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by Richard Keller

I. Introduction
The Tax Cuts and Jobs Act brought many 

changes to the tax world. These changes were 
effective for the 2019 filing season. Many of these 
changes were beneficial to small business 
taxpayers.1

Importantly however, the definition of small 
business taxpayer is broader (as much as 25 times 
higher) than what we would have thought before 
the TCJA was passed. This expansion means more 
businesses can take advantage of the beneficial 
accounting method changes brought about by the 
TCJA. This article focuses on one of those changes, 
the exception to accounting for inventories under 
section 471.

How do these changes apply to your clients? 
Say you have a client, ABC Co., with an average of 
$10 million in gross receipts. Gross receipts have 
been at or near that level for many years. ABC is a 
manufacturer, well capitalized, with no major 
bank notes. ABC produces a finished product 
from various raw materials, like metal and plastic, 
at its manufacturing facility in the United States. 
The company also has materials and supplies, like 

grease and industrial lubricants, that are used in 
normal operations.

Can ABC deduct raw materials currently, or 
must those items be inventoried and counted as an 
asset? What about materials and supplies 
consumed in the manufacturing process? What 
about work in process and finished goods 
inventory? Are these amounts counted as 
inventory on the balance sheet? Or can these 
amounts be deducted currently before the sale 
takes place? Are the tax and financial statement 
treatments different or the same for ABC? Is the de 
minimis safe harbor available for inventory? 
Would the answers be different if ABC was a 
retailer?

II. Background

A. The Basics

Historically, for federal income tax purposes, 
taxpayers have been required to account for 
inventories under section 471(a) and reg. section 
1.471-1 if the production, purchase, or sale of 
merchandise was an income-producing factor to 
the taxpayer.

Further, when the use of inventories is 
necessary to clearly reflect income, the accrual 
method of accounting is required to be used for 
purchases and sales, per reg. section 1.446-
1(c)(2)(i).

Even further, section 263A requires that direct 
costs and an allocable portion of the indirect costs 
for property produced or acquired for resale by 
the taxpayer be capitalized to inventory.

Unfortunately, as stated in RACMP, the terms 
“merchandise” or “inventory” are not defined in 
the IRC or the regulations.2 Further, the code 
doesn’t fully distinguish between materials and 
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1
TCJA section 13102.

2
RACMP Inc. v. Commissioner, 114 T.C. 211 (2000).
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supplies not consumed by the end of the year and 
inventoriable items. But the court in RACMP did 
say, “Consumption of a material in the 
performance of a service or in a manufacturing 
process is indicative that the material is a supply, 
not merchandise held for sale.”

There are many court cases supporting the use 
of inventories and the accrual method. James E. 
Salles gives an excellent history leading up to Rev. 
Proc. 2002-28, 2002-1 C.B. 815.3 Rev. Proc. 2002-28 
is the predecessor to some of the relief provided in 
the TCJA.

B. Rev. Proc. 2001-10
As far back as 2001, taxpayers were provided 

with some limited relief from inventories and the 
accrual method. Rev. Proc. 2001-10, 2001-1 C.B. 
272, granted such relief for taxpayers with 
average annual gross receipts of $1 million or less.

Further, the revenue procedure provided 
small business taxpayers a means to 
automatically change accounting methods to the 
cash basis and account for inventory materials 
and supplies that were not incidental under reg. 
section 1.162-3.

Section 4.02 of Rev. Proc. 2001-10 clarified the 
proper time to take a deduction for inventoriable 
items (that is, merchandise purchased for resale 
and raw materials purchased for use in producing 
finished goods). The revenue procedure said that 
non-incidental materials and supplies are not 
deductible until the year they are “consumed and 
used in the taxpayer’s business.”4

Moreover, the revenue procedure said that 
non-incidental materials and supplies are 
consumed and used in the year that the taxpayer 
sells the merchandise or finished goods to 
customers.5 Therefore, a cash-basis taxpayer 
would deduct these non-incidental items when 
they are consumed, used, or paid for, whichever is 
later. The Tax Court affirmed this treatment for 
small taxpayers in Gentry.6

What about our theoretical company, ABC? 
Obviously, ABC would have been well over the 
gross receipts threshold to take advantage of this 
revenue procedure. Thus, ABC would have been 
required to use the accrual method of accounting, 
account for inventories, and capitalize costs to 
inventories under the uniform capitalization 
(UNICAP) rules in section 263A.

