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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 
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 
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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 
units and dwelling units using a rea-
sonable method or combination of rea-
sonable methods, such as specific iden-
tification, square footage, or fair mar-
ket value. 

(3) $10,000,000 gross receipts test—(i) In 
general. Except as otherwise provided 
in paragraphs (b)(3)(ii) and (iii) of this 
section, the $10,000,000 gross receipts 
test is satisfied if a taxpayer’s (or pred-
ecessor’s) average annual gross receipts 
for the 3 taxable years preceding the 
contracting year do not exceed 
$10,000,000, as determined using the 
principles of the gross receipts test for 
small resellers under § 1.263A–3(b). 

(ii) Single employer. To apply the 
gross receipts test, a taxpayer is not 
required to aggregate the gross re-
ceipts of persons treated as a single 
employer solely under section 414(m) 
and any regulations prescribed under 
section 414. 

(iii) Attribution of gross receipts. A tax-
payer must aggregate a proportionate 
share of the construction-related gross 
receipts of any person that has a five 
percent or greater interest in the tax-
payer. In addition, a taxpayer must ag-
gregate a proportionate share of the 
construction-related gross receipts of 
any person in which the taxpayer has a 
five percent or greater interest. For 
this purpose, a taxpayer must deter-
mine ownership interests as of the first 
day of the taxpayer’s contracting year 
and must include indirect interests in 
any corporation, partnership, estate, 
trust, or sole proprietorship according 
to principles similar to the construc-
tive ownership rules under sections 
1563(e), (f)(2), and (f)(3)(A). However, a 
taxpayer is not required to aggregate 
under this paragraph (b)(3)(iii) any con-
struction-related gross receipts re-
quired to be aggregated under para-
graph (b)(3)(i) of this section. 

(c) Residential construction contracts. 
A taxpayer may determine the income 
from a long-term construction contract 
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that is a residential construction con-
tract using either the PCM or the per-
centage-of-completion/capitalized-cost 
method (PCCM) of accounting de-
scribed in § 1.460–4(e). A residential con-
struction contract is a home construc-
tion contract, as defined in paragraph 
(b)(2) of this section, except that the 
building or buildings being constructed 
contain more than 4 dwelling units. 

[T.D. 8929, 66 FR 2231, Jan. 11, 2001]

§ 1.460–4 Methods of accounting for 
long-term contracts. 

(a) Overview. This section prescribes 
permissible methods of accounting for 
long-term contracts. Paragraph (b) of 
this section describes the percentage-
of-completion method under section 
460(b) (PCM) that a taxpayer generally 
must use to determine the income from 
a long-term contract. Paragraph (c) of 
this section lists permissible methods 
of accounting for exempt construction 
contracts described in § 1.460–3(b)(1) and 
describes the exempt-contract percent-
age-of-completion method (EPCM). 
Paragraph (d) of this section describes 
the completed-contract method (CCM), 
which is one of the permissible meth-
ods of accounting for exempt construc-
tion contracts. Paragraph (e) of this 
section describes the percentage-of-
completion/capitalized-cost method 
(PCCM), which is a permissible method 
of accounting for qualified ship con-
tracts described in § 1.460–2(d) and resi-
dential construction contracts de-
scribed in § 1.460–3(c). Paragraph (f) of 
this section provides rules for deter-
mining the alternative minimum tax-
able income (AMTI) from long-term 
contracts that are not exempted under 
section 56. Paragraph (g) of this section 
provides rules concerning consistency 
in methods of accounting for long-term 
contracts. Paragraph (h) of this section 
provides examples illustrating the 
principles of this section. Paragraph (j) 
of this section provides rules for tax-
payers that file consolidated tax re-
turns. 

(b) Percentage-of-completion method—
(1) In general. Under the PCM, a tax-
payer generally must include in in-
come the portion of the total contract 
price, as defined in paragraph (b)(4)(i) of 
this section, that corresponds to the 
percentage of the entire contract that 

the taxpayer has completed during the 
taxable year. The percentage of com-
pletion must be determined by com-
paring allocable contract costs in-
curred with estimated total allocable 
contract costs. Thus, the taxpayer in-
cludes a portion of the total contract 
price in gross income as the taxpayer 
incurs allocable contract costs. 

(2) Computations. To determine the 
income from a long-term contract, a 
taxpayer— 

(i) Computes the completion factor for 
the contract, which is the ratio of the 
cumulative allocable contract costs 
that the taxpayer has incurred through 
the end of the taxable year to the esti-
mated total allocable contract costs 
that the taxpayer reasonably expects 
to incur under the contract; 

(ii) Computes the amount of cumu-
lative gross receipts from the contract by 
multiplying the completion factor by 
the total contract price; 

(iii) Computes the amount of current-
year gross receipts, which is the dif-
ference between the amount of cumu-
lative gross receipts for the current 
taxable year and the amount of cumu-
lative gross receipts for the imme-
diately preceding taxable year (the dif-
ference can be a positive or negative 
number); and 

(iv) Takes both the current-year 
gross receipts and the allocable con-
tract costs incurred during the current 
year into account in computing taxable 
income. 

(3) Post-completion-year income. If a 
taxpayer has not included the total 
contract price in gross income by the 
completion year, as defined in § 1.460–
1(b)(6), the taxpayer must include the 
remaining portion of the total contract 
price in gross income for the taxable 
year following the completion year. 
For the treatment of post-completion-
year costs, see paragraph (b)(5)(v) of 
this section. See § 1.460–6(c)(1)(ii) for 
application of the look-back method as 
a result of adjustments to total con-
tract price. 

(4) Total contract price—(i) In general—
(A) Definition. Total contract price 
means the amount that a taxpayer rea-
sonably expects to receive under a 
long-term contract, including 
holdbacks, retainages, and cost reim-
bursements. See § 1.460–6(c)(1)(ii) and 
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