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Tax Accounting

BY JAMES E. SALLES

I n this month’s column:

1. The Tax Court rules on the timing of income from dis-
charge of indebtedness in Lowry v. Commissioner;

2. The Ninth Circuit, affirming the Tax Court in Bob
Wondries Motors, Inc. v. Commissioner? upholds
the IRS’ conditions on automobile dealers’ use of a
special method for reporting warranty income;

3. The Ninth Circuit also affirms the Tax Court in Suzy's
Zoo v. Commissioner;® holding that the taxpayer
“produced” greeting cards and stationery and was
therefore subject to the uniform capitalization (UNI-
CAP) rules;

4. The Eighth Circuit affirms the Tax Court in
MidAmerican Energy Co. v. Commissioner,* holding
that the taxpayer did not become entitled to a
“deduction” when regulators reduced rates
prospectively, and was required to report revenue
earned but unbilled at year-end; and

5. The IRS issues proposed regulations under Code
Section 446 providing that the special timing rules for
transactions among members of a corporate consoli-
date group constitute a “method of accounting.”

CONDITIONAL DISCHARGE OF
INDEBTEDNESS

Gross income includes income from the discharge of
indebtedness,” except as otherwise provided in Code
Section 108. Discharge of indebtedness occurs in a vari-
ety of factual settings, and the “identifiable event™ that trig-
gers taxation is sometimes not so easy to identify. A recent
Tax Court memorandum case, Lowry v. Commissioner,”
reviews some of the applicable authorities.

When debt is discharged by agreement between the
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parties, courts have consistently held that the discharge
occurs when any conditions imposed under the agree-
ment become met. An early case illustrates the point. In
Walker v. Commissioner? the taxpayer’s partnership
agreed with its creditors that its indebtedness would be
forgiven if it paid the original principal. The agreement
was concluded in 1927 but the debt was not actually
forgiven until 1930. The Fifth Circuit held, as had the
Board of Tax Appeals, that the 1927 agreement did not
provide for “present forgiveness” but was “an agree-
ment for forgiveness in the future, if and when the con-
ditions were fulfilled.” Therefore, the income from dis-
charge of indebtedness was not reportable until 1930,
when the conditions were met and the actual cancella-
tion took place.

In Shannon v. Commissioner,’ the taxpayers and their
bank lender agreed that the taxpayers’ debt would be
forgiven once they paid the difference between the pro-
ceeds of the sale of collateral and a fixed amount. The
agreement was executed and some of the collateral
was sold in 1986, but the bank did not receive the pro-
ceeds and the additional payment until 1987. Had the
1986 agreement been to forgive the indebtedness in
exchange for the taxpayers’ promise to pay the reduced
amount, the discharge of indebtedness income would
have been realized in that year. However, because the
agreement was conditional on the bank’s receiving pay-
ment, the Tax Court held that the taxable event did not
occur until 1987.

By contrast, Rivera v. Commissioner,® decided the
month after Shannon, involved a workout agreement con-
cluded in 1987 that provided that the taxpayer's debt
would be forgiven in exchange for a part payment upon
execution and a further payment a few months later. The
final payment was not due until January 2, 1988, but the
taxpayer actually paid during the last few days of 1987.
The court held that the discharge took place in 1987,
because once the taxpayer paid, “no contingency exist-
ed as to the forgiveness of the indebtedness,” and the
remaining formalities were “ministerial.”
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In Lowry, the taxpayer’s partnership agreed to convey
property to its mortgagor in exchange for a covenant
not to sue. The agreement was executed in 1993 but
the partnership did not convey the property until 1994.
Citing Keith v. Commissioner,” the Tax Court stated that
real estate is considered transferred for tax purposes
when the “benefits and burdens” of ownership pass.
Since title to the property did not pass until 1994 and
there was no evidence that the “benefits and burdens”
of ownership had shifted earlier, the forgiveness
became effective and the income was realized in 1994.

