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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVI N, Judge: Respondent determ ned deficiencies in
petitioner's Federal incone tax and accuracy-rel ated penalties as

foll ows:



Penal ty
Year Defi ci ency Sec. 6662
1990 $433, 706 $86, 741
1991 9,741 1, 948
1992 4, 354 871

! Respondent concedes that petitioner is not liable for the accuracy-
rel ated penalty.

Petitioner was the sol e sharehol der of Eagle's Nest Hones,
Inc. (Eagle), an S corporation which sold panelized houses.

Deposits Issue. Eagle, an accrual nethod taxpayer,

recei ved custoner deposits under witten purchase agreenents.

The deposits issue for decision is whether, as petitioner
contends, Eagle nay defer reporting sone of its custoner deposits
under section 1.451-5, Incone Tax Regs., or under other incone
tax accounting rules. W hold that it may not.

Procedural Issues. Respondent's revenue agent prepared a

30-day letter in this case. Respondent's revenue agent incl uded
a chart in the 30-day letter with colums for 1990 and 1991
show ng the anount of Eagle's gross receipts reported on the
return and per the audit. Respondent's revenue agent | ater added
a colum for 1992 to the chart. Respondent's counsel gave
petitioner a copy of the nodified 30-day letter to include in the
stipulation. Respondent's revenue agent initially testified that
she had not added the third colum but later testified that she
had added it.

Respondent concedes that the agent's conduct warrants

i nposition of a sanction. Respondent contends that the sanction
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should be to shift the burden of proof to respondent for 1992.
Petitioner contends that we should strike respondent’'s answer.

The notice of deficiency did not contain the explanation for
respondent's position which respondent had previously stated in
the 30-day letter. Petitioner contends that respondent should
bear the burden of proof because the notice of deficiency did not
state the basis for the tax due as required by section 7522.
Respondent concedes that shifting the burden of proof is
appropriate if section 7522 is violated, but contends that it was
not violated here. The procedural issues for decision are:

1. Whet her respondent shoul d bear the burden of proof
because the notice of deficiency did not describe the basis for
the anobunts of tax due as required by section 7522, or because of
respondent's agent's conduct in this case. W need not reach
this i ssue because respondent prevails regardl ess of which party
bears the burden of proof.

2. Whet her striking respondent's answer is an appropriate
sanction for respondent's agent's conduct in this case. W hold
that, instead of striking respondent's answer, we will inpose a
$5, 000 penalty on respondent.

Section references are to the Internal Revenue Code in
effect for the years in issue. Unless otherw se indicated, Rule

references are to the Tax Court Rules of Practice and Procedure.
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| . FI NDINGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Petitioner

Petitioner lived in Al pharetta, CGeorgia, when he filed the
petition in this case.

B. Eagl e' s Nest Hones and Ti nberline Building Systens

1. Fornati on, Omership, and Tax Status of Eagle's Nest
Hones

In 1983, petitioner and Lawrence Gandol fi (Gandolfi)

i ncor porated Eagle's Nest Hones, Inc. (Eagle), in North Carolina.

Eagl e sol d panelized house kits; i.e., prefabricated houses which
were shipped to honesites to be assenbled. Initially, Eagle's
offices were in Kannapolis, North Carolina. In 1987, Eagle noved

to Canton, Ceorgia. Gandolfi and petitioner each owned 50
percent of Eagle's stock before 1990. Petitioner becane the sole
shar ehol der of Eagle in 1990.

Eagl e was a C corporation before July 29, 1990. Eagle
el ected to be an S corporation effective July 29, 1990. Eagle
had a short taxable year fromJuly 29 to Decenber 29, 1990.

2. Ti mberline Buil ding Systens

Petitioner, Mchael Goss (CGoss), Gandolfi, and others forned
Tinmberline Building Systens (Tinberline) in 1986. Goss was the
president of Tinberline. Petitioner owned 50 percent of the

stock of Tinberline. Tinberline was an S corporation.
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Ti mber | i ne manufactured panelized house kits for Eagle and
shi pped themto Eagle's custonmers. Tinberline' s manufacturing
facilities were in G eenwood, South Carolina.

3. House Purchase Agreement

Persons who wanted to buy a house from Eagl e signed a
purchase agreenent. The purchase agreenent was between Eagl e and
the custonmer. The purchase agreenent specified the nodel to be
built, the square footage, and the price.

a. Front Deposits

Bef ore 1991, a custoner paid a $4, 000 deposit, which Eagle
and its custoners referred to as a "front" or "front deposit",
when he or she signed a purchase agreenent. In 1991, Eagle
rai sed the amount of the front deposit to $5,000. The purchase
agreenent stated that the front deposit was nonrefundabl e.

Eagl e paid comm ssions of $650 to the enpl oyee who was
responsible for a sale when it received a $5,000 front deposit.!?

The purchase agreenent stated that once a custoner paid the
front deposit, he or she had 15 days to provide specifications to
Eagl e and 60 days to submt a house purchase order, acconpanied

by full paynment or an acceptabl e nethod of paying the bal ance.

! Eagl e al so paid conm ssions when it received the $4, 000
deposits. Eagle deducted these comm ssions in the year it
recei ved the deposits.
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Before submtting an order to Eagle, custoners began working
with Eagl e’ s engi neering departnent, selected the final design,
and obtained financing. Eagle produced the blueprints. Sone
custoners wanted different floor plans, different w ndows, or
wi ndows in different places than shown on the original plans.
Eagl e' s engi neers prepared the blueprints accordingly.

b. Back Deposits

If a custoner did not pay for the house or arrange for
financing within 60 days, the purchase agreenent stated that he
or she could pay a second deposit (%$4,000, increased to $5,000 in
1991), which Eagle and its custoners called a "back deposit"” or a
"back". The purchase agreenent stated that back deposits were
nonr ef undabl e. Eagl e pai d conm ssions of $450 to the person who
was responsible for the sale when it received a $5, 000 back
deposit. The purchase agreenent provided that if a custoner paid
t he back deposit, full paynent could be made any tinme until 15
days before the house shipnent date. The agreenent is silent
about what woul d happen if a custoner failed to pay in full at
that tine.

