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SUMVARY: Thi s docunent contains proposed regul ati ons under
section 472 of the Internal Revenue Code that relate to
accounting for inventories under the last-in, first-out (LIFO

nmet hod. The proposed regul ati ons provi de gui dance regardi ng

met hods of val uing dollar-value LIFO pools and affect persons who
el ect to use the dollar-value LIFO and inventory price index
conputation (IPIC) nethods. This docunent al so provides notice
of a public hearing on these proposed regul ations.

DATES: Witten and el ectronic conments nust be received by
August 17, 2000. Requests to speak (with outlines of oral
coments) at a public hearing schedul ed for Septenber 15, 2000 at
10 a. m, nust be received by August 25, 2000.

ADDRESSES: Send subm ssions to: CC. DOM CORP: R (REG 107644-98),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washi ngton, DC 20044. Subm ssions may be hand delivered

Monday through Friday between the hours of 8 a.m and 5 p.m to:
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CC. DOM CORP: R (REG 107644-98), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW, Washington, DC.
Al ternatively, taxpayers may submt comments electronically via
the Internet by selecting the “Tax Regs” option on the I RS Hone
Page, or by submtting coments directly to the IRS Internet site
at http://ww. irs.ustreas.gov/tax_regs/regslist.htm. The public
hearing will be held in room 4718, Internal Revenue Buil di ng,
1111 Constitution Avenue, NW, Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerni ng the proposed
regul ati ons, Jeffery G Mtchell, (202)622-4970; concerning
subm ssions of coments, the hearing, and/or to be placed on the
bui | ding access list to attend the hearing, Guy Traynor of the
Regul ations Unit at (202) 622-7180 (not toll-free calls).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

Thi s docunent contains proposed anendnents to the Inconme Tax
Regul ations (26 CFR part 1) that relate to the last-in, first-out
(LIFO inventory accounting nmethod under section 472 of the
I nternal Revenue Code (Code). The LIFO nethod of accounting for
goods treats inventories on hand at the end of the year as
consisting first of inventory on hand at the beginning of the
year and then of inventories acquired during the year.

Under 81.472-8, a taxpayer is permtted to use the dollar-
val ue LI FO net hod of accounting for inventories, which accounts
for inventories in ternms of dollars of cost rather than specific

goods. The doll ar-val ue LI FO net hod neasures increases or
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decreases in inventory quantities by conparing the total cost of
the quantity of goods on hand at the begi nning and end of the
taxabl e year in terns of equivalent-value dollars, i.e., base-
year cost. The current-year dollar cost of beginning and endi ng
I nventory may be converted into a base-year dollar cost using
price indexes. Then, the quantity of base-year cost in beginning
and ending inventory can be conpared and the increase (increnent)
or decrease (liquidation) can be neasured.
Section 472(f) directs the Secretary to prescribe
regul ations that permt the use of suitable published
governnental price indexes for purposes of the LIFO nethod. The
| RS and Treasury Departnent prescribed the inventory price index
computation (IPIC) nethod in 81.472-8(e)(3) (TD 7814, 47 FR
11271, 1982-1 C. B. 84), pursuant to authority contained in
sections 472 and 7805. Under the IPIC nethod, inventory price
I ndexes are conputed with reference to consuner or producer price
I ndexes published by the United States Bureau of Labor Statistics
(BLS). The IPIC nmethod was intended to sinplify the use of the
dol I ar-val ue LI FO nmethod so that the LIFO nmethod coul d be used by
nore taxpayers and woul d be easier to use by taxpayers already
usi ng the dol |l ar-val ue LI FO net hod.
Expl anati on of Provisions
Thi s docunent contains proposed anendnents to the IPIC
met hod provided in 81.472-8(e)(3) of conmputing the LIFO val ue of
a dollar-value inventory pool that are intended to sinplify and

clarify certain aspects of the IPIC nethod as well as to nodify
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t he conputational nethodol ogy so that the I PIC nethod produces a
nore accurate and suitable inventory price index. In addition,
t he proposed regul ati ons provide rules for conputing the LIFO
val ue of a doll ar-value pool when a taxpayer receives LIFO

I nventories in certain nonrecognition transactions.

1. Elimnation of Requirenent to Use 10 Percent Categories and

BLS Wi ghts

Section 1.472-8(e)(3)(iii) of the regulations provides
detailed rules for assigning inventory itens to index categories
published by the BLS in the “CPl Detail ed Report” or the “PPI
Det ai | ed Report” for purposes of conputing an inventory price
index. Itens are first assigned to the nost detail ed i ndex
category listed in the appropriate table of the “CPl Detailed
Report” or the “PPl Detailed Report” that contains those itens.

If the total current-year cost of the itens in a single detail ed
I ndex category equals or exceeds 10 percent of the total

I nventory val ue, the taxpayer nust use the published index for
that selected index category for all itens that are included in
that detailed index category. |If the total current-year cost of
items in a single detailed index category is |less than 10 percent
of the total inventory value, the taxpayer nust investigate
successively | ess detailed index categories until it reaches an

I ndex category that neets the 10 percent threshold. The

t axpayer, however, may only use the published index for a |ess
detail ed selected index category if it has at |east one itemthat

woul d have been included in each of the nost detail ed i ndex
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categories subsuned by the selected category. For exanple, a
t axpayer may only use the published index for the “Fresh fruits”
category fromthe “CPl Detailed Report” if its inventory includes
at | east one apple, banana, orange, citrus fruit other than
orange, and other fresh fruit. |If the taxpayer’'s inventory does
not contain at |east one itemin each of the nost detail ed index
categories wthin the selected i ndex category, the taxpayer nust
conpute an appropriate index for the selected i ndex category. An
appropriate index for the selected index category is a weighted
average of the published indexes for the nost detail ed index
categories that include at |east one of the taxpayer’s inventory
items. The weights to be used in conputing the appropriate index
are the BLS weights listed for the detailed index categories. In
conmputing an index for a pool, however, a taxpayer nust weight
t he appropriate indexes for the selected index categories
conprising the pool according to the taxpayer’s actual inventory
wei ghts for those sel ected i ndex categories.

The proposed regul ations elimnate the requirenment to use 10
percent categories and BLS weights to determ ne an appropriate
I ndex for two reasons. First, the weight assigned to an index
category by the BLS may vary dramatically fromthe taxpayer’s
actual inventory weight for that category. Consequently, the
I ndex conmputed for those itens using BLS weights will not
accurately reflect the taxpayer’s inflation experience. Second,
the requirenent to use 10 percent categories and BLS wei ghts was

intended to sinplify the index conputation procedure for those
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taxpayers that did not keep detailed inventory records. In
practice, however, this requirenment adds conplexity to the index
conput ati on for nost taxpayers. Moreover, even the nost detail ed
BLS i ndex categories are fairly broad and, with current inventory
recor dkeepi ng procedures and practices, nost taxpayers have
sufficiently detailed books and records to classify their
I nventory itens according to the nost detail ed BLS i ndex
categori es.

The proposed regul ations require a taxpayer to classify its
i nventory itens into the nost detailed index category listed in
the “CPl Detailed Report” or the “PPl Detail ed Report.” For
pur poses of conputing a wei ghted average pool index, the weight
assigned to each selected index category will be the relative
current-year cost of the itenms in that category. The IRS and
Treasury Departnent request witten comments regarding rules for
excluding index categories that contain itens with a de mnims
amount of relative current-year cost fromthe pool index

conput ati on.

2. Weighted Harnonic Mean for Conputing Pool |ndex

A pool index conputed using the dollar-value LIFO nethod
shoul d reflect a weighted average of the inflation rates of the
Items contained in the ending inventory. Under LIFO nethods that
conpute an internal index, the index conputation procedure
automatical ly produces an appropriately wei ghted pool index.
However, when a taxpayer conputes a LIFO inventory pool index

using externally generated inflation rates, the taxpayer nust
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wei ght the inflation rates to conpute an appropriate conposite
I ndex for the pool.

Section 1.472-8(e)(3)(iii)(B) states that the appropriate
I ndexes are wei ghted according to the relative current-year costs
of the itens in each selected index category. However, the
regul ati ons do not set forth how to conpute a wei ghted average of
the appropriate i ndexes using the anpbunt of relative current-year
costs in each selected index category. The IRS provided an
exanpl e of |1 PIC weighting nethodology in Rev. Proc. 84-57 (1984-2
C.B. 496). The exanple conputes a wei ghted average pool i ndex
based on a weighted arithnetic nmean of the appropriate indexes.
(Weighted Arithnmetic Mean = [ Sum of (Weight x Appropriate |ndex)]
/' Sum of Weights). The exanple provided in Rev. Proc. 98-49
(1998-37 I.R B. 9), also used a weighted arithnetic nmean to
conpute a wei ghted average percent change for a sel ected index
cat egory.

