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P, an asphalt paving contractor, did not account for
inventories and kept its books and filed its returns on the
cash recei pts and di sbursenents nethod of accounting. R
determ ned that the sale of nerchandi se was an incone-
producing factor in P's business, that P nust, pursuant to
sec. 1.471-1, Income Tax Regs., account for inventories, and
that P nust use the accrual nethod of accounting to clearly
reflect incone.

Hel d: Emul sified asphalt, which becones useless in | ess
than 5 hours, is not nerchandise held for sale by P. Held,
further, P has no inventories; thus, sec. 1.471-1, |ncone
Tax Regs., does not apply to P for the taxable years at
issue. Held, further, P's nethod of accounting clearly
reflects income; R abused her discretion in requiring P to
use the accrual nethod of accounti ng.
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John P. McDonnell, for petitioner.

Ronald G Dong, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

PARR, Judge: Respondent determ ned deficiencies in
petitioner's Federal incone tax for taxable years 1989 and 1990
of $111,613 and $775, respectively. Respondent also deternined a
section 6661 addition to petitioner's tax of $27,903 for taxable
year 1989. All section references are to the Internal Revenue
Code in effect for the taxable years in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure,
unl ess otherwi se indicated. All dollar anmounts are rounded to
t he nearest dollar.

The issue for decision is: Wether respondent's
determ nation that petitioner nust account for inventories and
use the accrual nethod of accounting (accrual nethod) was an
abuse of discretion where petitioner accounted for the naterials
consuned in its service business as supplies. W hold it was.!?

FI NDI NGS OF FACT
Sonme of the facts have been stipulated. The stipul ated

facts and the acconpanying exhibits are incorporated into our

! Due to our finding that petitioner is not required to
use an inventory nmethod of accounting, and that respondent abused
her discretion in requiring petitioner to change its nethod of
accounting, we need not address the issue of whether petitioner
is liable for an addition to tax or penalty for a substanti al
under st atement of incone tax.
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findings by this reference. At the tine the petition in this
case was filed, petitioner's principal place of business was
| ocated in Alviso, California. Petitioner keeps its books and
records on the cash nethod and has al ways done so. It files its
Federal inconme tax return using a fiscal year ending June 30.

Petitioner is a corporation engaged in the business of
asphalt paving and rel ated services. Potential custoners contact
petitioner, asking for an estimate to perform asphalt paving
work. Petitioner sends an estimator to exam ne the area to be
paved, to neasure it, and to determ ne the approxi mate anount of
asphalt needed for the job. The estinmator also considers the
equi pnent, nunber of workers, and tinme required to conplete the
job. Two jobs could require the sane anount of asphalt but have
different costs. For instance, it requires nore tinme, and
possibly different equi pnent, to pave a parking ot with
structures on it than a w de-open parking | ot.

The estinmator prepares a "proposed worksheet", which
indicates all the factors involved in estimating a bid price for
a job. During the years in issue, the proposed worksheet had
three cost colums: Equipnent, |abor, and materials. The
equi pnent colum had spaces to enter a description of the
equi pnent required, the hours required, and the hourly cost of
the equi prment. The | abor colum had spaces to enter the
| aborers' nanmes, the hours required, and the hourly cost of each

| aborer. Finally, the materials colum had spaces for the
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quantity of asphalt required, the source of the asphalt, and the
unit rate of the asphalt charged by the supplier. Using his or
her best judgment, the estimator filled in the equi pnent and
| abor colums. To fill in the materials colum, the estinmator
call ed an asphalt supplier to determne the unit rate for the
asphalt. This rate was then entered into the materials col um;
petitioner did not increase the estimted cost of the asphalt.
After each colum was conpleted, the colum totals were sumred
and conbined to arrive at a total direct expense. The total
di rect expense was then increased by either 20 or 25 percent to
recover overhead expenses and to nake a profit on the job.

The proposal sent to the custoner contained a | unp-sum bid;
it did not break out the various costs making up the bid.
Petitioner used two or three asphalt suppliers during the years
at issue and generally would not adjust its bids to conpete with
an opposi ng paving contractor. |f accepted, the proposal forned
the basis of the contract between petitioner and the custoner.?

Once the contract was signed, petitioner obtained the
asphalt to be used in the paving job. Petitioner never acquired
asphalt froma supplier without a signed contract with a

cust oner.

2 When a job exceeded the scope of the original contract,
petitioner charged the custonmer on a tinme and materials basis.
The record is sparse with respect to the specific conputation of
the time and materials charge. |In any event, it appears that
this type of charge was uncommon.
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In performng its contracts, petitioner took delivery of the
materials directly fromthe asphalt supplier. Petitioner's
driver picked up the asphalt and took it directly to the job
site. The asphalt had to be laid within 2 to 5 hours fromthe
time it was picked up fromthe plant, or it would becone rock
hard and have to be thrown away. Petitioner had no way to extend
the tine that asphalt is in an enulsified condition. Once the
asphalt hardened, it could not be nelted and reused; nor could it
be returned for credit to the asphalt supplier.

