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I s sues Paper October 14, 1982 

The A c c e p t a b i l i t y of "S impl i f i ed LIFO" 
for F inanc ia l Reporting Purposes 

Prepared by the 
Task Force on LIFO Inventory Problems 

Accounting Standards D i v i s i o n 
American I n s t i t u t e of C e r t i f i e d Publ ic Accountants 

830342 



Background 

Introduct ion 

1. The I n t e r n a l Revenue S e r v i c e (IRS) r e c e n t l y i s s u e d 

r e g u l a t i o n s to s i m p l i f y the use of the l a s t - i n , f i r s t - o u t (LIFO) 

inventory method for tax purposes by permit t ing companies to 

use a government p r i c e ( e x t e r n a l ) index in d e t e r m i n i n g the 

c a r r y i n g amounts of i n v e n t o r i e s under the d o l l a r v a l u e LIFO 

method. This has become commonly known as " s i m p l i f i e d LIFO," 

which some b e l i e v e i s a misnomer because of the complexity of 

the approach. Appendix A to t h i s paper presents a copy of the 

re l evant IRS r e g u l a t i o n s . 

2. Unt i l now, many companies, p a r t i c u l a r l y small companies, 

have found i t over ly burdensome, i f not imposs ib le , to compute 

t h e i r own LIFO index and they were p r o h i b i t e d ( e x c e p t f o r 

department s t o r e s ) from using ex terna l indexes; t h e r e f o r e , they 

were, in e f f e c t , prohib i ted from using the LIFO method for tax 

purposes. 

3 . The IRS now accepts for tax purposes use of an ex terna l 

index, based on information determined by the U.S. Bureau of 

Labor S t a t i s t i c s (BLS), as an a l t e r n a t i v e t o use of an inventory 

pr i ce index based on a company's exper ience . Appendix B to t h i s 

paper d i s c u s s e s how the ex terna l indexes are derived and some of 

t h e i r other use s . 
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Descr ip t ion of S i m p l i f i e d LIFO 

4. S i m p l i f i e d LIFO was designed by the IRS p r i n c i p a l l y t o 

a l low small companies to use the LIFO inventory method without 

causing them to incur the c o s t s of e i t h e r determining an i n t e r -

nal index or maintaining a d e t a i l e d s e t of inventory records to 

support a unit based approach. The IRS r e g u l a t i o n s g e n e r a l l y 

a l l o w t a x p a y e r s t o use o n l y 80% of t h e change in government 

p r i c e i n d e x e s in d e v e l o p i n g t h e i r i n d e x . C e r t a i n s m a l l 

b u s i n e s s e s , however, are permitted to use 100% of the change in 
1 

the government pr i ce indexes . The companies that q u a l i f y for 

s i m p l i f i e d LIFO must use e i t h e r the consumer pr ice index (CPI) 

or producer pr ice index (PPI) , based on c r i t e r i a e s t a b l i s h e d by 

IRS. 

5. In an attempt to make the LIFO r e s u l t more r e p r e s e n t a t i v e 

of a company's mix, the company must use the most d e t a i l e d index 

c a t e g o r i e s in the CPI or PPI that comprise 10% or more of the 

carrying amount of the ending inventory . The BLS weights are 

then used to weight the index for each index item in the inven-

t o r y . Once the c a t e g o r y i n d e x e s a r e d e t e r m i n e d , they are 

w e i g h t e d by t h e p r o p o r t i o n of t o t a l ending i n v e n t o r y t h a t 

comprise the inventory items in that ca tegory . 

A q u a l i f y i n g smal l bus ines s i s de f ined as one with average 
annual s a l e s for the prior three years of l e s s than $2 m i l l i o n . 
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6 . The s i m p l i f i e d LIFO approach permits jobbers , d i s t r i b -

u tors , who le sa l er s , and r e t a i l e r s to use 11 or fewer pools based 

on the CPI g e n e r a l c a t e g o r i e s p l u s a m i s c e l l a n e o u s p o o l , i f 

neces sary . Manufacturers and processors must apply the IRS's 

usual pool ing g u i d e l i n e s . The company must s e l e c t a "repre-

s e n t a t i v e " month for indexing, presumably the month in which 

inventory l e v e l s and mix would represent a "normal" inventory 

p o s i t i o n . However, a company using the LIFO r e t a i l method must 

use the l a s t month of i t s tax year. Both the CPI and PPI are 

reported monthly. The s e l e c t i o n of the r e p r e s e n t a t i v e month for 

index determinat ion i s a one-t ime binding s e l e c t i o n . 

