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Conmpany M (M, a heavy truck deal er, purchased
heavy truck parts and accessories (parts) fromthe
manuf acturers of those parts and sold themto its
custoners. M which is required to use inventories
pursuant to sec. 471, |1.R C., made el ections under sec.
472, 1. R C., effective as of the close of its taxable
year 1980, to apply the last-in, first-out (LIFO
met hod of inventory accounting (LIFO nmethod) with
respect to its parts inventory, to use the doll ar-val ue
LI FO nethod, to calculate the price index for its parts
pool pursuant to the |link-chain nethod, and to use the
"nost recent purchases nethod" in conputing the "total
current-year cost of itenms making up" its parts pool
In determ ning that current-year cost as a first step
in valuing its parts inventory under the dollar-val ue
LI FO nmet hod, M used the respective nmanufacturers
prices that were in effect as of the date of its physi-
cal inventory (replacenent cost) for the inventoried
parts that it had purchased.

Respondent determ ned that Ms nethod of using
repl acenent cost in valuing its parts inventory under



the LI FO nmet hod does not clearly reflect income because
it is contrary to the requirenents of sec. 472, 1.R C
and the regul ati ons thereunder and that M s ordinary
income for the year at issue should be adjusted to

i ncl ude the amount of the so-called LIFO reserve that M
had conputed during the period 1980 through the year at
i ssue.

Hel d: Respondent did not abuse respondent's
di scretion in determning that Ms nmethod of using
repl acenent cost in valuing its parts inventory under
the LI FO nmethod does not clearly reflect incone.

Hel d, further: Respondent did not place Mon an
i nperm ssi bl e nethod of inventory accounti ng when
respondent adjusted Ms ordinary inconme for the year at
issue to include the anobunt of the so-called LIFO
reserve that M had conputed during the period 1980
t hrough the year at issue, and consequently respondent
di d not abuse respondent’'s discretion in nmaking that
adj ust nent .

Leslie J. Schneider, Patrick J. Smth, and WIlliamF.

Garrow, for petitioner.

M chael J. Cooper, for respondent.

CHI ECHI, Judge: Respondent determ ned S corporation adjust-
ments for 1991 to the ordinary income of Muntain State Ford
Truck Sales, Inc. (Mountain State Ford), in the amount of
$504, 013.

The issues renmaining for decision are:

(1) D d respondent abuse respondent's discretion in deter-
m ning that Mountain State Ford's nethod of using repl acenent
cost in valuing its parts inventory under the LIFO nmethod does

not clearly reflect income? W hold that respondent did not.
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(2) Even though we have held that respondent did not abuse
respondent’'s discretion in making the determ nation descri bed
above, did respondent abuse respondent's discretion by placing
Mountain State Ford on an inperm ssible nethod of inventory
accounti ng when respondent adjusted Mouuntain State Ford's ordi -
nary inconme for 1991 to include the anount of the so-called LIFO
reserve that it had cal cul ated during the period 1980 through
1991? We hold that respondent did not.

FI NDI NGS OF FACT!

Sone of the facts have been stipulated and are so found.

Mountain State Ford, which was incorporated in Delaware in
1968 and has been an S corporation since its taxable year 1987,
had its principal place of business in Denver, Colorado, at the
tinme the petition was filed. E. P. O Mara (M. O Meara), who
worked in the autonobile and truck dealer industry on a part-tinme
basis since late 1939 and on a full-tine basis since January
1947, is Mountain State Ford's tax matters person.

In January 1968, M. O Meara started operating Muntain
State Ford as a heavy truck deal er under a managenent agreenent
with Ford Motor Conpany (Ford), which owned all of its stock. As
a heavy truck dealer for Ford, Mowuntain State Ford carried, and

mai ntai ned an inventory of, different types of heavy truck parts

1 Unl ess ot herw se indicated, our Findings of Fact and
Opinion pertain to all periods since the incorporation of
Mountain State Ford to the trial in this case; all section
references are to the Internal Revenue Code (Code) in effect for
the year at issue; and all Rule references are to the Tax Court
Rul es of Practice and Procedure.



and accessories manufactured by Ford. It also carried different
types of parts of other manufacturers, sone of which were present
in 1968 and others of which were added | ater.

M. O Meara continued operating Muntain State Ford under
t he managenent agreenent with Ford until around 1978. At that
time, M. O Meara, his son Eugene Peter O Meara, Jr., and other
famly menbers conpleted their purchase from Ford, pursuant to
the ternms of that managenent agreenment, of all of the stock of
Mountain State Ford, which they began acquiring during 1975.
After having purchased all of the stock of Mouuntain State Ford,
M. O Meara and Eugene Peter O Meara, Jr., continued to operate
Mountain State Ford as a heavy truck dealer for Ford. On July
31, 1985, Mountain State Ford becane a heavy truck deal er for
American |Isuzu Motors Inc. and began carrying its parts.

Eugene Peter O Meara, Jr., has been enpl oyed by Muntain
State Ford since 1974 and has served as its president since 1990.
As its president, Eugene Peter O Meara, Jr., oversaw all of the
operations of Muuntain State Ford, including its new and used
heavy truck sal es departnents, parts departnent, service depart-
ment, and | ease and rental operations.

Fromits incorporation until the date in 1978 on which Ford
no | onger owned any stock of Mountain State Ford, only Ford
enpl oyees served as nenbers of the board of directors of Muntain
State Ford. Nonetheless, M. O Meara was involved in all aspects

of Mountain State Ford's business since it was forned in 1968 and



served at various tinmes as Mountain State Ford's general manager
president, and chairman of its board of directors.

When Mountain State Ford commenced business in 1968, the
accounting nethods that it adopted and the books and records that
it maintained were in accordance with the Ford standard system
for Ford truck dealers. That systemincluded the way in which
the parts inventory was to be maintained. Throughout the period
fromits incorporation until 1978 when Ford no | onger owned any
stock of Mountain State Ford, Ford required that Mountain State
Ford retain an independent certified public accountant (C. P.A)
to conduct an annual audit, prepare its financial statenents,
provi de an unqualified opinion for those statenents, prepare its
tax returns, and observe the taking of its physical inventory.
During that sanme period, Ford required that Muwuntain State Ford's
i ndependent C. P. A value Muntain State Ford's parts inventory
(1) for Ford parts on the basis of "the dealer net prices as
incorporated in the |latest dealer price |lists published by Ford"
and (2) for other manufacturers' parts on the basis of "the
deal er net prices as incorporated in the |atest dealer price
lists published by the applicable manufacturer”.

On a daily basis, Muuntain State Ford ordered and received
parts from manufacturers that ranged in nunber fromone to
hundreds, sold parts to custoners, and, for reasons not disclosed
by the record, received parts that were returned by certain of
its custoners. The price that each manufacturer charged Mountain

State Ford for each of the parts that it ordered was published in
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a price list or price catalog (price catalog) that each such
manuf acturer distributed to heavy truck deal ers, including
Mountain State Ford. On a periodic basis, each manufacturer
updated its price catalog to reflect any changes in the prices of
such manufacturer's parts and distributed such updated price
catalogs to Mountain State Ford and ot her heavy truck deal ers.
During the period 1980 through 1991, Ford distributed approxi-
mately four to six updated price catal ogs each year

The different types of parts that Mountain State Ford
carried fluctuated in quantity, but usually total ed about 12, 000
out of approximately 17,000 potential different types of parts.
For each such type of part, Muntain State Ford coul d have
carried as few as one unit or as many as several dozen units,
each or several of which it acquired at different tinmes and
different prices and fromdifferent manufacturers. The units of
different types of parts in Muwuntain State Ford's parts inventory
turned over at different rates. While Muntain State Ford's
parts inventory generally turned over every 3 or 4 nonths, sone
units of different types of parts were in its parts inventory for
nore than 12 nonths.

