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What’s News in Tax 
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Double Negative: Final Section 263A Regulations Are Not 
Nothing for Taxpayers with Negative Adjustments  
February 11, 2019 

by Eric Lucas and Jessica Blair Theilken, Washington National Tax* 

The final section 263A regulations impose considerable complexity to inventory computations 
and the new rules will place significant burdens on taxpayers that have no practical 
alternatives to accounting for negative adjustments under the simplified methods. 

 

Background and Overview 

On November 19, 2018, the IRS and Treasury released final regulations under section 263A1 that 
address the treatment of “negative adjustments” in computing the amount of additional 263A costs that 
are allocated to ending inventory for federal tax purposes. Section 263A and the regulations thereunder 
define the types of direct and indirect costs that must be capitalized to ending inventory, in addition to 
what is capitalized for financial reporting (book) purposes. Practically speaking, determining the 
allocable section 263A costs for tax purposes involves a two-step process:  

• Identifying the direct and indirect costs that are currently expensed for book purposes that must be 
capitalized for tax purposes, and then  

• Allocating those additional tax costs between ending inventory and cost of goods sold.  

                                                        
 
 
* Eric Lucas is the principal-in-charge of and Jessica Blair Theilken is a managing director with the Income Tax and Accounting 

group of Washington National Tax (“WNT”). 
1  Unless otherwise indicated, section references are to the Internal Revenue Code of 1986, as amended (the “Code”) or the 

applicable regulations promulgated pursuant to the Code (the “regulations”). 
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Due to differences between book and tax accounting methods, taxpayers may allocate certain costs to 
inventory for book purposes that are not required to be allocated to inventory for tax purposes. For 
example, differences between book and tax depreciation methods often result in book capitalizing more 
depreciation expense to inventory than is required for tax purposes, typically in the later years of the 
asset when book depreciation exceeds tax depreciation. The final regulations provide detailed rules on 
the manner in which those overcapitalized costs may be removed from book ending inventory for 
federal tax purposes. 

The regulations primarily will affect producers that use the simplified production method (“SPM”) to 
allocate additional 263A costs to ending inventory and that remove overcapitalized costs from book 
inventory using a negative adjustment in the numerator of the SPM absorption ratio (for example, in 
years that book depreciation exceeds tax depreciation).  

Beginning in 2019, producers (that don’t meet the small taxpayer exception) that want to continue to 
include negative adjustments in the numerator of the simplified method absorption ratio must change to 
the new “modified simplified production method” (“MSPM”). The MSPM is essentially the traditional 
SPM split into two ratios: a pre-production ratio, and a production ratio. For taxpayers that incur most of 
their additional 263A costs during the production phase, the MSPM will result in a more favorable result 
than the traditional SPM as fewer costs will be allocated to slower turning raw materials inventory.2 
Despite this more favorable result, the MSPM is significantly more complex than the traditional SPM 
and, as explained in more detail below, will require taxpayers to allocate additional section 263A costs 
between pre-production and production activities and to satisfy a number of safe harbors before being 
eligible to use the MSPM.  

The final regulations may also affect taxpayers that use the traditional SPM and the simplified resale 
method (such as wholesalers, distributors, and retailers). The regulations contain new rules that define 
the types of direct costs that must be included in a taxpayer’s book inventory costing method in order to 
use the simplified methods for tax purposes. If the de minimis rules and safe harbor provisions are not 
met, those taxpayers will be required to make complex adjustments to their book inventory costing 
methods.  

Effective Date 

The final regulations are effective for tax years that begin on or after November 19, 2018. Thus, a 
calendar year company that wants to continue including negative adjustments in the SPM must switch 
to the MSPM for the 2019 calendar year. The IRS and Treasury released Revenue Procedure 2018-56, 
which makes changes to the MSPM eligible for the automatic consent procedures for tax years ending 
on or after November 20, 2019, and waives the five year eligibility restriction for three years (meaning if   

                                                        
 
 
2  Most taxpayers will benefit from the MSPM as most additional 263A costs are incurred during the production phase and 

because raw material ending inventory generally turns over more slowly than work-in-process and finished goods 

inventories. 
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a taxpayer filed a section 263A change during the past five years it may file another change to the 
methods in the final regulations under the automatic consent procedure). The IRS National Office has 
clarified that taxpayers may apply the final regulations one year early to the year prior to the date they 
become mandatory (2018 for a calendar year taxpayer) by filing changes under the automatic consent 
procedures.  