The I RS and Treasury Departnment have determ ned that a
wei ghted arithnetic nmean is mathematically inappropriate for
averaging inflation indexes based on current-year costs. The
mat hematically correct nethod of averaging inflation indexes
using relative current-year costs is a weighted harnoni c nean.
(Wei ght ed Harnmoni ¢ Mean = Sum of Wi ghts / Sum of [Weight /
Appropriate Index]). Therefore, the proposed regul ati ons nmake
t he wei ghted harnonic nean the only acceptabl e nmethod of
conputing a wei ghted average pool index using relative current-

year costs of itens in ending inventory.
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3. Doubl e-extension or Link-Chain Method of |ndex Conputation

The current regul ations do not indicate whether the
i nventory price index should be conputed using a |link-chain or
doubl e- ext ensi on net hodol ogy. Section 1.472-8(e)(3)(ii) nerely
states that “[a]n inventory price index conputed [under the IPIC
nmet hod] shall be a stated percentage of the percent change in the
sel ected consuner or producer price index or indexes for a
specific category or categories of goods.”

In practice, sone taxpayers have used a |ink-chain
met hodol ogy, and ot hers a doubl e- ext ensi on net hodol ogy. The
proposed regul ations specifically permt either nethod. The
proposed regul ati ons al so explain how to conpute an i ndex under

each nmet hod and provi de exanpl es.

4. Selecting Indexes as of an Appropriate Mnth

Section 1.472-8(e)(3)(i1i)(C) states that a taxpayer not
using the retail inventory nethod nust sel ect indexes “as of the
nonth or nonths” nost appropriate to its nethod of determ ning
current-year cost, or nmake a one-tine binding election of an
appropriate representative nonth. The IRS has ruled that a nonth
IS an appropriate representative nonth if there is a nexus
bet ween the sel ected nonth, the taxpayer’s nmethod of determ ning
current-year cost, and the taxpayers’ historical experience of
I nventory purchases. Rev. Rul. 89-29 (1989-1 C.B. 168). In
practice, there has been confusion about the nmeaning of the
phrase “nonth or nonths nost appropriate to the taxpayer’s nethod

of determ ning current-year cost.”
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The proposed regulations clarify that, for each doll ar-val ue
pool , a taxpayer should either annually determ ne the nonth nost
appropriate to its nethod of determ ning the current-year cost of
the pool (appropriate nonth) or nake a one-tinme election of a
representative appropriate nonth (representative nonth) for the
pool. The principles of Rev. Rul. 89-29 continue to apply for
pur poses of determ ning whether a particular nonth is appropriate
or representative. An appropriate index is conputed by conparing
t he published cunul ative index for the appropriate or
representative nonth to the published cunmul ative index for the
appropriate or representative nonth used for the i mediately
precedi ng year (in the case of a taxpayer using the |link-chain
| PI C nethod) or the published cumul ative index for the nonth
preceding the first day of the base year (in the case of a
t axpayer using the doubl e-extension IPIC nethod). The proposed
regul ations also clarify that a taxpayer electing to use a
representative nonth nust use an appropriate nonth, rather than
the representative nonth, to conpute an appropriate index in
certain circunstances, such as a short taxable year

5. Taxpayers Eligible to Use “Departnent Store Inventory Price

| ndexes”

The current regul ations prohibit the use of the |IPIC nethod
by a taxpayer that is eligible to use inventory price indexes
prepared by the BLS for the purpose of valuing the LIFO
I nventories of a specific industry. Specifically, 81.472-

8(e)(3)(i) provides that a taxpayer eligible to use the retai
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price indexes prepared by the BLS and published in “Depart nent
Store Inventory Price |Indexes” may not use the |IPIC nethod.

Sonme retailers may carry goods traditionally carried by
departnment stores and ot her goods that are not traditionally
carried by departnent stores. Such taxpayers may qualify as
departnent stores, but “Departnment Store Inventory Price |Indexes”
may not provide indexes that are applicable for sonme of the
t axpayers’ departnents. \Wenever one or nore departnents of a
departnment store do not fit into any one of the 23 mmjor groups
established by the BLS or into the special conbinations listed in
Rev. Proc. 86-46 (1986-2 C.B. 739), the taxpayer may use either
an index that represents an average for the whole of the
remai nder of the LIFO inventory or the store total index
publ i shed by the BLS. However, the express terns of the current
regul ati ons prohibit taxpayers eligible to value their LIFO
I nventories using “Departnment Store Inventory Price Indexes” from
using the IPIC nethod to conpute an index for any dollar-val ue
pool .

The proposed regulations elimnate the eligibility
restrictions applicable to the IPIC nethod. Generally, any
t axpayer nmay adopt the IPIC nethod as long as it uses that nethod
for all goods accounted for under the dollar-value LIFO nethod.
However, a taxpayer eligible to use “Departnent Store Inventory
Price I ndexes” may el ect to use those indexes for LIFO inventory
itenms that fall within any of the 23 major groups listed in

“Departnment Store Inventory Price Indexes” and the I PIC nmethod for
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the remainder of its LIFOinventory itens, or may el ect to use
the IPIC nethod for all of its LIFOinventories. The proposed
regul ati ons do not, however, affect the ability of an eligible
t axpayer to use “Departnent Store Inventory Price |Indexes” to
value its LIFO inventories in accordance with 81.472-1(k) and
Rev. Proc. 86-46.

6. Selection from*“CPl Detailed Report” or “PPl Detail ed Report”

Section 1.472-8(e)(3)(iii)(C) states that a retailer may
sel ect indexes fromthe “CPl Detail ed Report” or the “PPl Detailed
Report,” but if equally appropriate i ndexes may be selected from
either, a retailer using the retail inventory nethod nust sel ect
fromthe “CPl Detailed Report” and a retailer not using the retai
I nventory met hod nust select fromthe “PPI Detail ed Report.”

The proposed regul ations elimnate the need for a retailer
to determ ne whether the “CPl Detailed Report” and “PPl Detail ed
Report” contain equally appropriate indexes. The proposed
regul ations require retailers using the retail inventory nethod
to select indexes fromthe “CPl Detailed Report.” Al other
t axpayers nust select indexes fromthe “PPl Detail ed Report.”

7. Elimnation of Requirenent to Convert Published Indexes into

Retail Price Indexes or Cost Price |Indexes

Section 1.472-8(e)(3)(iii)(C) provides that if a retailer
using the retail inventory nethod selects an index fromthe “PPI
Detail ed Report,” the selected i ndex nust be converted into a
retail price index, and that if a retailer not using the retai

I nventory net hod selects an index fromthe “CPl Detail ed Report,”
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t he selected index nust be converted into a cost price index.
The regul ations further provide that manufacturers, processors,
whol esal ers, jobbers, and distributors nust convert sel ected
I ndexes into cost price indexes.

Thi s conversion requirenment in the current regul ati ons was
i ntended to nore accurately represent the taxpayer’s inflation
experience relative to the selected price index. However, due to
the inability of many taxpayers to determ ne gross profit
percentages at the detailed index category |level and the fact
that gross profit percentages for many taxpayers are relatively
constant, this conversion requirenment may not actually increase
t he accuracy of the indexes used in the inventory price index
conputation. The IRS and Treasury Departnent have concl uded that
the adm nistrative burden of converting published indexes into
retail price or cost price indexes outweighs any benefits of
I ncreased accuracy fromthe procedure. Thus, the proposed
regul ations elimnate the requirenent to convert published price

I ndexes into either retail price indexes or cost price indexes.

8. Relocation and darification of Special Pooling Rules

Section 1.472-8(e)(3)(iv) provides special, elective pooling
rules for retailers, whol esal ers, jobbers, and distributors that
use the IPIC nethod. Such taxpayers are permtted to establish
an inventory pool for any group of goods included in one of the
el even general categories of consuner goods described in the “CPI
Detail ed Report.” Al though whol esal ers, jobbers and distributors

are allowed to pool goods according to categories found in the
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“CPl Detailed Report,” they nust select indexes fromthe “PPI
Detai |l ed Report” pursuant to 81.472-8(e)(3)(iii)(C. The current
regul ati ons provide no special, elective pooling rules for
manuf acturers that use the IPIC nethod. However, Rev. Proc. 84-
57 provides that an inventory pool or pools may be established
for any group of goods included within one of the 15 general
categories of producer goods described in Table 6 of the “PPI
Detai |l ed Report.”

The proposed regul ati ons provi de special, elective pooling
rules for LIFO inventories accounted for under the IPIC nethod.
Specifically, retailers using the retail inventory nethod may
establish an inventory pool for any group of goods accounted for
under the I PIC nethod included within one of the general
expenditure categories (i.e., major groups) in Table 3 of the “CPI
Detailed Report.” Retailers not using the retail nethod,
whol esal ers, jobbers, distributors, processors, and manufacturers
may establish an inventory pool for any group of goods accounted
for under the IPIC nethod included wthin one of the 2-digit
comodity codes (i.e., major commodity groups) in Table 6 of the
“PPI Detailed Report.” The special, elective pooling rules
provided in the proposed regul ati ons correspond with the pooling
rules found in section 474(b) so that a taxpayer may change from
the sinplified dollar-value LIFO nethod of section 474 to the
| PI C nethod wi thout changing its pooling structure. |In addition,
t he special, elective pooling rules for taxpayers using the IPIC

nmet hod are relocated wth the general pooling rules applicable to
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all taxpayers in 81.472-8(b) and (c).

