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VEMORANDUM OPI NI ON

KROUPA, Judge: Respondent determ ned deficiencies in
petitioner’s tax for its taxable years ending April 3, 1999 and
Decenber 30, 2000 (the years at issue) of $338,989 and $254, 240,
respectively, resulting fromdi sall owance of a consolidated net

operating | oss (CNCL) carryback from 2002. There are two issues
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to decide. The first issue is whether respondent erred in
denying petitioner’s request to change its accounting nmethod with
respect to 12-nonth expenses for 2002. W hold that he did not.
The second issue is whether petitioner may claima prepaid
expense deduction for 2002. W hold that it may not.

Backgr ound

This case was submitted fully stipulated under Rule 122.1
The stipulation of facts and the acconpanying exhibits are
incorporated by this reference. Petitioner was an accrual nethod
taxpayer wth its principal place of business in H Il sboro,
Oregon at the tinme it filed the petition.

Petitioner designs, devel ops and narkets high-performance
programmabl e | ogi ¢ devices and rel ated software. Petitioner
traditionally incurred regul ar expenses from prepai d i nsurance,
mai nt enance and service contracts (contracts). These contract
expenses were prepaid expenses under section 263 and the
regul ati ons promul gated t hereunder as of 2002. The benefits of
these contracts typically did not exceed 12 nonths, but the
contract periods sonetines spanned two tax years. Before 2002
petitioner capitalized its prepaid expenses for contracts that

extended substantially into the foll ow ng year.

Al Rule references are to the Tax Court Rules of Practice
and Procedure, and all section references are to the |nternal
Revenue Code (Code) in effect for 2002, unless otherw se
i ndi cat ed.
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The Treasury Departnent issued an Advance Notice of Proposed
Rul emaki ng (ANPRM in January 2002 stating that it expected to
propose a rule that would no | onger require capitalization of 12-
nmont h prepai d expenses under section 263. ANPRM 67 Fed. Reg.
3461 (Jan. 24, 2002). The next nonth, respondent issued an
I ndustry Directive on Guidelines for the Application of Advance
Notice of Rul emaking for Intangi bles Under I RC 263(a) (Industry
Directive) (Feb. 26, 2002). The Industry Directive stated the
ANPRM s 12-nmonth rule would |ikely be adopted despite the
I nternal Revenue Service's (IRS) contrary position at the tine.
The Industry Directive further cautioned that prior I RS consent
was still required for accounting nmethod changes.

The Treasury Departnent published a Notice of Proposed
Rul emaki ng (NPR) regarding 12-nonth prepai d expenses in Decenber
2002. Sec. 1.263(a)-4(f)(1), Proposed Incone Tax Regs., 67 Fed.
Reg. 77719 (Dec. 19, 2002). The NPR again proposed to
incorporate a 12-nonth rule where an expenditure could be
deducted in the year incurred so long as the useful life of the
resultant benefit did not extend beyond a year. [d. The NPR
advi sed taxpayers not to seek an accounting nmethod change in
reliance upon the proposed rules until final regul ations were
publ i shed. Sec. 1.263(a)-4(0), Proposed |Incone Tax Regs., 67
Fed. Reg. 77723 (Dec. 19, 2002).
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Ni ne days later, petitioner applied for an accounting nethod
change under Rev. Proc. 97-27, 1997-1 C. B. 680, to deduct 12-
nmont h prepai d expenses spanning two taxable years (rel evant

expenses). Petitioner relied on the ANPRM and U.S. Freightways

Corp. v. Comm ssioner, 270 F.3d 1137 (7th G r. 2001), revg. 113

T.C. 329 (1999). Petitioner then clained a deduction for the
rel evant expenses for the first tinme when it filed its
consol i dat ed Federal incone tax return for 2002.%2 Petitioner
cal cul ated a CNCL carryback fromthe 2002 deduction of the

rel evant expenses, which it carried back to 2000 and 1999.
Petitioner clained a refund for those years based in part on the
rel evant expense deduction. Petitioner clainmed this deduction
for the rel evant expenses and the correspondi ng CNOL carrybacks
and refunds even though it had not yet received approval to
change its accounting nethod.

The Treasury Departnent published final regulations in
January 2004 (approximtely a year after petitioner’s request)
stating that a taxpayer is not required to capitalize 12-nonth
prepai d expenses (final regulations). Sec. 1.263(a)-4(f), Incone
Tax Regs.; T.D. 9107, 2004-1 C B. 447, 451. The final regul ations
are effective for anmpbunts paid or incurred on or after Decenber