C. Rev. Proc. 2002-28

A short time later, Rev. Rul. 2002-80, 2002-2 
C.B. 925, extended the small business relief 
provided in Rev. Proc. 2001-10. This revenue 
procedure raised the threshold for a small 
business taxpayer from $1 million in average 
gross receipts to $10 million for specified 
taxpayers. Thus, an exclusion from inventories 
and accrual basis of accounting was available for 
many more small business taxpayers.

However, the small business relief provided 
was not available to taxpayers barred from the 
using the cash method under section 448 or those 
businesses defined by reference to the North 
American Industry Classification System 
(NAICS) codes (mining, manufacturing, 
wholesale and retail trades, and the information 
industry).

Taxpayers meeting the small business 
exception and choosing not to use the overall 
accrual method, along with inventories accounted 
for under section 471, had three options:

1. use the overall cash method and account 
for inventories under section 471;

2. use the overall accrual method and treat 
inventoriable items as non-incidental 
materials and supplies under reg. section 
1.162-3; or

3. use the overall cash method and treat 
inventoriable items as non-incidental 
materials and supplies under reg. section 
1.162-3.

Moreover, for any inventoriable item treated 
as non-incidental, section 263A would not apply. 
An inventoriable item is defined as “any item 
either purchased for resale to customers or used 
as raw material in producing finished goods.”73

Salles, “Of Merchandise, Accruals, and Administrative Grace,” Tax 
Notes, June 17, 2002, p. 1778.

4
Technically, cost of goods sold (COGS) is an exclusion from gross 

income and not a deduction. See reg. section 1.162-1(a).
5
Rev. Proc. 2001-10, section 4.02.

6
Gentry v. Commissioner, T.C. Summ. Op. 2010-49.

7
Rev. Proc. 2002-28, section 5.09.
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Rev. Proc. 2002-28, section 4.06, emphasized 
that the method of accounting used for book 
purposes by a qualifying small business taxpayer 
would not prohibit that taxpayer from using the 
cash method or treating inventoriable items as 
non-incidental materials and supplies. However, 
section 4.06 emphasized that taxpayers still must 
maintain adequate books and records under 
section 446(a). Per reg. section 1.446-1(a)(4), that 
includes reconciling the differences between the 
books and records and the tax returns filed.

In following Rev. Proc. 2001-10, non-
incidental materials are not considered consumed 
or used until the finished product is provided to 
the customer.8 Taxpayers were still allowed quite 
a bit of latitude in determining the amount of non-
incidental materials and supplies to be deducted 
(not counted in ending inventory) if that method 
was applied consistently. General tax principles 
determine whether an item was purchased for 
resale or use (non-incidental) or purchased to 
provide to customers incidental to services 
rendered (incidental or non-incidental).9

How would ABC Co. have fared under this 
revenue procedure? Really, there would be no 
change from Rev. Proc. 2001-10. As a 
manufacturer, ABC would fall under one of the 
prohibited NAICS codes. Consequently, the 
company’s $10 million in gross receipts would 
have made it ineligible for relief. The grease and 
industrial lubricants would have qualified for a 
deduction when used as incidental materials and 
supplies. Also, as incidental materials and 
supplies, there is no UNICAP adjustment for tax 
purposes.

III. TCJA Analysis

A. The Act

Section 13102 of the TCJA amended the IRC, 
providing relief to small business taxpayers. The 
TCJA increased the number of small business 
taxpayers eligible to take advantage of several 
taxpayer-friendly accounting methods.

Those methods are as follows:

1. the cash basis of accounting under section 
448;

2. exception from cost capitalization under 
section 263A;

3. exception to accounting for inventories 
under section 471; and

4. exception to accounting for long-term 
construction contracts under section 460.

Small business taxpayers are those, besides 
tax shelters, that meet the gross receipts test in 
section 448(c). The three other accounting method 
changes not in that section all refer back to the 
gross receipts test of section 448(c). This test is met 
if annual average gross receipts for the prior three 
tax years are $25 million or less.10 This amount 
means gross receipts for the year properly 
recognized under the taxpayer’s accounting 
method used in the tax year being tested.11 
Further, the aggregation rule of section 448(c)(2) 
must be considered.

