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SETTLEMENT GUI DELI NES

DOLLAR- VALUE LI FO SEGVENTS OF | NVENTORY

STATEMENT OF | SSUE

Whet her a LI FO i ndex devel oped by
doubl e- ext endi ng one segnent of the inventory can be
applied to another segnment of the inventory that was not
doubl e- ext ended.

BACKGROUND

This coordinated i ssue of the Exam nation
| ndustry Specialization Program (I SP), as framed above,
was approved by the O fice of the Assistant Comm ssioner
Exam nation in June of 1995. This issue was devel oped by
t he National Exam nation Inventory |Issue Specialist. The
issue is coordinated generically for all industries.

Generally, this coordinated ISP i ssue may be
present with taxpayers who use the index method or the
| i nk-chain method where a sanmpling technique is used to
conpute the current year index. A pure doubl e-extension
met hod by its very nature does not enpl oy sanpling
t echni ques, since all of the inventory nmust be considered
in the detail ed conputations and therefore the
coordi nated issue should not be present. Simlarly, the

issue will not be present for |ink-chain method taxpayers
who do not use a sanpling technique because they doubl e-
extend 100 percent of all inventory itens.

This coordinated ISP i ssue stands for the
proposition that the LIFO index cannot be applied to a
segnent of inventory that was not included in the
t axpayer's universe of inventory itenms sanpled, unless
t he taxpayer establishes that the index is appropriate
for the unsanpl ed inventory.
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EXAM NATI ON DI VI SI ON POsSI TI ON

The Service's self instructional LIFO training
text, LIFO Method of Inventory Valuation, Training 3127-
01 (Rev. 12-87) at page 5-9 paragraph 1 states: "Treas.
Reg. Sec. 1.472-8(e)(1) describes two sanpling nethod
approaches that can be used in connection with the index
met hod. The i ndex may be conputed by doubl e-extendi ng a
representative portion of the inventory in a pool or by
use of other sound and consistent statistical nethods.”
The LIFO training text goes on to state in the next
paragraph the following: "There are no published rulings
as to what sanple size constitutes a 'representative
portion of the inventory'."

According to the Exam | SP paper on this issue,
statistical methods require that every item has a known,
non-zero chance of selection. |If some portion of the
popul ati on has no chance of selection, defensible
statistical projections cannot be nmade to that segnment or
portion of the inventory pool.

Duri ng exam nations, it has been discovered that
sone taxpayers may attenpt to circunvent or bypass the
requi renents of the regulations. This is acconplished in
particul ar ways, for exanple: double-extending only the
| arge dollar itenms in the inventory and applying the
derived index to the entire inventory; using sanples that
are not statistically valid and applying the derived
index to the entire popul ation; not including newitens
in the sanple for the conmputation of their index and
applying the index to the entire inventory which includes
new itenms; and determ ning an index for one segnment of
the inventory, for exanple a warehouse and appl ying that
i ndex to other segnents of the inventory, such as its
st ores.

Exam s position is the LIFO index cannot be
applied to a segnent of inventory which was not
represented when the index was conputed unless the
t axpayer can denonstrate that the index is representative
of the price novenents of such segnment, generally by
reconstruction. The deliberate exclusion of whole

(Any line marked with a # is for OFFICI AL USE ONLY)

3



segnents of the inventory froma sanple does not usually
satisfy the requirenents for a representative or

statistical sanple. The Service has held adverse to

t axpayers in several technical advice menoranduns on

desi gned om ssions of segnents of inventory. Further, sone
t axpayers have used a sanple from one pool to devel op an

i ndex for another pool(s) or another related taxpayer in a
sim | ar business, such as an affiliate entity. This so-
call ed, "borrowi ng" of a price index is not an acceptable
price index nethodol ogy.

A nmore difficult sanpling issue surfaces when
items or sub-assenblies of inventory go "down streani in
t he manufacturing process to formfurther conplex sub-
assenblies or finished goods. GCenerally, taxpayers can
conpute an accurate price index for the individual itens
in bulk, but it is extrenely difficult to "explode" a
conpl ex sub-assenmbly or finished product into dozens,
hundreds or thousands of individual items of inventory.
Taxpayers quite often reassign the itenms down streamin
t he manufacturing process (sub-assenblies or finished
goods) back to the transferor divisions and devel op a
price index for that segnment of downstreaminventory. It
may be conputed properly based on mi x of the inventory
and proper mathematical forrmulas or it may be based on an
estimate that is subject to scrutiny and further
anal ysi s.

