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(2) Qualified low-income housing
projects. For a transitional rule con-

cerning the application of section 469
to losses from qualified low-income
housing projects, see section 502 of the
Tax Reform Act of 1986.

(3) Effect of events occurring in years
prior to 1987. The treatment for a tax-
able year beginning after December 31,
1986, of any item of income, gain, loss,
deduction, or credit as an item of pas-
sive activity gross income, passive ac-
tivity deduction, or credit from a pas-
sive activity, is determined as if sec-
tion 469 and the regulations thereunder
had been in effect for taxable years be-
ginning before January 1, 1987, but
without regard to any passive activity
loss or passive activity credit that
would have been disallowed for any
taxable year beginning before January
1, 1987, if section 469 and the regula-
tions thereunder had been in effect for
that year. For example, in determining
whether a taxpayer materially partici-
pates in an activity under §1.469-
5T(a)(5) (relating to taxpayers who
have materially participated in an ac-
tivity for five of the ten immediately
preceding taxable years) for any tax-
able year beginning after December 31,
1986, the taxpayer’s participation in
the activity for all prior taxable years
(including taxable years beginning be-
fore 1987) is taken into account. See
§1.469-5(j) (relating to the determina-
tion of material participation for tax-
able years beginning before January 1,
1987).

(d) Examples. The following examples
illustrate the application of paragraph
(c) of this section:

Example 1. A, a calendar year individual, is
a partner in a partnership with a taxable
year ending on January 31. During its tax-
able year ending January 31, 1987, the part-
nership was engaged in a single activity in-
volving the conduct of a trade or business. In
applying section 469 and the regulations
thereunder to A for calendar year 1987, A’s
distributive share of partnership items for
the partnership’s taxable year ending Janu-
ary 31, 1987, is taken into account. Therefore,
under §1.469-2T(e)(1) and paragraph (c)(3) of
this section, A’s participation in the activity
throughout the partnership’s taxable year
beginning February 1, 1986, and ending Janu-
ary 31, 1987, is taken into account for pur-
poses of determining the character under
section 469 of the items of gross income, de-
duction, and credit allocated to A for the
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partnership’s taxable year ending January
31, 1987.

Example 2. B, a calendar year individual, is
a beneficiary of a trust described in section
651 that has a taxable year ending January
31. The trust conducts a rental activity
(within the meaning of §1.469-1T(e)(3)). Be-
cause the trust’s taxable year ending Janu-
ary 31, 1987, began before January 1, 1987, sec-
tion 469 and the regulations thereunder do
not applying to the trust for that year. Sec-
tion 469 and the regulations thereunder do
apply, however, to B for B’s calender year
1987. Therefore, income of the trust from the
rental activity for the trust’s taxable year
ending January 31, 1987, that is included in
B’s gross income for 1987 is taken into ac-
count in apply section 469 to B for 1987.

[T.D. 8417, 57 FR 20759, May 15, 1992, as
amended by T.D. 8417, 59 FR 45623, Sept. 2,
1994; T.D. 8565, 59 FR 50489, Oct. 4, 1994; T.D.
8645, 60 FR 66501, Dec. 22, 1995; T.D. 9013, 67
FR 54093, Aug. 21, 2002]

INVENTORIES

§1.471-1 Need for inventories.

In order to reflect taxable income
correctly, inventories at the beginning
and end of each taxable year are nec-
essary in every case in which the pro-
duction, purchase, or sale of merchan-
dise is an income-producing factor. The
inventory should include all finished or
partly finished goods and, in the case
of raw materials and supplies, only
those which have been acquired for sale
or which will physically become a part
of merchandise intended for sale, in
which class fall containers, such as
kegs, bottles, and cases, whether re-
turnable or not, if title thereto will
pass to the purchaser of the product to
be sold therein. Merchandise should be
included in the inventory only if title
thereto is vested in the taxpayer. Ac-
cordingly, the seller should include in
his inventory goods under contract for
sale but not yet segregated and applied
to the contract and goods out upon
consignment, but should exclude from
inventory goods sold (including con-
tainers), title to which has passed to
the purchaser. A purchaser should in-
clude in inventory merchandise pur-
chased (including containers), title to
which has passed to him, although such
merchandise is in transit or for other
reasons has not been reduced to phys-
ical possession, but should not include
goods ordered for future delivery,
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transfer of title to which has not yet
been effected. (But see §1.472-1.)