Scope 

The final regulations state that “section 471 costs” means the costs, other than interest, that a taxpayer 
capitalizes to property produced or acquired for resale in its financial statement.3 The final regulations 
require a taxpayer to remove overcapitalized costs from book ending inventory using a reasonable 
manner that approximates the manner in which the taxpayer originally capitalized the costs to its book 
inventory.4 For example, in the year that a taxpayer’s book depreciation exceeds tax depreciation, the 
taxpayer would be required to remove the excess book depreciation from ending inventory in the same 
manner it was originally capitalized by the taxpayer’s cost accountants, rather than treating it as a 
negative adjustment in the numerator of the traditional SPM formula. 

Notwithstanding the general rule, the following taxpayers are permitted to include negative adjustments 
in additional section 263A costs under the simplified methods:  

• A taxpayer using the traditional SPM, if the taxpayer’s average annual gross receipts for the prior 
three tax years do not exceed $ 50 million;  

• A taxpayer using the new MSPM; and  

• A taxpayer using the simplified resale method.5  

Thus, the regulations allow resellers and small producers to continue to include negative adjustments 
under the traditional simplified methods.  

A taxpayer using any of the simplified methods must comply with new rules that define the types of 
direct costs that must be capitalized to the taxpayer’s inventory for book purposes. As discussed below, 
there are new de minimis rules and safe harbors that permit a taxpayer to treat any direct costs 
excluded from book inventory as a negative adjustment. If the taxpayer does not satisfy the de minimis 
rules or safe harbors, however, the taxpayer must remove overcapitalized costs from book ending 
inventory in a manner that approximates the manner in which the costs were originally capitalized if it 
wants to continue using the simplified method. Thus, although the regulations primarily affect 
producers, all taxpayers using a simplified method will be required to test whether all direct costs are 
sufficiently capitalized for book purposes.   

                                                        
 
 
3  Section 1.263A-1(d)(2)(i). 
4  Section 1.263A-1(d)(2)(vi). 
5  Section 1.263A-1(d)(3)(ii)(B). 
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Mechanics 

For producers, the traditional SPM uses a total inventory turnover ratio to allocate the additional section 
263A costs incurred for the year evenly to raw materials, work-in-process (“WIP”) and finished goods 
inventories:  

Additional Section 263A Costs 

X 471 Costs in EI6 = Allocable 263A Costs 

Total Section 471 Costs 

The regulations previously defined section 471 costs as the costs, other than interest, capitalized under 
the taxpayer’s method of accounting immediately prior to the effective date of section 263A.7 For 
practical purposes, most taxpayers treated section 471 costs as the costs that were capitalized to 
inventory for financial reporting purposes. The denominator of the ratio included total book inventory 
costs incurred for the year and the multiplicand included section 471 book inventory costs that remain 
on hand at year-end. Thus, the formula would spread the additional section 263A costs based on 
overall inventory turns regardless of whether the additional cost related to raw materials inventory, WIP, 
or finished goods.  

Historically, the IRS had concerns with taxpayers removing non-capitalizable tax costs from book 
inventory using negative adjustments in the numerator of the formula. The IRS’s view was that the 
removal of section 471 costs from ending inventory by reducing the numerator of the traditional SPM 
formula resulted in greater costs being removed from ending inventory than were originally capitalized. 
According to the IRS, a distortion occurs because the costs are capitalized to different items at different 
rates under the book method while the costs are removed from ending inventory based on the overall 
aggregate percentage of costs remaining in ending inventory.8 

In the final regulations, the IRS attempts to minimize the distortion that occurs with negative 
adjustments under the traditional SPM by splitting the SPM into a (1) pre-production ratio and 
(2) production ratio as follows: 

 

 

                                                        
 
 
6  Ending inventory. 
7  Section 1.263A-1(d)(3). 
8  See, e.g., TAM 200607021.  

 

Pre-production Add. Section 263A 
Costs 

 

X 
Direct Material 

Section 471 costs 
in EI 

= 
Allocable Pre-production 
263A Costs 

Preproduction Section 471 Costs  



Double Negative: Final Section 263A Regulations Are Not Nothing for Taxpayers with Negative Adjustments   page 5 

© 2019 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 
Cooperative (“KPMG International”), a Swiss entity. All rights reserved.  

The KPMG name and logo are registered trademarks or trademarks of KPMG International. 

