This document also provides notice of
public hearing on the proposed regule

tions.

DATES: Written comments and outline:
of oral comments to be presented at tt
public hearing scheduled for Septembe
14, 1999, at 10 a.m. must be received |
August 3, 1999.

ADDRESSES: Send submissions t
CC:DOM:CORP:R (REG-208156-91)
room 5226, Internal Revenue Service
POB 7604, Ben Franklin Station, Wash
ington, DC 20044. Submissions may b
hand delivered Monday through Frida
between the hours of 8 a.m. and 5 p.m. t
CC:DOM:CORP:R (REG-208156-91)
Courier’'s Desk, Internal Revenue Set
vice, 1111 Constitution Avenue, NW,
Washington, DC. Alternatively, taxpayer:
may submit comments electronically vi
the Internet by selecting the “Tax Regs
option on the IRS Home Page, or by sul
mitting comments directly to the IRS In-
ternet site at http://www.irs.ustreas.gov
tax_regs/regslist.html. The public hear
ing will be held in the IRS Auditorium,
7th Floor, Internal Revenue Building,
1111 Constitution Avenue, NW, Washing-
ton, DC.

FOR FURTHER INFORMATION CON-

Federal Register for May 19, 1999, F.R. 27221y  TACT: Concerning the proposed regulz
tions, John M. Aramburu or Leo F. Nolar

Il at (202) 622-4960; concerning submis
Notice of Proposed Rulemaking  Sions of comments, the hearing, and/or

and Notice of Public Hearing be placed on the building access list to &
tend the hearing, Michael L. Slaughter c
Accounting for Long-Term the Regulations Unit at (202) 622-718!
Contracts (not toll-free numbers).
REG-208156-91 SUPPLEMENTARY INFORMATION:

AGENCY: Internal Revenue ServicePaperwork Reduction Act

(IRS), Treasury. _ . .
The collections of information con-

ACTION: Notice of proposed rulemak-tained in this notice of proposed rulemak
ing and notice of pub“c hearing. Ing have been submitted to the Office ¢
Management and Budget for review in ac
SUMMARY: This document contains cordance with the Paperwork Reductio
proposed regulations describing how inAct of 1995 (44 U.S.C. 3507(d)). Com:
come from a long-term contract must benents on the collections of informatior
accounted for under section 460 of the Inshould be sent to th@ffice of Manage-
ternal Revenue Code, which was enactedent and Budget,Attn: Desk Officer for
by the Tax Reform Act of 1986. A tax-the Department of the Treasury, Office ¢
payer manufacturing or constructingnformation and Regulatory Affairs,
property under a long-term contract willWashington, DC 20503, with copies fc
be affected by these proposed regulationthe Internal Revenue ServiceAttn: IRS


National Tax Services, Inc.
Scroll down below for the beginning of the document.


Reports Clearance Officer, OP:FS:FR1986 Act), Public Law 99-514 (100 Stattion method based on a cost-to-cost con
Washington, DC 20224. Comments 012085, 2358-2361), generally requires parison (PCM). However, the income
the collections of information should betaxpayer to determine the taxable incomom certain exempt construction con-
received by July 6, 1999. Comments arfom a long-term contract using the pertracts still may be determined using the
specifically requested concerning: centage-of- completion method. Sectio©€CM, the exempt-contract percentage-of
Whether the proposed collections of in460 was amended by section 10203 of th@mpletion method (EPCM), or any othel
formation are necessary for the prope®Dmnibus Budget Reconciliation Act ofpermissible method. Contracts that ar
performance of the functions of threer- 1987, Public Law 100-203 (101 Statnot long-term contracts must be ac
nal Revenue Serviceincluding whether 1330, 1330-394); by sections 1008(c) ancounted for using a permissible method ¢
the information will have practical utility; 5041 of the Technical and Miscellaneougsccounting other than a long-term con
The accuracy of the estimated burdeRevenue Act of 1988, Public Law 100-tract method (i.e., a method other than th
associated with the proposed collection647 (102 Stat. 3342, 3438-3439 an®CM, the CCM, or the EPCM). See sec
of information (see below); 3673-3676); by sections 7621 andion 446 and the regulations thereunder.
How the quality, utility, and clarity of 7811(e) of the Omnibus Budget Reconcil- The IRS and Treasury Department pro
the information to be collected may be eniation Act of 1989, Public Law 101-239vided guidance on section 460 in Notice
hanced; (103 Stat. 2106, 2375-2377 and 24089-15 (1989-1 C.B. 634) and in Notice
How the burden of complying with the 2409); by section 11812 of the Omnibu$7-61 (1987-2 C.B. 370). These pro
proposed collections of information mayBudget Reconciliation Act of 1990, Pub-posed regulations generally incorporat
be minimized, including through the apdic Law 101-508 (104 Stat. 1388, 1388-the relevant provisions of §1.451-3 ant
plication of automated collection tech-534 to 1388-536); by sectionsthe notices under section 460. Howeve
niques or other forms of information tech1702(h)(15) and 1704(t)(28) of the Smalthese proposed regulations also modif
nology; and Business Job Protection Act of 1996, Putand amplify certain rules provided in
Estimates of capital or start-up costs angt Law 104-188 (110 Stat. 1755, 187481.451-3 and notices under section 46(
costs of operation, maintenance, and put-888); and by section 1211 of the TaxSpecifically, for example, these regula-
chase of services to provide information. payer Relief Act of 1997, Public Law tions provide an exception for de minimis
The collection of information in this 105-34 (111 Stat. 788, 998—1000). construction activities, modify the con-
proposed regulation is in 81.460-1(e)(4). Section 460(h) directs the Secretary t§act completion rules, clarify the treat-
The information collected in §1.460—prescribe regulations to the extent necegent of non-long-term contract activities,
1(e)(4) is required to notify the Commis-sary or appropriate to carry out the purmodify the severing and aggregating rule
sioner of the taxpayer’s decision to sevejose of section 460, including regulation$0 €mphasize pricing and to prevent se\
or aggregate one or more contracts undﬁ; prevent a taxpayer from a\/oiding secérance by taxpayers of contracts ac
the regulations. This collection of infor-tion 460 by using related parties, passcounted for using the PCM, clarify the
mation is mandatory. The likely responthrough entities, intermediaries, options¢onsistency rule provided in Notice 89-

dents are for-profit entities. and other similar arrangements. 15, provide an inventory exception to the
Estimated total reporting burden: related party rules, provide safe harbor
50.000hours. Explanation of Provisions for determining whether a manufacturec
Estimated average burden per respori- Overview item is unique, and modify the normal
dent:_lhour. ) time to complete an item to conform to
Estimated number of respondents: Before the enactment of section 460the production period in section 263A.
50,000 §1.451-3 of the Income Tax Regulations These proposed regulations will apply
Estimated annual frequency of repermitted a taxpayer to determine the int® any contract entered into on or afte
sponses: On occasion. come from a long-term contract using eifinal regulations are published in thed-

An agency may not conduct or sponsoknper the completed-contract metho@ral Register.
and a person is not required to respond tg; _of- i o
a collection of information unless the Colgle(;l]\/clj)d?:ntf;zdﬁggze?;zitai O(f:acsok?wfelce:;(;rg_ Definition of Long-Term Contract
lection of information displays a valid and disbursements method, if otherwise Under section 460(flong-term con-
OMB control number. permissible, or an accrual method. Underact generally means any contract for the
_ Books or records relating to a colleche ccM, a taxpayer does not report inmanufacture, building, installation, or
tion of information must be retained agome until a contract is complete, everonstruction of property if the contract is
long as their contents may become matefrough payments are received in yeansot completed within the taxable year th
ial in the administration of any interalyior to completion. The percentage-oftaxpayer enters into the contract (con
revenue law. Generally, tax returns anflompletion method, on the other hand, reracting year). For this purposeanufac-
tax return information are confidential, agyires a taxpayer to recognize income aturing concerns only personal property.
required by 26 U.S.C. 6103. cording to the percentage of the contragind building, installation,and construc-
that is completed during each taxable yeaion (construction) concern only real

Section 460 generally requires the inproperty.

Section 460, which was enacted by secome from a long-term contract to be de- Section 460 continues the policy estab
tion 804 of the Tax Reform Act of 1986termined using the percentage-of-compldished in 81.451-3(b)(1) of excluding a

Background



manufacturing contract from the defini-earlier taxable year (completion yearxontract(s) benefitted. Otherwise, th
tion of long-term contract unless the conthat: (1) the customer uses the subjegroposed regulations require the taxpay:
tract involves the manufacture of (1) anatter for any purpose (other than testingp account for such gross receipts an
unique item of a type that is not normallyand 5 percent or less of the total allocableosts using a permissible method of a
included in the finished goods inventorycontract costs attributable to the subjeaounting other than a long-term contrac
of the taxpayer or (2) an item normally rematter remain to be incurred by the taxmethod of accounting. See Rev. Rul. 82
quiring more than 12 calendar months tpayer; or (2) the subject matter of the cont34 (1982-2 C.B. 88) (engineering an
complete, regardless of the duration of thegact is finally completed and accepted. Aonstruction management services); Re
contract. taxpayer must determine whether a corRul. 80-18 (1980-1 C.B. 103) (engineer
A contract is a contract for the manu4ract has been finally completed and adng and construction management se
facture or construction of property if suchcepted during the taxable year based upaices); and Rev. Rul. 70-67 (1970-1 C.E
activities are necessary for the taxpayersn analysis of all relevant facts and cir117) (architectural services).
contractual obligations to be fulfilled andcumstances. To the extent that the “use” ) )
are not complete when the parties enteule requires a taxpayer to treat a contraft S€Vering And Aggregating Contracts
into the contract. However, a contract ias completed before final completion and ggction 460(f)(3) provides that the Sec
not a construction contract if it requiresacceptance have occurred, the propos?éitary may prescribe regulations to trez
the provision of land by the taxpayer andegulations explicitly adopt a rule differ-
the estimated total allocable contract costnt from that considered Ball, Ball and
attributable to the taxpayer’s constructiomBrosamer, Inc. v. Commission864 F.2d
activities are less than 10 percent of thg90 (9th Cir. 1992)aff’g T.C. Memo.
total contract price. This de minimis con41990-454. IrBall, the Ninth Circuit held
struction rule may affect the result of factshat the contract for construction of Zjoner, and generally require a taxpaye
similar to those irFoothill Ranch Com- space shuttle complex was not complet% se\;er and aggregate contracts whe
pany Partnership v. Commission@d0 in 1983, notwithstanding that the perforhecessary to clearly reflect income
T.C. No. 8 (1998), in which the Tax Courtmance report indicated the contract was e proposed rules provide three crite
concluded that the sale of land could bgoo percent complete and the customeyy o, determining whether severance c
accounted for using the PCM since conwas using the subject matter for its iNzggregation is required. First, indepen
struction of buildings and improvementsended purpose, since the remaining worj¢ pricing of items is .necess’ary for a
was necessary to fulfill the taxpayer'so be done in 1984 (such as installing MUNigreement to be severed into two or Mo
obligations under the sales agreemenigay extensions, airfield lighting, drainage.qnracts. On the other hand interdepe
and those obligations were not completegind a laser tracking system) was an intro pricing of items in sepa;rate agree
in the tax year of the sale. gral part of the contract and the contraGhens is necessary for two or more agre

two or more contracts which are interde
pendent as one contract and to respec
contract which is properly treated as a
aggregation of separate contracts. Tt
proposed regulations allow the Commis

3. Date Taxpayer Enters Into A Long- specifically provided that use was NOfhents to be aggregated into one contra

Term Contract deemed acceptance. Second, an agreement may not be sever

The regulations also provide that if 5 two or more contracts, unless it pro
The proposed regulations provide that gontract accounted for using the CCM regiges for separate delivery or separate a

taxpayer enters into a long-term contradiuires the construction of a primary subgepiance of portions of the subject matte
in the taxable year that the contract bindéct matter and a secondary subject Mgkt ihe agreement. However, separate d
both the taxpayer and the customer undéer, the contract is completed when the,ery or separate acceptance of portior
applicable law. If a taxpayer delays enterimary subject matter is completed. Ayt the subject matter of the agreement &
ing into a contract to avoid section 460{axpayer must separate the gross receipfSe|f does not necessarily require seve
however, the taxpayer will be treated agnd costs related to the incomplete segpce of the agreement. Third, an agre
having entered into the contract on thendary item(s) from the long-term con-,ant may not be severed into two or mor
date the taxpayer or a related party incutgact and account for them using a permigspniracts if a reasonable businesspers

any allocable contract costs, other thasible method of accounting. would not have entered into separat

bidding or negotiating costs. If a taxpayer - a t tainina the t llocab
Non-Long-Term Contract Activities greements containing the terms alloca

must sever an accepted change order or g to each severed contract. Similarly, twi

exercised option from a long-term con- The performance of any activity otheror more agreements may not be aggri
tract, the taxpayer enters into another Cofnan manufacturing or construction is ajated into one contract, unless a reaso
tract with the customer when the changgon-long-term contract activity. If theable businessperson would not have el
order is accepted by the taxpayer or wheferformance of a non-long-term contractered into one of the agreements for th
the option is exercised by the customehtivity, such as engineering and desigrterms agreed upon without also enterin
whichever is applicable. ing, is incident to or necessary for thénto the other agreement. The criteri
manufacture or construction of the subjecdopted in the proposed regulations gel
matter of one or more of the taxpayer'®rally are consistent with the Tax Court’
long-term contracts, the taxpayer must atonclusions inSierracin Corporation v.
The proposed regulations provide that bocate the gross receipts and costs attriGommissioner90 T.C. 341 (1988)acq.
long-term contract is completed in theutable to that activity to the long-term1990-2 C.B. 1, an@General Dynamics

4. Date Taxpayer Completes A Long-
Term Contract



Corporation v. Commissionél,C. Memo 8. Long-Term Contracts of Related require either significant design or
1997-420. Parties lengthy production periods ordinarily will
Under the proposed regulations, a tax- , ) not be subject to section 460. Third,
payer may not apply the severance rule 1h€ Proposed regulations contain rule§njque item ceases to be unique no lat
described in the preceding paragraph fimilar to those in Notice 89-15 (Q&A-8) thap when the taxpayer normally carrie
the entire contract would be accounted fdPr @n activity of a taxpayer that is inCi-gimijar jtems in its finished goods inven-
using the PCM. However, the Commisd€nt to or necessary for a related partyg,
sioner may sever a contract accounted f§Png-term contract subject to PCM. The The proposed regulations adopt criteri:
using the PCM as necessary to clearly ré@Xpayer must account for the gross rejigrerent from those irSierracin, supra,
flect income. In addition, a taxpayer mus€€iPts and costs from such an activityyhich was decided two years after the er
sever a long-term contract (not accountedSing the PCM, even if this activity is NOtyctment of section 460, but concerned th
for using the PCM) that increases th@therwise subject to section 460. Thesxpayer’s use of the CCM for taxable
number of units to be supplied to the cud2roposed regulations contain an inventoryears ending before the enactment of se
tomer, such as through the exercise of gception for subassemblies and comp@imn 460. InSierracin,the Tax Court de-
option or the acceptance of a “changB€nts sold to a related party, howevegg|oped a two-prong test for determinin
order,” if the contract provides for sepaWhen the taxpayer regularly carries thesgnether an item is unique. That test pro
rate delivery or separate acceptance of tigmMS in its finished goods inventories andiged that an item is unique if (1) it is de-

additional units. 80 percent or more of the gross receipl§igned for the needs of a specific cus
. from the sale of these items typicallftomer and (2) the taxpayer’s contracts a
7. Classifying Long-Term Contracts comes from unrelated parties. subject to unpredictable manufacturing

To determine the percentage of the consks that make it difficult for the taxpayer
{Uract that has been completed by the eng determine the ultimate profit or loss or
of the taxable year (completion factor)gn interim basis.

