2T.C. 676 (1943)

Accrued state real estate, personal property, income, and franchise taxes, along with
federal and state social security and unemployment compensation taxes, are not
includable as items of cost in inventory at cost when computing gross income for tax
purposes.

Summary

Montreal Mining Co. contested the Commissioner’s determination that certain state
taxes should not be included as part of the cost of inventory when computing gross
income. The Tax Court held that these taxes are properly deductible under the
applicable revenue acts but are not indirect expenses incident to the production of
ore, and therefore, not includable in inventory costs. The court also addressed
whether prepayment discounts should be excluded from the sales price of ore and
whether the Wisconsin privilege dividend tax was deductible.

Facts

Montreal Mining Co. sought to include accrued state real estate, personal property,
income, franchise, and miscellaneous taxes, along with Federal and state social
security and unemployment compensation taxes, and Federal capital stock tax as
part of its inventory costs. The company also granted prepayment discounts to
customers, which the Commissioner sought to exclude from the sales price of ore
when determining gross income. Finally, the deductibility of the Wisconsin privilege
dividend tax was at issue.

Procedural History

The Commissioner determined deficiencies in Montreal Mining Co.’s income tax for
the fiscal years ended November 30, 1936, and November 30, 1937, disallowing the
inclusion of certain taxes in inventory costs, reducing gross income by prepayment
discounts, and disallowing the deduction of the Wisconsin privilege dividend tax.
The case was brought before the Tax Court for review of the Commissioner’s
determinations.

Issue(s)

1. Whether accrued state real estate, personal property, income, franchise, and
miscellaneous taxes, Federal and state social security and unemployment
compensation taxes, and Federal capital stock tax may be included as items of cost
in inventory at cost in computing gross income.

2. Whether the Commissioner erred in deducting from gross income from the
property the same taxes considered in connection with inventories in order to
determine the net income from petitioner’s mining property for the purpose of the
limitation on percentage depletion.
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3. Whether prepayment discounts allowed during the taxable year must be excluded
from the sales price of ore in determining the amount of the gross income from the
property for percentage depletion purposes.

4. Whether the Wisconsin privilege dividend tax is deductible.
Holding

1. No, because these taxes are deductible under the applicable revenue acts but are
not indirect expenses incident to the production of ore as defined in the Treasury
Regulations.

2. Yes, because the Commissioner’s definition, per the regulations, specifically
requires that gross income from property be reduced by the allowable deductions
attributable to the mineral property, including taxes.

3. No, because the cash discounts allowed to expedite payments should not reduce
the “selling amount” of the ore, based on the company’s consistent accounting
practice.

4. Yes, because the Supreme Court has determined the tax to be a levy on corporate
income.

Court’s Reasoning

The court reasoned that while the company and a large part of the ore mining
industry customarily treated accrued taxes as part of the cost of inventory, the
Commissioner is not bound to adopt it as the best accounting practice. The court
deferred to the Commissioner’s interpretation that “indirect expenses” do not
include taxes, noting that such taxes are not indirect expenses incident to and
necessary for the production of the company’s ore. As to the prepayment discounts,
the court found that these discounts were cash discounts made to expedite
payments and approximated a fair interest rate, therefore, the “selling amount” of
petitioner’s ore was not to be reduced by the cash discounts allowed its customers.
Finally, regarding the Wisconsin privilege dividend tax, the court relied on the
Supreme Court’s determination in Wisconsin v. J.C. Penney Co., 311 U.S. 435, which
characterized the tax as a levy on corporate income.

Practical Implications

This case clarifies the distinction between deductible expenses and those that can be
included in inventory costs for tax purposes. It demonstrates the importance of
adhering to Treasury Regulations in determining the valuation of inventories and the
calculation of gross income from property. The decision underscores that industry
practices, while relevant, are not binding on the Commissioner, who has broad
discretion to determine the best accounting practices for tax purposes. It also
highlights the significance of consistency in accounting methods, particularly
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regarding cash discounts, and reinforces that state taxes on corporate income are
generally deductible for federal income tax purposes.
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