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Long-term contract Regulations: Endless

complexity and planning opportunities

by LESLIE ]J. SCHNEIDER and MICHAEL F. SOLOMON

Newly issued Regulations implement restrictions on the operation of the completed contract

method of accounting for long-term contracts and apparently will serve as the model for the

recently proposed uniform capitalization rules. The authors analyze the implications for

contractors, manufacturers and those subject to the uniform rules.

N 1/6/86, the Service issued final

Regulations under Section 451,
dealing with accounting for long-term
contracts. These Regulations implement
the Tax Equity and Fiscal Responsibility
Act of 1982 (TEFRA), P.L. 97-248,
9/3/82, to restrict the operation of the
completed contract method of accounting
for long-term contracts. Perhaps even
more significantly, these Regulations
would provide the model for the uniform
capitalization rules for all activities involv-
ing the production or manufacture of real
or personal property under Sections 904
and 905 of the House-passed version of the
1985 tax bill (“H.R. 3838”) and for all
such production or manufacturing ac-
tivities and for wholesalers and retailers
under the tax proposals considered by the
Senate Finance Committee in March and
April 1986." Thus, these Regulations are
particularly significant, even if the com-
pleted contract method of accounting is
repealed for most long-term contracts as
has been proposed in H.R. 3838 (but not
in the proposals considered by the Senate
Finance Committee).

The changes embodied in these Regula-
tions are highly complex. Moreover, in
many instances, the rules will be applica-
ble to taxpayers who have extended period
long-term contracts but do not use one of
the special long-term contract methods of
accounting (i.e., the completed contract
method or the percentage of completion
method).

The new long-term contract Regula-
tions make changes in three principal

areas: (1) the severing and aggregating of

long-term contracts; (2) determining the
time -of completion of a long-term con-
tract; and (3) the costing of and applica-

bility of inventory accounting rules to
long-term contracts.

Severing, aggregating contracts

One of the more interesting and com-
plex aspects of the Regulations is their at-
“tempt to deal with the determination of
the scope of a long-term contract. The
Regulations deal with this question by
using the concept of severing and aggre-
gating long-term contracts which is ap-
plied at several different levels of analysis.
Thus, the Regulations both continue and
expand upon the prior Regulations’ provi-
sions that require certain long-term con-
tracts to be either severed into multiple
contracts or aggregated into a single con-
tract based on principles of substance over
form. These provisions are embodied in
Reg. 1.451-3(e).

Formal severing and aggregaling rules. As
noted above, the Regulations continue the
rule of prior Regulations that in order to
clearly reflect income, it may be necessary
to treat one contract as several agreements
or several contracts as one agreement.
However, in a departure from prior Regu-
lations, the new Regulations make clear
that only the Service can initiate the sever-
ing and aggregating rules.”? The Regula-
tions also note that the use of the severing
and aggregating rules is not limited to
cases in which a long-term contract
method is used. Thus, for example, the
Service may apply these rules to taxpayers
using the accrual-shipment or accrual-
acceptance method of accounting. How-
ever, in light of the contemporaneous
amendment to Reg. 1.451-5(b), which
provides that an accrual-basis taxpayer
must accrue gross profit as each unit

under a contract is shipped or accepted, it
is difficult to envision situations under the
accrual method where it will be in the
Service’s interest to sever a single long-
term contract. In contrast, the possible
aggregation of several single unit contracts
may be of concern to accrual-basis tax-
payers where the sale of the earlier units
will produce a loss.

With respect to the severing of a single
contract into two or more contracts, Reg.
1.451-3(e)(1)(ii) states that factors to be
taken into account include: (1) whether
the contract contemplates separate de-
liveries or acceptances of units under the
contract; (2) whether there is a business
purpose for entering into a single contract
rather than multiple contracts; (3]
whether the units under the contract are
independently priced; (4) the customary
commercial practice for the type of con.
tract involved; (5) the dealings betweer
the parties to the contract; (6) the nature
of the subject matter; (7) the number o
units contracted for; and (8) the contem.
plated time between the completion o
each unit. Furthermore, the addition o
units by a change order or by the exercist
of an option typically is considered to be :
separate contract from the original agree
ment.

The Regulations contain several exam
ples of when a single long-term contrac
should be severed. Unfortunately, it is dif
ficult to distill many general principle:
from these examples. Under Example 1 i1
the Regulations, a taxpayer construct
under a single contract three differen
houses in three different locations for th
same developer; the houses will be place:
in service in three different years. The tax
payer is treated as having entered int
three separate contracts. In contrast, i
Example 4, a contract to build a ten-stor
office building that is completed in tw
phases, three floors in one year and seve
floors the next year, is not severed into tw:
separate contracts for three floors an:
seven floors, respectively.

One might conclude from these exarr
ples that severance will not occur unles:
at a minimum, there is a multi-unit cor
tract. However, this inference is quickl
dispelled by Example 5, where the cor
tract in Example 4 is modified by a late
agreement to postpone completion of th
remaining seven floors of the building fc
at least two years. In this case, the sing!
contract is severed into two contracts: (1
the original contract for ten floors up t
the time of the agreement to postpor
completion of the remaining seven floor:
and (2) the separate agreement to con



plete the remaining seven floors. In light
of the wording of the example, presum-
ably all of the costs incurred prior to the
amendment of the contract would be al-
locable to the first contract even though
they relate to construction of the last seven
floors. This is in contrast to the severance
of the contract in Example 1, where sever-
ance occurs from the inception of the con-
tract and creates a need to allocate costs
among the three contracts from the begin-
ning.

An analysis of these examples does not
suggest that a single multi-unit contract
will ordinarily be severed where the units
under the contract are equally priced.
However, H.R. 3838, which would require
the use of the percentage of completion
method for most long-term contracts,
takes a conflicting view,” and would re-
quire most taxpayers to account for long-
term contracts (i.e., manufacturing or con-
struction contracts that take more than
one year to complete) under the percent-
age of completion method, rather than
under either the completed contract
method or the accrual method.

The remaining examples on severance
illustrate two additional principles: (1)
change orders or options normally create
a new, separate contract; and (2) a con-
tract with two subject matters may be
severed. The latter principle is somewhat
confusing because, as discussed separately
below, there are special time-of-comple-
tion rules for contracts with multiple sub-
ject matters that presume that the formal
severance rules are inapplicable.