The propriety of such nmethods for downstream
inventory turns on the denonstration by the taxpayer that
t he nonsanpled itens were not appreciably different from
the segnments that were sanpled. It can be expected that
Exam wi | | pursue this nonsanpl ed downstream segment of
inventory nore routinely, since this issue has been
approved by the National Ofice as a coordinated ISP
issue. This is an untested position, which will be
di scussed bel ow

If the taxpayer is unable to substantiate the
LI FO i ndex for a segnment of its inventory pool, then the
district director has the authority to hold that the
base-year cost of that segnment of inventory is equal to
the current-year cost (1.0 index). The district
director could assune no inflation for that segnent of
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inventory until the taxpayer neets its required
responsibility or reconstructs an alternative index that
is acceptable.

In essence, this will require the taxpayer to
conpute a separate index to substantiate the taxpayer's
claimed index for that segnment of inventory within the

pool that was not sanpled. |If the taxpayer's nethod of
accounting is changed, |I.R C. Sec. 481(a) requires an
adj ustnent to prevent duplications or om ssions of
ampunts. |If the taxpayer does not furnish the required

substantiation for this segnment of the inventory the
exam ner may reconstruct the index based on the best
avai |l abl e evidence or allow no inflation on that segnent
of inventory, in accordance with the LIFO regul ation
expl ai ned below. This |ater approach of allow ng no

inflation will cause the unsanpled inventory segnent's
index to be weighed at 1.0 in the overall conputation of
t he pool (s).

TAXPAYER S POSI TI ON

Taxpayers and practitioners have criticized the
Service for failure to issue any definitive official
gui delines with respect to appropriate techniques for
sanpling under the dollar-value LI FO nmethod. This |ack
of gui dance or "safe harbor"” frustrates taxpayers and the
practitioner comrunity because the Service is taking a
nore exacting position than what taxpayers and
practitioners believe the regulations require. This is
particularly so on downstream conpl ex sub-assenblies or
fini shed goods where it is inpractical to "explode" the
good(s) into its many itens of inventory.

Many taxpayers or their tax advisers believe that
judgnmental sampling (also called conventional or
representative sanpling) will be acceptable if it is
established on a m nimum of 50 percent of the itens in
inventory and it equates to 70 percent of the dollars.
This is an unscientific process and is not based on a
mat hemati cal formula or nethod. There appears to be no
authoritative publications on judgnmental sanpling, but it
is generally acceptable for GAAP based on the facts and
circunst ances of each use. Practitioners point out that
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judgnment al sanpling has been accepted by the Service in
ol der letter ruling requests, with the qualification that
its propriety is subject the satisfaction of the district
director. Several respected tax accounting authors refer
to the "50 percent of the itenms and 70 percent of the
dollars", in their witings, but the exact source of this
so-called "rule of thunmb" cannot be established by these
aut hors or anyone in the Service or other government
agenci es.

Statistical sanmpling is the Service's preferred
met hod and generally accepted, assum ng there is no
systemati c exclusion of itenms of inventory.

The tax practitioner community (ABA, Al CPA and
TElI') have conpl ai ned that they worked with the Service
for several years on a statistical sanpling revenue
procedure specifically for LIFO and the project was
abandoned by the Service in 1993 w thout publication or
ot her official guidance. Taxpayers and practitioners
have relied on the only guidance the Service has given to
date on this statistical sanpling problemin another area
of the tax law relative to the installnment method for
revolving credit sales which is the subject matter of
Rev. Proc. 64-4, 1964-1 CB 644 (the use of the
install ment method for revolving credit plans was
repealed in the Tax Reform Act of 1986).

Taxpayers and practitioners feel that this
segnents of inventory ISP issue would not be found to
constitute a nethod of accounting, and therefore no
| . R.C. Sec 481(a) adjustment is required. They feel this
is a substantiation issue and each year stands on its
own. This argunent is particularly heightened where the
t axpayer can substantiate previous LIFO exam nations and
or adjustments proposed to their indexes because of other
LI FO i ssues and a sanpling concern was never rai sed.

