Page 1403

‘‘(a) IN GENERAL.—Except as provided in this section,
the amendments made by this part [part III (§§847-849)
of subtitle B of title VIII of Pub. L. 108-357, enacting
this section and amending sections 167, 168, and 197 of
this title] shall apply to leases entered into after March
12, 2004, and in the case of property treated as tax-ex-
empt use property other than by reason of a lease, to
property acquired after March 12, 2004.

*“(b) EXCEPTION.—

‘(1) IN GENERAL.—The amendments made by this
part shall not apply to qualified transportation prop-
erty.

‘(2) QUALIFIED TRANSPORTATION PROPERTY.—For
purposes of paragraph (1), the term ‘qualified trans-
portation property’ means domestic property subject
to a lease with respect to which a formal applica-
tion—

‘““(A) was submitted for approval to the Federal
Transit Administration (an agency of the Depart-
ment of Transportation) after June 30, 2003, and be-
fore March 13, 2004,

‘“(B) is approved by the Federal Transit Adminis-
tration before January 1, 2006, and

‘(C) includes a description of such property and
the value of such property.
¢“(3) EXCHANGES AND CONVERSION OF TAX-EXEMPT USE

PROPERTY.—Section 470(e)(4) of the Internal Revenue

Code of 1986, as added by section 848, shall apply to

property exchanged or converted after the date of the

enactment of this Act [Oct. 22, 2004].

‘“(4) INTANGIBLES AND INDIAN TRIBAL GOVERN-
MENTS.—The amendments made subsections (b)(2),
(b)(3), and (e) of section 847 [amending sections 167,
168, and 197 of this title], and the treatment of prop-
erty described in clauses (ii) and (iii) of section
470(c)(2)(B) of the Internal Revenue Code of 1986 (as
added by section 848) as tangible property, shall apply
to leases entered into after October 3, 2004.”

SUBPART D—INVENTORIES
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473. Qualified liquidations of LIFO inventories.

474. Simplified dollar-value LIFO method for cer-
tain small businesses.

475. Mark to market accounting method for deal-

ers in securities.
AMENDMENTS

1993—Pub. L. 103-66, title XIII, §13223(b)(2), Aug. 10,
1993, 107 Stat. 484, added item 475.

1986—Pub. L. 99-514, title VIII, §802(b), Oct. 22, 1986,
100 Stat. 2350, substituted ‘‘Simplified dollar-value
LIFO method for certain small businesses’ for ‘‘Elec-
tion by certain small businesses to use one inventory
pool” in item 474.

1981—Pub. L. 97-34, title II, §237(b), Aug. 13, 1981, 95
Stat. 253, added item 474.

1980—Pub. L. 96-223, title IV, §403(a)(2), Apr. 2, 1980, 94
Stat. 304, added item 473.

§471. General rule for inventories
(a) General rule

Whenever in the opinion of the Secretary the
use of inventories is necessary in order clearly
to determine the income of any taxpayer, inven-
tories shall be taken by such taxpayer on such
basis as the Secretary may prescribe as con-
forming as nearly as may be to the best ac-
counting practice in the trade or business and as
most clearly reflecting the income.

(b) Estimates of inventory shrinkage permitted

A method of determining inventories shall not

be treated as failing to clearly reflect income
solely because it utilizes estimates of inventory
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shrinkage that are confirmed by a physical
count only after the last day of the taxable year
if—

(1) the taxpayer normally does a physical
count of inventories at each location on a reg-
ular and consistent basis, and

(2) the taxpayer makes proper adjustments
to such inventories and to its estimating
methods to the extent such estimates are
greater than or less than the actual shrinkage.

(c) Cross reference

For rules relating to capitalization of direct and
indirect costs of property, see section 263A.

(Aug. 16, 1954, ch. 736, 68A Stat. 159; Pub. L.
94-455, title XIX, §1906(b)(13)(A), Oct. 4, 1976, 90
Stat. 1834; Pub. L. 99-514, title VIII, §803(b)(4),
Oct. 22, 1986, 100 Stat. 2356; Pub. L. 105-34, title
IX, §961(a), Aug. 5, 1997, 111 Stat. 891.)

AMENDMENTS

1997—Subsecs. (b), (¢). Pub. L. 105-34 added subsec. (b)
and redesignated former subsec. (b) as (c).

1986—Pub. L. 99-514 designated existing provisions as
subsec. (a) and added subsec. (b).

1976—Pub. L. 94-455 struck out ‘‘or his delegate’’ after
‘“‘Secretary’ wherever appearing.

EFFECTIVE DATE OF 1997 AMENDMENT

Section 961(b)(1) of Pub. L. 105-34 provided that: ‘“The
amendment made by this section [amending this sec-
tion] shall apply to taxable years ending after the date
of the enactment of this Act [Aug. 5, 1997].”

EFFECTIVE DATE OF 1986 AMENDMENT

If any interest costs incurred after Dec. 31, 1986, are
attributable to costs incurred before Jan. 1, 1987, the
amendment by Pub. L. 99-514 is applicable to such in-
terest costs only to the extent such interest costs are
attributable to costs which were required to be capital-
ized under section 263 of the Internal Revenue Code of
1954 and which would have been taken into account in
applying section 189 of the Internal Revenue Code of
1954 (as in effect before its repeal by section 803 of Pub.
L. 99-514) or, if applicable, section 266 of such Code, see
section 7831(d)(2) of Pub. L. 101-239, set out as an Effec-
tive Date note under section 263A of this title.

Amendment by Pub. L. 99-514 applicable to costs in-
curred after Dec. 31, 1986, in taxable years ending after
such date, except as otherwise provided, see section
803(d) of Pub. L. 99-514, set out as an Effective Date
note under section 263A of this title.