The new long-term contract Regula-
tions also contain rules for determining
when two or more long-term contracts
should be aggregated. Separate contracts
will not be aggregated unless there is no
business purpose for entering into sepa-
rate contracts, rather than one contract.
Evidence that two contracts should be ag-
gregated is that one would not have been
entered into on the terms agreed upon but
for the other. However, the mere expectation
that another agreement will be entered
into does not cause the two agreements to
be aggregated, according to Reg. 1.451-
3(e)(1)(vii).

The impression one gets from reviewing
these rules and the accompanying exam-
ples is that the IRS is concerned that tax-
payers arc creating a loss on units that
have a front-end learning curve which will
be offset by profits earned on later units
produced as part of the same basic activ-
ity. Business factors generally make this
an unrealistic concern and, as a result, the
aggregation rules seem far less important
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to taxpayers than do the severance rules.

Multiple activities. The long-term contract
Regulations have always provided that
only income and expenses from long-term
contracts may be reported on a long-term
contract method. However, it was not
until these new Regulations that there was
an express requirement to allocate income
and expenses within a single long-term
contract between long-term contract and
non-long-term contract activities.* This
provision operates as a form of severance
that operates independently of the sever-
ance rules discussed earlier. Moreover,
this provision is contrary to the way most
taxpayers previously accounted for these
non-long-term contract activities em-
bodied in a single long-term contract
where such activities were incident to and
necessary for the long-term contract man-
ufacturing or construction activities.

The Regulations do not provide any
guidance on when multiple activities
within a single long-term contract should
be allocated between qualifying activities
and nonqualifying activities. Instead,
these provisions appear to be an out-
growth of Revenue Rulings and published
letter rulings dealing with what kinds of
activities qualify for long-term contract
treatment.* The Rulings are premised on
the requirement in the Regulations that a
taxpayer be engaged in construction, in-
stallation, or manufacturing activities in
order to be eligible to use a long-term con-
tract method. These Rulings have inter-
preted the definition of a long-term con-
tract as precluding long-term contract
treatment for engineering, design and
other types of service contracts that do not
involve construction or manufacturing ef-
fort. However, even though nonconstruc-
tion service contracts are ineligible for
long-term contract reporting, there is still
the issue of whether such services become
eligible for long-term contract reporting if
they are included as an integral part of
construction or manufacturing activities.
For example, if a research and design con-
tract for a new product does not qualify as
a long-term contract because the con-
tractor does not actually manufacture the
product, do research and design services
provided incident to a single long-term
contract that calls for the production of
products qualify for long-term contract re-
porting?

Unless the formal severance rules ap-
plied under the prior Regulations, non-
construction services rendered incident to
construction or manufacturing activities in
a long-term contract were eligible for
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long-term contract reporting. Thus, for
example, while the Service ruled in Rev.
Rul. 84-32, 1984-1 CB 29, that a painting
contract would not qualify for long-term
contract treatment, there can be little
doubt that painting services provided by a
general contractor (either directly or
through a subcontractor) in connection
with a long-term contract to construct an
office building would qualify for long-term
contract reporting. In fairness, however, it
was not clear whether the Service agreed
with such a premise in all circumstances.®
In any event, under the new Regulations,
the Service appears to have a stronger
basis for segregating non-construction ac-
tivities within an otherwise qualifying
long-term contract. Nevertheless, it would
seem unrealistic and impractical to segre-
gate essential services that are incident to
construction or manufacturing activities
merely because the services themselves do

e Long-term contract Regs. o

not entail construction or manufacturing.
Unfortunately, it is not clear what stand-
ards the Service will apply in implement-
ing this form of severance under the new
Regulations.

Time of completion

The new Regulations continue to follow
the standard that a long-term contract is
not considered completed until the con-
tract is finally completed and is accepted
by the customer. However, a new section
has been added to the Regulations detail-
ing the factors to be taken in account in
determining the time of completion. Ac-
cording to Reg. 1.451-3(b)(2)(1)(B), such
factors include: (1) the manner in which
the parties to the contract deal with each
other; (2) how the parties deal with the
contract subject matter; (3) the condition
and state of readiness of the subject mat-
ter; (4) the nature of any remaining work
to be done under the contract; and (5) the
extent of the use of the contract subject
matter (except for use for testing pur-
poses).

In addition, one contingency that will
not postpone contract completion is a con-
tract term requiring supervision of instal-
lation or assembly, where it is the cus-
tomer’s responsibility to install or
assemble the contract subject matter and

[Leslie J. Schneider and Michael F. Solomon, of
the D.C. Bar, are members of the Washington,
D.C. law firm of Ivins, Phillips & Barker,
Chartered. Mr. Schneider is the author of Fed-
eral Income Taxation of Inventories (three
volumes, Matthew Bender). Mr. Solomon ts also
an adjunct professor of Federal Income Tax Ac-
counting at Georgetown University Law Center.]
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under contract law the subject matter may
be accepted prior to installation or assem-
bly. The Regulations also provide that
contract completion will be determined
without regard to the fact that contingent
compensation will be earned in the future
if the subject matter performs in ac-
cordance with certain standards.

A review of the examples contained in
the Regulations suggests that usage of the
contract subject matter by the customer,
apart from testing, is fairly conclusive that
the contract is considered completed. This
conclusion does not appear to be altered
by the contractor’s need to make minor
repairs, an unfulfilled requirement to ob-
tain a certificate of completion or the re-
quirement to obtain a governmental certi-
fication of completion which has not yet
been obtained.

While most of the examples appear to
be based on the principles contained in
the substantive provisions of the Regula-
tions, Example 4 of Reg. 1.451-3(b)(2)(i)
(C) seems difficult to explain without rely-
ing on a ‘“‘substantial completion” stand-
ard that has long been rejected in the
long-term contract Regulations. In this
example, a contract to construct a shop-
ping center and an adjoining parking lot is
considered to be completed when the
shopping center and three-quarters of the
parking lot are open to the public. It is
clear from the facts in the example that
the parking lot is not finished and, there-
fore, the contract had not been finally
completed and accepted. Moreover, there
is no suggestion in the example that the
parking lot is a separate subject matter
from the shopping center. Accordingly, if
use or occupancy of a portion of the con-
tract subject matter by the customer
causes the contract to be considered com-
pleted, this example has rather far-reach-
ing implications.

