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Hutton v. Commissioner, 53 T. C. 37 (1969)

When a sole proprietor transfers assets to a controlled corporation under Section
351, any unabsorbed bad debt reserve must be restored to income in the year of
transfer.

Summary

In  Hutton  v.  Commissioner,  the  Tax  Court  ruled  that  when  Robert  Hutton
transferred the assets of his sole proprietorship, East Detroit Loan Co. , to a newly
formed corporation under Section 351, he was required to include the unabsorbed
balance  of  his  bad  debt  reserves  as  taxable  income.  The  court  disallowed  a
deduction for an addition to the reserve made before the transfer, as such additions
can only be made at year-end. The decision underscores the principle that when the
need for a bad debt reserve ceases due to a transfer, the reserve’s unabsorbed
balance must  be  restored to  income,  reflecting the  cessation of  the  taxpayer’s
potential for future losses.

Facts

Robert P. Hutton operated East Detroit Loan Co. as a sole proprietorship, using the
cash basis  of  accounting.  He maintained reserves  for  bad debts  under  Section
166(c).  On  July  1,  1964,  Hutton  transferred  all  assets  and  liabilities  of  the
proprietorship to a newly formed corporation, East Detroit Loan Co. , in exchange
for stock under Section 351. At the time of transfer, the reserves had a balance of
$38,904. 12, which included an addition of $13,957. 50 made on June 30, 1964. The
corporation set up its own reserve for bad debts with the same amount, adjusting its
capital account accordingly.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Hutton’s 1964
federal income tax due to the inclusion of the bad debt reserve balance as taxable
income. Hutton petitioned the U. S. Tax Court, arguing that the reserve should not
be included in his income due to the nonrecognition of gain or loss under Section
351. The Tax Court upheld the Commissioner’s determination.

Issue(s)

1. Whether Hutton was allowed a deduction for an addition to the bad debt reserve
made on June 30, 1964, immediately before the transfer to the corporation.
2. Whether Hutton was required to report the remaining unabsorbed balance of the
bad debt reserve as taxable income in the year of the transfer to the corporation.

Holding

1.  No,  because  Section  1.  166-4  of  the  Income Tax  Regulations  specifies  that
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additions to bad debt reserves can only be made at the end of the taxable year.
2. Yes, because by transferring the assets to the corporation, Hutton’s need for the
reserves ceased, and the tax benefit he previously enjoyed should be restored to
income.

Court’s Reasoning

The  Tax  Court  reasoned  that  under  Section  166(c)  and  the  corresponding
regulations, additions to bad debt reserves are allowed only at the end of the taxable
year. Since Hutton no longer owned the accounts receivable after the transfer, any
addition to the reserve was unwarranted. The court also held that when the need for
a reserve ceases, the unabsorbed balance must be restored to income. This principle
is  rooted  in  accounting  practice  and  ensures  that  taxpayers  do  not  retain  tax
benefits  for  losses  that  will  never  be  sustained.  The  court  rejected  Hutton’s
argument that this constituted a distortion of income, emphasizing that the income
was previously  received and reported under  the  cash basis  method.  The court
distinguished this case from Estate of Heinz Schmidt, noting that the income in
question was not fictitious but rather a restoration of previously untaxed income.

Practical Implications

This decision has significant implications for tax planning in corporate formations
under  Section  351.  Taxpayers  must  be  aware  that  transferring  assets  to  a
corporation can trigger the restoration of bad debt reserves to income, even if the
transfer  is  otherwise  nonrecognizable.  Practitioners  should  advise  clients  to
carefully  consider  the  timing  of  reserve  additions  and  the  potential  tax
consequences of transferring reserves in corporate reorganizations. The ruling also
highlights  the importance of  matching income and expenses within  the correct
accounting  period,  as  the  corporation’s  need  for  its  own  reserve  is  assessed
independently at the end of its accounting period. Subsequent cases, such as Nash
v. U. S. , have followed this precedent, reinforcing the principle that the transferor
must restore any unneeded reserve to income.