It is further argued by the tax community that if
the Service would concentrate on what is an acceptable
nmet hod prospectively the issue would be resol ved nore
readily. Taxpayers believe the Service has the authority
under |I.R C. Sec. 7805(b) to grant relief retroactively.

Further, taxpayers believe that since there has been no
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of ficial guidance, and the practitioner community was
enticed to believe for several years that a pronouncenent
was i nm nent, the Service should allow I.R C. Sec.
7805(b) relief.

LEGAL DI SCUSSI ON AND ANALYSI S

Treasury Regul ation Section (Treas. Reg. Sec.)
1.472-8(e) (1) of the dollar-value LIFO regul ations
descri be three nethods for devel opi ng i ndexes fromthe
t axpayer's actual cost records or experience: (1) double-
ext ensi on nmet hod; (2) index method; and (3) link-chain
met hod. These three nethods apply different techniques
to acconplish the followi ng two objectives: (1) determ ne
t he base-year costs of current-year inventories; and (2)
conpute an index to price increnents of base-year costs
occurring during the current year. The use of the phrase
"index method"” can be m sunderstood because each of the
three LIFO pricing nmethods, i.e., doubl e-extension, index
and |ink-chain are nethods of determi ning an overall
price index for the pool (s).

The doubl e- ext ensi on net hod requires that each
itemof inventory (100 percent) is priced at its base-
year unit cost as well as its current-year unit cost.
The sum of all extended base year costs is divided into
the sum of all extended current-year costs to obtain a
dol | ar-val ue i ndex. Generally, the subject ISP issue
w Il not be present with a pure doubl e-extensi on nethod
t axpayer since the taxpayer is required to doubl e-extend
100 percent of the itens in its inventory pool (s).

The index method is an all owabl e nmet hod where
i ndexes are devel oped by doubl e-extending a
representative portion of the inventory in a LIFO pool (s)
or by using other sound and consistent statistical
met hods. In contrast to the doubl e-extension nethod, the
i ndex nethod divides the sanple index into total current-
year costs to obtain total base-year costs in the current
inventory. This projection technique is necessary
because the index nethod does not doubl e-extend the
entire current-year inventory. This index is also used
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to value increnents (increases) in inventory, which is
anot her step in the overall LIFO conputation.

The use of the index nmethod is all owed where the doubl e-
extension nmethod is inpractical because of technol ogi cal
changes, extensive variety of itens, or extrene
fluctuations in the variety of itenms in a dollar-value
pool (s). Technically, a taxpayer not doubl e extendi ng
100 percent of its inventory is using an index method.
The Service is critical of a taxpayer claimng on their
Form 970 LIFO election to be on a certain method, e.g.,
100 percent double extension, but in practice are doing
sonething different, e.g., less than 100 percent double
extension (hybrid index nmethod). The taxpayer nust
affirmatively elect to use the index nmethod on their Form
970 LIFO election. The accounting nethod propriety of

t he taxpayer changing fromthe double extension nethod to
the index or link-chain methods and variations thereof

wi Il not be discussed in this ISP guideline paper.

The link-chain index method is a cunul ative index
whi ch considers all annual indexes dating back to the
year of the LIFO election and nust be conputed every year
to keep the cunulative index current. It is used to
restate current-year inventory to base year costs and to
val ue increnments (increases in inventory) of base-year
cost when they occur.

The taxpayer's |ink-chain method may doubl e-
extend all items in ending inventory. The ending
inventory nust be priced at their begi nning and end- of -
year costs in order to obtain the annual index that is
"l'inked" (rmultiplied) to the prior year cunulative index
to arrive at the current year cunulative index. In
actual practice, it will be found that the procedures
used by nost | arge taxpayers are to doubl e-extend a
representative portion of the inventory by sone type of
sanpling technique, simlar to what a taxpayer on the
i ndex nethod perfornms. The use of a sanpling technique
to compute the link-chain index is allowable, assumng it
was properly elected and the appropriateness of the
i nventory pool (s) sanpled is sound.
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I. RR.C. Sec. 472(a) allows a taxpayer to elect the
LI FO i nventory method. The use of LIFO however, nust be
in accordance with the regul ations, nmust be applied on a

consi stent basis, and nmust clearly reflect inconme. In
addition, inventories on LIFO nust not be val ued | ower
t han cost.

