Thor Power Tool Co. v. Commissioner, 439 U. S. 522 (1979)

A change in the method of accounting for inventory, even from an incorrect to a
correct method, triggers a section 481 adjustment to prevent income duplication or
omission.

Summary

Thor Power Tool Co. challenged an IRS deficiency determination for its fiscal year
ending February 28, 1982, focusing on the valuation of its opening inventory and
whether a change in accounting method occurred. The Tax Court found that Thor’s
pre-1982 inventory accounting was flawed, leading to premature write-downs and
understated inventory. When Thor conducted a complete physical inventory in 1982,
revealing a significantly higher inventory value, the court held this constituted a
change in accounting method under section 481, necessitating adjustments to
prevent income distortion. The decision underscores the importance of consistent
accounting methods and the consequences of changing them, even for correction.

Facts

Thor Power Tool Co. , a Michigan-based seller of metal fasteners, used the accrual
method of accounting and valued inventory at the lower of cost or market. Its
pre-1982 inventory system was disorganized, leading to misplaced items and
premature write-offs. In 1982, Thor conducted its first complete physical inventory,
which revealed an opening inventory of $2,642,520. 85 on March 1, 1981, much
higher than the $268,681 reported in its book inventory. This discrepancy was due
to systemic issues in Thor’s previous method, including not updating inventory cards
for odd lots and surplus purchases, and not searching for misplaced items beyond
their designated locations.

Procedural History

The IRS determined a deficiency in Thor’s 1982 tax return, asserting the opening
inventory should be $268,681. Thor contested this, arguing for the higher value
found in the physical inventory. The Tax Court held that Thor’s shift to a physical
inventory method constituted a change in accounting method under section 481,
requiring an adjustment to prevent income distortion.

Issue(s)

1. Whether Thor correctly valued its opening inventory for the fiscal year ended
February 28, 1982.

2. Whether Thor changed its method of accounting for inventory, necessitating an
adjustment under section 481.

Holding
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1. No, because Thor’s pre-1982 method of inventory valuation was flawed and led to
an understatement of inventory.

2. Yes, because the shift to a physical inventory method in 1982 was a change in
accounting method, triggering a section 481 adjustment.

Court’s Reasoning

The court found that Thor’s pre-1982 method of accounting for inventory was
seriously flawed, leading to premature write-offs and understated inventory. The
1982 physical inventory revealed a significant discrepancy, indicating a change in
method. The court applied section 481, which mandates adjustments when a
taxpayer changes its accounting method, to prevent income distortion. The court
distinguished this case from Korn Industries, Inc. v. United States, where the errors
were deemed mathematical, not systemic. The court emphasized that even a change
from an incorrect to a correct method constitutes a change in accounting method
under the regulations. Key policy considerations included maintaining consistency in
accounting methods and ensuring accurate income reporting over time.

Practical Implications

This decision impacts how businesses should approach inventory accounting
changes. It underscores the need for consistent accounting methods and the
consequences of changing them, even for correction. Businesses must be aware that
shifting to a more accurate method of inventory valuation can trigger section 481
adjustments, affecting tax liabilities. The ruling also highlights the importance of
maintaining organized inventory records to avoid systemic errors. Subsequent cases
have applied this principle, requiring adjustments when accounting methods
change, even if the change is to correct prior inaccuracies.
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