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Elwood v. Commissioner, 24 T.C. 105 (1955)

When a taxpayer changes from the cash basis to the accrual basis of accounting, the
Commissioner cannot include in the year of changeover income that was properly
accrued in a prior year, even if it was not previously reported.

Summary

The  case  involves  a  partnership  that  had  consistently  used  the  cash  basis  of
accounting but was required to switch to the accrual basis because its business
involved the purchase and sale of merchandise. The Commissioner sought to include
in the partnership’s 1947 income accounts receivable that were uncollected at the
end of 1946, which represented income earned in prior years. The Tax Court ruled
in favor of the taxpayer, holding that the Commissioner could not include in the
1947 income receivables that were properly income in 1946 or earlier years, even
though they had not been previously reported. The court explicitly overruled its
prior decision in E.S. Iley, which had reached a contrary conclusion.

Facts

The  Elwood  partnership  reported  its  income  on  the  cash  basis  for  1947.  The
Commissioner recomputed the partnership’s income on the accrual basis. In doing
so,  the  Commissioner  included  in  income  for  1947  the  partnership’s  accounts
receivable that remained uncollected at the close of 1946 and at the beginning of
1947. The partnership’s business involved the purchase and sale of merchandise, an
income-producing factor. The partnership did not compute its income on the accrual
basis  in prior  years.  The partnership consistently  used the cash basis  since its
formation in 1944. The Commissioner cited E. S. Iley, 19 T. C. 631, and William
Hardy, Inc. v. Commissioner, (C. A. 2, 1936) 82 F. 2d 249, to justify this approach.

Procedural History

The  case  was  heard  before  the  United  States  Tax  Court.  The  Commissioner
determined a deficiency in the partnership’s income tax. The Tax Court reviewed the
case and, in its decision, expressly overruled a prior decision and held in favor of the
taxpayer.

Issue(s)

1.  Whether  the  Commissioner  may include,  in  a  tax  year  where  a  partnership
switches from the cash to accrual basis, accounts receivable that represent income
earned in a prior tax year under the accrual method.

Holding

1. No, because the Commissioner may not include the closing accounts receivable
for the year 1946 as opening accounts receivable for the year 1947.
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Court’s Reasoning

The court determined that,  regardless of  how the partnership kept its business
records, it was required to compute and report its income on the accrual basis. The
court relied on the regulations requiring an accrual basis where the purchase and
sale of merchandise is an income-producing factor. The court referenced Caldwell v.
Commissioner,  202  F.2d  112,  and  Commissioner  v.  Dwyer,  203  F.2d  522,  to
conclude the Commissioner could not include as taxable income in a current tax
year income actually earned in a prior tax year under the proper accounting method.
The court also cited John W. Commons, 20 T.C. 900, as precedent. The court found
that its prior decision in E. S. Iley, 19 T.C. 631, which reached a contrary decision,
was indistinguishable from the current case and explicitly overruled that decision.
The court noted that William Hardy, Inc. v. Commissioner, 82 F.2d 249, relied upon
by the Commissioner, had been overruled by the Second Circuit.

Practical Implications

This  case  establishes  a  clear  rule  about  how  the  IRS  handles  tax  accounting
changes, specifically from a cash basis to an accrual basis. The IRS cannot include in
the year of the changeover income that was already earned, even if not yet reported,
in a prior year. This principle is critical when advising businesses and taxpayers
about accounting methods. Practitioners need to carefully analyze the timing of
income recognition and avoid double taxation. This case is a strong precedent for
taxpayers in similar situations and highlights the importance of proper accounting.
The court’s rejection of E.S. Iley provides clarity that the IRS is prevented from
taxing the same income twice. This has direct implications for tax planning and
litigation involving accounting method changes. The case reaffirms the principle
that the Commissioner is bound by the correct accounting method, regardless of
how the taxpayer may have kept their books.