taxpayer must request the consent of theEsttat);iaeyﬁ]rtgvggcghuemlcégg_:;rgt]egon;rr?qt The rlegl.JIations inporporqte tiger-
commissioner to change its method 0g]ctivit that is incident to or necessa?r f)(;ﬁacm Crherion regarding desian, but ex
classifying contracts. However, if theits Iony-term contract at the time it in)c/urb!Ude the crlter|on regardlng o
classification of a particular type of con-.> or9 ¢ ictable manufacturing risk because th
the liability to the related party, rathercriterion was developed primarily to jus-

tract is no longer appropriate for subse;

quent contracts of that type as a result of gan when the related party incurs costs iy the taxpayer’s use of the CCM. See

change in underlying facts, such as wheperform the activity. e.g., GCM 7998 (IX-2 C.B. 206, 208);
Rev. Rul. 70-67 (1970-1 C.B. 117)18F

a manufactured item no longer is unique. Unique Items
due to a reduction in the extent of design OF JOINT COMM. ON TAXATION, 99TH
or no longer requires 12 months to pro- Section 460 applies if a taxpayer manuyCONG., 1T Sess, Tax REFORM PROPOS

duce, a change in the classification ofactures a unique item of a type that is ngtS: ACCOUNTING ISSUES(JCS~39-86) 46
such subsequent contracts is not a changermally included in the finished goods(Comm. Print 1985).  Manufacturing risk
in method of accounting. To the extentventory of the taxpayer and if the coniS not relevant under the PCM because tt
that the consistency rule in Notice 89—1%act is not completed by the close of théAxpayer is required to use reasonable e
(Q&A'?) was interpreted to prevent tax_contracting year. AS in §1451_3(b)(1)_t|mates, aq]UStEd annua”y, while the con
payers from changing the classification ofii), the proposed regulations provide thalfact is being performed and because t
a particular type of subsequent contracnique means specifically designed fofaxpayer is required to use the look-bac
when the underlying facts have changedhe needs of a customer. Thus, a contrad®ethod to correct for estimation errors
the proposed regulations clarify the conmay require the taxpayer to manufactur&hen the contract is completed. Thus, th
sistency rule. more than one unit of a unique item. rationale supporting the con3|d.er_at|on 0
Under the proposed regulations, a tax- The proposed regulations contain thre@anufacturing risk as a prereqwsne_to th
payer must classify a contract that resafe harbors concerning contracts to makSe Of the CCM, that the taxpayer is un
quires the taxpayer to manufacture peufacture unique items. First, an item igble to detgrmlne its total contract_ COSts
sonal property and to construct reanot unique if the taxpayer normally com/S not applicable to contracts subject t
property separately as a manufacturingletes the item within 90 days. Secondhe PCM.
and a construction cont_ract, unless 95 pean item Cl_Jsto_mized frpm a_taxpayer’s €X10.12-Month Completion Period
cent or more of the estimated total allocasting design is not unique if the total allo-
ble contract costs are reasonably allocabteible contract costs attributable to cus- The proposed regulations provide that
to the manufacturing activities or to theomizing activities that are incident to ormanufactured item normally requires
construction activities (in which case thenecessary for the production of the itenmore than 12 months to complete if its
taxpayer may chose to classify as either@oes not exceed 5 percent of the estimatpdoduction period, as defined in
manufacturing or a construction contractotal costs allocable to the item. Thus§1.263A-12, is reasonably expected t
as appropriate). contracts to manufacture items that do n&xceed 12 months, determined at the er

The proposed regulations provide that )
taxpayer’'s method of classifying con
tracts is a method of accounting. Thus,



of the contracting year. In general, thd3.Home Construction Contracts tion of construction-related gross receipt
production period for an item or unit be- ) ) of persons that own, or are owned by, th
gins when the taxpayer's incurs at least 5 S€ction 460(e)(6) provides that a congyy naver, but that are not subject t
percent of the estimated total allocabl§UCtion contract is a home constructiog; >g3a_3(h)(3). These rules are simila
contract costs, including planning and deSontract if the taxpayer (including a subg, 1hoge that applied to the $25,000,00

sign expenditures, allocable to the item grontractor working for a general ContraC('%;ross receipts test under prior law.

unit, and the production period ends whelP") réasonably expects to attribute 8 _
the item or unit is ready for shipment tgoercent or more of the estimated total5. Accounting For Long-Term

the taxpayer's customer. In the case ntract costs, determined at the close of Contracts—In General
components that have to be assembled contracting year, to the construction of

i i i .. The proposed regulations prescrib:
reassembled into an item or unit at th 1) a dwelling unit or a building contain prop g p

e fanil: : ing four or fewer dwelling units and (2)Permissible methods of accounting fo
customer’s facility by the taxpayers em- i long-term contracts subject to sectiol
ployees or agents, the production perio provements to real property directly re

ends when the components are assembl d .to the dwelling gnits apd located .Oﬁ60(a)|' Ataxpayerr:nust use the PCMﬁn
or reassembled into an operable item dpe site of the.dwell!ng units. For thisMay €lect 10 Use the L0-percent metho
unit. purpose, awelling umtmean; a h.Ol..Ise OrIn_ad_d||t|on, thr? regulfatlons pre_scrlfbe per
For this purpose, the proposed reguld:" apartment used to provide living actnissible methods of accounting for ex
tions contain rules requiring a taxpayer t ommodatlons_ n a b”"d'”g_OT structureSMPt cons:lrugtlon csntra_cts _(k()alxempt eor
treat the activities of a related party as th ut does not mclude_a unit in a hoteliract met ohszj. ferm|55| e e_xelmdp
activities of the taxpayer to prevent themOtel’ elbaied e_sta_bllshr_nent more thafontract methods of accounting Includ
taxpayer from avoiding section 460.one-hal_f of the gnlts n Wh.'(.:h are used ofhe PCM, Fh€- EPCM, the CCM, or an)

However, if the inventory exception dis-2 ansient basis. In addition, a taxpaye¥her permissible method.
cussed in paragraph 8 above is satisfied TSt treat each townhouse or rowhouse asSection 460(e)(5) allows a taxpayer tf
taxpayer considers the activities of a re:é} separate building. The propqsed regu_|§leterm|n§ the income frqm a residentic
y tions provide that a taxpayer includes ifonstruction contract using the percen

lated party as it incurs the liability to they o ot e dwelling units their alloca2ge-of-completion/capitalized-cost meth

related party rather than as the relatef. o o ot the cost of any common imod (PCCM). A taxpayer also may deter
party performs the activity. provements (e.g., sewers, roads, clunine the income from a qualified shig
11. Definition Of Construction Contract houses) that benefit the dwelling unit angontract using the PCCM. Under this
that the taxpayer is contractually obligmethod, a taxpayer must determine the ir

Section 460(e)(4) and the proposedted, or required by law, to construcEome from the long-term contract using
regulations provide that eonstruction ithin the tract or tracts of land containthe PCM for the applicable percentag

contractis any contract for the building, ing the dwelling units. and using its exempt contract method fc
construction, reconstruction, or rehabilita- the remaining percentage of the contract
tion of, or the installation of any integral14.$10,000,000 Gross Receipts Test The proposed regulations reserve o
component to, or improvements of, real the accounting for mid-contract change i

: -~ Section 460(e)(1)(B)(ii) provides that

om0 el o e 510,000,000 gross recepts test s 01, The S and reasuy e
. ) : . fied if the t ' |

subject to section 460 even if the mstallal- led If the taxpayer's average annua eatment of transfers of long-term con

i vty i ¢ ied b ygross receipts for the three taxable yea s prior t leti
ion activity is not accompanied by an breceding the contracting year do not oyJracts prior to completion.
other construction activity.

ceed $10,000,000. For this purpose, segg, percentage-of-Completion Method

12.Exempt Construction Contracts tion 460(e)(2) mandates the aggregation _ _
of gross receipts of all trades or busi- The proposed regulations provide the

Section 460(e)(1) exempts two types ofiesses under common control with thender the PCM, a taxpayer generally in
construction contracts from the generataxpayer. Section 460(e)(2) also providegludes a portion of the total contract pric
scope of section 460. These exempt corhat the Secretary shall prescribe reguldd income for each taxable year that th
struction contracts are: (1) home contions providing attribution rules that taketaxpayer incurs contract costs allocable t
struction contracts and (2) 2-year coninto account taxpayers who engage ithe long-term contract. To determine th:
struction contracts of a small contractorconstruction contracts through partnerincome from a long-term contract, the
A small contractor is a taxpayer that satisships, joint ventures, and corporations. taxpayer first computes theompletion
fies the $10,000,000 gross receipts test The proposed regulations require théactor for the contract, which is the per-
discussed below. The 2-year constructioaggregation of gross receipts under theentage of the estimated total allocabl
requirement is satisfied if the taxpayecommon control rules in §1.263A-contract costs that the taxpayer has ir
reasonably estimates, when entering int®(b)(3), other than the rules applicable tourred (based on the all events test of se
the contract, that the contract will be comsingle employers under section 414(mjion 461, including economic perfor-
pleted within 2 years from the contractand the regulations thereunder. In addmance, regardless of the taxpayer’
commencement date. tion, the regulations require the attribumethod of accounting) through the end c



the taxable year. Second, the taxpayailocable contract costs. Once elected9. Simplified Cost-To-Cost Method
computes the amount oftimulative gross the 10-percent method applies to all of the Th q lati .
receiptsfrom the contract by multiplying taxpayer’s long-term contracts entered € proposed regulations permit a tax
the completion factor by thetal contract into during and after the election yearpayerttr? elfect IF? leocatt? conttract t(;]OSJ
payer reasonably expects to receive undpayer may not elect the 10-percenf taxpayer mEst determine a contract’
the contract. Third, the taxpayer commethod if the taxpayer determines allocaéompletion factor based upon only direc
putes the amount elirrent-year gross re- ple direct and indirect costs using the SiM,aterial costs: direct labor costs: and de
ceipts,which is the difference betweenpiified cost-to-cost method. preciation, arr{ortization, and cost recov

the cumulative gross receipts for the cur- I . t and facili
rent taxable year and the cumulative groskB. Cost Allocation Rules ery afowances on equipment and facti
ties directly used to manufacture ol

:Z;gé?;syfg;r_thigg%ﬁ?ﬁ;gﬁﬁ;j%‘g% Section 460(c) provides cost allo_cation:onstruct property under the c_ontract. _/
loss (a negative number) if a taxpayer h [lles for Iong-te_rm contracts SUbJePt tda_x_payer may allocate costs Lsing the sin
overstated its completion factor for thg?le PCM. Section 460(0)(.1) pr9v|desf>llfled COSt_tOTCOSt method onl_y ifthe tax-
immediately preceding taxable yeargener,a”y that.all costs which directlypayer determines the taxz_ible income fror
Fourth, the taxpayer takes into accourfi€nefit; or are incurred by reason of, thall long-term contracts using the PCM.

both the current-year gross receipts a gng-term contract activities of the taX'ZO.Cost Allocation Rules For Exempt

the amount of allocable contract costs a®2Ye" must be allocated to the long-term Construction Contracts

tually incurred during the taxable yearcontract in the same manner as costs are

allocated to extended-period long-term The proposed regulations, which super

To the extent any portion of the total con® !
tract price has r)(o? been included in taxontracts under section 451 and the reg§ede 81.451-3(d) (concerning the CCM;

able income by the completion year, sedations thereunder (§1_451_3(d)(6pr0vide co_st allocation rules for exempt
tion 460(b)(1) and the proposeo‘hrough (9)). Section 460(c)(2), howeverconstruction contracts accoun;ed fo
regulations require the taxpayer to includ@!so requires a taxpayer to allocate cost$!"d the CCM. These rules provide tha
that portion in income for the taxable yeatdentified under a cost-plus long-term? taxpayer may al!oczte direct and indi
following the completion year. contract or a federal long-term contracfeCfdcomr""(_:t CdOStSd'” t §elsjsr:e;"gy gsfcu

Under the proposed regulations, totsgven if these costs would not be aIIocabIIE‘en %requwet ur; "‘t’;] . _t( )t( )dor
contract price includes all bonusestnder the cost allocation rules for ex:0nd-efm CoNtracts tat are not extendes

awards, and incentive payments if it igénded-period long-term contracts. In aﬂﬁgrr]lg (:lllsc;ngétren:ri? ac;)ar:(trzct:r. toTQI(IQO(r:ea?: Ii?]‘
reasonably estimated that they will be redition, section 460(c)(3) requires a tax- P pay

: > . direct costs as provided in section 263A
ceived, even if the all events test has ngayer to allocate interest expense to R homebuilder. however. is required to
yet been met. If, by the end of the comlong-term contract (whether or not thecapitalize the costs of its home construc
pletion year, a taxpayer cannot reasonabipntract is subject to the PCM) as if the, oo cts under section 263A and th
estimate whether a contingency will beules of section 263A(f) (concerning the o o, ations thereunder, unless the contra
satisfied, the bonus, award, or incentivallocation of interest costs to property, i e completed witr;in 2 years of the
payment is not includible in total contracfproduced by the taxpayer) apply. FinaIIyContract commencement date and the ta
price. If it is determined after the taxablesections 460(c)(4) and (5) describe cosbsayer satisfies the $10,000,000 gross r
year following the completion year thatthat generally are not allocable to |°”gf:eipts test previously discussed.
an amount included in total contract pricéerm contracts.
will not be earned, the taxpayer should Because many taxpayers subject to th&l. Alternative Minimum Taxable Income
deduct that amount in the year of the dezost allocation rules of section 460 also
termination. are subject to the cost allocation rules 06

The proposed regulations provide thagection 263A for non-long-term contract
allocable contract costs under the PCMnd because the cost allocation rules
are determined using either of the followsection 263A generally follow the cost al'long-term contract using the PCM
ing prescribed cost allocation methods—gycation rules applicable to extended_pe.l—hough section 56(a)(3) excludes al.
method based on the extended period cofiod long-term contracts, the proposegiome construction contracts from this re
tract allocation rules in §1.451-3(d)(6) okegulations provide that a taxpayer genefyirement, the Internal Revenue Cod
the simplified cost-to-cost method. ally must allocate costs to a contract suljoes not exclude the exempt constructio

17 10-Percent Method ject to section 460(a) in the same manngbntracts of a small contractor, residentic

as direct and indirect costs are capitalizegbnstruction contracts, or qualified shir

Section 460 generally permits a taxto property produced by a taxpayer undefontracts. Section 56(a)(3) requires

payer to elect to delay the application o$ection 263A. The regulations providgsmall contractor to use the simplified

the PCM to each long-term contract untiexceptions, however, that reflect the difeost-to-cost method to determine the

the taxable year the taxpayer has incurrderences in the cost allocation rules ofompletion factor of an exempt construc
at least 10 percent of the estimated totakections 263A and 460. tion contract when computing AMTI.

Section 56 generally requires a tax
ayer (not exempt under section 55(e)) t
Stetermine the amount of alternative mini
?ﬁum taxable income (AMTI) from a



Because the Code sometimes requiresaent is not required. It also has been de- The rules of 26 CFR 601.601(a)(3]
taxpayer to compute AMTI and taxableermined that section 553(b) of the Adapply to the hearing. Persons who wish t
income using different rules, a taxpayeministrative Procedure Act (5 U.S.C.present oral comments at the hearing mu
generally must determine a contract'shapter 5) does not apply to these regulgubmit written comments and an outline
completion factor using the AMTI-modi- tions. Pursuant to section 7805(f) of thef the topics to be discussed and the tirr
fied, cost-to-cost PCM. The proposednternal Revenue Code, this notice of proto be devoted to each topic (signed orig
regulations adopt the provisions of secposed rulemaking will be submitted to thenal and eight (8) copies by August 3
tion IX of Notice 87-61, which permit a Chief Counsel for Advocacy of the Small1999. A period of 10 minutes will be al-
taxpayer to elect to determine a contractBusiness Administration for comment orlotted to each person for making com
completion factor for AMTI purposesits impact on small business. It is herebyhents. An agenda showing the schedu
using the accounting and cost allocationertified that the collection of informationing of the speakers will be prepared afte
methods used to compute regular taxabla this notice of proposed rulemaking willthe deadline for receiving outlines ha:
income. A taxpayer is required, howevemot have a significant economic impact opassed. Copies of the agenda will b
to comply with section 55 when comput-a substantial number of small entitiesavailable free of charge at the hearing.
ing AMTI. The regulations require a taxpayer to at-

tach a statement to its original Federal inPrafting Information

22.Changes in Method Of Accounting  ¢ome tax return if the taxpayer severs or

¢ | i tract. Th The principal author of these propose
For the first taxable year that include§99"€9ates a long-term contract. Thg,, o4iqns is Leo F. Nolan II, Office of

the date these regulations are published atoatedm?nt 'S neegetc:] sot;hetComm|SS|on Ssistant Chief Counsel (Income Tax an.
final regulations in théederal Register, C&n delerminé whetner the taxpayer pro

; ly severed or aggregated the contract %ccounting). However, other personne
the proposed regulations generally grant &' ggreg " from the IRS and Treasury Departmen

taxpayer consent to change its method 4 Uncommon for a taxpayer that has t%articipated in their development.

accounting to comply with the provisions@Ng-term contract to sever or aggrega

of these regulations for contracts entereffi@t contract. In addition, if a contract is ok ok ko

into on or after the date these regulatiori€Vered or aggregated and a statement is ,
are published as final regulationgs in th&equired, itis estimated that it will, on av-Proposed Amendments to the Regulatior

Federal Register. Because this change is€'@9€, Only take one hour to complete.  Accordingly, 26 CFR part 1 is pro-
made on a cutoff basis, a section 481(omments and Public Hearing posed to be amended as follows:
adjustment is not required.