 

The sum of allocable pre-production 263A costs and production 263A costs must be allocated to ending 
inventory for the year. Thus, the final regulations attempt to allocate negative adjustments more 
accurately by allocating them to the inventory type to which the adjustment relates, whether direct 
materials, WIP, or finished goods. Under the MSPM, producers will be required to identify the following 
types of costs under the pre-production ratio and the production ratio. 

Section 471 Costs 

The final regulations provide that a taxpayer’s section 471 costs (book costs) capitalized for financial 
reporting purposes must include all direct costs as defined in the regulations.10 Thus, section 471 costs 
for producers must include direct material costs, which are defined as the cost of all materials that 
become an integral part of specific property produced and those materials that are consumed in the 
ordinary course of production that can be identified with or associated with specific units or groups of 
units of property produced.11 Section 471 costs must also include the cost of all direct labor, which are 
labor costs that can be specifically identified or associated with particular units or groups of units of 
specific property produced. Direct labor costs include full-time and part-time employees as well as 
independent contractors and include all elements of compensation such as wages, overtime pay, 
vacation pay, holiday pay, sick leave pay, payroll taxes and others.12 For resellers, section 471 costs 
must include the acquisition cost of property as defined by section 1.471-3(b) (generally the invoice 
price less trade or other discounts).  

The regulations permit a taxpayer to treat direct labor and direct materials excluded from section 471 
costs as additional 263A costs if the de minimis tests are met.13 The de minimis rule for direct materials 
allows the direct material costs excluded from section 471 costs, such as freight-in or trade discounts, 
to be included in the numerator of the MSPM ratios if the sum of the undercapitalized direct material 
costs incurred during the year is less than five percent of total direct material costs incurred during the 

                                                        
 
 
9  Finished goods ending inventory. 
10  Section 1.263A-1(d)(2)(ii). 
11  Section 1.263A-1(e)(2)(i)(B). 
12  Section 1.263A-1(e)(2). 
13  Section 1.263A-1(c)(iv). 
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year. Note that cash and trade discounts may be treated as additional section 263A costs if the five 
percent test is satisfied.14  

Similarly, if less than five percent of direct labor costs, such as employee bonuses and vacation pay, 
are excluded from section 471 costs, the taxpayer may include the adjustment in the numerator of the 
MSPM ratios. If either of the five percent tests are not met, the taxpayer must treat the direct costs as 
section 471 costs and allocate them based on the book methodology. From a practical standpoint, 
allocating the excluded direct costs using the section 471 (book) methodology will be very difficult for 
most companies.  

The final regulations also provide a safe harbor for certain variances and under or over-applied 
burdens. Under the safe harbor, a taxpayer must include in additional section 263A costs, and exclude 
from section 471 costs, the sum of all uncapitalized variances and uncapitalized under or over-applied 
burdens for the tax year, if that sum is less than five percent of the taxpayer’s total section 471 costs for 
all items to which it allocates costs using a standard cost method or burden rate method. For purposes 
of determining the five percent threshold, all variances and over or under-applied burdens are treated 
as positive amounts. The uncapitalized amounts may be allocated between pre-production costs and 
production costs under the MSPM using any reasonable method.15 Similar to the direct cost rules 
mentioned above, if the safe harbor is not met, the taxpayer must treat the uncapitalized variances and 
uncapitalized under or over-applied burdens as section 471 costs and allocate them based upon the 
book methodology.  

The regulations generally provide that section 471 costs are the amounts incurred for federal income 
tax purposes.16 However, under the alternative method a taxpayer is permitted to use the amount of 
costs incurred for book purposes as section 471 costs. In that case, the regulations require the taxpayer 
to treat book-to-tax adjustments (whether positive or negative) as additional 263A costs.17  

Pre-Production Ratio  

The denominator of the pre-production ratio is pre-production section 471 costs. Pre-production section 
471 costs are the direct material costs that are incurred during the tax year.18 Pre-production section 
471 costs also include property acquired for resale and property produced under contract for the 
taxpayer.  

The multiplicand of the pre-production ratio includes the pre-production section 471 costs defined 
above that are incurred during the year and that remain in inventory at year-end. Direct material costs 

                                                        
 
 
14  Section 1.263A-1(d)(2)(iv)(C). Note also that resellers must determine whether all direct costs are sufficiently capitalized 

under the book method section 471 method. For example, resellers must determine whether cash or trade discounts and 

transportation costs are more than five percent of the acquisition cost of the goods recorded for book purposes. 
15  Section 1.263A-1(d)(2)(v)(C). 
16  Section 1.263A-1(d)(2). 
17  Section 1.263A-1(d)(2)(iii)(B). 
18  Section 1.263A-2(c)(3(ii)(B)(2\). 
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do not include direct materials in WIP or finished goods inventories, only direct materials that have not 
yet entered the production process.  

