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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

MARVEL, Judge: Respondent determ ned the foll ow ng
deficiencies in the Federal incone tax of Robinson Knife

Manuf acturing Co. and Subsidiary:!?

'Robi nson Kni fe Manufacturing Co., the parent corporation,
and a subsidiary corporation are an affiliated group
(continued. . .)



TYE Defi ci ency
Mar. 1, 2003 $123, 902
Feb. 28, 2004 16, 419

Robi nson Kni fe Manufacturing Co. and Subsidiary, hereinafter
collectively referred to as petitioner, filed a petition to
redeterm ne the deficiencies. After concessions,? the issues we
must decide are: (1) Wether petitioner nust capitalize under
section 263A% royalties incurred in connection with two tradenmark
Iicensing agreenents and (2) if so, whether respondent properly
all ocated the royalties to ending inventory using the sinplified
producti on net hod.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated. W incorporate the
stipulation of facts into our findings by this reference. Wen
the petition was filed, petitioner’s principal place of business

was in the State of New York.

Y(...continued)
(petitioner) that filed consolidated returns for the periods at
i ssue.

2Petitioner concedes that during the years at issue it
incurred and paid royalties, other than the royalties in dispute,
of $20,613 and $12,501 and that those royalties should be
capitalized under sec. 263A

SAIl section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.



Petitioner’'s Operations

Petitioner is a corporation engaged in the business of
desi gni ng, devel opi ng, manufacturing, marketing, and selling
ki tchen tools and gadgets used in food preparation and service
(kitchen tools).* Petitioner nmarkets and sells the kitchen tools
to large retailers in the United States and Canada, including,
anong ot hers, Wal-Mart, Target, Bed Bath & Beyond, Kohl’'s, and
Sears.

Petitioner entered into |icensing agreenents for the right
to use well-known trademarks in connection with sone of the
kitchen tools it produces and sells. In return petitioner
generally pays the trademark |licensors royalties based on a
percent age of net sales of the kitchen tools bearing the
licensors’ trademarks. Petitioner also produces and sells
kitchen tools under its own brand nanmes, including Anerica Cooks
and Chip Cip, but it does not pay any royalties on the sal e of
those kitchen tools. Petitioner also produces and sells kitchen
tools to retailers in packaging bearing the retailers’ brand
names.

CGenerally, the idea for a new line of kitchen tools
originates wwth petitioner. Petitioner decides which |icensed

trademar k woul d be nost appropriate for the new kitchen tools and

‘Exanpl es of petitioner’s kitchen tools include spoons, soup
| adl es, potato peelers, spatulas, turners, tinmers, pastry
brushes, and cooki ng thernoneters.
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then seeks a trademark license fromeither an existing |licensor
or a new licensor. Once petitioner has chosen a |icensed
trademark for the new kitchen tools, it hires an industrial
desi gner to sketch the new kitchen tools. The industrial
designer is also responsible for getting the trademark |icensor’s
approval that a particular trademark is appropriate for the new
kitchen tools. Petitioner owns the product designs it devel ops.

After petitioner obtains a product design and the trademark
|icensor’s approval, petitioner contracts with unrel ated
manuf acturers, generally in China, to manufacture the new kitchen
tools according to petitioner’s product design. The
manuf acturing contracts generally provide that the manufacturer
will deliver the finished kitchen tools, including the packagi ng.
The manufacturer either packages the manufactured kitchen tools
itself or outsources the packaging to a third party.® Once the
manuf act urer conpl etes the kitchen tools, including the
packagi ng, petitioner purchases themfromthe manufacturer for
resale to retailers in the United States and Canada.

For kitchen tools manufactured under a |licensed trademark,
the licensed trademark appears on the front of the packagi ng of
each kitchen tool and sonetinmes in additional places. The

licensed trademark sonetines appears on the kitchen tool itself.