Severance by subject matter. The Regulations
contain a new section designed to prevent
long-term contracts from being held open
indefinitely by attaching collateral or sub-
sidiary obligations to a basic construction
or manufacturing contract. The Regula-
tions accomplish this result by adopting
the approach of dividing a single contract
into separate subject matters. If, after ap-
plying the severance rules in Reg. 1.451-
3(e), a contract is treated as a single con-
tract but the contract calls for the con-
struction or production of one or more
units that are the primary subject matter
of the contract and other items that are
not the primary subject matter, failure to
complete the latter items does not prevent

the primary subject matter from being
consjdered completed.” There is an illus-
tration of the application of this rule with
a contract that calls for the production of
an aircraft, as well as for the production of
spare parts or a training manual. In this
case, the contract for the production of the
aircraft will not be held open merely be-
cause the spare parts or training manual
are not completed.

It is important to distinguish between
these rules and both the formal severance
rules and the rules for allocating income
among qualifying and nonqualifying ac-
tivities. This distinction is important be-
cause ‘the accounting treatment under
each approach varies considerably. If ‘a
contract is formally severed into two or
more contracts under Reg. 1.451-3(e),
each severed contract must qualify on its
own as a long-term contract. If either or
both severed contracts fail to qualify as a

"long-term contract, such contract may not

be accounted for under a long-term con-
tract method ab initio. Similarly, if a con-
tract is not severed, but an allocation is
required among qualifying and nonquali-
fying activities, the nonqualifying ac-
tivities may not be accounted for under a
long-term contract method ab initio.

In contrast, if the primary subject mat-
ter rules apply, they do not prevent the
non-primary subject matter from being
accounted for under a long-term contract
method until the point when the primary
subject matter is completed. At that point
in time, if the non-primary subject matter
is not completed, an allocable portion of
the contract revenues and costs must be
separated from the qualifying portion and
must be accounted for under a non-long-
term contract method. If units of the non-
primary subject matter have already been
shipped, an immediate income recognition
would be required. However, the primary
subject matter rules (as they apply to the
non-primary subject matter of a long-term
contract) appear to be more advantageous
to taxpayers than either the formal sever-
ance rules or the activity allocation rules
because no income recognition would be
required until the primary subject matter
is completed. This is not true under the
other severance rules. The Regulations
suggest that in some circumstances the
entire contract price may be allocated to
the primary subject matter of the contract.

. In such a case, this subject matter rule

might postpone the deduction of certain
costs attributable to the non-primary sub-
ject matter while requiring all revenues to
be reported when the primary subject
matter is completed. This result would

appear difficult to sustain if no revenues
were to be allocated to this non-primary
subject matter of the contract.

One of the more ambiguous aspects of
the Regulations is the determination of
whether the primary subject matter rules
apply, rather than any of the other sever-
ance rules. The reason this determination
is so difficult to make is that the Regula-
tions provide absolutely no guidance in
distinguishing between the primary and
non-primary subject matter of a long-term
contract. For example, with reference tc
the various examples in the Regulations
discussed above, can multiple units undet
a single contract be considered separate
subject matters? Are a parking lot and &
shopping center separate subject matters!
Are the design phase and the constructior
phase of a single contract considered to be
separate subject matters?

The Regulations do not answer thest
questions. They merely provide that th
inability to determine which of two sub
ject matters is the primary subject matte:
would be considered evidence that th
contract should be severed under Reg
1.451-3(e) because there is no busines
purpose for entering into a single contract
However, the example in the Regulation
which illustrates these principles results i
the severance of a multi-unit machine an
spare parts contract into two separat
contracts on facts remarkably similar t
the example in the Regulations which il
lustrates the application of the primar
subject matter rules.® Since these cor
clusions are mutually exclusive, it is sig
nificant that the only discernible differ
ence between the two examples is that i
the severance example it is stated that th
portion of the contract price allocable t
the spare parts is not insubstantial. Neves
theless, the primary subject matter rule
do not indicate that such a fact woul
preclude application of such rules. Thu
it is unclear which set of rules woul
prevail. Moreover, further heightening tk
uncertainty, the rules requiring the alloc:
tion of income among activities in Rej
1.451-3(a)(3) have potential application i
each of these situations, but this poss
bility is also not addressed in the Regul:
tions. In view of these uncertainties, thes
is likely to be considerable audit co1
troversy and litigation over these que
tions in the years to come.

New costing rules

The new Regulations have their mo
significant impact in the area of identif
ing which costs are attributable to lon
term contracts and allocating such costs



particular long-term contracts. Specifi-
cally, they: (1) impose new cost allocation

rules for taxpayers entering into extended.

period long-term contracts; (2) require
these new cost allocation rules to be used
by certain taxpayers accounting for ex-
tended period long-term contracts under
an accrual method of accounting with in-
ventories; and (3) establish specific rules
(applicable to both extended period and
non-extended period long-term contracts)
for identifying the particular cost of an
item which is attributable to a long-term
contract.

Allocation of costs to extended period and non-
extended period long-term contracts. The Regu-
lations differentiate between two classes of
long-term contracts—extended period
long-term contracts and non-extended pe-
riod long-term contracts. This differentia-
tion is important since two rather dis-
parate sets of cost allocation rules are
found in the Regulations and the applica-
tion of each set depends upon whether or
not a contract is an extended period long-
term contract.

An extended period long-term contract
is generally defined as any long-term con-
tract (i.e., a building, installation, con-
struction or manufacturing contract which
is not completed within the taxable year
in which it is entered into) that the tax-
payer estimates at the time the contract is
entered into will not be completed within
two years from the date (defined as the
“contract commencement date’’) the tax-
payer first incurs any costs (other than
bidding or negotiating costs) allocable to
such contract.’ If a taxpayer estimates

"H.R. 3838, 99th Cong., 1st Sess. (1985). Joint Com-
mittee on Taxation, Tax Reform Proposals in Connection
with Commitlee on Finance Markup (JCS-8-86), 3/18/86.
?Reg. 1.451-3(e)(1)(i)(C). See, however, the last two
sentences ol Reg. 1.451-3(e)(3)(iii) lor the one instance
in which the taxpayer is allowed to sever a single long-
term contract.

*See H. Rep’t, No. 99-426, 99th Cong., 1st Sess. 630
(1985).

“Reg. 1.451-3(a)(3).

5 See Rev. Ruls. 70-67, 1970-1 CB 117; 80-18, 1980-1
CB 103; and 82-134, 1982-2 CB 88.

¢ For example, in Ltr. Rul. 8546002, the Service ruled
that architectural and design services rendered by a
subsidiary to its parent incident to a construction con-
tract between the parent and a customer did not qual-
ily for the completed contract method.

