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P, a corporation the stock of which is owned 84
percent by S and 16 percent by two individuals
unrelated to S, sells greeting cards and ot her paper
products bearing an i mage of one or nore of P's
licensed cartoon characters. P s enployees devel op and
draw the originals of all of the characters, and P
transfers the original drawings to independent printing
conpani es to reproduce images of the drawings onto P's
paper products, which are made by the printers on P's
behal f. The printers nust reproduce the draw ngs and
make the products in accordance with P's
specifications, and they may not sell to a third party
either P s original drawi ngs, or reproductions thereof,
or P's paper products.

Hel d: P produces, rather than resells, its paper
products; thus, P does not qualify for the “smal
reseller” exception to the uniformcapitalization
(UNI CAP) rules of sec. 263A |1.RC
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Hel d, further, P is not excepted fromthe UN CAP
rules by virtue of the artist exenption of sec.
263A(h), 1.R C.; none of P s sharehol ders owns
“substantially all” of Ps stock wthin the nmeaning of
sec. 263A(h)(3)(D(i)(1), I.RC

Hel d, further, the “year of change” for purposes
of sec. 481, I.R C., is the subject year (i.e., the
year in which P's nethod of accounting is changed to
conformto the UNI CAP rul es), rather than the first
year to which the UNI CAP rul es apply.

Ri chard A. Shaw and Bruce M O Brien (specially recognized),

for petitioner.

Christine V. Asen, for respondent.

OPI NI ON

LARO, Judge: This case is before the Court fully
stipulated. See Rule 122. Respondent determ ned a $131, 077
deficiency in petitioner’s Federal incone tax for its taxable
year ended June 30, 1994. W decide primarily whether petitioner
is subject to the uniformcapitalization (UNI CAP) rul es of
section 263A. W hold it is. W also decide whether the subject
year is the “year of change” for purposes of section 481. W
hold it is. Unless otherw se indicated, section references are
to the Internal Revenue Code applicable to the subject year, and
Rul e references are to the Tax Court Rules of Practice and

Pr ocedur e.
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Backgr ound

All facts were stipulated. The stipulation of facts and the
exhibits submtted therewith are incorporated herein by this
reference. Petitioner is a corporation with a taxable year
endi ng on June 30. Its business is “social expression” through
the original drawi ng of |licensed cartoon characters and the
di ssem nation of images of those draw ngs on certain paper
products. Its principal place of business was in California when
the petition was fil ed.

Ei ghty-four percent of petitioner’s stock is owned by Suzy
Spafford; the balance is owned by two individuals unrelated to
her. M. Spafford is an artist who graduated from San Di ego
State University in 1967 with a bachelor’s degree in fine arts.
She obtained a teaching certificate in 1968 and taught high
school art from 1968 through 1969. She began to devel op cartoon
characters in the 1960's, and she gradually devel oped
petitioner’s business fromthose characters. She incorporated
petitioner’s business in 1976, and she registered petitioner’s
name as a trademark with the Federal Governnent.

Petitioner sells paper products (primarily Christmas and
greeting cards, but also secondary itens such as stationery,
cal endars, recipe books, and invitations), each bearing a copy of
one or nore of its cartoon drawings. Petitioner’s artistic work

is all done at its headquarters in San Diego by Ms. Stafford and
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two nonshar ehol der enpl oyees. M. Spafford is petitioner’s
principal artist; she has personally drawn and pai nted nost of
petitioner’s original cartoon characters and nost of the scenes
in which the characters appear. The other two enpl oyees al so
draw origi nal cartoon characters and scenes; their drawi ngs are
reviewed, nodified (as necessary), and approved by M. Spafford.
Ms. Spafford and the two enpl oyees together draw between 300 and
400 cartoon character/scenes a year, and each character/scene is
nunbered and |i censed.

