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Conmpany T, a nmenber of P's affiliated group,
contracted to build barges for two established
custoners; pursuant to an interimfinancing
arrangenment, part of the purchase price was deferred
until 18 nonths after the delivery of each barge. The
two custoners |ater clainmed damages from al | eged
defects in barges that they had previously purchased
fromT under earlier contracts; they withheld deferred
paynments due under the later contract, asserting common
law rights to offset the deferred paynents agai nst
their claimed damages under the earlier contracts. 1In
reporting the affiliated group’s 2002 consol i dat ed
i ncone, P accrued only the paynents actually received
in 2002 and excluded the deferred paynents. Held, the
full contract price of the barges delivered in 2002
must be accrued that year; accrual is not postponed by
t he purchasers’ assertion of rights to w thhold
deferred paynents under common | aw cl ains of offset.
Hel d, further, amounts due to T and withheld by the
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obligors pursuant to comon |aw clains of offset are
not deductible in 2002 pursuant to sec. 461(f), |I.R C

M chael L. Cook, Jeffry M Blair, and WIlliam C. Brooks, for

petitioner.

George E. Gasper and Garrett D. Gregory, for respondent.

THORNTON, Judge: Trinity Industries, Inc. (petitioner), is
t he common parent of an affiliated group of corporations nmaking a
consol idated return of income (the affiliated group).! By notice
of deficiency, respondent determ ned a $5, 900, 808 deficiency for
petitioner’s taxable year ending March 31, 1999.2 Al but one of
the adjustnents that gave rise to that deficiency have been
settled. The only remaining issue involves accrual of incone
earned by petitioner’s wholly owned subsidiary, Trinity Marine
Products, Inc. (Trinity), for the taxable year endi ng Decenber
31, 2002.

More particularly, in 2002 Trinity contracted to build

barges for two established custonmers. Part of the purchase price

! The parties use the term*“petitioner” to refer principally
to Trinity Industries, Inc., although they sonetines seemto use
the termalso to refer, without distinction, to its affiliated
group of corporations or its wholly owned subsidiary, Trinity
Marine Products, Inc. For sinplicity and conveni ence, we have
generally adhered to the term nology used in the parties’
stipul ati ons and argunents.

2 | n Septenber 2001, petitioner changed its yearend from
Mar. 31 to Dec. 31.
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was deferred until 18 nonths after the delivery of each barge.
The two custoners |ater clainmed damages al | egedly caused by
defects in barges that they had previously purchased from Trinity
under earlier contracts. They sought to offset their unpaid
deferred obligations under the later contract against clained
damages arising under the earlier contracts.

For the taxable year endi ng Decenber 31, 2002, Trinity was
included in petitioner’s consolidated U S. corporate incone tax
return. Petitioner, an accrual basis taxpayer, included in the
affiliated group’s 2002 consolidated i ncone paynents received for
barges that Trinity delivered in 2002 but excluded the deferred
paynments. In the notice of deficiency, respondent determ ned
that petitioner’s failure to accrue the deferred paynents in 2002
resulted in an understatenent of the affiliated group’s 2002
consol i dated i ncome which contributed to an overstatenment of the
2002 consol i dated net operating |loss that petitioner had carried
back to the 1999 consolidated return. The issues for decision
are: (1) Wether petitioner properly excluded the w thheld
paynments fromits 2002 inconme; and (2) if petitioner was required
to accrue the withheld paynents in 2002, whether it may deduct

the withheld paynents in 2002 pursuant to section 461(f).3

8 Unl ess otherw se indicated, section references are to the
I nternal Revenue Code in effect for the year at issue, and Rule
references are to the Tax Court Rules of Practice and Procedure.
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FI NDI NGS OF FACT

The parties have stipulated sonme facts, which we find
accordi ngly, except as otherwi se noted. Wen it petitioned the
Court, petitioner’s principal place of business was in Texas.

Petitioner is a diversified industrial conpany engaged in
t he manufacture, nmarketing, and | easing of various products.
Trinity manufactures inland barges, primarily for commerci al
marine transportation conpanies.

