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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Petitioner’s predecessor, D ehl Gaphsoft,
Inc. (Diehl), petitioned the Court to redeterm ne respondent’s

determ nation of a $142,986 deficiency in its Federal incone tax



- 2 -

for its taxable year ended May 31, 1995 (1995 taxable year).! W
must deci de whet her respondent abused his discretion under
section 446 when he determi ned that D ehl nmust change its overal
met hod of accounting froma hybrid nethod to an accrual nethod.
We hold he did not. Unless otherw se indicated, section
references are to the Internal Revenue Code in effect for the
subj ect year

FI NDI NGS OF FACT

Sonme facts were stipulated and are so found. The stipul ated
facts and the exhibits submtted therewith are incorporated
herein by this reference. D ehl is a publicly traded corporation
whose principal place of business was in Colunbia, Mryland, when
its petition was filed.

D ehl designs, devel ops, manufactures, and sells unnodified
software that allows sophisticated design and engi neering
projects to be perfornmed on conputer hardware. D ehl also
devel ops and sells to its software users, usually as part of the
software sale, three manuals which are an integral part of the
software. The manuals, which are printed and bound by outside
vendors, consist of a: (1) Programm ng | anguage manual , (2)
techni cal reference nmanual, and (3) tutorial manual. Diehl also

sells to its custoners software produced by third parties. (W

! Respondent also determined that Diehl is liable for the
increased rate of interest under sec. 6621(c).
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hereinafter refer collectively to all of the products sold by

D ehl as products.) |In addition to its products, D ehl provides
to its custonmers free of charge access to its custonmer support
servi ces.

Diehl sells sonme of its products within the United States
through its enpl oyees, dealers, and distributors. It sells the
remai nder of its products outside the United States through
foreign distributors and resellers. Mst of D ehl’s sales
(approxi mately 85 percent of them by revenue) are of a single
product (M niCad5) that is sold to users of Maclntosh conputers.

Di ehl’s gross receipts for the subject year were $4, 848, 333.
Al'l of these receipts were attributable to Diehl’s sale of its
products. D ehl’s sales were made as follows: (1) Ten percent
as direct sales between D ehl and end users, (2) 4 percent as
sal es through dealers, and (3) 86 percent as sal es through
distributors (both foreign and donestic). Diehl’s sales were
made either: (1) By delivering its products electronically
t hrough an el ectronic code and serial nunber or (2) by delivering
its products in boxes containing the software (usually on a
di sk), manual s, and any other itemthat D ehl considered
necessary for the particular market. In the latter case, the
boxes and the manual s were significant parts of the sales.

Upon its inception in 1985 and throughout the subject year,

D ehl used a hybrid nethod of accounting for book and tax
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purposes. Specifically, D ehl used the: (1) Cash receipts and
di sbursenents nethod (cash nethod) to report its receipts and
certain expenditures and (2) | ower of cost or market nethod to
value its yearend inventory. At the beginning and end of its
1995 taxabl e year, D ehl had an inventory val ued for Federal

i ncome tax purposes at $112,945 and $132, 820, respectively.
Diehl’s inventory consisted of: (1) Blank disks, (2) software,
manual s, binders, and videos, and (3) shipping materials and

ot her supplies. The values of those itens on May 31, 1994 and
1995, were as foll ows:

May 31, 1994 May 31,

1995
Bl ank di sks $11, 530 $16, 156
Sof tware, manual s, binders, and vi deos 85, 904 106, 353
Shi pping materials and other supplies 15,513 10, 311
Tot al 1112, 947 132, 820

1 The $2 difference between this anmpbunt and the $122,945 |i sted
i mredi ately above and below is attributable to rounding.

