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haSUMMARY This document contains
o ngeroposed regulations under section 263
yadiBat relate to accounting for costs incurre
addn producing property and acquiring prop
1) efrty for resale. The proposed regulatior
OM3re necessary to address specific pro
ayJems in the current section 263A regule
radipns and affect persons who elect to u
d Jthe simplified production or resale meth



ods with historic absorption ratio electioncome with related expenses and, thusf the taxable year by multiplying its ab-
This document also provides notice of anore accurately reflect income. Theysorption ratio by the section 471 costs o
public hearing on these proposed regulalso were intended to make the tax systehand at year-end. Under both the simpli
tions. more neutral by eliminating the differ-fied production method and the simplifiec
ences in capitalization rules that createtesale method, an absorption ratio is ca
DATES: Written and electronic com-gjstortions in the allocation of economicculated annually and applied to determin
ments must be received by August 23esources and the manner in which certathe additional section 263A costs allo-
1999. Outlines of topics to be discussegdconomic activity was organized. See S:ated to ending inventory.
at the public hearing scheduled for Seprep. No. 313, 99th Cong., 2d Sess. 140 In response to requests for addition
tember 1, 1999, at 10 a.m., must be rg1986), 1986-3 C.B. Vol. 3 140. How-simplification, the final regulations pro-
ceived by August 11, 1999. ever, the legislative history provides auvide an election to use an historic absorf
i o thority to the Secretary to prescribe simtion ratio to determine additional sectior
égDD%EMS iI(E)??'P'SRe(rSEZU—blTe.S; igizst)o plifying methods and assumptiqns wher@63A costs allocable to eligible property
rooh 522.6, Inte.rnal Revenue Service,th.e costs frjmd oth_er burdens of literal c_om}n hanc! at ygar—gnd that ”.‘ay be used
POB 7604, Ben Franklin Station, Washphance with section 263A may outweighconnection with either the simplified pro-

. - i isi ducti thod or the simplified I
ington, DC 20044, Submissions may b(tahe benefits of the provision (e.g., matchduction method or the simplified resale

. ” _Ing and neutrality). S. Rep. No. 313, 99tinethod.

EZ{\‘S egﬁli\r:grre]gu'r\ioor;dsag_ﬂ_rgﬁghs ;r:g?c()::ong_,_zd Sess. 142 (1986). The final regulations permit a_taxp_ayer
CC:DOM:CORP:R (REG-113910-98), Scction 263A costs are the costs that@at properly elects to use the historic at
Courier’s Desk, Internal Revenue Ser’gaxpayer must capitalize under SeCt'Oﬁorp.tlon ratio to determine the addl_tlc_)na
vice, 1111 Constitution Avenue, NW,263A and equal the. sum o.f.a taxpaygr’gectlon 263A costs allocable to eligible
Washington, DC. Alternatively, taxpayersSectlon 47l COStS’. Its addmonql gect|onroperty on hand aF the. end of thg taxapl
may submit comments electronically vig? 93 €osts, and interest capitalizableear by using an historic absorption ratid
the Internet by selecting the “Tax Regsunder section 263A(f). Additional sectionin lieu of an actual absorption ratio, i.e.
option on the IRS Home Page, or by sutR63A Costs are the costs, other than intePy multiplying the historic absorption
mitting comments directly to the IRS In-€St: that were not capitalized under theatio by section 471 costs on hand at yea
ternet site at http://www.irs.ustreas.govieXPayer's method of accounting 'mme_d'end' The historic absorption ratio is
tax_regsiregslist.html. The public hear@tely prior to the effective date of sectiorPased on costs capitalized by a taxpay
ing will be held in room 2615, Internal263A, but that are required to be capitaiduring its test period, generally the threx
Revenue Building1111 Constitution Av- ized under section 263A. taxable-year period immediately prior to
enue, NW, Washington, DC. Sections 1.263A-1 through 1.263A-3he taxable year that the taxpayer elec
' ' ' of the final regulations (T.D. 8482, the historic absorption ratio. The historic
FOR FURTHER INFORMATION CON- 1993-2 C.B. 77) were published in theétbsorption ratio equals the taxpayer’s ac
TACT: Concerning the regulations, JenFederal Registerfor August 9, 1993 (58 ditional section 263A costs incurred dur-
nifer Nuding, (202)622-4970; concerningF-R. 42207) and amended by T.D. 8559 the test period divided by the sectior
submissions of comments, the hearingd59 F.R. 39958), T.D. 8584 (59 F.R.A71 costs incurred by the taxpayer durin
and/or to be placed on the building acce€7187), T.D. 8597 (60 F.R. 36671), T.Dthe test period. Under the final regula
list to attend the hearing, LaNita Van8728 (62 F.R. 42051) and T.D. 8729 (620ns, taxpayers are required to test the a
Dyke at (202) 622-7180 (not toll-freeF.R. 44542). The final regulations profuracy of the historic absorption ratio
calls). vide simplified methods for determining€Very six years. If the test of the ratio in
the additional section 263A costs properlglicates more than one-half of one percen

