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A. L. Farnell v. Commissioner, 60 T. C. 379 (1973)

Liability under a self-insurance program cannot be accrued for tax purposes until all
events have occurred to fix  the liability,  including the rendering of  services or
payment of benefits.

Summary

In A. L. Farnell v. Commissioner, the Tax Court ruled that a company operating a
self-insurance program for workers’ compensation could not accrue liability for tax
deductions until all events necessary to fix that liability had occurred. The key issue
was whether the mere occurrence of an employee injury was sufficient to establish a
deductible liability. The court held that it was not, reasoning that further events,
such as medical services being rendered or disability payments becoming due, were
necessary to fix  the liability.  This  decision underscores the ‘all  events test’  for
accrual accounting under tax law, impacting how companies can claim deductions
for self-insurance programs.

Facts

A.  L.  Farnell  operated  a  self-insurance  program  for  workers’  compensation,
administered by R. L. Kautz & Co. The company sought to accrue liability for tax
deductions  based  on  employee  injuries  occurring  within  the  taxable  year.  The
injuries in question were uncontested, and Farnell argued that the occurrence of the
injury itself was sufficient to fix its liability for tax purposes. However, the Tax Court
found that  additional  events,  such as  the rendering of  medical  services  or  the
payment of indemnity for disability, were necessary before the liability could be
considered fixed and thus deductible.

Procedural History

The case was heard by the Tax Court of the United States. The court applied its
recent decision in Thriftimart, Inc. v. Commissioner, which dealt with a similar self-
insurance program. The Tax Court ruled against Farnell, denying the accrual of
liability for tax deductions based on the all events test.

Issue(s)

1.  Whether  the  occurrence  of  an  employee  injury  alone  is  sufficient  to  fix  a
company’s liability under a self-insurance program for tax deduction purposes.

Holding

1. No, because the court found that further events, such as the rendering of medical
services or payment of indemnity, are necessary to fix the liability under the all
events test.
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Court’s Reasoning

The court applied the ‘all events test’ from Section 1. 461-1(a)(2) of the Income Tax
Regulations, which requires that all events determining the fact of liability and the
amount thereof must occur within the taxable year. The court cited Thriftimart, Inc.
v. Commissioner, noting that neither the fact of liability nor the amount could be
determined with reasonable certainty based solely on the occurrence of an injury.
The  court  analogized  the  situation  to  an  employment  contract,  where  liability
accrues only as services are rendered. The key point was that until medical services
are provided or indemnity payments are due, the liability remains contingent and
not  fixed.  The  court  emphasized  that  accruing  liability  before  all  events  have
occurred would amount to setting up a reserve, which is not deductible under tax
law without specific statutory authorization.

Practical Implications

This decision has significant implications for companies operating self-insurance
programs, particularly in the context of workers’ compensation. It clarifies that for
tax deduction purposes, companies cannot accrue liability until all events necessary
to fix that liability have occurred. This ruling affects how companies must account
for and report their self-insurance liabilities on their tax returns. It may require
companies to adjust their accounting practices to ensure compliance with the all
events test. Additionally, this case has been cited in subsequent decisions dealing
with the accrual of liabilities under various insurance and compensation programs,
reinforcing the principle that contingent liabilities cannot be deducted until they
become fixed and determinable.