Di ehl reported taxable inconme of $1,603,678 for its 1995
taxable year. It conputed and reported its cost of goods sold as
fol |l ows:

| nventory at begi nning of year $112, 945

Pur chases 510, 898
Cost of | abor 32, 260
Comm ssi ons 4,961
| nventory scrap 17, 680
Tot al 678, 744
| nventory at end of year 132, 820
Cost of goods sold 545, 924

Respondent determ ned that Diehl was required to use an

overall accrual nmethod to reflect its inconme clearly. Respondent
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made two positive (increase to incone) adjustnents to Diehl’s
reported taxable inconme to reflect this determnation. First,
respondent made a $206, 108 adj ust ment under section 481(a) to
reflect the effect of the change fromthe cash nethod to an
accrual nethod as of June 1, 1994:

Application of Application of

cash net hod accrual nethod Difference
Accounts receivabl e -0- $260, 527 $260, 527
I nterest receivable -0- 38, 769 38, 769
Prepai d expenses $11, 647 173, 460 161, 813
Prepai d adverti sing - 0- (159, 700) (159, 700)
Account s payabl e (8, 208) (103, 509) (95, 301)
Tot al 3, 439 209, 547 206, 108

Second, respondent made a $214, 309 adjustnment to reflect the

current year’s application of an accrual nethod to the foll ow ng

itens:
Bal ance on Bal ance on

June 1, 1994 May 31, 1995 Difference

Accounts receivabl e $260, 527 $522, 775 $262, 248

I nterest receivable 38, 769 7,817 (30, 952)
Prepai d expenses 173, 460 64, 495 (108, 965)
Prepai d adverti sing (159, 700) (54, 240) 105, 460
Account s payabl e (103, 509) (116, 991) (13,482)

Tot al 209, 547 423, 856 214, 309

OPI NI ON

Petitioner argues that respondent abused his discretion when
he determ ned that Diehl nust change fromits hybrid nethod to an
accrual nethod. Petitioner generally nmakes four assertions in
support of its argunent. First, petitioner asserts that the cash
method is listed in section 446(c) as a perm ssi bl e nethod of
accounting and that a taxpayer who consistently uses the cash

nmet hod may continue to use that nethod until it fails the $5
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mllion gross receipts exception of section 448. Petitioner
clains that Diehl has consistently used the cash nethod since its
inception and that Diehl nmet the $5 million gross receipts
exception for the relevant year. Second, petitioner asserts that
a taxpayer neeting the $5 mllion gross receipts exception may
use the cash nethod whenever its sale of nerchandise is not an
i ncome- producing factor. Petitioner clainms that Diehl primarily
earned its inconme by selling intellectual property, which,
petitioner clainms, is not nmerchandise. Petitioner clains that
D ehl’s sales of the manuals and other inventory itens were not
an i ncone-producing factor in its business because, petitioner
clains, the sales nerely hel ped D ehl sell and market its
intellectual property. Third, petitioner asserts that D eh
could use the cash nmethod because its sales of the manuals and
other inventory itens were insignificant as a function of its
gross receipts and that the anount of these itens fluctuated
little fromone yearend to the next. Petitioner clains that it
is a per se abuse of discretion when respondent’s change in
met hod of accounting generates adjustnents to accounts receivable
and not to the anount of inventory at the beginning or end of the
year. Fourth, petitioner asserts that respondent’s determ nation
is an abuse of discretion because D ehl changed to an overal

accrual nethod 2 years after the subject year
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We disagree with petitioner that respondent’s determ nation
is an abuse of discretion. Section 446(a) contains the general
rule for tax accounting. Section 446(a) provides that the
accounting nethod used to conpute taxable incone generally nust
be based on the nethod of accounting used to conpute book incone.
When the accounting nethod used to conpute taxable incone does
not clearly reflect inconme, section 446(b) gives the Conm ssioner
broad authority to prescribe a nethod that does clearly reflect

i ncone. Thor Power Tool Co. v. Conmi ssioner, 439 U. S. 522, 532

(1979); Comm ssioner v. Hansen, 360 U.S. 446, 467 (1959); see

al so sec. 1.446-1(a)(2), Inconme Tax Regs. (“no nethod of
accounting is acceptable unless, in the opinion of the

Comm ssioner, it clearly reflects incone”). The Conm ssioner’s
exerci se of authority under section 446(b) is given “much

| atitude” and cannot be di sturbed unless “clearly unlawful”

Thor Power Tool Co. v. Conm ssioner, supra at 532-533; Lucas V.