Petitioner generally worked on only one job at a tine,
| asting a week or less. Wen the job was finished, petitioner
billed the custoner and created an accounts receivable on its
books. The asphalt conpany sent petitioner an invoice, usually
due within 30 days, which petitioner paid only after it received
paynment fromits custoner. Although petitioner, not the
custoner, usually paid the supplier, there were sone custoners
who paid the supplier directly for the asphalt used on a job.
Thi s was an uncommon event, however, that did not occur during
the years at issue. Cccasionally, custonmers issued a joint check
to petitioner and the supplier so that, in effect, the custoner
paid the supplier

Petitioner's asphalt costs for the tax years 1989 and 1990
were $930, 960 and $855, 566, respectively. Petitioner deducted
the cost of the asphalt as a supplies expense on its tax returns

for the years at issue.
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OPI NI ON
The principal issue for decision is whether it was an abuse
of respondent's discretion to require petitioner to change from
the cash nmethod of accounting to the accrual nethod of
accounting.® Subsumed in this issue is the question of whether
petitioner should be required to use inventories for tax

pur poses. 4

3 Sec. 446 provides in pertinent part:

SEC. 446(a). Ceneral Rule.--Taxable income shall be
conput ed under the nethod of accounting on the basis of
whi ch the taxpayer regularly conputes his incone in keeping
hi s books.

(b) Exceptions.--1f no nethod of accounting has been
regul arly used by the taxpayer, or if the nmethod used does
not clearly reflect income, the conputation of taxable
i ncone shall be nmade under such nethod as, in the opinion of
the Secretary, does clearly reflect incone.

(c) Perm ssible Methods. --Subject to the provisions of
subsections (a) and (b), a taxpayer may conpute taxable
i ncome under any of the follow ng nethods of accounting--
(1) the cash receipts and di sbursenents nethod;
(2) an accrual nethod;

(3) any other nethod permtted by this chapter; or

(4) any conbination of the foregoing nmethods permtted
under regul ations prescribed by the Secretary.

4 Sec. 471 provides in pertinent part:

SEC. 471(a). GCeneral Rule.--Wenever in the
opinion of the Secretary the use of inventories is
necessary in order clearly to determ ne the incone of
(continued. . .)
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A taxpayer that has inventories is required to use the
accrual nethod, unless it can show that use of another nethod
(here, the cash nethod) would produce a substantial identity of
results and that the Comm ssioner’s determnation requiring a

change is an abuse of discretion. Ansley-Sheppard-Burgess Co. V.

Commi ssioner, 104 T.C. 367, 377 (1995); see al so Knight-Ri dder

Newspapers, Inc. v. United States, 743 F.2d 781, 789, 791-793

(11th Gr. 1984); WIkinson-Beane, Inc. v. Conmm ssioner, 420 F.2d

352 (1st Gr. 1970), affg. T.C Menp. 1969-79.

A. Mer chandi se

Respondent determ ned that during the years in issue
petitioner's asphalt was nerchandi se that was an incone-produci ng
factor, that petitioner therefore had inventories, and thus it
must use the accrual nethod of accounting in order to clearly
reflect taxable incone. Petitioner asserts that it is primarily
in the business of providing service; its clients purchase its

expertise in paving. Furthernore, petitioner contends that

4(C...continued)

any taxpayer, inventories shall be taken by such

t axpayer on such basis as the Secretary may prescribe
as conformng as nearly as may be to the best
accounting practice in the trade or business and as
nost clearly reflecting the incone.

By regul ation, the Secretary has determ ned that inventories
are necessary if the production, purchase, or sale of nerchandise
is an inconme-producing factor. Sec. 1.471-1, Inconme Tax Regs.
Conpl eting the statutory and regul atory schenme, sec. 1.446-
1(c)(2)(i), Inconme Tax Regs., provides that a taxpayer that has
inventory nust al so use the accrual nethod of accounting with
regard to purchases and sal es.
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respondent has no authority to require it to use an inventory
met hod of accounting when there is nothing on hand at the end of
the day to count. Finally, petitioner argues that the asphalt is
nei t her merchandi se nor an i ncone-producing factor.

Petitioner deducted the cost of the asphalt as a supplies
expense under section 162 and section 1.162-3, Incone Tax Regs.
Section 162(a) allows a deduction for "all the ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business". Section 1.162-3, Incone Tax
Regs., provides in pertinent part:

Cost of materials.--Taxpayers carrying materials and

supplies on hand should include in expenses the charges

for materials and supplies only in the anmount that they

are actually consuned and used in operation during the

taxabl e year for which the return is nade, provided

that the costs of such materials and supplies have not

been deducted in determ ning the net inconme or |oss or

taxabl e i ncone for any previous year. * * *

The statute and regul ati ons do not define "nerchandi se" or
"inventory", nor do they clearly distinguish between "materials
and supplies" that are not actually consuned and remain on hand,
and inventory. However, we nust decide whether the emulsified
asphalt petitioner uses is a supply within the neaning of section
162 or inventory within the meaning of section 471. W begin by

acknow edging that the authorities in this area are not easily

reconcil abl e.®

> See Nolan, “Can the Cash Method of Accounting Cearly
Refl ect I ncone?” Tax Notes 1063 (Feb. 24, 1997) and 1175 (March
(continued. . .)
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At the outset, we note that it is clear that petitioner
provides a service to its clients; if its clients wanted only to
pur chase asphalt, they could have done so by dealing directly
with the asphalt supplier.

Previously, we exam ned certain service transactions to
determ ne whether the transaction in substance involved solely
the sale of a service, or whether the transaction invol ved the

sale of a service and nerchandi se. WI ki nson-Beane, Inc. V.

