goods to a related
customer should be deductible just as
the cost of delivering goods to an
unrelated customer are deductible. An-
other commentator suggested that the
cost of delivering goods to a related
customer should be deductible unless
the related persons are members of a
consolidated group. As explained in the
accompanying Notice of Proposed
Rulemaking, these suggestions have not
been adopted.

Section 263A

The temporary regulations also ex-
clude from capitalization under section
263A the costs of delivenng certain
items from an off-site storage facility
o » rorait sales facifity where de seie
takes place, provided the items are
specificaily ordered by customers
(custom order exception). The final
regulations reserve the paragraph re-
garding the custormn order exception and
the distribution cost exception (includ-
ing a provision regarding costs incurred
transporting goods to a related person).
As provided therein, the separate
Notice of Proposed Rulemaking pro-
vides that these exceptions pertain only
to transportation costs that are incurred
generally outside a storage facility. For
this purpose, costs incurred on a load-
side a storage facility. However, aatil
the Notics of Piepesed M s
fmalized. the pasagraphs in the wmpo-
tiox coat cxception ad the custom
order cxception continue to apply.

Simplified Allacation Methods

The final regulations provide several
simplified allocation methods for al-
locating direct and ixbirect costs to
property produced and propesty ac-
quired for resale. In gewsrsl, these
simplified methods determine aggregate
amounts of additional section 263A
cosis allocable to ending inventory.
Additional section 263A costs are those
costs, other than interest, that were not
capitalized under the taxpayer’s method
of accounting immediately prior to the
effective date of section 263A, but that
are required to be capitalized under
section 263A. In addition, the final
regulations provide a simplified method
for allocating costs incurred in a
service department {i.e.. service costs)
to property produced and property
acquired for resale.

A. Simplified Production Method

The final regulations provide a sim-
plified production method for purposes
of determining the aggregate amount of
additicnal section 263A costs that must
be added to eligible property held by
producers at the ciose of the taxable
vear. Under this method, producers
determine additional section 2634 costs
by multipiying their section 471 costs
remaining on hand at year end by an
absorption ratio consisting of their
additional section 263A costs incurred
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during the taxable year over their
section 471 costs incurred during the
taxable year.

The temporasy rcgulations hmit the
availability of the sumplified production
method to 1wo types of property: stock
i trade of the taxpayer properly
inciudible ip inventory; and non-
inventory propenty held by the taxpaver
primarily for sale to cusfomers in the
ordinary course of the taxpayer's trade
gt business. The final regulations fol-
low Notice R8-86 and expand ihe
categories of produced property eligible
for the simplified production method io
include: self-construcied assers substan-
fially identical in nature to, and pro-
duced in the same manner as. inventory
property or other property held pri-
marily for sale to customers in the
ardinary course of the taxpayer’s frade
or business; and self-consiructed assets
produced by the taxpayer on a routine
and repetitive basis in the ordinary
commse of the taxpayer’s production
activities.

A number of commeniators requesied
that the simplified production method
in the temporary regulations be revised
to redvce the amount of section 263A
costs allocable to yaw matenals inven-
tories. These commemators suggesied
that allocations based on this method
mayv result in an excessive smount of
section 263A costs being allocated to
raw materials invemtories. They argue
that this result occurs becanse he
simplified on method decs aot
wikr o acosuml the fact ¥ fewer
* Tew mEmoniak acrmally deld only 2
short periad of time than are mowred
with reopact 10 other inems of Mrvergory
held longer. For example. a taxpayer
that buys additional raw materials on
the last day of the year would be
required to allocate sigmificantly more
addinional section 263A costs (such as
storage, handling, and camying costs)
1o those materials under the simplified
production reethod than it would under
a facts-and-circumstances allocation
methed.

The final regulations do not adopt
these recommendations. The Service
ared the Treasuey believe that the
simplified production method formula
wopedy scfloces the coils of W
materials that are purchased on the last
day of the year. First, the taxpayer will
have hkely incurred purchasing costs
and handling costs in obtaining these
materiais, which should be included in
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the inventoriable cost of these mate-
rials. Second, incorporating these sug-
gestions in the linsl regulations would
reduce the simplicity that the simplified
production methed is intended to pro-
vide. If the simplified production
method produces inappropriate results,
a taxpayer may réquest {o change its
method of accounting to a facts-and-
circumstances allocation method.

Commentators requested clarification
on determining section 471 costs. They
questioned whether a change in firan-
cial reporting practices with respect io
category i1 cosis (descrnibed mn the full
absorption regulations of §i.471-
13(c) 2 for years after tke effective
date of section 263A would automat-
ically changz the costs included
section 47} costs for purposes of the
simplified production method. The final
regulations clarify that in order for a
taxpayer to change its costs included in
section 47} costs, the taxpayer must
first change its methed of accounting
used in determining section 471 costs
for federal incotne {ax purposes. There-
fore. a change in the 1treatrnent of
section 471 costs for financial reporting
purposes does not automatically result
in a change in the treatment of section
471 costs for federal income lax
purposes.

Finally. commentators saggested that
the final regulations provide an excep-
fion for preducers similar to the gross
Teceipts excrption available to reseliers.
Althangh the final mpuimions do not
adopn this cagprstion, they do provide,
towever. 8 de minimis txcepiion for
peoducers electing the simplified pro-
¥ a peodecer using 1he simplified
production method has indirect costs of
$200,000 or less 1in a taxable year
(excluding certain indirect cosis specif-
ically not required to be capitalized).
the producer is dezmed to have no
additional section 263A costs in thar
vear.

B. Simplified Resale Methad

Prier to issnapce of the final regula-
tions, rvesellers were permitied 10
choose from three simplified allocation
methods to delermine the aggregate
aipount of additional section 263A
costs allecable 1o endime  nventory.
The final regulations provide oniy one
stmplified allocation method for re-
sellers, the simplified resale method.
which is the principal simplified alioca-

tion method being used by reseiless.
The simplified resale method is essen-
tially the same as the modified resale
method set forth in Notice §9-467. The
final regulations permnt reseilers fo
medify the formulas provided under the
simplified resale method to vyield al-
locaticns equivalent to the other two
simplified allocation methods nor spe-

cifically retatned in the final
regulations.
Generally, the simplified resale

method may not be elected oy ax-
povers with production activities. Row-
ever. the final reguiations permii cer-
lain axpavers engaged I1n hoth vesale
and production activities 1o eiect the
simplilied resale mothod in fwo situs-
tions. First, the final regulations gener-
ally permit a resciler with persopal
property produced under contrac! ic
elect the simphified resale ineihod.
Second, the final regutanons permit a
taxpayer with de minines production
activities o elect the simpjified resale
method. For this purpose. a reseller’s
production activities ara presumed de
minimis if: (1} the gross receipts from
the sale of property produced by the
reseller are less than 10 percent of the
wial gross receipts of the trade o
brsiness; and (2) the labor cosis ai-
locable 0 the produaction activities o
the trade or business are less then Iv
percant of the total labur costs of
irade or business. If the simplifies
resale method is elected, 1t must be
ored (o cgpitalize all cosis allocable
chgibic prepenty produced and propen:
acgeived for tesaie.

C. Simplificd Service Cost Method

The tcomporary regulations provide
simplified service cost method pr
ducers may use to allocate mix
seyvice onsfs among their various by
ness activities, Under this method. th
portion of a taxpayer's mixed servi:
costs required to be caphalized
detenmined by multiplying the
paver's total mixed service costs 1
cumed during the taxuble vear by
ratic of s tomxl production oo
(excivding mixed seivice costs
inferest) incurred during the taxd
year to its total costs incurred Juoe
the taxable year ({excluding r
service o0k, inlcvesl. aud waxes
sessed hased on income). Resellers o
use a similar simplified service
method provided they elect the
plified resale method. Commeir ..




ceented  that all resellers, not just

wiers using the simplified resale

thil. be permitted to use the sim-
inhed service cost method. In response
- thes concern, the fird ropuiations
poenfe one  simplified  service cost
~thiw) that may be used by all re-
lers and  prodecers, regardless of
~hether they elect another simplified
ca e,

In addition, commentalors suggested
ha the  allocation ratio under the
-mplitied service cost method in the
wmporary regulations results in the
or capitalization of mixed service
«-1v because the cost of raw materials

imcluded in both the numerator and
Jdenominator of the ratio. They also
ureested that producers be permitted
1o use @ lsbor-pesed allocation ratio
ks to the one in the mposay
- olations provided for resellers daat
‘et the simplified resale methed, As
mnounged iy Netice 35-56, e fiani
reruhiions pesmit producess 10 slest t»
wo cither a labor-based allocation ratio

«u the production cost allocation ratio
Jescribed above,

Commentators also reqaested that the
alegories of produced property eligible
tor the simplified service cost method
v expanded. Consistem with Natice
58 -86. the final regulations provide
that the simplified service cost method
i~ also available for: self-constructed
awsets substantially identical in nature
o, and produced in the same manner
s, inventory property or other property
held primarily for sale to customers in
ihe ordinary course of the taxpayer's
husiness; and  self-constructed assets
moduced by the taxpayer on a routine
and  repetitive basis in the ordinary
«ourse of the taxpayer's preduction
achivities.

In determining totai mixed service
costs under the simplified service cost
method, the temporary regulations re-
Juire that a taxpayer include the total
vasts of any department or function
performing mixed service activities,
I'or example, a reseller is not permitted
o segregate non-resale activities per-
formed 1 a mixed service department
from the department’s other costs.
Commentalors requested that this
restriction be removed in the final
regulations. The Service and the Treas-
ury, however, believe this restriction 1s
appropriate to prevenl disiortions in the
sllocation of mixed service casts to
production and resale activities.

Simplification for Both Producers and
Resellers

A. Historic Absorption Ratio Election

Commentators expressed concern
that computations under the simplified
production method and the simplified
resafe method are costly and time
consuming because a taxpayer must
determine its absorption ratic annualiy.
In response, the final regulations permit
producers and resellers to elect to use a
historic absorption ratio in conjunction
with the simplified production method
or the simplified resale method.

In general, if a taxpayer elects to use
a historic absorption ratio, the addi-
tional section 263A caosts allocable to a

Wwy. A wopuyer's hiseric sheorption
nho is generally based on the percent-
age of additional sectiem 263A costs
captialized by the taxpayer during a
three-year test period. Taxpayers are
required to test the accuracy of the
historic absorption ratio by computing
an actual absorption ratio once every
six years. If the test of the ratio
indicates a more than ome-half of one
percentage point difference (plus or
minus) from the taxpayer's actual
absorption ratio, the taxpayer must
redetermine its historic absorption ratio
using an updated test period.

For the following reasons, the his-
toric absorption ratio is only available
lo taxpayers that use one of the
simplified methods. First, it is difficult
for taxpayers that do not use a
simplified production methed or sim-
plified resale method to identify addi-
tional section 263A costs. Second, the
historic  absorption ratio results in
certain complexities for dollar-value
LIFO taxpayers that must allocate
additional section 263A costs to spe-
cific items of property.

Taxpayers will be permitted to elect
a historic absorption ratio in their first,
second, or third taxable year beginning
after December 31, 1993,

B. Taxpayers Not Electing Simplified
Methods

Taxpayers that do not use a sim-
plified method must capitalize their
costs under section 263A based on the
facts and circumstances of the particu-

Section 263A

lar taxpayer's operations, with the same
degree of specificity as required of
manufacturers capitalizing costs prior
to the enactment of section 263A.

C. Trade or Business Requiremenr

A nmmber of commentators sug-
gested thal taxpayers should be permit-
ted to apply the simplified methods to
more discrete business units than a
separate and distinct trade or business
(e.g.. a product line). The final regula-
tions have not adopted this suggestion,
Applying the simplified methods to
business units smaller than a trade or
business is not consistent with the
legislative history, which intended that
the simplified methods would be ap-
plied scpatately w each tade ar
of a raxpayer. See Z RR.
Conf Rep: Ne: ), 9 Cong-, 22
Sess. =306 (1996, 1986-3 C.B. (Ve
4) 308, Alsa, applyiag e sunplifiad
methods (0 Disiness enits smafler thay
a trade or businsss i3 contrary 1o the
goals of administrative cowvenience
and simplicity for both taxpayers and
the Service.

5

D. Add-on Percentage Method

Some commenextors suggested that
the final regelations permit
and resellers to capitalize additional
section 263A costs based on average
absorption percentages experienced
within various industries. The Service
generally believes that, for small tax-
payers for which the costs of com-
pliance with section 263A might out-
weigh the benefits to the government
of compliance, the use of industry-
specific safe harbor absorption percent-
ages would be a reasonable simplifying
assumption under the Secretary’s sec-
tion 263A(i) authority. The Service has,
however, encountered difficulty in col-
lecting the mnecessary industry-specific
data {e.g., by Standard Industry Code
grouping) to facilitate the development
of safe harbor absorption percentages.
Thus, the final regulations do not
permit the use of an add-on percentage
method as requested by commentators.

The regulations do provide, however,
a sipnificant simplification through the
availability of the historic ratio election
and the rule under which producers
with de mimimis indirect costs and
using the simplified production method
are deemed to have no additional
capitalizable costs under section 263A.
In addition, the Service is willing to
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work with interested taxpayers toward
the developmeni of industry-specific
safe barbor add-on percentages. In this
regard, the final regulations provide that
taxpayers may elect any additional
simplified meihods prescribed by the
Commissioner.

Accounting Method Changes

Taxpayers that have previously
adopted methods of accounting under
section 263A in accordance with guid-
ance pubiished in the temporary regula-
tions and Notices may be required to
change their methods of accounting
under section 263A to comply with
provisions in the final regulations. These
taxpayers may also desire to change
their methods of accounting to avail
themselves of certain simplified methods
and elections under the final regulations.

The Service intends to issue a reve-
nue procedure prescribing the proce-
dures. terms, and conditions for
effecting methed changes arising due to
the promuigation of these final regula-
tions. The revenue procedure will gener-
ally permit taxpayers to make expedited
method changes by attaching a Form
3115 1o their tax returns for the year of
change. It is anticipated that the revenue
procedure will require iaxpayers to
revalue their inventories as of the
effective date of the final regulations to
reflect differences between the methods

peior

evenie pocedure. The Sexrvice s 1e-
questing commems from taxpayers for a
90-day period after the publication of
these final regulations in the Federal
Register regarding the approach for
implementing method changes required
under the final regulations.

The Service generally does not intend
to permit taxpayers to change their
adopted allocation methods under the
forthcoming expedited change proce-
dures. It is anticipated that the proce-
dures will generally permit taxpayers to
change only those methods necessary to
bring them intc compliance with the
final regulations. The Service does plan,
however, 10 provide a Ystmg m the
revenee procedure of certain elective
methods that may be changed under the
expedited change procedures. For exam-
ple, the Service plans to permit a
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adopied a facts-and-
circumstances allocation method to
change to the simplified production
method if that method is now more
desirabie to the taxpayer by reason of
the historic absorption ratio election or
the de minimis indirect costs exception.
During the 90-day period after the
publication of these regulations in the
Federal Register, taxpayers are invited
to comment on elective method changes
that should be permitted under the
expedited consent procedures.

taxpayer that

Special Analysis

It has been determined that these
regulations are not major rules as
defined in Executive Order 1229].
Therefore, a Regulatory Impact Analysis
is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) and the Regulatory Flexibility
Act {5 U.S.C. chapter 6} do not apply to
these regulations, and, therefore, a Reg-
ulatory Flexibility Analysis is not
required.

I T T S

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts | and
602 are amended as follows:

PART 1—INCOME TAXES

Paagraph 1. The ssshesty citstion
for gart ] is ameniod by addimg aew
emties A aunuzical osfder 1o ead 3%
follows:

Anthority: 26 UUSSC. 7005 <=

Section 1.263A-1 also issued vnder
26 U.S.C. 263A. *** Secnon 1.263A-2
also issued under 26 U.S.C. 263A.
1.263A-3 also issued under
203A.
1.263A—4 also issued under
263A.
1.263A-5 also issued under
263A.

1.263A-6 also issued under
263A,

Section
26 US.C.

Section
26 US.C.

Section
26 US.C.

Section
26 US.C.

Seciion 1.263A-7 also issued under
26 US.C. 203A, ***

Section 1.471-4 also issued under 26
US.C. 263A.

Section 1.471-5 also issued under 26
U.5.C. 2634, #**%

Par. 2. Section 1.56{(g)-1 15 amended
by revising the first sentence of the

example in paragraph {(a){53){ii}B) to
read as follows:

§1.56(g)-1 Adjusted current earnings.

¥ % ok ok &k

(a) FTT]

(5) ok

(ij) ***

(B} Pursuant to section 263A and
§1.263A-1(e}3)(ii)(I), N must capital-
ize the depreciation allowed for the
year for the new manuofacturing equip-

ment in the ending inventory of golf
clubs. ***

¥ % % ¥ % ¥

Par. 3. Section 1.263(a)-1 is
amended by revising the fourth sen-
tence of paragraph {b) to read as foi-
lows:

§1.263(a)-1 Capital expenditures: in
general,

I T

(b) *¥* See section 263A and the
regulations thereunder for cost capitali-
zation tules that apply to amounts
referred to in paragraph (a) of this
section with respect (o the production
of real and tangible personal property
{as defined in §1.263A-2(a}2}), in-
cluding films, somnd recordings, video
tapes, books, or similar properties.

* & % ® & L

Par. 4. Section 1. 263A-0 is added 10
Texd 3 follows:

$1.2651-0 Onriine vf regwiosons
mgier secsion 203A.

This section lists the paragraphs in
§§1.263A-1. 1.263A-2, and 1.263A-3.

§1.263A-1 Uniform capitalization of
COs1S.

(a) Introduction.
{1) In general.
{2) Effective dates.
(3) General scope.
(i) Property to which sec-
tion 263A applies.
(ii) Property produced.
(iii) Property acquired for
weeale.
(iv) Inventories vaiued at
market.
(v} Property produced in a
farming business.



{vi} Creative property.
(vil) Property produced or
property acquired for
resale by foreign
_ persons.
» lixceptions.

11) Small resellers.

(2} Long-term contracts.

i3) Costs incurred in certain
farming businesses.

14) Costs incurred in raising,
harvesting, or growing
timber.

(%) Qualified creative expenses.

i) Certain not-for-profit
activities.

(7) Intangible drilling and de-
velopment costs,

t8) Natural gas acquired for
resale.

(i) Cushion gas.
(¥ Emergency g
{9y Reosearch aad expericnewtel

expendituses.
(10} Certain property that is sub

stantiaily constructed.

(1) Certain property provided in-

cident to services.
(i) In general.
(ii) Definition of services.
(iil} De mimimis property
provided incident to
services.
(12) De minimis rule for certain

producers with total indirect

costs of $200,000 or less.

(13) Exception for the origination

of loans.
1 General operation of section
263A.
(1) Allocations,
(2} Otherwise deductible.
(3) Capitalize.

(4} Recovery of capitalized costs.

ulr Definitions.
(1) Self-constructed assets.
(2} Section 47] costs,
(i) In general.
(i1) New taxpayers.
(iii) Method changes.
(3) Additional section 263A
costs,
(4) Section 263A costs.
vy Types of costs subject to
capitalization.
(1) In general
{2) Direct costs.
(1} Producers.
(A} Direct material
costs.
(B) Direct labor costs,
(1) Resellers.
{3} Indirect costs.
(1) In general.

(ii) Examples of indirect
costs required to be
capitalized.

(A) Indirect labor costs.

(B)y Officers’ _
compensation.

(C} Pension and other
related costs.

(D)} Employee benefit
expenses.

{E) Indirect material
costs,

(F) Purchasing costs.

{G) Handling costs.

(H} Storage costs.

{I} Cost recovery.

(1) Depletion.

(K} Rent.

(L} Taxes.

(M} lnsurance.

(N} Utitities.

(O Repxizs ot

maccteTrece

(P Engincering and.
design costs.

(Q) Spotlage.

{R) Teools and
equipment.

(S) Quality controf.

{Ty Bidding costs.

(U) Licensing and fran-
chise costs.

{V) Interest.

(W) Capitalizable serv-
ice cosis.

(iii) Indirect costs not
capitalized.

{A) Selling and dis-
tribution costs.

(B) Research and ex-
perimental
expenditures.

(C) Section 179 costs.

{}) Section 165 losses.

(E) Cost recovery al-
lowances on tem-
porarily idle
equipment and
facilities,

(}y In general.
{2) Examples.

(F) Taxes assessed on
the basis of
income.

(G) Strike expenses.

(Hy Warranty and prod-
uct liability costs.

(I) On-site storage
costs,

(1Y Unsuccessful bid-
ding expenses,

(K) Deductible servige
CDSES.

(4) Service costs,

()

{g)

Section 263A

(1) Introduction.

(A) Definition of serv-
ice costs.

(B) Definition of seev-
e depacispends.

(ii) WVarious service cost
categories.

{A) Capitalizable serv-
ice costs.

(B) Deductible service
COSIS.

(C) Mixed service
COSLS.

(iii) Examples of capitaliz-
able service costs.

{iv) Examples of deductible
Service Costs,

Cost allocation methods.

(1) Introduction,

(2} Specific weniification
method.

(3> Dunen wie and standacd
cost methods.,

(it Burder rate methed.
(AY In gewerad.

(B} Development of
burden rates.

(C) Operation of the
burden rate
method.

{ii) Standard cost method.
(A) In general.

(B} Treatment of
vartances.

{(4) Reasonable allecation
methods.

Allocating categories of costs.

(1) Direct materials.

{2) Direct labor.

(3} Indirect costs.

(4) Service costs.

(i} In general.

(i) De minimis rule.

(iii) Methods for allocating
mixed service costs.
{A} Direct reallocation

method.

(B) Step-allocation
method.

(C) Examples.

(iv) Illustrations of mixed
service cost allocations
using reasonable factors
or relationships.

{A) Security services.

{B} Legal services.

(C) Centralized payrotl
services.

{D) Centralized data
processing services.

(E} Engineering and
design services.

(Fy Safety engineering
services.
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(v) Accounting method
change.
(h) Simplified service cost method.
(1) Imtroduction.
(2) Eligible property.
(i) In general.
(A) Inventory property.
(B) Non-inveniory
property held for
sale.
(C) Certain self-
constructed assets.
(D) Self-constructed as-
sets produced on a
repetitive basis.
(ii) Election to exclude self-
constructed assets.
(3) General allocation formula.
(4) Labor-based allocation ratio.
(5) Preduction cost allocation
ratio.
(6) Definition of total mixed
service Ccosts.
(7) Cosis allocable to more than
one business.
(B) De minimis rale.
(9) Separate election.
(i) {Reserved]
(j) Special rules.
(1) Coses provided by a related

person.

