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than four separate agreements each for one 
building solely to take advantage of the de-
ferral obtained under the 10-percent method. 
Consequently, to clearly reflect the tax-
payer’s income, the Commissioner may re-
quire C to sever the agreement into four sep-
arate contracts under paragraph (e)(2) of this 
section because the buildings are independ-
ently priced, the agreement provides for sep-
arate delivery and acceptance of the build-
ings, and a reasonable businessperson would 
have entered into separate agreements for 
these buildings. 

Example 10. Aggregation. In 2001, C, a ship-
builder, enters into two agreements with the 
Department of the Navy as the result of a 
single negotiation. Each agreement obligates 
C to manufacture a submarine. Because the 
submarines are of the same class, their speci-
fications are similar. Because C has never 
manufactured submarines of this class, how-
ever, C anticipates that it will incur substan-
tially higher costs to manufacture the first 
submarine, to be delivered in 2007, than to 
manufacture the second submarine, to be de-
livered in 2010. If the agreements are treated 
as separate contracts, the first contract 
probably will produce a substantial loss, 
while the second contract probably will 
produce substantial profit. Based upon these 
facts, aggregation is required under para-
graph (e)(2) of this section because the sub-
marines are interdependently priced and a 
reasonable businessperson would not have 
entered the first agreement without also en-
tering into the second. 

Example 11. Aggregation. In 2001, C, a manu-
facturer of aircraft and related equipment, 
agrees to manufacture 10 military aircraft 
for foreign government B and to deliver the 
aircraft by the end of 2003. When entering 
into the agreement, C anticipates that it 
might receive production orders from B over 
the next 20 years for as many as 300 more of 
these aircraft. The negotiated contract price 
reflects C’s and B’s consideration of the ex-
pected total cost of manufacturing the 10 
aircraft, the risks and opportunities associ-
ated with the agreement, and the additional 
factors the parties considered relevant. The 
negotiated price provides a profit on the sale 
of the 10 aircraft even if C does not receive 
any additional production orders from B. It 
is unlikely, however, that C actually would 
have wanted to manufacture the 10 aircraft 
but for the expectation that it would receive 
additional production orders from B. In 2003, 
B accepts delivery of the 10 aircraft. At that 
time, B orders an additional 20 aircraft of 
the same type for delivery in 2007. When ne-
gotiating the price for the additional 20 air-
craft, C and B consider the fact that the ex-
pected unit cost for this production run of 20 
aircraft will be lower than the unit cost of 
the 10 aircraft completed and accepted in 
2003, but substantially higher than the ex-
pected unit cost of future production runs. 

Based upon these facts, aggregation is not 
permitted under paragraph (e)(2) of this sec-
tion. Because the parties negotiated the 
prices of both agreements considering only 
the expected production costs and risks for 
each agreement standing alone, the terms 
and conditions agreed upon for the first 
agreement are independent of the terms and 
conditions agreed upon for the second agree-
ment. The fact that the agreement to manu-
facture 10 aircraft provides a profit for C in-
dicates that a reasonable businessperson 
would have entered into that agreement 
without entering into the agreement to man-
ufacture the additional 20 aircraft. 

Example 12. Classification and completion. In 
2001, C, whose taxable year ends December 
31, agrees to manufacture and install an in-
dustrial machine for B. C elects under para-
graph (f) of this section to classify the agree-
ment as a long-term manufacturing contract 
and to account for it using the PCM. The 
agreement requires C to deliver the machine 
in August 2003 and to install and test the ma-
chine in B’s factory. In addition, the agree-
ment requires B to accept the machine when 
the tests prove that the machine’s perform-
ance will satisfy the environmental stand-
ards set by the Environmental Protection 
Agency (EPA), even if B has not obtained the 
required operating permit. Because of tech-
nical difficulties, C cannot deliver the ma-
chine until December 2003, when B condi-
tionally accepts delivery. C installs the ma-
chine in December 2003 and then tests it 
through February 2004. B accepts the ma-
chine in February 2004, but does not obtain 
the operating permit from the EPA until 
January 2005. Under paragraph (c)(3)(i)(B) of 
this section, C’s contract is finally com-
pleted and accepted in February 2004, even 
though B does not obtain the operating per-
mit until January 2005, because C completed 
all its obligations under the contract and B 
accepted the machine in February 2004. 