Under that rule, all taxpayers treated as a 
single employer per subsection (a) or (b) of section 
52 or subsection (m) or (o) of section 414 will be 
considered a single taxpayer. Therefore, the use of 
multiple entities cannot be used to dodge the 
gross receipts requirement. Elliot Pisem and 
David J. Snyder cover this topic in depth.12

As was said earlier, for many small business 
taxpayers the threshold was raised from $10 
million to $25 million. For those taxpayers falling 
under one of the prohibited NAICS codes, their 
limit was raised from $1 million to $25 million. 
Thus, a greater number of taxpayers now fall 
under these exceptions.13

B. Non-Incidental Materials and Supplies

Remember, without the existence of an 
exception, all taxpayers that have merchandise as 
an income-producing factor are subject to 
inventories under section 471(a). The TCJA made 
that exception by expanding the exclusion from 
inventories. The first exception is treating 

8
Id. at section 4.05.

9
Id. at section 4.04.

10
According to Rev. Proc. 2018-57, 2018-49 IRB 827, the 2019 limit will 

be $26 million.
11

Joint Committee on Taxation, “General Explanation of Public Law 
115-97,” JCS-1-18, at 108-434 (Dec. 2018).

12
Pisem and Snyder, “A Trap in the Interest Limit’s Small Business 

Exemption,” Tax Notes Federal, Aug. 26, 2019, p. 1381.
13

See Christopher W. Hesse, “A Quirk in the TCJA’s Small Business 
Exceptions,” The Tax Adviser, Dec. 2019.
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inventories as non-incidental materials and 
supplies under section 471(c)(1)(B)(i).

This exception does not affect the method of 
accounting used for book purposes. Therefore, a 
taxpayer would still be permitted to provide 
financials based on generally accepted accounting 
principles to banks or others. This exception, as 
will be seen later, is important for those taxpayers 
that must provide financial statements to others. 
However, book-to-tax-reconciliations will become 
more cumbersome under this method.14

We already had this treatment to a degree 
under prior law.15 Thus, besides the fact that TCJA 
broadened the scope of taxpayers that could use 
it, did the treatment of non-incidental materials 
and supplies change? Namely, with Rev. Proc. 
2001-10 and Rev. Proc. 2002-28, taxpayers had a 
demarcation line for deducting non-incidental 
materials and supplies. That is, non-incidental 
materials and supplies were deducted when 
provided to customers. Nevertheless, both Rev. 
Proc. 2001-10 and Rev. Proc. 2002-28 were 
rendered obsolete by Rev. Proc. 2018-40, 2018-34 
IRB 320, section 6.16 The details of Rev. Proc. 2018-
40 are covered later in this article.

Some experts have commented that the 
treatment for non-incidental materials and 
supplies could be different for manufacturers 
under the TCJA.17 That is, manufacturers can 
deduct raw materials as used or consumed once 
the materials are put into the manufacturing 
process to produce a finished good. That 
treatment is opposed to deducting the materials 
only when the finished goods are sold to 
customers. Under both methods, the materials 
would have to be paid for to be eligible for the 
deduction.

Again, when can taxpayers deduct non-
incidental materials and supplies? Without Rev. 
Proc. 2001-10 and Rev. Proc. 2002-28, we are back 
to reg. section 1.162-3(a)(1). That regulation states 

that non-incidental materials and supplies are 
deductible in the tax year they are used or 
consumed in the taxpayer’s operations. This 
treatment is different from that in reg. section 
1.471-1, which is that items treated as inventory 
are not included in cost of goods sold (COGS) 
until those items are sold to customers.18

This distinction becomes more important 
under the TCJA. Not only did the gross receipts 
threshold increase, but manufacturers and 
retailers are now included in the fold of taxpayers 
eligible for relief from inventories. The deduction 
for non-incidental materials and supplies works 
for manufacturers and not retailers because of 
when use or consumption takes place.

Use or consumption occurs for manufacturers 
when items are put into the manufacturing 
process. In contrast, items purchased by retailers 
are only consumed when sold to customers. 
Congress could have, but didn’t, put restrictions 
on manufacturers when it wrote the TCJA. Unlike 
the prior guidance, Rev. Proc. 2018-40 is silent on 
the matter.

Leslie J. Schneider and Patrick J. Smith, 
commenting on Rev. Proc. 2018-40, point out the 
argument that this treatment for manufacturers is 
confined by reg. section 1.162-3(b). That reg says 
that nothing in section 162 changes the 
application of section 263A or reg. section 1.471-1. 
Section 263A requires the inclusion in finished 
goods of the cost of materials and supplies used to 
produce those goods. Under reg. section 1.471-1, 
specified materials and supplies are required to 
be included in inventory.