SUPPLEMENTARY INFORMATION:  allocable to eligible property on hand afige point difference (plus or minus) from

the end of the taxable year, including endhe historic absorption ratio, the taxpaye
Background o . T et :
ing inventories of property produced andi“U_St reQetermme its historic absorp'qor
Section 263A provides uniform rulesproperty acquired for resale. The fina[atio using a new updated test perioc
for capitalization of certain expensesregulations include the simplified produc-The final regulations provide that, if
Section 263A requires the capitalizatiorion method contained in the temporaf%IeCted’ the historic absorption ratio mu
of the direct, and an allocable portion ofegulations issued under 263ADe used for each taxable year within th
the indirect, costs of real or tangible per§1.263A-1T(b)(5), T.D. 8131 (58 F.R.qualifying period. Generally, the qualify-
sonal property produced by a taxpayer d¥51), and the simplified resale method, #19 period includes each of the first five
real and personal property described inedesignation of the modified resald@xable years beginning with the first tax
section 1221(1) that is acquired by thenethod set forth in Notice 89-67, 1989—Rble year after a test period (or an update
taxpayer for resale. The rules under se€.B. 723. A taxpayer using either thd€St period).
tion 263A, which were ad'ded by the Ta>si_mp|ified production methoo_l or the Sim'Epranation of Provisions
Reform Act of 1986, Public Law 99-514,plified resale method determines the addi-
section 803, 100 Stat. 2085, 2350, werional section 263A costs properly alloca- This document contains proposec
designed, in part, to properly match inble to eligible property on hand at the endmendments to the Income Tax Regule



