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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

COHEN, Judge: Respondent determ ned deficiencies in
petitioner’s Federal incone taxes as follows:

Docket No. 4425-00

Year Defi ci ency
1993 $4, 046, 998
1994 2,093,171

1995 822,274




1996 719, 096
Docket No. 8875-00

Year Defi ci ency
1997 $665, 458
1998 1, 036, 011

After concessions by the parties, the issue remaining for
decision is whether it was an abuse of discretion, under section
446(b), to require petitioner to capitalize and depreciate the
cost of the garnments and dust control itens used in petitioner’s
i ndustrial |aundry business.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT

Sone of the facts have been stipulated, and the stipul at ed
facts are incorporated in our findings by this reference. Unless
otherw se indicated, the facts and events contai ned herein
occurred during the years in issue.

Petitioner is a California corporation with its principal
pl ace of business in Irvine, California. Petitioner is in the
i ndustrial laundry business, which provides, |aunders, repairs
and mai ntains, and services garnents worn by the enpl oyees of
petitioner’s custoners. Petitioner offers industrial garnments

and dust control itens at about 20 locations in four States and
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offers clean roomgarnents at five locations in four States.
Petitioner has approxi mately 40,000 custoners and, at any point
intime, has mllions of garnents (industrial garnents and cl ean
room garnments) and dust control itens in service.

Petitioner’s principal source of revenue was from custoner
paynents that were received for rendering industrial |aundry
services. The principal cost of furnishing petitioner’s
i ndustrial laundry service was |abor. Qher costs included
supplies for cleaning and nerchandi se costs. The price of
petitioner’s service included consulting as to the proper type of
itenms, neasuring, picking up, cleaning, nending, size changes,
and delivery. The amount charged to the custoner was based on
the size of the account, estimated turnover, “under wash”,
proj ected wear, and conpetitive factors.

| ndustrial Garnents

Petitioner provided industrial garnents that included
shirts, pants, snocks, aprons, junpsuits, coveralls, protective
cover garnents, and “conpleted-to-wear” garnents. Petitioner
manuf actured some of the industrial garnments that it provided to
its custoners and purchased the remai nder from manufacturers.
| ndustrial garnments are worn by persons working in the
construction industries, repair services, factories, gas

stations, grocery stores, and retail establishnents.
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Ceneral ly, industrial garnents have a conpany | ogo and/or a
conpany nane on the garnent. Typically, garnents were al so
measured to fit the custoner’s enployees. In 1968, petitioner
swi tched from exclusively providing 100-percent cotton fabric
garnents to al so providing a 65-percent polyester and 35-percent
cotton blend fabric garnents. About 60 to 65 percent of the
industrial garnents involved in this case are made up of the
65- percent pol yester and 35-percent cotton blend fabric.

C ean Room Gar nents

Petitioner serviced manufacturing industries such as
el ectroni ¢ manufacturers, sem conductor manufacturers, and disk
drive manufacturers. |In a manufacturing type environnent, the
cl ean roomgarnent is designed to keep the particulate matter
fromcontam nating the product. Petitioner also serviced
medi cal , aerospace, pharnmaceutical, and bi onedi cal industries.
In these industries, the clean roomgarnent is designed to
protect the worker fromthe product or hazardous chem cal s.
Petitioner provided to its custonmers clean room garnents
that included highly specialized pol yester hoods, coveralls,
frocks, boots, snocks, |ab coats, gloves, and pol yurethane
W pers. Custoners that used clean room garnments required
garnents that were clean, that were free fromparticul ation, and
that nmet safety requirenents. Petitioner’s clean roomfacilities

removed soil particles not visible to the human eye, sterilized



- 5.
garnments using a radiation process, and dissipated the
el ectrostatic buildup from garnents.

Cl ean room garnments were nade according to the custoners
specifications, such as the fabric used and the style of the
garnment. Each garnent was cut to the specific size of the
enpl oyee. Sone of the garnents were personalized with | ogos or
enbl ens that were sewn or enbroidered directly onto the garnent.

Dust Control ltens

Dust control itenms that were provided by petitioner included
towels, linens, mats, and nops. Petitioner did not manufacture
any dust control items. Dust control itenms were not necessarily
returned to the sane custoner for reuse.

Towel s that were provided by petitioner included shop
towel s, painter’s towels, machinist’s towels, food towels, bar
mops, dish towels, glass towels, and huck towels. Linens that
were provided by petitioner included massage towels, bath towels,
and roll towels. Towels that start out as the sane itemwere
used in different categories. For exanple, towels could be used
in food service and restaurants to clean tables or to clean
grills, used in gas stations to clean w ndshields, or used by the
printing industry to wi pe down equi pnent. Towels were used by
different types of custoners as the condition deteriorated. Used

towels, no longer in a condition to continue in service in one
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towel category, were dyed and placed in service in a different
towel category.