Basic Issue 

7. The bas i c i s sue i s whether s i m p l i f i e d LIFO as d i scussed 

above should be considered acceptable for f i n a n c i a l report ing 

purposes (a) when 100% of the ex terna l index i s used and (b) 

when 80% of the ex terna l index i s used. 

Arguments 

A c c e p t a b i l i t y of S i m p l i f i e d LIFO 
Using 100% of the External Index 

8 . For Some b e l i e v e s i m p l i f i e d LIFO u s i n g 100% of the 

e x t e r n a l index should be considered acceptable for f i n a n c i a l 

report ing purposes, because nothing in the a u t h o r i t a t i v e account-

ing l i t e r a t u r e p r o h i b i t s use of ex terna l indexes in determining 



- 4 -

the carrying amounts of LIFO i n v e n t o r i e s for f i n a n c i a l report ing 

purposes. Further, current p r a c t i c e accepts the use of ex terna l 

indexes in applying the LIFO method to c e r t a i n r e t a i l e r s . Al so , 

some b e l i e v e most of the accounting p r a c t i c e s for LIFO inven-

t o r i e s that have become g e n e r a l l y accepted for f i n a n c i a l report -

ing purposes have been based on the tax requirements for LIFO 

i n v e n t o r i e s . Those who support use of 100% of the e x t e r n a l 

index point out that BLS indexes are s c i e n t i f i c a l l y determined 

and the d e t a i l e d adjustments required to reweight the index to 

r e f l e c t a company's inventory mix normally should produce an 

index r e a s o n a b l y r e p r e s e n t a t i v e of a company's e x p e r i e n c e . 

Further, some b e l i e v e that s ince inventory accounting methods 

are based on s u b j e c t i v i t y and approximations anyway, an ex terna l 

index i s as reasonable as an in t erna l index. 

9 . Some a l s o b e l i e v e s i m p l i f i e d LIFO u s i n g 100% of the 

e x t e r n a l index should be considered acceptable for f i n a n c i a l 

r e p o r t i n g purposes on p r a c t i c a l g r o u n d s . They b e l i e v e t h a t 

i f s i m p l i f i e d LIFO w i l l save many companies cons iderable time 

and expense in determining the carrying amounts of LIFO inven-

t o r i e s for tax purposes , the b e n e f i t would be l o s t i f i t was not 

a l s o considered acceptab le for f i n a n c i a l report ing purposes. 

10. Some point out that a c c e p t a b i l i t y for f i n a n c i a l report ing 

purposes of s i m p l i f i e d LIFO using 100% of the ex terna l index 
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would reduce the perceived accounting standards over load, by 

e l i m i n a t i n g the need to maintain two separate s e t s of inventory 

records and the need for deferred income tax account ing . Some 

b e l i e v e that a c c e p t a b i l i t y for f i n a n c i a l report ing purposes of 

s i m p l i f i e d LIFO using 100% of the ex terna l index would encour-

age more companies to adopt LIFO, which some b e l i e v e i s concept-

u a l l y superior t o FIFO for f i n a n c i a l report ing purposes. 

11. Of those who b e l i e v e s i m p l i f i e d LIFO using 100% of an 

ex terna l index should be considered acceptable for f i n a n c i a l 

report ing purposes, some b e l i e v e i t should be considered ac-

ceptab le only i f the ex terna l index s t r u c t u r e and i t s a p p l i c a -

t i o n are reasonably r e p r e s e n t a t i v e of a company's exper ience . 

Others b e l i e v e i t should be considered acceptab le un le s s i t i s 

apparent that the ex terna l index s t r u c t u r e and i t s a p p l i c a t i o n 

do not r e f l e c t a company's exper ience . S t i l l others b e l i e v e i t 

should be considered acceptab le in a l l c a s e s , without regard to 

a company's exper ience . 

12 . A g a i n s t . Some b e l i e v e s i m p l i f i e d LIFO u s i n g 100% of 

t h e e x t e r n a l index should not be c o n s i d e r e d a c c e p t a b l e for 

f i n a n c i a l report ing purposes. They b e l i e v e the use of 100% of 

an e x t e r n a l index does not a c c o m p l i s h the g o a l of LIFO t o 

r e f l e c t the e f f e c t s of changing p r i c e s on the c o s t of s a l e s for 
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a g iven company and t h a t the indexes may not n e c e s s a r i l y r e l a t e 

to a company's c o s t s and inventory mix. Indeed, some ques t ion 

the i n t e g r i t y of a government generated pr i ce index. An error 

in the index, or in i t s a p p l i c a t i o n , could s i g n i f i c a n t l y d i s t o r t 