31, 2003 (years after the years at issue). Sec. 1.263(a)-4(0),

2As af orenentioned, petitioner capitalized its prepaid
expenses for contracts that extended substantially into the
foll ow ng year before 2002.
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| ncone Tax Regs. Respondent subsequently rel eased Rev. Proc.
2004- 23, 2004-1 C. B. 785, providing procedures for automatic
consent to accounting nmethod changes that conplied with the final
regulations in principle.® It specified, however, that requests
for accounting nmethod changes pursuant to the final regul ations
for a year earlier than the effective date (such as petitioner’s)
woul d not be granted. 1d. sec. 2.07, 2004-1 C. B. at 786.
Respondent deni ed petitioner’s request to change its
accounting nmethod in May 2004 and gave petitioner the option to
withdraw its application and receive a refund of the user fee.
Respondent invited petitioner to explain its reasons for not
wi thdrawing its request, if petitioner chose not to w thdraw and
use the provisions of Rev. Proc. 2004-23, supra. Petitioner
neither wthdrew its application nor provided further explanation
to respondent. Respondent issued a letter formally denying
petitioner’s accounting method change in June 2005. Respondent
al so issued to petitioner an explanation of itens on Form 886- A,
to which petitioner submtted a response. Petitioner’s response

i ncl uded a di scussi on of Zani novich v. Comni ssioner, 616 F.2d 429

(9th Cr. 1980), revg. 69 T.C. 605 (1978), to argue that N nth
Crcuit law allows Ninth Grcuit taxpayers to use the 12-nonth

rul e.

3These procedures differ fromthe discretionary consent
procedures under Rev. Proc. 97-27, 1997-1 C B. 680.
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Respondent issued petitioner the deficiency notice
di sall ow ng the rel evant expense deduction and the correspondi ng
CNOL carrybacks, resulting in the deficiencies at issue.
Petitioner tinely filed a petition.

Di scussi on

This case relates to a taxpayer’s change in its accounting
met hod wi t hout first obtaining consent fromthe Conmm ssioner.
Respondent deni ed petitioner’s request to change its accounting
method to the 12-nmonth rule. Petitioner argues that respondent
i npl emented an automatic rejection policy and automatically
di sregarded devel opi ng casel aw. Respondent contends that he
acted within his proper discretion.

We begin by review ng the procedural requirenents and
casel aw governi ng a change of accounting nethod. A taxpayer nust
secure | RS consent before changing its accounting nethod for
conputing incone. Sec. 446(e); sec. 1.446-1(e)(2)(i), Income Tax
Regs. The prior consent requirenent pronotes consistent
accounting practices and therefore secures uniformcollection of

taxes. See FPL Group, Inc. & Subs. v. Conm ssioner, 115 T.C.

554, 574 (2000) (quoting Barber v. Conm ssioner, 64 T.C 314,

319-320 (1975)). Taxpayers are prevented fromunilaterally
switching to nore financially beneficial nethods of accounting
with the benefit of hindsight. See sec. 446(e). D sallow ng

such unil ateral change hel ps to protect against the | oss of
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revenues and prevents adm nistrative burdens and inconvenience in

admnistering the tax laws. See D ebold, Inc. v. United States,

16 A. C. 193, 208 (1989), affd. 891 F.2d 1579 (Fed. Cir. 1989).
Accordingly, it is of great inportance to the Conm ssioner that
t axpayers properly request and receive perm ssion to change
accounting nmethod before inplenenting a change.

The taxpayer nmust continue conputing taxable income under
its old accounting nethod if the Conm ssioner denies the
t axpayer’s request to change its accounting nethod. See, e.g.,

United States v. Ekberg, 291 F.2d 913, 925 (8th Gr. 1961);

Advertisers Exch., Inc. v. Conmm ssioner, 25 T.C. 1086, 1092-1093

(1956), affd. 240 F.2d 958 (2d Cir. 1957). In addition, the
Commi ssioner can require a taxpayer to abandon the new accounting
met hod and to report taxable income using the old nethod if the

t axpayer changes its accounting nethod wi thout first obtaining

consent. See, e.g., Advertisers Exch., Inc. v. Conm Ssioner,

supra at 1093; Sunoco, Inc. & Subs. v. Conm ssioner, T.C Meno.

2004- 29.
The Comm ssioner has wi de discretion to grant or deny
consent to a change in accounting nethod. See, e.g., Capitol

Fed. Sav. & Loan Ass’'n & Sub. v. Conm ssioner, 96 T.C. 204, 213

(1991). The Comm ssioner’s refusal to consent to a taxpayer’s

request ed change in accounting nethod is reviewed under an abuse
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of discretion standard. See id. at 213; S. Pac. Transp. Co. V.

Comm ssioner, 75 T.C. 497, 681-682 (1980).

Wth this background, we now consider petitioner’s
argunents. Petitioner argues that respondent ignored devel opi ng
casel aw and applied an automatic rejection policy under Rev.

Proc. 2004-23, supra. Respondent argues that petitioner was
ineligible to deduct the rel evant expenses before the regul ati ons
becane final. W agree with respondent.

Petitioner applied to change its accounting nethod to
deduct, rather than capitalize, the rel evant expenses.

