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Dennison v. Commissioner, 47 B.T.A. 1342 (1943)

For a cash basis taxpayer to deduct an expense, actual payment, not merely the
establishment of an obligation or a settlement agreement, must occur within the
taxable year; constructive payment is a narrow exception requiring funds to be
unequivocally at the creditor’s disposal.

Summary

The petitioner, a cash basis taxpayer, sought to deduct a bad debt in 1941 related to
a guarantee he made for a country club. Although a settlement agreement was
reached in 1941 and his bank account was garnisheed, the actual payment to the
creditor occurred in 1942 after the garnishment was formally released. The Board of
Tax  Appeals  held  that  for  a  cash  basis  taxpayer,  a  deduction  requires  actual
payment, not just an agreement to pay or the restriction of funds. Since the creditor
did not receive unfettered access to the funds until 1942, the deduction was not
allowed in 1941.

Facts

Prior to 1941, the petitioner guaranteed certain obligations of the Tam O’Shanter
Country Club.

The country club became insolvent.

On February 11, 1941, a lawsuit was filed against the petitioner to enforce his
guarantor liability.

The petitioner’s bank accounts were garnisheed, and $4,000 was withheld.

On December 13, 1941, the petitioner and the trustee for the country club reached a
settlement agreement where the petitioner would pay $4,000, and the garnishment
would be released.

On the same day, the petitioner confessed judgment and authorized his attorney to
allow the trustee to receive the garnished funds.

On January 12, 1942, the garnishment proceedings were formally released.

In January 1942, the trustee received $4,000 in cash from the petitioner’s accounts.

The petitioner was a cash basis taxpayer and claimed a bad debt deduction for
$4,000 in 1941.

Procedural History

The petitioner claimed a bad debt deduction on his 1941 tax return.
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The Commissioner of Internal Revenue disallowed the deduction for 1941.

The petitioner appealed to the Board of Tax Appeals (now Tax Court).

Issue(s)

Whether a cash basis taxpayer constructively paid a debt in 1941, and is1.
entitled to a bad debt deduction in that year, when funds were garnisheed and
a settlement agreement was reached in 1941, but actual payment occurred in
1942 after the garnishment was formally released.

Holding

No, because for a cash basis taxpayer, a deduction requires actual payment or1.
constructive payment where the funds are unequivocally at the disposal of the
creditor, neither of which occurred in 1941.

Court’s Reasoning

The court emphasized that the petitioner was a cash basis taxpayer. For cash basis
taxpayers,  income  is  recognized  when  cash  or  its  equivalent  is  actually  or
constructively received, and expenses are deductible when actually paid.

The court acknowledged the general rule that a guarantor who makes payment on a
guarantee creates a debt with the principal obligor, and a bad debt deduction is
allowed in the year of payment if the principal obligor cannot repay. However, the
dispute was not about the deductibility of the bad debt itself, but the timing of the
payment.

The court stated, “Constructive payment is a fiction and is to be applied only under
unusual  circumstances.”  It  is  rarely  applied  for  cash  basis  taxpayers  claiming
deductions because it presupposes an expenditure by the taxpayer.

Citing Massachusetts Mutual Life Insurance Co. v. United States, 288 U.S. 269, the
court reiterated that cash basis taxpayers must consistently treat expenditures on a
cash basis and cannot mix cash and accrual methods.

The settlement agreement in 1941 was deemed merely a basis for future payment,
not payment itself. The garnishment proceedings were not discontinued until 1942,
meaning “it can not be said that everything necessary for the payment of the money
was completed in 1941 or that such amount was placed completely at the disposal of
the trustee in that year.”

The court concluded, “Here, the amount in dispute was not subject to the creditor’s
unfettered demand in 1941. Something remained to be done before he was entitled
to receive the money, namely, the discontinuance of the garnishment proceedings.
Since this was not done until 1942, there was no constructive receipt of the $4,000
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in 1941.”

Therefore, actual payment in cash in 1942, not the 1941 agreement or garnishment,
determined the year of deduction.

Practical Implications

This case reinforces the fundamental principle of cash basis accounting: deductions
are generally taken in the year of actual cash disbursement. It clarifies that merely
reaching a settlement or having funds restricted (like in a garnishment) does not
constitute payment for a cash basis taxpayer.

For legal practitioners, this case serves as a reminder that for cash basis clients
seeking deductions, it is crucial to ensure actual payment occurs within the desired
tax year. Agreements to pay, even if legally binding, are insufficient for deduction
purposes until the cash changes hands or is unequivocally available to the creditor.

This ruling highlights that “constructive payment” is a very narrow exception, not
easily  invoked  by  cash  basis  taxpayers  seeking  to  accelerate  deductions.  The
creditor must have unfettered access to the funds in the tax year for constructive
payment to apply.  Pending legal  procedures,  like the release of  a garnishment,
prevent a finding of constructive payment.

Later  cases  applying  this  principle  often  involve  disputes  over  the  timing  of
payments made near year-end or situations where control over funds is restricted.
This case remains relevant in tax law for illustrating the strict application of the
cash basis method and the limited scope of the constructive payment doctrine in
deduction timing.