9. darification of the Definition of “Eligible Small Busi ness”

Section 1.472-8(e)(3)(ii) permts an eligible snal
busi ness, as defined under section 474(b) of the Internal Revenue
Code of 1954, to conmpute an inventory price index for its pool(Ss)
usi ng 100 percent of the percent change in the selected indexes.
Al'l other taxpayers nust conmpute an inventory price index for
their pools using 80 percent of the percent change in the
sel ected indexes. At the tinme the regulations were published,
section 474(b) defined an eligible small business as a taxpayer
wi th average annual gross receipts that did not exceed $2, 000, 000
for the 3-taxabl e-year period ending with the taxable year.
Section 474 was anended by the Tax Reform Act of 1986.
Public Law 99-514, 100 Stat. 2348. An eligible small business is
now defined by section 474(c) as a taxpayer w th average annual
gross receipts that do not exceed $5, 000,000 for the 3 preceding
taxabl e years. The proposed regulations clarify that the IPIC
met hod definition of “eligible small business” mrrors the
definition in current section 474.

10. New Base Year for |PIC Method Changes

Section 1.472-8(e)(vi) requires a taxpayer that changes to
the 1 PIC nethod from another dollar-value LIFO nethod to treat
the year of change as the base year in determning the LIFO val ue
of the inventory pool (s) for the year of change and | ater taxable
years. The taxpayer is also required to restate indexes of

existing layers of increnment in ternms of new base-year cost.
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This procedure is generally known as updating the base year.

The proposed regulations clarify that the base year updating
procedure applies in the case of a voluntary change to the IPIC
met hod, but is discretionary in the case of an involuntary change
to the IPIC nethod. |If an exam ning agent determ nes that a
t axpayer’s dol | ar-val ue LI FO nethod does not clearly reflect
I ncome, the agent may require the taxpayer to change to the
doubl e-extension I PIC nethod on a cut-off basis with or w thout
an updated base year. |If the exam ning agent chooses not to
update the base year, the exam ning agent will ascertain the
anount of any increnent in terns of base-year cost for the year
of change by conparing the total base-year cost of the beginning
i nventory determ ned under the taxpayer’s dollar-value LIFO
met hod and the total base-year cost of the ending inventory
det erm ned under the doubl e-extension |IPIC nethod. Any increnent
so determned will be valued using the index conputed under the
doubl e-ext ensi on | PI C net hod.

11. Inventories Received in a Nonrecognition Transaction

Under current |aw, the treatnent of LIFO inventories
received in a nonrecognition transacti on depends upon whet her the
transaction qualifies as a corporate reorgani zation to which
section 381 applies. Section 381(c)(5) provides that inventory
accounting nmethods generally carry over, uninterrupted, to a
transferee in a transaction described in section 381(a).

However, inventory accounting nmethods generally do not carry

over to a transferee in other nonrecognition transactions such as
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transfers to a controlled corporation under section 351, divisive
“D’ reorgani zati ons under section 368(a)(1)(D), or contributions
to a partnership under section 721 (non-section 381 transfers).

Textile Apron Conpany, Inc. v. Conmm ssioner, 21 T.C 146 (1953),

acg., 1954-1 C.B. 7. But see 8§1.263A-7(c)(4);: 1.1502-17. |If a
transferee that has never owned inventories or that has accounted
for inventories using a nethod other than LIFO wants to use the
LI FO nethod to account for inventories received in a non-section
381 transfer, it nust elect the LI FO nethod for the year of
transfer. The inventories received in the transfer are treated
as opening inventory and their cost is determ ned using the
average cost nethod as provided in section 472(b)(3). Rev. Rul.
70-564 (1970-2 C.B. 109). A transferee that previously elected
to use the LIFO nmethod may account for the LIFO inventories
received in a non-section 381 transfer using its preexisting LIFO
met hod. The LIFO | ayers of the transferor retain the
transferor’s original acquisition dates and costs and are
integrated into the transferee’s existing LIFO | ayers.

Comm ssioner v. Joseph E. Seagram & Sons, Inc., 394 F.2d 738

(1968), rev'g, 46 T.C. 698 (1966); Rev. Rul. 70-565 (1970-2 C. B.
110) .

An el ection to use the dollar-value LI FO nethod for LIFO
I nventories received in a non-section 381 transfer, however, may
not continue the LIFO reserve of the transferor. |If the mx of
goods in the inventory changes significantly after the transfer,

t he nechanics of the dollar-value LIFO nethod may produce an
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increment in the first taxable year that effectively elimnates
the LI FO reserve established by the transferor. This occurs
because the transferee’s base year is the year in which it elects
LI FO

A taxpayer using the dollar-value LIFO nmethod determ nes
whet her there is an increase or decrease in the quantity of
I nventory by conparing the base-year cost of the ending inventory
to the base-year cost of the beginning inventory. Wen inventory
Is received in a non-section 381 transfer, the transferee’'s basis
I's determ ned by reference to the transferor’s basis in the
I nventory. The transferee’'s base-year cost, however, is not
determ ned by reference to the transferor’s base-year cost. The
transferee’s base-year cost of inventory received in a non-
section 381 transfer is equal to the transferee’s cost of the
I nventory, which is generally the carryover basis of the
Inventory. Since the transferor’s basis was established by
reference to the actual cost of the goods in years prior to the
transfer, the carryover basis of the inventory may be
considerably |l ower than what it would cost to purchase or produce
the goods in the current year. If a newitementers the
transferee’s inventory, 81.472-8(e)(2)(iii) only permts the
transferee to reconstruct the base-year unit cost of that item
back to the year in which it elected LIFO If the transferee
elected LIFOin the year in which the non-section 381 transfer
occurred, the base-year unit cost of the newitemw /Il not be

conparable to the base-year unit cost of the itens that were
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received in the transfer and conprised the opening inventory.
The disparity in the base-year unit costs may produce an
increnent in terns of base-year cost that would not have occurred
but for the | ow base-year unit cost of the inventory received in
the transfer.

VWil e the current regul ations contain a provision requiring
a taxpayer that changes to the I PIC nethod from anot her LIFO
method to treat the year of change as the base year in
determning the LIFO value of the inventory pool (s) for the year
of change and | ater taxable years, the provision does not apply
to an initial adoption of LIFO by a transferee. When a
transferee elects the LIFO and I PIC nethods for LIFO inventories
received in a non-section 381 transfer, the transferee wll have
an increnent in the year in which the inventories are received
even without a significant change in the m x of goods in the
transferee’s ending inventory. The IPIC nethod invariably
produces an increnment because the index used to convert the
current-year cost of the ending inventory to base-year cost w |l
reflect only one year of inflation while the difference between
the current-year cost and the carryover basis of the opening
I nventory reflects nore than one year of inflation.

The I RS and Treasury Departnment have determ ned that
recapture of the LIFO reserve established by the transferor’s use
of the dollar-value LIFO nethod solely by virtue of the
mechani cal application of the dollar-value LIFO nethod after a

non-section 381 transfer is inappropriate, given the business
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continuity principles governing the tax treatnent of the
underlying transaction. Accordingly, the proposed regul ations
provide that if a transferee uses the dollar-value LIFO nethod
for inventories that were received in a nonrecognition
transaction to which section 381 does not apply and that were
accounted for using the dollar-value LIFO nethod by the
transferor, the transferee nust use the year of transfer as the
base year and the transferor’s current-year cost of the inventory
recei ved as the new base-year cost of such inventory for purposes
of determ ning future increnents and |iquidations. The proposed
regul ati ons do not affect a newy fornmed transferee’s ability to
el ect new accounting nmethods or the holdings of Rev. Rul. 70-564
and Rev. Rul. 70-565. However, the new base year rul e does not
apply to a non-section 381 transaction if the transaction was
made with the principal purpose of availing the transferee of a
met hod of accounting that woul d be unavail able to the transferor
(or would be unavail able wi thout securing consent fromthe
Comm ssioner). In determning the principal purpose of a
transfer, consideration will be given to all of the facts and
circunstances. However, if a transferor acquired inventory in a
bargai n purchase within the five taxable years precedi ng the year
of the transfer and accounted for that inventory using a dollar-
val ue LI FO nethod that did not treat the bargain purchase
I nventory and physically identical inventory acquired at market
prices as separate itens, the transfer wll be deenmed nade wth

the principal purpose of availing the transferee of a nethod of
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accounting that would be unavailable to the transferor (or would
be unavail abl e wi t hout securing consent fromthe Conm ssioner).
Proposed Effective Date

These regul ations are proposed to be effective for taxable
years beginning on or after the date they are published in the
Federal Register as final regulations.
Ef fect on O her Docunents

Rev. Proc. 84-57 will becone obsolete as of the date these
regul ati ons are published in the Federal Register as final
regulations. In addition, Rev. Proc. 98-49 is nodified with
respect to the requirenents to use 10 percent categories and BLS
wei ghts, to conpute a wei ghted average using a wei ghted
arithnmetic nmean, and to convert selected indexes to cost, as of
the date these regulations are published in the Federal Register
as final regul ations.
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent is not
required. It also has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S.C. chapter 5) does not apply
to these regul ati ons, and because the regul ati ons do not inpose a
collection of information on small entities, the Regul atory
Flexibility Act (5 U . S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue Code, this notice of

proposed rul emaking will be submtted to the Chief Counsel for
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Advocacy of the Small Business Admi nistration for conment on its
I npact on small busi ness.
Comments and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
(a signed original and eight (8) copies) and el ectronic conments
that are submtted tinely to the IRS. The IRS and Treasury
Department request comments on the clarity of the proposed rules
and how they can be nmade easier to understand. Al comments wil |
be avail abl e for public inspection and copyi ng.