The numerator of the pre-production ratio is pre-production additional section 263A costs. Pre-
production section 263A costs include allocable indirect costs incurred prior to production if it is 
reasonably likely that production will occur in the future. Thus, if it is expected that indirect costs will 
directly benefit or be incurred by reason of future production activities, the costs must be treated as pre-
production section 263A costs. These types of costs generally include purchasing, storage, handling, 
and similar costs. For example, manufacturers must capitalize the cost of storing and handling raw 
materials before the materials enter the production process.19 Pre-production additional section 263A 
costs will include allocable mixed service costs as well as costs allocable to property acquired for resale 
and property produced under contract.20 

Production Ratio 

The numerator of the production ratio includes all indirect additional section 263A costs incurred during 
the tax year, including allocable mixed service department costs, which are not treated as pre-
production additional section 263A costs. In addition, a taxpayer must include “residual pre-production 
additional section 263A costs” in the numerator of the production ratio. Residual pre-production costs 
are pre-production additional section 263A costs less the amount of pre-production additional section 
263A costs that are allocated to direct materials in ending inventory.21  

The denominator of the production ratio includes all production section 471 costs incurred during the 
tax year less pre-production section 471 costs incurred during the year.22 The denominator also 
includes a direct material adjustment, which includes (1) section 471 direct material costs that had not 
entered production as of the beginning of the tax year, plus (2) direct materials purchases incurred 
during the year, less (3) direct material costs that have not yet entered production at the end of the tax 
year.  

Mixed Service Costs 

The numerators of the pre-production and production ratios under the MSPM must include an allocable 
portion of mixed service department costs. Mixed service department costs are those indirect costs that 
partially benefit production activities and partially benefit deductible activities such as sales, marketing, 
or advertising. Examples of mixed service departments include information technology, human 
resources, or accounting. The section 263A regulations have long permitted taxpayers to allocate 
mixed service costs to production activities using the direct reallocation method; step-allocation method, 
using reasonable factors or relationships; or the simplified service cost methods (the most common).  

                                                        
 
 
19  Section 1.263A-2(a)(3)(ii).  
20  Section 1.263A-2(c)(3)(ii)(B)(1). 
21  Section 1.263A-2(c)(3)(ii)(D)(2). 
22  Section 1.263A-2(c)(3)(ii)(D)(3). 
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A taxpayer that uses the direct reallocation method, step-allocation method, or reasonable factors and 
relationships must use a reasonable method to allocate mixed service costs between production and 
pre-production additional 263A costs under MSPM.23 Taxpayers that elect to use the simplified service 
cost method (either using a labor-based or production cost allocation ratio) must allocate capitalizable 
mixed service costs to pre-production activities using either a direct material cost or a labor cost 
allocation method.24 The capitalizable mixed service costs are allocated to pre-production activities 
based upon the proportion of direct material costs to total 471 costs incurred during the tax year or 
based upon the proportion of pre-production labor costs to total labor costs incurred during the tax year. 
Any capitalizable mixed service costs not allocated to pre-production activities are included in the 
taxpayer’s production absorption ratio. The final regulations provide a new de minimis rule: If 90 percent 
or more of a taxpayer’s capitalizable mixed service costs are allocated to either pre-production or 
production additional 263A costs, the taxpayer may elect to allocate 100 percent of its capitalizable 
mixed service costs to the respective category.25  

Last-In, First-Out (“LIFO”) 

Taxpayers using the LIFO method may use the MSPM.26 A LIFO taxpayer using the MSPM must 
compute a combined absorption ratio by taking the sum of the amount of additional 263A costs 
allocated to pre-production and production section 471 costs on hand at year-end divided by total pre-
production and production section 471 costs on hand at year-end. The combined ratio is applied to the 
LIFO increment, if any, for the year. 

Historic Absorption Ratio Election (“HAR”) 

The final regulations permit a taxpayer using the MSPM to make a HAR election if the taxpayer has 
been using the MSPM for its three most recent consecutive years.27 A taxpayer that makes a HAR 
election using MSPM computes a separate three year average for the pre-production ratio and for the 
production ratio. The taxpayer does not compute the average using a combined ratio. The taxpayer 
may use the HAR pre-production and production ratios for the five year qualifying period. If in the re-
computation year (the year following the qualifying period), either the pre-production or production 
ratios are not within one-half of one percentage point of the actual ratios, the taxpayer must start a new 
three year test period using the actual pre-production and production ratios each year.  