The respective manufacturers of the different types of parts
carried by Mountain State Ford assigned parts nunbers (parts
nunbers) to those types of parts. During any year, a manufac-
turer could have (1) changed a part nunber for a type of part
wi thout altering that type of part and/or (2) added a new part

nunber because it altered an existing type of part and/or occa-



sionally devel oped a new type of part. However, fromyear to
year, only 10 percent to 15 percent of the parts nunbers for
parts carried by Muntain State Ford changed. For the parts
nunbers that did change, Mountain State Ford could have deter-
m ned the corresponding parts nunbers for the year prior to the
change, but did not do so.

Wil e each different type of part that Mountain State Ford
carried in its parts inventory was assigned a part nunber, in
nost instances each unit of a particular type of part was not
identified separately fromevery other unit of that sanme type of
part. However, in sone instances each unit of the sanme type of
certain large parts, such as engines, transm ssions, and rear
axles, was identified not only by a part nunber, but also by a
serial nunber.

Consi stent with standard industry practice for heavy truck
deal ers, Mountain State Ford maintained an inventory of parts by
using a conputerized recordkeepi ng systemwhich listed, inter
alia, the quantity of units on hand of each of the different
types of parts that it carried. Muntain State Ford nai ntai ned
that system which it referred to as its perpetual recordkeeping
system (perpetual inventory recordkeeping systen), with the
assi stance of a conpany that provided conputer services (conputer
vendor) to businesses in the heavy truck deal er industry. The
manuf acturers aut hori zed several conputer vendors to assist heavy
truck dealers in the valuation of those dealers' parts invento-

ries. Prior to 1994 Mountain State Ford utilized Ford's Deal er
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Conmputer Services Division, and since 1994 it has utilized ADP,
Inc., as its conputer vendor. |In addition to advising Muntain
State Ford and ot her heavy truck deal ers of changes in the prices
of its parts through the periodic distribution of updated price
cat al ogs, each manufacturer provided to the conputer vendors, at
about the sane tines it distributed such catal ogs, conputer-ready
medi uns, such as magnetic tapes (conputerized price update
tapes), which reflected such price changes.

Under its perpetual inventory recordkeeping system Mountain
State Ford (1) added to its parts inventory the nunber of units
of each type of part that were delivered and returned to it and
(2) renoved fromits parts inventory the nunber of units of each
type of part that it sold. Wen Muntain State Ford received the
parts that it had ordered froma manufacturer, it also received a
conput er-ready nmedi um such as a magnetic tape (shipping tape),
and packi ng sheets (packing sheets) that included a packing slip.
The shipping tape reflected the part nunber of each type of part
and the nunber of units of each such type that the manufacturer
had shi pped, or had intended to ship, to Mountain State Ford, but
did not contain any information show ng the prices that the
manuf act urer charged Muuntain State Ford for those parts.
Mountain State Ford used the shipping tape to enter into its
perpetual inventory recordkeeping systemthe part nunber and the
nunber of units of each type of part that the manufacturer

shi pped, or intended to ship, to it.



The packi ng sheets that acconpani ed each shi pnment of parts
to Mountain State Ford reflected the same information which
appeared on the shipping tape and which Muwuntain State Ford
entered into its perpetual inventory recordkeepi ng system
Mountain State Ford used the packing sheets to verify that it
received the quantity of units of each type of part that was
shown as shi pped on such sheets and on the shipping tape. Upon
delivery at Mountain State Ford's place of business of parts
shipped to it, an enployee in its parts departnent conpared the
packi ng sheets with the quantity of units of each type of part
t hat had been delivered. |[If after making that conparison the
enpl oyee determ ned that the packing sheets were inaccurate, an
enpl oyee adjusted Mountain State Ford's perpetual inventory
recordkeepi ng systemto reflect the quantity of units of each
type of part that had in fact been delivered to it.

At the end of each business day, Muntain State Ford trans-
mtted to its conputer vendor a record of the transactions that
were effected on that day. The conputer vendor conputed a val ue
for the quantity of units of each type of part (1) delivered to,
(2) returned to, and/or (3) sold by Mountain State Ford on each
busi ness day by using the price which the manufacturer of each
such type was charging on that day and which was reflected on the
conputerized price update tape that each such manufacturer had
provided to that vendor and in the updated price catal og that
each such manufacturer had distributed to Mountain State Ford and

ot her heavy truck deal ers.
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Mountain State Ford generally received invoices on a nonthly
basis fromthe manufacturers for the parts that those manufactur-
ers had shipped, or had intended to ship, toit. Wth respect to
t hose parts, each such invoice showed the part nunber of each
type of part, the quantity of units of each such type, and the
purchase price of each such unit. (W shall sonetinmes refer to
the price of each unit of each type of part as shown on the
i nvoi ce that the manufacturer sent to Mountain State Ford as the
i nvoi ce price.)

Upon recei pt of a manufacturer's invoice, an enpl oyee of
Mountain State Ford entered the total of the invoice prices
(aggregate invoice price) of all the parts, but not the invoice
price of each unit of each type of part, into an account which
Mountain State Ford maintained for the parts that it purchased
(purchases account). Muntain State Ford did not utilize the
purchases account in maintaining its inventory. Another enployee
of Mountain State Ford in charge of payables verified with the
parts departnment that Mountain State Ford had received the nunber
of units of each type of part that was |listed on each invoi ce,
and, if so, Mouuntain State Ford paid the aggregate invoice price.
Once Mountain State Ford paid the aggregate invoice price, it
filed the invoice by manufacturer and invoice date.

Where (1) there was a shortage in the quantity of units of
one or nore types of parts that the manufacturer intended to ship
to Mountain State Ford, as shown on the shipping tape and the

packi ng sheets, (2) the manufacturer m stakenly sent Muntain
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State Ford an invoice which billed it for the units that it had
not received, and (3) Muntain State Ford paid, for reasons not
disclosed in the record, the incorrect aggregate invoice price,
Mountain State Ford filed a shortage claim (shortage clain) with
the manufacturer fromwhomit had ordered the parts. |In those
i nstances where Mountain State Ford filed a shortage claim the
manuf acturer to whom such a claimwas nmade issued a credit to
Mountain State Ford in an anount cal cul ated by reference to the
manuf acturer's price in effect around the tinme Muntain State
Ford filed the shortage claimfor each unit listed in that claim
The manufacturer issued a credit in that anmount regardl ess
whet her it had originally charged, and sent Muntain State Ford
an invoice showing, a different invoice price for each such unit.
Mountain State Ford took a physical inventory in late
Septenber or early October, and in a couple of instances in early
Novenber, of each year and adjusted the bal ance of the quantity
of the units of each type of part reflected in its perpetual
i nventory recordkeeping systemto reflect each such quantity
physically on hand. After taking the physical inventory, Mun-
tain State Ford notified the conputer vendor of each such guan-
tity physically on hand. Consistent with standard industry
practice in the heavy truck deal er industry, the conputer vendor
determ ned the value of Mouuntain State Ford's parts inventory as
of the date of the physical inventory by conputing a value for
the quantity of units of each type of part physically on hand by

using the price which the manufacturer of each such type was
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charging as of that date and which was refl ected on the conputer-
i zed price update tape that each such manufacturer had provi ded
to that vendor. (W shall refer to the prices reflected on those
tapes at which the different types of parts were valued as of the
date of Mountain State Ford's physical inventory as repl acenent
cost.) The replacenent cost on which Mountain State Ford val ued
the parts in its parts inventory as of the date of the physical
inventory was not necessarily the sanme as the invoice prices
thereof. In order to determne the value of its parts inventory
at the end of each year (ending parts inventory), Muntain State
Ford adjusted, in a manner not disclosed by the record, its parts
inventory valued at the time of its physical inventory for any
deliveries and returns of parts to it and/or sales of parts by it
between that tinme and the end of the year. Prior to 1980,
Mountain State Ford' s ending parts inventory, determ ned as just
described, was used as its ending parts inventory for both
financial statenment and Federal inconme tax (Federal tax) pur-
poses.

