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Connors, Inc. v. Commissioner, 71 T. C. 913, 1979 U. S. Tax Ct. LEXIS 163
(U. S. Tax Court, February 28, 1979)

A cash basis taxpayer must deduct bonus compensation expenses in the year the
bonuses are actually paid, not when accrued.

Summary

Connors, Inc. , a cash basis taxpayer, had consistently deducted bonuses for its
president on an accrual basis. The Commissioner of Internal Revenue changed this
method, requiring deductions in the year of payment. The Tax Court upheld the
Commissioner, ruling that under Section 446, cash basis taxpayers must deduct
bonuses when paid,  not accrued. Additionally,  the court applied Section 481 to
adjust income for the year of change to prevent double deductions, affirming that
this constituted a change in accounting method regarding a material item.

Facts

Connors, Inc. was a manufacturer’s representative incorporated in Colorado, using
the cash method of accounting but accruing and deducting bonuses for its president
and  sole  stockholder,  William  J.  Connors,  on  an  accrual  basis.  For  1974,  the
Commissioner disallowed deductions for bonuses accrued but not paid in that year
and added the 1973 accrued bonus, paid in 1974, to 1974’s taxable income.

Procedural History

The Commissioner issued a notice of deficiency for Connors, Inc. ‘s 1974-1976 tax
years, adjusting the bonus deductions. Connors, Inc. petitioned the U. S. Tax Court,
which ruled in favor of  the Commissioner,  upholding the change in accounting
method and the Section 481 adjustment.

Issue(s)

1. Whether a cash basis taxpayer may deduct bonus compensation expenses when
accrued rather than when paid.
2. Whether the amount of a bonus accrued and deducted in one year but paid in the
following year should be included in the subsequent year’s taxable income under
Section 481.

Holding

1.  No,  because  under  Section  446,  a  cash  basis  taxpayer  must  deduct  bonus
compensation in the year paid.
2.  Yes,  because the change in the timing of  the bonus deduction constituted a
change in accounting method, and Section 481 authorizes adjustments to prevent
double deductions.
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Court’s Reasoning

The  court  applied  Section  446,  which  governs  methods  of  accounting,  and
determined that Connors, Inc. , as a cash basis taxpayer, must deduct bonuses when
paid, not accrued. This was based on the clear language of the regulations that a
taxpayer using the cash method for computing gross income must also use it for
computing expenses. The court rejected Connors,  Inc.  ‘s  argument for a hybrid
method, citing the regulations and case law like Massachusetts Mut. Life Ins. Co. v.
United States, which disallow such combinations. For the second issue, the court
found  that  the  change  in  the  treatment  of  the  bonus  constituted  a  change  in
accounting  method  under  Section  481,  as  it  involved  the  timing  of  a  material
deduction item. The court emphasized the necessity of the Section 481 adjustment
to prevent double deductions, aligning with the purpose of the statute to ensure
accurate income reflection over time.

Practical Implications

This  decision  reinforces  that  cash  basis  taxpayers  must  align  their  expense
deductions with actual payments, particularly for bonuses, affecting how similar
cases should be analyzed. It underscores the importance of consistency in applying
the chosen accounting method across all income and expense items. The ruling also
clarifies  the  application  of  Section  481  in  adjusting  income  upon  changes  in
accounting methods, ensuring no duplication or omission of income or deductions.
Businesses  and  tax  professionals  must  carefully  consider  the  timing  of  bonus
payments  and  deductions  to  comply  with  tax  laws,  and  subsequent  cases  like
Schuster’s Express, Inc. v. Commissioner have cited Connors, Inc. to delineate the
boundaries of what constitutes a change in accounting method.


