Associated Patentees, Inc. v. Commissioner, 4 T.C. 979 (1945)

When the cost of patents is tied to a percentage of future income derived from those
patents, a reasonable depreciation allowance permits deducting the full amount of
the cost payment made each year, rather than amortizing a portion of that year’s
payment over the remaining life of the patents.

Summary

Associated Patentees acquired patents from individuals, agreeing to pay them 80%
of the yearly income derived from licensing the patents. The Tax Court addressed
the proper method for calculating depreciation deductions for these patent costs in
1940. The court held that the taxpayer could deduct the full amount of the patent
payments made in 1940 ($42,209.76) as a depreciation expense for that year. This
ruling rejected the Commissioner’s proposed method, which would have amortized
the 1940 payment over the remaining lives of the patents, finding it would distort
income and potentially prevent the taxpayer from recovering their full cost. The
court emphasized the need for a ‘reasonable allowance’ for depreciation under
Section 23(1) of the Internal Revenue Code.

Facts

» Associated Patentees, Inc. acquired patents from four individuals.

» The consideration for the patents was 80% of the yearly income received by
the petitioner from licenses granted to use the patents.

» The individuals agreed to perform services to maintain the patents, with all
improvements becoming the property of the petitioner.

» In 1940, Associated Patentees paid $42,209.76 under this contract.

Procedural History

» The Commissioner of Internal Revenue disallowed the taxpayer’s claimed
depreciation deduction, proposing an alternative method.
» The Tax Court initially ruled on the matter and then reheard the case.

Issue(s)

1. Whether the taxpayer is entitled to deduct the full amount of the patent
payments made in 1940 as a depreciation expense for that year, or whether the
payments should be amortized over the remaining life of the patents.

Holding

1. Yes, the taxpayer is entitled to deduct the full $42,209.76 payment made in
1940 because this method provides a ‘reasonable allowance’ for depreciation
and avoids distorting income, as the cost is directly tied to the income
generated in that specific year.
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Court’s Reasoning

The court reasoned that the conventional method of amortizing costs over the useful
life of the patents was unsuitable because the total cost was indeterminate at the
beginning of the term. The cost depended on a percentage of future earnings, which
were, by definition, unknown. The court found that the Commissioner’s proposed
method would result in an inadequate depreciation allowance at the beginning of
the patent lives and excessive allowances later, potentially exceeding income from
the patents in those later years. The court stated, “The situation here is unusual. But
we think that the method for computing depreciation for which petitioner argues
gives it a reasonable, and not more than a reasonable, allowance, whereas the
method urged by respondent might deny petitioner the recovery of its cost and
would unquestionably result in a distortion of income.” The court emphasized that
Section 23(1) provides for “a reasonable allowance” for depreciation, not a fixed
method, and the taxpayer’s proposed method was deemed reasonable under the
specific circumstances.

Practical Implications

» This case establishes an exception to the general rule of amortizing patent
costs over their useful life when the cost is contingent on future income.

 Attorneys should analyze similar contracts involving contingent payments for
assets to determine if a full deduction in the year of payment is justifiable.

» Taxpayers can argue for immediate deduction of payments tied to income
generation in specific cases where traditional amortization would distort
income.

« This decision highlights the importance of demonstrating that a particular
depreciation method provides a ‘reasonable allowance’ and accurately reflects
income.

» Later cases may distinguish this ruling based on differing contractual terms or
the predictability of future income streams.
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