Treas. Reg. Sec. 1.472-3(d) states "Whet her or
not the taxpayer's application for the adoption and use
of the LIFO inventory nmethod should be approved, and
whet her or not such nmethod, once adopted, nmay be
continued and the propriety of all conputations
incidental to the use of such nmethod, will be determ ned
by the Comm ssioner in connection with the exam nation of
the taxpayer's incone tax returns.”

Treas. Reg. Sec. 1.472-4 states that "(a)
t axpayer may not change to the LIFO nmethod of taking
inventories unless, at the tine he files his application
for the adoption of such nethod, he agrees to such
adj ustnments incident to the change to or from such
met hod, or incident to the use of such nmethod, in the
inventories of prior taxable years or otherw se, as the
district director upon the exam nation of the taxpayer's
returns may deem necessary in order that the true incone
of the taxpayer will be clearly reflected for the years
i nvol ved. "

Treas. Reg. Sec. 1.472-8 prescribes the operating rules
for the use of the dollar-value nmethod of pricing LIFO
inventories. Treas. Reg. Sec. 1.472-8(d) states, in
part, that "whether the nunmber and the conposition of the
pool s used by the taxpayer is appropriate, as well as
conputations incidental to the use of such pools, wll be
determ ned in connection with the exam nation of the
taxpayer's incone tax returns. Adequate records nust be
mai nt ai ned to support the base-year unit cost as well as
the current-year unit cost for all itenms priced on the
dol | ar-val ue LI FO inventory nmethod, regardless of the

met hod aut hori zed by paragraph (e) of this section which
is used in conputing the LIFO value of the doll ar-val ue
pool . "
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Treas. Reg. Sec. 1.472-8(e)(1) states, in part,
that "(a) taxpayer may ordinarily use only the so-called
"doubl e- extension' nmethod for conmputing the base-year and
current-year cost of a dollar-value inventory pool."

This regul ation al so provides that an i ndex may be
conput ed by doubl e-extendi ng a representative portion of
the inventory pool or by the use of other sound and
consi stent statistical nmethods. The index used nust be
appropriate to the inventory pool to which it is to be
applied. The appropriateness of the nmethod of conputing
the index and the accuracy, reliability, and suitability
of the use of such index nust be denonstrated to the
satisfaction of the district director in connection with
t he exam nation of the taxpayer's incone tax returns.

Treas. Reg. Sec. 1.472-8(e)(2) prescribes the
operating rules for the use of the doubl e-extension
met hod. Under the doubl e-extension nmethod, the quantity
of each itemin the inventory pool at the close of the
taxabl e year is extended at both base-year unit cost and
current-year unit cost. The respective extensions are
t hen each totaled. The first total gives the anpunt of
the current inventory in ternms of base-year cost and the
second gives the anpunt of such inventory in ternms of
current-year cost.

Treas. Reg. Sec. 1.472-(8)(e)(2)(ii) states that
the taxpayer is allowed to determ ne the current-year
cost of itenms making up the pool by reference to (a) the
actual cost of the goods nost recently purchased during
the year, (b) the actual cost of the goods purchased
during the year in order of acquisition, (c) the average
cost of the goods purchased during the year, or (d) any
ot her proper nethod which clearly reflects inconme. The
regul ati ons al so include exanples as to how LIFO
i nventories should be conputed under the doubl e-extension
nmet hod.

VWhere the use of the doubl e-extension nmethod is
i npractical, the taxpayer may use the index method or the
i nk-chain nmethod. There are no exanples or other
regul ations that relate specifically to the use of the
i ndex or |ink-chain nmethods.
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Even t hough the regul ations do not provide
specific rules for the link-chain or index nethods, it is
commonly agreed by the Service and respected tax
accounting authors that those nethods are conceptually
conparabl e to the doubl e-extension nethod. Except for
the sanpling techniques used in both the |ink-chain and
t he i ndex nmethods and the use of a cumulative index in
the |ink-chain nethod, the principles, concepts, and
operating rules in the doubl e-extension regul ations are
conceptual |y applicable to taxpayers on the index or
I i nk-chai n met hods.