COORDINATION WITH SECTION 481

Section 961(b)(2) of Pub. L. 105-34 provided that: “In
the case of any taxpayer permitted by this section
[amending this section and enacting provisions set out
as a note above] to change its method of accounting to
a permissible method for any taxable year—

‘“(A) such changes shall be treated as initiated by
the taxpayer,

‘(B) such changes shall be treated as made with the
consent of the Secretary of the Treasury, and

‘“(C) the period for taking into account the adjust-
ments under section 481 [26 U.S.C. 481] by reason of
such change shall be 4 years.”’

STUDY OF ACCOUNTING METHODS FOR INVENTORY;
REPORT NOT LATER THAN DECEMBER 31, 1982

Pub. L. 97-34, title II, §238, Aug. 13, 1981, 95 Stat. 254,
directed Secretary of the Treasury to conduct a study
of methods of tax accounting for inventory with a view
towards development of simplified methods and to re-
port to Congress, not later than Dec. 31, 1982, prior to
repeal by Pub. L. 100-647, title VI, §6252(a)(2), Nov. 10,
1988, 102 Stat. 3752.
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§472. Last-in, first-out inventories

(a) Authorization

A taxpayer may use the method provided in
subsection (b) (whether or not such method has
been prescribed under section 471) in inventory-
ing goods specified in an application to use such
method filed at such time and in such manner as
the Secretary may prescribe. The change to, and
the use of, such method shall be in accordance
with such regulations as the Secretary may pre-
scribe as necessary in order that the use of such
method may clearly reflect income.

(b) Method applicable

In inventorying goods specified in the applica-
tion described in subsection (a), the taxpayer
shall:

(1) Treat those remaining on hand at the
close of the taxable year as being: First, those
included in the opening inventory of the tax-
able year (in the order of acquisition) to the
extent thereof; and second, those acquired in
the taxable year;

(2) Inventory them at cost; and

(3) Treat those included in the opening in-
ventory of the taxable year in which such
method is first used as having been acquired
at the same time and determine their cost by
the average cost method.

(c) Condition

Subsection (a) shall apply only if the taxpayer
establishes to the satisfaction of the Secretary
that the taxpayer has used no procedure other
than that specified in paragraphs (1) and (3) of
subsection (b) in inventorying such goods to as-
certain the income, profit, or loss of the first
taxable year for which the method described in
subsection (b) is to be used, for the purpose of a
report or statement covering such taxable
year—

(1) to shareholders, partners, or other propri-
etors, or to beneficiaries, or
(2) for credit purposes.

(d) 3-year averaging for increases in inventory
value

The beginning inventory for the first taxable
year for which the method described in sub-
section (b) is used shall be valued at cost. Any
change in the inventory amount resulting from
the application of the preceding sentence shall
be taken into account ratably in each of the 3
taxable years beginning with the first taxable
year for which the method described in sub-
section (b) is first used.

(e) Subsequent inventories

If a taxpayer, having complied with subsection
(a), uses the method described in subsection (b)
for any taxable year, then such method shall be
used in all subsequent taxable years unless—

(1) with the approval of the Secretary a
change to a different method is authorized; or,

(2) the Secretary determines that the tax-
payer has used for any such subsequent tax-
able year some procedure other than that
specified in paragraph (1) of subsection (b) in
inventorying the goods specified in the appli-
cation to ascertain the income, profit, or loss
of such subsequent taxable year for the pur-

TITLE 26—INTERNAL REVENUE CODE

Page 1404

pose of a report or statement covering such
taxable year (A) to shareholders, partners, or
other proprietors, or beneficiaries, or (B) for
credit purposes; and requires a change to a
method different from that prescribed in sub-
section (b) beginning with such subsequent
taxable year or any taxable year thereafter.

If paragraph (1) or (2) of this subsection applies,
the change to, and the use of, the different
method shall be in accordance with such regula-
tions as the Secretary may prescribe as nec-
essary in order that the use of such method may
clearly reflect income.

(f) Use of government price indexes in pricing in-
ventory

The Secretary shall prescribe regulations per-
mitting the use of suitable published govern-
mental indexes in such manner and circum-
stances as determined by the Secretary for pur-
poses of the method described in subsection (b).

(g) Conformity rules applied on controlled group
basis

(1) In general

Except as otherwise provided in regulations,
all members of the same group of financially
related corporations shall be treated as 1 tax-
payer for purposes of subsections (c) and (e)(2).

(2) Group of financially related corporations

For purposes of paragraph (1), the term
“group of financially related corporations”
means—

(A) any affiliated group as defined in sec-
tion 1504 determined by substituting ‘50 per-
cent” for ‘80 percent’ each place it appears
in section 1504(a) and without regard to sec-
tion 1504(b), and

(B) any other group of corporations which
consolidate or combine for purposes of finan-
cial statements.

(Aug. 16, 1954, ch. 736, 68A Stat. 159; Pub. L.
94-455, title XIX, §§1901(b)(36)(A), 1906(b)(13)(A),
Oct. 4, 1976, 90 Stat. 1802, 1834; Pub. L. 97-34, title
II, §§235, 236(a), Aug. 13, 1981, 95 Stat. 2562; Pub. L.
98-369, div. A, title I, §95(a), July 18, 1984, 98
Stat. 616.)

AMENDMENTS

1984—Subsec. (g). Pub. L. 98-369 added subsec. (g).

1981—Subsec. (d). Pub. L. 97-34, §236(a), substituted
‘‘3-year averaging for increases in inventory value’ for
‘““Preceding closing inventory’” in heading, substituted
first sentence reading ‘‘The beginning inventory for the
first taxable year for which the method described in
subsection (b) is used shall be valued at cost.” for ‘“‘In
determining income for the taxable year preceding the
taxable year for which the method described in sub-
section (b) is first used, the closing inventory of such
preceding year of the goods specified in the application
referred to in subsection (a) shall be at cost.” and in-
serted ‘‘Any change in the inventory amount resulting
from the application of the preceding sentence shall be
taken into account ratably in each of the 3 taxable
yvears beginning with the first taxable year for which
the method described in subsection (b) is first used.”

