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Specialized Services, Inc. v. Commissioner, 77 T. C. 490 (1981)

A taxpayer does not satisfy the requirements for a tax deduction under section
461(f) when funds transferred to an escrow account remain under the taxpayer’s
control.

Summary

Superior Trucking Co. , a subsidiary of Specialized Services, Inc. , established an
escrow trust  fund to cover liabilities up to a $50,000 insurance deductible.  On
December 31, 1976, Superior deposited $620,000, including $326,574 for contested
liabilities, into the fund managed by a bank. The Tax Court ruled that this deposit
did not qualify for a tax deduction under section 461(f) because the funds were not
transferred  beyond  Superior’s  control.  The  court  emphasized  that  the  escrow
agreement allowed Superior to withdraw funds without the insurer’s consent, and
the funds were not directly used to satisfy claims, thus failing the “control test. ”
This decision underscores the importance of ensuring that funds intended to satisfy
contested liabilities are fully relinquished by the taxpayer.

Facts

Superior Trucking Co. ,  Inc. ,  operated as a motor vehicle common carrier and
maintained liability insurance with a $50,000 deductible as of September 1, 1976.
To guarantee payment  of  liabilities  within  this  deductible,  Superior,  its  insurer
Excalibur, and a bank executed a Loss Fund Agreement, establishing an Escrow
Trust Fund. On December 31, 1976, Superior deposited $620,000 into this fund, of
which $326,574 was allocated for contested liabilities. Superior claimed a deduction
for this amount on its 1976 tax return, which the Commissioner of Internal Revenue
disallowed.

Procedural History

The  Commissioner  of  Internal  Revenue  disallowed  Specialized  Services,  Inc.  ‘s
claimed deduction  of  $326,574  for  contested  liabilities  on  its  1976 tax  return.
Specialized Services, Inc. petitioned the U. S. Tax Court for a redetermination of the
deficiency. The Tax Court held that the deposit into the Escrow Trust Fund did not
constitute a transfer of “money or other property to provide for the satisfaction of
the asserted liability” within the meaning of section 461(f)(2), and thus, Specialized
Services, Inc. was not entitled to the deduction.

Issue(s)

1. Whether the money transferred by Superior to the bank-managed Escrow Trust
Fund on December 31, 1976, constituted a transfer of “money or other property to
provide for the satisfaction of the asserted liability” within the meaning of section
461(f)(2)?
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Holding

1. No, because the funds were not transferred beyond Superior’s control. The court
found that Superior retained elements of control over the escrowed funds, including
the ability to withdraw them without the insurer’s consent, and the funds were not
directly used to pay claims.

Court’s Reasoning

The court analyzed whether the funds were beyond Superior’s control, focusing on
the terms of the Loss Fund Agreement and Superior’s operational procedures. The
agreement allowed Superior to withdraw funds from the Escrow Trust Fund without
the insurer’s consent, and there was no provision authorizing the bank to directly
pay claimants. Superior’s procedures enabled it  to request the return of excess
funds based on its own reevaluation of potential liabilities, demonstrating continued
control over the funds. The court also referenced the legislative history of section
461(f), emphasizing the requirement for funds to be beyond the taxpayer’s control.
The court distinguished this case from Poirier & McLane Corp. v. Commissioner,
where  stricter  control  limitations  were  in  place,  and  found  similarities  with
Consolidated Freightways v. Commissioner, where funds were held to protect the
insurer rather than satisfy claims directly. The court concluded that Superior did not
meet the “control test” required under section 461(f).

Practical Implications

This  decision  has  significant  implications  for  taxpayers  seeking  deductions  for
contested liabilities under section 461(f). It highlights the necessity of ensuring that
funds transferred to escrow or trust are completely beyond the taxpayer’s control,
with no ability to withdraw or redirect them without the consent of  all  parties
involved.  Legal  practitioners  must  carefully  draft  escrow agreements  to  ensure
compliance  with  the  “control  test,”  particularly  in  cases  involving  insurance
deductibles.  Businesses,  especially  those  operating  in  regulated  industries  like
transportation, should review their liability management strategies to ensure that
funds set aside for potential claims are structured in a way that qualifies for tax
deductions.  This  ruling  also  affects  subsequent  cases,  such  as  Consolidated
Freightways, where similar issues of control and purpose of escrow funds were
examined.