Thus, a taxpayer using the index or |ink-chain
met hod may conpute an i ndex by doubl e-extending a
representative portion of the inventory in a pool or by
the use of other sound and consistent statistical
nmet hods. The index used nmust be appropriate to the
inventory pool to which it is to be applied. The
appropri ateness of the method of conputing the index and
the accuracy, reliability, and suitability of the use of
such index nmust be denobnstrated to the satisfaction of
the district director in connection with the exam nation
of the taxpayer's inconme tax returns. Treas. Reg. Sec.
1.472-8(e)(1) requires that the appropriateness of the
met hod of conputing the index and the accuracy,
reliability, and suitability of the use of such index
nmust be denonstrated to the satisfaction of the district
director in connection with the exam nation of the
t axpayer's incone tax returns. The LIFO regul ations
i npose a heavy burden on the taxpayer.

There appears to be no primary authority
specifically addressing the proper treatnent of itens
transferred fromone plant or division of a taxpayer to
anot her plant or division when the plants or divisions
are in the sane LIFO pool. The regulations only provide
the general rule that an index nay be conputed from"a
representative portion of the inventory in a pool."
Treas. Reg. Sec. 1.472-8(e)(1).

In the case of Basse v. Conm ssioner, 10 T.C 328
(1948), the Tax Court did not allow a taxpayer to apply
an i ndex, conputed w thout reference to a materi al
segnent of inventory, to the total inventory. Many
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t axpayers have situations simlar to Basse in that they
al so do not doubl e-extend a representative portion of a
segnent of the inventory when they conpute the index for
their pool(s). Basse was a retailer under the LIFO

met hod of valuing inventory. Basse had a pool containing
inventory at both a warehouse and a nunber of stores.
The goods found at the warehouse were the sane as the
goods at the stores, but in a different ratio. Basse
doubl e- ext ended 100 percent of the warehouse goods in
order to determ ne an index of inflation for the year.
None of the goods at the stores were doubl e-extended.
The end-of -year costs at the stores were divided by the
war ehouse index in order to determ ne the

begi nni ng- of -year costs for the stores.

The Service challenged the application of Basse's
war ehouse index to the stores on the grounds that the
fl ow of costs at the warehouse was different fromthe
flow of costs at the stores, and application of the
war ehouse index to the stores would not clearly reflect
income. The court agreed with the Service on this point,
hol di ng that Basse could not use the warehouse index to
conpute the beginning-of-year costs of the stores. The
Service took the position of allowing no inflation or
increase in price index for the stores portion of the
inventory. The court rationalized the petitioner had
sone inflation and all owed 50 percent of the clained
anount, under the so-called "Cohan" rule based on the
case of Geo. M Cohan v. Comm ssioner, 39 F2d 540 (2d
Cir. 1930).

The court suggested that Basse could have applied
the classification indexes at the warehouse to the stores
inventory if they had taken the dollar value of the
stores inventory according to the twenty-seven
classifications used in the warehouse inventory. Sone
t axpayers argue that the suggestion or dicta in Basse
supports their position, but dicta is not law. |In Basse,
the court suggested how the taxpayers could have used the
i nformation available fromthe warehouse:

Obvi ously the petitioners (Basse), w thout changing from
the retail method of taking the retail stores inventory
(which was no small part of their total inventory, since
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it was approxi mtely one-third of the whole), could have
made the percentages of increase in the cost of goods in
t he warehouse applicable to the goods in the retail
stores simply by taking the dollar value of the stores
inventory according to the twenty-seven cl assifications
used in the warehouse inventory, which classifications
petitioners so convincingly defended and showed to have
actually been copied fromthe groupings of goods in
retail stores. 1d. at 341.

In other words, by focusing on the m x of itens
in the retail stores' inventory, proper weight could have
been given to each classification of the itens in that
inventory. \Where taxpayers assign an index by weighted
product m x the acceptability of such technique only be
accepted on a case by case analysis. This technique wl
only yield an appropriate index under particular facts
and circunmstances. Contact your inventory or a
statistical specialist for assistance.