Subsec. (f). Pub. L. 97-34, §235, added subsec. (f).

1976—Subsecs. (a), (c), (e). Pub. L. 94-455,
§1906(b)(13)(A), struck out ‘“‘or his delegate’ after ‘“Sec-
retary’ wherever appearing.

Subsec. (f). Pub. L. 94-455, §1901(b)(36)(A), struck out
subsec. (f) which provided for a cross reference relating
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to involuntary liquidation and replacement of LIFO in-
ventories.

EFFECTIVE DATE OF 1984 AMENDMENT

Section 95(b) of Pub. L. 98-369 provided that: ‘“The
amendment made by subsection (a) [amending this sec-
tion] shall apply to taxable years beginning after the
date of the enactment of this Act [July 18, 1984].”

EFFECTIVE DATE OF 1981 AMENDMENT

Section 236(b) of Pub. L. 97-34 provided that: ‘“The
amendment made by subsection (a) [amending this sec-
tion] shall apply to taxable years beginning after De-
cember 31, 1981.”

EFFECTIVE DATE OF 1976 AMENDMENT

Amendment by section 1901(b)(36)(A) of Pub. L. 94-455
effective for taxable years beginning after Dec. 31, 1976,
see section 1901(d) of Pub. L. 94-455, set out as a note
under section 2 of this title.

§473. Qualified liquidations of LIFO inventories

(a) General rule

If, for any liquidation year—

(1) there is a qualified liquidation of goods
which the taxpayer inventories under the
LIFO method, and

(2) the taxpayer elects to have the provisions
of this section apply with respect to such lig-
uidation,

then the gross income of the taxpayer for such
taxable year shall be adjusted as provided in
subsection (b).

(b) Adjustment for replacements

If the liquidated goods are replaced (in whole
or in part) during any replacement year and
such replacement is reflected in the closing in-
ventory for such year, then the gross income for
the liquidation year shall be—

(1) decreased by an amount equal to the ex-
cess of—

(A) the aggregate replacement cost of the
liquidated goods so replaced during such
year, over

(B) the aggregate cost of such goods re-
flected in the opening inventory of the lig-
uidation year, or

(2) increased by an amount equal to the ex-
cess of—

(A) the aggregate cost reflected in such
opening inventory of the liquidated goods so
replaced during such year, over

(B) such aggregate replacement cost.

(¢) Qualified liquidation defined
For purposes of this section—
(1) In general
The term ‘‘qualified liquidation’ means—

(A) a decrease in the closing inventory of
the liquidation year from the opening inven-
tory of such year, but only if

(B) the taxpayer establishes to the satis-
faction of the Secretary that such decrease
is directly and primarily attributable to a
qualified inventory interruption.

(2) Qualified inventory interruption defined
(A) In general

The term ‘‘qualified inventory interrup-
tion”” means a regulation, request, or inter-
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ruption described in subparagraph (B) but
only to the extent provided in the notice
published pursuant to subparagraph (B).

(B) Determination by Secretary

Whenever the Secretary, after consulta-
tion with the appropriate Federal officers,
determines—

(i) that—

(I) any Department of Energy regula-
tion or request with respect to energy
supplies, or

(IT) any embargo, international boy-
cott, or other major foreign trade inter-
ruption,

has made difficult or impossible the re-
placement during the liquidation year of
any class of goods for any class of tax-
payers, and

(ii) that the application of this section
to that class of goods and taxpayers is nec-
essary to carry out the purposes of this
section,

he shall publish a notice of such determina-
tions in the Federal Register, together with
the period to be affected by such notice.

(d) Other definitions and special rules
For purposes of this section—
(1) Liquidation year

The term ‘‘liquidation year’” means the tax-
able year in which occurs the qualified lig-
uidation to which this section applies.

(2) Replacement year

The term ‘‘replacement year’” means any
taxable year in the replacement period; except
that such term shall not include any taxable
year after the taxable year in which replace-
ment of the liquidated goods is completed.

(3) Replacement period

The term ‘‘replacement period’” means the
shorter of—

(A) the period of the 3 taxable years fol-
lowing the liquidation year, or

(B) the period specified by the Secretary in
a notice published in the Federal Register
with respect to that qualified inventory
interruption.

Any period specified by the Secretary under
subparagraph (B) may be modified by the Sec-
retary in a subsequent notice published in the
Federal Register.

(4) LIFO method
The term “LIFO method’” means the method
of inventorying goods described in section 472.
(5) Election
(A) In general
An election under subsection (a) shall be
made subject to such conditions, and in such

manner and form and at such time, as the
Secretary may prescribe by regulation.

(B) Irrevocable election

An election under this section shall be ir-
revocable and shall be binding for the liq-
uidation year and for all determinations for
prior and subsequent taxable years insofar
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as such determinations are affected by the
adjustments under this section.

(e) Replacement; inventory basis
For purposes of this chapter—
(1) Replacements

If the closing inventory of the taxpayer for
any replacement year reflects an increase over
the opening inventory of such goods for such
year, the goods reflecting such increase shall
be considered, in the order of their acquisi-
tion, as having been acquired in replacement
of the goods most recently liquidated (whether
or not in a qualified liquidation) and not pre-
viously replaced.

(2) Amount at which replacement goods taken
into account

In the case of any qualified liquidation, any
goods considered under paragraph (1) as hav-
ing been acquired in replacement of the goods
liquidated in such liquidation shall be taken
into purchases and included in the closing in-
ventory of the taxpayer for the replacement
year at the inventory cost basis of the goods
replaced.

