Date (month, day, year)

TAX FILE MEMORANDUM

FROM: 
xxxxxxxxx

SUBJECT:  AccWare Taxpayer


        Issue: Treatment of bad debts

Today I spoke with Annie, sole shareholder of AccWare, in regards to her request of tax assistance.  She wishes to know if she can deduct debt experienced by AccWare on the federal tax return.

FACTS:

AccWare sells accounting software to small businesses and records these transactions using the accrual method of accounting. Three years ago, a customer purchased $10,000 of merchandise on credit from AccWare, but never paid this obligation.  During the first 120 days after the sale, AccWare made efforts to collect the amount, but was unsuccessful.  These attempts include multiple billings, phone calls, and a visit to the customer’s billing address through which AccWare learned that the company was no longer located at the phone number and address they had on file.  During the two and one half years since then, AccWare has made no other efforts to collect and has not received payment.

ISSUES:

Can this debt be deducted on a federal tax return?  Is the debt incurred by AccWare a business bad debt or non-business bad debt?  Is AccWare able to prove that this debt has become worthless?  If so, when can the debt be deducted? If not, what other steps can AccWare to make the debt deductible?

ANALYSIS

Section 166(a) provides the general rule that a deduction is allowed within the taxable year for debt that is wholly or partly worthless.   This rule, however, does not apply to any debt that is characterized as a non-business bad debt (Section 166(d)(1)(A)). The first issue, therefore, that needs to be examined is how to classify the debt incurred by AccWare.  As an uncollectible accounts receivable, it is clearly seen that this debt resulted from AccWare’s business operations.  Along with this, the debt fails to meet the non-business specifications outlined in Section 166(2). Therefore this is a business bad debt that can be deducted on the federal income tax return if other provisions are met.

One specification is Section 166(a)(1) which requires that a bad debt deduction for accounts receivable to be taken only if the amount owed was included in gross income for the year the deduction is claimed or for a prior year. Because AccWare uses the accrual method of accounting, the accounts receivable was included in gross income in the year the customer made the purchase, which was three years ago.

A more complex provision of the code is the requirement of worthlessness before a debt can be deducted.  Debt becomes worthless when there is no longer any chance that the amount owed will be paid.  The code does not provide a standard test for determining worthlessness, but multiple court decisions have placed the burden on the taxpayer to show that reasonable steps have been taken to collect the debt. The facts and circumstances are examined on a case-by-case basis.  For instance in the case, Sheldon R. Milenbach, 106 T.C. 184 (1996), the taxpayer was denied a deduction because the “subjective opinion of Birren alone that Speck's debt was uncollectible is insufficient to prove worthlessness.”  Unlike Birren, AccWare is relying on more than a subjective opinion in determining this debt as worthless.  The billings, phone calls, and visit were distinct efforts on the part of AccWare to collect the debt.

Additionally, “It is generally accepted that the year of worthlessness is to be fixed by identifiable events which reasonably justify abandonment of any hope of recovery” Robert M. Miller, T.C. Memo. 1984-423.  The opinion provided in this case was that the “Petitioner has not shown that he had abandoned hope of recovery in 1977. He had begun to "look to the lawyers" to help him in October 1977.”  In contrast, AccWare took reasonable steps to collect the debt, which would justify abandonment of any hope of recovery.   It has been two years since the last attempt was made to collect payment, which is an indicator that AccWare has no hope of recovery.

It may be argued that AccWare could have taken further steps by sending out a collection agency that would provide necessary grounds for legal action.  Section 1.166-2(b) of the Income Tax Regulations, however, provides: 

(b) Legal action is not required. Where the surrounding circumstances indicate that a debt is worthless and uncollectible and that legal action to enforce payment would in all probability not result in the satisfaction execution on a judgment, a showing of these facts will be sufficient evidence of the worthlessness of the debt for purposes of the deduction under section 166.

During investigation, Accware found that the customer’s phone was disconnected with no other number available along with the returned bill that stated, “Addresse moved. No forwarding address.”  This suggests that any legal action on behalf of AccWare would be fruitless being that the customer appeared to no longer exist.  If there was a chance that the customer moved locations, it seems reasonable to expect that a new phone number and address would be provided.  For this reason, AccWare did not have to take legal action to prove this debt worthless.  

The factors discussed above prove that AccWare’s debt was in fact worthless two and one half years ago after steps were taken to collect the debt.  With proven worthlessness of the debt, the next issue to resolve is when the debt can be deducted.  Timing of the debt is dependent upon the tax year that debt actually becomes worthless.  Section 166 of the code provides that the deduction needs to be taken in the tax year that the debt became totally worthless.  AccWare, therefore, could have deducted the debt two years ago when the original tax return was due, but because the company failed to do so, special rules apply.

Since it is now three years after AccWare’s customer made the purchase and two years since the original tax return was due, the code specifies how to handle the deduction of this debt.  Section 6511 of the code specifies that a taxpayer who failed to deduct bad debt on an original return for the year it became worthless, can file for a claim for a tax credit or refund.  Since AccWare’s debt is totally worthless, the corporation needs to file its claim by the later of the following dates: seven years from the date the original return was due or two years from the date that the tax was paid (Section 6511(d)(1)(A)).  AccWare therefore has five years (seven years total minus two years that have passed since the original return was due) from today to file for a credit for refund.

To ensure the deductibility of AccWare’s debt, the special rules for computing an S corporations taxable income that are provided in Section 1363 of the Internal Revenue Code need to be examined.  More specifically, Section 1363(b)(2) provides that there are certain deductions that an S corporation is not entitled to take.  These deductions, listed in Section 703(a)(2), however, do not include bad debts.  Therefore, this part of the code does not deny S corporations bad debt deductions.

CONCLUSION:


Two and one half years ago AccWare incurred a wholly worthless business bad debt.   As specified by the code, this debt can be deducted on the federal income tax return in the year that the debt became wholly worthless.  Since the deduction could have been taken two years ago on the original tax return, AccWare has a remaining five years to file for a tax credit or refund for this debt. 