SPetitioner has occasionally packaged its kitchen tools
itself, but generally it does not.
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Petitioner’s nane sonetines appears on the back of the packaging
or inside an attached card. On packaging with both the |icensed
trademark and petitioner’s nanme, the licensed trademark is
featured nore promnently than petitioner’s nanme. Sonetinmes on
t he back of the packaging petitioner includes a warranty agai nst
br eakage occurring during normal use.

Petitioner does not advertise its branded kitchen tools
t hrough nagazi nes, newspapers, broadcast nedia, direct mailings,
or billboards. Petitioner instead relies on the reputation of
the well-known tradenarks to entice custoners at the point of
sale to purchase its kitchen tools bearing the |icensed
trademarks. Petitioner uses the tradenmarks on point-of-sale
displays in retail outlets and on its Wb site and exhibits its
kitchen tools bearing the licensed trademarks at trade shows and
at its facility in New York.

During the years at issue petitioner had |icensing
agreenents for the use of trademarks from Corning, Inc.
(Corning), and Oneida, Ltd. (Oneida), and produced and sold
ki tchen tool s using trademarks owned by Corning and Oneida.®
Corni ng owns the Pyrex brand, a popul ar kitchen brand that
i ncl udes tenpered clear-glass ovenware. Oneida is a well-known

producer of glass, ceram c dinnerware, and netal tableware. For

SPetitioner also |licensed trademarks fromother licensors
but concedes that the royalties paid to other |icensors are
required to be capitalized under sec. 263A
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over 80 years, Corning and Onei da have conducted substantial and
continuous advertising and marketing activities to devel op

w despread awar eness and goodwi || with respect to their
trademarks. Both tradenmarks are well known anong retailers and
consuners of kitchen tools, and consuners purchasing kitchen
tools bearing the Pyrex or Oneida trademark |ikely expect a high-
qual ity product.

Corni ng License Agreenent

During the years at issue petitioner had a trademark |icense
agreenent with Corning (Corning |license agreenent) for the
exclusive right to manufacture, distribute, and sell Kkitchen
tools using the Pyrex trademark (Pyrex-branded kitchen tools).
Under the Corning |license agreenent, petitioner had the right to
create its own advertising, packaging, and other pronotional
materials using the Pyrex trademark in connection with the
manuf acture, distribution, or sale of Pyrex-branded kitchen
tools. In return petitioner agreed to pay Corning royalties
equal to 8 percent of the net wholesale billing price (less
returns fromcustoners, certain taxes and other costs, and sales
comm ssions) of the Pyrex-branded kitchen tools sold. The
royalties were due within 30 days follow ng the end of each 3-
nmont h peri od.

The Corning |icense agreenment inposed certain terns and

conditions of quality control over the Pyrex-branded kitchen



- 7 -
tools. First, Corning required that petitioner provide sanples
of the Pyrex-branded kitchen tools produced and any applicable
sales materials for inspection and testing. |If any Pyrex-branded
kitchen tool did not conply with Corning’s quality standards,
petitioner had to correct the deficiency or discontinue the

manuf acture, distribution, and sale of the deficient Pyrex-
branded kitchen tool. Second, petitioner could not engage in any
course of conduct that woul d danmage the goodwi || and reputation
or dilute the value or strength of the Pyrex trademark. Third,
Corning had to approve all advertising, packagi ng, or other
pronotional materials bearing the Pyrex trademark, and petitioner
could not use any material that violated the Corning |license

agr eenent .

Onei da License Agreenent

During the years at issue petitioner also had a trademark
Iicense agreenent with Oneida (Oneida |license agreenent) for the
exclusive right to manufacture and sell kitchen tools using the
Onei da trademark (Onei da-branded kitchen tools). Under the
Oneida |icense agreenent, petitioner agreed to pay Oneida a
royalty of 11 percent on net sales up to $1 nillion and 8 percent
on net sales of $1 million or nore of Oneida-branded kitchen
tools sold. The royalties were due within 30 days after the end

