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Ps’ subsidiaries, Capital One Bank (COB) and
Capital One, F.S.B. (FSB), issuers of Visa and
MasterCard credit cards, earn incone fromlate fees
charged to cardhol ders who do not tinely pay at |east
their m ni mum nmont hly paynment due. From 1995 to 1997
COB and FSB included the late fees in incone when the
fees were charged to cardholders; i.e., when they
accrued under the all events test.

On Aug. 5, 1997, Congress enacted the Taxpayer
Relief Act of 1997, Pub. L. 105-34, sec. 1004, 111
Stat. 911, which codified sec. 1272(a)(6)(O (iii),
|. R C. This provision allows taxpayers who naintain a
pool of debt instrunents, such as credit card | oans, to
treat certain receivables related to that pool of debt
instrunments as creating or increasing original issue
di scount (A D).
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In 1998 R provided that a taxpayer could receive
“automatic consent” to change its nethod of accounting
in accordance with sec. 1272(a)(6)(O(iii), I.RC., by
filing Form 3115, Application for Change in Accounting
Met hod, with the taxpayer’s return. COB submtted Form
3115 with Ps’ 1998 return. Ps treated certain credit
card receivables as creating or increasing OD on their
1998 and 1999 returns, but they continued to recognize
COB's and FSB's | ate-fee incone at the tinme the fee was
charged to the cardhol der

Through this proceeding Ps seek to retroactively
treat COB's and FSB' s 1998 and 1999 | ate-fee incone
under sec. 1272(a)(6)(O(iii), I.RC., thereby reducing
their taxable inconme substantially.

Held: COB and FSB were required to obtain consent
to change their treatnent of credit card receivables to
conply with sec. 1272(a)(6)(O(iii), I.R C

Hel d, further: Neither COB nor FSB received
consent to change its treatnment of |ate-fee inconme on
Ps’ 1998 or 1999 return.

Hel d, further: Ps may not retroactively change
their treatnment of COB's and FSB's 1998 and 1999 | at e-
fee i ncone because the requested change is a change in
the treatnment of a material itemand is therefore an
i nperm ssi bl e change in nmethod of accounting under sec.
446(e), |I.R C., and sec. 1.446-1(e)(2)(ii)(a), Incone
Tax Regs.

Hel d, further: Ps’ notion for partial summary
judgnent on the late fees issue will be denied, and R s
notion for partial summary judgnment will be granted.

Jean Ann Pawl ow, Elizabeth A. Erickson, Holly K. Henphill,

Kevin Spencer, and Robin L. G eenhouse, for petitioners.

Gary D. Kallevang, Janes Hll, and Alan R Pereqgoy, for

respondent.
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OPI NI ON

HAI NES, Judge: This case is before the Court on the
parties’ cross-notions for partial summary judgnment filed
pursuant to Rule 121.! The issue for decision is whether section
446(e) prohibits Capital One Bank (COB) and Capital One, F.S. B.
(FSB), fromchanging their treatnment of |ate-fee income fromthe
current-inclusion nmethod (when it accrued under the all events
test) to a nmethod which allows |ate-fee inconme to create or
i ncrease original issue discount (AOD).?2

Backgr ound

The parties have stipulated the facts applicable to the
i ssue considered in this Opinion. Capital One Financial Corp. is
a publicly held financial and bank hol di ng conpany based in
McLean, Virginia. |Its principal subsidiaries, COB and FSB, are
anong the world s largest issuers of Visa and MasterCard credit
cards.

During the years at issue COB and FSB earned various types

of income fromtheir credit card business, including finance

Unl ess ot herwi se indicated, section references are to the
I nternal Revenue Code (Code), as anmended. Rule references are to
the Tax Court Rules of Practice and Procedure. Anpbunts are
rounded to the nearest dollar.

2Petitioners’ notion applies only to COB because FSB, unlike
COB, did not file a Form 3115, Application for Change in
Accounting Method, with petitioners’ consolidated 1998 return.
Respondent’ s notion applies to COB and FSB.
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charges when cardhol ders carried a bal ance on their cards, annua
fees, overlimt fees when cardhol ders exceeded their credit
limt, cash advance fees when cardhol ders accessed cash with
their cards, and interchange.® Pertinent to these notions for
partial summary judgnment, COB and FSB al so earned incone from

| ate fees charged when the cardhol der was delinquent in making at
| east the m ni num paynent due. For the years 1995 through 1999,
COB and FSB recogni zed | ate-fee incone at the tinme the fee was
charged to the cardhol der for financial accounting purposes as
wel | as tax purposes. Late-fee incone was recognized in the

fol |l ow ng anmounts.

B FSB

Year Lat e- Fee | ncone Year Lat e- Fee | ncone
1995 $86, 620, 377 1995 - 0-
1996 143, 520, 881 1996 $9, 737, 796
1997 287, 400, 477 1997 20, 598, 116
1998 510, 017, 513 1998 11, 926, 000
1999 722,277, 703 1999 29, 732, 338

Tot al 1, 749, 836, 951 Tot al 71,994, 250

]ln addition to the notions for partial sunmary judgnent
addressed in this Opinion, petitioners filed a notion for partial
summary judgnent as to the proper tax treatnent of interchange.
Interchange is a fee (usually a percentage of the anpbunt charged)
that is paid on every credit card transaction to the bank which
has issued the card. Petitioners contend that interchange
i ncreases A D under sec. 1272(a)(6)(C (iii) because the
cardhol der bears the econom c burden of paying interchange.
Respondent di sagrees and contends that the nmerchant’s bank, not
t he cardhol der, is contractually responsible for paying
i nterchange to the bank which issued the card.
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On Septenber 15, 1999, COB subm tted Form 3115, Application
for Change in Accounting Method, to respondent by attaching it to
petitioners’ consolidated Federal inconme tax return for 1998.
COB stated on the Form 3115:

Capital One Bank (COB), a donestic corporation

requests perm ssion under Section 12.02 of Rev. Proc.

98-60 to change its method of accounting for interest

and original issue discount that are subject to the

provi sions of Section 1004 of the Tax Relief Act of

1997.

Petitioners did not treat late-fee income as O D under the
Taxpayer Relief Act of 1997 (TRA), Pub. L. 105-34, sec. 1004, 111
Stat. 911 (section 1272(a)(6)(C)(iii)) in 1998 or 1999. They
continued to use the current-inclusion nethod for |ate-fee
incone. Petitioners did not attenpt to anmend their 1998 or 1999
return to treat late-fee inconme as increasing OD. Petitioners
began to treat COB's and FSB's | ate-fee inconme as increasing QD
on their 2000 return. Respondent has not conceded t hat
petitioners had consent under section 446(e) to nake that change.

In response to respondent’s notice of deficiency with
respect to 1997, 1998, and 1999, petitioners tinely filed a
petition with this Court. Petitioners subsequently filed their
anended petition, claimng they are required to treat |ate-fee

inconme as increasing O D on their pool of credit card |oans, thus

reduci ng their taxable inconme for 1998 and 1999 by $209, 143, 757
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and $216, 698, 486, respectively.* On Cctober 12, 2007, the
parties filed cross-notions for sunmary adjudication on the late
fees issue. On Decenber 7, 2007, the parties filed objections to
each other’s notions. A hearing was held on the notions in
Washi ngton, D.C., on January 24, 2008.