Before these proposed regulations aréART 1—INCOME TAXES

adopted as final regulations, considera- Paragraph 1. The authority citation is

The IRS and Treasury Department intion Will be given to any ((ejlectrc_)nli: OTamended by removing the entry fol
vite comments regarding the applicatiod'Mtten comments (a signed original andy; 464 4 a1 adding the following en.

and effectiveness of the de minimis con€'dNt (8) copies) that are submitted timel¥ries in numerical order to read in part a

struction rule. The IRS and Treasury Del© the IRS. The IRS and Treasury specifig

: ollows:
partment also welcome comments corgally request comments on the clarity o? Authority: 26 U.S.C. 7805 * * *

cerning the application of the unique-itenf® Proposed rule and how it may be made ¢, o0 "1 2150 issued under 26 U.S.C
rule, including the usefulness and termg@sier to understand. All comments W'”460(h),
of the safe harbors and approaches for dB€ available for public inspection and "¢ 4oy 5 o0 issued under 26 U.S.C
termining when an item will cease beind©PY'N9- _ 460(h).
unique. Comments are requested con- A Public hearing has been scheduled for °g) /oy 5 1o icsiied under 26 U.S.C
cerning the 12-month production periodzﬁg;‘teon;:gir 174t’h1|§:)|?)%ratl rigri'g'égir;i&z;ao(h)_
rule, especially with respect to the appli*~ " ' . 460— i S,
cation of §1.263A-12 and consideratior?u'ld'ng’ 1111 Constitution Avenue, NW, 46?)%;)12?1(1412'(')5; issued under 26 U. S«

i Washington, DC. Due to building security .
of related party activities. —
party procedures, visitors must enter at the 10t 6%%h£)16’9*2 also issued under 26 U.S.C

Proposed Effective Date Street entrance, located between Constit

) tion and Pennsylvania Avenue, NW. Ing1 4646 [Amended]
These regulations are proposed to bgyqition, all visitors must present photo

effective for contracts entered into on Ofyengification to enter the building. Be- Par. 2. Section 1.446-1 is amended
after the date they are published in thgy s of access restrictions, visitors willollows:

Federal Registeras final regulations. ot he admitted beyond the immediate en- 1. In the second sentence of paragraj
trance area more than 15 minutes befoke)(1)(iii), the language “451” is removed
the hearing starts. For information abouand “460” is added in its place.

It has been determined that this notichaving your name placed on the building 2. In the fourth sentence of paragrap
of proposed rulemaking is not a signifi-access list to attend the hearing, see tlie)(2)(ii)(a), the language “81.451-3" is
cant regulatory action as defined in EOFOR FURTHER INFORMATION CON- removed and “81.460-4" is added in it
12866. Therefore, a regulatory asses§ACT” section of this preamble. place.

23.Request For Comments

Special Analyses



§1.451-3 [Removed] (B)

C
Par. 3. Section 1.451-3 is removed. ED;
§1.451-5 [Amended] 8

Par. 4. Section 1.451-5 is amended, if2)
the first sentence of paragraph (b)(3), b{e)
removing the language “81.451-3" andl)
adding “81.460-4" in its place. 2)

Par. 5. Section 1.460-0 is amended by(i)

1. Revising the introductory text. (i)

2. Revising the entries for §81.460—Xjii)
through 1.460-3, 1.460-4(a)-(i), andiv)
1.460-5. (3)

3. Revising the entry for §1.460—(i)

6(c)(4)(iv). (ii)
4. Removing the entries for 881.460—74)
and 1.460-8. Q)
The revisions read as follows: (1)
§1.460-0 Outline of regulations under g;
section 460. (4)

This section lists the paragraphs con@
tained in §1.460-1 through §1.460-6. (i)

Contingent compensation. (2)
Assembly or installation. (2)
Disputes. 0)

Allocation among activities. (i)
In general. (iii)
Non-long-term contract activity.  (iv)

Severing and aggregating contractg3)
In general. ()

Facts and circumstances. (i)
Independent pricing. (iii)
Interdependent pricing. (©

Separate delivery or acceptance.
Reasonable businessperson.
Exceptions.

No severance for PCM.

Options and change orders. EE;
Statement with return. (1)
Classifying contracts. 2)
In general. 3)
Hybrid contracts. 4)
Method of accounting. 0

Use of estimates. (A)
Estimating length of contract. B)

Estimating allocable contract costs.

(©)

(g) Special rules for activities benefit- i)
.460-1 Long-term contracts. ting long-term contracts of a related ¢
81.460-1 L ing | f I (](
. party. .
(?) IOverV|ew.| (1) Related party use of PCM. E:?)
(1) Ingeneral. _ (i)  Ingeneral.
(2) Exceptions to required use of PCM(”) Inventory exception.
()  Exempt construction contract. 2)  Total contract price. (iii)
(i) Qualified ship or residential €on-(3)  completion factor. )
) T;”;_Ct,'?n contract. (h) Effective date. W
efinitions.
1) Ingeneral.
(1)  Long-term contract. Ezg Ch?':mge in method of accounting. (6)
(2) Contract for the manufacture, build-; 0)
_ X . ' [ [Reserved] ..
rr%,p:;f;allatlon, or construction of ) Eyamples. Eg
(i)  Ingeneral. §1.460—2 Long-term manufacturing 1)
(i) De minimisconstruction activities. ~contracts. 2)
(3) Allocable contract costs.
(4) Related party. (@) Ingeneral. (i)
(5) Contracting year. (b)  Unique. (ii)
(6) Completion year. (1) Ingeneral. (d)
(7) Contract commencement date. ~ (2)  Safe harbors. _ (1)
(8) Incurred. (!) Short pr.oduc.t|on period. )
(c) Entering into and completing long-(i) ~ Customized item.
term contracts. (iii) Inventoru_ad item. 3)
(1) In general. (c) Normal time to complete. (4)
(2) Date contract entered into. (1) Ingeneral. _ (i)
() Ingeneral. (2) Prodyptlon l?y related parties. (ii)
(i) Options and change orders. (d)  Qualified ship contracts. (iii)
(3) Date contract completed. (e) Examples.
() Ingeneral. §1.460-3 Long-term construction (iv)
En)) gegondf\ry ;tems. contracts. (e)
iii) Subcontracts.
(iv) Final completion and acceptance. (a)| n general. ()
(A) In general. (b) Exempt construction contracts.

In general.

Home construction contract.

In general.

Townhouses and rowhouses.
Common improvements.

Mixed use costs.

$10,000,000 gross receipts test.
In general.

Single employer.

Attribution of gross receipts.
Residential construction contracts.

§1.460-4 Methods of accounting for
long-term contracts.

Overview.
Percentage-of-completion method.
In general.

Computations.
Post-completion-year income.
Total contract price.

In general.

Definition.

Contingent compensation.
Non-long-term contract activities.
Estimating total contract price.
Completion factor.

Allocable contract costs.
Cumulative allocable contract costs
incurred.

Estimating total allocable contract
costs.

Pre-contracting-year costs.
Post-completion-year costs.
10-percent method.

In general.

Election.

Exempt contract methods.

In general.

Exempt-contract percentage-of-
completion method.

In general.

Determination of work performed.
Completed-contract method.

In general.

Post-completion-year income and
costs.

Gross contract price.

Contracts with disputed claims.

In general.

Taxpayer assured of profit or loss.
Taxpayer unable to determine profit
or loss.

Dispute resolved.
Percentage-of-completion/capital-
ized-cost method.

Alternative minimum taxable in-
come.



(1) Ingeneral. 81.460-6 Look-back method. payer generally may determine the in

(2) Election to use regular completion % % x w come from a qualified ship contract or

factors. residential construction contract using
(g) Method of accounting. (c) *** the percentage-of-completion/capital
(h) Examples. (4) * * = ized-cost method (PCCM) described it
()  Mid-contract change in taxpayer. (jv) Additional interest due on look- §1.460—4(e), but r_nust_use a cost alloc:
[Reserved] back interest 0n|y after tax ||ab|||ty due. tion method described in §1460—5(b) fo

f x e o the entire contract.

* * * * * e e
(b) Definitions—(1) Long-term con-

§1.460-5 Cost allocation rules. Par. 6. Sections 1.460— through 1.460Tact: A Iong-ftermhcontractf;]enerall)é IS’Id
. 3 are revised to read as follows: any contract for the manutacture, build
(@ Overview. ing, installation, or construction of prop-
(b) Cost allocation method for con-§1.460-1 Long-term contracts. erty if the contract is not completed
tracts subject to PCM. . ~within the contracting year, as defined ir
(1) Ingeneral. (a) Overview—(1) In general. This paragraph (b)(5) of this section. How:
(2) Special rules. section provides rules for determining,yer, a contract for the manufacture c
(i)  Direct material costs. whether a contract for the manufacturéy operty is a long-term contract only if it
(i) Components and subassemblies. building, installation, or construction of 350 satisfies either the unique item or 12
(i) Simplified production methods. property is a long-term contract undeggnth requirements described in §1.460

(iv) Costs identified under cost-plussection 460 and what activities must be A contract for the manufacture of per
long-term contracts and federalccounted for as a single long-term consgng| property is ananufacturing con-

long-term contracts. tract. Specific rules for long-term manuyract. In contrast, a contract for the build-
(v) Interest. facturing and construction contracts argq, installation, or construction of real
(A) In general. provided in §81.460-2 and 3, respecproperty is aconstruction contract.
(B) Production period. tively. A taxpayer generally must deter- (2) Contract for the manufacture,
(C) Application of section 263A(f). mine the income from a long-term con+yilding, installation, or construction of
(vi) Research and experimental extract using the percentage-of-completioproperty—(i) In general. A contract is a

penses. method described in §1.460-4(b) (PCMgontract for the manufacture, building,
(vii) Service costs. and the cost allocation rules described ifystallation, or construction of propertf
(A) Simplified service cost method. ~ 81.460-5(b) or (). In addition, after ahe manufacture, building, installation, ol
(1) In general. contract subject to the PCM is completetgonstruction of the subject matter of the
(2) Example. a taxpayer generally must apply the lookcontract is necessary for the taxpayer
(B) Jobsite costs. back method described in §1.460-6 to dewontractual obligations to be fulfilled anc
(C) Limitation on other reasonable costermine the amount of interest owed off the manufacture, building, installation,

allocation methods. any hypothetical underpayment of tax, opr construction has not been complete
(c) Simplified cost-to-cost method.  earned on any hypothetical overpaymefyhen the parties enter into the contrac
(1) Ingeneral. of tax, attributable to accounting for thewhether the customer has title to, or cor
(2) Election. long-term contract under the PCM. trol over, the property (or bears the risk o

(d) Cost allocation rules for exempt (2) Exceptions to required use ofioss from the property) is not relevant
construction contracts reportedPCM—(i) Exempt construction contract. Furthermore, how the parties characteriz

using CCM. The requirement to use the PCM does n@teir agreement (e.g., as a contract for tt
(1) Ingeneral. apply to any exempt construction contractale of property) is not relevant.
(2) Indirect costs. described in §1.460-3(b). Thus, a tax- (i) De minimis construction activities.
(i) Indirect costs allocable to exemptppayer may determine the income from aNotwithstanding paragraph (b)(2)(i) of
construction contracts. exempt construction contract using anyhis section, a contract is not a constru
(i) Indirect costs not allocable to ex-accounting method permitted by §1.4604ion contract for purposes of section 46
empt construction contracts. 4(c) and, for contracts accounted foif the contract includes the provision of
(3) Large homebuilders. using the completed-contract methodand by the taxpayer and the estimate
(e) Cost allocation rules for contracts(CCM), any cost allocation method pertotal allocable contract costs, as define
subject to the PCCM. mitted by §1.460-5(d). in paragraph (b)(3) of this section, attrib
(H Special rules applicable to costs al- (ii) Qualified ship or residential con- utable to the taxpayer’s construction ac
located under this section. struction contract. The requirement to tivities are less than 10 percent of the cor
(1) Nondeductible costs. use the PCM applies only to a portion ofract’s total contract price, as defined ir
(2) Costs incurred for non-long-terma qualified ship contracdescribed in 81.460-4(b)(4)(i). For this purpose, ¢
contract activities. §1.460-2(d) oresidential construction contract’s estimated total allocable con

() Method of accounting. contractdescribed in §1.460-3(c). Atax-tract costs include a proportionate shal



of the estimated cost of any common imthe customer, that are incident to or necemethod of accounting only if a separate
provement that benefits the subject mattesary for the long-term contract. In addicontract for the secondary item(s) woulc
of the contract if the taxpayer is contraction, to determine whether a contract ibe a long-term contract, as defined ir
tually obligated, or required by law, tocompleted in the contracting year, the taxparagraph (b)(1) of this section.

construct the common improvement. payer may not consider when it expects to (ii) Subcontractsln the case of a sub-

(3) Allocable contract costs. Allocablecomplete the contract. contract, the subject matter of the subcor
contract costsare costs that are allocable (2) Date contract entered inte(i) In tract is the relevant subject matter unde
to a long-term contract under §1.460-5. general. A taxpayer enters into a contractparagraph (c)(3)(i) of this section.

(4) Related party.A related partyis a on the date that the contract binds both the (iv) Final completion and accept-
person whose relationship to a taxpayer texpayer and the customer under applicance—(A) In general. Except as other-
described in section 707(b) or 267(b), deble law, even if the contract is subject tavise provided in this paragraph (c)(3)(iv),
termined without regard to sectionunsatisfied conditions not within the taxto determine whether final completion
267(f)(1)(A) and determined by substitutpayer’s control (such as obtaining financand acceptance of the subject matter of
ing “at least 80 percent” for “more thaning). If a taxpayer delays entering into @ontract have occurred, a taxpayer mu
50 percent” with regard to the ownershigontract for a principal purpose of avoidconsider all relevant facts and circum:
of the stock of a corporation in sectionsng section 460, however, the taxpayestances. Nevertheless, a taxpayer may n
267(b)(2), (8), (10)(A), and (12). will be treated as having entered into delay the completion of a contract for the

(5) Contracting year. The contracting contract not later than the contract comprincipal purpose of deferring federal in-
yearis the taxable year in which a tax-mencement date. come tax.
payer enters into a contract as described (ii) Options and change orders\ tax- (B) Contingent compensationFinal
in paragraph (c)(2) of this section. payer enters into a new contract on the dat®@mpletion and acceptance is determine

(6) Completion year. The completion that the customer exercises an option avithout regard to any contractual termn
year is the taxable year in which a tax-similar provision in a contract if that optionthat provides for additional compensatior
payer completes a contract as described an similar provision must be severed fronthat is contingent on the successful pel
paragraph (c)(3) of this section. the contract under paragraph (e) of thiormance of the subject matter of the con

(7) Contract commencement dat€he section. Similarly, a taxpayer enters into &ract. A taxpayer must account for all
contract commencement datethe date new contract on the date that it accepts @ntingent compensation that is not in
that a taxpayer or related party first incurshange order or other similar agreement dludible in total contract price under
any allocable contract costs, such as déie change order or other similar agree§1.460—4(b)(4)(i), or in gross contract
sign and engineering costs, other than erment must be severed from the contragrice under §81.460-4(d)(3), using a per
penses attributable to bidding and negotisnder paragraph (e) of this section. missible method of accounting. For ap
ating activities. Generally, the contract (3) Date contract completed(i) In plication of the look-back method for
commencement date is relevant in applygeneral. A taxpayer’s contract is com- contracts accounted for using the PCM
ing §81.460-6(b)(3) (concerning the deleted upon the earlier of— see 81.460-6(c)(1)(ii) and (2)(vi).
minimis exception to the look-back (A) Use of the subject matter of the (C) Assembly or installation.Final
method under section 460(b)(3)(B));contract by the customer (other than focompletion and acceptance is determine
81.460-5(b)(2)(v)(B)Y)(i) (concerning testing) and at least 95 percent of the totalithout regard to whether the taxpaye
the production period subject to interesallocable contract costs attributable to thbas an obligation to assist or supervise a
allocation); 81.460-2(d) (concerningsubject matter have been incurred by th&embly or installation of the subject mat-

qualified ship contracts); and 81.460-taxpayer; or ter of the contract where the assembly c
3(b)(2)(ii) (concerning the construction (B) Final completion and acceptance oinstallation is not performed by the tax-
period for exempt construction contracts)he subject matter of the contract. payer or a related party. A taxpayer mus

