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World Airways, Inc. v. Commissioner, 62 T. C. 786 (1974)

Estimated future expenses cannot be deducted unless all events fixing the liability
have occurred and the amount can be determined with reasonable accuracy.

Summary

World Airways, Inc. sought to deduct estimated future overhaul costs of its aircraft
as  they  accrued,  based  on  flight  hours.  The  IRS  disallowed  these  deductions,
asserting that the liability for these costs was not fixed within the taxable year. The
Tax Court held that the deductions were improper because the liability for future
overhauls did not meet the ‘all events’ test; the obligation to pay for overhauls only
arose upon completion of the required flight hours, which could occur in future
years. Additionally, the court ruled that a jet aircraft leased to the Federal Aviation
Administration for one year did not qualify for investment tax credit because it was
not leased on a casual or short-term basis.

Facts

World Airways, Inc. , a supplemental air carrier, operated jet and piston aircraft,
which required periodic overhauls as mandated by FAA regulations. The company
entered into contracts with TWA and Aviation Power Supply, Inc. (APS) for these
overhauls, with payment structures based on flight hours and adjustments for cost
changes. World Airways accrued and deducted estimated overhaul expenses based
on flight hours flown in each taxable year. The IRS disallowed these deductions,
arguing that the liability was not fixed within the taxable year. Additionally, World
Airways  purchased  an  aircraft  for  a  one-year  lease  to  the  FAA,  claiming  an
investment tax credit, which the IRS also disallowed.

Procedural History

The IRS determined deficiencies in World Airways’ income tax for 1965 and 1966,
disallowing deductions for accrued overhaul expenses and the investment tax credit
for the aircraft leased to the FAA. World Airways petitioned the U. S. Tax Court,
which heard the case and rendered a decision against the taxpayer on both issues.

Issue(s)

1. Whether World Airways, Inc. may accrue and deduct in each year a portion of
estimated costs for the future overhauls of its aircraft engines and airframes?
2. Whether World Airways, Inc. is entitled to an investment credit for an airplane
leased to the Federal Aviation Administration for a series of one-year periods?

Holding

1. No, because the estimated costs of future overhauls were not fixed liabilities
within the ‘all events’ test; the obligation to pay arose only upon completion of the
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required flight hours.
2. No, because the one-year lease to the FAA was not casual or short-term, thus the
aircraft did not qualify as section 38 property for investment tax credit.

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 fixing the liability occur and the amount
be determinable with reasonable accuracy within the taxable year for a deduction to
be allowed. For the overhaul expenses, the court found that World Airways’ liability
was contingent on future flight hours, not fixed within the year of accrual. The
contracts with TWA and APS did not fix liability until the overhaul was performed.
The court also distinguished cases cited by World Airways, noting that in those
cases,  the operative facts giving rise to the obligation had occurred within the
taxable  year.  Regarding the investment  credit,  the  court  interpreted ‘casual  or
short-term’ leases under Section 48(a)(5) to exclude the aircraft leased to the FAA
for one year, as this constituted ‘use’ by the government, not a short-term lease. The
court rejected World Airways’ argument that the lease duration should be compared
to the aircraft’s useful life.

Practical Implications

This  decision  clarifies  that  taxpayers  cannot  deduct  estimated  future  expenses
unless all events fixing the liability have occurred within the taxable year. It impacts
how businesses, particularly those in regulated industries like aviation, account for
periodic maintenance costs. Companies must wait until the obligation to pay is fixed
before accruing such expenses. For tax practitioners, this reinforces the need to
carefully analyze when a liability becomes fixed under the ‘all  events’ test.  The
ruling on the investment tax credit affects how leasing to government entities is
viewed  for  tax  purposes,  indicating  that  even  a  one-year  lease  may  disqualify
property  from  such  credits.  Subsequent  cases  have  cited  this  ruling  when
addressing similar issues of timing for expense deductions and the definition of
‘short-term’ leases for tax credits.