Thr oughout the period fromits incorporation until the date
in 1978 on which Ford no | onger owned any stock of Muntain State
Ford, Mountain State Ford did not use the invoice prices or the
purchases account in maintaining its inventory under its perpet-
ual inventory recordkeepi ng system That was because, as dis-
cussed above, Ford required that Muntain State Ford's parts
inventory be valued for Ford parts on the basis of "the dealer

net prices as incorporated in the |atest dealer price lists
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publ i shed by Ford" and for other manufacturers' parts on the
basis of "the dealer net prices as incorporated in the |atest
dealer price lists published by the applicable manufacturer”
Nor did Mountain State Ford maintain inventory records which
showed the invoice price that it paid for each unit of each type
of part (1) delivered and/or returned to it and added to its
parts inventory and/or (2) sold by it and renoved fromthat

i nventory. However, Mountain State Ford did maintain other
records, such as accounts payabl e records and invoices, which
listed the invoice price paid by Mountain State Ford for each
unit of each type of part delivered to it.

After 1978, when Ford no | onger owned any stock of Mbuntain
State Ford, Mountain State Ford was free to use an engagenent
letter in enploying a CP.A to audit its financial statenments
and prepare its tax returns that was different fromthe letter
that it had previously used when Ford owned stock of Muntain
State Ford. Mountain State Ford al so becane free to adopt
accounti ng net hods and/or procedures that were different from
t hose which it enpl oyed when it was owned by Ford, including its
met hod of valuing its parts inventory on the basis of replacenent
cost, provided that it sought and received the consent of the
I nternal Revenue Service before it made a change, inter alia, in
that nmethod of valuing its parts inventory. After 1978, when
Ford no | onger owned any stock of Muntain State Ford, Muntain
State Ford nade no attenpt to determ ne whether it could have

nodi fied its perpetual inventory recordkeeping systemso that it
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coul d have used invoice prices in valuing its parts inventory.
Nor did it determ ne whether it could have created a new i nven-
tory recordkeeping systemthat could have used invoice prices in
that inventory valuation process. Instead, Muntain State Ford
continued to use replacenent cost in valuing its parts inventory
because it had used that nethod when Ford owned it and because
that was the nethod used by the heavy truck deal er industry.

In 1978, respondent conducted an exam nation of Muntain
State Ford's return for 1976, during which respondent requested
docunents with respect to Mountain State Ford's inventories for
that year. As part of that exam nation, respondent did not
propose any adjustnents to Mountain State Ford's nethod of
valuing its parts inventory.

Fromits incorporation in 1968 through 1979, Mpuntain State
Ford accounted for its parts inventory on the basis of the | ower
of cost or market (LCM. Muntain State Ford submtted Form 970
(Form 970), Application to Use LIFO Inventory Method, with its
1980 return. In that form Muntain State Ford adopted the LIFO
met hod of valuing its parts inventory and its new heavy trucks
inventory, effective as of the close of its taxable year ended
Decenber 31, 1980. It adopted the same nethod for both financi al
statenent and Federal tax purposes. As pertinent here with

respect to Mountain State Ford's parts inventory,? the Form 970

2 Muntain State Ford's election of the LIFO nethod with
respect to its new heavy trucks inventory is not at issue in this
case.
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stated that Mountain State Ford intended to (1) take inventory
"at actual cost regardl ess of market value", (2) value its parts
inventory on the dollar-value LIFO nethod, (3) use one poo
(parts pool) for its parts inventory, (4) calculate the price
index for its parts pool pursuant to the |ink-chain nmethod, and
(5) "determne the cost of * * * [parts] in the closing inventory
in excess of those in the opening inventory" on the basis of
"nost recent purchases"; i.e., pursuant to the nost recent

pur chases nmet hod under section 1.472-8(e)(2)(ii)(a), Inconme Tax
Regs. (nost recent purchases nethod). Muntain State Ford
attached a schedule to the Form 970 which stated in pertinent
part:

Cost System Used for Parts | nventory

The taxpayer [Mowuntain State Ford] keeps detailed

records of the cost of all parts in inventory. The

total actual cost of all parts inventory will be di-

vi ded by the nunber of each type of part on hand at the

end of the year.
In response to a request in the Form 970 to indicate the "Method
used in conputing LIFO val ue of dollar-value pools”, Muntain
State Ford attached a schedul e which stated in pertinent part:

Li nk-Chain Method for Parts | nventory

The taxpayer [Mowuntain State Ford] receives weekly
reports fromFord Motor Conmpany which indicate the
increase in prices for a najor portion of the parts
inventory which is supplied to the taxpayer from Ford
Mot or Conpany. The taxpayer conpares this |ist of
prices with the actual cost of the sanme itens in the
parts inventory to develop a current year price index.
* * * The index devel oped by this |arge sanple is then
applied to the total parts inventory. Once a yearly
index is developed it will be added to prior year
i ndi ces to devel op a cunul ati ve i ndex.



After having elected the LIFO nethod, Muntain State Ford
continued to use replacenent cost, determned in the same nmanner
as it had calculated it prior to that election, in valuing its
endi ng parts inventory for financial statenment and Federal tax
pur poses. However, Muntain State Ford used repl acenent cost in
that valuation process as the starting point in determning its
endi ng parts inventory under the dollar-value LIFO nethod; i.e.
it used replacenment cost in the conputation of the total current-
year cost of itenms nmaking up its parts pool under section 1.472-
8(e)(2)(ii), Income Tax Regs. (current-year cost of its parts
pool). After conputing such current-year cost, Muntain State
Ford conputed an annual price index designed to nmeasure the
change in the cost of parts fromone year to the next. That
i ndex was conputed by reference to, inter alia, the respective
manuf acturers' prices each week for parts carried by Muntain
State Ford in its parts inventory and the respective manufactur-

ers' prices for such parts as of the end of the precedi ng week.
At the time Mowuntain State Ford adopted the LIFO nethod, it
made no attenpt to determ ne whether it could have nodified its
per petual inventory recordkeeping systemso that it could have
used invoice prices in valuing its parts inventory. Nor did it
determ ne whether it could have created a new i nventory record-
keepi ng systemthat could have used invoice prices in that val-

uation process. Instead, Mouwuntain State Ford continued to use

repl acenent cost in valuing its parts inventory under the LIFO
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met hod because it had used that nethod prior to adopting the LIFO
met hod and because that was the nethod used by the heavy truck
deal er industry. 1In using replacenent cost in valuing its parts
inventory under the LIFO nethod, Mouuntain State Ford was not
attenpting to, and did not, determ ne or approximte the invoice
prices of the parts that it purchased.

On May 22, 1995, respondent issued a notice of final S
corporation adm nistrative adjustnment (notice or FSAA) for 1991
to M. O Meara, the tax matters person. In the notice, respon-
dent did not termnate the elections that Mountain State Ford
made in the Form 970 to value its parts inventory under the
dol | ar-val ue, |ink-chain LIFO nethod and to use the nost recent
purchases nethod in determning the current-year cost of its
parts pool. However, respondent determned in the notice that
the cost of goods sold reported in Muuntain State Ford's 1991
return should be reduced, and the ordinary incone reported in
that return should be increased, by $463,515.% The anmount of
that reduction and that increase was equal to the anmount of the
LI FO reserve that Muntain State Ford had cal cul ated over the
period 1980 through 1991 (LIFO reserve). The adjustnent at issue
in the notice thus was based on restoring to Mountain State
Ford's incone the amount of that LIFO reserve. |In nmaking that
adj ust nent, respondent was unable to, and did not, reconpute

Mountain State Ford's non-LIFO inventory val ue under a net hod

3 The parties settled the remaining adjustnents in the
noti ce.
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using the invoice prices of parts inventoried or a cost other
t han repl acenent cost. That was because Muntain State Ford did
not have, and did not provide to respondent, the records that
were necessary in order to calculate for the period 1980 through
1991 (1) the LIFO value and the non-LIFO value of its parts
inventory and (2) its LIFO reserve on the basis of invoice prices
or a cost other than replacenent cost. Thus, the non-LIFO val ue
that was used to conpute the anount of the adjustnent at issue in
the notice (i.e., the amobunt of the LIFO reserve that Muntain
State Ford had cal cul ated for the period 1980 through 1991) was
based on repl acenent cost.
OPI NI ON

The issues presented inplicate not only section 472, enti -
tled "Last-In, First-Qut Inventories", but also section 446,
entitled "General Rule for Methods of Accounting”, and section
471, entitled "CGeneral Rule for Inventories". Sections 446 and
471 and the regul ations thereunder are the provisions that vest
t he Comm ssioner of Internal Revenue (Comm ssioner) with w de
di scretion in determ ning whether a nethod of inventory account -
ing should be disallowed because it does not clearly reflect

i ncone. Thor Power Tool Co. v. Conm ssioner, 439 U S. 522, 532-

533 (1979); Consolidated Manufacturing, Inc. v. Conm ssioner, 111

T.C. 1, 19 (1998). The Conmm ssioner's interpretation of the
clear-reflection standard under sections 446 and 471 may not be
di sturbed unless it is clearly unlawmful or plainly arbitrary.