(f) Special rules for application of adjustments
(1) Period of limitations

If—

(A) an adjustment is required under this
section for any taxable year by reason of the
replacement of liquidated goods during any
replacement year, and

(B) the assessment of a deficiency, or the
allowance of a credit or refund of an over-
payment of tax attributable to such adjust-
ment, for any taxable year, is otherwise pre-
vented by the operation of any law or rule of
law (other than section 7122, relating to
compromises),

then such deficiency may be assessed, or cred-
it or refund allowed, within the period pre-
scribed for assessing a deficiency or allowing a
credit or refund for the replacement year if a
notice for deficiency is mailed, or claim for re-
fund is filed, within such period.

(2) Interest

Solely for purposes of determining interest
on any overpayment or underpayment attrib-
utable to an adjustment made under this sec-
tion, such overpayment or underpayment shall
be treated as an overpayment or under-
payment (as the case may be) for the replace-
ment year.

(g) Coordination with section 472

The Secretary shall prescribe such regulations
as may be necessary to coordinate the provi-
sions of this section with the provisions of sec-
tion 472.

(Added Pub. L. 96-223, title IV, §403(a)(1), Apr. 2,
1980, 94 Stat. 302.)

EFFECTIVE DATE

Section 403(a)(3) of Pub. L. 96-223, as amended by Pub.
L. 99-514, §2, Oct. 22, 1986, 100 Stat. 2095, provided that:
“The amendments made by paragraphs (1) and (2) [en-
acting this section] shall apply to qualified liquidations
(within the meaning of section 473(c) of the Internal
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Revenue Code of 1986 [formerly I.R.C. 1954]) in taxable
years ending after October 31, 1979.”

§474. Simplified dollar-value LIFO method for
certain small businesses

(a) General rule

An eligible small business may elect to use the
simplified dollar-value method of pricing inven-
tories for purposes of the LIFO method.

(b) Simplified dollar-value method of pricing in-
ventories

For purposes of this section—
(1) In general

The simplified dollar-value method of pric-
ing inventories is a dollar-value method of
pricing inventories under which—

(A) the taxpayer maintains a separate in-
ventory pool for items in each major cat-
egory in the applicable Government price
index, and

(B) the adjustment for each such separate
pool is based on the change from the preced-
ing taxable year in the component of such
index for the major category.

(2) Applicable Government price index

The term ‘‘applicable Government price
index’’ means—

(A) except as provided in subparagraph (B),
the Producer Price Index published by the
Bureau of Labor Statistics, or

(B) in the case of a retailer using the retail
method, the Consumer Price Index published
by the Bureau of Labor Statistics.

(3) Major category

The term ‘‘major category’ means—

(A) in the case of the Producer Price
Index, any of the 2-digit standard industrial
classifications in the Producer Prices Data
Report, or

(B) in the case of the Consumer Price
Index, any of the general expenditure cat-
egories in the Consumer Price Index De-
tailed Report.

(c) Eligible small business

For purposes of this section, a taxpayer is an
eligible small business for any taxable year if
the average annual gross receipts of the tax-
payer for the 3 preceding taxable years do not
exceed $5,000,000. For purposes of the preceding
sentence, rules similar to the rules of section
448(c)(3) shall apply.

(d) Special rules
For purposes of this section—
(1) Controlled groups
(A) In general

In the case of a taxpayer which is a mem-
ber of a controlled group, all persons which
are component members of such group shall
be treated as 1 taxpayer for purposes of de-
termining the gross receipts of the taxpayer.

(B) Controlled group defined

For purposes of subparagraph (A), persons
shall be treated as being component mem-
bers of a controlled group if such persons
would be treated as a single employer under
section 52.



Page 1407

(2) Election
(A) In general

The election under this section may be
made without the consent of the Secretary.

(B) Period to which election applies
The election under this section shall

apply—
(i) to the taxable year for which it is
made, and

(ii) to all subsequent taxable years for
which the taxpayer is an eligible small
business,

unless the taxpayer secures the consent of
the Secretary to the revocation of such elec-
tion.

(3) LIFO method

The term “LIFO method’” means the method
provided by section 472(b).

(4) Transitional rules
(A) In general

In the case of a year of change under this
section—
(i) the inventory pools shall—

(I) in the case of the 1st taxable year to
which such an election applies, be estab-
lished in accordance with the major cat-
egories in the applicable Government
price index, or

(IT) in the case of the 1st taxable year
after such election ceases to apply, be es-
tablished in the manner provided by reg-
ulations under section 472;

(ii) the aggregate dollar amount of the
taxpayer’s inventory as of the beginning of
the year of change shall be the same as the
aggregate dollar value as of the close of
the taxable year preceding the year of
change, and

(iii) the year of change shall be treated
as a new base year in accordance with pro-
cedures provided by regulations under sec-
tion 472.

(B) Year of change

For purposes of this paragraph, the year of
change under this section is—
(i) the 1st taxable year to which an elec-
tion under this section applies, or
(ii) in the case of a cessation of such an
election, the 1st taxable year after such
election ceases to apply.

(Added Pub. L. 97-34, title II, §237(a), Aug. 18,
1981, 95 Stat. 252; amended Pub. L. 99-514, title
VIII, §802(a), Oct. 22, 1986, 100 Stat. 2348.)

AMENDMENTS

1986—Pub. L. 99-514 amended section generally, sub-
stituting provisions relating to election by eligible
small business to use simplified dollar-value method of
pricing inventories for purposes of LIFO method for
provisions relating to election by eligible small busi-
ness which uses dollar-value method of pricing inven-
tories under method provided by section 472(b) of this
title to use one inventory pool for any trade or business
of such eligible small business.

EFFECTIVE DATE OF 1986 AMENDMENT
Section 802(c) of Pub. L. 99-514 provided that:
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‘(1) IN GENERAL.—The amendments made by this sec-
tion [amending this section] shall apply to taxable
yvears beginning after December 31, 1986.

