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Thompson-King-Tate, Inc. v. Commissioner, T.C. Memo. 1954-130

A taxpayer using the cash receipts and disbursements method of accounting can
deduct expenses in the year they are actually paid, and the Commissioner cannot
arbitrarily reallocate those costs to a different year simply to more clearly reflect
income, absent a material distortion of income.

Summary

Thompson-King-Tate,  Inc.  was  part  of  a  joint  venture  that  contracted  with  the
government.  The  joint  venture  used  the  cash  method  of  accounting.  The
Commissioner reallocated contract costs between two fiscal years, arguing that this
reallocation more clearly reflected the joint venture’s true income. The Tax Court
held that the Commissioner was wrong to reallocate costs,  as the joint venture
properly used the cash method and there was no material  distortion of income
justifying the Commissioner’s intervention. The court also addressed the proper tax
treatment of excessive profits repaid to the government under renegotiation clauses,
emphasizing that the initial tax liability should be determined without regard to the
repayment, and then the credit under Section 3806 should be applied.

Facts

A joint venture, of which Thompson-King-Tate, Inc. was a member, contracted with
the government and anticipated completing the contract within its first fiscal year.
The joint venture kept its books and filed income tax returns using the cash receipts
and disbursements method. Almost all work was completed by March 31, 1943, but
the War Department advised the joint venture that $700,000 of its profits were
considered excessive and froze the final payment of $362,778.33. The joint venture
received the withheld payment in August 1943. Approximately 98% of the contract
costs were actually paid in the fiscal year ended March 31, 1943.

Procedural History

The Commissioner reallocated contract costs between the fiscal years ended March
31, 1943, and March 31, 1944. The Commissioner determined a deficiency based on
this reallocation and the treatment of excessive profits repaid to the government.
The taxpayer petitioned the Tax Court for a redetermination of the deficiency.

Issue(s)

Whether the Commissioner can reallocate contract costs incurred and paid in1.
one fiscal year to another fiscal year when the taxpayer uses the cash receipts
and disbursements method of accounting.
Whether the credit allowed under Section 3806 incident to the renegotiation of2.
war contracts should be treated as a rebate under Section 271(b)(2) of the
Internal Revenue Code when determining a deficiency.
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Holding

No, because the joint venture used the cash method of accounting, and the1.
Commissioner’s reallocation was an arbitrary substitution of a hybrid system
without a showing of material distortion of income.
No, because the correct tax liability should be determined first, and then the2.
credit under Section 3806 should be applied without treating it as a rebate.

Court’s Reasoning

The Tax Court relied on Security Flour Mills Co. v. Commissioner, 321 U.S. 281,
stating that  the Commissioner cannot  arbitrarily  substitute a  hybrid accounting
system  for  the  one  employed  by  the  taxpayer.  The  Court  quoted:  “This  legal
principle has often been stated and applied. The uniform result has been denial both
to government and to taxpayer of the privilege of allocating income or outgo to a
year other than the year of actual receipt or payment, or applying the accrual basis,
the year in which the right to receive, or the obligation to pay, has become final and
definite in amount.” The court also referenced Regulations 111, section 29.43-2,
which indicates that a departure from the cash or accrual systems is justified only
where there would otherwise be a material distortion of a taxpayer’s true income.
The court found no such distortion here. Regarding the excessive profits, the court
reasoned that the tax liability should be determined as if the repayment did not
occur, and then the credit under Section 3806 should be applied. Treating the credit
as  a  rebate  was  incorrect.  The  court  emphasized  that  adjustments  from other
uncontested items in the deficiency notice might still  affect the petitioner’s tax
liability.

Practical Implications

This  case  reinforces  the  principle  that  taxpayers  using  the  cash  method  of
accounting can deduct  expenses when paid,  and the IRS cannot  easily  force a
different  accounting  method  unless  the  taxpayer’s  method  materially  distorts
income. It clarifies the limited circumstances under which the Commissioner can
override a taxpayer’s chosen accounting method. For legal practitioners, this means
defending the taxpayer’s right to use the cash method when it accurately reflects
their financial activities. Furthermore, it provides guidance on handling situations
involving renegotiation of government contracts and the application of Section 3806,
ensuring  the  correct  calculation  of  tax  liability  before  applying  credits  for
repayments of excessive profits. It also highlights that administrative convenience
for the IRS is not a valid basis for changing a taxpayer’s accounting method.