Thor Power Tool Co. v. Conm ssioner, supra; Consolidated Manuf ac-
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turing, Inc. v. Commi ssioner, supra. The Conmi ssioner's discre-

tion under sections 446 and 471 is not unbridl ed, however. Thor

Power Tool Co. v. Conm ssioner, supra at 533; Consoli dated

Manuf acturing, Inc. v. Comm ssioner, supra. Even if a taxpayer's

accounting nethod does not result in a clear reflection of
i ncone, the Comm ssioner may not change the taxpayer's accounting
met hod to anot her nmethod that also fails to reflect inconme

clearly. Harden v. Conm ssioner, 223 F.2d 418, 421 (10th Cr

1955), revg. 21 T.C 781 (1954) and affg. Harden v. Hi nds, 48

AFTR 1268, 54-1 USTC par. 9348 (WD. Ckla. 1954); Rotolo v.

Comm ssi oner, 88 T.C. 1500, 1514 (1987).

As framed by petitioner, the question relating to the clear-
reflection-of-inconme standard i s whet her respondent abused
respondent’'s discretion in concluding that, in conputing the LIFO
value of its dollar-value parts pool under the link-chain

net hod, * Mountain State Ford's use of replacenent cost in

4 The parties disputed at trial whether there are deficien-
cies in the manner in which Mountain State Ford conputed the
price indices under its link-chain method. However, after trial
the parties entered into a second suppl enental stipul ation
regardi ng those price indices. According to that stipulation, in
the event that the Court were to sustain Muntain State Ford's
nmet hod of using replacenent cost in conputing the LIFO val ue of
its parts inventory, respondent's adjustnent in the notice to
Mountain State Ford's ordinary incone for 1991 woul d be reduced
from $463,515 to $53,870. That reduction would be nmade in that
event in order to reflect the parties' agreenment in the second
suppl emental stipulation to correct certain of the alleged
deficiencies that respondent had found in Mouuntain State Ford's
conputation of the price indices under its |ink-chain nethod.

The parties further agreed in that stipulation that in the event

that the Court were not to permt Muntain State Ford's net hod of

usi ng replacenment cost in conputing the LIFO value of its parts
(continued. . .)
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determ ning the current-year cost of its parts pool pursuant to
any ot her proper nethod under section 1.472-8(e)(2)(ii)(d),

| ncome Tax Regs.® (any other proper method), which petitioner
clainms Mountain State Ford elected in the Form 970, does not
clearly reflect incone. Respondent agrees with petitioner's
framng of the issue relating to the clear-reflection-of-incone

standard except that respondent contends that Mountain State Ford

4(C...continued)
i nventory, respondent's adjustnment in the notice to Muntain
State Ford's ordinary inconme for 1991 woul d be sustained. Thus,
no i ssue regarding the price indices calculated by Mountain State
Ford under its link-chain nmethod remains for our decision.

> Sec. 1.472-8(€e)(2), Incone Tax Regs., which describes the
doubl e- ext ensi on nmet hod of conputing the LIFO value of a dollar-
val ue pool, provides in pertinent part:

(ii) The total current-year cost of itenms making
up a pool nmay be determ ned- -

(a) By reference to the actual cost of
t he goods nost recently purchased or
pr oduced,;

(b) By reference to the actual cost of
t he goods purchased or produced during the
taxabl e year in the order of acquisition;

(c) By application of an average unit
cost equal to the aggregate cost of all of
t he goods purchased or produced throughout
t he taxabl e year divided by the total nunber
of units so purchased or produced; or

(d) Pursuant to any other proper nethod
whi ch, in the opinion of the Comm ssioner,
clearly reflects incone.

Al t hough sec. 1.472-8, Incone Tax Regs., relating to the dollar-
val ue LI FO net hod does not discuss how the Iink-chain nmethod that
Mountain State Ford elected in the Form 970 is to be applied, the
parties agree that sec. 1.472-8(e)(2)(ii), Incone Tax Regs.,
applies to the link-chain nethod.
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elected in the Form 970 to use the nost recent purchases nethod,
and not any other proper nethod, in determning the current-year
cost of its parts pool.*®

In inventorying goods with respect to which a taxpayer
el ected the LI FO nethod, the taxpayer is required to (1) treat
t hose goods renai ning on hand at the end of the taxable year as
being (a) those included in the opening inventory of the taxable
year, in the order of acquisition and to the extent thereof, and
(b) those acquired during the taxable year, sec. 472(b)(1); sec.
1.472-1(a), Inconme Tax Regs.; and (2) inventory them at cost,
sec. 472(b)(2); sec. 1.472-2(b), Incone Tax Regs.

There are two basic LIFO conputational systens. One is
based on specific goods (specific-goods LIFO nethod). See sec.
1.472-2, Incone Tax Regs. The other is based on the dollars
invested in inventory and is known as the dollar-value LIFO
met hod. See sec. 1.472-8, Inconme Tax Regs. Under the specific-
goods LI FO nethod, quantitative changes in inventory during the
year are neasured in terns of an appropriate unit, such as
pounds, pieces, or gallons. The dollar-value LIFO nethod deter-

m nes increases or deceases in inventory in terns of total

6 The parties and their respective experts al so di sagree
about whether Mountain State Ford's nethod of using repl acenent
cost under the LIFO nmethod conplies with generally accepted
accounting principles (GAAP) and conforns as nearly as nay be to
t he best accounting practice in Muntain State Ford's trade or
busi ness, as required by sec. 471 and the regul ati ons thereunder.
However, our resolution of the disagreenent between the parties
about the clear-reflection-of-incone standard nmakes it
unnecessary for us to address the parties' and their respective
experts' dispute over GAAP.
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dollars, rather than in terns of physical units. Amty Leather

Prods. Co. v. Conmm ssioner, 82 T.C. 726, 732 (1984). To deter-

m ne under the dollar-value LIFO nethod whether there has been an
i ncrease or a decrease in inventory during the year, the ending
inventory is valued in terns of total dollars that are equival ent
in value to the dollars used to value the beginning inventory.
Id.

Respondent argues that the term"cost" in section 472(b)(2)
and the regul ation thereunder (viz., section 1.472-2(b), Incone
Tax Regs.) neans actual cost and that, as required by section
472(b)(2), section 1.472-8(e)(2)(ii), Income Tax Regs., pertain-
ing to the dollar-value LIFO nethod nmandates that the determ na-
tion of the current-year cost of itenms making up a pool be nade
on the basis of, or by reference to, actual cost. According to
respondent, Muntain State Ford's nethod of using replacenent
cost, instead of actual cost, in determning the current-year
cost of its parts pool contravenes those requirenents of the Code
and regul ati ons, and consequently that nethod does not clearly
reflect incone.

