16 T.C. 557 (1951)

A business expense, such as the payment of a judgment, is not properly accruable
for tax purposes until the liability becomes fixed by a final judgment, even if there is
a strong belief or indication that the judgment will be upheld on appeal.

Summary

Virginia Stage Lines (petitioner) sought to deduct a judgment payment as a business
expense for the 1945 tax year. The judgment stemmed from a 1944 jury verdict
against the company for injuries to a minor. Although the case was argued before
the Supreme Court of Appeals of Virginia in November 1945 and the petitioner’s
counsel believed the case was lost, the judgment was not affirmed and paid until
1946. The Tax Court held that the expense was not accruable in 1945 because the
liability was not fixed until the final judgment in 1946, despite indications and
beliefs to the contrary during 1945.

Facts

In October 1943, a bus owned by Virginia Stage Lines injured a minor, Franklin
Monroe Spencer. In 1944, Spencer was awarded a $50,000 judgment. Virginia Stage
Lines appealed the judgment to the Supreme Court of Appeals of Virginia in
February 1945. During oral arguments in November 1945, a Justice suggested a
new legal theory unfavorable to the petitioner, leading its counsel to believe the
appeal would fail. The court internally agreed to affirm the judgment in 1945 and
assigned the writing of the opinion to a Justice, who drafted it in December 1945.

Procedural History

The Circuit Court of Henry County, Virginia, initially entered judgment against
Virginia Stage Lines in 1944. The company appealed to the Supreme Court of
Appeals of Virginia, which granted a writ of error in March 1945. The Supreme
Court of Appeals affirmed the trial court’s judgment on January 14, 1946. The
Commissioner of Internal Revenue denied the deduction in 1945, leading to the
present case before the Tax Court.

Issue(s)

Whether the amount of a judgment against the petitioner is deductible as an accrued
expense in 1945, when the case was argued on appeal and counsel believed the
appeal would be unsuccessful, or in 1946, when the appellate court rendered and
paid the judgment?

Holding

No, because the liability was not fixed until the judgment was formally affirmed and
rendered by the Supreme Court of Appeals of Virginia in 1946.
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Court’s Reasoning

The court reasoned that while sound accounting principles are important, the
prevailing rule requires a fixed liability for accrual. Despite the petitioner’s belief
that the case was lost after the appellate argument in 1945, the court emphasized
that the final conclusion of the court could have been different. The court
highlighted that until the final rendition of judgment, the court maintains control
over the matter. Moreover, the court noted that the ultimate decision rested not
solely on the “implied invitee” theory suggested during arguments but also on the
bus driver’s knowledge of public use of the area. The court stated, “The general
requirement that losses be deducted in the year in which they are sustained calls for
a practical, not a legal, test.” However, the court found that even under a practical
test, the liability was not fixed until the judgment was rendered in 1946. The court
also pointed out that the supersedeas bond remained effective until the 1946
judgment, indicating that liability was still suspended. The court stated that
accruing the expense in 1945 would not “clearly reflect the correct deduction” as
required by regulations.

Practical Implications

This case underscores the importance of a final, definitive judgment in establishing a
fixed liability for tax accrual purposes. It clarifies that a taxpayer’s subjective belief
about the outcome of a pending legal case, even if based on strong indications from
the court, is insufficient to justify accruing the related expense before the judgment
is officially rendered. This ruling provides a clearer standard for businesses in
determining when to deduct legal expenses and judgment payments. It also
highlights that even with internal court processes suggesting a specific outcome, the
final judgment date remains the key determinant for accrual.
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