Amity Leather Products Co. v. Commissioner, 88 T. C. 735 (1987)

A manufacturer must maintain separate LIFO inventory pools for goods it
manufactures and those it purchases from subsidiaries, even if the goods are
identical.

Summary

In Amity Leather Products Co. v. Commissioner, the Tax Court ruled that a
manufacturer of leather goods must maintain separate LIFO inventory pools for its
domestically manufactured products and those purchased from its Puerto Rican
subsidiaries. The court rejected Amity’s argument that its operations constituted a
single natural business unit, emphasizing that the regulations require separate pools
for manufacturing and wholesaling activities. However, the court allowed Amity to
treat men’s billfolds produced by its Puerto Rican division as a new item in its LIFO
pool, recognizing the cost difference between domestic and Puerto Rican
production. This decision clarifies the application of LIFO inventory rules to
manufacturers with integrated operations and highlights the importance of
accurately defining inventory items to reflect income clearly.

Facts

Amity Leather Products Co. , a Wisconsin corporation, manufactured personal
leather goods in the United States and purchased identical goods from its wholly
owned Puerto Rican subsidiaries. Amity elected to use the LIFO inventory method
and initially treated all its inventory as part of a single natural business unit (NBU)
pool. In 1975, Amity dissolved one of its subsidiaries and began producing men’s
billfolds in Puerto Rico through a new division, treating these as a new item in its
LIFO pool. The IRS challenged Amity’s pooling method and its treatment of the
Puerto Rican billfolds as a new item.

Procedural History

The IRS issued notices of deficiency for Amity’s tax years 1972-1978, asserting that
Amity improperly grouped its manufactured and purchased goods in a single LIFO
pool and improperly treated the Puerto Rican billfolds as a new item. The cases were
consolidated for trial, briefing, and opinion in the U. S. Tax Court.

Issue(s)

1. Whether Amity properly included both its manufactured goods and goods
purchased from its subsidiaries in the same LIFO inventory pool.

2. Whether Amity properly treated men’s billfolds produced by its Puerto Rican
division as a new item in its LIFO inventory pool.

Holding
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1. No, because Amity was engaged in both manufacturing and wholesaling, and the
regulations require separate LIFO pools for these activities.

2. Yes, because the Puerto Rican billfolds were produced at a substantially lower
cost than domestic billfolds, justifying their treatment as a new item.

Court’s Reasoning

The court applied section 1. 472-8(b)(2) of the Income Tax Regulations, which
requires manufacturers to maintain separate LIFO pools for goods they manufacture
and those they purchase from others. Despite Amity’s extensive control over its
subsidiaries, the court found that Amity was a wholesaler of the Puerto Rican goods,
as it purchased finished products ready for resale. The court rejected Amity’s
argument that its operations constituted a single NBU, emphasizing that the
regulations clearly distinguish between manufacturing and wholesaling activities.
Regarding the second issue, the court recognized that the lower cost of producing
billfolds in Puerto Rico justified treating them as a new item in the LIFO pool, as this
approach more accurately reflected inflation and income. The court noted that a
narrower definition of an item leads to a clearer reflection of income under LIFO.

Practical Implications

This decision requires manufacturers to carefully distinguish between their
manufacturing and wholesaling activities when applying LIFO inventory rules, even
if they have integrated operations with subsidiaries. Practitioners must ensure that
clients maintain separate LIFO pools for goods they manufacture and those they
purchase, regardless of the degree of control over the suppliers. The ruling also
emphasizes the importance of accurately defining inventory items based on cost
differences to reflect income clearly under LIFO. This case may impact businesses
that use LIFO and have operations in different jurisdictions with varying production
costs. Subsequent cases, such as Thor Power Tool Co. v. Commissioner, have
reaffirmed the principle that LIFO regulations must be strictly followed to ensure a
clear reflection of income.
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