First Nat’l Bank v. Commissioner, 88 T. C. 1069 (1987)

A LIFO inventory election must be applied consistently to all specified goods, and
changes to the method require IRS approval.

Summary

Hall Paving Co. elected to use the Last-In, First-Out (LIFO) inventory method for its
“inventory of stone,” but later attempted to write down the value of soil aggregate
without IRS approval. The Tax Court ruled that soil aggregate was included in the
LIFO election and that the writedown constituted an unauthorized change in
accounting method. The decision emphasizes the necessity of consistent application
of the LIFO method and the requirement for IRS approval for any changes.
Additionally, the court disallowed a business expense deduction for calculators due
to lack of substantiation.

Facts

Hall Paving Co. operated quarries and produced both pure aggregate and soil
aggregate. In 1977, it elected the LIFO inventory method for “all inventory of stone.
” Soil aggregate, initially valued at $1 per ton, was included in inventory despite
being a by-product of pure aggregate production. In 1979, due to changes in
Georgia Department of Transportation specifications, Hall Paving attempted to write
down soil aggregate’s value to $0. 10 per ton without IRS approval. Additionally,
Hall Paving sought to deduct the cost of 125 calculators purchased as business gifts
but failed to substantiate the deduction.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Hall Paving’s
federal income tax for 1978 and 1979, which First National Bank, as transferee, was
liable for. The Tax Court consolidated cases involving First National Bank as trustee
for various transferees. The court ruled against Hall Paving on all issues, upholding
the deficiencies and disallowing the deduction for calculators.

Issue(s)

1. Whether Hall Paving’s soil aggregate was included within its election to adopt the
LIFO inventory method.

2. Whether Hall Paving’s writedown of soil aggregate constituted a change in
accounting method.

3. Whether Hall Paving is entitled to an ordinary business deduction for the
purchase of 125 calculators.

Holding

1. Yes, because Hall Paving’s LIFO election applied to “all inventory of stone,” which
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included soil aggregate, and the company failed to specify otherwise.

2. Yes, because the writedown of soil aggregate was a change in accounting method
under section 472(e), which requires IRS approval.

3. No, because Hall Paving failed to meet the substantiation requirements of section
274(d) for deducting the cost of business gifts.

Court’s Reasoning

The court reasoned that Hall Paving’s LIFO election covered soil aggregate because
the election specified “all inventory of stone,” and soil aggregate was not excluded.
The court rejected Hall Paving’s argument that soil aggregate was not “stone,”
finding the term ambiguous and requiring an expansive reading to include all
inventory not specifically excluded. Regarding the writedown, the court held that it
constituted a change in accounting method under section 472(e), which requires IRS
approval. The court emphasized the need for consistency in accounting methods to
clearly reflect income and cited the broad authority granted to the Commissioner
under sections 446, 471, and 472. Finally, the court disallowed the deduction for
calculators due to Hall Paving’s failure to provide adequate substantiation as
required by section 274(d).

Practical Implications

This decision underscores the importance of clear and specific language when
electing the LIFO inventory method, ensuring that all inventory items are either
included or explicitly excluded. Taxpayers must seek IRS approval before making
changes to their accounting methods, especially under LIFO, to avoid unauthorized
adjustments that could lead to tax deficiencies. The ruling also highlights the strict
substantiation requirements for business expense deductions, particularly for gifts.
Future cases involving inventory valuation and accounting method changes should
carefully consider this decision, as it has been cited in subsequent rulings on LIFO
elections and the need for IRS approval for accounting changes.
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