Peninsula Steel Products & Equipment Co. v. Commissioner, 78 T. C. 1029
(1982)

A taxpayer using the completed contract method may use inventories and LIFO to
compute and value long-term contract costs if the method clearly reflects income.

Summary

Peninsula Steel Products & Equipment Co. manufactured pollution control
equipment under long-term contracts, using the completed contract method for
income recognition and LIFO for inventory valuation. The IRS challenged this,
asserting that inventories and LIFO are incompatible with the completed contract
method. The Tax Court upheld Peninsula’s method, finding that it clearly reflected
income. The court’s decision allows manufacturers using the completed contract
method to use inventories and LIFO, emphasizing the importance of consistent and
clear income reflection over strict adherence to IRS interpretations of regulations.

Facts

Peninsula Steel Products & Equipment Co. and its subsidiary Monotech Corp.
manufactured air pollution control equipment, including large precipitators, under
short-term and long-term contracts. They maintained raw materials and work-in-
process inventory accounts, using LIFO to value these inventories. During
manufacturing, costs were accumulated in inventory accounts until contract
completion, at which point income was recognized and costs were charged to cost of
goods sold. The IRS assessed deficiencies, arguing that the completed contract
method precluded the use of inventories and LIFO for long-term contracts.

Procedural History

The IRS issued a notice of deficiency to Peninsula for tax years ending June 30,
1974, and June 30, 1975, asserting that Peninsula improperly used inventories and
LIFO. Peninsula filed a petition with the U. S. Tax Court, which heard the case and
issued its opinion on June 17, 1982.

Issue(s)

1. Whether Peninsula reported income from long-term contracts using the
completed contract method or the accrual shipment method.

2. Whether the IRS may change Peninsula’s method of accounting for long-term
contracts, which accumulates manufacturing costs in inventory accounts.

3. Whether the IRS may change Peninsula’s method of accounting for inventories
from the LIFO inventory valuation method.

Holding

1. Yes, because Peninsula failed to prove that it used the accrual shipment method;
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the evidence indicated use of the completed contract method.

2. No, because Peninsula’s method of using inventories to compute costs of long-
term contracts clearly reflects income.

3. No, because Peninsula’s method of valuing inventories using LIFO also clearly
reflects income under the circumstances.

Court’s Reasoning

The Tax Court found that Peninsula used the completed contract method,
recognizing income upon contract completion, not shipment. The court rejected the
IRS’s argument that inventories and LIFO were incompatible with the completed
contract method, noting that neither the statute nor regulations explicitly prohibited
such use. The court emphasized that Peninsula’s method of using inventories to
accumulate costs until contract completion, and valuing those inventories using
LIFO, clearly reflected income. This was supported by Peninsula’s consistent
application of the method, its practical necessity due to fluctuating steel prices, and
the absence of clear regulatory prohibition. The court also noted that the IRS’s
interpretation in Revenue Ruling 59-329 was not binding and did not conflict with
Peninsula’s method. The court concluded that the IRS lacked authority to change
Peninsula’s method since it clearly reflected income.

Practical Implications

This decision allows manufacturers using the completed contract method to use
inventories and LIFO for long-term contracts, provided the method clearly reflects
income. It underscores the importance of consistent application and practical
considerations in accounting methods. For legal practitioners, this case illustrates
the broad discretion afforded to taxpayers in choosing accounting methods that
clearly reflect income, subject to IRS approval only if the method is deemed unclear.
The decision may encourage businesses to adopt similar methods to better match
current costs with revenues, especially in industries with fluctuating material prices.
Subsequent cases have referenced Peninsula in affirming the use of inventories with
the completed contract method, further solidifying its impact on tax accounting
practices.
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