of each 3-nonth peri od.
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The Oneida |icense agreenent inposed certain terns and
conditions to ensure quality control over the Oneida-branded
kitchen tools. First, Oneida requested sanples of all Oneida-
branded kitchen tools so that it could decide whether to
aut hori ze petitioner’s use of the Oneida trademark on or in
connection wth the production of petitioner’s kitchen tools.
list of all approved Onei da-branded kitchen tools was
incorporated into a schedule attached to the Oneida |license
agreenent. Petitioner could add to or delete fromthe schedul e
in response to market conditions or new product devel opnent.
Second, petitioner agreed to submt to Oneida exanples of any
packagi ng, pronotional materials, displays, and adverti senents
using the Oneida trademark. Third, petitioner had to use its
best efforts to give Oneida’s representatives the opportunity to
visit any plant or office in which petitioner manufactured
kitchen tools to inspect manufacturing nmethods, advertising
materials, |letterheads, and any other printed materials that may
bear the Oneida trademark. Oneida reserved the right to
termnate the Oneida |icense agreenent if the working conditions
in the manufacturing facilities violated certain | aws or
ot herwi se enbarrassed Oneida or dimnished the goodw Il of the

Onei da trademar k



Petitioner’'s Tax Reporting

Petitioner tinely filed its Forns 1120, U. S. Corporation
| ncome Tax Return, for taxable years ending March 1, 2003, and
February 28, 2004 (tax returns). Petitioner uses the accrual
met hod of accounting and the first-in, first-out inventory
met hod. Petitioner uses the sinplified production nethod, see
sec. 1.263A-2(b)(1), Incone Tax Regs., for allocating warehouse
salaries and related fringe benefits, warehouse depreciation,
real estate taxes, warehouse building rental, and warehouse
utilities and repairs.

For the taxable years ending March 1, 2003, and February 28,
2004, petitioner incurred and paid royalties to Corning and
Oneida for the use of the Pyrex and Onei da trademarks of
$2, 184, 252 and $1, 741, 415, respectively. Petitioner deducted the
royalty paynments as ordinary and necessary business expenses on
its tax returns.

In a notice of deficiency, respondent determ ned that
petitioner must capitalize the royalties under section 263A
Using the sinplified production nethod, respondent determ ned
t hat $364, 420 and $48, 293 were allocable to petitioner’s ending
inventory for the taxable years ending March 1, 2003, and
February 28, 2004, respectively, and includable in petitioner’s

cost of inventory.
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OPI NI ON
Deductions are a matter of |egislative grace, and the
t axpayer bears the burden of proving its entitlenent to the

deduction it claimed.” Rule 142(a); New Colonial Ice Co. v.

Hel vering, 292 U. S. 435, 440 (1934); Welch v. Helvering, 290 U S

111, 115 (1933). Section 162(a) permts a deduction for a
taxpayer’s ordi nary and necessary busi ness expenses paid or
incurred during the taxable year in carrying on a trade or
busi ness. Advertising and other selling expenses are exanpl es of
deduct i bl e busi ness expenses under section 162. Sec. 1.162-1(a),
I ncone Tax Regs. However, no itemshall be included in
deducti bl e busi ness expenses to the extent that the itemis used
by the taxpayer in conputing the cost of property included in its
inventory. 1d.

Section 263A was enacted as part of the Tax Reform Act of
1986, Pub. L. 99-514, sec. 803(a), 100 Stat. 2350. In enacting

section 263A, Congress intended that a single, conprehensive set

"Where a taxpayer produces credible evidence with respect to
any factual issue relevant to ascertaining the tax liability of
t he taxpayer, the burden of proof shifts to the Comm ssioner, but
only if the taxpayer has conplied with substantiation
requi renents, has maintained all required records, and has
cooperated with reasonabl e requests by the Comm ssioner for
W tnesses, information, docunments, neetings, and interviews.
Sec. 7491(a). Although respondent concedes that he bears the
burden of proof under sec. 7491 as to any factual issue and we
assign the burden of proof to respondent in accordance with that
concession, our findings of fact are based on the preponderance
of the evidence and not on any allocation of the burden of proof.
See Knudsen v. Comm ssioner, 131 T.C. ___ (2008).
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of rules generally should govern the capitalization of costs of
produci ng, acquiring, and holding property in order to nore

accurately reflect incone and make the tax system nore neutral.