The purchase agreenent states that it is the entire
agreenent between the parties respecting the purchase of an

Eagl e' s Nest house.
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When a customer submtted a purchase order and full paynment
(i ncluding for shipping), Eagle ordered the house kit from
Tinmberline. N nety percent of Eagle's expenses occurred from 30
days before an order was placed to 30 days after Tinberline
delivered the house kit to the custoner. Tinberline usually
delivered the house kit 4 to 6 weeks after a custoner placed an
or der.

C. Ext ensi on of Purchase Agreenents and Ref unds of
Deposi ts

Eagl e' s business practices differed fromthe purchase
agreenent in tw ways, primarily to retain goodwi |l from
potential customers. First, Eagle refunded about $136, 000 in
front and back deposits from 1988 to 1992. Second, if Eagle did
not receive full paynent in 75 days, Eagle issued a change order
in which Eagle agreed to apply the paynents to a purchase of a
panel i zed house during the next 7 years. |If a custonmer placed an
order for a panelized house kit under a 7-year change order,
Eagl e charged the custoner the retail price prevailing when the
order was pl aced.

4. Eagl e's Payments to Tinberline

Tinberline billed Eagle for house kits and was paid when the
custoner paid Eagl e.
Ni nety percent of Eagle's house sales were financed by

letters of credit. When a custoner financed a sale by a letter
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of credit, the customer paid Eagle 3 to 10 days after delivery.
Eagl e pronptly notified Tinberline to send an invoice, which
Eagl e paid on receipt.

Sone of Eagle's custoners paid cash. Those custoners paid
Eagl e 15 days before delivery. Tinberline then sent a bill to
Eagl e whi ch Eagl e paid on receipt.

Tinberline usually sold house kits to Eagle at the price in
effect when Eagle placed the order. Eagle |ost noney on sone
house contracts each year because Tinberline's price was not
fixed until Tinberline billed Eagle around the tinme of delivery.
Ti nberl i ne bought commodities such as | unber and pl ywood products
to use in the kits. Tinberline sonetinmes changed the prices it
charged Eagle to offset increases in the prices of comobdities it
used.

Ti nberl i ne shipped the house kits to Eagle's custoners.
Eagle billed its custoners for the shipping costs.

5. Eaqgl e' s Accounti ng Mt hod

a. Accrual Method

Eagl e consistently used the accrual nethod of accounting for
financial and tax purposes.

b. 1990 St udy

Eagl e's accountant, WlliamE. Goss (G oss), analyzed

Eagl e' s experience with custoner deposits. G oss counted how
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many purchase agreenents had been signed in each year since 1986
that had not been fulfilled by delivery of a house kit (open
agreenents) by July 28, 1990. Goss calcul ated the percentage of
purchase agreenents signed in each year that had been fulfilled
by the delivery of a house kit (closed agreenents) by July 28,
1990. G oss then applied these percentages to the nunber of
agreenents open on July 28, 1990, to project the nunber of
contracts that would close within 4 years. Goss estimted that
293 of the 515 contracts open on that date (57 percent) woul d
never cl ose.

C. Eaqgl e' s Accounting for Deposits

Eagle did not nmaintain a separate bank account for the
deposits. Eagle deposited themin its general operating account
and used themto pay its current expenses.

Eagle first included custonmer deposits in incone based on
the 1990 study for its tax year ending July 28, 1990. For its
tax year ending July 28, 1990, Eagle included in inconme 57
percent of all unapplied custonmer deposits at the end of that
year.? Eagle recorded the 43 percent of custoner deposits which

it had not reported as incone as a liability.3

2 Unappl i ed deposits are deposits for houses for which Eagle
did not receive all of the purchase price in that year.

3 Eagl e recorded the anpbunt of its unapplied deposits in a
l[iability account. Eagle reported unapplied deposits in incone
(continued. . .)
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Eagl e recorded the followi ng anounts of custoner deposits in

its liability account:

Tax year ending |Amount in liability account
July 31, 1989 $1, 774, 497

July 28, 1990 1, 330, 830

Dec. 29, 1990 1, 505, 102

Dec. 28, 1991 1, 503, 403

Jan. 2, 1993 1,517, 037

For the years endi ng Decenber 29, 1990, and Decenber 28,
1991, 4 Eagle included in income (i) the purchase price (including
deposits) of houses delivered that year; and (ii) the percentage
of unapplied deposits on hand at the end of that year which,
based on the 1990 study, Eagle would not apply to a house
purchase within 4 years. For those years, Eagle reported the
anount it paid to Tinmberline as cost of goods sold. Eagle
recorded custonmer deposits which it had not included in incone as

aliability on its bal ance sheets and tax returns.

3(...continued)
when it applied themto a house purchase within 4 years. Eagle
reported custonmer deposits not included in incone as a liability
on its tax returns.

“*We will sonetines refer to Eagle's tax year ending Dec.
29, 1990, as its 1990 tax year, year ending Dec. 28, 1991, as its
1991 tax year, and year ending Jan. 2, 1993, as its 1992 tax
year.
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For its year ending January 2, 1993, Eagle included in
incone (i) the purchase price (including deposits) of houses
delivered in 1992, and (ii) all unapplied deposits on hand at the
end of 1992.

