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1303     Complying with the Uniform Capitalization Rules
1303.1 The uniform capitalization (UNICAP) rules of IRC Sec. 263A   require businesses to capitalize or treat as inventory costs certain indirect costs deducted as period expenses for book purposes. These costs are deducted as the related inventory is sold, creating a timing difference between book and tax income. (See Chapter 4.)
1303.2 The accounting principles underlying these rules are not difficult to understand. However, the implementation of these rules can be difficult, tedious, and very costly. The large number of technical corrections, regulations, procedures, and notices enacted or issued indicates the difficulties inherent to the application of these rules. 

1303.3 Observation: Small businesses that have average annual gross receipts of $1 million or less for each of the previous tax years ending after December 16, 1998, are excepted from the requirement to maintain inventories or account for inventory costs under IRC Sec. 263A (Rev. Proc. 2001-10, as modified by Rev. Proc. 2011-14). Also, certain small businesses with average annual gross receipts of more than $1 million, but no more than $10 million, that treat inventory as nonincidental materials and supplies are not required to capitalize expenses under IRC Sec. 263A (Rev. Proc. 2002-28, as modified by Rev. Proc. 2011-14). See Chapter 10 for discussion of the cash method of accounting for small businesses.
What Business Activities Are Subject to the UNICAP Rules?
1303.4 Generally, the UNICAP rules apply to (a) real or tangible personal property produced by the business for sale or use in its business, and (b) real or personal (tangible or intangible) property acquired by the taxpayer for resale. The following paragraphs explain which taxpayers are subject to the UNICAP rules.
1303.5   Are Resellers Subject to UNICAP? Resellers are businesses that hold and resell property in the same form in which it was purchased (e.g., retailers, wholesalers, and distributors). The UNICAP provisions apply to all resellers of real property. However, resellers of personal property whose average annual gross receipts for the three previous tax years do not exceed $10 million are exempt [IRC Sec. 263A(b)(2)]. (These companies are referred to as small resellers.) Gross receipts from all the taxpayer's businesses are added together to determine if the $10 million exception applies [Reg. 1.263A-3(b)(2)]. 

Example 13-4:     The $10 million test for resellers.
 Compuco is a C corporation in the data processing business with offices throughout the southwestern United States. It also sells data processing accessories (terminals, cables, etc.) as a service to its customers and is considered a reseller of these items. Compuco's average annual gross receipts for its two businesses for the three preceding years are $12 million, of which $3 million relates to the resale business. Is Compuco subject to the UNICAP rules?
Compuco is subject to the UNICAP rules on the items acquired for resale because its average annual gross receipts from both of its businesses (not just the reselling business) for the preceding three-year period exceed $10 million.

1303.6 Certain types of income are excluded from the definition of gross receipts for this purpose [Reg. 1.263A-3(b)(2)(ii)]:
a. Returns and allowances.

b. Interest, dividends, rents, royalties, or annuities not derived in the ordinary course of a business.

c. Receipts from the sale or exchange of capital assets.

d. Loan repayments.

e. Extraordinary income items-such as the sale of an entire trade or business.

f. Receipts from any activity other than a trade or business or activity engaged in for profit.

1303.7   Are Producers Subject to UNICAP? The UNICAP rules apply to all producers of real property and tangible personal property for use in a trade or business or for sale to customers. The term produce includes the following activities: construct, build, install, manufacture, develop, improve, create, raise, or grow [Reg. 1.263A-2(a)(1)]. Because this definition is so broad, almost any business that acquires inventory and then changes its form in any way before selling it could be considered a producer subject to the UNICAP rules. For example, under these rules, a restaurant is considered a producer rather than a reseller. However, the regulations provide a de minimis exception that reduces the scope of capitalizable indirect costs for certain small producers using the simplified production method (SPM). (See paragraph 1303.26.) The regulations also provide exceptions for small resellers and service providers with de minimis production activities. (See paragraphs 1303.9 and 1303.10.)
1303.8   Is a Reseller/Producer Subject to UNICAP? A business may be both a reseller and a producer. In these situations, a reseller, including a small reseller (see paragraph 1303.5), that also produces property must follow the rules prescribed by IRC Sec. 263A for the produced property. 
1303.9 Reg. 1.263A-3(a)(2)(ii) provides an exception for small resellers who have de minimis production activity incident to their resale activities. Production activities are considered de minimis if-
a. gross receipts from the sale of produced property are less than 10% of total gross receipts, and

b. the labor costs allocable to the production activities are less than 10% of total labor costs.

