UFE, Inc. v. Commissioner, 92 T. C. 1314 (1989)

A single purchase of finished inventory as part of an asset acquisition does not
necessitate separate LIFO pooling, and accounts receivable from reliable debtors
can be treated as cash equivalents.

Summary

UFE, Inc. purchased the assets of Kroy’s thermoplastics division for $14,708,068.
90, including finished inventory and accounts receivable. The Tax Court ruled that
UFE could include the acquired finished inventory in the same LIFO pool as its
manufactured inventory because the acquisition was part of an ongoing business
operation, not a separate wholesaling activity. The court also upheld UFE’s
treatment of most accounts receivable as cash equivalents, given their high
collectibility from reputable debtors. However, no going-concern value was found to
have been acquired in the purchase, as the purchase price was deemed fair and
reflective of the business’s value.

Facts

UFE, Inc. was formed to purchase Kroy Industries Inc. ‘s thermoplastics division for
$14,708,068. 90 on March 31, 1980. The purchase included raw materials, work in
progress, finished inventory, accounts receivable, and other assets. UFE elected to
use the LIFO method of inventory accounting and included all inventory in a single
pool. The purchase price was allocated to goodwill at $50,000, but no going-concern
value was negotiated. An appraisal later valued the purchased assets at
$25,124,230. 26. UFE’s accounts receivable were mostly from well-established
companies with excellent credit histories and were collected within 60 days of the
purchase.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in UFE’s federal
income tax for the taxable year ending March 31, 1981, and challenged UFE’s LIFO
pooling of acquired finished inventory, the absence of going-concern value in the
purchase, and the treatment of accounts receivable as cash equivalents. UFE
contested these determinations, and the case proceeded to the United States Tax
Court, which ruled in favor of UFE on all issues.

Issue(s)

1. Whether UFE correctly included the finished inventory purchased from Kroy in
the same LIFO pool as its manufactured inventory?

2. Whether UFE acquired intangible going-concern value from Kroy in the asset
purchase?

3. Whether UFE’s accounts receivable should be treated as cash equivalents?
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Holding

1. Yes, because the purchase of finished inventory was part of an ongoing business
operation, not a separate wholesaling activity.

2. No, because under any accepted method of valuation, no going-concern value was
acquired as the purchase price was deemed fair and reflective of the business’s
value.

3. Yes, because the accounts receivable were from reliable debtors and were
equivalent to cash, except for the ENM note which was discounted due to the
debtor’s credit issues.

Court’s Reasoning

The court reasoned that UFE’s single purchase of finished inventory as part of an
ongoing business did not constitute separate wholesaling, allowing it to be pooled
with manufactured inventory under LIFO rules. The court rejected the
Commissioner’s argument that UFE was a wholesaler, emphasizing that the
purchase was an integral part of UFE’s manufacturing business. For going-concern
value, the court applied the bargain, residual, and capitalization methods,
concluding that no such value was acquired because the purchase price reflected
the fair market value of the business. The court found the Commissioner’s proposed
‘costs-avoided’ method for valuing going-concern value to be flawed and
unsupported. Regarding accounts receivable, the court held that those from
creditworthy debtors could be treated as cash equivalents due to their high
collectibility, with the exception of the ENM note, which was discounted. The court
cited precedent that cash equivalence is determined by the facts and circumstances,
not solely by the presence of guarantees.

Practical Implications

This decision clarifies that when purchasing an ongoing business, acquired finished
inventory can be included in the same LIFO pool as manufactured inventory if the
purchase is part of the business’s ongoing operations. It also emphasizes that the
presence of going-concern value is not automatic in asset acquisitions and must be
established through valuation methods. For accounts receivable, the ruling
underscores the importance of debtor creditworthiness in determining cash
equivalence. Practitioners should consider these factors when structuring asset
acquisitions and planning tax strategies. Subsequent cases like Concord Control,
Inc. v. Commissioner have further developed the methods for valuing intangible
assets in similar contexts.
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