Lime Cola Company, et al., Petitioners, v. Commissioner of Internal
Revenue, Respondent, 22 T.C. 593 (1954)

A taxpayer must recognize income in the year a previously deducted liability is
reversed, even if the item wasn’t actually paid, if the circumstances indicate the
taxpayer gained an unfettered right to the funds.

Summary

The U.S. Tax Court addressed several issues concerning the income tax liabilities of
Lime Cola Company and its shareholders. The court determined that the company
had already reported certain sales as income in 1942, and the amount did not need
to be added to income again. The court also held that the company must recognize
as income in 1942 an amount representing a previously deducted but unpaid liability
for flavoring extract that was written off in that year. Regarding the company
president’s salary, the court determined a reasonable amount for the services
rendered. Finally, the court found that a $40,000 payment, to be made as part of a
contract with a distributor, was not accruable income in 1945 because it was
intended as a deposit against future purchases, and no purchases occurred in that
year. The shareholders were deemed liable as transferees for the company’s unpaid
taxes.

Facts

The Lime Cola Company, an accrual-basis taxpayer, manufactured a soft drink
concentrate. The Commissioner assessed deficiencies for 1942, 1943, and 1945.
Several issues were disputed: whether a $3,018.75 payment received in 1941 and
shipped in 1942 was already reported as income, whether $1,294.65 for unpaid
flavoring extract, deducted in 1930 but written off in 1942, constituted 1942 income,
whether compensation paid to the company president was reasonable, and whether
a $40,000 payment due in 1945 under a contract with a distributor should be
included as income. The Lime Cola Company’s shareholders were deemed liable as
transferees.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Lime Cola
Company’s income tax for 1942, 1943, and 1945, and assessed transferee liability
against the shareholders. The Lime Cola Company and its shareholders then filed
petitions with the U.S. Tax Court to dispute the deficiencies and transferee liability.
The Tax Court consolidated the cases, heard the evidence, and issued a decision.

Issue(s)

1. Whether a $3,018.75 payment received in 1941, but recognized in 1942,
should be added to the company’s income in 1942.
2. Whether the $1,294.65, which was a 1930 deduction for flavoring extract that
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was never paid and subsequently written off in 1942, constituted 1942 income.

3. Whether the Commissioner correctly determined the reasonable salary for the
company’s president.

4. Whether the $40,000 payment, agreed to be made under the contract with the
distributor, was includable in the company’s 1945 income, despite not being
received in 1945.

5. Whether the shareholders were liable as transferees for the company’s
delinquent taxes.

Holding

1. No, because the $3,018.75 was already included as income for 1942.

2. Yes, because the write-off of the unpaid expense in 1942 resulted in income
recognition.

3. Yes, because the court determined a reasonable amount for the services
rendered by the president.

4. No, because the $40,000 was a deposit against future purchases, and no
purchases occurred in 1945.

5. Yes, because the shareholders, as transferees, were liable to the extent of the
assets received.

Court’s Reasoning

The Court found that the $3,018.75 had already been reported in 1942 and was not
includable again. For the flavoring extract, the court held that the taxpayer had
deducted the expense in 1930 and that writing off the liability in 1942 meant the
company had the unfettered use of these funds. The court cited the principle that
when an event occurs that is inconsistent with a prior deduction, an adjustment
must be made in the reporting of income for the year the change occurs. The court
referenced prior cases stating that the previously deducted item does not need to
have been paid, but only properly accrued. The court found that one hundred dollars
a month, or $1,200 per year, was reasonable compensation for the president’s
services, finding that she was not active in the business. Finally, the court
determined the contract payment was a deposit against future purchases, based on
the contract’s specific language and the intent of the parties. Because no purchases
were made in 1945, the $40,000 was not accruable as income in that year. The court
held the shareholders liable as transferees.

Practical Implications

This case emphasizes the importance of accrual accounting principles. A taxpayer
must recognize income in the year when a previously deducted liability is reversed,
resulting in the taxpayer’s unfettered use of those funds, regardless of whether the
item was ever paid. It also demonstrates that the substance of a contract, as
determined by the parties’ intent and the specific language used, will govern the
timing of income recognition. The case further underscores transferee liability when
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corporate assets are distributed to shareholders, and the corporation is unable to
pay its tax liabilities. Taxpayers should carefully consider the nature of payments
received and the terms of contracts to determine the proper timing of income
recognition and consult with tax professionals to ensure proper accounting and
reporting.
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