47 B.T.A. 166 (1942)

A taxpayer using the accrual method must report income when the right to receive it
becomes fixed, even if there’s a possibility of renegotiation, unless the renegotiation
liability is fixed and reasonably estimable.

Summary

S.A. Camp Gin Co. (petitioner), an accrual-basis taxpayer, received credit
memoranda from Pacific, a cooperative association, representing commissions on
sales. The Commissioner argued that these amounts were taxable when received.
The petitioner contended that taxation should occur when Pacific paid the amounts
or, alternatively, when renegotiation of Pacific’s profits was barred by the statute of
limitations. The Board of Tax Appeals held that the income accrued and was taxable
to the petitioner in the years when the credit memoranda were issued because the
right to receive the income was fixed, and the possibility of renegotiation was too
uncertain to create a deductible liability.

Facts

S.A. Camp Gin Co. operated on the accrual method of accounting. Pacific, a
cooperative association, sold products for its stockholder members, including the
petitioner, on a commission basis. Pacific issued credit memoranda to the petitioner,
representing commissions earned. The amounts represented by the credit
memoranda were fixed and credited to the petitioner on Pacific’s books. There was a
possibility that Pacific’s profits might be subject to renegotiation with the
government, which could affect the commissions ultimately paid to the petitioner.
Pacific did not set up any liability for potential renegotiation on its books and was
protesting any such liability.

Procedural History

The Commissioner determined that the amounts represented by the credit
memoranda were taxable to the petitioner in the years they were issued. The
petitioner contested this determination, arguing for taxation in later years. The
Board of Tax Appeals reviewed the Commissioner’s determination.

Issue(s)

1. Whether amounts represented by credit memoranda issued to a taxpayer on
the accrual basis are taxable in the year the memoranda are received, or in the
year the amounts are paid?

2. Alternatively, whether such amounts are taxable when renegotiation of the
payer’s profits becomes barred by the statute of limitations?

Holding
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1. Yes, because a taxpayer on the accrual basis must report income when the
right to receive it becomes fixed, and in this case, that right became fixed
when the credit memoranda were issued.

2. No, because the mere possibility of renegotiation did not give rise to a fixed
liability that could be accrued; the amount was too uncertain.

Court’s Reasoning

The court relied on the principle that an accrual-basis taxpayer must report income
when the right to receive it becomes fixed, citing Spring City Foundry Co. v.
Commissioner, 292 U.S. 182. The court further explained that income accrues when
there arises a fixed or unconditional right to receive it, with a reasonable
expectation of conversion to money. In this case, the petitioner had earned the
income, which was credited on Pacific’s books. While renegotiation was a possibility,
it didn’t create a fixed liability because the amount of excessive profits that might be
claimed was not reasonably ascertainable. The court distinguished this situation
from cases where the contingency affects the right to the income itself, rather than
just the timing of receipt, citing United States v. Safety Gar Heating & Lighting Co.,
297 U.S. 88. The court emphasized that cooperative associations are generally not
taxed on patronage dividends or rebates returned to stockholder members because
such amounts are considered the property of the members. The court also noted that
the question of constructive receipt was not relevant, as the petitioner was on the
accrual basis, not the cash basis.

The court quoted Liebes & Co. v. Commissioner, 90 Fed. (2d) 932, stating that
“income accrues to a taxpayer, when there arises to him a fixed or unconditional
right to receive it, if there is a reasonable expectancy that the right will be
converted into money or its equivalent.”

Practical Implications

This case clarifies that the mere possibility of renegotiation of a payer’s profits does
not defer income recognition for an accrual-basis taxpayer. To defer income, there
must be a fixed and determinable liability arising from the renegotiation process. It
highlights the importance of distinguishing between uncertainties about the
*amount* of income versus uncertainties about the *right* to the income. This
decision impacts how businesses account for income when there are potential claims
or adjustments that could affect the ultimate amount received. Later cases applying
this ruling would likely focus on whether the contingency is sufficiently definite to
create a deductible liability or is merely a speculative possibility. Cases involving
government contracts often consider this principle. This also influences how
auditors assess the reasonableness of accruals for potential liabilities.
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