NINTH CIRCUIT SUSTAINS
REV. PROC. 92-98

The Ninth Circuit, affirming the Tax Court in Bob
Wondries Motors, Inc. v. Commissioner,” held that tax-
payers electing the special method of reporting receipts
from “service warranty contracts” under Revenue
Procedure 92-98" had to calculate deductions as spec-
ified in that procedure, and could not use an alternate
calculation that they contended more clearly reflected
income.

Automobile dealers commonly maintain standing
arrangements with insurance companies under which
the insurers assume the dealers’ warranty liabilities in
exchange for a premium. The difference between what
the customer pays the dealer for the warranty and what
the dealer pays the insurance company represents the
dealer’s profit. Both payments are commonly lump
sums paid at the beginning of the warranty term, typi-
cally several years.

The IRS position in such cases is that the customers’
payments are income to the dealer because it is the deal-
er that contracts to provide the warranty protection, even
if the insurer immediately assumes the risk. That charac-
terization requires dealers to report the customers’ pay-
ment as income in the year of receipt under the
“Schlude™* doctrine,” which requires accrual taxpayers to
report most advance payments as income in the year that
they are received, even if performance occurs in a later
year.”” The dealer can deduct its payments to the insurer,
but only over the lifetime of the contract.

Revenue Procedure 92-98 attempted to deal with the
resulting mismatch between income and deductions by
giving taxpayers an election to report the warranty
income over time, in exchange for reporting some extra
“‘phantom” interest on the deferred amount. However,
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the procedure required electing taxpayers to report a
full year's share of income in the first year, while the cor-
responding amortization deduction was calculated
based on the number of months that the insurance con-
tract was in effect during the year. For example, if the
warranty were sold July 31, the dealer would have to
report twelve months’ income in that year while only
deducting five months’ expense.

The taxpayers in Wondries Motors elected to defer
income under Revenue Procedure 92-98, but sought to
cure the mismatch problem by taking a full year’s
deduction regardless of the contract date. However, the
Ninth Circuit agreed with the Tax Court in that electing
taxpayers had to apply the procedure according to its
terms. The court rejected the taxpayers’ attempt to rely
on the “matching principle” recognized in Johnson v.
Commissioner,” which it distinguished on its facts. The
court also refused to consider the taxpayers’ alternative
argument that the receipts were not gross income in the
first place, because they had failed to raise this argu-
ment at trial.

SUzy’s Z0OO AFFIRMED

The IRS continued its winning streak in the Ninth
Circuit with an affirmance in Suzy's Zoo .
Commissioner,® a Tax Court case that held that a greet-
ing card company was a “producer” of property under
the uniform capitalization (UNICAP) rules. Suzy’'s Zoo
designed greeting cards and stationery, but contracted
out the actual printing under contracts that left the print-
ers responsible for the paper stock and other physical
components until the job was complete. Nonetheless,
the Tax Court held that Suzy’s Zoo was the “producer”
of the property, not merely a reseller, because the print-
ers were contract manufacturers and never had any
right to the finished product.

The Ninth Circuit agreed with the Tax Court that Suzy’s
Zoo produced the greeting cards and stationery. In
general, contract manufacturers’ activities are attributa-
ble to their customer,” and the regulations’ exception for
“routine purchase order[s] for fungible property™® did
not apply. The regulations provide that the “producer” is
“the owner of the property produced,” and that was
Suzy’s Zoo; the printers never had any right to the print-
ed goods. Therefore, Suzy’s Zoo was ineligible for the
various exceptions provided for resellers of property®
and had to capitalize its production costs. The appellate
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court also affrmed the Tax Court's holding that the
cumulative adjustment under Code Section 481 was
properly imposed for fiscal 1994, when the taxpayer
actually changed its accounting methods to comply
with UNICAP, and not fiscal 1988, when the change
should have been made.