Comm ssi oner, supra (funeral business's caskets are nerchandi se);

Thonmpson Elec., Inc. v. Conm ssioner, T.C. Mnop. 1995-292

(el ectrical contractor's wire, conduit, and electrical panels are

mer chandi se); Honeywell Inc. v. Conmm ssioner, T.C. Meno. 1992-453

(taxpayer's "consideration" of cost of rotable parts in
determ ni ng anount of fixed fee charged custoners in maintenance
servi ce busi ness does not establish that those parts were
acquired and held for sale; held, rotable spare parts are not
mer chandi se), affd. w thout published opinion 27 F.3d 571 (8th

Cir. 1994); J.P. Sheahan Associates, Inc. v. Conmm ssioner, T.C

Meno. 1992-239 (contractor's roofing materials are nerchandi se);

Surtronics, Inc. v. Conm ssioner, T.C. Menp. 1985-277

(el ectroplating netals are nerchandise). In this case, we nust
deci de whether petitioner is a seller of only a service or a

sell er of a service and nerchandi se.

5(...continued)
3, 1997), and the authorities cited therein.



- 10 -

Petitioner asserts that respondent has no authority to
require it to use inventory accounting when there i s nothing on
hand at the end of the day to count. Petitioner acquired asphalt
directly fromthe supplier, drove to the job site, and poured it
within a few hours. Any asphalt not laid within 2 to 5 hours of
acqui sition hardened and had to be discarded. Thus, hardened-
but -unl aid asphalt was worthless for the job for which it was
ordered and for any other job.

Petitioner’s position has comobnsense appeal and sone

support in law and in industry practice. See Ansley-Sheppard-

Burgess Co. v. Conm ssioner, supra (Comm ssioner agreed that

t axpayer/contractor did not have inventory). Furthernore, until
the early 1990's, the Conmm ssioner generally permtted
construction contractors to account for construction materials
and supplies as supplies, rather than as inventory. See, e.g.,
id. at 375 ("The cash nethod of accounting has been w dely used
t hroughout the contracting industry and accepted by respondent

since tinme imenorial."); Hunt Engg. Co. v. Conm ssioner, T.C

Meno. 1956-248 (construction contractor purchasing materials for
various jobs as they were needed maintai ned no inventories; cash

met hod clearly reflected incone).
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Beginning in the early 1990's, the Conm ssioner began to
require contractors to account for the materials used in
construction as nmerchandi se inventory.?®

In J. P. Sheahan Associates, Inc. v. Conmni Ssioner, supra, a

roofing conpany argued that because it ordered materials only on
an “as needed” basis (leftover nmaterials were either returned to
the supplier for credit or held by the taxpayer at one of its
base | ocations until shipped to a job site), it had no yearend
inventory and therefore did not hold nmerchandi se for sale within
t he neaning of the regulations. The Court said:

In so contending, petitioner ignores the fact that the

regul ations speak in terns of “every case in which the

production, purchase, or sale of nmerchandise is an

i nconme- producing factor.” This is the foundation for

the determ nation by respondent, pursuant to section

471, that inventories should be used; the fact that

such use may produce a zero or mninmal year-end

inventory is irrelevant. [Citations omtted.’]

Under J.P. Sheahan Associates, Inc., it is irrelevant

whet her the taxpayer has merchandi se on hand at the end of the
year for the determnation that it nust "utilize the inventory
method in conputing its taxable incone."” 1d. Thus, the fact

that petitioner had no enmul sified asphalt on hand at the end of

6 See Nol an, "Can the Cash Met hod of Accounting Cearly
Refl ect I ncome?" Tax Notes 1063 (Feb. 24, 1997).

! In so holding, the Court distinguished as dicta certain
| anguage in Asphalt Prods. Co. v. Conm ssioner, 796 F.2d 843 (6th
Cr. 1986), affg. in part and revg. in part Akers v.
Comm ssioner, T.C Meno. 1984-208.
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the day is not dispositive of the issue of whether it nust
mai ntai n an inventory.

It is equally clear fromJ.P. Sheahan Associates, Inc.,

that before the Conm ssioner may require the taxpayer to utilize
an inventory nethod of accounting, the taxpayer nust (1) produce,

purchase, or sell nerchandise (2) that is an incone-producing

factor. Thus, to find that inventories are necessary, we mnust
first find as fact that petitioner produces, purchases, or sells

mer chandi se. Honeywel |l Inc. v. Conmm SSioner, supra. |f so, then

we nmust find that the production, purchase, or sale of that

mer chandi se is an "inconme-producing factor". W] Ki nson-Beane,

Inc. v. Conmm ssioner, 420 F.2d at 355; Honeywell Inc. v.

Conmm ssi oner, supra; sec. 1.471-1, Inconme Tax Regs.

