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In brief 

The IRS concluded in a recently released field attorney advice (FAA 20124401F) that minimum 

royalties paid for the use of licensed patents must be capitalized to ending inventory under Section 

263A.  The conclusions reached in the FAA could impact consumer product companies that incur 

trademark royalties associated with their products under agreements that require the payment of 

minimum royalties.  As a result, consumer product companies are encouraged to analyze their royalty 

agreements to determine: (1) the type of royalties involved (e.g., minimum royalty, sales-based 

royalty) and (2) the proper treatment of those royalties for purposes of Section 263A. 

 

In detail 

Taxpayer facts 

In the FAA, Taxpayer develops, 
manufactures, markets, and 
sells a product.  Taxpayer 
requires the use of certain 
patented technology in order to 
manufacture the product.  
Taxpayer entered into a 
licensing agreement that 
provides for several types of 
compensation, including two 
types of royalties -- the earned 
royalty and the minimum 
royalty.  The earned royalty is 
computed using a specified 
dollar amount for each unit sold 
or leased; the minimum royalty 

is a fixed annual amount against 
which any earned royalty for the 
same year is credited.   

During the years in question, 
the earned royalties exceeded 
the minimum royalty.  Taxpayer 
argued that, based on this fact, 
the minimum royalty was never 
triggered, and only earned 
royalties were paid.  As a result, 
Taxpayer deducted all the 
royalty payments as cost of 
goods sold.  The IRS disagreed 
and asserted that the minimum 
royalty paid for the use of the 
licensed patents must be 
capitalized to ending inventory 
under Section 263A. 

Section 263A  

Section 263A requires a 
taxpayer to capitalize direct and 
indirect costs that are properly 
allocable to tangible personal 
property produced by the 
taxpayer.  Indirect costs are 
properly allocable to the 
property produced when the 
costs directly benefit or are 
incurred by reason of the 
performance of production 
activities.  The regulations 
specifically include licensing 
and franchising costs (including 
minimum annual payments and 
royalties) as an example of 
capitalizable indirect costs. 
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However, proposed regulations under 
Section 263A would provide that if a 
taxpayer incurs a royalty only upon 
the sale of property produced (a sales-
based royalty), then the cost is 
allocable only to the property that has 
been sold under the inventory cost 
flow assumption the taxpayer uses to 
identify the costs in ending inventory.  
In addition, an IRS Industry 
Director's Directive currently instructs 
revenue agents not to challenge a 
taxpayer's treatment of sales-based 
royalties if the taxpayer accounts for 
sales-based royalties using the method 
described in the proposed regulations 
or a method that reaches a similar 
result. 

IRS analysis 

In the FAA, the IRS did not dispute 
that the earned royalties in excess of 
the minimum royalty should be 
allowed as cost of goods sold.  The 
earned royalties were calculated based 
on the number of units sold and 
became due only upon sale, so the IRS 
agreed that the earned royalties 
should be considered sales-based 
royalties within the meaning of the 
proposed regulations.  Similarly, 
Taxpayer did not dispute the clear 
authority under both the current and 
proposed regulations that minimum 
royalties must be capitalized.   

The disagreement between the IRS 
and Taxpayer pertained to 
characterization of the royalties paid.  
Taxpayer argued that the minimum 
royalty was never paid because the 

earned royalties exceeded the 
minimum royalty and, thus, only 
earned royalties were paid.  The IRS 
argued that both minimum and 
earned royalties were paid.  The 
license agreement provided that the 
minimum royalty was incurred and 
payable for each year (or partial year) 
in which the license agreement was in 
effect, regardless of sales.  Although 
the earned royalties were credited 
against the minimum royalty, 
Taxpayer's liability for the minimum 
royalty was unaffected by the amount 
of earned royalties or the number of 
units sold. 

IRS conclusion 

The IRS concluded that the minimum 
royalty was incurred and paid for the 
right to produce the products.  Based 
on the law and its analysis, the IRS 
concluded that the minimum royalty 
paid for the use of licensed patents 
must be capitalized to ending 
inventory under Section 263A. 

What should consumer products 

companies consider doing? 

Consumer products companies should 
review their royalty agreements to 
determine the type of royalties 
involved.  They should then look at 
their current treatment of these 
royalties to determine whether the 
correct method of accounting is being 
followed for Section 263A purposes.  
Only royalties that directly benefit or 
are incurred by reason of the 
performance of production activities 

are required to be capitalized to 
ending inventory.  Royalties unrelated 
to production, such as royalties for the 
right to market, sell, and distribute 
goods, are not required to be 
capitalized.  Royalties for the right to 
manufacture or produce can be 
minimum royalties, sales-based 
royalties, or both.  Under Section 
263A, minimum royalties are required 
to be capitalized to ending inventory, 
but sales-based royalties are allocable 
to cost of goods sold. 

Consumer product companies that are 
taking royalties into account as period 
costs may want to consider changing 
their method of accounting to begin 
capitalizing minimum royalties in an 
effort to comply with Section 263A 
and obtain audit protection.  
Generally, this type of method change 
may be filed as an automatic change 
with a Section 481(a) adjustment.   

The takeaway 

In light of the conclusions reached in 
this FAA, consumer products 
companies should analyze their 
treatment of royalties for purposes of 
Section 263A, especially the treatment 
of minimum royalties that are 
required to be capitalized to ending 
inventory.  Companies that are 
inappropriately deducting minimum 
royalties should consider filing an 
accounting method change to obtain 
audit protection and avoid any future 
exposure.  
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Let’s talk   

For a deeper discussion of how this issue might affect your business, please contact: 

 
Barb Bukovac, Chicago 
(312) 298-2563 
barbra.bukovac@us.pwc.com 
 

 
Cristy Turgeon, New York 
(646) 471-1660 
christine.turgeon@us.pwc.com 

 
Jim Martin, Washington, D.C. 
(202) 414-1511 
james.e.martin@us.pwc.com 

Scott Rabinowitz, Washington, D.C. 
(202) 414-4304 
scott.h.rabinowitz@us.pwc.com 

Monic Kechik, New York 
(408) 534-2480 
monic.kechik@us.pwc.com 
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SOLICITATION 
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