For its 1990 tax year, Eagle reported $275,651 of deposits
in incone and deferred reporting $1, 505, 102 of deposits. For its
1991 tax year, Eagle reported $304, 389 of deposits in inconme and
deferred reporting $1, 503,403 of deposits. For its 1992 tax
year, Eagle reported $1, 130,830 of deposits in income and
deferred reporting $1,517,037 of deposits.

Eagl e prepared financial statenents for its tax year ending
July 28, 1990, and its 1991 and 1992 tax years. Eagle prepared
no financial statenment for its 1990 tax year.

6. Eagle's | ncone Tax Returns

Eagl e attached a schedule to its 1990, 1991, and 1992
returns on which it reported forfeited deposits® as incone.
Eagle reported as a liability the anount of its custoner deposits
at the beginning and end of the year. Eagle reported on each

return that it used the accrual nethod of accounting. Eagle also

> Eagle treated a deposit as forfeited if it did not receive
t he remai nder of the purchase price within 60 days after it
received the deposit and the custoner paid no back; or, if the
custoner paid a back, 15 days before the house kit was ready to
be shipped and it projected that the contract to which the
deposit related would not cl ose.
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reported that it used the sanme nethod of accounting for book and
tax purposes. Eagle reported that it had no inventory at the
begi nning and end of 1990, 1991, and 1992.

C. The 30-Day Letter

Bef ore June 1993, respondent's revenue agent audited
petitioner's 1990 and 1991 tax years. On June 25, 1993,
respondent's revenue agent prepared a 30-day letter. It
contai ned a detail ed explanation of respondent's position
relating to Eagle's nethod of accounting for customer deposits
for 1990 and 1991. The 30-day letter stated in part as foll ows:

Treasury Regul ation 1.451-5(a) deals with advance
paynents for a taxpayer using an accrual nethod of
accounting for purchases and sales or a long-term
contract nethod of accounting, pursuant to, and to be
appl i ed against, an agreenent: (i) for the sale or
ot her disposition in a future taxable year of goods
held by the taxpayer primarily for sale to custoners in
the ordinary course of his trade or business, or (ii)
for the building, installing, constructing, or
manuf acture by the taxpayer of itens where the
agreenent is not conpleted within such taxable year.
The taxpayer does not qualify under (i) since the
corporation has no inventory and is never at risk for
| oss during shipnent. The corporation nerely acts as a
broker for homes manufactured by Tinberline Building
Systens, Inc. Neither does the business qualify under

(1i) since it does not build, construct, install, or
manuf acture the nodul ar honmes. Costs are not
accunul ated until incone is recogni zed, rather sone

costs related to the sale such as commi ssions are
expensed before the inconme is recogni zed.

Since the deposits do not qualify as "advance
deposits”, they cannot be included in incone as
provided in Treasury Regul ation 1.451-5(b)(21)(ii)(a)
namely "in the taxable year in which properly accruable
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under the taxpayer's nethod of accounting for tax
purposes if such nmethod results in including gross
receipts no later than the tinme such paynents are
included in gross receipts for purposes of all reports
to third parties.” Instead the deposits nust be

i ncluded in incone under the general rule - when
actual ly received.

Finally, 1.451-5(d) requires that if a taxpayer
accounts for advance paynents under (b)(1)(ii), he nust
attach to his incone tax return for each year an annua
i nformati on schedul e concerni ng advance paynents. As
al ready argued, the taxpayer fails to satisfy the
definition for advance paynents under this section and,
further, he failed to attach a statenent as required by
| aw.

In a chart on page 6 of the 30-day letter, respondent's

agent said that the follow ng adjustnents should be nade to

Eagl e' s custoner deposits:

(a) G oss Receipts -- Deferred I nconme

9012 9112
Per return $1419282 $4147691
Per audit 2934384 4145992
Adj ust nent $1505102* $ (1699)

! The correct adjustment for 1990 is $1, 515, 102.

Respondent does not

explain this discrepancy.

Respondent' s agent did not provide the 30-day letter to

petitioner or to his representative during 1993 or

1994.

D. Noti ce of Deficiency

Respondent nmailed a notice of deficiency to petitioner on

Septenber 23, 1994. In it,

was liable for deficiencies in incone tax of $433, 706 for

respondent determ ned that petitioner

1990,
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$9, 741 for 1991, and $4, 354 for 1992, and accuracy-rel ated
penal ties of $86,741 for 1990, $1,948 for 1991, and $871 for 1992
under section 6662. Respondent determ ned that petitioner's
di stributive share of ordinary inconme from Eagle for 1990, 1991,
and 1992 should be increased. The notice of deficiency stated as
fol |l ows:

It is determned that your distributable share of
ordinary inconme fromthe small business corporation
known as "Eagles Nest Honmes" is $1, 391,539 and $67, 822
for the taxabl e years ended Decenber 31, 1990 and 1992
and your distributable share of ordinary loss is
$21, 340 for the taxable year ended Decenber 31, 1991
rather than the | oss anpbunts of $148,582 and $39, 713
for the taxabl e years ended Decenber 31, 1990 and 1991
and the anmount of $54,188 for the taxable year ended
Decenber 31, 1992 as was clained on your returns for
t hose taxable years. This determination is based on an
exam nation of the corporate return of "Eagles Nest
Honmes" for the taxable years ended Decenber 31, 1990,
1991 and 1992, which is sunmarized below. A detailed
report has been furnished to the tax matters partner
(person) who should be contacted for additional
information. Accordingly, your taxable incone for the
t axabl e years ended Decenber 31, 1990, 1991 and 1992 is
i ncreased by the respective anobunts of $1, 540, 121,
$18, 373 and $13, 634.
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Year 1990 1991 1992
Ordinary incone/ (loss) per Corp.
Ret urn ($148,582) ($39,713) $54, 188
Adj ustnents to i ncone and expenses
a. Deferred incone - custoners dep. 1,505, 102 (1, 699) 13,634
b. Depreciation 3,178 6, 975 --
c. Advertising 31, 841 13, 097 - -