EIGHTH CIRCUIT AFFIRMS IN
MIDAMERICAN ENERGY

A number of recent cases—uwith sizable amounts at
stake—have addressed different aspects of utilities’ tax
accounting practices. In MidAmerican Energy Co. v.
Commissioner?the Tax Court held in favor of the IRS on
two separate issues involving Code Sections 1341 and
451(f). The Eighth Circuit has now affirmed.

Code Section 1341: The “Deduction” Issue

Code Section 1341 prescribes a favorable tax compu-
tation when a taxpayer reports income under “claim of
right* and is later determined not to have been entitled
to the amount concerned. However, the special treat-
ment only applies when a deduction becomes allowable
because “it was established . . . that the taxpayer did not
have an unrestricted right” to the income. The threshold
issue is therefore whether the utility has a “deduction.”

When regulators set utilities’ rates lower than they oth-
erwise would be to make up for excessive past charges,
the utility does not get a deduction for the implicit “pay-
back,” but simply recognizes less gross income. This
proposition holds true whether the reduction in rates was
contemplated from the beginning,” is a product of a rou-
tine reconciliation of projected with actual costs,® or
results from other unanticipated developments.

For example, many state regulators reduced rates
prospectively to compensate for utilities’ “windfall” when
the Tax Reform Act of 1986 reduced corporate taxes
below previously projected rates. The Tax Court held in
MidAmerican Energy and its companion case, Florida
Progress Corp. v. Commissioner,” that utilities were not
entitled to a deduction in such circumstances. The
courts in WICOR, Inc. v. United States® agreed, and
extended the same analysis to an earlier similar order
issued when the taxpayer adopted accelerated depre-
ciation for state tax purposes.

The tax considerations are different when, instead of
merely requiring utilities to charge less in the future, the
regulatory order creates a fixed obligation to repay pre-
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viously collected amounts regardless of future sales.”
Such cases call for a second step to the analysis. If the
repayment obligation was explicit from the outset, the
transaction may be treated as a loan or a deposit,
meaning that the utility will have neither gross income
nor a deduction.®

On the other hand, if the receipts represented income
in the first place, then the repayment creates a deduc-
tion to which Code Section 1341 potentially applies. For
example, in Dominion Resources, Inc. v. United States,*
the Fourth Circuit held that the taxpayer had a deduc-
tion when regulators ordered Virginia Power to make
refunds to its customers based upon their electricity
purchases over the preceding twelve months.

“Apparent” Versus “Actual” Rights

Even if the utility has a deduction, another potential
obstacle to relief remains. Code Section 1341 applies
only when the taxpayer originally has an apparent right
to the income, but is later determined not to have been
entitled to keep it. The provision does not apply if the
taxpayer was actually entitled to the income, but later
returns it for independent reasons.* The IRS position is
that utilities cannot apply Code Section 1341 when reg-
ulators order a refund, because their right to collect the
money in the first place was not questioned. The gov-
ernment lost this argument in Dominion Resources, but
raised it again in WICOR and MidAmerican. The courts
in WICOR® noted that Dominion Resources and other
case law* favored the taxpayers on this issue, but this
did the taxpayer little good in light of the courts’ holding
that the taxpayer did not have a deduction to which
Code Section 1341 could apply.

Section 451(f)

Utilities traditionally reported revenues under the “cycle
meter reading” method, under which income was report-
ed as meters were read and the customers billed. On first
glance, this practice seems contrary to the normal rule
that accrual taxpayers must recognize income upon per-
formance.® However, the IRS had allowed use of the
“cycle meter reading” method, subject to a requirement
of consistent financial reporting and other conditions.®
Moreover, in Orange and Rockland Ultilities v.
Commissioner,” the Tax Court sanctioned the method as
an acceptable variant of accrual accounting in its own
right, although the holding may have turned in part on the
specific regulatory scheme.
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In 1986, Congress enacted Code Section 451(f), which
specifically requires that utility income be accrued “not
later than the taxable year in which services are provid-
ed,” adding by way of belt to the suspenders that the year
of accrual “shall not, in any manner, be determined by ref-
erence to the period in which the customers’ meters are
read.” There had been relatively little controversy about
this provision before MidAmerican.