the r e s u l t s of operat ions and f i n a n c i a l p o s i t i o n of a company 

having a l imi ted v a r i e t y of d i f f e r e n t inventory i tems. Also , 

some b e l i e v e t h e IRS r e q u i r e d c o n v e r s i o n of the PPI from a 

p r i c e index t o a c o s t index adds an u n v e r i f i a b l e e lement of 

s u b j e c t i v i t y . Others a l s o b e l i e v e s i m p l i f i e d LIFO using 100% of 

the e x t e r n a l index shou ld not be c o n s i d e r e d a c c e p t a b l e for 

f i n a n c i a l report ing purposes, because they b e l i e v e f i n a n c i a l 

accounting and report ing standards should not be based s o l e l y on 

tax r u l e s , which may change. 

A c c e p t a b i l i t y of S i m p l i f i e d LIFO 
Using 80% of the External Index 

13 . For . The arguments f o r a c c e p t a b i l i t y for f i n a n c i a l 

report ing purposes of s i m p l i f i e d LIFO using 80% of an ex terna l 

index are e s s e n t i a l l y t h e same as the arguments f o r a c c e p t -

a b i l i t y of s i m p l i f i e d LIFO using 100% of the ex terna l index. 

In a d d i t i o n , some b e l i e v e t h a t s i n c e LIFO and FIFO are both 

acceptab le methods of inventory account ing , any approach whose 

r e s u l t s f a l l wi th in the range of LIFO and FIFO should be con-

s idered a c c e p t a b l e . Indeed, present p r a c t i c e permits companies 
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that develop t h e i r own LIFO indexes to choose approaches that 

o f t e n produce s i g n i f i c a n t l y d i v e r s e inventory amounts. Accord-

i n g l y , some b e l i e v e i t i s anomolous to preclude c e r t a i n com-

p a n i e s from u s i n g a LIFO approach for f i n a n c i a l r e p o r t i n g 

purposes t h a t p r o v i d e s a r e a s o n a b l e r e s u l t . F u r t h e r , some 

b e l i e v e that because 80% of the ex terna l index a p p l i e s only t o 

l a y e r increments, the 80% approach when applied c o n s i s t e n t l y i s 

u n l i k e l y to s i g n i f i c a n t l y a f f e c t reported earnings . 

14. Against . Some of the arguments aga ins t a c c e p t a b i l i t y for 

f i n a n c i a l report ing purposes of s i m p l i f i e d LIFO using 80% of 

the ex terna l index are e s s e n t i a l l y the same as the arguments 

a g a i n s t a c c e p t a b i l i t y of s i m p l i f i e d LIFO u s i n g 100% of the 

e x t e r n a l p r i c e index. In add i t i on , some b e l i e v e the r e s u l t s of 

applying 80% of the ex terna l index i s ne i ther c o s t nor market, 

which v i o l a t e s the h i s t o r i c a l framework of f i n a n c i a l accounting 

and r e p o r t i n g . Also , because the c r i t e r i a for the 80% and 100% 

are based on def ined s a l e s volume, two s imi lar companies with 

i d e n t i c a l i n v e n t o r y c o m p o s i t i o n s c o u l d r e p o r t s i g n i f i c a n t l y 

d i f f e r e n t ending inventory amounts i f one company used 80% of 

the ex terna l index and the other used 100%. 
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C o l l a t e r a l I ssue 

15. If an e n t e r p r i s e uses s i m p l i f i e d LIFO for tax purposes 

and another acceptable inventory method for f i n a n c i a l report ing 

purposes that does not v i o l a t e the LIFO conformity requirement, 

a c o l l a t e r a l i s sue i s whether the e f f e c t of the d i f f e r e n c e in 

tax and f i n a n c i a l report ing methods should be accounted for as a 

t iming d i f f e r e n c e under APB Opinion 11. 

* * * * * 

Advisory Conclusions 

16. The Accounting Standards Executive Committee and i t s Task 

Force on LIFO Inventory Problems b e l i e v e 

(a) s i m p l i f i e d LIFO using 100% of the ex terna l 

index should be considered acceptable for 

f i n a n c i a l report ing purposes unless i t i s 

apparent that the ex terna l index s t ruc ture 

and i t s a p p l i c a t i o n do not r e f l e c t a com-

pany's exper ience . AcSEC: (7 agree , 3 

d i s a g r e e ) ; Task Force: (6 agree , 2 d i s -

agree) . 