[T.D. 6500, 25 FR 11724, Nov. 26, 1960]

§1.471-2 Valuation of inventories.

(a) Section 471 provides two tests to
which each inventory must conform:

(1) It must conform as nearly as may
be to the best accounting practice in
the trade or business, and

(2) 1t must clearly reflect the income.

(b) 1t follows, therefore, that inven-
tory rules cannot be uniform but must
give effect to trade customs which
come within the scope of the best ac-
counting practice in the particular
trade or business. In order to clearly
reflect income, the inventory practice
of a taxpayer should be consistent from
year to year, and greater weight is to
be given to consistency than to any
particular method of inventorying or
basis of valuation so long as the meth-
od or basis used is in accord with
§§1.471-1 through 1.471-11.

(c) The bases of valuation most com-
monly used by business concerns and
which meet the requirements of section
471 are (1) cost and (2) cost or market,
whichever is lower. (For inventories by
dealers in securities, see §1.471-5.) Any
goods in an inventory which are
unsalable at normal prices or unusable
in the normal way because of damage,
imperfections, shop wear, changes of
style, odd or broken lots, or other simi-
lar causes, including second-hand goods
taken in exchange, should be valued at
bona fide selling prices less direct cost
of disposition, whether subparagraph
(1) or (2) of this paragraph is used, or if
such goods consist of raw materials or
partly finished goods held for use or
consumption, they shall be valued upon
a reasonable basis, taking into consid-
eration the usability and the condition
of the goods, but in no case shall such
value be less than the scrap value.
Bona fide selling price means actual of-
fering of goods during a period ending
not later than 30 days after inventory
date. The burden of proof will rest upon
the taxpayer to show that such excep-
tional goods as are valued upon such
selling basis come within the classi-
fications indicated above, and he shall
maintain such records of the disposi-
tion of the goods as will enable a

§1.471-2

verification of the
made.

(d) In respect of normal goods, which-
ever method is adopted must be applied
with reasonable consistency to the en-
tire inventory of the taxpayer’s trade
or business except as to those goods
inventoried under the last-in, first-out
method authorized by section 472 or to
animals inventoried under the elective
unit, livestock-price-method author-
ized by §1.471-6. See paragraph (d) of
§1.446-1 for rules permitting the use of
different methods of accounting if the
taxpayer has more than one trade or
business. Where the taxpayer is en-
gaged in more than one trade or busi-
ness the Commissioner may require
that the method of valuing inventories
with respect to goods in one trade or
business also be used with respect to
similar goods in other trades or busi-
nesses if, in the opinion of the Commis-
sioner, the use of such method with re-
spect to such other goods is essential
to a clear reflection of income. Tax-
payers were given an option to adopt
the basis of either (1) cost or (2) cost or
market, whichever is lower, for their
1920 inventories. The basis properly
adopted for that year or any subse-
quent year is controlling, and a change
can now be made only after permission
is secured from the Commissioner. Ap-
plication for permission to change the
basis of valuing inventories shall be
made in writing and filed with the
Commissioner as provided in paragraph
(e) of §1.446-1. Goods taken in the in-
ventory which have been so inter-
mingled that they cannot be identified
with specific invoices will be deemed to
be the goods most recently purchased
or produced, and the cost thereof will
be the actual cost of the goods pur-
chased or produced during the period in
which the quantity of goods in the in-
ventory has been acquired. But see sec-
tion 472 as to last-in, first-out inven-
tories. Where the taxpayer maintains
book inventories in accordance with a
sound accounting system in which the
respective inventory accounts are
charged with the actual cost of the
goods purchased or produced and cred-
ited with the value of goods used,
transferred, or sold, calculated upon
the basis of the actual cost of the goods

inventory to be
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