Petitioner provided mats that were either rubber-backed or
cotton. On several occasions, mats were wi thdrawn from service
after a couple of nonths for defects in manufacture such as side
seamtears that nade the mats unsafe and fibers fromthe mats
that shed onto custoners’ floors.

Garnments Placed in Service

Petitioner’s policy was to place a tag inside each garnent
that it manufactured. The information provided on the tag
i ncluded petitioner’s name and | ogo, the fabric from which the
garnment was nmade, and the nonth and year that the garnment was
manuf act ur ed.

The placing of garnents and dust control itenms in service
was a common and frequent event in petitioner’s business. At the
time that a garnment was placed in service, petitioner’s policy
was to insert another tag inside the garnent that identified the
mont h and year that the garnent was placed in service, the
custoner nunber, the enpl oyee nunber of the person who was to
wear the garnent, and the truck delivery route. Petitioner began
usi ng bar code tags on sone of its clean roomgarnents during
ei ther 1992 or 1993 and on sonme of its industrial garments during

late 1997. |If a prior tag fell off, was illegible fromwear and
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tear, or a route change occurred, the tag would be replaced and
bear the placed-in-service date fromthe original tag.

Petitioner maintained a garnent tracking system The
garnment control |ist was used by delivery personnel to quantify
and verify the nunber of garnents being picked up, processed, and
delivered. The garnment control list did not provide information
on what happened to particular garnents other than the driver’s
notes regarding itens that were damaged. Even for garnents with
bar codes, the data for the garnent tracking system were
i nconpl ete because sone bar codes fell off, were illegible, or
were nutil at ed.

Garments Wt hdrawn From Service

The renoval of garnments and dust control itens from service
was a continuous process. Garnents and dust control itens could
be renoved from service for a physical reason or for a reason
ot her than physical stress to the garnent.

I ndustrial garnents were withdrawn from service for physica
reasons that included garnents with paint, torn garnents,
garnments with cuffs cut off, pants cut into shorts, sleeves cut
off shirts, garnments with pockets ripped off, and garnents with
graffiti. Certain industries such as roofers, carpet |ayers,
pl unbers, and wel ders were very hard on the garnents and garnents
were often heavily soiled and stained. The heavily soiled and

stai ned garnments were washed in harsh chemcals, in extrenely hot
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water, in |arge 800-pound | oads, and were dried at hot
tenperatures. This |aundering process would renove nost of the
stains, but the process was detrinental to the fabric.

Cl ean room garnments were renoved from service and repl aced
for physical reasons such as: (1) The garnment did not neet the
custoner’s requirenents; (2) the garnent had sone physical danage
or defect that was caused by the custoner; (3) the condition of
the garnment was deteriorated beyond the normal wear and tear;

(4) the garnment failed to neet quality assurance testing; or

(5) the garnment had a manufacturing defect. Also, garnents were
destroyed by the custoner for safety reasons when bi ohazar dous
chem cals were spilled on them

Reasons, other than physical stress to the garnment, that a
garnment woul d be renoved from service include: (1) A decrease in
a custoner’s manpower, (2) a custoner’s going out of business or
becom ng bankrupt, (3) normal turnover in a custoner’s enpl oyees,
(4) a change in an enployee’s size, (5) a change in a custoner’s
identifying color or inmage, (6) a canceled contract or the
contract termexpired, (7) a custoner changed to a newer fabric,
or (8) a custoner’s requirenents changed.

A garnment that was taken out of service was usually sent to
one of petitioner’s supply roons for evaluation. Danmaged
garnments m ght be repaired and placed back in service or could be

used pursuant to another contract. GCenerally, garnments w thdrawn
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fromservice were difficult to reuse because custoners preferred
new garnents and did not want to wear used clothes. Garnents
that were withdrawn fromservice were: (1) Donated to charity,
(2) sold for scrap, (3) discarded, or (4) stored in petitioner’s
st ockr oom

Servi ce Rental Agreenent

Petitioner used two standard formcontracts, both titled
“Service Rental Agreenent”, when negotiating its services to
furni sh, clean, pick up, and deliver garnments and dust control
itens wth custoners.