(b) s i m p l i f i e d LIFO using 80% of the ex terna l 

index should not be considered acceptable 
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for f i n a n c i a l report ing purposes. AcSEC: 

(9 agree, 1 d i s a g r e e s ) ; Task Force: (5 

agree , 3 d i sagree ) . 

(c) i f an e n t e r p r i s e uses s i m p l i f i e d LIFO for 

tax purposes and another acceptable in -

ventory method for f i n a n c i a l report ing 

purposes that does not v i o l a t e the LIFO 

conformity requirement, the e f f e c t of the 

d i f f e r e n c e should be accounted for as a 

timing d i f f e r e n c e under APB Opinion 11. 

AcSEC: (10 agree , 0 d i s a g r e e ) ; Task 

Force: (8 agree , 0 d i s a g r e e ) . 
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Appendix A 

IRS Regulations 

13 3-17-82 §472 [p. 36,288]—DOLLAR-VALUE M E T H O D 3 6 , 3 I I 

- Caution: Reg. § 1.472-8 does not reflect Code Sec. 474 (¶2969) 
as added by P. L. 97-34. 

Example (2). (a) Assume the taxpayer in example (1) during 
the year 1962 completely disposes of item C and purchases item D. Assume 
further that item D is properly includible in Pool No. 1 under the provisions 
of this section. The closing inventory on December 31, 1962, consists of 
quantities at current-year unit cost, as follows: 

Current-year 
unit cost 

í tems Units Dec. 31, 1962 
A 2,000 $6.50 
B 1,500 6.00 
D 1,000 5.00 

(b) The taxpayer establishes that the cost of item D, had he 
acquired it on January 1, 1961, would have been $2.00 per unit. Such cost 
shall be used as the base-year unit cost for item D, and the L I F O computa-
tions at December 31, 1962, are made as follows: 

Dec. 31, 1962, 
inventory at Jan. 1, Dec. 31, 1962, inventory 
1961, base-year cost at current-year cost 

I tem Quanti ty Unit cost Amount Unit cost Amount 
A 2,000 $5.00 $10,000 $6.50 $13,000 
B 1,500 4.00 6,000 6.00 9,000 
D 1,000 2.00 2,000 5.00 5,000 

Totals $18,000 $27,000 

(c) Since the closing inventory at base-year cost, $18,000, is 
less than the 1962 opening inventory at base-year cost, $20,000, a liquidation 
of $2.000 has occurred during 1962. This liquidation is to be reflected by 
reducing the most recent layer of increment. The L l F O value of the inventory 
at December 31, 1962, is $18,850, and is summarized as follows : 

Pool No. 1 
Dec. 31, 1962, Ratio of total 
inventory at 
Jan. 1, 1961, 

base-year cost 

Jan. 1, 1961, base cost $14,000 
Dec. 31, 1961, Increment . . 4,000 

current-year 
cost to total 

base-year cost 
Percent 
100.00 
121.25 

Dec. 31, 1962, 
inventory at 
L I F O value 

4,000 
4,850 

Totals $18,000 

(3) Use of inventory price index computed with reference to consumer 
or producer price indexes—(i) In general. For purposes of paragraph (e)(1) of 
this section, for taxable years beginning af ter December 31, 1981, an inventory 
price index computed in the manner provided by paragraph (e)(3) will be 
accepted by the Commissioner as an appropriate method of computing an 
index, and the use of such inventory price index to compute the LIFO value 
of a dollar-value inventory pool will be accepted as accurate, reliable, and suit-
824 CCH—Standard Federal Tax Reports R e g . § 1 . 4 7 2 - 8 ( o ) ¶ 2 9 6 3 A 

$18,850 



3 6 . 3 1 1-2 LAST-IN, FIRST-OUT INVENTORIES—§ 472 [p. 36,288] 13-17-82 

Caution: Reg. § 1.472-8 does not reflect Code Sec. 474 2969) 
as added by P. L. 91-34. 

[¶ 2963A]—Continued 
able. A taxpayer using the inventory price index computation method pro-
vided by paragraph (e)(3) must use such method in determining the value 
of all goods for which the taxpayer has elected to use the L I F O method. 
However, the inventory price index compulation method provided by para-
graph (e)(3) may not be used by a taxpayer eligible to use inventory price 
indexes prepared by the United States Bureau of Labor Statistics for the 
purpose of valuing the L I F O inventories of a specific industry. Thus, a tax-
payer eligible to use the retail price indexes prepared by the Bureau of 
Labor Statistics and published in Department Store Inventory Price Indexes 
may not use the inventory price index computation method provided by 
paragraph (e)(3) . An inventory price index computed as provided by para-
graph (e)(3) is computed in the manner provided by paragraph (e) (3)( i i ) 
with reference to consumer or producer price indexes selected in the man-
ner provided by paragraph (e)(3)( i i i ) . Special rules for establishing inven-
tory pools to be valued by an inventory price index computed in the manner 
provided by paragraph (e)(3) are in paragraph (e ) (3) ( iv) . Rules relat-
ing to the adoption of, or change to, the method of computing an inven-
tory price index in the manner provided by paragraph (e)(3) are in paragraph 
( e ) ( 3 ) ( v ) a n d (vi) . 