The fact that petitioner had no enul sified asphalt on hand
at the end of the day is not dispositive of whether it nust use
an inventory nethod of accounting. W think, however, that there
is a significant difference between a taxpayer who has no
material on hand at the end of the year because it was returned

to the supplier for credit, see, e.g., J.P. Sheahan Associ ates,

Inc. v. Conm ssioner, supra, and a taxpayer who has no materi al

on hand at the end of the day because of the epheneral quality of

the material. Thus, we consider the epheneral quality of the
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emul sified asphalt to be a factor that nust be considered in our
anal ysis of whether the enulsified asphalt is "nerchandi se".?
Al t hough not specifically defined in the Internal Revenue
Code (the Code) or the regulations, courts have held that
"mer chandi se", as used in section 1.471-1, Incone Tax Regs., is

an itemacquired and held for sale. See, e.g., WIkinson-Beane,

Inc. v. Conm ssioner, supra at 354-355 (a canvassi ng of

authorities in the accounting field yields several definitions,
such as "goods purchased in condition for sale," "goods awaiting
sale," "articles of coomerce held for sale,” and "all classes of
commodities held for sale"; the conmmon denom nator seens to be
that the itens in question are nerchandise if held for sale);

Honeywell Inc. v. Comm ssioner, T.C Menp. 1992-453 (rotable

spare parts are nerchandise if they were acquired and held for
sale). \Wiether an itemwas acquired and held for sale is
governed by the substance of the transaction and not its form

Honeywel |l Inc. v. Conm ssioner, supra. Thus, to determ ne whet her

an itemis "nerchandi se", we nust take into account the
particul ar facts and circunstances of the taxpayer in each case

and the manner and context in which the taxpayer operates the

8 In construing the word "nerchandi se" we apply the rule
that "' The natural and ordinary neaning of words will be applied
[in construing tax statutes] unless the Congress has definitely
indicated an intention that they should be otherw se construed'™
W ki nson-Beane, Inc. v. Conm ssioner, 420 F.2d 352, 354 (1st
Cr. 1970) (quoting Huntington Sec. Corp. v. Busey, 112 F.2d 368,
370 (6th Cr. 1940)), affg. T.C Meno. 1969-79.
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busi ness at hand. W/ Kkinson-Beane, Inc. v. Conni SSioner, supra;

Thompson Elec., Inc. v. Conm ssioner, T.C. Mnp. 1995-292;

Honeywel |l Inc. v. Conm ssioner, supra; J.P. Sheahan Associ ates,

Inc. v. Commi ssioner, T.C. Menp. 1992-239.

Previously, this Court has held that a manufacturer/supplier
of emul sified asphalt and asphalt products that maintained a
yearend inventory of raw materials nmust use the accrual nethod of
accounting, even though it had no finished product inventory at

the end of the year. Akers v. Comm ssioner, T.C Meno. 1984-208,

affd. on this issue and revd. in part sub nom Asphalt Prods. Co.

v. Comm ssioner, 796 F.2d 843, 849 (6th Gr. 1986). In Asphalt

Prods. Co., the taxpayer was in the business of manufacturing
enmul sified asphalt from pure asphalt using a chem cal treatnent
and a physical process. It naintained an inventory of raw
materials and had a fixed production plant wwth |arge tanks in
which it was able to preserve the emulsified condition of its
finished product, and therefore its marketable quality,

indefinitely.® The facts of Asphalt Prods. Co. and the case at

o Very little road contracting work was done by Asphalt
Products in the colder nonths of Decenber, January, and February.
Asphalt Products generally closed its operations conpletely in
m d- Decenber, and all of its enployees took vacations from m d-
Decenber until early January. Asphalt Products did not keep any
finished product in its tanks during the 2-week shutdown peri od.
Akers v. Conm ssioner, supra.
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hand are clearly distinguishable. Petitioner is in the business
of laying emulsified asphalt, not in the business of
manuf acturing emul sified asphalt. Petitioner acquires asphalt
froma producer of enulsified asphalt, has no yearend (or even
dayend) inventory of raw materials, and is unable to prevent or
even delay the asphalt from becom ng rock hard and worthl ess
within 2 to 5 hours of its acquisition fromthe supplier. Thus,

Asphalt Prods. Co. is not dispositive of the issue of whether the

asphalt is nmerchandi se sold by petitioner.

I n Thonpson Elec., Inc. v. Conm ssioner, supra, the taxpayer

used materials such as wiring, conduits, electrical panels, and
lighting fixtures in its electrical contracting business. The

t axpayer maintained an inventory of unassigned materials on its
prem ses that it used for small contracts, in addition to
delivering materials directly fromthe supplier to its |arge-
contract custoners' sites. The taxpayer reported yearend

i nventory of $68,617 and $74,876 for taxable years 1988 and 1989,
respectively. W concluded that the material at issue was

mer chandi se whi ch was an i ncone-produci ng factor even though the
t axpayer did not display the naterial to custonmers or to the
public, the material was not item zed on bids or invoices nor
separately charged to the custoner, the taxpayer did not sel
materi al separately fromits services, and the taxpayer’s
custoners generally did not select the materials to be used.

Thus, the fact that petitioner did not sell emulsified asphalt
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separately fromits services is not a fact that would precl ude
asphalt from bei ng nerchandi se i nventory.

The facts of Thonpson Elec., Inc., however, are so different

fromthe facts of the instant case that it is not dispositive of
the i ssue of whether asphalt is nerchandise. 1In contrast to the
durable quality of the electrical materials that all owed Thonpson
Electric, Inc., to maintain yearend inventories on its prem ses,
t he peculiar physical properties of emulsified asphalt make it
i npossi ble for petitioner to have any itemto hold for sale at
the end of the day at either its clients' sites or its own
prem ses. 10

The sem nal case on the issue of whether material provided
in conjunction with the sale of a service is nerchandise is