Ordinary incone/ (loss) as determned 1,391,539 (21, 340) 67, 822

Appl i cabl e ownershi p interest 100% 100% 100%
Your distributive share 1, 391, 539 (21, 340) 67, 822
Ordinary incone/ (loss) as reported (148, 582) (39,713) 54,188
| ncrease (decrease) 1,540, 121 18, 373 13,634

Respondent' s retai ned copy of the |last tw pages of the
notice of deficiency contained an alternative tax conputation for
tax years 1991 and 1992 (exhibit B of the notice) and a
conput ation of the accuracy-related penalty for negligence and
substantial understatenent of incone tax under section 6662(c)
and (d) for tax years 1990, 1991, and 1992 (exhibit C of the
notice). Respondent did not mail those two pages to petitioner.

In summary, the notice of deficiency stated: (1) That
respondent had exami ned Eagle's tax returns; (2) that respondent
had furnished a detailed report to Eagle's tax matters partner or
person; and (3) for 1990, 1991, and 1992, (a) how nuch ordinary
income and | oss and custoner deposit income respondent determ ned
Eagl e had, and (b) the anobunt of tax respondent determ ned

petitioner owed.
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The notice of deficiency stated that a report had been
"furnished to the tax matters partner (person)”. This statenent
was in error in that respondent's agent had not provided the
report to petitioner, there was no tax matters partner since
Eagl e was an S corporation, and Eagle had not naned a tax matters
person on its 1990, 1991, and 1992 tax returns, Forns 1120S.

On Decenber 22, 1994, petitioner filed his petition in this
case.

Thi s case had been cal endared for an earlier trial session
in Atlanta, Ceorgia. Respondent noved for a continuance. W
granted respondent’'s notion.

E. Respondent's Agent's Modification of and Testinmony About the
30- Day Report

On Cctober 15, 1996, respondent's counsel sent sone
docunents to petitioner's counsel to include in the stipulation
of facts. One of the docunents respondent sent was a copy of the
revenue agent's June 25, 1993, report, described in paragraph |-
C, above.

Petitioner discovered shortly before trial that the copy of
the June 25, 1993, report which respondent sent to petitioner
differed fromthe original version in that the chart on page 6 of

the report included a colum for 1992, as foll ows:
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9012 9112 9212
Per return $1419282 $4147691 $3306595
Per audit 2934384 4145992 3320229
Adj ust nent $15051021 $ (1699) $ 13634

! The correct adjustment for 1990 is $1,515,102. Respondent does not
explain this discrepancy.

The copy that respondent sent to petitioner did not disclose
that it differed fromthe original version. The change nakes the
| etter appear nore likely to be the letter to which the notice of
deficiency refers because the notice of deficiency states that
the letter furnished to the taxpayer was based on an exam nati on
of Eagle's 1990, 1991, and 1992 years.

The Court held a hearing on Cctober 29, 1996, relating to
petitioner's allegation that respondent had provided an altered
docunent to be included in the stipulation. Respondent's agent
testified that she had not added the 1992 colum to the report
and did not know who did. The Court held a second hearing on
Cct ober 30, 1996, based on petitioner's allegation that the
revenue agent's testinony was false. At the second hearing,

respondent's agent testified that she had added the 1992 col um.

[1. OPIN ON
A. Tax Treatnment of Eagle's Custoner Deposits
1. Petitioner's Contentions

Petitioner contends that Eagle need not report all of its

custoner deposits in the year received. Petitioner contends that
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Eagl e's met hod of accounting for custonmer deposits clearly
reflects incone, was consistently used over tine, confornms to its
met hod of keeping internal books and records and preparing
financial reports, conplies with Generally Accepted Accounti ng
Principles (GAAP), and qualifies for deferral under section
1.451-5, Incone Tax Regs.

2. Backgr ound

A taxpayer’s right to use a nethod of accounting is subject
to the requirement that the nethod clearly reflect incone. Sec.
446(b). The Comm ssi oner has broad discretion to determ ne
whet her a taxpayer's nmethod of accounting clearly reflects

incone. RLC Indus. Co. v. Conmm ssioner, 98 T.C 457, 491 (1992),

affd. 58 F.3d 413 (9th Cr. 1995).
Cenerally, a taxpayer has the burden of overcom ng a
determ nation by the Comm ssioner that the taxpayer's nethod of

accounting does not clearly reflect incone. Thor Power Tool Co.

v. Comm ssioner, 439 U S. 522, 532 (1979); Eerrill v.

Conm ssi oner, 684 F.2d 261, 263 (3d G r. 1982), affg. per curiam

T.C. Meno. 1979-501. However, as discussed in paragraphs I1-B
and I1-C, below, respondent prevails on the custoner deposits
i ssue regardl ess of which party bears the burden of proof.

We first consider whether petitioner may defer reporting
custoner deposits if Eagle is not eligible to defer reporting

deposits under section 1.451-5, Incone Tax Regs. W wll then
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consi der whether petitioner may do so under section 1.451-5,
| ncome Tax Regs.

