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15 T.C. 284 (1950)

Commissions  paid  to  a  manufacturer’s  representative  for  securing  government
contracts can be ordinary and necessary business expenses, and a loss is deductible
when  assets  depreciated  on  a  composite  basis  are  prematurely  retired  due  to
unforeseen circumstances.

Summary

Aetna-Standard  Engineering  Co.  sought  deductions  for  commissions  paid  to  a
manufacturer’s  representative  who  aided  in  securing  government  contracts,  to
report income from government contracts on a percentage of completion basis, and
for losses sustained due to the retirement of assets. The Tax Court held that the
commissions were deductible as ordinary and necessary business expenses because
the representative provided valuable services and there was no undue influence. The
court also held that Aetna could not report income on a percentage of completion
basis and that the loss from the abnormal retirement of assets was deductible.

Facts

Aetna-Standard Engineering Co. (Aetna), a heavy machinery manufacturer, hired
Milburn & Brady, Inc. to secure government contracts. Milburn & Brady arranged
meetings,  facilitated plant  visits,  and provided bid preparation assistance.  After
Aetna  secured  contracts,  Milburn  &  Brady  assisted  with  advance  payments,
obtaining priority  materials,  specification changes,  and securing subcontractors.
Aetna paid Milburn & Brady commissions for these services. Due to the government
contracts, Aetna scrapped or sold certain assets being depreciated on a composite
group basis.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Aetna’s income
and excess profits tax. Aetna contested the Commissioner’s decision regarding the
deductibility  of  commissions,  the method of  reporting income from government
contracts, and the deductibility of losses from asset retirements. The Tax Court
reviewed the case and rendered its decision.

Issue(s)

1. Whether commissions paid to Milburn & Brady, Inc. were deductible as ordinary
and necessary business expenses under Section 23(a) of the Internal Revenue Code.

2. Whether Aetna was entitled to report income from government contracts on a
percentage of completion basis.

3.  Whether  the  loss  sustained by  Aetna due to  the  retirement  of  assets  being
depreciated on a composite group basis was deductible from gross income.
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Holding

1. Yes, because the commissions were reasonable compensation for services and did
not  involve  undue  influence,  qualifying  as  ordinary  and  necessary  business
expenses.

2. No, because Aetna’s regular accounting method and the nature of the government
contracts  (divisible  contracts  with  regular  payments)  did  not  justify  using  the
percentage of completion method.

3. Yes, because the asset retirements were abnormal and directly resulted from the
unforeseen  conversion  to  war  production,  not  contemplated  in  the  original
depreciation  rates.

Court’s Reasoning

The court reasoned that the commissions were deductible because Milburn & Brady,
Inc. provided legitimate services, and there was no evidence of undue influence on
government officials.  Quoting Alexandria Gravel  Co.  v.  Commissioner,  the court
stated there was “really small opportunity for the use of influence, if possessed.”

Regarding  the  accounting  method,  the  court  emphasized  that  Aetna’s  regular
method  was  accrual-based  and  the  government  contracts  were  divisible,  with
income recognized upon delivery of each gun carriage. The court cited the Senate
Report No. 1631, 77th Cong., 2d Sess. (1942), to highlight that relief was designed
for taxpayers using the completed contract method.

The court allowed the loss deduction for the retired assets, emphasizing that the
premature  disposition  of  assets  was  due  to  the  unforeseen  conversion  to  war
production and was not a normal retirement. The court noted that allowance of the
loss deduction would not result in a double deduction because the asset’s cost basis
was  eliminated.  The  court  emphasized  Regs.  111,  section  29.23  (e)-3  in  its
reasoning.

Practical Implications

This  case  provides  guidance  on:  (1)  the  deductibility  of  commissions  paid  to
manufacturer’s representatives; (2) the requirements for using the percentage of
completion  method  of  accounting;  and  (3)  the  deductibility  of  losses  from the
retirement of assets depreciated on a composite basis. It clarifies that commissions
are  deductible  if  they  are  reasonable  and  do  not  involve  undue  influence.  It
reinforces  that  the  percentage  of  completion  method  is  applicable  only  under
specific circumstances. This case is often cited when determining whether a loss on
retirement of assets depreciated using the composite method is deductible, based on
whether the retirement was normal or abnormal.


