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12 T.C. 780 (1949)

A taxpayer on the accrual basis must recognize income when there is a reasonable
probability  of  payment,  even if  ultimate collection is  not  assured,  and may not
deduct an addition to a bad debt reserve unless the debt is proven to be worthless.

Summary

New York Water Service Corporation (NYWSC), an accrual basis taxpayer, sought to
deduct $475,000 as an addition to its bad debt reserve for 1941, covering an open
loan account with its subsidiary, South Bay Consolidated Water Co. NYWSC also
contested the Commissioner’s inclusion of unpaid interest from South Bay in its
income for 1941-1943. The Tax Court held that NYWSC was not entitled to the bad
debt deduction because the debt was not worthless, and that NYWSC must accrue
and include the  unpaid  interest  in  its  income because there  was a  reasonable
probability of its payment.

Facts

NYWSC, a water utility, controlled South Bay, another water utility, through stock
ownership  and  interlocking  directorates.  NYWSC made  continuous  advances  to
South Bay to cover interest payments on South Bay’s bonds. NYWSC carried these
advances as an open loan account. South Bay’s financial condition deteriorated.
NYWSC claimed a bad debt deduction for the open loan account and did not accrue
interest  income  from  South  Bay.  The  Commissioner  disallowed  the  bad  debt
deduction and included the accrued interest in NYWSC’s income.

Procedural History

NYWSC filed a claim for refund for 1941 tax payments based on the bad debt
deduction, which was disallowed by the Commissioner. NYWSC then petitioned the
Tax Court for a redetermination of deficiencies for 1941, 1942, and 1943. The Tax
Court ruled in favor of the Commissioner, upholding the disallowance of the bad
debt deduction and the inclusion of accrued interest income.

Issue(s)

1. Whether NYWSC was entitled to deduct $475,000 as an addition to its reserve for
bad debts in 1941.

2. Whether NYWSC was required to accrue and report as income for the years 1941,
1942, and 1943 unpaid interest due on its open loan account with South Bay.

Holding

1. No, because the open account indebtedness of South Bay to NYWSC was not
worthless at the close of 1941.
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2. Yes, because there was a reasonable probability that the unpaid interest would be
paid at the times the right to receive those sums arose.

Court’s Reasoning

The court reasoned that the Commissioner’s discretion in allowing additions to bad
debt reserves should not be overridden unless it is capricious or arbitrary. The court
found that South Bay, despite financial difficulties, remained a going concern with
expanding facilities and increasing operating revenue. Repayments on the loans
after 1936, including $161,900 in 1941, indicated collectibility. NYWSC continued to
loan money to South Bay, further undermining the claim of worthlessness. The court
noted that NYWSC had control over South Bay’s board and could have enforced
collection. The court said, “Mere doubtfulness did not make the debt worthless,
while reasonable probability of collection remained.” Regarding the interest income,
the court stated, “If the facts indicate that there was a reasonable expectancy of
receipt of the interest involved or that the petitioner would probably be able to
collect such interest, then the full amount should have been accrued on its books
and reported as taxable income.” The court concluded that NYWSC failed to prove
there was no reasonable probability that the interest would be paid.

Practical Implications

This case underscores the importance of the “reasonable probability of payment”
standard for accrual basis taxpayers. It emphasizes that a mere possibility of non-
payment does not justify failing to accrue income. Taxpayers must present strong
evidence of worthlessness to justify a bad debt deduction. The court also considers
the actions of the parties; continued lending and failure to take collection actions
undermined the taxpayer’s position. Later cases have cited this ruling to reinforce
the principle that accrual of income is required when a reasonable expectation of
payment exists, even if the debtor faces financial challenges. This case is instructive
for  businesses dealing with related entities  and highlights  the need for  careful
documentation to support bad debt deductions.


