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that in 1986 X has gross receipts of $15 mil-
lion. For taxable year 1987, this section ap-
plies to X because in 1986, the period during
which X was in existence, X has average an-
nual gross receipts of more than $5 million.

Example (2). Y, a calendar year C corpora-
tion that is not a qualified personal service
corporation, has gross receipts of $10 million,
$9 million, and $4 million for taxable years
1984, 1985, and 1986, respectively. In taxable
year 1986, X has average annual gross re-
ceipts for the 3-taxable-year period ending
with 1986 of $7.67 million ($10 million + 9 mil-
lion + 4 million +3). Thus, for taxable year
1987, this section applies and Y must change
from the cash method for such year.

Example (3). Z, a C corporation which is not
a qualified personal service corporation, has
a 5% partnership interest in ZAB partner-
ship, a calendar year cash method taxpayer.
All other partners of ZAB partnership are in-
dividuals. Z corporation has average annual
gross receipts of $100,000 for the 3-taxable-
year period ending with 1986 (i.e., 1984, 1985
and 1986). The ZAB partnership has average
annual gross receipts of $ million for the
same 3-taxable-year period. Since ZAB fails
to meet the $5,000,000 gross receipts test for
1986, this section applies to ZAB for its tax-
able year beginning January 1, 1987. Accord-
ingly, ZAB must change from the cash meth-
od for its 1987 taxable year. The gross re-
ceipts of Z corporation are not relevant in
determining whether ZAB is subject to this
section.

Example (4). The facts are the same as in
example (3), except that during the 1987 tax-
able year of ZAB, the Z corporation transfers
its partnership interest in ZAB to an indi-
vidual. Under paragraph (a)(1) of this sec-
tion, ZAB is treated as a partnership with a
C corporation as a partner. Thus, this sec-
tion requires ZAB to change from the cash
method effective for its taxable year 1987. If
ZAB later desires to change its method of ac-
counting to the cash method for its taxable
year beginning January 1, 1988 (or later),
ZAB must comply with all requirements of
law, including sections 446(b), 446(e), and 481,
to effect the change.

Example (5). X, a C corporation that is not
a qualified personal service corporation, was
formed on January 1, 1986, in a transaction
described in section 351. In the transaction,
A, an individual, contributed all of the assets
and liabilities of B, a trade or business, to X,
in return for the receipt of all the out-
standing stock of X. Assume that in 1986 X
has gross receipts of $4 million. In 1984 and
1985, the gross receipts of B, the trade or
business, were $10 million and $7 million re-
spectively. The gross receipts test is applied
for the period during which X and its prede-
cessor trade or business were in existence. X
has average annual gross receipts for the 3-
taxable-year period ending with 1986 of $7
million ($10 million + $7 million + $4 mil-
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lion+3). Thus, for taxable year 1987, this sec-
tion applies and X must change from the
cash method for such year.

[T.D. 8143, 52 FR 22766, June 16, 1987, as
amended by T.D. 8329, 56 FR 485, Jan. 7, 1991;
T.D. 8514, 58 FR 68299, Dec. 27, 1993]

§1.448-2T Nonaccrual of certain
amounts by service providers (tem-
porary).

(a) In general. This section applies to
taxpayers qualified to use a non-
accrual-experience method of account-
ing provided for in section 448(d)(5)
with respect to amounts to be received
for the performance of services. Except
as otherwise provided in this section, a
taxpayer is qualified to use a non-
accrual-experience method of account-
ing if the taxpayer uses an accrual
method of accounting with respect to
amounts to be received for the per-
formance of services by the taxpayer
and either—

(1) The services are in fields referred
to in section 448(d)(2)(A) and as de-
scribed in §1.448-1T(e)(4) (i.e., health,
law, engineering, architecture, ac-
counting, actuarial science, performing
arts, or consulting); or

(2) The taxpayer meets the $5 million
annual gross receipts test of section
448(c) and §1.448-1T(f)(2) for all prior
taxable years.

(b) Nonaccrual-experience  method;
treatment as method of accounting. Any
taxpayer who satisfies the require-
ments of this section is not required to
accrue any portion of amounts to be re-
ceived from the performance of serv-
ices that, on the basis of such person’s
experience, and to the extent deter-
mined under the computation or for-
mula used by the taxpayer and allowed
under this section, will not be col-
lected. This nonaccrual of amounts to
be received for the performance of serv-
ices shall be treated as a method of ac-
counting under the Code (a nonaccrual-
experience method).