Am Code Co., 280 U.S. 445, 449 (1930); see also United States v.

Catto, 384 U S. 102 (1966); Schlude v. Conm ssioner, 372 U.S.

128, 133-134 (1963); Am Auto. Association v. United States, 367

U S 687, 697-698 (1961); Auto. Cub of Mch. v. Conm ssioner,

353 U. S. 180, 189-190 (1957); Brown v. Conmm ssioner, 291 U S

193, 203 (1934). Taxpayers challenging the Conm ssioner’s

authority nust prove that the Comm ssioner’s determnation is
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“clearly unlawful” or “plainly arbitrary”.2 Thor Power Tool Co.

v. Conmm ssioner, supra at 532-533. The Conm ssioner’s authority

under section 446(b) enconpasses overall nethods of accounting,
as well as specific nethods used to report any item of incone or

expense. Thor Power Tool Co. v. Conm ssioner, supra at 780;

Prabel v. Conm ssioner, 91 T.C 1101, 1112-1113 (1988), affd. 882

F.2d 820 (3d Gr. 1989); sec. 1.446-1(a), Incone Tax Regs.
The fact that the Conm ssioner possesses broad authority

under section 446(b) does not nean that the Conm ssioner can

change a taxpayer’s method of accounting with inpunity. See,

e.g., Prabel v. Conm ssioner, supra at 1112-1113. Thus, for

exanple, if a taxpayer uses a nmethod of accounting that clearly
reflects incone, the Comm ssioner nmay not require a change to
anot her nethod nerely because the Conmm ssioner believes that the

latter nmethod will reflect incone nore clearly. Ansl|ey-Sheppard-

Burgess Co. v. Conm ssioner, 104 T.C 367 (1995); Auburn Packing

Co. v. Commi ssioner, 60 T.C. 794 (1973); Grth v. Conm ssioner,

56 T.C. 610 (1971); see also St. Janes Sugar Coop., Inc. v.

United States, 643 F.2d 1219 (5th G r. 1981); Photo-Sonics, Inc.

v. Comm ssioner, 357 F.2d 656, 658 (9th G r. 1966), affg. 42 T.C

926 (1964); Bay State Gas Co. v. Conmmi ssioner, 75 T.C. 410, 417

(1980), affd. 689 F.2d 1 (1st Cr. 1982). Likew se, we have

2 Petitioner asserts mistakenly that respondent bears the
burden of proving that Diehl’s use of the cash nmethod did not
clearly reflect incone.



- 9 -
al l oned the use of an accounting nethod that was chal |l enged by
t he Comm ssi oner when the taxpayer’s nethod clearly reflected
i ncone and the Comm ssioner’s nethod did not. See Rotolo v.

Comm ssi oner, 88 T.C. 1500, 1514 (1987).

When a taxpayer chall enges the Conm ssioner’s authority
under section 446(b), we inquire whether the accounting nmethod in
issue clearly reflects incone. The answer to this question does
not rest on whether the taxpayer’s nmethod is superior to the

Conmi ssioner’s nethod, or vice versa. RLC I ndus. Co. & Subs. v.

Comm ssioner, 98 T.C. 457, 492 (1992), affd. 58 F.3d 413 (9th

Cir. 1995); WAl-Mart Stores, Inc. & Subs. v. Comm ssioner, T.C

Meno. 1997-1, affd. 153 F.3d 650 (8th Gr. 1998); see al so Brown

V. Helvering, 291 U S. 193, 204-205 (1934). Nor does the answer

rest solely on whether a consistently applied nethod of
accounting is listed in section 446(c) as a “perm ssi ble nmethod”.
Sec. 446(b) (Comm ssioner may change any “nethod used [that] does

not clearly reflect income”) and (c) (“Subject to the provisions

of subsections (a) and (b), a taxpayer may conpute taxable incone

under any of the follow ng nmethods of accounting” (enphasis
added)); see also sec. 1.446-1(a)(2), Incone Tax Regs. Instead,
t he answer nust be found by analyzing the facts and circunstances

of the case. Ansl ey-Sheppard-Burgess Co. v. Conm SSioner, supra;

Peni nsula Steel Prods. & Equip. Co. v. Comm ssioner, 78 T.C.