(ii) Computation of index. An inventory price index computed 
in the manner provided by this (ii) shall be a stated percentage of the percent 
change in the selected consumer or producer price index or indexes for a spe-
cific category or categories of goods. T h e stated percentage for a taxpayer in 
a taxable year in which it is an eligible small business, as defined by section 
474(b) of the Code, shall be 100 percent of the percent change in the selected 
price indexes. The stated percentage for all other taxpayers shall be 80 percent 
of the percent change in the selected price indexes. See paragraph (e)(3)( i i i ) 
of this section for rules relating to the selection of appropriate consumer or 
producer price indexes. Thus, if the selected consumer or producer price index 
for a specific category of goods increased 10 percent for the period December 
1981 to December 1982, an inventory price index computed in the manner 
provided by this (ii) with reference to such consumer or producer price index 
will reflect an increase of either 10 percent for an eligible small business or 8 
percent (80 percent of 10 percent) for all other taxpayers. If the selected 
consumer or producer price index for a specific category of goods increased 
10 percent per year for the period December 1981 to December 1983, an inven-
tory price index computed in the manner provided by this (ii) with reference 
to such consumer or producer price index will reflect an increase of either 21 
percent for an eligible small business or 16.8 percent (80 percent of 21 percent) 
for all other taxpayers. If under paragraph (e)(3)( i i i ) it is necessary to 
select more than one specific consumer or producer price index for an inventory 
pool, the stated percentage of the percent change in such indexes is the stated 
percentage of the weighted average percent change for such indexes. Such 
weighted average is computed with reference to the relative amounts of costs 
in the inventory pool for each index category of goods. The costs to be used 
in computing such weighted average must be the relative current-year costs in 
ending inventory. 

(iii) Selection of consumer or producer price indexes—(A) In gen-
eral. An inventory price index computed as provided by paragraph (e)(3) of 
this section is computed with reference to the consumer or producer price 
H 2 9 6 3 A R e g . § 1 . 4 7 2 - 8 ( e ) © 1982, Commerce Clearing House, Inc. 

- 11 -
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13 3-17-82 §472 [p. 36,288]—DOLLAR-VALUE METHOD 3 6 , 3 1 1 - 3 

Caution: Reg. § 7.472-5 does not r e j e c t Code Sec. 474 ( ¶2969) 
as added by P. L. 97-34. 

indexes for specific categories of inventory items in the CPI Detailed Report or 
Producer Prices and Price Indexes published by the United States Bureau of 
Labor Statistics. 

(B) Selection of indexes by category of inventory items. The 
selection of consumer or producer price indexes for an inventory pool is accom-
plished via a two-step process. First, the inventory items in each pool should 
be classified according to the detailed listings in the appropriate tables of the 
CPI Detailed Report or in Producer Prices and Price Indexes and assigned an index 
category. Second, an appropriate consumer or producer price index must be 
determined for each index category to which inventory items have been as-
signed. The assignment of index categories to the taxpayer's inventory items 
is accomplished by a process of elimination as follows: 

(1) Whenever a specific inventory item in the taxpayer's 
inventory comprises 10 percent or more of total inventory value, such an in-
ventory item must be placed in its own, separate index category. The index 
category selected must be the most detailed index category which includes 
that specific inventory item. In addition, any other inventory item that is 
included in such most detailed index category must also be included in such 
index category. 

(2) If there are inventory items still remaining in the 
pool that have not been included in an index category, the taxpayer, begin-
ning with the most detailed index categories for such remaining inventory 
items, must investigate successively less detailed index category levels and 
select the first index category that contains remaining inventory items which 
in the aggregate comprise 10 percent or more of total inventory value. The 
index category so selected must be the separate index category for the included 
inventory items. This procedure must be repeated either until all inventory 
items in the pool have been included in an index category, or until the remain-
ing inventory items in the aggregate comprise less than 10 percent of total 
inventory value, or until it has been determined that no appropriate index 
category exists for the aggregate of such remaining inventory items. 