tions (26 CFR part 1) that relate to thectual absorption ratio could result in apecific dollar amount test. The regula-
capitalization of certain costs under secsubstantial mismatching of the taxpayer’dons provide that the historic absorption
tion 263A. More specifically, this docu-income and related expenses during thratio is materially inaccurate if: (1) the
ment contains proposed amendments witjualifying period. taxpayer’s actual absorption ratio deviate:
respect to the historic absorption ratio The IRS and Treasury Department corby more than 50% and by more than one
election that are necessary to carry out thetddered many alternate approaches to rbalf of one percentage point from the tax-
purpose of section 263A. The rules underising the historic absorption ratio regulapayer’s historic absorption ratio; and (2)
section 263A were designed to properlyions in order to prevent a substantiathe amount of additional section 263A
match income with related expenses bsismatching of income and related excosts capitalizable to items on hand a
requiring all of the costs relating to arpenses. Among the approaches consisiear-end using the actual absorption ratic
item produced or acquired for resale to bered and rejected were the following: (1jleviates by more than $100,000 from the
included in the basis or inventoriable costliminate the historic absorption ratioamount of additional section 263A costs
of that item. The simplified productionelection entirely; (2) limit use of the his-capitalizable to items on hand at year-en
method and the simplified resale methotbric absorption ratio election to smallusing the historic absorption ratio. This
were included in the regulations to protaxpayers; (3) require taxpayers to rete§igh threshold is provided so that annua
vide taxpayers with a simplified methodtheir historic absorption ratio more fre-actual absorption ratio computations will
for determining the additional sectionquently, e.g., every three years; and (4)¢ unnecessary in the overwhelming ma
263A costs allocable to items on hand girovide a general anti-abuse rule. jority of situations. For example, the
year end. The historic absorption ratio These proposed regulations provide faplacement in service of a significant
election was provided in response to conearly termination of the qualifying period@mount of property may have a signifi-
mentators’ concerns that computationd the taxpayer’s historic absorption ratiocant effect on a taxpayer’s actual absorp
under the simplified production methods materially inaccurate. In such a casdion ratio. However, it may not be neces-
and the simplified resale method aréhe taxpayer must calculate a new historig@"y for a taxpayer to compute its actua
costly and time consuming because taxabsorption ratio beginning with the yea@PSorption ratio for a year that the tax-
payers must determine absorption ratios which the taxpayer’s historic absorpPayer placed property in service if, basec
annually, even though there may havéon ratio became materially inaccurate. O the taxpayer’s knowledge of the differ-
been little or no change in the taxpayers’ Generally, a taxpayer’s historic absorp€Nce between its tax depreciation anc
business operations that would cause tfi®n ratio may become materially inaccuP©0k depreciation, and its inventory
absorption ratios to vary from year torate when the taxpayer experiences a Si%grn_over, the taxpayer knows that it would
year. nificant change in the taxpayer's normaP€ impossible for the amount of addi-

The historic absorption ratio election inbusiness operations and that change hi@nal section 263A costs allocable to
the final regulations is intended to permitn effect on the taxpayer's section 263A€MS on hand at year-end to increase b
taxpayers to determine additional sectioabsorption ratio. For example, the fol>100,000 if the taxpayer used the simpli-
263A costs allocable to items on hand dbwing changes may cause a taxpayerféefj productl_on mgthod V‘{'thom the his-
year-end without calculating actual abhistoric absorption ratio to become mate2"c absorption ratio election. Therefore,
sorption ratios while still capitalizing therially inaccurate: a significant change inthe taxpayer wou_ld not_need to calculate
costs properly allocable to property prothe taxpayer’s manufacturing process, e.&.n actual absorption ratio for that year.
duced or acquired for resale. The historignplementation of a new inventory manpygposed Effective Date
absorption ratio was selected in lieu of angement system; a significant change in
industry-based ratio because the IRS arthe taxpayer’s product offering; a signifi- The provisions of these regulations are
Treasury Department believed that a ratioant addition or retirement of equipmenproposed to be effective for taxable year:
based on taxpayer specific historical datased for manufacturing; a significantoeginning after May 24, 1999.
would more reasonably approximate thehange in the taxpayer’'s components c% .

) . . : . pecial Analyses

taxpayer’s annual absorption ratio than acost, e.g., a manufacturing operation tha
industry-based ratio. becomes significantly more or less labor |t has been determined that this notice

The IRS and Treasury Department haviatensive; a significant change in the taxof proposed rulemaking is not a signifi-
become aware that the historic absorptiopayer’s overhead costs, e.g. a new plargant regulatory action as defined in EO
ratio may become materially inaccuratduilding or building addition; and a sig-12866. Therefore, a regulatory assess
generally as the result of a significannificant change in the taxpayer’s trade oment is not required. It also has been de
change in a taxpayer’s circumstances dubusiness, e.g., the sale or acquisition oftarmined that section 553(b) of the Ad-
ing the qualifying period, thus resulting indivision. ministrative Procedure Act (5 U.S.C.
a failure to allocate the proper amount of The proposed regulations establish ahapter 5) does not apply to these reguls
additional section 263A costs to items omigh threshold for when the historic abtions, and because the regulations do nc
hand at year-end. Although the regulasorption ratio will be regarded as materiimpose a collection of information on
tions provide that a taxpayer must test itally inaccurate. The regulations provide amall entities, the Regulatory Flexibility
historic absorption ratio every six years, definition of materially inaccurate that in-Act (5 U.S.C. chapter 6) does not apply.
significant deviation from the taxpayer’'scorporates both a percentage test andPairsuant to section 7805(f) of the Interna