(c) Method not available if interest
charged on amounts due. A nonaccrual-
experience method of accounting may
not be used with respect to amounts
due for which interest is required to be
paid or for which there is any penalty
for failure to timely pay any amounts
due. For this purpose, the taxpayer will
be treated as charging interest or pen-
alties for late payment if the contract
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or agreement expressly provides for the
charging of interest or penalties for
late payment, regardless of the prac-
tice of the parties. If the contract or
agreement does not expressly provide
for the charging of interest or penalties
for late payment, the determination of
whether the taxpayer charges interest
or penalties for late payment will be
made based on all of the facts and cir-
cumstances of the transaction, and not
merely on the characterization by the
parties or the treatment of the trans-
action under state or local law. How-
ever, the offering of a discount for
early payment of an amount due will
not be regarded as the charging of in-
terest or penalties for late payment
under this section, if—

(1) The full amount due is otherwise
accrued as gross income by the tax-
payer at the time the services are pro-
vided; and

(2) The discount for early payment is
treated as an adjustment to gross in-
come in the year of payment, if pay-
ment is received within the time re-
quired for allowance of such discount.
See paragraph (f) Example 1 of this sec-
tion for an example of this rule.

(d) Method not available for certain re-
ceivables—(1) Amounts earned and recog-
nized through the performance of services.
A nonaccrual-experience method of ac-
counting may be used only with re-
spect to amounts earned by the tax-
payer and otherwise recognized in in-
come (an account receivable) through
the performance of services by such
taxpayer. For example, a nonaccrual-
experience method may not be used
with respect to amounts owed to the
taxpayer by reason of the taxpayer’s
activities with respect to lending
money, selling goods, or acquiring ac-
counts receivable or other rights to re-
ceive payment from other persons (in-
cluding persons related to the tax-
payer) regardless of whether those per-
sons earned such amounts through the
provision of services.

(2) Special rule. Except as otherwise
provided, for purposes of this section,
accounts receivable do not include
amounts that are not billed (e.g., for
charitable or pro bono services) or
amounts contractually not collectible
(e.g., amounts in excess of a fee sched-
ule agreed to by contract). See para-
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graph (f) Examples 2 and 3 of this sec-
tion for examples of this rule.

(e) Use of experience to estimate
uncollectible amounts—(1) In general. In
determining the portion of any amount
due which, on the basis of experience,
will not be collected, the taxpayer may
use one of four safe harbor nonaccrual-
experience methods of accounting pro-
vided in paragraphs (e)(2) through (e)(5)
of this section. Alternatively, the tax-
payer may use any other nonaccrual-
experience method (“alternative non-
accrual-experience method”) that clear-
ly reflects the taxpayer’s nonaccrual-
experience, subject to the requirements
of paragraph (e)(6) of this section. The
safe harbor  nonaccrual-experience
methods provided in paragraphs (e)(2)
through (e)(5) of this section will be
presumed to clearly reflect a tax-
payer’s nonaccrual-experience. For
purposes of determining a taxpayer’s
nonaccrual-experience under any meth-
od provided in this paragraph (e), ac-
counts receivable described in para-
graphs (c) and (d) of this section are
not taken into account. See paragraph
(g) of this section for procedures to ob-
tain automatic consent to change to
one of the safe harbor nonaccrual expe-
rience methods or to an alternative
nonaccrual-experience method.

(2) Safe harbor 1: Six-year moving aver-
age method—(i) General rule. A taxpayer
may use a nonaccrual experience meth-
od under which the taxpayer deter-
mines the uncollectible amount (six-
year moving average amount) by mul-
tiplying its accounts receivable bal-
ance at the end of the current year by
a percentage (six-year moving average
percentage). The six-year moving aver-
age percentage is computed by divid-
ing—

(A) The total bad debts (with respect
to accounts receivable) sustained
throughout the period consisting of the
taxable year and the five preceding
taxable years (or, with the approval of
the Commissioner, a shorter period),
adjusted for recoveries of bad debts
during such period; by

(B) The sum of the accounts receiv-
able earned throughout the entire six
(or fewer) taxable year period (i.e., the
total amount of sales resulting in ac-
counts receivable). See paragraph (f)
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Example 4 of this section for an exam-
ple of this method.

(ii) Period of less than six taxable years.
A period shorter than six taxable years
generally will be appropriate only if
the short period consists of consecutive
taxable years and there is a change in
the type of a substantial portion of the
outstanding accounts receivable such
that the risk of loss is substantially in-
creased. A decline in the general eco-
nomic conditions in the area, which
substantially increases the risk of loss,
is a relevant factor in determining
whether a shorter period is appro-
priate. However, approval to use a
shorter period will not be granted un-
less the taxpayer supplies specific evi-
dence that the accounts receivable out-
standing at the close of the taxable
years for the shorter period requested
are not comparable in nature and risk
to accounts receivable outstanding at
the close of the six taxable years. A
substantial increase in a taxpayer’s
bad debt experience is not, by itself,
sufficient to justify the use of a shorter
period. If approval is granted to use a
shorter period, the experience for the
excluded taxable years shall not be
used for any subsequent year. A re-
quest for approval to exclude the expe-
rience of a prior taxable year shall be
made in accordance with the applicable
procedures for requesting a letter rul-
ing and shall include a statement of
the reasons such experience should be
excluded. A request will not be consid-
ered unless it is sent to the Commis-
sioner at least 30 days before the close
of the first taxable year for which such
approval is requested.