Suzy's Zoo v. Conm ssioner, 273 F.3d 875, 879 (9th Cr. 2001),

affg. 114 T.C. 1 (2000); S. Rept. 99-313, at 140 (1986), 1986-3
C.B. (Vol. 3) 1, 140. The term “produce” has been construed
broadly in order to give effect to legislative intent.® E. g.,

Suzy’'s Zoo v. Conm ssioner, supra at 879-880 (taxpayer was

“producer” of greeting cards manufactured by third-party

contractors); Von-lLusk v. Conm ssioner, 104 T.C 207, 214-216

(1995) (taxpayer’s neetings wth governnmental officials,
obtaining building permts, and drafting architectural plans
constituted part of “production”).

The capitalization rules of section 263A require that a
taxpayer’s direct costs and sonme indirect costs (including taxes)
of producing property® that is inventory in the hands of the

taxpayer be included in inventory costs. Sec. 263A(a)(1l)(A) and

8 n general, sec. 263A(g)(1) defines the term “produce” to
i nclude “construct, build, install, manufacture, devel op, or
i nprove.”

SFor purposes of sec. 263A, property produced for the
t axpayer under a contract with another party is treated as
property produced by the taxpayer to the extent the taxpayer
makes paynents or ot herw se incurs costs with respect to the
property. Sec. 263A(g)(2); Suzy's Zoo v. Comm ssioner, 273 F.3d
875, 879-880 (9th Cr. 2001), affg. 114 T.C. 1 (2000); sec.
1. 263A-2(a)(1)(ii1)(B), Inconme Tax Regs. The kitchen tools
manuf actured by the unrel ated manufacturers under contract with
petitioner are treated as property produced by petitioner.
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(2), (b)(1). These costs nmust be capitalized! under section
263A without regard to whether they are incurred before, during,
or after the production period. Sec. 1.263A-2(a)(3), |Incone Tax
Regs. Direct costs include direct |abor costs and materi al
costs, including the costs of those materials that becone an
integral part of specific property produced and those materials
that are consuned in the production process and that can be
identified or associated with particular units of property
produced. Sec. 1.263A-1(e)(2)(A), Inconme Tax Regs. Indirect
costs include all costs other than direct costs, and only sone
indirect costs are required to be capitalized. Sec. 1.263A-
1(e)(3) (i), Incone Tax Regs.

The regul ati ons under section 263A provi de a nonexcl usive
list of indirect costs that nust be capitalized to the extent the
costs are properly allocable to property produced. See sec.

1. 263A-1(e)(3)(ii), Inconme Tax Regs. Included in the list are
licensing costs incurred in securing the contractual right to use
a trademark or other simlar right associated wth property
produced. Sec. 1.263A-1(e)(3)(ii)(U, Incone Tax Regs.
Specifically, section 1.263A-1(e)(3)(ii)(V, Incone Tax Regs.

provi des:

To capitalize neans, in the case of property that is
inventory in the hands of a taxpayer, to include in inventory
costs. Sec. 1.263A-1(c)(3), Inconme Tax Regs.
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(11) Exanples of indirect costs required to be
capitalized.--The follow ng are exanples of indirect
costs that nmust be capitalized to the extent they are
properly allocable to property produced or property
acquired for resale:

* * * * * * *

(U) Licensing and franchise costs.--
Li censing and franchi se costs include fees incurred in
securing the contractual right to use a trademark,
* * * or other simlar right associated with property
produced or property acquired for resale. These costs
i nclude the ot herw se deductible portion (e.g.,
anortization) of the initial fees incurred to obtain
the license or franchise and any m ni num annual
paynments and royalties that are incurred by a |icensee
or a franchi see.