The First Contracts Wth Flowers and Florida Mrine

In the late 1990s Trinity entered into a series of contracts
to build barges for J. Russell Flowers, Inc. (Flowers), and,
separately, for Florida Marine Transporters, Inc. (Florida
Marine) (hereinafter we sonetinmes refer to these contracts
collectively as the first contracts). Paynent under these
contracts was generally due upon delivery of each barge.*

Trinity delivered the barges to Flowers and Florida Marine on

vari ous dates between Septenber 1997 and March 2000. Petitioner

* The parties have stipulated that a portion of the purchase
price of the barges delivered to J. Russell Flowers, Inc.
(Fl owers), under the first contracts was deferred for 18 nonths
as part of an interimfinancing arrangenent. The stipul ated
contract which is in evidence provides, however, that the
$265, 000 contract price for each barge delivered to Fl owers was
due within 10 days of the invoice date; an invoice was to be
i ssued upon installation of the covers for each vessel. Because
the stipulation is clearly contrary to the facts established by
the stipulated contract, we shall disregard the stipulation. See
Cal - Mni ne Foods, Inc. v. Conm ssioner, 93 T.C 181, 195 (1989).




- 5 -
accrued and reported the sales incone in the taxable year in
which Trinity delivered the barges.

The Second Contract Wth Flowers and Florida Mrine

On May 22, 2000, after the delivery and acceptance of the
barges that were the subject of the first contracts, Trinity
entered into another contract (the second contract) with Fl owers
and Florida Marine. Under the second contract, Trinity, as
buil der, agreed to deliver certain barges to Flowers, as
purchaser; Flowers had the right to assign its contractual rights
to Florida Marine (which was also a signatory to the contract)
Wth respect to a specified nunber of the barges.

The contract price was generally $1, 290,000 for each barge,
with $1 mllion to be paid upon conpletion and acceptance of each
barge. The contract provided for “interimfinancing” of the
$290, 000 bal ance, which the purchaser was to pay to Trinity, with
interest, within 18 nonths of delivery of each barge.® Pursuant
to the second contract, Trinity built numerous barges and
delivered themto either Flowers or Florida Marine at various

times between April 2001 and Septenber 2002.

> A contract addendum dated Mar. 19, 2001, provided that
Trinity would provide two additional barges for $841, 000 each,
wi th $651, 000 payabl e upon conpl eti on and acceptance of each
barge and paynment of the $190, 000 bal ance deferred for 18 nonths
pursuant to an “interimfinancing” provision. Another contract
addendum dated May 16, 2002, provided for an additional six
barges for $1, 353,000 each, with paynent due in full upon
delivery of each barge.
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Problens Wth Barges Sold Under the First Contracts

After the execution of the second contract, problens
devel oped with the barges that Trinity had sold to Fl owers and
Florida Marine under the first contracts. Flowers and Florida
Mari ne conpl ained that the coatings on the barges were defective
and caused the barges to rust. Trinity denied any liability
concerning this alleged defect.

The Florida Marine Litigation

On May 15, 2002, Florida Marine filed a petition for an
unspeci fi ed anobunt of damages in the 22d Judicial Court, St.
Tammany Parish, Louisiana, against petitioner, Trinity, a coating
manuf acturer, a coating distributor, and three insurance
conpanies (the Trinity defendants). On March 20, 2003, Florida
Marine filed a notion for leave to file a second suppl enental and
anendi ng petition for damages, requesting declaratory judgnent
that it was entitled to offset unpaid deferred obligations under
t he second contract against Florida Marine' s claimfor damages
Wi th respect to barges purchased under the first contracts.

In its nmenmorandumin support of the aforenentioned notion,
filed concurrently with the notion, Florida Marine stated that it
“does not dispute that certain anounts are due Trinity” pursuant
to the second contract but indicated that Florida Mrine and
Trinity disagreed as to when the deferred paynents were due. The

menor andum stated that Florida Marine had placed in escrow the
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anmounts that Trinity had claimed were past due. The nmenorandum
i ndi cated that the declaratory judgnment action would enable the
court to declare the rights of Flowers Marine to a “set off
and/or credit for amounts, if any, owed by Florida Marine and to
Trinity * * * under the * * * [second contract] against such
anopunts as Trinity * * * may be indebted to Florida Marine * * *
under cl ainms which are the subject of the principal action.”

