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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent determ ned a deficiency of
$211,979 in petitioner D. Richard Ishmael, MD., PCs 1995
Federal incone tax, and a deficiency of $140,025 in petitioner
M d- Del Therapeutic Center, Inc.'s Federal incone tax for the

t axabl e year ended April 30, 1995. Both petitioners petitioned
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the Court to redeterm ne the respective deficiencies. These
cases were consolidated for purposes of trial, briefing, and
opi ni on because they involve common questions of |aw and fact.

The deficiencies result fromrespondent's determ nation,
pursuant to section 446(b),! that petitioners nust use an accrual
met hod of accounting to report their taxable incone. The
ultimate issue to be decided is whether respondent abused his
authority under section 446(b) by requiring petitioners to change
fromthe cash recei pts and di sbursenents nethod of accounting
(the cash nmethod) to the accrual nmethod. In order to decide that
i ssue, we nust exam ne the rel ated question of whether
chenot herapy drugs and rel ated nedi cations (the drugs),
adm ni stered by petitioners to patients during the course of
medi cal treatnments, are merchandi se which nust be inventoried.
We hold that the drugs in question are not merchandi se and t hat
respondent abused his discretion under section 446(b) by
requiring petitioners to change fromthe cash nethod to the

accrual nethod of accounti ng.

Al section references are to the Internal Revenue Code in
effect for the taxable years in issue, and all Rule references
are to the Tax Court Rules of Practice and Procedure. For
conveni ence, all nonetary anounts have been rounded to the
near est doll ar.



FI NDI NGS OF FACT

Sone of the relevant facts have been stipulated and are so
found. The stipulation of facts is incorporated herein by this
ref erence.

Petitioner Md-Del Therapeutic Center, Inc. (Md-Del), and
petitioner D. R chard Ishmael, MD., PC (PC), are Cklahoma
corporations,? each of which operates a chenptherapy clinic in
the Okl ahoma City netropolitan area (collectively, the clinics).
On the dates the petitions in these consolidated cases were
filed, the principal place of business of Md-Del was in M dwest
Cty, lahoma, and the principal place of business of PC was in
&l ahoma City, Cklahoma. Dr. D. Richard Ishnmael, an oncol ogi st,
owns 100 percent of the stock of both Md-Del and PC. PCis Dr.
| shmael ' s personal service corporation, and Md-Del is a
subchapter C corporation, owned and managed by Dr. |shnmael.

The dinics in General

Petitioners' clinics have provi ded outpatient chenot herapy
treatnment to Dr. Ishmael's patients since 1988. Prior to 1988,
Dr. Ishmael adm ni stered chenotherapy treatnments to patients in
hospitals on an inpatient basis. By 1988, various drugs had been

devel oped to mtigate the severe nausea associated with

2M d-Del was incorporated in 1991, and PC was i ncorporated
in 1982.
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chenot herapy. These drugs enabled patients to receive
chenot herapy treatnments on an outpatient basis. Wen Mdicare
deci ded not to pay for inpatient chenotherapy under npst
ci rcunst ances, that decision effectively forced chenot herapy out
of hospitals and into outpatient clinics.

During the period in issue, PC enployed a staff of enpl oyees
consi sting of nurses, nursing assistants, |aboratory technicians,
physi ci an assistants, adm nistrative cl erks, pharnmacists,
phar macy technicians, and office mai ntenance workers. M d-De
had no enpl oyees, but instead used contract nursing services
| eased through the Cancer Care Network and paid a common
paymast er for doctors’ services and other |abor costs. PC
provi ded adm ni strative services, including bookkeeping and
billing, for both clinics. Md-Del paid PC an annual fee for
t hese adm nistrative services.