A public hearing has been schedul ed for Septenber 15, 2000,
at 10 a.m, in room4718, Internal Revenue Building, 1111
Constitution Avenue, NW, Wshington, DC. Due to building
security procedures, visitors nust enter at the 10th Street
entrance, |ocated between Constitution and Pennsyl vani a Avenues,
NW In addition, all visitors nust present photo identification
to enter the building. Because of access restrictions, visitors
will not be admtted beyond the i nmedi ate entrance area nore than
15 m nutes before the hearing starts. For information about
havi ng your nane placed on the building access list to attend the
heari ng, see the "FOR FURTHER | NFORMATI ON CONTACT" section of
this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.

Persons who wi sh to present oral comments at the hearing
must submt witten or electronic comments by August 17, 2000,

and submt an outline of the topics to be discussed and the tine
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to be devoted to each topic (a signed original and eight (8)
copi es) by August 25, 2000.

A period of 10 minutes will be allocated to each person for
maki ng conments.

An agenda showi ng the scheduling of the speakers wll be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal author of these regulations is Jeffery G
Mtchell of the Ofice of Assistant Chief Counsel (Incone Tax and
Accounting). However, other personnel fromthe IRS and Treasury
Departnment participated in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by adding an entry in nunerical order to read in part as foll ows:

Authority: 26 U.S.C. 7805 * * *

81.472-8 also issued under 26 U S.C. 472. * * *

Par. 2. Section 1.472-8 is anended as foll ows:

1. Paragraph (b)(4) is added.

2. The text of paragraph (c) follow ng the paragraph headi ng
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I's redesi gnated as paragraph (c)(1) and a paragraph heading for
new y designated (c)(1) is added.
3. Paragraph (c)(2) is added.
4. Paragraphs (e)(3) and (h) are revised.
The revisions and additions read as foll ows:

81.472-8 Dol l ar-value nethod of pricing LIFO inventories.

* * % * *

(b) * * %

(4) Lnventory price index pools. A manufacturer or processor

that elects to use the inventory price index conputation nethod
described in paragraph (e)(3) of this section to value its

dol | ar-val ue pools may establish an inventory pool for any group
of goods included within one of the 2-digit combdity codes
(i.e., mpggor comodity groups) in Table 6 (Producer price indexes
for commodity groups, subgroups, product classes, and individual
itens) of the “PPl Detailed Report” published by the United States
Bureau of Labor Statistics (available from New O ders,

Superi ntendent of Docunents, P.O Box 371954, Pittsburgh, PA
15250-7954). Inventory pools that conprise |ess than 5 percent
of the total inventory value may be conbined to forma single

m scel | aneous inventory pool. |If the resulting m scell aneous

I nventory pool itself conprises |less than 5 percent of the total

I nventory val ue, that pool may be conbined only with the | argest

I nventory pool .

(c) * * *(1) Ln general. * * *

(2) Lnventory price index pools. Aretailer using the retai
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i nventory nethod that elects to use the inventory price index
conput ati on net hod descri bed in paragraph (e)(3) of this section
(the IPIC nmethod) may establish an inventory pool for any group
of goods accounted for under the |IPIC nethod included within one
of the general expenditure categories (i.e., major groups) in
Table 3 (Consuner Price Index for all U ban Consuners (CPI-U):

U S city average, detailed expenditure categories) of the “CPI
Det ai | ed Report” published by the United States Bureau of Labor
Statistics (available from New Orders, Superintendent of
Docunents, P.O Box 371954, Pittsburgh, PA 15250-7954). A
retailer not using the retail inventory nethod, whol esaler,

j obber, or distributor electing to use the IPIC nmethod may
establish an inventory pool for any group of goods accounted for
under the IPIC nethod included within one of the 2-digit
comodity codes (i.e., major commodity groups) in Table 6
(Producer price indexes for comodity groups, subgroups, product
cl asses, and individual itens) of the “PPl Detail ed Report”
publ i shed by the United States Bureau of Labor Statistics.

I nventory pools that conprise less than 5 percent of the total

I nventory val ue may be conbined to forma single mscellaneous

i nventory pool. If the resulting mscell aneous inventory pool
itself conprises less than 5 percent of the total inventory

val ue, that pool nmay be conbined only with the | argest inventory
pool .

* * % * *

(e) * * %
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(3) lLnventory price index conputation nethod--(i) ILn

general. The inventory price index conputation nmethod provided
by this paragraph (e)(3) (the IPIC nethod) is a nethod of
determning the LIFO value of a dollar-value inventory pool wth
reference to i ndexes published by the United States Bureau of
Labor Statistics (BLS). An inventory price index conmputed using
the IPIC nethod will be accepted by the Conm ssioner as an
appropriate nethod of conputing an index, and the use of that

I nventory price index to conpute the LIFO value of a dollar-val ue
I nventory pool will be accepted as accurate, reliable, and
suitable. The appropriateness of a taxpayer’s conputation of an
I nventory price index, including the selection of the consuner or
producer price indexes and the propriety of all conputations

I ncidental to the use of those consumer or producer price

I ndexes, will be determned in connection with the exam nation of
the taxpayer's incone tax return. A taxpayer using the IPIC

met hod may el ect to establish inventory pools in accordance with
the special rules in paragraphs (b)(4) and (c)(2) of this section
or the general rules for establishing inventory pools in
paragraphs (b) and (c) of this section. Taxpayers eligible to
use the I PIC nethod are described in paragraph (e)(3)(ii) of this
section. The manner in which an inventory price index is
conmputed using the IPIC nethod is described in paragraph
(e)(3)(iii) of this section. Rules relating to the adoption of,
or change to, the IPIC nethod are in paragraph (e)(3)(iv) of this

secti on.



-26-

(ii) Eligibility. Any taxpayer electing to use the dollar-

val ue LI FO nethod may el ect to conpute an inventory price index
I n accordance with the IPIC nethod. Except as provided in this
paragraph (e)(3)(ii), a taxpayer using the |IPIC nethod nust use
that nethod in determ ning the value of all goods for which the
t axpayer has elected to use the dollar-value LIFO nethod. A

t axpayer that uses the retail price indexes prepared by the BLS
and published in “Departnent Store Inventory Price |ndexes”
(available fromthe BLS by calling (202)606-6325 and entering
docunent code 2415) may elect to use the IPIC nethod for
inventory itens that do not fall within any of the major groups
listed in “Departnment Store Inventory Price |Indexes.”

(ii1) Conputation of an inventory price index--(A) Ln

general. An inventory price index conputed using the |IPIC nethod
IS used to convert the current-year cost of the inventory in a
dol I ar-val ue inventory pool to base-year cost for purposes of
determ ni ng whether an increnent or liquidation in terns of base-
year cost exists and to value the increment, if any, at current-
year cost. A taxpayer nust conpute a separate inventory price

I ndex for each dollar-value inventory pool. The conputation of
an index for each pool involves the follow ng four steps which
are described in nore detail in this paragraph (e)(3)(iii):
first, selection of a BLS table and an appropriate nonth, second,
sel ection of an index category, third conmputation of an
appropriate index for each selected index category, and fourth,

conput ati on of a pool index. A taxpayer may conpute an inventory
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price index for each dollar-value inventory pool under the IPIC
met hod usi ng a doubl e-ext ensi on nethod (the doubl e-extension |IPIC
met hod) or a link-chain nmethod (the Iink-chain |IPIC nethod)

wi t hout regard to whether the use of a doubl e-extension nethod is
I npractical or unsuitable. See paragraphs (e)(3)(iii)(D) and (E)
of this section. The use of the doubl e-extension IPlIC nethod or
the link-chain IPIC nethod is a nmethod of accounting, and

whi chever nethod is adopted nust be applied consistently to all

of the taxpayer’s dollar-value inventory pools accounted for

usi ng the | Pl C net hod.

(B) Selection of a BLS table and appropriate nonth--(1) In
general. An inventory price index conputed using the |IPIC nethod
I's conputed with reference to the consunmer or producer price
I ndexes for specific categories of inventory itens listed in the
“CPl Detailed Report” or “PPl Detail ed Report” published by the BLS
for the appropriate nonth. A taxpayer may elect to use either
the prelimnary or final indexes published by the BLS for the
appropriate nonth provided that the chosen indexes are used
consistently fromyear to year. A taxpayer that elects to use
final indexes nmust use prelimnary indexes for the appropriate
nonth for any taxable year in which it files its original federa
I ncome tax return before the BLS publishes final indexes.

(2) BLS table selection. Manufacturers, processors,

whol esal ers, jobbers, distributors, and retailers not using the
retail inventory method nust select indexes from Table 6

(Producer price indexes for commodity groups, subgroups, product
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cl asses, and individual itens) of the “PPlI Detail ed Report,”
unl ess the taxpayer can denonstrate that the selection of an
I ndex from another table of the “PPlI Detail ed Report” woul d be
nore appropriate. Retailers using the retail inventory nethod
nmust sel ect indexes from Table 3 (Consunmer Price Index for al
Urban Consuners (CPI-U): U S. city average, detail ed expenditure

categories) of the “CPl Detail ed Report.”