W ki nson-Beane, Inc. v. Conm ssioner, 420 F.2d 352 (1st GCr

1970). In WIKkinson-Beane, Inc., the taxpayer was an undert aking

establishment that sold caskets as part of its funeral service.
In construing the word "nerchandi se", the court used the ordinary
meani ng of the word and found that the comon denom nator in al
the definitions was that the itens in question are nmerchandise if

they are held for sale. 1d. at 354-355. |In finding caskets were

10 Simlarly, the instant case is factually
di stingui shable fromJ.P. Sheahan Associates, Inc. v.
Comm ssioner, T.C Meno. 1992-239, on the quality of the materi al
used in the performance of the contracts. In J.P. Sheahan
Associates, Inc., the record showed that excess roofing materials
were either returned to the seller for credit or held for use on
anot her j ob.
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mer chandi se, the court noted that the taxpayer normally kept an
inventory of sonme 35 caskets, that the caskets were not
necessarily used during the year they were purchased and
occasionally were carried for long periods of tinme, and that
there was a direct relationship between the magnificence of the
caskets and the cost of the service. |d.

The factors that led the court to conclude in WIKki nson-

Beane, Inc. that the caskets were nerchandi se are not present in

the instant case. Using the ordinary neaning of the word
"merchandi se", we find that the physical properties of the
enul sified asphalt prevent petitioner fromholding it for sale.

Unli ke the taxpayer in WIKkinson-Beane, Inc., who was able to

hol d a stockpile of 35 caskets through multiple annual accounting
periods w thout dimnished utility, the facts in this case show
that fromthe nonent it received the enulsified asphalt fromthe
supplier petitioner was joined in a race that had an unalterable
predeterm ned outconme; within 2 to 5 hours the emul sified asphalt
woul d be rock hard and worthless. Accordingly, under the facts
and circunstances of this case, we cannot find that the

enmul sified asphalt is nerchandi se.

It is irrelevant that the |aid asphalt contained the
potential of providing many years of service to its ultimte
beneficiary, the owner of the paved surface. The utility that
must be considered is that afforded the service provider working

with the material. |[|f petitioner was victorious in the race and
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the asphalt was laid within the brief period that it remained in
its emulsified condition, its change of state into a rock hard
solid provided utility only to the owner of the paved surface.
| f, however, petitioner managed no better than to place or show,
and all the enulsified asphalt was not laid within 2 to 5 hours
of receipt, the unlaid amount woul d beconme entirely and
irrevocably worthless to everyone. |In either event, the utility
provi ded by the material entirely vanished within 2 to 5 hours of
its receipt. This peculiar physical property of the emulsified
asphalt is a material difference that distinguishes it fromthe
roofing materials, electrical materials, and caskets of the
af orenenti oned cases.

Furthernore, unli ke WI ki nson-Beane, Inc., the variable

factor in the cost of the service provided by petitioner was the
relative conplexity of the client's site, and the additional
anmount of | abor and machinery required to lay the asphalt on a
nore conplex site, not the relative "magnificence" of the
material. The facts of the instant case are thus distinguishable

fromthose of WIKkinson-Beane, Inc. and its progeny.

I n Kni ght - R dder Newspapers, Inc. v. United States, 743 F.2d

781, 790 (11th G r. 1984), the Court of Appeals for the El eventh
Crcuit considered the issue of whether the taxpayer, who was in
t he busi ness of producing and selling newspapers, was required to
use an inventory nmethod of accounting. The taxpayer argued that

it was in a service business (the business of providing
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information for its readership and running advertisenents for its
clients), and that it was not the type of merchandi ser envisioned
by the inventory regulations. 1d. The court found that even
t hough the taxpayer sold an extrenely perishable comobdity (a 2-
day-ol d newspaper is stale), and therefore it had virtually no
inventories of finished goods, the taxpayer was required to
account for inventories because the sale of nerchandi se was an
i ncome- produci ng factor and there was a significant fluctuation
of newsprint and ink on hand, which had a significant effect on
taxabl e incone. [d. at 790-791.

The Court of Appeals also stated that in deciding whether a
t axpayer nust adopt inventories, the size of the account and the
fluctuations are relevant. 1d. at 791. After discussing the
| anguage in section 1.471-1, Inconme Tax Regs., that requires
inventories in “every case in which the * * * sale of nerchandi se
i's an incone-producing factor”, the court said:

Nevert hel ess, given that the ultimte goal of the

regulation is “to reflect taxable incone correctly,”

id., we hold that purpose is not served where

inventories and inventory fluctuations would be de

mnims and have virtually no effect on the reflection

of income. * * * On the other hand, if either the

absolute level of the inventory account or its

fluctuation during the year woul d be substantial, then

t he taxpayer nust use inventories if it nmeets the other

requi renents of section 1.471-1. [1d.]

See al so Ezo Products v. Conm ssioner, 37 T.C. 385, 393 (1961).

Simlarly, in Asphalt Prods. Co. v. Conm ssioner, 796 F.2d

at 849, the court said, in dicta:
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If the tenporary and rather insignificant increase in
inventories of raw materials had been the only basis
for the Conm ssioner’s determ nation, we would have
been inclined to find an abuse of discretion. W do
not construe the Code provisions and regul ations
relating to inventories in the absolute terns adopted
by the Comm ssioner and the Tax Court. * * *

In contrast to the facts of Kni ght-R dder Newspapers, Inc.,

petitioner has no raw materials inventory; thus, there is no
fluctuation in either the absolute value or the value relative to
taxabl e inconme. Furthernore, we are unable to find as a fact
that the enulsified asphalt is nmerchandise. Thus, we find no

factual or legal indicators in Knight-R dder Newspapers, |nc.

that | ead us to conclude that petitioner nust use an inventory
met hod of accounti ng.