B. VWhet her Eagl e May Defer Reporting of Advance Deposits |If
Section 1.451-5, I ncone Tax Regs., Does Not Apply

1. St andards Applicable If Section 1.451-5, |Incone Tax
Regs., Does Not Apply

| nconme nust be reported in the taxable year in which the
t axpayer receives it unless, under the taxpayer's nethod of
accounting, the itemof incone is properly accounted for in a
different period. Sec. 451(a). Petitioner is an accrual nethod
t axpayer. Accrual nethod taxpayers generally mnmust recognize
i ncone when all the events have occurred which fix the right to
receive the incone and the anount of the inconme can be determ ned

Wi th reasonabl e accuracy. Schlude v. Comm ssioner, 372 U. S. 128,

137 (1963); secs. 1.446-1(c)(1)(ii), 1.451-1(a), Incone Tax Regs.
Accrual basis taxpayers nust include in incone in the year

recei ved advance paynents for the sale of services that are

unrestricted as to their use, even though those paynents may not

be earned until later years. Schlude v. Comm sSioner, supra,;

Ameri can Auto. Association v. United States, 367 U. S. 687, 689

(1961); Autompbile Cub of Mchigan v. Conm ssioner, 353 U. S

180, 189 (1957). The sane principles apply to advance paynents

for the sale of goods. S. Garber, Inc. v. Conmm ssioner, 51 T.C

733, 735-736 (1969); Hagen Adver. Displays, Inc. v. Conm Ssioner,

47 T.C. 139, 146-147 (1966), affd. 407 F.2d 1105, 1107 (6th Cr.

1969); Farrara v. Conm ssioner, 44 T.C 189, 191 (1965).
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In S. Garber, Inc. v. Conm ssioner, supra, an accrual basis

taxpayer was in the business of selling customnade fur coats.
The taxpayer required its custoners to make advance paynents for
coats. The taxpayer treated these paynents as liabilities on its
books and deferred reporting themas inconme until the coats were
finished. There was no restriction on the taxpayer's use of

t hese paynents, and the taxpayer deposited themin its regular
bank account. 1d. at 734. W held that the advance paynents for
fur coats to be delivered in the future were includabl e upon
receipt. 1d. at 735-736. Al of the events had occurred to
accrue the deposits into income, and no further inquiry was
necessary to determ ne whether the incone had been earned. 1d.
at 735.

The instant case is substantially like S. Garber, Inc. v.

Commi ssi oner, supra. Eagle received custonmer deposits for house

kits. Eagle had an unrestricted right to use these paynents upon
receipt. Eagle used themto pay its day-to-day expenses. Al

the events had occurred that fixed Eagle's right to receive the

i nconme, and the inconme could be determ ned with reasonabl e

accuracy. See Signet Banking Corp. v. Conm ssioner, 106 T.C

117, 128 (1996), affd. 118 F.3d 239 (4th Cr. 1997).
Petitioner points out that sonme of Eagle's contracts | ost

noney and that Eagle did not know which contracts woul d be
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profitable until Tinberline delivered the house kits to Eagle's
custoners. This fact does not affect the outcone of this case;
the fact that sonme of Eagle's contracts | ose noney does not nean
that its customer deposits are not included in inconme. Standard

Tel evi si on Tube Corp. v. Commi ssioner, 64 T.C. 238, 241-242

(1975).

Petitioner argues that section 1.451-1(a), Incone Tax Regs.,
establishes that incone is includable in the year earned (i.e.,
the year goods are delivered or services are performed) by an
accrual nethod taxpayer, not the year received. W have declined
to adopt petitioner's position that income is not includable

until earned. In Standard Tel evi si on Tube Corp. v. Conmni Ssioner,

supra, we rejected the theory that reporting of prepaid incone

shoul d be deferred until the inconme is earned, citing Schlude v.

Conmi ssi oner, supra, Anerican Auto. Association v. United States,

supra, and Autonobile Cub, Inc. v. Comm ssioner, 32 T.C 906

(1959), affd. 304 F.2d 781 (2d Cr. 1962). See Herbel v.

Commi ssioner, 106 T.C. 392, 412-417 (1996); cf. Hi ghland Farns,

Inc. v. Conm ssioner, 106 T.C 237, 252 (1996) (refundable entry

fees paid to retirenent community were not prepaid rent or
advance paynents for services that had to be reported in year
recei ved; taxpayer's nethod of accounting for the entry fees
clearly reflected i ncone because taxpayer reported nonrefundabl e
portion of fees each year), affd. = F.3d __ (5th CGr., Dec. 8,
1997) .
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2. Petitioner's Expert Wtnesses

a. Description of the Testi nony

Petitioner called Denton R Hanmond (Hanmond) and Gross as
expert w tnesses. Respondent called no expert w tnesses.

Hammond and Gross are certified public accountants. Hamond
specializes in construction industry accounting. & o0ss prepared
Eagle’'s tax returns for the years at issue in this case and
conducted the study relating to Eagle’'s deposits.

Hammond and Gross concluded that: (i) Eagle accounted for
paynments it received fromcustoners for panelized house kits
consistently for both financial and tax purposes, (ii) the nethod
of accounting Eagle used for tax purposes confornmed to its books
and records and its issued financial statenments, (iii) Eagle's
met hod of accounting properly matches i ncone and expenses for
financial accounting purposes, and (iv) Eagle' s nethod of
accounting conplies wth GAAP.

Hanmond al so concl uded that Eagle's nmethod of accounting
clearly reflects its incone for the years in issue, is as
accurate in reporting the results of operations as accounting
systens allow, and conplies with GAAP as provided in the Al CPA s
Statenment of Position 81-1, “Accounting for Performance of
Construction-Type and Certain Production-Type Contracts”. He
al so concl uded that respondent’'s nethod m snmatches itens of

revenue and expense under GAAP.
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G oss al so concluded that Eagle's nethod of accounting
confornms to the Statenent on Standards for Accounting and Revi ew
Services issued by the AICPA, and that the nethod of accounting
proposed by respondent materially overstates incone for purposes
of GAAP for the tax year ending Decenber 31, 1990.