Treatnent of Patients

Many | ocal doctors referred patients to the clinics for
treatment of cancer, |upus, AIDS, and sone types of arthritis.
Dr. Ishmael schedul ed 2 days a week to see patients at each of
the clinics. As a general rule, he saw patients at the PC clinic
on Mondays and Wednesdays and at the Md-Del clinic on Tuesdays
and Thursdays. The clinics' hours were Monday through Friday,
from8 a.m to 5 or 6 p.m Chenotherapy treatnents were

adm ni stered at both clinics 5 days a week.
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On a patient's first visit, Dr. Ishmael exam ned the patient
in order to determ ne the proper chenotherapy treatnent (if any)
for that patient. Wen Dr. Ishnmael prescribed a chenotherapy
treatment, his order for the patient's individualized
chenot herapy treatnment was recorded in the patient's file, which
was maintained at the clinic where that patient received
treatnent. Once a patient was eval uated and a chenot her apy
regi mnen had been prescribed, the patient began regul ar, periodic
treatnents, which could continue for several nonths or years.

Dr. Ishmael wrote prescriptions for any drugs a patient needed
that were not adm nistered by the clinics.

Once a patient began a chenot herapy regi men, that patient
woul d see Dr. Ishmael approximately every 4 to 6 weeks for
reeval uation. However, patients generally did not see Dr.
| shmael each tine they canme to the clinic for treatnent. Wile a
doctor had to be available in the office to respond to nedi cal
enmer genci es during working hours, one was not required to be
present in the treatment roomwhile a chenot herapy treat mnent was
bei ng adm nistered. When Dr. |Ishmael was not avail abl e,
arrangenments wth other physicians ensured the availability of a
physician in the event of an energency.

Prior to every chenotherapy treatnent, a patient had bl ood
tests, which were perfornmed at the clinics upon the patient's

arrival. A nurse drew the blood to be tested, and a | ab
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technician perforned the tests at the in-office lab. Blood tests
were perfornmed in order to insure that the patient was not too
ill to receive the chenotherapy treatnent. |If a patient's blood
count indicated that the patient was too ill for the prescribed
treatment, a nurse would contact Dr. |shmael, who then m ght
prescri be a reduced dosage. Wen the test results indicated a
patient could receive his chenotherapy safely, the pharnaci st was
notified to prepare the appropriate chenotherapy treatnent for
the patient, as previously prescribed by Dr. Ishmael. M d-De
sent its orders for preparation of chenotherapy treatnents to the
pharmaci st at the PC clinic by fax machi ne and received the
prepared treatnments fromthe PC pharnmaci st via courier service.
Regi stered nurses adm ni stered the chenotherapy treatnents
and provi ded extensive counseling and education to patients
regarding their treatnments. The nurses spent a | arge anmount of
time counseling patients because of the profound psychol ogi cal
effects of chenotherapy treatnments. Admnistration of a
chenot herapy treatnent to a patient generally took 2 to 8 hours.
A few patients were equi pped with an apparatus which slowy
adm ni stered their treatnent over a period of days. O her
patients received drugs that required the nurse to sit with the
patient throughout the treatnent and closely nonitor the

adm ni stration of the drug and the reaction of the patient. Dr.
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| shmael frequently adjusted a patient's chenotherapy treatnment in
accordance with the patient's response to the treatnent.

The Chenot herapy Drugs and Ancillary Medications Used in
Treat nents

After a chenotherapy drug has been tested and scientifically
proven effective to treat a particular condition, it is approved
for use by the Food and Drug Adm nistration. Once a drug is
approved, it can be used to treat conditions other than those for
which it is approved because chenot herapy drugs nay be effective
against nmultiple fornms of cancer. For exanple, a drug approved
for use against ovarian cancer m ght be used to treat |ung
cancer, even though its use to treat |lung cancer is not an
approved use. Petitioners were not reinbursed by Medicare for
their use of approved drugs if the condition for which the drug
was adm ni stered was not an approved use, on the grounds that
such treatnents were experinental

Dr. Ishmael treated sone of his patients with drugs that
were not approved for a particular condition when he believed the
drug woul d hel p those patients, even though he knew t hat Medi care
or nongovernnental health insurance carriers (private insurers)
woul d not pay for costs associated with experinental treatnents.
Al t hough petitioners bore the cost of these treatnents, Dr.

| shmael authorized the treatnents when he felt that they were
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appropriate because his overriding concern was the welfare of his
patients.?
Dr. Ishmael, petitioners’ staff, and petitioners’ patients
vi ewed the chenotherapy treatnents, and the drugs used in those
treatnents, as nedical services, not as the purchase and sal e of
drugs.