Petitioner originally cited the ANPRM and U.S. Frei ghtways Corp

v. Comm ssioner, 270 F.3d 1137 (7th Cr. 2001), to support its

position, highlighting recent devel opnents favoring its
accounting nethod change request. Petitioner later relied upon a
Ninth Crcuit Court of Appeals case that had earlier reversed the

Tax Court. Zaninovich v. Conm ssioner, supra. W disagree with

petitioner that the Ninth GCrcuit allowed accrual basis
t axpayers, such as petitioner, to use the 12-nonth rule.
We acknow edge that the Ninth Crcuit Court of Appeals

reversed our decision in Zaninovich and held that 12-nonth rental

paynments by a cash nethod taxpayer were fully deductible in the

“The ANPRM di d not purport to change existing adm nistrative
positions and did not negate the authorities under the then-
existing law. See Blasius v. Comm ssioner, T.C Meno. 2005-214.
As such, it provided no support for petitioner’s request to
change its accounting nethod.
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year of paynment. In doing so, it specifically distinguished
bet ween an accrual basis taxpayer (such as petitioner) and a cash

basi s taxpayer (such as the one in Zaninovich). |[d. at 431 n.5.

Zani novi ch applies only to cash basis taxpayers. Zaninovich did

not indicate that the Ninth GCrcuit would follow a 12-nonth rule
for accrual basis taxpayers.

Approxi mately two decades later, the Seventh Circuit Court
of Appeal s reversed the Tax Court in adopting the 12-nonth rule

for accrual nethod taxpayers. See U.S. Freightways Corp. V.

Comm ssi oner, supra. This holding, however, is not binding on

respondent, the Tax Court or taxpayers outside the Seventh
Crcuit.

Petitioner further asks us to find that Zani novich and U.S.

Frei ghtways indicate that the Court of Appeals for the Ninth

Circuit would have adopted a 12-nonth rule for accrual nethod

t axpayers even w thout enactnent of the final regul ations.
Petitioner also argues that respondent inposed his interpretation
of the Code to disregard devel oping caselaw. W disagree. W
decline petitioner’s invitation to specul ate about whether the
Court of Appeals for the Ninth Crcuit would have followed U S.

Freightways if it had petitioner’s case. Indeed, U.S.

Fr ei ght ways was i nconsi stent with our decision and the deci sions

of other Courts of Appeals at the tine. See Blasius v.

Comm ssioner, T.C Menp. 2005-214 (finding substanti al
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justification for the Conm ssioner’s attenpt to capitalize
prof essi onal fees, despite appellate reversal in U_S.

Frei ghtways). Accordingly, we find that respondent did not abuse

his discretion in rejecting petitioner’s accounting nmethod change

after Zani novich and U.S. Freightways.

Petitioner also asks us to find that respondent’s rejection
of petitioner’s accounting nmethod change request was arbitrary
and capricious because respondent instituted an autonmatic
rejection policy. Petitioner asserts that respondent rejected
all accounting nethod change requests aimng to benefit fromthe
12-nonth rule if such requests did not conply with the procedures
under Rev. Proc. 2004-23, supra. Accordingly, petitioner argues
that respondent’s automatic rejection policy nmeant respondent
failed to evaluate petitioner’s accounting nmethod change request
under traditional application procedures and devel opi ng casel aw.

We need not reach this question, however, of whether
respondent inplenented an automatic rejection policy. W have
al ready found that respondent acted within his discretion in
rejecting petitioner’s accounting nethod change request under
t hen-exi sting caselaw as applied to petitioner’s circunstances.
We need not speculate as to whether the Conm ssioner would have

reached a different conclusion if considering a simlarly-
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situated taxpayer in a circuit where the casel aw supported a
di fferent conclusion.?®

Accordingly, petitioner’s only option to change its
accounting nmethod to benefit fromthe 12-nonth rule was to rely
upon the final regulations and their inplenentation as descri bed
in Rev. Proc. 2004-23, supra. The final regulations are
effective for amounts paid or incurred on or after Decenber 31,
2003. Petitioner had sought to deduct rel evant expenses for
2002, a year before the effective date of the final regul ations.
Respondent was justified in enforcing the effective date
provi sions inplenenting the final regulations. See sec. 7805(a).

We hold that respondent did not abuse his discretion in
denying petitioner’s request to change its accounting nethod.
Respondent acted within his discretion to assert section 446(e)
and require petitioner to abandon the new nethod and to report
t axabl e i ncone using the old accounting nmethod. See, e.g.,

Advertisers Exch., Inc. v. Comm ssioner, 25 T.C. at 1093; Sunoco

SPetitioner also argues that respondent’s denial of its
request resulted in unequal treatnment of simlarly-situated
t axpayers. W again disagree. Denying petitioner’s accounting
met hod change application was consistent with respondent’s
previ ous pronouncenents, including his positions in Zaninovich
and U.S. Freightways. Denial of petitioner’s application under
the final regulations was consistent with the effective date and
transitional provisions announced in Rev. Proc. 2004-23, 2004-1
C.B. 785, which applied equally to all taxpayers relying on the
final regul ations.
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Inc. & Subs. v. Comm ssioner, T.C Meno. 2004-29. Accordingly,

we sustain respondent’s determ nation to disallow the expenses.

We have considered all remaining argunents the parties made
and, to the extent not addressed, we conclude they are
irrelevant, noot or neritless.

To reflect the foregoing,

Deci sion will be entered

for respondent.