(8) Incurred. Incurrechas the meaning (i) Secondary items.The date a con- account for the gross receipts and costs ¢
given in 81.461-1(a)(2) (concerning theract accounted for using the CCM is comtributable to such an obligation using &
taxable year of deduction under the agleted is determined without regard tgermissible method of accounting, othe
crual method of accounting), regardlesshether one or more secondary itemthan a long-term contract method.
of a taxpayer’s overall method of ac-have been used or finally completed and (D) Disputes. Final completion and ac-
counting. See 81.461-4(d)(2)(ii) for ecoaccepted. If any secondary items are irceptance is determined without regard t
nomic performance rules concerning theomplete at the end of the taxable year whether a dispute exists at the time th
PCM. which the primary subject matter of a contaxpayer tenders the subject matter of th

(c) Entering into and completing long-tract is completed, the taxpayer must sepaentract to the customer. For contracts a
term contracts—(1) In general. To deter- rate the portion of the gross contract priceounted for using the CCM, see §1.460
mine when a contract is entered int@nd the allocable contract costs attributd(d)(4). For application of the look-back
under paragraph (c)(2) of this section, andble to the incomplete secondary item(shethod for contracts accounted for usin
when a contract is completed under pardrom the completed contract and accourthe PCM, see 81.460-6(c)(1)(ii) anc
graph (c)(3) of this section, a taxpayefor them using a permissible method of2)(vi).
must consider all relevant activities peraccounting. A permissible method of ac- (d) Allocation among activities-(1) In
formed by itself, by related parties, and bgounting includes a long-term contracgeneral. Long-term contract methods of



accounting (the PCM, the CCM, thenecessary to clearly reflect income (sucturing or construction activities may not
PCCM, and the exempt-contract percengs, to prevent the unreasonable deferral bé severed into two or more contracts if
age-of-completion method (EPCM))recognition of income or the prematurgeasonable businessperson would not ha
apply only to the gross receipts and costecognition of loss). Under the severingentered into separate agreements conta
attributable to long-term contract activi-and aggregating rules, one agreemeing terms allocable to each severed col
ties. Gross receipts and costs attributabteay be treated as two or more contractact. For example, a single agreement
to long-term contract activities meansand two or more agreements may bmanufacture a prototype of an item, whicl
amounts included in total contract price otreated as one contract. Except as provould result in a substantial loss, and te
gross contract price, whichever is applicavided in paragraph (e)(3)(ii) of this sec-additional units of the item, which would
ble, as determined under §1.460—4, artthn, a taxpayer must determine whetheresult in a substantial gain, may not b
costs allocable to the contract, as detete sever an agreement or to aggregate tvsevered into one contract for the prototyp
mined under 81.460-5. Gross receiptsr more agreements based on all the facisd another contract for the ten addition:
and costs attributable to non-long-ternand circumstances known at the end afnits under this paragraph (e)(2)(iv) be
contract activities (as defined in parathe contracting year. cause a reasonable businessperson wol
graph (d)(2) of this section) generally (2) Facts and circumstanced/Vhether not have entered into a separate contract
must be taken into account using permisan agreement should be severed, or two oranufacture the prototype. For purpose
sible methods of accounting other than more agreements should be aggregateaf, this paragraph (e)(2)(iv), a taxpayer’
long-term contract method. See sectiodepends on the following factors: expectation that the parties would ente
446(c) and 81.446-1(c). However, if the (i) Independent pricing.Independent into another agreement, when agreeing
performance of a non-long-term contracpricing of items in an agreement is neceshe terms contained in the first agreemer
activity is incident to or necessary for thesary for the agreement to be severed ints irrelevant.
manufacture, building, installation, ortwo or more contracts. In the case of an (3) Exceptions—(i) No severance for
construction of the subject matter of onagreement for several similar items, if th€CM. A taxpayer may not sever undel
or more of the taxpayer’s long-term conprice to be paid for the items is deterthis paragraph (e) a long-term contrac
tracts, the gross receipts and costs attrimined under different terms or formulaghat would be accounted for using the
utable to that activity must be allocated t¢for example, if some items are pricedCM.
the long-term contract(s) benefitted asinder a cost-plus incentive fee arrange- (ii) Options and change order&xcept
provided in 8§81.460-4(b)(4)(i) andment and later items are to be priceds provided in paragraph (e)(3)(i) of thi:
1.460-5(f)(2), respectively. Similarly, if aunder a fixed-price arrangement), then thgection, a taxpayer must sever an agre
single long-term contract requires a taxdifference in the pricing terms or formu-ment that increases the number of units
payer to perform a non-long-term contracas indicates that the items are indepetre supplied to the customer, such &
activity that is not incident to or necessarylently priced. through the exercise of an option or th
for the manufacture, building, installa- (ii) Interdependent pricing.Interde- acceptance of a change order, if the agre
tion, or construction of the subject mattependent pricing of items in separatenent provides for separate delivery o
of the long-term contract, the gross reagreements is necessary for two or morgeparate acceptance of the addition
ceipts and costs attributable to that noraegreements to be aggregated into one cawmnits.
long-term contract activity must be sepatract. A single price negotiation for simi- (4) Statement with returnlf a taxpayer
rated from the contract and accounted fdar items ordered under one or morsevers an agreement or aggregates two
using a permissible method of accountinggreements indicates that the items are imore agreements under this paragraph (
other than a long-term contract methoderdependently priced. during the taxable year, the taxpayer mu:
But see paragraph (g) of this section for (iii) Separate delivery or acceptanceattach a statement to its original Feder:
related party rules. An agreement may not be severed intmcome tax return for that year. This

(2) Non-long-term contract activity. two or more contracts unless it providestatement must contain the following in:
Non-long-term contract activityneans for separate delivery or separate accefermation—
the performance of an activity other thamance of items that are the subject matter (i) The legend NOTIFICATION OF
manufacturing, building, installation, orof the agreement. However, the separa@EVERANCE OR AGGREGATION
construction, such as the provision of ardelivery or separate acceptance of itemdNDER SEC. 1.460-1(e);
chitectural, design, engineering, and corby itself does not necessarily require an (ii) The taxpayer’s name;
struction management services; the peagreement to be severed. (iif) The taxpayer’'s employer identifi-
formance under a guarantee, warranty, (iv) Reasonable businesspersofwo cation number or social security number;
and maintenance agreement; and the der more agreements to perform manufac- (iv) The identity of each agreement
velopment of software. turing or construction activities may notbeing severed or aggregated;

(e) Severing and aggregating con-be aggregated into one contract unless a(v) The method of accounting used fo
tracts—(1) In general. After application reasonable businessperson would ne&ach contract; and
of the allocation rules of paragraph (d) ohave entered into one of the agreements(vi) A description of the reason(s) for
this section, the severing and aggregatirfor the terms agreed upon without also erseverance or aggregation.
rules of this paragraph (e) may be applietéring into the other agreement(s). Simi- (f) Classifying contracts-(1) In gen-
by the Commissioner or the taxpayer akrly, an agreement to perform manufaceral. A taxpayer must determine the clas



sification of a contract (e.g., as a longef) completion time. A taxpayer’s esti-long-term contract. The related party als
term manufacturing contract, long-termmate of completion time will not be con-must use the fair market value of the tax
construction contract, non-long-term considered unreasonable if a contract is ngiayer’s activity as the cost it incurs for the
tract) based on all the facts and circumeompleted within the estimated time pri-activity. The fair market value of the tax-
stances known no later than the end of thmarily because of unforeseeable factongayer’s activity may or may not be the
contracting year. not within the taxpayer’s control, such asame as the amount the related party pa

(2) Hybrid contracts.Along-term con- third-party litigation, extreme weatherthe taxpayer for that activity.
tract that requires a taxpayer to perfornsonditions, strikes, or delays in securing (3) Completion factor. To compute a
both manufacturing and construction acpermits or licenses. contract’s completion factor (as describet
tivities (hybrid contract) generally must (ii) Estimating allocable contract costs.in 81.460-4(b)(5)), the related party mus
be classified as two contracts, a manufaétaxpayer must use a reasonable estimatgke into account the fair market value o
turing contract and a construction conef total allocable contract costs wherthe taxpayer’s activity that is incident to
tract. However, a hybrid contract may b@ecessary to classify the contract (e.g., @ necessary for the performance of th
classified as a manufacturing (or condetermine whether a contract is a homeeslated party’s long-term contract wher
struction) contract if at least 95 percent ofonstruction contract under §1.460—(3)the related party incurs the liability to the
the estimated total allocable contract cos{®)(2)). If a taxpayer classifies a contractaxpayer for the activity, rather than wher
are reasonably allocable to the manufaddased on a reasonable estimate of total ahe taxpayer incurs the costs to perforn
turing (or construction) activities. locable contract costs, the contract wilthe activity.

(3) Method of accountingA taxpayer’s not be reclassified based on the actual (or (h) Effective date-(1) In general. Ex-
method of classifying contracts is aanother reasonable estimate of) total all&ept as otherwise provided, this sectio
method of accounting under section 446able contract costs. and 881.460-2 through 1.460-5 are ay
and, thus, may not be changed without the (g) Special rules for activities benefit-plicable for contracts entered into on ol
Commissioner’s consent. If a taxpayer’sing long-term contracts of a relatedafter the date these regulations are pul
method of classifying contracts is unreaparty—(1) Related party use of PGM(i) lished as final regulations in theederal
sonable, that classification method is aim general. Except as provided in para-Register.
impermissible accounting method. graph (g)(1)(ii) of this section, if a related (2) Change in method of accounting.

(4) Use of estimates(i) Estimating party and its customer enter into a longAny change in a taxpayer’s method of ac
length of contract.A taxpayer must use aterm contract subject to the PCM, and aounting necessary to comply with this
reasonable estimate of the time requiredxpayer performs any activity that is insection and §81.460-2 through 1.460-5 |
to complete a contract when necessary tident to or necessary for the related change in method of accounting tc
classify the contract (e.g., to determing@arty’s long-term contract, the taxpayekvhich the provisions of section 446 anc
whether the five-year completion rule formust account for the gross receipts anthe regulations thereunder apply. For th
qualified ship contracts under 81.460-o0sts attributable to such activity usindirst taxable year that includes the dat:
2(d), or the two-year completion rule forthe PCM, even if this activity is not other-these regulations are published as fine
exempt construction contracts undewise subject to section 460(a). This typeegulations in thé&ederal Registera tax-
81.460-3(b), is satisfied; but, not to deteref activity may include, for example, thepayer is granted the consent of the Con
mine whether a contract is completegerformance of engineering and desigmissioner to change its method of ac
within the contracting year under paraservices, and the production of compoeounting to comply with the provisions of
graph (b)(1) of this section). To be connents and subassemblies that are reasahis section and §81.460-2 througt
sidered reasonable, an estimate of thably expected to be used in the productioh.460-5 for long-term contracts enterec
time required to complete the contracof the subject matter of the related party’sito on or after the date this section an
must include anticipated time for delaycontract. §81.460-2 through 1.460-5 are publishe
rework, change orders, technology or de- (ii) Inventory exceptionA taxpayer is as final regulations in theederal Regis-
sign problems, or other problems that reazot required to use the PCM under thiger. A taxpayer that wants to change its
sonably can be anticipated consideringaragraph (g) to account for componentsethod of accounting under this para
the nature of the contract and prior experand subassemblies if the taxpayer reggraph (h)(2) must follow the automatic
ence. Acontract term that specifies an eXarly carries these items in its finishedconsent procedures in Rev. Proc. 98-6
pected completion or delivery date maygoods inventories and 80 percent or mor@998-51 |.R.B. 16)(see §601.601(d)(2
be considered evidence that the taxpayef the gross receipts from the sale odf this chapter), except that the scope linr
reasonably expects to complete or delivehese items typically comes from unreitations in section 4.02 of Rev. Proc. 98-
the subject matter of the contract on olated parties. 60 do not apply. Because a change und
about the date specified, especially if the (2) Total contract price.If a taxpayer is this paragraph (h)(2) is made on a cutof
contract provides bona fide penalties forequired to use the PCM under paragragiasis, a section 481(a) adjustment is nc
failing to meet the specified date. If a tax{g)(1)(i) of this section, the total contractrequired. Moreover, the taxpayer doe
payer classifies a contract based on a regrice (as defined in §1.460— 4(b)(4)(i)) isnot receive audit protection under sectiol
sonable estimate of completion time, théhe fair market value of the taxpayer’s ac? of Rev. Proc. 98-60 in connection with
contract will not be reclassified based otivity that is incident to or necessary fora change under this paragraph (h)(2). |
the actual (or another reasonable estimatiee performance of the related party’saxpayer that wants to change its exemp



contract method of accounting is noto correct them in January 2004. C reasonably esto account for the contract, the taxpayer is require
granted the consent of the Commissioné‘i’_ﬁtis tlhat t?he cof_st of corre(t:tlnfgﬂ:hetset ?Ef|||uen§|lee ste_ver [;hls contr;ar::t ubnq:ec:'_ paragrap_h c(ie)(Z) gf trl
. . will be less than five percent of the total allocablesection because the buildings are independen
under this paragra_ph (h)(2) and must fll_e Qontract costs. C's contract is complete under parariced, the agreement provides for separate delive
Form 3115, Application for Change ing aph (c)3)(i)(A) of this section in 2003 because irand acceptance of the buildings, and, as each bui
Accounting Method, to obtain consentthat year, B used the building and C had incurred &g will generate a reasonable profit, a reasonab
See Rev. Proc. 97-27 (1997-1 C.Bleast 95 percent of the total allocable contract costrisinessperson would have entered into separe
680)(see §601.601(d)(2) of this Chapter)_attrlbutable to the bml(_ilng. C must use a permlssag‘re_ements for the terms agreed upon for ea
0 [Reserved] ble mc_ethod of accounting for any deficiency-relateduilding. '
. . costs incurred after 2003. Example 8. SeveranceC, a large construction
() Examples.The following examples  gyxample 4. Completion—customer use.1999, ~contractor with a calendar taxable year, accounts fi
illustrate the rules of this section: C, whose taxable year ends December 31, agreesit® construction contracts using the PCM and he
construct a shopping center, which includes an a@lected to use the 10-percent method described
Example 1. Contract for manufacture of propertyjpining parking lot, for B. By October 2000, C has§1.460-4(b)(6). In September 1999, C enters int
B notifies C, an aircraft manufacturer, that it wantsinished constructing the retail portion of the shopan agreement to construct 4 buildings in 4 differer
to purchase an aircraft of a particular type. At th@ing center. By December 2000, C has graded thities. The buildings are independently priced an
time C receives the order, C has on hand several p@fitire parking lot, but has paved only one-fourth of ithe contract provides a reasonable profit for each
tially completed aircraft of this type; however, Cpecause inclement weather conditions prevented e buildings. In addition, the agreement requires
does not have any completed aircraft of this type ofiom laying asphalt on the remaining three-fourthsto deliver one building per year in 2000, 2001, 2002
hand. C and B agree that B will purchase one Qf pecember 2000, B opens the retail portion of thend 2003. As of December 31, 1999, C has incurre
these aircratft after it has been completed. C retaigopping center and the paved portion of the parkings percent of the estimated total allocable contra
title to and risk of loss with respect to the aircrafiot 1 the general public. C reasonably estimates thabsts attributable to one of the buildings, but only !
until the sale takes place. The agreement betweenGa cost of paving the remaining three-fourths of thpercent of the estimated total allocable contrac
and B is a contract for the manufacture of propertijariing lot when whether permits will exceed 5 pereosts attributable to all 4 buildings included in the
under paragraph (b)(2)(i) of this section, even if lazent of C's total allocable contract costs. Evemgreement. Under paragraph (e)(3)(i) of this se
beled as a contract for the sale of property, becaugg,ygh B is using the subject matter of the contraction, C may not sever this contract because it is a
the manufacture of the aircraft is necessary for C'é's contract is not completed in December 200@ounted for using the PCM. Using the 10-percer
obligations under the agreement to be fulfilled angynger paragraph (c)(3)(i)(A) of this section becausmethod, C does not take into account any portion
the man_ufacturing was not complete when B and € has not incurred at least 95 percent of the total allthe total contract price or any incurred allocabl
entered into the agreement. cable contract costs attributable to the subject mattarontract costs attributable to this agreement in 199
Example 2. De minimis construction activitg, Example 5. Non-long-term contract activi@n ~ Upon examination of C’s 1999 tax return, the Com
a master developer that uses a calendar taxable Yef{n,ary 1, 1999, C, whose taxable year ends Decemissioner determines that C entered into one agre
owns 5,000 acres of undeveloped land worther 31, enters into a single long-term contract to denent for 4 buildings rather than 4 separate agre
$50,000,000. To obtain permission from the localjgn and manufacture a satellite and to develop coments each for one building solely to take advantag
county government to improve this land, a servicgter software enabling B to operate the satellite. Aif the deferral obtained under the 10-percer
road must be constructed on this land to benefit alhe end of 1999, C has not finished manufacturingiethod. Consequently, in order to clearly reflect th
5,000 acres. In 2001, C enters into a contract to selfe satellite. Designing the satellite and developintaxpayer’s income, the Commissioner may require
a 1,000-acre parcel of undeveloped land to B, a reshe computer software are non-long-term contradb sever the agreement into 4 separate contrac
dential developer, for its fair market value,gcijvities that are incident to and necessary for thender paragraph (e)(2) of this section because t
$10,000,000. In this contract, C agrees to construgdypayer's manufacturing of the subject matter of auildings are independently priced, the agreeme
a service road running through the land that C igng-term contract because the satellite could not hrovides for separate delivery and acceptance of
selling to B and through the 4,000 adjacent acres @fanufactured without the design and would not opbuildings, and a reasonable businessperson wot
undeveloped land that C has sold to several othgfate without the software. Thus, under paragraghave entered into separate agreements for the
residential developers for its fair market value(qy(1) of this section, C must allocate these norbuildings.
$40,000,000. C reasonably estimates that it Wilhng-term contract activities to the long-term con- Example 9. Aggregationln 1999, C, a ship-
incur a liability of $50,000 to construct this serviceyact and account for the gross receipts and costs ailder, enters into two agreements with the Depar
road, which will be owned and maintained by theyisytaple to designing the satellite and developingnent of the Navy as the result of a single negotie
county. C must reasonably allocate the cost of the;mputer software using the PCM. tion. Each agreement obligates C to manufacture
service road among the benefitted parcels. The por- example 6. Non-long-term contract activit¢. ~ submarine. Because the submarines are of the sa
tion of the estimated total allocable contract costggrees to manufacture equipment for B under @ass, their specifications are similar. Because C h
that C allocates to the 1,000 acre parcel being sold fghq-term contract. In a separate contract, C agreesver manufactured submarines of this class, hou
B (based upon its fair market value) is $10,00Qy design the equipment being manufactured for Bver, C anticipates that it will incur substantially
($50,000% ($10,000,000/$50,000,000)). Construcynder the long-term contract. Under paragraphigher costs to manufacture the first submarine, t
tion of the service road is finished in 2002. Becausgy)(1) of this section, C must allocate the gross reve delivered in 2005, than to manufacture the secol
the estimated total allocable contract costs attributgipts and costs related to the design to the longubmarine, to be delivered in 2008. If the agree
able to C's construction activities, $10,000, are lesgym contract because designing the equipment isnaents are treated as separate contracts, the first ¢
than 10 percent of the contract's total contract pricé,on-jong-term contract activity that is incident totract probably will produce a substantial loss, whil
$10,000,000, C's contract with B is not a construcang necessary for the manufacture of the subjetite second contract probably will produce substar
tion contract under paragraph (b)(2)(ii) of this secpatter of the long-term contract. tial profit. Based upon these facts, aggregation is ri
tion. Thus, C's contract with B is not a long-term  gxample 7. Severanc@n January 1, 1999, C, a quired under paragraph (€)(2) of this section becau
contract under paragraph (b)(2)(i) of this sectiongonstruction contractor, and B, a real estate investdhe submarines are interdependently priced and
notwithstanding that construction of the service roagter into an agreement requiring C to build two ofreasonable businessperson would not have enter
is not completed in 2001. fice buildings in different areas of a large city. Thethe first agreement without also entering into thy
Example 3. Completion—customer uge2002,  agreement provides that the two office buildings willecond.
C, a calendar year taxpayer, enters into a contractj§g completed by C and accepted by B in 1999 and Example 10. Aggregationin 1999, C, a manu-
construct a building for B. In November of 2003,5000, respectively, and that C will be paidfacturer of aircraft and related equipment, agrees
the building is completed in every respect necessag 000,000 and $1,500,000 for the two office buildmanufacture 10 military aircraft for foreign govern-
for its intended use, and B occupies the building. Ifhgs, respectively. The agreement will provide Gnent B and to deliver the aircraft by the end of 2001
early December of 2003, B notifies C of some minojyith a reasonable profit from the construction ofWhen entering into the agreement, C anticipates th
deficiencies that need to be corrected, and C agreggch puilding. Unless C is required to use the PCIl might receive production orders from B over the