However, neither of those code sections is 
applicable to small business taxpayers because 
they are exempt under TCJA. As a result, small 
business taxpayers should be able to deduct the 
cost of raw materials when they are used or 
consumed in the production of finished goods 
instead of waiting until the finished goods are 
sold.

One important item to note is the change in 
the instructions to IRS Form 1125-A, “Cost of 
Goods Sold.” The October 2016 version said, 

14
Tim O’Neill, “The Tax Cuts and Jobs Act Has New Inventory Rules 

That Can Save Craft Breweries Tax Money,” Craft Brewing Business, Feb. 
6, 2019.

15
Pre-TCJA, this treatment was available only to manufacturers with 

$1 million or less in gross receipts under Rev. Proc. 2001-10.
16

See comments in King Solarman Inc. v. Commissioner, T.C. Memo. 
2019-103 (a recent case discussing the obsoleting of Rev. Proc. 2002-28).

17
Comment letter from Leslie J. Schneider and Patrick J. Smith of 

Ivins, Phillips & Barker Chtd. (Sept. 12, 2018).

18
See Madison Gas & Electric v. Commissioner, 633 F.2d 512 (7th Cir. 

1980).
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concerning the treatment of non-incidental 
materials and supplies:

Under this accounting method, inventory 
costs for raw materials purchased for use 
in producing finished goods and 
merchandise purchased for resale are 
deductible in the year the finished goods 
or merchandise are sold (but not before 
the year you paid for the raw materials or 
merchandise, if you are using the cash 
method).

That wording is not in the November 2018, 
post-TCJA version. Instead, that version focuses 
on the small business taxpayer exemption from 
inventories. The change in these instructions 
indicates a paradigm shift in the IRS’s approach to 
non-incidental materials and supplies for small 
businesses, at least for manufacturers: a 
deduction before items are provided to 
customers.

Let’s go back to our ABC Co. ABC would fall 
well within the range to use the non-incidental 
materials and supplies exception to inventories. 
ABC could still deduct the grease and industrial 
lubricants used in the manufacturing process. 
Any metal or plastic raw material not in use at the 
end of the year would have to be included in 
inventory. However, it is likely that as a 
manufacturer, ABC can now deduct the metal and 
plastics put in process to make finished goods.19 If 
ABC was a retailer, the story would be different.

This treatment could be a big deal if ABC was 
providing financial statements to the bank and 
needed to make net income look good. As 
mentioned, treating inventory as non-incidentals 
does not affect the book treatment of those items. 
If ABC couldn’t make this exception work, it now 
has another option available under the TCJA.

C. AFS and Books and Records

Post-TCJA, section 471 adds another 
exception to inventories. Under section 
471(c)(1)(B)(ii) taxpayers will not be subject to 
inventories if:

1. the method of accounting for inventory 
conforms to the taxpayer’s applicable 
financial statement (AFS); or

2. if no AFS exists, the books and records of 
the taxpayer are prepared in accordance 
with the taxpayer’s accounting 
procedures.

Per section 471(c)(2), an AFS is given the same 
meaning as that in section 451(b)(3) which 
provides:

(3) Applicable financial statement — For 
purposes of this subsection, the term 
“applicable financial statement” means —

A. a financial statement which is 
certified as being prepared in 
accordance with generally accepted 
accounting principles and which is —

(i) a 10-K (or successor form), or 
annual statement to shareholders, 
required to be filed by the taxpayer 
with the United States Securities and 
Exchange Commission,

(ii) an audited financial statement of 
the taxpayer which is used for —

credit purposes,

reporting to shareholders, 
partners, or other proprietors, or 
to beneficiaries, or

any other substantial nontax 
purpose but only if there is no 
statement of the taxpayer 
described in clause (i), or

(iii) filed by the taxpayer with any 
other Federal agency for purposes 
other than Federal tax purposes, but 
only if there is no statement of the 
taxpayer described in clause (i) or 
(ii),

B. financial statement which is made on 
the basis of international financial 
reporting standards and is filed by the 
taxpayer with an agency of a foreign 
government which is equivalent to the 
United States Securities and Exchange 
Commission and which has reporting 
standards not less stringent than the 

19
Starting the materials into the manufacturing process presumably 

would be a low hurdle to clear. For example, any raw material that is not 
just sitting unopened on the factory floor could be considered in use.
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standards required by such 
Commission, but only if there is no 
statement of the taxpayer described in 
subparagraph (A), or

C. a financial statement filed by the 
taxpayer with any other regulatory or 
governmental body specified by the 
Secretary, but only if there is no 
statement of the taxpayer described in 
subparagraph (A) or (B).

