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No matter how diligent your company might be when it comes to performing credit checks on your customers,
you might still sometimes have trouble collecting your receivables. In some industries, bad debt is considered an
unfortunate cost of doing business.
But there could be a silver lining to bad debt: you might be able to write it off on your tax return, thus reducing
your federal income taxes. Whether your bad debt is tax-deductible depends on several factors, which we’ll
explain in more detail below.
What is Business Bad Debt?
First, let’s define bad debt. The IRS defines a business bad debt as a loss from the worthlessness of a debt that
was either:
▪ Created or acquired in a trade or business, or
▪ Closely related to your trade or business when it became partly to totally worthless.1
Per the IRS, if you have tried to collect these debts but have been unsuccessful after a reasonable period — and
there is no longer a realistic chance that the debt will be repaid — the uncollected amount becomes a business
bad debt.
To deduct bad debt on your federal income tax return, you must have previously included the amount of the debt
in your taxable gross income. Therefore, you must use accrual accounting to deduct your bad debt. If you use
cash-basis accounting, the debt was never included in your income, so it can’t be written off.
Among the types of business bad debt that the IRS says could be deductible are the following:
1. Credit sales to customers — These consist of goods that have been sold and services that have been
performed but not yet paid for.
2. Business loans — This includes loans made to clients, suppliers, employees or distributors that are not
repaid after repeated attempts to collect.
3. Business loan guarantees — This includes debts paid or payable by your company that become
worthless if the guarantee was made during your trade or business and you made the guarantee before
the debt became worthless.
Bankruptcy is one common cause of business bad debt. In this scenario, a customer may inform you that they
are filing for bankruptcy and owe more to their primary lien holder than their assets are worth in liquidation.
Therefore, your outstanding debt will not be paid. Upon receipt of this notification, you can go ahead and deduct
the amount of the unpaid receivable as a business bad debt.
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Accounting Treatment for Bad Debt Write-Offs
You will deduct business bad debts using one of two methods:
1. Direct Write-off —You will write off the uncollected receivable after you determine that the debt cannot be
collected. The process: issue a credit in your books to accounts receivable and a debit in your books to
bad debt expense so this is reported on your income statement.
2. Allowance — This method anticipates uncollected debts in advance. You will issue a debit to bad debt
expense and a credit to an allowance for doubtful accounts. When receivables are deemed uncollectable,
you will issue a credit to accounts receivable and a debit to the allowance to adjust AR on your balance
sheet.
The direct write-off method is used for tax purposes while the allowance method is used for financial reporting
purposes under generally accepted accounting principles (GAAP). This is because the direct write-off method
recognizes bad debt expenses from a previous accounting period, thus violating the matching principle of GAAP.
So, if you made a sale in October of last year but decided in February of this year that the debt is uncollectable,
the bad debt will be recognized this year. Thus, an expense from last year would be deducted against revenue
from this year.
Conversely, the allowance method recognizes bad debt losses closer to the time when the credit sale was made.
This way, the bad debt expense can be matched to the same accounting period as when the sale was made,
which complies with GAAP.
Concluding Thoughts
No matter how diligent your company might be when it comes to performing credit checks on your customers,
you might still sometimes have trouble collecting your receivables. But there could be a silver lining to bad debt:
you might be able to write it off on your tax return. Whether your bad debt is tax-deductible depends on several
factors. An outsourced CFO services provider can help you determine if you can write off bad debt losses and, if
so, the proper accounting method to use when deducting bad debts.
1 Business Bad Debts; IRS
https://www.irs.gov/publications/p535/ch10.html#en_US_2016_publink1000154180

About CFO Edge
CFO Edge, LLC delivers enterprise-class financial and operational performance solutions to executives
throughout Southern California. Based in Los Angeles, our formerly-seated chief financial officers engage on
demand as part-time CFOs, single-project CFOs, and interim CFOs to help business leaders successfully
resolve pressing challenges and realize their financial and operational goals. At CFO Edge, we are passionate
about helping our clients create, grow and sustain value. For more information, visit www.cfoedge.com or call
800.276.1750 Ext 101.
This publication has been prepared for general information on matters of interest only, and does not constitute professional advice on facts and
circumstances specific to any person or entity. You should not act upon the information contained in this publication without obtaining specific professional
advice. No representation or warranty (express or implied) is given as to the accuracy or completeness of the information contained in this publication. The
information contained in this material was not intended or written to be used, and cannot be used, for purposes of avoiding penalties or sanctions imposed
by any government or other regulatory body. CFO Edge, LLC, its members, employees and agents shall not be responsible for any loss sustained by any
person or entity who relies on this publication.
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