31 T.C. 842 (1959)

An accrual-basis taxpayer can deduct interest expense only to the extent it has
accrued, even if subject to a foreign moratorium, unless the liability is discharged
through payment, in which case, the accrual precedes the payment.

Summary

The U.S. Tax Court addressed whether a U.S. corporation operating in Cuba could
deduct the full amount of interest accrued on its bonds, given a Cuban moratorium
that limited interest payments. The court held that the corporation, which paid the
full contractual interest rate despite the moratorium, could deduct the full amount.
The court reasoned that the act of payment discharged any limitation imposed by
the Cuban law and that the interest had thus accrued. The court also addressed
depreciation methods and foreign tax credits, ultimately siding with the IRS on the
foreign tax credit issue.

Facts

Guantanamo & Western Railroad Company (petitioner), a Maine corporation,
operated a railway solely in Cuba. It used an accrual basis accounting method and
had a fiscal year ending June 30. In 1928, it issued $3 million in bonds payable in
New York City. In 1934, Cuba declared a moratorium on debts, limiting interest to
1% for debts over $800,000. However, debtors could waive this benefit. The
petitioner paid 6% interest until December 31, 1948. After that, the petitioner
offered to pay interest at 4% and reserved the right under the moratorium to apply
the excess payments against future obligations. Bondholders, owning at least 95% of
the bonds, accepted the offer, and the petitioner made 4% payments in each of the
tax years at issue. The petitioner claimed deductions for the full amount of interest
and also sought foreign tax credits for Cuban gross receipts taxes.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in income tax,
disallowing some of the interest expense deductions and foreign tax credits claimed
by the petitioner. The petitioner challenged the Commissioner’s decision in the U.S.
Tax Court.

Issue(s)

1. Whether the petitioner could deduct the full amount of interest expense accrued,
despite the Cuban moratorium and its reservation of rights, or if the deduction was
limited to 1% in the 1949 tax year due to the offer being accepted after the year
end?

2. Whether the petitioner could claim depreciation deductions using the straight-line
method for its bridges and culverts, given its previous practice of suspending
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depreciation?

3. Whether the petitioner was entitled to foreign tax credits for the Cuban gross
sales and receipts taxes, or if those were only deductible expenses?

Holding

1. Yes, the petitioner could deduct the interest paid in excess of 1% because the
interest had been paid, which constituted a waiver of the Cuban moratorium. The
petitioner was permitted to deduct the full contractual interest rate. However, the
deductions were limited to what became due in that year as bondholder’s had to
surrender their coupons for the plan to be effective.

2. Yes, the petitioner could use the straight-line method because, although it had
suspended taking depreciation, it had not used the retirement method, and the IRS
had erred by determining permission was needed before resumption.

3. No, the petitioner was not entitled to foreign tax credits for the Cuban gross sales
and receipts taxes; these were deductible expenses.

Court’s Reasoning

The court focused on the accrual method of accounting, noting that interest must be
“accrued” within the taxable year to be deductible. The court referenced the Cuban
moratorium, which limited the enforceable interest rate but allowed for voluntary
payments in excess of that limit. The court emphasized that the petitioner made
payments at the full contractual rate and that this constituted a waiver of the
moratorium, making the full amount of interest accrued and deductible. The court
quoted that the accrual of a liability is discharged by its payment. The court
distinguished Cuba Railroad Co. v. United States, 254 F.2d 280 (C.A. 2, 1958)
because, unlike that case, the petitioner in this case did not have a conditional
agreement in effect for the periods that were at issue.

Regarding depreciation, the court determined that because the petitioner had not
used the retirement method previously, it did not need to seek permission to resume
the straight-line method and could deduct depreciation. The court determined the
correct amounts of depreciation.

Regarding the foreign tax credit, the court found that the Cuban gross sales and
receipts taxes were not income taxes or taxes in lieu of income taxes, and therefore,
could not be claimed as a foreign tax credit. The court based its decision in part on
the same principles in the prior Tax Court ruling in Lanman & Kemp-Barclay & Co.
of Colombia, 26 T.C. 582 (1956).

Practical Implications

This case highlights how the accrual method interacts with legal limitations on
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financial obligations, like the Cuban moratorium. It teaches that an accrual-basis
taxpayer can deduct the full amount of an expense it pays, even if it disputes its
legal obligation to do so, as the payment itself is the key event that triggers the
deduction. This ruling would likely be applied in cases where similar issues arise
from international laws or regulations. It also emphasizes the importance of
correctly classifying foreign taxes for tax credit purposes and the distinctions
between taxes on gross receipts versus income.

This decision impacts how businesses with foreign operations should account for
expenses and how they are likely to structure agreements to ensure maximum tax
benefit. The case is also a good reference for those seeking to understand when a
taxpayer has “accrued” an expense, as the court provided a clear explanation of this
principle.
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