Example 13-5:     Exemption of small reseller with production activities.
 Friendly Grocers, Inc. is a grocer whose average annual gross receipts for the three preceding years are less than $10 million. Friendly's stores contain butcher shops where custom meat orders are produced and processed for customers. Gross receipts from the butcher shops are 7% of the entire grocery business. Labor costs for the butcher shops are 3% of the total labor costs for the entire grocery business. Does Friendly have to apply the UNICAP rules to its butcher shop operations?
Since Friendly's gross receipts average less than $10 million for the three preceding years, it is considered a small reseller. Production activities of the butcher shop are less than 10% of both gross receipts and total labor costs. Therefore, the production activities are de minimis and are incidental to the resale activities. Friendly is not required to apply the UNICAP rules to its butcher shop activities.

1303.10   Is a Service Provider Subject to UNICAP? A business engaged in providing services need not comply with the UNICAP rules if only a de minimis amount of property is provided to customers in the ordinary course of business, and the property is not inventory in the hands of the business [Reg. 1.263A-1(b)(11)].
1303.11   Are Self-constructed Assets Subject to UNICAP? The UNICAP rules also apply to self-constructed assets used in a trade or business. The costs capitalized for UNICAP are added to the basis of the self-constructed assets and recovered through amortization or depreciation deductions. Special rules require the capitalization of interest expense for assets constructed for use in the business. The application of the UNICAP rules to self-constructed assets is discussed in Chapter 17. The rules for capitalizing interest expense and taxes under the UNICAP rules are discussed in Chapter 14.
What Costs Are Subject to the UNICAP Rules?
1303.12 In general, taxpayers subject to IRC Sec. 263A must capitalize all direct costs and certain indirect costs properly allocable to property produced or property acquired for resale.
a. Direct Costs. Direct material and labor costs, as well as the acquisition cost of property acquired for resale [Reg. 1.263A-1(e)(2)].

b. Indirect Costs. All costs other than direct costs that directly benefit or are incurred by reason of the performance of production or resale activities [Reg. 1.263A-1(e)(3)].

c. Service Costs. A type of indirect cost that can be identified specifically with a service department or function or that directly benefits or is incurred by reason of a service department or function [Reg. 1.263A-1(e)(4)(i)(A)]. This category also contains mixed service costs, which are service costs that are only partially allocable to production or resale activities.

Example 13-6:     Mixed service costs.
 Omni Corp. operates a manufacturing facility. Omni's personnel department is responsible for hiring all factory workers. The personnel department also is responsible for developing wage, salary, and benefit policies for the company. How are the personnel department costs treated under IRC Sec. 263A  ?
The costs of the personnel department are considered mixed service costs. The portion of the costs attributable to recruiting factory workers must be allocated to production activities. The wage, salary, and benefit planning activities are exempt from IRC Sec. 263A  . Therefore, a portion of the personnel department costs attributable to those costs can be deducted currently.

1303.13 See Appendix 13A for a list of costs that must be capitalized or allocated under IRC Sec. 263A   and a list of costs that are exempt. Also see Reg. 1.263A-1 for information on inventoriable and exempt costs. 

1303.14 Observation: Since most manufacturing companies already inventory direct costs plus some portion of indirect manufacturing costs, the UNICAP rules primarily apply to indirect production costs not inventoried on the books plus an allocable share of service costs benefiting production activities. Since most resale companies already inventory direct materials cost, the UNICAP rules primarily apply to purchasing, handling, and storage costs plus an allocable share of service costs benefiting these activities.
1303.15   How Are Sales-based Royalties Handled? In December 2010, the IRS released proposed regulations that would require the capitalization of sales-based royalties (Prop. Reg. 1.263A-1). The proposed regulations achieve a similar result to that in Robinson Knife, but rather than determining that sales-based royalty costs are inherently non-capitalizable, the proposed regulations provide that otherwise capitalizable sales-based royalty costs are properly allocable to property sold during the taxable year. The proposed regulations are consistent with the court's conclusion that, because of their relationship to sales, sales-based royalties inherently should not be capitalized to ending inventory. Because sales-based royalties are not incurred until a unit of property is sold, sales-based royalties are more directly related to units of property sold during the taxable year than to unsold units. Therefore, the proposed regulations provide that capitalizable sales-based royalties are properly allocable to units of property produced or acquired for resale that are sold, or deemed sold, during the taxable year.
How Are UNICAP Costs Allocated?
1303.16 Indirect and administrative costs are allocated to inventory or produced items using one of the following methods [Reg. 1.263A-1(f)]:
a. Specific identification (tracing) method.

b. Standard cost method.

c. A method using burden rates.

d. Other reasonable methods. [See Reg. 1.263A-1(f)(4).]

e. Simplified methods.

