Primo Pants Co. v. Commissioner, 78 T. C. 705 (1982)

A change in the treatment of a material item affecting the timing of deductions
constitutes a change in method of accounting under section 481.

Summary

Primo Pants Co. dealt with whether the termination of the company’s practice of
deducting “sales exposure expense” for customer warranty obligations constituted a
change in method of accounting under section 481. The Tax Court held that it did,
reasoning that the practice involved a material item affecting the timing of
deductions. The case is significant because it clarifies that changes in the treatment
of material items, even if not part of the overall accounting method, can trigger
section 481 adjustments. Practically, it guides taxpayers on how adjustments to
specific expense deductions can be considered changes in accounting methods,
impacting future tax planning and compliance.

Facts

Primo Pants Co. , engaged in the sale and service of photocopying equipment,
reported its income on an accrual basis. It maintained a reserve account for
“accrued service exposure expense” related to warranty obligations. At the end of
each fiscal year, the company adjusted this reserve based on 4% of retail sales and
combined it with actual service expenses to determine the “sales exposure expense”
deduction. The company later conceded that this practice was improper and
adjusted its deductions for the years in question. The remaining issue was whether
the discontinuation of this practice constituted a change in method of accounting
under section 481.

Procedural History

The case originated with the IRS determining tax deficiencies for Primo Pants Co.
for the years 1981-1983. After the company conceded improper deductions, the Tax
Court focused solely on whether the termination of the “sales exposure expense”
practice was a change in method of accounting. The Tax Court’s decision affirmed
the IRS’s position, leading to the requirement for an adjustment under section 481.

Issue(s)

1. Whether the termination of Primo Pants Co. ‘s practice of deducting “sales
exposure expense” constituted a change in method of accounting under section 481.

Holding

1. Yes, because the practice involved a material item affecting the timing of
deductions, thus falling under the definition of a change in method of accounting as
per the applicable regulations.
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Court’s Reasoning

The Tax Court relied on the distinction between Schuster’s Express, Inc. v.
Commissioner and Knight-Ridder Newspapers, Inc. v. United States. In Schuster’s
Express, the court found no change in method of accounting because the practice
did not relate to the proper timing of deductions. Conversely, in Knight-Ridder, the
court upheld the IRS’s determination that a reserve method affecting the timing of
deductions was indeed a method of accounting. The court in Primo Pants
determined that the company’s practice was more akin to Knight-Ridder because it
involved combining actual expenses with reserve adjustments, thus affecting the
timing of deductions. The court emphasized that section 481 applies to changes in
the treatment of material items, not just overall methods of accounting. The decision
was influenced by the need to prevent distortion of the taxpayer’s lifetime income,
as articulated in Graff Chevrolet Co. v. Campbell and other precedents.

Practical Implications

This decision has significant implications for tax planning and compliance.
Taxpayers must carefully evaluate whether changes in specific deduction practices
could be considered changes in method of accounting under section 481, potentially
triggering adjustments. Practitioners should advise clients to maintain detailed
records of how deductions are calculated, especially when using reserves or
estimates. The ruling also impacts how businesses structure their accounting for
warranty or similar obligations, potentially affecting financial planning and
reporting. Subsequent cases, such as Knight-Ridder, have reinforced the principle
established in Primo Pants, emphasizing the importance of the timing of deductions
in determining what constitutes a method of accounting.
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