Petitioner concedes that if the Court were to find that
Mountain State Ford' s nmethod of using replacenent cost were to
contravene the requirenents of the provisions of the Code and the
regul ati ons upon whi ch respondent relies, that nethod would not
clearly reflect incone. However, petitioner argues that those
provi sions do not require that Mountain State Ford determ ne the

current-year cost of its parts pool by using actual cost.
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According to petitioner, respondent's interpretation of the term
"cost" in section 472(b)(2) as neaning actual cost is wong, and
Mountain State Ford' s nmethod of using replacenent cost qualifies
as any ot her proper nethod under section 1.472-8(e)(2)(ii)(d),
| ncone Tax Regs., which does not require the use of actual cost.

To support his argunent that respondent's position about the
meani ng of the term"cost" in section 472(b)(2) and the regul a-
tion thereunder is wong, petitioner asserts:

Wth regard to the "cost" requirenent in section

472(b)(2), the petitioner submts that an exam nation

of the statute and regul ations, as well as the histori-

cal devel opnment surroundi ng the LIFO nethod, nakes

clear that the cost requirenent in section 472(b)(2) is

sinply the expression of the rule that the | ower of

cost or market nmethod may not be used in conjunction

with the LI FO nmethod. Accordingly, the respondent is

attenpting to extend the cost requirenent in section
472(b)(2) far beyond its intended scope.

* * * * * * *

* * * The use of replacenent costs * * * under the

dol | ar-val ue LI FO net hod does not in any way represent

a use of lower of cost or market and, accordingly, does

not violate the cost requirenent of section 472.

Even assum ng arguendo that petitioner were correct in his
contention about the reason why Congress required that goods for
whi ch a taxpayer elected the LI FO nethod be inventoried at cost,’

that contention does not address the neaning of the term"cost"

" It is noteworthy that the replacenent cost as of the date
of Mountain State Ford's physical inventory, which it used in
determ ning the LIFO value of its dollar-value parts pool, is
anal ogous to "market" in inventory tax accounting. See Thor
Power Tool Co. v. Conm ssioner, 439 U S. 522, 534 (1979); sec.
1.471-4(a)(1), Income Tax Regs.
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in section 472(b)(2) and the regul ation thereunder. Section
472(b) (2) provides:
(b) Method Applicable.--1n inventorying goods

specified in the application described in subsection
(a), the taxpayer shall

* * * * * * *
(2) Inventory themat cost * * *

The regul ati on under section 472(b)(2), section 1.472-2(b),

| nconre Tax Regs., provides:

(b) The inventory shall be taken at cost regard-
| ess of market val ue.

Both parties rely in part on dictionary definitions of the
word "cost"™ to support their divergent positions regarding the
nmeani ng of the term"cost"” in section 472(b)(2) and the regul a-
tion thereunder. According to respondent, the comonly under-
stood and generally accepted neaning of the word "cost", as
reflected in dictionary definitions, is actual cost. According
to petitioner, dictionary definitions of the word "cost" "clearly
enconpass repl acenent cost." We agree with respondent.

Bl ack's Law Dictionary 345 (6th ed. 1990) defines the word
"cost" to nean: "Expense; price. The sum or equival ent ex-
pended, paid or charged for sonething. See also Actual cost;
Costs; Net cost; Rate."™ Merriam Wbster's Collegiate Dictionary
262 (10th ed. 1996) defines the word "cost” to include: "The
anount or equivalent paid or charged for sonething: price."
Webster's Third New International Dictionary 515 (1993 ed.)

defines the word "cost” to include: "the anobunt or equival ent
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paid or given or charged or engaged to be paid or given for
anyt hi ng bought or taken in barter or for service rendered". W
concl ude that the common and ordi nary neaning of the word "cost"
is actual cost or the price paid for sonething.?

W see no reason, however, to rely in this case on dictio-
nary definitions of the word "cost" to determ ne the neani ng of
the term"cost" in section 472(b)(2) and section 1.472-2(b),

I ncone Tax Regs. That is because the term"cost" is defined in
regul ati ons under section 471, the "General Rule for I|nvento-
ries". Application of the definition of cost in those regul a-
tions (section 1.471-3, Incone Tax Regs., entitled "Inventories
at cost"), which is based on what we have concluded is the common
and ordinary neaning of the word "cost", will result in a deter-
m nation of the actual cost of nerchandi se or goods purchased or
produced during the taxable year,® or in certain instances an
approxi mati on of such cost determ ned upon a reasonabl e basis

(reasonabl e approxi mation).

8 The accounting profession generally defines the word
"cost" as used in inventory accounting "as the price paid or
consideration given to acquire an asset". Accounting Research
Bull etin No. 43, "Restatenent and Revision of Accounting Research
Bul l etins", ch. 4, statenent 3 (June 1953).

° As pertinent here, sec. 1.471-3(b), Inconme Tax Regs.,
defines the term"cost” in the case of nerchandi se purchased
since the beginning of the taxable year as "the invoice price".

10 Sec. 1.471-3(d), Incone Tax Regs., provides in pertinent
part that in certain instances "costs may be approxi mated upon
such basis as nay be reasonable and in conformty with
established trade practice in the particular industry.”
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The definition of the term"cost" in section 1.471-3, |Incone
Tax Regs., is virtually the same as the definition of the term
"cost" as it appeared in the regul ati ons pronul gated under
section 203 of the Revenue Act of 1918 (1918 Act), ch. 18, 40
Stat. 1060, the original predecessor of section 471, which first
required certain taxpayers to use the inventory accounting
met hod. See Regs. 45, art. 1583 (1918). The definition of the
term"cost" as it appeared in the regul ations under the 1918 Act
was repronulgated in virtually the sane | anguage in the regula-
tions issued under all subsequent Federal tax provisions that
continued to require certain taxpayers to use the inventory
accounting nmethod. The term"cost" in inventory tax accounting
had a settl ed neaning when Congress first permtted certain
t axpayers to elect the LIFO nethod, Revenue Act of 1938, ch. 289,

sec. 22(d), 52 Stat. 459, and shortly thereafter when Congress

1 The regul ations in effect when Congress first allowed
certain taxpayers to elect the LIFO nethod and required that the
goods with respect to which that nmethod was el ected be invento-
ried at cost, Regs. 94, art. 22(c)-3 (1936), defined the term
"cost" for inventory accounting purposes as foll ows:

Art. 22(c)-3. Inventories at cost.--Cost neans:

(1) I'n the case of nerchandi se on hand at the
begi nni ng of the taxable year, the inventory price of
such goods.

(2) I'n the case of nmerchandi se purchased since the
begi nni ng of the taxable year, the invoice price |ess
trade or other discounts, except strictly cash dis-
counts approximating a fair interest rate, which may be
deducted or not at the option of the taxpayer, provided
a consistent course is followed. To this net invoice
price should be added transportation or other necessary
(continued. . .)
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permtted all taxpayers to elect that nethod, Revenue Act of
1939, ch. 247, sec. 219, 53 Stat. 877. In requiring that goods
for which a taxpayer adopted the LIFO nethod be inventoried at
cost, Congress presunptively was aware of the established regul a-
tory definition of the term"cost" in inventory tax accounting.

| f Congress had intended for the term"cost" in LIFO inventory
tax accounting to have a neaning different fromthat regulatory

definition, it would have so st at ed. It did not do so when it

(... continued)
charges incurred in acquiring possession of the goods.

(3) I'n the case of nerchandi se produced by the
t axpayer since the beginning of the taxable year,
(a) the cost of raw materials and supplies entering
into or consuned in connection with the product,
(b) expenditures for direct l|abor, (c) indirect ex-
penses incident to and necessary for the production of
the particular article, including in such indirect
expenses a reasonabl e proportion of managenent ex-
penses, but not including any cost of selling or return
on capital, whether by way of interest or profit.

(4) I'n any industry in which the usual rules for
conmput ati on of cost of production are inapplicable,
costs may be approxi mated upon such basis as may be
reasonable and in conformty with established trade
practice in the particular industry. Anong such cases
are (a) farmers and raisers of live stock (see article
22(c)-6), (b) mners and manufacturers who by a single
process or uniform series of processes derive a product
of two or nore kinds, sizes, or grades, the unit cost
of which is substantially alike (see article 22(c)-7),
and (c) retail nmerchants who use what is known as the
"retail nmethod"” in ascertaining approximte cost (see
article 22(c)-8).