next 20 years for as many as 300 more of these agontract using the percentage-of-complahe item is ready to be held for sale and a
craft. The negotiated contract price reflects C's anloy method described in §1.460-4(byeasonably expected production activitie
st consideration of the expected total cost of Te{PCM). A contract not completed in theare complete. In the case of componen
acturing the 10 aircraft, the risks and opportunitie . . .
associated with the agreement, and the additiongPNtracting year is a long-term manufacthat are assembled or reassembled into.
factors the parties considered relevant. The negofuring contract if it involves the manufac-item or unit at the customer’s facility by
ated price provides a profit on the sale of the 10 aiture of personal property that is— the taxpayer’s employees or agents, th
craft even if C does not expect to receive any addi- (1) A ynique item of a type that is notproduction period ends when the compo
L'O”al production orders from B. [t is unlikely. a1y carried in the finished goods innents are assembled or reassembled ir
owever, that C actually would have wanted to man- K .
ufacture the 10 aircraft but for the expectation that Y€NtOry of the taxpayer; or an operable item or unit. To the exten
would receive additional production orders from B. (2) An item that normally requiresthat several distinct activities related tc
In 2001, B accepts delivery of the 10 aircraft. Atmore than 12 calendar months to conthe production of the item are expected t
that time, B orders an additional 20 aircraft of thy|ate (regardless of the duration of theccur simultaneously, the period during
same type for delivery in 2005. When negotiating, , o ot or the time to complete a deliverwhich these distinct activities occur is no
the price for the additional 20 aircraft, C and B con- . .
sider the fact that the expected unit cost for this prd0l€ quantity of the item). counted more than once.
duction run of 20 aircraft will be lower than the unit  (b) Unique—(1) In general. Unique  (2) Production by related partiesTo
cost of the 10 aircraft completed and accepted imeans designed for the needs of a specifietermine the time normally required tc
2001, but substantially higher than the expected und;stomer. A contract may require the taxeomplete an item, a taxpayer must cor
o of future production runs. Based upon theﬁayer to manufacture more than one ungider all relevant production activities
acts, aggregation is not permitted under paragra| ) . . . .
(€)(2) of this section. Because the parties negotiat@f @ unique item. To determine whetheperformed by itself and by related parties
the prices of both agreements considering only th@n item is designed for the needs of a spas defined in §1.460-1(b)(4). For exam
expected production costs and risks for each agregific customer, a taxpayer must consideple, if a taxpayer’s item requires a compo
ment standing alone, the terms and conditionfhe extent to which research, developaent or subassembly manufactured by
agreed upon for the first agreement are independeity - agign, engineering, retooling, ancelated party, the taxpayer must conside
of the terms and conditions agreed upon for the sec- . 2. > )
ond agreement. The fact that the agreement to manUMilar activities are required to producehe time the related party takes to com
ufacture 10 aircraft provides a profit for C indicatedhe item. In addition, a taxpayer musplete the component or subassembly an
that a reasonable businessperson would have entegansider whether the same item could ber purposes of determining the beginnin
into that agreement without entering into the agreesp|q to other customers (with or withouf an item’s production period, the cost:
megi;c;nm;nli‘;acg;igi}?cggg:':ﬂ igri"lcéﬁg'm minor modifications). incurred by the related party that are allo
1999, C Zgreeé to manufacture and mst‘;" an indus- (2) Safe harbors. Notwithstanding cable to the component or subassembl
trial machine for B. The agreement requires C to ddaragraph (b)(1) of this section, an item islowever, if both requirements of the in-
liver the machine in August 2001 and to install anghot unique if it satisfies one or more of theventory exception under §1.460-1(Q)-
test the machine in B's factory. At least 95 percenfg||owing safe harbors— (1)(ii) are satisfied, a taxpayer does no
of the estimated total allocable contract costs are ;) g\ hroduction periodAn item is  consider the activities performed or the
reasonably allocable to C’s manufacturing activities. . . . .
In addition, the agreement requires B to accept tH80t unique if it normally requires 90 dayscosts incurred by a related party when de
machine when the tests prove that the machine@r less to complete the item; termining the normal time to complete ar
performance will satisfy the environmental stan- (ii) Customized itemAn item is not item.
dards set by the Environmental Protection Agencynique if the total allocable contract costs (d) Qualified ship contractsA taxpayer
(EPA), even if B has not obtained the required opety iy, raple to customizing (such as remay determine the income from a long
ating permit. Because of technical difficulties, C . . . . .
cannot deliver the machine until December 2001S€a@rch, development, design, engineeringgrm manufacturing contract that is a qual
when B conditionally accepts delivery. C classifiesetooling, and similar activities) that areified ship contract using either the PCM o
the agreement as a manufacturing contract undgmcident to or necessary for the productiothe percentage-of-completion/capitalized
paragraph (f) of this section because 95 percent gff the jtem does not exceed 5 percent @bst method (PCCM) of accounting de-
the total allocable contract costs are attributable i, o, o grimated total allocable contract costeribed in §1.460-4(e). Aualified ship
C’s manufacturing activities. C, whose taxable year . . .
ends December 31, installs the machine in Decer@llocable to the item; or contractis any contract entered into after
ber 2001 and then tests it through February 2002. B (iii) Inventoried item. A unique item February 28, 1986, to manufacture in thi
accepts the machine in February 2002, but does noases to be unique no later than when thinited States not more than 5 seagoin
obtain the operating permit from the EPA until Janutaynayer normally carries similar items invessels if the vessels will not be manufac
ary 2003. Under paragraph ()(3)()(B) of this secy o fiishaq goods inventory. tured directly or indirectly for the United
tion, C's contract is finally completed and accepted . .
in February 2002, even though B does not obtain the (C) Normal time to completeX) In  States Government and if the taxpaye
operating permit until January 2003, because general. The amount of time normally re- reasonably expects to complete the cor
completed all its obligations under the contract anduired to complete an item is the item’sract within 5 years of the contract com-
B accepted the machine in 2002. reasonably expecteproduction period, mencement date. Under §1.460-1(e)
as described in 81.263A-12, determine(B)(i), a contract to produce more than !
at the end of the contracting year. Thusjessels for which the PCM would be re:
the expected production period for amuired cannot be severed in order to b
(a) In general. Section 460 generally item generally would begin when a tax<lassified as a qualified ship contract.
requires a taxpayer to determine the irpayer incurs at least five percent of the (e) Examples.The following examples

come from a long-term manufacturingcosts allocable to the item and end wheitlustrate the rules of this section:

81.460-2 Long-term manufacturing
contracts.



Example 1. Unique item and classificatiom Example 4. 12-month rule—normal time to com¢ract is ahome construction contradt a
December 1999, C enters into a contract with B tplete. The facts are the same asErample 3ex- taxpayer (including a subcontractor work

ign and manuf r n fin ri h nd R Il mpl B's crane in
des!g and manufacture a new type of industriadept that C (and R) actually complete s crane |Ing for a general contractor) reasonabl
equipment. C reasonably expects the normal pronly 10 calendar months. The contract is a long-

duction period for this type of equipment to be &erm contract because the normal time to complete&XPECtS t0 attribute 80 percent or more
months. Because the new type of industrial equigerane, not the actual time to complete a crane, is tiiBe estimated total allocable contract cos
ment requires a substantial amount of research, delevant criterion for determining whether an item iincluding the cost of land, materials, an
sign and engineering to produce, C determines thatibject to paragraph (a)(2) of this section. services), determined as of the close of tt

the equipment is a unique item and its contract with . .
B is a long-term contract. After delivering the8§81.460—3 Long-term construction contracting year, to the construction of—

equipment to B in September 2000, C contracts withontracts. (A) Dwelling units, as defined in sec-
B to produce five additional units of industrial tion 168(e)(2)(A)(ii)(1), contained in
equipment using the same basic design as the previ- (g) In general. Section 460 generally re- buildings containing 4 or fewer dwelling
ous unit of industrial equipment but changing Cery jires g taxpayer to determine the incomenits (including buildings with 4 or fewer

tain specifications. These additional units, whic . . . .
also are expected to take 8 months to produce, wil ®M & long-term construction contracdwelling units that also have commercia

be delivered to B in 2001. C determines that the rélSiNg the percentage-of-completiorunits); and

search, design, engineering, retooling and similamethod described in §1.460-4(b) (PCM). (B) Improvements to real property di-
customizing costs necessary to produce the five ag contract not completed in the contractingectly related to, and located at the site o
ditional units of equipment does not exceed 5% q%ear is a long-term construction contract ithe dwelling units.
;hueeﬁtTS’Ts;e:dﬁ:ﬁlni:oucrizeof Z:Hﬁ%gﬁf ;ﬁgyo ?ﬁé'involve_s the buiIding, cpnstruction, re- (i) Townhouses and rowhouseEach
safe harbor in paragraph (b)(2)(ii) of this section an§ONStruction, or rehabilitation of real proptownhouse or rowhouse is a separa
are not unique items. Although C's contract with Berty; the installation of an integral compo-building.

to produce the five additional units is not completeghent to real property; or the improvement (iii) Common improvementsA tax-
within the contracting year, the contract is not & yag| property (collectively referred to agpayer includes in the cost of the dwelling
long-term contract since the additional units of . : . )
equipment are not unique items and do not normalgonsj[rucuon)' Real propertymeans land, units their allocable share of the COSt_ th
require more than 12 months to produce. ¢ mufuildings, andnherently permanent struc- the taxpayer reasonably expects to inci
classify its second contract with B as a non-londures,as defined in §1.263A-8(c)(3), sucior any common improvements (e.g.
term contract, notwithstanding that it classified theys roadways, dams, and bridges. Res¢wers, roads, clubhouses) that benefit t
previous contract with B for a similar item as a IongE)roperty does not include vessels, offshordwelling units and that the taxpayer i
;eLn;ni?;gtr?gt‘,’i?g;gizfr;hfoizt:;m;n?;:geogr‘]N Zectgrq{rilling platforms, or unsevered naturalcontractually obligat_ed, or required by
tract by contract basis. Such a change in classificRroducts of land. Arintegral component law, to construct within the tract or tract:
tion is not a change in method of accounting becauge real propertyincludes property not pro- of land that contain the dwelling units.
the change in classification results from a change iguced at the site of the real property but in- (iv) Mixed use costslf a contract in-
underlying facts. tended to be permanently affixed to theolves the construction of both commer
maﬁﬁ?arggreesz 'Cr;ri??hn;? itrurleega;:?tsgrr?:;%] fnreal property, sugh as elevators and centreigl units_ a_nd dwelling units within the
ished goods inventory. C purchases one of thaéating and cooling systems. Thus, for essame building, a taxpayer must allocat
crane’s components from R, a related party undample, a contract to install an elevator in the costs among the commercial units ar
§1.460-1(b)(4). R does not carry this crane compdyuilding is a construction contract becausdéwelling units using a reasonable metho
nent in finished goods inventory; therefore, C doeg  jing is real property, but a contract tor combination of reasonable methods
zsjtefiﬂZZQQ&t:g:e;t(gyazxéeiﬂiifsacn:st?l;tdcgginstalI_ an elevator in a ship is not a consuch as spe_cific identification, squar
forms the activities rather than as C incurs a liabiliystruction contract because a ship is not refalotage, or fair market value.

to R. The normal time period between the time thgdroperty. (3) $10,000,000 gross receipts tesf)
both C and R incur 5% of the costs allocable to the (b) Exempt construction contraetg1) In general. The $10,000,000 gross re-
crane and the time that R completes the componefy general. The general requirement toceipts test is satisfied if a taxpayer’s (o

is 5 months. C normally requires an additional 8

months to complete production of the crane after rédS€ the PCM and the cost allocation rulgsredecessor’s) average annual gross

ceiving the integral component from R. C's crane i§lescribed in §1.460-5(b) or (c) does nateipts for the 3 taxable years precedin
an item of a type that normally requires more tha@pply to any long-term construction conthe contracting year do not excee
12 months to complete under paragraph (c) of thigact described in this paragraph (b) (ex$10,000,000, as determined using th
section because th‘e production period from the t'mémpt construction contractExempt con- principles of the gross receipts test fo
that both C and R incur 5% of the costs allocable to .
the crane until the time that production of the Crangtrtljctlon contracmeqns any— small resellers_ under §1.26_3A—3(b), ex
is complete is normally 13 months. (i) Home construction contract; and  cept as otherwise provided in paragrapf
Example 3. 12-month rule—duration of contract. (i) Other construction contract that a(b)(3)(ii) and (iii) of this section.
The facts are the same asHkample 2except that taxpayer estimates (when entering into (ii) Single employer.To apply the
C enters into a sales contract with B on Decembghe contract) will be completed within 2gross receipts test, a taxpayer is not r

31, 1999 (the last day of C’s taxable year), and de-

livers a completed crane to B on February 1, 2008.€&rS of the contract commencement datguired to aggregate the gross receipts