In their opposition to Florida Marine’s notion the Trinity
def endants argued that Florida Marine s notion should be denied
because, anong ot her reasons, applicable Louisiana | aw woul d not
permt Florida Marine' s obligations under the second contract to
be offset against its claimfor damages with respect to barges
purchased under the first contracts, which were “contingent,
uncertain, and contested”.®

The Flowers Litigation

On Cctober 7, 2002, Flowers filed a conplaint in the U S
District Court for the Northern District of M ssissippi,
Greeneville Division, against petitioner, Trinity, a coating
manuf acturer, and a coating distributor. In its conplaint
Fl owers sought an order of rescission whereby Trinity woul d be

required to repurchase from Fl owers 56 barges sold under the

6 The record does not reveal the disposition of Florida
Marine’s notion for leave to file a second suppl enental and
amendi ng petition for damages.
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first contracts for $13,977,578 less an “offset credit” of
$8, 020, 000 for deferred principal paynments that it owed Trinity
under the second contract. Alternatively, the conplaint sought
actual damages of not |ess than $8, 400,000 plus punitive damages
of $100 mllion. The conplaint also sought a declaratory
judgnent that Flowers was entitled to exercise its “common | aw
right of offset” with respect to “$8,020,000 it owes to Trinity”
as deferred install nent paynents on barge sal es under the second
contract, plus accrued interest. The conplaint stated that
Fl owers woul d “set aside the amounts of the deferred paynents in
a segregated investnent account as each installnment and the
i nterest accruals becone due. It wll then hold said segregated
account as collateral security for and as an offset agai nst any
anounts that may be due * * * [Flowers] from T Trinity as a result
of the allegations contained in this Conplaint.”

Attached as an exhibit to Flowers’s conplaint was a letter
fromFl owers dated October 7, 2002, to Trinity whereby Fl owers
proposed rescinding the first contracts with respect to the 56
all egedly defective barges. The letter stated that if Trinity
declined this tender offer, Flowers would “protect itself by
exercising its common |law right of offset wwth respect to
$8, 020,000 in deferred installment paynents” that it owed Trinity
under the second contract. The letter stated that as each of the

install ments canme due, Flowers would deposit the principal and
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accrued interest in a segregated investnent account to be “held
as an offset against and as collateral security for” danages
alleged in the conplaint. Alternatively, the letter stated that
if Trinity accepted the tender offer, the offset and segregated
account would be “reversed” and that Flowers would then pay the
deferred installments as they cane due.’

On Cctober 9, 2003, Trinity filed a notion for parti al
summary judgnent, arguing that Flowers’s claimfor setoff was
i nproper because, anong ot her reasons, Flowers’s “highly
contested” claimfor unliquidated damages was not currently due
and payable, and Trinity would “never owe” Flowers danmages in
regards to the barges sold under the first contracts. By order
dated March 18, 2004, the District Court denied Trinity' s notion
for summary judgnent.

Wthhol ding of Deferred Paynents

During 2002, 2003, and 2004 deferred paynents fell due from
Flowers and Florida Marine with respect to barges that Trinity
had delivered to them under the second contract in 2001 and 2002.
Because the deferred paynents were due 18 nonths after delivery,

however, deferred paynents for barges delivered in 2002 fell due

" The letter further stated that the aforenentioned
conplaint had been filed in the US. D strict Court for the
Northern District of Mssissippi, Geeneville D vision, but that
service on the defendants had been deferred 30 days to give
Trinity an opportunity to respond to Flowers’ tender offer.
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only during 2003 and 2004. The parties have stipul ated that
Flowers withheld total paynents of $8, 020,000, of which
$2, 320,000 was attributable to barges delivered in 2002.8 The
parties have also stipulated that Florida Marine wthheld
additional total paynents of $2,836,060, of which $2, 200, 000 was
attributable to barges delivered in 2002.°

Settl enent Agreenent Wth Florida Marine

On March 12, 2004, Trinity and Florida Marine entered into a
settlenment agreenent. In conprom se of the disputed clains,
Trinity agreed to credit Florida Marine with the $2, 200, 000 of
unpai d deferred obligations as to which Florida Marine had

asserted a right of offset. Florida Marine agreed to pay Trinity

8 The $2, 320, 000, which apparently does not include accrued
interest, represents eight deferred paynents of $290, 000 each,
with the earliest falling due on Aug. 18, 2003, and the |l atest on
Mar. 13, 2004. The renunining $5, 700, 000 of deferred paynents
relates to barges delivered in 2001 pursuant to the second
contract. The record does not reveal the exact dates on which
these |l ast-nentioned deferred paynents fell due or nore
particularly what portion of these w thheld paynents m ght have
fallen due in 2002.

