Molsen v. Commissioner, 85 T. C. 485 (1985)

A cotton merchant’s method of accruing liabilities for unfixed, delivered on-call
cotton purchases at year-end clearly reflects income when consistently applied and
aligned with industry practices.

Summary

Molsen & Co. , a cotton merchant, used an accrual method to account for its
unfixed, on-call cotton purchases, adjusting for market prices at year-end. The IRS
challenged this, arguing that only provisional payments should be included in the
cost of goods sold. The Tax Court upheld Molsen’s method, finding it consistent with
industry practice and necessary to accurately reflect income, especially when
inventory is valued at market. The decision highlighted the importance of matching
income recognition with the corresponding costs in the cotton trade, reinforcing the
principle that accounting methods should reflect the economic reality of the
business.

Facts

Molsen & Co. , a cotton merchant, used an accrual method for tax purposes and
reported income on a calendar year basis. It purchased cotton via on-call contracts
where the price was not fixed until the seller called the contract. Molsen valued its
ending inventory at market price and accrued additional costs for unfixed, delivered
on-call purchases at year-end based on the market price of futures. This method was
consistent with industry practice and generally accepted accounting principles. In
1977, Molsen accrued an additional amount to its purchases account for unfixed, on-
call cotton, which the IRS challenged, asserting that only the provisional payments
should be included in the cost of goods sold.

Procedural History

Molsen & Co. filed its tax return for 1977, including the year-end accrual for unfixed
on-call purchases. The IRS issued a notice of deficiency, disallowing the accrual and
limiting purchases to the provisional payments made. Molsen petitioned the Tax
Court, which heard the case and issued its decision on September 26, 1985, ruling
in favor of Molsen.

Issue(s)

1. Whether the Commissioner abused his discretion under section 446(b) of the
Internal Revenue Code in determining that Molsen’s method of accruing liabilities
for unfixed, delivered on-call cotton purchases at year-end does not clearly reflect
income.

2. Whether Molsen is entitled to an award of costs and attorneys’ fees.

Holding
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1. No, because the Commissioner’s determination was arbitrary and an abuse of
discretion; Molsen’s method clearly reflects its income and is consistent with
industry practice and generally accepted accounting principles.

2. No, because the Tax Court is not empowered to award costs or attorneys’ fees
under the Equal Access to Justice Act or section 7430 of the Internal Revenue Code
for cases commenced before the effective date of the statute.

Court’s Reasoning

The court analyzed the IRS’s position against the backdrop of longstanding industry
practice and the necessity of accurately matching income with costs. It emphasized
that Molsen’s method of valuing inventory at market required a corresponding
adjustment in purchase costs to reflect the economic reality of the cotton trade
accurately. The court rejected the IRS’s application of the “all events” test, which
typically governs the timing of deductions under the accrual method, noting that
purchase costs are not deductions but components of the cost of goods sold. The
court found Molsen’s method consistent with the IRS’s own recognition of the need
to value cotton merchants’ hedges and inventory at market. The court also noted the
absence of any evidence that Molsen manipulated its taxable year to affect its tax
liability. Regarding costs and fees, the court held it lacked jurisdiction under the
applicable statutes to award them.

Practical Implications

This decision affirms that accounting methods used by businesses must be evaluated
in the context of their specific industry practices and economic realities. For cotton
merchants and similar businesses, it supports the use of accrual methods that bring
unfixed, on-call contracts to market at year-end, ensuring that income is matched
with corresponding costs. This ruling may influence how other industries with
similar accounting practices approach tax reporting. It also underscores the need
for the IRS to consider industry norms when challenging accounting methods.
Subsequent cases have cited Molsen when addressing the appropriateness of
accounting methods that reflect the economic substance of transactions. Businesses
should review their accounting practices in light of this decision to ensure they
accurately reflect income and align with industry standards.
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