The definition of the term"cost” in Regs. 94, art. 22(c)-3
(1936), is virtually identical to the definition of that termin
sec. 1.471-3, Incone Tax Regs.
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first enacted the LIFO provisions or at any other tine thereaf-
ter. W hold that the definition of the term"cost" in section
1.471-3, Incone Tax Regs., which is intended to arrive at actual
cost, applies to the term"cost" in section 472(b)(2) and the

regul ati on thereunder.'?> See Conmi ssioner v. Keystone Consol

I ndus., Inc., 508 U S. 152, 158-159 (1993).

2 Qur holding as to the neaning of the term"cost" in sec.
472(b)(2) and the regul ation thereunder disposes of petitioner's
contention that "respondent may not interpret the rules and
regulations in a way that will inpose unreasonable admnistrative
burdens on taxpayers attenpting to use the LIFO nmethod or in a
way that will dimnish or elimnate the availability of the LIFO
met hod to a significant group of taxpayers”. Respondent has no
discretion to deviate fromthe requirenents of the Code and the
regul ations even if such requirenments were to i npose admnistra-
tive burdens on Mouuntain State Ford. On the record before us,
however, we find that petitioner has not established that respon-
dent's position in the present case that the term"cost" in sec.
472(b) (2) neans actual cost would result in the inposition of
unr easonabl e adm ni strative burdens on Mountain State Ford.
Petitioner acknow edges that it is not inpossible for Muntain
State Ford to use actual cost, and not replacenent cost, in
valuing its parts inventory. In fact, M. Hommer, petitioner's
expert on conputerized inventory-tracking systens, admtted that
the reason why there is no inventory recordkeepi ng system cur-
rently available in the autonobile and truck deal er industry that
uses actual cost in that valuation process is because there has
been no demand for such a systemin that industry. Moreover,
when Mountain State Ford adopted the LIFO nethod, Muntain State
Ford made no attenpt to determ ne whether it could have nodified
its perpetual inventory recordkeeping systemso that it could
have used invoice prices, i.e., actual cost, in valuing its parts
inventory. Nor did it determ ne whether it could have created a
new i nventory recordkeepi ng systemthat could have used invoice
prices or actual cost in that valuation process. |In fact, when
questioned by this Court as to why Muntain State Ford conti nued
to use replacenment cost, and did not use invoice prices or actual
cost after it elected the LIFO nmethod as of 1980, Eugene Peter
O Meara, Jr., testified that replacenent cost had been utilized
by Mountain State Ford previously and that Mountain State Ford
di d not consider using other than replacenment cost when it
el ected the LIFO nethod.
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To support his position that Mountain State Ford' s nethod of
usi ng replacenent cost to determne the current-year cost of its
parts pool qualifies as any other proper nethod under section
1.472-8(e)(2)(ii)(d), Income Tax Regs., which in his view does
not require the use of actual cost, petitioner contends (1) that
Mountain State Ford elected in the Form 970 to use any ot her
proper nethod in determ ning that current-year cost®® and
(2) that Mountain State Ford's use of replacenent cost qualifies
as such a nethod. W disagree on both counts. Muntain State
Ford did not elect in the Form 970 to use any other proper
met hod. Instead, Mountain State Ford elected in that formto
"determne the cost of * * * [parts] in the closing inventory" on
the basis of "nbst recent purchases”. On the record before us,
we find that Mountain State Ford elected to determ ne the
current-year cost of its parts pool pursuant to the nost recent

pur chases nethod described in section 1.472-8(e)(2)(ii)(a),

3 |In support of his position that Muntain State Ford
elected in the Form 970 to use any ot her proper nethod, peti-
tioner points out that Mountain State Ford "attached to the Form
970 a description of its nethod that clearly indicated * * *
[that Mountain State Ford] was basing its index of conputations
on Ford's |atest weekly price lists for parts”. W note ini-
tially that Mountain State Ford used replacenment cost (viz., the
prices reflected in the respective manufacturers' conputerized
price update tapes in effect as of the date of Mouuntain State
Ford's physical inventory) in determining the current-year cost
of its parts pool; it did not use all of the various "l atest
weekly price lists" to which Mountain State Ford referred in the
Form 970 and which it indicated in that formit intended to use
in calculating its price indices under its link-chain nmethod. It
is also noteworthy that in the Form 970 Mountain State Ford
stated that it intended to take inventory "at actual cost regard-
| ess of market val ue".
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| ncone Tax Regs. That regul ation requires such cost to be
determ ned by "reference to the actual cost of the goods nost
recently purchased". Sec. 1.472-8(e)(2)(ii)(a), Inconme Tax Regs.
Mountain State Ford did not request, and did not receive, the
perm ssion of the Comm ssioner to use a nethod different fromthe
nmost recent purchases nethod that it elected in the Form 970.

See sec. 472(e). We conclude that Muntain State Ford was
precluded in determning the current-year cost of its parts pool
fromusing a nethod other than the nost recent purchases nethod
which it elected in the Form970 that it filed wwth its 1980
return.

Even if, as petitioner contends, Muntain State Ford had
elected in the Form 970 to use any ot her proper nethod under
section 1.472-8(e)(2)(i1)(d), Incone Tax Regs., that nethod nust
be a proper nmethod and nust, in the opinion of the Comm ssioner,
clearly reflect incone. Respondent determ ned that Mountain
State Ford's nethod of using replacenent cost in determ ning the
current-year cost of its parts pool was not a proper nethod and
does not clearly reflect inconme because section 472(b)(2) re-
quires that Muwuntain State Ford cal cul ate such current-year cost
by using actual cost, which in this case is the invoice prices.
Petitioner contends that respondent abused respondent's discre-
tion in making that determ nation. Petitioner asserts:

An exam nation of * * * [section 1.472-8(e)(2)(ii),

| ncone Tax Regs.] indicates that whereas the earliest

and | atest acquisitions cost nmethods (Treas. Reg. 88

1.472-8(e)(2)(ii)(a) & (b)) are described in terns of
actual cost, this termis not used in describing either
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t he average acquisitions cost nethod or the so-called

"other" nmethod that * * * [Mountain State Ford] is

using. Accordingly, the respondent’'s interpretation of

the regulations inports into Treas. Reg. 8§ 1.472-

8(e)(2)(ii)(d) a requirenent that does not exist in the

regul ati ons. For exanple, under the average acqui si -

tions cost nethod described in Treas. Reg. 8§ 1.472-

8(e)(2)(ii)(c), the unit cost assigned would often not

be the actual cost of any units; for exanple, where

half the units acquired during the year were acquired

at a cost of $10 and half were acquired at a cost of

$11, the unit cost determ ned under the average cost

nmet hod, $10.50, is not the actual cost of any units.

As petitioner acknow edges, the determ nation of the
current-year cost of itens making up a pool nust be nade
(1) under the nost recent purchases nethod under section 1.472-
8(e)(2)(ii)(a), Inconme Tax Regs., by "reference to the actual
cost of the goods nobst recently purchased or produced”, and
(2) under the earliest acquisition nmethod under section 1.472-
8(e)(2)(ii)(b), I'ncone Tax Regs., by "reference to the actual
cost of the goods purchased or produced during the taxable year
in the order of acquisition". W believe that those respective
regul ati ons mandate that actual cost be used because of the
requi renent in section 472(b)(2) that goods with respect to which
a taxpayer elected the LIFO nethod be inventoried at cost; i.e.
actual cost. Section 1.472-8(e)(2)(ii)(c), Inconme Tax Regs.,
requires a taxpayer electing the average unit cost nethod de-
scribed therein to divide the aggregate cost of all the goods
purchased or produced throughout the taxable year, which peti-
ti oner does not dispute, and we concl ude, neans the aggregate
actual cost of such goods, by the total nunmber of units so

purchased or produced in order to arrive at an average unit cost.
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Al t hough, as petitioner points out, application of the average
unit cost nmethod under section 1.472-8(e)(2)(ii)(c), Income Tax
Regs., mght not result in assigning a unit cost equal to the
actual cost of any units purchased or produced during the taxable
year, the determ nation of the current-year cost of itens making
up a pool under that regulation is required to be made on the
basis of, or by reference to, the actual cost of all goods
purchased or produced during the taxable year. That regul ation
thus conplies with the mandate of section 472(b)(2) that actual
cost be used.