() Ia gencral.

Optioss] capitalization of
period costs.

G) In gencral.
(ii) Period costs cligible for
copitalizalion.

b2

o)
@S

Teade of busincss
Tramsfors with 2 principal
puspose of 33% aenidance.
Reserved)

§1.263A-2 Rules relating to property
produced by the taxpayer.

(2) In general.
{1y Produce,
(i) In general
(i) Ownership.

(A) General rule.

(B) Property produced
for the taxpayer
under a contract.
(1) In general.
(2) Definition of

SODLEACE.
Reserved)
Home construction

contracts.
(2) Tangible personal property.
(i) General rule.

©
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Intellectual or creative

property.

(A) Intellectual or cre-

ative property that

is tangible personal
property.

(1) Books.

(2) Sound
recordings.
Intellectual or cre-
ative property that
is not tangible per-

sonal property.

(1) Evidences of
value.

(2) Property
provided inci-
dent to
services.

(3) Costs required to be cap-
italized by producers.
(i) In general.
{ii} Pre-production costs.
{iil) Post-preduction costs.
(4) Practical capacity concept.
(5) Taxpayers required to cap-
italize costs under this
section.

{b) Simplified production method.
(1) Introduction.

{2) Eligibie property.
() In general,

{A) Inventory property.

(B) Non-inventory
property held for
sale.

(C) Certain self-
constructed assets.

(11)

{B)

Lonswucsed .
3) Simplificd peaduction method
ratio election.
(i) General allocation
formula.
(ii) Definitions.
(A) Absorption ratio.

(1) Additional sec-
tion 263A costs
incurred during
the taxable
year.

(2) Section 471
costs incurred
during the tax-
able year.

(B) Section 471 costs

Teymeving on dead

at year end.

(iii) LIFO taxpayers electing
the simplified produc-
tion method.

(A) In general

(B) LIFO increment.

(C) LIFO decrement.

De minimis rule for

producers with total in-

direct costs of $200,000
or less.

(A) In general.

(B) Related party and
aggregation rules.
(v) Examples.

(4) Simplified production method
with historic absorption ratio
election.

(i) In general.
(ii) Operating rules and
definitions.
(A) Historic absorption
ratio.
(B) Test period.

(1) In general.

{2) Updated test
period.

(C) Qualifying period.

(1) In general.

(2) Extension of
qualifying
period.

(iii) Method of accounting.
(A) Adoption and use.
(8) Revocation of

(iv)

(v) Traesition rules
(vi) Example.
© Additensl simplified hads f0r
pradaoas.

(a) Capitalization rules for property
acquired for resale.
(1) In general.
(2) Resellers with production
activities.
(i) In general.
(ii) Exception for small
resellers.
(iii) De minimis production
activities.
(A) In geuneral.
(B) Example.
G) Resclices with popety po
duced under a contract.
(4) Use of the simplified resale
method.
i) In general.




(i1) Resellers with de min-
imis production
activities.

(ili) Resellers with property
produced under a
contract.

{iv) Application of sim-
plified resale method.

I Gross receipts exception for small
resellers.
{l) In general.

(1) Test period for new
faxpayers.

(ii}) Treatment of short tax-
able year.

(2) Definition of gross receipts.

(i) In general.

(ii) Amounts excluded.

(3] Aggregation of gross

receipts.

(i} In general

(it Simgle cployer
defined.

(iity Grose recepes of 2 sim-
gle :
{iv) Examples.
1 Purchasimg, handling, and storage
COSts,
(1} In general.
(2} Costs attributable to purchas-
ing, handling, and storage.
(3} Purchasing costs.
(i} In general
{(ii) Determination of
whether personnel are
engaged in purchasing
activities.

{A) Y-% rule for al-
locating labor
costs.

(B) Example.

{4} Handling costs.
(i) In general.
(i) Processing costs.
(iii) Assembling costs.
{iv) Repackaging costs.

(v} Transportation costs.
(vi} Costs not considered
handling costs.

(A} Distribution costs.
[Reserved)

{B) Delivery of
custom-ordered
items. [Reserved]

{C) Repackaging after
sale occurs.
{Reserved]

(5) Storage costs.
{i) In general
(ii) Definitions.

(A} On-site storage
facility.

(B} Retaii sales facility.

(C) An integral pari of
a retail sales
facility.

(D) On-site sales.

(F) Reeail cossosser.
(f) In general.

(2) Certain non-
retail customers
treated as retail
customers.

(Fy Off-site storage

facility.

Dual-function stor-

age facility.

Treatment of storage

costs incurred at a

dual-function storage

facility.

(A) In general.

(8) Dual-function stor-
fron talw.
¢ In geweral.

(2) Monwation of
ratic allocation.

(3> Appeopsiate ad-
jostments for
other uses of a
dual-function
storage facility.

(C) De minimis 90-10
tule for dual-
function storage
facilities.

Costs not attributable to

an off-site storage

facility.
{v} Examples.

{d) Simpiified resale method.

(1) Introduction.

{2} Eligible property.

(3) Simplified resale method
without histaric absorption
ratio election.

(i} General allocation
formula.
(A) In general.

(G

(iii)

(1v}

(By Effect of allocation.

{C) Definitions.

(/) Combined ab-
sorption ratio.

(2) Section 471

costs remaining
on hand at
year end.

Storage and hand-

ling costs absorp-

tion ratio.
(E) Purchasing costs
absorption ratio.
(F) Allocable mixed
service costs.

(i) LIFO taxpayers electing
simplified resale
method.

{A) In general.

()
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(B} LIFO increment,
(C) LIFO decrement.
(iii) Permissible variations of
the simplified resale
racthod.
(iv} Examples.

{4) Simplified resale method
with historic absorption ratio
election.,

(1) In general
{ii} Operating rules and
definitions.
(A) Historic absorptton
ratio.
(B) Test period.
(1) In general.
{2) Updated test
period.
(€) Qualifying period.
({} In general.
{2y Extension of
quakifying

peried.
(iiiy Method of acoounting.
(A) Adoption and ose.
{B} Revocation of
election.
(iv} Reporting and record-
keeping requirements.
{A) Reporting.
(B) Recordkeeping.
{v) Transition rules
{vi) Example.
(5) Additional simplified
methods for resellers.
(e} Cross reference.

Par. 5. Section 1.263A—1 is added to
read as follows:

§1.263A-1 Uniform capitalization of
costs,

(a) Imtroduction—(1) In general.
The regulations under §§1.263A~1
through 1.263A~6 provide guidance to
taxpayers that are required to capitalize
certain costs under section 263A. These
regulations generaily apply to all costs
required to be capitalized under section
263A exceput for interest that must be
capitalized under section 263A(f) and
the regulations thereunder. Statutory or
regulatory exceptions may provide that
section 263A does not apply to certain
activities or costs; however, those
activities or costs may nevertheless be
subject to capitalization requirements
under other provisions of the Intemal
Revenue Code and regulations.

(2) Effective dates. (i) In general,
this section and §§1.263A-2 and
1.263A-3 apply to cosis incurred in
taxable years beginning after December

1993-2 C.B. 89
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31, 1993. In the case of property that is
inventory in the hands of the taxpayer,
however, these sections are effective
for taxable years beginning after De-
cember 31, 1993, Changes in methods
of accounting necessary as a result of
the rules in this section and §§1.263A—
2 and 1.263A-3 must be made under
terms and conditions prescribed by the
Commissioner. Under these terms and
conditions, the principles of §1.263A-
1T(e) generally must be applied in
revaluing inventory property,

(ii) For taxable years beginning be-
fore Januwary 1, 1994, taxpavers must
take reasonable positions on their fed-
eral income tax returns when applying
section 263A. For purposes of this
paragraph (a)(2)(iii), a reasonable posi-
tion is a position consistent with the
temporary regulations, revenue rulings,
revenue procedures, notices, and an-
nouncements conceming section 263A
applicable in taxable years beginning
before January 1, 1994, See §601.601-
(d)2)(ii)(b) of this chapter.

(3) General scope—I(i) Property to
which section 263A applies. Taxpayers
subject to section 263A must capitalize
all direct costs and certain indirect
costs puaperly allocable so—

(A) Real property and tangible per-
sonal property peadwoed by the tax-
payer; and

(B) Real property and personal prop-
erty described in section 1221(1),
which is acquired by the taxpayer for
resale.

(described m paragraphs (e}2)(i) and
(3) of this section), regardless of
whether the property is sold or used in
the taxpayer’s trade or business. Sece
§1.263A-2 for rules relating to
producers.

(iii) Property acquired for resale.
Retailers, wholesalers, and other tax-
payers that acquire preperty described
mm section 1221(1) for resale (resellers)
must capitalize the direct costs of
acquiring the property and the prop-
erty’s properly allocable share of indi-
rect costs (described in paragraphs
E)2)ii) and (3) of this section). See
$1263A-2 for Toles ng 1 Te-
sellers. See also section 263A(b}2)KB),
which excepts from section 263A per-
sonal property acquired for resale by a
small reseller.

90 1993-2 C.B,

{iv) Inventories valued at market
Section 263A does not apply to inven-
tories valved at market under either the
market method or the lower of cost or
market method if the market valuation
used by the taxpayer generally equals
the property’s fair market value. For
purposes of this paragraph (a)(3Xiv),
the term fair market value means the
price at which the taxpayer sells its
inventory to its customers (e.g., as in
the market value definition provided in
§1.471-4(by) less, if applicable, the
direct cost of disposing of the inven-
tory. However, section 263A does
apply in determining the market value
of any inventory for which market is
determined with reference to replace-
ment cost or reproduction cost. See
§81.471—4 and 1.471-5.

{v) Property produced in a farming
business. Section 263A generally re-
quires taxpayers engaged in a farming
business to capitalize certain costs. See
section 263A(d) and §1.263A-1T{(c) for
rules relating to taxpayers engaged in a
farming business.

(vi} Creative property. Section 263A
generally requires taxpayers engaged in
the productioms and resale of creative
property to capitalize certain costs.

(vii) Property produced or property
acquired for reswle by foreign persons.
Section 263A generally applies to
foreign persons.

(b) Exceptions—(1) Small resellers.
See section 263AMDINB) for the
SIMNNO00 Eoss TECEPE  TIOEPLCR
for soxall someliers wf pesnsmal yeaperty.
See ilmﬁ-ﬂbj for vules selting w
ahis Soc alse the exceplion
for small sesellers with de minimis

: activities ™ §1.263A~
3{a)(2)(i1) and the exception for small
resellers that have property produced
under contract in §1.263A-3(a}3).

(2) Long-term contracts. Except for
certain home construction contracts
described in section 460(e}1}, section
263A does not apply to any property
produced by the taxpayer pursuant to a
long-term contract as defined in section
460(f), regardless of whether the tax-
payer uses an inventory method to
account for such production.

(3) Costs incurred in certain farming
businesses. See section 263A(d) for an
exception for cotks prid or Mmeerred n
certain farming businesses. See
§1.263A~-1T(c) for specific rules relat-
ing to taxpayers engaged in a farming
business.

(4) Costs incurred in raising, har-
vesting, or growing timber. See section
263A(c)5) for an exception for costs
paid or incurred in raising, harvesting,
or growing timber and certain orna-
mental trees. See §1.263A-1T(c), how-
ever, for rules relating to taxpayers that
produce certain trees to which section
263A applies.

(5) Qualified creative expenses. See
section 263A(h) for an exception for
qualified creative expenses paid or
incurred by certain free-lance authors,
photographers, and artists.

(6} Certain not-for-profit activities.
See section 263A(c)(1) for an excep-
tion for property produced by a tax-
payer for use by the taxpayer other
than in a trade or business or an
activity conducted for profit. This
exception does not apply, however, to
property produced by an exempt orga-
nization in connection with its unre-
lated trade or business activities.

(7) Intangible drilling and develop-
ment costs. See section 263A(c)3) for
an exception for intangible drilling and

costs. Additionally, sec-
tion 263A does not apply to any
amonnt allowsble as & deduction under
section 59(e) with respect to qualified
expenditures under sections 263(c),
616(a), or 617(a).

(8) Natural gas acquired for resale.
Under this paragraph (bX8), section
263A does not apply le any cnsls

(i) Cushion guz Owshion gus is the
portion of gas steaed in an undergyomnd
worege fecilty or resorvoir fhat is
required to maintain the level of pres-
sure necessary for operation of the
facility. However, section 263A applies
to costs incurred by a taxpayer relating
to natural gas acquired for resale to the
extent such costs are properly allocable
to emergency gas.

(ii) Emergency gas. Emergency gas
is natural gas stored in an underground
storage facility or reservoir for use
dunng periods of unusually heavy
customer demand.

(9) Research and experimental ex-
penditures. See section 263A(c)(2) for
m exception for amy Teseach W
experimental expenditure allowable as
a deduction under section 174 or the
regulations thereunder. Additionally,
section 263A does not apply to any
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' amount allowable as a deduction under

wction 59(e) with respect to qualified
expenditures under section 174,

(10) Certain propecty that is sub-

: stantially constructed. Section 263A

dues not apply to any property pro-
duced by a taxpayer for use in its trade
or business if substantial construction
oceurred before March 1, 1986, See
§1.263A-1T(a}(6)(v) for a definition of
substantial construction.

{11} Certain property provided inci-
dent to services—(i) In general. Under
this paragraph (b)(11}, section 263A
des not apply to property that is
provided to a client (or customer)
cident to the provision of services by
the taxpayer if the property provided to
the cliewt is—

(A) D mimwis ir amoent; and

(6) Net veulixy iz dix Mamix of
the sersign poaoxider.

() Dofinichmn of services. Feu pus-
poses of this paragraph G)(L1). swe-
wes is defined with mfesmicor ik
ordinary aad accepted meaning under
federal imcome tax principles. In deter-
mining whether a taxpayer is a bona-
lide sesvice provider wnder this para-
graph (b)(11), the meture of the tax-
payer’s trade or busimess and the facts
and circumstances sursowding the tax-
payer's trade or buesinges activities mmest
be considered. Examples of tawers
qualifying as setvice peoviders mmder
this paragraph include taxpayers per-
forming services in the fields of health,
law, engineering, architecture, account-
ing, actuarial science, performing arts,
or consulting,

(iii) De minimis property provided
incident to services. In determining
whether property provided to a client
by a service provider is de minimis in
amount, all facts and circumstances,
such as the nature of the taxpayer’s
irade or business and the volume of its
service activities in the trade or busi-
ness, must be considered. A significant
factor in making this determination is
the relationship between the acquisition
or direct materials costs of the property
that is provided to clients and the price
that the taxpayer charges its clients for
its services and the property. For
purposes of this paragraph (b)(11), if
the acquisition or direct materials cost
of the property provided to a client
incident to the services is less than or
equal to five percent of the price
charged to the client for the services
and property, the property is de min-
imis. If the acquisition or direct mate-

rials cost of the property exceeds five
percent of the price charged for the
services and property, the property may
be de minimis if additional facts and
circumstameces so mdicate.

(12) De minimis rule for certain
producers with rotal indirect costs of
£200,000 or less. See §1.263A-2(b)-
(3)(iv) for a de minimis rule that treats
producers with tota! indirect costs of
$200,000 or less as having no addi-
tional section 263A costs (as defined in
paragraph (d)(3)} of this section) for
purposes of the simplified production
method.

(13) Exception for the origination of
lpans. For purposes of section
263A(b)2KA), the origination of loans
is not considered the acquisition of
mamgible for resale  (Bas
section 26FA(LXZKA) does ioclude the
swmisition by » wmpayes of pro-
existiog losws Foom other pensoss for
sl

(€) Gongoal operstion of sectiom
2034—(T) AResations. Undier section
263A, taxpayers must capitalize their
direct costs and a properly allocable
share of their indirect costs to property
produced or propesty acquired for
resale. In order te determine these
capitalizable costs, taxpayers must allo-
cite or appottion <Asts Lo various
activities, including peoduction or re-
sale activities. After section 263A costs
are affocated to the appeopriate produc-
tion or resale activities, these costs are
generally allocated to the items of
property produced or property acguired
for resale during the taxable year and
capitalized to the items that remain on
hand at the end of the taxable year. See
however, the simplified production
method and the simplified resale
method in §§1.263A-2(b) and 1.263A-
3(d).

(2) Otherwise deductible. (1) Any
cost which (but for section 263A and
the regulations thereunder) may not be
taken into account in computing tax-
able income for any taxable year is not
treated as a cost properly allocable to
property produced or acquired for
resale under section 263A and the
regulations thereunder. Thus, for exam-
ple, if a business meal deduction is
limited by section 274(n) to 8C percent
of the cost of the meal, the amount
properly allocable to property produced
or acquired for resale under section
263A is also limited to 80 percent of
the cost of the meal

(i) The amount of any cost required
to be capitalized under section 2634
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may not be included in inventory or
charged to capital accounts or basis any
earlier than the taxable year during
which the amount is incurred within
the meanimg of §1.£88-1(c)M)iii).

(3) Capitalize. Capitalize means, in
the case of property that is inventory in
the hands of a taxpayer, to include in
inventory costs and, in the case of
other property, to charge to a capital
account or basis.

(4) Recovery of capitalized costs.
Costs that are capitalized under section
263A are recovered through deprecia-
tion, amortization, cost of goods sold,
or by an adjustment to basis at the time
the property is used, sold, piaced in
service, or otherwise disposed of by the
taxpayer. Cost recovery is determined

sets produced by a taxpayer for use by
the taxpayer in its trade or business.

Self-constructed assets are subject to
section 203A.

(2} Section 471 costs—{i} Im gen-
eral. Excopt as otherwise provided in
paragraphs {(d)(2)ii) and (i} of this
section, for parposes of the regoistions
under section 263A, a taxpayer’s sec-
tion 471 costs are the costs, other than
interest, capitalized under its methed of
accounting immediately prior to the
effective date of section 263A. Thus,
although section 471 applies only to
inventories, section 471 costs include
any non-inventory costs, other than
interest, capitalized or included in
acquisition or production costs under
the taxpayer’'s method of accounting
immediately prior to the effective date
of section 263A.

(ii) New taxpayers. In the case of a
new taxpayer, section 471 costs are
those acquisition or production costs,
other than interest, that would have
been required to be capitalized by the
taxpayer if the taxpayer had been in
existence immediately prior to the
effective date of section 263A.

(iil} Method changes. If a taxpayer
included a cost described in §1.471-
11{c)(2)(ii) in its inventoriable costs
immediately prior to the effective date
of section 263A, that cost is included
in the taxpayer’s section 471 costs
under paragraph (d}2)i) of this sec-
tion. Except as provided in the follow-
ing sentence, a change in the financial
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reporting practices of a taxpayer for
costs described in §1.471-11(cH2)(iii}
subsequent to the effective date of
section 263A does not affect the classi-
fication of these cosis as section 471
costs. A taxpayer may change its
established methods of accounting used
in determining section 471 costs only
with the consent of the Commissioner
as required under section 446(e) and
the regulations thereunder,

{3) Additional section 263A costs.
Additional section 263A costs are
defined as the costs, other than interest,
that were not capitalized under the
taxpayer’s method of accounting imme-
diately prior to the effective date of
section 263A (adjusted as appropriate
for any changes in methods of account-
ing for section 471 costs under para-
graph (d){(2)(iii) of this section), but
that are required to be capitalized under
section 263A. For new taxpayers, addi-
tional section 263A costs are defined as
the costs, other than interest, that the
taxpayer must capitalize under section
263A, but which the taxpayer would
not have been required to capitalize if
the taxpayer hmd been in existence
prior 10 the effective dme of section
263A.

(@) Section 203A costs. Section
263A costs are defined as the costs that
a taxpayer must capitalize under sec-
tion 263A. Thus, section 263A costs
are the sum of a taxpayer’s section 471
costs, its additional section 23A cosis,
263M1).

) Twwes of costs subject 1o
wapisalizetion—(1) In geweval Tmx-
pavers subject to section 263A memt
capialize 21 ditect coms amd certaim
indirect costs properly allocable to
property produced or property acquired
for resale. This paragraph (e) describes
the types of costs subject to section
263A.

(2) Direct costs—{i} Producers. Pro-
ducers must capitalize direct material
costs and direct labor costs,

(A) Direct marerial costs include the
costs of those materials that become an
integral part of specific property pro-
duced and those materials that are
consumed in the ordinary course of
prodiction and that can be identified or
ascocimed with patioulsr onis o
groups of units of property produced.

(B) Direct labor costs include the
costs of labor that can be identified or
associated with particular units or
groups of units of specific property
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produced. For this purpose, labor en-
compasses full-time and part-time
employees, as well as contract
employees and independent contractors.
Direct labor costs include all elements
of compensation other than employee
benefit costs described in paragraph
(eX3)i)(D) of this section. Elements
of direct labor costs include basic
compensation, overtime pay, vacation
pay, holiday pay, sick leave pay (other
than payments pursuant to a wage con-
tinuation plan under section 105(d) as
it existed prior to its repeal in 1983},
shift differential, payroll taxes, and
payments 1o a supplemental unempioy-
ment benefit plan.

(ii) Resellers. Resellers must capital-
ize the acquisition costs of property
acquired for resale. In the case of
inventory, the acquisition cost is the
cost described in §1.471-3(b).

(3) Indirect costs—(i) In general
Indirect costs are defined as all costs
other than direct material costs and
direct labor costs (in the case of
property produced) or acquisition costs
(in the case of property acquired for
resaie). Taxpavers subject io section
263A muost capitelize all indirect costs
properly aliocable to property produced
or property acquired for resate. Indirect
costs are properly allocable to property
produced or property acquired for
resale when the costs directly benefit or
are incurred by reason of the perform-
ance of production or resale activilies.
Indivect costs maw S slecabie o Seth
pmduciios aad srrsic activities, a5 adl
as w ey ativities that ame aot
swbjact w section JG3A.
sobject to section 263A st vanbe o
wawonabic allocation of indisect costs
between production, resale, and other
activities,

(ii) Examples of indirect costs re-
quired to be capitalized. The following
are examples of indirect costs that must
be capitalized to the extent they are
properly allocable to property produced
or property acquired for resale:

(A) Indirect labor costs. Indirect
labor costs include all labor costs
(including the elements of labor costs
set forth in paragraph (e)(2)(i) of this
section) that cannot be directly identi-
fied or associated with particular units
or geowps of usits of specific property
produced or property acquired for re-
sale {e.g., factory labor that is not
direct labor). As in the case of direct
labor, indirect labor encompasses fuli-
time and part-time employees, as well

as contract employees and independe:
contractors.