Qur analysis of the material at issue, and our finding that
under the facts and circunstances of this case the epheneral
quality of the enmulsified asphalt bars its inclusion in the class
of goods or commodities held for sale as "merchandi se", support a
conclusion that is different from but not contrary to, the

hol dings in WIkinson-Beane, Inc. and its progeny.

We do not interpret section 1.471-1, Inconme Tax Regs., to
require that if a material is an incone-producing factor it nust,
per se, be "nerchandise". The section provides that "inventories
* * * are necessary in every case in which the production,

purchase, or sale of nerchandise is an income-producing factor”

Sec. 1.471-1, Income Tax Regs. (enphasis added). Thus, we find

that the emulsified asphalt is a supply consunmed in the operation
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of petitioner's service business, not nerchandi se. The expense
of the asphalt is properly deducted under section 162 and the
regul ati ons thereunder. !

Since the emul sified asphalt is not nerchandi se, we do not
reach the question of whether "nerchandise is an incone-producing
factor” in petitioner's business.

B. | nventory

In construing the word "inventory" we note that the natural

and ordinary nmeaning of words will be applied in construing tax

statutes unless the Congress has definitely indicated an

1 Furthernore, treating the emulsified asphalt as a
suppl i es expense because it is consunmed in providing service to a
client is not a treatnent unique to this case. For instance, the
Comm ssi oner has issued gui dance regardi ng expensing materi al
consuned in providing service to the taxpayer's custoners, see,
e.g., Rev. Rul. 75-407, 1975-2 C.B. 196 (public utility should
continue to deduct the cost of fuel actually consuned and used to
generate electricity distributed during its taxable year), and
for expensing nmaterials consuned in operation of a taxpayer's
busi ness, see, e.g., Rev. Rul. 90-65, 1990-2 C.B. 41 (the cost of
unrecovered platinumfromprills used in refining petroleumis a
mat eri al or supply expense allowed under sec. 1.162-3, |Inconme Tax
Regs., during period prills are in use; the expense is then
required to be capitalized as provided under sec. 263A).

In addition, provided the taxpayer can verify the anmount of
t he expense, the Comm ssioner has all owed deductions for supplies
transferred to clients in the operation of taxpayer's service
busi ness. See, e.g., Tonsykoski v. Comm ssioner, T.C Meno.

1974- 105 (drugs and supplies provided free of charge to
patients).

Finally, this Court has held that supplies consuned in the
provision of a service are not subject to sec. 1.471-1, I|Incone
Tax Regs. See, e.g., Smth Leasing Co. v. Conmm ssioner, 43 T.C.
37, 40-41 (1964) (truck | easing conpany allowed to charge cost of
gasoline, tires and tubes, and replacenent parts directly to
expense).
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intention that they should be otherw se construed.!? See supra
note 8. Inventory is, sinply stated, property that is held for

sale. Grant Gl Tool Co. v. United States, 108 Ct. d. 620, 381

F.2d 389, 397 (1967).

We have found that the enulsified asphalt is not nerchandi se
held for sale by petitioner in the operation of petitioner's
servi ce business, and that petitioner does not keep any raw
materials or finished goods on hand. Previously, the Court of
Appeal s for the Second Circuit considered the fact that the
t axpayer had no stock or merchandi se on hand and no war ehouse or
storeroom for nerchandi se, and that goods were delivered directly
fromthe manufacturer to the custoner, to be conclusive in
finding that the taxpayer did not maintain inventories. See

Sinon v. Comm ssioner, 176 F.2d 230, 232 (2d G r. 1949) (buyer

12 "I nventory" is defined in The Random House Col | ege
Dictionary (1982) as:
1. a detailed, often descriptive, list of articles, giving

t he code nunber, quantity, and value of each; catalog. * * *
3. a conplete listing of nerchandi se or stock on hand, raw
materials, etc., made each year by a business concern. 4.
the objects or itens represented on such a list, as a
merchant's stock of goods. 5. their aggregate val ue.
Simlarly, "inventory" is defined in Webster's Second New
International Dictionary (1957) as:
1. an account, catalog, or schedul e, made by an executor or
admnistrator, of all the goods and chattels, and sonetines
of the real estate, of a deceased person; a list of the
property of a person or estate; hence an item zed |ist of
goods or valuables, with their estimated worth; specif., the
annual account of stock taken in any business; * * * 2,
| nvent ori abl e goods, hence stock of such; * * *
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and sel |l er of paper box-board maintained no inventory, was not
engaged i n business of "nmerchandi sing” requiring use of accrual
nmet hod in conputing income for Federal income tax purposes).?®
| f petitioner nmade "a conplete listing of nmerchandi se or stock on
hand, raw materials, etc.", either at the beginning or end of any
day, there could be nothing to list; thus, the anmount and val ue
of petitioner's opening and closing inventory would al ways be
zero.* Therefore, we hold that petitioner does not maintain

i nventori es.