"Reg. 1.451-3(b)}(2)(ii)(A).

" (f. Reg. 1.451-3(¢)(2) Example (7), with the example
in Reg. 1.451-3(b)(2)(ii)(B).

" The Regulations require that the taxpayer use the
extended period cost allocation rules to determine
when a cost is first incurred for determining the con-
ract commencement date. Presumably, if a contract is
estimated to he completed within the two-year period,
the extended period cost allocation rules are then ig-
nored for all other purposes. Additionally, if the date
costs are [irst incurred is not determinable, the date
the contract is entered into is deemed to be the con-
tract commencement date, unless the taxpayer estab-
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that a contract will be completed within
the applicable two-year period, such con-
tract will not be reclassified as an ex-
tended period long-term contract if the
contract takes longer than the two-year
period to complete and the taxpayer could
reasonably have expected the contract to
be completed within the two-year period.
A taxpayer’s estimate will not be consid-
ered to be unreasonable if the contract is
not completed within the time period pri-
martly because of unforeseeable factors
(defined as abnormal factors that could
not reasonably be anticipated) not within
the control of the taxpayer. A taxpayer is
required to maintain records which sup-
port the reasonableness of the estimate,
and the Regulations give special weight to
contractual provisions specifying a com-
pletion date where bona fide penalties are
imposed if such date is not met. This esti-
mation procedure and the determination
of what delaying factors should reason-
ably be anticipated at the commencement
of a contract will undoubtedly spawn nu-
merous audit disputes. However, the esti-
mation rule is certainly beneficial to tax-
payers, since a purely objective two-year
“look-back” rule would allow no contracts
completed after the applicable two-year
period to escape the extended period cost-
ing rules.

There are two exceptions to the defini-
tion of an extended period long-term eon-
tract discussed above. Both of these excep-
tions are applicable only to contracts
involving building, construction, erection
or installation of improvements to real
property.'® The first exception applies to
construction contracts that the taxpayer

lishes a later date to the satisfaction of the district di-
rector, or unless the taxpayer delayed entering into the
contract principally to avoid the extended period con-
tract rules. See Reg. 1.451-3(b)(3)(i). A special rule to
determine when costs are first incurred is provided for
subassemblies or components produced by the tax-
payer, and in a Proposed Regulation, for subassem-
blies or components produced by an affiliate of the
taxpayer (where intercompany profit is deferred). See
Reg. 1.451-3(b)(3)(v) and Prop. Reg. 1.451-3(b)(3)(v).
' The preamble states that construction contracts
which qualify [or this exception must be related to real
property. However, a contract invoiving the construc-
tion of a ship may still qualify as a long-term contract
il the contract is not completed within the taxable year
it is entered into.

" A special rule is provided where a taxpayer both
manufactures an item (such as an elevator) and in-
stalls the item as an improvement to real property. If
the manulacturing and installation activities are esti-
mated to take longer than three years to complete, the
entire contract is an extended period long-term con-
tract. If such activities are estimated to take less than
two years, no portion of the contract is an extended
period long-term contract. If completion is estimated
at between two and three years, the manufacturing
portion of the contract is treated as an extended period
long-term contract even il the manufacturing activities
(but not installation) are estimated to be completed
within two years; and the installation portion of the
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reasonably - estimates will be completed
within a three-year (rather than two-year)
period.!"" The second exception is one pro-
vided for ‘“‘small taxpayers” having aver-
age annual gross receipts over the three
taxable years preceding the taxpayer year
the contract is entered into of $25 million
or less. For purposes of this gross receipts
test, all gross receipts of trades or busi-
nesses under common control of the tax-
payer are aggregated, and a taxpayer is
attributed construction gross receipts from
persons owning a 5% or greater interest in
the taxpayer or from persons in which the
taxpayer owns a 5% or greater interest.'
Once it is determined whether a con-
tract is an extended period long-term con-
tract or a non-extended period long-term
contract, the Regulations then provide de-
tailed rules as to which costs must be al-
located to each such contract and which
costs may be deducted as period costs.
Non-extended period long-term contracts
continue to be governed by the allocation
rules contained in the prior long-term
contract Regulations, consistent with the
legislative history of TEFRA which pre-
cludes changes in the period cost rules
with respect to non-extended period con-
tracts. However, three ‘‘clarifying”’
changes are made in these provisions.
First, the amount of depreciation, amorti-
zation and cost recovery allowances which
must be allocated to a non-extended pe-
riod long-term contract is the amount re-
ported for financial purposes, but not in
excess of the amount allowed for tax pur-
poses. There was no such express limita-
tion in the prior Regulations, although
presumably the same rule applied. Sec-
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contract is not treated as an extended period long-
term contract. See Reg. 1.451-3(b)(3)(ii). To avoid this
anomaly, taxpayers are given the choice ol severing a
single manulacturing and installation contract, but
only il all such contracts are consistently severed and
there is an appropriate allocation of gross contract
price between manulacturing and installation. Pre-
sumably, taxpayers are well advised to aliocate the
contract price in the underlying agreement.

'? Trades or businesses under common control means
any group ol trades or businesses that is either a “par-
ent-subsidiary group under common control” as de-
fined in Reg. 1.52-1(c), a “‘brother-sister group under
common control” as defined in Reg. 1.52-1(d), or a
“combined group under common control” as defined
under Reg. 1.52-1(1). See Reg. 1.451-3(b)}(3)(iii}{B).
Detailed constructive ownership rules to be used in de-
termining whether a 5% or greater interest is owned in
or by the taxpayer are set [orth in Regs. 1.451-3(b)
(3)(iii)(c)(3) and (c)(4). These gross receipt rules also
provide: (1) that intra- and intercompany transactions
are to be eliminated, thus preventing double counting
for trades or businesses under common control; and
(2) that gross receipts do not include the cost of direct
materials supplied by the party for whom the contract
is being performed unless the contractual arrangement
resulting in the cost of direct materials not being rep-
resented in the gross contract price is entered into [or
the principal purpose of reducing the contractor’s
gross receipts. Reg. 1.451-3(b)(3)(iii)(A).
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ond, a definition is provided for equip-
ment and facilities which are temporarily
idle. An asset is not considered to be
temporarily idle on non-working days,
and an asset used in construction is con-
sidered to be idle when it is not en route to
or not located at a job-site. Third, the pro-
vision dealing with those employee benefit
expenses which are treated as period costs
has been rewritten to clarify the applica-
tion of certain recent legislative changes
(particularly the enactment of Section
404A).