Respondent call ed no accounting experts and did not show the
opi ni ons and concl usions of petitioner's experts to be incorrect.
We accept the conclusions of petitioner's experts.

b. Petitioner's Contentions Based on the Expert
Test i nony

Petitioner argues that because Eagle consistently applied a
met hod of accounting that conforms with GAAP and clearly reflects
i ncone, respondent cannot require Eagle to change to anot her
met hod of accounting. Petitioner points out that courts have
said that the Conm ssioner cannot require a taxpayer to stop
usi ng an accounting nmethod that clearly reflects inconme, even if

anot her nethod m ght nore clearly reflect inconme. Ford Motor Co.

v. Comm ssioner, 71 F.3d 209, 213 (6th Cr. 1995), affg. 102 T.C

87 (1994); Ansley-Sheppard-Burgess Co. v. Conm ssioner, 104 T.C

367, 371 (1995). Petitioner also cites section 1.446-1(a)(2),
| ncone Tax Regs., which states:

A met hod of accounting which reflects the consistent
application of generally accepted accounting principles

will ordinarily be regarded as clearly reflecting
i ncone, provided all itens of gross incone and expense
are treated consistently fromyear to year
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Petitioner's reliance on that regulation is msplaced. An
accounting nmethod that confornms with GAAP does not necessarily
clearly reflect incone for tax purposes because tax and financi al
accounting have different objectives; "a presunptive equival ency
bet ween tax and financial accounting would create insurnountable

difficulties of tax admnistration." Thor Power Tool Co. V.

Conmi ssioner, 439 U. S. at 540-544; see Anerican Auto. Associ ation

v. United States, 367 U S. at 693 (accounting that accords with

general |y accepted accounting principles is not necessarily

bi nding on the Treasury). In Schlude v. Conmm ssioner, 372 U.S.

at 134, the Suprene Court held that a method of accounting
simlar to petitioner's nmethod did not clearly reflect incone
despite unrebutted expert testinony that the taxpayer's nethod
clearly reflected inconme under financial accounting principles
and that those principles were followed. This case is

i ndi stingui shabl e from Schl ude, Anerican Auto. Association, and

S. Garber, Inc. v. Comm ssioner, 51 T.C 733 (1969).

As in Schlude and Anerican Auto. Association, petitioner

does not prevail despite petitioner's experts' conclusions about
petitioner's accounting nmethod. Thus, for the reasons stated in
paragraph I1-B, above, Eagle may not defer reporting custoner
deposits in inconme in the year it received themunless it
qgual i fies under section 1.451-5, Incone Tax Regs., discussed

next .
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C. VWhet her Petitioner May Defer Reporting of Deposits Under
Section 1.451-5, Incone Tax Regs.

1. Relief Provisions for Accrual Basis Taxpavyers

In 1971, the Conm ssioner issued Rev. Proc. 71-21, 1971-2
C.B. 549, relating to accrual basis taxpayers that receive
advance paynents for services, Rev. Proc. 71-21, sec. 1, and the
Secretary issued section 1.451-5, Incone Tax Regs., relating to
accrual basis taxpayers that receive advance paynents for the
sal e of property which they build, construct, install, or
manuf acture. Section 1.451-5, Inconme Tax Regs., provides relief

from Schl ude v. Commi ssioner, supra; Anmerican Auto. Associ ation

V. United States, supra; Autonpbile O ub of Mchigan v.

Commi ssioner, 353 U. S. 180 (1957); and Hagen Adver. Displays,

Inc. v. Conm ssioner, 407 F.2d 1105 (6th Cr. 1969), affg. 47

T.C. 139 (1966).

2. Section 1.451-5, Incone Tax Regs.

Petitioner contends that Eagle properly treated sone of its
custoner deposits as advance paynents under section 1.451-5,
| ncome Tax Regs.

Under section 1.451-5, Incone Tax Regs., accrual basis
t axpayers that receive advance paynents (e.g., custoner deposits)
in one taxable year may, in certain circunmstances, defer

reporting the paynents in gross incone.® An advance paynent is a

6 Sec. 1.451-5, Income Tax Regs., was adopted Mar. 23, 1971
T.D. 7103, 1971-1 C.B. 138. The regul ation was pronulgated in
(continued. . .)
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paynment which is to be applied to a contract not conpleted during
the taxable year. Sec. 1.451-5(a), Income Tax Regs.’ Advance
paynments are includable in incone in the taxable year in which
the gross receipts fromthe contract are properly includable
under the taxpayer's nmethod of accounting. Sec. 1.451-5(b),

| ncone Tax Regs.?

5(...continued)
response to Hagen Advertising Displays, Inc. v. Conmm ssioner, 407
F.2d 1105 (6th Cr. 1969), affg. 47 T.C. 139 (1966), which held
t hat advance paynents on the sale of goods were taxable in the
year received. @&Gs Light Co. v. Comm ssioner, T.C Meno. 1986-
118.

" Sec. 1.451-5(a), Incone Tax Regs., provides, in relevant
part, as foll ows:

8 1.451-5. Advance paynents for goods and | ong-term
contracts.--(a) Advance paynent defined. (1) For purposes of
this section, the term "advance paynent" neans any anount
which is received in a taxable year by a taxpayer using an
accrual nethod of accounting for purchases and sales or a
| ong-term contract nethod of accounting * * * pursuant to,
and to be applied against, an agreenent:

(i) For the sale or other disposition in a future
t axabl e year of goods held by the taxpayer primarily for
sale to custonmers in the ordinary course of his trade or
busi ness, or

(1i) For the building, installing, constructing or
manuf acturing by the taxpayer of itens where the agreenent
is not conpleted within such taxable year.

