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33 T.C. 127 (1959)

Under the accrual method of accounting, income is taxable when the right to receive
it becomes fixed and unconditional, regardless of when payment is received.

Summary

The U.S. Tax Court held that Streight Radio and Television, Inc., an accrual basis
taxpayer, must include in its gross income for the taxable year the amounts received
from customers for service contracts, even though the services under the contracts
extended into the following year. The court reasoned that the taxpayer’s right to the
income became fixed and unconditional upon entering into the service contracts.
Additionally, the court denied the taxpayer’s deduction for an addition to a reserve
for bad debts because the taxpayer had effectively deducted bad debts through a
reduction in sales figures and had not obtained permission from the Commissioner
to change its method of accounting for bad debts.

Facts

Streight Radio and Television, Inc. (the taxpayer) sold television sets and offered
service contracts. The service contracts covered labor, materials, and parts for one
year. The taxpayer used the accrual method of accounting. It attempted to defer the
income from the service contracts proportionately over the contract period. The
Commissioner of Internal Revenue determined that the full amount of the service
contract income was includible in the taxable year in which the contracts were sold.
The taxpayer also established a reserve for bad debts, deducting an addition to this
reserve. The Commissioner disallowed this deduction as well.

Procedural History

The Commissioner of Internal Revenue issued a deficiency notice to Streight Radio
and Television, Inc. The taxpayer petitioned the U.S. Tax Court, challenging the
Commissioner’s determinations regarding the inclusion of service contract income
and the denial  of  the bad debt deduction.  The Tax Court ruled in favor of  the
Commissioner.

Issue(s)

1. Whether the taxpayer could exclude from gross income for the fiscal year the
amount deferred as unearned income from the service contracts.

2. Whether the taxpayer was entitled to a bad debt deduction for the fiscal year.

Holding

1. No, because the taxpayer’s right to the income became fixed and unconditional
upon entering into the service contracts.
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2. No, because the taxpayer had already effectively deducted bad debts through a
reduction in sales figures and had not obtained permission from the Commissioner
to change its method of accounting.

Court’s Reasoning

The court applied the accrual method of accounting, which dictates that income is
recognized when the right to receive it is fixed, not necessarily when payment is
received.  The court  found that  the taxpayer’s  right  to  receive payment for  the
service contracts was substantially fixed and unconditional when the contracts were
entered into. The court stated, “If at that time…petitioner’s right to the contract
amount was substantially fixed and determined, such amount was then properly
accruable, and present or later receipt is immaterial.” The court distinguished this
situation from cases where the right to receive income was contingent. The court
emphasized that the taxpayer had not proven that the deferral method it used bore
any significant relation to the services to be performed, and it had not proven the
amount of its estimated costs. The court deferred to the Commissioner’s discretion,
finding no abuse of it. The court also held that the taxpayer was not entitled to a
deduction for estimated costs of performing future services because the liability was
largely contingent and the amount was not reasonably ascertainable.

Regarding the bad debt deduction, the court found that the taxpayer had, in effect,
deducted bad debts by reducing its recorded sales by the amount of uncollectible
debts. The court found that, by this practice, the taxpayer was subject to the rule
requiring permission to change to the reserve method of deducting bad debts. Since
no such permission had been requested or received, the deduction was denied. The
court further noted the general rule, that direct bad debt deductions and additions
to a bad debt reserve are mutually exclusive, finding no reason to depart from that
rule in this case.

Practical Implications

This case underscores the importance of the accrual method and the “claim of right”
doctrine in tax accounting. It demonstrates that income can be taxed even if not yet
“earned” in a strict accounting sense, as long as the right to it is established. The
decision is a reminder that, under the accrual method, a taxpayer’s right to receive
income is often the key factor, not the timing of actual performance. The ruling
regarding bad debt deductions reinforces the need for taxpayers to consistently
follow  approved  accounting  methods  and  obtain  necessary  permission  before
making changes. Businesses that provide services under contracts extending beyond
the tax year should carefully consider this ruling when determining when to report
income.