1303.17 The burden rate and standard cost methods allocate costs based on predetermined rates that approximate the actual amount of indirect costs incurred by various production activities. These predetermined rates are usually based on factors such as direct labor hours or dollars, machine hours, or a combination thereof. They are developed in accordance with cost accounting principles and must be applied in a reasonable manner. Once these burden rates or standard cost allowances are established, any change in the concept or base upon which such rates are developed is a change in a method of accounting. (See paragraph 1303.31 for further information on accounting method changes under the UNICAP rules.) 

Example 13-7:     Allocating indirect costs using the specific identification method.
 Alloco, Inc. is a calendar-year corporation producing roof tiles and rain gutters. Both production processes are located in the same facility. During 2011, Alloco purchased $500 of shop towels that were used by its employees in the production of the roof tiles. At the end of 2011, the entire supply of shop towels had been used. Alloco also paid $3,000 for a one-year policy to insure the production equipment during 2011. How are these costs allocated under the specific identification method?
Under the specific identification method, each separate cost is identified and assigned to particular inventory property. Since both costs were incurred and are traceable to the inventory produced in 2011, all amounts are allocated to that inventory. Alloco also must determine the amount of each cost to allocate to the different inventory produced. The cost of the shop towels is allocated entirely to the roof tiles since the towels were used in their production. The $3,000 of insurance expense is allocated between the tiles and rain gutters using some reasonable basis such as the direct labor hours or the direct labor and material cost incurred for each [Reg. 1.263A-1(f)(2)].

Example 13-8:     Allocating indirect costs using a reasonable allocation method.
 Compco, Inc., is a manufacturer of consumer electronics. The company does not purchase any items for resale. During nonbusiness hours, Compco employs a security guard to patrol and protect its facility. This facility consists of a 100,000 sq. ft. manufacturing plant, a 60,000 sq. ft. warehousing facility, and a 40,000 sq. ft. administrative building, 10,000 sq. ft. of which are occupied by departments that do not benefit production activities. The remainder of this building is occupied by departments that devote 100% of their time to the performance of activities that directly benefit production. How much of the cost of the security service should be allocated to production activities?
A reasonable basis for allocating the cost of the security service among the production activities and Compco's other activities is to use the square feet occupied by the various activities [Reg. 1.263A-1(g)(4)]. Using this rationale, Compco allocates 5% of the security costs to activities other than production (10,000 ÷ 200,000). The remaining 95% is allocated to production activities.

 1303.18 Planning Tip: To ease administration, the IRS has provided various simplified methods to allocate costs to inventory in addition to standard costing methods already in place in more sophisticated accounting systems. (See paragraphs 1303.19 and 1303.28 for simplified methods available to producers and resellers, respectively.) 

Are Simplified Allocation Methods Available for Producers?
1303.19 Producers may use the simplified service cost method (SSCM) to allocate general and administrative expenses (referred to as mixed service costs) to production activities and then apply the simplified production method (SPM) to allocate costs (including allocated mixed service costs) between ending inventory and costs of goods sold.
1303.20   What Is the Simplified Service Cost Method (SSCM)? Businesses can elect to use the SSCM to determine the portion of mixed service costs (costs benefiting both production activities and other activities) to be allocated to production activities. The mixed-service costs required to be allocated to production activities can be computed by multiplying the total mixed-service costs incurred during the year by one of the following two ratios [Reg. 1.263A-1(h)(3)]:
a. Production Cost Allocation Ratio. The year's total Section 263A production costs incurred (excluding interest and mixed-service costs) to the total of all costs incurred in the operation of the business for the year, with an exclusion for certain taxes.

b. Labor-based Allocation Ratio. The sum of the labor costs allocable to the taxpayer's production activities (excluding labor costs included in mixed-service costs) for the year to the total of all labor costs incurred in the operation of the business for the year.

1303.21 Generally, the labor-based allocation ratio (item b. in the previous paragraph) produces a smaller percentage of capitalizable mixed-service costs due to the exclusion of raw materials from both the numerator and the denominator of the ratio.
1303.22 The SSCM may also be used for self-constructed assets that are substantially identical in nature to and produced in the same manner as property held for sale to customers and self-constructed assets produced on a routine or repetitive basis in the ordinary course of the taxpayer's trade or business [Reg. 1.263A-1(h)(2)].
1303.23 The regulations provide guidance as to what constitutes the routine and repetitive production of property [Reg. 1.263A-1(h)(2)]. They state that property production is considered routine and repetitive only if it is mass produced, using standardized design and assembly line techniques, and turned over in a relatively short time period. It also must have a depreciable recovery period under IRC Sec. 168(c) of no more than three years. Any corresponding change in the treatment of mixed service costs or additional Section 263A costs will be considered a change in accounting method subject to IRC Sec. 446 and IRC Sec. 481.

