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Davis & Sons, Inc. v. Commissioner, 5 T.C. 1195 (1945)

Payments  made to  acquire complete ownership of  patent  rights  are considered
capital expenditures and are not deductible as ordinary business expenses, even if
intended to settle a claim or avoid litigation.

Summary

Davis & Sons, Inc. sought to deduct royalty payments made to a trustee for the
benefit of an inventor, Davis, arguing they were ordinary business expenses to settle
a claim. The Tax Court held that these payments were capital expenditures because
they were made to acquire full ownership of Davis’s patent rights. The court also
addressed whether royalty income received by Davis & Sons, Inc. was abnormal
income  under  Section  721  of  the  Internal  Revenue  Code  and  whether  certain
machinery qualified for an obsolescence deduction.

Facts

Davis, an officer of Davis & Sons, Inc., invented an automatic top machine and
processes.  While  employed  by  Davis  &  Sons,  Inc.,  Davis  used  the  company’s
facilities and employees to perfect his inventions. Davis assigned the patent rights to
Davis & Sons, Inc., which then licensed the patents to Interwoven. A dispute arose
regarding Davis’s rights to the invention. To resolve this, Davis & Sons, Inc. agreed
to pay Davis, via a trustee, a portion of the royalties received from Interwoven.

Procedural History

Davis & Sons, Inc. claimed deductions for royalty payments made to the trustee as
ordinary and necessary business expenses. The Commissioner of Internal Revenue
disallowed these deductions, arguing they were capital expenditures. Davis & Sons,
Inc. petitioned the Tax Court for a redetermination of the deficiencies.

Issue(s)

1. Whether royalty payments made by Davis & Sons, Inc. to the trustee for the
benefit of Davis constitute deductible ordinary and necessary business expenses or
non-deductible capital expenditures.

2. Whether the royalties received by the petitioner in 1940 are abnormal income
within the meaning of section 721 of the Internal Revenue Code.

3. Whether the petitioner is entitled to deduct in the year 1940, for obsolescence, or
as a loss from abandonment, the depreciated cost of certain machines.

Holding

1. No, because the payments were part of the consideration for acquiring complete
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ownership of Davis’s patent rights, and thus, constituted capital expenditures.

2. Yes, the court held that the petitioner’s royalty income of $33,417.24 for 1940 is
abnormal income within the meaning of section 721 (a) (1) of the Internal Revenue
Code.

3.  No,  the deduction is  not  allowable under either  the statutory provisions for
obsolescence or loss.

Court’s Reasoning

The court reasoned that although Davis was an employee, his general employment
contract did not require him to assign inventions to the company, only giving the
company a “shop right,” or non-exclusive right to use them. Therefore, Davis &
Sons, Inc. had to acquire full ownership of the inventions and patent rights. The
court  interpreted  the  company’s  resolution  to  pay  the  royalties  as  direct
consideration for the assignment of those rights, stating, “The payments which the
petitioner agreed to make to the trustee and which are claimed as deductions under
this issue were clearly capital expenditures made to acquire the inventions and
patent rights, and not a business expense.” The court also noted that even if the
payments were to prevent litigation, they would still be considered expenditures to
protect the petitioner’s title. Regarding the abnormal income issue, the court found
that while the royalty income was abnormal, a portion of it was attributable to the
taxable year 1940 and therefore not excludable. Regarding the obsolescence issue,
the court found that the petitioner did not establish a permanent abandonment of
the machines in 1940.

Practical Implications

This case reinforces the principle that costs associated with acquiring or perfecting
title to capital assets, including patents, must be capitalized rather than expensed.
Businesses must carefully analyze the nature of payments made to inventors or
other  parties  holding  intellectual  property  rights  to  determine  whether  those
payments represent the cost of acquiring a capital asset. This ruling also clarifies
the application of  Section 721 for  abnormal  income, showing how development
expenses can be allocated to different tax years.