(iii) Special rule for new taxpayers. In
the case of any current taxable year
that is preceded by less than 5 taxable
years, paragraph (e)(2)(i) of this section
shall be applied by using the experi-
ence of the current year and the actual
number of preceding taxable years.

(3) Safe harbor 2: Actual experience
method—(i) Option A: Three-year moving
average. A taxpayer may use a non-
accrual-experience method under
which the taxpayer determines the
uncollectible amount (actual non-
accrual-experience amount) by multi-
plying its year-end accounts receivable
balance by a percentage (three-year
moving average nonaccrual-experience
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percentage) reflecting its actual non-
accrual experience with respect to its
accounts receivable balance at the be-
ginning of the current taxable year and
the two immediately preceding taxable
years. Under this safe harbor method, a
taxpayer is allowed to increase its ac-
tual nonaccrual-experience amount by
5 percent (adjusted nonaccrual-experi-
ence amount). The taxpayer’s three-
year moving average nonaccrual-expe-
rience percentage, actual nonaccrual-
experience amount, and adjusted non-
accrual-experience amount are deter-
mined according to the following steps:

(A) STEP 1. Track the receivables in
the taxpayer’s accounts receivable bal-
ance at the beginning of the current
taxable year to determine the dollar
amount of the accounts receivable ac-
tually determined to be uncollectible
and charged off and not recovered or
determined to be collectible by the
date selected by the taxpayer (deter-
mination date) for the taxable year.
The determination date may not be
later than the earlier of the due date,
including extensions, for filing the tax-
payer’s federal income tax return for
that taxable year or the date on which
the taxpayer timely files such return
for that taxable year.

(B) STEP 2. Repeat STEP 1 for the
taxpayer’s accounts receivable balance
at the beginning of each of the two im-
mediately preceding taxable years.

(C) STEP 3. To determine the tax-
payer’s three-year moving average non-
accrual-experience percentage, divide
the sum of the net uncollectible
amounts from STEP 1 and STEP 2 by
the sum of the accounts receivable bal-
ance at the beginning of the current
taxable year and the accounts receiv-
able balance at the beginning of each
of the two preceding taxable years.

(D) STEP 4. Multiply the percentage
computed in STEP 3 by the taxpayer’s
accounts receivable balance at the end
of the current taxable year. The prod-
uct is the taxpayer’s actual non-
accrual-experience amount for the cur-
rent taxable year.

(E) STEP 5. To determine the tax-
payer’s adjusted nonaccrual-experience
amount, multiply the actual non-
accrual-experience amount from STEP
4 by 1.05. See paragraph (f) Example 5 of
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this section for an example of this
method.

(ii) Option B: Up to three-year moving
average. Alternatively, except as pro-
vided in paragraph (e)(3)(iii) of this sec-
tion, in computing its adjusted non-
accrual-experience amount described in
paragraph (e)(3)(i) of this section, a
taxpayer may use: its current year
nonaccrual-experience percentage for
the first taxable year this method is
used; a two-year moving average non-
accrual-experience percentage for the
second taxable year this method is
used; and a three-year moving average
nonaccrual-experience percentage for
the third, and each succeeding, taxable
year this method is used. See paragraph
(f) Examples 6, 7, and 8 of this section
for examples of this method.

(iii) Special rule for new taxpayers.
Any newly formed taxpayer that wants
to use the safe harbor nonaccrual-expe-
rience method of accounting described
in paragraph (e)(3)(ii) of this section in
its first taxable year and does not have
any accounts receivable upon forma-
tion will not be able to exclude any
portion of its year-end accounts receiv-
able from income for its first taxable
year because the taxpayer does not
have any accounts receivable on the
first day of the taxable year to track.
Therefore, the taxpayer must begin
creating its three-year moving average
in its second taxable year by tracking
the accounts receivables as of the first
day of its second taxable year.