The Phar nacy

PC nmai ntai ned an onsite pharmacy, where chenot herapy drugs
pur chased by both PC and M d-Del were stored and where a
phar maci st enpl oyed by PC m xed and prepared chenot herapy
treatnents; i.e., mxtures of chenotherapy drugs in prescribed
anounts, for both clinics. Chenotherapy drugs purchased by M d-
Del were accounted for separately and held in a separate area
from chenot herapy drugs purchased by PC. M d-Del paid PC a
monthly fee for PC s provision of pharmacy services to M d-Del.
Petitioners used approximately 85 different chenotherapy
drugs to treat patients. GCenerally, petitioners attenpted to
keep a 2-week supply of each drug on hand, although sone
chenot herapy drugs were ordered on an as-needed basi s.

Petitioners sonetines stocked up on a newy approved chenot herapy

3For exanple, Dr. Ishnmael prescribed an experinmental drug,
Taxotere, for a patient dying of lung cancer. The patient had
been doing very poorly and was getting ready to enter a hospice
program but Dr. |Ishmael persuaded her famly to allow himto
provide the treatnment. Treatnent continued despite a cost to the
clinic of $10,000 per week. The treatnment was successful.
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drug if they had a patient population that would benefit from
t hat drug.

PC s conmputer system kept a constantly updated record of
each clinic's stock of chenotherapy drugs and ancillary
phar maceuticals. Drug orders were placed automatically and
el ectronically by conputer when the onhand quantity of a
particul ar drug dropped to a predeterm ned m ni nrum bal ance.
Petitioners’ software only tracked drugs.

The shelf lives for chenotherapy drugs varied from about 6
months to 1 year in an unm xed state. A m xed or prepared
chenot herapy treatnent generally had to be used within 3 to 24
hours.

Billing and Rei nbur senment

Each tine a patient visited a clinic for treatnent, a nurse
conpl eted a charge sheet. The charge sheet was then used to bil
the patient or the party primarily responsible for paynent. The
charge sheet indicated the patient's diagnosis and the anounts of
chenot herapy drugs adm ni stered, as well as any other nedications
or procedures used in treating the patient on that day. After
the patient's treatnent for that day was conpl ete, the charge
sheet was forwarded to the billing departnent at PC to determ ne
the anbunt to be charged or billed.

Most clinic patients had Medicare or private insurance

coverage. For such patients, petitioners filed for paynent
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directly with Medicare or the insurance conpany.* Thus, nobst
bills were submtted to Medicare or private insurers.

I n accordance with Medicare regul ations and private
insurers’ requirenments, the submtted bills reflected the
specific drugs, and anounts thereof, adm nistered to each
patient. Each conpensable service and drug provided in the
course of chenotherapy treatnent was assigned a specific code for
billing purposes. The billing code for a particul ar chenot her apy
drug was referred to as its "J-code", which corresponded to a
specific drug and a specific anmount of that drug. A
m scel | aneous J-code was used for drugs that had not been
assi gned a specific J-code.

Petitioners' charges for chenot herapy drugs were based on
the drugs' average whol esal e price (AW), which was determ ned by
reference to the "Red Book", a publication that PC received
annually. To determ ne the anount charged for each drug, the
billing departnment nultiplied the AWP by a certain nultiple,
whi ch vari ed dependi ng upon whether the bill was being submtted
to a private insurer or Medicare. On the other hand, although

AW was the starting point used to cal culate the charges made for

“Only "Medicare providers" may bill Medicare directly.
Prior to 1995, petitioners were not "Medicare providers" and,
therefore, billed the patients directly. The patients then
submtted their bills to Medicare for reinbursenent. In 1995,
petitioners were “Medicare providers” and billed Medicare
directly for nedical services provided to covered patients.
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chenot herapy drugs for both Medicare and private insurers, the
rei mbursenent policies of the private insurers changed
frequently, affecting the amount that petitioners actually
collected and the predictability of the billing and coll ection
pr ocess.

Petitioners' bills also included charges for Dr. |Ishmael's
prof essi onal services,® adm nistration of the chenotherapy
treatnents, other supplies, mscellaneous nedications, and
| aboratory itens.