Petitioner offers for sale at its headquarters all currently
avai | abl e nerchandi se that bears an inage of at |east one of its
cartoon characters. Petitioner does not sell itenms that do not
bear an image of at |east one of its cartoon characters, and it
does not sell its original cartoon drawings. Petitioner’s
primary custoners are card and gift shops and |icensing partners,
and nost of its nonlicensing partner sales are by or through
i ndependent sal es representatives, each of whom has a specified
sales territory and each of whomearns a strai ght sales
comm ssion. Sales representatives order petitioner’s products
directly fromit, and they place the products in card and gift
shops and the |ike. Petitioner ships nost of its inventory from

its headquarters, where petitioner’s enpl oyees generally package
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t he paper products for sale to the retailers on the basis of the
sal es representative s orders.

Petitioner uses several independent printing conpanies to
print its products. Cenerally, petitioner sends an original
cartoon drawing to a printer, and the printer photographs the
drawi ng, performs the necessary col or separations, and creates
“proofs” of a particular paper product in accordance with
specifications dictated by petitioner (e.g., the size of the card
to be printed, the color of ink, and the grade of the card stock
to be used in printing the card). The printer uses its own paper
and its owmn ink, and it holds title to and bears the risk of |oss
of the supplies and printed goods until it ships the goods back
to petitioner for petitioner to accept or reject. |If petitioner
rejects the goods, it infornms the printer of changes whi ch nust
be made to neet petitioner’s specifications.

Printers do not print petitioner’s paper products absent an
order fromit, and they are not allowed to sell petitioner’s
paper products or any of petitioner’s original cartoon characters
or reproductions thereof. Petitioner sends a purchase order to a
printer indicating the nunber of a particul ar paper product that
it wants printed, and the printer prints the approxi mate nunber
of products ordered. |In the case of cards, the printer prepares

an invoice wwth artist’s adjustnments noted and ships the printed
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itens, per petitioner’s instructions, to San Di ego Bi ndery.
Petitioner contracts wwth San Di ego Bindery to cut the sheets of
cards into individual cards and to fold each individual card, and
San Diego Bindery bears the risk of loss if it damages any card
during that process. San Diego Bindery ships the finished goods
(with an invoice) to petitioner’s headquarters, where petitioner
stores all of its inventory.

In addition to selling products which bear at |east one of
its cartoon characters, petitioner enters into |licensing
agreenents under which certain manufacturers are given the right
to use one or nore of petitioner’s characters. Under a licensing
agreenent, petitioner generally charges the licensee a fee to use
an original cartoon drawing and a royalty equal to a percentage
of the licensed products sold. The licensees sell and distribute
the products they create bearing i mages of petitioner’s cartoon
characters. Petitioner does not sell its |licensees’ products
through either its independent sales representatives or through
its catal ogue; nost of the |licensees sell and distribute their
products thenselves. Petitioner does sell all of its |licensees’
products at its retail store.

Petitioner has never adjusted the value of its inventory to

reflect section 263A. Petitioner’s reported ending inventory on
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June 30, 1994, was $1,556,404, and its absorption ratio for the
year then ended woul d have been 42. 87 percent.

Petitioner’s gross receipts and other revenue for the
subj ect year totaled $5,874,039. O that anount, $5,241, 830 was
fromsales,! $623,469 was fromroyalties fromthe |icensing
agreenents, and $8,740 was frominterest, discounts, and service
charges. The gross receipts fromsales were attributable to the

follow ng itens:

| TENS Recei pts

Greeting cards $2, 034, 561
Bouti que; e.g., party goods and bal |l oons 849, 656
Stationery, box notes & neno pads 675, 639
Christmas products; e.g., cards 621, 082
Books, cal endars, & recipe cards 315, 034
Wap and tote 193, 101
I nvitations 191, 280
G ft enclosures 86, 425
Q her itens 275, 052

Tot al 5,241,830

For the 3 taxable years precedi ng the subject year, petitioner’s
gross receipts were $6, 711, 723, $6, 772,772, and $5, 898, 638,
respectively.