Revenue Code, this notice of proposedssistant Chief Counsel (Income Tax anthe historic absorption ratio used in deter
rulemaking will be submitted to the ChiefAccounting). However, other personnemining capitalizable costs for the qualify-
Counsel for Advocacy of the Small Busifrom the IRS and Treasury Departmening period (e.g., the previous five taxable
ness Administration for comment on itgarticipated in their development. years), the qualifying period is extendec
impact on small business. to include the recomputation year and th

following five taxable years (or a shorter
Proposed Amendments to the Regulatiorigeriod if the qualifying period is termi-

Before these proposed regulations are . . nated early l.J.nder the pr_ovisions of para
adopted as final regulations, considera- Accordingly, 26 CFR part 1 is pro-graph (b)(4)(ii)(C)8) of this section), and

tion will be given to any written com- posed to be amended as follows: the taxpayer must continue to use the hi

ments (a signed original and eight (8Part 1—INCOME TAXES torig acljbsor?tiqn ratio. tgrOL;grr]]out the ehx-
copies) and electronic comments that are tended qualifying period. If, however, the

submitted timely to the IRS. The IRS and Paragraph 1. The authority citation foRctual absorption ratio computed for the
Treasury Department request commenfrt 1 continues to read in part as followg:€computation year is not within one-hal
on the clarity of the proposed rules and Authority: 26 U.S.C. 7805 * * * of one percentage point (plus or minus) c
how they can be made easier to under- Par. 2. Section 1.263A-2 is amendethe historic absorption ratio, the taxpaye
stand. All comments will be available foras follows: must use actual absorption ratios begir
public inspection and copying. 1. Paragraphs (b)(4)(ii)(C)( and @) ning ywth 'the recomput.atlon year undel

A public hearing has been schedule@"® revised; the simplified production method and
for Wednesday, September 1, 1999, in 2- New paragraphs (b)(4)(ii)(G(and throughout the updated test period. Th
room 2615, Internal Revenue Building(4) are added; taxpayer must resume using the histori
1111 Constitution Avenue, NW, Washing- 3 Paragraph (b)(4)(vi) is amended byabsorption ratio (determined with refer-
ton, DC. Due to building security proce- & Revising the paragraph headin§nce to the updated test period) in th
dures, visitors must enter at the 10tRnd introductory text; third taxable year following the recompu-

Street entrance, located between Consti- P- Redesignating tHexampleasEx- tation year.

tution and Pennsylvania Avenues, NW. [f@mple 1 _ (3) Eavlier termination of the qualify-
addition, all visitors must present photo - Adding newExample 2andEx- N9 period. For taxable years beginning

identification to enter the building. Be-2MPle 3. - afterMay 24, 1999, a qualifying period
cause of access restrictions, visitors will The revisions and additions read as foFloses immediately prior to a taxable yea
not be admitted beyond the immediate erlWs: in which the taxpayer's historic absorp-
¢ than 15 minutes bef tion ratio becomes materially inaccurate
Lanﬁe area more I?n . minutes §0@-263A—2 Rules relating to property  (early recomputation year). If the tax-
Laevinza)rllc:lt?r S';[Z:;Se' pla?c:elg g:‘lﬁgoguﬁ di(:gmduced by the taxpayer. payer’s historic absorption ratio is materi

ally inaccurate, as defined in paragrap!

access list to attend the hearing, see the * ok ok ox X . . .
“FOR FURTHER INFORMA?TION (b)(4)(i)(C)(4) of this section, the tax-

* * *x *x %

Comments and Public Hearing

" . . (b) *** payer must use its actual absorption ratic
CC_)I_';]]TACIT secfu;)g cg;r;sgéiagnoblle. 3 (4) *** computed using the simplified production
€ Tuies o : (@)(3) (i) *** method beginning with the early recom-

apply to the hearing. s . .
Persons who wish to present oral coms (C) Qualifying period—(1) In general. putation year and throughout the update

