Cox v. Commissioner, 54 T. C. 1735 (1970)

The IRS’s use of the net worth plus nondeductible expenditures method to calculate
taxable income and the taxpayer’s election of a depreciation method in a filed return
bind the taxpayer for prior years without returns.

Summary

Adell D. Cox and Mary T. Cox failed to file tax returns from 1951 to 1963, leading
the IRS to use the net worth plus nondeductible expenditures method to calculate
their income. The IRS allocated the increase in net worth equally over the 13-year
period and used the straight-line method for depreciation, which the Coxes later
used in their 1964 return. The court upheld the IRS’s approach, ruling that the net
worth method was properly applied given the lack of records and that the Coxes’ use
of the straight-line method in 1964 constituted an election for all prior years. The
court also found the Coxes negligent for not keeping adequate records and failing to
file returns.

Facts

Adell D. Cox began farming in 1951 with no net worth. He did not file tax returns for
the years 1951 through 1963. In 1964, Cox voluntarily contacted the IRS and
provided incomplete records. The IRS used the net worth plus nondeductible
expenditures method to calculate Cox’s taxable income, allocating the increase in
net worth equally over the 13-year period and using the straight-line method for
depreciation. Cox filed a 1964 return using the straight-line method for depreciation
on his farm equipment.

Procedural History

The IRS issued a notice of deficiency for the years 1951 to 1963. Cox petitioned the
U. S. Tax Court, challenging the IRS’s method of calculating income and
depreciation, as well as the statute of limitations and the additions to tax for failure
to file and negligence. The Tax Court upheld the IRS’s determinations.

Issue(s)

1. Whether the statute of limitations barred the assessment and collection of
deficiencies and additions to tax for any of the taxable years.

2. Whether the IRS properly determined deficiencies for the taxable years 1951
through 1963 using the net worth plus nondeductible expenditures method.

3. Whether the Coxes’ failure to file income tax returns for the taxable years 1951
through 1963 was due to reasonable cause and not willful neglect.

4. Whether any part of any deficiency or underpayment of tax for any of the taxable
years 1951 through 1963 was due to negligence or intentional disregard of rules and
regulations.
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Holding

1. No, because the statute of limitations does not apply when no return is filed.

2. Yes, because the IRS’s method of computing and allocating the increase in net
worth was proper given the lack of records.

3. No, because the Coxes’ failure to file returns was not due to reasonable cause.

4. Yes, because the Coxes’ failure to keep adequate records constituted negligence
or intentional disregard of rules and regulations.

Court’s Reasoning

The court upheld the IRS’s use of the net worth method, noting that it was the only
feasible approach given the absence of records. The court rejected Cox’s argument
for using market value instead of cost for assets, explaining that the net worth
method focuses on expenditures, not asset values at the end of the period. The court
also upheld the IRS’s equal allocation of the increase in net worth over the 13 years,
finding no alternative method presented by Cox. Regarding depreciation, the court
ruled that Cox’s use of the straight-line method in the 1964 return constituted an
election for all prior years, as no method had been previously chosen. The court
found no reasonable cause for the Coxes’ failure to file returns and upheld the
negligence penalty due to the lack of records.

Practical Implications

This decision reinforces the IRS’s ability to use the net worth method when
taxpayers fail to keep adequate records, emphasizing the importance of maintaining
accurate financial records. It also highlights that a taxpayer’s choice of depreciation
method in a filed return can bind them for prior years without returns. Practitioners
should advise clients to file returns consistently and keep detailed records to avoid
similar disputes. The ruling may encourage the IRS to more frequently employ the
net worth method in cases of unreported income, particularly in situations involving
cash-based businesses like farming. Subsequent cases have cited Cox for the
principles of net worth calculations and the binding nature of depreciation elections.
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