Di scussi on

Change in the Law

On August 5, 1997, Congress enacted TRA sec. 1004, which
added section 1272(a)(6) (O (iii) to the Code. Section
1272(a)(6) (O (iii) has the effect, as explained bel ow, of
requi ring taxpayers to treat credit card receivables as creating
or increasing OD on the pool of credit card |oans to which the
receivables relate. Petitioners seek to change their treatnent
of COB's and FSB's 1998 and 1999 | ate-fee incone fromthe
current-inclusion nethod to a nethod based on section
1272(a) (6) (O (iii).

The parties have stipulated that if the Court finds that a
change in the treatnent of late-fee income is perm ssible, then
such inconme may be treated as creating or increasing O D under

section 1272(a)(6) (O (iii). An understanding of that section and

“Treating late-fee incone as O D decreases petitioners’
t axabl e i ncome because under the current-inclusion nethod
petitioners recogni zed | ate-fee i ncone when a cardhol der’s
ltability for the fee accrued, whereas treating |ate-fee incone
as OD allows recognition to be deferred; i.e., included in
increments over tinme on the basis of reasonabl e assunptions
regarding how long it will take a cardhol der to pay off the debt.
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its application to credit card receivables is helpful to an
understanding of the issues in this case.

The hol der of a debt instrument with O D generally accrues
and includes in gross incone, as interest, the OD over the life
of the obligation, even though the interest may not be received
until the maturity of the instrument. Sec. 1272(a)(1l). The
anount of ODwth respect to a debt instrunent is the excess of
the stated redenption price at maturity (SRPM over the issue
price of the debt instrument. Sec. 1273(a)(1l). The SRPM
i ncludes all anmounts payable at maturity. Sec. 1273(a)(2). In
order to conpute the anmount of O D and the portion of QD
all ocable to a period, the SRPM and the time of maturity nust be
known. This presents a problemfor debts such as credit card
| oans and real estate nortgages that may be satisfied over a very
short or a very long period, thus nmaking the tine of maturity an
unknown at the inception of the debt.

For this reason, special rules were created for determ ning
the amount of O D allocated to a period for certain instrunments
that nay be subject to prepaynent. 1In the case of (1) any
regular interest in a real estate nortgage investnent conduit
(REM O, (2) qualified nortgages held by a REMC, or (3) any
ot her debt instrunment if paynents under the instrunment may be
accel erated by reason of prepaynents of other obligations

securing the instrunent, the daily portions of the O D on such
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debt instrunments are determ ned by taking into account an
assunption regardi ng the prepaynent of principal for such
instrunments. Sec. 1272(a)(6)(C) (i) and (ii).

Section 1272(a)(6) (O (iii) applies this special ODrule to
any pool of debt instrunents the paynents on which may be
accel erated by reason of prepaynents. It is clear that section
1272(a)(6) (O (iii) was intended to apply to credit card | oans and
the rel ated receivables. See H Conf. Rept. 105-220, at 522
(1997), 1997-4 C.B. (Vol. 2) 1457, 1992. What was unclear at the
time of enactnment and is still not fully resolved is which credit
card receivabl es increase O D under section 1272(a)(6)(C and
whi ch do not.?®

Rev. Proc. 98-60, app. sec. 12, 1998-2 C B. 759, 786,
provi des procedures by which taxpayers nay receive “automatic
consent” to change their nethod of accounting for pools of credit
card receivables in accordance with section 1272(a)(6)(C . Under
t he revenue procedure, automatic consent is achieved by filing
Form 3115 with a taxpayer’s return. |d. sec. 6.02, app. sec. 12,
1998-2 C.B. at 765, 786.

When section 1272(a)(6) (O (iii) was added to the Code,

credit card conpanies could be certain that grace period interest

SAl t hough the Conmi ssioner has clarified the scope of sec.
1272(a)(6) (O (iii) by revenue procedures and ot her published
gui dance, issues still remain, such as whether interchange incone
is properly treated as O D.
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fell under the newrule. See Rev. Proc. 98-60, app. sec. 12;
Staff of Joint Comm on Taxation, Description and Anal ysis of
Certai n Revenue- Rai sing Provisions Contained in the President’s
Fi scal Year 1998 Budget Proposal 31-34 (JCS-10-97) (J. Comm
Print 1997). Guace period interest is the interest that accrues
fromthe date of a credit card charge if the bal ance of a
cardhol der’s account is not paid by the end of the grace period,
usual ly 30 days after the close of a nmonthly billing cycle.® |If
t he cardhol der pays the bal ance within those 30 days, no interest
i s charged.

The operation of section 1272(a)(6)(C(iii) with respect to
grace period interest is best explained by the follow ng exanpl e.
Assune the cardholders of a credit card conpany (a cal endar year
t axpayer) incur $10 mllion of charges in Decenber of year 1
Grace period interest wll be charged to the cardhol ders who do
not pay their balances in full by January 30 of year 2, the end
of their grace period. Before enactnent of section

1272(a)(6) (O (iii), the taxpayer was not required to include any

Grace period interest is the equivalent of a finance
charge, and is distinct froma late fee. Assune a cardhol der
with a zero balance at the beginning of a billing cycle charges
$1, 000 during that cycle and the credit card conpany cal cul ates a
m ni mum paynent due of $100. |If the cardholder tinely pays $100,
he will be liable for grace period interest because the entire
bal ance was not paid in full. |[If the cardholder tinely pays
$1,000, no grace period interest will be charged. |If the
cardhol der does not meke a tinmely paynent of at |east the m ni mum
due, he will be liable for grace period interest and a |l ate fee.



-10-
interest incone in year 1 with respect to the Decenber charges
because it was possible that all the cardhol ders would pay off
their bal ances by January 30, year 2. O course, not al
cardhol ders paid their balances within the grace period; thus the
t axpayer was permtted to defer grace period interest allocable
to Decenber year 1, until year 2.

Under section 1272(a)(6)(C(iii), the taxpayer is required
to make a reasonabl e assunption as to what portion of the
Decenber bal ances will not be paid off within the grace period
and is required to accrue interest inconme through the end of year
1 wth respect to that portion. The taxpayer then adjusts the
accrual in the following year to reflect the extent to which the
prepaynment assunption reflected the actual paynments received
bef ore expiration of the grace period.”’

The application of section 1272(a)(6)(O(iii) to grace
period interest causes a taxpayer to recognize incone in a
taxabl e year which it previously had deferred to the follow ng
year, thus increasing the tax due. The application of section
1272(a)(6) (C)(iii) to other credit card receivables, such as
| ate-fee income, generally has the effect of deferring income to
| ater years which otherwi se would be recognized in the year the

fee was charged to the cardholder. See supra note 4. Wich

‘Petitioners treated COB's and FSB's 1998 and 1999 grace
period interest under sec. 1272(a)(6)(C)(iil).
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receivables are eligible for this treatnment has been the subject
of contention.

