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<strong><em>National Bread Wrapping Machine Co. v. Commissioner</em>, 30
T.C. 550 (1958)</strong></p>

Under  the  accrual  method  of  accounting,  a  deduction  for  an  expense  is  only
allowable in the taxable year when all events have occurred that fix the liability and
permit  the  amount  to  be  determined  with  reasonable  accuracy;  expenses  for
services that have not yet been performed are not deductible.

<p><strong>Summary</strong></p>

The United States Tax Court considered two issues related to the National Bread
Wrapping Machine Company’s tax liability. First, whether the company could deduct
reserves for machine installation costs in the years machines were sold but not yet
installed. Second, whether income received from a British company for the use of
the company’s patents should be treated as royalty income (ordinary income) or as
capital gains from the sale of a patent. The court found that the installation expense
was not deductible because the services had not been performed and the liability
was contingent, while the patent income was correctly classified as royalties. The
court emphasized that for an accrual-basis taxpayer, deductions must be tied to
actual performance of services, not just an obligation to perform them.

<p><strong>Facts</strong></p>

National  Bread Wrapping Machine Company (the taxpayer)  designed,  sold,  and
installed  bread-wrapping  machines.  The  taxpayer  used  an  accrual  method  of
accounting. The company entered into contracts to sell machines, which included an
obligation to install the machines and provide five days of free service. At the end of
1949 and 1950, the taxpayer had sold machines that had not yet been installed. The
taxpayer estimated the cost  of  installation and set  up reserves for these costs,
deducting these reserves on its  tax returns.  Additionally,  the taxpayer received
payments from Forgrove Machinery Company, a British company, based on the sale
of machines manufactured under the taxpayer’s patents. The taxpayer originally
reported  this  income  as  royalties  but  later  amended  its  return,  claiming  the
payments were capital gains. The Commissioner of Internal Revenue disallowed the
installation expense deductions and the capital gains treatment for patent income.

<p><strong>Procedural History</strong></p>

The Commissioner of Internal Revenue determined deficiencies in the taxpayer’s
income tax for 1949 and 1950, disallowing the deductions for installation expenses.
The taxpayer claimed a refund for 1950, arguing the patent income should have
been taxed as capital gains. The case was brought before the United States Tax
Court.

<p><strong>Issue(s)</strong></p>

1. Whether the taxpayer, using the accrual method, could deduct reserves for the
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estimated cost of installing machines that had been sold but not yet installed during
the taxable years.

2. Whether the payments received by the taxpayer from the Forgrove Company for
use of its patents should be treated as royalty income or as capital gains.

<p><strong>Holding</strong></p>

1. No, because the services had not been performed, so the liability had not yet
accrued.

2. The court held the payments should be classified as royalty income.

<p><strong>Court's Reasoning</strong></p>

The court relied on Section 43 of the Internal Revenue Code of 1939, which governs
the timing of deductions for accrual-basis taxpayers, allowing deductions in the year
in  which they are  “paid  or  accrued.”  The court  cited established precedent  to
determine when a liability is  considered to have accrued: all  events must have
occurred to establish a definite liability and fix the amount of the liability. The court
referenced  Spencer,  White  &  Prentis  v.  Commissioner,  which  clarified  the
deductibility  of  expenses related to  services.  The court  found that  because the
installation services had not been performed by the end of the tax year, the expense
had not yet accrued, even though the taxpayer had an obligation to perform them.
The court held that the taxpayer’s “only obligation to do the work which might result
in the estimated indebtedness after the work was performed.”

Regarding  the  patent  income,  the  court  analyzed  whether  the  taxpayer  had
effectively sold its  patent rights or  had merely granted a license.  Applying the
principle from Waterman v. Mackenzie, it found that for a transfer of patent rights
to be considered a sale, there must be a conveyance of the exclusive right to make,
use, and vend the invention in a specified territory. Because the agreement between
the taxpayer and Forgrove Company did not grant exclusive rights and did not
restrict  the  taxpayer’s  ability  to  grant  rights  to  others,  the  payments  were
considered royalty income, not capital gains.

><strong>Practical Implications</strong></p>

This  case  emphasizes  that  accrual-basis  taxpayers  cannot  deduct  expenses  for
services until  those services have been performed. This impacts businesses that
offer services, such as repair or installation, where a contract obligation exists but
performance extends beyond the tax year. The case reinforces the importance of
precise language in agreements involving intellectual property. To achieve capital
gains treatment on patent income, the transfer of rights must be an exclusive grant
to make, use, and sell the invention within a defined territory. The court’s analysis
underscores the need for businesses to carefully structure contracts and account for
revenues and expenses in accordance with the accrual method to ensure proper tax
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treatment.