In contrast, for extended period long-
term contracts, a completely new set of
cost allocation rules is presented in the
Regulations. Direct material and direct
labor costs which must be allocated to ex-
tended period contracts are the same as
the direct costs which must be allocated to
non-extended period contracts. The in-
direct costing rules are substantially dif-
ferent, however. In addition to all of the
indirect costs required to be allocated to
non-extended period contracts, the follow-
ing costs must also be allocated to ex-
tended period long-term contracts to the
extent attributable to the performance of
extended period long-term contracts:

1. Depreciation, amortization and cost
recovery allowances on equipment and fa-
cilities used in the performance of ex-
tended period long-term contracts to the
extent allowed for tax purposes (even if in
excess of the comparable allowances for fi-
nancial purposes).

2. Depletion (whether or not in excess
of cost).?

3. Direct and indirect costs incurred by
any administrative, service, or support
function or department (as discussed in
detail below).

4. Compensation paid to officers at-
tributable to services performed on partic-
ular. extended period long-term contracts
(not including selling), presumably even if
such services are incidental or occasional
since there is no exception for incidental
or occasional services of this type as is
provided for non-extended period con-
tracts.

5. All employee benefits other than
contributions to or under a pension or an-
nuity plan allowable as a deduction under
Section 404 (or 404A) to the extent such
contributions represent past service
costs.

6. Research and experimental expenses
directly attributable to an extended period
long-term contract already entered into or
incurred under an agreement to perform
research and experimentation. '’

7. Rework labor, scrap and spoilage to
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the extent incurred in the performance of
extended period long-ierm contracts.

8. Bidding expenses incurred in the so-
licitation of particular extended period
long-term contracts ultimately awarded to
the taxpayer.

Two particular comments concerning
these additional costs are in order. First,
all bidding expenses paid or incurred in
soliciting an extended period long-term
contract must be deferred and either as-
signed as an indirect cost of the contract if
the contract is awarded to the taxpayer or
deducted in the year the contract is
awarded to another person. Special rules
are provided for abandoning bids and
partial awards. Of particular concern,
however, is the fact that at the time a tax-
payer incurs bidding expenses, it may not
know whether the ultimate contract will
be an extended period or non-extended
period contract. If the contract is not an
extended period contract, the bidding ex-
penses are deducted as incurred. If, how-
ever, the contract is an extended period
contract, the costs are not deducted until
the contract is awarded (assuming it is
awarded to another). Should a taxpayer
defer all bidding expenses until it is clear
whether the underlying contract is an ex-
tended period or non-extended period
contract? Alternatively, should the tax-
payer’s judgment be subject to a reason-
ableness standard at the time any such
bidding expenses are incurred? No an-
swers to these questions are provided.

Second, curiously absent from the list of
allocated extended period contract costs
are product development costs not other-
wise described in Section 174. There is
perhaps more justification for allocating
these costs to extended period contracts
than research and experimental costs gen-
erally. Accordingly, such costs will likely
be allocated to particular extended period
contracts under the general rule that costs
not listed in either Reg. 1.451-3(d)(6)(ii)
or (iii) should be classified on the basis of
the classification afforded the most similar
type of cost.

The most dramatic departure from
prior accounting practice is the inordi-
nately complicated set of rules contained
in Reg. 1.451-3(d)(9), which provide guid-
ance in allocating administrative, service
and support costs to extended period con-
tracts. Previously, tax accounting princi-
ples generally required only those costs

- associated with a function or department
which was directly related to the acquisi-
tion or construction of an asset to be capi-
talized in the cost of such asset.'® The
Service, however, stepped back from this

direct relationship in at least one put
lished Ruling, Rev. Rul. 73-580, 1973-2 C
86, which held that a portion of the ir
direct costs of in-house legal and profes
sional staff personnel must be allocated t
the capitalized cost of certain mergers an
acquisitions which were consummate
with the help of such legal and profe:
sional staff. The Ruling apparently r
quired only the allocation of employe
salaries, although its basic premise is ver
close to the policy underlying the rule «
Reg. 1.451-3(a)(9), t.e., allocate all costs t
revenue producing and production a¢
tivities or asset acquisition accounts. Tk
new Regulations adopt the Service’s af
proach in Rev. Rul. 73-580 and take it or
step further by requiring a portion of all
the costs incurred by administrative an
support services (both direct—it.e
labor—and indirect costs—i.¢., ove:
head—of such services) to be allocated 1
extended period long-term contracts. ]
satisfying this new requirement, three ca
egories of administrative and support ser
ice costs are effectively established: (0
those costs which must be wholly all
cated to extended period contracts; (:
those costs which are not allocated to e
tended period contracts; and (3) tho:
costs which must be apportioned betwes
extended period contracts and other pr
duction activities of a taxpayer.

The Regulations start out by allocatir
the entire cost of a function or departme
of a taxpayer to particular extended p
riod long-term contracts to the extent th
such function or department incurs cos
that directly relate to or are incurrc
solely by reason of the extended peric
long-term contract activities of a ta
payer.!” Both the direct costs of such fun
tion or department and the indirect cos
of such function or department (includi:
compensation, travel, materials and su
plies, rent, depreciation, utilities, a:
other departmental overhead) are alloc
ble to the extended period contracts :
tributable to such function or departme:
It is unclear the extent to which this pz
ticular rule is a departure from prior t
accounting principles. Under Coors, 60 1
368 (1973), and Rev. Rul. 73-580, the
types of costs, at least the direct costs
the particular department, were deem
directly attributable to a particular act
ity so that these. direct costs would
within the category of administrative co:
previously allocated to a long-term co
tract. However, even if these direct costs
a particular department may, in the pa
have properly been allocated to long-ter
contracts, there was no apparent rule 1
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quiring the indirect costs of such depart-
ment to be cross-allocated to the depart-
ment and then to the long-term contracts.
This latter category of costs must, under
the new Regulations, be allocated to de-
partments and functions of a taxpayer and
then deferred to the extent attributed to
functions directly related to long-term
contracts.