(3) If there are inventory items remaining in the pool 
that comprise less than 10 percent of total inventory value, the index cate-
gory to be selected for these inventory items must be the most detailed index 
category that includes such inventory items. If it has been determined that no 
appropriate index category exists for such remaining inventory items, such 
remaining inventory items must be combined in a miscellaneous index cate-
gory created by the taxpayer. 

In no event shall an index category be selected that is less detailed than either 
the 11 general categories of consumer goods described in Tables 3 and 5 of the 
CPI Detailed Report (see paragraph (e) (3) ( iv) of this section), or the 15 gen-
eral categories of producer goods described in Table 6 of the Producer Prices 
and Price Indexes. The determination of the appropriate index for an index 
category is accomplished as follows: 

(4) Whenever an index category has been selected pur-
suant to paragraph (e ) (3 ) ( i i i ) (B) (1 ) of this section the appropriate index 
must be the published index for that index category. 

(5) Whenever an index category has been selected pur-
suant to paragraph (e ) (3) ( i i i ) (B) (2) or (3) of this section, the appropriate 
824 CCH—Standard Federal Tax Reports R e g . § 1 . 4 7 2 - 8 ( e ) ¶ 2 9 6 3 A 



3 6. 3 1 1 - 4 LAST-IN, FIRST-OUT INVENTORIES—§ 472 [p. 36,288] 13 3-17-82 

Caution: Reg. § 1.472-8 does not reflect Code Sec. 474 (¶ 2969) 
as added by P. L. 97-34. 

[¶ 2963A]—Continued 
index must be a weighted average of the published indexes of the index cate-
gory items actually present in the taxpayer's inventory, excluding any index 
category items that have been placed in any other separate index category, 
weighted according to the weights used by BLS. Thus, if a taxpayer's inven-
tory contains every inventory item that comprises the selected index category 
and none of these inventory items have been placed in any other separate 
index category, the appropriate index must be the published index for that 
index category. In the case of a miscellaneous index category created by the 
taxpayer, the appropriate index must be a weighted average of the published 
indexes for the index category items, weighted according to the weights used 
by BLS. 
The use of BLS weights is limited only to the determination of the appropriate 
index for an index category. In computing the index for a pool, the taxpayer 
will weight the appropriate indexes for the separate index categories compris-
ing the pool according to the taxpayer's actual inventory weights for such 
separate index categories. Whether the selection of the consumer or producer 
price indexes to be used to compute an inventory price index is appropriate, 
and the propriety of all computations incidental to the use of such consumer 
or producer price indexes, will be determined in connection with the examina-
tion of the taxpayer's income tax return. The selection of a consumer or pro-
ducer price index for a specific good to compute an inventory price index 
under paragraph (e)(3) is a method of accounting. A taxpayer desiring to 
change the selection of such a consumer or producer price index must secure 
the consent of the Commissioner as provided in § 1.446-1 (e). In the case of 
such a change, any layers of inventory increments previously determined and 
the L I F O value of such increments shall be retained. Instead of using the 
earliest taxable year for which the taxpayer adopted the L I F O method for 
any items in the inventory pool, the year of such change shall be used as the 
base year in determining the L I F O value of the inventory pool for the year 
of change and later taxable years. The base year costs of layers of increments 
in the pool at the beginning of the year of change shall be restated in terms 
of new base year costs using the year of change as the new base year. 

(C) Other selection requirements. Manufacturers, processors, 
wholesalers, jobbers, and distributors may select indexes from only Producer 
Prices and Price Indexes. Retailers may select indexes from either the CPI 
Detailed Report or Producer Prices and Price Indexes, but if equally appropriate 
indexes could be selected from either publication, a retailer using the retail inven-
tory method must select the index from the CPI Detailed Report and a retailer not 
using the retail inventory method must select the index from Producer Prices and 
Price Indexes. If a retailer using the retail inventory method selects a price index 
from Producer Prices and Price Indexes, the selected index must be converted into 
a retail price index. If a retailer not using the retail inventory method selects 
an index from the CPI Detailed Report, the selected index must be converted 
into a cost price index. Manufacturers, processors, wholesalers, jobbers, and 
distributors, must convert selected indexes into cost price indexes. In the case of 
the CPI Detailed Report, indexes may be selected only from Table 3 (Consumer 
Price Index for All Urban Consumers: Food expenditure categories, U. S. city 
average) and Table 5 (Consumer Price Index for All Urban Consumers: Non-
food expenditure categories, U. S. city average). In the case of the Producer 
Prices and Price Indexes, indexes may be selected only from Table 6 (Producer 
prices and price indexes for commodity groupings and individual items), un-
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less the taxpayer can demonstrate that the selection of an index from another 
Producer Prices and Price Indexes table would be more appropriate. In the 
case of a taxpayer using the retail inventory method, the selected index must 
be the index as of the last month of the taxpayer's taxable year. Taxpayers 
that do not use the retail inventory method must select indexes as of the 
month or months most appropriate to the taxpayer's method of determining 
the current-year cost of the inventory pool under paragraph (e)(2)( i i ) of this 
section, or make a one-time binding election of an appropriate representative 
month during the taxable year. The election must be clearly set forth 
on Form 970 (see paragraph (e ) (3 ) (v ) of this section). 