(4) Safe harbor 3: Modified Black Motor
method—(i) In general. A taxpayer may
use a nonaccrual-experience method
under which the taxpayer determines
the uncollectible amount (modified
Black Motor amount) by multiplying
its accounts receivable balance at the
end of the current taxable year by a
percentage (Black Motor moving aver-
age percentage), and then reducing the
resulting amount by the credit charges
(accounts receivable) generated and
written off during the current taxable
year. The Black Motor moving average
percentage is computed by dividing—

(A) The total bad debts sustained in
the current taxable year and the five
preceding taxable years (or, with the
approval of the Commissioner, a short-
er period), adjusted for recoveries of
bad debts during such period; by

98

26 CFR Ch. | (4-1-04 Edition)

(B) The sum of accounts receivable at
the end of the current taxable year and
the five preceding (or fewer) taxable
years. See paragraph (f) Example 10 of
this section for an example of this
method.

(ii) Period of less than six taxable years.
The rules of paragraph (e)(2)(ii) of this
section (regarding periods of less than
six taxable years) shall apply to tax-
payers using the Modified Black Motor
method.

(iii) Special rules for new taxpayers. In
the case of any current taxable year
that is preceded by less than 5 taxable
years, paragraph (e)(4)(i) of this section
shall be applied by using the experi-
ence of the current taxable year and
the actual number of preceding taxable
years.

(5) Safe harbor 4: Modified six-year
moving average method—(i) In general. A
taxpayer may use a nonaccrual-experi-
ence method under which the taxpayer
determines the uncollectible amount
(modified six-year moving average
amount) by multiplying its accounts
receivable balance at the end of the
current year by a percentage (modified
six-year moving average percentage).
The modified six-year moving average
percentage is computed by dividing—

(A) The total bad debts sustained in
the current taxable year and the five
preceding taxable years (or, with the
approval of the Commissioner, a short-
er period) other than the credit charges
(accounts receivable) that were written
off in the same taxable year they were
generated, adjusted for recoveries of
bad debts during such period; by

(B) The sum of accounts receivable at
the end of the current taxable year and
the five preceding (or fewer) taxable
years. See paragraph (f) Example 11 of
this section for an example of this
method.

(ii) Period of less than six taxable years.
The rules of paragraph (e)(2)(ii) of this
section (regarding periods of less than
six taxable years) shall apply to tax-
payers using the Modified six-year
moving average method.

(iii) Special rules for new taxpayers. In
the case of any current taxable year
that is preceded by less than 5 taxable
years, paragraph (e)(5)(i) of this section
shall be applied by using the experi-
ence of the current taxable year and
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the actual number of preceding taxable
years.

(6) Alternative nonaccrual-experience
method—(i) In general. A taxpayer may
use any alternative nonaccrual-experi-
ence method that clearly reflects the
taxpayer’s actual nonaccrual-experi-
ence, provided the taxpayer’s alter-
native nonaccrual-experience method
meets the self-test requirements de-
scribed in this paragraph (e)(6).

(ii) Self-testing. A taxpayer using, or
desiring to use, an alternative non-
accrual-experience method must “self-
test” its alternative nonaccrual-experi-
ence method for its first taxable year
ending after March 9, 2002, for which
the taxpayer uses, or desires to use,
that alternative nonaccrual-experience
method (first-year self-test), and every
three taxable years thereafter (three-
year self-test). Each self-test shall be
performed by comparing the non-
accrual-experience amount under the
taxpayer’s alternative nonaccrual-ex-
perience method (alternative non-
accrual-experience amount) with the
nonaccrual-experience amount that
would have resulted from use of one
safe harbor method described in para-
graph (e)(2), (e)(3), (e)(4), or (e)(5) of
this section selected by the taxpayer
for use in conducting the self test (safe
harbor comparison method), for the
test period.

(iii) Selection of safe harbor comparison
method—(A) First-year self-test. For pur-
poses of conducting the first-year self-
test required under paragraph (e)(6)(ii)
of this section, a taxpayer may self-
test its alternative nonaccrual-experi-
ence method against any safe harbor
method provided in paragraphs (e)(2)
through (e)(5) of this section. See para-
graph (f) Example 12 of this section for
an example of this rule.

(B) Three-year self-test. For purposes
of conducting any three-year self-test
required under paragraph (e)(6)(ii) of
this section, the taxpayer must self-
test its alternative nonaccrual-experi-
ence method against the same safe har-
bor comparison method used for the
immediately preceding self-test. For
purposes of the three-year self-test, the
cumulative nonaccrual-experience
amount for the safe harbor comparison
method is computed by using, for each
taxable year of the test period, the

99

§1.448-21

same safe harbor comparison method
used during the immediately preceding
self test (cumulative safe harbor non-
accrual-experience amount). See para-
graph (f) Example 13 of this section for
an example of this rule.

