Redcay v. Commissioner, 12 T.C. 806 (1949)

A taxpayer cannot deduct amounts reported as income in prior years, even if those
amounts were reported under a mistaken belief that the taxpayer had a fixed right
to receive them.

Summary

Redcay, a former school principal, reported anticipated salary as income for
1940-1942 while unsuccessfully litigating his reinstatement. After losing his case in
1943, he sought to deduct these previously reported amounts as losses or bad debts
in 1944 and 1945. The Tax Court denied the deductions, holding that Redcay never
had a fixed right to the income. Because he had no fixed right, it was incorrect to
report the amount as income in the first place. The court stated that an
overstatement of income in prior years cannot be corrected by taking deductions in
a later year.

Facts

» Redcay was discharged as a high school principal on December 12, 1939.

 In his 1940, 1941, and 1942 tax returns, Redcay reported the salaries he would
have received had he remained principal.

» He included these amounts as income because he believed he would be
reinstated and compensated for the period after his discharge.

» Redcay’s legal efforts to gain reinstatement were unsuccessful, culminating in
an adverse decision by the New Jersey Supreme Court on July 28, 1943.

» After the unfavorable Supreme Court decision, Redcay stopped reporting these
anticipated salaries as income.

e In 1944 and 1945, he attempted to deduct the previously reported amounts as
losses or bad debts.

Procedural History

The Commissioner of Internal Revenue disallowed Redcay’s claimed deductions for
1944 and 1945. Redcay petitioned the Tax Court for review, arguing that he was
entitled to either loss or bad debt deductions. The Tax Court upheld the
Commissioner’s determination.

Issue(s)

Whether a taxpayer can deduct, as a loss or bad debt, amounts reported as income
in prior years based on the mistaken belief that he had a right to receive them, when
subsequent events prove the right never existed.

Holding

No, because Redcay never had a fixed right to the income, and therefore, the
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amounts were improperly included as income in the first place. A taxpayer cannot
correct an overstatement of income in prior years by taking deductions in a later
year.

Court’s Reasoning

The court reasoned that Redcay’s reporting of anticipated salaries as income in
1940-1942 was improper under the accrual method of accounting (even assuming
Redcay was entitled to use the accrual method). Under the accrual method, income
is recognized when the right to receive it becomes fixed. Citing Spring City Foundry
Co. v. Commissioner, 292 U.S. 182, the court emphasized that during those years,
Redcay’s claim for compensation was in litigation, and his right to receive the money
never became fixed. The court noted that all Redcay had was a disputed claim for
compensation. The Board of Education was never indebted to him, there was no
indebtedness that became worthless, and he sustained no actual loss during the tax
years in question. The court stated, “The petitioner may not correct the error made
in overstating his income for the years 1940, 1941, and 1942 by taking deductions
therefor, in a subsequent year.”

Practical Implications

This case illustrates the importance of correctly determining when income is
properly accruable for tax purposes. Taxpayers should not report income until their
right to receive it is fixed and determinable with reasonable accuracy. The Redcay
decision clarifies that taxpayers cannot use deductions in later years to correct
errors in income reporting from prior years. Taxpayers who improperly report
income in one year must generally amend their returns for that year to correct the
error, subject to the statute of limitations. This case is often cited to support the
principle that a taxpayer’s remedy for an overpayment of tax lies in seeking a refund
for the year in which the overpayment occurred, not in taking a deduction in a
subsequent year. Later cases distinguish this ruling by emphasizing the importance
of consistent treatment of income items; a taxpayer cannot inconsistently claim
benefits based on both including and excluding the same item in different tax years.
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