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H.W. Nelson Co. v. CIR, 19 T.C. 579 (1952)

Under accrual accounting, income from a government contract is recognized when
the right to payment becomes fixed,  based on the contract terms and certified
estimates, not solely upon final completion of the project.

Summary

The case concerns H.W. Nelson Co., a company that had a contract with the U.S.
government  for  constructing  dwelling  units.  The  IRS argued that  the  company
should have accrued income from the contract based on certified estimates of work
completed, even if the units were not fully finished by the end of the tax year. The
Tax Court agreed, holding that under the accrual method of accounting, the income
was  earned  when  the  company’s  right  to  receive  payment  became  fixed,  as
evidenced by the certified estimates, not necessarily when the project was entirely
complete. The court also addressed the issue of retainage, holding that the 10%
retainage was not accruable until final acceptance in the following year.

Facts

H.W. Nelson Co. had a contract with the U.S. government for the construction of
dwelling units.  The contract  stipulated payments based on certified invoices or
vouchers, representing 90% of the stipulated prices for delivered articles or services
rendered.  These  certified  invoices  served  as  periodical  estimates  for  partial
payments. The company submitted these estimates, which were certified by both the
company and the government.  The government made payments based on these
estimates during the course of contract performance. At the end of the tax year
1942, the company had not completed all of the dwelling units, but the government
had paid the company a substantial  portion of the contract price based on the
estimates. The Commissioner determined that the company should have accrued a
certain percentage of the total contract price as income in 1942, even though the
project was not entirely completed. The company disputed this, arguing that income
should only be accrued upon completion of the units.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the company’s
income tax for 1942, based on the accrual of income from the government contract.
The  company  challenged  this  determination  in  the  Tax  Court.  The  Tax  Court
reviewed the contract  terms,  payment practices,  and the application of  accrual
accounting principles. The Tax Court sided with the Commissioner on the main
issue, but also addressed a secondary issue relating to the accrual of retainage. The
case was decided by the Tax Court.

Issue(s)

1.  Whether H.W. Nelson Co.  was required to accrue income in 1942 based on
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certified estimates for work performed under its  contract with the government,
despite not having completed the entire project by the end of the tax year.

2. Whether the 10% retainage, which was not payable until final completion and
acceptance of the project, should be included in the 1942 accrual.

Holding

1. Yes, because the company’s right to payment ripened upon submission of the
certified estimates, the income should have been accrued based on these estimates.

2. No, because the right to the 10% retainage did not become fixed until  final
completion and acceptance in 1943, it should not have been accrued in 1942.

Court’s Reasoning

The court began by acknowledging that there was no dispute between the parties
regarding the governing principles of accrual accounting, both citing Spring City
Foundry Co. v. Commissioner. The disagreement centered on how to apply those
principles to the case’s facts. The court found that the contract, particularly the
payment terms based on certified estimates, determined when the right to payment
became fixed. It highlighted that the estimates were certified by both parties and
served as the basis for payment throughout the contract’s course. The court stated
that  the  company’s  right  to  be  paid  “ripened  and  became  absolute  upon  the
submission of the certified periodical estimates.” This right was not contingent on a
re-check of the figures. The court also pointed out that the government’s project
engineer testified that payments were based on the estimates. The court determined
that  by the end of  1942,  the events  had occurred that  fixed the government’s
liability to pay and the company’s right to receive payment, and that amount should
have been accrued in 1942. Regarding the 10% retainage, the court found that the
right to that portion of the payment did not arise until the project’s completion in
1943. The court reasoned the retainage was not due until all work was finished and
accepted by the contracting officer.

Practical Implications

This  case  underscores  the  importance  of  understanding  accrual  accounting
principles, especially when dealing with long-term contracts. It demonstrates that
income recognition hinges on the point at which the right to payment becomes fixed,
as defined by the contract terms. Businesses must carefully review their contracts to
determine when that right arises. This case is relevant for any company using the
accrual method of accounting and involved in government contracts or other similar
arrangements involving progress payments.  The decision confirms that  certified
estimates can trigger income recognition. The ruling also clarified that the timing of
income recognition can differ  for  various parts  of  a  contract—for instance,  the
retainage was treated differently than progress payments. Later cases dealing with
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contract accounting will likely cite this case to support the principle that the accrual
of  income  should  align  with  the  rights  and  obligations  established  under  the
contract.