(C) Change of safe harbor comparison
method. (1) A taxpayer that wants to
change the safe harbor comparison
method it uses for purposes of the self-
testing requirement of paragraph
(e)(6)(ii) of this section may do so only
for the first taxable year following any
three-year self-test period and in ac-
cordance with this paragraph
(e)(6)(iii)(C). A change in the taxpayer’s
safe harbor comparison method is a
change in method of accounting to
which the procedures of sections 446
and 481, and the regulations there-
under, apply.

(2) For the taxable year a taxpayer
wishes to change its safe harbor com-
parison method, the taxpayer must
self-test its alternative nonaccrual-ex-
perience method against any safe har-
bor method provided in paragraphs
(e)(2) through (e)(5) of this section
other than the safe harbor comparison
method currently used by the taxpayer
and such self-test shall be conducted as
if such self-test was a first-year self-
test.

(3) If the self-test described in para-
graph (e)(6)(iii)(C)(2) of this section re-
sults in the taxpayer’s alternative non-
accrual-experience method clearly re-
flecting the taxpayer’s nonaccrual-ex-
perience as determined under para-
graph (e)(6)(iv) of this section, then the
taxpayer may change its safe harbor
comparison method in accordance with
the procedures under paragraph (g)(3)
of this section. Such change shall be
made on a cut-off basis and without
audit protection.

(4) If the self-test described in para-
graph (e)(6)(iii)(C)(2) of this section re-
sults in the taxpayer’s alternative non-
accrual-experience method not clearly
reflecting the taxpayer’s nonaccrual-
experience as determined under para-
graph (e)(6)(vi)(A) of this section, then
the taxpayer cannot use the safe har-
bor comparison method selected and
must either—

(i) Continue using its current safe
harbor comparison method; or
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(ii) Select another safe harbor com-
parison method, subject to the require-
ments of paragraphs (e)(6)(iii)(C)(2) and
(3) of this section.

(5) If a taxpayer meets the require-
ments of this paragraph (e)(6)(iii)(C) to
change its safe harbor comparison
method, the new safe harbor compari-
son method is not used for purposes of
conducting the three-year self-test re-
quired by paragraph (e)(6)(ii) of this
section for the taxable year imme-
diately preceding the taxable year the
taxpayer is permitted to change its
safe harbor comparison method. The
taxpayer’s former safe harbor compari-
son method is used for purposes of con-
ducting such three-year self-test and
for purposes of determining any recap-
ture amount under paragraph
(e)(6)(vi)(B) of this section.

(iv) Treated as clearly reflecting non-
accrual-experience. If the alternative
nonaccrual-experience amount for the
first-year self-test (or the cumulative
nonaccrual-experience amount for the
three-year self-test, as applicable) is
less than or equal to the nonaccrual-
experience amount determined under
paragraph (e)(6)(iii)(A) of this section
(first-year self-test) or the cumulative
safe harbor  nonaccrual-experience
amount determined under paragraph
(e)(6)(iii)(B) of this section (three-year
self-test), as applicable, for the test pe-
riod, then—

(A) The taxpayer’s alternative non-
accrual-experience method will be
treated as clearly reflecting its non-
accrual-experience for the test period;
and

(B) The taxpayer may continue to
use that alternative nonaccrual-experi-
ence method, subject to a requirement
to self-test again after three taxable
years.

(v) Contemporaneous documentation.
For purposes of paragraph (e)(6) of this
section, a taxpayer must document in
its books and records, in the taxable
year any first-year or three-year self-
test is performed, the safe harbor com-
parison method used to conduct the
self-test, including appropriate docu-
mentation and computations that re-
sulted in the determination that the
taxpayer’s alternative nonaccrual-ex-
perience method clearly reflected the
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taxpayer’s nonaccrual-experience for
the applicable test period.

(vi) Special rules for alternative non-
accrual-experience method. (A) First-year
self-test. If, as a result of the first-year
self-test requirement of paragraph
(e)(6)(ii) of this section, the alternative
nonaccrual-experience amount for the
test period is greater than the safe har-
bor nonaccrual-experience amount for
the test period, then—

(1) The taxpayer’s alternative non-
accrual-experience method will be
treated as not clearly reflecting its
nonaccrual-experience;

(2) The taxpayer will not be per-
mitted to use that alternative non-
accrual-experience method in such tax-
able year; and

(3) The taxpayer must change to (or
adopt) for such taxable year either—

(i) A safe harbor nonaccrual-experi-
ence method described in paragraphs
(e)(2) through (e)(5) of this section; or

(i) Another alternative nonaccrual-
experience method, subject to the first-
year self-test requirement of paragraph
(e)(6)(ii) of this section. See paragraph
(f) Example 14 of this section for an ex-
ample of this rule.