1303.24   What Is the Simplified Production Method (SPM)? The SPM may be used to allocate capitalizable costs (including mixed-service costs allocated to production activities by the SSCM) between ending inventory and cost of goods sold. Additional Section 263A   costs generally are allocated to inventory based on the ratio of the total additional Section 263A   costs incurred for the year to the business's total Section   471 (inventory) costs incurred for the year (the absorption ratio).
a. Additional Section 263A   costs are period costs (other than interest) allocable to production activities and capitalizable under the UNICAP rules. For new businesses, additional Section 263A   costs are costs (other than interest) the business must capitalize under the UNICAP rules but would not have been required to capitalize if the business had been in existence before the Section 263A   effective date [Regs. 1.263A-2(b)(3)(ii)(A) and 1.263A-1(d)(3)].

b. Section   471 costs are costs incurred during the year that the business inventoried under its method of accounting.

1303.25 The additional Section 263A   costs to be allocated to ending inventory are computed by multiplying the absorption ratio times (a) the LIFO increment for the year or (b) the Section   471 costs incurred during the year that are included in the ending FIFO inventory [Reg. 1.263A-2(b)(3)]. If a business using the LIFO inventory method has a LIFO decrement for a year, any Section 263A   costs that would have been capitalized during the year are deemed to be liquidated as part of that decrement. Therefore, a Section 263A   cost capitalization calculation will not be required for that year if the business is using a simplified method of determining its UNICAP costs. Instead, the business only needs to determine the corresponding amount of Section 263A   costs that should be liquidated from prior year layers based on the respective absorption ratio applicable to each layer. 

Example 13-9:     Simplified methods for producers.
 Zodiac Sound Corporation manufactures stereo speakers. It uses the FIFO accounting method for inventory. Zodiac elected the simplified service cost method to allocate mixed service costs between the manufacturing and marketing functions. Zodiac incurred the following costs in the current year:

Mixed service costs (G&A)
$ 20,000

Production labor
300,000

Total labor
400,000


Using the labor-based allocation ratio under the simplified service cost method, $15,000 ($20,000 × $300,000 ÷ $400,000) of the mixed service costs is allocated to the manufacturing function. Neither production labor nor total labor includes any labor that is part of the mixed service costs [Reg. 1.263A-1(h)(4)(ii)]. Alternatively, Zodiac could have based the ratio on production costs as a percentage of total operating costs [Reg. 1.263A-1(h)(3)(ii)].
To allocate the Section 263A costs between ending inventory and cost of goods sold, Zodiac elected to use the simplified production method.
Assume Zodiac, under the pre-UNICAP rules had the following items on its books for the current year:

Beginning inventory
$ 200,000

Production costs (IRC Sec. 471) incurred in the current year
 (including direct materials and direct labor)
1,000,000

 Section   471 costs remaining in ending inventory
300,000


Zodiac also incurred the following costs (other than interest) required to be capitalized underIRC Sec. 263A that were expensed in computing book income.

Warehousing (off-site)
$ 75,000

Purchasing and handling
125,000

Mixed service costs (from above)
 15,000 

Total additional Section 263A   costs incurred
$ 215,000


To determine the portion of the additional Section 263A   costs to be allocated to ending inventory, the simplified production method applies an absorption ratio to (a) the LIFO increment for the year or (b) the amount of Section   471 costs incurred during the year that are included in the ending FIFO inventory. This is the ratio of total additional Section 263A   costs incurred during the year to the total Section   471 costs incurred during the year [Reg. 1.263A-2(b)(3)].
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×

$300,000

=

$64,500


 Note:The remaining $150,500 ($215,000 − $64,500) of additional Section 263A   costs is allocated to cost of goods sold. Zodiac's ending tax inventory is $364,500 (the total of book inventory andIRC Sec. 263A costs allocable to ending inventory). 