(3) Appropriate nonth. 1In the case of a retailer using the
retail inventory nmethod, the appropriate nonth is the |last nonth
of the retailer’s taxable year. 1In the case of all other

t axpayers, the appropriate nonth is a nonth nost appropriate to
t he taxpayer’s nethod of determning the current-year cost of
each dol | ar-val ue inventory pool under paragraph (e)(2)(ii) of
this section. A taxpayer not using the retail inventory nethod
may annual |y sel ect an appropriate nonth for each doll ar-val ue
I nventory pool or nmake an el ection of a representative
appropriate nonth (representative nonth). An election of a
representative nonth is a nethod of accounting and nust be used
for the taxable year of the election and all subsequent taxable
years, unless the taxpayer obtains the consent of the

Comm ssioner as provided in 81.446-1(e) to change or revoke its
el ection. The election of a representative nonth nust be clearly
set forth on Form 970. See paragraph (e)(3)(iv)(A) of this
section.

(C) Selection of an index category--(1l) In general. The

i nventory itens in each dollar-value pool should be classified
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according to the nost detailed listings in the appropriate tables
of the “CPl Detailed Report” or the “PPI Detailed Report.” The
sel ection of a consuner or producer price index category for a
specific itemto conpute an inventory price index under the IPIC
method is a nethod of accounting. However, the selection of a
new consuner or producer price index category for a specific item
as a result of revisions to the “CPl Detailed Report” or the “PPI
Detailed Report” is a change in underlying facts and not a change
i n nmethod of accounting. Change in nethod of accounting rules
relating to changes in selected indexes are in paragraph
(e)(3)(iv) of this section.

(2) ILndex selection fromthe PPl Detail ed Report.

Manuf acturers, processors, whol esalers, jobbers, distributors,
and retailers not using the retail inventory nethod nust classify
their inventory itens according to the detailed listings in the
appropriate table(s) of the “PPI Detailed Report.” Each specific
Inventory itemin the taxpayer’s inventory nust be assigned to
the nost detailed index category listed in the appropriate tables
(as determ ned under paragraph (e)(3)(iii)(B)(2) of this section)
of the “PPl Detailed Report” that includes that specific inventory
item Manufacturers and processors nust assign each raw materia
i nventory itemto the nost detail ed index category that includes
that raw material and each finished good inventory itemto the
nost detailed index category that includes that finished good.
Manuf acturers and processors nust assign work-in-process

i nventory itens to the nost detailed index category that includes
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the finished good into which the itemw /|| be manufactured or
processed. For this purpose, the termfinished good neans a good
that is in a saleable state. For exanple, a gasoline engine
manuf acturer that al so produces pistons for the engi nes nust
assign finished pistons that have not yet been affixed to an
engi ne bl ock and the piston work-in-process itens to the nost
detail ed i ndex category that includes pistons. Finished pistons
t hat have been affixed to an engi ne bl ock nust be assigned to the
nost detailed index category that includes the engine.

(3) Index selection fromthe CPI Detailed Report. Retailers

using the retail inventory nmethod nust classify their inventory
Items according to the detailed listings in the appropriate
tables of the “CPl Detail ed Report.” Each specific inventory item
In the taxpayer’s inventory nust be placed in the nost detailed

I ndex category listed in the appropriate table (as determ ned
under paragraph (e)(3)(iii)(B)(2) of this section) of the “CPI
Detail ed Report” that includes that specific inventory item

(D) Conputation of an appropriate index--(1) Doubl e-

extension IPIC nethod. |In the case of a taxpayer using the

doubl e-extension | PIC nmethod, an appropriate index for a selected
I ndex category is the percent change in the published cunul ative
I ndexes for that category for the index period between the
appropriate or representative nonth of the current taxable year
(determ ned under paragraph (e)(3)(iii)(B)(3) of this section)
and the nonth preceding the first day of the base year (the base

nmonth). The percent change in the published indexes is equal to
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the quotient of the published cunul ative index for the
appropriate or representative nonth of the current year divided
by the published cumul ative index for the base nonth.

(2) Link-chain IPIC nethod. In the case of a taxpayer using

the link-chain I PIC nethod, an appropriate index for a selected
I ndex category is the percent change in the published cunul ative
I ndexes for that category during the index period between the
appropriate or representative nonth of the current taxable year
(determ ned under paragraph (e)(3)(iii)(B)(3) of this section)
and the appropriate or representative nonth used for the

I mmedi ately precedi ng taxable year. The percent change in the
publ i shed i ndexes is equal to the quotient of the published
cunul ative index for the appropriate or representative nonth of
the current year divided by the published cunmul ative index for
the appropriate or representative nonth used for the i medi ately
precedi ng year (or, for the nmonth imedi ately preceding the first
day of the taxable year, if such year is the first taxable year

i n which the taxpayer uses dollar-value LIFO).

(3) Limtation on index period. A taxpayer electing to use

a representative nonth under paragraph (e)(3)(iii)(B)(3) of this
section nust use an appropriate nonth, rather than the
representative nonth, to determne the index period in the
circunstances described in this paragraph (e)(3)(iii)(D(3) and
other simlar circunstances. For exanple, if the first taxable
year in which the taxpayer uses the IPIC nethod is also the first

taxabl e year in which the taxpayer uses the doll ar-value LIFO
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met hod, the index period is the period between the nonth
I mmedi ately preceding the first day of the taxable year and an
appropriate nonth for that taxable year. Likew se, in the case
of a short taxable year, the index period ordinarily is the
peri od between the base nonth (doubl e-extension |IPlIC nethod) or
the appropriate or representative nonth used for the preceding
taxabl e year (link-chain IPIC nethod) and the appropriate nonth
for the short taxable year. Simlarly, if a taxpayer using the
link-chain IPIC nethod is granted consent to change its nethod of
determ ning the current-year cost of a dollar-value pool and its
representative nonth, the index period is the period between the
old representative nonth used for the precedi ng taxable year and
the new representative nonth for the year of change.

(E) Conputation of a pool index--(1) Weighted average pool

index. To conpute an inventory price index for a dollar-val ue
pool , a taxpayer mnust conpute a wei ghted average pool index. A
wei ght ed average pool index is a weighted harnonic nean of the
appropri ate i ndexes (determ ned under paragraph (e)(3)(iii)(D) of
this section) for each selected index category represented in the
taxpayer’s ending inventory. The fornula for conputing a

wei ghted harnonic nean is: Sum of weights / Sum of (Weight /
Appropriate Index). The costs to be used in conmputing a wei ghted
har moni ¢ nean are the relative anount of current-year costs (or
In the case of a retailer using the retail inventory nethod, the
relative retail selling prices) in each index category

represented in the ending inventory of the pool.
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(2) Doubl e-extension IPIC nethod. Under the doubl e-

extension I PIC nethod, an inventory price index conputed for each
pool is 1.0 plus a stated percentage of the increase since the
base date in the wei ghted average pool index determ ned under
paragraph (e)(3)(iii)(E)(1) of this section. 1In the case of an
eligible small business as defined in section 474, the stated
percentage is 100% In the case of all other taxpayers, the
stated percentage is 80% Thus, the inventory price index for an
eligible small business is equal to the wei ghted average pool

I ndex determ ned under paragraph (e)(3)(iii)(E)(1) of this
section. The inventory price index for all other taxpayers is
conmputed using the followng formula: 1 + [ 0.8 * (weighted
average pool index - 1)].

(3) Link-chain I1PIC nethod. Under the link-chain IPIC

met hod, an inventory price index for each pool is 1.0 plus a
stated percentage of the increase since the base date in a
cunul ative index. In the case of an eligible small business as
defined in section 474, the stated percentage is 100% In the
case of all other taxpayers, the stated percentage is 80% The
cumul ative index for each taxable year is the product of the
wei ght ed average pool index determ ned under paragraph
(e)(3)(iii)(E)(1) of this section multiplied by the cunul ative
i ndex for the imedi ately precedi ng taxable year. The cunul ative
I ndex for the taxable year is conputed using the follow ng
formul a: (wei ghted average pool index * preceding year’s

Cunul ative Index). The inventory price index for a taxable year



-34-
of an eligible small business is equal to the cunul ative index
for the taxable year. The inventory price index for a taxable
year of all other taxpayers is conputed using the follow ng
formula: 1 + [0.8 * (Cunul ative Index for the taxable year - 1)].
(F) Exanples. The follow ng exanples illustrate the rules
of this paragraph (e)(3)(iii):

Exanple 1. Doubl e-extension Method. (i) Introduction. R
is aretail furniture nerchant with nore than $5, 000,000 in
average annual gross receipts for all relevant years. For the
t axabl e year endi ng Decenber 31, 1996, R used the first-in,
first-out nethod of identifying inventory and valued its
I nventory at cost. R s inventory on Decenber 31, 1996, had a
cost of $850,000.00. R elected to use the dollar-value LIFO and
doubl e-extension I PIC nethods for its taxable year ending
Decenber 31, 1997. R determnes the current-year cost of
i nventory itens by reference to the actual cost of the goods nost
recently purchased. R elected to pool its inventory in
accordance with the special |1PIC pooling rules of paragraph
(b)(4) of this section. R does not use the retail inventory
method. Al of Rs inventory itens fall wthin the 2-digit
commodity code in Table 6 (Producer price indexes for conmodity
groups, subgroups, product classes, and individual itens) of the
“PPI Detailed Report” for “furniture and househol d durables.”
Therefore, Rwill maintain a single inventory pool.

