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VEMORANDUM OPI NI ON

GOLDBERG, Special Trial Judge: Respondent determ ned a

deficiency in petitioner’s Federal inconme tax in the anount of
$9, 170 for the taxable year 1995. Unl ess ot herw se indicat ed,
section references are to the Internal Revenue Code in effect for
the year in issue, and all Rule references are to the Tax Court

Rul es of Practice and Procedure.
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The sole issue in this case is whether petitioner is
requi red under section 263A, to capitalize certain royalties paid
as the exclusive licensee of a patented “hot manifold assenbly
systent.

This case was submtted fully stipulated pursuant to Rule
122. The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine the petition
was filed, petitioner’s principal place of business was Auburn
Hlls, Mchigan.

Petitioner is a Mchigan corporation licensed by the State
and engaged in the business of manufacturing and engi neering of
products and services in the fields of industrial chem cals,
pl astics, materials, and synthetics. The sole sharehol der and
presi dent of petitioner is Patrick A Tooman (M. Toonman).
Petitioner was incorporated on June 21, 1984. M. Tooman
devel oped a hot manifold assenbly system which was patented under
the United States Letters Patent No. 4,964,795 (the patent),
dated Cctober 23, 1990. The patent, as described in the
abstract, is “a manifold assenbly system of the type used for
conveying plastic injecting nolding material froma central
i njection point or sprue to a nunber of nold cavities or to
mul ti pl e points”.

On June 10, 1993, petitioner and M. Toonman entered into an

agreenent entitled Arended and Restated License Agreenent (the
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agreenent), effective as of Decenber 10, 1992. The agreenent set
the anobunt to be paid for past and future use of the patent in
petitioner’s assenbly system Under the agreenent, petitioner
has the exclusive and nontransferable |icense and right to

manuf acture and sell the assenbly system covered by the patent
from Decenber 10, 1992, until Decenber 31, 2004. Term nation of
t he agreenment nmay occur upon 10 days’ written notice by either
party or default. The agreenent defines the |icensee as
petitioner and the |icensor as M. Tooman. Anmpounts paid by
petitioner to M. Tooman for future use of the patent are
referred to as royalties.

The patent is and has been utilized as a critical conponent
of petitioner’s assenbly systens since 1984. Royalties are equal
to 10 percent of the net sales price of all plastic nolded
products manufactured through the use of the patented assenbly
system also known as the “end product(s)”. End products are
considered sold at such tinme as an invoice covering the end
products is delivered to a custoner of the petitioner, or if not
i nvoi ced, at the tine that such products are shipped, delivered,
or otherw se nmade available to the customer. All royalty
paynments were paid to M. Tooman on a quarterly basis, pursuant
to the agreenent.

Petitioner tinely filed its U S. Corporation |Incone Tax

Return, Form 1120, for taxable year 1995, and utilized the
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accrual nethod of accounting for the year in issue. Petitioner
i ncurred $999, 151 for the exclusive and nontransferable right to
use the patent. Petitioner did not allocate any of the $999, 151
pai d under the agreenent to the goods it produced, including
inventory remaining at the end of the year. Rather, petitioner
deducted the entire $999, 151 as “OQther Deductions” on |line 26 of
its 1995 Federal inconme tax return as an ordinary and necessary
busi ness expense pursuant to section 162 or, alternatively, as a
depreci ati on deduction under section 167. Petitioner used a
sinplified production nmethod to cal culate inventory costs during
the 1995 taxabl e year, allocating $510,124 in adm nistrative,
service, and support departnent costs to production under section
263A. In allocating section 263A costs to inventory, petitioner
used an absorption ratio cal culated by dividing section 263A
costs by the costs of production other than section 263A costs.

In a notice of deficiency, respondent determ ned that

petitioner failed to include or allocate the $999, 151 in
royalties to production pursuant to section 263A. Specifically,
based on petitioner’s allocation formula, which is not in
di sput e, respondent determ ned that $26,971 of the $999, 151 was
allocable to the ending inventory and was required to be
capitalized and included in petitioner’s cost of inventory.
Accordi ngly, respondent determ ned a deficiency of $9,170 for the

1995 taxabl e year.
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Deductions are a matter of |egislative grace, and taxpayers
bear the burden of proving the entitlenent to any deduction

claimed. [NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992);

New Colonial Ice Co. v. Helvering, 292 U S. 435, 440 (1934).

Section 162(a) allows a deduction for a taxpayer’s “ordinary and
necessary” business expenses paid or incurred during the taxable
year. However, deductions allowed under section 162(a) are al so
“subject to the exceptions provided in part | X (sec. 261 and
followng, relating to itens not deductible).” Sec. 161

The uniformcapitalization rules of section 263A(a) (1)
require that all direct costs and certain indirect costs
allocable to certain property be included in inventory, or
capitalized if such property is not inventory. Taxpayers subject
to section 263A nust capitalize all direct costs and certain
indirect costs properly allocable to property produced or

property acquired for resale. Sec. 1.263A-1(e)(1), Incone Tax

Regs. “Direct costs”, as they are relevant to “producers”,
include “direct material costs and direct |abor costs.” Sec.
1. 263A-1(e)(2) (i), Income Tax Regs. “Direct material costs”

include the costs of those materials that becone an integral part
of specific property produced and those nmaterials that are
consuned in the ordinary course of production and that can be
identified or associated with particular units or groups of units

of property produced. Sec. 1.263A-1(e)(2)(i)(A), Incone Tax



Regs.