Respondent has conceded that cash advance fees generally
i ncrease O D under section 1272(a)(6)(C(iii).® See Rev. Proc.
2005-47, 2005-2 C.B. 269. Wen a cardhol der repays the |oan (the
anmount of cash advanced), the cardholder will also pay the cash
advance fee. Thus, the SRPMis the anount of the |oan plus the
fee. As the SRPMis greater than the issue price (the anount of
the loan), there is OD on the transaction. Before 1998
petitioners treated COB's and FSB's cash advance fee incone as
increasing OD. For 1998 and 1999 petitioners continued to treat
cash advance fee incone as increasing OD under section
1272(a)(6) (O (iii). Respondent concedes this treatnent is
proper.

Respondent has taken the position that overlimt fees paid
by a cardholder to a credit card conpany increase O D. Tech
Adv. Mem 2005-33023 (Aug. 19, 2005). Before 1998 petitioners
treated overlimt fees under the current-inclusion nethod.

Petitioners treated COB's and FSB's 1998 and 1999 overlimt fee

8To treat cash advance fees as increasing O D, the taxpayer
must be able to denonstrate that the anount of the fee is
separately stated on the cardhol der’s account and that the fee is
not charged for property or specific services perfornmed by the
t axpayer for the benefit of the cardholder. Rev. Proc. 2005-47,
sec. 5, 2005-2 C.B. 269, 270.
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i ncome as increasing OD under section 1272(a)(6)(C (iii).
Respondent concedes this treatnment is proper.?®

In contrast to overlimt fees and cash advance fees, the
parties agree that annual fees may not be treated as increasing
O D under section 1272(a)(6)(C(iii). Annual fees are charged to
t he cardhol der for all of the benefits and services avail able
under the credit card agreenent, and not for any specific
service. Rev. Rul. 2004-52, 2004-1 C.B. 973. Therefore, annual
fees are conpensation for services and not for the use or
f orbearance of noney. Thus, they are not interest and do not
i ncrease QO D.

Whet her interchange increases O D under section
1272(a)(6) (C)(iii) is the subject of petitioners’ separate notion
for partial summary judgnent which is still before the Court.
Petitioners treated COB's and FSB' s 1998 and 1999 i nterchange
i ncome as increasing OD under section 1272(a)(6)(C (iii).
Respondent has taken the position that interchange incone does
not increase O D. See Tech. Adv. Mem 2005-33023 (Aug. 19,
2005) .

Respondent has conceded that as a general proposition credit

card late-fee income may be treated as increasing O D on the poo

°Al t hough respondent has conceded petitioners’ treatnent of
cash advance fees and overlimt fees is proper, respondent has
not conceded that petitioners correctly cal cul ated the anount
i ncl udabl e.
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of credit card loans to which the incone relates.!® Rev. Proc.
2004- 33, 2004-1 C.B 989. From 1995 through 1999 petitioners
treated COB's and FSB's | ate-fee inconme under the current-
inclusion nmethod. The issue in these notions is whether section
446(e) prohibits a retroactive change in the treatnent of the
1998 and 1999 | ate-fee inconme fromthe current-inclusion nethod
to a method based on section 1272(a)(6)(C) (iii).

1. Section 446(e)

Section 446(e), at issue in this case, provides:

SEC. 446(e). Requirenent Respecting Change of
Accounting Method. --Except as otherw se expressly
provided in this chapter, a taxpayer who changes the
met hod of accounting on the basis of which he regularly
conputes his incone in keeping his books shall, before
conputing his taxable incone under the new nethod,
secure the consent of the Secretary.

The purpose of the section 446(e) consent requirenent is to
assure consistency in the nmethod of accounting used for tax

pur poses and thus prevent distortions of inconme which usually
acconpany a change of accounting nmethod and which coul d have an

adverse effect upon the revenue. See Conm ssioner v. O

Li quidating Corp., 292 F.2d 225, 231 (3d Gr. 1961), revg. T.C

¥To treat late fees as increasing O D, the taxpayer nust be
able to denonstrate that the anmbunt of the late fee is separately
stated on the cardhol der’s account and that the late fee is not
charged for property or specific services performed by the
t axpayer for the benefit of the cardholder. Rev. Proc. 2004-33,
sec. 5, 2004-1 C B. 989, 990.
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Meno. 1960-29; Casey v. Comm ssioner, 38 T.C 357, 386-387

(1962); Wight Contracting Co. v. Conm ssioner, 36 T.C.

620, 634 (1961), affd. 316 F.2d 249 (5th Gr. 1963); Advertisers

Exch., Inc. v. Comm ssioner, 25 T.C 1086, 1092-1093 (1956),

affd. per curiam 240 F.2d 958 (2d Cir. 1957). |In part, the
consent requirenent is also intended to | essen the Conm ssioner’s

burden of adm nistering the Code. See Lord v. United States, 296

F.2d 333, 335 (9th Cr. 1961); Casey v. Conm ssioner, supra at

386. This Court identified the follow ng as the policy reasons
served by section 446(e): “‘(1) To protect against the |oss of
revenues; (2) to prevent adm nistrative burdens and i nconvenience
in admnistering the tax laws; and (3) to pronobte consi stent
accounting practice thereby securing uniformty in collection of

the revenue.’” FPL G oup, Inc. & Subs. v. Conm ssioner, 115 T.C.

554, 574 (2000) (quoting Barber v. Conm ssioner, 64 T.C 314,

319- 320 (1975)).

By requiring the taxpayer to obtain the Comm ssioner’s
consent before changing its nethod of accounting, section 446(e)
gi ves the Comm ssioner authority to approve or di sapprove such
changes prospectively. This Court has stated that the
Comm ssioner also has discretion to accept or reject a request
for a retroactive change in a taxpayer’s choi ce between two
perm ssi bl e met hods of conputing taxable incone. See Barber v.

Conmi ssi oner, supra at 318.
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| f the Comm ssioner, acting within his discretion, does not

consent to the taxpayer’s request to nake a change in the

t axpayer’s nethod of conputing taxable inconme, the taxpayer is

required to continue conputing taxabl e i ncone under the

taxpayer’s old nethod of accounting. See, e.g., United States v.

Ekberg, 291 F.2d 913, 925 (8th Gr. 1961); Schramv. United

States, 118 F.2d 541, 543-544 (6th Cr. 1941); Drazen v.

Commi ssioner, 34 T.C 1070, 1075-1076 (1960) (and the cases cited

thereat); Advertisers Exch., Inc. v. Conm ssioner, supra at 1092-

1093. |If the taxpayer changes the nethod of accounting used in
conputing taxable incone without first obtaining consent, the
Comm ssi oner can assert section 446(e) and require the taxpayer
t o abandon the new net hod of accounting and to report taxable

i ncome using the old nethod of accounting. See, e.g.,

Conmi ssioner v. O Liquidating Corp., supra; Drazen v.

Conmi ssi oner, supra at 1076; Advertisers Exch., Inc. v.

Conmi ssi oner, supra at 1093.

