6 T.C. 504 (1946)

A taxpayer must maintain a formal bookkeeping system, not merely informal
records, to be eligible to compute income and file tax returns based on a fiscal year
rather than a calendar year.

Summary

Louis M. Brooks sought to report his income using a fiscal year ending October 31,
having received permission from the Commissioner of Internal Revenue contingent
on maintaining adequate books. Brooks kept a file of dividend notices, interest
statements, and other financial documents, which he provided to an accountant who
then created summary sheets in a binder labeled “Ledger.” The Tax Court held that
these informal records did not constitute ‘keeping books’ as required by Section 41
of the Internal Revenue Code, thus Brooks was required to compute his income
based on the calendar year.

Facts

» Brooks had historically filed income tax returns using the calendar year.

» In September 1940, he applied for and received permission to change to a
fiscal year ending October 31, conditional on maintaining adequate books
reflecting his income.

» Brooks maintained a file where he placed dividend notices, interest statements,
brokerage receipts, and other financial documents in chronological order.

» He sent these files to an accountant, who sorted the documents and created
summary sheets that were placed in a binder labeled “Louis M. Brooks
Ledger.”

» The accountant used the information in the file to prepare Brooks’ tax returns.

Procedural History

» The Commissioner determined deficiencies in Brooks’ income tax for the
calendar years 1940 and 1941, arguing that Brooks did not keep adequate
books to justify using a fiscal year.

» Brooks petitioned the Tax Court, contesting the Commissioner’s determination.

Issue(s)

1. Whether the taxpayer’s system of maintaining a file of financial documents and
having an accountant create summary sheets constitutes ‘keeping books’
within the meaning of Section 41 of the Internal Revenue Code, thus entitling
him to file tax returns based on a fiscal year.

Holding

1. No, because the taxpayer’s records were informal and did not constitute a
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formal bookkeeping system as required by Section 41 of the Internal Revenue
Code.

Court’s Reasoning

The court reasoned that Section 41 of the Internal Revenue Code requires taxpayers
to compute their net income on a calendar year basis if they do not keep books.
While the Commissioner granted permission to use a fiscal year contingent on
maintaining adequate records, this condition did not supersede the statutory
requirement of ‘keeping books.” The court defined bookkeeping as the systematic
recording of business transactions in books of account, citing accounting texts and
dictionaries. The court found that Brooks’ file of financial documents was merely a
collection of informal records, not a formal bookkeeping system. The court noted,
“The slips of paper which the petitioner kept on a file were merely informal records
and the complete file did not constitute a book within the meaning of section 41.”
Further, the accountant’s summary sheets, created after the fact, did not qualify as
books of original entry. The court emphasized that the ledger was merely a summary
of information, not a record of original transactions, and was never used by the
petitioner. The court stated, “A ledger is not a book of original entry. One of its
purposes is to classify and summarize entries found in a book of original entry.”
Because Brooks did not maintain a formal bookkeeping system, he was not entitled
to report his income on a fiscal year basis.

Practical Implications

This case emphasizes the importance of maintaining a formal bookkeeping system
for taxpayers seeking to report income on a fiscal year basis. Taxpayers must
demonstrate a consistent and systematic recording of financial transactions, not
merely the collection of informal records. The case serves as a cautionary tale,
highlighting that engaging an accountant to create summary sheets after the fact is
insufficient to meet the ‘keeping books’ requirement. This decision has influenced
later cases by requiring a higher standard of record-keeping for fiscal year
reporting, ensuring that taxpayers can accurately track and verify their income and
expenses. It clarifies that the IRS will strictly construe the requirement of “keeping
books” and that taxpayers need to maintain adequate, organized records
contemporaneously.
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