8 Sec. 1.451-5(b)(1), Incone Tax Regs., provides, in
rel evant part, as follows:

(b) Taxable year of inclusion.--(1) In general.
Advance paynents must be included in incone either --

(1) I'n the taxable year of receipt; or
(1i) Except as provided * * * [for inventoriable

goods] .
(continued. . .)
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An accrual nethod taxpayer nay defer inconme on advance
paynments received for (a) the sale in a future taxable year of
goods held by the taxpayer primarily for sale to custoners in the
ordi nary course of business; or (b) the building, installing,
constructing, or manufacturing by the taxpayer of itens where the
agreenent is not conpleted within the taxable year. Sec. 1.451-
5(a), Incone Tax Regs.

Respondent contends that petitioner may not use section
1.451-5, Income Tax Regs., because Eagle did not hold the house
kits for sale to custoners, or build, construct, install, or
manufacture the kits as required by section 1.451-5(a)(1), Incone
Tax Regs.

3. VWhet her Eagle Held the House Kits Primarily for Sale to
Custoners in the Ordinary Course of Business

Respondent contends that Eagle did not hold the house kits
for sale to custoners; i.e., Eagle had no inventory. Petitioner

contends that it need not own or possess the inventory if its

8. ..continued)

(a) I'n the taxable year in which properly accruable
under the taxpayer's nethod of accounting for tax purposes
if such nmethod results in including advance paynents in
gross receipts no later than the tinme such advance paynents
are included in gross receipts for purposes of all of his
reports (including consolidated financial statenents) to
sharehol ders, partners, beneficiaries, other proprietors,
and for credit purposes, or

(b) I'f the taxpayer's nethod of accounting for purposes
of such reports results in advance paynents (or any portion
of such paynents) being included in gross receipts earlier
than for tax purposes, in the taxable year in which
includible in gross receipts pursuant to his nethod of
accounting for purposes of such reports.
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supplier (i.e., Tinberline) holds the goods, relying on Gas Light

Co. v. Commi ssioner, T.C Meno. 1986-118. Petitioner argues that

the house kits sold by Eagle were held by the taxpayer as

requi red by section 1.451-5(a)(1)(i), Income Tax Regs., even

t hough they were manufactured by Tinberline and shipped directly
to Eagle's custoners.

We disagree. In Gas Light Co. v. Conm ssioner, supra, we

hel d that, under section 1.451-5(a), Inconme Tax Regs., security
deposits received by a utility conpany were advance paynents
relating to inventoriable goods. |In that case, the taxpayer
contended that it never had in its inventory natural gas which
was transmtted by pipeline. W rejected that contention; we
said that natural gas transmtted through pipelines becones

inventory when it enters the pipeline, relying on Northern

Natural Gas Co. v. Conmi ssioner, 44 T.C 74, 77-79 (1965), affd.
362 F.2d 781 (8th Cr. 1966), in which the taxpayer admtted that
it owned pipeline gas and was required to use inventories in
conputing incone. Here, it is undisputed that Eagle did not at
any tinme own or have title to the house kits; Tinberline did.

Thus, unlike the taxpayer in Gas Light Co. v. Comm ssSioner,

supra, Eagle had no inventory.

We conclude that the paynents at issue were not advance
paynments under section 1.451-5(a)(1)(i), Inconme Tax Regs.
because Eagle did not hold the house kits primarily for sale to

custoners in the ordinary course of business.
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4. VWhet her the Purchase Agreenments Were for Buil ding,
Installing, Constructing, or Munufacturing of Iltens by

Eaqgl e

Respondent contends that the paynents at issue are not
advance paynents under section 1.451-5(a)(1)(ii), Incone Tax
Regs., because Eagle did not build, install, construct, or
manuf acture the house kits; Tinberline did. Petitioner contends
t hat Eagl e need not be the manufacturer for the paynents to
qual i fy under the regulation. Petitioner points out that Eagle's
subcontractor, generally Tinberline, manufactured the house kits
at Eagle's direction. Petitioner also points out that Eagle's
engi neers provi ded design services and produced the blueprints
for the house kits. Petitioner cites no credible authority or
argunment to support his contention that Eagle need not be a
manufacturer to qualify under section 1.451-5, Incone Tax Regs.

Petitioner points out that we held that a taxpayer qualifies
under Rev. Proc. 71-21, 1971-2 C. B. 549, for deferral of incone
fromservices in a case in which the services were perfornmed by

subsidiaries instead of the taxpayer. Barnett Banks, Inc. v.

Conm ssioner, 106 T.C 103, 104-105, 116-117 (1996). However,

there is no indication that the parties in that case raised or
that the Court considered the fact that the services were
performed by subsidiaries.

Petitioner contends that Eagle is a contractor and qualifies
under section 1.451-5, Incone Tax Regs. W disagree. To qualify

under that regul ation, the taxpayer nust build, construct,
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install, or manufacture property. Eagle did none of those
t hi ngs.

Before the Secretary pronul gated section 1.451-5, Incone Tax
Regs., accrual basis taxpayers had to defer the deduction of
i nventoriable costs until they sold the goods. As discussed
above, Eagle had no inventory. Eagle's situation is not |like the
categories of businesses eligible under section 1.451-5, |ncone
Tax Regs., which do have inventoriable costs. 1 Alkire, Tax
Accounting, par. 4.02[2], at 4-35 n.86 (1996).

We concl ude that Eagle does not qualify under section 1.451-
5(a)(1)(ii), Incone Tax Regs., because it did not build,
construct, install, or manufacture the house kits.