I n deci ding whether to consent to a change of accounting
met hod, the Comm ssioner is invested with wide discretion. See,

e.g., Commssioner v. O Liquidating Corp., supra at 231; Capitol

Fed. Sav. & Loan Association & Sub. v. Comm ssioner, 96 T.C. 204,

213 (1991); Drazen v. Conm ssioner, supra at 1076. 1In a case in

whi ch the taxpayer has requested the Conm ssioner’s consent to

change net hods of accounting, the Comm ssioner’s action in
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refusing to give consent is reviewed under an abuse of discretion

standard. See Schramyv. United States, supra at 544; Capitol

Fed. Sav. & Loan Association & Sub. v. Commi ssioner, supra at

213; S. Pac. Transp. Co. v. Conmmissioner, 75 T.C. 497, 681

(1980).

In a case in which the taxpayer does not first obtain the
Comm ssi oner’ s consent, such as where the taxpayer attenpts in a
court proceeding to retroactively alter the manner in which the
t axpayer accounted for an itemon its tax return, the question is
whet her the change constitutes a change of accounting nmethod that

IS subject to section 446(e). See S. Pac. Transp. Co. v.

Conmi ssi oner, supra at 682; Wight Contracting Co. V.

Commmi ssi oner, supra at 635-636; cf. Poorbaugh v. United States,

423 F.2d 157, 163 (3d G r. 1970); Hackensack Water Co. v. United

States, 173 . d. 606, 352 F.2d 807 (1965); FPL G oup, Inc. &

Subs. v. Conmm ssioner, supra at 573-575. |f the change

constitutes a change of accounting nethod that is subject to
section 446(e), then the taxpayer is foreclosed from making the
change by section 446(e) and the regul ati ons pronul gat ed

t hereunder wi thout regard to whether the new nethod woul d be

proper. See S. Pac. Transp. Co. v. Conm ssioner, supra at 682;

Wight Contracting Co. v. Conm ssioner, supra at 635-636.
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[11. Whether Consent |Is Required Under Section 1272(a)(6)(QO)(iii)

As a prelimnary matter, the Court nust address whet her
taxpayers are required to obtain consent in order to change their
met hod of accounting to conply with section 1272(a)(6)(O (iii).
Petitioners argue that Congress provided that a taxpayer did not
need consent to change its nethod of accounting to conply with
section 1272(a)(6)(C(iii). TRA sec. 1004(b)(2) provides:

(2) Change in method of accounting.--In the case of
any taxpayer required by this section to change its

met hod of accounting for its first taxable year

begi nning after the date of the enactnent of this Act--

(A) such change shall be treated as initiated by
t he taxpayer,

(B) such change shall be treated as nade with the
consent of the Secretary of the Treasury, * * *

The Court mnust read this provision, which was not codified, with
section 446(e) and the regul ati ons pronul gated thereunder, which
requi re a taxpayer to secure consent before adopting a new net hod
of accounting by filing Form 3115 and setting forth the cl asses
of itens that will be treated differently.! Sec. 1.446-
1(e)(3) (i), Incone Tax Regs.

Section 446(e) begins with the qualification: “Except as
ot herwi se expressly provided in this chapter”. Nothing in
section 1272(a)(6) (O (iii) expressly provides that a taxpayer is

not required to receive consent to change its method of

1petiti oners have not challenged the validity of the sec.
446 requl ati ons.
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accounting. TRA sec. 1004(b)(2) was not codified and therefore
does not qualify as an exception to section 446(e).

Neverthel ess, if that provision had been codified, taxpayers
woul d still be required to follow the applicable procedures in
order to effect a change in accounting nethod. Language simlar
to that of TRA sec. 1004(b)(2) has been used in other provisions
of the Code. The manner in which taxpayers change their nethod
of accounting under those provisions infornms the Court’s
interpretation of TRA

Section 448(a) bars C corporations and partnerships if one
or nore partners is a C corporation fromusing the cash nethod of
accounting. Exceptions apply to this prohibition. See sec.
448(b). For exanple, entities with annual gross receipts of $5
mllion or less may use the cash nethod. Sec. 448(b)(3), (c).
| f section 448 forces a taxpayer off the cash nethod, such as a C
corporation that no | onger neets the gross receipts test, the
mandat ory adopti on of another nmethod (presunably the accrual
met hod) is a change in nethod of accounting generally requiring
consent. Section 448(d)(7) provides:

(7) Coordination with section 481.-- In the case
of any taxpayer required by this section to change its
met hod of accounting for any taxable year--

(A) such change shall be treated as initiated
by the taxpayer

(B) such change shall be treated as nmade with
the consent of the Secretary, * * *
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Nevert hel ess, a taxpayer forced to change its nethod of
accounting under section 448 nust still file a Form 3115 with its
return for the year of change. Sec. 1.448-1(h)(2), Incone Tax
Regs. If the Form 3115 is not filed tinely, a taxpayer forced
of f the cash nethod nust conply with the requirenents of section
1.446-1(e)(3), Income Tax Regs., in order to secure the consent
of the Comm ssioner. Sec. 1.448-1(h)(4), Inconme Tax Regs.
Pursuant to section 1.446-1(e)(3), Incone Tax Regs., a taxpayer
requesting to change its nethod of accounting is required to file
a Form 3115 during the year in which it intends to nmake the
change. 1In effect, the filing of a Form 3115 is a request for a

ruling fromthe Conmm ssioner. Sunoco, Inc. & Subs. v.

Conmi ssioner, T.C. Menp. 2004-29; see Capitol Fed. Sav. & Loan

Association & Sub. v. Comm ssioner, 96 T.C. at 211; sec.

601. 204(c), Statenment of Procedural Rules. The issuance of such
arulingis a mtter within the Conm ssioner’s discretion.

Capitol Fed. Sav. & Loan Association & Sub. v. Conm ssioner,

supra at 212.

Tinmely notification of an accounting nmethod change prevents
the I oss of tax revenue because the Conm ssioner nmay then ensure
that appropriate adjustnents are made to the taxpayer’s taxable
i nconme in accordance with section 481. Wthout notification, the
Comm ssi oner woul d be unaware that such adjustnents are

necessary. Furthernore, tinely notification prevents
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adm ni strative burdens and inconveni ence in adm nistering the tax
| aws and pronptes consistent accounting practice, thereby

securing uniformty in collection of the revenue. See FPL G oup,

Inc. & Subs. v. Commi ssioner, 115 T.C. at 574.

Section 448 and the regul ati ons pronul gat ed t hereunder
illustrate that when the | aw provides that a change is treated as
made wi th consent, the taxpayer nust still conply with the
appl i cabl e procedures in order to effect the change. If the
t axpayer does not file a tinmely Form 3115, autonatic consent w ||
not be granted. Sec. 1.448-1(h)(4), Income Tax Regs. It follows
that if the taxpayer files an inconplete or otherw se deficient
Form 3115, autonatic consent will not be granted. This would be
especially true when the change in accounting nethod is nore
conpl ex than the change envisioned by section 448 (a change from
the overall cash nethod to the overall accrual nethod).