The Service Rental Agreenents included a repl acenent
provi sion that charged the custonmer for damages. The contract
st at ed:

3. REPLACEMENT: In the event of damage to

wear i ng apparel by CUSTOVER, reasonable wear excepted,

CUSTOVER shal | pay PRUDENTIAL’s repl acenent val ue |ess

depreciation of 2% of the replacenent value for each

month in service. Total depreciation is not to exceed

80% of replacenent value. * * *

Petitioner’s managenent believed that the replacenment provision
provi ded custonmers with an incentive to care for the itens and
deterred custoners from m susing the itens.

The Service Rental Agreenents set the termof the contract
at 60 nonths. The length of a clean room garnent contract was

generally 60 nonths. The typical |length of an industrial garnent

contract was 36 nonths.
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The ternms of an actual agreenent could vary fromthe
Service Rental Agreenent. Terns that were nost frequently
changed were the length of the agreenent, the right to
cancel |l ati on, the replacenent charges, and/or the terns of
paynment. Quite frequently, the contract would not be used with
petitioner’s very large custoners, who instead used their own
| egal counsel to draft and negotiate the terns of the contract.

Laboratory Tests

Petitioner had several testing | aboratories at which
petitioner tested its fabrics and garnents. Fabric tests were
conducted by petitioner to conpare fabrics and to qualify new
fabrics for use in petitioner’s garnents. The tests perforned by
petitioner’s quality assurance test |aboratories included
wash- and-wear cycle tests, fabric tests, body box tests, and wash
tests. An “ASTM test and a “Hel nke Druni test were designed to
measure particulate contam nation present in a garnent. O her
tests that were perfornmed were an abrasion test, a noisture vapor
transm ssion test, and specific tests for certain fabrics used in
medi cal markets.

Subsequent to the years in issue, petitioner nmade
representations on its Wb site regarding the perfornance
characteristics of the fabrics that it used in its clean room
garnments. In particular, petitioner represented that garnents

made of certain fabrics were tested in up to 100 wash-and- wear
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test cycles “or the equivalent of up to four (4) years of garnent
service life”.

Fi nanci al and Tax Accounti ng

Petitioner maintained its books and records using the
accrual nethod of accounting for financial accounting and tax
accounting purposes. Petitioner’s fiscal year ended on the | ast
full business week of the cal endar year, and petitioner’s tax
year ended on Decenber 31.

Petitioner’s audited financial statenents explain the nethod
that petitioner used to account for the cost of its nerchandise
as follows:

The Conpany charges to expense the cost of manufactured

and purchased garnents and other rental merchandi se

when placed in service. Purchased garnents are

i ncluded in prepaid expenses * * *,

Petitioner used this nethod consistently fromyear to year and

for nore than 30 years.

Prior Tax Audits

In 1968, respondent conducted an exam nation of petitioner’s
Federal inconme tax returns for 1966 and 1967 and required that
petitioner change the nethod by which the cost of the garnments
and dust control itens was deducted. Respondent required
petitioner to treat one-half of the cost of purchases during the
nmont h of Decenber as inventory on hand at the end of the year.
This nethod was neant to approxinate a deduction for when itens

are placed in service rather than when purchased or manufactured.
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Petitioner used this nethod for purposes of preparing its Federal
i ncone tax returns for 1968 through the years in issue.

Respondent conducted audits of petitioner’s Federal incone
tax returns for 1971, 1972, 1974, 1975, 1991, and 1992, and no
change or adjustnment was nmade with respect to petitioner’s nethod
of deducting the cost of garnments and dust control itens when
pl aced in service. During the audit for the years in issue, an
enpl oyee of petitioner stated to the auditing agent, in the words
of the auditing agent:

they didn't want any contract to be less than five

years, because the cost of these garnents was so nuch,

and the materials lasted so long that they—and they

were all made to specific order, that if you stopped

your contract, they had nothing-—-they had nowhere to
put these uniforns, because it was nmade to each client.

* * %

Anot her enpl oyee stated to the auditing agent that, “with just a
little repair”, sone of the mats could |last nore than 10 years.

Noti ces of Deficiency

In the notices of deficiency, respondent “determ ned that
* * * [petitioner] used an unal |l owabl e nethod to value * * *
inventory and to conpute * * * Cost of Goods Sold”. The
deficiency anounts cal cul ated by respondent reflected a
determ nation that the industrial garnents had a useful life of
between 2 and 4 years and were 3-year class property; the clean
roomgarnments had a useful |life of between 4 and 10 years and

were 5-year class property; the dust control itens, other than
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towels, had a useful life of between 4 and 10 years and were
5-year class property; and the towels had a useful life of nore
than 1 year but less than 4 years and were 3-year class property.
Respondent’ s adj ust ment conputati on schedul es explain the
adj ust nrents nmade by respondent:

Since it has been determ ned that the taxpayer is
not in the business of selling goods, but rather is in
t he business of renting assets, the assets, the Cost of
Goods Sold will be adjusted to reflect this. The cost
of acquiring the rental assets will be capitalized and
depreciated in accordance with Section 168. The basis
of goods sold or disposed of will be currently
deducti ble. Any period costs will also be allowed as a
current deducti on.