C's contract with B is a long-term contract unde@fOvided the taxpayer satisfies theersons treated as a single employ:
paragraph (a)(2) of this section because the contra$.0,000,000 gross receipts test describedlely under section 414(m) and any regt
is not completed in the contracting year, 1999, anth paragraph (b)(3) of this section. lations prescribed under section 414.

the crane is an item that normally requires more than 5y Home construction contraet(i) In~ (iii) Attribution of gross receipts A

12 calendar months to complete (regardless of the

duration of the contract). general. A long-term construction con- taxpayer must aggregate a proportiona



share of the construction-related gross réton/capitalized-cost method (PCCM),incurred during the current year into ac
ceipts of any person that has a five pewhich is a permissible method of accounteount in computing taxable income.
cent or greater interest in the taxpayer. limg for qualified ship contracts described (3) Post-completion-year incomdf a
addition, a taxpayer must aggregate a prim 81.460-2(d) and residential constructaxpayer has not included the total con
portionate share of the construction-retion contracts described in §1.460-3(c)ract price in gross income by the comple
lated gross receipts of any person iParagraph (f) of this section providedion year, as defined in §1.460-1(b)(6)
which the taxpayer has a five percent aules for determining the alternative minithe taxpayer must include the remainin
greater interest. For this purpose, a taxaum taxable income (AMTI) from long- portion of the total contract price in gross
payer must determine ownership interesterm contracts that are not exemptethcome for the taxable year following the
as of the first day of the taxpayer’s conunder section 56. Paragraph (g) of thisompletion year. For the treatment o
tracting year and must include indirect insection provides rules concerning consig20st-completion costs, see paragrap
terests in any corporation, partnership, esency in methods of accounting for long{b)(5)(v) of this section. See §1.460-
tate, trust, or sole proprietorshipterm contracts. Paragraph (h) of this se€(c)(1)(ii) for application of the look-back
according to principles similar to the contion provides examples illustrating themethod as a result of adjustments to tot:
structive ownership rules under sectiongrinciples of this section. Finally, para-contract price.
1563(e), (f)(2), and (f)(3)(A). However, agraph (j) of this section provides rules for (4) Total contract price—(i) In
taxpayer is not required to aggregateaxpayers that file consolidated tax re9enerai—(A) Definition. Total contract
under this paragraph (b)(3)(iii) any con+turns. price means the amount that a taxpay«
struction-related gross receipts required to (b) Percentage-of-completion methed reasonably expect; to receive under
be aggregated under paragraph (b)(3)((L) In general. Under the PCM, a tax- long-term contract, including holdbacks,
of this section. payer generally must include in incomdetainages, and__cost relmbL_Jrsements_. S
(c) Residential construction contracts.the portion of theotal contract priceas S+-460-6(C)(1)(ii) and (2)(vi) for applica-
A taxpayer may determine the incomeiefined in paragraph (b)(4)(i) of this section of the_ look-back metho_d as aresult o
from a long-term construction contraction, that corresponds to the percentage SF2nges in total contract price.
that is a residential construction contraghe entire contract that the taxpayer has (B) Contingent compensationAny
using either the PCM or the percentagesompleted during the taxable year. Th&MOUnts related to contingent rights o
of-completion/capitalized-cost methodpercentage of completion must be detefligations, such as bonuses, awards, i

(PCCM) of accounting described inmined by comparing allocable contracfENtive payments, and amounts in dis

§1.460-4(e). Aresidential construction costs incurred with estimated total allocaPt®: &€ included in total contract pric

contractis a home construction contractple contract costs. Thus, the taxpayer i o000 83 it is reasonably estimated th

as defined in paragraph (b)(2) of this seGludes a portion of the total contract pricr(}ahey will be received, even if the all

tion, except that the building or buildingsin gross income as the taxpayer incurs af/ents test has not yet been met. For €
; ; ample, if a bonus is payable to a taxpaye
being constructed contain more than fhcable contract costs. i )
dwelling unit . . . for meeting an early completion date, the
welling units. (2) Computations.To determine the in- b is includible in total tract ori
Par. 7. Section 1.460-4 is amended hyg R bonus 1S Includibie in total contract price
; - me from a long-term contract, a X5t the time (and to the extent) that the tay
adding paragraphs (a) through (i) to reagayer_

as follows: 4 ) payer can predict_the_ achigvement of th
(i) Computes theompletion factofor . eqhonding objective with reasonabl

the contract, which is the ratio of the CUtertainty. Similarly, a portion of the con-

mulative allocable contract costs that th?ract price that is in dispute is included ir

_ _ . ~ taxpayer has incurred through the end qhya| contract price at the time and to th
(a) Overview. This section prescribesthe taxable year to the estimated total aytent that the taxpayer can reasonab

permissible methods of accounting fotocable contract costs that the taxpay€&dypect the dispute will be resolved in the
long-term contracts. Paragraph (b) of thigeasonably expects to incur under the CoRaxpayer’s favor (without regard to when
section describes the percentage-of-cortract; the taxpayer receives payment for the
pletion method under section 460(b) (ii) Computes the amount @umula- amount in dispute or when the dispute i
(PCM) that a taxpayer generally must ustive gross receiptérom the contract by finally resolved.) If a taxpayer has not in-
to determine the income from a long-ternmultiplying the completion factor by the cjuded an amount of contingent compen
contract. Paragraph (c) of this sectioiotal contract price; sation in total contract price under this
lists permissible methods of accounting (iii) Computes the amount afurrent- paragraph (b)(4)(i) by the taxable yea
for exempt construction contracts deyear gross receiptswhich is the differ- following the completion year, the tax-
scribed in §1.460-3(b)(1) and describegnce between the amount of cumulativgayer must account for that amount o
the exempt-contract percentage-of-congross receipts for the current taxable ye@fontingent compensation using a permis
pletion method (EPCM). Paragraph (dand the amount of cumulative gross resible method of accounting. If it is deter-
of this section describes the completedseipts for the immediately preceding taxmined after the taxable year following the
contract method (CCM), which is one ofable year (the difference can be a positiveompletion year that an amount include
the permissible methods of accounting foor negative number); and in total contract price will not be earned
exempt construction contracts. Paragraph (iv) Takes both the current-year grosshe taxpayer should deduct that amount i
(e) describes the percentage-of-compleeceipts and the allocable contract costhe year of the determination.

§1.460— Methods of accounting for
long-term contracts.



(C) Non-long-term contract activities. year. To be considered reasonable, an es<{6) 10-percent methed-(i) In general.
Total contract price includes an allocabléimate of total allocable contract costdnstead of determining the income from :
share of the gross receipts attributable toraust include costs attributable to delayjong-term contract beginning with the
non-long-term contract activity, as de+ework, change orders, technology or dezontracting year, a taxpayer may elect t
fined in 81.460-1(d)(2), if the activity is sign problems, or other problems that reatse the 10-percent method under sectic
incident to or necessary for the manufacsonably can be anticipated considering60(b)(5). Under the 10-percent methoc
ture, building, installation, or constructionthe nature of the contract and prior expera taxpayer does not include in gross ir
of the subject matter of the long-term conence. However, estimated total allocableome any amount related to allocabl
tract. Total contract price also includegontract costs do not include any contineontract costs until the taxable year ii
amounts reimbursed for independent regency allowance for costs that, as of theshich the taxpayer has incurred at lea:
search and development costs, or biddingnd of the taxable year, are not reasonably) percent of the estimated total allocabl
and proposal costs, under a federal axpected to be incurred in the perforeontract costs (10-percent year). A tax
cost- plus long-term contract (as definedhance of the contract. For example, estpayer must treat costs incurred before tf
in section 460(d)), regardless of whethemated total allocable contract costs do ndi0-percent year as pre- contracting-ye:
the research and development, or biddingclude any costs attributable to factorgosts described in paragraph (b)(5)(iv) ¢
and proposal, activities are incident to onot reasonably foreseeable at the end tfis section.
necessary for the performance of thahe taxable year, such as third-party litiga- (ii) Election. A taxpayer makes an
long-term contract. tion, extreme weather conditions, strikesglection under this paragraph (b)(6) b

(i) Estimating total contract priceA and delays in securing required permitasing the 10-percent method for all long
taxpayer must estimate the total contraend licenses. In addition, the estimateterm contracts entered into during the ta
price based upon all the facts and circuntosts of performing other agreements thaible year of the election on its origina
stances known as of the last day of thare not aggregated with the contract undéederal income tax return for the electior
taxable year. For this purpose, an eveftl.460-1(e) that the taxpayer expects tgear. This election is a method of ac
that occurs after the end of the taxablecur with the same customer (e.g., foleounting and, thus, applies to all long
year must be taken into account if its oclow-on contracts) are not included in estiterm contracts entered into during an
currence was reasonably foreseeable anthted total allocable contract costs for thafter the taxable year of the election. Al

its income was subject to reasonable esthitial contract. electing taxpayer must use the 10-perce
mation as of the last day of that taxable (iv) Pre-contracting-year costslf a method to apply the look-back methoc
year. taxpayer reasonably expects to enter intander §1.460-6 and to determine altern:

(5) Completion factor(i) Allocable a long-term contract in a future taxabldive minimum taxable income under para
contract costsA taxpayer must use a costyear, the taxpayer must capitalize all cosgraph (f) of this section. This election is
allocation method permitted under eitheincurred prior to entering into the contrachot available if a taxpayer uses the simpl
§1.460-5(b) or (c) to determine thehat will be allocable to that contract (e.g.fied cost-to-cost method described it
amount of cumulative allocable contracbidding and proposal costs). A taxpayegl.460-5(c) to compute the completiol
costs and estimated total allocable coris not required to compute a completioriactor of a long-term contract.
tract costs that are used to determinefactor, or to include in gross income any (c) Exempt contract methods(1) In
contract’s completion factor. Allocableamount, related to allocable contract costgeneral.An exempt contract method
contract costs include a reimbursable co$br any taxable year ending before theneans the method of accounting that
that is allocable to the contract. contracting year or, if applicable, the 10taxpayer must use to account for all it

(i) Cumulative allocable contract costspercent year defined in paragraplong-term contracts (and any portion of
incurred. To determine a contract’s com-(b)(6)(i) of this section. In that year, thelong-term contract) that are exempt fron
pletion factor for a taxable year, a taxtaxpayer is required to compute a complahe requirements of section 460(a). Thu
payer must take into account the cumulaion factor that includes all allocable conan exempt contract method applies to e;
tive allocable contract costs that havéract costs that have been incurred as efmpt construction contracts, as defined |
been incurred, as defined in §81.460+he end of that taxable year (whether pre&&1.460-3(b); the non-PCM portion of &
1(b)(8), through the end of the taxableviously capitalized or deducted) and tqqualified ship contract, as defined ir
year. take into account in computing taxable in§1.460-2(d); and the non-PCM portion o

(i) Estimating total allocable contract come the related gross receipts and theresidential construction contract, as de
costs. A taxpayer must estimate total allopreviously capitalized allocable contracfined in 81.460-3(c). Permissible exemp
cable contract costs for each long-termosts. contract methods include the PCM, th
contract based upon all the facts and cir- (v) Post-completion-year costsif a EPCM described in paragraph (c)(2) o
cumstances known as of the last day déxpayer incurs an allocable contract coshis section, the CCM described in para
the taxable year. For this purpose, aafter the completion year, the taxpayegraph (d) of this section, or any other pel
event that occurs after the end of the taxnust account for that cost using a permignissible method. See section 446.
able year must be taken into account if itsible method of accounting. See §1.460— (2) Exempt-contract percentage-of-
occurrence was reasonably foreseeab&c)(1)(ii) for application of the look-back completion methed-(i) In general. Sim-
and its cost was subject to reasonable estirethod as a result of adjustments to alldlar to the PCM described in paragraph (b
mation as of the last day of that taxableable contract costs. of this section, a taxpayer using the



EPCM generally must include in incomethe completion year, the taxpayer mugtrice, reduced (but not below zero) by th
the portion of the total contract price, asiccount for this item of contingent com-amount reasonably in dispute, must b
described in paragraph (b)(4) of this seg@ensation using a permissible method dfken into account in the completion yeal
tion, that corresponds to the percentage atcounting. If a taxpayer incurs an alloH the disputed amount relates to a tax
the entire contract that the taxpayer hasable contract cost after the completiopayer’s claim for an increase in price an
completed during the taxable year. Howyear, the taxpayer must account for thahe taxpayer is assured of either a profit
ever, under the EPCM, the percentage @bst using a permissible method of aca loss on a long-term contract regardles
completion may be determined as of theounting. of the outcome of the dispute, the gros
end of the taxable year by using any (3) Gross contract priceGross con- contract price must be taken into accour
method of cost comparison (such as contract price includes all amounts (includingn the completion year. If the taxpayer is
paring direct labor costs incurred to datéoldbacks, retainages, and reimbursessured a profit on the contract, all alloce
to estimated total direct labor costs) or bynents) that a taxpayer is entitled by lavible contract costs incurred by the end c
comparing the work performed on theor contract to receive, whether or not théhe completion year are taken into ac
contract with the estimated total work tcamounts are due or have been paid. In adeunt in that year. If the taxpayer is as
be performed, rather than by using thdition, gross contract price includes albured a loss on the contract, all allocabl
cost-to-cost comparison required by pardzonuses, awards, and incentive paymentspntract costs incurred by the end of th
graphs (b)(2)(i) and (5) of this sectionsuch as a bonus for meeting an early comsempletion year, reduced by the amour
provided such method is used consistentlyletion date, to the extent the all eventseasonably in dispute, are taken into ac
and clearly reflects income. In additiontest is satisfied. If a taxpayer performs aount in the completion year.
paragraph (b)(3) of this section (regardingon-long-term contract activity, as de- (iii) Taxpayer unable to determine
post-completion-year income), paragrapfined in §1.460-1(d)(2), that is incident toprofit or loss. If the amount reasonably in
(b)(6) of this section (regarding the 10-or necessary for the manufacture, builddispute affects so much of the gross cor
percent method) and §1.460—6 (regardingg, installation, or construction of thetract price or allocable contract costs the
the look-back method) do not apply to theubject matter of one or more of the taxa taxpayer cannot determine whether
EPCM. payer’s long-term contracts, the taxpayegprofit or loss ultimately will be realized
(i) Determination of work performed. must include an allocable share of th&éom a long-term contract, the taxpaye
For purposes of the EPCM, the criterigiross receipts attributable to that activitynay not take any of the gross contrac
used to compare the work performed onia the gross contract price of the conprice or allocable contract costs into ac
contract as of the end of the taxable yedract(s) benefitted by that activity. Grossount in the completion year.
with the estimated total work to be per€ontract price also includes amounts re- (iv) Dispute resolved.Any part of the
formed must clearly reflect the earning ofmbursed for independent research angross contract price and any allocabl
income with respect to the contract. Fodevelopment costs, or bidding and proeontract costs that have not been take
example, in the case of a roadbuilder, posal costs, under a federal or cost-pluato account because of the principles de
standard of completion solely based ofong-term contract (as defined in sectioscribed in paragraph (d)(4)(i), (i) or (iii)
miles of roadway completed in a casd60(d)), regardless of whether the reef this section must be taken into accour
where the terrain is substantially differensearch and development, or bidding anith the taxable year in which the dispute i
may not clearly reflect the earning of infproposal, activities are incident to or necresolved. If a taxpayer performs addi
come with respect to the contract. essary for the performance of that longtional work under the contract because c
(d) Completed-contract methed(1) In  term contract. the dispute, the terrtaxable year in
general.Except as otherwise provided in (4) Contracts with disputed claims(i) which the dispute is resolvadeans the
paragraph (d)(4) of this section, a taxin general. The special rules in this para-taxable year the additional work is com:
payer using the CCM to account for araph (d)(4) apply to a long-term contracpleted, rather than the taxable year i
long-term contract must take into accourdiccounted for using the CCM with a diswhich the outcome of the dispute is detel
in the contract's completion year, as depute caused by a customer requestingmained by agreement, decision, or other
fined in §1.460-1(b)(6), the gross conreduction of the gross contract price or thevise.
tract price and all allocable contract costperformance of additional work under the (e) Percentage-of-completion/capital-
incurred by the completion year. A tax-contract or by a taxpayer requesting an inzed-cost method.Under the PCCM, a
payer may not treat the cost of any materérease in gross contract price, or both, daxpayer must determine the income fror
als and supplies that were allocated to @r after the date a taxpayer has tenderedlong-term contract using the PCM for
contract, but actually remain on handhe subject matter of the contract to théhe applicable percentage of the contrac
when the contract is completed, as an atustomer. and its exempt contract method, as de
locable contract cost. (ii) Taxpayer assured of profit or loss.fined in paragraph (c) of this section, for
(2) Post-completion-year income andf the disputed amount relates to a cudhe remaining percentage of the contrac
costs. If a taxpayer has not included artomer’s claim for either a reduction inFor residential construction contracts de
item of contingent compensation (i.eprice or additional work and the taxpayescribed in §1.460-3(c), the applicable
amounts for which the all events test hais assured of either a profit or a loss on percentage is 70 percent, and the remai
not been satisfied) in gross contract prickong-term contract regardless of the outing percentage is 30 percent. For qual
under paragraph (d)(3) of this section bgome of the dispute, the gross contradied ship contracts described in §1.460-