[T.D. 8929, 66 FR 2225, Jan. 11, 2001; 66 FR 
18357, Apr. 6, 2001] 

§ 1.460–2 Long-term manufacturing 
contracts. 

(a) In general. Section 460 generally 
requires a taxpayer to determine the 
income from a long-term manufac-
turing contract using the percentage- 
of-completion method described in 
§ 1.460–4(b) (PCM). A contract not com-
pleted in the contracting year is a 
long-term manufacturing contract if it 
involves the manufacture of personal 
property that is— 

(1) A unique item of a type that is 
not normally carried in the finished 
goods inventory of the taxpayer; or 
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(2) An item that normally requires 
more than 12 calendar months to com-
plete (regardless of the duration of the 
contract or the time to complete a de-
liverable quantity of the item). 

(b) Unique—(1) In general. Unique 
means designed for the needs of a spe-
cific customer. To determine whether 
an item is designed for the needs of a 
specific customer, a taxpayer must 
consider the extent to which research, 
development, design, engineering, re-
tooling, and similar activities (custom-
izing activities) are required to manu-
facture the item and whether the item 
could be sold to other customers with 
little or no modification. A contract 
may require the taxpayer to manufac-
ture more than one unit of a unique 
item. If a contract requires a taxpayer 
to manufacture more than one unit of 
the same item, the taxpayer must de-
termine whether that item is unique by 
considering the customizing activities 
that would be needed to produce only 
the first unit. For the purposes of this 
paragraph (b), a taxpayer must con-
sider the activities performed on its be-
half by a subcontractor. 

(2) Safe harbors. Notwithstanding 
paragraph (b)(1) of this section, an item 
is not unique if it satisfies one or more 
of the safe harbors in this paragraph 
(b)(2). If an item does not satisfy one or 
more safe harbors, the determination 
of uniqueness will depend on the facts 
and circumstances. The safe harbors 
are: 

(i) Short production period. An item is 
not unique if it normally requires 90 
days or less to complete. In the case of 
a contract for multiple units of an 
item, the item is not unique only if it 
normally requires 90 days or less to 
complete each unit of the item in the 
contract. 

(ii) Customized item. An item is not 
unique if the total allocable contract 
costs attributable to customizing ac-
tivities that are incident to or nec-
essary for the manufacture of the item 
do not exceed 10 percent of the esti-
mated total allocable contract costs al-
locable to the item. In the case of a 
contract for multiple units of an item, 
this comparison must be performed on 
the first unit of the item, and the total 
allocable contract costs attributable to 
customizing activities that are inci-

dent to or necessary for the manufac-
ture of the first unit of the item must 
be allocated to that first unit. 

(iii) Inventoried item. A unique item 
ceases to be unique no later than when 
the taxpayer normally includes similar 
items in its finished goods inventory. 

(c) Normal time to complete—(1) In gen-
eral. The amount of time normally re-
quired to complete an item is the 
item’s reasonably expected production 
period, as described in § 1.263A–12, deter-
mined at the end of the contracting 
year. Thus, in general, the expected 
production period for an item begins 
when a taxpayer incurs at least five 
percent of the costs that would be allo-
cable to the item under § 1.460–5 and 
ends when the item is ready to be held 
for sale and all reasonably expected 
production activities are complete. In 
the case of components that are assem-
bled or reassembled into an item or 
unit at the customer’s facility by the 
taxpayer’s employees or agents, the 
production period ends when the com-
ponents are assembled or reassembled 
into an operable item or unit. To the 
extent that several distinct activities 
related to the production of the item 
are expected to occur simultaneously, 
the period during which these distinct 
activities occur is not counted more 
than once. Furthermore, when deter-
mining the normal time to complete an 
item, a taxpayer is not required to con-
sider activities performed or costs in-
curred that would not be allocable con-
tract costs under section 460 (e.g., inde-
pendent research and development ex-
penses (as defined in § 1.460–1(b)(9)) and 
marketing expenses). Moreover, the 
time normally required to design and 
manufacture the first unit of an item 
for which the taxpayer intends to 
produce multiple units generally does 
not indicate the normal time to com-
plete the item. 