In the light of the purposes for requiring notification to
t he Comm ssioner of a taxpayer’s change in nethod of accounting,
the Court holds that petitioners were required to follow all
appl i cabl e procedures put in place by respondent in order to
recei ve consent to change their nmethod of accounting to conply
with section 1272(a)(6) (O (iii). See Rev. Proc. 98-60, 1998-2
C.B. 759. Failure to follow those procedures woul d negate

automatic consent to the proposed change.
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V. The Meaning of “ltent

The parties dispute the nmeaning of “itenf as it is used in
section 1.446-1(e), Inconme Tax Regs. Section 1.446-
1(e)(2)(ii)(a), Income Tax Regs., provides:

A change in the nmethod of accounting includes a change

in the overall plan of accounting for gross incone or

deductions or a change in the treatnent of any materi al

itemused in such overall plan. Although a nethod of
accounting may exist under this definition wthout the
necessity of a pattern of consistent treatnment of an

item in nost instances a nmethod of accounting is not

established for an itemw t hout such consi stent

treatment. A material itemis any item which involves

the proper tinme for the inclusion of the itemin incone

or the taking of a deduction. * * *

The di spute arises because COB requested pernm ssion to
change its nmethod of accounting for “interest and O D that are
subject to the provisions of section 1004 of the Taxpayer Reli ef
Act of 1997.” Petitioners contend that the relevant itemis
interest, including OD, and by using that description COB
obt ai ned consent to change its treatnent of |ate-fee incone, a
“conponent” of interest, including OD. Respondent contends that
the relevant itemis late-fee inconme. Respondent further argues
that the description used by COB is anmbi guous at best and that
because COB did not apply the ODrules to |late-fee inconme on its
return for 1998 or 1999, COB did not obtain consent to change the
treatnent of |ate-fee incone. See infra V.

The neaning of “iteni is also inportant to our discussion,

infra VI, regarding whether a change in the treatnent of |ate-fee
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inconme is a change in the treatnent of a material item See sec.
1.446-1(e)(2)(ii)(a), Income Tax Regs. Whether an itemis
material is a question of timng, but before determning
materiality we nmust know which itemto address, interest or |ate-
fee incone.

Petitioners contend that the references to “iteni throughout
section 1.446-1(e), Inconme Tax Regs., nean an “item of incone or
deduction”. “ltenms of incone” are listed in section 61. Under
petitioners’ theory, because itemneans item of inconme, under

Gtlitz v. Conm ssioner, 531 U S. 206 (2001), the Court nust | ook

to section 61 to determne what an itemis. Petitioners give the
Suprene Court’s holding in Gtlitz far too nuch weight. Gtlitz
i nvol ved the effect of discharge of indebtedness income on the
basis of S corporation stock, not the ability of an entity to
change its nmethod of accounting. The Court addressed the

Commi ssioner’s argunent that the di scharge of indebtedness of an
i nsol vent S corporation was not an “itemof incone”. 1d. at 212.
To resolve the issue, the Court | ooked to section 61, which

provi des that discharge of indebtedness is generally included in
gross incone. 1d. at 213. The Court did not address how narrow
an itemof incone may be or whether a specific type of discharge
of indebtedness is also an item under section 1.446-1(e), |ncone

Tax Regs.
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The regqgul ati ons promul gated under section 446(e) nake
frequent reference to the broad term“itenf and the narrower term
“material itenf. “Material itens” are necessarily a subset of
the broader group “itens”. Courts have identified a variety of
“material itens”, all of which are narrower than the broad itens
of incone listed in section 61. For exanple, courts have found
the following to be material itens: (1) Comm ssions froma

particul ar insurance conpany, Leonhart v. Conm ssioner, T.C

Meno. 1968-98, affd. 414 F.2d 749 (4th Cr. 1969); (2) the
treatnent of autonated teller machi ne replacenent nodul es,

Diebold, Inc. v. United States, 891 F.2d 1579, 1583 (Fed. Cr.

1989); (3) gain fromsales of autonotive inventory, Huffnman v.

Commi ssioner, 126 T.C. 322, 343 (2006), affd. 578 F.3d 357 (6th

Cir. 2008); (4) the treatnent of natural gas as “working gas”

(it nventory) or “cushion gas” (capital asset), Pac. Enters. v.

Comm ssioner, 101 T.C 1, 23 (1993); (5) the treatnment of costs

as a repair expense or as depreciable, FPL G oup, Inc. & Subs. v.

Commi ssioner, 115 T.C. 554 (2000); (6) a change in depreciation

met hod resulting froma change from section 1250 property to

section 1245 property, Standard G| Co. (Indiana) v.

Comm ssioner, 77 T.C. 349, 410 (1981); and (7) overburden renoval

costs under section 616(a), Sunoco, Inc. & Subs. v. Conm ssioner,

T.C. Meno. 2004-29. See also sec. 1.446-1(e)(2)(iii), Exanple

(2), Inconme Tax Regs. (real estate taxes are a material item
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sec. 1.446-1(3)(2)(iii), Exanple (6), Incone Tax Regs.

(all ocation of overhead to value of inventory is a materi al
item). The preceding exanples fall within the narrow group
“material itens” and therefore nust also be “itens”.

An item under section 1.446-1(e), Incone Tax Regs., may be
narrower than the broad itens of income |listed in section 61
Whet her particular inconme is an “itenf under section 1.446-1(e),
| ncone Tax Regs., depends on all the facts and circunstances
surroundi ng that incone. COB and FSB earned nost of their incone
frominterest and itens deened to be interest for Federal tax
pur poses.

A taxpayer is required to obtain the Conm ssioner’s consent
bef ore maki ng changes to the treatnent of a material itemused in
its overall plan of accounting. Sec. 1.446-1(e)(2), |ncone Tax
Regs. Under petitioners’ theory, because |ate-fee incone, and
presumably other credit card receivables, are not “itens”

t henmsel ves, but are nerely conponents of the “iteni of interest,
they would al so not be “material itens.” Consequently,
petitioners could make changes to these “conponents” of interest
w thout first receiving respondent’s consent.

Defining itemin this way woul d severely underm ne the
reasons for section 446(e). In 1998 and 1999 COB and FSB ear ned
| ate-fee income of $521, 943,513 and $752,010,041. They earned

nmore in |late-fee inconme than any other type of fee. In 1998
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COB's and FSB' s | ate-fee incone accounted for approxi mtely 22
percent of the gross receipts and 15 percent of the total incone
reported on petitioners’ consolidated return. Late fees are
earned for reasons independent of the reasons other types of
i ncone are earned, such as finance charges, overlimt fees,
i nt erchange, and cash advance fees. Late fees are a separate and
distinct itemof incone. 1In this context, the Court holds that
the relevant item for purposes of section 1.446-1(e), Incone Tax
Regs., is late-fee incone.