Certain “indirect costs” nust also be capitalized to the
extent they are properly allocable to property produced.
“I'ndirect costs” are defined as all costs allocable to property
produced or acquired for resale by the taxpayer other than direct
material costs and direct |abor costs (in the case of property
produced). Sec. 1.263A-1(e)(3), Incone Tax Regs. Indirect costs
are properly allocable to property produced when the costs
directly benefit or are incurred by reason of the performance of
production activities. 1d. Royalty paynents are specifically
identified as an indirect cost that nust be capitalized. Section
1. 263A-1(e)(3)(ii1)(V, Inconme Tax Regs., states as foll ows:

Li censi ng and franchi se costs. Licensing and franchise

costs include fees incurred in securing the contractual

right to use a trademark, corporate plan, manufacturing
procedure, special recipe, or other simlar right

associated with property produced or property acquired

for resale. These costs include the otherw se

deducti ble portion (e.g., anortization) of the initial

fees incurred to obtain the license or franchise and

any m ni mum annual paynents and royalties that are

incurred by a licensee or a franchi see.

Section 1.263A-1(e)(3)(ii), Incone Tax Regs., provides a
nonexcl usive list of exanples of certain indirect costs that nust
be capitalized.

Respondent contends that the royalty paynments incurred by
petitioner are subject to the capitalization rules of section

263A, and further that the paynents nust be deducted over tine

t hrough petitioner’s cost of goods sold.
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Petitioner contends that it was not required to capitalize
royalty paynments to M. Tooman pursuant to section 263A because
the paynents were “contingent royalties” rather than “m ni num
royalties”. Petitioner defines contingent royalties as royalty
paynments derived froma percentage of petitioner’s net sales of
products manufactured through the patent process. Petitioner’s
argunment i s based on the construction, and effectively the
interpretation, of the |last sentence of section 1.263A-
1(e)(3)(ii)(VY), Income Tax Regs., shown above. Petitioner
construes the | ast sentence of section 1.263A-1(e)(3)(ii)(V),
| ncone Tax Regs., so that the word “m ni nuni nodi fies the nouns
“paynents” and “royalties”. W disagree.

Petitioner was in the business of manufacturing products in
the fields of industrial chemcals, plastics, materials, and
synthetics. Petitioner acquired the exclusive right to produce
certain end products as licensee, and through the use, of the
manuf acturi ng process protected under M. Tooman’s patent. The
patent was “a mani fold assenbly system of the type used for
conveying plastic injecting nolding material froma central
i njection point or sprue to a nunber of nold cavities or to
mul ti ple points”, thus enabling petitioner to create the end
products. The regul ations of section 263A clearly state that
“licensing and franchise costs * * * incurred in securing the * *

* manufacturing procedure, special recipe, or other simlar right
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associated with property produced”, including “any m ni nrum annual
paynments and royalties ... incurred by a licensee”, are indirect
costs that nmust be capitalized in ending inventory. Sec. 1.263A-
1(e)(3)(ii) (Y, Incone Tax Regs.

Petitioner reads “m ni num annual paynments and royalties” in
a vacuum This phrase nerely gives exanples of “licensing and
franchi se costs” that are classified as indirect costs. The
distinction petitioner wishes this Court to nmake between the
phrase “mnimumroyalties” and “contingent royalties” is
illogical in light of the objectives of the statute and
regul ations. As previously stated, under the statute and
regul ations, indirect costs, that is costs other than direct
material costs and direct |abor costs or acquisition costs, mnust
be capitalized if properly allocable to property produced. Sec.
1. 263A-1(e)(3) (i), Income Tax Regs. Further, the regul ations
give as an exanple of an indirect cost required to be
capitalized, licensing and franchise costs. Sec. 1.263A-
1(e)(3)(ii)(VY), Income Tax Regs. The | anguage found in the
regul ati ons speaks directly to petitioner’s license of the
pat ent ed manufacturing process and the royalties incurred in
securing that |icense.

Petitioner relies on a nunber of cases in its brief that
“W dely recognize” “mninmumroyalties”; however, the cases bear

no relevance to the issue of capitalization under section 263A,
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and have no persuasive value to petitioner’'s case.!?

Accordingly, we find that the royalty paynents incurred by
petitioner in 1995 are indirect costs to the production of the
end products, and, as such, the royalty paynents are subject to
the capitalization rules of section 263A

We have considered all of the other argunents made by
petitioner, and, to the extent we have not addressed them
conclude they are without nerit.

To reflect the foregoing,

Deci sion will be entered

for respondent.

! W note that Wod v. United States, 377 F.2d 300 (5th Gr
1967), and J. Strickland & Co. v. United States, 352 F.2d 1016
(6th Gr. 1965), were decided approximately 20 years before
Congress enacted sec. 263A in the Tax Reform Act of 1986, Pub. L
99-514, sec. 803, 100 Stat. 2350. Petitioner also cited the
foll ow ng cases which concerned the research and experi nent al
expendi tures deduction under sec. 174 and years in issue from
1976 through 1984: Harris v. Comm ssioner, T.C Menp. 1990-80
(tax years 1979-1982), affd. 16 F.3d 75 (5th Gr. 1994); Estate
of Cook v. Conm ssioner, T.C Meno. 1993-581 (tax years 1976-
1982); Research Two Ltd. Pship. v. Conm ssioner, T.C Meno. 2000-
259 (tax years 1982-84).