(B) Three-year self-test. If, as a result
of the three-year self-test requirement
of paragraph (e)(6)(ii) of this section,
the cumulative alternative nonaccrual-
experience amount for the test period
is greater than the cumulative safe
harbor nonaccrual-experience amount
for the test period, the taxpayer’s al-
ternative nonaccrual-experience
amount will be limited to the cumu-
lative safe harbor nonaccrual-experi-
ence amount for the test period. Any
excess of the taxpayer’s cumulative al-
ternative nonaccrual-experience
amount over the taxpayer’s cumulative
safe  harbor nonaccrual-experience
amount excluded from income during
the test period must be recaptured into
income in accordance with paragraph
(e)(6)(vii) of this section. The taxpayer
may continue to use its alternative
nonaccrual-experience method, subject
to the three-year self-test requirement
in paragraph (e)(6)(ii) of this section.
See paragraph (f) Example 15 of this sec-
tion for an example of this rule.

(vii) Recapture. Any amount required
to be recaptured pursuant to paragraph
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(e)(6)(vi)(B) of this section must be in-
cluded in income in the third taxable
year of the three-year self-test period.
See paragraph (f) Example 15 of this sec-
tion for an example of this rule.

(7) Special rules—(i) Application to spe-
cific accounts receivable. The non-
accrual-experience method shall be ap-
plied with respect to each account re-
ceivable of the taxpayer that is eligible
for such method. With respect to a par-
ticular account receivable, the tax-
payer will determine, in the manner
prescribed in paragraphs (e)(2) through
(e)(6) of this section (whichever ap-
plies), the amount of such account re-
ceivable that is not expected to be col-
lected. Such determination shall be
made only once with respect to each
account receivable, regardless of the
term of such receivable. The estimated
uncollectible amount shall not be rec-
ognized as gross income. Thus, the
amount recognized as gross income
shall be the amount that would other-
wise be recognized as gross income
with respect to the account receivable,
less the amount which is not expected
to be collected. A taxpayer that ex-
cludes an amount from income during
a taxable year as a result of the tax-
payer’s use of a nonaccrual-experience
method cannot deduct in any subse-
quent taxable year the amount ex-
cluded from income. Thus, the tax-
payer cannot deduct the excluded
amount in a subsequent taxable year in
which the taxpayer actually deter-
mines that the amount is uncollectible
and charges it off. If a taxpayer using
a nonaccrual-experience method deter-
mines that an amount that was not ex-
cluded from income is uncollectible
and should be charged off (e.g., a cal-
endar-year taxpayer determines on No-
vember 1st that an account receivable
that was originated on May 1st of the
same year is uncollectible and should
be charged off) the taxpayer may de-
duct the amount charged off when it is
charged off, but must include any sub-
sequent recoveries in income. The rea-
sonableness of a taxpayer’s determina-
tions that amounts are uncollectible
and should be charged off may be con-
sidered on examination. See paragraph
(f) Example 16 of this section for an ex-
ample of this rule.
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(ii) Charge-off. For purposes of this
section, amounts charged-off shall in-
clude only those amounts that would
otherwise be allowable under section
166(a).

(iii) Recoveries. Regardless of the non-
accrual-experience method of account-
ing used by a taxpayer under this sec-
tion, the taxpayer must take into ac-
count recoveries of amounts previously
charged off. If, in a subsequent taxable
year, a taxpayer recovers an amount
previously excluded from income under
a nonaccrual-experience method or
charged off, the taxpayer must include
the recovered amount in income in
that subsequent taxable year. See para-
graph (f) Example 17 of this section for
an example of this rule.

(iv) Application of nonaccrual-experi-
ence method. The rules of section
448(d)(5) and the regulations thereunder
shall be applied separately to each tax-
payer. For purposes of section 448(d)(5),
the term “taxpayer” has the same
meaning as the term “person” defined
in section 7701(a)(1) (rather than the
meaning of the term “taxpayer” defined
in section 7701(a)(14)).

(v) Record keeping requirements. (A) A
taxpayer using a nonaccrual-experi-
ence method shall keep such books and
records as are sufficient to establish
the amount of any exclusion from gross
income under section 448(d)(5) for the
taxable year, including books and
records demonstrating—

(1) The nature of the taxpayer’s non-
accrual-experience method;

(2) Whether, for any particular tax-
able year, the taxpayer qualifies to use
its nonaccrual-experience method (in-
cluding the self-testing requirements
of paragraph (e)(6)(ii) of this section (if
applicable));

(3) The taxpayer’s determination
that amounts are uncollectible; and

(4) The proper amount that is exclud-
able under the taxpayer’s nonaccrual-
experience method.

