E. H. Sheldon & Co. v. Commissioner, 19 T.C. 481 (1952)

Under the accrual method of accounting, a liability is deductible only when it is fixed
and determinable, meaning all events establishing the liability have occurred, and
the costs of long-term assets, like catalogs, are capital expenditures to be amortized
over their useful life, not deducted entirely in the year of purchase.

Summary

E.H. Sheldon & Co., using an accrual method of accounting, sought to deduct a
portion of anticipated 1946 vacation pay in 1945, and the full cost of catalogs in the
year of purchase. The Tax Court held that the vacation pay was not yet a fixed
liability in 1945 because employee eligibility for 1946 vacations was contingent on
continued employment. Additionally, the Court determined that catalog costs were
capital expenditures, not immediately deductible advertising expenses, and should
be amortized over the catalogs’ estimated five-year useful life. The Commissioner’s
allocation was deemed reasonable.

Facts

E.H. Sheldon & Co. used the accrual method of accounting.

The company had a contract with its employees providing vacation pay.

To be eligible for vacation pay, employees had to be employed at the beginning of
the contract year and have worked for at least one year prior.

The company sought to deduct a portion of the anticipated vacation pay for the
period of May 1, 1946, to December 1, 1946, in its 1945 tax return.

The company also purchased catalogs (Nos. 25, 26, and 27) that were first used in
September 1946 and had a useful life of over five years. It sought to deduct the full
cost of the catalogs in the year of purchase.

Procedural History

The Commissioner of Internal Revenue disallowed the deduction for the portion of
anticipated vacation pay and required the catalog costs to be capitalized and
amortized over their useful life. E.H. Sheldon & Co. petitioned the Tax Court to
review the Commissioner’s determination.

Issue(s)

Whether the petitioner could deduct a portion of anticipated 1946 vacation pay in
1945 under the accrual method of accounting.

Whether the costs of the catalogs were deductible in the year they were paid, or
whether they were capital expenditures to be amortized over their useful life.

Holding

No, because the liability for the 1946 vacation pay was not fixed and determinable in
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1945 as employee eligibility was contingent on continued employment.
No, because the catalogs were capital assets with a useful life extending beyond one
year, and their costs should be capitalized and amortized over their useful life.

Court’s Reasoning

The court reasoned that under the accrual method, a liability is deductible when it
becomes fixed and determinable, meaning all the conditions and events that
determine the liability have occurred. In this case, employee eligibility for the 1946
vacation pay was contingent on their continued employment through May 1, 1946.
Therefore, the liability was not fixed in 1945.

Regarding the catalogs, the court determined they were capital assets with a useful
life exceeding one year. The court stated, “If a taxpayer purchases an asset having a
useful life of several years and uses it to advertise its products over several years, its
cost is not deductible as an expense of the first year.” The court found that the
catalogs had no effect on the income of 1944, 1945, and the first eight months of
1946, as they were not in use during that period. The Commissioner’s determination
to amortize the cost over five years was deemed reasonable.

Practical Implications

This case reinforces the principle that accrual method taxpayers can only deduct
liabilities when they are truly fixed and determinable, emphasizing the
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