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29 T.C. 102 (1957)

The United States Tax Court held that increments to a dealer reserve account,
maintained by a bank for a partnership selling used cars, constituted income to the
partnership under accrual accounting, even if funds remained restricted.

Summary

The Kilborn case addressed whether funds credited to a “collateral security” reserve
account, held by a bank as part of a used car sales financing agreement, constituted
taxable income to the partnership. The Tax Court determined that, because the
partnership used inventories and therefore was required to use accrual accounting,
the amounts credited to the reserve account were income even though they were
initially restricted. The court also addressed issues of business expense deductions
related to a boat owned by the partnership and the application of penalties for
negligence and failure to file estimated taxes.  The court partially sustained the
Commissioner’s determinations regarding income, but it  rejected the negligence
penalty.

Facts

Charles M. Kilborn was a partner in Y Auto Sales,  a  used car dealership.  The
partnership had an agreement with the First National Bank of Mobile for financing
its  installment  sales  contracts.  Under  the  agreement,  the  bank  purchased  the
contracts from the partnership, deducting a discount and crediting the remaining
amount  to  the  partnership.  Part  of  the  purchase  price  was  credited  to  the
partnership for its unrestricted use, while another portion was placed in a special
reserve account controlled by the bank as security for the partnership’s obligations,
including the obligation to repurchase any contracts in default.  The bank could
charge this account for unpaid contracts if the partnership did not repurchase them.
The partnership used inventories to determine its income. During the tax years
1947-1949,  the  bank credited  amounts  to  the  special  reserve  account,  but  the
partnership did not report these amounts as income. The partnership owned a cabin
cruiser,  some  expenses  for  which  were  deducted  as  business  expenses.  The
Commissioner  determined  deficiencies  in  Kilborn’s  income  tax,  including  the
inclusion of the reserve account credits as income, and assessed penalties.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in income tax and
additions to tax against the petitioners for the tax years 1947, 1948, and 1949. The
case was brought before the United States Tax Court. The Tax Court ruled in favor
of the Commissioner on the main issue regarding the dealer reserve accounts. The
Court also addressed the issues of business expense deductions related to a boat
owned by the partnership and the application of penalties for negligence and failure
to file estimated taxes.
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Issue(s)

Whether the amounts credited by the bank to a “collateral security” reserve1.
account constituted taxable income for the partnership.
Whether certain expenses incurred in connection with the ownership and use2.
of a boat were ordinary and necessary business expenses of the partnership.
Whether any part of the deficiency for 1948 was due to negligence or3.
intentional disregard of rules and regulations.
Whether the failure of petitioner to make and file a declaration of estimated tax4.
was due to reasonable cause.
Whether there was a substantial underestimate of tax for the said years within5.
the meaning of section 294 (d)(2) of the Internal Revenue Code of 1939.

Holding

Yes, because the partnership used inventories and was required to use the1.
accrual method, thus the increments to the reserve account were considered
income when credited.
Partially yes, the court allowed some deductions for boat expenses, but limited2.
them based on the evidence presented.
No, the court rejected the penalty for negligence.3.
No, the court found that the failure to file estimated tax was not due to4.
reasonable cause.
Yes, the court sustained the additions to tax for substantial underestimation of5.
tax.

Court’s Reasoning

The Court found that the partnership used inventories in computing income and was
therefore required to use the accrual method. The court cited Treasury Regulation
29.41-2: “Where inventories are used by a taxpayer in computing its income, no
method other than accrual will properly reflect income.” Thus, the credits to the
reserve account, representing a reduction in the partnership’s liability to the bank,
were considered income in the years they were credited, regardless of whether the
funds were immediately accessible. The court cited multiple cases supporting this
position, including, Shoemaker-Nash, Inc., Blaine Johnson, Albert M. Brodsky, Texas
Trailercoach,  Inc.,  and  West  Pontiac,  Inc.  The  court  also  addressed  the  boat
expenses,  allowing  a  limited  deduction  based  on  the  evidence  presented,  and
rejected the negligence penalty. The Court stated that they were not advised with
any certainty as to what the negligence or disregard of regulations on which the
respondent based his determination consisted of. The Court determined that, in the
absence of reasonable cause, the failure to file declarations of estimated tax justified
additions to tax.  Finally,  the court  sustained the addition to tax for substantial
underestimation  of  tax,  as  the  failure  to  file  a  declaration  of  estimated  tax  is
considered an estimate of zero.
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Practical Implications

This  case  is  essential  for  understanding  when  dealer  reserve  accounts  are
considered taxable income. The court emphasized that, for businesses required to
use accrual accounting due to their use of inventories, amounts credited to such
accounts are includible in income in the year of the credit, regardless of restrictions
on the dealer’s access to the funds. The case also provides guidance on deducting
mixed-use expenses (personal and business use), emphasizing the need for specific
evidence. The case also highlights the significance of having accurate records. The
case also emphasizes the importance of filing estimated taxes, even if the taxpayer
relies on an accountant, and it reinforces the IRS’s approach in applying penalties
for failure to file and underestimation of taxes. This ruling guides tax professionals
in advising clients, particularly car dealerships and other businesses with similar
financing arrangements, on proper income reporting and tax planning. The case also
makes clear that penalties for negligence and failure to file can be assessed if the
proper information and paperwork is not present.