On the other hand, sonme indirect costs are specifically excluded
fromthe capitalization rules. See sec. 1.263A-1(e)(3)(iii),

| ncone Tax Regs. Exanples of those indirect costs include

mar keti ng, selling, advertising, and distribution costs, sec.

1. 263A-1(e)(3)(iii)(A), Income Tax Regs., which are generally
deduct i bl e busi ness expenses under section 162, sec. 1.162-1(a),
| ncome Tax Regs.

Respondent asserts that the royalties paid for the right to
use the Pyrex and Oneida trademarks in producing the Pyrex- and
Onei da- branded kitchen tools are indirect costs, i.e., licensing
costs, under section 1.263A-1(e)(3)(ii)(VU), Income Tax Regs. W
agree. Petitioner incurred royalties for licensing the right to
use the Pyrex and Oneida trademarks in manufacturing the Pyrex-
and Onei da- branded kitchen tools it produced, and the regul ations

under section 263A specifically require that those |icensing
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costs be capitalized to the extent they are properly allocable to
property produced.

I ndirect costs are properly allocable to property produced
when the costs directly benefit or are incurred by reason of the
performance of production activities. Sec. 1.263A-1(e)(3)(i),
| nconme Tax Regs. \Whether petitioner’s royalties are properly
all ocabl e to property produced is a question of fact.?!

Petitioner argues that the royalties did not directly
benefit its production activities and thus are not properly
allocable to property produced. However, petitioner failed to
address whether the royalties were incurred by reason of
petitioner’s production activities.! The Corning and Onei da
| i cense agreenents gave petitioner the right to manufacture the
Pyrex- and Onei da- branded kitchen tools, and without the |icense
agreenents, petitioner could not have |l egally manufactured them

In addition to securing the |icenses for the trademarks,

1Respondent argues that this case involves a |l egal issue;
i.e., whether the royalties are licensing fees capitalizable
under sec. 263A or whether they are deductible marketing and
advertising costs under sec. 162. Although the issue of whether
licensing fees, such as the royalties, are indirect costs
capitalizabl e under sec. 263A is a legal issue, the issue of
whet her the royalties are properly allocable to property produced
by petitioner is a factual issue. See |NDOPCO, Inc. V.
Commi ssioner, 503 U.S. 79, 86 (1992). 1In any event, it does not
appear that the characterization of the issue as one of |aw or of
fact or of mxed |aw and fact affects the outconme. See supra
note 6.

2Al t hough petitioner alludes to the “incurred by reason of”
test, it addresses only the “directly benefited” test.
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obt ai ni ng approval fromthe licensors to use the Pyrex and Oneida
trademar ks on new kitchen tools was al so an integral part of
devel opi ng and produci ng the Pyrex- and Onei da-branded kitchen
tools. For exanple, the industrial designers that petitioner
hired conferred with the licensors to ensure that the new kitchen
tools were appropriate for a particular trademark. After the new
ki tchen tools were manufactured, Corning and Onei da had the right
to inspect and approve the finished kitchen tools before
petitioner marketed and sold themto custoners. W conclude that
acquiring the right to use the Pyrex and Onei da trademarks was
part of petitioner’s production process. Consequently, the
royalties paid to Corning and Oneida directly benefited
petitioner’s production activities and/or were incurred by reason
of petitioner’s producing the Pyrex- and Onei da- branded kitchen
tools and are therefore indirect costs properly allocable to the
Pyrex- and Onei da- branded kitchen tools petitioner produced.?®
Petitioner contends that the royalties paid to Corning and
Oneida for petitioner’s use of the licensed trademarks are