. =" A qualifying period generally includestest period. The taxpayer must resum
ments at thg hearing must submit WICRAch of the first five taxable years beginusing the historic absorption ratio (deter
or electronic comments by August 2_3ning with the first taxable year after a tesmined with reference to the updated tes
1999 apd submit an outl!ne of the topmg riod (or an updated test period). Howperiod) in the third taxable year following
to be dlscugsed apd the “m‘? o be de\{ot @er, a qualifying period may be extendethe early recomputation year.
to each topic (a signed original and e'gr\ﬁnder the provisions of paragraph (4)Materially inaccurateFor purposes
(8) COp'?S) by Augus.t 11, 199.9' (b)(4)(ii)(C)(2) of this section or may ter- of this paragraph (b)(4), an historic ab:
A period of 10 minutes will *?e allo- minate early under the provisions of parasorption ratio becomes materially inaccu
cated to each person for making Comgraph (b)(4)(ii)(C)B) of this section. rate in a taxable year that—
ments. i ) (2) Extension of qualifying periodin (i) The taxpayer’s actual absorption
An agenda showing the scheduling of,q first taxable year following the closeratio computed using the simplified pro-
the speakers will be prepared after thgt o4c qualifying period, (e.g., the sixtrduction method deviates by more than 5
deadline for receiving outlines hasayanie year following the test period)percent and by more than one-half of on
passed. Copies of the agenda will b 4ynaver must compute the actual alpercentage point from the taxpayer’s his
available free of charge at the hearing. g ption ratio under the simplified pro-toric absorption ratio for that year; and
duction method. If the actual absorption (ii) The amount of additional section
ratio computed for this taxable year (th63A costs capitalizable to eligible prop-
The principal author of these regularecomputation year) is within one-half oferty remaining on hand at the close of the
tions is Jennifer Nuding of the Office ofone percentage point (plus or minus) ofear under the simplified production

Drafting Information



method (using the taxpayer’s actual ab- (vi) ExamplesThe provisions of this 1995:

; ; ; ; Add'l section 263A costs — $3,500,000 Section 471
sorption ratio) deviates by more thamparagraph (b)(4) are illustrated by the fo'costs—$75,000,000

$100,000 from the amount of additionalowing examples: 1996:

section 263A costs capitalizable to that Example 1* * * Add’l section 263A costs — $4,000,000 Section 471
der the simplified ducti costs — $80,000,000

property under the simplified production Example 2(i) Taxpayer K uses the FIFO method1997:

method with historic absorption ratioof accounting for inventories and properly elects tédd'l section 263A costs — $4,500,000 Section 471

election for that year. use the historic absorption ratio with the simplifiec€osts — $85,000,000

production method for 1998. K identifies the fol- (i) Therefore, K computes a 5% historic absorp-

ook ok lowing costs incurred during the test period: tion ratio as follows:

Historic absorption ratio = $3,500,000 + 4,000,000 + 4,500,000 _ 5%
$75,000,000 + 80,000,000 + 85,000,000

(iii) In 1998, K incurs $90,000,000 of section 471the new plant and equipment is $10,000,000. K’s (iv) K must determine whether K’s historic ab-
costs of which $15,000,000 remain in inventory abook depreciation is a section 471 cost as describedrption ratio is materially inaccurate in 1998.
the end of the year. In addition, K placesn §1.263A-1(d)(2) and the excess of K's tax deprednder the simplified production method without the
$50,000,000 of plant and equipment into serviceciation over K’s book depreciation, $5,000,000, idistoric absorption ratio election, K determines its
K’s book depreciation on the new plant and equipan additional section 263A cost. K also hasctual absorption ratio for 1998 as follows:
ment is $5,000,000, while K’s tax depreciation or$4,500,000 in other additional section 263A costs.