* * * * * * *

In order to determ ne the anpbunt of assets that were 3
year assets (Garnments) from assets which are five year
assets (nops, mats) of the total inventory clainmd we
have done an all ocati on.

Taking the total Purchases for * * * [the year], and
noting the %[ percentage] that was garnents, mats, etc.
we have determ ned the allocation percentage.

Respondent’ s adj ust ment conputation schedul es also briefly
descri be respondent’s basis for determ ning the useful lives of
the garnments and dust control itens:

Taking into consideration only the assets that are
being put into service during the taxable year, and the
useful life to the corporation, we have determ ned that
there is not one class |ife, but two, garnents, which
are subjected to washing, wear and tear, obsol escence,
change in custoner size, etc have a life of 3 years, as
substantially shown via the three year contracts

i ssued.

However, per the testinony of the plant manager the
cl ean room garnents are expected to |last at |east five
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years. Verified by the normal five year contract the
garnments * * * [are] priced so that the expense of
obtaining the rental is recovered with a five year
rental program

Dust control itenms, consisting of mats and nops, have
al so been showmn to have a life of five years. * * *

OPI NI ON

Al though not explicitly stated in the notice of deficiency,
the deficiency anmounts reflect adjustnents that would require
petitioner to capitalize the cost of the garnments and dust
control itens that it used in its industrial laundry business and
to depreciate the cost of the itens over the useful lives that
were determ ned by respondent.

The issue presented is whether it was an abuse of
respondent’ s di scretion, under section 446(b), to require
petitioner to change its nethod of accounting.

The term “net hods of accounting” includes not only the
overall nethod of accounting of the taxpayer but also the
accounting treatnent of any item Sec. 1.446-1(a)(1l), Inconme Tax
Regs. A correction to require depreciation in lieu of a
deduction for the cost of a class of depreciable assets that had
been consistently treated as an expense involves the question of
the proper timng of an itemand is to be treated as a change in
nmet hod of accounting. Sec. 1.446-1(e)(2)(ii)(b), Incone Tax
Regs. Thus, respondent’s determ nation that petitioner nust

capitalize the cost of the garnents and dust control itens
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reflects the exercise of the broad discretion of the Conm ssioner
under section 446(b) to inpose a change in petitioner’s nethod of
accounti ng.
Section 446 provides:
SEC. 446. CGENERAL RULE FOR METHODS OF ACCOUNTI NG
(a) General Rule.— Taxable incone shall be
conput ed under the nethod of accounting on the basis of
whi ch the taxpayer regularly conputes his inconme in
keepi ng hi s books.
(b) Exceptions.—1f no nethod of accounting has
been regularly used by the taxpayer, or if the nethod
used does not clearly reflect incone, the conputation
of taxable inconme shall be nmade under such nethod as,
in the opinion of the Secretary, does clearly reflect
i ncone.
Section 446(b) vests the Comm ssioner with broad discretion in
determ ning whether a particular method of accounting clearly

reflects incone. See Conmmi ssioner v. Hansen, 360 U.S. 446, 467

(1959); Knight-Ri dder Newspapers, Inc. v. United States, 743 F.2d

781, 788 (11th Cir. 1984); Ansley-Sheppard-Burgess Co. v.

Comm ssioner, 104 T.C 367, 370 (1995); RLC Indus. Co. V.

Comm ssioner, 98 T.C. 457, 491 (1992), affd. 58 F.3d 413 (9th

Cr. 1995).
In general, a nethod of accounting clearly reflects incone
when it results in accurately reported taxable incone under a

recogni zed net hod of accounting. RLC Indus. Co. v. Conm Ssioner,

supra at 490. A nethod of accounting will ordinarily be regarded

as clearly reflecting incone when the nethod reflects the
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consi stent application of generally accepted accounting
principles in a particular trade or business, is in accordance
wi th accepted conditions or practices in that trade or business,
and provides that all itens of gross incone and expenses are
treated consistently fromyear to year. Sec. 1.446-1(a)(2),
| ncone Tax Regs. A taxpayer’s nmethod of accounting is generally
acceptabl e where the nethod is in conpliance with the underlying
regul ations of the Code. Sec. 1.446-1(c)(1)(ii)(C, Incone Tax

Regs.; see, e.g., Frysinger v. Conm ssioner, 645 F.2d 523 (5th

Cr. 1981), affg. T.C. Meno. 1980-89; RLC Indus. Co. V.