mar ket i ng expenses that are exenpt fromthe capitalization rules

13The fact that the anpunt of royalties petitioner owed
Corni ng and Onei da was cal cul ated on the net sales of the Pyrex-
and Onei da- branded kitchen tools does not alter our conclusion.
We have held that a taxpayer nust capitalize royalties incurred
for the right to use an intangible in a production process where
t he amount of the royalties was cal cul ated on the basis of net
sales. See Plastic Engg. & Technical Servs., Inc. v.
Comm ssioner, T.C Meno. 2001-324.
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of section 263A. Specifically, petitioner argues that
expenditures to obtain a nmarketing advantage, to retain
custoners, and to attract new custoners are deducti bl e marketing
expenses. I n support of its argunent, petitioner relies on Rev.
Rul . 2000-4, 2000-1 C.B. 331, in which the Comm ssi oner
determ ned that indirect costs incurred to obtain, maintain, and
renew | SO 9000 certification were not subject to capitalization
under section 263 or 263A. |1SO 9000 was a voluntary
certification conprising several specific requirenments intended
to ensure a quality process in providing products or services.
Id. In the revenue ruling, the Comm ssioner concluded that those
indirect costs were in connection with a quality control policy
and that such costs were specifically exenpted fromthe
capitalization rules under the section 263A regulations. |d.
Petitioner’s reliance on Rev. Rul. 2000-4, supra, is
m spl aced. The royalties paid to Corning and Oneida were not in
connection with inplenenting a quality control policy but rather
were licensing costs for the right to use the Pyrex and Onei da
trademarks in connection with petitioner’s production of kitchen
tools, and the section 263A regul ations specifically require that

such licensing costs be capitalized under section 263A. 14

Petitioner does not contend that the sec. 263A regul ations
are invalid.
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Al t hough the Corning and Oneida |icense agreenents permtted
petitioner to produce kitchen tools that were arguably nore
mar ket abl e than petitioner’s other kitchen tools,? the royalties
were licensing fees that enabled petitioner to use the Pyrex and
Onei da trademarks during the production process. As such, the
royalties were properly allocable to the Pyrex- and Onei da-
branded kitchen tools produced by petitioner because the
royalties directly benefited and/or were incurred by reason of
petitioner’s production activities. Sec. 1.263A-1(e)(3) (i),
I ncone Tax Regs. Consequently, we conclude that respondent
properly determ ned that the royalties paid to Corning and Onei da
were indirect costs that petitioner was required to capitalize
under section 1.263A-1(e)(3)(i), Incone Tax Regs.

Petitioner contends that if we hold that the royalties nust
be capitalized under section 263A, respondent erred in using the
sinplified production nmethod to allocate the royalties to

petitioner’s ending inventory. Petitioner argues that the

SRespondent properly distingui shes between costs incurred
for marketing, selling, or advertising and costs incurred to
produce a nore marketabl e product and argues that the regul ations
under sec. 263A reflect that distinction. Costs for marketing,
selling, and advertising a taxpayer’s products after they have
been produced are not required to be capitalized under sec. 263A
See sec. 1.263A-1(e)(3)(iii)(A, (A (ii)(B), (iv)(N, Incone Tax
Regs. Licensing costs such as the royalties incurred by
petitioner to use the Pyrex and Oneida trademarks during its
production process are indirect costs that directly benefited
and/or were incurred by reason of petitioner’s production
activities. See sec. 1.263A-1(e)(3)(ii)(VY, Inconme Tax Regs.



- 18 -
sinplified production nethod is not appropriate for allocating
the royalties to ending inventory because it results in a
distortion of incone and fails to match revenue with expenses.

The sinplified production nethod is an allocation nethod for
determ ning the additional section 263A costs properly allocable
to ending inventory of property produced and other property on
hand at the end of the taxable year. Sec. 1.263A-2(b)(1), Incone
Tax Regs. Additional section 263A costs include the costs, other
than interest, that were not capitalized under the taxpayer’s
met hod of accounting imedi ately before the effective date of
section 263A but that are required to be capitalized under
section 263A. Secs. 1.263A-2(b)(3)(ii)(A (1), 1.263A-1(d)(3),
| ncome Tax Regs.