° The $2, 200, 000, which apparently does not include accrued
interest, represents 11 deferred paynents of $200,000 each, with
the earliest falling due on Sept. 1, 2003, and the | atest on Feb.
8, 2004. The record does not reveal why these deferred paynent
amounts differ fromthe $290, 000 deferred paynments specified
under the second contract. The remaining $636, 060 of deferred
paynents relates to barges delivered in 2001 pursuant to the
second contract. The record does not reveal the exact dates on
whi ch these | ast-nentioned deferred paynents fell due or nore
particularly what portion of these w thheld paynents m ght have
fallen due in 2002.
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the remaining $617, 400 bal ance over 12 nonths. ' Trinity further
agreed to repair specified barges sold to Florida Marine under
the first contracts.

Settl enent Agreenent Wth Fl owers

On April 28, 2005, Trinity and Flowers entered into a
settlenment agreenent. Trinity agreed to repurchase certain
barges sold to Flowers under the first contracts and to pay
Fl oners $5, 764,000 in danages. Flowers agreed to pay Trinity the
$8, 020,000 it withheld under the second contract. The settlenent
agreenent specified that this anobunt was to be offset by the
agr eed- upon damages, resulting in a paynent fromFl owers to
Trinity of $2,256, 000.

| ncone Tax Reporting

Petitioner used the accrual nethod of accounting for al
rel evant periods. Wth respect to barges delivered under the
second contract in 2001, petitioner accrued the full amount of
the sales, including deferred paynents, and reported these
amounts as incone in 2001.* Wth respect to barges delivered

under the second contract in 2002, however, petitioner reported

10 The record does not reveal why the $2,817,400 bal ance due
reflected in the settlenent agreenent differs fromthe $2, 836, 060
that the parties have stipulated Florida Marine wi thheld from
Trinity.

11 Petitioner subsequently made an informal claimw th the
IRS to reduce its 2001 i ncome, which the IRS denied. This claim
is not at issue in this case.
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as income only the amounts received during 2002; it excluded the
$4, 520, 000 of deferred paynents as to which Florida Marine and
Fl owers asserted rights of offset.

Noti ce of Deficiency

In the notice of deficiency respondent determ ned that
failure to accrue the deferred paynents for the barges delivered
in 2002 under the second contract resulted in a $4, 520, 000
understatenent of the affiliated group’s 2002 consoli dated incone
and a correspondi ng overstatenent of the 2002 consoli dated net
operating | oss carryback clainmed on petitioner’s consolidated
return for the taxable year ending March 31, 1999.

OPI NI ON

1. Accrual ©Method of Accounting

The primary issue is whether petitioner, as an accrual basis
taxpayer, was required to accrue in 2002 deferred paynents for
barges that Trinity delivered under the second contract in 2002,
with respect to which the obligors clained rights of offset for
damages allegedly arising with respect to barges that they had
previ ously purchased under the first contracts.

Under the accrual nethod of accounting, incone is generally
recogni zed when all the events have occurred that fix the right
to receive the incone, and the anmount of the inconme can be
determ ned wth reasonabl e accuracy. Secs. 1.446-1(c)(1)(ii)(A),

1.451-1(a), Inconme Tax Regs. Consequently, “An accrual basis
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taxpayer * * * nust report inconme in the taxable year in which
the | ast event occurs which unconditionally fixes the right to
receive the incone and there is a reasonabl e expectancy that the

right wll be converted to noney.” Schl unberger Technol ogy Co.

V. United States, 195 F.3d 216, 219 (5th Cr. 1999); see Charles

Schwab Corp. & Includable Subs. v. Comm ssioner, 107 T.C 282,

292 (1996), affd. 161 F.3d 1231 (9th G r. 1998).

Trinity's delivery of each barge to Flowers or Florida
Marine unconditionally fixed its right to receive the ful
contract price under the second contract. Absent the offset
clains by Flowers and Florida Marine, there would appear to be no
di spute that petitioner was required to accrue the full contract
price of each barge, including deferred paynents, in the year of
delivery. Indeed, that is the way petitioner reported its
consol idated incone with respect to barges delivered under the
second contract in 2001, before Flowers and Florida Mrine
asserted their offset clains.