(B) Officers’ compensation. O
ficers’ compensation includes compel
sation paid to officers of the taxpaye

{C} Pension and other related cos!
Pension and other related costs incluc
contributions paid to or made und
any stock bonus, pension, profit-sharir
or annuity plan, or other plan deferrin
the receipt of compensation, whether
not the plan qualifies under sectic
401(a). Contributions to employe
plans representing past services mu
be capitalized in the same manner (ar
in the same proportion to proper
currently being acquired or produce
as amounts contributed for curre
service.

(D) Employee benefit expense
Employee benefit expenses include :
other employee benefit expenses {(n
described in paragraph (e)(3)(EiNC)
this section} to the extent such ¢
penses are otherwise allowable
deductions uader chapter 1 of t
Internal Reveswe Code. These oft
emplovee bemefit expenses incluc
woghes's compensation; amounts oth
wise deduectible or allowable in redn
ing eamings and profits wnder secti
404A; payintats pawsuant (0 2 Wi
continuation plen under section 105
as it existed prior w i sepeal in 19
amounts includible m the gross inco
of employoes amder a method or
sovgeaent of wmployer costributions
compuuasiion Tt ‘Sas the effect ©
winck Sosws, pension, “peeln-chering

health insurance;
benefits provided for employees ¢
as safety, medical trearment, rec
tional and eating facilities, member
dues, etc. Employee benefit expe
do not, however, include direct [
costs described in paragraph (e}2)(
this section.

{E) Indirect material costs. Ind
material costs include the cosi
materials that are not an integral pa
specific property produced and the
of materials that are consumed ir
ordinary course of performing prc
Hion or Terale activities that Camax
identified or associated with parti
units or groups of units of proj
Thus, for example, a cost describ
£1.162-3, relating to the cost



matgrial or supply, is an indirect
malerial cost.
(Fy Purchasing costs. Purchasing

onds include costs atiributable to pus-
hasikg activities. See §1.263A-3{c)(3)
v a further discussion of purchasing
s,

tG) Handling costs. Handling costs
melude costs attriputable to processing,
wsembling, repackaging and transport-
my goods, and other similar activities.
see §1.263-3(c)(d) for a further discus-
wn of handling costs.

(H) Storage costs. Storage costs in-
lude the costs of carrying, storing, or
warehousing property. See §1.263A-
Ye)(3) for a further discussion of
Jurage costs.

(3 Cost recovery. Cost recovery in-
. ludes depreciation, amortization, and

or other previomsly peoduced o ac-
\uired property to which section 253A
or section 263 applies).

(}y Depletion. Depletion includes al-
lvwances for depletion, whether or not
m excess of cost. Depletion is, how-
vver, only property allocable to prop-
vrty that has beem sold (ie., for
purposes of determining gain or loss on
the sale of the property).

(K} Rent. Rent inciudes the cost of
renting or leasing equipment, facilities.
or land.

(L) Taxes. Taxes include those taxes
tother than taxes described in para-
araph (){(3M1u)(F) of this section} that
are otherwise allowable as a deduction
1 the extent such taxes are attributable
v labor, materials, supplies, equipment,
tand, or facilities used in production or
resale activities.

(M) Insurance. Insurance includes
the cost of insurance on plant or
lacility, machinery, equipment, mate-
i1als, property produced, or property
acquived for resale.

(N} Utilities. Ultilities include
cost of electricity, gas, and water.

the

(O) Repairs and maintenance. Re-
pairs and maintenance include the cost
of repairing and maintaining equipment
ar facilities.

{P) Engineering and design costs.
tingineering and design costs include
pre-production  cosis, such as costs
attributable to research, experimental,
cngineering, and design activities {to
the extent that such amounts are not

research and experimental expenditures
as described in section 174 and the
regulations thereunder).

(Q) Spoilage. Spoilage includes the
costs of rework Iabor, scrap, and
spoilage.

(R) Tools and equipment. Tools and
equipment include the costs of tools
and equipment which are not otherwise
capitalized.

(S) Quality control. Quality control
includes the costs of quality control
and inspection.

{Ty Bidding costs. Bidding costs are
costs incurred in the solicitation of
contracts (including contracts pertain-
ing to property acquired for resale)
ultimatety awarded to the taxpayer. The
taxpayer must defer all bidding costs
paid or incurred in the solicitation of a
particular contract umtii the comtract is
awarded. If the contracr is awanded o
the taxpayer, the bidding costs become
pmt of the indirect costs allocatd
the sebjece mabier of the comeracs, If the
contract is not awanded m the tanpayer,
bidding costs are deductible in the
taxable year that the contract is
awarded to another party, or in the
taxable year that the taxpayer is neti-
fied in writing that po contract will be
awarded and that the contract (or a
similar or related comract) will not be
rebid, or in the taxable year that the
taxpayer abandens its bid or proposal,
whichever occurs first. Abandoning a
bid does not include modifying, supple-
menting., or changing the original bid
or proposal. If the taxpayer is awarded
only part of the bid (for example, the
taxpayer submitted one bid fo build
each of two different types of products,
and the taxpayer was awarded a con-
tract to build cnly one of the two types
of preducts), the taxpayer shall deduct
the portion of the bidding costs related
to the portion of the bid not awarded to
the taxpayer. In the case of a bid or
proposal for a multi-unit contract, all
bidding costs must be included in the
costs allocated to the subject matter of
the contract awarded to the taxpayer to
produce or acquire for resale any of
such units. For example, where the
taxpayer submits one bid to produce
three similar turbines and the taxpayer
is awarded a contract to produce only
two of the three turbines, all bidding
costs must be included in the cost of
the two turbines. For purposes of this
paragraph (e)3)(iiKT}, a contract
means—

({} In the case of a specific unit of
property. any agreement under which

Section 263A

the taxpayer would produce or sell
property to another party if the agree-
ment is entered into before the taxpayer
produces or acquires the specific unit
of property to be detvered (0 the party
under the agreement; and

(2} In the case of fungible property,
any agreement to the extent that, at the
time the agreement is entered into, the
taxpayer has on hand an insufficient
quantity of completed fungible items of
such property that may be used to
satisfy the agreement (plus any other
production or sales agreements of the
taxpayer}.

(U) Licensing and franchise costs.
Licensing and franchise costs include
fees incurred in securing the contrac-
tual right to use a trademark. corporate
plan. maneiacturing peocedise. speciak
mzcipe. o other sumitar right associated

to obtain the license or franchise and
any minimum annual payments and
royalties that are incuired by a licensee
or a franchisee.

(V) Interest. lnterest inciudes inter-
est on debt incurred or continued
during the production period te finance
the production of real property or
tangible personal property to which
section 263A(f) applies.

(W) Capitalizable service costs.
Service costs that are required io be
capitalized include capitalizable service
costs and capitalizable mixed service
costs as defined in paragraph (e}(4) of
this section.

(iii) {adirect costs nor capitalized.
The follewing indirect costs are not
required to be capitalized under section
263A:

{AY Selling and distribution cosis.
These costs are marketing, selling,
advertising, and distribution costs,

(B) Research and experimental ex-
penditures. Research and experimental
expenditures are expenditures described

in section 174 and the regulations
thereunder.
(C) Section 179 costs. Section 179

costs are expenses for certain deprecia-
ble assets deductible at the election of
the taxpayer under section 179 and the
regulations thereunder.

(D) Section 165 losses. Section 165
losses are losses under section 163 and
the regulations thereunder.
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(E) Cost recavery allowances on
temporarily idle equipment and
facilities—(1) In general, Cost recov-
ery allowances on temporaniy idle
equipment and facilities include only
depreciation, amortization, and cost
recovery allowances on equipment and
facilities that have been placed in
service but are temporarily idle. Equip-
ment and facilities are temporarily idle
when a taxpayer takes them out of
service for a finite period. However,
equipment and facilities are not consid-
ered temporarily idie—

(/) During worker breaks, non-
working hours, or on regularly sched-
uled non-working days (such as holi-
days or weekends);

({f) During normal interruptions in
the operation of the equipment or
facilities:

(ii{) When equipment is enroute to
or located at a job site: or

(fv) When under normal operating
conditions, the equipment is used or
operated only during certain shifis,

(2) Exampies. The provisions of this
paragraph (e}3)}iiiE) are illustrated
by the following examples:

Example [ Egquipmer! operated ondy during
certain skifts, Taxpayer A mansfactores widgets.
Although A's wanufactoring faciifty operates 24
hours each day in three shifts, A only operates
its stamping machine during one shift each day.
Because A only operates its stamping machine
during certain shifts. A's stamping machine is
not considered lemporarily idle during the two
shifas that it is met opeoased.

Exmmple 2. Faciliry siwt down for rasooling.
Taxpayer B owm aad wpcraws 2 meswiscyesing
facility. B closes s sosmfactering facifey for
wo werks 0 seiaol s assombly e 8's
mmmefecvariog facviny it convidered wewperarily
icle guring this two-week period.

(Fy Taxes assessed on the basis of
income. Taxes assessed on the basis of
income inciude only state, local, and
foreign income taxes, and franchise
taxes that are assessed on the taxpayer
based on income.

(G) Strike expenses. Strike expenses
include only costs associated with
hiring employees to replace striking
perscnnel (but not wages of replace-
ment personnel}, costs of security, and
legal fees associated with settling
strikes.

(H) Warranty and product liability
costs. Warmnty oosts and  peoduct
liability costs are costs incurred in
fulfilling product warranty obligations
for products that have been sold and
costs incurred for product liability
insurance,
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(1) On-site storage costs. On-site
storage costs are storage and warehous-
ing costs incurred by a taxpayer at an
on-site storage facility, as defined 1n
§1.263A-3(c)(5)11)(A), with respect to
property preduced or property acquired
for resale.

(I} Unsuccessful bidding expenses.
Unsuccessful bidding costs are bidding
expenses incurred in the solicitation of
contracts not awarded to the taxpayer.

(K) Deductible service cosis. Service
costs that are not required to be
capitalized include deductible service
costs and deductible mixed service
costs as defined in paragraph {e){(4) of
this section.

(4) Service costs—{1} Introduction.
This paragraph (e}(4) provides defini-
tions and categories of service costs.
Paragraph {g)}(4) of this section pro-
vides specific rules for determining the
amount of service costs allocable to
property produced or property acquired
for resale. In addition, paragraph (h) of
this section provides a simplified
method for determining the amount of
service costs that must be capitalized.

{A) Definition of service costs. Serv-
ice costs are defined as a type of
indirect costs (e.g.. general and admin-
istrative costs) that can be identified
specifically with a service department
or function or that directly benefit or
are incurred by reason of a service
departiment or function.

{B) Defumition of service deparr-
menis. Service deparrments me defmed
2 admimistiptive, seTvice, of support

that mCur eeIvice Costs.
The facts and cicomstances of the
taxpayer’s activities and basiness orga-
nization control whether a department
is a service department. For example,
service departments include personnel,
accounting, data processing, security,
legal, and other similar departments.

(ii) Various service vcost
categories—(A) Capiralizable service
costs. Capitalizable service costs are
defined as service costs that directly
benefit or are incurred by reason of the
performance of the production or resale
activities of the taxpayer. Therefore,
these service costs are required to be
capitalized under section 263A. Exam-
ples of sexrvice depariments o functions
that incur capitalizable service costs are
provided in paragraph (e)(4)(iii} of this
section.

(B) Deductible service costs. De-
ductible service costs are defined as

service costs that do not directly
benefit or are not incurred by reason of
the performance of the production or
resale activities of the taxpayer. and
therefore, are not required to be cap-
italized under section 263A. Deductible
service costs generally include costs
incurred by reason of the taxpayer’s
overall management or policy guidance
functions. In addition, deductible serv-
ice costs include costs incurred by
reason of the marketing, selling. adver-
tising, and distribution activities of the
taxpayer. Examples of service depart-
ments or functions that incur deductible
service costs are provided in paragraph
{(e)4¥iv) of this section.

(C) Mixed service cosfs. Mixed serv-
ice costs are defined as service cost:
that are partially allocable to produc-
tion or resale activities (capitalizablc
mixed service costs) and partially allo-
cable to non-produciion or non-resale
activities (deductible mixed servic
costs). For example, a personnel de
partment may incur costs 1o recru
factory workers, the costs of which ar
allocable to production activities. and
may incur costs o develop wag:
salary, and benefit policies, the cosis
which are aliocable to non-production
activities.

(iii) Examples of capitalicable sci
ice costs. Costs incurred in the follo:
ing departments or functions .
generally allocated among producty
or ressle activities:

{A) The adeimicwation and cou
nation of production or nesale actis i
{wherever perfommaed in the busi
orpmeiration of the taxpayer).

{B) Personncl operations, inclil
the cost of recruiting, hinng, relocain
assigning, and rmaintaining pers
records or empioyees.

(C) Purchasing operations, incl.
purchasing materials and eguips
scheduling and coordinating deii..
materials and equipment (o
factories or job sites, and exu.l.
and follow-up.

(D)) Materials handling and
housing and storage operations
(E) Accounting and data
operations, including, for exani
accounting. accourds payable. «i 1
ments, and payrell functions i
cluding accounts receival
customer billing functionsj.

(F) Data processing.

(G) Security services.




‘1) Legal services.

) Exammples of deductible service

. Costs incurred in the following
nirtments or functions are not gener-
h silocated to produciion or resale
- uvities:

) Departments or functions re-
rwmsible for overall mamagement of
" taxpayer or for setting overall
«hey for alt of the taxpayer's ac-

mes or trades or businesses. such as
ne board of directors (including their
-~ nediate staffy, and the chief execu-
v, financial, accounting, and legai

icers  (including their immediate
riif) of the taxpayer, provided that ne
nbstantial part of the cost of such
L partments or functions benefits a
~aticular production or resale activity.
1B) Siraiegic busimess planming.

iC) General financial accounting.
(1}) General financial planoing (ie-
liding general budigeting) and Fimen-
Szl management {inciuding bumk
relutions and cash management).

{E) Personnel policy ({such as
~iablishing and managing personnel
soficy in general; developing wage,
dary, and benefit policies; developing
mployee fraining programs unrelated
v particular production or resale ac-
o 1Ties; negotiating with labor unions;
il maintaining relations with retired
workers),

(F} Quality control policy.

15} Safety engineering policy.

(H) Insurance or risk management
policy (but not iacluding bid or per-
lormance bonds or insurance related o
wtivities associated with property pro-
Juced or property acquired for resale).

(I} Environmental management pol-
iwy {except to the extent that the costs
i any system or procedure benefits a
particular production or resale activity).
{I) General econcmic analysis and
torecasting.

{K) Internal audit.

(L) Shareholder, public, and indus-
irial relations.

(M) Tax services.

{N) Marketing,
i1sing.

(f) Cost allocation methods—i1) In-
rroduction. This paragraph (f} sets forth
various detailed or specific (facts-and-
vircumstances) cost allocation methods
that taxpayers may use to allocate
Jirect and indirect costs to property
produced and property acquired for

selling, or adver-

resale. Paragraph (g} of this section
provides general rules for applying
these allocation metheds to various
categories of costs (fe., direct mate-
rials. direct labor, and indisect casts,
including service costs). In addition, in
lieu of a facts-and-circumstances al-
location meathod. taxpayers may use the
simplified methods provided in
§§1.263A-2(b) and 1.263A-3{d) to
allocate direct and indirect costs to
eligible property produced or eitgible
property acguired for resale; see those
sections for definitions of eligible
property. Paragraph (h) of this section
provides a simplified methed for deter-
mining the amount of mixed service
costs required to be capitalized to
eligible property. The methodology set
forth in paragraph (h) of this section
for mixed sesvice costs may be used in
conjunction with eithes a facts-aed-
circunrstaxes or 3 simplified method
of allocating costs to cligibie property
produced or eligible property acguined
for resale.

(2) Specific identification merhod. A
specific identification method traces
costs to a cost objective, such as a
function. department, activity, or prod-
uct, on the basis of a cause and effect
or other reasonable relationship be-
tween the costs and the cost obijective.

{3} Burden rate and standard cost
methods—1) Burden rate method—(A)
in general. A burden rate method
allocates an appropriate amount of
indirect cosis to property produced ot
property acquired for resale during a
taxable year vsing predetermined rates
that approximate the actual amount of
indirect costs incurred by the taxpayer
during the taxable year. Burden rates
(such as ratios based on direct costs,
hours, or similar items) may be devel-
oped by the taxpayer 1n accordance
with acceptable accounting principles
and applied in a reasonable manner. A
taxpayer may allocate different indirect
costs on the basis of different burden
rates. Thus, for example, the taxpayer
may use one burden rate for allocating
the cost of rent and another burden rate
for allocating the cost of utilities. Any
pertedic adjustment to a burden rate
that merely reflects current operating
conditions, such as increases in auto-
mation or changes in operation or
prices, is not z change in method of
accounting under section 446(e). A
change, however, in the concept or
base upon which such rates are devel-
oped, such as a change from basing the
rates on direct labor hours to basing
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them on direct machine hours, is a
change in method of accounting to
which section 446(e) applies.

(B) Development of burden rates.
The followmg factors, among others,
may be used in developing burden
rates:

(1) The selection of an appropriate
level of activity and a period of time
upon which to base the calculation of
rates reflecting operating conditions for
purposes of the unit costs being
determined.

{2) The selection of an appropriate
statistical base, such as direct labor
hours, direct labor doilars, machine
hours, or a combination thereof, upon
which to apply the overhead rate.

{3) The appropriate budgeting, clas-
sification. and analysis of expenses (for
example, the analysis of fixed versus
vartable costs).

(C) Operasian of the burden rate
methad. The parpose of the burdenr rase
method is to allocate an appropriate
amount of indireet costs to production
or resale activities through the use of
predetermined rates intended to approx-
imate the actwal amount of indirect
costs incurred. Accordingly, the proper
use of the burden rate method under

this seciion requires that any net
negative or net positive difference
between the tota! nredetermined

amount of costs allocated w0 property
and the total amount of indirect costs
actually incurred and raquired to be
allocated to such property {ie.. the
under or over-applied burden} must be
treated as an adjustment to the tax-
payer's ending inventory or capital
account (as the case may be) in the
taxable year in which such difference
arises. However, if such adjustment is
not significant in amount 1 relation to
the 1axpayer's total indirect costs in-
curred with respect to production or
resale activities for the year, such
adjustment need not be allocated io the
property produced or property acquired
for resale unless such allocation is
made in the taxpayer’s financial re-

ports. The taxpayer must treat both
positive and negative adjustments
consistently.

(i) Standard cost method—{A) In
general. A standard cost method allo-
cates an appropriate amount of direct
and indirect costs to property produced
by the taxpayer through the use of
preestablished standard allowances,
without reference 1o <costs actually
incurred during the taxable year. A
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taxpayer may use a standard cosi
methoed to allocate costs, provided
variances are treated in accordance
with the procedures prescribed in para-
graph ()(3)(11)(B) of this section. Any
perodic adjustment to standard costs
that merely reflects current operating
conditions, such as increases in auto-
mation or changes in operation or
prices, is not a change in method of
accounting under section 446(e). A
change, however, in the concept or
base upon which standard costs are
developed is a change in method of
accounting to which section 446(e)
applies.

(B) Treatment of variances. For pur-
poses of this section, net positive
overhead variance means the excess of
total standard indirect costs over total
actual indirect costs and net negative
overhead variance means the excess of
total actual indirect costs over total
standard indirect costs. The proper use
of a standard cost method requires that
a taxpayer must reallocate to propenty a
pro rata portion of any net negative or
net positive ovethead variances and any
net negative ar aet positive direct cost
vaniances. The taxpayer mwmsl apportion
such varimsces t0 or among e prop-
erty to which she costs are allocabie.
However, #f wach variamces are not
significant im amommt relative to the
taxpayer's total imdirect costs incurred
with respect ®o preduction and resale
activities for the year, such varances
weed met be aliecand %0 prepery
gopduced or peapenty acqmired for
secele wulinss sach allecation = made =
dw ugpayer’s Ssaacial wporis. A
wnperer et west bith positie 2ud
Mcgative WaFlINOcs Comkisicnily.

4} Reasonable allocarion mevhods.
A taxpayer may use the methods
described in paragraph (f)(2) or (3) of
this section if they are reasonable
allocation methods within the meaning
of this paragraph (f){4). In addition, a
taxpayer may use any other reasonable
method to properly allocate direct and
indirect costs among units of property
produced or property acquired for
resale during the taxable year. An
allocation method is reasonable if, with
respect to the taxpayer's production or
resale activities taken as a whole—

4) The otal costs actually cap-
italized during fhe taxable year do not
differ significantly from the aggregate
costs that would be properly capitalized
using another permissible method de-
scribed in this section or in §§1.263A—-

96 1993-2 C.B.

2 and 1.263A-3, with appropriate
consideration given to the volume and
value of the taxpayer’s production or
resale activities, the availability of
costing information, the time and cost
of using various allocation methods,
and the accuracy of the allocation
methed chosen as compared with other
allocation methods;

(ii) The allocation method is applied
cousistently by the taxpayer; and

(iii) The allocation method is not
used to circumvent the requirements of
the simplified methods in this section
or in §1.263A-2, 1.263A-3, or the
principles of section 263A.

(g} Allocating categories of costs—
(1} Direct materials. Direct material
costs (as defined in paragraph (e}2) of
this section} incurred during the taxable
year must be allocated to the property
produced or property acquired for re-
sale by the taxpayer using the tax-
payer’s method of accounting for
materials (e.g., specific identification;
first-in, first-out (FIFO): or last-in,
first-out (LIFO)), or any other reason-
able allocation method (as defined
under the principles of paragraph (f)(4)
of this section).

(2) Direct labor. Ditect 1abor costs
(as defwmed in pesagraph (eX2) of this
section) incured during the taxable
year are generally allocated to property
produced or property acquired for
resale using a specific identification
method, standard cost method, or any
other veonsinble aliecation sasthad (25

tion. Further, a taxpayer is not treated
as using an erroncous method of ac-
counting if direct labor costs are treated
as indirect costs under the taxpayer's
allocation method, provided such costs
are capitalized to the extent required by
paragraph {g)(3) of this section.

