Thomas v. Commissioner, 92 T. C. 206 (1989)

The IRS has broad discretion to require a change in inventory valuation methods if
the taxpayer’s method does not clearly reflect income.

Summary

Payne E. L. Thomas and Joan M. Thomas operated a book-publishing business that
valued its inventory at one-fourth manufacturing cost upon publication and zero
after 2 years and 9 months. The IRS challenged this method, asserting it did not
clearly reflect income and mandated a change to the lower of cost or market
method. The Tax Court upheld the IRS’s discretion, ruling that the Thomas’s method
distorted income by accelerating deductions relative to receipts. Additionally, the
court rejected claims for tax benefits under personal service income rules and
allowed a deferral of gain from the sale of a principal residence.

Facts

Payne E. L. Thomas operated Charles C. Thomas, Publisher, a book-publishing
business founded by his parents in 1927. From 1946, Thomas was a partner,
eventually becoming the sole proprietor by 1975. The business consistently valued
its book inventory at one-fourth manufacturing cost upon publication and wrote it off
completely after 2 years and 9 months. In 1978, the IRS audited the Thomases and
adjusted the business’s closing inventory to its full manufacturing cost, increasing
taxable income by over $4. 6 million.

Procedural History

The IRS issued a notice of deficiency for the 1978 tax year, leading Thomas and his
wife to petition the U. S. Tax Court. The court heard arguments on whether the
business’s inventory valuation method clearly reflected income and whether
subsequent IRS adjustments were justified.

Issue(s)

1. Whether the business’s method of valuing inventories at one-fourth of
manufacturing cost immediately on publication and at zero after 2 years and 9
months clearly reflects income.

2. Whether the IRS’s revaluation of the business’s 1978 inventory constitutes a
change in the business’s method of accounting, requiring a section 481 adjustment
to 1978 taxable income.

3. Whether the IRS specifically approved the business’s method of valuing inventory,
within the meaning of section 1. 446-1(c)(2)(ii), Income Tax Regs.

4. Whether the IRS is estopped from changing the business’s method of inventory
valuation.

5. Whether Thomas is entitled to a pre-1954 exclusion under section 481(a)(2), I. R.
C. 1954.
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6. Whether the Thomases are entitled to the benefits of the 50-percent maximum
rate on personal service income under section 1348, 1. R. C. 1954.

7. Whether a house sold by the Thomases in 1978 was their principal residence,
entitling them to defer recognition of gain under section 1034, I. R. C. 1954.

Holding

1. No, because the method resulted in a mismatch of deductions and receipts,
distorting income.

2. Yes, because the revaluation constitutes a change in method, necessitating a
section 481 adjustment to correct the distortion.

3. No, because the IRS’s 1959 approval did not constitute specific approval for
future years.

4. No, because the IRS is not estopped from correcting a method that does not
clearly reflect income.

5. No, because the business’s prior partnership form precludes the application of the
exclusion to the sole proprietorship.

6. No, because capital was a material income-producing factor, limiting the amount
of income eligible for the maximum tax rate.

7. Yes, because the evidence showed that the house was their principal residence at
the time of sale.

Court’s Reasoning

The court’s decision hinged on the IRS’s authority under sections 446 and 471 to
require a change in accounting methods when the existing method does not clearly
reflect income. The Thomases’ method of inventory valuation was deemed not to
clearly reflect income due to its mismatch of deductions and receipts. The court
rejected the argument that the IRS had specifically approved the method in 1959,
stating that such approval did not preclude the IRS from later correcting an
erroneous method. The court also dismissed estoppel claims, emphasizing the IRS’s
duty to ensure accurate income reflection. On the personal service income issue, the
court found that capital was a material income-producing factor in the publishing
business, limiting the application of the maximum tax rate. Finally, the court found
the house sold in 1978 to be the Thomases’ principal residence, allowing them to
defer recognition of the gain under section 1034.

Practical Implications

This ruling reinforces the IRS’s broad authority to challenge and change accounting
methods that do not clearly reflect income. Taxpayers in similar industries,
particularly those using accelerated inventory write-downs, should be prepared for
potential IRS scrutiny and adjustments. The decision also highlights the importance
of maintaining consistent accounting methods and understanding the implications of
changes in business structure for tax purposes. For similar cases involving principal
residences, taxpayers should document their use and intent to return to the property
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to qualify for gain deferral. Subsequent cases have followed this precedent,
emphasizing the clear reflection of income principle over long-standing practices or
prior IRS approvals.
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