It should be pointed out, the Basse case was
decided in 1948 when the courts were routinely applying
the "Cohan" rule in many areas of the tax | aw,
particularly with business or entertai nnent deducti ons.
It is not envisioned that currently deci ded segnents of
LI FO i nventory cases woul d be deci ded on a "Cohan" rule
approach as the Basse case was decided. It is believed
the court would apply sound, infornmed reasoning in an
opi nion of an internedi ate ambunt between the Service's
notice of deficiency determ nation and the taxpayer's per

return position, i.e., alternative conputations,
expert(s) opinions, evidence introduced by the parties
etc. It should not be inplied that the court would

al ways reach an internedi ate solution to this segnents of
LIFO inventory issue just because it was raised in the
notice of deficiency. Naturally, the court could find
totally in favor of the Comm ssioner or the taxpayer. In
fact, the taxpayer may have a form dable claimto
increase their claimed price index. The court would be
required to rule on this claim

The facts and circunstances of many taxpayers are
simlar to Basse in that the taxpayers fail to
doubl e-extend a substantial portion or segnent of the
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inventory, particularly down stream sub-assenblies or
finished goods. It can be expected that closer scrutiny
will be given on exam nation than in the past. This is a
factual issue and the Service is free to resolve cases
based on reconstruction or the best avail abl e evidence
usi ng sound and practical judgenment. This LIFO issue is
basically a substantiation issue.

The taxpayer clearly has the burden of proving
its LIFOindex is an accurate reflection of its
inflationary price increases. The LIFO regul ations are
| egi slative which gives themthe effect of law. These
regul ati ons place a strong burden of proof on the
t axpayer. See Boecking v. Comm ssioner, TC Menp 1993-497
where the petitioner failed to neet its burden and their
LI FO el ection was term nated and the accunul ated LI FO
reserve was required to be reported into incone. The
Suprenme Court, in Conm ssioner v. Houston, 283 U.S. 223,
228 (1931), stated "The inpossibility of proving a
mat eri al fact upon which the right to relief depends,
sinply | eaves the clai mant upon whom t he burden rests
with an unenforceable claim a m sfortune to be borne by
him as it nust be borne in other cases, as the result of
a failure of proof." The Houston case was not a LIFO
case, but a substantiation case. There are a nyriad of
substanti ati on cases that turn based on the facts and
circunstances of the respective issues.

The treatnment of inventories for tax purposes is
governed by |I.R C. Sections 446, 471 and 472. These
sections grant the Comm ssioner broad discretion in
matters of inventory accounting and give wide |latitude to
adj ust a taxpayer's nmethod of accounting for inventory so
as to clearly reflect incone. Thor Power Tool Co. V.
Commi ssi oner, 439 U. S. 522 (1979). The Conmi ssioner's
determ nation with respect to the clear reflection of
income is given nmore than the usual presunption of
correctness, and the taxpayer bears a heavy burden of
overcom ng a determ nation that a nethod of accounting
does not clearly reflect incone.

Once the Conm ssioner determ nes that a
t axpayer's method of accounting does not clearly reflect
income, he may select for the taxpayer a method which, in
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his opinion, clearly reflects incone. The taxpayer has
t he burden of showi ng that the nethod sel ected by the
Comm ssioner is incorrect or arbitrary, and such burden
is extremely difficult to carry. Photo-Sonics, Inc. v.
Comm ssi oner, 357 F.2d 656 (9th Cir. 1966). The

Comm ssioner's determnation as to the proper nethod of
accounting for inventory nust be upheld unless shown to
be plainly arbitrary. Lucas v. Kansas City Structural
St eel Company, 281 U. S. 264 (1930); Ford Mot or Conpany
v. Comm ssioner, 71 F.3d 209 (6th Cir. 1995); and the
LI FO case of E.W Richardson v. Comm ssioner, T.C. Meno
1996- 368.