(3) Indirect costs. Indirect costs (as
defined in paragraph (e}3) of this
section) are generally allocated to
intermediate cost objectives such as
departments or activities prior to the
allocation of such costs to property
produced or property acquired for
Tesafe. indirect cost ave allecwed ueing
either a specific identification method,
a standard cost method, a burden rate
method, or any other reasonable alloca-
tion method (as defined under the prin-

ciples of paragraph (f)(4) of this
section).

(4) Service costs—(i) In general
Service costs are a type of indirect
costs that may be allocated using the
same allocation methods available for
allocating other indirect costs described
in paragraph (g)(3) of this section.
Generally, taxpayers that use a specific
identification method or another rea-
sonable allocation method must allocate
service costs to particular departments
or activities based on a factor or
relationship that reasonably relates the
service costs to the benpefits received
from the service departments or ac-
tivities. For example, a reasonable
factor for allocating legal services to
particular departments or activities is
the number of hours of legal services
attributable to each department or
activity. See paragraph (g}4)iv} of
this section for other illustrations.
Using reasonable factors or relation-
ships, a taxpayer must allocate mixed
service costs under a direct reallocation
method described in paragraph (g)(4)-
{ii1)(A)} of this section, a step-allocation
method described s paragraph
(EXDHGiNB} of this section, or any
other reasonsble allocation method (as
defined under the principles of pars-
graph (f{4) of this sectiom).

(11) De minimis ruie. For perposes of
administrative comvenience, {f 90 per-
cent or more of a mixed service
department 5 costs are deductible serv-
ice costs, a laxpayer may elect not to

payer's overall pelicy-making ac-
tivities, the taxpayer is not required to
allocate any portion of these cosis to a
production activity. Similarly, if 90
percent or more of a mixed service
department’s costs are capitalizable
service costs, a taxpayer may elect to
allocate 100 .percent of the depant-
ment’s costs to the production or resale
activity benefitted. For example, if 90
percent of the cosis of an electing
taxpayer's accounting department bene-
fit the taxpayer’s manuvfacturing ac-
tivity, the taxpayer must allocate 100
percent of the costs of the accounting
deparement 0 the mawwiactucing -ac-
tivity. An election under this paragraph
(g)(4)(ii) applies to all of a taxpayer’s
mixed service departments and con-
stitutes the adoption of a (or a change

e
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+ method of accounting under section
it of the Internal Revenue Code.
nuy Methods for allocating mixed
nice costs—(A) Direct reallocation
tiod. Under the dreet resflocation
~thod, the total costs {direct and
chieety of all mixed service depart-
ni~ are allocated only to departments
<ost centers engaged in production

i tesale activities and then from those
© partments  to  particular activities.
I~ direct reallocation method ignores

nelits provided by one mixed service
Lpartment  to other mixed service
I partments, and also excludes other
nived  service departments from  the
~1te- used to make the allocation.

'3} Step-allocation method. (1} Un-
I+ a step-allocation method, a se-
) = Of allocaiions » made b, e
“npayer. First, the total costs of the
cned service depmetmente. thet bewafit

Deportment

Personnel
Data Proc’g
Agsembiing
Painti
Fintshing

the greatest number of other depart-
ments are allocated to—

(/) Other mixed service departments;

(i) Depastmacots (hat incws ouly de-
ductible service costs; and

(iif} Departments that exclusively
engage in production or resale
activities.

(2) A taxpayer continues aliocating
mixed service costs in the manner
described in paragraph (gh(4)}iii)}(BX/)
of this section (i.e., from the service
departments benefitting the greatest
number of departments to the service
departments benefitting the feast num-
ber of departments) until all mixed
service costs are allocated to the types
of departments listed in this paragraph
(gN4Xa). Thes, a siep-ailocation
method recogmizes the benefits
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ment to another mixed service depart-
ment and also includes mixed service
departments that have not yet been
allocated in the base used to make the
affocation.

(C) Examples. The provisions of this
paragraph (g)(4)(ini} are illustrated by
the following examples:

Example 1. Direcr reallocation method. (1)
Taxpayer E has the following five departments:
the Assembling Department, the Painting Depant-
ment, and the Finishing Depariment {production
departrnents), and the Personnel Department and
the Data Processing Department {mixed service
departments). E ailocates the Persennel Depart-
ment's costs on the basis of total payroll costs
and the Data Processing Departthent’s costs on
the basis of data processing hours.

{ii) Under a direct reallocation method. E
allocaizs the Persomnel Depasiment’'s costs di-
Departieent. and »ot o s Daia Processmg

movnied by ons mined service depart-  dupurowe
Touud Amoww of
Depe. Payroll Asscxent
Coaty Corry Allocation Ratie Alocared
$ 500.000 $ 50,000 — < $500,000>
250,000 15,000 — —_
250,000 15,000 15,000/285,000 2631%
1,000,000 90,000 90,000/235,000 157 895
2,000,006 180,000 180.000/285,000 315.790
34,000,000 $350,000

a1t After E allocates the Personnel Depanimem’s costs, E then zllecates the costs of its Data Processing Deparmmemt in the same mawwr.

Total Dept. Total Tor'l Depe.
Costs After Data Cast After
[nirial Proc. Amount Final
Department Allocation Hours Alfocation Rane Allocated Allocation
Personnel 5 2,000 — — 3 0
Data Proc'g 250,000 — — <$250,000>
Assembiing 276,315 2,000 2.000/10,000 50,000 326,315
Painting 1,157.895 0 0/10,000 ¢ 1.157,895
Finishing 2.315,790 §.0Q00 8.000/10.000 200.000 2,515,790
$4.000,000 12,000 $4.000,000

Fvample 2. Step-allocation methed. (1) Taxpayer F has the following five departments: the Manufacturing Department {a production department), the
slwheting Department and the Finance Depantment (departments that incur only deductible service costs), the Personnel Department and the Data
Iinessing Department (mixed service departments). F uses a step-allocation method and allocates the Personnel Department’s costs on the basis of total
~inroll costs and the Data Processing Department’s costs on the basis of data processing hours. F's Personnel Department benefits all four of F's other
Aepartments, while its Data Processing Department benefits only three depariments. Because F's Personnel Departmment benefits the greatest number of
et departments. F first allocates its Personnel Department’s costs 0 its Manufacturing, Marketing, Finance and Data Processing departments, as follows:

Toral

Depr.

Department Costs
Personnel § 500,000
Data Proc’g 250,000
Finance 250.000
Marketing 1,600,000
Manufac’g 2,600.000
$4,000,000

Amount of

Payrolf Amount
Costs Allocarion Ratio Allocated
$ 50.000 —_ < £500,000>
15.000 15,0004300,000 25000
15,000 15.000/300.000 25,000
30,000 90.000/300.000 150,000
180,000 180.000/300.000 300.000
$£350.000

1) Under a step-aliocation method. the denominator of F's allocation ratio includes the payroll costs of its Manufacturing, Marketing. Finance, and

Iata Processing departments.

tiiy Next, F allocates the costs of its Data Processing Department on the basis of data processing hours, Because the costs incurred by F's Personnel
Iwpartment have already been allocated. no allocation is made to the Personnel Department.
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Total Dept. Total Tot'l Dept.
Costs After Data Cost After
Initial Proc. Amaourti Final

Department Allocation Haurs Allocation Ratio Allacated Allacation
Personnel F 0 2,000 — — 3 ¢
Data Proc’g 275.000 _— — < $275,000> Q
Finance 275.000 2,000 2.000/10,000 53,000 330,000
Marketing 1,150,000 g 04/10.000 0 1,150,000
Manufac'g 2,300,000 8,000 §.000/10.000 220,000 2,520,000

$4.,000,000 12,000 $4.000,600

{iv) Under the second step of F's step-
allocation method, the denominater of F's
allocation ratio includes the data processing
hours of its Manufacturing, Marketing, and
Finance Depariments. but does not include the
data processing hours of its Personnel Depart-
ment {the other mixed service department}
becanse the costs of that department have
previously been allocated.

(iv) Hlustrations of mixed service
cost allocations using reasonable fac-
tors or relationships. This paragraph
{g)(4)(iv) illustrates various reasonable
factors and relationships that may be
used in allocating different types of
mixed service costs. Taxpayers, how-
ever, are perrnitted to use other reason-
able factors and relationships to
allocate mixed service costs, In addi-
tion, the factors or relationships iljus-
trated in this paragraph (gM4Xiv) may
be upsed to allocate other types of
service costs not liustrated in this
paragraph (gX4iiv).

{A) Secwrity services. The costs of
Security or pyolection services must be
allocated to each physical area that
receives the services msing any Ieason-
abic method applied cossistently (2.g..
the sive of the physical 22 dhe
Tomiber of emplovees in the area, o
the weiative fair market value of assets
located n the area).

B) Legal services. The costs of
legal services are generally allocable to
a particular production or resale ac-
tivity on the basis of the approximate
number of hours of legal service per-
formed in connection with the activity,
including research, bidding, negotiat-
ing, drafiing, reviewing a contract,
obtaining necessary licenses and per-
mits, and resolving disputes. Different
hourly rates may be appropriate for
different services. In determining the
number of hours allocable to any
activity, estimates are appropriate, de-
tailed time records are not required to
be kept. and insubstantial amounts of
services provided to an activity by
senior legal staff (such as administra-
tors or reviewers) may be ignored.
Legal costs may also be allocated to a
particular production or resale activity
based on the ratio of the total direct
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costs incurred for the activity to the
total direct costs incurred with respect
to all production or resale activities.
The taxpayer must also allocate directly
to an activity the cost incurred for any
owtside legal services. Legal costs
relating to general corporate functions
are not required to be allocated to a
particular production or resale activity.

{C) Centralized payroil services. The
costs of a centralized payrell depart-
ment or activity are generally allocated
to the departments or activities benefit-
ted on the basis of the gross dollar
amount of payrell processed.

(D) Centralized data processing
services. The costs of a centralized data
processing department are generally
allocated 1o all departments or activities
benefitted wsing any reasonable basis,
such as total direct data processing
costs or the pumber of data processing
hours supplied. The costs of data pro-
cessing systems or applications devel-
oped for a particular activity are
directly allocated to that activity,

(E) Engineering and design services.
The coms of M cnpimconing of 4 design
doparecet e generally direcdy allo-
cable 0 G Jopurimemes or activities
Senefied desed ou the mio of the
woprovimet: eenber of o of work
periormcd with sespect 1o the particular
activity to the total number of howrs of
engineering or design work performed
for all activities. Different services may
be allocated at ditferent hourly rates.

(Fy Safety engineering services. The
costs of a safety engineering depart-
ments or activities generally benefit all
of the taxpayer’s activities and, thus,
should be allocated using a reasonable
basis, such as: the approximate number
of safety inspections made in connec-
tion with a particalar activity as a
fraction of total inspections, the num-
ber of employees assigned to an
activity as a fraction of total
employees, or the sotal labor bours
worked in connection with an activity
as a fraction of total hours, However,
in determining the allocable costs of a
safety engineering department, costs
atributable to providing a safety pro-

gram relating only to a particular
activity must be directly assigned to
such activity. Additionally, the cost of
a safety engineering department only
responsible for setting safety policy and
establishing safety procedures to be
used in all of the taxpayer’s activities
is not required to be allocated.

(v} Accounting methad change. A
change in the method or base used to
allocate service costs {such as changing
from an allocation base using direct
labor costs to a base using direct labor
hours), or a change in the taxpayer's
determination of what functions or
departments of the taxpayer are to be
allocated, is a change in method of
accounting to which section 446(e) and
the regulations thereunder apply.

(h) Simplified service cost method—
(1) Imtroduction. This paragraph (h)
provides a simplified method for deter-
mining capitalizable mixed service
costs incurred during the taxable vear
with respect to eligible propenty (ie.
the aggregate portion of muixed service
costs that are properly allocable to the

taxpayer's production or rtesajle
ACtvities).
Q) Etigible propery—(i) in gemerol.

Except as otherwise provided in pars-
graph QG of teis seckion, the

service cost method, if
elected Tor any trade or business of the
taxpayer, must be used for all produc-
tion and resale activities of the trade or
business associated with any of the
following categories of property thal
are subject to section 263A:

(A) Invemtory properry. Stock in
trade or other property properly includ-
ible in the inventory of the taxpayer

(B) Non-inventory property held foi
sale. Non-inventory property held by .
taxpayer primarily for sale to customers
in the erdinary course of the taxpayer™
trade or business.

() Ceriain self~constructed assels
Self-constructed assets  substantially
identical in nature 1o, and produced in
the same manner as, inventory properiv
produced by ihe taxpayer or other
property produced by the taxpayer and




Il primarily for sale to customers in
- ordinary course of the taxpayer's
i or business.

1) Self-constructed assets produced
«t repetitive basts. Self-comtrocred
~ts produced by the taxpayer on a
nue and repetitive basis in the
vhnary course of the taxpayer’s trade
1 husiness.

i) Election ro exclude self-
wviructed  assets. At the taxpayer's
. .tien, the simplified service cost
thod may be applied within a trade

i husiness to only the categories of
nontory property and non-inventory
woperty  held for sale described 1in
cnagraphs (){2)0)A) and (B} of this

tion. Taxpayers electing fo exclude
+  self-constructed assets described in
Snagraphs (BN2KIKC) and (D) of this

iion from application of the sima-
litied service cost method mest, how-
cr. atlocate service costs to sach
coperty in accordance with pacagraph
nd) of this section.

133 General aflocation formula. (1)
tuder the simplified service cost
cviiiod, a taxpayer computes its cap-
shzable mixed service costs using the
~ilowing formula:

\ilocaiion ratio X Total mixed serv-
COSLS,
i) A producer may elect one af two
Jlocation ratios, tite labor-based alloca-
i ratio or the productien cost alloca-
< ratio. A reseller that satisfies the
gyuirements for using the simplified
-.ale method of §1.263A-3(d)
hether or not that method is elected)
any elect the simplified service cost
nothod, but must use a labor-based
llocation ratio. (See §1.263A-3(d) for
tihwer-based allocation ratios to be used
n conjunction  with the simplified
~ate method.y The allocation ratio

<! by a trade or business of a

~nwpayer is a methed of accounting
luch must be applied consistently
niin the irade or business.

11t Labor-based allocation rario. (i)
labor-based allocaton ratio is
~niputed as follows:

The

Section 263A labor costs

Total labor costs.

11} Section 263A labor costs are
tined as the total labor costs (exclud-
n:  labor costs included in  mixed
vrvice costs) allocable to property
~roduced  and  property acquired for
r~ile under section 263A that are

incurred in the taxpayer's trade or
business during the taxable year. Total
labor costs are defined as the total
labor costs (excluding labor costs in-
ciaded in mined service costsy mcuered
in the taxpayer's trade or business
during the taxable year. Total labor
costs include labor costs incurred in ail
parts of the trade or business (ie., if
the taxpayer has both property pro-
duced and property acquired for resale,
the taxpayer must include labor costs
from resale activities as well as produc-
tion activities). For example, taxpayer
G incurs $1.000 of total mixed service
costs during the taxable year. G's
section 263A labor costs are $5,000
and its total labor costs are $10.000.
Under the labor-based allocation ratio,
G's capitalizable mixed service costs
are $3500 (e, SLOOD X (55,000
dividext by 31€:.0007):

(5 Productior cost allecetion ratio.
(i) Producers may wse the preduction
cost  allocation ratio, computed as
follows:

Sectton 263A production costs
Total costs.

(i1} Section 263A production costs
are defined as the total costs {excluding
mixed service costs amd interest) allo-
cable to properiy produced (and prop-
erty acquired for resale if the producer
is also engaged in resale activities)
under section 263A that are incurred in
the taxpayer’'s trade or business during
the taxable year. Total costs are de-
fined as all costs (excluding mixed
service costs and interest) incurred in
the taxpayer's trade or business during
the taxable vear. Total costs include all
direct and indirect costs allocable to
property produced (and property ac-
quired for resale if the producer is also
engaged in resale activities) as well as
all other costs of the taxpayer's trade
or business. including, but not limited
t0: salaries and other labor costs of all
personnel; all depreciation taken for
federal income tax purposes: research
and experimental expenditures; and
selling, marketing, and distribution
costs. Such costs do not include,
however, taxes described in paragraph
(e} 3)ii)(F) of this section. For exam-
ple, taxpayer H, a producer, incurs
31,000 of total mixed service costs in
the taxable year. H's section 263A
production costs are $10,000 and its
total costs are $20,000. Under the
production cost abllocation ratio, H's
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capitalizable mixed service costs are
$500 (i.e, $1,000 X ($10,000 divided
by $20,000)).

(6) Definition of total mixed service
costs. Toral mixed service costs ae
defined as the total costs incurred
during the taxable year in all depart-
menis or functions of the taxpayer’s
trade or business that perform mixed
service activities. See paragraph
{e}(AHu}KC) of this section which de-
fines mixed service costs. In determin-
ing the total mixed service costs of a
trade or business, the taxpayer must
include all costs incorred in its mixed
service departmenis and cannot exciude
any otherwise deductible service costs.
For example, if the accounting depart-
ment within a trade or business is a

miked service  depasimeni, then_m

(eg.
receivable or customer billing ac-
tivities). Instead. the entire cost of the
accounting departrenmt must be in-
cluded in the total mixed service costs.

{7y Costs allocable to more than one
business. To the extent mixed service
costs, labor costs, or other cosis are
incurred in more than one wade or
business, the taxpaver musi detenmine
the amounts allocable to the particular
trade or business for which the sim-
plified service cost method is being
applied by using any reasonable alloca-
tion method consistent with the princi-
ples of paragraph (f}(4) of this section.

(8) De minimis rule. If the taxpayer
etects to apply the de minimis rule of
paragraph (g} 4)(ii) of this section to
any mixed service department, the
department is not considered a mixed
service department for purposes of the
simplified service cost method. Instead,
the costs of such departinent are
allocated exclusively to the particular
activity satisfying the 90-percent test.

(9) Separate election. A taxpayer
may elect the simplified service cost
method in conjunction with any other
allocation method used at the trade or
business level, including the simplified
methods described in §§1.263A-~2(b)
and 1.263A-3(d). However, the elec-
tion of the simplified service cost
method must be made independently of
the election to use those other sim-
plified methods.

(i) [Reserved]
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(j) Special rules—(1) Costs provided
by a related person—() In general. A
taxpayer subject to section 263A must
capitalize an arm’s-length charge for
any section 263A costs (e.g., costs of
taterials, labor, or services) incurred
by a related person that are properly
allocable to the property produced or
property acquired for resale by the
taxpayer. Both the taxpayer and the
related person must account for the
transaction as if an arm’s-length charge
had been incurred by the taxpayer with
respect to its property produced or
preperty acquired for resale. For pur-
poses of this paragraph ()(1)Xi}. a
taxpaver is considered related to an-
other person if the taxpayer and such
person are described in section 482,
Further, for purposes of this paragraph
(N(1)(i), arm’s-length charge means the
arm’s-length charge {or other appropri-
ate charge where permitted and appli-
cable) under the principles of section
482. Any correlative adjustments nec-
essary because of the arm’s-length
charge requirement of this paragraph
(1)1} shall be determined under the
principles of sertion 482.

(ii) Exceptions. The provisions of
paragraph ()X 1)(i) of this section do
not apply if, and 1o the extent that—

{A) It wouid be inappropriate under
the principles of section 482 for the
Commissioner to adjust the income of
the taxpayer or the related person with
mespect 10 the tramsaction al issue; or

(B) A transaction # accounted for
onder an alternative Imernal Revenne
Code secaion resohiing in the capitalize-
tion {or deferral of the deduction) of
the costs of she tems povided by the
related party and the related party does
not deduct such costs earlier than the
costs would have been deducted by the
taxpayer if the costs were capitalized
under section 263A. Thus, for example,
paragraph (§)(1)(1) of this section does
not apply if, and to the extent that, a
transaction is treafed as a deferred
intercompany transaction under
§1.1502-13, and the gain or loss is
deferred by the selling member under
that section.

(2) Optional capitalization of period
costs—{i} In general. Taxpayers are not
zequired 1o capitalize indirect costs that
do not directly benefit or ame not n-
curred by reason of the production of
property or acquisition of property for
resale (i.e., period costs). A taxpayer
may, however, elect to capitalize cer-
tain period costs if: the method is
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consistently applied; i1s used in comput-
ing beginning inventories, ending in-
ventories, and cost of goods sold; and
does not result in a material distortion
of the taxpayer’s income. A material
distortion relates to the source, charac-
ter, amount, or timing of the cost
capitalized or any other item affected
by the capitalization of the cost. Thus,
for example, a taxpayer may not
capitalize a period cost under section
263A if capitalization would result in a
material change in the computation of
the foreign tax credit limitation under
section 904. An election to capitalize a
period cost is the adoption of {or a
change in) a method of accounting
under section 446 of the Internal
Revenue Code.

(1) Period costs eligible for capitali-
zation. The types of period costs
eligible for capitalization under this
paragraph (j}2) include only the types
of period coests {e.g.. under paragraph
{e)(3)(iiy of this section} for which
some portion of the costs incurred is
properly allocable to property produced
or property acquired for resale in the
year of the election. Thus, for example.
marketing or advertising costs, no
portion of wikch are properly allocable
to property produced or property ac-
quired for resale, do not gualify for
elective capitalization under this para-
graph (G2}

{3) Trade or business application.
Notwithstanding the weferences gener-
ally 10 taxpayer throwghout this section
and ﬂlm aad 1263A-3, e

motheds of accomnting provided sader

sction 263A ax 0 be clecied and
applied mdependently for cach seperate
and distinct trade or bosiness of the
taxpayer in accordance with the provi-
sions of section 446(d) and the regula-
tions thereunder.

(4) Transfers with a principal pur-
pose of tax avoidance. [Reserved]

Par. 6. Section 1.263A-1T is
amended by adding three sentences to
the end of paragraph (a}(4} to read as
follows:

§1.263A-I1T Capitalization and
inclusion of inventary costs of certain
expenses (temporary).

(ﬂ) *k¥

(4) *** Paragraphs (a), (b), and (d)
{(excluding paragraphs (D3N CH2),
(3), and (4)) are not effective for cos_ts

incusred after December 31, 1993, in
taxable years beginning after that date.

