VECO Corp. & Subsidiaries v. Commissioner, 141 T. C. No. 14 (2013)

In VECO Corp. & Subsidiaries v. Commissioner, the U. S. Tax Court ruled that an
accrual method taxpayer could not accelerate deductions for expenses attributable
to periods after its tax year ended March 31, 2005. The court found that the
taxpayer failed to satisfy the ‘all events test’ and the ‘recurring item exception’
under the Internal Revenue Code, as the events establishing the liabilities had not
occurred by the end of the tax year, and the expenses were material and treated
inconsistently for financial and tax purposes. This decision underscores the
importance of aligning tax and financial reporting and adhering to specific timing
rules for expense deductions.

Parties

VECO Corporation and its subsidiaries (collectively, “Petitioner”) filed a petition in
the U. S. Tax Court against the Commissioner of Internal Revenue (Respondent).
Throughout the litigation, VECO Corporation and its subsidiaries were the
petitioners, and the Commissioner of Internal Revenue was the respondent.

Facts

VECO Corporation, a Delaware corporation with its principal office in Alaska, and its
subsidiaries, were engaged in various business activities. For the taxable year
ending March 31, 2005 (TYE 2005), VECO implemented a proposed change in its
accounting method, attempting to accelerate deductions for expenses related to
several agreements and leases, totaling approximately $5,010,305. These expenses
were for service contracts, software licenses, insurance premiums, and real estate
and equipment leases. The accelerated deductions were for periods after March 31,
2005, but VECO claimed them on its TYE 2005 return. For financial statement
purposes, VECO accrued these liabilities over more than one taxable year and
treated them inconsistently for financial and tax purposes.

Procedural History

VECO filed its federal income tax return for TYE 2005, claiming the accelerated
deductions. The Commissioner issued a notice of deficiency on August 17, 2010,
disallowing the portions of the deductions attributable to periods after March 31,
2005, and determining a deficiency of $1,919,359. VECO petitioned the U. S. Tax
Court for a redetermination of the deficiency. The case was submitted fully
stipulated under Rule 122 of the Tax Court Rules of Practice and Procedure.

Issue(s)

Whether VECO properly accelerated and deducted expenses attributable to periods
ending after March 31, 2005, on its federal income tax return for TYE March 31,
2005, under the all events test of I. R. C. § 461 and/or the recurring item exception
to the economic performance rules of I. R. C. § 461(h)(3)?
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Rule(s) of Law

An accrual method taxpayer may deduct an expense in the year it is incurred if all
events have occurred to establish the fact of the liability, the amount of the liability
can be determined with reasonable accuracy, and economic performance has
occurred with respect to the liability (I. R. C. § 461 and Treas. Reg. § 1.
461-1(a)(2)(i)). The recurring item exception allows a taxpayer to treat an item as
incurred during a taxable year if economic performance occurs within the shorter of
a reasonable period after the close of such taxable year or 8-1/2 months after the
close of such taxable year, provided the item is recurring in nature and not material
or results in a more proper match against income (I. R. C. § 461(h)(3)).

Holding

The court held that VECO failed to satisfy the first requirement of the all events test
because the events establishing the fact of the liabilities had not occurred by the end
of TYE 2005. Additionally, VECO did not satisfy the recurring item exception
because the liabilities were material and treated inconsistently for financial and tax
purposes.

Reasoning

The court analyzed the all events test and the recurring item exception. It found that
VECO did not satisfy the all events test because neither the required performances
nor the payment due dates for the majority of the accelerated deductions occurred
before the close of TYE 2005. Regarding the recurring item exception, the court
noted that the liabilities were material because they were prorated over more than
one taxable year on VECO'’s financial statements but treated inconsistently for tax
purposes. The court also considered the legislative history and regulations, which
indicate that a liability is material if it is treated differently for financial and tax
purposes. VECO failed to prove that the liabilities were not material under the
relevant regulations. The court also addressed policy considerations, emphasizing
the importance of consistent treatment of expenses for financial and tax reporting to
ensure that income is clearly reflected.

Disposition

The court entered a decision for the Commissioner, disallowing the accelerated
deductions claimed by VECO for periods after March 31, 2005, on its TYE 2005
return.

Significance/Impact

This case is significant for its clarification of the all events test and the recurring
item exception, emphasizing the need for accrual method taxpayers to align their
financial and tax reporting. It underscores the importance of the timing of economic
performance and the materiality of liabilities in determining the deductibility of
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expenses. Subsequent courts have cited this case in similar disputes over the timing
of deductions, and it serves as a reminder to taxpayers of the stringent requirements
for accelerating deductions under the Internal Revenue Code.
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