‘(2) TREATMENT OF TAXPAYERS WHO MADE ELECTIONS
UNDER EXISTING SECTION 474.—The amendments made by
this section shall not apply to any taxpayer who made
an election under section 474 of the Internal Revenue
Code of 1954 (as in effect on the day before the date of
the enactment of this Act [Oct. 22, 1986]) for any period
during which such election is in effect. Notwithstand-
ing any provision of such section 474 (as so in effect),
an election under such section may be revoked without
the consent of the Secretary.”

EFFECTIVE DATE
Section 237(c) of Pub. L. 97-34 provided that: ‘“The
amendments made by this section [enacting this sec-

tion] shall apply to taxable years beginning after De-
cember 31, 1981.”

§475. Mark to market accounting method for
dealers in securities

(a) General rule

Notwithstanding any other provision of this
subpart, the following rules shall apply to secu-
rities held by a dealer in securities:

(1) Any security which is inventory in the
hands of the dealer shall be included in inven-
tory at its fair market value.

(2) In the case of any security which is not
inventory in the hands of the dealer and which
is held at the close of any taxable year—

(A) the dealer shall recognize gain or loss
as if such security were sold for its fair mar-
ket value on the last business day of such
taxable year, and

(B) any gain or loss shall be taken into ac-
count for such taxable year.

Proper adjustment shall be made in the
amount of any gain or loss subsequently real-
ized for gain or loss taken into account under
the preceding sentence. The Secretary may
provide by regulations for the application of
this paragraph at times other than the times
provided in this paragraph.
(b) Exceptions
(1) In general
Subsection (a) shall not apply to—

(A) any security held for investment,

(B)(i) any security described in subsection
(¢)(2)(C) which is acquired (including origi-
nated) by the taxpayer in the ordinary
course of a trade or business of the taxpayer
and which is not held for sale, and (ii) any
obligation to acquire a security described in
clause (i) if such obligation is entered into in
the ordinary course of such trade or business
and is not held for sale, and

(C) any security which is a hedge with re-
spect to—

(i) a security to which subsection (a)
does not apply, or
(ii) a position, right to income, or a li-
ability which is not a security in the hands
of the taxpayer.
To the extent provided in regulations, sub-
paragraph (C) shall not apply to any security
held by a person in its capacity as a dealer in
securities.
(2) Identification required
A security shall not be treated as described
in subparagraph (A), (B), or (C) of paragraph
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(1), as the case may be, unless such security is
clearly identified in the dealer’s records as
being described in such subparagraph before
the close of the day on which it was acquired,
originated, or entered into (or such other time
as the Secretary may by regulations pre-
scribe).

(3) Securities subsequently not exempt

If a security ceases to be described in para-
graph (1) at any time after it was identified as
such under paragraph (2), subsection (a) shall
apply to any changes in value of the security
occurring after the cessation.

(4) Special rule for property held for invest-
ment

To the extent provided in regulations, sub-
paragraph (A) of paragraph (1) shall not apply
to any security described in subparagraph (D)
or (E) of subsection (¢)(2) which is held by a
dealer in such securities.

(¢) Definitions

For purposes of this section—
(1) Dealer in securities defined

The term ‘‘dealer in securities’” means a tax-
payer who—

(A) regularly purchases securities from or
sells securities to customers in the ordinary
course of a trade or business; or

(B) regularly offers to enter into, assume,
offset, assign or otherwise terminate posi-
tions in securities with customers in the or-
dinary course of a trade or business.

(2) Security defined

The term ‘‘security’” means any—

(A) share of stock in a corporation;

(B) partnership or beneficial ownership in-
terest in a widely held or publicly traded
partnership or trust;

(C) note, bond, debenture, or other evi-
dence of indebtedness;

(D) interest rate, currency, or equity no-
tional principal contract;

(BE) evidence of an interest in, or a deriva-
tive financial instrument in, any security
described in subparagraph (A), (B), (C), or
(D), or any currency, including any option,
forward contract, short position, and any
similar financial instrument in such a secu-
rity or currency; and

(F) position which—

(i) is not a security described in subpara-

graph (A), (B), (C), (D), or (E),

(ii) is a hedge with respect to such a se-
curity, and

(iii) is clearly identified in the dealer’s
records as being described in this subpara-
graph before the close of the day on which
it was acquired or entered into (or such
other time as the Secretary may by regu-
lations prescribe).

Subparagraph (E) shall not include any con-
tract to which section 1256(a) applies.

(3) Hedge

The term ‘‘hedge’ means any position which
manages the dealer’s risk of interest rate or
price changes or currency fluctuations, includ-
ing any position which is reasonably expected
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to become a hedge within 60 days after the ac-
quisition of the position.

(4) Special rules for certain receivables
(A) In general

Paragraph (2)(C) shall not include any non-
financial customer paper.

(B) Nonfinancial customer paper

For purposes of subparagraph (A), the term
“nonfinancial customer paper’” means any
receivable which—

(i) is a note, bond, debenture, or other
evidence of indebtedness;

(ii) arises out of the sale of nonfinancial
goods or services by a person the principal
activity of which is the selling or provid-
ing of nonfinancial goods or services; and

(iii) is held by such person (or a person
who bears a relationship to such person de-
scribed in section 267(b) or 707(b)) at all
times since issue.

(d) Special rules

For purposes of this section—
(1) Coordination with certain rules

The rules of sections 263(g), 263A, and 1256(a)
shall not apply to securities to which sub-
section (a) applies, and section 1091 shall not
apply (and section 1092 shall apply) to any loss
recognized under subsection (a).

