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Madison Gas and Electric Company v. Commissioner of Internal Revenue, 72
T. C. 521 (1979)

A taxpayer’s method of accounting for coal consumption clearly reflects income if it
closely  approximates  actual  cost,  is  consistently  applied,  and  is  approved  by
regulatory agencies.

Summary

Madison Gas & Electric Co. used a method of accounting for coal consumption that
approximated the average monthly cost per ton of coal purchased, which it argued
clearly reflected its income. The IRS challenged this method, seeking to impose a
FIFO inventory method. The Tax Court upheld Madison Gas’s method, finding it
closely matched actual coal usage, was consistently applied since the company’s
inception, and was approved by regulatory bodies. Additionally, the court ruled that
expenses related to a jointly owned nuclear power plant were not deductible as
business expenses but were capital expenditures of a partnership. Finally, the court
determined the fair market value of land donated by Madison Gas for charitable
purposes.

Facts

Madison Gas & Electric Co. (Madison Gas) operated a coal-fired power plant in
Madison,  Wisconsin.  For  many years,  it  used  a  method of  accounting  for  coal
consumption that computed the cost based on the average monthly cost per ton of
coal purchased. The company maintained reserve coal piles, but these were rarely
used,  and coal  was  generally  consumed as  it  was  delivered.  Madison Gas  had
consistently used this method since its incorporation in 1896, and it was approved
by the Public Service Commission of Wisconsin (PSC) for rate-setting purposes. In
1969 and 1970, the IRS challenged Madison Gas’s accounting method, seeking to
change it to a first-in, first-out (FIFO) inventory method. Additionally, Madison Gas
entered into a joint agreement with other utilities to build a nuclear power plant,
incurring startup expenses that it sought to deduct as business expenses. Madison
Gas also donated land to a charitable foundation in 1968 and 1969, claiming a
charitable deduction based on the land’s fair market value.

Procedural History

The IRS determined deficiencies in Madison Gas’s federal income tax for 1969 and
1970,  challenging  its  method  of  accounting  for  coal  consumption  and  denying
deductions for nuclear plant startup costs and charitable contributions. Madison Gas
filed a petition with the U. S. Tax Court, contesting these determinations. The Tax
Court heard the case and issued its opinion in 1979.

Issue(s)

1.  Whether  Madison  Gas’s  method  of  accounting  for  coal  consumption  clearly
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reflected its income?
2. Whether the startup costs related to the nuclear power plant were deductible as
ordinary and necessary business expenses under 26 U. S. C. § 162(a)?
3.  What  was  the  fair  market  value  of  the  two parcels  of  land donated to  the
charitable foundation in 1968 and 1969?

Holding

1. Yes, because Madison Gas’s method closely approximated the actual cost of coal
consumed, was consistently applied, and was approved by regulatory agencies.
2. No, because the nuclear power plant agreement created a partnership, and the
startup costs were capital expenditures of that partnership, not deductible business
expenses.
3. The fair market value of the donated land was determined to be $205,000 for the
1968 parcel and $220,000 for the 1969 parcel, totaling $425,000.

Court’s Reasoning

The court upheld Madison Gas’s coal accounting method, emphasizing that it closely
tracked  actual  coal  consumption,  was  consistently  used  for  decades,  and  was
approved by the PSC. The court rejected the IRS’s argument for a FIFO method,
noting that inventories are not generally used for materials consumed and that
Madison Gas’s  method did not  require an inventory assumption.  Regarding the
nuclear power plant,  the court found that Madison Gas’s agreement with other
utilities  created  a  partnership  for  tax  purposes.  The  startup  costs  were  not
deductible as business expenses because they were incurred before the partnership
began operations. The court relied on the definition of a partnership in 26 U. S. C. §
7701(a)(2) and precedent such as Richmond Television Corp. v. United States. For
the  charitable  contribution,  the  court  determined  the  fair  market  value  of  the
donated land based on expert testimony and comparable sales, adjusting for the
land’s soil conditions and potential uses.

Practical Implications

This decision reinforces that a taxpayer’s accounting method will be upheld if it
closely  reflects  actual  costs  and is  consistently  applied,  even  if  it  differs  from
standard inventory methods. Taxpayers should document their accounting methods
and seek regulatory approval where applicable. The ruling on the nuclear power
plant highlights that joint ventures can be treated as partnerships for tax purposes,
and pre-operational costs may need to be capitalized. Practitioners should carefully
analyze the tax treatment of  expenses in joint  ventures,  considering whether a
partnership  exists  and  when  the  business  begins  operations.  The  charitable
contribution aspect of the case underscores the importance of obtaining accurate
appraisals  and  understanding  market  conditions  when  claiming  deductions  for
donated  property.  This  case  has  been  cited  in  subsequent  decisions  involving
accounting methods and partnership tax issues.


