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Sam G. Winstead v. Commissioner, 10 T.C. 906 (1948)

Under the accrual method of accounting, income is recognized when the right to
receive it becomes fixed, even if the actual payment is received later.

Summary

The case  involves  a  dispute  over  the  proper  year  to  recognize  income for  tax
purposes.  The  taxpayer,  Winstead,  had  a  contract  with  the  government  for
construction work. The contract provided for payments based on certified estimates
of  work  completed.  The  Commissioner  of  Internal  Revenue  determined  that
Winstead should have accrued the income in 1942 based on these estimates, even
though final payment might have been received later. The Tax Court agreed with the
Commissioner, holding that Winstead’s right to the payments became fixed when the
certified estimates were submitted, representing the accrual event for tax purposes.
The  court  considered  the  substance  of  the  contract  and  the  parties’  intent  to
determine when income was earned, emphasizing that the estimates formed the
basis for payment and created a fixed right to receive the money.

Facts

Sam G. Winstead entered into a contract with the United States government to
perform construction work. The contract stipulated that payments would be made
based on certified invoices or vouchers, representing 90% of the stipulated prices
for delivered articles or services rendered. These periodical estimates for partial
payment were certified by both Winstead and the government. Winstead was paid
based  on  these  estimates.  The  government’s  project  engineer  testified  that
payments  were  made  according  to  the  estimates,  even  though there  might  be
deviations between the estimates and the actual completed units delivered. The
Commissioner of Internal Revenue determined that Winstead should have accrued
income in 1942 based on the estimates,  including the 10% retainage. Winstead
contested this, arguing that income should be recognized only upon the completion
and delivery of the completed units.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  a  deficiency  in  Winstead’s
income tax for 1942, based on the accrual of income. Winstead challenged this
determination. The case was heard before the United States Tax Court.

Issue(s)

1. Whether Winstead’s income from the construction contract should be accrued in
1942 based on the certified estimates, even if the final payment was received later.

2. Whether the 10% retainage should be included in the accrual for 1942.
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Holding

1. Yes, because the taxpayer’s right to be paid, and hence to accrue income, became
fixed when the certified estimates were submitted.

2. No, because the right to the 10% retainage did not ripen until the completion of
all construction and acceptance by the contracting officer, which occurred in 1943.

Court’s Reasoning

The Tax Court applied the principle of accrual accounting, stating that income is
recognized when the right  to  receive it  becomes fixed,  even if  the payment is
received later. The court cited the contract terms, which stipulated payments based
on the certified estimates. The court emphasized that these estimates were the basis
for determining the amounts Winstead was entitled to and did receive, thus, the
right to the payments became fixed when these estimates were submitted. The court
rejected Winstead’s  argument  that  income should be recognized only  upon the
completion of units. The court distinguished between the estimates and the final
accounting,  focusing  on  the  point  at  which  Winstead’s  right  to  payment  was
established. The court found that as of December 31, 1942, the conditions were met
which obligated the United States to pay and Winstead to receive a fixed amount
based  on  the  estimates.  The  court’s  reasoning  indicates  that  the  estimates
represented the agreed-upon value for work performed during the period. As the
court states, “the certified figures contained in the estimates were to be the basis
for determining the amounts which the petitioner was entitled to be paid and which
he was in fact paid.” This fixed Winstead’s right to payment.

Practical Implications

This case underscores the importance of the accrual method of accounting in tax
law. It demonstrates that the substance of a transaction, particularly contract terms
and  the  parties’  intent,  is  critical  in  determining  when  income  is  recognized.
Attorneys and tax professionals must analyze contracts carefully to identify when
the taxpayer’s right to receive income becomes fixed. Businesses using the accrual
method need to accurately reflect income in the year the right to the payment
becomes fixed. This case instructs legal practitioners to give weight to the terms of
the agreement and the actions of the parties involved, focusing on when a right
becomes absolute to ascertain when income is reportable. Future cases should give
deference to the parties’ intentions and use the specifics of the contract to define
the accrual event.


