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29 T.C. 42 (1957)

Taxpayers  using  the  accrual  method  of  accounting  cannot  adjust  current  year
income to correct for bookkeeping errors made in prior years that resulted in an
overstatement of income, nor can they deduct such errors as losses in the current
year.

Summary

H. A. Carey Co., an insurance agency using the accrual method, made bookkeeping
errors from 1930-1952 that overstated its income. In 1953, the company discovered
these errors and corrected them in its books. When filing its 1953 tax return, Carey
reduced its reported income to reflect these corrections. The IRS disallowed the
reduction, asserting the correct amount of income for 1953. The Tax Court sided
with the IRS, ruling that Carey could not adjust its 1953 income for errors made in
prior years. The court reasoned that the accrual method requires income to be
reported in the year it accrues, and the company was not entitled to a deduction for
the prior year’s overstatement of income or a loss in the present tax year.

Facts

H. A. Carey Co., Inc. (Petitioner) was a New York corporation operating an
insurance agency.
Petitioner used the accrual method of accounting for its books and tax returns.
From 1930 to 1952, Petitioner made bookkeeping errors resulting in an
aggregate overstatement of income by $23,140.73. This was due to failing to
properly reflect adjustments from insurance companies.
In 1953, Petitioner discovered the errors, corrected its books, and reduced its
reported income for 1953 by the amount of the prior year’s overstatement.
The IRS (Respondent) disallowed the reduction, increasing Petitioner’s
reported income for 1953 by the amount of the errors, which the Petitioner
conceded as being correct.

Procedural History

The IRS determined a deficiency in Petitioner’s income tax for 1953.
Petitioner contested the IRS’s disallowance of its reduced income and claimed
a deduction.
The case was heard by the United States Tax Court.
The Tax Court ruled in favor of the Commissioner of Internal Revenue.

Issue(s)

Whether Petitioner is entitled to reduce its gross income for 1953 by the1.
amount of $23,140.73 to offset prior years’ bookkeeping errors?
Whether Petitioner is entitled to a deduction from gross income in 1953 for the2.
same amount?
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Holding

No, because the accrual method requires income to be reported in the year it1.
accrues, and the court found no statutory basis for allowing such an
adjustment.
No, because the erroneous overstatement in prior years did not constitute a2.
loss in 1953.

Court’s Reasoning

The  court’s  reasoning  centered  on  the  application  of  the  accrual  method  of
accounting and the absence of  a  statutory basis  for  the adjustments  Petitioner
sought. The court found that the petitioner’s commissions on insurance premiums
were gross income under section 22(a) of the Internal Revenue Code of 1939. The
court noted that the accrual method, permitted under section 41, required that
income be included in the gross income for the taxable year in which it was earned.
The court observed that the taxpayer had not cited any statutory provision, and the
court knew of none, allowing a reduction in current gross income for errors in prior
years. The Court also concluded that there was no basis for a deduction. The court
distinguished the case from situations involving earnings received under a claim of
right and later returned, or denial of a deduction contested in a previous year,
finding that the petitioner had the correct knowledge of its actual income. It did not
matter that the petitioner’s bookkeeping was erroneous, the principle of reporting
income in the correct year was upheld.

Practical Implications

This case reinforces the importance of accurate bookkeeping in accounting and
tax practice, particularly for businesses using the accrual method.
Legal professionals advising clients with similar accounting errors must
emphasize the importance of correcting these errors in the years they occur,
rather than attempting to retroactively adjust current income.
Taxpayers are bound by the accounting methods they choose, and they cannot
adjust income based on errors made in prior years.
Tax practitioners should be aware that this case reinforces the rule that
corrections to income should be made in the year in which the income was
misstated rather than in a later year.