V. VWhet her COB Recei ved Consent To Change Its Treat nent of
Lat e- Fee | ncone

Having found that the relevant itemis late-fee incone, we
nmust determ ne whet her COB received consent to change its
treatnent of | ate-fee incone by requesting perm ssion to change
its treatnment of “interest and O D that are subject to the
provi sions of section 1004 of the Taxpayer Relief Act of 1997.”
Petitioners argue the description is sufficient to obtain consent
to change COB's treatnment of |ate-fee income. Petitioners
further argue that since COB received consent, they may now fiXx
their error in failing to inplenent the change. Respondent
argues COB' s description of the itemto be changed was anbi guous
at best and that because COB did not apply the ODrules to | ate-
fee incone on its 1998 or 1999 return, it did not obtain consent

to change its treatnent of |ate-fee incone.
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In response to the enactnent of section 1272(a)(6)(C)(iii),
the Comm ssioner set forth the procedures by which consent woul d
be given to a taxpayer to change its nethod of accounting. Rev.
Proc. 98-60, 1998-2 C.B. 759. Specifically, a taxpayer was
required to file Form 3115 with its return. 1d. COB filed a
Form 3115 whi ch st at ed:
Capital One Bank (COB), a donestic corporation
requests perm ssion under Section 12.02 of Rev. Proc.
98-60 to change its method of accounting for interest
and original issue discount that are subject to the
provi sions of Section 1004 of the Tax Relief Act of
1997.
Question 9 on Form 3115 st at es:
If the applicant is not changing its overal
met hod of accounting, attach a description of each of
the foll ow ng:
a. The item bei ng changed.

b. The applicant’s present nethod for the
i tem bei ng changed. * * *

In response COB st at ed:

Question 9a

The taxpayer proposes to change its nethod of
accounting for interest and original issue discount
that are subject to the provisions of Section 1004 of
t he Taxpayer Relief Act of 1997 (Pub. L. 105-34).

Question 9b

Credit card obligations are not currently
accounted for as required by section 1272(a)(6) of the
I nt ernal Revenue Code. The taxpayer’s present nethod
of account[ing] for credit card obligations is to take
into account the differences between issue price and
stated princi pal anmobunt upon origination in certain
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cases. Cash advance fees are taken into account as
original issue discount.

In accordance with Rev. Proc. 98-60, app. sec. 12.02(a), COB
al so st at ed:

Addi ti onal Requirenents

Pursuant to Section 12.02 of Rev. Proc. 98-60, the

t axpayer nmakes the follow ng representations. The pool

of debt instruments consists of all credit card

recei vabl es held by the taxpayer. The proposed net hod

is to account for interest and O D as required by

Section 1272(a)(6). The prepaynent assunption on the

pool is the actual rate at which paynents occur on the

whol e pool in the succeedi ng nonths. The anmount of

grace period interest included is determ ned using the

sane assunption used for book purposes. Cash advance

fees continue to be accounted for as original issue

di scount.

The Form 3115 did not nention late fees. On petitioners’
consolidated 1998 return filed with the Form 3115, they treated
COB' s inconme fromoverlimt fees, cash advance fees, and
i nterchange as increasing ODon its pool of credit card | oans
under section 1272(a)(6)(C). On their returns for 1998 and 1999
petitioners did not treat COB's |late-fee inconme as increasing QD
but instead continued to recogni ze |late-fee incone at the tine it
was charged to the cardhol der

As di scussed previously, the relevant itemin this context
is late-fee incone. Neither Rev. Proc. 98-60, supra, nor COB s
Form 3115, nor petitioners’ 1998 or 1999 return gave any
indication that | ate-fee incone would be treated as O D. The

| anguage used in COB s application to change its nethod of
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accounti ng was anbi guous and vague. The anbiguities in COB s
description of the itemto be changed were clarified by the
treatment of the respective fees on petitioners’ consolidated
returns. The Court therefore finds that COB did not receive
consent to change its treatnent of |ate-fee inconme for 1998 or
1999. In fact, by failing to nention late fees or to account for
|ate fees as O D on the returns for those years, COB did not seek
consent for the change.!? Even though petitioners began to treat
| ate-fee income as increasing OD with their 2000 return, they
made no effort to change their treatnment of |ate-fee incone for
1998 and 1999 until they filed a notion to anend their petition

in May 2006. 13

2Petitioners contend that if respondent did not consent to
COB' s 1999 request to change its nmethod of accounting for |ate-
fee incone, then that refusal constituted an abuse of discretion.
Because COB did not nmake clear to respondent that it was
requesting permssion to change its nmethod of accounting for
| ate-fee income, petitioners’ contention is unpersuasive.

BEven if COB had been given consent to change its
accounting nethod for |ate-fee income with its 1999 return, the
Court doubts that COB would be entitled to correct its error in
i npl enentation. By failing to inplenent the change and
continuing to treat |late-fee inconme under the current-inclusion
met hod for 1998 and 1999, COB did not adopt the O D nethod for
| ate-fee income. The “error” petitioners would be attenpting to
correct would be a total failure to inplenent the accounting
met hod, not a nere correction of an adopted nmethod. It is
doubt ful that such a correction would be perm ssible under sec.
446. See Standard G| Co. (Indiana) v. Conmm ssioner, 77 T.C
349, 383-384 (1981) (although sec. 446 is inapplicable where
certain intangible drilling costs are treated inproperly, sec.
446 may be applicable where all intangible drilling costs are
treated inproperly). A correction of that nature would |ikely be

(continued. . .)
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VI. VWhether Recharacterization of Late-Fee Incone as ODIs a
Prohi bited Change in Petitioners' Mthod of Accounting

Petitioners argue that if COB did not receive consent, it is
still entitled to change its treatnent of |ate-fee incone because
it is not changing its treatnment of a material itemand is
t herefore not changing its nethod of accounting.!* See sec.
1.446-1(e)(2)(ii)(a), Inconme Tax Regs. W have determ ned that
the relevant itemis |ate-fee income; now we nmust determ ne
whet her a change in the treatnment of |ate-fee incone would be
material as that termis used in section 1.446-1(e)(2)(ii)(a),
| ncone Tax Regs. |If the recharacterization of late-fee incone is
material, petitioners will be foreclosed from naki ng the change
by section 446(e) and the regul ati ons pronul gated t hereunder

W t hout regard to whether the new nethod woul d be proper. See S.

Pac. Transp. Co. v. Comm ssioner, 75 T.C. at 682; Wight

Contracting Co. v. Conmmi ssioner, 36 T.C. at 635-636.

A. The Requl ati ons

Bef ore a taxpayer changes its nethod of accounting, it nust
secure the consent of the Comm ssioner. Sec. 446(e); sec. 1.446-

1(e)(2)(i), Income Tax Regs. The Code does not define the phrase

3(...continued)
a prohibited change in nethod of accounting under sec. 1.446-
1(e), Incone Tax Regs.

4petitioners’ notion applies only to COB, but their
argunment on this subissue is equally applicable to FSB.
Respondent’s notion applies to both COB and FSB.
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“met hod of accounting”. The Court has held that the phrase
i ncludes “the consistent treatnment of any recurring, materi al
item whether that treatment be correct or incorrect.” See Bank

One Corp. v. Conmm ssioner, 120 T.C. 174, 282 (2003), affd. in

part and vacated in part sub nom J.P. Mdrgan Chase & Co. v.