Consistent with the rule governing func-
tions or departments which perform ac-
tivities solely for extended period con-
tracts, the Regulations also provide that if
4 function or department performs only
overall management or policy guidance
functions for the taxpayer, the costs in-
curred by such function or department are
not allocable to any extended period long-
lerm contracts. The Regulations list nine
categories of functions which generally are
policy functions which are not related to
extended period contracts.'® Certainly,
these functions indirectly affect the con-
struction activities of a taxpayer and the
costs of such functions must be recovered
liy sales revenues. Nevertheless, the Regu-
lations do not require any allocation of
these costs to extended period contracts.
I'he implication, however, is that costs in-
curred by other departments or functions
not specifically enumerated will be al-
located, at least partially, to extended pe-
riod contracts. This overall policy cate-
gory is of limited practical help to
raxpayers because few taxpayers will have
isulated such “no allocation” functions in
+ separate department. Thus, the costs of
vverall policy functions will undoubtedly
have to be derived by allocation of costs

* Since depletion is accrued only at the time the min-
«1.ils are sold, depletion allocated to an extended pe-
long-term contract will be effectively deducted in
same year it is accrued for tax purposes assuming
~wmpletion is contemporaneous with sale,

* Past service costs are credits toward retirement ben-
+iiis carned by employees in years prior to the current
srar. This delinition does not necessarily correspond
5 the definition of past service costs for purposes of
sseeling minimum standards under ERISA. See H.
#r:°t No. 99-426. supra note 3.

" The language “incurred under an agreement to per-
“om research or experimentation” is curious since
h agreements are not long-term contracts. Presum-
this language is designed to capture research and
sxperimentation costs associated with certain ex-
ed period contracts where the research is inde-
ndent of the contract subject matter but not sever-
#le under the applicable severing rule. So-called
H&D” costs incurred on Federal Government con-
svacts may come within this provision if the Scrvice is
rwise unsuccessful in severing such activities.

c. e.g., Coors, 60 TC 368 (1973). Compare Fort
Haward Paper Co., 49 TC 275 (1967).

“This rule is essentially the same rule enunciated by
die Tax Court in Coors, supra.

* I'hese Tunctions are: (1) overall management and |

sverall policy; (2) general business planning; (3) finan-
#ial accounting; (4) general financial planning; (5)
yeneral economic analysis and forecasting; (6) internal
widity (7) shareholder. public and industrial rclations;
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from a larger department or function by
most taxpayers.

The final category of administrative and
support costs encompasses those costs
which must be allocated to the production
activities of a taxpayer and then appor-
tioned between extended period contracts
and the other activities of a taxpayer. Reg.
1.451-3(d)(9)(iii) provides three methods
of allocating service costs to the produc-
tion activities of a taxpayer. The first
method allocates the total costs of all serv-
ice departments to production, even if a
portion of the service costs relates to gen-
eral policy functions of the taxpayer or to
functions the cost of which is treated as a
period cost (i.e., marketing or personnel
policy). Presumably, a service function
which benefits only general policy ac-
tivities of a taxpayer would not be al-
located to production under this rule de-
spite the lack of a limitation in Reg.
1.451-3(d)(9)(iii)(A).

The second method is much more de-
tailed and complicated than the first, but
has the advantage of not allocating to pro-
duction activities the portion of service
costs attributable to policy functions and
functions the cost of which are treated as a
period cost. Under this method, the costs
incurred by each service department are
allocated to other service departments and
to production based on the particular
function involved. For example, the cost of
security services might be allocated partly
to the production plant and partly to the
data processing department. The costs of
the data processing department (including
the allocated portion of the security serv-

(B) tax department; and (9) other departments respon-
sible for setting policy. See Reg. 1.451-3(d)(9)(vii).
” The Regulations require these allocations to be
made from those service departments benefitting the
most other service departments to those benefitting the
least. Thus, the form of allocation is like a spider web
with the center representing the production function
and the service departments encircling this lunction
with the outside of the web representing those service
functions benefitting most other service functions. As
one moves inward to the center, the allocable costs of
each department or function are attributed to service
departments “‘nearer” the production function until
an allocation is made directly to production. The
mathematical and administrative complexity of this
system is obvious.

» The Regulations provide guidance on the allocation
and apportionment requirements (allowing allocation
bases such as the relative output of the service depart-
ment or the relative size of the extended period con-
tract activities of a taxpayer—using, for example, the
number of direct labor employees or hours) and ex-
pressly provide that allocation methods prescribed in
Regulations of the Cost Accounting Standards Board,
4 C.F.R. Chapter 111, Subchapter G, as well as other
allocation methods consistent with the principles of
paragraph (d)}(9) of Reg. 1.451-3, are acceptable al-
location methods, provided that the taxpayer applies
such methods consistently.

# The Regulations provide an insignificant deviation
rule for methods used by a taxpayer in allocating serv-
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ices) would then be allocated to the func-
tions benefited by such department. Ul-
timately, a portion of the costs of each
service department (other than those
wholly benefiting overall management and
general policy) would be allocated to pro-
duction.” Under this method, any service
costs allocated to service departments
which directly benefit extended period
long-term contracts would be wholly al-
located to such contracts and those costs
allocated to general policy departments
would not be allocated to extended period
contracts at all. The costs of the remain-
ing departments would be allocated to
production departments and then appor-
tioned between extended period contract
production activities and non-extended
period contract production activities.

The third method allowed is any other
method authorized by cost accounting
principles. Presumably, any such method
must approximate either of the other two
methods in order to be acceptable.

The Regulations require the costs. of
functions or departments which indirectly
relate to production but which are oper-
ated from a parent or affiliated corpora-
tion or from a separate division to be sub-
ject to the allocation rules outlined above.
Thus, a reasonable arm’s-length price
must be charged for these services, and
this charge would be allocated to produc-
tion activities under one of the three meth-
ods listed above. To the extent payment
for such services is made to an affiliate, the
income would be subject to the intercom-
pany profit deferral rules of Reg.
1.1502-13 if the service fee is apportioned

o Long-term contract Regs. o

ice costs to extended period contracts. The taxpayer’s
method must not differ significantly from the method
provided for in the Regulations, and the taxpayer’s
method must not disproportionately allocate expenses
to contracts which complete in the near future. This
rule, while possibly helpful for small deviations, is
purely subjective in the determination of what is sig-
nificant and also is tested against the method required
under the Regulations. Thus, a taxpayer must main-
tain records to perform the necessary allocations
under the method established in the Regulations, even
if such method is not actually used.

22 The Service’s position is set forth in Rev. Rul. 59-329,
1959-2 CB 138, which holds that a taxpayer who re-
ports income on the completed contract method may
not consider as inventory the cost of materials, labor,
supplies, depreciation, and taxes accumulated with re-
spect to such contracts.