For barges delivered under the second contract in 2002, on
the ot her hand, petitioner accrued only the paynents received

upon delivery and excluded the deferred payments.?!? Petitioner

2 1'n the anended answer, filed after trial upon the
granting of respondent’s notion to conform pl eadings to proof
pursuant to Rule 41(b), respondent asserts that petitioner
i nproperly changed its accounting nethod with respect to barges
delivered in 2002 pursuant to the second contract. Petitioner

(continued. . .)
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contends that it was not required to accrue these deferred
paynents in 2002 because of Florida Marine’'s and Flowers’ clains
of rights to offset the deferred paynents under the second
contract agai nst danages all egedly arising under the first
contracts. Petitioner relies upon a |ine of cases which stands
generally for the proposition that in certain circunstances an
accrual basis taxpayer need not accrue unpaid incone if the
obligor disputes the validity of the claim See, e.g., N__Am

Q1 Consol. v. Burnet, 286 U S. 417 (1932); Gar Wod Indus., Inc.

V. United States, 437 F.2d 558 (6th Cr. 1971); Cold Metal

Process Co. v. Conm ssioner, 17 T.C 916 (1951), affd. per order

53-1 USTC par. 9135 (6th Cr. 1952); Janmaica Water Supply Co. v.

Conmm ssioner, 42 B.T.A 359 (1940), affd. 125 F.2d 512 (2d Gr.

1942); Ryan v. Conm ssioner, T.C Menp. 1988-12, affd. sub nom

Lamm v. Comm ssioner, 873 F.2d 194 (8th GCr. 1989); Breeze Corps.

v. United States, 127 C. d. 261, 117 F. Supp. 404 (1954).

For instance, in Gar Wood Indus., Inc. v. United States,

supra, upon which petitioner places particular reliance, the

t axpayer manufactured equipnent for the U S. Arny Corps of

2, .. continued)
replies that it did not change its nmethod of accounting in 2002
because the dispute with the purchasers represented a change in
underlying facts within the neaning of sec. 1.446-1(e)(2)(ii)(b),
| ncone Tax Regs. Because we conclude that petitioner was
required to accrue the disputed incone in 2002, it is unnecessary
to decide this issue.
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Engi neers (Corps). The contracts contained “price
redeterm nation” clauses, which authorized renegotiation of the
contracts after partial performance. [d. at 559. When certain
of the contracts were nearing conpletion, the Corps, anticipating
a price redetermnation, unilaterally began w thhol di ng anmounts
ot herwi se due to the taxpayer under the contracts. The pricing
di spute was resolved 2 years later. The court held that the
t axpayer was not required to accrue the wthheld anounts in the
year the w thhol di ng occurred because the taxpayer “never had a
fixed right to the full contract price” and the Corps’ refusal to
honor the contract price negated whatever right the taxpayer
ot herwi se had to receive the withheld amounts. |d. at 561
Simlarly, all the other cases upon which petitioner relies
i nvol ve situations in which obligors disputed the fact or anount
of their liability with respect to the itemto be accrued.

By contrast, insofar as the record shows, neither Flowers
nor Florida Marine ever disputed the fact or amount of its
obligation to Trinity under the second contract. To the
contrary, their filings in the comercial litigation expressly
acknow edged their obligations to Trinity under the second
contract and indicated that they were setting the w thheld
anounts aside in “escrow’ or as “collateral security” to offset
what ever damages Trinity mght ultimtely be determned to owe

themw th respect to their clainms under the first contracts.
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I n Conm ssioner v. Hansen, 360 U. S. 446 (1959), the Suprene

Court considered a sonmewhat anal ogous situation in which buyers

w thheld a portion of the sales price to satisfy potential clains
agai nst the taxpayer seller. Myre particularly, in Hansen auto
deal ers entered into a financing arrangenent whereby they sold
custoners’ installnment notes to finance conpani es, which wthheld
a portion of the purchase price as security to cover possible

| osses on the notes. The Suprene Court held that the auto

deal ers were required to accrue the wthheld anbunts as incone
when the notes were sold. The Court rejected the deal ers’
argunment that accrual was excused by their present inability to
conpel the finance conpanies to pay themthe reserved anounts.
“[ T] he question is not whether the taxpayers can presently
recover their reserves, for * * * it is the time of acquisition

of the fixed right to receive the reserves and not the tinme of

their actual receipt that determ nes whether or not the reserves

have accrued and are taxable.” 1d. at 464.