(2) Production by related parties. To de-
termine the time normally required to 
complete an item, a taxpayer must 
consider all relevant production activi-
ties performed and costs incurred by 
itself and by related parties, as defined 
in § 1.460–1(b)(4). For example, if a tax-
payer’s item requires a component or 
subassembly manufactured by a related 
party, the taxpayer must consider the 
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time the related party takes to com-
plete the component or subassembly 
and, for purposes of determining the 
beginning of an item’s production pe-
riod, the costs incurred by the related 
party that are allocable to the compo-
nent or subassembly. However, if both 
requirements of the exception for com-
ponents and subassemblies under 
§ 1.460–1(g)(1)(ii) are satisfied, a tax-
payer does not consider the activities 
performed or the costs incurred by a 
related party when determining the 
normal time to complete an item. 

(d) Qualified ship contracts. A tax-
payer may determine the income from 
a long-term manufacturing contract 
that is a qualified ship contract using 
either the PCM or the percentage-of- 
completion/capitalized-cost method 
(PCCM) of accounting described in 
§ 1.460–4(e). A qualified ship contract is 
any contract entered into after Feb-
ruary 28, 1986, to manufacture in the 
United States not more than 5 seagoing 
vessels if the vessels will not be manu-
factured directly or indirectly for the 
United States Government and if the 
taxpayer reasonably expects to com-
plete the contract within 5 years of the 
contract commencement date. Under 
§ 1.460–1(e)(3)(i), a contract to produce 
more than 5 vessels for which the PCM 
would be required cannot be severed in 
order to be classified as a qualified ship 
contract. 

(e) Examples. The following examples 
illustrate the rules of this section: 

Example 1. Unique item and classification. In 
December 2001, C enters into a contract with 
B to design and manufacture a new type of 
industrial equipment. C reasonably expects 
the normal production period for this type of 
equipment to be eight months. Because the 
new type of industrial equipment requires a 
substantial amount of research, design, and 
engineering to produce, C determines that 
the equipment is a unique item and its con-
tract with B is a long-term contract. After 
delivering the equipment to B in September 
2002, C contracts with B to produce five addi-
tional units of that industrial equipment 
with certain different specifications. These 
additional units, which also are expected to 
take eight months to produce, will be deliv-
ered to B in 2003. C determines that the re-
search, design, engineering, retooling, and 
similar customizing costs necessary to 
produce the five additional units of equip-
ment does not exceed 10 percent of the first 
unit’s share of estimated total allocable con-

tract costs. Consequently, the additional 
units of equipment satisfy the safe harbor in 
paragraph (b)(2)(ii) of this section and are 
not unique items. Although C’s contract 
with B to produce the five additional units is 
not completed within the contracting year, 
the contract is not a long-term contract 
since the additional units of equipment are 
not unique items and do not normally re-
quire more than 12 months to produce. C 
must classify its second contract with B as a 
non-long term contract, notwithstanding 
that it classified the previous contract with 
B for a similar item as a long-term contract, 
because the determination of whether a con-
tract is a long-term contract is made on a 
contract-by-contract basis. A change in clas-
sification is not a change in method of ac-
counting because the change in classifica-
tion results from a change in underlying 
facts. 

Example 2. 12-month rule—related party. C 
manufactures cranes. C purchases one of the 
crane’s components from R, a related party 
under § 1.460–1(b)(4). Less than 50 percent of 
R’s gross receipts attributable to the sale of 
this component comes from sales to unre-
lated parties; thus, the exception for compo-
nents and subassemblies under § 1.460– 
1(g)(1)(ii) is not satisfied. Consequently, C 
must consider the activities of R as R incurs 
costs and performs the activities rather than 
as C incurs a liability to R. The normal time 
period between the time that both C and R 
incur five percent of the costs allocable to 
the crane and the time that R completes the 
component is five months. C normally re-
quires an additional eight months to com-
plete production of the crane after receiving 
the integral component from R. C’s crane is 
an item of a type that normally requires 
more than 12 months to complete under 
paragraph (c) of this section because the pro-
duction period from the time that both C and 
R incur five percent of the costs allocable to 
the crane until the time that production of 
the crane is complete is normally 13 months. 

Example 3. 12-month rule—duration of con-
tract. The facts are the same as in Example 2, 
except that C enters into a sales contract 
with B on December 31, 2001 (the last day of 
C’s taxable year), and delivers a completed 
crane to B on February 1, 2002. C’s contract 
with B is a long-term contract under para-
graph (a)(2) of this section because the con-
tract is not completed in the contracting 
year, 2001, and the crane is an item that nor-
mally requires more than 12 calendar months 
to complete (regardless of the duration of 
the contract). 