1303.26   What Is the De Minimis Rule under the SPM? There is a de minimis rule for producers with total indirect costs of $200,000 or less [Reg. 1.263A-2(b)(3)(iv)]. Under this rule, a producer using the simplified production method with $200,000 or less of total indirect costs [excluding indirect exempt costs as listed in Reg. 1.263A-1(e)(3)(iii)] in a tax year is deemed to have no additional Section 263A costs for that year.
1303.27   When Can a Historical Absorption Rate Be Used under the SPM? In order to simplify the administrative costs associated with determining UNICAP costs, certain taxpayers using the simplified production (or resale) method are allowed to use a historical absorption ratio. If a historical ratio election is made, a taxpayer computes its absorption ratio based on its Section 263A costs in the three tax years prior to the year of election. The resulting historical ratio is used for a six-year period, at which time it is tested for material accuracy and changed if applicable [Reg. 1.263A-2(b)(4)].
Are Simplified Allocation Methods Available for Resellers?
1303.28 A simplified method is also available for resellers [Reg. 1.263A-3(d)]. Under the simplified resale method (SRM), the business computes a combined absorption ratio each year, which is the sum of its purchasing costs absorption ratio plus its storage and handling costs absorption ratio. The calculation is as follows [Reg. 1.263A-3(d)(3)]:

1. Total current inventory purchasing costs ÷ Current year's purchases


=

Purchasing costs absorption ratio

2. Total current inventory storage and handling costs ÷ Beginning inventory plus current year purchases


=

Storage and handling costs absorption ratio

3. Total of 1 + 2


=

Combined absorption ratio


1303.29 The additional Section 263A costs to be allocated to ending inventory are then computed by multiplying the combined absorption ratio times (a) the LIFO increment for the year or (b) the Section 471 costs incurred during the year that are included in the ending FIFO Inventory. For a business with a LIFO decrement, the tax treatment is identical to that of producers discussed at paragraph 1303.25. A historical absorption ratio can be used if elected. See the discussion at paragraph 1303.27 regarding the use of a historical absorption ratio.
1303.30 Resellers that satisfy the requirements for using the SRM may elect to use the simplified service cost method (see paragraph 1303.20) to allocate mixed-service costs to resale activities, but are only allowed to use the labor-based allocation ratio (Item b. in paragraph 1303.20) [Reg. 1.263A-1(h)(3)].
How Does a Business Adopt or Change UNICAP Procedures and Methods?
1303.31 Businesses subject to the UNICAP provisions should have computed the required adjustment beginning with their first tax year after 1986 or, if later, the first year they were subject to UNICAP provisions. Businesses not complying are treated as using an improper accounting method. Therefore, they must obtain IRS consent to change to a proper (i.e., UNICAP) method.
1303.32 A change in accounting method includes a change not only to the overall system of UNICAP compliance but also in the treatment of any material item. This means each material allocation method and application base used to apply UNICAP is an accounting method that requires IRS permission to change. Also, a change to or from any of the simplified methods is a change in accounting method. 

Example 13-10:     Change in accounting method under IRC Sec. 263A.
 Bing Enterprises, Inc. has developed a set of burden rates for allocating indirect overhead items. The rates are based on direct labor hours used in the production of each product line. Bing's accountants now believe that burden rates would be more accurate if they were based on machine hours used.
Bing can change the basis for burden rates. However, such a change would be considered a change in a method of accounting. As noted in paragraph 1303.34, Bing may be required to obtain IRS consent to make the change.

 1303.33 Warning: If noncompliance with the UNICAP rules is discovered during an IRS audit, the IRS can force the business to use the least favorable proper UNICAP method. In any case, the business cannot amend tax returns for prior years to reflect a retroactive correction of the improper method. 

1303.34   What UNICAP Method Changes Receive Automatic IRS Consent? Small resellers, formerly small resellers, or reseller-producers seeking to change certain accounting methods for costs subject to IRC Sec. 263A receive automatic IRS consent if they comply with the provisions of Rev. Proc. 2008-52 (amplified and modified by Rev. Proc. 2009-39 or Rev. Proc. 2011-14).
1303.35   What UNICAP Method Changes Require IRS Consent? Generally, all other UNICAP changes are not automatic. Businesses can obtain the IRS's consent to change their method of accounting for these nonautomatic UNICAP changes under Rev. Proc. 97-27. See Chapter 21 for more information on making accounting methods changes under Rev. Proc. 97-27. 
1303.36 Rev. Procs. 97-27 and 2008-52, do not describe how inventory and other property on hand at the beginning of the year of change should be revalued as a result of a change in an accounting method. Reg. 1.263A-7 provides guidance on revaluing property in connection with a change in method of accounting for costs subject to IRC Sec. 263A.
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