(2) Improper identification

If a taxpayer—

(A) identifies any security under sub-
section (b)(2) as being described in sub-
section (b)(1) and such security is not so de-
scribed, or

(B) fails under subsection (c¢)(2)(F)(iii) to
identify any position which is described in
subsection (¢)(2)(F) (without regard to clause
(iii) thereof) at the time such identification
is required,

the provisions of subsection (a) shall apply to
such security or position, except that any loss
under this section prior to the disposition of
the security or position shall be recognized
only to the extent of gain previously recog-
nized under this section (and not previously
taken into account under this paragraph) with
respect to such security or position.

(3) Character of gain or loss

(A) In general

Except as provided in subparagraph (B) or
section 1236(b)—

(i) In general

Any gain or loss with respect to a secu-
rity under subsection (a)(2) shall be treat-
ed as ordinary income or loss.

(ii) Special rule for dispositions

If—

(I) gain or loss is recognized with re-
spect to a security before the close of the
taxable year, and

(IT) subsection (a)(2) would have ap-
plied if the security were held as of the
close of the taxable year,

such gain or loss shall be treated as ordi-
nary income or loss.
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(B) Exception

Subparagraph (A) shall not apply to any
gain or loss which is allocable to a period
during which—

(i) the security is described in subsection
(b)A)(C) (without regard to subsection
(0)(2)),

(ii) the security is held by a person other
than in connection with its activities as a
dealer in securities, or

(iii) the security is improperly identified
(within the meaning of subparagraph (A)
or (B) of paragraph (2)).

(e) Election of mark to market for dealers in

commodities
(1) In general

In the case of a dealer in commodities who
elects the application of this subsection, this
section shall apply to commodities held by
such dealer in the same manner as this section
applies to securities held by a dealer in securi-
ties.

(2) Commodity

For purposes of this subsection and sub-
section (f), the term ‘‘commodity’ means—

(A) any commodity which is actively trad-
ed (within the meaning of section 1092(d)(1));

(B) any notional principal contract with
respect to any commodity described in sub-
paragraph (A);

(C) any evidence of an interest in, or a de-
rivative instrument in, any commodity de-
scribed in subparagraph (A) or (B), including
any option, forward contract, futures con-
tract, short position, and any similar instru-
ment in such a commodity; and

(D) any position which—

(i) is not a commodity described in sub-

paragraph (A), (B), or (C),

(ii) is a hedge with respect to such a
commodity, and

(iii) is clearly identified in the tax-
payer’s records as being described in this
subparagraph before the close of the day
on which it was acquired or entered into

(or such other time as the Secretary may

by regulations prescribe).

(3) Election

An election under this subsection may be
made without the consent of the Secretary.
Such an election, once made, shall apply to
the taxable year for which made and all subse-
quent taxable years unless revoked with the
consent of the Secretary.

(f) Election of mark to market for traders in se-

curities or commodities
(1) Traders in securities
(A) In general

In the case of a person who is engaged in
a trade or business as a trader in securities
and who elects to have this paragraph apply
to such trade or business—

(i) such person shall recognize gain or
loss on any security held in connection
with such trade or business at the close of
any taxable year as if such security were
sold for its fair market value on the last
business day of such taxable year, and
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(ii) any gain or loss shall be taken into
account for such taxable year.

Proper adjustment shall be made in the
amount of any gain or loss subsequently re-
alized for gain or loss taken into account
under the preceding sentence. The Secretary
may provide by regulations for the applica-
tion of this subparagraph at times other
than the times provided in this subpara-
graph.
(B) Exception

Subparagraph (A) shall not apply to any
security—

(i) which is established to the satisfac-
tion of the Secretary as having no connec-
tion to the activities of such person as a
trader, and

(ii) which is clearly identified in such
person’s records as being described in
clause (i) before the close of the day on
which it was acquired, originated, or en-
tered into (or such other time as the Sec-
retary may by regulations prescribe).

If a security ceases to be described in clause
(i) at any time after it was identified as such
under clause (ii), subparagraph (A) shall
apply to any changes in value of the security
occurring after the cessation.

(C) Coordination with section 1259

Any security to which subparagraph (A)
applies and which was acquired in the nor-
mal course of the taxpayer’s activities as a
trader in securities shall not be taken into
account in applying section 1259 to any posi-
tion to which subparagraph (A) does not
apply.

(D) Other rules to apply

Rules similar to the rules of subsections
(b)(4) and (d) shall apply to securities held
by a person in any trade or business with re-
spect to which an election under this para-
graph is in effect. Subsection (d)(3) shall not
apply under the preceding sentence for pur-
poses of applying sections 1402 and 7704.

(2) Traders in commodities

In the case of a person who is engaged in a
trade or business as a trader in commodities
and who elects to have this paragraph apply to
such trade or business, paragraph (1) shall
apply to commodities held by such trader in
connection with such trade or business in the
same manner as paragraph (1) applies to secu-
rities held by a trader in securities.

(3) Election

The elections under paragraphs (1) and (2)
may be made separately for each trade or busi-
ness and without the consent of the Secretary.
Such an election, once made, shall apply to
the taxable year for which made and all subse-
quent taxable years unless revoked with the
consent of the Secretary.

(g) Regulatory authority

The Secretary shall prescribe such regulations

as may be necessary or appropriate to carry out
the purposes of this section, including rules—

(1) to prevent the use of year-end transfers,
related parties, or other arrangements to
avoid the provisions of this section,
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(2) to provide for the application of this sec-
tion to any security which is a hedge which
cannot be identified with a specific security,
position, right to income, or liability, and

(3) to prevent the use by taxpayers of sub-
section (c)(4) to avoid the application of this
section to a receivable that is inventory in the
hands of the taxpayer (or a person who bears
a relationship to the taxpayer described in
section 267(b) or 707(b)).