2 There is an issue as to how the LIFO cost of such
direct material is to be determined. LIFO does not
identily costs with particular units, and a number of
alternative approaches seem plausible. A with-and-
without-LIFO calculation has been suggested by the
Service in an analogous case (see Ltr. Rul. 8331003);
an approach which shares any LIFO reserve recapture
(if there is a liquidation of layers) proportionately with
all units sold is plausible; an approach which assumes
such direct material comes out of current-year pur-
chases is also not inconsistent with LIFO in general;
etc. There is no affirmative guidance on this point.
# Reg. 1.451-3(d)(6)(iv).
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to extended period contracts which are
not completed in the taxable year.

It would seem that the first alternative
allocation procedure is the simplest to im-
plement. Unfortunately, the price of sim-
plicity could be quite high due to the over-
allocation of indirect costs to production
activities that results under this approach.
While the second (or third) alternative
should be preferable from the viewpoint of
allocating the fewest indirect service de-
partment costs to production activities,
the taxpayer must weigh any cost savings
against the higher degree of complexity
required under these approaches.

Once the service costs are allocated to
production activities, they must be appor-
tioned between the extended period con-
tract activities of a taxpayer and the other
production activities of that taxpayer.?
Under the Regulations, only. the service
department costs apportioned to an ex-
tended period long-term contract of a tax-
payer need to be deferred as part of the
cost of such contract. The non-allocated
service department costs remain deduct-
ible period costs.?'

Additional costing rules

Inventory taxpayers. Taxpayers using a
method of accounting that employs inven-
tories (i.e., a non-long-term contract
method) must use the cost allocation rules
discussed above for any extended period
long-term contract unless the taxpayer
reasonably expects at the time the con-
tract is entered into that the taxpayer will
recognize gross income from the contract
of at least 40%, 70% and 100% by the end
of the first, second and third year, respec-
tively, after the taxable year in which the
contract is entered into. This rule is fairly
harsh and will probably not exempt from
the more extensive costing rules many
contracts of accrual-method taxpayers
that are being reported on a more ac-
celerated basis than under the completed
contract method.

For LIFO taxpayers, the operation of
the more inclusive costing rules is in-
ordinately complex. While additional in-
direct costs will need to be treated as
inventoriable costs of extended period
contracts, the effect on the taxpayer will
vary depending on whether the taxpayer
experiences an increment or liquidation in
its LIFO pool. All current year production
costs (including the additional costs under
the extended period costing rules) will be
immediately deductible in the year in-
curred under LIFO if there is not an in-
crement in the LIFO pool. In contrast, if
there is an increment in the pool, a por-
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tion of the additional costs allocated to in-
ventory under the extended period costing
rules would be captured in the increment.
The precise calculation of the increment
and the applicable price index are not ad-
dressed in the Regulations. However, ad-
justments such as the adoption of a new
base-year seem appropriate to avoid dis-
tortions in the LIFO calculations occa-
sioned by differences in the categories of
costs included in the base-year cost of
items in the pool and the categories of cost
included in the current-year cost of such
itemns.

An additional uncertainty is the calcu-
lation of the percentage exception if the
taxpayer uses LIFO. This uncertainty is
caused by the fact that the exception is
measured by reference to levels of gross in-
come and the LIFO method does not_ pro-
vide a mechanism for attributing gross in-
come to the sale of particular products out
of a LIFO pool. It is unclear how gross in-
come is to be measured by a LIFO tax-
payer in applying this exception if sales
out of such pool are of items from both ex-
tended period and non-extended period
contracts.

Cost identification. The cost identification
rules are set forth in Reg. 1.451-3(d)(8),
and they generally affirm the Service’s
long-standing view that costs attributable
to long-term contracts and accounted for
on the completed contract method should
be identified with such contracts in the
year incurred.?? Thus, the Regulations re-
ject the analysis of Peninsula Steel Products
Co., 78 TC 1029 (1982), which allowed the
identification of costs attributable to a
particular contract under the completed
contract method to be postponed until the
year the contract was completed using the
LIFO method. There are two substantive
issues raised by the identification rules of
the new Regulations. First, Reg.
1.451-3(d)(8)(i) provides that any change
in a taxpayer’s method of accounting for
costs attributable to long-term contracts
required by the Regulations is a change
subject to the requirements of Section
446(e) and the Regulations and proce-
dures thereunder. Thus, Section 481 is ap-
plicable to the change and the procedural
requirements of Rev. Proc. 84-74, 1984-2
CB 736, apply. Taxpayers who do not
currently identify costs under the method
set forth in the Regulations apparently
cannot change their method prior to re-
" questing permission, yet the transition
rule for direct material cost allocation in
Reg. 1.451-3(d)(8)(iii)(B) suggests that a
taxpayer may use a special rule for in-

terim years (post-1982 and pre-1986)
without consent. It is unclear whether
such a taxpayer may change for prio:
years unilaterally or whether the district
director is to make such changes. Also, if @
taxpayer requests permission to change
prospectively, will this request protec:
past years from audit exposure, as is nor-
mally the case where a taxpayer volun-
tarily requests permission to change under
the procedures of Rev. Proc. 84-74?
Second, the Regulations state that the
cost of direct materials will be determinec
in the year of dedication using the tax
payer’s method of accounting for inven
tories (FIFO, LIFO, etc.). Thus, the
LIFO cost of a direct material is attrib-
uted to a long-term contract by a LIFC
taxpayer in the year such direct materia
is dedicated to a long-term contract. The
item is not maintained in the taxpayer”
ending LIFO inventory in the year of ded
ication, but is included as part of the long
term contract.”? The Regulations also pro
vide that the cost identification rul
applies whether or not the item is pur
chased specifically for a long-term con
tract {and thus dedicated immediately) o
taken out of a general inventory of suct
items. Thus, for LIFO taxpayers, pur
chases which are immediately dedicatec
nevertheless affect the taxpayer’s current
year index calculation under LIFO.
The rule tor the identification of th
cost of direct materials (and other costs
applies to both extended period long-tern
contracts and non-extended period con
tracts. Thus, the same cost is identified fo
purchased direct materials under eithe
set of long-term contract rules. However
there is an interesting issue for compc
nents or subassemblies produced by th
taxpayer. The preamble suggests tha
these items are direct materials, the cost ¢
which is determined on dedication. Ac
cordingly, a LIFO taxpayer would get
LIFO benefit on the cost (including labo
and overhead) of produced components o
subassemblies prior to dedication. This i
apparently true even if such items are ir
corporated into an extended period cor
tract. The Regulations would require tha
more indirect costs be allocated to a com
ponent or subassembly that is incorpc
rated into an extended period contrac
than into a non-extended period cor
tract,?* but the allocated cost would be de¢
termined in the year of dedication and nc
in the year the taxpayer began construct
ing such component or subassembly. Re¢
1.451-3(d)(6)(iv) only requires the cost «
components or subassemblies to b
“super” absorbed if reasonably expecte



¢ 10 be incorporated into an extended pe-
riod contract. Reg. 1.451-3(d)(8)(iii) iden-
tifies the “super” fully absorbed cost in
the year of dedication. This cost may be
quite different from the actual material,
labor and overhead costs that were in-

curred in producing the component or
" subassembly. This is a point that will un-
;. doubtedly require clarification.