For those taxpayers with a GAAP AFS, the 
first exception under 471(c)(1)(B)(ii) shouldn’t 
create much of a change. However, for those 
taxpayers with no AFS, the new exception created 
under that section (books and records) gives a 
great deal of leeway. That is, when combined with 
the cash method of accounting and the small 
business taxpayer exemption from UNICAP, 
leeway is given to defer income and to accelerate 
items into COGS.

The books and records exception to 
inventories is a new concept with the TCJA. Great 
freedom in avoiding the burdens of keeping 
inventories seemed to be the congressional intent. 
But how much freedom will be granted? The 
American Institute of CPAs has expressed its 
thoughts on the matter in a comment letter.20

AICPA comments suggest that the IRS and 
Treasury confirm that an accountant’s work 
papers are part of the books and records of the 
taxpayer. The AICPA recommends taxpayers 
without an AFS should be able to immediately 
expense inventory items adequately 
substantiated by the taxpayer’s books and 
records.

Books and records could include invoices, 
receipts, canceled checks, spreadsheets, account 
statements, accounting journals and ledgers, and 
data from an electronic accounting software 
program like QuickBooks. Also, it is 
recommended that these items can be expensed 
even if a physical count of inventory was 
performed at any time throughout the tax year.

It is further recommended that a taxpayer 
without an AFS should not be required to have in 
place written accounting procedures to follow the 

books and records method. Taxpayers 
maintaining evidence of their consistent 
treatment of inventory items can use that 
documentation for purposes of section 
471(c)(1)(B)(ii), thereby reconciling their 
inventory per books and records to the method 
used for tax purposes.

This position seems to have the blessing of 
Congress. Section 471(c)(1)(B) says that this 
method of accounting will not be treated as a 
failure to clearly reflect income. The clear 
reflection of income standard is a long-standing 
concept in tax accounting.21 Also, courts have been 
hesitant to change a taxpayer’s method of 
accounting when following a statute or 
regulation.

In Peninsula Steel Products, the court noted that 
a heavy burden rests on a taxpayer to disprove a 
finding by the IRS that its method of accounting 
does not clearly reflect income.22 Nevertheless, if a 
taxpayer can show its method does clearly reflect 
income, then the government does not have much 
leeway in altering that choice.

Further, Hallmark Cards shows that a taxpayer 
is on good footing when its method of accounting 
is sanctioned by statute or the regulations.23 In 
other words, the IRS generally can’t demand 
another method under the clear reflection 
standard if a statute or regulation is being 
consistently followed. Therefore, the IRS will not 
ding taxpayers for not clearly reflecting income if 
they file their taxes using the same method used 
in their books and records and do so consistently.

How would these new exceptions under the 
TCJA influence ABC Co.? ABC does not have an 
AFS; thus, that section would not have an impact. 
Taxpayers with an AFS are somewhat hamstrung 
by that exception. They would do well to look at a 
different exception. Nevertheless, assuming ABC 
was making the switch to the cash basis and the 
exception to UNICAP, the company would have 
options under the books and records exception.

Under that exception, ABC deducts inventory 
items as purchased if that is the way inventory is 

20
Letter from Hesse of the AICPA to Deputy Associate Chief Counsel 

John Moriarty (July 15, 2019).

21
Caldwell v. Commissioner, 202 F.2d 112, 114-115 (2d Cir. 1953).

22
Peninsula Steel Products & Equipment Co. v. Commissioner, 78 T.C. 

1029 (1982).
23

See Hallmark Cards Inc. v. Commissioner, 90 T.C. 26 (1988).
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treated on the books. Presumably, that method 
would work even if the company takes a physical 
inventory during the year. Also, even if an 
inventory account is kept in an accounting 
program like QuickBooks, an accountant could 
make a year-end journal entry to remove that 
inventory for book and tax purposes.