(B) A taxpayer that does not main-
tain records of the data that are suffi-
cient to establish the amount of any
exclusion from gross income under sec-
tion 448(d)(5) for the taxable year may
be subject to being changed by the IRS
on examination to the specific charge-
off method. See §1.6001-1 for rules re-
garding records.
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(f) Examples. The following examples
illustrate the provisions of this sec-
tion. In each example, the taxpayer
uses a calendar year for federal income
tax purposes and an accrual method of
accounting, does not require the pay-
ment of interest or penalties with re-
spect to past due accounts receivable
and, in the case of Examples 5 through
8 and 12 through 15, selects an appro-
priate determination date for each tax-
able year.

Example 1. Charging interest and/or penalties.
A has two billing methods for the amounts
to be received from A’s provision of services
described in paragraph (a)(1) of this section.
Under one method, for amounts that are
more than 90 days past due, A charges inter-
est at a market rate until such amounts (to-
gether with interest) are paid. Under the
other billing method, A charges no interest
for amounts past due. Pursuant to paragraph
(c) of this section, A may not use a non-
accrual-experience method of accounting
with respect to any of the amounts billed
under the method that charges interest on
amounts that are more than 90 days past
due. A may, however, use the nonaccrual-ex-
perience method with respect to the amounts
billed under the method that does not charge
interest for amounts past due.

Example 2. Contractual allowance or adjust-
ment. B, a healthcare provider, performs a
medical procedure on individual C, who has
health insurance coverage with IC, an insur-
ance company. B bills IC and C for $5,000, B’s
standard charge for this medical procedure.
However, B has a contract with IC that obli-
gates B to accept $3,500 as full payment for
the medical procedure if the procedure is
provided to a patient insured by IC. Under
the contract, only $3,500 of the $5,000 billed
by B is legally collectible from IC and C. The
remaining $1,500 represents a contractual al-
lowance or contractual adjustment. Thus,
pursuant to paragraph (d)(2) of this section,
the remaining $1,500 is not a contractually
collectible amount for purposes of this sec-
tion and B may not use a nonaccrual-experi-
ence method with respect to this portion of
the accounts receivable.

Example 3. Charitable or pro bono services. D,
a law firm, agrees to represent individual E
in a legal matter and to provide services to
E on a pro bono basis. D normally charges
$500 for these services. Because D performed
its services to E pro bono, D’s services were
never billed or intended to result in revenue.
Thus, pursuant to paragraph (d)(2) of this
section, the $500 forgone legal fee is not a
collectible amount for purposes of this sec-
tion and D may not use a nonaccrual-experi-
ence method with respect to this portion of
the accounts receivable.
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Example 4. Safe harbor 1: Six-year moving av-
erage method. (i) F uses the six-year moving
average method described in paragraph (e)(2)
of this section. F’s total accounts receivable
and bad debt experience for the current tax-
able year (2002) and the five preceding tax-
able years are as follows:

Total ac- Bad debts

Taxable year counts re- adjusted for
ceivable recoveries

$30,000 $5,700

40,000 7,200

40,000 11,000

60,000 10,200

70,000 14,000

90,000 16,800

Total .o $330,000 $64,900

(ii) Thus, F’s six-year moving average per-
centage is 19.67% ($64,900/$330,000). Assume
that $49,300 of the total $90,000 of accounts
receivable earned throughout the taxable
year 2002 is outstanding as of the close of
that taxable year. F’s nonaccrual-experience
amount using the six-year moving average
safe harbor method is computed by multi-
plying $49,300 by the six-year moving average
percentage of .1967, or $9,697. Thus, F may ex-
clude $9,697 from gross income for 2002.

Example 5. Safe harbor 2: Actual experience
method (Option A). (i) G is eligible to use a
nonaccrual-experience method and wishes to
adopt the actual experience method of para-
graph (e)(3)(i) of this section. G has the data
necessary to track the uncollectible amounts
in its beginning-of-year accounts receivable
for the current taxable year and the two im-
mediately preceding taxable years. G deter-
mines that its actual accounts receivable
collection experience is as follows:

Beginning
A/R amount
Total A/R charged off
balance at by deter-
Taxable year beginning of mination
year date
(adjusted for
recoveries)
$1,000,000 $35,000
760,000 75,000
1,975,000 65,000
Total oo $3,735,000 $175,000

