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32 T.C. 926 (1959)

A  taxpayer  must  compute  net  income  according  to  the  method  of  accounting
regularly used in their books, and the IRS can disallow deductions that deviate from
this consistent method, even if another method might also clearly reflect income.

Summary

Terminal  Drilling  & Production  Co.  (Petitioner)  claimed deductions  for  oil  well
drilling expenses incurred on wells that were not completed within their tax years.
The  IRS  (Respondent)  disallowed  these  deductions,  arguing  that,  under  the
Petitioner’s established accrual completed-contract method of accounting, expenses
could only be deducted in the period when the wells were completed. The Tax Court
sided with the IRS, finding that the taxpayer’s inconsistent deduction of expenses
before  well  completion  constituted  a  deviation  from  its  regularly  employed
accounting method. The court emphasized that consistency in applying the chosen
accounting  method  is  crucial  for  accurately  reflecting  income,  and  the  IRS  is
justified in disallowing deviations.

Facts

Terminal Drilling & Production Co. was an oil well drilling company operating in
California. It kept its books and filed tax returns on an accrual completed-contract
basis. The company typically drilled wells under contracts where it advanced all
costs and was reimbursed upon completion. At the end of the fiscal years ending
June 30, 1953, and June 30, 1954, the company had several uncompleted wells. In its
1953 tax return, Terminal Drilling deducted the costs of one uncompleted well, but
deferred the costs of others. In 1954, it deducted the costs of two uncompleted wells
and deferred costs for the remaining ones. The IRS disallowed these deductions,
asserting that the expenses should be deferred until well completion, consistent with
the company’s general accounting practices. Some contracts provided for progress
payments.

Procedural History

The IRS determined deficiencies in the income tax of Terminal Drilling for the fiscal
years ending June 30, 1953, and June 30, 1954, disallowing certain drilling expense
deductions. The taxpayer contested these deficiencies, leading to a case in the U.S.
Tax Court.

Issue(s)

1. Whether the taxpayer was entitled to deduct drilling expenses for incomplete
wells in the tax year the expenses were incurred, despite using a completed-contract
method of accounting.

2. Whether the IRS properly disallowed deductions for drilling costs incurred on
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incompleted wells, requiring the expenses to be deferred until the wells’ completion.

Holding

1. No, because the taxpayer’s method of accounting was the accrual completed-
contract method, and deducting expenses before completion was a deviation from
that method.

2. Yes, because the IRS’s disallowance of the deductions was consistent with the
taxpayer’s regularly employed accounting method.

Court’s Reasoning

The court focused on the taxpayer’s method of accounting, as the law requires
income to be computed according to the method regularly employed in keeping the
books. The court found that Terminal Drilling used a completed-contract method of
accounting.  Although  the  taxpayer  claimed  its  method  was  sufficient  to  allow
computation  of  net  income,  the  court  held  that  consistency  with  their  regular
method was required. The court noted that the company’s records and internal
procedures, including the use of a work-in-progress account, clearly indicated a
completed-contract method. When the taxpayer expensed the drilling costs before
completion, it deviated from this method. The court cited Section 41 of the Internal
Revenue  Code  of  1939,  which  emphasizes  the  use  of  the  taxpayer’s  regular
accounting method. The court emphasized that even if  the taxpayer’s preferred
method  could  accurately  reflect  income,  the  IRS  was  correct  in  disallowing
deductions that were not consistent with the regularly employed accounting method.
The  court  distinguished  this  case  from  cases  where  the  IRS  challenged  the
accounting practice itself.

Practical Implications

This case highlights the importance of consistency in accounting methods for tax
purposes. It clarifies that taxpayers must adhere to the accounting methods they
regularly use, even if another method might also accurately reflect income. The IRS
can disallow deductions that deviate from a taxpayer’s established method. Legal
practitioners should advise clients to choose an accounting method that aligns with
their business operations and financial reporting practices. Once a method is chosen
and  consistently  applied,  changes  should  be  carefully  considered  because
inconsistent application can lead to tax disputes. Additionally, the case demonstrates
that the specific details of a company’s record-keeping systems, such as the use of
work-in-progress  accounts,  can  be  critical  in  determining  the  appropriate
accounting  method.