C. Accrual ©Method of Accounting

Petitioner used the cash receipts and di sbursenents net hod

of accounting (cash nethod) to report its incone for the taxable

13 Interpreting the requirenents of Reg. 111, sec.
29.22(c)-1. For the taxable year before the court, Reg. 111
sec. 29.22(c)-1 provided:

Need of Inventories.--In order to reflect the net incone
correctly, inventories at the beginning and end of each

t axabl e year are necessary in every case in which the
production, purchase, or sale of merchandise is an incomne-
produci ng factor. * * * Merchandi se shoul d be included in
the inventory only if title thereto is vested in the
taxpayer. Accordingly, the seller should include in his

i nventory goods under contract for sale but not yet
segregated and applied to the contract and goods out upon
consi gnnent, but shoul d exclude frominventory goods sold
(i ncluding containers), title to which has passed to the
purchaser. A purchaser should include in inventory

mer chandi se purchased (including containers), title to which
has passed to him although such nmerchandise is in transit
or for other reasons not been reduced to physical
possessi on, but should not include goods ordered for future
delivery, transfer of title to which has not yet been

ef f ect ed.

14 Al t hough cogni zant of this fact, respondent proposes to
require petitioner to use an inventory nmethod of accounting "as
if" petitioner had nmerchandi se or stock on hand.
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years at issue. Respondent determ ned that petitioner had
inventories and therefore was required to use the accrual nethod
of accounting. W have found that petitioner has no merchandi se
i nventories; however, our finding does not preclude the
possibility that petitioner nmay be required to use the nethod of
accounting selected by respondent in order to clearly reflect
i ncone.

The i ssue we nust decide is whether respondent's
determ nation that petitioner nust report its inconme on the
accrual nethod of accounting constitutes an abuse of discretion.
The Conm ssioner is granted broad discretion in determning
whet her a taxpayer's use of an accounting nethod clearly reflects

i ncone. Sec. 446(b); United States v. Catto, 384 U S. 102, 114 &

n.22 (1966), rehearing denied 384 U. S. 981 (1966); Conm Ssioner

v. Hansen, 360 U.S. 446, 468 & n.12 (1959); Lucas v. Anerican

Code Co., 280 U. S. 445, 449 (1930). No nethod of accounting is
acceptabl e unless, in the opinion of the Conm ssioner, it clearly
reflects incone. Sec. 1.446-1(a)(2), Income Tax Regs. Thus, a
prerequisite to the Comm ssioner's requirenent that a taxpayer
change its present nethod of accounting is a determ nation that
the nmethod used by the taxpayer does not clearly reflect incone.

Sec. 446(b); Hallmark Cards, Inc. v. Conmm ssioner, 90 T.C 26, 31

(1988).
Whet her an abuse of discretion has occurred depends on
whet her the Commi ssioner's determnation is wthout sound basis

in fact or law. Ansl ey- Sheppard-Burgess Co. v. Commi ssioner, 104




- 25 -
T.C. at 371; Ford Mdtor Co. v. Comm ssioner, 102 T.C. 87, 91-92

(1994), affd. 71 F.3d 209 (6th Cr. 1995); see Cole v.

Conm ssi oner, 586 F.2d 747, 749 (9th Cr. 1981), affg. 64 T.C

1091 (1975). The reviewing court's task is not to determ ne
whether, in its own opinion, the taxpayer's nethod of accounting
clearly reflects incone but to determ ne whether there is an
adequate basis in law for the Comm ssioner's conclusion that it

does not. Ansl ey-Sheppard-Burgess Co. v. Commi Ssioner, supra at

371; Hospital Corp. of Am v. Conm ssioner, T.C. Mno. 1996-105.

Consequent |y, section 446 inposes a heavy burden on the taxpayer
di sputing the Conm ssioner's determ nation on accounting matters.

Thor Power Tool Co. v. Conmm ssioner, 439 U S. 522, 532-533

(1979). To prevail, a taxpayer nust establish that the

Comm ssioner's determnation is "clearly unlawful” or "plainly
arbitrary". 1d. However, if the taxpayer's nethod of
accounting is specifically authorized by the Code or the
regul ati ons thereunder and has been applied on a consi stent

basis, the Comm ssioner is ordinarily not permtted to reject the

t axpayer's nethod, as not providing a clear reflection of incone,

and require the use of another nethod. Hallmark Cards, Inc. V.

Conmi ssi oner, supra at 31; Peninsula Steel Prods. & Equip. Co. V.

Comm ssioner, 78 T.C. 1029, 1050 (1982). Furthernore, this Court

has held that the Comm ssioner cannot require a taxpayer to
change from an accounting nmethod which clearly reflects inconme to
an alternate nethod of accounting nerely because the Conmm ssi oner

considers the alternate nmethod to nore clearly reflect the
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t axpayer's incone. Mdlsen v. Conm ssioner, 85 T.C. 485, 498

(1985); Peninsula Steel Prods. & Equip. Co. v. Conmm ssioner,

supra at 1045; Bay State Gas Co. v. Comm ssioner, 75 T.C. 410,

422 (1980), affd. 689 F.2d 1 (1st Cir. 1982).

Section 446 specifically authorizes a taxpayer to use the
cash recei pts and di sbursenents net hod of accounting (cash
met hod) to conpute taxable incone, provided it is the nmethod of
accounting the taxpayer regularly uses to conpute his incone in
keepi ng his books, and it clearly reflects incone. Sec. 446(a),
(b) and (c)(1).

CGeneral ly, under the cash nmethod of accounting, an item of
i ncone or expense is reported when received or paid w thout
regard to the economc events giving rise to the item On the
ot her hand, under the accrual nethod of accounting, an item of
i ncone or expense generally is reported for the accounting period
during which all the events have occurred which fix the
taxpayer's right to receive the itemof inconme or which establish
the fact of liability giving rise to the deduction, and the
anount thereof can be determ ned wth reasonabl e accuracy.