(i1) Select a BLS table and appropriate nonth for the 1997
taxabl e year. R determnes that the appropriate nonth for the
t axabl e year endi ng Decenber 31, 1997, is Cctober. Because Ris
aretailer not using the retail inventory nmethod, R nust sel ect
I ndexes fromthe “PPl Detailed Report.” The indexes in Table 6 of
the “PPI Detailed Report” are appropriate for R s inventory.

(iii1) Select index categories for the 1997 taxable year.
R's inventory itens can be classified into five detailed
categories listed in Table 6 of the “PPI Detail ed Report”
publ i shed for Cctober, 1997. The categories and current-year
cost of itens in those categories can be sunmarized as foll ows:

Commodi ty Code Cat egory Current - Year Cost
12120101 Li vi ng Room Tabl e $111, 924. 00
12120211 Di ni ng Room Tabl e $159, 578. 00

12120216 Di ni ng Room Chairs $ 98, 639. 00
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Commodi ty Code Cat egory Current - Year Cost
12130101 Uphol st ered Sof as $332, 488. 00
12130111 Uphol stered Chairs $218, 751. 00

$921, 380. 00

(iv) Conpute appropriate indexes for the 1997 taxable year.
Because R el ected to use the doubl e-extension IPIC nethod, R w |
conput e appropriate indexes in accordance with paragraph
(e)(3)(iii)(D)(1) of this section (published cunmul ative index for
Oct ober, 1997 divided by published cunul ative i ndex for Decenber,
1996). R conputes the appropriate indexes as foll ows:

Cct. ‘97 Dec. ‘96 Appropriate
Cat egory | ndex | ndex | ndex
Li ving Room Tabl e 172. 4 169. 2 1. 018913
D ni ng Room Tabl e 171.9 168. 1 1. 022606
D ni ng Room Chairs 172. 8 169. 7 1. 018268
Uphol st ered Sof as 142. 2 140.9 1. 009226
Uphol stered Chairs 134.1 132.5 1. 012075

(v) Conpute a weighted average pool index for the 1997
taxable year. R nust first conpute a wei ghted average pool index
using the fornmula set forth in paragraph (e)(3)(iii)(E) (1) of
this section (Sum of weights / Sum of [Weight / Appropriate
I ndex]). The weighted average pool index is conputed as follows:

Appropri ate
Cat egory Vi ght | ndex Quot i ent
Li ving Room Table  $111, 924.00 1.018913 $109, 846. 47
D ni ng Room Tabl e 159, 578. 00 1. 022606 156, 050. 33
Di ni ng Room Chairs 98, 639. 00 1.018268 96, 869. 39
Uphol st ered Sof as 332, 488. 00 1. 009226 329, 448. 51
Uphol stered Chairs 218, 751. 00 1. 012075 216,141.10

Tot al $921, 380. 00 $908, 355. 80
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Sum of Sum of Wei ght ed Aver age
Wi ght s (Wi ght / Appropriate | ndex) Pool | ndex
$921, 380. 00 $908, 355. 80 1.0143382

(vi) Conpute an inventory price index for the 1997 taxable
year. R conputes an inventory price index for the pool using the
formula set forth in paragraph (e)(3)(iii)(E)(2) of this section.
The inventory price index is 1.0114710 (1 + [0.8 * (1.0143382 -

nl.

(vii) Determne the LIFO value of the pool for the 1997
taxable year. R determines the total base-year cost of its
ending inventory by dividing the total current-year cost of the
Inventory itens in the pool by the inventory price index. The
total base-year cost of R s ending inventory is $910, 930. 71
($921,380 / 1.011471). R conpares the ending inventory at base-
year cost to the beginning inventory at base-year cost and
determ nes that the anount of the |layer of increnent for the
taxabl e year in ternms of base-year cost is $60, 930.71
($910,930.71 - $850,000.00). R nnultiplies the base-year cost of
the increnment by the inventory price index conmputed for the
taxabl e year and determ nes that the LIFO value of the increnent
is $61, 629.65 ($60,930.71 * 1.011471). Thus, the LIFO val ue of
R s inventory at the end of the 1997 taxable year is $911, 629. 65
(%850, 000 opening inventory + $61, 629.65 increnent).

(viii) Select a BLS table and appropriate nonth for the 1998
taxable year. For the 1998 taxable year, R nust conpute a new
I nventory price index under the double-extension IPIC nethod to
determne the LIFO value of its dollar-value pool. R determ nes
that the appropriate nonth for the taxable year endi ng Decenber
31, 1998, is Novenber.

(ix) Select index categories for the 1998 taxable year. The
i nventory itens contained in Rs ending inventory can be
classified into five detailed categories listed in Table 6 of the
“PPI Detailed Report” published for Novenber, 1998. The
categories and current-year cost of itens in those categories can
be summari zed as foll ows:

Commodi ty Code Cat egory Current - Year Cost
12120103 Li vi ng Room Desks $125, 008. 00
12120211 Di ni ng Room Tabl e $136, 216. 00
12120216 Di ni ng Room Chairs $113, 569. 00
12130101 Uphol st ered Sof as $343, 900. 00

12130111 Uphol stered Chairs $233, 050. 00
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Commodi ty Code Cat egory Current - Year Cost
$951, 743. 00

(x) Conpute appropriate indexes for the 1998 taxable year.
Because R uses the double-extension IPIC nethod, Rw Il conpute
an appropriate index in accordance wth paragraph
(e)(3)(i1i)(D (1) of this section (published cunmul ative index for
Novenber, 1998 divi ded by published cunmul ati ve index for
Decenber, 1996). R conputes the appropriate i ndexes as follows:

Nov. ‘98 Dec. ‘96 Appropri ate
Cat egory | ndex | ndex | ndex
Li ving Room Desks 172. 6 160. 3 1. 076731
D ni ng Room Tabl e 174. 8 168. 1 1. 039857
D ni ng Room Chairs 177.0 169. 7 1. 043017
Uphol stered Sof as 144.9 140.9 1. 028389
Uphol stered Chairs 136. 6 132.5 1. 030943

(xi) Conpute a pool index for the 1998 taxable year. R nust
first conpute a wei ghted average pool index using the fornula set
forth in paragraph (e)(3)(iii)(E)(1) of this section (Sum of
wei ghts / (Sum of [Weight / Appropriate Index])). The weighted
average pool index is conputed as foll ows:

Appropri ate
Cat egory Vi ght | ndex Quot i ent
Li vi ng Room Desks  $125, 008. 00 1.076731 $116, 099. 56
D ni ng Room Tabl e 136, 216. 00 1. 039857 130, 994. 93
D ni ng Room Chairs 113, 569. 00 1. 043017 108, 885. 09
Uphol stered Sof as 343, 900. 00 1. 028389 334, 406. 53
Uphol stered Chairs 233, 050. 00 1. 030943 226, 055. 17
Tot al $951, 743. 00 $916, 441. 28
Sum of Sum of Wei ght ed Aver age
Wi ght s (Wi ght / Appropriate | ndex) Pool | ndex
$951, 743. 00 $916, 441. 28 1. 0385204

(xii) Conpute an inventory price index for the 1997 taxable
year. R conputes the inventory price index for the pool using
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the fornmula set forth in paragraph (e)(3)(iii)(
section. The inventory price index is 1.0308163
(1.0385204 - 1)]).

t

E)(2) of th
(1 .8

f IS

+[0.8 *
(xiii) Determne the LIFO value of the pool for the 1998

taxable year. R determines the total base-year cost of its
ending inventory by dividing the total current-year cost of the
I nventory itens in the pool by the pool index. The total base-
year cost of the ending inventory is $923,290.60 ($951, 743.00 /
1.0308163). R conpares the ending inventory at base-year cost to
t he beginning inventory at base-year cost and determ nes that the
amount of the layer of increment for the taxable year in terns of
base-year cost is $12,359.89 ($923,290.60 - $910,930.71). R
mul tiplies the base-year cost of the increnent by the pool index
conputed for the taxable year and determ nes that the LIFO val ue
of the increnment is $12,740.78 ($12,359.89 * 1.0308163). Thus,
the LIFO value of Rs inventory at the end of the 1997 taxable
year is $924,370.43 ($850,000.00 base year |ayer + $61, 629. 65
1997 layer + $12,740.78 1998 | ayer).

Exanple 2. Link-chain Method. (i) Introduction. The fac
are the sane as Exanple 1, except that R uses the |ink-chain
met hod. The doubl e-extension I PIC nethod and the |ink-chain
method yield the sane results for the first taxable year in wh
the IPIC nethod is used. Therefore, this exanple only
I llustrates how R woul d conpute an inventory price index and
determne the LIFO value of its dollar-value pool for the 1998
t axabl e year

ts
Pl C
Pl C
i ch

(i1) Select a BLS table and appropriate nonth for the 1998
taxable year. R determines that the appropriate index nonth for
the taxabl e year endi ng Decenber 31, 1998, is Novenber.