As we have just explained, each of the nethods prescribed in
section 1.472-8(e)(2)(ii)(a), (b), and (c), Incone Tax Regs.,
relating to the doll ar-val ue LI FO nethod mandates, as required by
section 472(b)(2), that the determ nation of the current-year
cost of itens making up a pool be nade on the basis of, or by

reference to, actual cost.* W conclude that, in order for a

4 Pursuant to the requirenment of sec. 472(b)(2), each of
the nmethods prescribed in sec. 1.472-2(d)(1)(i)(a), (b), and (c),
| ncone Tax Regs., relating to the specific-goods LIFO nmethod al so
mandates that the cost of goods on hand as of the close of the
taxabl e year with respect to which the taxpayer elected the LIFO
met hod and which are in excess of what were on hand as of the
begi nni ng of the taxable year be determ ned on the basis of, or
by reference to, the actual cost of certain or all of the goods
pur chased or produced during the taxable year, regardl ess of
identification with specific invoices and regardl ess of specific
cost accounting records. See sec. 1.472-2(d), Incone Tax Regs.
Consistent with sec. 472(b)(2), sec. 472(b)(3) and the regul a-
tions thereunder specifically require that goods with respect to
whi ch a taxpayer elected the LIFO nethod that are included in the
openi ng inventory of the taxable year for which the LIFO nethod
is first used are to be considered as having been acquired at
the sane tinme and at a unit cost determ ned by reference to the
(continued. . .)
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met hod to qualify under section 1.472-8(e)(2)(ii)(d), Incone Tax
Regs., as any other proper nethod which clearly reflects incone,
the nmethod nust, as required by section 472(b)(2), determ ne the
current-year cost of itenms making up a pool on the basis of, or
by reference to, actual cost (or in certain instances a reason-
abl e approxi mati on of such cost). Assum ng arguendo that Mun-
tain State Ford had elected to use any other proper nethod under
section 1.472-8(e)(2)(ii)(d), Incone Tax Regs., in the Form 970
that it filed wwth its 1980 return, which we have found it did
not, petitioner has not persuaded us that the method which
Mountain State Ford used to determ ne that current-year cost,
whi ch was based on repl acenent cost and not actual cost, is a
proper nethod that clearly reflects incone under that regul a-
tion.

In further support of his position that Muuntain State

Ford's nmethod of using replacenent cost, and not actual cost, in

¥(...continued)
aggregat e actual cost of such goods (i.e., by dividing such
actual cost by the nunber of units on hand). Sec. 1.472-2(c),
| ncone Tax Regs. The aggregate actual cost is to be determ ned
pursuant to the inventory nmethod used by the taxpayer under the
regul ations applicable to the taxable year preceding the taxable
year for which the election of the LIFO nethod is made, with the
exception that restoration is to be nade with respect to any
wite-down to market values resulting fromthe pricing of fornmer
inventories. 1d.

1 |I'n using replacenent cost to determ ne current-year cost
under sec. 1.472-8(e)(2)(ii), Income Tax Regs., Mouwuntain State
Ford was not attenpting to, and did not, determ ne or approxi mate
the actual cost (i.e., the invoice prices) of the parts that it
purchased. It would have been sheer happenstance if the repl ace-
ment cost that Mountain State Ford used equal ed or reasonably
appr oxi mated such actual cost.
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valuing its parts inventory under the dollar-value LIFO nethod is
proper, petitioner asserts:

ever since this Court's decision in Hutzler Brothers v.
Comm ssioner, 8 T.C. 14 (1947), taxpayers have been
permtted to use the retail nmethod in conjunction with
t he dol |l ar-val ue LI FO nethod despite the fact that
under the retail nmethod a taxpayer does not conpute the
actual cost of the itenms in its inventories under any
of the three inventory ordering conventions.

We turn first to petitioner's suggestion in the foregoing
excerpt fromhis brief that respondent is arguing in this case
that it is necessary under the dollar-value, link-chain LIFO
met hod which Mountain State Ford el ected to determ ne the actual
cost of each unit inventoried. W do not understand respondent
to be taking that position. To the contrary, as section 1.472-
8(e)(2)(ii), Incone Tax Regs., nekes clear, the requirenent in
section 472(b)(2) that goods for which a taxpayer el ected the
LI FO net hod be inventoried "at" cost does not nean that, in
determ ning the current-year cost of itenms making up a pool, it
iI's necessary to determ ne the actual cost of each unit invento-
ried.1®

Turning now to petitioner's argunent about the retai
met hod, petitioner is correct that the retail nmethod is permtted
to be used in conjunction with the doll ar-val ue LI FO nethod,

Hutzl er Bros. Co. v. Commissioner, 8 T.C. 14 (1947); sec. 1.472-

1(k), Income Tax Regs.; sec. 1.472-8(e)(1), Incone Tax Regs., and

that that nmethod "does not conpute the actual cost of the itens

' Nor is it necessary to do so under the specific-goods
LI FO nethod. See sec. 1.472-2(d), Incone Tax Regs.
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in" a taxpayer's inventory. However, the actual cost reasonably
approxi mated under the retail nethod, which is described in
section 1.471-8, Incone Tax Regs., satisfies the definition of
the term"cost"” in section 1.471-3(d), Inconme Tax Regs. Conse-
guently, the requirement in section 472(b)(2) that goods for

whi ch a taxpayer elected the LIFO nmethod be inventoried at

"cost", which we have held has the sanme nmeani ng accorded the term
"cost" in section 1.471-3, Incone Tax Regs., is satisfied by a
retailer who elects the dollar-value LI FO nethod, determ nes a
reasonabl e approxi mati on of actual cost under the retail nethod,
and, inter alia, conplies with section 1.472-1(k), |Incone Tax
Regs., and section 1.472-8(e)(1), Inconme Tax Regs. W reject
petitioner's argunent that the use of the retail nethod in
conjunction with the dollar-value LIFO nethod neans that Muntain
State Ford's nethod of using replacenent cost under the dollar-
value LIFO nethod is permtted by section 472 and the regul ati ons

t her eunder . '/

7 We also reject petitioner's position that the use of the
standard cost nethod in conjunction with the dollar-value LIFO
met hod supports his position that Mountain State Ford's nethod of
usi ng replacenment cost under the dollar-value LIFO nethod is
permtted under sec. 472 and the regul ations thereunder. In this
regard, petitioner states:

t axpayers have been consistently permtted to use the
standard cost nethod under both the full absorption

met hod and the uniformcapitalization nethod, in con-
junction with the dollar-value LI FO nethod, despite the
fact that standard costs are nerely a predeterm ned
estimate of the taxpayer's actual costs. Treas. Reg.
88 1.471-11(d)(3); 1.263A-1(f)(3)(ii)(A).