However, ABC should use caution adopting 
the books and records method. Rev. Proc. 2019-43, 
2019-48 IRB 1107, section 22.19(5), cautions that 
the consent granted under this revenue procedure 
is not a determination that the change made 
under section 22.19(1)(b) is permissible. That 
section covers the changes regarding conformity 
to the taxpayer’s AFS or in accordance with the 
books and records of the taxpayer as discussed 
earlier.

Also, the consent granted doesn’t imply that 
the proposed accounting method is permissible 
under a provision of the code. The commissioner 
will make a final determination whether the 
proposed method is valid or not. For example, 
ABC deducts all inventory items as purchased on 
its books and records. If it bought 12 months’ 
worth of raw material at year-end to deduct ahead 
of time that might be permissible, but buying five 
years’ worth likely would not.

D. Capitalized Labor and Overhead
It is difficult to discuss the TCJA changes to 

inventories without also mentioning the small 
business taxpayer exception to the section 263A 
UNICAP rules. Under those rules, a taxpayer 
must adjust its book inventory to reflect specific 
costs that require inventorying for tax purposes. 
This adjustment applies to manufacturers 
producing goods and retailers reselling goods.24 
Therefore, a taxpayer subject to UNICAP is 
required to capitalize the costs of direct labor and 
overhead in the cost of any items the taxpayer 
produces.

However, under the TCJA, small business 
taxpayers are exempt from the UNICAP 
provisions. Therefore, the question is raised for a 
small business taxpayer electing out of 
inventories, UNICAP, and the accrual method as 
to how direct labor and overhead costs are 

treated.25 The AICPA has recommended that in 
this case all direct labor and overhead costs 
associated with the purchase or production of 
inventory items be deducted and not capitalized 
to inventory.

This reasoning comes from an analysis of IRS 
Notice 88-86, 1988-2 C.B. 401. Notice 88-86 
provided guidance to taxpayers before 
regulations were issued under section 263A. 
Notice 88-86 provided helpful insight about the 
application of the UNICAP provisions to non-
incidental materials and supplies. The notice 
indicated that UNICAP was only intended to 
apply when the amount of materials and supplies 
was significant.

The first example in section D of Notice 88-86 
explains a situation in which UNICAP would not 
apply because the amounts were not significant. 
This concept was later codified by reg. section 
1.263A-1(b)(11). Consequently, the same 
treatment should apply if a small business 
taxpayer producing inventory is permitted to 
treat inventory as non-incidental materials and 
supplies and is exempt from UNICAP under the 
TCJA. That is, the taxpayer could deduct direct 
labor and overhead costs associated with the 
production of goods treated as non-incidental 
materials and supplies. Thus, non-incidental 
materials and supplies would be considered as 
not significant in amount. With this scenario, any 
other treatment under the TCJA would essentially 
make the exemption from UNICAP moot.

Referring to our example of ABC Co., is it 
subject to the UNICAP provisions? ABC can 
clearly change its method of accounting, 
exempting itself from section 263A. That change 
means direct labor and overhead would not have 
to be capitalized to inventory under any of the 
TCJA exceptions.

E. De Minimis

Interestingly, another option to accelerate a 
deduction for inventory appears to have been 
greatly expanded by the TCJA26 the ability to 
deduct non-incidental material and supplies as de 
minimis items under reg. section 1.263(a)-1(f)(1). 

24
Section 263A(b).

25
AICPA letter, supra note 20; Schneider and Smith, supra note 17.

26
AICPA letter, supra note 20.
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The blue book supports this treatment.27 This de 
minimis election is important because it not only 
affects manufacturers but also retailers. However, 
for this treatment to work, non-incidental 
materials and supplies would have to be 
considered non-inventory items.

Reg. section 1.162-3(f) provides that if a 
taxpayer makes the de minimis election in reg. 
section 1.263(a)-1(f) for purchases of property that 
would otherwise be a capital expenditure, such 
election must also apply to materials and supplies 
that otherwise meet the requirements in reg. 
section 1.263(a)-1(f). Thus, there would be a 
current deduction for those items. However, 
under reg. section 1.263(a)-1(f)(i), amounts spent 
for property that is going to become inventory 
would be excluded from the de minimis election. 
The reg doesn’t define whether a material or 
supply is considered inventory.