Conclusion

The new long-term contract Regula-
lions are immediately effective and in

some cases are retroactive in whole or in
part to 1983. Nevertheless, they are highly
complex and leave unanswered a whole
range of questions. It behooves all tax-
payers, including manufacturers and con-
tractors and wholesalers and retailers to
study these Regulations because, in addi-
tion to their immediate impact for many
taxpayers, they apparently will serve as
the model for the uniform capitalization
rules proposed for all taxpayers in H.R.
3838 and the proposals considered by the
Senate Finance Committee. *

CAPITAL GAINS

Loss on sale of stock failed to qualify

under Section 1244. (TCM)

Taxpayer signed an agreement cancel-
_ling all indebtedness owed to him by his
msolvent corporation in return for the cor-
poration’s issuance to him of 25 shares of

stock which purported to be Section 1244
i+ stock. Taxpayer then sold his 25 shares of
+ stock to another corporation in return for
" the corporation’s assumption of a bank
foan and an option enabling the taxpayer
t purchase some property. Taxpayer ar-
gued that the loss incurred on the sale of
his stock qualified as an ordinary loss
under Section 1244. The Service dis-
agreed.

Held: For the Commissioner. The stock
was not Section 1244 stock because it was
not issued in exchange for the cancellation
ol indebtedness but instead was an ex-
change of stock for an equity interest since
the advances taxpayer had made to his
rorporation were an already existing
rquity interest. Toney, Sr., TCM 1986-69.
See also Flood, TCM 1986-65 (stock failed
1o qualify under Section 1244 because the
proposed maximum offering price of the
shares exceeded $500,000.)

Payients received by former officer was
rompensation, not consideration for sale
of stock. (TCM)

On his 1975 and 1976 returns, taxpayer
reported payments he received as long-
term capital gain, claiming that such pay-
ments constituted consideration for re-
dremed stock. The Service contended the
payments were compensation for services
and should have been reported as ordi-
nary income.

Held: For the Commissioner. The form
. and substance of the payments support
~ ordinary income treatment. The payments
. ronstituted compensation for the avail-

ability to perform consulting services.
Taxpayer failed to sustain his burden of
proof to show the contrary. Treister, TCM
1986-53.

Publication 1212 contains incorrect in-
formation. (Ann.)

Publication 1212, List of Original Issue
Discount Instruments (Revised December
1985), contains incorrect information in
Section I-B about the publicly traded
long-term corporate debt instruments ori-
ginally issued at a discount after 1984,
The corrected information is provided in
this announcement and is available from
the Service. Ann. 86-17, IRB 1986-7.

Rules on information reporting under
Sections 1275 and 6049 issued. (Ann.)
The Service has issued information re-
porting rules to provide guidance for com-
pliance with the reporting requirements of
Sections 1275 and 6049. Issuers of pub-
licly offered original issue discount debt
instruments and middlemen who hold in-
terests in those debt interests as nominees
should complete Form 8281 in accordance
with these rules. Ann. 86-22, IRB 1986-9.

DEPRECIATION

**No ITC recapture when Section 38
property is distributed to parent corp.
and subsequently contributed to partner-
ship. (Rev. Rul.)

No investment tax credit (ITC) recap-
ture results from the distribution of Sec-
tion 38 property by wholly owned subsid-
iaries to their parent in a complete liqui-
dation since Section 381(a) is applicable to
a liquidation within Section 332. The
recapture provisions are inapplicable to a
transaction which is governed by Section
381. Further, no ITC recapture results
when the parent subsequently contributed
the Section 38 property to a 75%-owned
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partnership because the requirements of
Reg. 1.47-3(f)(1)(ii) are satisfied, in tht (1)
the property was retained in the same
trade or business; (2) the transferor of the
property retained a substantial interest in
the trade or business; (3) substantially all
of the assets necessary to operate the trade
or business were transferred to the trans-
feree to whom the Section 38 property was
transferred, and (4) the basis of the Sec-
tion 38 property in the hands of the trans-
feree was determined in whole or in part
hv reference to the basis of the Section 38
operty in the hands of the transferor.
wus, the transfer constituted a mere
ange in form which did not trigger ITC
:apture. Rev. Rul. 86-23, IRB 1986-8.

Customer contracts were permitted to be
depreciated over 15-year useful life.
(TCM)

In a stock purchase and subsequent lig-
uidation of a subsidiary into a parent, the
acquired customer contracts were ac-
corded a basis dependent upon their rela-
tive fair market value and a 15-year useful
life. On its returns, taxpayer-corporation
claimed deductions for amortization of the
contracts using a useful life of 15 years.
The Service contended that no part of the
purchase price is amortizable by the tax-
payer over any period.

Held: For taxpayer (in part). The loca-
tion contracts had a value separate and dis-
tinct from the franchise value or goodwill.
The contracts also had an ascertainable
useful life of 15 years but part of the cost
attributed to intangibles is reallocated to
the going concern value and goodwill. Busi-
ness Service Industries, Inc., TCM 1986-86.

ACCOUNTING METHODS

Publisher’s distribution contracts were
on sale-or-return basis. (TCM)

Taxpayer, a magazine publisher, sold
its magazines to nationwide distributors
with the understanding that any unsold
magazines would be returned for credit.
Maintaining that its sales arrangements
were consignment contracts, the taxpayer
claimed a deduction for anticipated re-
turns.

Held: For the Commissioner. The inten~
tion of the contracting parties was that a
consummated sale be effected by the ship-
ment of magazines. The contracts were,
therefore, sale-or-return contracts and not
consignment contracts. The taxpayer,
therefore, must report as income the in-
voice amount in the year of shipment, and
may not take a deduction for anticipated
returns, as the all events test is not met