(ii) G’s ending A/R Balance on 12/31/2002 is
$880,000. In 2002, G chooses to compute its
nonaccrual-experience amount by using the
three-year moving average under Option A of
paragraph (e)(3)(i) of this section. Thus, G’s
three-year moving average nonaccrual-expe-
rience percentage is 4.7%, determined by di-
viding the sum of the amount of G’s receiv-
ables in its account on January 1st of 2000,
2001, and 2002, that were determined to be
uncollectible and charged off (adjusted for
recoveries) on or before the corresponding
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determination dates, by the sum of the bal-
ances of G’s accounts receivable account on
January 1st of 2000, 2001, and 2002 (i.e.,
$175,000/$3,735,000 or 4.7%). Thus, G’s actual
nonaccrual-experience amount for 2002 is de-
termined by multiplying this percentage by
the balance of G’s accounts receivable ac-
count on December 31, 2002 (i.e., $880,000 x
4.7% = $41,360). G is permitted to exclude
from gross income in 2002 an amount equal
to 105% of G’s actual nonaccrual-experience
amount, or $43,428 ($41,360 x 105%). This is G’s
adjusted nonaccrual-experience amount for
2002.

Example 6. Safe harbor 2: Actual experience
method (Option B). The facts are the same as
Example 5, except that G has not maintained
the data necessary to use Option A of para-
graph (e)(3)(i) of this section. G determines
that, of its 2002 beginning-of-year receivables
of $1,975,000, $65,000 were determined to be
uncollectible and charged off (adjusted for
recoveries) on or before September 15, 2003,
the date G timely files its federal income tax
return for 2002 (the determination date). G
chooses to use Option B of paragraph
(e)(3)(ii) of this section to compute its ad-
justed nonaccrual-experience amount for
2002. G’s current year nonaccrual-experience
percentage is 3.3%, determined by dividing
the amount of G’s receivables in its account
on January 1, 2002, that were charged off as
uncollectible (adjusted for recoveries) on or
before the determination date, by the bal-
ance of G’s accounts receivable account on
January 1, 2002 (i.e., $65,000/$1,975,000 or 3.3%).
Thus, G’s actual nonaccrual-experience
amount for 2002 is determined by multi-
plying this percentage by the balance of G’s
accounts receivable account on December 31,
2002 (i.e., $880,000 x 3.3% = $29,040). G is per-
mitted to exclude from gross income in 2002
an amount equal to 105% of G’s actual non-
accrual-experience amount, or $30,492 ($29,040
x 105%). This is G’s adjusted nonaccrual-ex-
perience amount for 2002.

Example 7. (i) The facts are the same as Ex-
ample 6. G determines that its accounts re-
ceivable collection experience for 2003 is as
follows:

Beginning
A/R amount
Total A/R charged off
balance at by deter-
Taxable year beginning of mination
year date
(adjusted for
recoveries)
$1,975,000 $65,000
880,000 95,000
Total .o $2,855,000 $160,000

(ii) G’s ending A/R Balance on 12/31/2003 is
$2,115,000. In 2003, G must compute its non-
accrual-experience amount using an average
of its actual nonaccrual-experience for 2002
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and 2003 (in accordance with Option B of
paragraph (e)(3)(ii) of this section). Thus, G’s
two-year moving average nonaccrual-experi-
ence percentage is 5.6%, determined by divid-
ing the sum of the amount of G’s receivables
in its accounts on January 1st of 2002 and
2003, that were determined to be
uncollectible and charged off (adjusted for
recoveries) on or before the corresponding
determination dates, by the sum of the bal-
ances of G’s accounts receivable account on
January 1st of 2002 and 2003 (i.e., $160,000/
$2,855,000 or 5.6%). Thus, G’s actual non-
accrual-experience amount for 2003 is deter-
mined by multiplying this percentage by the
balance of G’s accounts receivable account
on December 31, 2003 (i.e., $2,115,000 x 5.6% =
$118,440). G is permitted to exclude from
gross income in 2003 an amount equal to
105% of G’s actual nonaccrual-experience
amount, or $124,362 ($118,440 x 105%). This is
G’s adjusted nonaccrual-experience amount
for 2003.

Example 8. (i) The facts are the same as Ex-
ample 7. G determines that its accounts re-
ceivable collection experience for 2004 is as
follows:

Beginning
A/R amount
Total A/R charged off
balance at by deter-
Taxable year beginning of mination
year date
(adjusted for
recoveries)
2002 ..o $1,975,000 $65,000
880,000 95,000
2,115,000 105,000
Total oo $4,970,000 $265,000

(ii) G’s ending A/R Balance on 12/31/2004 is
$1,600,000. In 2004, G must compute its non-
accrual-experience amount using an average
of its actual nonaccrual-experience for 2002,
2003, and 2004 (in accordance with Option B of
paragraph (e)(3)(ii) of this section). Thus, G’s
actual three-year moving average non-
accrual-experience percentage is 5.3%, deter-
mined by dividing the sum of the amount of
G’s receivables in its account on January 1st
of 2002, 2003, and 2004, that were determined
to be uncollectible and charged off (adjust