Respondent determ ned that petitioner is subject to the
UNI CAP rul es. Respondent determ ned that petitioner’s cost of

goods sold for the subject year was overstated by $667, 267 by

! The cost of goods attributable to those sal es was
$2,108,921. The only itemreportedly included in that cost was
“Pur chases”.
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virtue of the fact that petitioner had failed to change its
met hod of accounting to account for the UN CAP rul es.

Di scussi on

We decide primarily whether petitioner is subject to the
UNI CAP rul es of section 263A. The UNI CAP rul es, which generally
require capitalization of expenses related to tangible property,
were added to the Internal Revenue Code as part of section 803 of
the Tax Reform Act of 1986 (TRA), Pub. L. 99-514, 100 Stat. 2085,
2350. As applicable herein, the UNICAP rules are effective with
respect to taxable years beginning after Decenber 31, 1986. See
TRA sec. 803(d)(2)(A).

Section 263A provides in relevant part:

SEC. 263A. CAPI TALI ZATI ON AND | NCLUSI ON | N | NVENTORY
COSTS OF CERTAI N EXPENSES.

(a) Nondeductibility of Certain Direct and
I ndi rect Costs. --

(1) I'n general.--1n the case of any
property to which this section applies, any
costs described in paragraph (2)--

(A) in the case of property
which is inventory in the hands of
t he taxpayer, shall be included in
inventory costs, and

(B) in the case of any other
property, shall be capitalized.

(2) Allocable costs.--The costs
described in this paragraph with respect to
any property are —
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(A) the direct costs of such
property, and

(B) such property's proper
share of those indirect costs
(i ncluding taxes) part or all of
whi ch are allocable to such

property.

Any cost which (but for this subsection) could not be
taken into account in conputing taxable incone for any
t axabl e year shall not be treated as a cost descri bed
in this paragraph.

(b) Property to Wiich Section Applies.-—-Except as
ot herwi se provided in this section, this section shal

apply to-—-

(1) Property produced by the taxpayer. -
—Real or tangi bl e personal property produced
by the taxpayer.

(2) Property acquired for resale.--

(A) In general.— Real or
personal property described in
section 1221(1) which is acquired
by the taxpayer for resale.

(B) Exception for taxpayer
with gross receipts of $10, 000, 000
or | ess.-—-Subparagraph (A) shall
not apply to any personal property
acquired during any taxable year by
t he taxpayer for resale if the
average annual gross receipts of
the taxpayer * * * for the 3-
t axabl e year period ending with the
t axabl e year precedi ng such taxable
year do not exceed $10, 000, 000.

* * * * * * *

(g) Production.--For purposes of this section--
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(1) I'n general.--The term “produce”
i ncl udes construct, build, install,
manuf act ure, devel op, or inprove.

(2) Treatnment of property produced under
contract for the taxpayer.— The taxpayer
shal |l be treated as produci ng any property
produced for the taxpayer under a contract
with the taxpayer * * *,

(h) Exenption for Free Lance Authors,
Phot ogr aphers, and Artists.--

(1) I'n general.—Nothing in this section
shall require the capitalization of any
qgual ified creative expense.

(2) Qualified creative expense. --For
pur poses of this subsection, the term
“qualified creative expense” neans any
expense- -

(A) which is paid or incurred
by an individual in the trade or
busi ness of such individual (other
than as an enpl oyee) of being a
witer, photographer, or artist,
and

(B) which, without regard to
this section, would be allowabl e as
a deduction for the taxable year.

* * * * * * *

(3) Definitions.--For purposes of this
subsecti on- -

* * * * * * *
(O Artist.--
(1) I'n general.--The term

“artist” nmeans any individual if
t he personal efforts of such
i ndi vidual create (or may
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reasonably be expected to create) a
pi cture, painting, scul pture,
statue, etching, draw ng, cartoon,
graphi c design, or original print
edi tion.

(1i) Criteria.--1In
determ ni ng whet her any expense is
paid or incurred in the trade or
busi ness of being an artist, the
followng criteria shall be taken
into account:

(I') The originality
and uni queness of the itemcreated
(or to be created).