A change in nethod of accounting (voluntary or
i nvol untary) also includes the application of the I.R C
Sec. 481(a) adjustnent (although sone voluntary
accounti ng nmet hod changes are nmade using a cut-off
met hod, see Rev. Proc. 97-27, Sec. 2.06, 1997-21 IRB 10,
12). The purpose of I.R C. Sec. 481 is to prevent a
di stortion of inconme or windfall to the taxpayer as a
result of a change in nethod of accounting that woul d
ot herwi se be barred by the statute of limtation. The
| . R.C. Sec. 481(a) adjustnment includes anmounts that woul d
be otherw se barred by the statute of limtations. The
t axpayer receives the benefit of the "timng" of the
i ncome or deductions relative to interest on the
deficiency up until the year of the I.R C. Sec. 481
adjustnment. Treas. Reg. Sec. 1.446-1(a)(1l) provides that
the term "nmet hod of accounting” includes not only the
overal |l nethod of accounting of the taxpayer, but also
the accounting treatnent of any item See al so, Treas.
Reg. Sec. 1.446-1(e)(2)(ii)(a).

The | eadi ng case on a challenge to the statute of
limtations being barred versus the application of I.R C.
Section 481(a) is Gaff Chevrolet Conpany v. Canpbell,
343 F.2d 568 (5th Cir. 1965). 1In the case of Gaff
Chevrol et Conpany, a retail auto dealer, the petitioner
had not included in income amounts credited to a dealer
reserve account by a finance conpany in 1956 and 1957,
years closed by the statute of limtations. The taxpayer
was required to include in income in 1958, the year in
whi ch the Comm ssioner required it to change its
accounting nmethod, amounts credited to its reserve
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account from cl osed years. This 1958 change was based on
a then recent Suprenme Court case that ruled on the issue
causing it to be reportable income. See Comm ssioner V.
Hanson, 360 U.S. 446 (1959). A subsequent case, W S.
Badcock Corp. v. Comm ssioner, 59 T.C. 272 (1972), not
only supports the Graff Chevrol et Conpany hol di ng, but it
is also interesting to note that there were prior audits
and the adjustnment was not proposed on exam nation until
a subsequent year.

SETTLEMENT GUI DELI NES

This is a facts and circunstances generic issue
that will be taxpayer specific - it is generally a
substanti ati on i ssue and should be treated accordingly.
It is not the type of issue that a "pro-forma" settlenent
gui deline can be recomrended for all taxpayers. Although
the Basse case may | end sone gui dance, there is generally
no case |law on point. Further, as stated above, the
Service has not published any official guidance on this
issue. A primary goal for settlenent should be that the
t axpayer is on a sound and acceptabl e sanpling nethod
prospectively and the years under consideration are
settled appropriately. Contact your Appeals coordi nator
for gui dance.

The LI FO i ndex cannot be applied to a segnent of
i nventory which was not represented when the index was
conputed unl ess the taxpayer can denonstrate that the
index is representative of the price novenents of such
segnent. Taxpayer's generally acconplished their burden
t hrough reconstruction of the segnent of inventory that
was not sanpled. Again, this is the taxpayer's burden to
reconstruct to the satisfaction of the district director,
not the exam nation division's burden. Taxpayers
excl udi ng whol e segnents of the inventory do not
generally satisfy the requirenents for a representative
or statistical sanple. The Service has held adverse to
t axpayers in several technical advice nmenoranduns on
intentional or inadvertent om ssions of segnments of
inventory. Adverse findings by National Ofice have al so
been found where taxpayers have used a sanple from one
pool to develop an index for another pool (s) or another
rel ated taxpayer in a simlar business, such as an
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affiliate entity. This so-called, "borrow ng" of a price
index is not an acceptabl e net hodol ogy even though the
inventory is the same type. The m x of inventory may
have a dramatic affect on the price index. Generally,

t he exanples in this paragraph would be strong cases for
t he governnment, assum ng the taxpayer failed to
reconstruct a price index.

Reconstruction by the Service is resource
intensive and is generally the taxpayer's burden. The
t axpayer is custodian of the records, not the district
director. The Service may want to performthis task to
corroborate or rebut the taxpayer's assertion, especially
where they have enpl oyed outside expert(s).
Reconstruction or |lack thereof is not required of the
district director and should not be a barrier for
acceptance of jurisdiction by Appeals. Reconstruction
may be necessary for rebuttal where the taxpayer has
obt ai ned expert opinion(s) as to the validity of the
t axpayer's sanpling nethodology. It nmay be found that
this reconstruction is necessary to formulate a position
for a notice of deficiency determnation - either as a
primary or alternative position. Reconstruction may be
necessary when in Appeals jurisdiction because the
t axpayer presents new evidence. Appeals is required
under I RM 8223 to have Exam revi ew new evi dence and Exam
may opine on its relevancy. An expert opinion that was
not previously seen by Exam generally neets the new
evidence criteria. As with any issue, inability to rebut
new evi dence or |lack of resources to obtain rebuttal
expert will bear heavily on the Appeals eval uation and
ultimte settl enment.