Conmi ssi oner, supra; Van Raden v. Conmissioner, 71 T.C. 1083

(1979), affd. 650 F.2d 1046 (9th Cr. 1981). “[I]f the taxpayer
succeeds in showing that the method it chose clearly reflects its
i ncone, then respondent does not have discretion to disturb that

choice.” Peninsula Steel Prods. & Equip. Co. v. Conni ssioner, 78

T.C. 1029, 1045 (1982); see Photo-Sonics, Inc. v. Conm SSioner,

357 F.2d 656, 658 n.1 (9th Gir. 1966), affg. 42 T.C. 926 (1964):

Bay State Gas Co. v. Comm ssioner, 75 T.C 410, 417, 423 (1980),

affd. 689 F.2d 1 (1st Cr. 1982). Petitioner nmaintains that its
met hod of expensing the cost of the garnments and dust control
itens when placed in service clearly reflects the incone and
expenses of its industrial |aundry business because the nethod
reflects the consistent application of generally accepted

accounting principles, the nethod is an accepted practice in the
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i ndustrial laundry business, the method treats the expense of
garnments and dust control itens consistently fromyear to year
and the nethod uses a reasonabl e approxi mati on of useful life
that is provided for in the regulations of the Code.
Consequently, petitioner argues that it was an abuse of
respondent’s discretion to require petitioner to change its
met hod of accounti ng.

Respondent contends that petitioner’s method of accounting
for the cost of the garnents and dust control itens is not in
conformance with the Code or regulations and that the
capitalization and depreciation of garnents and dust control
itens wll clearly reflect the income of petitioner’s business.
Respondent maintains that the useful life of garnments and dust
control itenms used in petitioner’s business is greater than a
year, and, thus, the cost of the itens placed in service should
be capitalized under section 263 and depreci ated over the useful
life of each asset cl ass.

Section 263 prohibits deductions for capital expenditures.
See al so sec. 1.263(a)-1(a), Incone Tax Regs. Capital
expendi tures include the cost of acquisition, construction, or
erection of buildings, machinery and equi pnment, furniture and
fixtures, and simlar property having a useful |ife substantially

beyond the taxable year. Sec. 1.263(a)-2(a), Inconme Tax Regs.
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Petitioner argues that its garnments and dust control itens
are materials and supplies that are consuned wthin the year that
they are placed in service, and thus the cost of these itens are
ordinary and necessary to the operation of its industrial |aundry
busi ness and are properly expensed when placed in service under
section 162 and section 1.162-3, Incone Tax Regs.

Supplies used in the taxpayer’s trade or business are anpbng
the itens included in business expenses. Sec. 1.162-1(a), |ncone
Tax Regs. Section 1.162-3, Incone Tax Regs., provides that
taxpayers carrying materials and supplies on hand shoul d include
i n expenses the charge for materials and supplies only in the
anount that they are actually consuned and used in operation
during the taxable year for which the return is made.

Petitioner argues, in the alternative, that, even if
required to capitalize the cost of the garnents and dust control
itenms under section 263, the useful life of the garnents and dust
control itenms was less than 1 year or not substantially in excess
of 1 year and would be fully depreciable in the year placed in
servi ce.

Section 167(a) generally allows as a depreciation deduction
a reasonabl e al |l owance for the exhaustion, wear and tear, and
obsol escence of property used in a trade or business. Any
reasonabl e and consistently applied nmethod of conputing

depreci ation may be used or continued in use. Sec.



- 19 -
1.167(b)-0(a), Income Tax Regs. The taxpayer need only nake a
reasonabl e approxi mati on of the useful life of an asset that
bears a reasonable relationship to the taxpayer’s business
practice; absolute certainty is not required. Anes v.

Conm ssi oner, 626 F.2d 693, 695-696 (9th G r. 1980), affg. T.C

Meno. 1977-249; Banc One Corp. v. Commi ssioner, 84 T.C. 476, 499

(1985), affd. w thout published opinion 815 F.2d 75 (6th Cr
1987). The useful life, not the physical life, is relevant.

Ames v. Conm ssioner, supra at 695-696; Elec. & Neon, Inc. v.