Det erm nations regardi ng rei nbursenment of charges were mde
by Medicare and private insurers on an itemby-item basis.

Medi care and the insurance conpanies took simlar positions
regardi ng sone itens. For exanple, neither Medicare nor the

I nsurance conpani es paid for unapproved chenot herapy treatnents.
Thus, petitioners were reinbursed for chenotherapy drugs used
during chenotherapy treatnents only if the drug admnnistered to
the patient had been approved for that specific therapeutic

pur pose.

The rei nbursenent policies of Medicare and the private
insurers with respect to other itens differed. For exanple, the
extra cost incurred by petitioners for a staff pharmacist to mx

t he chenot herapy treatnments was not specifically reinbursed by

M d-Del did not bill patients or insurers for Dr. Ishmael’s
prof essional services. |Instead, PC billed patients and insurers
for all of the doctor’s services, wherever provided.
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Medi care. Medicare did not reinburse petitioners for nondrug
supplies used in admnistering treatnents. Sone private
i nsurers, however, did cover these charges.

Wth respect to chenot herapy drugs, petitioners' clains for
rei mbursenment included only charges for chenot herapy drugs
prepared from petitioners' own supply and adm ni stered by
petitioners’ nursing staff to the patient.

When petitioners received a paynent from Medi care or an
i nsurance conpany, they also received an "Expl anation of
Benefits" (EOB), which detailed anbunts allowed and di sall owed as
to each specific charge and anobunts due (copay anmounts) from
secondary insurance or the patient as to each specific charge.
Petitioners routinely wote off disallowed charges as they
received EOB's fromthe insurance conpanies. Petitioners wote
of f the disallowed charges because agreenents with the insurance
conpani es prevented petitioners from seeking paynent for those
charges fromthe patients directly. Copay anounts were not
witten off as long as the patient continued to receive
treatnents, even if the patient was indigent or full paynent was
not otherw se expected. Petitioners kept daily, nonthly, and
annual summaries of charges, reinbursenents, and witeoffs.

When PC s billing office determned froman EOB that an
al | owabl e charge had been disallowed, a corrected bill or

expl anation was submtted, and the witeoff of the disallowed
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anount woul d be del ayed until a revised EOB was received. A
substantial percentage of the clains filed by petitioners with
Medi care and ot her insurance conpanies was rejected the first
time and had to be resubmtted.

Sone patients who did not have any nedical insurance
coverage or who could not afford their copaynents were treated at
the clinics. Dr. Ishmael expected these patients to pay whatever
they could afford. The business office usually tried to work out
sone sort of paynent schedule, even if the paynent would only
cover a small portion of the cost of treatnment. No attenpt was
made to charge only what a patient could afford or to wite down
an account in expectation of what ultimately m ght be coll ect ed.
Eventually, if an account showed no activity for an extended
period of time because a patient had died, left the area, or
ot her circunstances indicated that the account was whol |y
wort hl ess, petitioners wote off the entire account.

Nei t her petitioner had signs in its clinics that indicated
paynents shoul d be arranged before services were rendered.
Petitioners never charged interest or finance charges on patient
accounts. At least in part because of the patients' nedical
conditions, petitioners did not use aggressive collection

practices.



Accounti ng | ssues—Backqgr ound

It is a customary and accepted practice in the health care
industry for health care practitioners to use the cash nmethod of
accounting. PC used the cash nethod of accounting for both
i ncone tax purposes and for bookkeepi ng purposes and consistently
reported the drugs used in patient treatnents as supplies and not
as inventory. Wth the exception of its Federal incone tax
return for 1993, M d-Del used the cash nethod of accounting for
i ncone tax purposes and consistently reported the drugs used in
patient treatnments as supplies and not as inventory. M d-De
used the accrual nmethod of accounting for bookkeepi ng purposes.