Example 4. 12-month rule—normal time to 
complete. The facts are the same as in Exam-
ple 2, except that C (and R) actually com-
plete B’s crane in only 10 calendar months. 
The contract is a long-term contract because 
the normal time to complete a crane, not the 
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actual time to complete a crane, is the rel-
evant criterion for determining whether an 
item is subject to paragraph (a)(2) of this 
section. 

Example 5. Normal time to complete. C enters 
into a multi-unit contract to produce four 
units of an item. C does not anticipate pro-
ducing any additional units of the item. C 
expects to perform the research, design, and 
development that are directly allocable to 
the particular item and to produce the first 
unit in the first 24 months. C reasonably ex-
pects the production period for each of the 
three remaining units will be 3 months. This 
contract is not a contract that involves the 
manufacture of an item that normally re-
quires more than 12 months to complete be-
cause the normal time to complete the item 
is 3 months. However, the contract does not 
satisfy the 90-day safe harbor for unique 
items because the normal time to complete 
the first unit of this item exceeds 90 days. 
Thus, the contract might involve the manu-
facture of a unique item depending on the 
facts and circumstances. 

[T.D. 8929, 66 FR 2230, Jan. 11, 2001; 66 FR 
18191, Apr. 6, 2001] 

§ 1.460–3 Long-term construction con-
tracts. 

(a) In general. Section 460 generally 
requires a taxpayer to determine the 
income from a long-term construction 
contract using the percentage-of-com-
pletion method described in § 1.460–4(b) 
(PCM). A contract not completed in the 
contracting year is a long-term con-
struction contract if it involves the 
building, construction, reconstruction, 
or rehabilitation of real property; the 
installation of an integral component 
to real property; or the improvement of 
real property (collectively referred to 
as construction). Real property means 
land, buildings, and inherently perma-
nent structures, as defined in § 1.263A– 
8(c)(3), such as roadways, dams, and 
bridges. Real property does not include 
vessels, offshore drilling platforms, or 
unsevered natural products of land. An 
integral component to real property in-
cludes property not produced at the 
site of the real property but intended 
to be permanently affixed to the real 
property, such as elevators and central 
heating and cooling systems. Thus, for 
example, a contract to install an eleva-
tor in a building is a construction con-
tract because a building is real prop-
erty, but a contract to install an eleva-
tor in a ship is not a construction con-

tract because a ship is not real prop-
erty. 

(b) Exempt construction contracts—(1) 
In general. The general requirement to 
use the PCM and the cost allocation 
rules described in § 1.460–5(b) or (c) does 
not apply to any long-term construc-
tion contract described in this para-
graph (b) (exempt construction con-
tract). Exempt construction contract 
means any— 

(i) Home construction contract; and 
(ii) Other construction contract that 

a taxpayer estimates (when entering 
into the contract) will be completed 
within 2 years of the contract com-
mencement date, provided the tax-
payer satisfies the $10,000,000 gross re-
ceipts test described in paragraph (b)(3) 
of this section. 

(2) Home construction contract—(i) In 
general. A long-term construction con-
tract is a home construction contract if a 
taxpayer (including a subcontractor 
working for a general contractor) rea-
sonably expects to attribute 80 percent 
or more of the estimated total allo-
cable contract costs (including the cost 
of land, materials, and services), deter-
mined as of the close of the contracting 
year, to the construction of— 

(A) Dwelling units, as defined in sec-
tion 168(e)(2)(A)(ii)(I), contained in 
buildings containing 4 or fewer dwell-
ing units (including buildings with 4 or 
fewer dwelling units that also have 
commercial units); and 

(B) Improvements to real property di-
rectly related to, and located at the 
site of, the dwelling units. 

(ii) Townhouses and rowhouses. Each 
townhouse or rowhouse is a separate 
building. 

(iii) Common improvements. A tax-
payer includes in the cost of the dwell-
ing units their allocable share of the 
cost that the taxpayer reasonably ex-
pects to incur for any common im-
provements (e.g., sewers, roads, club-
houses) that benefit the dwelling units 
and that the taxpayer is contractually 
obligated, or required by law, to con-
struct within the tract or tracts of land 
that contain the dwelling units. 

(iv) Mixed use costs. If a contract in-
volves the construction of both com-
mercial units and dwelling units within 
the same building, a taxpayer must al-
locate the costs among the commercial 
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