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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 
acquired during the taxable year (in-
cluding the inventory at the beginning 
of the year), the net value as shown by 
such inventory accounts will be 
deemed to be the cost of the goods on 
hand. The balances shown by such book 
inventories should be verified by phys-
ical inventories at reasonable intervals 
and adjusted to conform therewith. 

(e) Inventories should be recorded in 
a legible manner, properly computed 
and summarized, and should be pre-
served as a part of the accounting 
records of the taxpayer. The inven-
tories of taxpayers on whatever basis 
taken will be subject to investigation 
by the district director, and the tax-
payer must satisfy the district director 
of the correctness of the prices adopt-
ed. 

(f) The following methods, among 
others, are sometimes used in taking 

or valuing inventories, but are not in 
accord with the regulations in this 
part: 

(1) Deducting from the inventory a 
reserve for price changes, or an esti-
mated depreciation in the value there-
of. 

(2) Taking work in process, or other 
parts of the inventory, at a nominal 
price or at less than its proper value. 

(3) Omitting portions of the stock on 
hand. 

(4) Using a constant price or nominal 
value for so-called normal quantity of 
materials or goods in stock. 

(5) Including stock in transit, shipped 
either to or from the taxpayer, the 
title to which is not vested in the tax-
payer. 

(6) Segregating indirect production 
costs into fixed and variable produc-
tion cost classifications (as defined in 
§ 1.471–11(b)(3)(ii)) and allocating only 
the variable costs to the cost of goods 
produced while treating fixed costs as 
period costs which are currently de-
ductible. This method is commonly re-
ferred to as the ‘‘direct cost’’ method. 

(7) Treating all or substantially all 
indirect production costs (whether 
classified as fixed or variable) as period 
costs which are currently deductible. 
This method is generally referred to as 
the ‘‘prime cost’’ method. 

[T.D. 6500, 25 FR 11724, Nov. 26, 1960, as 
amended by T.D. 7285, 38 FR 26185, Sept. 19, 
1973] 

§ 1.471–3 Inventories at cost. 

Cost means: 
(a) In the case of merchandise on 

hand at the beginning of the taxable 
year, the inventory price of such goods. 

(b) In the case of merchandise pur-
chased since the beginning of the tax-
able year, the invoice price less trade 
or other discounts, except strictly cash 
discounts approximating a fair interest 
rate, which may be deducted or not at 
the option of the taxpayer, provided a 
consistent course is followed. To this 
net invoice price should be added trans-
portation or other necessary charges 
incurred in acquiring possession of the 
goods. For taxpayers acquiring mer-
chandise for resale that are subject to 
the provisions of section 263A, see 
§§ 1.263A–1 and 1.263A–3 for additional 
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amounts that must be included in in-
ventory costs. 

(c) In the case of merchandise pro-
duced by the taxpayer since the begin-
ning of the taxable year, (1) the cost of 
raw materials and supplies entering 
into or consumed in connection with 
the product, (2) expenditures for direct 
labor, and (3) indirect production costs 
incident to and necessary for the pro-
duction of the particular article, in-
cluding in such indirect production 
costs an appropriate portion of man-
agement expenses, but not including 
any cost of selling or return on capital, 
whether by way of interest or profit. 
See §§ 1.263A–1 and 1.263A–2 for more 
specific rules regarding the treatment 
of production costs. 

(d) In any industry in which the 
usual rules for computation of cost of 
production are inapplicable, costs may 
be approximated upon such basis as 
may be reasonable and in conformity 
with established trade practice in the 
particular industry. Among such cases 
are: 

(1) Farmers and raisers of livestock 
(see § 1.471–6); 

(2) Miners and manufacturers who by 
a single process or uniform series of 
processes derive a product of two or 
more kinds, sizes, or grades, the unit 
cost of which is substantially alike (see 
§ 1.471–7); and 

(3) Retail merchants who use what is 
known as the ‘‘retail method’’ in 
ascertaining approximate cost (see 
§ 1.471–8). 

(e) Sales-based vendor allowances—(1) 
Treatment of sales-based vendor 
chargebacks—(i) In general. A sales- 
based vendor chargeback is an allow-
ance, discount, or price rebate that a 
taxpayer becomes unconditionally en-
titled to by selling a vendor’s merchan-
dise to specific customers identified by 
the vendor at a price determined by the 
vendor. A sales-based vendor 
chargeback decreases cost of goods sold 
and does not reduce the cost of goods 
on hand at the end of the taxable year. 

(ii) Example. The following example 
illustrates the provisions of this para-
graph (e)(1). 

Example. (i) W is a wholesaler of pharma-
ceuticals. W purchases Drug X from the man-
ufacturer, M, for $10x per unit. M has agree-
ments with specific customers that allow 

those customers to acquire Drug X from M’s 
wholesalers for $6x per unit. Under an agree-
ment between W and M, W is required to sell 
Drug X to specific customers at the prices M 
has negotiated with such customers ($6x per 
unit) and, in exchange, M agrees to provide a 
price rebate to W equal to the difference be-
tween W’s cost for Drug X and the price W is 
required to charge specific customers under 
the agreement (a difference of $4x per unit). 
W sells Drug X to specific customer Y for 
$6x. Under the agreement between W and M, 
the price rebate can be paid to W, credited 
against M’s invoice to W for W’s purchase of 
Drug X, or it can be credited to W’s future 
purchases of drugs from M. 

(ii) Under the terms of the agreement, W is 
unconditionally entitled to the price rebate 
of Drug X when it sells Drug X to specific 
customer Y, a specifically identified cus-
tomer of M. The price rebate received by W 
for the sale of Drug X to Y is a sales-based 
vendor chargeback. Therefore, the amount of 
the sales-based vendor charge back, $4x per 
unit for Drug X, whether paid to W, credited 
against M’s invoice to W for W’s purchase of 
Drug X or credited against a future pur-
chase, decreases cost of goods sold and does 
not reduce the cost of Drug X on hand at the 
end of the taxable year. 

(2) Treatment of other sales-based ven-
dor allowances. [Reserved] 

(f) Notwithstanding the other rules of 
this section, cost shall not include an 
amount which is of a type for which a 
deduction would be disallowed under 
section 162 (c), (f), or (g) and the regu-
lations thereunder in the case of a 
business expense. 

(g) Effective/applicability date. Para-
graph (f) of this section applies to tax-
able years ending on or after January 
13, 2014. 

[T.D. 6500, 25 FR 11725, Nov. 26, 1960, as 
amended by T.D. 7285, 38 FR 26185, Sept. 19, 
1973; T.D. 7345, 40 FR 7439, Feb. 20, 1975; T.D. 
8131, 52 FR 10084, Mar. 30, 1987; T.D. 8482, 58 
FR 42233, Aug. 9, 1993; T.D. 9652, 79 FR 2098, 
Jan. 13, 2014] 

§ 1.471–4 Inventories at cost or market, 
whichever is lower. 

(a) In general—(1) Market definition. 
Under ordinary circumstances and for 
normal goods in an inventory, market 
means the aggregate of the current bid 
prices prevailing at the date of the in-
ventory of the basic elements of cost 
reflected in inventories of goods pur-
chased and on hand, goods in process of 
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