2(d), the applicable percentage is 40 peposes. A taxpayer makes this election by (h) Examples.The following examples
cent, and the remaining percentage is Gising regular methods and regular costs thustrate the rules of this section:
percent. compute the completion factors of all o
) Alt ti . t ble in-1 t tract t d into duri Example 1. PCM—estimating total contract
(f) Alternative minimum taxa e in-long-term contracts entered into during; "o, ja00ary 1, 1999, C, who uses a calend,
come—(1) In general. Under section the taxable year of the election for AMTliaxable year, enters into a contract to design ar
56(a)(3), a taxpayer (not exempt from th@urposes on its original federal incomenanufacture a satellite (a unique item). The contra
AMT under section 55(e)) must use theax return for the election year. This elecprovides that C will be paid $10,000,000 for deliver
PCM to determine its AMTI from any tion is a method of accounting and, thudnd the completed satellite by December 1, 200
. . The contract also provides that C will receive
long-term contract entered into on or afteapplies to all long-term contracts entereg3 000,000 bonus for delivering the satellite by Jul
March 1, 1986, that is not a home coninto during and after the taxable year of 2000, and an additional $4,000,000 bonus if tr
struction contract, as defined in §1.460+he election. Although a taxpayer mayatellite successfully performs its mission for five
3(b)(2). For AMTI purposes, the PCMelect to compute the completion factor ofears. Cis unable to reasonably predict if the sate
must include any election under paragrapits long-term contracts using regulall'fa;’;"” I?“;;?;Z:%ngimléggm(':szﬁonulfgrr;g’:o‘
(b)(6) of this section (concerning the 10method§ and regular costs, an elec.tlcﬁhy expect to deliver the satellite by July 1, 200C
percent method) or under 81.460— 5(c)nder this paragraph (f)(2) does not elimige estimated total contract price is $13,000,00
(concerning the simplified cost-to-costnate a taxpayer’s obligation to comply$10,000,000 unit price + $3,000,000 production-re
method) that the taxpayer has made fawvith the requirements of section 55 whefted bonus). Otherwise, the estimated total contra
regular tax purposes. For exempt corsomputing AMTI. For example, althoughPrice is $10,000,000. In either event, the $4,000,0(
truction contracts described in 81.460a taxpayer may elect to use the de recigon|s IS notincludible in the estimated total contra
S . ; e pay Yy P B‘rice as of December 31, 1999, because C is unal
3(b)(1)(ii), a taxpayer must use the simplition methods used for regular tax pure, reasonably predict that the satellite will succes:
fied cost-to-cost method to determine thposes to compute the completion factor diilly perform its mission for five years.
completion factor for AMTI purposes.its long-term contracts for AMTI pur- Example 2. PCM—computing incon(®. C,
Except as provided in paragraph (f)(2) oposes, the taxpayer must use the deprect4!® uses a calendar taxable year, determines the
. . . . . come from long-term contracts using the PCM
this section, a taxpayer must use AMTtion methods permitted by section 56 t uring 1999, C agrees to manufacture for the cu
costs and AMTI methods, such as the deompute AMTI. tomer, B, a dnique item for a total contract price o
preciation method described in section (g) Method of accountingA taxpayer $1,000,000. Under C’s contract, B is entitled to re
56(a)(1), to determine the completion facthat uses the PCM, EPCM, CCM, PCCMtain 10 percent of the total contract price until it ac
tor of a long-term contract (except a homer elects the 10-percent method or specigfPts the item. By the end of 1999, C has incurre
. $200,000 of allocable contract costs and estimats
construction contract) for AMTI purposes AMTI method (or changes to anothertha1t the total allocable contract costs will be
(2) Election to use regular completionmethod of accounting with the Commissgoo,000. By the end of 2000, C has incurre
factors. Under this paragraph (f)(2), asioner’'s consent) must apply thes600,000 of allocable contract costs and estimat
taxpayer may elect for AMTI purposes tanethod(s) consistently for all similarly that the total allocable contract costs will be
determine the completion factors of all otlassified long-term contracts, until the®900.000. In 2001, after completing the contract, ¢
. . . L , determines that the actual cost to manufacture tf
its long-term contracts using the methodtaxpayer obtains the Commissioner’s CONtem was $750.000
of accounting and allocable contract costsent under section 446(e) to change to an- iy ror each of the taxable years, C's income

used for regular federal income tax purether method of accounting. from the contract is computed as follows:

Taxable Year

1999 2000 2001
(A) Cumulative incurred costs $ 200,000 $ 600,000 $ 750,000
(B) Estimated total costs 800,000 900,000 750,000
(C) Completion factor: (A)- (B) 25.00% 66.67% 100.00%
(D) Total contract price 1,000,000 1,000,000 1,000,000
(E) Cumulative gross receipts: (&)(D) 250,000 666,667 1,000,000
(F) Cumulative gross receipts: (prior year) ( 0) (.250,000) (666.,667)
(G) Current-year gross receipts 250,000 416,667 333,333
(H) Cumulative incurred costs 200,000 600,000 750,000
(I) Cumulative incurred costs: (prior year) ( 0) (200,000) (600,000)
(J) Current-year costs 200,000 400,000 150,000

(K) Gross income (G) — (J) $ 50,0 $ 16,€ $ 183,333




Example 3. PCM—computing income with costost of any cost overrun (actual total incurred cost idetermines that the actual cost to manufacture tt
sharing. (i) C, who uses a calendar taxable year, degreater than target cost) as follows: 30 percent to i&em was $700,000.
termines the income from long-term contracts usingnd 70 percent to B. By the end of 1999, C has in- (ii) For each of the taxable years, C's income
the PCM. During 1999, C enters into a contract tourred $200,000 of allocable contract costs and esfrom the contract is computed as follows (Note tha
manufacture a unique item. The contract specifiesraates that the total allocable contract costs will bthe sharing of any cost under run or cost overrun i
target price of $1,000,000, a target cost of $600,008600,000. By the end of 2000, C has incurredeflected as an adjustment to C’s target price unde
and a target profit of $400,000. C and B will shar&300,000 of allocable contract costs and estimatemragraph (b)(4)(i) of this section):
the savings of any cost under run (actual total inthat the total allocable contract costs will be
curred cost is less than target cost) and the additiorts400,000. In 2001, after completing the contract, C

Taxable Year

1999 2000 2001
(A) Cumulative incurred costs $ 200,000 $ 300,000 $ 700,000
(B) Estimated total costs 600,000 400,000 700,000
(C) Completion factor: (A)- (B) 33.33% 75.00% 100.00%
(D) Target price $1.000.00 $1.000,000 $1.000.000
(E) Estimated total costs 600,0( 400,0 700,000
(F) Target costs 600,0C 600,000 600,000
(G) Cost (under run)/overrun: (E) — (F) (200,0 100,000
(H) Adjustment rate 70' 70% 70%
() Target price adjustment (140,000 70,000
(J) Total contract price: (D) + (1) $1,000,0( $ 860,( $1,070,000
(K) Cumulative gross receipts: (&) (J) $ 333,332 $ 645,00 $1,070,000
(L) Cumulative gross receipts: (prior year) ( (333,333 (645,000
(M) Current-year gross receipts 333,32 311,667 425,000
(N) Cumulative incurred costs 200,0( 300,0 700,000
(O) Cumulative incurred costs: (prior year) ( (200,000) (300,000)
(P) Current-year costs 200,0( 100,000 400,000
(Q) Gross income: (M) — (P) $ 133,3: $ 211¢ $ 25,000

Example 4. PCM—10 percent metho@) In 1999, C has received $50,000 in progress paymerds costs, C finishes manufacturing the item, and re
November 1999, C, who determines income usingnd incurred $40,000 of costs. C elects to use the t@ives the final $450,000 payment.
the PCM and who uses a calendar taxable yegrercent method effective for 1999 and all subse- (ii) For each of the taxable years, C's income
agrees to manufacture a unigue item for $1,000,00§uent taxable years. During 2000, C receivesom the contract is computed as follows:
C reasonably estimates that the total allocable co$500,000 in progress payments and incurs $260,000
tract costs will be $600,000. By December 31¢f costs. In 2001, C incurs an additional $300,000

Taxable Year

1999 2000 2001
(A) Cumulative incurred costs $ 40,000 $ 300,000 $ 600,000
(B) Estimated total costs 600,000 600,000 600,000
(C) Completion factor (A)- (B) 6.67% 50.00% 100.00%
(D) Total contract price 1,000,000 1,000,000 1,000,000
(E) Cumulative gross receipts: (&)(D)* 0 500,000 1,000,000
(F) Cumulative gross receipts: (prior year) ( 0 ( 0) (.500,000)
(G) Current-year gross receipts 0 500,000 500,000
(H) Cumulative incurred costs 0 300,000 600,000
(I) Cumulative incurred costs: (prior year) ( 0) ( 0) (_300,000)
(J) Current-year costs 0 300,000 300,000
(K) Gross income: (G) — (J) $ $ 200,0C $ 200,000

* Unless (C) < 10 percent.




Example 5. CCM-contracts with disputes frongross income for 1999, $994,000 (the gross contragixcept as otherwise provided in paragray
customer claimsln 2001, C, who uses the CCM to price less the amount reasonably in dispute becaues)(z) of this section. Thus, a taxpaye
account for exempt construction contracts and useé B’s claim, or $1,000,000-$6,000). In 1999, Cmust allocate to each Iong-term contrac
calendar taxable year, enters into a contract to comust also take into account $1,000,000 of allocable "~ ;
struct a bridge for B. The terms of the contract prosontract costs (costs incurred less the amounts fHbject to the PCM all direct costs an
vide for a $1,000,000 gross contract price. C findispute attributable to both B and C’s claims, ocertain indirect costs properly allocable t
ishes the bridge in 2002 at a cost of $950,00(%1,020,000-$6,000-$14,000). In 2000, C must takghe long-term contract (i.e., all costs tha
When B examines the bridge, B insists that C eithénto account an additional $2,000 of gross contra(airecﬂy benefit or are incurred by reasol
repaint several girders or reduce the contract pricgrice ($996,000-$994,000) and $21,000 of allocable
The amount reasonably in dispute is $10,000. Igontract costs ($1,021,000-$1,000,000). of the performance of the long-term con

2003, C and B resolve their dispute, C repaints the tract). However, see paragraph (c) of thi
girders at a cost of $6,000, and C and B agree that (i) Mid-contract change in taxpayer.section concerning an election to allocat
the condtract p;icefis$ not to b?s;reduced- Be;ause C[Reserved] contract costs using the simplified cost
assured a profit of $40,000 ($1,000,000 — $10,000 - _ ; ;

$950,000) in 2002 even if the dispute is resolved in koK ok ok ok to-cost method. As in section 263A, the

B’s favor, C must take this $40,000 into account in . . . use O_f the practical capacity concept is ¢
2002. In 2003, C will earn an additional $4,000 Par. 8. Section 1.460-5 is revised tpermitted. See §1.263A-2(a)(4).
profit ($1,000,000 — $956,000 — $40,000) from theead as follows: (2) Special rules—(i) Direct material

contract with B. Thus, C must take into account an costs. The costs of direct materials mus
additional $10,000 of gross contract price an@&1.460-5 Cost allocation rules. be allocated to a long-term contract as

$6,000 of additional contract costs in 2003. . . L

Example 6. CCM-contracts with disputes from (@) Overview. This section prescribesthe earlier of when a direct material i
taxpayer claims.in 2003, C, who uses the CCM to methods of allocating costs to |0ng_tempurchased specifically for that contract o
account for exempt construction contracts and usesntracts accounted for using the percen\f\[hen dedicated, as defined in 81.263A

calendar taxable year, enters into a contract to con- . . . ; ;
struct a building ?:)r B. The terms of the contracBd€-0f-completion method described it1(0)(2). For this purpose, a direct matel

provide for a $1,000,000 gross contract price. Cfin§1.460—4(b) (PCM), the completed-conla| IS purchaged speglflcally for a !ong-
ishes the building in 2004 at a cost of $1,005,000. &ract method described in §1.460—4(dierm contract if, when incurring the liabil-
examines the building in 2004 and agrees that {CCM), or the percentage-of-complelty for the direct material, a taxpayer
meets the contract’s specifications; however, at thﬁon/capitalized—cost method described ifeasonably expects to incorporate the d

end of 2004, C and B are unable to agree on the met- ol ;
' 1
its of C's claim for an additional $10,000 for items 31-460-4(€) (PCCM).  Exempt constructect material in the subject matter of th

that C alleges are changes in contract specificatiokn contracts described in §1-460—3(b90ntra0t' Ataxpayer maintaining Invemo'
and B alleges are within the scope of the contractaccounted for using a method other thafies under §1.471-1 must determine allc
original specifications. In 2005, B agrees to pay Ghe PCM, CCM, or PCCM are not Subjecpable contract costs attributable to direc
an additional $2,000 to satisfy C's claims under thg, 1o ¢4t allocation rules of this sectiofnaterials using its method of accountin

contract. Because the amount in dispute affects so . ; ;
much of the gross contract price thatgcannot det(—:zother than the requirement to allocatéor such inventories (e.g., FIFO, LIFO,

mine in 2004 whether a profit or loss will ultimately Production period interest under paraSpe__C'ﬂC identification). _
be realized, C may not taken any of the gross cograph (b)(2)(v) of this section). Para- (i) Components and subassemblie:
tract price or allocable contract costs into account i@raph (b) of this section describes the red:he costs of a component or subassemt

iggfréc? gr’ilézt ;'Ze é’lt%gg%oouongflaﬁg;gioC";nﬂ:gﬁlar cost allocation methods for contractécomponent) produced by the taxpaye
costs in 2005. R Subject to the PCM. Paragraph (c) of thigwust be allocated to a long-term contrac

Example 7. CCM—contracts with disputes frons€ction describes an elective simplifieds the taxpayer incurs costs to produce t
taxpayer and customer claimsC, who uses the cost allocation method for contracts subcomponent if the taxpayer reasonably e»
CCM to account for exempt construction contractfect to the PCM. Paragraph (d) of thigects to incorporate the component int

;r;dB“TJisr;;i'te[‘odzr S:gﬁﬁfig;?;;”“ﬁf dae:afrfgéction describes the cost allocation metfthe subject matter of the contract. Simi
terms of the contract, B agrees to pay C a total (st for exempt construction contracts réarly, the cost of a purchased compone

$1,000,000 for construction of the factory. C fin-ported using the CCM. Paragraph (e) diincluding a component purchased from
ishes construction of the factory in 1999 at a cost ¢his section describes the cost allocatiofelated party) must be allocated to a long

$1,020,000. When B takes possession of the factopy|les for contracts subject to the PCCMterm contract as the taxpayer incurs th

and begins operations in December 1999, B is digs o oranh (f) of this section describes adost to purchase the component if the ta:
satisfied with the location and workmanship of cer-

tain heating ducts. As of the end of 1999, C cond.itional rules applicaple to_the cost allqcapayer reasonab_ly expects to incorpora
tends that the heating ducts as constructed are iion methods described in this sectionthe component into the subject matter ¢
accordance with contract specifications. Thdaragraph (g) of this section provideghe contract. In all other cases, the cost |
amount of the gross contract price reasonably in digy|les concerning consistency in method ¢ component must be allocated to a lon
pute with respect to the heating ducts is $6,000. A, 4iing costs to long-term contracts. term contract when the component is dec
of this time, C is claiming $14,000 in addition to the . . . .
original contract price for certain changes in con- () Cos_t allocation method for con-icated, as def_lned_ in §1_.263A—1_1(b)(2). /
tract specifications which C alleges have increasddiacts subject to PCM-(1) In general. A taxpayer maintaining inventories unde
his costs. B denies that such changes have increasapayer must allocate costs to each lon§1.471-1 must determine allocable cor
Csclosgs-b'” 20f00 the d'Sp]ﬁ‘te;dF’t?tWﬁe“ Ckak:‘dg 38rm contract subject to the PCM in théract costs attributable to component
resolve y periormance or additional wor Yy al . . . . . .

a cost of $1,000 and by an agreement that the Co%ame manner that direct and indirect costssing its method of accounting for sy_ct
tract price would be revised downward to $996,00021€ capitalized to property produced by &ventories (e.g., FIFO, LIFO, specific

Under these circumstances, C must include in hi@xpayer under 81.263A-1(e) through (h)dentification).