(1) The
predom nance of aesthetic val ue
over utilitarian value of the item
created (or to be created).

(D) Treatnent of certain
corporations. --

(1) I'n general.--1f--

(I') substantially
all of the stock of a corporation
is owned by a qualified enpl oyee-
owner and nenbers of his famly (as
defined in section 267(c)(4)), and

(I'1) the principal
activity of such corporation is
per formance of personal services
directly related to the activities
of the qualified enpl oyee-owner and
such services are substantially
performed by the qualified
enpl oyee- owner,

this subsection shall apply to any
expense of such corporation which

directly relates to the activities
of such enpl oyee-owner in the sane
manner as if such expense were

i ncurred by such enpl oyee- owner.
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(i1) Qualified enpl oyee-
owner . - - For purposes of this
subpar agraph, the term*“qualified
enpl oyee- owner” neans any
i ndi vidual who is an enpl oyee- owner
of the corporation (as defined in
section 269A(b)(2)) and who is a
witer, photographer, or artist.

Petitioner makes two argunments as to why it is not subject
to the UNICAP rules. First, petitioner argues, it is excepted
fromthose rules because it is a small reseller under section
263A(b)(2)(B).2 Petitioner asserts that it engages in no
manuf acturing or production activity wth respect to its paper
products and that it resells those products after buying them
fromthe producers thereof; nanely, petitioner asserts, the
printers. Second, petitioner argues, it is an artistic business
that is exenpt fromthe UNICAP rules by virtue of section
263A(h). Petitioner asserts that Ms. Spafford is a qualified
enpl oyee-owner and that she owns substantially all of
petitioner’s stock. Petitioner asserts that Ms. Spafford’'s
cartoon characters are original and unique and that her artwork
is reproduced and di ssem nated t hrough the paper products
primarily for the character’s aesthetic val ue.

Respondent argues that petitioner does not neet the reseller

exception because it produces rather than resells its paper

2 For purposes of sec. 263A, “resellers” are “retailers,
whol esal ers and ot her taxpayers that acquire property described
in section 1221(1) for resale”. Sec. 1.263A-1(a)(3)(iii), Income
Tax Regs.
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products.® Respondent argues that petitioner does not qualify
under section 263A(h). Respondent asserts that Ms. Spafford does
not own substantially all of petitioner’s stock wthin the
meani ng of section 263A(h)(3)(D)(i)(l) and that petitioner’s
paper products are utilitarian rather than unique.

We agree with respondent that petitioner is subject to the
UNI CAP rul es of section 263A. As to petitioner’s primary
argunent, nanely, that it is a reseller and not the producer of
its paper products, we disagree. The facts of this case |ead us
to conclude that petitioner is and has been the only “owner” of
its paper products up until the tine that they are sold to its
custoners, and, thus, that petitioner is the only producer of
t hose products for purposes of section 263A. See sec. 1.263A-
2(a)(1)(ii), Income Tax Regs. (“a taxpayer is not considered to
be produci ng property unless the taxpayer is considered an owner
of the property produced under federal incone tax principles”).
Petitioner’s ownership interest in the paper products attaches at
the first stage of their production; i.e., when the cartoon
characters are devel oped and drawn. Petitioner perforns this

step solely by itself, and this step, which requires the nost

skill, expertise, and creativity of any step in the production
3 For purposes of sec. 263A, the term “produce” “includes *
* * construct, build, install, manufacture, devel op, inprove,

create, raise, or grow.” Sec. 1.263A-2(a)(1)(i), Incone Tax
Regs.
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process, is critical and indispensable to the paper products’
production. But for these characters, petitioner would not be
able to sell its paper products in the formthat it does.
Petitioner also does not |et anyone (e.g., a printer) sell, copy,
or use any of its cartoon characters wthout its perm ssion, and
anyone who does so is in breach of the license that petitioner
holds as to its characters.

Petitioner focuses on the fact that the producers actually
devel op the paper products and argues therefromthat the printers
are the producers of its products. W disagree with this
argunment. The printer’s reproduction of petitioner’s characters
onto ordinary paper is nerely one small step in petitioner’s
process of exploiting its characters as sellable inmages, and the
reproduction process is nmechanical in nature in that it involves
little independence on the printers’ part and is subject to
petitioner’s control, close scrutiny, and approval. Petitioner
personal ly selects the printers nmerely to reproduce the
character’s images in a specified manner onto standard sheets of
pl ain paper. The printers cannot print the paper products
wi t hout the cartoon images, and the finished products nust
conformto petitioner’s specifications. G ven the added fact
that a printer does not acquire a proprietary interest in a
cartoon drawing so that it may sell the drawing (or copy thereof)

either separately or as part of a paper product, we conclude that
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the printers are not producers because they never neet the
necessary requirenment of owning the paper products for Federal

i ncone tax purposes. See Charles Peckat Mnufacturing Co. v.

Jarecki, 196 F.2d 849 (7th Cir. 1952).4

Nor do we believe that a product such as petitioner’s paper
products may be considered within the neaning of section 263A
(g9)(2) when the product, in its finished form requires such an
extensive invol venrent on the part of the taxpayer vis-a-vis the
purported producer, and the taxpayer has the exclusive right to

sell the finished product. See id.; see also Polaroid Corp. V.

United States, 235 F.2d 276 (1st Cir. 1956). Petitioner’s

transfer of the cartoon characters to the printers gave the
printers only the bare right to possess the characters or
reproductions thereof. It did not give the printers any right to

sell the characters (or reproductions thereof) either alone or as

* The case of Charles Peckat Manufacturing Co. v. Jarecki,
196 F.2d 849 (7th Gr. 1952), is instructive to our analysis.
There, the taxpayer owned a patent on a certain bracket for
aut onobil e visors and contracted wth an i ndependent machi ne shop
to fabricate the bracket for it. The machine shop’s entire output
had to be sold to the taxpayer at a per-piece price, and the
machi ne shop never had a proprietary interest in the bracket.
The court held that the taxpayer manufactured the bracket for
pur poses of the Federal excise tax. The court focused on the
control maintained by the taxpayer over the manufacturing process
and observed that the fabricator "never had a proprietary
interest in the conpleted product” because the bracket was
subject to the patent that the taxpayer controlled. 1d. at 852.
The court stated: “it is not unusual in taxing statutes for the
term ' manufacturer' to include one who has contracted with others
to actually fabricate the product”. 1d. at 851.
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part of a product such as petitioner’s paper products. The ink
and characterl ess paperstock which the printers sell to
petitioner is sufficiently different fromthe character-filled
paper products which petitioner sells to its custoners so as to
characterize the latter products as sold initially by petitioner,
rather than as sold first by the printers to petitioner and then
resold by petitioner to its custoners. W also note that the
approxi mately 60-percent gross profit percentage reported by
petitioner for the subject year on the sale of its paper products
| eads directly to the conclusion that the printers charge
petitioner solely for the paper, ink, and | abor devoted to the
paper products, rather than for the value of the paper products
as itens that are sold to petitioner for purposes of resale.

Petitioner focuses on the fact that the printers bear the
risk of loss during the printing process. W do not find this
fact dispositive as to who owns (and thus produces) the paper
products. The identification of the owner of property for
pur poses of the UNI CAP rul es does not necessarily rest on who
bears the risk of |oss when the product is fabricated or
assenbl ed, or, for that matter, on who actually turns the screws
or hanmers the nails into the product. The owner of property

must be identified fromthe facts and circunstances of the case,
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see sec. 1.263A-2(a)(1)(ii), Income Tax Regs.,® and who bears the
risk of loss is nerely one factor to consider. That a good
damaged during the printing process may cause a printer to suffer
a loss for the ink and paper used on that good (and possibly the
| abor spent or value of the machinery used in applying the ink to
t he paper) does not necessarily nean that the printer was the
damaged good’s owner. As a matter of fact, a reasonable printer
woul d nost |ikely have factored into its price of the print job
t he projected expense for damaged or nonconforni ng goods.*®

As to petitioner’s second argunment that it qualifies for
section 263A(h)’s exenption for artists and other stated
prof essionals, we al so disagree. This exenption was not i ncluded

in section 263A as originally enacted, but was added to that

5 Sec. 1.263A-2(a)(1)(ii), Income Tax Regs., also provides
that a taxpayer may be considered the owner of property produced
even though it does not have legal title thereto.

6 Petitioner also discusses at length sec. 1.263A-3(a)(3),
I ncone Tax Regs. That section is inapplicable to the facts at
hand. Sec. 1.263A-3(a)(3), Incone Tax Regs., provides:

(3) Resellers with property produced under

contract. Generally, property produced for a taxpayer

under a contract * * * |is treated as property produced

by the taxpayer. * * * However, a small reseller is

not required to capitalize additional section 263A

costs to personal property produced for it under

contract wwth an unrel ated person if the contract is

entered into incident to the resale activities of the

small reseller and the property is sold to its

custoners. * * *

That section is inapplicable because petitioner has no resale
activities in that it is not a reseller of its paper products.
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section by way of an anendnent that was retroactive to the
effective date of the TRA. See sec. 6026(a) of the Technical and
M scel | aneous Revenue Act of 1988 (TAVRA), Pub. L. 100-647, 102
Stat. 3342, 3691. As anended by TAMRA, section 263A(h)(3)(D)(i)
and (ii) allowed a “personal service corporation” (as defined in
section 269A(b)) to qualify for section 263A(h)’s exenption if,
anong ot her requirenents, “substantially all of * * * [its] stock
* * * s owed by * * * [a qualified enpl oyee-owner] and nmenbers
of his famly”. The House Ways and Means Commttee stated in its
report that “For this purpose, the term*“substantially all” neans
95 percent or nore of the value of the corporation’s stock”. H
Rept. 100-795, at 531, 532 (1988). 1In the follow ng year,
Congress anended section 263A(h) a second tinme, again retroactive
to the effective date of section 263A, to provide that any
corporation (and not sinply a personal service corporation) could
qualify for section 263A(h)’s exenption if, anong other
requi renents, “substantially all of * * * [its] stock * * * |s
owned by a qualified enpl oyee-owner and nenbers of his famly”.
See secs. 7816(d)(1) and 7817 of the Omi bus Budget
Reconciliation Act of 1989, Pub. L. 101-239, 103 Stat. 2106,
2420.

We nust apply the term“substantially all” to determ ne
whet her petitioner qualifies for the exenption set forth in

section 263A(h). W generally apply statutory text in accordance
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with its ordinary, everyday usage. Wen the nmeaning of statutory
text is “unescapably anbi guous”, however, we may resort to the
rel evant |l egislative history to resolve that anmbiguity. Garcia

v. United States, 469 U S. 70, 76 n.3 (1984) (quoting Schweumann

Bros. v. Calvert Distillers Corp., 341 U S. 384, 395 (1951)

(Jackson, J., concurring)); see Venture Funding, Ltd. V.

Commi ssioner, 110 T.C. 236, 241-242 (1998), affd. _ F.3d __

(6th Gr. 1999); see also Albertson's, Inc. v. Conm ssioner, 42

F.3d 537, 545 (9th Cir. 1994), affg. 95 T.C. 415 (1990). Here,
we believe that the term“substantially all” is “unescapably
anbi guous”, and, accordingly, we consult the terms |egislative
hi story for guidance as to its neaning. As nentioned above, we
find in the report of the House Ways and Means Committee that it
clearly intended for that termto require that a qualified

enpl oyee- owner and nenbers of his famly own “95 percent or nore
of the value of the corporation’s stock”.” H Rept. 100-795,
supra at 531, 532 (1988). W also find in the House conference

report that the conference agreenent followed the House bill as

" The legislative history to the TRA reveal s that Congress
al so equated a 95-percent test with the term“substantially all”
for purposes of sec. 448(d)(2), a provision included in the TRA
as sec. 801(a). See H Conf. Rept. 99-841 (Vol. I1) at I1-287
(1986), 1986-3 C.B. (Vol. 4) 1, 287. The legislative history to
TAMRA reveal s that the joint conferees to that Act knew that the
term*“substantially all” had been equated with a 95-percent
requirenent. See H Conf. Rept. 100-1104 (Vol. 2) at 11-152
(1988), 1988-3 C.B. 473, 642.
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amended by the Senate.® See H Conf. Rept. 100-1104 (Vol. 11),
at 145, 146 (1988), 1988-3 C.B. 473, 635-636. G ven the fact
t hat none of petitioner’s shareholders owns the requisite
percentage of stock as set forth in the report of the House Ways
and Means Commttee, we hold that petitioner does not qualify for
t he exenption set forth in section 263A(h).° W need not and do
not address whether petitioner was otherw se disqualified for
t hat exenpti on because, as asserted by respondent, its paper
products are utilitarian in nature.

Havi ng concl uded that petitioner is subject to the UN CAP
rules, we now turn to the remaining issue; i.e., the year in
whi ch section 481 requires that petitioner account for its change
to the UNICAP rules. Petitioner argues that TRA section
803(d)(2) requires that it account for this change in its taxable
year ended June 30, 1988. In relevant part, that section

provi des:

8 None of the Senate’'s anendnents are relevant for purposes
of our discussion.

° Petitioner argues that the Court should apply a “facts and
ci rcunstances test” to determ ne whether Ms. Spafford owns
“substantially all” of petitioner’s stock for purposes of sec.
263A(h). Petitioner notes that neither the text of sec. 263A nor
t he regul ati ons thereunder have ever nentioned the 95 percent
test referenced in the commttee report and states that the
“House Comm ttee Report to Public Law 100-246 * * * suggested
that a 95% interest would clearly satisfy the substantially al
test.” Suffice it to say that the 95-percent test referenced in
the conmttee report is nore than a nere suggestion and t hat
petitioner fails the 95-percent test because none of its
sharehol ders owns the requi site percentage of stock.
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(d) Effective date.--

(1) I'n General.--Except as provided in
this subsection, the anmendnents nade by this
section shall apply to costs incurred after
Decenber 31, 1986, in taxable years ending
after such date.

(2) Special Rule For Inventory
Property.--1n the case of any property which
is inventory in the hands of the taxpayer—-

(A) I N GENERAL- - The anendnents
made by this section shall apply to

t axabl e years begi nning after
Decenber 31, 1986.

Petitioner focuses on the fact that section 803(d)(2)(A) of
the TRA provides explicitly that the anendnments contai ned therein
“shall” apply to taxable years beginning in or after 1987 and
asserts that this | anguage neans that the “year of change” for
pur poses of section 481 is the year for which it was required to
change its nmethod of accounting to conformto the UN CAP rul es
rather than the first year for which it actually nmade the change.
Respondent argues that the “year of change” for purposes of
section 481 is the year in which the change actually occurred;
i.e., the subject year

We agree with respondent. Section 481(a)(1) provides that
where in conputing a taxpayer's taxable inconme the conputation is
under a nethod of accounting different fromthe nmethod under
whi ch the taxpayer's inconme for the precedi ng taxable year was

conputed, there shall be taken into account those adjustnents
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whi ch are determ ned to be necessary solely by reason of the
change in order to prevent an anmount from being duplicated or
omtted. Section 481 was designed by Congress to prevent the
duplication or om ssion of incone or expense that may ot herw se
occur solely through a change in a nethod of accounting that is
used by a taxpayer to conpute his or her taxable inconme. See

Gaff Chevrolet Co. v. Canpbell, 343 F.2d 568, 572 (5th Gr.

1965); Pursell v. Comm ssioner, 38 T.C 263, 271 (1962), affd.

315 F.2d 629 (3d Cr. 1963). Congress designed section 481
broadly to all ow the Comm ssioner to adjust income for a "year of
t he change"” by increasing that year's income by any incone that
was earned in a "closed year" but went unreported due to the
mechani cs of the taxpayer's old accounting nethod. See Gaff

Chevrolet Co. v. Canpbell, supra at 572. The year of change is

the first taxable year in which taxable inconme is conputed under
a method of accounting that is different fromthe nethod of
accounting that was used in the prior year. See sec. 1.481-
1(a) (1), Incone Tax Regs.

In accordance with this firmy established | aw, the year of
change in this case is the subject year; i.e., the first year in
whi ch petitioner’s nmethod of accounting was changed to refl ect
the UNICAP rules. Petitioner attenpts to distinguish this |aw by
arguing that, as of its first taxable year beginning in 1987, TRA

section 803(d)(2) changed its nmethod of accounting to conformto
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the UNI CAP rules as an operation of law ® W find that argunent
unpersuasive. The fact of the matter is that, up until and
i ncludi ng the subject year, petitioner used a nmethod of
accounting that did not reflect the UNI CAP rules, and our
hol di ngs herein nean that petitioner nust reconpute its incone
for the subject year under a nethod of accounting that does take
into account those rules. See also sec. 1.263A-1T(e)(11),
Tenporary I ncone Tax Regs., 52 Fed. Reg. 10052, 10083-10084 ( Mar.
30, 1987) (“Taxpayers who are required to change their nethod of
accounting under this section and who fail to conply with the

requi renents of this paragraph (e)(11) [regarding an automatic

10

Petitioner also notes that the Conm ssioner had previously
exam ned sone of its earlier taxable years that postdated the
effective date of the UNICAP rules and that the Comm ssioner had
never changed its nethod of accounting for those years to conform
to those rules. Petitioner suggests that the Comm ssioner now is
estopped from making the sec. 481 adjustnment for the subject
year. We find this suggestion unavailing. The fact that the
Comm ssi oner had the opportunity to, but did not, change an
i nproper nethod of accounting in an earlier year does not nean
that he is estopped from making the change in the |ater year.
See Kni ght - R dder Newspapers Inc. v. United States, 743 F.2d 781
(11th Cr. 1984). The doctrine of equitable estoppel does not
bar the Conm ssioner fromcorrecting a m stake of |aw, see
Aut onobile Qub v. Conm ssioner, 353 U S. 180, 183 (1957); see
al so Norfolk S. Corp. v. Conmm ssioner, 104 T.C 13, 61 (1995),
and the cases cited therein, affd. 140 F. 3d 240 (4th CGr. 1998),
"even where a taxpayer may have relied to his detrinment on the
Comm ssioner's mstake", Dixon v. United States, 381 U S. 68,
72-73 (1965). The Comm ssioner may correct m stakes of |aw
because "' Wioever deals with the governnent does so with notice
that no agent can, by neglect or acquiescence, commt it to an
erroneous interpretation of the law "' Gaff v. Comm ssioner, 74
T.C. 743, 762 (1980) (quoting Schafer v. Helvering, 83 F.2d 317,
320 (D.C. GCir. 1936)), affd. 673 F.2d 784 (5th Cr. 1982).
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change in nethod of accounting to conply with the UN CAP rul es]
shal | be considered as using an inproper nethod of accounting
under the Code”). Because the subject year is the first taxable
year in which taxable inconme is conputed under a nethod of
accounting that is different fromthe nethod of accounting used
in the prior year, we agree wth respondent that the subject year
is the “year of change” for purposes of section 481. See also
sec. 1.481-1(a)(1), Incone Tax Regs.

Al l argunments not discussed herein are either irrel evant or
w thout nmerit. To reflect concessions,

Deci sion will be entered

under Rul e 155.