(continued. . .)
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We hold that Mountain State Ford's nmethod of using repl ace-
ment cost in determning the current-year cost of its parts pool
under the dollar-value LIFO nethod contravenes the requirenents
of section 472(b)(2), section 1.472-2(b), Incone Tax Regs., and

section 1.472-8(e)(2)(ii), Income Tax Regs. W further hold

Y(...continued)
I n advancing the foregoing argunent, petitioner fails to nmention
that, in determning the cost of inventoried goods, a taxpayer
subject to the inventory accounting nethod is and/or was ex-
pressly made subject by sec. 1.471-3, Incone Tax Regs., to
(1) sec. 1.263A-1, Incone Tax Regs., on or after Jan. 1, 1994,
(2) sec. 1.263A-1T, Tenporary Incone Tax Regs., 52 Fed. Reg.
10060 (Mar. 30, 1987), for taxable years beginning on or after
Dec. 31, 1986, until Dec. 31, 1993; and (3) sec. 1.471-11, |ncone
Tax Regs., for taxable years beginning on or before Dec. 31,
1986. Al of those regulations allow or allowed the use of the
standard cost nethod. Under that nethod, a taxpayer may allocate
an appropriate anount of direct and indirect costs to property
t hat such taxpayer produces through the use of preestablished
standard al | owances, w thout reference to costs actually incurred
during the taxable year. See sec. 1.263A-1(f)(3)(ii)(A), Incone
Tax Regs. We have held that the term"cost" in sec. 472(b)(2)
has the same nmeani ng accorded to the term"cost"” in sec. 1.471-3,
I ncone Tax Regs. Sec. 472(b)(2) thus permts the use of the
standard cost nethod in inventorying goods at cost under the LIFO
met hod.

I n advanci ng his argunent about the standard cost nethod,
petitioner also fails to nention that the regulations in effect
at different tinmes describing the standard cost nethod (viz.,
sec. 1.263A-1(f)(3)(ii), Income Tax Regs., sec. 1.263A-
1T(b)(3)(iii)(D), Tenporary Income Tax Regs., 52 Fed. Reg. 10065
(Mar. 30, 1987), and sec. 1.471-11(d)(3), Incone Tax Regs.)
require and/or required a taxpayer to "reallocate to the goods in
endi ng inventory a pro rata portion"” of the variance between the
predeterm ned estimate and actual cost unless such variance is
not "significant” in anmount. |If that variance is not "signifi-
cant” in anmount, it does not have to be allocated to the tax-
payer's goods in ending inventory unless such an allocation is
made in the taxpayer's financial reports. See sec. 1.263A-
1(f)(3)(ii)(B), Inconme Tax Regs.; sec. 1.263A-1T(b)(3)(iii)(D)
(2), Tenporary Inconme Tax Regs., supra; sec. 1.471-11(d)(3)(ii),
| ncome Tax Regs.
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t hat, consequently, that nmethod does not clearly reflect incone.

See Thor Power Tool Co. v. Conm ssioner, 439 U S. 522 (1979).
Petitioner argues that if we were to find, as we have, that
Mountain State Ford's nethod of using replacenent cost in valuing
its parts inventory under the LIFO nethod does not clearly
reflect inconme, that nethod shoul d nonet hel ess be sustai ned
because respondent changed that nmethod to an inperm ssible nethod
whi ch does not clearly reflect inconme. |In support of his posi-

tion, petitioner cites Dayton Hudson Corp. & Subs. v. Conm s-

sioner, 153 F.3d 660, 664 (8th Cr. 1998), revg. T.C. Meno. 1997-

260; Harden v. Conm ssioner, 223 F.2d at 421; Prabel v. Comm s-

sioner, 91 T.C 1101, 1112 (1988), affd. 882 F.2d 820 (3d Cr

1989); and Golden Gate Litho v. Comm ssioner, T.C Meno. 1998-

184. Relying on those cases, petitioner argues:

The respondent is unwlling to admt the conse-
guences of the adjustnent he seeks in this case. The
respondent clainms he "has not replaced one inperm ssi-
ble method with another.™ The respondent in his brief
refuses to admt that his adjustnent changes * * *

[ Mountain State Ford's] inventory value froma dollar-
val ue LI FO val ue determ ned usi ng repl acenent costs as
current-year costs to an inventory value that is inits
entirety equal to current replacenent costs. At trial,
however, the respondent admtted that this was the
case. * * * it is internally inconsistent for the
respondent to claimthat a LIFO inventory val ue based
on using replacenment costs as current-year costs does
not clearly reflect income while nmaintaining that the
inventory nust be adjusted to a value that is inits
entirety equal to current replacenment costs. |If the
respondent were correct in his claimthat the use of
repl acenent costs to determ ne current-year costs under
dol | ar-val ue LI FO produces an inperm ssible inventory
val ue, then an inventory val ue based entirely on cur-
rent replacenent costs would surely be even nore

i mper m ssi bl e.
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Respondent counters that respondent has not term nated
Mountain State Ford's elections to value its parts inventory
under the dollar-value, Iink-chain LIFO nethod and to use the
nost recent purchases nethod in determning the current-year cost
of its parts pool. According to respondent, respondent has
merely required Mountain State Ford to conformto the el ections
that it made in the Form 970 which it filed wwth its 1980 tax
return. Respondent states on brief:

Al'l respondent has done in this case is to determ ne

that * * * [Mountain State Ford's] LIFO reserve was

incorrectly cal cul ated because * * * [Mountain State

Ford] used replacenent cost. * * * [Mountain State

Ford] did not attenpt to reconstruct or recal culate the

corrected reserve anount or provide evidence from which

an estimate could be made. Because of this, respondent

was unable to determ ne the anmount of the corrected

reserve and had to restore the reserve to incone.

We agree with respondent. In contradistinction to the cases
on which petitioner relies, in the instant case Muuntain State
Ford did not conply with the requirenment of section 1.472-2(h),
| nconme Tax Regs., that it maintain detailed inventory records "as
wll enable the district director readily to verify * * * [ Mun-
tain State Ford's] inventory conputations as well as * * * [its]
conpliance with the requirenents of section 472" and the regul a-
tions thereunder. Consequently, Muntain State Ford did not
have, and did not provide to respondent, the records that were
necessary in order to calculate for the period 1980 through 1991
(1) the LIFO and non-LIFO value of its parts inventory and

(2) its LIFO reserve on the basis of invoice prices or a cost

ot her than replacenent cost.
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We do not understand the statenents of respondent's counsel
during his opening statenent at trial to be a concession by
respondent that respondent placed Mountain State Ford on a non-

LI FO nethod that utilizes replacenent cost, and we reject peti-
tioner's contention to the contrary. Even if respondent's
counsel had made such a concession during his opening statenent
at trial, we would not consider it to be a concession that binds
respondent. That is because, inter alia, any such concession
woul d have been contrary to respondent’'s position as set forth in
paragraph 51 of the stipulation of facts, which was nade part of
the record in this case imedi ately before the Court all owed
counsel for the parties to nmake opening statenents. The position
of respondent in paragraph 51 of the stipulation of facts is
totally consistent with the notice. 1In the notice, respondent
did not termnate Mountain State Ford' s elections to value its
parts inventory under the dollar-value, |ink-chain LIFO nethod
and to use the nost recent purchases nethod in order to determ ne
the current-year cost of its parts pool.!® Muntain State Ford
remai ns on those nethods and cannot account for its parts inven-

tory on any other nmethods w thout first receiving permssion from

8 Pursuant to sec. 3.01(c), Rev. Proc. 79-23, 1979-1 C.B
564, "Failure by the taxpayer to value its LIFO inventory at cost
for Federal income tax purposes, for the year preceding the LIFO
el ection, the year of the LIFO election, and all subsequent
taxabl e years" may warrant the term nation of that taxpayer's
LI FO el ection. However, such termnation is wthin the discre-
tion of respondent and is not nandatory. See Consoli dated
Manuf acturing, Inc. v. Comm ssioner, 111 T.C. 1, 38 (1998). 1In
the present case, respondent chose not to exercise that discre-
tion and did not termnate Mountain State Ford's LIFO el ection
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the Comm ssioner. See sec. 472(e); sec. 1.472-5, Incone Tax
Regs.
On the record before us, we find that respondent did not
pl ace Mountain State Ford on an inproper nethod of inventory
accounting in the notice. W further find that respondent did
not abuse respondent's discretion in making the adjustnent at
issue in the notice. Consequently, we sustain that adjustnent.?®
To reflect the foregoing and the concessions of the parties,

Decision will be entered

under Rul e 155.

19 We have considered all of the argunents and contentions
of petitioner that are not addressed herein and find themto be
W thout merit or irrelevant.