5. Reporti ng of Deposits--Concl usion

We hold that Eagle may not defer reporting of custoner
deposits under section 1.451-5, Inconme Tax Regs.?®

D. VWhet her the Notice of Deficiency Conplies Wth Section 7522

Petitioner contends that the notice of deficiency in this
case did not describe the basis for the amunts of tax due as
required by section 7522(a) and that, as a sanction, respondent

shoul d bear the burden of proving that Eagle may not defer

° Respondent contends that Eagle nmay not use sec. 1.451-5,
I ncone Tax Regs., because (a) the purchase agreenents were not
for the sale of goods in a future taxable year as required by
sec. 1.451-5(a)(1l), Inconme Tax Regs., and (b) Eagle did not
attach an information schedule to its returns as required by sec.
1.451-5(d), Inconme Tax Regs. In light of our conclusion in par.
I1-C, we need not decide those issues.
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reporting its deposits in inconme under section 1.451-5, |ncone
Tax Regs. Respondent concedes that shifting the burden of proof
may be proper where the notice of deficiency violates section
7522, but contends that there was no violation here.

We need not decide whether to shift the burden of proof to
respondent under section 7522 because respondent prevails on the
deposits issue regardl ess of which party bears the burden of
pr oof .

E. Modi fication of the 30-Day Letter by the Revenue Agent

Respondent' s revenue agent added to the 30-day letter a
colum with figures conparing Eagle's return with the results of
the audit for 1992. Respondent's counsel did not know that the
revenue agent had changed it and gave it to the Court to include
in the stipulation. The revenue agent initially testified that
she had not made the change, but later testified that she had.

The parties agree that the Court shoul d sanction respondent
under these circunstances, but di sagree about whether the
appropriate sanction is to strike respondent’'s answer, as
petitioner contends; to shift the burden of proof for tax year

1992, as respondent contends; or sone other sanction.?

10 Respondent's revenue agent testified that she mailed the
30-day letter to petitioner's "power of attorney". In view of
the fact that the revenue agent testified incorrectly about
whet her she changed the report, had no records that she mail ed
it, and did not know to whom she sent it, and petitioner's
counsel stated that he did not see it before 1996, we do not find
her testinony on this point to be credible. Thus, we have found

(continued. . .)
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1. VWhether To Shift the Burden of Proof

Respondent contends that the appropriate sanction for the
revenue agent's conduct in this case is to shift the burden of
proof to respondent for 1992. W need not consider whether to
shift the burden of proof because, as stated at paragraph I1-D,
above, shifting the burden of proof to respondent woul d not
affect the result in this case.

2. VWhet her To I npose a Sanction on Respondent

Respondent's agent's testinony was under oath. See sec.
7456. We do not know whet her she knew that her initial denial
t hat she had changed the 30-day |etter was incorrect; but even if
she did not know, we think she was not sufficiently m ndful of
her obligations to the Court and counsel in this case. The
ef fect of her conduct was to cause petitioner to incur additional
litigation expenses. As respondent concedes, the agent's conduct
in the instant case warrants sone sanction.

Striking respondent’'s answer, as petitioner requests, would
be equivalent to defaulting respondent. A court should consider
whet her | ess drastic sanctions are nore appropriate before

dism ssing an action. Halaco Engg. Co. v. Costle, 843 F.2d 376,

381 (9th Gir. 1988).

10, .. conti nued)
that petitioner did not receive a copy of the 30-day letter in
1993 or 1994. See par. I-C. Simlarly, we do not accept
respondent's agent's testinony about when she changed t he 30-day
letter.
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Rule 1(a) directs Judges of this Court to prescribe an
appropriate procedure in matters invol ving questions of practice
and procedure for which there is no applicable rule of procedure.

Ash v. Conmm ssioner, 96 T.C 459, 469-470 (1991). Under

appropriate circunstances, we may inpose sanctions that are
designed to mtigate the effects of m sconduct by one party. See

Rul es 104(c), 123; Betz v. Conm ssioner, 90 T.C 816, 823-824

(1988) (as a sanction for the Comm ssioner's failure to tinely
file an answer, we deened established that the Conmi ssi oner erred
in determning that additional interest was due under section

6621(c)); Vernouth v. Conm ssioner, 88 T.C. 1488, 1499 (1987)

(Comm ssioner not permtted to introduce evidence of fraud
because of failure to tinely file an answer); see al so Chanbers
v. NASCO, 501 U.S. 32 (1991) (District Court properly invoked its
i nherent power in assessing as a sanction for the plaintiff's bad
faith conduct the attorney's fees and rel ated expenses paid by

t he defendant).

Petitioner contends that respondent changed the 30-day
letter to match it to the 3 years in the notice of deficiency and
submtted it to support respondent's position that the notice of
deficiency described the basis for the tax due as required by
section 7522. \Wether or not the agent had that purpose, the
change did not have that effect because respondent conceded t hat
the contents of the 30-day |l etter have no bearing on whether the

notice of deficiency described the basis for the tax due as
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requi red by section 7522. However, respondent's counsel did not
concede this point until |late during the second of two hearings
we held relating to the docunent. Thus, it was fully appropriate
for petitioner's counsel to pursue this matter. It was unfair to
add that burden to petitioner's normal presentation in this case.

However, we do not believe that petitioner was prejudiced in
presenting the nmerits of this case by the addition of the 1992
colum to the 30-day letter, its subm ssion to petitioner to
include in the stipulation, or the revenue agent's incorrect
testinmony. Striking respondent's answer woul d be excessive under

t hese circunst ances. Betz v. Conm ssioner, supra at 822-823.

| nstead, we inpose a sanction on respondent in favor of

petitioner, in the amunt of $5, 000.

Deci sion will be entered

under Rul e 155.