The appeals officer or teamchief may want to
nmeet early in the Appeals process with counsel and Exam
relative to retaining an expert in the field. Lack of
avai lability of an expert generally increases the
governnment's hazards of litigation. It is inperative
that the first cases considered for a notice of
deficiency be good litigating vehicles since there is no
| egal precedent for this issue other than the old case of
Basse. The use of judgnental versus statistical sanpling
IS untested.
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A practical approach that can be used for a
"reality check” is the producer price indexes (PPl) or
consuner price indexes (CPl) published by the Bureau of
Labor Statistics (BLS). This is a nonregulatory approach
to resolving this segnents of inventory issue, but may be
sensi bl e and conserve resources. Taxpayers nmay only use
the PPl or CPlI tables published by BLS if they have
formally elected the Inventory Price Index Conputation
(IPIC) nethod under Treas. Reg. Sec. 1.472-8(e)(3). |If
BLS is used for a reality check, caution should be taken
that the appropriate detailed PPI or CPlI categories are
used to conpare simlar inventory. The use of the BLS
publ i shed PPI or CPlI tables as a settlenent tool should
be used sparingly and only after consultation with the
i nventory specialists. PPl or CPlI tables should not
generally be used where the taxpayer has no records or
m ssing year(s) of records. There could be other LIFO
i ssues present in the m ssing year(s) that taxpayers are
attenpting to conceal, i.e., a bargain purchase issue,
definition of itemissue, inproper accounting nethod
change, etc.

I n unagreed cases, Exam should have included an

|. RR.C. Sec. 481(a) adjustnment in the exam ners proposal.

The majority of the revenue adjustnment is generally
found in the .R C. Sec. 481(a) adjustnment. \Where the
appeal s officer, teamchief or case manager eval uates
that the issue is best served by settlenment at |ess than
proposed, there are several approaches to acconplish such
conpron ses. One approach to settlenent m ght be to
limt the "l ook-back” period of the . R C. Sec. 481(a)
adjustnment or to elimnate it altogether in exchange for
t he taxpayer's concession of the current year proposal
and the agreenent for future conpliance. Based on the
respective hazards of litigation, a percentage reduction
of the claimed price index for the segnent of inventory
t hat was not sanpled may be the nost appropriate.

Rev. Proc. 97-27, 1997-21 IRB 10, supersedes Rev.
Proc. 92-20, 1992-1 CB 685. The integrity of Rev. Proc.
97-27 or any successor revenue procedure(s) mnust be
respected. This principle cannot be over-enphasized. It
shoul d be recogni zed that the taxpayer could have
obtained "cut-off" fromthe I.R C. Sec. 481(a) adjustnent
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if they had voluntarily requested a change of accounting
under Rev. Proc. 97-27. Taxpayers counter with the fact
that the Service has not published any official guidance
relative to what is a proper sanpling nmethod or "safe
harbor" to request a method change.

The use of "cut-off", "limted | ook-back"” and
spread forward of the I.R C. Sec. 481(a) adjustnment
("spreads") can send an uni ntended nessage that voluntary
filings of Form 3115, Application For Change in
Accounting Method, are not necessary. Tinme val ue of
nmoney (present or future value) may be acconplished by
several of these techniques, but a percentage yearly
reduction of the I.R C. Sec. 481(a) adjustnent is
preferred to cut-off, limted | ook-back or spreads.

Al'l fact situations cannot be covered in a
gui del i ne paper such as this. Different factua
situations or variations may arise that cause the above
gui delines to be inappropriate for your case. |RM 8760
expl ai ns the approval procedures for appeals officers and
team chiefs. Delegation Oder 247 requires exam nation
case nmanagers to obtain the approval from both the Exam
and Appeal s | SP specialist/coordinator.

(Any line marked with a # is for OFFICI AL USE ONLY)

19