; . _$4,500,000 + $5,000,000_
Actual absorption Ratio $90.000,000 + $5,000,000 10%

(v) The difference between K’s actual absorptiorduction method for 1999. L computes a 10% his- 2. New paragraphs (d)(4)(ii)(C)(3) and
ratio (10%) under the simplified production methodoric absorption ratio. On average, L's inventory(4) are added:;
for 1998 and K'’s historic absorption ratio (5%) isturns over approximately fifteen times a year. N .
5%, which is greater than 50 percent of K's historic (i) In 1999, L incurs $8,000,000 of section 471 3. Paragrgph (d)(4)(vi) is amended py'
absorption ratio for that year (5% x 50% = 2.50%)costs of which $500,000 remain in inventory at the ~ &. Revising the paragraph heading
Under the simplified production method without theend of the year. In addition, L places $5,000,000 cind introductory text;
historic absorption ratio election, K determines thelant and equipment into service. The difference be- b, Redesignating tHexampleasEx-
additional section 263A costs allocable to its endingveen L's tax depreciation on the new plant a”?ample 1
inventory by multiplying its actual absorption ratioequipment and L's book depreciation on that plant .
(10%) by the section 471 costs remaining in its encknd equipment for 1999 is $500,000, which is an ad- c. Ad.dl.ng neV\Exam.p.Ie 2.
ing inventory as follows: ditional section 263A cost. There were no other 1he revisions and additions read as fol

Add’'l section 263A costs = 10% $15,000,000 changes in L's additional 263A costs. lows:
= $1,500,000 (iii) L can determine, without calculating an actual

(vi) Under the simplified production method absorption ratio, that its historic absorption ratio is nog1.263A—3 Rules relating to property
using the historic absorption ratio, K determines th@naterially inaccurate for 1999. The difference beacquired for resale.
additional section 263A costs allocable to its endin§veen the amount of additional section 263A costs al-

inventory by multiplying its historic absorption ratio located to its ending inventory using its actual absorp- ok okox %
(5%) by the section 471 costs remaining in its endion ratio and the amount of additional section 263A

ing inventory as follows: costs allocated to its ending inventory using its his- (d)*=**

Add'l section 263A costs = 5% $15,000,000 = toric absorption ratio will not exceed $100,000 and, (4) * * *
$750,000 therefore, L does not fall within the specific dollar (i) * * *

(vii) The difference between the amount of addiamount test of paragraph (b)(4)(ii)(@)(i) of this (C) Qualifying perioé—(1) In general.
tional section 263A costs allocable to eligible propSection. Although L's additional section 263A costz% qualifying period generally includes

erty remaining on hand at the close of 1998 unddncreased by over $100,000 in 1999 (they increas . . .
the simplified production method using the taxy $500,000) as a result of placing the plant angach of the first five taxable years begin-

payer’s actual absorption ratio and the amount of agduipment into service, only a portion of that amounning with the first taxable year after a test
ditional section 263A costs allocable to that propertyill be allocated to ending inventory. L's inventory period (or an updated test period). How:-
under the simplified production method with his-turns over approximately fifteen times a year. Of th%ver a qualifying period may be extendec
toric absorption ratio election ($1,500,000 _$500,000 of additional section 263A costs incurred as~ |’ .

O nder the provisions of paragraph

$750,000 = $750,000) exceeds $100,000. Accordle result of placing the plant and equipment into seH . ) .
ingly, K’s historic absorption ratio is materially inac- Vi€ in 1999, only about $33,000 ($500,08015) (d)(4)(ii)(C)(2) of this section or may ter-

curate for 1998. will be allocated to ending inventory. Since $33,000minate early under the provisions of para:
(viii) Since K’s historic absorption ratio is mate-1S Well below the $100,000 threshold, L can deteryraph (d)(4)(ii)(C)B) of this section.

rially inaccurate in 1998, K's qualifying period mine without calculating an actual absorption ratio . . .
Y d ying p for 1999 that its historic absorption ratio is not materi- (2) Extension of qualifying periodin