Commi ssioner, 56 T.C 1324, 1334 (1971), affd. w thout published

opinion 496 F.2d 876 (5th G r. 1974). The useful life of an
asset has been defined as the “period for which it may reasonably
be expected to be enployed in the taxpayer’s business.” Massey

Motors, Inc. v. United States, 364 U S. 92, 107 (1960); Hertz

Corp. v. United States, 364 U S. 122, 124 (1960); see al so sec.

1.167(a)-1(b), Income Tax Regs. In petitioner’s business, the
useful life of an item begins when the itemis placed in service
and ends when the itemis withdrawn from service, regardl ess of
t he physical condition of the item

“IT] he determ nation of the useful life of an asset and the
other estimates utilized in conputing depreciation nust be based
upon facts existing as of the close of the taxable year in

i ssue.” Banc One Corp. v. Conmi ssioner, supra at 499-500; see

al so sec. 1.167(b)-0(a), Incone Tax Regs. Sone factors to



- 20 -

consider in determning estimated useful life include exhaustion;
wear and tear or decline fromnatural causes; obsol escence;
econom ¢ changes; inventions; current devel opnents in the
i ndustry and the taxpayer’s trade or business; climtic or other
| ocal conditions peculiar to the trade or business; and the
taxpayer’s policy as to repairs, renewals, and replacenents.
Sec. 167; sec. 1.167(a)-1(b), Incone Tax Regs.

The taxpayer is responsible for establishing the
reasonabl eness of the deduction for depreciation. Sec. 1.167(b)-
O(a), Incone Tax Regs. GCenerally, depreciation deductions so
claimed will be changed only where there is a clear and
convi ncing basis for a change. |[d.

The parties disagree on the useful |ife of the garnents and
dust control itens. Petitioner contends that it nmade a
reasonabl e approxi mation of the useful life of its garnments and
dust control itens based on its business practices and that there
was no clear and convincing basis for a redeterm nation of the
useful life by respondent. Petitioner approximated that the
useful life of its garnents and dust control itens was | ess than
1 year or not substantially in excess of 1 year.

The useful |ife determ ned by respondent was 4 to 10 years
for mats, 4 to 10 years for nops, 1 to 4 years for towls, 2 to
4 years for industrial garnents, and 4 to 10 years for clean room

garnents. Respondent primarily relies on an expert report and
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the terns in petitioner’s typical Service Rental Agreenent to
support the redeterm nation of the useful life.

Based on the evidence and the facts known to petitioner’s
managenent during the years in issue, we are persuaded that
petitioner did make a reasonabl e approxi nmati on of the useful life
of the garnments and dust control itens and that the approxi mation
was based on a reasonable relation to its business practice. The
foll ow ng factors support petitioner’s approximtion of the
useful life of its garments and dust control itenms: (1) The
pl aci ng of garnents and dust control itens in service was a
common and frequent event in petitioner’s business; (2) the value
of the garnents becanme negligible when placed in service because
the garnments were, generally, custom designed, neasured to fit
custoners’ enployees, and marked with a conpany’ s nane or | ogo;
(3) the renoval of garnents and dust control itens from service
was a continuous process in petitioner’s business; (4) garnents
and dust control itenms were withdrawn from service for various
physi cal reasons; (5) industrial garnents were subject to
continual wear and tear fromthe harsh and hazardous environnments
in which they were worn and fromthe | aunderi ng process;

(6) clean roomgarnents were withdrawn fromservice if, through
wear and tear, defect, or damage, they no |onger nmet a custoner’s
strict quality control requirenents; (7) garments and dust

control itens were withdrawn from service for reasons not rel ated
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to exhaustion of their physical |ife such as obsol escence,
contract cancellations or term nations, enployee turnover, change
in an enpl oyee’ s size, and custoner design changes; and

(8) garnents and dust control itens that were renoved from
service for reasons other than physical damage were difficult to
reuse in petitioner’s business.

Respondent mai ntains that petitioner has produced no
guantifiabl e evidence and has had several years to docunment the
correctness of its approximtions. Respondent argues:

(1) Petitioner had sufficient tinme to produce its own study that
woul d determ ne the useful |ife of the garnents and dust control
itenms and should not rely on industry experience, (2) petitioner

| abel ed its garnments and mai ntai ned a garnment tracking system and
shoul d be able to docunent the useful |life of the garnents placed
in service without an additional record keepi ng burden,

(3) petitioner had test |aboratories in which to performtests to
determ ne the useful life of the garnents and dust control itens,
(4) petitioner represented to its custoners in the years
subsequent to the years in service that certain clean room
garnments could have a service life of up to 4 years, and (5) the
life of the 65-percent pol yester and 35-percent cotton garnents
was |longer than the Iife of the 100-percent cotton garnents used

in 1968.
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Petitioner was not required to determne with absolute
certainty the useful life of the garnents and dust control itens;
rather, petitioner was permtted to make reasonabl e
approxi mations of the useful life of the itens based on a
reasonabl e relationship to petitioner’s business practices.