(iii1) Select index categories for the 1998 taxable year.
R's inventory itens can be classified into five detailed
categories listed in Table 6 of the “PPl Detail ed Report”
publ i shed for Novenber, 1998. The categories and current-year
cost of itens in those categories can be sunmarized as foll ows:

Commodi ty Code Cat egory Current - Year Cost
12120103 Li vi ng Room Desks $125, 008. 00
12120211 Di ni ng Room Tabl e $136, 216. 00
12120216 Di ni ng Room Chairs $113, 569. 00
12130101 Uphol st ered Sof as $343, 900. 00
12130111 Uphol stered Chairs $233, 050. 00

$951, 743. 00
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(iv) Conpute appropriate indexes for the 1998 taxable year.
Because R uses the link-chain IPIC nethod, Rw |l conpute an
appropriate index in accordance with paragraph (e)(3)(iii)(D) (2)
of this section (published cumul ative index for the Novenber,
1998 divi ded by published cunul ative index for the Cctober,
1997). R conputes the appropriate indexes as foll ows:

Nov. ‘98 Cct. ‘97 Appropri ate
Cat egory | ndex | ndex | ndex
Li ving Room Desks 172. 6 162.0 1. 065432
D ni ng Room Tabl e 174. 8 171.9 1. 016870
D ni ng Room Chairs 177.0 172. 8 1. 024306
Uphol st ered Sof as 144.9 142. 2 1. 018987
Uphol stered Chairs 136. 6 134.1 1. 018643

(v) Conpute a pool index for the 1998 taxable year. R nust
first conpute a wei ghted average pool index using the fornmula set
forth in paragraph (e)(3)(iii)(E)(1) of this section (Sum of
wei ghts / Sum of [Weight / Appropriate Index]). The weighted
average pool index is conputed as foll ows:

Appropri ate

Cat egory Vi ght | ndex Quot i ent
Li vi ng Room Desks  $125, 008. 00 1. 065432 $117, 330. 81
D ni ng Room Tabl e 136, 216. 00 1. 016870 133, 956. 16
D ni ng Room Chairs 113, 569. 00 1. 024306 110, 874. 09
Uphol st ered Sof as 343, 900. 00 1. 018987 337,492. 04
Uphol stered Chairs 233, 050. 00 1. 018643 228, 784. 77
Tot al $951, 743. 00 $928, 437. 87

Sum of Sum of Wi ght ed Aver age
Wi ght s (Wi ght / Appropriate | ndex) Pool | ndex
$951, 743. 00 $928, 437. 87 1.0251014

(vi) Conpute an inventory price index for the 1997 taxable
year. R conputes the inventory price index in accordance wth
paragraph (e)(3)(iii)(E)(3) of this section. R nultiplies the
wei ght ed average pool index by the prior year’s cumul ative index
to get the cunul ative index for the taxable year. Because 1997
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was the first year in which R used the |ink-chain IPIC nethod,
the prior year’s cunulative index is equal to the 1997 wei ghted
aver age pool index. The cunulative index for 1998 is 1.0397995

(1.0143382 * 1.0251014). R conputes the inventory price index
using the fornula set forth in paragraph (e)(3)(iii)(E)(3) of
this section. The inventory price index is 1.0318396 (1 + [0.80

* (1.0397995 - 1)]).

(vii) Determne the LIFO value of the pool for the 1998
taxable year. R determines the total base-year cost of its
ending inventory by dividing the total current-year cost of the
Inventory itens in the pool by the inventory price index. The
total base-year cost of the ending inventory is $922,374.95
(%951, 743.00 / 1.0318396). R conpares the ending inventory at
base-year cost to the beginning inventory at base-year cost and
determ nes that the anount of the |layer of increnent for the
taxabl e year in terns of base-year cost is $11, 444.24
($922,374.95 - $910,930.71). R nultiplies the base-year cost of
the increnment by the pool index conmputed for the taxable year and
determnes that the LIFO value of the increnent is $11, 808. 62
(%11, 444.24 * 1.0318396). Thus, the LIFO value of R s inventory
at the end of the 1998 taxable year is $923,438.27 ($850, 000 base
year |ayer + $61,629.65 1997 |ayer + $11,808.62 1998 | ayer).

(iv) Adoption or change of nethod--(A) Adoption or change to

| PIC nethod. The use of an inventory price index conputed using

the IPIC nethod is a nethod of accounting. A taxpayer permtted
to adopt the dollar-value LIFO nethod without first securing the
consent of the Conmm ssioner may al so adopt the |IPIC nethod

I ncident to that adoption without first securing the consent of
the Conm ssioner. The |IPIC nethod may be adopted and used only

I f the taxpayer indicates on a Form 970, “Application to Use LIFO
I nventory Method,” or in such other manner as may be acceptable to
t he Comm ssioner, a listing of each doll ar-value inventory pool,
the type of goods included in each pool, the consuner or producer
price index or indexes selected for each pool, whether the
taxpayer will use the doubl e-extension IPIC nethod or the |ink-

chain I PIC nethod of conmputing an inventory price index, and if
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t he taxpayer makes a one-tine binding election of an appropriate
representative nonth, the representative nonth. 1In the case of a
taxpayer permtted to adopt the IPIC nethod w thout requesting
t he Comm ssioner’s consent, the Form 970 shall be attached to the
taxpayer’s incone tax return for the taxable year of that
adoption. In all other cases, a taxpayer nmay change to the IPIC
nmet hod prescribed by this paragraph only after first securing the
consent of the Conm ssioner as provided in 81.446-1(e). In such
cases, the Form 970 containing the information descri bed above
must be attached to a Form 3115, “Application for Change in
Accounting Method,” filed in accordance with 81.446-1(e).
Taxpayers nust mai ntai n adequate books and records in order to
satisfy the requirenents of 81.472-2(h), including adequate books
and records of the use and conputations of the IPIC nethod.
Not wi t hstanding the rules in paragraph (e)(1) of this section, a
t axpayer that adopts or changes to the use of an inventory price
I ndex conmputed using the IPIC method is not required to
denonstrate that the use of any other nethod of conputing the
LI FO val ue of a dollar-value inventory pool is inpractical.

(B) Change in selected index. The selection of a consuner

or producer price index category for a specific itemto conpute
an appropriate i ndex under paragraph (e)(3)(iii)(B) of this
section is a nethod of accounting. A taxpayer desiring to change
the selection of such a consuner or producer price index nust
secure the consent of the Comm ssioner as provided in

§1.446-1(e) .
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(C© New base year--(1) Voluntary change--(i) In general. In

the case of a taxpayer using a nethod other than the |IPIC nethod
to determ ne the LIFO value of a dollar-value inventory pool, any
| ayers of inventory increnents previously determ ned by that

met hod and the LIFO value of those |ayers are retained if the

t axpayer voluntarily changes to the use of the IPIC nethod. In
the case of a taxpayer changing the selection of an index
category for an inventory item any l|layers of inventory

I ncrenments previously determ ned and the LIFO val ue of those

| ayers are retained. |Instead of using the earliest taxable year
for which the taxpayer adopted the LIFO nmethod for any itens in
the pool, the year of change is used as the new base year in
determ ning the LIFO value of the inventory pool for the year of
change and | ater taxable years. The cunul ative index as of the
first day of the year of change (the base date) is 1.00. The
base-year costs of layers of increnent in the pool at the

begi nni ng of the year of change nust be restated in terns of new
base-year cost, using the year of change as the new base year
and the indexes for previously determ ned inventory increnments
nmust be reconputed accordingly. The new base-year cost of a pool
Is equal to the total current-year cost of all the itens in the
pool as determ ned pursuant to the taxpayer’s established nethod
of determning the total current-year cost of itens making up the
pool under paragraph (e)(2)(ii) of this section. See paragraph
(f)(2) of this section for rules relating to a change to the

dol | ar-val ue nethod from another nethod of pricing LIFO
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i nventori es.

(iLi) Exanple. The follow ng exanple illustrates the rules
of this paragraph (e)(3)(iv)(QO(1):

Exanple. (i) X began using a dollar-value LIFO nethod ot her
than the IPIC nmethod in 1990 and mai ntains a single dollar-val ue
pool. X is granted perm ssion to change to the |IPIC nethod,
beginning with the taxabl e year ending Decenber 31, 2000. X wil]|
continue to use a single dollar-val ue pool under the |IPIC nethod.
X' s beginning inventory as of January 1, 2000, conputed using its
former nmethod, is as foll ows:

Base- Year

Cost s Index LI FO Val ue
Base | ayer $135, 000 1.00 $135, 000
1991 | ayer 20, 000 1. 43 28, 600
1994 | ayer 60, 000 1.55 93, 000
1995 | ayer 13, 000 1.59 20, 670
1997 | ayer 2,000 1.61 3,220
Total s $230, 000 $280, 490

(i1) Under X s nethod of determi ning the current-year cost
of itens, the current-year cost of the beginning inventory is
$391, 000. Thus, X s new base-year cost as of January 1, 2000 is
$391,000. X allocates this new base-year cost to each LIFO | ayer
based on the ratio of old base-year cost of the layer to the
total old base-year cost of the pool. To reconpute the indexes
for each of its LIFO layers, X divides the LIFO val ue of each
| ayer by the new base-year cost attributable to the layer. The
new base-year costs, reconputed i ndexes, and LIFO value of X's
I nventory are as follows:

