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15 T.C. 341 (1950)

A  taxpayer  using  the  accrual  method  of  accounting  must  report  income  and
expenses in the year they are earned or incurred, and deductions for state taxes are
proper to  the extent  they relate  to  income as  finally  determined,  provided the
underlying adjustments to income are not contested by the taxpayer.

Summary

Curran Realty  Co.,  using the accrual  method,  initially  accrued $29,000 in  rent
income but reduced it by $20,000 after a revenue agent disallowed a portion of the
tenant’s rent deduction. The Tax Court addressed whether the $20,000 should be
included  in  Curran  Realty’s  income  and  whether  additional  state  excise  tax
deductions  were  proper.  The  court  held  that  the  reversed  rental  income  was
correctly excluded, as the books accurately reflected the adjusted accrual. It further
ruled that additional state tax deductions were proper to the extent they were based
on uncontested income adjustments.

Facts

Curran Realty Co. (Petitioner) leased property to Liberty Liquors, Inc., a company
owned by  the  same individuals  as  Curran Realty.  Liberty  Liquors  initially  paid
$2,000/month  rent,  later  increased  to  $2,500/month.  After  a  revenue  agent
determined that a reasonable rent was $1,250/month, Curran, acting on behalf of
both  companies,  made  adjusting  entries  to  reverse  the  excess  rent  accrual  of
$20,000.  Curran  Realty  then  refunded  the  $20,000  to  Liberty  Liquors.  Curran
Realty’s treasurer received a substantial salary, which the Commissioner deemed
excessive.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Curran Realty’s
income tax. Curran Realty petitioned the Tax Court, contesting the inclusion of the
$20,000 rental income and the disallowance of excessive salary deductions. The
Commissioner  amended  the  answer,  claiming  error  in  allowing  deductions  for
additional Massachusetts tax based on increased income. The Tax Court reviewed
the Commissioner’s determinations.

Issue(s)

1. Whether the petitioner’s income from rent for 1946 should include $20,000 which
was originally accrued on its books but for which an adjusting entry was made
before the close of the year?

2. Whether the Commissioner erred in disallowing a deduction for salary of the
treasurer of the petitioner in excess of $100 a month for 1946 and 1947?
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3. Whether the Commissioner erred in allowing the petitioner deductions for 1946
and 1947 for additional Massachusetts tax based upon the increased income for
those years determined in the notice of deficiency?

Holding

1. No, because the adjusting entry accurately reflected the corrected rental income
based on the revenue agent’s determination and Curran’s agreement prior to year-
end.

2.  No,  because  the  petitioner  failed  to  show  that  the  treasurer’s  reasonable
compensation exceeded the amount allowed by the Commissioner.

3. Yes, in part. The Commissioner erred to the extent the increased tax deduction
was based upon improper increases in income, but not where those increases were
proper and uncontested.

Court’s Reasoning

The court reasoned that Curran Realty properly reported the net amount of rent
accrued on its  books  for  1946,  which reflected the adjustment  made after  the
revenue agent’s determination. Since the books did not show an accrual of a total
amount in excess of that reported, the petitioner reported income in accordance
with  its  regular  accounting  method,  as  required  by  Section  41  of  the  Internal
Revenue Code. The court distinguished cases where adjustments occurred after the
close of the taxable year. Regarding the treasurer’s salary, the petitioner failed to
provide sufficient evidence to demonstrate that the compensation was reasonable.
Regarding the Massachusetts excise tax, the court noted that it is a deductible item,
but only to the extent it  applies to properly determined net income. The court
allowed the  additional  tax  deduction  for  uncontested  adjustments,  stating  that,
“Since this tax accrued upon and is deductible from the income which gives rise to it
the same as the original tax, deduction therefore has been made.” However, the
increased tax deduction was not permitted for contested adjustments, such as the
disallowance of a deduction for an officer’s salary.

Practical Implications

This case illustrates the importance of consistently applying the accrual method of
accounting and making timely adjustments based on available information. It also
highlights  the  deductibility  of  state  taxes  and  the  limits  on  that  deductibility,
clarifying that such deductions are only proper to the extent they relate to income as
finally determined and not contested. The ruling confirms that taxpayers cannot
deduct state taxes related to income adjustments they actively dispute. It also serves
as  a  reminder  of  the  importance  of  substantiating  the  reasonableness  of
compensation  paid  to  officers  to  avoid  disallowance  of  deductions.