Conmi ssioner, 458 F.3d 564 (7th Gr. 2006); H F. Canpbell Co. v.

Commi ssioner, 53 T.C 439, 447 (1969), affd. 443 F.2d 965 (6th

Cr. 1971). The regulations pronul gated under section 446 state:
“The term *method of accounting’ includes not only the over-al
met hod of accounting of the taxpayer but also the accounting
treatnent of any item” Sec. 1.446-1(a)(1l), Incone Tax Regs.
Section 1.446-1(e)(2)(ii)(a), Incone Tax Regs., provides the
foll ow ng di scussi on of changes of accounting nethod:
A change in the nmethod of accounting includes a change
in the overall plan of accounting for gross inconme or
deductions or a change in the treatnent of any materi al
itemused in such overall plan. Although a nmethod of
accounting may exist under this definition w thout the
necessity of a pattern of consistent treatnment of an
item in nost instances a nmethod of accounting is not
established for an itemw t hout such consi stent
treatment. A material itemis any item which involves
the proper tinme for the inclusion of the itemin incone
or the taking of a deduction. * * *
To determ ne whether |ate-fee incone is an item “which invol ves
the proper tinme for the inclusion of the itemin inconme” and,
hence, is material under the regulation, we nust determ ne
whet her a change in the treatnment of |ate-fee incone will change

the taxpayer’s lifetime inconme or wwll nerely postpone or
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accel erate the reporting of incone. See Wayne Bolt & Nut Co. v.

Conmm ssi oner, 93 T.C. 500, 510 (1989) (“Wen an accounting

practice nmerely postpones the reporting of inconme, rather than
permanent|ly avoiding the reporting of incone over the taxpayer’s
lifetime, it involves the proper tinme for reporting incone.”).

Petitioners seek to change COB's and FSB s treatnent of
| ate-fee income fromthe current-inclusion nethod to a net hod
where | ate-fee inconme creates or increases O D on the pool of
credit card loans to which it relates. Treatnent as O D would
reduce petitioners’ 1998 and 1999 | ate-fee incone considerably.
The reductions would result in corresponding increases in |ater
years. Petitioners would include all of the |late-fee incone
under either method; the only difference being whether the incone
is recognized entirely in the year the fee is charged to the
cardhol der or whether the recognition of incone is spread to
subsequent years. The difference is a matter of tim ng.
Therefore, the proposed nethod constitutes a change in a materi al
itemin petitioners’ overall plan of accounting and is a change
in method of accounti ng.

The regul ations detail certain situations that are not
consi dered changes in nmethod of accounting. Section 1.446-

1(e)(2)(ii)(b), Income Tax Regs., provides:

5petitioners claimthe reducti on woul d be $209, 143, 757 and
$219, 698,496 in 1998 and 1999, respectively.



-32-

A change in nmethod of accounting does not include
correction of mathematical or posting errors, or errors
in the conputation of tax liability (such as errors in
conputation of the foreign tax credit, net operating

| oss, percentage depletion or investnent credit).

Al so, a change in nethod of accounting does not include
adj ustnment of any item of income or deduction which
does not involve the proper tinme for the inclusion of
the itemof inconme or the taking of a deduction. For
exanpl e, corrections of itens that are deducted as
interest or salary, but which are in fact paynents of

di vidends, and of itens that are deducted as business
expenses, but which are in fact personal expenses, are
not changes in nmethod of accounting. * * * A change in
the method of accounting al so does not include a change
in treatnment resulting froma change in underlying
facts. On the other hand, for exanple, a correction to
require depreciation in lieu of a deduction for the
cost of a class of depreciable assets which had been
consistently treated as an expense in the year of

pur chase invol ves the question of the proper timng of
an item and is to be treated as a change in nethod of
accounti ng.

The term “mat henatical error” includes errors in arithnetic;
i.e., ““an error in addition, subtraction, nultiplication, or

division”. Huffrman v. Conm ssioner, 126 T.C. at 344 (quoting

section 6213(g)); see also Repetti v. Jam son, 131 F. Supp. 626,

628 (N.D. Cal. 1955). \Whatever “error” petitioners nmade in
treating |late-fee inconme under the current-inclusion nethod in

1998 and 1999, it was not a mathematical error.16

petitioners argue that they nade a nistake of |aw by
failing to treat |ate-fee incone under sec. 1272(a)(6) (O (iii),
and that a m stake of |aw which affects the conputation of a
deducti on under an established nethod of accounting, is
““tantanount to a mathematical error.’”” Standard G| Co.
(Indiana) v. Conm ssioner, 77 T.C. at 383 (quoting North Carolina
Ganite Corp. v. Conm ssioner, 43 T.C. 149 (1964)). COB did not
establish the O D nethod of accounting for |ate-fee incone.

(continued. . .)
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The term “posting error” means an error in “‘the act of

transferring an original entry to a |l edger.”” Wayne Bolt & Nut

Co. v. Conm ssioner, supra at 510-511 (quoting Black’ s Law

Dictionary 1050 (5th ed. 1979)). |In support of their position
that section 1.446-1(e)(2)(ii)(b), Incone Tax Regs., should be

broadly construed, petitioners cite N. States Power Co. v. United

States, 151 F.3d 876 (8th Gr. 1998). 1In that case, the court
hel d that the taxpayer’s failure to account for | osses on nuclear
fuel contracts in the same way it accounted for coal and oi

| osses was nothing nore than a type of posting error. 1d. at
884. The taxpayer, an energy conpany, was required by the
Federal Energy Regul atory Comm ssion (FERC) to use a prescribed
met hod of accounting for book purposes. 1d. The taxpayer’s tax
departnment was unaware that nuclear fuel |osses were accounted
for as a portion of work order capital accounts under the nethod
prescribed by FERC. 1d. Had the taxpayer’s tax departnent known
of the error, it would have been corrected; and nucl ear fuel

| osses woul d have been treated in the sane way as | osses from

ot her types of fuel. 1d.

18(, .. continued)
Therefore, there were no m stakes made under that nethod.
Furthernmore, the Court in Standard Gl did not hold that the
taxpayer’s m stake was tantanmount to a mathenatical error. The
Court did so in North Carolina Ganite Corp., a case which
anal yzed the regulations prior to the 1970 revisions, which gave
consi stency and tim ng considerations an inportant role. See
Huf f man v. Comm ssioner, 126 T.C 322, 342-345 (2006), affd. 518
F.3d 357 (6th GCir. 2008).
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Petitioners’ error was not made in transferring late-fee
income fromtheir financial accounting books to their tax books.
Petitioners were fully aware of the nature of |ate-fee inconme and
how it was accounted for under financial accounting principles.
Petitioners may not have been aware that |ate-fee income could be
treated as increasing O D under the new statutory provision, but
that is not akin to a posting error.

Because petitioners nmade neither a mathematical nor a
posting error and because a change in the treatnment of |ate-fee
incone is a change in the treatnent of a material item this
I ssue appears to be resolved in respondent’s favor. However, our
di scussi on cannot end here.

