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PURPOSE

Beginning with the publication of Rev.
Proc. 2001–10 (2001–1 C.B. 272) super-
seding Rev. Proc. 2000–22 (2000–1 C.B.
1008), the Internal Revenue Service (IRS)
and Treasury Department have been
working to reduce the administrative and
tax compliance burdens on small business
taxpayers and to minimize disputes
between the IRS and these taxpayers
regarding the requirement to use an
accrual method of accounting under § 446
of the Internal Revenue Code because of
the requirement to account for inventories
under § 471. Rev. Proc. 2001–10 permits
any small business taxpayer having aver-
age annual gross receipts of $1 million or
less (other than tax shelters) to use the
cash receipts and disbursements method
of accounting (the cash method), regard-
less of the nature of its trade or business.
Rev. Proc. 2001–10 also permits these
businesses to treat as non-incidental
materials and supplies under § 1.162–3 of
the Income Tax Regulations items that
otherwise would be accounted for as
inventory.

In December 2001, the IRS published
Notice 2001–76 (2001–52 I.R.B. 613)
proposing a revenue procedure (the pro-

posed revenue procedure) that would
allow qualifying small business taxpayers
with average annual gross receipts of $10
million or less to use the cash method
with respect to eligible trades or busi-
nesses. Notice 2001–76 also requested
comments from the public regarding the
proposed revenue procedure. This
announcement discusses certain issues
raised by those comments and the manner
in which those issues are addressed in the
final revenue procedure.

The final revenue procedure appears in
this Internal Revenue Bulletin as Rev.
Proc. 2002–28.

CHANGES TO THE PROPOSED
REVENUE PROCEDURE

General Application of Rev. Proc.
2002–28

Several commentators asked for assis-
tance in understanding which taxpayers
are eligible to elect the cash method
under the revenue procedure. In response,
a flow chart has been added as an appen-
dix to Rev. Proc. 2002–28. This flow
chart provides a short-hand explanation
of the scope and application of the final
revenue procedure and helps explain the
interaction of the revenue procedure with
other authorities (such as § 448). Taxpay-
ers should keep in mind that it is less
detailed than the actual provisions of the
revenue procedure and should be used
only as a guide.

Many commentators asked whether
the proposed revenue procedure waives
the statutory restrictions placed on the use
of the cash method in § 448. Rev. Proc.
2002–28 clarifies that the provisions of
§ 448 are not affected by the revenue pro-
cedure.

Many commentators requested clarifi-
cation of the options available to qualify-
ing small businesses under the proposed
revenue procedure in choosing their over-
all method of accounting as well as their
method of accounting for inventoriable
items. In response to this request, Rev.
Proc. 2002–28 lists the three options
available under the revenue procedure to
qualifying small business taxpayers who
choose not to use an overall accrual
method and an inventory method of
accounting.

Determination and Qualification of a
Taxpayer’s Principal Business Activity

The proposed revenue procedure
allowed any taxpayer whose principal
business activity is not described in a pro-
hibited North American Industry Classifi-
cation System (“NAICS”) code to use the
cash method for all of its trades or busi-
nesses. Several commentators expressed
concern that because the proposed rev-
enue procedure looks only to the gross
receipts of the taxpayer’s most recent tax-
able year in determining a taxpayer’s
principal business activity, temporary
fluctuations in the nature of the taxpay-
er’s trades or businesses could change its
principal business activity for purposes of
the revenue procedure and thus its contin-
ued ability to use the cash method for all
of its trades or businesses. In response,
the final revenue procedure adopts a two-
prong principal business activity test. A
taxpayer may determine its principal
business activity using either (i) the gross
receipts for its prior taxable year, or (ii)
the average annual gross receipts for its
three most recent prior taxable years.

Rev. Proc. 2002–28 also clarifies that
the revenue procedure may be used only
by those taxpayers who did not previ-
ously change (and were not required to
have previously changed) from the cash
method to an accrual method for any
trade or business as a result of their trade
or business becoming ineligible to use the
cash method under the revenue proce-
dure. Such taxpayers may, however, apply
the revenue procedure to separate trades
or businesses with complete and sepa-
rable books and records that are not
described in an ineligible NAICS code in
section 4.01(1)(a), that are service busi-
nesses under section 4.01(1)(b), or that
are custom manufacturers under section
4.01(1)(c).

A few commentators requested addi-
tional guidance regarding how the pro-
posed revenue procedure would apply to
a taxpayer in its first year of business,
given that it would not have any prior
year gross receipts for purposes of the
principal business activity test. Rev. Proc.
2002–28 provides that a taxpayer in its
first year of business may use its current
year gross receipts to determine its princi-
pal business activity.
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Commentators requested guidance on
the interaction of the service provider safe
harbor in section 4.01(1)(b) and the cus-
tom manufacturer safe harbor in section
4.01(1)(c) with the NAICS code safe har-
bor of section 4.01(1)(a). In response to
this request, Rev. Proc. 2002–28 clarifies
that a taxpayer may qualify to apply the
revenue procedure to all of its trades or
businesses by meeting the requirements
of either the NAICS code safe harbor in
section 4.01(1)(a), the service provider
safe harbor in section 4.01(1)(b), or the
custom manufacturer safe harbor in sec-
tion 4.01(1)(c). A taxpayer’s principal
business activity must qualify under only
one of these three provisions for all of the
taxpayer’s trades or businesses to be eli-
gible to use the revenue procedure.