1998 taxable year. Therefore, K must update its te@ly inaccurate. Since L's historic absorption ratio ighe first taxa.b I? year following the Clc.)se
period beginning in 1998. K must use actual absorp0t Materially inaccurate in 1999, L's qualifying pe-of each qualifying period, (e.g., the sixth
tion ratios under the simplified production methodi©d does not terminate early. taxable year following the test period),
beginning in 1998 and throughout the updated test . o % % % the taxpayer must compute the actua
period (1999 and 2000). K must resume using the combined absorption ratio under the sim:
historic absorption ratio (determined with reference par 3 Section 1.263A-3 is amended gdified resale method. If the actual com-
to the updated test period) in 2001, the third taxabllg . . . . .
year following 1998. ollows: bined absorption ratio computed for this
Example 3(i) Taxpayer L properly elects to use 1 P_aragraphs (d)(4)(i)(C)(1) and (Z)Ia_xa_ble year (the recomputation year)_ IS
the historic absorption ratio with the simplified pro-are revised; within one-half of one percentage point

closes immediately prior to the beginning of K’'s



(plus or minus) of the historic absorptioryear in which the taxpayer’s historic ab$100,000 from the amount of additiona
ratio used in determining capitalizablesorption ratio becomes materially inaccusection 263A costs capitalizable to tha
costs for the qualifying period (e.g., theate (early recomputation year). If the taxproperty under the simplified resale
previous five taxable years), the qualifypayer’s historic absorption ratio ismethod with historic absorption ratio
ing period is extended to include the rematerially inaccurate, as defined in paraelection for that year.
computation year and the following fivegraph (d)(4)(ii)(C)4) of this section, the
taxable years (or a shorter period if théaxpayer must use its actual combined ab-
qualifying period is terminated earlysorption ratios computed using the simpli- (vj) Examples. The provisions of this
under the provisions of paragraptfied resale method beginning with theyaragraph (d)(4) are illustrated by the fol
(d)(4)(i)(C)(3) of this section), and the early recomputation year and throughoupying examples:
taxpayer must continue to use the historithe updated test period. The taxpayer pyample 1* * *
absorption ratio throughout the extendethust resume using the historic absorption
qualifying period. If, however, the actualratio (determined with reference to the Example 2(i) Taxpayer W operates a mail-order
combined absorption ratio computed foupdated test period) in the third taxabl&S@! business and uses the FIFO method of a
. . S . . __counting for inventories. In 1996, 1997 and 1998
the recomputation year is not_ within oneyear following the early recomputation, ceq the simplified resale method without the his
half of one percentage point (plus oyear. toric absorption ratio election with the variation per-
minus) of the historic absorption ratio, the (4) Materially inaccurateFor purposes mitted in paragraph (d)(3)(iii)(A) of this section, ex-
taxpayer must use actual combined alf this paragraph (d)(4), an historic ab<lusion of beginning inventories from the
sorption ratios beginning with the recomsorption ratio becomes materially inaccudenominator in the storage and handling costs al
putation year under the simplified resaleate in a taxable year that— z‘.)rp“f’n ratio formula. Taxpayer W elects to use th
X . istoric absorption ratio with the simplified resale
method and throughout the updated test (i) The taxpayer’s actual combined abethod for 1999. W identifies the following costs
period. The taxpayer must resume usingprption ratio computed using the simpliincurred during the test period:
the historic absorption ratio (determinedied resale method deviates by more thajygg.
with reference to the updated test periodj0 percent and by more than one-half ofdd'l section 263A costs — $2,000,000 Section 47
in the third taxable year following the re-one percentage point from the taxpayer'spsts — $45,000,000
computation year. historic absorption ratio for that year; andt997: _
(3) Earlier termination of the qualify- (i) The amount of additional section*d" Sec;';’g ggg%ggsts—ssz,soo,ooo Section 471
ing period. For taxable years beginning263A costs capitalizable to eligible prop—igzt;._ Y
after [INSERT DATE OF PUBLICA- erty remaining on hand at the close of thafqq| section 263A costs — $3,000,000 Section 471
TION OF THIS DOCUMENT IN THE year under the simplified resale methodosts — $55,000,000
FEDERAL REGISTER], a qualifying pe- (using the taxpayer’s actual combined ab- (i Therefore, W computes a 5% historic absorp
riod closes immediately prior to a taxablesorption ratio) deviates by more thanion ratio as follows:

