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Southwestern Energy Company and Subsidiaries v. Commissioner of Internal
Revenue, 100 T. C. 500 (1993)

A utility’s obligation to adjust future rates due to overrecoveries does not constitute
a deductible expense, and interest on convertible debentures cannot be accrued and
deducted if contingent upon non-conversion.

Summary

In Southwestern Energy Co. v. Commissioner, the Tax Court addressed whether a
public utility could deduct overrecoveries of gas costs as expenses and whether
interest on convertible debentures could be accrued for tax purposes. The utility
used a cost of gas adjustment (CGA) mechanism, which resulted in overrecoveries
that were reflected in future rate adjustments rather than direct refunds. The Court
ruled that such overrecoveries did not constitute deductible expenses but rather
adjustments  to  future  income.  Additionally,  the  Court  held  that  interest  on
convertible debentures could not be accrued at year-end if the obligation to pay was
contingent on the debentures not being converted before the interest record date.

Facts

Arkansas  Western  Gas  Company  (AWG),  a  subsidiary  of  Southwestern  Energy
Company, operated under a cost of gas adjustment (CGA) clause approved by the
Arkansas Public Service Commission. The CGA allowed AWG to adjust its tariff rates
to  reflect  changes  in  gas  purchase  costs,  leading  to  overrecoveries  or
underrecoveries of costs. In 1986, AWG had a net overrecovery of $369,599, which
was reflected as a credit in its deferred gas purchase account. For federal income
tax purposes, AWG sought to deduct this overrecovery as an expense. Additionally,
Southwestern  Energy  issued  convertible  debentures  with  interest  payable
semiannually,  but  the  interest  was  contingent  on  the  debentures  not  being
converted into stock before the interest record date. The company attempted to
accrue and deduct interest for the period from September 15 to December 31 of
1985 and 1986.

Procedural History

The  Commissioner  of  Internal  Revenue  disallowed  the  deductions  for  the
overrecovery and the interest on convertible debentures, leading to a deficiency
notice. Southwestern Energy and its subsidiaries challenged these disallowances in
the U. S. Tax Court, which upheld the Commissioner’s determination.

Issue(s)

1. Whether the obligation to adjust future rates due to overrecoveries of gas costs in
1986 constitutes a deductible expense under Section 162 of the Internal Revenue
Code.
2. Whether interest on convertible debentures can be accrued and deducted for the
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period  from September  15  to  December  31  of  1985 and 1986,  given  that  the
obligation  to  pay  such  interest  is  contingent  upon  the  debentures  not  being
converted before the interest record date.

Holding

1.  No,  because  the  overrecovery  did  not  represent  an  expense  but  rather  an
adjustment to future income that did not involve a current or future outlay of funds.
2. No, because the liability to pay the interest had not accrued as of December 31 of
each year, as it was contingent on the debentures not being converted before the
following March 1.

Court’s Reasoning

The Court reasoned that the overrecovery was not a deductible expense because it
was not an outlay of funds but rather a mechanism to adjust future rates. The Court
relied on Roanoke Gas Co. v. United States, which held that similar overrecoveries
were not deductible expenses but adjustments to future income. For the interest on
convertible debentures, the Court followed Scott Paper Co. v. Commissioner, ruling
that the interest could not be accrued because the obligation to pay was contingent
on the debentures not being converted before the interest record date. The Court
emphasized the all-events test, requiring that the liability must be unconditionally
fixed to be deductible.

Practical Implications

This decision clarifies that utilities cannot deduct overrecoveries as expenses when
they are merely adjustments to future rates, impacting how utilities account for such
overrecoveries for tax purposes. It  also affects the tax treatment of interest on
convertible  debentures,  requiring  that  such  interest  cannot  be  accrued  and
deducted if its payment is contingent on non-conversion. This ruling may influence
how companies structure their debt instruments and how they account for potential
liabilities. Subsequent cases like Roanoke Gas Co. and Iowa Southern Utilities Co.
have reinforced these principles, guiding future interpretations of similar tax issues.