(Added Pub. L. 103-66, title XIII, §13223(a), Aug.
10, 1993, 107 Stat. 481; amended Pub. L. 105-34,
title X, §1001(b), Aug. 5, 1997, 111 Stat. 906; Pub.
L. 105-206, title VI, §6010(a)(3), title VII, §7003(a),
(b), July 22, 1998, 112 Stat. 813, 832; Pub. L.
106-170, title V, §532(b)(1), Dec. 17, 1999, 113 Stat.
1930; Pub. L. 106-554, §1(a)(7) [title III, §319(4)],
Dec. 21, 2000, 114 Stat. 2763, 2763A-646; Pub. L.
107-147, title IV, §417(10), Mar. 9, 2002, 116 Stat.
56.)

AMENDMENTS

2002—Subsec. (g)(3). Pub. L. 107-147 substituted ‘‘de-
scribed in section’ for ‘‘described in sections’.

2000—Subsec. (g)(3). Pub. L. 106-554 substituted *‘267(b)
or” for <“267(b) of”.

1999—Subsec. (¢)(3). Pub. L. 106-170 substituted ‘‘man-
ages’’ for ‘‘reduces’’.

1998—Subsec. (c¢)(4). Pub. L. 105-206, §7003(a), added
par. (4).

Subsec. (H)(1)(D). Pub. L. 105-206, §6010(a)(3), inserted
at end ‘‘Subsection (d)(3) shall not apply under the pre-
ceding sentence for purposes of applying sections 1402
and 7704.”

Subsec. (2)(3). Pub. L. 105-206, §7003(b), added par. (3).

1997—Subsecs. (e) to (g). Pub. L. 105-34 added subsecs.
(e) and (f) and redesignated former subsec. (e) as (g).

EFFECTIVE DATE OF 1999 AMENDMENT

Amendment by Pub. L. 106-170 applicable to any in-
strument held, acquired, or entered into, any trans-
action entered into, and supplies held or acquired on or
after Dec. 17, 1999, see section 532(d) of Pub. L. 106-170,
set out as a note under section 170 of this title.

EFFECTIVE DATE OF 1998 AMENDMENT

Amendment by section 6010(a)(3) of Pub. L. 105-206 ef-
fective, except as otherwise provided, as if included in
the provisions of the Taxpayer Relief Act of 1997, Pub.
L. 105-34, to which such amendment relates, see section
6024 of Pub. L. 105-206, set out as a note under section
1 of this title.

Pub. L. 105206, title VII, §7003(c), July 22, 1998, 112
Stat. 833, provided that:

‘(1) IN GENERAL.—The amendments made by this sec-
tion [amending this section] shall apply to taxable
years ending after the date of the enactment of this
Act [July 22, 1998].

‘‘(2) CHANGE IN METHOD OF ACCOUNTING.—In the case of
any taxpayer required by the amendments made by this
section to change its method of accounting for its first
taxable year ending after the date of the enactment of
this Act—

‘“(A) such change shall be treated as initiated by
the taxpayer;

‘“(B) such change shall be treated as made with the
consent of the Secretary of the Treasury; and

‘(C) the net amount of the adjustments required to
be taken into account by the taxpayer under section

481 of the Internal Revenue Code of 1986 shall be

taken into account ratably over the 4-taxable-year

period beginning with such first taxable year.”

EFFECTIVE DATE OF 1997 AMENDMENT

Section 1001(d) of Pub. L. 105-34, as amended by Pub.
L. 105206, title VI, §6010(a)(4), July 22, 1998, 112 Stat.
813, provided that:
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‘(1) IN GENERAL.—Except as otherwise provided in
this subsection, the amendments made by this section
[enacting section 1259 of this title and amending this
section] shall apply to any constructive sale after June
8, 1997.

‘“(2) EXCEPTION FOR SALES OF POSITIONS, ETC. HELD BE-
FORE JUNE 9, 1997.—If—

““(A) before June 9, 1997, the taxpayer entered into
any transaction which is a constructive sale of any
appreciated financial position, and

“(B) before the close of the 30-day period beginning
on the date of the enactment of this Act [Aug. 5, 1997]
or before such later date as may be specified by the
Secretary of the Treasury, such transaction and posi-
tion are clearly identified in the taxpayer’s records as
offsetting,

such transaction and position shall not be taken into
account in determining whether any other constructive
sale after June 8, 1997, has occurred. The preceding sen-
tence shall cease to apply as of the date such trans-
action is closed or the taxpayer ceases to hold such po-
sition.

“(3) SPECIAL RULE.—In the case of a decedent dying
after June 8, 1997, if—

““(A) there was a constructive sale on or before such
date of any appreciated financial position,

‘“(B) the transaction resulting in such constructive
sale of such position remains open (with respect to
the decedent or any related person)—

‘(i) for not less than 2 years after the date of such
transaction (whether such period is before or after
June 8, 1997), and

‘“(ii) at any time during the 3-year period ending
on the date of the decedent’s death, and
“(C) such transaction is not closed before the close

of the 30th day after the date of the enactment of this

Act,
then, for purposes of such Code [probably means the In-
ternal Revenue Code of 1986], such position (and the
transaction resulting in such constructive sale) shall be
treated as property constituting rights to receive an
item of income in respect of a decedent under section
691 of such Code. Section 1014(c) of such Code shall not
apply to so much of such position’s or property’s value
(as included in the decedent’s estate for purposes of
chapter 11 of such Code) as exceeds its fair market
value as of the date such transaction is closed.

‘(4) ELECTION OF MARK TO MARKET BY SECURITIES
TRADERS AND TRADERS AND DEALERS IN COMMODITIES.—

‘““(A) IN GENERAL.—The amendments made by sub-
section (b) [amending this section] shall apply to tax-
able years ending after the date of the enactment of
this Act.