(i) Simplified production methods. A (vi) Research and experimental exsolely at the jobsite for a specific long-
taxpayer may not determine allocablg@enses. Notwithstanding §1.263A-1(e)- term contract, the taxpayer may allocat
contract costs using the simplified pro{3)(ii)(P) and (iii))(B), a taxpayer must allo-all the direct and indirect costs of that ad
duction methods described in §1.263A<€ate research and experimental expensesinistrative, service, or support function

2(b) and (c). other than independent research and expéo-that long-term contract. Similarly, if an
(iv) Costs identified under cost-plusimental expenses (as defined in sectioadministrative, service, or support func.
long-term contracts and federal long-460(c)(5)), to its long-term contracts. tion is performed at the jobsite solely for

term contracts. To the extent not other-  (vii) Service costs-(A) Simplified ser- the taxpayer’s long-term contract activi-
wise allocated to the contract under thigice cost methed(1) In general. To use ties, the taxpayer may allocate all the di
paragraph (b), a taxpayer must allocatghe simplified service cost method underect and indirect costs of that administra
any identified costs to a cost-plus long§1.263A-1(h), a taxpayer must allocatéive, service, or support function amonc
term contract or federal long-term conthe otherwise capitalizable mixed servic@ll the long-term contracts performed a
tract (as defined in section 460(d)jlen- costs among its long-term contracts usinthat jobsite. For this purpos@mbsite
tified costmeans any cost, including aa reasonable method. For example, othemeans a production plant or a construc
charge representing the time-value ofvise capitalizable mixed service costson site.

money, identified by the taxpayer or remay be allocated to each long-term con- (C) Limitation on other reasonable cost
lated person as being attributable to thgact based on labor hours or contradllocation methods.A taxpayer may use
taxpayer’s cost-plus long-term contract otosts allocable to the contract. To be cor@ny other reasonable method of allocatin
federal long-term contract under the termsidered reasonable, an allocation methagervice costs, as provided in §1.263A-
of the contract itself or under federalmust be applied consistently and must ndt(f)(4), if, for the taxpayer’s long-term

state, or local law or regulation. disproportionately allocate service costsontracts considered as a whole, the—
(v) Interest—(A) In general. If prop- to contractsexpected to be completed in (1) Total amount of service costs allo-
erty produced under a long-term contraghe near future. cated to the contracts does not differ sig

is designated propertyas defined in  (2) Example. The following example hificantly from the total amount of service
81.263A-8(b) (without regard to the ex{llustrates the rule of this paragrapteosts that would have been allocated t
clusion for long-term contracts under(b)(2)(vii)(A): the contracts under 8§1.263A-1(f)(2) ol
§1.263A-8(d)(2)(v)), a taxpayer must al- o ‘ )
locate interest incurred during the produc-_Example. simplified service cost meth@aliring 2y sepyice costs are not allocated dis
. iod he | . 1999, C, which uses a calendar taxable year, pro- . | d
tion period to the long-term contract iny .¢ electronic equipment for inventory and enteld/OPOrtionately to contracts expected t
the same manner as interest is allocated it jong-term contracts to manufacture specialize@€ completed in the near future because
property produced by a taxpayer undedlectronic equipment. C’s method of allocatinghe taxpayer’s cost allocation method; an
section 263A(f). See §81.263A—8 tomixed service costs to the property it produces is the (3) Taxpayer’'s cost allocation method
1.263A-12 generally. labor-based, simplified service cost method ders applied consistently.
' . . . scribed in §1.263A-1(h)(4). For 1999, C'’s total . s )
. (B) Production period. Notwithstand- . - " =" Cc are $100,000, C's section 263A (c) Simplified cost—to—cpst methee1)
ing §1.263A—12(c) and (d), for PUrPOSEeSapor costs are $500,000, C's section 460 labor codB general. Instead of_usmg the cost allo-
of this paragraph (b)(2)(v), the productiori.e. labor costs allocable to C's long-term contractsgation method prescribed in paragraph (k
period of a long-term contract— are $250,000, and C's total labor costs aref this section, a taxpayer may elect to us
(1) Begins on the later of— $1,000,000. To determine the amount of mixed sefhe simplified cost-to-cost method, which
. vice costs capitalizable under section 263A for 1999 . .
(i) The cpntract commen(.:ement dateC multiplies the “total mixed service costs” incurred> authorlzeq un'o!er section 460(b)(3)(A)
as Qefmed in §1.460—1(b).(7), or during 1999 by its 1999 “section 263A allocationJnder the S|mpllfleq cost-to-cost method
(i) For a taxpayer using the accrualatio” (section 263A labor costs/total labor costs)@ taxpayer determines a contract’s corn
method of accounting for long-term con-Thus, C’s capitalizable mixed service costs for 199pletion factor based upon only direct ma
tracts, the date by which 5 percent of'e $50,000 ($100,008 $500,000/$1,000,000). terig| costs; direct labor costs; and depre
more of the total estimated costs, inclugthereaiter, C allocates its capitalizable mixed selx; i g mortization, and cost recoven
. . . ! vice costs to property produced remaining in endin ' s L :
ing design and planning costs, under thgyeniory usif:g Fi)ts ;B%A allocation metaod (e_g.’%llowances on equipment and facilities di
contract have been incurred; and burden rate, simplified production). Similarly, torectly used to manufacture or construc
(2) Ends on the date that the contract igetermine the amount of mixed service costs that athe subject matter of the contract. Ar
completed., as.defined in. §1'46O_1(C)(3)'23§§ﬁ£ tﬁeq:fml;)lng]-itxe;r?SZ?\:tCrscctzsl;g: ilniifryegelecting taxpayer must use the simplifiec
© Appllcatlgn of section 263A(ffror during 1999 by its 1999 “section 460 allocatiorc0St-t0-cOSt method to apply the look-
purposes of this pf'.a'ragraph (_b)(2)(v), S€Gatio” (section 460 laborftotal labor costs). Thuspack method ur}der §1:460—6 and tolde
tion 263A(f)(1)(B)(iii) (regarding an esti- c's allocable mixed service contract costs for 1998€rmine alternative minimum taxable in-
mated production period exceeding 1 yeaire $25,000 ($100,008 $250,000/1,000,000). come under §1.460-4(f).
and a cost exceeding $1,000,000) must B&ereafter, C allocates its allocable mixed service (2) Election. A taxpayer makes an
applied on a contract-by-contract basjsEontract costs to each of its long-term contracts prosjaction under this paragraph (c) by usin
t that, in the case of a taxpayer usi grtionately based on the 1999 section 460 Iab%e simplified cost-to-cost method for all
excep ! ; pay sts allocable to each long-term contract. p ) .
an accrual method of accounting, that sec- long-term contracts entered into during
tion must be applied on a property-by- (B) Jobsite costsIf an administrative, the taxable year of the election on its orig

property basis. service, or support function is performednal federal income tax return for the elec



tion year. This election is a method of ac- (J) Depreciation, amortization, andreceipt of compensation whether or nc
counting and, thus, applies to all long€ost-recovery allowances reported for théhe plan qualifies under section 401(a)
term contracts entered into during antiaxable year for financial purposes orand other employee benefit expenses pa
after the taxable year of the election. Thisquipment and facilities to the extent aler accrued on behalf of labor, to the exter
election is not available if a taxpayer doebwable as deductions under chapter 1 dfie contributions or expenses are othe

not use the PCM to account for all longthe Internal Revenue Code (Code); wise allowable as deductions under chay
term contracts or if a taxpayer elects to (K) Cost depletion; ter 1 of the Code. Other employee benef
use the 10-percent method described in (L) Administrative costs other than theexpenses include (but are not limited to
§1.460-4(b)(6). cost of selling or any return on capital; worker’s compensation; amounts de

(d) Cost allocation rules for exempt (M) Compensation paid to officersductible or for whose payment reductior
construction contracts reported using thesther than for incidental or occasional sefin earnings and profits is allowed unde
CCM-(1) In general. For exempt con- vices; section 404A and the regulations thereur
struction contracts reported using the (N) Insurance, such as liability insur-der; payments pursuant to a wage contil
CCM, other than contracts described i@nce on machinery and equipment; and uation plan under section 105(d) as it ex
paragraph (d)(3) of this section, a taxpayer (O) Interest, as required under paraisted prior to its repeal in 1983; amount
must annually allocate the cost of any agraph (b)(2)(v) of this section. includible in the gross income of employ-
tivity that is incident to or necessary for (ii) Indirect costs not allocable to ex-ees under a method or arrangement of el
the taxpayer’s performance under a longempt construction contracts. A taxpayeployer contributions or compensatior
term contract. Ataxpayer must allocate tallocating costs under this paragraplwhich has the effect of a stock bonus
each such exempt construction contract gltl)(2) is not required to allocate the folfpension, profit-sharing, or annuity plan
direct costs as defined in §1.263A-1(e)lowing costs to an exempt constructioror other plan deferring the receipt of com

(2)(i) and all indirect costs either as proeontract reported using the CCM— pensation or providing deferred benefits
vided in 81.263A-1(e)(3) or as provided (A) Marketing and selling expenses, inpremiums on life and health insurance
in paragraph (d)(2) of this section. cluding bidding expenses; and miscellaneous benefits provided fo

(2) Indirect costs—(i) Indirect costs al-  (B) Advertising expenses; employees such as safety, medical tree
locable to exempt construction contracts. (C) Other distribution expenses; ment, recreational and eating facilities

A taxpayer allocating costs under this (D) General and administrative ex-membership dues, etc.;

paragraph (d)(2) must allocate the followpenses attributable to the performance of (K) Cost attributable to strikes, rework
ing costs to an exempt construction corservices that benefit the taxpayer’s activilabor, scrap and spoilage; and

tract, other than a contract described ities as a whole (e.g., payroll expenses, (L) Compensation paid to officers at-

paragraph (d)(3) of this section, to the exegal and accounting expenses); tributable to the performance of service
tent incurred in the performance of that (E) Research and experimental exthat benefit the taxpayer’s activities as
contract— penses (described in section 174 and thehole.

(A) Repair of equipment or facilities; regulations thereunder); (3) Large homebuilders.A taxpayer

(B) Maintenance of equipment or facil- (F) Losses under section 165 and theust capitalize the costs of home con
ities; regulations thereunder; struction contracts under section 263/

(C) Utilities, such as heat, light, and (G) Percentage of depletion in excesand the regulations thereunder, unless tl
power, allocable to equipment or facili-of cost depletion; contract will be completed within two
ties; (H) Depreciation, amortization, andyears of the contract commencement da

(D) Rent of equipment or facilities; cost recovery allowances on equipmerdnd the taxpayer satisfies the $10,000,0(
(E) Indirect labor and contract supervi-and facilities that have been placed in segross receipts test described in 81.46C
sory wages, including basic compensarice but are temporarily idle (for this pur-3(b)(3).
tion, overtime pay, vacation and holidaypose, an asset is not considered to be tem+e) Cost allocation rules for contracts
pay, sick leave pay (other than paymenisorarily idle on non-working days, and arsubject to the PCCMA taxpayer must
pursuant to a wage continuation plamsset used in construction is considered tse the cost allocation rules described |
under section 105(d) as it existed prior tbe idle when it is neither en route to noparagraph (b) of this section to determin
its repeal in 1983), shift differential, pay-located at a job-site), and depreciatiorthe costs allocable to the entire qualifie
roll taxes, and contributions to a suppleamortization and cost recovery alship contract or residential constructiot
mental unemployment benefits plan; lowances under chapter 1 of the Code ioontract accounted for using the PCCN
(F) Indirect materials and supplies;  excess of depreciation, amortization, andnd may not use the simplified cost-to
(G) Noncapitalized tools and equip-cost recovery allowances reported by theost method described in paragraph (c)
ment; taxpayer in the taxpayer’s financial rethis section.

(H) Quality control and inspection; ports; (f) Special rules applicable to costs al-
(I) Taxes otherwise allowable as a de- (l) Income taxes attributable to incomdocated under this sectier(1) Nonde-
duction under section 164, other thameceived from long-term contracts; ductible costs.A taxpayer may not allo-
state, local, and foreign income taxes, to (J) Contributions paid to or under acate any otherwise allocable contract co
the extent attributable to labor, materialsstock bonus, pension, profit-sharing, oto a long-term contract if any section o
supplies, equipment, or facilities; annuity plan or other plan deferring thehe Code disallows a deduction for tha



type of payment or expenditure (e.g., amethod and the look-back method” is refiled. Similarly, if a taxpayer is entitled to
illegal bribe described in section 162(c)). moved. receive look-back interest, the look-bac
(2) Costs incurred for non-long-term 11. In the fourth sentence of paragrapimterest compounds under section 662
contract activities.If a taxpayer performs (c)(2)(vi)(B), the language “Similarly, a” from the initial due date of the returr
a non-long-term contract activity, as deis removed and “A” is added in its place. (without regard to extensions) through th
fined in 81.460-1(d)(2), that is incidentto 12. In the first sentence of paragrapbate the return, not the Form 8697, i
or necessary for the manufacture, buildc)(2)(vi)(C), the language “81.451-3(e)"filed.
ing, installation, or construction of theis removed and “§1.460-1(e)” is added in
subject matter of one or more of the taxits place.
payer’s long-term contracts, the taxpayer 13. The heading of paragraph881.460-7 and 1.460-8 [Removed]
must allocate the costs attributable to th#t)(4)(iv) is revised and the last two sen Par. 8. Sections 1.460-7 and 1.460-

* K* k* *x %

activity to such contract(s). tences are revised.

(g) Method of accountingA taxpayer 14. In the first sentence of par::xgrapl"ilre removed.
that adopts or elects a cost allocatiofd)(4)(ii)(C), the language “ within the Robert E. Wenzel,
method of accounting (or changes to amrmeaning of section 1504(a)” is removed Deputy Commissioner of
other cost allocation method of accountand “, as defined in § 1.1502-1(h)” is Internal Revenue.

ing with the Commissioner’s consentjadded in its place. _ _ . _

must apply that method consistently for 15. In the fourth sentence of paragrapffiled by the Office of the Federal Register on Apri

all similarly classified contracts, until the(e)(2), the language “within the meaning%: 1999, 8:45 am. and publshed i e issue o1
. . , . " « ederal Register for May 5, 1999, 64 F.R. 24096)

taxpayer obtains the Commissioner’s corsf section 1504(a)” is removed and “, as

sent under section 446(e) to change to adefined in §1.1502-1(h)" is added in its

other cost allocation method. place.
Par. 9. Section 1.460-6 is amended as The revisions and addition read as fol-
follows: lows:

1. A sentence is added to the end of
paragraph (a)(2). 81.460-6 Look-back method.

2. In the third sentence of paragraph a) ***
(b)(1), the language “by substituting ‘80 (2) * * * Paragraph (j) of this section

perc$nt’ for 50 pgrce‘nt’ with” is removed provides guidance concerning the election
and “by substituting ‘at least 80 percenty,; 1 apply the look-back method in de
for ‘more than 50 percent’ with” is added ,inimis cases.

in its place.
3. The first sentence of paragraph
(c)(1)(ii)(A) is revised. (c) ***
4. The last two sentences of paragraph (1) * * *
(c)(1)(ii)(B) are removed. (i) * * *
5. In the last sentence of paragraph (A) In general. Except as otherwise
(©)(1)(ii)(C)(2), the language “85h.6" is provided in section 460(b)(6) or §1.460—
removed and “§301.9100-8 of this chapg(e), a taxpayer must apply the look-
ter” is added in its place. back method to a long-term contract in
6. In the fourth sentence of paragrapthe completion year and in any post-
(©)(2)(v)(A), the language “similarly” is completion year for which the taxpayer
removed. must adjust total contract price or total
7. The first, second, fifth, and sixthajlocable contract costs, or both, under
sentences of paragraph (c)(2)(v)(A) arghe PCM. * * *
removed.
8. In the first sentence of paragraph
(€)(2)(vi)(B), the language “8§1.451- (4)***
3(b)(2)(ii), (iii), (iv), and 81.451-3(d)(2), (iv) Additional interest due on look-
(3), and (4)” is removed and “81.460-back interest only after tax liability due.
4(b)(4)(i)" is added in its place. ** * Unless a taxpayer is entitled to a tax
9. In the second sentence of paragrapkfund that fully offsets the amount of
(€)(2)(vi)(B), the language “the percentdook-back interest due the government,
age of completion method and” is rethe look-back interest owed by the tax-
moved. payer compounds under section 6622
10. In the third sentence of paragrapfrom the initial due date of the return
(c)(2)(vi)(B), the language “, for purposegwithout regard to extensions) through the
of both the percentage of completiordate the return, not the Form 8697, is

* K* K* *x %

* K* K* *x %