A LIFO taxpayer making a HAR election computes a combined HAR by dividing total additional section 
263A costs incurred during the test period (prior three years) by total section 471 costs remaining on 
hand at year-end for the test period. The same re-computation period and qualifying periods apply to 
LIFO taxpayers. 

                                                        
 
 
23  Section 1.263A-2(c)(3)(iii)(A). 
24  Section 1.263A-2(c)(3)(iii)(B). 
25  Section 1.263A-2(c)(3)(iii)(C). 
26  Section 1.263A-2(c)(3)(iv). 
27  Section 1.263A-2(c)(4). 
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Summary and Conclusion 

The final section 263A regulations add significant complexity to inventory computations and will place 
significant burdens on taxpayers that have no practical alternative to accounting for negative 
adjustments under the simplified methods. Taxpayers that are precluded from including negative 
adjustments in the numerator (for example, if the de minimis test for direct costs or the variance safe 
harbor test are not met) under any of the simplified methods are now required to choose between the 
following alternatives: (1) continue using the simplified method but remove deductible section 471 costs 
from inventory using a reasonable method that approximates the manner in which the costs were 
originally capitalized; or (2) use a burden rate or standard cost method, or other reasonable facts and 
circumstances based method, as currently described in the regulations. Any taxpayer using a simplified 
method (including resellers) is now required to carefully review its book inventory costing methods to 
ensure that all direct costs are properly capitalized for book purposes and, if they are not, to determine 
whether the five percent de minimis and safe harbor provisions may be used to treat those amounts as 
negative adjustments. If the section 471 book costing rules are not satisfied the taxpayer may consider 
filing an accounting method change to change its book inventory costing methodologies due to the fact 
that the taxpayer likely will not have the resources to determine the precise rates at which the costs 
were originally capitalized as part of the book method.  

In addition to satisfying the section 471 direct costing rules, producers that will change to the new 
MSPM will be required to identify pre-production and production related additional section 263A costs 
and section 471 costs. Producers will also be required to allocate mixed service department costs 
between pre-production and production activities under the methods described in the regulations.  

Taxpayers that choose not to use either the traditional SPM or the MSPM may use a facts and 
circumstances method as described in section 1.263A-1(f). Taxpayers may use a specific identification 
method, a burden rate, standard cost, or any other reasonable method under this section. With respect 
to standard cost or burden rate methods, the regulations require taxpayers to allocate costs at the unit 
level using predetermined rates and allocate any significant variances to property produced. The 
implementation of standard cost or burden rate methods in accordance with the regulations can be 
difficult and typically requires coordination with the taxpayer’s cost accountants to appropriately 
determine and allocate costs using predetermined rates. Moreover, the IRS rejected the use of self-
developed variations of the simplified formulas. For example, an allocation of additional 263A costs 
between ending inventory and cost of goods sold using turnover of direct labor dollars would be 
considered a self-developed method. The IRS often objects to self-developed methods on the grounds 
that they are not reasonable under section 1.263A-1(f)(4) because (1) the total costs actually 
capitalized during the year differ from the aggregate costs that would be capitalized using another 
permissible method, or (2) the allocation method is used to circumvent the requirements of the 
simplified methods. The IRS reasons that the traditional SPM was intended as the safe harbor method 
for taxpayers that cannot adopt the more complex facts and circumstances methods. Thus, it is 
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apparent that the IRS will rarely accept self-developed variations of the simplified formulas as 
reasonable allocation methods under the regulations.28  

Due to the complexity and difficulty in applying facts and circumstances methods, most taxpayers 
historically have not used these methods to allocate additional 263A costs. With the issuance of the 
final section 263A regulations and the new MSPM, the IRS has now made allocating additional section 
263A costs much more difficult. Taxpayers will have to carefully review their book inventory costing and 
expense accounts to ensure compliance with the new rules.  
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The information in this article is not intended to be "written advice concerning one or more federal tax matters" subject to the requirements 

of section 10.37(a)(2) of Treasury Department Circular 230 because the content is issued for general informational purposes only. The 

information contained in this article is of a general nature and based on authorities that are subject to change. Applicability of the 

information to specific situations should be determined through consultation with your tax adviser. This article represents the views of the 

author or authors only, and does not necessarily represent the views or professional advice of KPMG LLP. 

                                                        
 
 
28  See, for example, PLR 200437035, PLR 9821001 and PLR 9717002. 
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