In the case of property that is inventory
in the hands of the taxpayer, however,
those paragraphs are not effective for
taxable years beginning afier December
31, 1993. See §§1.263A-1, 1.263A-2,
and 1.263A-3 for rules applicable in
taxable years beginning after December
31, 1993, for taxpayers previously
subject to those paragraphs.

* ok ok ok k%

Par. 7. Sections 1.263A-2 and
1.263A-3 are added, and §§1.263A—4
through 1.263A-6 are added and re-
served to read as follows:

§1.263A-2 Rules relating to property
produced by the taxpaver.

(a)} In general. Section 263A applies
1o real property and tangible personal
property produced by a taxpayer for
use in its trade or business or for sale
to its customers. In addition, section
263A applies to property produced for
a taxpayer under a contract with
another party. The principal terms
related to the scope of section 263A
with respect to producers are provided
in this paragraph {a). See §1.263A-
1(bX11) for an exceptiom in the case of
certain de minimis propenty provided to
customers incidemt 1o the provision of
services.

(1) Produce—(i) In general. For
purposes of section 263A, produce
includes the followimg: construct, baild.
mstadl, masufaciure, develop, improve,
oacatc, mmisc, of gZIOW.

) Owmerstip—(A) Geweral ruic.
Except o5 gprovided in  peragraph:
a)13GixB) and ) of this section,
Rpayer is oo considerzd o be pro-
ducing property unless the twxpaver is
considered an owner of the property
produced under federal income tox
principles. The determination as 1o
whether a taxpayer is an owner =
based on all of the facts and circum
stances, including the various benefils
and burdens of ownership vested with
the taxpayer. A taxpayer may bv
considered an owner of property pro
duced, even though the taxpayer dou-
not have legal title to the propeity.

(B) Property produced for the tu
paver under a contract—(1) In generd!
Property produced for the taxpmno
under a conmmact with anather pany o
treated as property produced by i
taxpayer to the extent the taxpiycr
makes payments or otherwise incuc
costs with respect to the property. & °



laxpayer has made payment under this
section if the transaction would be
vonsidered payment by a taxpayer
ssng the cash teceipts and disbuzse-
ments method of accounting.

(2) Definition of contract.
{Reserved)

{C) Home construction contracis.
Section 460(e)(1) provides that section
J63A applies to a home construction
contract unless that contract will be
completed within two years of the
contract commencement date and the
tixpayer's average annual gross rte-
ceipts for the three preceding taxable
years do not exceed $10,000,000. Sec-
uon 263A applies to such a contract
even if the contractor is not considered
the owner of the property produced
under the contrac: mder foderal xouse
fax principles.

(2) Tomgible pevsowni proporty—i)
Gemeral mule. o gunest, saction 2634
applies to e coms of pesdecieg
tangible pevssmal propesty. amd wet
the costs of producing intangible prop-
enty. For example, section 263A applies
v the costs manufacturers incur to
produce goods, but does not apply to
the costs finamcial imstidutions incur to
vriginate loans.

(11) Intellectual or creative property.
For purposes of determining whether a
taxpayer producing inteflectual or cre-
ative property is prodecing tangible
personal property or intangible prop-
erty, the term tangible personal prop-
erty includes films, sound recordings,
video tapes, books, and other similar
property embodying words, ideas, con-
cepts, images, or sounds by the creator
thereof. Other similar property for this
purpose generally means intellectual or
creative property for which, as costs
are incurred in producing the property,
it is intended (or is reasonably likely)
that any tangible medium in which the
property is embodied will be mass
distributed by the creator or any one or
more third parties in a form that is not
substantiaily altered. However, any in-
teflectual or creative property that is
embodied in a tangible medium that is
mass distributed merely incident to the
distribution of a principal product or
good of the creator is not other similar
property for these purposes.

(A) Intellectual or creative property
that is tangible personal property.
Section 263A applies to tangible per-
sonal property defined in this paragraph
(2)(2) without regard to whether such
property is treated as tangible or

intangible property under other sections
of the Intemal Revenue Code. Thus,
for example, section 263A applies to
the costs of producing a motion picture
or rescarchimy and writing 2 book even
though these assets may be considered
intangible for other purposes of the
[nternal Revenue Code. Tangible per-
sonal property includes, for example,
the foliowing:

{!} Books. The cosis of producing
and developing books (including teach-
ing aids and other literary works)
required to be capitalized under this
section include costs incurred by an
author in researching, preparing, and
writing the book. (However, see section
263A(h), which provides an exemption
from the capltahzauon requirements of
sectiom 263A i the case of certain

have already taken place). as well as
costs incurred by publishers in writing,
editing, compiling, illustrating, design-
ing. and developing the books. The
costs of producing a book also include
the costs of producing the underlying
maauscript, copyright, or license.
{These costs are distimgmished from the
separately capitalizable costs of print-
ing and bimding the tamgible medium
embodying the book (e.g., paper and
ink).) See §1.174-2(a)(1), which
provides that the term research or
experimental expenditures does not in-
clude expenditures incurred for re-
search in connection with literary,
historical, or similar projects.

(2) Sound recordings. A sound rec-
ording is a work that results from the
fixation of a series of musical, spoken,
or other sounds, regardless of the
nature of the material objects, such as
discs, tapes, or other phonorecordings,
in which such sounds are embodied.

(B} Inteliectual or creative property
that is not tangible personal property.
Items that are not considered tangible
personal property within the meaning
of section 263A(b) and paragraph
(a}(2)ii) of this section include:

(1) Evidences of value. Tangible
personal property does not include
property that is representative or evi-
dence of value, such as stock, se-
curities, debt instruments, mortgages,
or loans,

(2) Property provided incident fo
services. Tangible personal property

Section 263A

does not include de minimis propery
provided to a client or customer
incident to the provision of services,
such as wills prepared by attorneys, or
Dleeprints by archiwects. Sec
§1.263A-1(b)}(11).

(3) Casts required to be capitalized
by producers—(i) In general. Except as
specifically provided in section 263A(f)
with respect to interest costs, producers
must capitalize direct and indirect costs
properly allocable to property produced
under section 263A, without regard to
whether those costs are incurred before,
during, or after the production period
{as defined in section 263A(F}4)(B)).

(ii} Pre-production costs. If property
1s held for future production, taxpayers
must capitalize direct and indirect costs
allocable t» such peoperty {e.g. pur-
chasing, staage, bandling. and other
costs), en- thomgh: psoduction s oo
begue. If property is pot heid for
peeduction. indicy conts owred prier
to the begining of the pooduction
perind must be alfocated to the prop-
erty and capitalized if, at the time the
costs are incurred, it it reasonably
likely that prodaction will occur at
some future date. Thus, for exampie, a
manufacturer most capitalize the costs
of storimg and handling raw materials
before the raw materials are committed
to production. In addition, a real estate
developer must capstalize property
taxes incurred with respect to property
if, at the time the taxes are incurred, it
is reasonably likely that the property
will be subsequently developed.

(iii) Post-production costs. Gener-
ally, producers must capitalize ali
indirect costs incurred subsequent to
completion of production that are prop-
erly allocable to the property produced.
Thus, for example, storage and hand-
ling costs incurred while holding the
property produced for sale after pro-
duction must be capitalized to the
property to the exteni properly alloca-
ble to the property. However, see
§1.263A-3(c) for exceptions,

(4} Practical capacity concept. Not-
withstanding any provision to the con-
trary, the use, directly or indirectly, of
the practical capacity concept is not
permitted under section 263A. For
purposes of section 263A, the term
practical capacity concept means any
concept, method, procedure, or formula
(such as the practical capacity concept
described in §1.471-11(d}¥4)) where-
under fixed costs are not capitalized
because of the relationship between the
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actual production at the taxpayer’'s
production facility and the practical
capacity of the facility. For purposes of
this section, the practical capacity of a
facility includes either the practical
capacity or theoretical capacity of the
factlity, as defined in §1.471-11(d)4),
or any similar determination of produc-
tive or operating capacity. The practical
capacity concept may not be used with
respect to any activity to which section
263A applies {i.e., production or resale
activities). A taxpayer shall not be
considered to be using the practical
capacity concept solely because the
taxpayer properly does not capitalize
costs described in §1.263A-1{e}3){iil)-
(E). relating to certain costs attributable
to temporarily idle equipment.

(5) Taxpayers required to capitalize
costs under this section. This section
generally applies to taxpayers that
produce property. If a taxpayer is
engaged in both production activities
and resale activities, the taxpayer ap-
plies the principles of this section as if
it read production or resale activities,
and by applying appropriate principles
from §1.263A~3. If a taxpayer is
engaged i both production and resale
activities, the iaxpayer may elect the
simplifsed pradaction method provided
in this section, but generally may not
elect the simplified resale method
discussed in §1.263A-3(d). If elected,

the simplified peroduction method must
be applied to all chglble property

costs properly allocable to ending
inventories of property produced and
other eligible property on hand at the
end of the taxable year.

{2) Eligible property—{(i} In general.
Except as otherwise provided in para-
graph (b)(2)ii) of this section, the
simplified production method, if
elected for any trade or business of a
producer, must be used for all produc-
tion and resale activities associated
with any of the following categories of
property to which section 263A
applies:

{A) Inventory property. Stock in
trade or other property properly includ-
ible in the inventory of the taxpayer.

(B} Non-inventory property held for
sale. Non-inventory property held by a
taxpayer primarily for sale to customers
in the ordinary course of the taxpayer’s
trade or business.

(C} Certain self-constructed assets.
Self-constructed assets substantially
identical in mature te, and produced in
the same manner as, inventory property
produced by the taxpayer or other
property produced by the taxpayer and
held primarily for sale fo customers in
the ordinary course of the taxpayer’s
trade or business.

(D) Self-constructed assers produced
on a repetitive basis. Self-constructed
assets produced by the taxpayer on a
routine and repetitive basis in the
ordinary course of the taxpayer’s trade
or business.

(ii) Election to exclude self-
constructed assets. At the taxpayer’s
electiop, the simplified production
mcthod may be applicd within 2 Endle
or ‘bosiness o only she caegonics of
WCTRTY EUpETtY 8Rd R0B-EWCEOTY
geoperty held for saie descethed
paragraphs WXNGHA) wnd B) of shis
section. Taxpawers clectiang to exclude
the self-constructed assets, defimed in
paragraphs (B)(2)(1)(C} and (D) of this
section, from application of the sim-
plified production method must, how-

ever, allocate additional section 263A
costs to such property in accordance
with §1.263A-1(f).

(3) Simplified production method
without historic absorption ratio
election—{(1} General allocation
formula—(A} In general. Except as
otherwise provided in paragraph
(0)(3)5v) of this section, the additional
section 2634 costs allocable 10 eligible
property remaining on hand at the close
of the taxable year under the simplified
production method are computed as
follows:

Absorption ratio X Section 471 costs
remaining on hand
at year end,

(B} Effect of allocation. The absorp-
tion ratio generally is multiplied by the
section 471 costs remaining in ending
inventory or otherwise on hand at the
end of each taxable year in which the
simplified production method is ap-
plied. The resulting product is the
additional section 263A costs that are
added to the taxpaver’s emding section
471 costs to determine the secticn
263A costs thet are capitalized. See,
however, paragraph (b)3Xiii) of this
section for special sules applicable 10
LIFQ taxpayers. Except as otherwise
provided in this section or in §1.263A-
1 or 1.263A-3, additional sections 263A
costs that are allocated to inventodic:
on tand at tee ciose of the taxable yea
wader the simplified peaduction metbod
of shis parsgragh () sc Wemed
mveniary costs for 21l prrpeses of the
Imernil Revesme Code.

(1) Definitions-—{A) Absorption
ratio. Under the simplified production
method, the absorption ratio is detu:
mined as follows:

Add’l section 263A costs incurred during the taxable year

Section 471 costs imcurred during the taxable year,

(]) Additional section 263A costs
incurred during the raxable year. Addi-
ticnal section 263A costs incurred
during the taxable year are defined as
ibe additional section 263A costs de-
scribed in 31.263A-1(D3) tha a -
payer incurs during its current taxable
year,

(2) Section 471 costs incurred dur-
ing the taxable year. Section 471 costs
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incurred during the taxable year are
defined as the section 471 costs de-
scribed in §1.263A-1(d}2) that a tax-
payer incurs doring its current taXable
year.

(B) Section ¥7! costs remnmining on
hand at year end. Section 471 costs
remaining on hand at year end means
the section 471 costs, as defined in
§1.263A-1(d)}2), that a taxpayer incurs

during its current taxable year whi |,
remain in its ending inventory or .1
otherwise on hand at year end. !.

LIFO inventories of a taxpayer. 1

section 471 costs remaining on han!
year cad means the increment, if o

for the current year stated in term: .

section 471 costs. See paragi.an”
(b)}3X)iii) of this section.

(iii) LIFO raxpayers electing -




wplified production method—(A) In
wiraf. Under the simplified produc-
+1 method, a taxpayer using a LIFO
~thadt romst calcokate 2 pariCwlar
as index {e.g., under §1.472-8(e))
ithout regard to its additional section
-1\ costs. Similarly, a taxpayer that
lists current-year costs by applicable
Jexes to determine whether there has
cn an inventory increment or decre-
~ul in the current year for a particular
13 pool must disregard the addi-
il osection 263A costs in making
il dletermination.

18y LIFO increment. If the taxpayer
termines there has been an inventory
v ivment, the taxpayer must state the
nvuit of the increment in current-year
dlwrs (stated in teymes Of section 471

~as). The taxpaper then wultiphies
o amenit by the absorption ratio.
I resitbag preduet s the additional
cton 2634 costs thar et be added
< the taxpayer’s incremesd for the year
ad o terms of sectiom 471 costs,
1€y LIFO decrement. I the taxpayer
icrmines there has been an inventory
«rement, the taxpayer must siate the
mount of the decrement in dellars

Add’l §263A costs imowred during

applicable to the particular year for
which the LIFO layer has been in-
vaded. The additional section 263A
costs mcwsred in prel years that ace
applicable to the decrement are charged
to cost of goods sold. The additional
section 263A costs that are applicable
1o the decrement are determined by
multiplying the additional section 263A
costs allocated to the layer of the peol
in which the decrement occurred by the
ratio of the decrement (excluding addi-
tional section 263A costs) to the
section 471 casts in the layer of that
pool.

(iv) De minimis rule for producers
with rotal indirect costs of 3200000 or
less—(A) In general. If a producer
wmawss- $200,000 of jess of total indigect
costs ia a taxable year. the additioral
section 2634 costs allecable te cligible
property remmming o bancd 2t the close
of the taxable year are docwed 0 be
zero. Solely for purposes of this
paragraph (b){3)(iv), taxpayers are per-
mitted to exclude any category of
indirect costs (listed in §1.263A-
I(e)(3ii)) that is net required to be

1994

3 1.000.000

Section 471 costs incurred during

iy Under the simplified production method, J determines the additional

1994

I «rplion ratie by the section 471 costs remaining in its ending inventory:

Add’l §263A costs =

10% X $3.000,000 =

£10.000,000

Section 263A

capitalized (e.g.. selling and distribu-
tion costs) in determining total indirect
costs.

(B) Hwigied porty amd aggregation
rules. In determining whethexr the pro-
ducer incurs $200,000 or less of total
indirect costs in a taxable year, the
related party and aggregation rules of
§1.263A-3(b)(3) are applied by sub-
stituting total indirect costs for gross
receipts wherever gross receipts
appears.

(v} Examples. The provisions of this
paragraph (b) are illustrated by the
following examples.

Example {—FIFOQ inventory method (i) Tax-
payes | uses the FIFQO methad of accownting for
invemosiss. I's bugmmory, inventory for 1994 (all
of which s sald during 199%4) is $2.500.000
(comasting of SLOMMOES of semtics 471 comls
and $300.000 of additonal section 263A cous)
During 1994, I imcues $I0.000.000 of secrizm 471
comes ik 31000000 of additionst secvive 263h
costs. F's additiomsl section 263A costs imcluche
capitalizable mixed service costs computed under
the simplified service cost method as well as
other atlocable costs. Fs sectiom 471 cosls
remaining in ending inventery at the cwd of 1994

are $3.000.000. | compuies its abecrption ratic
for 1994, as follows:

= 0%

section 263A costs allocable to its ending inventory by multiplying the

$300.000.

sk J adds this $300.000 to the $3,000.000 of section 471 costs rermaining in its ending inventory to calculate its total ending inventory of $3,300,000.
I halance of J's additional section 263A costs incurred during 1994, $700,000. ($1.000,000 less $300.000) is taken into account in 1994 as part of I's

Lot goods sold.

! ample 2—LIFO inventory method (i} Taxpayer K uses a dollar-value LIFO inventory method, K's beginning inventory for 1994 §s $2,500,000
mristing of $2.000,000 of section 471 costs and $500.000 of additional section 263A costs). During 1994, K 1incurs $10,000.000 of section 471 costs and
I 103,000 of additional section 263A costs. K's 1994 LIFO increment is $1.000,000 ($3.000,000 of section 471 costs in ending inventory less $2.000.000

+ ~evction 471 costs in beginning inventory).

1 To determine the additional section 263A costs allocable (o its ending inventory, K multiplies the 10 % absorption ratic ($1.000.000 additional
ot 263A costs divided by $10,000,000 section 471 costs) by the $1,000,000 LIFO increment. Thus, K's additional section 263A costs allocable to its
ahng inventory are $100,000 ($1.000,000 multiplied by 10 %) This $100.000 is added to the $1.000.000 1o determine a total 1994 LIFO increment of
1 HnL 000, K's ending inventory is $3.600,000 {its beginning mventory of $2.500.000 plus the $1,100.000 increment}. The balance of K's additional
cotion 263A costs incurred during 1994, $900,000 (3£,000.000 less $100,000% 15 taken into account in 1994 as part of K's cost of goods sold.

td In 1995, K sells one-half of the inventory 1n its 1994 LIFO increment. K must include in its cost of goods soid for 1995 the amount of additional
cclon 263A costs relating to this inventory, 350,000 (one-half of the additonal section 263A costs capitalized in 1994 ending inventory. or $100.000).

f vample 3—LIFQ pools (1) Taxpayer L begins its business in 1994 and adopts the LIFO inventory method. During 1994, L incurs $10,000 of section
171 costs and $1.000 of additicnal section 263A costs. At the end of 1994, L’s ending inventory includes $3.000 of section 471 costs contained in three
ey pools (X, Y, and Z) as shown beiow. Under the simplified production method, L computes its absorption ratio and inventory for 1994 as follows:

Additional §263A costs incurred during 1994

$1.000

Section 471 costs incurred during 1994

$10.000

= 1%

1993-2 C.B. 103




Section 263A

1994:

Ending section 471 costs......

Additional secticn 263A
costs (10%)

1994 ending inventory

(i) During 1995, L ncurs $2,000 of section 471 costs as shown below and $400 of additional section 263A costs.

Total X
...... $3,000 $1.600
...... 300 160
...... $3,300 $1,760

Y Z
3600 $800
60 80

$660 $880

Moreover, L selis goods from pools

X, Y, and Z having a total cost of $1,000. L computes its absorption ratio and inventory for 1995:

Additional §263A costs incurred during 1995 $400
Section 471 costs incurred during 1995 $2,000

1995:

Beginning section
471 costs
1985 section
471 costs
Secticn 471 cost

of goods sold. ...............

1995 ending

Section 471 costs ............

Consisting of:
1994 layer
1995 layer

Additional sectiot
263A costs:
1994 (10%)
1995 (20%)

(iii} In 1995, L ewperiences 2 5200 decapmmemt
in pool Z. Tims. L must charge the additional
section 263& costs incwred M prior  years
applicable 80 the decrement to 1995's cost of
goods soid, To do so, L determtives a ratio by
alivaging the decrement by dhe saction 471 costs
in vt 1994 layer (5200 divified by 996, =
T9%). 1. tun wekiplivs fhis sstie LYT%) by e
adivions) section 2634 ones i the S04 dmwer
WD) a detcmmine The aitivionsl settien W63A
oo -applicable ou d-<desemam 539 Thaw-
dang, $20 is salicw into accooum By 1, im YOO5
pant of 45 com of gesds sold S0 audtigdied Sy
25 %).

(4) Simplified production method
with historic absorption ratio
election—(i) In general. This paragraph
(b)(4) generally permits producers
using the simplified production method

Total X
...... $3,000 $1.600
,,,,,, 2,000 1,500
...... (1,000} (300)
...... 54,000 $2.800
$2.800 $1.600
1,200 1,200
$4,000 $2,800
$280 2160
240 240
$520 00
e 4,520 43,200

to edect a historic absorption ratio ia
determining additional section 263A
costs allocable to eligible property
remaining on hand at the close of their
taxable vears. Except 26 provided in
yasgemph ®¥div) of &is soction. »

peyer Wy euly smiw 3 hiteric

m.nchm-i’zt-ud

fmedintely

election and has capitalized additional
section 263A costs using an actual
absorption ratio {as defined under
paragraph (b} 3)(ii) of this section) for
its three most recent consecutive tax-
able years. This method is not available

= 20%

H Z
$600 $300
300 200
0 o
3500 se00
$600 5500
sec0 3600
560 560
w0 w0
60

10 2 taxpayer that is deemed 10 have
zer0  additional section 263A cosis
under paragraph (b}3Xiv) of this sec-
tion. The historic sbsorptiem sstio is
used in lieu of an actual abeerption
taio computod sader paragsaph (0)(3)-
i) of this sucvitnp and i hased on costs
wwamtﬂ

this section.

(ii) Operating rules and defini-
tions—(A) Historic absorption ratio.
(1) The historic absorption ratio is
equal to the following ratio:

Add’] section 263A costs incurred during the test period

Section 471 costs incurred during the test period.

(2) Additicnal section 263A costs
incurred during the test period are
defined as the additional section 263A
costs described M $1 263A-3¢R(3) dwt
the taxpayer incurs during the test
period described in paragraph (b}{4)-
(ii}B) of this section.

(3) Section 471 costs incurred during
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the test period mean the section 471
costs described in §1.263A-1(d)(2) that
the taxpayer incurs during the iest
poried deacvibed in pasagraph (bi4)-
(ii)(B) of this section.

(B) Test period—(1) In general. The
test period is generally the three
taxable-year period immediately prior

to the taxable year that the historic
absorption ratio is elected.