* * *x * *

$2,000,000 + 2,500,000 + 3,000,000_ 5%
$45,000,000 + 50,000,000 + 55,000,000

Historic absorption ratio =

(iii) In 1999, W decides to automate part of itsCombined absorption ratio = 10% + 0.75% =gllocable to its ending inventory by multi-
repackaging activities. Accordingly, W places newl0.75% plying its historic absorption ratio (5%) by

repackaging equipment into service. The repackag- ) . L
ing equipment has a basis of $15,000,000 for tax (v) The difference between W’s actuafhe section 471 costs remaining in its enc

purposes. W's tax depreciation on the new equicombined absorption ratio (10_75%)'”9 inventory as follows:

ment for 1999 is $3,000,000. This depreciation alynder the simplified resale method for Add’l section 263A costs = 5%
Iowan_ce is an additiqnal s_ection 263A cost and isi999 and W’s historic absorption ratio$6’0001000 = $300,000

handling cost as defined in paragraph (c)(4) of thIES%) is 5.75%. which is greater than 50 (Vii) The difference between the

section. As a result of the new equipment, W’s di ] ] ] : L. .
rect labor costs with respect to its repackaging act\Percent of W's historic absorption ratiodmount of additional section 263A costs

ities decrease by $500,000 during 1999. In 1999, \for that year (5%< 50% = 2.5%). Under allocable to eligible property remaining
incurs $60,000,000 of section 471 costs, of whickhe simplified resale method without the®n hand at the close of 1999 under th
$6,000,000 remain on hand at the end of the year. Wstqric absorption ratio election, W de-Simplified resale method using the tax:
identifies $6,000,000 of storage and handling COSt%Ermines the additional section 263A costayer’s actual combined absorption rati

including W’s tax depreciation on the new equip- ] ) . - " .
ment and taking into account the reduction in direcllocable to its ending inventory by multi-and the amount of additional sectior

labor costs, and $450,000 of purchasing costs iflying its actual combined absorption263A costs allocable to that property

curred in 1999. ratio (10.75%) by the section 471 costgnder the simplified resale method witt

(iv) W must determine whether W’s historic ab-remaining in its ending inventory as fol-historic absorption ratio election
sorption ratio is materially inaccurate in 1999. "]OWS' ($645,000 — $300,000 = $345,000) ex
order to do so, W calculates W’s actual combined .- . _ ' ' . A
absorption ratio for 1999 as follows: Add'l section 263A costs = 10.75% Ce.eds $1OO’.000' _Agcordmg_ly, WS his-
st & handi s $6.000.000 $6,000,000 = $645,000 toric absorption ratio is materially inaccu-

orage andling costs_ $6, , _ . . .

absorption ratio = ~$60.000,000 10% .(VI) Unde_r thg 5|mpI|f|qu resalg methodrate f_gr 1999. o . .
Purchasing costs __$450,000 _ oo using the historic absorption ratio, W de- (viii) Since W'’s historic absorption

absorption ratio ~ 7$60,000,000 termines the additional section 263A costgmtio was materially inaccurate in 1999



W'’s qualifying period closes immediatelysume using the historic absorption rati@Filed by the Office of the Federal Register on May
prior to the beginning of W’s 1999 tax-(determined with reference to the updategfl: 1999, 8:45 a.m., and published in the issue of tf
able year. Therefore, W must update itgst period) in 2002, the third taxable yearcaera! Register for May 24, 1999, 64 F.R. 27936)
test period beginning in 1999. W musfollowing 1999.

use actual combined absorption ratios * ok x Kk *

u_nde_r the simplified resale method begin- Robert E. Wenzel,

ning in 1999 and throughout the updated

X Deputy Commissioner of
test period (2000 and 2001). W must re-

Internal Revenue.