The Court noted that although the reserves were subject to
being of fset by the dealers’ contingent liabilities to the
finance conpany, “only the obligations * * * arising fromthose
l[iabilities may be offset against a |like anobunt in the dealer’s
reserve account.” [d. at 465. Consequently, the Court reasoned,
any use of the reserves in paying those obligations would anount

to the dealers’ receiving sonething of value. The Court stated:
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“In any realistic viewwe think that the deal er has ‘received
his reserve account whether it is applied, as he authorized, to
t he paynent of his obligations to the finance conpany, or is paid
to himin cash.” |d. at 466. The Court concluded that the
deal ers nust contenporaneously accrue the wi thheld anmounts, even
if those funds were not avail able for paying the resulting tax
l[tability, stating: “it is a normal result of the accrual basis
of accounting and reporting that taxes frequently nust be paid on
accrued funds before receipt of the cash with which to pay thent.

Id. at 466-467; see also Stendig v. United States, 843 F.2d 163

(4th Cr. 1988) (requiring the taxpayer to accrue rents received
fromits apartment conplex, including a portion that was
deposited into reserve accounts to secure the nai ntenance and

operation of the conplex); dark v. Wodward Constr. Co., 179

F.2d 176 (10th Cr. 1950) (requiring the taxpayer to accrue
i nconme from hi ghway construction contracts when the State
accepted the work, notw thstanding a contractual provision which
permtted the State, after accepting the work, to withhold 15
percent of the contract price pending publication of statutory
notice to any clai mants agai nst the taxpayer).

The instant case presents a stronger argunent, we believe,

for requiring accrual of income than Conmm ssioner v. Hansen,

supra, or the other cases just cited. Unlike these other cases,

the instant case does not involve any question as to whether the
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right to receive incone was vitiated by a contractual provision
for withholding a portion of the sales price. Rather, as
previ ously di scussed, under the second contract petitioner had a
fixed and absolute right to the deferred paynents as soon as each
barge was delivered. Pursuant to the clains of offset asserted
by Flowers and Florida Marine, the wi thheld paynments were to be
applied only in satisfaction of Trinity's or petitioner’s alleged
obligations to themarising under the first contracts.
Petitioner effectively received the w thheld anounts when,
pursuant to the settlenent agreenent, they were applied in
conprom se of Flowers’ and Florida Marine’s clains. |In the final
anal ysis, then, the offset clains affected only the timng of
petitioner’s receipt of inconme under the second contract and not
its right to receive the incone.

Petitioner’s contentions mght be broadly construed as
turning upon doubts as to the collectibility of Flowers’ and
Florida Marine's debts for the deferred paynments. Petitioner
does not contend that it is entitled to a bad debt deduction with
respect to these debts and has offered no proof that the debts
were wholly or partially worthless so as to neet the requirenents
under section 166 for claimng a bad debt deducti on.

Nevert hel ess, petitioner seens to suggest broadly that, apart
from any question about deductions, doubts about the

collectibility of the debts justify postponing the accrual of the
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i ncome. In Spring Cty Foundry Co. v. Comm ssioner, 292 U.S.

182, 184 (1934), the Suprenme Court squarely rejected such a
contention as having “no nerit”. The Court stated:

Keepi ng accounts and nmeki ng returns on the accrual
basi s, as distinguished fromthe cash basis, inport
that it is the right to receive and not the actual
recei pt that determ nes the inclusion of the anount in
gross incone. Wen the right to receive an anount
becones fixed, the right accrues. * * *

* * * |f such accounts receivabl e becone uncollectible,
in whole or part, the question is one of the deduction
whi ch may be taken according to the applicable statute.
* * * That is the question here. It is not altered by
the fact that the claimof loss relates to an item of
gross incone which had accrued in the sane year. [ld.
at 184-185.]

