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6 T.C. 96 (1946)

A balance in a reserve for bad debts, built up by additions which offset taxable
income, is properly restored to income in the year the need for maintaining the
reserve ceases.

Summary

Geyer,  Cornell  &  Newell,  Inc.  (GCN)  and  The  Geyer  Co.  (Geyer)  contested
deficiencies assessed by the Commissioner of Internal Revenue. The central issue
was the Commissioner’s addition to income of $48,942.88, representing a reserve
for bad debts previously deducted by Geyer. GCN also argued that income from
advertising Nash automobiles constituted a class of abnormal income attributable to
other years under Section 721 of the Internal Revenue Code. The Tax Court held
that the bad debt reserve should have been restored to income before 1940, and
that  the income from the Nash account,  while  technically  “abnormal,”  was not
attributable to other years under the relevant regulations.

Facts

Geyer, an advertising agency, sold its business to GCN in 1935 but retained certain
assets,  including  receivables.  Geyer  used  the  reserve  method  for  bad  debts,
deducting additions to the reserve on its tax returns. By the end of 1933, the reserve
was $49,093.52. Geyer ceased operating as an advertising agency after July 1, 1935,
and all accounts receivable were paid by the end of 1935, except for a small account
closed in 1938. In 1940, Geyer transferred all assets to GCN and dissolved. GCN
continued the Nash automobile advertising account, which experienced growth.

Procedural History

The Commissioner determined deficiencies against Geyer and GCN, including the
addition of the bad debt reserve to income and the disallowance of a deduction for
abnormal income. Geyer, along with individual transferees, and GCN, petitioned the
Tax Court for review.

Issue(s)

1. Whether the Commissioner properly included $48,942.88, representing Geyer’s
reserve for bad debts, in Geyer’s income for 1940.

2. Whether GCN was entitled to a deduction of $65,742.57, representing abnormal
income attributable to other years, in computing its excess profits tax.

Holding

1. No, because the need for the reserve ceased prior to 1940.
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2.  No,  because,  even assuming the Nash automobile  advertising income was a
separate class of abnormal income, no part of it was attributable to other years
under Section 721(b) and the applicable regulations.

Court’s Reasoning

Regarding the bad debt reserve, the court reasoned that reserves are accounting
entries  that  offset  assets,  and  a  bad  debt  reserve  loses  its  purpose  when the
underlying receivables are collected. Quoting prior cases, the court emphasized that
any remaining balance should be restored to income in the year the need for the
reserve ceases. The court found that the need for Geyer’s reserve ended well before
1940, as Geyer ceased its advertising business in 1935 and collected nearly all
receivables by then. The court dismissed the argument that the reserve was needed
to  cover  Geyer’s  guarantee  of  GCN’s  liabilities,  stating  that  such a  contingent
reserve is not recognized for federal income tax purposes.

Regarding the abnormal income issue, the court acknowledged that GCN’s income
from Nash automobile advertising technically met the definition of abnormal income
under  Section  721(a)(1).  However,  Section  721(b)  requires  that  the  income be
attributable to other years under regulations prescribed by the Commissioner. The
court  cited  Regulation  109,  art.  30.721-3,  which  states  that  income should  be
attributed to other years based on the events in which the income had its origin, but
not  if  the  income  increase  is  due  to  increased  demand  or  improved  business
conditions. The court concluded that GCN’s increased income was due to these
factors,  and thus,  no  deduction was  warranted.  The court  also  rejected GCN’s
argument for shifting income between years based on advertising expenditures,
finding that the regulations did not support such a shift and that it would lead to
distortions of income.

Practical Implications

This case clarifies the timing of  when a bad debt reserve must be restored to
income. It  emphasizes that the restoration should occur when the need for the
reserve actually ceases, not necessarily when the company is formally dissolved or
liquidated. The decision also illustrates the narrow interpretation of Section 721’s
abnormal  income provisions.  Even if  income technically  meets  the definition of
“abnormal,”  a  deduction  will  only  be  allowed  if  the  income  is  demonstrably
attributable to activities or events in other tax years, and not simply to increased
demand  or  better  business  conditions.  This  case  highlights  the  importance  of
carefully  documenting the reasons for  maintaining a  bad debt  reserve and the
specific events that gave rise to any claims for abnormal income relief.