(2) Updated test period. The test
ot beg in with she Degiani
of the first taxable year after the close
of a qualifying period. This new test
period, the updated test peried, is the
three taxable-year period beginning



with the first taxable year after the
close of the qualifying period as
defined in paragraph (b){4)(ii)(C) of
this section.

(C) Owalifyingy period—(I) M gen-
eral. A qualifying period includes each
of the first five taxable years beginning
with the first taxable year after a test
period (or an updated test period).

(2) Extension of qualifving period.
In the first taxable year following the
close of each qualifying period, (e.g..
the sixth taxable year following the test
period), the taxpayer must compute the
actual absorption ratio under the sim-
plified production method. If the actual
absorption ratio computed for this
taxable year (the recomputation year) is

taxpayes mwst continue to use the
histovic abeowption ratio throughout the
zxtended quabifying period. If, how-
zver, the actual abserption ratio com-
puted for the recompmtation year is not
within one-half of one percentage point

© ‘plus or minus) of the histesic absorp-

Jom ratio, the taxpayer mast gxe actial
sbeception ratios begimmimg with the
ecomputation yeap underthe simplified
aoduction method and throughout the
mpdated test period. The taxpayer must
eswme using the historic absorption
o (determined with reference to the
wpdated test period) in the third taxable
rear following the recomputation year.

(iii) Method of accounting—(A)
Adoption and use. The election to use
fie historic absorption ratio is a method
of accounting. A taxpayer using the
iimplified production method may elect
be historic absorption ratio in any
axable year if permitted under this

1991:

Add'i section 263A costs

1992:

Add'l section 263A costs - 200

1993:

Add’l section 263A costs -

paragraph (b)(4), provided the taxpayer
has not obtained the Commissioner’s
consent to revoke the historic absorp-
tion ratio election within its prior six
taxsble years. The clection is o be
effected on a cut-off basis, and thus, no
adjustment under section 481(a) is
required or permitted. The use of a
historic absorption ratio has no effect
on other methods of accounting
adopted by the taxpayer and used in
conjunction with the simplified produc-
tion method in determining its section
263A costs. Accordingly, in computing
its actual absorption ratios, the taxpayer
must use the same methods of account-
ing used in computing its historic
abscrption ratio during its most recent
test period unless the taxpayer obtains
the consent of ihe Commissiones. Fi-

actual’ sleowption ratio by ressonr of the
requirements of this paragraph (b)(4)
are not considered changes in methods
of accounting under section 446(e) and,
thus, do not require the consent of the
Commissioner or any adjustments un-
der section 481(a).

{B) Revocation of election. A tax-
payer may only revoke its election to
use the historic absorption ratio with
the congent of the Commissioner in a
manner prescribed under section 446(e)
and the regulations thereunder. Consent
to the change for any taxable year that
is included in the qualifying period (or
an extended qualifying period) wiil be
granted only upon a showing of un-
usual circumstances.

(iv) Reporting and recordkeeping
requirements—(A) Reporting. A tax-
payer making an election under this
paragraph (b){4) rmust attach a state-
ment to its federal income tax return
for the taxable year in which the

~ 3100

300

{ii} Therefore, M computes a 5% historic absorption ratio determined as follows:

Historic
absorption =
ratio

$100 + 200 + 300 $600

= 5%

$3.000 + 2,000 + 5000 $12,000

Section 471 costs

Section 471 costs

Section 263A

election i1s made showing the actual
absorption ratios determined under the
simplified production method during its
first test period. This statermnent must
disciose the Nistovic sbworption ratie to
be used by the taxpayer during its
qualifying period. A similar statement
must be attached to the federal income
tax return for the first taxable year
within any subsequent qualifying period
(i.e., after an updated test period).

(B) Recordkeeping. A taxpayer must
maintain all appropriate records and
details supporting the historic absorp-
tion ratio until the expiration of the
statute of limitations for the last year
for which the taxpayer applied the
particular historic absorption ratio in
determining additional section 263A
costs capitalized to eligible propesty.

() Transition swiss. Tanpages- will
be peomittad to elect a hiscosic: absosp-
Gen ratie in theiw fivse, sovemd. or thind
tushie your begiminy afber Desssmbor
35, 1993, wder such termas 2l Comdl-
tions as may be prescribed by the
Commissioner. Taxpayers are eligible
to make an electionr ander these transi-
tion rules whether or not they pre-
viously used the simplified production
method. A taxpayer mking such an
election must recompute (of compute)
its additional section 263A costs, and
thus, its historic absorption ratio for its
first test period as if the rules pre-
scribed in this section and §§1.263A-1
and }.263A-3 had applied throughout
the test period.

{vi) Example. The provisions of this
paragraph (b}{4) are illustrated by the
following example:

Example. (i) Taxpayer M uses the FIFO
method of accounting for inventories and for
1994 elects to use the historic absorption ratio
with the simplified production method. After
recomputing its additional section 263A costs in
accordance with the transition rules of paragraph
(b¥4)(¥) of this sectien, M identifies the
following costs incurred during the test period:

Section 471 costs - 53,000

- 4,000
- 5000
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(iii) In 1994, M incurs $10,000 of section 471 costs of which $3.000 remain in inventory at the end of the year. Under the simplified production method
using a historic absorption ratio, M determines the additional section 263A costs allecable to its ending inventory by multiplying its historic absorption
ratio (3%) by the section 471 costs remaining in its ending inventory as follows:

{iv) To determine its ending inventery under
section 263A, M adds the additional section
263A costs allocable to ending inventory to its
section 471 costs remaining in ending inventory
($3.150 = $150 + $3.000)0. The balance of M's
additional section 263A costs incurred during
1994 is taken into account in 1994 as part of M's
cost of goods sold.

{v) M's qualifying period ends with the close
of its 1998 1axable year. Therefore, 1999 is a
recomputation year in which M must compute its
actual absorption ratio. M determines its actual
absorption ratio for 1999 1o be 5.25% and com-
pares that ratic to its historic absorption ratio
(5.0%). Therefore, M must continue to use its
historic absorption ratio of 5.0% shronghout an
extended qualifying period, 1999 through 2004
{the recomputation year and the following five
taxable years).

(vi) If, instead, M’s actual absorption ratio for
1999 were not between 45% and 5.5%. M's
qualifying period would end and M would be
required to compute a new historic absorption
ratio with reference to an updated test period of
1999, 20600, and 2001. Once M’s historic
absorption ratic is determined for the updated
iest period, it would be used for a new qualifying
period beginmng in 2002

{c) Additiona! simpiified methods for
producers. The Comunissioner may pre-
scribe additional elective simplified
methods by revenue ruling of revenuve
procedure,

{d) Cross reference. See $1.600-1(a)
regarding the duty of taxpayers to keep
such records as are  sufficiens to
eezblish the mmomn of gress imoeme,
dedwctions, eic.

$1.263A-3 Raies reiawing 20 property
acguired for resale.

(a} Capitalization rules for property
acquired for resale—(1) In general.
Section 263A applies to real property
and personal property described in
section 1221(1) acquired for resale by a
retailer, wholesaler, or other taxpayer
{reseller). However, section 263A does
not apply to personal property de-
scribed in section 1221(1) acquired for
resale by a reseller whose average
annual gross receipts for the three
previous taxable years do not exceed
$10,000,000 (small reseller). For this
purpose, personal property includes
boib tangihle and iatangible prope
Property acquired for resale mdudcs
stock in trade of the taxpayer or other
property which is includible in the
taxpayer’s inventory if on hand at’ the
close of the taxable year, and property
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Add’l section 263A costs =

5% % $3.000

held by the taxpayer primarily for sale
to customers in the ordinary course of
the taxpayer’s trade or business. See,
however, §1.263A-1(b)(11) for an ex-
ception for certain de minimis property
provided to customers incident to the
provision of services.

(2) Resellers with production ac-
tivities—(1) In general. Generally, a
taxpayer must capitalize all direct costs
and certain indirect costs associated
with real property and tangible personal
property it produces. See §1.263A-2(a).
Thus, except as provided in paragraphs
(a)(2)(i1) and {3) of this section, a
reseller, including a small reseller, that
also produces property must capitalize
the additional section 263A costs asso-
ciated with any property it produces.

(ii) Exception for small resellers.
Under this paragraph (a){2){ii), a small
reseller is not required to capitalize
additionai section 263A costs associ-
ated with any personal property that is
produced incidemt 1o its resale ac-
tivities, provided the production ac-
tivities are de minimis (within the
meaning of paragraph (a)2)(iii) of this
section).

(iii) De minimis production ac-
tivities—{(A) In general. (I) In deter-
mining whether a taxpayer’s production
activities awe de wmimis, bl {acts and
Clmminsiances must be considesed. Fer
cxample. the tpayer wmust comeder
the volume of the yodection activities
® i wade or miness. Prodection

{i) The gross receipts from the saie
of the property produced by the reseller
are less than 10 percent of the total
gross receipts of the trade or business;
and

{ii) The labor costs allocable to the
trade or business’ production activities
are less than 10 percent of the re-
seller’s total labor costs allocable 1o its
trade or business.

{2) For purposes of this de minimis
presumption, gross receipts has the
same definition as provided in para-
graph (b) of this section except that
gross receipts are measured at the
trade-or-basiness level yevher than ot
the single-employer level.

(B) Example. The application of this
paragraph (a)2) may be illustrated by
the following example:

= §150

Example—Small  reseller with de minimis
production activities. Taxpayer N is a small
reseller in the retail grocery business whose
average annual pross receipts for the three
previous taxable years are less than $10,000,000.
N's grocery stores typically contain bakeries
where customers may purchase baked goods
produged by N. N’s pross receipts from its
bakeries are 5% of the entire grocery business.
N's labor costs from its bakeries are 3% of its
total labor costs allocable to the entire grocery
business. Because both ratios are less than 10%,
N's production activities are de minimis. Further,
becanse N's production activities are incident to
its resale activities. N is not required to
capitalize any additional section 263A costs
associated with its produced property.

(3) Resellers with praperty produced
under contract. Generally, property
produced for a taxpayer under a con-
tract (within the meaning of §1.263A-
2(a)(1(ENBX2)) is treated as property
produced by the taxpayer. See
§1.263A-2(a)(1)(ii}B). However, a
small reseller is not required to capital-
ize additional section 263A costs 1o
personal property produced for it under
contract with an anrelated person if the
contract is emtered into incident to the
resale activities of the small reseller
and the property is sol to s
customers. For porposes of this para-
graph, persons sre related if they are
described in section 267(b) or 70Mb).

W) Use of the simplified resale
meshad—{i) i geweral. Except as
wovided in pesagraphs (a)4Xi) and
Git) of this section, 2 taKpayeT M3y
cloct the aimpliiaed production metivod
(a5 described in §1.263A-2(b)) bt may
not clect the snplified resale sarthod
(as described in paragraph (d) of this
section) if the taxpayer is engaged in
both production and resale activities
with respect to the items of eligible
property listed in §1.263A-2(bX2).

(i1) Resellers with de minimis pro-
duction activities. A reseller otherwise
permitted tc use the simplified resale
method in paragraph (d) of this section
may use the simplified resale method it
its production activities with respect to
the items of eligibie property listed m
§1.263A-2(b)(2) are de minimis (withn
the meaning of paragraph (a}{(2)(iiij o
this section) and incideat o #s resalc
of personal property described in sec
tion 1221(1).

(iii) Resellers
duced under a contract.

with property pro
A reseller



nerwise permitted to use the sim-
niizd resale method in paragraph (d)
1 this section may use the simplified
le method even though it has

r~onal property produced for it (e.g.
n.ate label goods) under a contract
. an unrelated person if the contract

entered into incident to its resale
avities and the property is sold to its
n+omers. For purposes of this para-
vaph (a)(4)(iii), persons are related if
v are described in section 267(b) or
Hib).

vy Application of simplified resale
ciied. A taxpayer that uses the
nuplified resale method and has de
«imis production activities incident
ity resale activities or property

~duced under contract must capitalize
11 costs allocable to eligible propesty
cthod,

b} Gross receipte exception for
wiill resellers—(1} In geweral. Section
»3A does not apply to my pecsoral

roperty acquired for resale during any
wivable year if the taxpayer's (or its
1 odecessors’) average annual gross
veipts for the three previous taxable
ais (test period) do not exceed
13.000,000. However, taxpayers that
quire real property for resale are
- hiect 1o section 263A with respect to
| properiv regardless of their gross
ceipts. See section 263A(b)2)(B).
11y Test period for new taxpayers.
o+ purposes of applying this excep-
.oy, if a taxpayer has been in existence
or less than three taxable years, the
.ipayer determines its average annual
~105s receipts for the number of taxable
cars (including short taxable years)
it the iaxpayer {(or its predecessor)
1< Deen in existence.

i} Treatment of short taxable year.

i the case of a short taxable year, the
avpayer’s gross receipts are annualized

[—

{A) Muitiplying the gross receipts of

e short taxable year by 12; and

{B) Dividing the preduct determined
e paragraph (b)}(1)(ii)(A) of this sec-
Jdon by the number of months in the
~fort taxable year.

(2) Definition of gross receipts—I(i)
n general. Gross receipts are the iotal
amount, as deterinined under the tax-
aaver's method of accounting, derived
nom ail of the taxpayer’s trades or
Inisinesses {e.g.. revenues derived from
the sale of inventory before reduction
lor cost of goods sold).

(i1} Amounts excluded. For purposes
of this paragraph (b}, gross receipts do
not include amounts representing—

(A) Returns or allowances:

(B} Interest, dividends, remts, roval-
ties, or annuities, not derived in the
ordinary course of a trade or business;

{C) Receipts from the sale or ex-
change of capital assets, as defined in
section 1221:

(D) Repayments of loans or similar
instruments (e.g., a repayment of the
principal amount of a loan held by a
commerctal lender);

(E) Receipts from a sale or exchange
not in the ordinary course of business,
such as the sale of an entire trade or
business or the sale of property used in
a wade or business as defined under
section [221(2); and

(P Receipts from amy activity other
than a trade or busimess or an activity
cogaged in for profie

(3) Aggregation of gross receipts—
(1) Im general. In determining gross
receipts, all persons treated as a single
employer under section 52(a)} or (b).
section 414{m), or amy regulation pre-
scribed under section 414 (or persons
that would be fireated as a single
employer under any of these provisions
if they had employees) shall be treated
as one taxpayer. The grass receipts of a
single employer (or the group) are
determined by aggregating the gross
receipts of all persons (or the members)
of the group, excluding any gross
receipts attributable o transactions oc-
curring between group members.

(ii) Single emplover defined. A con-
trolled group, which is treated as a
single employer under seciion S52{a).
includes members of a controiled group
within the meaning of section 1563(a),
regardless of whether such members
would be treated as component mem-
bers of such group under section
1563(b). (See §1.52-1(c}.) Thus, for
example, the gross receipts of a fran-
chised corporation that is treated as an
excluded member for purposes of sec-
tion 1563(b) are included in the single
employer’s gross receipts under this
aggregation rule, if such corporation
and the taxpayer were members of the
same comtrolled group under section
1563(a).

(iii) Gross receipts of a single
employer. The gross receipts of a singie
employer for the test period inciude the
gross receipts of all group members (or
their predecessors) that are members of
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the group as of the first day of the
taxable year in issve, regardless of
whether such persons were members of
the group for any of the three preced-
ing taxabic years. The gross receipts of
the single employer for the test period
do not, however, include the gross
receipts of any member that was a
group member (including any predeces-
sor) for any or all of the three
preceding taxable years, and is nro
longer a group member as of the first
day of the taxable year in issue. Any
group member that has a taxable year
of less than 12 months must annualize
its gross receipts in accerdance with
paragraph (b)(1)(i1) of this section.

{(iv} Examples. The provisions of this
paragraph (b)(3) are illustrated by the

following examples:

Enample . Sobvidinwry ocymived dwrizy the
trxmbie year. A papemt cospecabios. (P bas
owingh. 1095 of the stach of aather corparation.
(51), contwoully soce 190, P oaExt S e
calewdar year taxpeyvers. SI acqmures property for
resale. On Jamuary |, 1994, P acquires 100% of
the stock of another calendar year corporation
(32). I[n determining whether S1's resale ac-
livities are subject to the provisions of section
363A for 1994, the gross recetoes of P, 81, and
52 for 1991, 1992, and 1993 are zggregated,
excluding the gross receipts, if spy, auributable
to transactions occuxring between the three
corporations.

Exampte 2. Subsidiary sold during the raxabie
vear, Since 1989, a parent corporation, (P). has
continually owned 100% of the stock of two
other corporaticns, (81) and (S2). The three
corporations are calendar year taxpayers. Sl
acquires property for resale. On December 31,
1993, P sells all of its stock in 32, In
determining whether $1's resale activities are
subject to the provisions of section 263A for
1994, only the gross receipts of P and 81 for
1991, 1992, and 1993 must be aggregated,
excluding the gross receipts, if any. attributable
to  transactions occurring between the two
corporations.

(cy Purchasing, handling, and stor-
age costs—(1) In general. Generally,
§1.263A-1¢e) describes the types of
costs that must be capitalized by
taxpavers. Resellers must capitalize the
acquisition cost of property acquired
for resale, as well as indirect costs
described in §1.263A—1(e)(3), which
are properly allocable to property ac-
quired for resale. The indirect costs
most often incurred by resellers are
purchasing, handling, and storage cosis.
This paragraph (c) provides additional
guidance regarding each of these cate-
gories of costs. As provided in
§1.263A—1{(e), this paragraph (¢} also
applies fo producers incurring purchas-
ing, handling, and storage costs.
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(2) Costs arntributable to purchasing,
handling, and storage. The costs at-
tributable to purchasing, handling, and
storage activities generally consist of
direct and indirect labor costs (includ-
ing the costs of pension plans and other
fringe benefits); occupancy expenses
including rent, depreciation, insurance,
security, taxes, utilities and mainte-
nance; materials and supplies; rent,
maintenance, depreciation, and insur-
ance of vehicles and equipment; tools;
telephone; travel; and the general and
administrative costs that directly bene-
fit or are incurred by reason of the
taxpayer’s activities.

(3) Purchasing costs—(i) In general.
Purchasing costs are costs associated
with operating a purchasing department
or office within a trade or business,
including personnel costs (e.g.. of
buyers, assistant buyers, and clerical
workers), relating to—

(A) The selection of merchandise;

(B) The maintenance of stock assort-
ment and volume;

{C) The placement
orders;

@) The emablishmest and mainte-
nangce of wemndor comacts; amd

(E) The comparivon and tewting of
merchandise.

(it} Deserminnvion of whesher per-
sonnel are engaged in pwrchasing
activities. The determination of whether
a person is emgaged in purchasing
seaivites i bedod upen dhe acdivities
“uumdm
e powsm’s tille ar job clessificetion.
Thes, for cxampic, althongh
coplower’s job fomotion ey be de-
soribed im sach 2 wmy 35 W liceae
activities outside the area of purchasing
(e.g.. a marketing representative), such
activities must be analyzed on the basis
of the activities performed by that
employee. If a person performs both
purchasing and non-purchasing ac-
tivities, the taxpayer must reasonably
allocate the person’s labor costs be-
tween these activities. For example, a
reasonable allocation is one based on
the amount of time the person spends
on each activity,

(A) % rule for allocating labor
costs. A taxpayer may elect the '4-%
sule dor allocating laber costs of
persons  performing both purchasing
and non-purchasing activities. If
elected, the taxpayer must allocate the
labor costs of all such persons using
the %-% rule. Under this rule—
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of purchase

(1) If less than one-third of a per-
son’s activities are related to purchas-
ing, none of that person’s labor costs
are allocated to purchasing;

(2) If more than two-thirds of a
person’s activities are related to pur-
chasing, all of that person’s labor casts
are allocated to purchasing; and

(3) In all other cases, the taxpayer
must reasonably allocate labor costs
between purchasing and non-purchasing
activities.

(B) Example. The application of
paragraph (c)(3}ii)(A) of this section
may be illustrated by the following
example:

Example. Taxpayer O is a reseller that
employs three persons, A, B, and C, who
perforn  both purchasing and non-purchasing
activities. These persons spend the following
time performing purchasing activities: A-25%;
B-~70%:; and C-50%. Under the %% rule,
Taxpayer O treats none of A's labor costs as
purchasing costs, all of B's labor costs as
purchasing costs, and Taxpayer O allocates 50%
of C’s labor costs as purchasing costs.

(4} Handling costs—(i) In general.
Handling costs tnclude costs attributa-
ble to processing, assembling, re-
packaging, tassporting, and other
similar activities with respect to prop-
erty acquired for resale, provided the
activities do not come within the
meaning of the term produce as defined
in §1.263A-2(a)(]1). Handling costs are
generally required to be capitalized
vader section 263A. Under this para-
g {e38)i). Sewyrtr, bunilling cvets
acwwd & 2 sl wlks faclty s
defiged = pangeh ©OC)GND) of
this vection) with weupect 45 propety
wfid 0 ovtnil -onsemes ot dhe Spullicy
e wat soquined 4o be capitalisod. Thes,
for example, handling costs incorred =t
a retail sales facility to unload, unpack,
mark, and tag goods sold to retail
customers at the facility are not re-
quired to be capitalized. In addition,
handling costs incumed at a dual-
function storage facility (as defined in
paragraph (c){(S}ii}(G} of this section})
with respect to property sold to
customers from the facility are not
required to be capitalized to the extent
that the costs are incurred with respect
to property sold in on-site sales.
Handling costs attributable to property
sold to customers from a dual-function
“torape factlity ™ onoeie caies asc
determined by applying the ratio in
paragraph (c)(5)(i)(B) of this section.

(ii} Processing costs. Processing
costs are the costs a reseller incurs in

making minor changes or alterations to
the natore or form of a product
acquired for resale. Minor changes to a
product include, for example, mono-
gramming a sweater, altering a pair of
pamts, and other similar activities.

(iii} Assembling costs. Generally, as-
sembling costs are costs associated
with incidental activities that are neces-
sary in readying property for resale
(e.g.. attaching wheels and handlebars
to a bicycle acquired for resale).

(iv) Repackaging costs. Repackaging
costs are the costs a taxpayer incurs to
package property for sale to its
custommers.