Respondent’ s argunents do not overcone petitioner’s evidence
t hat supported the reasonabl eness of its nethodol ogy.
Petitioner’s garnment tracking systemwas used to track the
processi ng of garnments, but it did not provide infornmation on the
service life of each garnent. Petitioner’s witness testified
that the tracking of mllions of garments and dust control itens
in service would not have been adm nistratively or economcally
feasible. Any l|laboratory test, whether or not conducted, would
have produced results that docunented the durability of a fabric
or garnent, and, thus, the test results would reflect the
physical |ife of the garnment, rather than the useful life.
Petitioner’s representations that certain clean room garnents
could have a service life of up to 4 years were nmade subsequent

to the years in issue, see Banc One Corp. v. Conm ssioner, 84

T.C. at 499-500, and do not take into account the nonphysical
events that caused a garnent to be wthdrawn from service.

As to petitioner’s use of the 65-percent polyester and
35-percent cotton garnents, petitioner’s industry expert

expl ained that the industry did not use the 65-percent polyester
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and 35-percent cotton garnent for its durability. Petitioner’s
corporate publication explains that its switch to a 65-percent
pol yester and 35-percent cotton blend fabric allowed it to
provi de colorful and attractive apparel. Again, the physical
life of the garnment does not determ ne the useful life of the

garnment. Anes v. Conm ssioner, 626 F.2d 693, 695-696 (9th G r

1980), affg. T.C. Meno. 1977-249; Elec. & Neon, Inc. v.

Conmi ssioner, 56 T.C. at 1334.

Respondent relies on his expert report that concludes that
the “average service |ife” of petitioner’s garnments and dust
control itenms is greater than 1 year. The conclusions are based
on a random statistical sanple consisting of garnments and dust
control itens examned during a visit to petitioner’s facilities
in 2001. The population for the statistical sanple consisted of
all itens |located at three of petitioner’s facilities on the day
of the visit. The statistical sanple taken was based on the
assunption that the ages of the itens within each facility were
randomy shuffled. Itenms mssing tags or tags with dates that
were too worn to read were renoved fromthe sanple.

Using the data collected, estimates of the nmean and nedi an
age were determ ned for each category based on a 95-percent
confidence interval. The nedian age of the sanple of mats from
the active area of the Cerritos facility was 641 days. The

medi an age of the sanple of industrial garnments fromthe active
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area of the Carson facility was 562 days. The nedi an age of the
sanpl e of clean roomgarnents fromthe Bandini Boul evard facility
was 422.5 days.

Respondent’s expert report is unreliable and not useful
because the conclusions reflect an average physical age, rather
than the average service life (i.e., useful life). The
statistical sanple used the manufacture date of the itens, rather
than the placed-in-service date. The general comrents to
respondent’ s expert report state:

Sonme itens * * * had two |abels with different

dates. One was assuned to be the date at which the

item was manufactured, and the other the date at which

the itemwas placed in service for the current

contract. It was sonetinmes difficult to tell which was

which. This analysis always uses the ol dest of the

dates * * *,

Here, the ol dest date on the |abel reflected the manufacture date
rat her than the placed-in-service date. The sanple also included
itens that were not yet placed in service and itens that were

w thdrawn fromservice. |In any event, even if the sanple that
was taken were valid and the conclusions could be relied on, the
expert’s conclusions as to the nedi an physical age of the
garnments and dust control itens do not support the useful |ives
determ ned by respondent that would require petitioner to
depreciate the itens over either 3 years or 5 years. Rather, the

concl usi ons woul d be supportive of and nore consistent with

petitioner’s approximtions.
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Respondent asserts that the replacenent clause in
petitioner’s Service Rental Agreenent is evidence that petitioner
estimated the average useful life to be 50 nonths. The
replacenent provision in the Service Rental Agreenent is not
determ native of the useful |ife of the garnents and dust control
items. We are persuaded that the provision was used by
petitioner as an incentive for custoners to care for the garnents
and to prevent custoners from m susing the garnents and dust
control itenms. Normal wear and tear, however, would reduce the
useful life of the garnents.