Pursuant to these principles, an accrual basis taxpayer
general |y nmust accrue incone once the all-events test is
satisfied, even though paynment may be postponed until a

subsequent year. Harnont Plaza, Inc. v. Conm ssioner, 64 T.C

632, 648, 649 (1975), affd. 549 F.2d 414 (6th Gr. 1977); Ceorgia

School - Book Depository, Inc. v. Commi ssioner, 1 T.C. 463, 468

(1943). As a limted exception to this rule, accrual may not be
required if the inconme was of doubtful collectibility or it was
reasonably certain that it would not be collected as of the tine

the taxpayer’s right to receive the incone arose. Harnont Pl aza,

Inc. v. Conm ssioner, supra at 649-650; Atl. Coast Line RR .

Comm ssioner, 31 B.T.A 730, 751 (1934), affd. 81 F.2d 309 (4th
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Cir. 1936).% The income-accrual exception is narrowy applied
so not to “be allowed to swall ow up the fundanental rule upon

which it is engrafted” requiring accrual. Georgia School - Book

Depository, Inc. v. Conm ssioner, supra at 469. The exception

has typically been applied where the debtor is “insolvent or in

fact bankrupt.” Harnont Plaza, Inc. v. Comm Ssioner, supra at

650.

Petitioner does not contend and the evidence does not show
that Flowers or Florida Marine was insolvent or bankrupt or that
the collectibility of their debts was otherwi se called into
gquestion by their respective financial conditions. |In any event,
Fl owers and Florida Marine asserted their clains of offset only
after the barges were delivered under the second contract and
petitioner’s right to the inconme had becone fixed. In fact,

insofar as the record shows, Florida Marine did not assert its

13 Under this exception, “the fact that the obligation |ater
becanme worthless in part, even though within the sane taxable
year is * * * immterial”. Atl. Coast Line R R v. Conm ssioner,
31 B.T.A 730, 751 (1934), affd. 81 F.2d 309 (4th Gr. 1936). At
first blush there may appear to be sone tension between this
statenment and a statenent in a Menorandum Opi nion of this Court
that the income-accrual exception may apply “when, in the sanme
year that a taxpayer’s right to incone arises, collection and
recei pt of the inconme becone sufficiently doubtful or when it
becones reasonably certain that the incone will not be
collected.” Elec. Controls & Serv. Co. v. Conm ssioner, T.C
Meno. 1996-486. |In that case, however, the Court held that
nonaccrual of certain contract paynents was permtted in part
because of the contingent nature of the taxpayer’s right to
receive the paynents. By contrast, petitioner’s right to receive
the deferred paynents under the second contract was unconditiona
and fixed upon delivery of the barges.




- 21 -
offset clainms until March 2003, after the close of the taxable
year in which petitioner’s right to the inconme under the second
contract had arisen. In these circunstances, postponing accrual
of the income is not justified.

In conclusion, in 2002 petitioner was required to accrue the
deferred paynents due on the barges delivered that year under the
second contract.

2. Deductibility of Wthheld Paynents Under Section 461(f)

Al ternatively, petitioner clains that pursuant to section
461(f) it is entitled to deduct $4,520,000 in 2002 on the ground
that it “transferred” this anount to Fl owers and Florida Mrine
in satisfaction of their disputed clainms for damages with respect
to allegedly defective barges that Trinity delivered under the
first contracts.

An accrual basis taxpayer generally may take a liability
into account only in the taxable year in which all events have
occurred to allow the fact and anobunt of the liability to be
determ ned with reasonabl e accuracy and econom ¢ perfornance has
occurred with respect to the liability. Sec. 1.461-1(a)(2),
Incone Tax Regs. |If a liability is contingent on the outcone of
a contested lawsuit, then it generally may not be taken into

account until the dispute is resolved. See WIllanette |Indus.,

Inc. v. Conmm ssioner, 92 T.C 1116, 1121 (1989), affd. 149 F.3d

1057 (9th GCr. 1998). Section 461(f) provides a limted
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exception to this general rule by permtting a taxpayer to deduct
a contested liability, provided the taxpayer has transferred
assets in the sane tax year to satisfy the clained liability.
Section 461(f) provides in relevant part:
SEC. 461(f). Contested Liabilities. -1If-
(1) the taxpayer contests an asserted liability,
(2) the taxpayer transfers noney or other property
to provide for the satisfaction of the asserted
liability,

(3) the contest with respect to the asserted
l[iability exists after the tine of the transfer, and

(4) but for the fact that the asserted liability
is contested, a deduction would be allowed for the
t axabl e year of the transfer * * * (or for an earlier
taxabl e year) * * *

t hen the deduction shall be allowed for the taxable
year of the transfer. * * *

The burden of proof is on petitioner to showthat it satisfies
all four requirenments of section 461(f). See Rule 142; Davies V.

