St. Louis-San Francisco Railway Co. v. Commissioner, 80 T. C. 987 (1983)

An accrual basis taxpayer may deduct Railroad Retirement Tax Act (RRTA) taxes in
the year the underlying wages are earned, provided all events have occurred to fix
the liability and the amount can be determined with reasonable accuracy.

Summary

St. Louis-San Francisco Railway Co. sought to deduct RRTA taxes for 1974 and 1975
based on year-end salaries earned but payable in the following year. The Tax Court
ruled in favor of the taxpayer, allowing the deductions. The court applied the “all
events” test, determining that the liability for RRTA taxes was fixed and calculable
at the end of each year in question. The decision emphasized that the matching
principle of accounting supports deducting taxes in the same year as the related
wages, reinforcing the alignment of tax and financial accounting practices.

Facts

St. Louis-San Francisco Railway Co. , an accrual basis taxpayer, operated as a
common carrier railroad and was subject to the Railroad Retirement Tax Act
(RRTA). For the years 1974 and 1975, the company accrued and deducted RRTA
taxes on delayed payroll wages earned in December but payable in January of the
following year. The company consistently followed this accounting practice and
could calculate the RRTA taxes with reasonable accuracy by year-end. The IRS
challenged these deductions, asserting that the taxes could not be accrued until the
wages were paid.

Procedural History

The IRS issued a notice of deficiency to St. Louis-San Francisco Railway Co. for the
tax years 1974 and 1975, disallowing the deduction of RRTA taxes on year-end
salaries. The case was submitted to the U. S. Tax Court fully stipulated, with the sole
issue being the timing of the RRTA tax deductions. The Tax Court reviewed the case
and rendered a decision in favor of the taxpayer.

Issue(s)

1. Whether an accrual basis taxpayer may deduct RRTA taxes in the year the
underlying wages are earned, when those wages are payable in the following year.

Holding

1. Yes, because the “all events” test was satisfied as all events fixing the liability for
RRTA taxes had occurred by year-end, and the amount could be determined with
reasonable accuracy.

Court’s Reasoning
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The court applied the “all events” test, which requires that all events determining
the fact of liability must have occurred by the end of the tax year, and the amount of
the liability must be reasonably ascertainable. The court found that the company’s
obligation to pay the delayed payroll wages and the corresponding RRTA taxes was
fixed and certain by the end of each year. The court rejected the IRS’s argument
that Otte v. United States required a different outcome, distinguishing Otte as a
bankruptcy case not applicable to tax accounting principles. The court also
emphasized the importance of the matching principle in accounting, noting that it
supports deducting taxes in the same year as the related wages. The court
concluded that denying the deductions would unnecessarily split tax and business
accounting practices.

Practical Implications

This decision clarifies that accrual basis taxpayers can deduct RRTA taxes in the
year the underlying wages are earned, provided the “all events” test is met. This
ruling aligns tax and financial accounting, allowing businesses to match expenses
with the income they generate. Legal practitioners should advise clients to ensure
they can accurately calculate year-end liabilities and document the events fixing
those liabilities. Subsequent cases, such as Southern Pacific Transportation Co. v.
Commissioner, have followed this reasoning, reinforcing the principle that tax and
business accounting should be reconciled whenever possible.
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