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Inbrief

The base erosionand anti-abuse tax (BEAT), enacted as Section 59A by the 2017 tax reform legislation
(the Act), imposesa tax on base erosion payments, which include amounts a taxpayer pays oraccrues to a
related foreign person thatthe taxpayer may deduct. Costs recovered through costofgoods sold (COGS)
are subtracted from grossreceiptsand are not deductions. Thus,a paymentto a related foreign person
thatisincludedin COGS generallyis not a base erosion payment subject to BEAT. Accordingly, a
taxpayer maybeableto reduceits BEATliability by increasing COGS, particularly by using the uniform
capitalization (UNICAP) rulesunder Section 263A.

Indetail
BEAT

The BEAT applies tobase
erosion payments by an
applicable taxpayerin tax
yearsbeginningafter
December31,2017. Abase
erosionpayment generally is
an amount a taxpayer pays or
accruesto arelated foreign
person (1) for which a
deductionis allowable, (2) in
connectionwith the
acquisitionofproperty
subjectto depreciation or
amortization,or (3) for
certain reinsurance
payments. A baseerosion
paymentalsoincludes an
amountpaidoraccruedto an
entity thatbecamea
surrogate foreign corporation
(SFC) after November 9,
2017, or amemberofan

.

pwc

SFC’s ex panded affiliated
group, ifthe payment reduces
the taxpayer’s gross receipts.

An applicable taxpayeris a
corporation (otherthana
RIC, REIT, orS corporation)
with average annual gross
receiptsforthethree
preceding tax years of at least
$500 millionandabase

erosion percentage of at least
3% (2%in the caseofcertain
banks and registered
securities dealers). Thebase
erosionpercentage is
determined, in general, by
dividingthe amountofall
base erosion tax benefits by
the sum ofmost deductions
and certainbase erosion tax
payments.

The BEATis equal tothe
excess of (1)the BEAT
applicablerateforthetax
year multiplied by the
taxpayer’smodified taxable
income over (2) the
taxpayer’sregulartax
liability.

e The BEAT applicablerate
is5%for tax years
beginningin 2018,10%
for tax years beginningon
or before December 31,
2025, and 12.5%for tax
yearsbeginningafter
December31,2025. The
applicablerate forbanks
and securitydealersis one
percentage point higher
(6%for tax years
beginningin 2018, 11% for
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tax yearsbeginningonorbefore
December31,2025,and13.5%for
tax yearsbeginningafter December
31, 2025).

e Modified taxableincome is the
tax payer’staxable income without
regardto (1) thetax benefits
resultingfrombase erosion
payments and (2) thenet operating
loss deduction allowed for the tax
year multiplied by the base erosion
percentage.

e Inthe BEATcomputationin tax
yearsbeginningonorbefore
December 31,2025, regular tax
liability is reduced by credits, with
certain addbacks (for example, the
Section 41 research credit). Fortax
yearsbeginningafter 2025, regular
tax liability is reduced by all
credits.

See PwC’s Tax reform readiness: Base

erosionand anti-abuse tax for more
detaill onBEAT.

COGS

Overview

COGS is the meansby which a
taxpayerthat maintainsinventories
recoversthe costs allocated to
inventorythathasbeen sold. COGSis
equalto (1) thesumof(a) thevalue of
inventory held by the taxpayer atthe
beginningofthetax year, (b) the
amountofinventory purchases, (c)
the cost oflabor, (d)additional
Section 263A costs, and (e) other costs
allocableto the inventory,less (2) the
valueofinventoryonhand at theend
ofthe tax year.

For a taxpayer that maintains
inventories, grossincomeis gross
receiptsless COGS. Asnotedinthe
Conference Report on the Act, “base
erosionpayments donotinclude...
payments for costofgoodssold.” H.

Rpt 115466, p.657. Thus, amounts
paid oraccruedto a related foreign
person and recovered through COGS
are treated favorablyunderthe BEAT
and generally are notbase erosion
payments subjecttothe BEAT.

