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Kent-Coffey Mfg. Co. v. Commissioner, 47 B.T.A. 461 (1942)

A  taxpayer  cannot  deduct  processing  taxes  that  were  reimbursed  to  vendees,
effectively refunded through later settlements, or accrued but never paid due to the
unconstitutionality of the underlying statute.

Summary

Kent-Coffey Mfg. Co. sought to deduct processing taxes related to the Agricultural
Adjustment Act (AAA) for the year ending June 30, 1935. The Board of Tax Appeals
addressed three issues: deductibility of taxes reimbursed to vendees, deductibility of
taxes effectively refunded via a later settlement, and deductibility of accrued but
unpaid taxes due to the AAA’s unconstitutionality. Citing Security Flour Mills Co. v.
Commissioner,  the  Board  disallowed  the  deductions  for  reimbursed  taxes  and
accrued but unpaid taxes.  It  also disallowed the deduction for taxes effectively
refunded via settlement, even if the settlement was considered divisible.

Facts

Kent-Coffey Mfg. Co. (Petitioner) included processing taxes in the prices charged to
its vendees during the taxable year ending June 30, 1935. In 1937, the Petitioner
reimbursed its  vendees for  these processing taxes,  which it  had not  paid.  The
Petitioner paid certain processing taxes in 1935, but in 1940, these taxes were
credited against unjust enrichment taxes that the Petitioner agreed it owed. The
Petitioner also accrued certain processing taxes that it contended were not payable
because the underlying statute was unconstitutional; these taxes were never paid.

Procedural History

The Commissioner of Internal Revenue disallowed the deductions claimed by Kent-
Coffey Mfg. Co. for the processing taxes. The case was brought before the Board of
Tax Appeals to determine the deductibility of these taxes. The decision of the Board
of Tax Appeals was reviewed by the entire court.

Issue(s)

Whether the petitioner is entitled to deduct from its gross income for the year1.
ended June 30, 1935, amounts paid in 1937 to vendees as reimbursement for
processing taxes included in prices but not paid by the petitioner.
Whether the petitioner is entitled to deduct from its gross income for the year2.
ended June 30, 1935, processing taxes paid in that year but effectively
refunded in 1940 via credits against unjust enrichment taxes.
Whether the petitioner is entitled to deduct from its gross income for the3.
taxable year the amount of processing taxes accrued but not paid, contended
to be not payable, and held by the Supreme Court to have been imposed by an
unconstitutional statute.
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Holding

No, because the Supreme Court’s decision in Security Flour Mills Co. v.1.
Commissioner is dispositive on this issue.
No, because the Supreme Court’s decision in Security Flour Mills Co. v.2.
Commissioner precludes allowing the deduction, even if the settlement is
divisible.
No, because under the authority of Security Flour Mills Co. v. Commissioner3.
and Dixie Pine Products Co. v. Commissioner, such deductions are not allowed.

Court’s Reasoning

The Board of Tax Appeals relied heavily on the Supreme Court’s decision in Security
Flour Mills Co. v. Commissioner. Regarding the first issue, the parties stipulated
that  Security  Flour  Mills  was  dispositive,  leading  to  the  disallowance  of  the
deduction for reimbursed taxes. On the second issue, even if the 1940 settlement
was divisible, the Board concluded that Security Flour Mills prevented restoring any
item to income for 1935 that was considered in reaching the settlement. The court
reasoned that the prior Supreme Court case controlled. Regarding the third issue,
the  Board  cited  both  Security  Flour  Mills  and  Dixie  Pine  Products  Co.  v.
Commissioner,  holding  that  taxes  accrued  but  not  paid  due  to  the  statute’s
unconstitutionality were not deductible.

Practical Implications

This  case,  alongside Security  Flour  Mills  and Dixie  Pine Products,  clarifies  the
treatment  of  processing  taxes  under  the  AAA  for  deduction  purposes.  It
demonstrates that taxpayers cannot deduct taxes they reimbursed to customers,
those effectively refunded through later settlements, or those accrued but never
paid due to the statute’s unconstitutionality. This ruling impacts how tax settlements
are viewed, particularly concerning the divisibility argument and the ability to adjust
prior  year  deductions  based on later  events.  Legal  practitioners  must  carefully
consider the implications of these cases when advising clients on the deductibility of
taxes and the potential impact of settlements on prior tax years. It highlights the
importance of carefully documenting the nature of tax liabilities and any subsequent
settlements or refunds.