(v) Transportation costs. Generally,
transportation costs are the costs a
taxpayer incurs moving or shipping
property acquired for resale, These
costs include the cost of dispatching
trucks; loading and unloading ship-
ments; and sorting, tagging, and mark-
ing property. Transportation costs may
consist of depreciation on trucks and
equipment and the costs of fuel,
insurance, labor, and similar costs.
Generally, tramsportation costs required
to be capitalized include costs incurred
in trapsporting propesty—

(A) From the vendor to the taxpayer;

(B) From ome of the taxpayer’s
storage facilities 0 amother of its
storage facilities;

(C) From the axpayer’s stooge fa-
cility to its retail sales facility;

) Foam she taxpoves's wetzil sales
faciliny o % secage fecility; s ,

4E) Foom e of S 1opuyer’s votall
suies Sucilities o snofey of i mtxil -
nies-Sacililies.

{vi) Coss not cowiviered handiing
costs—{(A) Distriburion costs.
{Reserved)

(B) Delivery of custom-ordered
items. [Reserved} ;

(C) Repackaging after sale occurs, }
[Reserved] ;

(5) Storage costs—{i) In gencral ]
Generally, storage costs are capitalized 3
under section 263A to the extent they
are attributable to the operation of an
off-site storage or warehousing facility 4
(an off-site storage facility). Howevet, §
storage costs attributable to the oper 3
tion of an on-site storage facility (m
defmed in gk (CHSKENA) o]
this section} are not required to B¥3
capitalized under section 263A. Storajiiy
costs attributable to a dual-funce
storage facility (as defined in parag




WHMGIWG) of this section) must be
capitalized to the extent that the
lacility’s costs are allocable to off-site
Sruge.

ni) Definitions—{A) On-site storage
fcility, An on-site storage facility is
telmed as a storage or warehousing
Licthty that is physically attached to,
wd an integral part of, a retail sales
Lacitity.,

{B) Retail sales facility. (I} A retail
«les facility is defined as a facility
where a taxpayer sells merchandise
~«clusively to retail customers in on-
ale sales. For this purpose, a retail
wiles facility includes those portions of
any specific retail site—

(/) Which are customarily associated
with and are an uMegral part of the
operations of that retail ste;

(riy Whiclr are generally opes cach
business day exchusively to  retail
v LSBT

i) On oF in which rctail customees
normaily and routinely shop to select
specifie items of merchandise; and

(iv) Which are adjacent to or in
immediate proximity to other portions
ot the specific retail site.

(2) Thus, for example, two lots of an
auwomebile dealership physically sepa-
ited by an alley or am access road
would generaily be comsidered one
ietail sales facility, prowided customers
roulinely shop on both of the leots to
select the specific automobiles that they
winh to acquire.

(C)y An integral part of a retail sales
tui ligy. A storage facility is considered
an integral part of a retail sales facility
when the storage facility is an essential
and indispensable part of the retail
sales  faciiity. For example, if the
«torage facility is used exclusively for
hliing orders or completing sales at the
ielail sales facility, the storage facility
i~ an integral part of the retaill sales
Lacility.

(D) On-site sales. On-site sales are

defined as  sales made to retail
custoiners physically present at a facil-
ity. For example, mail order and

catatog sales are made to customers not
physically present at the facility, and
thus, are not on-site sales.

(E) Retail customer—(1} In general.
A retail customer is defined as the final
purchaser of the merchandise. A retail
customer does not include a person
who resells the merchandise to others,
such as a coniractor or manufacturer

that incorporates the merchandise into
another product for sale to customers.

(2) Certain non-retail customers
treated as retail customers. For pur-
poses of this section, a momreted
customer is treated as a retail customer
with respect to a particular facility if
the following requirements are
satisfied—

({y The non-retail customer pur-
chases goods under the same terms and
conditions as are available to retail
customers {e.g., no special discounts);

(i) The non-retail customer pur-
chases goods in the same manner as a
retail customer (e.g., the nen-retail
customer may not place orders in
advance and must come to the facility
to examine and select goods):

(i) Retaif custorscrs shop = the
faciiny owr & routine basis- (i.e.. OB MESL
bwsiness days), and no spe:nl days or
hoos.  are  ceserved nou-etadl
costvexs; awd

(iv) More thea 50 percemt of e
gross sales of the facility are made to
retail customers.

(F) Off-site storage facility. An off-
site storage facility is defined as a
storage facility that is not an on-site
storage facility.

(3} Dual-function storage facility. A
dual-function storage fagility is defined
as a storage facility that serves as both
an off-site storage facility and an on-
site storage facility. For example, a
dual-function storage facility would
include a regional warehouse that
serves the taxpayer's separate retail
sales outlets and also contains a sales
outlet therein. A dual-function storage
facility also includes any facility where
sales are made to retail customers in
on-site sales and to—

(1) Retail customers in sales that are
not on-site sales; or

(2} Other customers.

(ii1) Treatment of storage costs in-
curred ar a dual-function storage
facilite—(A) In general. Storage costs
associated with a dual-funciion storage
facility must be allocated between the
off-site storage function and the on-site
storage function. To the extent that the
dual-function storage facility’s storage
costs are allocable te the off-site
storage function, they must be cap-
italized. To the extent that the dual-
function storage facility’s storage costs
are allocable to the on-site storage
funciion, they are not required to be
capitalized.
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(B) Dual-function storage facility al-
location ratio—(1) In general. Storage
costs associated with a dual-function
storage facility must be allocated be-
tween the off-siee swrage fencton ad
the on-site storage function using the
ratio of—

() Gross on-site sales of the facility
(i.e., gross sales of the facility made to
retail customers visiting the premises in
person and purchasing merchandise
stored therein); to

(if) Total gross sales of the facility.
For this purpose. the total gross sales
of the facility include the value of
items shipped to other facilities of the
taxpayer.

(2) Hlustration of ratio allocation.
For example, if a dual-function storage
facility’s am-site sales are 4 percent of
the total gross sales of the facility, then
4 pocont of the faciliey’s sorage
costs are allocuble W the an-sme
stornge function: and ane 2or requined 10
be capimliaed under section 283K,

() Appropriate adjustments for
other uses of a dual-function storage
faciliry. Prior to computiag the alloca-
tion ratio in paragraph (c)3Xiii)(B) of
this section, a taxpayer mwst apply the
principles of paragrapk (eX5)(iv) of
this section in determining the portion
of the facility that is a dwal-function
storage factlity (and the costs atiributa-
ble to such portion).

(C) De minimis 90-10 rule for dual-
function storage facilities. If 90 percent
or more of the costs of a facility are
attributable to the on-site storage func-
tion, the entire storage facility is
deemed to be an on-site storage facil-
ity. In contrast, if 10 percent or less of
the costs of a storage facility are
attributable to the on-site storage func-

tion, the entire storage facility is
deemed to be an offsite storage
facility.

(iv} Costs not attributable to an off-
site storage facility. To the extent that
costs incurred at an off-site storage
facility are not properly allocable to the
taxpayer’s storage function, the costs
are not accounted for as off-site storage
costs. For example, if a taxpayer has an
office attached to its off-site storage
facility where work unrelated to the
storage function is performed, such as a
sales office, costs associated with this
office are not off-site storage costs.
However, if a taxpayer uses a portion
of an off-site storage facility in a
manner related to the storage function,
for example, to store equipment or sup-
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plies that are not offered for sale to
customers, costs associated with this
portion of the facility are off-site
storage costs.

(v} Examples. The provisions of this
paragraph (c)(5) are illustrated by the
following examples:

Example ! Catalog or mail order center.
Taxpayer P operates a mail order catalog
business. As part of its business, P stores
merchandise for shipment t¢ customers whe
purchase the merchandise through orders placed
by telephone or mail. P's storage facility is not
an on-site storage facility because no on-site
sales are made at the facility,

Example 2. Pooled-stock facility, Taxpayer Q
maintains a pooled-stock facility, which fune-
tions as a back-up regional storage facility for
s retail sales outlets in the nearby area. Q's
pooled stock facility is an off-site storage facility
because it is neither physically attached to por an
integral part of a retail sales facility.

Example 3. Wholesale warehouse. Taxpayer R
operates a wholesale warehouse where wholesale
sales are made fo customers physically present at
the facility. R's customers resell the goods they
purchase from R to final retail customers.
Because no retail sales are conducted at the
facility, all storage costs attributable to R’s
wholesale warehouse must be capitalized.

(d) Simpfified resale method—(1) In-
troduction. This paragraph (d) provides
a simplified method for determining the
additional section 263A costs properly
allocable to property acquired for resale
and other eligible property on hand at
the end of the taxable year.

(2) Eligible property. Generally, the
simplified resale method is only avail-
able 1o a trade or business exclusively
engaged in resale activities. However,
certain resellers with property produced
as a result of de minimis production

activities or property produced under
contract may elect the simplified resale
method, as described in  paragraph
(a)(4) of this section. Eligible property
for purposes of the simplified resale
method, therefore, includes any real or
personal property described in section
1221(1) that is acquired for resale and
any eligible property (within the mean-
ing of §1.263A-2(b}2)) that is de-
scribed in paragraph (a)(4) of this
section.

(3) Simplified resale method without
historic absorption ratio election-~(i)
General allocation  formula—(A) In
general. Under the simplified resale
method, the additional section 263A
costs allocable to eligible property
remaining on hand at the close of the
taxable year are computed as follows:

Combined absorption ratic X Section 471 costs remaining on

(R) Effect of allocation. The result-
ing praduct under the general allocation
formula is the additiong] section 263A
costs that sre added 1p the taxpayer's
ending section 471 ocosts % determing
the section 263A costs that are
capitalized.

(C) Defmiions—{1y Combined ab-
sorption rario. The combined absorp-
don zatio is defined as the sum of the
sipage and haxdiiimg oess sbeozplian
oo w Jefinad in pomgmgh WG
{D} of this section aad the puachasing
wests .sbepgptiom tatic as defimed in
esagaaph (AX3NINE) of fes section.

hand at vear end.

(2} Section 471 costs remaining on
hand at year end. Section 471 costs
remaining oa band at year end mean
the soction 471 cosis, as defised in
§1L.263A-~1(d)(2), that the taxpayer m-
cwrs during s cwrent taxable year,
which remain in #ts ending inventory or
are otherwise on hand at year end. For
LIFO inventories of a taxpayer, the
section 471 costs remaining on hand at
vt end mecans the imcremest, if any,
dar the pompad yesr thow] i Swms
of estticn 4Y1 eswx. Sec pamgprph
X)) of Bis secton Sor wpecial
ies epplbedbie 2 LIF0 wugpepers.

Current year's storage and hand¥ing coss

Except as otherwise provided in this
section or in §1.263A-1 or 1.263A-2,
additional section 263A costs that are
allocated to ireemterics on hand at the
Cose of e taxable year under the
samplified resale method of this para-
graph (d) are treated as feventory costs
for all purposes of the fnternal Revenne
Code.

(D) Storage and hondling costs ab-
sorption ratio.

1) Under e simplified resale
wnthed, e stmagr nd Jandiing costs
hamptien saiio = devemmined as
dallows:

Beginning inventory plus current year’s purchases.

(2) Current year’s storage and hand-
ling costs are defined as the total
storage costs plus the total handling
costs incurred during the taxable year
that relate te the taxpayer's property
acquired for resale and other eligible
property. See paragraph (c¢) of this
section, which discusses storage and
handling costs. Storage and handling
costs mmst include the amount of
allacable mised scrvice costs a6 de-
scribed in paragraph (M3)AMP) of Mns
section. Beginning inventory in the
denominator of the storage and hand-
ling costs absorption ratio refers to the
section 471 costs of any property
acquired for resale or other eligible

property held by the taxpayer as of the
beginning of the taxable year. Current
year's purchases generally mean the
taxpayer's section 471 costs incurred
with respect to purchases of property
acquired for resale during the current
taxable year. In computing the de-
pominator of the storage and handling
costs absorption ratio, a taxpayer using
a dollar-value LIFO method of ac-
counting, most state beginning inven-
Tory Fmoems esing she L0 canving
value of the inventory and not current-
year dollars.

(E)} Purchasing costs absorption
ratio. (1) Under the simplified resale

method, the purchasing costs absorp-
tion ratio is determined as follows:

Current year's purchasing costs
Current year’s purchases,

(2} Current year's purchasing costs §
are defined as the total purchasing 1
costs incurred during the taxable year 3
that relate to the taxpayer’s property i
acquired for resale and eligible prop- §
erty. See paragraph (c)(3} of ihis
scction, ‘which discasees ing 3
costs. Purchasing costs must includeg
the amount of allocable mixed servicad
costs determined in paragraph (d)3)-§
(iXF) of this section. Current yesr's}




primes

purchases generally mean the tax-
payer’s section 471 costs incurred with
respect to purchases of property ac-
quired for resale durng the cumcot
taxable year.

(F) Allocable mixed service costs.
{5y Jf a taxpayer allocates its mixed

service costs to purchasing costs, stor-
age costs, and handling costs using a
method described in §1.263A-1(g)(4),
the taxpayar is oot requited to deter-
mine its affocable mimed service costs
under this paragraph (d)(3)(i)(F). How-
ever, if the taxpayer uses the simplified

Section 2634

service cost method, the amount of
mixed service costs allocated to and
included in purchasing costs, storage
costs, and handling costs in the absorp-
tiow ratios i peragraghs (AXNNDY
and (E) of this section is determined as
follows:

Labor costs allocable to activity % Total mixed

Total labor costs

(2) Labor costs allocable to activity
are defined as the total labor costs
allocable to each particular activity
(f.e., purchasing, handling, and stor-
age), excluding labor costs included in
mixed service.costs. Total labor costs
are defined as the total labor costs
(enchoding labec costs inchelnd =
in the apayer’s trad: or businese
during the taxable yew. See 30 253A-
N GY for the delinitien. of wtal mixed
service costs.

(i) LIFO taxpayers electing sim-
plifisd resale metihod—{(A) In general.
Under the simplified resale method, a
taxpayer using a LIFO method must
calculate a particular year's index (e.g.,
under §1.472-8(e)) without regard its
additional section 263A coets. Sim-
ilarty, a taxpayer thet adimsts current-
year costs by applicable indexes to
detertnine whether theve has been an
inventory increment or decrement in
the current year for a particular LIFO
pool must disregard the additional
section 263A costs in making that
determination.

(B) LIFO increment. If the taxpayer
determines there has been an inventory
increment, the taxpayer must state the
amount of the increment in current-year
dollars (stated in terms of section 471
costs). The taxpayer then multiplies
this amount by the combined absorp-

tion ratio. The resulting product is the
additional section 263A costs that must
be added to the taxpayer's increment
for the year stated in terms of section
471 costs.

(C) LIFO decrement. If the taxpayer
determines there has been an inventory
ducseaste, st npapet st sate the

et of the. decoumest is

.03 the particaler
the LIFD gy has
'lh sdifitionsl sactien:
incmsed i peior yeass
applicable to the decrement are charged
to cost of goods sold. The additional
section 263A costs thai are applicable
to the decrement are determined by
multiplying the addithenal section 263A
costs allocated to the layer of the pool
in which the decrement occurred by the
ratio of the decrement {excluding addi-
tional section 263A costs) to the
section 471 costs in the layer of that
pool.

(iii) Permissible variations of the
simplified resale method. The following
variations of the simplified resale
method are permitted:

(A) The exclusion of beginning in-
ventories from the denominator in the
storage and handling costs absorption
ratio formula in paragraph (d)(3)(i)}{D)
of this section; or

(B) Multiplication of the storage and
handling costs absorption ratio in para-

t
!le

il
o

{ill) S computes its purchasing costs absorption ratic for 1994 as follows:

1994 purchasing costs _

$460.000 + $40,000

1994 purchases

$10,000,000

$500,000
$10.000,000

5.0%

{iv) S computes its storage and handling costs absorption ratio for 1994 as follows:

service costs,

graph (d}(3)(i)(D) of this section by the
total of section 471 costs included in a
LIFQ taxpayer's ending inventory
{rather than just the increment, if any,
experienced by the LIFO taxpayer
during the taxable year) for purposes of
determining capitalizable storage and

hemdling coete

(i) Examples. The provisiaas of this
peagraply (B3 me lianred by the
folewing camples:

Evsmple 1. FIFO imvesory wurthed (i) Tam-
payer § usen the TN method of accounting fov
inventories. 3 beginnimg investory for 1994 (all
of which was sold during 1994) was $2.100,000
{consisting of $2,000,000 of section 471 costs
agd 3100000 of additional section I63A costs).
Duging 1994, 8 makes purchases of SIGO00000.
In addition, 8 incurs pwrchasing coms of
$460,000, storage costs of $410,000, and band-
ling costs of $90.000. 5’ perchases (section 471
cose) remaining in ending inventary at the ead
of 1994 are $3,000.000.

(i) fn 1994, 8§ incurs $400,000 of total mixed
service costs and $1.00G.000 of 1otal labor costs
{excluding labor costs included in mixed service
costs). In addition, § incurs the following labor
costs (excluding labor costs included in mixed
service costs): purchasing-—$100,000, storage—
$200,000, and handting-—$200,000. Accordingly,
the following mixed service costs must be
included in purchasing costs, storage costs, and
handling costs as capitalizable mixed service
costs: puschasing—3$40.000 {[$100.000 divided
by $1,000,000] multiplied by 3$400,000);
storage—3$80,000 ([$200,000 divided by
$1,000.000] multiplied by $400.000); and
handling—$80,000 ([$200,000 divided by
$1,000.000] muliplied by $400,000).

1993-2 C.B. m
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Storage and handling costs - ($110,0004$80.000) + ($90.000+$80,00Q)

Beginning inventory $2,000,000 + $10,000.000
plus 1994 purchases

$190,000 + $170.000
$12,000,000

$360,000
$12,000,000

= 3.0%

{v) §'s combined absorption ratio is 8.0%, or the sum of the purchasing costs absorption ratio (5.0%) and the storage and handling costs absorption ratio
(3.0%). Under the simplified resale method, S determines the additional section 263A costs allocable to its ending inventory by muliiplying the combined
absorption ratio by its section 471 costs with respect to current year's purchases remaining in ending inventory:

Additional §263A costs = §.0% X $3,000.000 = $240,000

(vi) S adds this $240,000 to the $3.000,000 of purchases remaining in its ending inventory to determine its total ending FIFQ inventory of $3,240,000.

Example 2. LIFO inventory method. (i) Taxpayer T uses a dollar-value LIFO inventory method. T's beginning inventory for 1994 is $2.100.000
{consisting of $2,000,000 of section 471 costs and $100.000 of additional section 263A costs). During 1994, T makes purchases of $10.000.000. In
addition, T incurs purchasing costs of $460,000, storage costs of $110,000, and handling costs of $90,000. T's 1994 LIFQ increment is $1,000,000
($3.000,000 of section 471 costs in ending inventory iess $2,000,000 of section 471 costs in beginning inventory).

(it} In 1994, T incurs $400,000 of total mixed service costs and $1,000.000 of total labor costs (excluding labor costs included in mixed service casts).
In addition. T incurs the following labor costs [excluding labor costs included in mixed service costs): purchasing—$100,000, storage—3$200.000, and
handling—$200.000. Accordingly. the following mixed service costs must be included in purchasing costs, storage costs, and handling costs as
capitalizable mixed service costs: purchasing—$40.000 ([$100,000 divided by $1,000,000] multiplied by $400,000); storage—380,000 ([$200.000 divided
by $1,000.000] multiplied by $400,000); and handling—$80,000 ([$200,000 divided by $1,000,000] multiplied by $400,000).

{iii) Based on these facts. T determines that it has a combined absorption ratic of 8.0%. To determine the additional section 263A costs allocable to its
ending inventory, T multiplies its combined absorption ratio (8.0%) by the $1,000,000 LIFO increment. Thus, T's additional section 263A costs allocable
to is wading inventory are $80,000 ($1.000,000 multiplied by 8.0%). This $80,000 is added to the $1.000,000 to determine a total 1994 LIFO increment of
$10M0000. T's ending inventory is $3,180L000 (its beginning inventory of $2,100,000 plus the $1,080,000 incremem).

{ivy ¥ 1995, T sells one-half of the inventory in its 1994 LIFO increment. T must include in its cost of goods sold for 1995 the amount of additionsd
section M63A cows sclating io dhis iwwsory, ie., one-half of the $80,000 additional section 263A costs capitalised in 1994 caxling investery, or $40,000.

Exomple X LIFQ pools. 3} Taapayer U begins its business in 1994, and adopts the LIFO inventory revived. Duving 1994, U melet pumchascs of
510,000, wod incors S400 of paechasing costs, 3350 of storage costs and $250 of hawdiing costs. U’s purchasing costs, storage costs, awd handling costs
include sheir proptr allecabic share of mixed service costs.

(iiy U commpetes #s purchasing costs absorption ratio for 1994, as follows:

1984 purchasing costs - $400
1994 purchases $10,000

= 40

Gt} 1 compaers 3 sorsge eml mdling costs siwsngsion wtic for YOOA, as Sellaers:

194 secape s Soandling o S350 + 3290
B EEE————
Beginning inventory plus 1994 purchases 30 + $10,000
_ $600
$10,000
= 6.0%

(iv) U's combined absorption ratio is 10%, or the sum of the purchasing costs absorption ratio (4.0%) and the storage and handling costs absorption
ratio (6.0%3. At the end of 1994, U's ending inventory included $3,000 of current year purchases, contained in three LIFO pools (X, Y, and Z) as shown
below. Under the simplified resale method, U computes its ending inventory for 1994 as follows:

1994:

Toral X Y z
Ending section
L T $3,000 $1.600 $600 5800
Additional section 2634
T (MY, L ceeiiesaneaa i vteme st venis 300 150 50 80
1994
Ending invemlory ........... i e $3,300 $1.760 $660 3880

(v} During 1995, U makes purchases of $2,000 as shown below, and incurs $200 of purchasing costs, §325 of storage costs and $175 of handling costs
U’s purchasing costs, storage costs, and handling costs include their proper share of mixed service costs, Moreover, U sold goods from pools X, Y, and 7

having a total cost of $1,000. U computes its ending inventory for 1995 as follows.

112 1993-2 C.B.
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rtie (L00%).

1995 ending
inventory

(ix) In 1995, 1} experiences a $200 decrement
in Pool Z. Thus, U must charge the additional
section 263A costs incurred in prior years
applicable to the decrement to 1995's cost of
goods sold. To do se, U determines a ratio by
dividing the decrement by the section 471 costs
in the 1994 layer ($200 divided by 5800, or
25%). U then multiplies this mtio (25%) by the
additional section 263A costs in the 1994 layer
($80) to determine the additional section 263A
costs applicable to the decrement {$20). There-
fore, $20 is taken into account by U in 1995 as
part of its cost of goods sold ($80 muldplied by
25%).