(iv) Special rules for pools. A retailer, wholesaler, jobber, 
or distributor computing an inventory price index in the manner provided 
by paragraph (e) (3) of this section may, at the option of the taxpayer, estab-
lish an inventory pool for any group of goods included within one of eleven 
general categories of consumer goods described in the CPI Detailed Report. 
The eleven categories are food and beverages, housing maintenance and repair 
commodities, fuels (other than gasoline), house furnishings and housekeeping 
supplies, apparel commodities, private transportation (including gasoline), 
medical care commodities, entertainment commodities, tobacco products, 
toilet goods and personal care appliances, and school books and supplies. 
Inventory pools that comprise less than 5 percent of inventory value may 
be combined to form a single miscellaneous inventory pool. If the resulting 
miscellaneous inventory pool itself comprises less than 5 percent of inventory 
value, such pool may be combined only with the largest inventory pool. 
See paragraphs (b), (c) and (d) of this section for additional rules relating 
to the establishment of pools. See also section 474 of the Code for rules relat-
ing to the use of a single pool by an eligible small business. Except as pro-
vided in paragraph (e ) (3 ) (v ) of this section, relating to the adoption or 
change of method of computing an inventory price index, the rules of para-
graph (g) (1) and (2) of this section apply to a change in method of pooling. 

(v) Adoption or change of method. The use of an inventory 
price index computed in the manner provided by paragraph (e)(3) of this 
section is considered a method of accounting. A taxpayer permitted to adopt 
or change to the dollar-value L I F O inventory method without first securing 
the consent of the Commissioner may also adopt the inventory price index 
computation method prescribed by paragraph (e) (3) incident t o such adoption 
or change without first securing the consent of the Commissioner. In all 
other cases, a taxpayer may adopt or change to the inventory price index 
computation method prescribed by paragraph (e) (3) only after first securing 
the consent of the Commissioner as provided in § 1.446-1 (e). However, in the 
case of a taxpayer not using the inventory price index computation method 
prescribed by paragraph (e)(3) , the taxpayer may adopt or change to such 
method for the taxpayer's first or second taxable year beginning after Decem-
ber 31, 1981, without requesting the Commission's consent to such adoption 
or change. In addition, in such a case the taxpayer is not required to request 
the Commissioner's consent t o a change in method of pooling incident to 
such adoption or change if the taxpayer is changing to a method of pooling 
authorized by paragraph (e ) (3) ( iv) . In this case the rules of § 1.472-8(g) 
will apply. The inventory price index computation method provided by 
paragraph (e) (3) may be adopted and used only if the taxpayer indicates on 
a Form 970, or in such other manner as may be acceptable to the Commis-
sioner, a listing of each inventory pool, the type of goods included in each 
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pool, and the consumer or producer price index or indexes selected for each 
inventory pool. In the case of a taxpayer permitted to adopt or change to 
the inventory price index computation method without requesting the Com-
missioner's consent, the Form 970 shall be attached to the taxpayer's income 
tax return for the taxable year of such adoption or change. In other cases, 
the Form 970 shall be attached to a Form 3115 filed in accordance with 
§ 1.446-1 (e). Taxpayers must maintain adequate books and records of the 
use and computation of the inventory price index method in order to satisfy 
the requirements of § 1.472-2(h). Notwithstanding the rules in paragraph 
(e)(1) of this section, a taxpayer adopting or changing to the use of an 
inventory price index computed in the manner provided by paragraph (e)(3) 
is not required to demonstrate that the use of the double-extension method 
is impractical. 