1029, 1045 (1982).
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A special rule may apply where a taxpayer sells nerchandi se

as part of its ordinary business. Under section 471(a),

Whenever in the opinion of the Secretary the use of
inventories is necessary in order clearly to determ ne
the incone of any taxpayer, inventories shall be taken
by such taxpayer on such basis as the Secretary may
prescri be as conformng as nearly as nmay be to the best
accounting practice in the trade or business and as

nost clearly reflecting the incone.

Applicable regulations clarify that a taxpayer must account for

i nventori es whenever the production, purchase, or sale of

nmer chandi se is an i ncone-produci ng factor in the taxpayer’s

busi ness.

Sec. 1.471-1, Incone Tax Regs. O her pertinent

regul ati ons mandate that a taxpayer who is required to maintain

i nventories must use an accrual nmethod with regard to purchases

and sal es.

See sec. 1.446-1(c)(2)(i), Inconme Tax Regs.

Section 448 does not displace this special rule.® That

3 Sec.

SEC.

448 provi des:

448. LI M TATI ON ON USE OF CASH METHOD OF
ACCOUNTI NG,

(a) General Rule.--Except as otherw se provided in

this section, in the case of a--

(1) C corporation,

* * * * * * *

taxabl e i ncome shall not be conputed under the cash
recei pts and di sbursenents nethod of accounti ng.

(b) Exceptions.--

* * * * * * *

(3) Entities with gross recei pts of not
(continued. . .)
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section generally prohibits a C corporation fromusing the cash
met hod. Sec. 448(a)(1). Although section 448(b)(3) provides an
exception to this prohibition in the case of a C corporation that
satisfies the $5 million gross receipts test of section
448(c) (1), we read nothing in section 448 that provides that a C
corporation may use the cash nethod nerely because it neets that
exception. In fact, section 1.448-1T(c), Tenporary |ncone Tax
Regs., 52 Fed. Reg. 22767 (June 16, 1987), explains clearly the
effect of section 448 on section 446(b). That section states:

nothing in section 448 affects the authority
of the Comm ssioner under section 446(b) to
requi re the use of an accounting nethod that
clearly reflects incone * * *.  For exanple, a
t axpayer using the cash nethod may be required
to change to an accrual nethod of accounting
under section 446(b) because such nethod
clearly reflects that taxpayer’s incone, even
t hough the taxpayer is not prohibited by
section 448 fromusing the cash nethod. * * *
Petitioner also asserts that D ehl did not sell merchandi se
that was an inconme-producing factor in its business. W
di sagree. The term “nerchandi se” includes any item held for

sale. Osteopathic Med. Oncol ogy & Hematol oqy, P.C. V.

Comm ssioner, 113 T.C 376, 382-383 (1999); see al so WIKkinson-

Beane, Inc. v. Conm ssioner, 420 F.2d 352, 354-355 (1st G

3(...continued)
nore than $5, 000, 000. - - Paragraphs (1) and (2)
of subsection (a) shall not apply to any
corporation or partnership for any taxable
year if, for all prior taxable years
begi nning after Decenber 31, 1985, such
entity nmet the $5, 000,000 gross receipts test

* * %
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1970), affg. T.C. Meno. 1969-79. Merchandise is an income-
produci ng factor whenever its cost is significant to the

t axpayer’s gross receipts conputed under the cash nethod. See,

e.g., WIlkinson-Beane, Inc. v. Conm ssioner, supra at 355

(i ncome- produci ng factor where cost of coffin was included in
price of funeral package and represented 15.4 percent and 14.7

percent of cash basis receipts); Knight-Ri dder Newspapers, lnc.

v. United States, 743 F.2d 781, 790 (11th Cr. 1984) (17.6
percent of total cash receipts suggests that itens are an

i ncome- produci ng factor); Thonpson Elec., Inc. v. Conm Ssioner,

T.C. Meno. 1995-292 (incomne-producing factor where cost of
materials consisted of 37 percent to 44 percent of gross

recei pts). Merchandi se may be properly characterized as an

i ncome- producing factor even if it is not maintained in yearend

inventory.* J.P. Sheahan Associates., Inc. v. Conm ssioner, T.C

Meno. 1992-239.