The MidAmerican Decision

The appellate decision in MidAmerican closely tracks
the Tax Court’s analysis. The Eighth Circuit agreed with
the Tax Court that Code Section 1341 did not apply
because the rate order did not entitle the taxpayer to a
deduction. The court concluded that Dominion
Resources was distinguishable because the regulatory
order in that case created a fixed obligation to repay. As
in WICOR, the opinion noted that the case law favored
the taxpayer on the issue of “apparent” versus “actual”
right to the income, but the court did not actually have
to decide the issue because of its holding on the
deduction question.

The other issue in the case was whether Code Section
451(f) required the taxpayer to accrue revenues that it
had earned but had not yet billed after the end of the year.
The taxpayer argued that it was already in compliance
with Code Section 451(f) because its regulatory pricing
included a “purchased gas adjustment” that was intend-
ed to reflect gas costs for the entire billing month, regard-
less of when during the month the bill was issued.
However, the Eighth Circuit concluded, as did the Tax
Court, that the important consideration was what services
the taxpayer was charging for, not how it computed the
price, and held that Section 451(f) required reporting all
income attributable to its customers’ consumption during
the year.

PROPOSED REGULATIONS
UNDER SECTION 446

In what is billed as a technical change, the IRS has pro-
posed regulations under Code Section 446 that specifi-
cally provide that the rules governing intercompany trans-
actions among members of a consolidated group repre-
sent a method of accounting. The apparent purpose is to
make it as clear as possible that the Tax Court’s holding
in General Motors Corp. v. Commissioner® no longer
applies under current law.
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General Motors involved a complicated series of
dealings between General Motors Corporation (GM)
and its financing affiliate General Motors Acceptance
Corporation (GMAC), a member of its consolidated
group. In the high interest rate environment of the early
1980s, GMAC subsidized interest rates by paying deal-
ers more than fair market value for retail installment con-
tracts and also itself making loans to larger “fleet cus-
tomers” at below-market interest rates. GM compensat-
ed GMAC by making lump sum “rate support pay-
ments” when GMAC made or acquired the loan. These
practices were common in the industry and both GM
and GMAC had similar arrangements in place with
unrelated parties.

In computing taxable income on a separate company
basis, GM deducted the rate support payments as sales
costs, while GMAC reported the loan discount (which
reflected the rate support payments) as income over the
lifetime of the loan. For some time, the group applied the
intercompany transaction rules in the consolidated
return regulations, which deferred GM’s deduction for
the rate support payments until GMAC reported the cor-
responding interest income. However, the taxpayer suc-
cessfully argued at trial that these regulations as then in
effect did not apply because GM's deductions and
GMAC's income represented different “items,” so that
GM was entitled to a full current deduction.

The IRS' alternative argument was that GM, having
applied the regulations in the past (properly or not), was
bound to its prior reporting because it could not change
accounting methods without IRS permission.” However,
the Tax Court noted that the consolidated return regula-
tions expressly provided that each member’s separate
taxable income would be calculated according to its
own accounting methods,® and held that the special
rules imposed in computing consolidated taxable
income were not the accounting methods of any indi-
vidual group member.

General Motors involved the taxable year 1985 and
the court was applying what was already old law. In
1995, the regulations governing intercompany transac-
tions had been rewritten and expanded to cover trans-
actions like GM's, where the income and deductions
flowed from the same transaction even though they may
not technically have been the same “item.” The 1995
amendments also included a specific statement that the
special timing rules applicable to intercompany trans-
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actions were to be considered the accounting methods
of each member concerned.”” The new proposal, by
way of “belt and suspenders,” would add similar lan-
guage to the regulations under Code Section 446.%
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Technically, the proposed regulations would apply to
taxable years beginning after November 7, 2001, but
the IRS would presumably contend that they merely
reiterate the law that has been in effect since 1995.
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