B. The Casel aw

This Court has previously noted that there appears to be an
i ncongruity between section 1.446-1(e)(2)(ii)(b), Inconme Tax
Regs., and “the proposition * * * evidenced by a body of casel aw
(i ncluding cases of this Court), that a taxpayer does not change
its method of accounting when it does no nore than conformto a
prior accounting election or sonme specific requirenment of |aw”

Huf f ran v. Conmi ssi oner, supra at 352.

Petitioners use that body of caselaw to argue that a change
in the treatnent of |ate-fee incone is not a prohibited change in
met hod of accounting. Petitioners cite nunmerous cases that were

deci ded before the 1970 revisions to section 1.446-1(e), |ncone
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Tax Regs. E.g., Beacon Publg. Co. v. Conm ssioner, 218 F.2d 697

(10th Gr. 1955), revg. 21 T.C. 610 (1954); Potter v.

Comm ssi oner, 44 T.C. 159 (1965); Wetherbee Elec. Co. v.

Comm ssioner, 73 F. Supp. 765 (WD. Ckla. 1947). These cases do

not address the consistency and tim ng consi derati ons enphasi zed
in section 1.446-1(e)(2)(ii), Inconme Tax Regs. Therefore, their

wei ght is uncertain. See Huffman v. Conmm ssioner, supra at 347.

The cases decided after 1970 on which petitioners rely are

Standard Q1 Co. (Indiana) v. Comm ssioner, 77 T.C 349 (1981),

and G nbel Bros., Inc. v. United States, 210 ¢. d. 17, 535 F.2d

14 (1976).' Petitioners equate the requirenment of section
1272(a)(6) (C)(iii) with the elections made in those two cases, SO
that deviation fromthe chosen nethod and subsequent adherence to
t hat nethod do not anpbunt to changes in accounting nethod.
Petitioners’ argument fails for a nunber of reasons. First,
unli ke the taxpayers in those cases, neither COB nor FSB adopted
the OD nethod with respect to |late-fee inconme. Therefore, there
was no deviation fromor subsequent adherence to the O D net hod.
Second, these cases raise the issue of what “itenf is being

corrected. In Standard G 1 and G nbel Bros. the correcti on was

"The Court notes that G nbel Bros., Inc. v. United States,
210 &¢. d. 17, 535 F.2d 14 (1976), was decided by the Court of
Clainms and is therefore not binding on this Court. Further, the
case anal yzes and applies prior regulations in effect before
1970. The case is included because it was deci ded after issuance
of the regulations in effect in the instant case.




-36-
made to a conponent of the material item not to the itemitself.

In Standard Q1, the relevant itemwas intangible drilling costs

(IDC). The taxpayer, in error, failed to deduct certain
conponents of IDC, and this Court held that the retroactive
correction of that error was permssible. 1d. The Court stated
the taxpayer’s “position constitutes an attenpt to renedy its
failure to report simlar itens consistently under a fixed nethod

of accounting.” [1d. at 383.

In G nbel Bros., the taxpayer was a departnent store which
validly elected the installnment nmethod of accounting to report

its installnment sales inconme. The taxpayer applied the election

to all installment sales except revolving or rotating charge
accounts. 1d. The taxpayer subsequently attenpted to change its
treatment of revol ving charge accounts. [d. The Court held that

revol vi ng charge accounts were a conponent of installnment sales
and that therefore the taxpayer was correcting its error rather
t han changi ng an accounting nethod. [d.

Petitioners anal ogi ze the conponents of |IDC and the
conponents of installnent sales incone with the conponents of QD
(late fees, cash advance fees, overlimt fees, and grace period
interest).!® Petitioners’ analogy falls short of the mark. As

di scussed above, late-fee incone, not interest (including OD) is

8petitioners would al so include interchange i ncone as a
conponent of O D. \Wether interchange incone is properly treated
under sec. 1272(a)(6) (O (iii) is still an issue before the Court.
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the relevant item Late fees are earned for a purpose

i ndependent of the other conponents of COB's and FSB's O D. The
sanme cannot be said about the “other costs” the taxpayer in

Standard G| failed to deduct. Those costs were expenses

incurred during the first phase of the construction of offshore
drilling platforms. [d. at 361. Costs for the other three
phases of construction and installation of the platforns were
deducted as IDC. 1d. The four phases of construction and
installation were interdependent in a way that |ate-fee incone
and the other types of credit card receivables are not. The sane
can be said about the installnment sales inconme the taxpayer in

G nbel Bros. failed to treat consistently with the rest of its

install ment sales inconme. All of the installnent sales incone
was earned in the sane way, fromthe sale of goods on an
i nstal |l ment pl an.

Finally, nore recent cases of this Court hold that a
t axpayer does change its nmethod of accounting when it changes its
treatnent of an itemin order to adhere to a net hod adopted
pursuant to a prior accounting election. These cases cast doubt

on Standard Gl Co. (Indiana) v. Conmi ssioner, supra, and G nbel

Bros. Inc. v. Commi SSioner, supra. See Huf f man v. Conm ssi oner,

126 T.C. at 353 (“We question whether there is vitality to the

notion that a taxpayer conformng to a required but theretofore



- 38-
i gnored nmet hod of accounting does not change its nethod of
accounting by so conformng.”).

In Sunoco, Inc. & Subs. v. Conmmi ssioner, T.C Meno. 2004-29,

this Court held that a retroactive attenpt to change treatnent of
certain mning expenses would be a change in nethod of
accounting, and not a correction of an error, where the taxpayer
had knowi ngly and consistently, albeit inproperly, capitalized
and anortized expenses that should have been included in the

t axpayer’s cost of goods sold. In First Natl. Bank of

Gainesville v. Conmm ssioner, 88 T.C. 1069 (1987), a transferee

liability case, the transferee argued that the transferor’s
alteration of a LIFO inventory val uation procedure constituted
the correction of an accounting error and not a change in nethod
of accounting. The Court held that, although the alteration in
gquestion may have constituted the correction of an error, it also
constituted a change in nmethod of accounting pursuant to section
472(e). 1d. at 1085. The Court added: “Were the correction of
an error results in a change in accounting nethod, the

requi renents of section 446(e) are applicable.” Id.

VI1. Concl usion

Nei t her COB nor FSB received consent to change its nethod of
accounting for late-fee inconme under section 446(e) in 1999.
They continued to treat |ate-fee inconme under the current-

i ncl usi on method and did not deviate fromthat treatnent until
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the subm ssion of their 2000 return. A retroactive change in the
treatnment of 1998 and 1999 | ate-fee incone is a change in the
treatnent of a material itemand is therefore a prohibited change
in method of accounting. The “error” petitioners attenpt to
correct is neither a posting error nor a mathematical error, and
petitioners are not entitled to correct that “error” with
retroactive effect for 1998 and 1999 because to do so would be a
prohi bi ted change in nmethod of accounting. Accordingly, the
Court holds that petitioners’ requested recharacterization of
| ate-fee income is an inpermssible change in nmethod of
accounti ng under section 446(e).

To reflect the foregoing,

An order will be issued

denyi ng petitioners’ notion for

partial summary judgment on the

| ate fees issue and granting

respondent’s notion for parti al

sunmmary | udgnent.