In the case of Diehl, it manufactured or purchased all of
its products, and its sale of those products was its only source
of income. Under the facts at hand, we conclude that D ehl’s
products were “nerchandi se” and that Diehl’s sale of its

mer chandi se was an i ncone-producing factor in its business.

“1In this regard, we disagree with petitioner that it is a
per se abuse of discretion when respondent’s change in nethod of
accounting generates adjustnents to accounts receivable and not
to the anount of inventory at either the beginning or end of the
year. W also disagree with petitioner’s assertion that the
fluctuation of the anobunt of yearend inventory is dispositive to
our anal ysi s.
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Accord Applied Communi cations, Inc. v. Conm ssioner, T.C. Mno.

1989- 469 (seller of prepackaged software required to use accrual
method to report its “software sales”). Petitioner invites the
Court to hold that Diehl’s primary product was not “nerchandi se”
under section 1.471-1, Inconme Tax Regs., because it was
intellectual property. W decline to do so. Each of D ehl’s
products generally consisted of a package with manuals and a
disk. W believe that where this package is held for sale as an
itemand i mbued with the characteristics which one normally
associates wth nerchandise, it is “nerchandi se” for purposes of
section 1.471-1, Incone Tax Regs. Gven the fact that nost of
Diehl’s sales involved transfers of tangi ble products, the
purchase and sal e of those products required Diehl, on the basis
of the record at hand, to use an overall accrual nethod as
det erm ned by respondent.?®

Petitioners’ final argunment centers on the fact that D eh
changed fromthe cash nethod to an accrual nethod 2 years after
the subject year in order to conply with section 448(a).
Petitioner rationalizes on brief that requiring the change in the

subj ect year is “unreasonable, offering no practical benefit to

> The fact that Diehl’s business is product oriented, rather
than service oriented, also distinguishes this case from
Honeywel |l v. Conm ssioner, T.C Meno. 1992-453, affd. 74 AFTR 2d
5192 (8th Cr. 1994), the primary case relied upon by petitioner.
There, the Court held that the taxpayer, a servicer of conputer
equi prent, did not have to inventory the materials which it used
in its businesses because those materials were incidental to its
service-oriented business. See also Osteopathic Med. Oncology &
Hemat ol ogy, P.C. v. Comm ssioner, 113 T.C 376 (1999).
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the Governnent, and is therefore an abuse of discretion.” W

di sagree. The change for the subject year was neither

unr easonabl e nor an abuse of discretion; adjustnents to prevent
anmounts from being duplicated or omtted were specifically
required to be made in the first year in which D ehl’s method of
accounting was changed to an accrual nethod.® See sec.

481(a)(1); sec. 1.481-1(a)(1), Incone Tax Regs.; see also Suzy’'s

Zoo v. Comm ssioner, 114 T.C 1, 12-13 (2000).

Petitioner has failed to denonstrate that the Conm ssioner’s
determ nation was clearly unlawful or plainly arbitrary.
Accordingly, we hold that respondent did not abuse his discretion
under section 446 when he determined that D ehl had to change
fromits hybrid nmethod to an accrual nethod. Al argunents for a
contrary hol di ng have been consi dered and have been rejected as
meritless to the extent not discussed.

Deci sion will be entered

for respondent.

6 Petitioner also notes that the Conm ssioner had previously
exam ned sone of Diehl’s earlier returns and had not changed
D ehl’s use of the cash nethod on those returns. Petitioner
suggests that the Comm ssioner is estopped from nmaking the sec.
481 adjustnent for the subject year. W find this suggestion
unavai ling. The fact that the Conm ssioner had the opportunity
to, but did not, change an inproper nmethod of accounting in an
earlier year does not nean that he is estopped from nmaking the
change in the later year. See Knight-Ri dder Newspapers Inc. V.
United States, 743 F.2d 781 (11th G r. 1984).




