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Reid’s Trust v. Commissioner, 6 T.C. 438 (1946)

Federal income tax is determined on an annual basis, and a transferee of corporate
assets cannot retroactively reduce capital gains from a corporate dissolution by the
amount of corporate taxes paid in a subsequent year.

Summary

Reid’s Trust, as the transferee of a dissolved corporation, sought to reduce its 1945
capital gain from the corporate liquidation by the amount of federal income tax it
paid on behalf of the corporation in 1947. The Tax Court held that the income tax
system operates on an annual accounting basis. Therefore, the transferee could not
retroactively adjust the capital gain reported in 1945 to reflect taxes paid in 1947.
The payment of the corporation’s tax liability is deductible in the year it is paid, not
as an adjustment to a prior year’s capital gain.

Facts

Reid’s Trust received assets upon the dissolution of a corporation. In 1945, the trust
reported a capital gain from this liquidation. In 1947, Reid’s Trust, as the transferee
of  the  corporate  assets,  paid  federal  income  taxes  owed  by  the  dissolved
corporation.

Procedural History

The Commissioner of Internal Revenue disallowed the Trust’s attempt to reduce the
1945 capital gain by the amount of taxes paid in 1947. The case was brought before
the Tax Court.

Issue(s)

Whether the petitioner, as transferee of the dissolved corporation, is entitled to
deduct the federal income tax on the corporation paid by her in 1947 from the gain
realized in 1945 on the liquidation of such corporation.

Holding

No, because the collection of federal taxes contemplates an annual accounting by
taxpayers, and allowing such a deduction would place an unwarranted burden on
the tax collection process.

Court’s Reasoning

The Tax Court emphasized the importance of annual accounting in the federal tax
system. The court quoted Burnet v. Sanford & Brooks Co., 282 U.S. 359: “It is the
essence of any system of taxation that it should produce revenue ascertainable, and
payable  to  the  government,  at  regular  intervals.  Only  by  such  a  system is  it
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practicable to produce a regular flow of income and apply methods of accounting,
assessment, and collection capable of practical operation.” Allowing a transferee to
adjust a prior year’s capital gain would disrupt this annual accounting principle and
unduly burden the tax collection process by keeping the final  determination of
capital  gain  in  abeyance  until  all  corporate  income  taxes  are  paid.  The  court
distinguished  the  situation  from cases  where  a  taxpayer  receives  a  liquidating
dividend with  restrictions,  noting  that  the  key  factor  is  the  annual  accounting
principle. The court cited Stanley Switlik, 13 T.C. 121, where similar tax payments
were deemed ordinary losses in the year paid. The court also acknowledged that
prior cases, such as O.B. Barker, 3 B.T.A. 1180, and Benjamin Paschal O’Neal, 18
B.T.A. 1036, treated such payments as reducing distributions but were effectively
overruled by North American Oil Consolidated v. Burnet, 286 U.S. 417.

Practical Implications

This case reinforces the annual accounting principle in tax law. It clarifies that
transferees of corporate assets cannot retroactively adjust prior years’ capital gains
to account for subsequent tax payments made on behalf of the corporation. This
decision  impacts  how  tax  advisors  structure  corporate  liquidations  and  advise
transferees on the tax implications of assuming corporate liabilities. Subsequent
cases have relied on Reid’s Trust to uphold the annual accounting principle and
prevent taxpayers from manipulating income recognition across tax years. When a
transferee  pays  taxes  for  a  dissolved  corporation,  that  payment  constitutes  a
deduction in the year the payment is made, and the character of the deduction
(ordinary  loss  or  capital  loss)  will  depend  on  the  specific  circumstances  as
articulated in *Switlik*.