Inventoriable Items Treated as Materials
and Supplies that Are Not Incidental
under § 1.162–3

In Rev. Proc. 2001–10, the IRS deter-
mined that, for reasons of administrative
convenience and reduction of taxpayer
burden, taxpayers need not apply the uni-
form capitalization rules of § 263A to
inventoriable items treated as non-
incidental materials and supplies under
§ 1.162–3 for purposes of that revenue
procedure. Several commentators sug-
gested that the provisions of § 263A simi-
larly should not apply to inventoriable
items treated as non-incidental materials
and supplies for purposes of the proposed
revenue procedure. The IRS and Treasury
Department agree with this comment and
have included this provision in Rev. Proc.
2002–28.

Commentators requested additional
guidance regarding when the costs of
materials and supplies that are not inci-
dental may be deducted. In response to
this request, Rev. Proc. 2002–28 provides
additional examples to illustrate the
appropriate timing of such deductions
under § 1.162–3. One of these examples
clarifies that under the cash method, the
cost of raw materials may not be
deducted until the product is provided to
the customer (the costs must be added to
the basis of a manufactured item rather
than currently deducted). In addition,
Rev. Proc. 2002–28 clarifies that in deter-
mining the amount of the deduction for
inventoriable items that are treated as
non-incidental materials and supplies, the

taxpayer may use a specific identification
method, a first-in, first-out (FIFO)
method, or an average cost method, but
that other methods, such as a last-in, first-
out (LIFO) method, may not be used.

Other Issues

Several commentators requested clari-
fication of the open accounts receivable
(that is, for purposes of Rev. Proc. 2002–
28, a receivable due in full in 120 days or
less) rule in section 4.03 of the proposed
revenue procedure. In response to this
request, Rev. Proc. 2002–28 contains an
additional example to illustrate the rule.

Several commentators requested addi-
tional guidance on the treatment of spe-
cific methods of accounting for particular
items (such as specific methods for long-
term contracts) for taxpayers using one of
the options under Rev. Proc. 2002–28. In
response, the final revenue procedure
clarifies that taxpayers may, in some
cases, be able to retain their specific
method of accounting even when they use
one of the options under the revenue
procedure.

NOTIFICACIÓN TRIBUTARIA ESPE-
CIAL SOBRE LOS PAGOS DE PLANES

En esta notificación se explica la
forma en que usted puede continuar apla-
zando el pago del impuesto federal sobre
el ingreso en sus ahorros de la jubilación
en el [INSERTAR AQUÍ EL NOMBRE
DEL PLAN] (en adelante denominado el
“Plan”). La notificación contiene también
una información importante que usted
debe conocer antes de decidir cómo va a
recibir los beneficios o pagos de su Plan.

Esta notificación se la envía a usted
[INSERTAR AQUÍ EL NOMBRE DEL
ADMINISTRADOR DEL PLAN O, EN
EL CASO DE UNA ANUALIDAD
CONFORME A LA SECCIÓN 403(b),
ANUALIDADES CON PAGO DEL
IMPUESTO DIFERIDO, LA ENTIDAD
PAGADORA] (en adelante denominado
el “Administrador del Plan”), porque toda
la cantidad o parte del pago que va usted
a recibir dentro de poco del Plan podría
cumplir con los requisitos establecidos
para una reinversión por usted o su
Administrador del Plan en una cuenta
IRA tradicional o en un plan patronal
calificado. Una reinversión es un pago o
transferencia efectuado por usted o el
Administrador del Plan de todo o parte de
su beneficio a otro plan o a una cuenta
IRA que le permite continuar pospo-
niendo el pago del impuesto sobre ese
beneficio hasta que se le pague. Su pago
no puede reinvertirse en una cuenta Roth
IRA, en una cuenta SIMPLE IRA ni en
una cuenta de ahorro para la educación
Coverdell Education Savings Account
(anteriormente conocida como cuenta
IRA para educación). Un “plan patronal
calificado” consiste en un plan que reúne
los requisitos legales establecidos en la
sección 401(a) del Código Tributario, que
comprende los planes siguientes: plan
401(k) del empleador, plan de partici-
pación en los beneficios, plan de benefi-
cios definidos, plan de acciones gratuitas
y plan de contribución dineraria patronal
al fondo de pensiones; un plan de anual-
idad de la sección 403(a), una anualidad
con pago del impuesto diferido de la sec-
ción 403(b), y un plan calificado de la
sección 457(b) mantenido por un emplea-
dor del gobierno (plan 457 gubernamen-
tal).
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