Comm ssioner, 101 T.C 282, 286 (1993).

The parties disagree primarily as to whether petitioner
nmeets the second requirenment |isted above that there be a
transfer of noney or other property in satisfaction of the
asserted liability. Petitioner contends that it transferred
property to Flowers and Florida Marine “when Fl owers and Fl ori da
Marine wi thheld paynment under the Second Contract as an offset
agai nst their alleged damages”. The record shows, however, that

t he $4, 520,000 of deferred paynents as to which petitioner clains



- 23 -
a deduction came due under the second contract in 2003 and 2004.
Fl owers and Fl orida Marine cannot nmeaningfully be said to have

w thhel d the deferred paynents before they cane due. At nost,

Fl owers and Florida Marine threatened in 2002 to wi thhold the
deferred paynents, although as previously discussed the record
does not establish that Florida Marine even asserted its offset

cl ai m bef ore 2003.

Section 461(f) allows a deduction only for “the taxable year
of the transfer.” Consequently, even if we were to agree with
petitioner that the withheld paynents represented transfers of
funds to Flowers or Florida Marine, we would conclude that the
transfers occurred in 2003 and 2004, so that petitioner would not
be entitled to the clainmed deduction under section 461(f).

More fundanmental ly, we disagree with petitioner’s contention
that the w thholding of the deferred paynents by Fl owers and
Florida Marine represented a transfer by petitioner within the
meani ng of section 461(f). The regulations require that the

t axpayer transfer “noney or other property beyond his control

4 The record does not clearly establish what amount, if
any, of deferred paynents Flowers or Florida Mari ne m ght have
wi thheld in 2002 with respect to barges delivered in 2001.
Consequently, if we were to construe petitioner’s claim contrary
to petitioner’s own articulation of it, as enconpassi ng anmounts
wi thheld by Flowers or Florida Marine in 2002 with respect to
barges delivered in 2001, we would conclude that petitioner’s
claimnmust fail by virtue of its failure to carry its burden to
prove the anmount of paynents withheld in 2002.
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* x % % * x |n order for noney or other property to be beyond
the control of a taxpayer, the taxpayer nust relinquish al
authority over such noney or other property.” Sec. 1.461-
2(c)(1), Income Tax Regs. As a necessary corollary, and as
common sense dictates, before a taxpayer may transfer noney or
ot her property beyond its control or authority, it first nust
have the noney or other property within its control or authority.

Qobvi ously, the deferred paynents were not in petitioner’s
control or authority, at |east not so long as Flowers and Florida
Marine withheld them By w thholding the deferred paynents,
Fl owers and Florida Marine nerely perpetuated their own control
over these funds. Although, as previously discussed, Trinity
possessed contractual rights to the wi thheld paynents sufficient
to require accrual of the incone, neither Trinity nor petitioner
relinquished those rights, at |least not in 2002, but instead
vigorously disputed the clainmed rights of offset.

In contending that the withheld paynents constituted a
transfer within the neaning of section 461(f), petitioner relies

upon Chernin v. United States, 149 F.3d 805 (8th Cr. 1998).

Petitioner’'s reliance is msplaced. |In Chernin, the court held
that a transfer was acconplished within the neaning of section
461(f) by a court-issued wit of garnishnment that forced the
taxpayer to transfer funds owed to himas conpensation. The

court reasoned that the wit of garnishnment “shifted actual
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control over the funds fromthe taxpayer to the garnishees”. |1d.
at 810. By contrast, in 2002 there was no court-issued wit or
ot her order of any conpetent legal authority to force Trinity to
transfer funds owed to it.

In sum we conclude and hold that in 2002 petitioner did not
transfer noney or other property in satisfaction of Flowers and
Florida Marine's asserted liabilities and consequently is
entitled to no deduction pursuant to section 461(f).

To reflect the foregoing and the parties’ stipulation of

settl ed i ssues,

Deci sion will be entered

under Rul e 155.