Nevertheless, if a taxpayer makes an 
accounting method change to be exempted from 
inventory under section 471, then the amounts 
spent as de minimis would revert to being treated 
as incidental materials and supplies. As a result, 
raw material and merchandise purchases of 
$5,000 or less ($2,500 or less without an AFS) 
would be expensed currently under the de 
minimis rules in reg. section 1.263(a)-1(f).

Can our ABC Co. treat otherwise inventory 
purchases as de minimis? Doing so gets ABC 
away from the use or consumption standard and 
expenses amounts (less than $2,500 with no AFS) 
when purchased. In this regard, it wouldn’t 
matter if ABC was a manufacturer or retailer.

However, the de minimis election binds the 
company for both tax and financial reporting. 
Thus, if ABC expenses qualifying de minimis 
amounts for tax purposes, it would have to do the 
same for book purposes. This treatment could be 
detrimental if it were trying to maximize net 
income for loan covenants or other reasons.

IV. Rev. Proc. 2018-40

To change a method of accounting for federal 
income tax purposes, section 446(e) and reg. 
section 1.446-1(e)(2) require a taxpayer to obtain 
consent of the commissioner, unless the code or 

regulations explicitly provide otherwise.28 Under 
reg. section 1.446-1(e)(3)(ii), the commissioner is 
authorized to prescribe revenue procedures that 
provide an appropriate method for a taxpayer to 
obtain consent to change its accounting method.

That is exactly what was accomplished with 
Rev. Proc. 2018-40, issued August 3, 2018, after 
commentators’ requests.29 The purpose was to 
provide small business taxpayers procedures to 
help implement the four accounting method 
changes of section 13102 of the TCJA mentioned 
earlier.30

Rev. Proc. 2018-40 modified Rev. Proc. 2018-
31, 2018-22 IRB 637, to add sections for the new 
accounting method changes under the TCJA. It 
added section 22.19 to Rev. Proc. 2018-31, which 
covers the automatic change procedures for the 
small business taxpayer exception from the 
requirement to account for inventories. Any 
automatic accounting change in Rev. Proc. 2018-
31 is subject to the automatic change procedures 
found in Rev. Proc. 2015-13, 2015-5 IRB 419.

Rev. Proc. 2019-43 took effect November 8, 
2019. It updates the list of accounting method 
changes to which the automatic change 
procedures in Rev. Proc. 2015-13 apply. Also, Rev. 
Proc. 2019-43 modifies, amplifies, and largely 
supersedes the list of automatic accounting 
changes found in Rev. Proc. 2018-31.

These accounting method changes are 
automatic; thus, taxpayers can save thousands of 
dollars in fees and the headache of applying for 
relief. That relief also means IRS Form 3115, 
“Application for Change in Accounting Method,” 
can be filed with the current-year tax return 
instead of in advance. Further, Rev. Proc. 2019-43, 
section 22.19(4), provides a reduced filing 
requirement for Form 3115 by requesting less 
information. Finally, Rev. Proc. 2019-43, section 
22.19(6), says the accounting method change for 
inventories can be filed concurrently with the 
automatic changes to the cash method and 
electing out of the UNICAP rules of section 263A.

27
JCS-1-18, supra note 11, at 113-465.

28
Rev. Proc. 2018-40, section 2.02.

29
Letter from Annette Nellen of the AICPA to Assistant Secretary 

David J. Kautter.
30

Rev. Proc. 2018-40, section 1.
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Rev. Proc. 2015-13, section 7.02, says that for 
an automatic accounting change, a taxpayer must 
consider a section 481(a) adjustment, defined as 
“the amount necessary to prevent amounts from 
being duplicated or omitted as a result of the 
taxpayer computing its taxable income for the 
year of change and thereafter using a different 
method of accounting as if the different method of 
accounting had always been used.”

The 481(a) adjustment period under Rev. Proc. 
2015-13, section 7.03(1), is one tax year (the year of 
change) for a negative 481(a) adjustment. For a 
positive 481(a) adjustment, the period is four tax 
years (the year of change and next three tax years). 
Commentators have noted that including a 
negative 481(a) adjustment in taxable income 
could create unintended consequences.31 Notably, 
taxpayers could run awry of the definition of a tax 
shelter in section 448(a)(3).