Base- Year
Cost s I.ndex LI FO Val ue
Base | ayer $229, 500 0. 588235 $135, 000
1991 | ayer 34, 000 0.841176 28, 600
1994 | ayer 102, 000 0.911765 93, 000
1995 | ayer 22,100 0. 935294 20, 670

1997 | ayer 3,400 0. 947059 3,220
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Base- Year
Cost s | ndex LI FO Val ue
Total s $391, 000 $280, 490
(2) Lnvoluntary change--(i) In general. |If a taxpayer uses

a nmet hod of accounting other than the IPIC nethod to determ ne
the LI FO val ue of a dollar-value inventory pool and the
Comm ssioner determ nes that the nmethod does not clearly reflect
I ncome, the Comm ssioner may require the taxpayer to change to
the IPIC nethod. |If a taxpayer is unable to provide a sufficient
basis, including information fromits books and records, to
conput e an adj ustnent under section 481, and the Conmm ssi oner
requires the taxpayer to change to the I PIC nethod, the
Comm ssioner will require the taxpayer to change to the doubl e-
extension I PIC nethod and i nplenment the change on a cut-off basis
W t hout a new base year. Under the cut-off basis wthout a new
base year, the Comm ssioner will determ ne the anmpbunt of any
increment in terns of base-year cost for the year of change by
conparing the total base-year cost of the beginning inventory
under the taxpayer’s nethod and the total base-year cost of the
endi ng i nventory under the doubl e-extension |IPIC nethod descri bed
in this paragraph (e)(3) and value any increnent so determ ned
using the inventory price index conputed under the doubl e-
extension | Pl C net hod.

(iLi) Exanple. The follow ng exanple illustrates the rules
of this paragraph (e)(3)(iv)(QO(2):

Exanple. (i) Y began using a dollar-value LIFO nethod ot her
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than the IPIC nethod in 1994 and mai ntains a single dollar-val ue
pool. Under Y' s method of determ ning the current-year cost of
Items, the current-year cost of Y's ending inventory for the 2000
taxabl e year is $348,160. Y's beginning inventory as of January
1, 2000, conputed using its nmethod, is as follows:

Base- Year

Cost s | ndex LI FO Val ue
Base | ayer $105, 000 1. 00 $105, 000
1995 | ayer 3, 000 1.70 5, 100
1996 | ayer 5, 500 2.00 11, 000
1997 | ayer 2,900 2.50 7, 250
1998 | ayer 1,400 2.85 3,990
Total s $117, 800 $132, 340

(i1) Upon examnation, it is determned that Y' s dollar-
val ue LI FO net hod does not clearly reflect incone. If Yis
unabl e to provide the exam ning agent with a sufficient basis to
conpute a section 481 adjustnent arising froma change to a
dol I ar-val ue LI FO nethod that does clearly reflect income, and
t he exam ni ng agent chooses to change Y to the IPIC nethod, the
change will be inplenented as follows. First, the exam ning
agent will conpute an inventory price index under the doubl e-
extension I PIC nethod in accordance with this paragraph (e)(3).
For purposes of this exanple, assune that the inventory price
I ndex conputed under the double-extension IPIC nethod is
1.438793. Second, the exam ning agent will divide the current-
year cost of Y' s ending inventory by the inventory price index to
determ ne the base-year cost of Y s inventory under the doubl e-
extension | PIC nethod. The base-year cost is $241, 980. 60
($348,160 / 1.438793). Third, the exam ning agent will compare
t he base-year cost of the ending inventory determ ned under the
doubl e-extension I PIC nethod to the base-year cost of the
begi nning i nventory determ ned under Y's nmethod of accounting to
determ ne the anmount of any increnent. The increnent at base-
year cost for the 2000 taxable year is $124,180.60 ($241, 980.60 -
$117,800.00). Fourth, the exam ning agent will value the
i ncrement by multiplying the base-year cost of the increnent by
the inventory price index. The LIFO value of the increnent is
$178,670. 18 ($241,980.60 * 1.438793). Finally, the exam ning
agent will reduce Y s cost of goods sold and increases Y' s gross
i ncome for the 2000 taxable year by the increase in the LIFO
val ue of the 2000 ending inventory, or $178,670. 18.

(v) Effective date--(A) In general. The rules of this
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par agraph (e)(3) and paragraphs (b)(4) and (c)(2) of this section
are applicable for taxable years beginning on or after the date
these regul ations are published in the Federal Register as final
regul ati ons.

(B) Change in nethod of accounting. Any change in a

taxpayer’s nethod of accounting necessary to conply with this

par agraph (e)(3) or paragraphs (b)(4) or (c)(2) of this section
Is a change in nmethod of accounting to which the provisions of
section 446 and the regul ations thereunder apply. For the first
t axabl e year beginning on or after the date these regulations are
published in the Federal Register as final regulations, a
taxpayer is granted the consent of the Conm ssioner to change its
met hod of accounting to a nethod required or permtted by this
par agraph (e)(3) and paragraphs (b)(4) and (c)(2) of this
section. A taxpayer that wants to change its method of
accounting under this paragraph (e)(3)(v) nust followthe
automati c consent procedures in Rev. Proc. 99-49 (1999-52 |.R B.
725) (see 8601.601(d)(2) of this chapter). However, the scope
limtations in section 4.02 of Rev. Proc. 99-49 do not apply. In
addition, if the taxpayer’s nethod of accounting for its LIFO

I nventories is an issue under consideration at the tine the
application is filed with the national office, the audit
protection of section 7 of Rev. Proc. 99-49 does not apply. If a
t axpayer changing its nethod of accounting under this paragraph
(e)(3)(v)(B) is under exam nation, before an appeals office, or

before a federal court with respect to any incone tax issue, the
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t axpayer nust provide a copy of the application to the exam ning
agent (s), appeals officer or counsel for the governnent, as
appropriate, at the sanme tine it files the application with the
national office. A change under this paragraph (e)(3)(v)(B) nust
be made using a cut-off basis and new base year in accordance

wi th paragraph (e)(3)(iv)(C (1) of this section. Because a
change under this paragraph (e)(3)(v)(B) is made on a cut-off
basis, a section 481(a) adjustnment is not required. However, a
t axpayer changing its nethod of accounting under this paragraph
(e)(3)(v)(B) must conply with the requirenents of section

10. 04(3) of the APPENDI X of Rev. Proc. 99-49 (concerning bargain
pur chases) .

* * % * *

(h) Lnventories received in certain nonrecognition

transactions--(1) In general. Except as provided in paragraph
(h)(3) of this section, if inventories are received in a
transaction described in paragraph (h)(2) of this section, then
for purposes of determning future increnents and |i quidations
the transferee nust use the year of the transfer as the base year
and the current-year cost (determ ned under the transferor’s

met hod of accounting) of the inventories received as the new
base-year cost of such inventories. Likew se, the transferee
must use the current-year cost (determ ned under the transferee’'s
met hod of accounting) of its beginning inventory, if any, as the
new base-year cost of the beginning inventory for purposes of

determning future increnents and |iquidations. The total new
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base-year cost of the transferee’ s beginning inventory is equa
to the new base-year cost of the inventories received and the new
base-year cost of the beginning inventory. The cunulative index
as of the first day of the year in which the inventory is
received (the base date) is 1.00. The base-year costs of any
| ayers of increnment in the pool, as determned after the
transfer, nmust be restated in terns of new base-year costs and
the indexes for all such layers nust be restated in terns of the
new base year index. See paragraph (e)(3)(iv)(Q (1) of this

section for an exanple of this conputation.

(2) Transactions to which this paragraph (h) applies. A
transaction is described in this paragraph (h) if--

(i) The transferee determnes its basis in the inventories,
in whole or in part, by reference to the basis of the inventories
in the hands of the transferor;

(i1) The transferor used the dollar-value LIFO nethod to
account for the transferred inventories;

(ii1) The transferee uses the dollar-value LIFO nethod to
account for the inventories in the year of the transfer; and

(iv) The transaction is not described in section 381(a).

(3) Anti-avoidance rule. The rule in paragraph (h)(1) of

this section will not apply to a transaction entered into with
the principal purpose to avail the transferee of a nethod of
accounting that would be unavailable to the transferor (or would
be unavail able to the transferor w thout securing consent from

the Conm ssioner). |In determining the principal purpose of a
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transfer, consideration will be given to all of the facts and
circunstances. However, a transfer is deenmed nade with the
princi pal purpose to avail the transferee of a nethod of
accounting that woul d be unavail able to the transferor w thout
securing consent fromthe Comm ssioner if the transferor acquired
I nventory in a bargain purchase within the five taxable years
precedi ng the year of the transfer and used a dollar-val ue LIFO
met hod to account for that inventory that did not treat the
bargai n purchase inventory and physically identical inventory
acquired at market prices as separate itens. Inventory is deened
acquired in a bargain purchase if the actual cost of the

I nventory (or, if appropriate, the allocated cost of the

I nventory) was | ess than or equal to 50 percent of the

repl acenent cost of physically identical inventory. Inventory is
not considered acquired in a bargain purchase if the actual cost
of the inventory (or, if appropriate, the allocated cost of the

I nventory) was greater than or equal to 75 percent of the

repl acenent cost of physically identical inventory.
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(4) Effective date. The rules of this paragraph (h) are

applicable for transfers on or after the date these regul ations

are published in the Federal Register as final regul ations.

Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue



