T.C. Meno. 2008-133

UNI TED STATES TAX COURT

JEFFREY M BI GLER AND CASSANDRA M BI GLER, ET AL.,! Petitioners
v. COW SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 9541-06, 9542-06, Filed May 19, 2008.
9543- 06.

Robert M Galloway, for petitioners.

WlliamF. Barry IV and Benjam n De Luna, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned deficiencies in
petitioners’ income tax for 2002 and penalties thereon as

foll ows:

! Cases of the follow ng petitioners are consolidated
herewith: Bruce Bigler and Wendy Bi gl er, docket No. 9542-06;
Donald G Bigler and Linda Bigler, docket No. 9543-06



Penal ty
Petitioners Defi ci ency Sec. 6662(a)
Jeffrey and
Cassandra Bigl er $236, 286 $47, 257. 20
Bruce and
Wendy Bi gl er 237,523 47,504. 60
Donal d and
Li nda Bi gl er 506, 443 101, 288. 60

After concessions, the issues remaining for decision are: (1)
Whet her BBB I ndustries, Inc. (BBB), nust include in inconme the
entire anmount shown on a custoner’s invoice; (2) whether BBB is
permtted to deduct frominconme the anount it estimates it wll
have to credit custoners for the return of cores; and (3) whether
petitioners are |iable for the accuracy-rel ated penalty pursuant
to section 6662(a)? for 2002.

On February 28, 2006, respondent issued petitioners notices
of deficiency based on adjustnents to petitioners’ shares of
i nconme as shareholders in BBB, an S corporation. Respondent
determ ned that BBB' s nmethod of accounting did not clearly
reflect inconme and therefore changed BBB s nethod of accounting.
Further, with regard to the change in accounting nethod
respondent made a section 481(a) adjustnent related to the
deferred core incone of $2,082,957. 1In the stipulation of

settled i ssues respondent reduced this amount by $1, 612, 766. 84.

2 Unless otherwise indicated, all section references are to
the I nternal Revenue Code, and all Rule references are to the Tax
Court Rules of Practice and Procedure.
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine of filing the
petitions, petitioners Jeffrey and Cassandra Bigler lived in
Texas, and petitioners Bruce and Wendy Bigler lived in Al abama,
as did petitioners Donald and Linda Bigler. Petitioners
Cassandra Bigler, Wendy Bigler, and Linda Bigler are petitioners
in their respective cases by reason of their filing joint Federal
income tax returns for the cal endar year 2002 with their
respective spouses. All subsequent references to petitioners
will refer to Jeffrey Bigler, Bruce Bigler, and Donald Bigler
col l ectively.

Petitioners are the owners of BBB, an S corporation that
uses the accrual nethod of accounting.® BBB is in the business
of remanufacturing autonobile parts, such as alternators and
starters. BBB s remanufacturing of an autonobile part begins
with a used part called a “core”. BBB sells its remanufactured
parts to retailers. The invoice BBB presents to its custoners
conprises two charges for each remanufactured part: A unit price
and a core price. For each remanufactured part sold to a

custoner, i.e., starters and alternators, BBB is owed the total

3 Jeffrey Bigler and Bruce Bigler each owned 24 percent,
and Donal d Bi gl er owned 52 percent.
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of the core price and the unit price. For each remanufactured
part purchased, the custoner is entitled to return a core to BBB
for a credit. The credit BBB gives the custoner for the return
of the core is the core price listed on the invoice. The anount
of the core credit depends on the contract each custoner has with
BBB. There is no tine limt within which a custonmer nust return
a core toreceive a credit. BBB is unable to use all of the
returned cores for remanufacturing. BBB sells unused cores for
scrap but does not reduce the credit to the custoner for the
unusabl e cores. Furthernore, BBB accepts cores and credits
custoners for cores even if the custoners did not originally
acquire the cores fromBBB. Anong the reasons BBB does this are
to maintain custoner loyalty and to guarantee it has a supply of
cores to remanufacture and later resell.

The anobunt and percentage of cores returned to BBB vary from
year to year. In sone years nore cores were returned than sold.
BBB does not know how many cores have not been returned by its
custoners at the end of the year. As of Decenber 31, 2002, BBB
di d not know how many cores would be returned, when the cores
woul d be returned, or which cores would be returned. Wen BBB
sells remanufactured parts to its custoners, ownership in the
parts and the cores passes to the custonmer, with BBB having no

future rights in the core.
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BBB determ ned the cost of each type of core as of Decenber
31, 2002, on the basis of either the average of the prices |isted
on the pricing sheet of its main suppliers for the 2002 year or
t he average anount BBB paid for the cores according to the
i nvoi ces provided by its suppliers for the 2002 year. BBB
i ncludes in accounts receivable the total anmount included in the
invoice to the custonmer. The “in-house liability” account
represented the anount BBB expected to credit custoners for cores
they actually returned. Using the differences between the cores
sold and the cores returned, BBB cal cul ated the anounts it would
have to credit its customers for the return of the cores that BBB
had not received during the tax year fromits custonmers but
expected to receive in a subsequent tax year. BBB created an

account called “deferred core incone” which BBB credited for the

potential liability in an anpbunt equal to the core price on the
i nvoi ce.
BBB reported the sumof three accounts: In-house liability,

deferred core income, and adjustnent for rebate liability on
Schedul e L, Bal ance Sheets per Books, statenment 13 of BBB s 2002
Form 1120S, U.S. Incone Tax Return for an S Corporation. The sum
at the begi nning of 2002 was $2, 082,957, and the sumat the end
of the year was $2,783,905. As of January 1, 2002, the bal ance
of the deferred core income account was $406, 189.88, and on

Decenber 31, 2002, the bal ance was $2, 080, 686.71. For 2002 BBB
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reduced taxable income by $1, 674, 499. 83,4 the anount accrued
during the year in the deferred core incone account.

OPI NI ON

Met hod of Accounti ng

Pursuant to section 446(a), taxable inconme shall be conputed
under the nmethod of accounting on the basis of which the taxpayer
regul arly conputes inconme in keeping its books. Section 446(b)
contains an exception in the situation where the nethod used by
t he taxpayer does not clearly reflect income. In such cases, the
conput ati on of taxable inconme shall be made under such nethod as,
in the opinion of the Secretary, does clearly reflect incone.

A taxpayer may use the accrual nethod of accounting to report

i ncone. See secs. 446(a), (c), 451(a). |If the taxpayer elects
to report its inconme in that nmanner, the taxpayer nust report
income in the year in which “all the events have occurred which
fix the right to receive such incone and the anmount thereof can
be determ ned with reasonabl e accuracy.” Sec. 1.451-1(a), |ncone
Tax Regs.; see also sec. 1.446-1(c)(1)(ii)(A), Incone Tax Regs.
CGenerally, all the events that fix the right to receive incone

occur on the earliest of the followng: (1) The date paynent is

4 The difference between the $406, 189. 88 bal ance at the
start of the year and the $2,080, 686. 71 cl osing bal ance is $3
| ess than the $1, 674, 499. 83 anount accrued during the year. Both
parti es have stipulated the anounts, and there appears to be no
expl anation for the $3 discrepancy. The $3 discrepancy has no
effect as to the outcone of the case.
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received; (2) the date paynent is due; or (3) the date of

performance. See Schlude v. Conm ssioner, 372 U S. 128 (1963);

Johnson v. Comm ssioner, 108 T.C. 448, 459 (1997), affd. in part,

revd. in part and remanded on anot her ground 184 F.3d 786 (8th

Cir. 1999); Firetag v. Comm ssioner, T.C Meno. 1999-355, affd.

wi t hout published opinion 232 F.3d 887 (4th Gr. 2000).

I n addition when applying the all events test, we consider
condi tions precedent which are required to be net before a fixed
right to receive inconme exists. W disregard conditions
subsequent which may term nate an existing right to incone but
t he presence of which does not preclude the accrual of incone.

See Keith v. Comm ssioner, 115 T.C. 605, 617 (2000); Charles

Schwab Corp. & Subs. v. Conmm ssioner, 107 T.C 282, 293 (1996),

affd. 161 F.3d 1231 (9th CGr. 1998).

On the deduction side, a liability accrues in the taxable
year in which: (1) Al the events have occurred that establish
the fact of the liability, (2) the anmount of the liability can be
determ ned with reasonabl e accuracy, and (3) econom c performance
has occurred with respect to the liability. Sec. 1.461-1(a)(2),
| ncome Tax Regs.

Petitioners argue that despite the fact that the dollar
anounts stated on the 2002 invoices as the prices of the cores
total $2,080,686.71, the deferred core incone account was

actually only worth $841,020. Petitioners contend that BBB
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shoul d not have to include in incone the additional receivable
for cores which had not been returned at the end of the year,

$1, 239,666. 71. Furthernore, petitioners argue that BBB' s
deferred core incone account is essentially a contra receivabl e
reflecting the fact that the receivable is worth | ess than the
dol | ar ampbunt stated. On the incone side, petitioners do not

di spute that the all events test has been satisfied.

Respondent argues that the entire anount BBB billed its
custoners in 2002 should be included in income. Until the cores
are actually returned to BBB, the full amount nust be included in
income and no offsetting deduction is allowed. Respondent also
argues that petitioners have failed to prove that the fair market
val ues of the cores are substantially | ess than the anmounts
bill ed.

For reasons that follow, we agree wth respondent that BBB
was required to include the full amount billed in incone. Wen
BBB sold remanufactured cores to its custoners, the bil
contai ned two charges: One for the remanufactured part and one
for the core. Upon returning a core, the custoner was entitled
to a credit in an anount equal to the price of the core on the
invoice. After the sale the anount stated was fixed, and BBB had
the right to collect the entire anobunt stated on the invoice.

The fact that BBB m ght have to credit the custoner at sone point

in the future does not nean that incone has not accrued. Thus
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the all events test was satisfied for the entire anmount of the
i nvoi ce.

The fact that BBB virtually never received cash for cores

does not nean that income did not accrue. In Ertequn v.

Comm ssioner, T.C Meno. 1975-27, affd. 531 F.2d 1156 (2d G r

1976), Atlantic Records (Atlantic) had a policy whereby it would
allow certain distributors a 10-percent record return all owance.
Atlantic reduced its inconme on the basis of the 10-percent

al l owance for records that had yet to be returned. Atlantic,

i ke BBB, had specific business reasons for the policy and billed
custoners the full amount despite the possibility of a return or
credit. The Court in Erteqgun held, and the U S. Court of Appeals
for the Second Crcuit affirned, that since the event triggering
the credit, i.e., the return of the merchandi se, did not occur
until after the period in question, no accrual of a liability for
the credit was permtted. It is firmy established that a
reserve for future or contingent liabilities cannot be deduct ed.

Lucas v. Am Code Co., 280 U. S. 445 (1930). BBB nust accrue as

income the entire anount in the deferred core inconme account.
Both petitioners and respondent agree that the facts of this

case are simlar to those in Gkonite Co. v. Conmm ssioner, 4 T.C.

618 (1945), affd. 155 F.2d 248 (3d Cr. 1946). In Ckonite,
custoners purchased wire and cable on a reel used for shipping

and could return the reels within a certain period for a credit.
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Like the reels in Ckonite, the cores in BBB were sold to
custoners, who were free to keep them to sell them el sewhere, or

to return themto BBB. See al so Col oni al Wol esal e Bever age

Corp. v. Commi ssioner, T.C Meno. 1988-405, affd. 878 F.2d 23

(1st Cir. 1989).° Wile BBB s custoners can return cores at any
time, this fact does not change the outcone. BBB did not retain
title to the cores and had no way of forcing custoners to return
cores. Petitioners argue that over a 4-year period over 97
percent of cores were returned to BBB. Again this does not
change the fact that the custoners had conpl ete ownership over
the cores and were not forced to return them The high rate of
return does not alter the fact that incone accrued on the sale
for the entire amount bill ed.

Petitioners admt that the all events test has been net upon
the sale to custoners. Petitioners further admt that custoners
have ownership of the cores and are free to do as they pl ease
with them Petitioners’ argunent that the invoice price of the

core is vastly overstated and thus only a portion should be

5 In Colonial Wolesale Beverage Corp. v. Conm Ssioner,

T.C. Meno. 1988-405, affd. 878 F.2d 23 (1st Cir. 1989), pursuant
to State law, custoners had to pay a deposit for cans but were
entitled to a refund when the cans were returned. Colonial had
to accrue as incone the anmobunt of the deposit and could not claim
a deduction until the cans were returned. Once the cans were
sold, ownership was entirely with the custoner, as was true of
the reels sold in Ckonite Co. v. Conm ssioner, 4 T.C 618 (1945),
affd. 155 F.2d 248 (3d Cr. 1946), and of the cores sold by BBB
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included in incone is unpersuasive. Additionally, BBB cannot
deduct anmounts for cores that have yet to be returned. The
liability is contingent on the return of the core and is not

certain to accrue. See United States v. CGCen. Dynanics Corp., 481

US 239 (1987). As a result, BBB nust report incone as
respondent has argued, and petitioners nust report incone
accordi ngly.

1. Accuracy-Related Penalty

Respondent determ ned that petitioners are liable for the
accuracy-rel ated penalty pursuant to section 6662(a).
Petitioners contend that they should not be liable for this
penalty. W agree wth petitioners.

Respondent has the burden of production and nust cone
forward with sufficient evidence that it is appropriate to inpose

the penalty. See sec. 7491(c); Higbee v. Conmm ssioner, 116 T.C.

438, 446-447 (2001). Section 6662(a) inmposes an accuracy-related
penalty on any portion of an underpaynent of tax required to be
shown on a return if that portion is attributable to negligence
or disregard of rules or regulations or any substanti al

under statenment of incone tax. See sec. 6662(a) and (b)(1) and
(2); sec. 1.6662-2(a)(1) and (2), Incone Tax Regs.

Negligence is the lack of due care or failure to do what a
reasonabl e and ordinarily prudent person would do under the sanme

circunstances. Neely v. Conm ssioner, 85 T.C. 934 (1985).
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Disregard is characterized as any carel ess, reckless, or
intentional disregard. See sec. 6662(c); sec. 1.6662-3(b)(2),
I ncome Tax Regs. Negligence is strongly indicated where a
taxpayer fails to include on an inconme tax return an anount of
i ncone shown on an information return. See sec. 1.6662-3(b)(1),
| ncone Tax Regs. There is a substantial understatenent of incone
tax if the amount of the understatenent exceeds the greater of
either 10 percent of the tax required to be shown on the return,
or $5,000. Sec. 6662(d)(1)(A); sec. 1.6662-4(b)(1), Inconme Tax
Regs. BBB failed to include as incone the full anmount shown on
the invoices, and as a result, petitioners underreported their
inconme and there were substantial understatenments of their incone
tax. Therefore, respondent has net his burden of production with
respect to this penalty. However, the accuracy-related penalty
does not apply to any portion of an underpaynent for which there
was reasonabl e cause and where the taxpayer acted in good faith
wWth respect to that portion. See sec. 6664(c)(1l); sec. 1.6664-
4(a), Income Tax Regs. The determ nation of whether the taxpayer
acted with reasonable cause and in good faith is nade on a case-
by-case basis, taking into account all pertinent facts and
circunstances. Sec. 6664(c)(1l); sec. 1.6664-4(b), Incone Tax
Regs. BBB kept detailed records of its transactions, BBB' s
bookkeepi ng was in accordance with generally accepted accounting

principles, and BBB foll owed industry standards. Although these
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factors are not determ native of the tax consequences to BBB and
petitioners, they do show that petitioners acted reasonably and
in good faith. As a result, petitioners are not |iable for the
section 6662(a) penalty.

In reaching all of our holdings herein, we have consi dered
all argunents made by the parties, and to the extent not
menti oned above, we conclude they are irrel evant or w thout
merit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