Hal |l mark Cards, Inc. v. Comm ssioner, supra at 32; secs. 1.446-

1(c)(2)(ii), 1.451-1(a), Incone Tax Regs. Thus, each nethod
properly applied to the sane facts may yield different results.
This Court is aware that "By definition, the cash nethod may
result in msmatching between expenses and i ncome where expenses
are paid in a year prior to the receipt of the related incone."

RLC I ndus. Co. v. Comm ssioner, 98 T.C 457, 493 n.29 (1992),
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affd. 58 F.3d 413 (9th Cir. 1995). However, m smatches between
expenses and inconme wll over tine tend to cancel out provided no
attenpt is nmade to unreasonably prepay expenses or purchase

supplies in advance. Van Raden v. Conm ssioner, 71 T.C. 1083,

1104 (1979), affd. 650 F.2d 1046 (9th G r. 1981). Respondent did
not contend that petitioner attenpted to unreasonably prepay
expenses or purchase supplies in advance. 1In fact, petitioner
paid its suppliers only after receiving paynent fromits
clients.™ Therefore, in this case, incone and expenses were not
m smat ched. ¢

Furthernore, respondent's determ nation that petitioner's
use of the accrual nethod of accounting would increase its incone
tax liability for taxable years 1989 and 1990 by $111, 613 and
$775, respectively, is not, per se, indicative that petitioner's

use of the cash nethod failed to clearly reflect incone. RLC

15 Petitioner is billed by the asphalt supplier, and that
invoice is due within 30 days. Wen a job is conplete,
petitioner bills its client and creates an account receivabl e.
Petitioner pays the invoice when the client pays petitioner.
Thus, we can conclude that if petitioner pays its supplier's
i nvoices on tine, then petitioner receives paynent fromits
custoners within 30 days of conpleting the paving job.

16 The accrual nethod requires a taxpayer to recognize
income in the taxable year when all the events have occurred that
fix the right to receive the incone and the anount can be
determ ned wth reasonabl e accuracy (the "all-events test"),
secs. 1.446-1(c)(1)(ii)(A), 1.451-1(a), Incone Tax Regs., rather
t han when the taxpayer actually receives paynment. Accordingly,
under the accrual nethod petitioner would be required to
recogni ze i ncone when petitioner conpletes each paving job; i.e.,
approxi mately 30 days earlier than when it recogni zes i ncone
under the cash net hod.
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| ndus. Co. v. Conm ssioner, supra at 503. The best nethod i s not

necessarily the one that produces the nost tax in a particular
year. 1d.

Respondent's final argunent is that if petitioner is to
establish that respondent has abused her discretion, petitioner
must denonstrate substantially identical results between
petitioner's nethod and the nethod sel ected by respondent. W
di sagree. We have found that petitioner does not have any
inventories. Respondent's contention that we nust apply the
substantial-identity-of-results test!” in cases where the
taxpayer is not required to maintain an inventory is wthout

support in the case |law. Ansley- Sheppard-Burgess Co. V.

o The substantial-identity-of-results test is a judicial
creation; the test was first articulated in WIKkinson-Beane, Inc.
v. Comm ssioner, 420 F.2d 352 (1st Cr. 1970). |In that case, a

cash-net hod taxpayer who was required to maintain an inventory
and thus report income on the accrual basis argued that the
difference in incone determned by the nethod it used and the
met hod sel ected by the Conm ssioner was negligi ble. The court
found that where the Conm ssioner has determ ned that the
accounting nethod used by a taxpayer does not clearly reflect

incone, in order to prevail, "the taxpayer nust denonstrate
substantial identity of results between his nethod and the net hod
sel ected by the Comm ssioner.” |d. at 356.

I n Ansl ey- Sheppard- Burgess Co. v. Conm ssioner, 104 T.C.
367, 377 (1995), we held that a taxpayer that is required to use
the inventory method of accounting nust neet the substantial -
identity-of-results test in order to show that the Conm ssioner's
determ nation requiring it to change fromthe cash nethod to the
accrual nethod of accounting was an abuse of discretion.
However, respondent's contention that we must apply the
substantial -identity-of-results test in cases where the taxpayer
is not required to use an inventory is wthout support in case
law. 1d.
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Conmi ssioner, 104 T.C. at 377; Austin v. Conm ssioner, T.C. Meno.

1997-157. Thus, petitioner is not required to show a substanti al
identity of results for this Court to find that respondent abused
her discretion in changing petitioner's nethod of accounting.

Respondent required petitioner to change from an accounti ng
met hod which clearly reflects inconme to an alternate nethod of
accounting nerely because respondent considers the alternate
method to nore clearly reflect its income. W previously have
held that to do so exceeds the bounds of her discretion.

On the basis of the facts of the instant case--including the
fact that petitioner has consistently used the cash nethod of
accounting wthout any evidence that it attenpted to prepay
expenses unreasonably or purchase supplies in advance, does not
have inventories and is not required to use an inventory nethod
of accounting, and is not otherw se required by the Code or
regul ations to use the accrual nethod of accounting--we hold that
respondent’'s determ nation that petitioner's use of the cash
met hod of accounting did not produce a clear reflection of incone
was an abuse of discretion.

To reflect the foregoing,

Decision will be entered

for petitioner.