PC reported the follow ng gross receipts, direct costs
associated with patient treatnents, and gross profit for the
t axabl e years ending April 30, 1993, 1994, and 1995, using the

cash nmet hod of accounti ng:

TYE Gross O her costs Gross Medi cal supplies and Medi cal
recei pts? profit drugs included in suppl i es and
other costs drugs as a

per cent age of
gross receipts

04/ 30/ 93 $1,519, 988 $425, 554 $1, 094, 434 $183, 136 12
04/ 30/ 94 2,106, 670 454,982 1, 651, 688 367,793 17
04/ 30/ 95 2,100, 440 513, 006 1,587,434 451, 976 22

1 Net of returns and al |l owances.
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M d-Del reported the follow ng gross receipts, direct costs
associated with patient treatnents, and gross profit for 1993,

1994, and 1995, using the cash nethod of accounti ng:

TYE Gross O her costs Gross Medi cal supplies and Medi cal supplies
recei pts? profit drugs included in and drugs as a
other costs per cent age of

gross receipts

1993

amended? $1, 849, 403 $643, 959 $1, 205, 444 unknown unknown
1994 2,469, 928 806, 510 1, 663, 418 $806, 510 33
1995 1, 780, 767 721, 944 1, 058, 823 721,994 41

1 Net of returns and all owances, for 1994 and 1995

2 Md-Del originally reported its incone for 1993 using an accrual nethod of
accounting. During an audit of its 1993 Federal incone tax return, Md-Del subnmitted
an anmended return reporting its income and expenses for 1993 using the cash nethod of
accounting. The audit was closed by agreenent using the figures reflected on the
amended return.

The conbi ned average annual gross receipts of both
petitioners for the 3 years ending wwth the taxable years in
issue was less than 5 mllion dollars.

For accounting purposes, Md-Del and PC each valued their
chenot herapy drugs and m scel | aneous nedi cati ons at actual cost.
As of taxable years ending April 30, 1994, and April 30, 1995,
PC s drugs on hand were val ued at $44,593 and $42, 143,
respectively. As of Decenber 31, 1994, 1995, and 1996, M d-Del's
drugs on hand were val ued at $37, 273, $60, 382, and $67, 634,
respectively.

Nei t her petitioner nmade any attenpt to mani pul ate i nconme or
expenses by deferring incone or paying unnecessary expenses at

the end of the taxable year.



The Notices of Deficiency

Foll ow ng an audit, respondent issued notices of deficiency
to each of the petitioners in which respondent determ ned that
t hey must use the accrual nmethod. The notices of deficiency
descri bed respondent’s determ nation as follows: “It is
determ ned the accrual nethod of accounting nore clearly reflects
i nconme than your current ‘Cash Basis’ nethod of accounting.”

OPI NI ON

Section 446(b) vests the Comm ssioner with broad di scretion

in determ ning whether a particular nethod of accounting clearly

reflects incone. See Knight-Ri dder Newspapers, Inc. v. United

States, 743 F.2d 781, 788 (11th Cir. 1984); Ansl ey- Sheppard-

Burgess Co. v. Comm ssioner, 104 T.C 367, 370 (1995); RLC I|ndus.

Co. v. Conm ssioner, 98 T.C. 457, 491 (1992), affd. 58 F.3d 413

(9th Cr. 1995). The Comm ssioner's determnation is entitled to
nore than the usual presunption of correctness. See Ansl|ey-

Sheppar d- Bur gess Co. v. Conm ssioner, supra; RLC Indus. Co. V.

Comm ssi oner, supra. Accordingly, the Conm ssioner's

interpretation of the "clear-reflection standard [of section
446(b)] 'should not be interfered with unless clearly unlawful.""

Thor Power Tool Co. v. Conmi ssioner, 439 U S 522, 532 (1979)

(quoting Lucas v. Anerican Code Co., 280 U.S. 445, 449 (1930)).

The taxpayer bears "a 'heavy burden of * * * [proof],'" and the

Conmi ssioner's determination "is not to be set aside unless shown
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to be "plainly arbitrary."" 1d. at 532-533 (quoting Lucas V.

Kansas Gty Structural Steel Co., 281 U S. 264, 271 (1930)).