‘“(B) 4-YEAR SPREAD OF ADJUSTMENTS.—In the case
of a taxpayer who elects under subsection (e) or (f) of
section 475 of the Internal Revenue Code of 1986 (as
added by this section) to change its method of ac-
counting for the taxable year which includes the date
of the enactment of this Act—

‘(i) any identification required under such sub-
section with respect to securities and commodities
held on the date of the enactment of this Act shall
be treated as timely made if made on or before the
30th day after such date of enactment, and

‘“(ii) the net amount of the adjustments required
to be taken into account by the taxpayer under sec-
tion 481 of such Code shall be taken into account
ratably over the 4-taxable year period beginning
with such first taxable year.”

EFFECTIVE DATE

Section 13223(c) of Pub. L. 103-66 provided that:

‘(1) IN GENERAL.—The amendments made by this sec-
tion [enacting this section and amending section 988 of
this title] shall apply to all taxable years ending on or
after December 31, 1993.

¢‘(2) CHANGE IN METHOD OF ACCOUNTING.—In the case of
any taxpayer required by this section to change its
method of accounting for any taxable year—

‘“(A) such change shall be treated as initiated by
the taxpayer,
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‘“(B) such change shall be treated as made with the
consent of the Secretary, and

“(C) except as provided in paragraph (3), the net
amount of the adjustments required to be taken into
account by the taxpayer under section 481 of the In-
ternal Revenue Code of 1986 shall be taken into ac-
count ratably over the 5-taxable year period begin-
ning with the first taxable year ending on or after
December 31, 1993.
¢“(3) SPECIAL RULE FOR FLOOR SPECIALISTS AND MARKET

MAKERS.—

“(A) IN GENERAL.—If—

‘(i) a taxpayer (or any predecessor) used the last-
in first-out (LIFO) method of accounting with re-
spect to any qualified securities for the 5-taxable
year period ending with its last taxable year ending
before December 31, 1993, and

““(ii) any portion of the net amount described in
paragraph (2)(C) is attributable to the use of such
method of accounting,

then paragraph (2)(C) shall be applied by taking such
portion into account ratably over the 15-taxable year
period beginning with the first taxable year ending
on or after December 31, 1993.

‘(B) QUALIFIED SECURITY.—For purposes of this
paragraph, the term ‘qualified security’ means any
security acquired—

‘(i) by a floor specialist (as defined in section
1236(d)(2) of the Internal Revenue Code of 1986) in
connection with the specialist’s duties as a special-
ist on an exchange, but only if the security is one
in which the specialist is registered with the ex-
change, or

‘(ii) by a taxpayer who is a market maker in con-
nection with the taxpayer’s duties as a market
maker, but only if—

‘“(I) the security is included on the National As-
sociation of Security Dealers Automated
Quotation System,

‘“(IT) the taxpayer is registered as a market
maker in such security with the National Asso-
ciation of Security Dealers, and

‘“(IIT1) as of the last day of the taxable year pre-
ceding the taxpayer’s first taxable year ending on
or after December 31, 1993, the taxpayer (or any
predecessor) has been actively and regularly en-
gaged as a market maker in such security for the
2-year period ending on such date (or, if shorter,
the period beginning 61 days after the security
was listed in such quotation system and ending
on such date).”

PART III—ADJUSTMENTS

Sec.
481. Adjustments required by changes in method
of accounting.
482. Allocation of income and deductions among
taxpayers.
483. Interest on certain deferred payments.
AMENDMENTS

1964—Pub. L. 88-272, title II, §224(b), Feb. 26, 1964, 78
Stat. 79, added item 483.

§481. Adjustments required by changes in meth-
od of accounting

(a) General rule

In computing the taxpayer’s taxable income
for any taxable year (referred to in this section
as the ‘‘year of the change’’)—

(1) if such computation is under a method of
accounting different from the method under
which the taxpayer’s taxable income for the
preceding taxable year was computed, then

(2) there shall be taken into account those
adjustments which are determined to be nec-

essary solely by reason of the change in order
to prevent amounts from being duplicated or
omitted, except there shall not be taken into
account any adjustment in respect of any tax-
able year to which this section does not apply
unless the adjustment is attributable to a
change in the method of accounting initiated
by the taxpayer.

(b) Limitation on tax where adjustments are sub-

stantial
(1) Three year allocation

If—

(A) the method of accounting from which
the change is made was used by the taxpayer
in computing his taxable income for the 2
taxable years preceding the year of the
change, and

(B) the increase in taxable income for the
year of the change which results solely by
reason of the adjustments required by sub-
section (a)(2) exceeds $3,000,

then the tax under this chapter attributable to
such increase in taxable income shall not be
greater than the aggregate increase in the
taxes under this chapter (or under the cor-
responding provisions of prior revenue laws)
which would result if one-third of such in-
crease in taxable income were included in tax-
able income for the year of the change and
one-third of such increase were included for
each of the 2 preceding taxable years.

(2) Allocation under new method of accounting

If—

(A) the increase in taxable income for the
year of the change which results solely by
reason of the adjustments required by sub-
section (a)(2) exceeds $3,000, and

(B) the taxpayer establishes his taxable in-
come (under the new method of accounting)
for one or more taxable years consecutively
preceding the taxable year of the change for
which the taxpayer in computing taxable in-
come used the method of accounting from
which the change is made,

then the tax under this chapter attributable to
such increase in taxable income shall not be
greater than the net increase in the taxes
under this chapter (or under the corresponding
provisions of prior revenue laws) which would
result if the adjustments required by sub-
section (a)(2) were allocated to the taxable
year or years specified in subparagraph (B) to
which they are properly allocable under the
new method of accounting and the balance of
the adjustments required by subsection (a)(2)
was allocated to the taxable year of the
change.

(3) Special rules for computations under para-

graphs (1) and (2)

For purposes of this subsection—

(A) There shall be taken into account the
increase or decrease in tax for any taxable
year preceding the year of the change to
which no adjustment is allocated under
paragraph (1) or (2) but which is affected by
a net operating loss (as defined in section
172) or by a capital loss carryback or carry-
over (as defined in section 1212), determined
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