When respondent conputed the deficiency anmounts, respondent
based the useful life of the garnments and dust control itens on
the length of the service contract, which was 3 years for
i ndustrial garnments and 5 years for clean roomgarnments. The
length of the termof the service contract is not a good
i ndication of the useful |life of the garnents and dust control
itens, because the contract had a provision for the repl acenent
of itenms and the |length of the agreenent could be changed in

negoti ations. See Anes v. Conm ssioner, supra (the useful life

of | easehold inprovenents was the estimated life wthout regard
to the length of the |ease tern).

We concl ude that petitioner has shown that its approxi mation
of the useful life of the garnments and dust control itens was

reasonabl e and was based on a reasonable relationship to its
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busi ness practices. Petitioner’s treatnment of the garnents and
dust control itens as consunmable materials and supplies and
petitioner’s nethod of deducting the costs of these itens in the
taxabl e year that they were placed in service are consistent with
the regul ations, section 1.162-3, Income Tax Regs. See sec.
1.466-1(c)(1)(ii)(C, Inconme Tax Regs.

We al so conclude that petitioner has denonstrated that its
met hod of expensing the garnments and dust control itens when
pl aced in service results in a clear reflection of inconme under
section 446 and section 1.446-1(a)(2), Incone Tax Regs. Several
factors influence our decision.

For nore than 30 years, petitioner’s taxable income was
conput ed under the sane nethod of accounting that petitioner used
to conmpute its incone for financial accounting. See sec. 446(a).
Petitioner has also consistently used the sane nethod for tax
pur poses since 1968, when it changed its nethod in response to an
exam nation conducted by respondent. See Rev. Rul. 69-81, 1969-1
C.B. 137 (the deducting of rental itens when placed in service is
an acceptabl e nethod of accounting for Federal incone tax
pur poses where an industrial laundry using the accrual nethod of
accounting is engaged in the rental service of towels, garnents,
gl oves, linens, and business shirts that have a useful |ife of

12 nonths or less); see also sec. 446(b); Ansl ey- Sheppard-Burgess
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Co. v. Commi ssioner, 104 T.C at 375; sec. 1.446-1(a)(2), Incone

Tax Regs.; sec. 1.466-1(c)(1)(ii)(C, Incone Tax Regs.
According to petitioner’s expert report and audited
financial statenents, petitioner’s nmethod is “in all material
respects * * * in conformty with generally accepted accounting
principles.” See sec. 1.466-1(c)(1)(ii)(C, Incone Tax Regs.;

see al so Van Raden v. Commi ssioner, 71 T.C. 1083, 1104-1105

(1979), affd. 650 F.2d 1046 (9th Cr. 1981); sec. 1.446-1(a)(2),
| nconme Tax Regs. Also according to petitioner’s industry
experts, petitioner’s nmethod is in accordance with the accepted
practices in its trade or business. See sec. 1.446-1(a)(2),

| ncone Tax Regs.; see also Mdlsen v. Conm ssioner, 85 T.C. 485,

506 (1985); Madison Gas & Elec. Co. v. Conmmi ssioner, 72 T.C 521,

556 (1979), affd. 633 F.2d 512 (7th G r. 1980); Auburn Packing

Co. v. Commi ssioner, 60 T.C. 794, 799 (1973); Sam W Enerson Co.

v. Comm ssioner, 37 T.C 1063, 1068 (1962).

The Conmm ssioner cannot require a taxpayer to change from an
accounting nethod that clearly reflects incone to an alternate
met hod of accounting nerely because the Comm ssioner considers
the alternate method to reflect income nore clearly. Ansley-

Sheppar d- Bur gess v. Conm ssi oner, supra at 371; Ml sen v.

Conmi ssi oner, supra at 498; Peninsula Steel Prods. & Equip. Co.

v. Conm ssioner, 78 T.C. at 1045; Bay State Gas Co. V.

Comm ssioner, 75 T.C. at 422. Respondent’s proposed change to
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petitioner’s Iong and consistently used nethod was based on
i sol ated statenents nade by petitioner’s enployees during the
course of the audit and was pursued based on puffing on

petitioner’s Wb site. The statenents, however, related to

physical life. The statenents were overcone by convincing
evi dence that the useful lives of the itens used in petitioner’s
busi ness were far less than the useful |ives determ ned by
respondent and that the useful |ives were reasonably expected to

be not substantially in excess of a year. W concl ude that
respondent’s determi nation was arbitrary or without a sound basis
in fact or law, and, thus, was an abuse of discretion under
section 446(b).

We have carefully considered all of the remaining argunents
t hat have been made by the parties for a result contrary to those
expressed herein, and, to the extent not discussed above, they
are irrelevant or without nerit.

To reflect the foregoing and concessions of the parties,

Decisions will be entered

under Rul e 155.