The Comm ssioner's determ nation that a taxpayer's nethod of
accounting does not clearly reflect its income is given great
deference by this Court, but the Conmm ssioner may not require a
t axpayer to change from an accounting nethod which clearly
reflects income to an alternate nethod of accounting nerely
because the Conm ssioner considers the alternate nethod to nore

clearly reflect the taxpayer's incone. See Ansley- Sheppard-

Burgess Co. v. Commi ssioner, supra at 371

The i ssue of whether the taxpayer's nmethod of accounting
clearly reflects incone is a question of fact to be determ ned on
a case-by-case basis. See id. In reviewng the Conm ssioner's
determ nation that the taxpayer's nethod of accounting does not
clearly reflect income, the function of the Court is to determ ne
whet her there is an adequate basis in |law for the Conm ssioner's

conclusion. See RCA Corp. v. United States, 664 F.2d 881, 886

(2d Cr. 1981). Consequently, to prevail, a taxpayer nust prove
that the Conm ssioner's determ nation was arbitrary, capricious

or without sound basis in fact or law. See Kni ght-Ri dder

Newspapers, Inc. v. United States, supra; Ansl ey-Sheppard-Burgess

Co. v. Conmi ssioner, supra.

Sec. 471(a) provides:
SEC. 471. GENERAL RULE FOR | NVENTORI ES.

(a) General Rule.--Wenever in the opinion of the
Secretary the use of inventories is necessary in order
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clearly to determ ne the income of any taxpayer,
inventories shall be taken by such taxpayer on such
basis as the Secretary may prescribe as conform ng as
nearly as may be to the best accounting practice in the
trade or business and as nost clearly reflecting the
i ncone.

By regul ation, the Secretary has determ ned that inventories are
necessary in every case in which the production, purchase, or
sal e of nerchandise is an incone-producing factor in the

t axpayer's business. See sec. 1.471-1, Incone Tax Regs. Unless
ot herwi se authorized by the Comm ssioner, a taxpayer who is
required to maintain inventories nust use an accrual nethod of

accounting with regard to purchases and sal es of inventory. See

Asphalt Prods. Co. v. Conm ssioner, 796 F.2d 843, 849 (6th Cr

1986), affg. in part and revg. in part Akers v. Conm Ssioner,

T.C. Meno. 1984-208, revd. on another issue 482 U S. 117 (1987);
sec. 1.446-1(c)(2)(i), Inconme Tax Regs.

Respondent argues that the drugs at issue in this case are
mer chandi se, the purchase and sal e of which are income-producing
factors in petitioners’ businesses, and, therefore, petitioners
are required to use the accrual nethod of accounting to report
their taxable incone.® Petitioners take exception to respondent's
characterization of the drugs, countering that the drugs are

supplies used in the course of treating patients, with the result

Respondent does not argue in this case that Md-Del failed
to satisfy the book consistency requirenent. See sec. 446(a).
Respondent’ s argunents are directed solely to whether M d-Del had
inventories within the neaning of sec. 471.
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that, under their view, the regulations requiring use of the
accrual nethod are inapplicable. W agree with petitioners that
their drugs are not nerchandi se.
The term "nerchandi se" as used in section 1.471-1, |ncone
Tax Regs., enconpasses goods purchased in condition for sale,
goods awaiting sale, articles of commerce held for sale, and al

cl asses of comvopdities held for sale. See W/ Kkinson-Beane, |nc.

v. Comm ssioner, 420 F.2d 352, 354-355 (1st G r. 1970), affg.
T.C. Meno. 1969-79. Thus, itens are nerchandise if held for
sale. See id.

We recently held in a Court-reviewed opinion that
chenot herapy and ot her drugs, when used in the course of treating
patients, are not held for sale and, therefore, are not

mer chandi se. See Osteopathic Med. Oncol ogy & Henatol ogy, P.C. V.

Conmi ssioner, 113 T.C. 376 (1999). |In Osteopathic Med. Oncol ogy

& Hemat ol ogy, P.C., our holding was prem sed on our concl usion

t hat the chenot herapy drugs and ancillary nmedi cations were both

i nseparable fromthe nedical services provided to patients by the
t axpayer and subordinate to the nedical services provided. See
id. at 384-385.

