<strong><em>Glenn M. Drake, 23 T.C. 1122 (1955)</em></strong></p>

Taxpayers must adhere to the accounting method they regularly employ in their
books; if an accrual method is used, income and expenses must be reported
accordingly, even if this results in a higher tax liability.

<strong>Summary</strong></p>

This case concerns a taxpayer, Glenn M. Drake, who operated a Chrysler-De Soto
dealership. The IRS challenged Drake’s tax returns for 1949 and 1950, arguing that
he used an accrual method of accounting, which was not reflected in his returns and
resulted in a lower tax liability. The Tax Court agreed, holding that Drake’s record-
keeping practices, particularly the recording of total sales prices rather than cash
received, charging each sale with its particular cost, and the accrual of expenses,
indicated that he was using the accrual method, even though he didn’t formally
document inventories. The court upheld the IRS’s adjustments to Drake’s returns
based on this determination and addressed additional issues related to deductions
and the statute of limitations.

<strong>Facts</strong></p>

Glenn M. Drake operated a Chrysler-De Soto dealership and kept books using a
journal and ledger, conforming to the “uniform standard accounting system”
provided in his franchise, which was accrual-based. He recorded total sales prices in
the journal at the time of the sale. He also recorded the cost of each item sold at the
time of sale. Drake did not maintain formal inventory records. For new cars,
although no cars were on hand at the beginning of 1949 and 1950, two new cars
were on hand at the end of 1950. He prepared operating statements for 1949 and
1950 that were submitted to De Soto, which reflected his book entries and correctly
showed net profit. For his tax returns, Drake did not clearly present his income on
an accrual basis.

<strong>Procedural History</strong></p>

The IRS audited Drake’s tax returns for 1949 and 1950 and determined deficiencies
based on its interpretation of his accounting method. Drake challenged the IRS’s
determinations, and the case was brought before the Tax Court.

<strong>Issue(s)</strong></p>

1. Whether Drake employed an accrual method of accounting for the years 1949 and
1950.

2. Whether certain claimed deductions for repairs, insurance, and executive salaries
were properly disallowed.

3. Whether the statute of limitations barred assessment of a deficiency for 1946.
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<strong>Holding</strong></p>

1. Yes, because Drake’s record-keeping practices, including recording total sales
prices, matching costs to sales, and accruing expenses, constituted an accrual
method of accounting.

2. Yes, because Drake failed to provide sufficient evidence to demonstrate that the
IRS was incorrect in disallowing certain deductions, except for the disallowance of
certain depreciation deductions which were allowed.

3. No, because Drake had omitted more than 25% of the gross income reported on
his 1946 return, triggering a five-year statute of limitations that had not expired at
the time the deficiency notice was mailed.

<strong>Court’s Reasoning</strong></p>

The court focused on how Drake actually kept his books, stating, “petitioner’s
recording of total sales prices, rather than only cash received, ... his charging to
each sale the particular cost thereof, rather than charging items against income at
the time purchased without regard to when sold, and ... his accrual of expenses
constituted an accounting method which contained the necessary requisites of
accrual accounting and which clearly reflected income.” Even though there were no
formal inventory records, the court determined that the substance of the accounting
method indicated accrual. The Court cited *United States v. Anderson, 269 U. S.
422* and other cases in its rationale. The court also noted that Drake was unable to
prove that the disallowed deductions were valid business expenses.

Concerning the statute of limitations for 1946, the court found that Drake had
omitted more than 25% of gross income from his return. This triggered the
extended, five-year statute of limitations under section 275(c) of the 1939 Internal
Revenue Code. The court emphasized that the IRS was justified in using the net
profit percentage method due to Drake’s lack of records for 1946, 1947 and 1948,
and that the filing of the return started the limitation period.

<strong>Practical Implications</strong></p>

This case emphasizes that taxpayers are bound by the method of accounting they
actually use, not necessarily the method they intend to use or claim on their returns.
The case highlights that the substance of the record-keeping practices is what
matters, not the form. If a taxpayer maintains records that closely resemble an
accrual method, even without fully complying with all the formalities, the IRS may
treat the taxpayer as using the accrual method for tax purposes. Practitioners must
advise clients to maintain consistent accounting methods. Moreover, taxpayers
should ensure they have the necessary documentation to support deductions and to
avoid triggering extended statutes of limitations due to omissions of income. A key
takeaway is that accounting for tax purposes must accurately reflect income to be
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compliant. Additionally, this case also highlights the importance of adequate record-
keeping in case the IRS assesses tax deficiencies.
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