Adolph Coors Co. v. Commissioner, T.C. Memo. 1973-250

Companies must capitalize overhead costs associated with self-constructed assets
rather than expensing them currently to clearly reflect income for tax purposes.

Summary

Adolph Coors Co., a major brewery, self-constructed many of its assets and expensed
certain overhead costs related to construction. The IRS determined that these costs
should be capitalized and adjusted Coors’ taxable income. The Tax Court upheld the
IRS, finding Coors’ accounting method did not clearly reflect income. The court
rejected Coors’ reliance on res judicata and collateral estoppel from a prior case
where the IRS abandoned similar adjustments. It ruled that overhead costs directly
related to the construction of long-term assets must be capitalized to accurately
reflect income and prevent distortion of both current and future earnings. This case
clarifies the necessity of full cost absorption accounting for self-constructed assets.

Facts

Adolph Coors Co. (Coors) significantly expanded its brewery operations, largely
through self-construction of assets. Coors employed a large construction department
and engineering staff. For self-constructed assets, Coors capitalized direct costs but
expensed indirect or overhead costs, including occupancy, supervision, and
engineering department overhead. Coors used a full-cost absorption system for beer
production but not for self-constructed assets. The IRS audited Coors’ 1965 and
1966 tax returns and determined that substantial construction-related overhead
costs should have been capitalized, not expensed.

Procedural History

The Commissioner of Internal Revenue issued notices of deficiency to Adolph Coors
Co. for the tax years 1965 and 1966, disallowing deductions for construction
department expenses and increasing taxable income. Coors challenged these
adjustments in the Tax Court, arguing res judicata and collateral estoppel based on
a prior case involving tax years 1962-1964 where the IRS abandoned similar
capitalization adjustments. The Tax Court considered multiple issues, including the
capitalization of overhead, inventory adjustments, land development costs, and other
expense deductibility questions.

Issue(s)

1. Whether the doctrines of res judicata and collateral estoppel bar the IRS from
adjusting Coors’ capitalization of overhead costs for 1965 and 1966 due to a
prior case involving different tax years.

2. Whether Coors’ method of expensing certain overhead costs related to self-
constructed assets clearly reflects income.

3. Whether the IRS’s adjustments constitute a change in accounting method
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requiring a section 481 adjustment.
Holding

1. No, because the prior case involved different tax years and the issue of
capitalization was abandoned by the IRS and not adjudicated by the court.

2. No, because Coors’ method of accounting for self-constructed assets by
expensing overhead costs does not clearly reflect income as it understates
asset basis and distorts both current and future income.

3. Yes, because the IRS’s adjustment to require capitalization of overhead costs is
a change in the treatment of a material item, thus constituting a change in
accounting method requiring a section 481 adjustment to prevent double
deductions or omissions.

Court’s Reasoning

The Tax Court reasoned that res judicata and collateral estoppel did not apply
because the prior case did not result in a judgment on the merits regarding the
capitalization issue. The IRS’s abandonment in the prior case was not an
adjudication. Regarding capitalization, the court emphasized that section 263(a) of
the Internal Revenue Code disallows deductions for capital expenditures. Treasury
Regulations §1.263(a)-2(a) specify that costs of constructing buildings and
equipment are capital expenditures. The court found Coors’ method of expensing
overhead costs distorted income by overstating cost of goods sold and understating
asset basis, failing to clearly reflect income as required by section 446(b). The court
distinguished *Fort Howard Paper Co., 49 T.C. 275 (1967)*, noting that in *Fort
Howard*, the costs sought to be capitalized were largely incremental costs from
employees who would have been paid regardless, whereas Coors had a dedicated
construction department. The court concluded that full cost absorption, including
overhead, is necessary for self-constructed assets. Finally, the court upheld the
section 481 adjustment, stating that the change in treatment of overhead costs was
a change in accounting method for a material item, necessitating adjustments to
prevent income distortion from prior years’ erroneous expensing.

Practical Implications

This case reinforces the principle that businesses must capitalize all direct and
indirect costs, including allocable overhead, associated with the construction of
long-term assets. It clarifies that expensing construction overhead distorts income
and is not an acceptable accounting method for tax purposes. Attorneys and
accountants should advise clients who self-construct assets to implement full cost
absorption accounting, ensuring all relevant overhead costs (like engineering,
supervision, occupancy, and purchasing department costs related to construction)
are included in the asset’s basis and depreciated over its useful life. This case
highlights the broad discretion granted to the IRS to determine whether an
accounting method clearly reflects income and to mandate changes when it does
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not. It also underscores that consistency in an erroneous accounting method does
not validate it for tax purposes.
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