The sinplified production nethod was designed to relieve the
adm ni strative burdens of conplying with section 263A for
producers who engage in a mass production of products on a
repetitive and routine basis. T.D. 8131, 1987-1 C B. 98, 102.
The sinplified production nethod differs from other cost
accounting allocation nmethods in that it allocates a pool of
costs between ending inventory and cost of goods sold using a
rati o prescribed by the regul ations rather than allocating
i ndi vidual costs to particular goods. Conpare sec. 1.263A-
2(b)(3), Income Tax Regs., with sec. 1.263A-1(f)(2), Income Tax

Regs.
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Petitioner uses the sinplified production nethod for
al | ocati ng warehouse and adm ni strative salaries and rel ated
fringe benefits, warehouse depreciation, real estate taxes,
war ehouse buil ding rental, and warehouse utilities and repairs.
Because petitioner uses the sinplified production nmethod to
al l ocate other additional section 263A costs, respondent argues
that he properly allocated the royalties to ending inventory
using the sinplified production nethod and that the sinplified
producti on nethod does not create a distortion of incone as
petitioner contends.®

We agree that respondent properly applied the sinplified
production nethod to allocate the royalties to petitioner’s
endi ng inventory. The regul ations under section 263A provide
that if a producer elects the sinplified production nmethod for
any trade or business, the producer generally nust use it for al
production activities associated with inventory property to which

section 263A applies.' Sec. 1.263A-2(b)(2)(i)(A), Incone Tax

18The parties do not dispute that the royalties that
petitioner paid to Corning and Oneida are additional sec. 263A
costs if we hold (as we do) that the royalties nust be
capitali zed.

YA taxpayer may el ect to exclude fromthe sinplified
production nmethod certain self-constructed assets. Sec. 1.263A-
2(b)(2)(ii), Income Tax Regs. Self-constructed assets include
assets produced by a taxpayer for use by the taxpayer inits
trade or business. Sec. 1.263A-1(d)(1), Incone Tax Regs. The
Pyrex- and Onei da- branded kitchen tools were not self-constructed
assets. In addition, sec. 1.263A-1(d)(2)(iii), Incone Tax Regs.,

(continued. . .)
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Regs.'® Petitioner has elected the sinplified production nethod
for allocating other additional section 263A costs, and
therefore, petitioner is required to use the sinplified
production nmethod to allocate the royalties. Although the
sinplified production nethod may all ocate costs differently than
ot her accounting nmethods, such as the specific identification
net hod described in section 1.263A-1(f)(2), Inconme Tax Regs.,?®
the sinplified production nethod is intended to ease the
adm ni strative burdens of section 263A and by its nature may
result in an allocation that is not as precise as other specific
cost allocation nethods. This does not suggest that the
sinplified production nethod creates a distortion of inconme. W

concl ude that respondent appropriately allocated the royalties to

(... continued)
provi des that a taxpayer may change its nethod of accounting used
in determning sec. 471 costs only with the consent of the
Comm ssi oner as required under sec. 446(e) and the regul ati ons
thereunder. Sec. 471 costs are generally costs capitalized to
inventory imedi ately before the enactnent of sec. 263A. Sec.
1. 263A-1(d)(2), Incone Tax Regs. Petitioner has not requested
consent under sec. 446(e) to change its nmethod of accounting with
respect to the royalties.

8Congress directed the Secretary to prescribe regul ations
as may be necessary or appropriate to carry out the purposes of
sec. 263A. Sec. 263A(i).

1A specific identification nethod traces costs to a cost
obj ective, such as a function, departnent, activity, or product,
on the basis of a cause and effect or other reasonable
rel ati onship between the costs and the cost objective. Sec.
1. 263A-1(f)(2), Incone Tax Regs.
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petitioner’s ending inventory under the sinplified production
met hod.

We have considered all remaining argunments made by the
parties for results contrary to those expressed herein, and to
the extent not discussed above, we reject those argunents as
irrelevant, noot, or w thout nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