Increasing COGS by capitalizing
costs under Section 263A (UNICAP)

Section 263Aspecifiesthat direct and
allocableindirect costs of property
that a taxpayer produces or acquires
for resale mustbe capitalized to
inventory. Sales-based royalties and
management fees are two types of
costs that maybe capitalizable under
Section 263A. However, taxpayers
often improperly omitthese costs
from COGS and instead take these
costs asa ‘below-the-line’deduction
thatis not part of COGS.

Sales-based royalties are thelicensing
fees, payments, and royalty costs
related tothe use ofintellectual
property thatbecome dueuponthe
sale of property produced oracquired
for resale. Sales-basedroyalties
related directly orindirectly to
purchasing, production, storage,or
handlingofinventory are capitalizable
under Section 263A. Regulations
under Section 263A permit taxpayers
to allocate capitalizable sales-based
royalties entirely to property that has
beensold. Ataxpayergenerallymay
recover these costs in theyearpaidor
accrued as part ofits COGS.
Accordingly, capitalizable sales-based
royaltiespaid to a related foreign
party are excluded from the taxpayer’s
base erosion payments ifthe costs are
properly capitalized and included in
COGS under Section263A. However,
sales-based royalties attributable
solely to deductible activities, such as
sales and marketing, are not
capitalizable under Section 263A and
may be base erosion payments subject
to the BEAT if paid to a related foreign

party.

Management fees may be capitalizable
under Section 263Atothe extentthe
services relate directly or indirectly to
purchasing, production, storage,or
handlingofinventory. Thus,a
management fee paid to a related
foreign personforassistance with the
sourcing of rawmaterials is
capitalizable under Section 263A. A
management fee for assistance with
humanresources, accounting, or
informationsystemsis a mixed service
cost, a portionof whichmaybe
capitalizable under Section 263A. In
either case, the amounts capitalized
under Section 263A andrecovered as
COGS are notsubject tothe BEAT.
However, management fees
attributable solely to deductible
activities, such as sales and marketing,
are notcapitalizable under Section
263A and may be base erosion
payments subjecttothe BEAT if paid
to arelated foreignparty.

Observation: A taxpayerthat
currently is not capitalizing sales-
basedroyalties, management fees, or
other costsunder UNICAP may
requesta changein method of
accounting by filing Form 3115,
Applicationfor Change in A ccounting
Method. Whethera changetoa
taxpayer’s method for capitalizing
costs under Section263A must be
filed underthe automatic method
change procedures or the non-
automatic method change procedures
dependson thetaxpayer’sfacts and
circumstances. Most changes under
Section 263A qualify for the automatic
method change procedures.

The takeaway

Tax payers may wantto review their
costs toidentify amounts paid or
accruedtorelated foreign persons that
may be capitalizable to inventory and
recovered through COGS, which may
reduce their BEAT exposure.
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Let’s talk

For a deeperdiscussionof howthis might affect your business, please contact one ofthe PwC professionalslisted below, or
yourlocal Accounting Method Services contact:

Brad White Annette Smith
Partner, AccountingMethodandFixed Partnerand Leader —Federal Tax
Asset Services Leader, Los Angeles, CA  Services, Washington, DC

(213) 356-6148 (202) 414-1048
brad.white@pwc.com annette.smith@pwec.com
To further discuss the BEAT, please contact:

QuyenHuynh

Partner, International Tax Services,

Washington, DC

(202) 312-7929
quyen.huynh@pwe.com
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SOLICITATION

This content is for general information purposes only, and should not be used as a substitute for consultation with professional advisors.

At PWC, our purpose is to build trust in society and solveimportant problems. PwC is a network of firmsin 157 countries with more than 208,000 people who are committedto
deliv ering quality in assurance, advisory and tax services. Find out more and tell us what matters to you by visiting us at www.pwc.com/US.
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