(4) Simplified resale method with

{vi) U computes its purchasing costs absorption ratio for 1995:

1995 purchasing costs _ $200
1995 puschasas. $2.000
= 10.0%

{vii} U computes its storage and handling costs absorption ratio for 1995

1995 storage and handling costs

Beginning inventory plus 1995 purchases

It

Task 4 r 2
..................................... S M Wr W
..................................... 00 1% k. 20
..................................... (1,000)  (300) (300}  (400)
...................................... 54000 S2800 OO 0%
$2.800 51800  $600 3600

1,200 1 — —
sI00F 8 o a0
$280  SI160 50 360

240 240 — el

$520 $406 560 $60
..................................... $4.520 $3200  $650  $660

historic absorption ratio election—(i)
In general. This paragraph (d){4) per-
mits resellers using the simplified
resale method to elect a historic ab-
sorption ratio in determining additional
section 263A costs allocable to eligible
property remaining on hand at the close
of their taxable years. Except as
provided in paragraph (d){4)(v) of this
section, a taxpayer may only make a
historic absorption ratio election if it
has used the simplified resale method
for three or more consecutive taxable
years immediately prior to the year of

Section 263A

_$325 4+ 175

$3.000 + 2,000

$500
$5.000

10.0%

{viii) U’s combined absorption ratio is 20.0%, or the sum of the purchasing costs absorption ratio (10.0%) and the storage and handling costs absorption

election. The historic absorption ratio is
used in lien of an actual combined
absorption ratio computed under para-
graph (d)(3}(iNC){!) of this section and
is based on costs capitalized by a
taxpayer during its test period. If
elected, the historic absorption ratio
must be wsed for the qualifying period
described in paragraph (d)(4)(ii)(C) of
this section.

(ii) Operating rules and
definitions—(A) Historic absorption
ratio. ({) The historic absorption ratio
is equal to the following ratio:

Add’l section 263A costs incurred during the test period

Section 471 costs incurred during the test period.

(2) Additional section 263A costs
incurred during the test period are
defined as the sum of the products of
the combined absorption ratios (defined
in paragraph (@{3)A)(CHJS) of this
section) muitiplied by a taxpayer's

section 471 costs incurred with respect
to purchases, for each taxable year of
the test period.

(3) Section 471 costs incurred during
the test period mean the section 471
costs described in §1.263A-1(d)(2) that

a taxpayer incurs generally with respect
to its purchases during the test period
described in paragraph (d)(4)(i}(B) of
this section.

(B) Test period—(1) In general. The
test period is generally the three
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taxable-year period immediately prior
to the taxable vear that the historic
absorption ratio is elected.

(2) Updated test period. The test
period begins again with the beginning
of the first taxable year after the close
of a qualifying period (as defined in
paragraph (d)(4)(11)(C) of this section).
This new test period, the updated test
period, is the three taxable-year period
beginning with the first taxable year
after the close of the qualifying period.

{C) Qualifying period—(I) In gen-
eral. A qualifying period includes each
of the first five taxable years beginning
with the first taxable year after a test
period (or updated test period}).

(2) Extension of qualifving period.
In the first taxable year following the
close of each qualifying period (e.g.,
the sixth taxable year following the test
period}, the taxpayer must compute the
actual combined absorption ratio under
the simplified resale method. If the
actual combined absorption ratio com-
puted for this taxable year (the recom-
putatios year) is within one-half of one
perccatage poia (plus or mimus) of the
historic absorption ratio vsed in deter-
mining capdalizable costs for the
qualifying period (i.e.. the previous five
taxable years), the gualifying period
must be exsended o include the recom-
putation year and the following five
taxable years, and the taxpayer must
me to usc the histesic m

or minus) of the historic absorption
ratio, the taxpayer must use actual
combined absorption ratios beginning
with the recomputation year under the
simplified resale method and through-
out the updated test peried. The tax-
payer must resuimme using the historic
absorption ratie (determined with refer-
ence to the updated test period) in the
third taxable year following the recom-
putation year.

1991:

Add’) sectiop 263A costs — $100

1992:

Add’l section 263h covts

1993:

Add'l section 263A costs — 300

(iii) Method of accounting—(A)
Adoption and use. The election to use
the historic absorption ratio is a method
of accounting. A taxpayer using the
simplified resale method may elect the
historic absorption ratio in any taxable
year if permitted under this paragraph
{d)(4), provided the taxpayer has not
obtained the Commissioner’s consent {o
revoke the historic absorption ratio
election within its prior six taxable
years. The election is to be effected on
a cut-off basis, and thus, no adjustment
under section 481{a) is reguired or
permitted. The use of a historic absorp-
tion ratio has no effect on other
methods of accounting adopted by the
taxpayer and used in conjunction with
the simplified resale method in deter-
mining its section 263A costs. Accord-
ingly, in computing its actual combined
absorption ratios, the taxpayer rmusi use
the same methods of accounting used
in computing its historic absorption
ratio during ils most recent test period
unless the taxpayer obtains the consent
of the Commissioner. Finally, for pur-
poses of this paragraph (d)(4)(iii}A),
the recomputatioa of the historic ab-
sorption ratio dering an apdated test
period and the change from a historic
absorption ratio &0 an actual combmed
absorption ratic during an updated test
period by reason of the requirements of
this paragraph (d)}4) are not considered
changes in methods of accounting
sler ssciien 446(c) and, shes, do pot
mupie she consenst af the Cuovsw-
siopey o sny edystrwts ander saction
A6Ha).

) fevoowion of dection. A -
Pever amy aaly weuakc its clection o
use the historic absorption ratte with
the consent of the Commissioner in a
manner prescribed under section 446(g)
and the regulations thereunder. Consent
1o the change for any taxable year that
is included in the qualifying peried (or
an extended qualifying period)} will be
granted only upon a showing of un-
usual circumstances.

(iv) Reporting and recordkeeping
requirements—(A) Reporting. A tax-

- ™

(ii} Therefore. V computes 2 5% historic absorption ratio determined as follows:

Section 471 costs -
Sacvion 471 codls ~

Section 471 costs - 5,000

payer making an election under this
paragraph (d}4) must attach a state-
ment to its federal income tax retrn
for the taxable year in which the
election is made showing the actual
combined absorption ratios determined
under the simplified resale method
during its first test period. This state-
ment must disciose the historic absorp-
tion ratio to be used by the taxpayer
during its qualifying period. A similar
statement must be attached to the
federal income tax return for the first
taxable year within any subsequem
qualifying period (i.e., after an vpdated
test period).

(B) Recordkeeping. A taxpayer must
maintain all appropriate records and
details supporting the historic absorp-
tion ratic until the expiration of the
statute of limitations for the last year
for which the taxpayer applied the
particular historic absorption ratio in
determining additional section 263A
costs capitalized to eligible property.

(v) Transition rules. Taxpayers will
be permitted to elect a historic absorp-
tion ratio in thedr first, second, or third
taxable year beginning after December
31, 1993, under swch sermas and condi-
tions as may be prescribed by the
Commissioner. Taxpayers are eligible
to make an election under these transi-
tion rules whether or not they pre
viously used the simplified ryesale
method. A taxpayer making such an
clacton must sccompute (or compuic i
thus, its historic sheorptien satio for it
St st pevied 3 if de wles poc-
acribed in this soction sod $§H1.263A -1
and 1.263A-2 Yad xpplied Sweaphou
the fest peniod.

{vi) Example. The provisions of thn
paragraph (d)(4) are illustrated by the
following example:

Example. (i) Taxpayer V uses the FIM)
methed of accounting for inventonies and 1n [
elects to use the historic absorption ratic with i
simplified resale method. After recomputing He
additional section 263A costs in accordance wit
the transition rules of paragraph (d)4)(v) of thix
section, V identifies the following costs incunsd
during the tess period:

53,000
4,800




Historic
absorption =
ratio

$100 + 200 + 300 $600

$3.000 + 4,000 + 5,000 $12.000

Section 263A

tiity Er 1994, V incars $10,000 of section 471 costs of which $3.000 rermais in investory at the end of the year. Under the simplified resafe method
- using a historic absorption ratio, V determines the additional section 263A costs allocable to its ending inventory by multiplying its historic ratio (5%) by
the section 471 costs remaining in ity ending inventory:

{iv) To determine its ending inventory under
wetion 263A, V adds the additional section
263A costs allocable to ending inventory to its
section 47! costs remaining in ending inventory
($3.150 = 3150 + $3.000). The balance of ¥'s
additional section 263A costs incumed during
1994 is faken info account in 1994 as part of V's
vost of goods sold.

(v) V's qualifying period ends as of the close
of its 1998 wemable year. Therefore, 1999 is a
reconputating Yoot in which. ¥ mset. oempuse s
wmel comined sdecuption mie. V' demrmies
its acmenl sbusopitliety muie T VSO be- X295
vl Compees: s tatie to its- Binmalc shewption.
ragen (509 Thamloan: ¥ mmsh enntigng. 45 W
its historic abserpiioss ratie of 30% dreugliver
an exionded guiilying pwied 1999 Gmagh
2004 (the mcomgmtation your aad e folfowiag
five axalvle years).

(vi) If. watend. Vs acemal combined zhsorp-
tion ratic far 1999 were not betweez 4.5% and
55%, V's qualifying period wonld ewd and V
would be required s comgpste 3 mews Bistoric
absorption ratio with refevwnce 1o s updmed test
pexiod of 1999, 2008, ad 200i. Omce V's
histogic absorption ratio is deserrmimed for the
updated test period, it would be used for a new
qualifying period begimning im 2002

(5) Additional simplified methods for
resellers. The Commissioner may pre-
scribe  additional elective simplified
metheds by revenue ruling or revenue
procedure.

(e} Cross reference. See §1.6001-
1(a} regarding the duty of taxpayers to
keep such records as are sufficient to
establish the amount of gross income,
deductions, etc.

§1.263A—4 Rules for property
produced in a farming trade or
business. [Reserved]

§1.263A-5 Exception for gqualified
creative expenses incurred by certain
free-lance authors, photographers,
and artists. [Reserved}]

§1.263A—6 Rules for foreign persons.
[Reserved]

Par. 8. Section 1.446-1 is amended
by revising the last sentence of para-
graph (c}(1)(ii){A) to read as follows:

Add’l section 263A costs = 5% x $3.000 = 5150

§1.446-1 General rule for methods of
accounting,

* % & k& * %

(C) ok

(l) EL 3

(i) ***

(A) *** As a further example, under
om D63 or 263A. a liakilicy Wt

§1.263A-1(c)(3)} and may later affect
the computation of taxable income
through depreciation or otherwise over
a peried including sebsequent taxable
years, io accordance with applicable
Intermal Revenve Code sections and
related guidance.

ok % ok #  k

Par. 9. Section 1.461-1 is amended
by revising the fifth sentence of
{a)(2)(1) to read as follows:

§1.461-1 General rule for taxable
year of deduction.

(ﬂ) * %k

(2) *** (i} *** As a further exam-
ple, under section 263 or 2634, a
liability that relates to the creation of
an asset having a useful life extending
substantially beyond the close of the
taxable year is taken into account in
the taxable year incurred through capi-
talization (within the meaning of
§1.263A-1(c}(3)), and may later affect
the computation of taxable income
through depreciation or otherwise over
a period including subsequent taxable
years, in accordance with applicable
Internal Revenue Code sections and
guidance published by the Secretary.

Kk

*® k ® Kk ¥ ¥

Par. 10. Section 1.471-3 is amended

by adding a sentence to the end of
paragraph (b), and by revising the last
sentence of paragraph (c) to read as
follows:

§1.471-3 Inventories at cost

* % ok * Kk

(b) *** For taxpayers acquiring mer-
chandise for resale that age subject W
tha provisions of section 283A, s
226541 ad 1.2BA-3 Tor abd-
tousl ssneunts thes wat be included in
ey Cosl.

{€) *** 3ec §31.263A-1 amd
1.263A-2 for more specific rules re-
garding the treatmemt of production
Costs,

* & # B R B

Par. 11. Sectiow 1.471-4 s amendcd
by revising paragsaph (a). by ading
headimgs for paragraphs (b) amd (¢),
and by adding paragraph (d) to read as
follows:

§1.471—4 Inventories at cost or
market, whichever is lower.

(a) In general—(1) Market defini-
tion. Under ordinary circumstances and
for normal goods in an inventory,
market means the aggregate of the
current bid prices prevailing at the date
of the inventory of the basic elements
of cost reflected in inventories of goods
purchased and on hand, goods in
process of manufacture, and finished
manufactured goods on hand. The basic
elements of cost include direct mate-
rials, direct labor, and indirect costs
required to be included in inventories
by the taxpayer (e.g. unmder section
263A and its underlying regulations for
taxpayers subject to that section). For
taxpayers to which section 263A ap-
plies, for example, the basic elements
of cost must reflect all direct costs and
all indirect costs properly allocable to
goods on hand at the inventory date at
the cumrent bid price of those costs,
including but not limited to the cost of
purchasing, handling, and storage ac-
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tivities conducted by the taxpayer, both
prior to and subsequent to acquisition
or production of the goods. The deter-
mination of the current bid price of the
basic elements of costs reflected in
goods on hand at the inventory date
must be based on the usnal volume of
particular cost elements purchased (or
incurred} by the taxpayer.

(2) Fixed price contracts. Paragraph

{(a)(1) of this section does not apply to
any goods on hand or in process of
manufacture for delivery wupon firm
sales contracts (i.e., those not legally
subject to cancellation by either party)
at fixed prices entered into before the
date of the mventory, under which the
taxpayer is protected against actoal
loss. Any such goods must be inven-
toried at cost.

THrect materials

Direct labor

Indirect costs under section 263A

Total section Z63A costs (cost)

(3) Examples. The valuation princi-
ples in paragraph (a1} of this section

are illustrated by the following
examples:
Example 1. (i} Taxpayer A manufactures

tractors. A& values its inventory using cost or
market, whichever is lower. under paragraph
(a)( 1} of this section. At the end of 1994, the
gost of one of A's tractors on hand is derermined
as follows:

$3.000
4,000
3.000

$10.000

{i) A determines that the aggregate of the current bid prices of the materials, labor, and overhead required to reproduce the tractor at the end of 1994

are as follows:

Direct materiais $3.100
Diirect labor 4,100
Indirect costs under section 2634 3,100
Total section 263A costs (market) $W

(1) In determining the lower of cost or market value of the tractor, A compares the cost of the tractor, $10,000, with the market value of the tracior,
510,300, in accordance with paragraph (c) of this section. Thus, under this section, A values the tractor at $10,000.

Example 2. {i) Taxpayer B purchases and resells several lines of shoes and is subject 1o section 263A. B values its inventory using cost or market,
whichewer is lower, wmier paragraph (2)(1) of this section. At the end of 1994, the cost of ope pair of shoes on hand is determuned as follows:

Acqumisition cost
Indirect costs uader section 2634
Total section 2634 costs {cost)

(i) P desevwines he 3gpregme cwemant bid prices prevailing at the end of 1994 for the elements of cost (both ditect costs and indirect coms Lacurred
prior and swbsequent so acquisitiom of the shoes) based on the volume of the elements usually purchased (or incumed) by B 2x follows:

Cmisition G0Kt
dnfisect coss waler soction 263A
Tl S253A cons fumbet)

(i) In dewrmiving e Jower of oWt w
samket valne of the shees, B chmpans: s cost
of the pair of shoes, $210, with fthe ke vaiwe
of the shoes, $190, in accordance with paragraph
{c) of this secrion. Thus, under this section. B
values the shoes at $190.

(b) Imactive markets, **¥

(c} Comparison of cost and marker.
L £

{d) Effective date. This section ap-
plies to inventory valuations for taxable
years beginning after December 31,
1993, For taxable years beginning
before January 1, 1994, taxpayers must
take reasonable positions on their fed-
eral income tax returns with respect to
the mppiication of section 263A, and
must have otherwise complied with
§1.471-4 {as contained in the 26 CFR
part 1 edition revised April 1, 1993).
For purposes of this paragraph (d), a
reasonable position as to the applica-
tion of section 263A is a position

coumistont with the tompoamy scgela-
Gons, Ecvenuc Tulings, Tewenue prOce-
dures, notices, wmd awROUDRCETACHLS
concerning section 263A applicable in
taxable years beginning before January
1, 1994. (See §601.601(D()iiNd) of
this chapter.)

Par. 12. Section 1.471-5 is amended
by revising the last sentence of that
section in the concluding text to read
as follows:

§1.471-5 Inventories by dealers in
securities.

*¥** See §§1.263A-1 and 1.203A-3
for rules regarding the treatment of
oosis awith vespect o property acquired
for resale.

Par. 13. Section 1.471-8 is amended
by revising the last sentence of the
concluding text of paragraph {a) to read
as follows:

$200
10
$210

$178
12
190

51.471-8 dwvemiovies of resail
merehons.

(a) Lol

*** See §§1.263A~1 and 1.263A-3
for rules regarding the computation of
costs with respect to property acquired
for resale.

* % ¥ ok ¥ %K

Par. 14. Section 1.471-11 is
amended by revising the last sentence
of paragraph {a) to read as follows: |

§1.471-11 Inventories of
manufacturers,

{a) *¥* See aiso §1.263A~1T with
respect 1o the wremmacnt of productios
costs tncurred in taxable years begin
ning after December 31, 1936, and
before January 1, 1994, See alw
§81.263A~1 and 1.263A-2 with res




the treatment of production costs
arred in taxable years beginning
o December 31, 1993,

* & B ® » B

‘ar. 13. Section 1.1502-13 is
:nded by revising the last sentence
paragraph (c}2) to read as follows:

150213 Intercompany
wactions.

* % Kk * K ok
c) FT T

2) *** See the regulations under
tion 263A for costs properly includ-
: in cost of goods sold.

» # 2 = B =

. IF OOS--GME CONFE: Wi

pmmm

'ar, 6. The asthosity citarion for

.| 602 comtmues to read as follows:

wthority: 26 U.S.C. 7805.

rar. 17. Sectiom 602.101(c) is
mded by adding entries in numeri-
order to read as follows:

.101 OMB Control Nwmbers.

C) L2 L

Current OMB
control number

R part or section
ze identified
described

* * ¥k ¥ k¥ k

83A-1.............. 1545-0987
* ok ok ¥k x k

63A-2 ...l 1545-0987

63A-3 ... 1545-0987

* ¥ Kk k * X

Margaret Milner Richardson,
Commissioner of
Internal Revenue.

broved:

Leslie Samuels,
Assistant Secretary of
the Treasury.

{Filed by the Office of the Federal Register on
August 6, 1993, 8:45 am., and published in
the issue of the Federal Register for August 9,
1993, 58 F.R. 42198 as comected by 59 F.R.
3318)

Section 267 —Losses, Expenses, and
Interest With Respect to Transactions
Between Related Taxpayers

26 CFR 1.267(a)-1: Deductions disallowed.

When a payor provides a per diem allowance
to an employee who is a related party, the rules
set forth for the deemed substantiation to the
payor of the amount of the employee’s ordinary
and necessary business expenses for lodging,
mezl, and/or incidental expenses incurred while
raveling away from home do not apply. See
Rev. Proc. 93-30, page 586.

Sactian: Z74.—{isaliovence of
Cintsiw Eiptaionne, e, Bipensss

2 CFR 1.274-55: Swlstnsbintion vepwiresmsily
{empwrary):

Rules are set forth for substantiating the
amount of ordénary and necessary business
expense of an employee for lodging, meal, and/
or iacidental expenses incurred while traveiing
away from home when a peyor provides a per
diera sllowance under a reimbursement or other
expemse allowance arrangermant to pay for such
expenses. Rules are also set foeth for an optional
method for employees and self-employed indi-
viduals to use in computing the deductible costs
of business meal and incidental expenses paid or
incwred while traveling away from home. See
Rev. Proc. 93-50, page 586.

26 CFR 1.274-5T: Substantiation reqiiirements
(temporary).

Simplified optional methed for substantiating
the amount of a deduction or expense for
business use of an automobile. See Rev. Prec.
03-51, page 593.

26 CFR 1.274(d)-1. Substantiation
requiremtents.

Rules are set forth for substantiating the
amount of ordinary and necessary business
expense of an employee for lodging, meal, and/
or incidental expenses incurred while traveling
away from home when a payor provides a per
diem allowance under a reimbursement or other
expense allowance arrangement to pay for such
expenses. See Rev. Proc. 93-30, page 586.

26 CFR 1.274(d)-1: Substantiation
requirements.

Simplified optional method for substantiating
the amount of a deduction or expense for

Section 280G

business use of an automobile. See Rev. Proc.
93-51, page 593.

Sactfor 280F.—Limftatforr on
Depreciation for Luxury Automobiles;
Limitation Where Certain Property
Used for Personal Purposes

26 CFR 1.2B0F-5T: Leased property
ftemporary).

This procedure provides owners and jessees of
passenger automobiles with tables detailing the
limitations on depreciation deductions for auto-
mobiles first placed in service during calendar
year 1993 and the amounts to be included in in-
come for automobiles first leased during calendar
year 1993, See Rev. Proc. 93-35, page 472

25 EF5 2 200E-7: Praperey lommei afnr
Dwexmiver 3. 1988

This prepmbow grovider eowpere s lmouss of
limitations on depreciation doductions for auto-
mobiles first placed in service ducimg calendar
year 1993 and the amocats tx be inctuded i im-
come for automobiles Grst hsaad duxing calends
year 1993, Sece Ruv. Prec. 93-39, puge 472,

Section 200G.~-Galdas Parachute
Payments

Federal short-termn, mid-term, and [ong-term
rates are set forth for the month of July 1993.
See Rev. Rul. 93-42, page 260.

Federal short-term, mid-term, and tong-term
rates are set forth for the month of August 1993,
See Rev. Rul. 93-51, page 262.

Federal short-term, mid-term, and long-term
rates are set forth for the month of September
1993, See Rev. Rul. 93-55, page 263

Federal short-term, mid-term, and long-term
rates are set forth for the month of October 1993,
See Rev. Rul. 9364, page 264.

Federal short-term, mid-term, and long-term
rates are set forth for the month of November
1993. See Rev. Rul. 93-71. page 266.

Federal short-term, mid-term. and long-term
rates are set forth for the month of December
1993. See Rev. Rul. 93-82, page 267.
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