As in Osteopathic Med. Oncol ogy & Hematol oqy, P.C., the

furni shing of drugs and other nedical supplies in this case is
i nseparabl e from and subordinate to the nedical services provided
by petitioners to their patients. See id. Patients cone to the

clinics to receive nedical treatnment fromDr. |shmael, not to
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purchase drugs per se. The drugs are admnistered to patients
during the course of their treatnent. At no point during the
treatnent process does a patient acquire title to the drugs or
exercise control over them A patient does not direct how or
when the drugs are adm ni stered, nor can a patient sinply
purchase the drugs for self-treatnment. Upon conpletion of each
treatnment, there is nothing left for a patient to acquire, sell,
or otherw se exert ownership rights over. Although there are

sone factual differences between this case and Osteopathic Md.

Oncol ogy & Hematology, P.C., the key operational facts for

pur poses of our determ nation of whether petitioners’
chenot herapy drugs constitute nmerchandi se are virtually

identical. W hold that this case is controlled by Osteopathic

Med. Oncol ogy & Henmtol ogy, P.C. and that, therefore, for

pur poses of section 1.471-1, Incone Tax Regs., petitioners’
chenot herapy drugs are not nerchandi se.

Respondent's determ nations in the notices of deficiency
regardi ng petitioners’ use of the accrual nethod do not state
that the determ nations were prem sed on respondent’s concl usi on

t hat the chenotherapy drugs are nerchandise.” On brief, however,

‘G her than respondent’s argunent that the drugs used by
petitioners are inventory requiring use of the accrual nethod,
respondent has not posited any reason why petitioners' use of the
cash nethod does not clearly reflect incone. |In fact,
respondent’s determination in the notices of deficiency in this
case, read literally, is only that the accrual nethod “nore
clearly reflects incone than your current ‘Cash Basis’ nethod of
accounting.” Inplicit in respondent’s determ nation as phrased

(continued. . .)
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respondent’s argunment as to why petitioners are required to use
the accrual nmethod is based solely on his position that the drugs
used by petitioners are nerchandi se that nust be inventoried.
Respondent does not dispute that petitioners’ use of the cash

met hod clearly reflects incone to the extent that the drugs are
not nerchandi se. Because we hold that petitioners' drugs are not
mer chandi se, it follows that petitioners are neither required to
mai ntain inventories with respect to their drugs by section
1.471-1, Inconme Tax Regs., nor required to use an accrual nethod

by section 1.446-1(c)(2)(i), Inconme Tax Regs. See Osteopathic

Med. Oncol ogy & Henmtol ogy, P.C. v. Conmi ssioner, supra at 391-

392.
We hold, therefore, that respondent abused his discretion
in requiring petitioners to change fromthe cash nethod of

accounting to an accrual nethod.

(...continued)
is the recognition that petitioners’ cash nmethod of accounting
does reflect their incone clearly, albeit not as clearly as the
accrual nethod. Although the |anguage used in respondent’s
noti ces of deficiency may be nothing nore than a verbal foot-
fault, or an ill-phrased attenpt to summari ze the requirenents of
sec. 471(a), respondent has offered no evidence to explain why
the determ nations were phrased as stated in the notices.
Al t hough the Conm ssioner’s determ nation that a taxpayer’s
met hod of accounting does not clearly reflect its incone is
entitled to great deference, the Comm ssioner may not require a
t axpayer to change froma nethod of accounting that clearly
reflects incone to anot her nmethod of accounting because the
Commi ssioner determnes that the alternate nethod will reflect
the taxpayer’s incone nore clearly. See Ansley-Sheppard-Burgess
Co. v. Conm ssioner, 104 T.C 367, 371 (1995).
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In light of our holding, we find it unnecessary to address
petitioners' additional assignnents of error.® W have carefully
considered all remaining argunents nmade by respondent for a
result contrary to that expressed herein, and to the extent not
di scussed above, we find themto be irrelevant or without nerit.

To reflect the foregoing,

Decisions will be entered

for petitioners.

8On brief, petitioners made several additional argunents in
support of their contention that respondent abused his
di scretion. Petitioners argued that the cash nethod clearly
reflected their incone, irrespective of whether inventories were
required by sec. 1.471-1, Incone Tax Regs.; that an audit of M d-
Del’s 1993 Form 1120 resulted in an authorization for M d-De
(and PC, by inmplication) to use the cash nethod; that sec. 448
permtted petitioners' continued use of the cash nethod, also
irrespective of whether merchandi se inventories were required,
and finally, that conputational errors were made in the sec. 481
adj ust nent .