(vi) Requirement incident to change. In the case of a taxpayer 
using a method other than an inventory price index computed as prescribed 
by paragraph (e)(3) of this section to determine the L I F O value of a dollar-
value inventory pool, any layers of inventory increments previously deter-
mined by such method and the L I F O value of such layers shall be retained 
if the taxpayer changes to the use of a price index computed as prescribed by 
paragraph (e)(3). Instead of using the earliest taxable year for which the 
taxpayer adopted the L I F O method for any items in the pool, the year of 
such change shall be used as the base year in determining the L I F O value 
of the inventory pool for the year of change and later taxable years. The 
base year costs of layers of increments in the pool at the beginning of the year 
of change shall be restated in terms of new base year costs, using the year 
of change as the new base year. See paragraph ( f ) (2 ) of this section for 
rules relating to a change to the dollar-value method from another method 
of pricing L I F O inventories. 
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Appendix B 

External Indexes 

Producer Pr ice Index 

The producer p r i c e index (PPI) was f i r s t r e p o r t e d i n 

1902 for the period 1890 t o 1901. I t covered 250 commodities. 

As of 1978, i t covered 3 ,450 commodities based on 18,000 p r i c e 

quotes a month. By the mid-1980 ' s , the index i s expected t o be 

based on 6 ,000 commodities using 90,000 p r i c e quotes . 

Most p r i c e q u o t e s are the s e l l i n g p r i c e s of s e l e c t e d 

manufacturers and producers on an FOB production point b a s i s . 

The information i s provided by the companies c o n f i d e n t i a l l y and 

v o l u n t a r i l y . The Bureau of Labor S t a t i s t i c s (BLS) t r i e s t o 

have a t l e a s t t h r e e companies p r o v i d e p r i c e i n f o r m a t i o n on 

each covered i tem. A few p r i c e s are obtained from organized 

exchanges or c e n t r a l markets. The BLS s e l e c t s the companies to 

include in the survey based on the " f i r s t s i g n i f i c a n t commercial 

t r a n s a c t i o n . " Pr i c ing information i s normally gathered as of 

the Tuesday of the week conta in ing the 13th day of each month. 

No p r i c e s of imported goods are sampled. 

If an item t e s t e d has had a s i g n i f i c a n t phys i ca l change 

t h a t a f f e c t s i t s c o s t and, t h e r e f o r e , i t s p r i c e , one of two 

approaches may be taken: e i t h e r the "new" item i s s u b s t i t u t e d 

for the o ld one or the "new" p r i c e i s adjusted t o capture the 

change in pr i ce as i f the goods were unchanged. 
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The monthly " p r i c e " used t o d e t e r m i n e the change i s 

usua l ly the unweighted average of the p r i c e s supplied by a l l 

companies that provide data on the item. 

The BLS w e i g h t s t h e index f o r each d e t a i l e d c a t e g o r y 

based on the c a t e g o r y ' s r e l a t i v e proportion of t o t a l value of 

a l l commodities sampled. Those weights were l a s t determined in 

1972. They are not current ly publ i shed . 

The PPI i s u s e d , f or example , f o r computing the GNP 

I m p l i c i t P r i c e D e f l a t o r and f o r t r a d e a s s o c i a t i o n s t u d i e s . 

Consumer Pr ice Index 

The consumer p r i c e index (CPI ) , r e p o r t e d m o n t h l y , i s 

based on a f i x e d market b a s k e t of goods and s e r v i c e s in t h e 

same monthly proport ions . That i s , no adjustment i s made for 

consumer s h i f t s to s u b s t i t u t e goods or s e r v i c e s whose p r i c e s 

have remained r e l a t i v e l y s t a b l e . The basket of goods conta ins 

250 g e n e r a l i t e m s . BLS " p r i c i n g a g e n t s " c o n t i n u a l l y g a t h e r 

p r i c e information. 

Pr i ce s are c o l l e c t e d in 85 areas des ignated by the BLS. 

Indexes are published monthly and bimonthly for 28 s p e c i f i e d 

c i t i e s , as w e l l as the index for the U . S . , which samples p r i c e s 

paid by 80% of the populat ion , inc luding a l l urban consumers. 
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S t u d i e s d e a l i n g with consumer e x p e n d i t u r e s (what i s 

purchased) , rent surveys ( r e n t a l c o s t s ) , and p o i n t - o f - p u r c h a s e 

(where the goods and s e r v i c e s are purchased) support the pr i ce 

g a t h e r i n g . 

The CPI i s used, for example, for 

• computing the GNP, 

• e s c a l a t i o n c l a u s e s in c o l l e c t i v e bar-

ga in ing c o n t r a c t s , 

• l e a s e agreements - rent e s c a l a t i o n 

c l a u s e s , 

• r o y a l t i e s - e s c a l a t i o n c l a u s e s , and 

• alimony. 
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