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Estate of Albert Cohn, Deceased, Adeline G. Cohn, Jane Lee Rodman, and
Harold  I.  Rodman,  Executors,  and  Adeline  G.  Cohn,  Petitioners  v.
Commissioner of Internal Revenue, Respondent, 61 T. C. 787; 1974 U. S. Tax
Ct. LEXIS 136; 61 T. C. No. 84

Inventories must be valued consistently year to year to clearly reflect income, and
taxpayers cannot arbitrarily change prior year inventories to shift income into closed
years.

Summary

In Estate of Cohn v. Commissioner, the Tax Court upheld the IRS’s determination
that the estate’s method of valuing inventory for tax years 1966 and 1968 did not
clearly  reflect  income.  Albert  Cohn,  who operated a  wholesale  business  selling
second-quality tennis shoes and rubber boots, died in 1968. After his death, his
estate’s representatives discovered a significant increase in the business’s gross
profit percentage for 1968. They attempted to correct this by averaging the gross
profit over the prior five years and adjusting the inventory values for open tax years
accordingly. The court rejected this approach, emphasizing the need for consistent
inventory valuation methods and the prohibition against shifting income into closed
tax years without clear evidence justifying the changes.

Facts

Albert Cohn operated National Rubber Footwear Co. , a sole proprietorship dealing
in second-quality tennis shoes and rubber boots, until his death on July 18, 1968. He
personally valued the company’s inventory each year, and these valuations were
used by his accountant to prepare financial statements and tax returns. After Cohn’s
death, a physical inventory in December 1968 showed a gross profit of 63%, much
higher than prior years. The estate’s representatives, unable to find comparable
businesses, averaged the gross profit over the previous five years (1964-1968) to
derive a consistent 31. 35% gross profit  rate. They then adjusted the inventory
values for the open tax years 1966-1968 based on this average, resulting in amended
tax returns that shifted income into closed years (1964-1965).

Procedural History

The IRS issued statutory notices of deficiency for tax years 1966 and 1968, rejecting
the estate’s adjusted inventory values and restoring the originally reported values.
The estate petitioned the U. S. Tax Court, which heard the case and issued its
opinion on March 25, 1974.

Issue(s)

1. Whether the estate’s method of evaluating inventory for the taxable years 1966
and 1968 clearly reflects their income under I. R. C. § 471.
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Holding

1. No, because the estate’s method of averaging gross profit over five years and
adjusting inventory values for open years does not conform to the requirement of
consistent  inventory valuation and results  in  impermissible  income shifting into
closed years.

Court’s Reasoning

The court applied I. R. C. § 471, which requires inventories to be valued in a manner
that clearly reflects income. The court emphasized the importance of consistency in
inventory valuation methods from year to year, as stated in Treas. Reg. § 1. 471-2(b).
The estate’s approach of using a five-year average gross profit to adjust inventory
values  for  open  years  was  rejected  because  it  lacked  evidence  to  support  the
adjustments and resulted in shifting income into closed years. The court noted that
the estate failed to provide affirmative evidence to overcome the IRS’s prima facie
correct determination of inventory values. The court also highlighted that the estate
could have used income averaging under I. R. C. §§ 1301-1305 to mitigate income
bunching without the need to alter prior year inventories. The absence of inventory
records and the speculative nature of the estate’s adjustments further supported the
court’s decision to uphold the IRS’s determination.

Practical Implications

This  decision  underscores  the  importance  of  maintaining  consistent  inventory
valuation  methods  to  ensure  that  income is  clearly  reflected  for  tax  purposes.
Taxpayers cannot arbitrarily adjust prior year inventories to shift income into closed
years, even in the face of significant income fluctuations. The case serves as a
reminder to maintain accurate and detailed inventory records, as the burden of
proof  lies  with  the  taxpayer  to  demonstrate  the  correctness  of  their  inventory
valuations. Practitioners should advise clients to use available legal mechanisms,
such as income averaging, to mitigate the impact of income fluctuations rather than
attempting to manipulate inventory values. The ruling also highlights the need for
careful  tax  planning,  especially  in  the  context  of  estate  administration  where
business operations may continue after the decedent’s death.