Section 448(d)(3) defines a tax shelter by 
reference to section 461(i)(3). Section 461(i)(3)(B) 
then references section 1256(e)(3)(B), which 
defines a syndicate. A syndicate is any entity, 
besides a C corporation, in which more than 35 
percent of the entity’s losses during the tax year 
are allocated to limited partners or limited 
entrepreneurs.32

Reg. section 1.448-1T(b)(3) goes on to say that 
an entity is a syndicate only in those years with a 
taxable loss. Therefore, small businesses could be 
eligible for the favorable accounting methods in 
years with taxable income and ineligible in years 
with a loss. The AICPA has asked the IRS to clarify 
that a negative 481(a) adjustment creating 
negative taxable income will not result in the 
business being classified as a tax shelter, thereby, 
making the business ineligible for the accounting 
method changes afforded by the TCJA.

In our final look at ABC Co., how would it 
change its accounting methods to reflect the TCJA 
revisions? The change to the cash method, 
exception to inventories, and exception to 
UNICAP can all be filed together under one Form 
3115. These changes can be filed under the 
automatic change requests.

As a result, no money must be paid with the 
request. Further, the application does not have to 
be filed before the tax return for the year of 
change. This means that ABC has until the due 
date (including extensions) for filing its tax return 
to file the application for change. The original of 
Form 3115 is to be filed with the federal income 
tax return and a signed copy is mailed to the IRS. 
Any negative 481(a) adjustment would have to be 
calculated and presented on Form 3115.33

V. Until Further Guidance
Rev. Proc. 2018-40, section 2.03, says that 

Treasury and the IRS are expected to issue further 
guidance to implement the small business 
taxpayer changes made by the TCJA. Treasury 
does have this matter on its 2019-2020 Priority 
Guidance Plan.34

Until further guidance appears, we can look at 
the seminal case on inventory use, Thor Power 
Tool.35 The Supreme Court reasoned that it is 
obvious that the code and relevant regulations 
give the commissioner wide discretion in 
evaluating various methods of inventory 
accounting and in determining whether a method 
does or does not clearly reflect income.

The commissioner used this discretion with 
Rev. Proc. 2018-40 by making the exemption from 
inventories easier to adopt. Section 471(c)(1)(B) 
provides that taxpayers that use an accounting 
method following the inventory changes of the 
TCJA will clearly reflect income. Further, 
congressional intent was to make those changes 
broader and more permanent. This intent can be 
seen through the raised threshold to be 
considered a small business and the grant of 
several automatic accounting method changes. 
Also, the changes were made more permanent by 
Congress incorporating them into the code, as 
opposed to using a revenue procedure.

Rev. Proc. 2002-28 had an exclusion for 
manufacturers and retailers. That was not 
included in the TCJA. Therefore, it does seem that 
taxpayers can interpret the TCJA provisions 

31
Hesse letter, supra note 20.

32
See Hesse, supra note 13.

33
Presumably, the Company would not be changing methods if that 

adjustment was positive.
34

Treasury, 2019-2020 Priority Guidance Plan No. 21 (Oct. 8, 2019).
35

Thor Power Tool Co. v. Commissioner, 439 U.S. 522, 532 (1979).

©
 2020 Tax Analysts. All rights reserved. Tax Analysts does not claim

 copyright in any public dom
ain or third party content.

For more Tax Notes® Federal content, please visit www.taxnotes.com. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  



TAX PRACTICE

746  TAX NOTES FEDERAL, FEBRUARY 3, 2020

liberally. Congress understood the liberty it was 
giving to those taxpayers meeting the definition 
of a small business.

VI. Conclusion

Regulations on the small business taxpayer 
flexible accounting for inventories under the 
TCJA presumably will not be passed until 
sometime in 2020 at the earliest. However, relief 
under the TCJA will have been available for two 
years by that time. Therefore, taxpayers and their 
advisers must decide how to handle these 
changes until we get further guidance.

It is beyond question that the accounting 
method changes made available to small business 
taxpayers under the TCJA have been 
overshadowed by section 199A. Therefore, many 
tax advisers might not have fully comprehended 
the breadth of these changes for their clients.

Will the methods chosen by taxpayers and 
their advisers give them the lowest tax, along with 
the intended results for book purposes? It could 
be argued, in the case of opting out of inventory, 
that taxpayers are just kicking the can down the 
road. While that is partly true, the tax deferral 
could last many years in some cases. Likewise, the 
TCJA changes give taxpayers and their advisers a 
great deal of freedom to accelerate or defer 
deductions as needed. Nevertheless, taxpayers 
and their advisers must consider these accounting 
method changes holistically. We can’t consider 
one without the other. 
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