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5 T.C. 822 (1945)

Whether compensation is “reasonable” under tax law is a factual determination
considering  the  nature  of  the  business,  individual  services  rendered,  company
history, and if advance payments for future expenses are properly accruable in the
current tax year.

Summary

Draper & Company, a large wool dealer, sought to deduct bonuses and annuity
premiums paid to its key executives and employees. The IRS disallowed a portion of
the bonuses as excessive compensation and disallowed advance annuity premium
payments, arguing they were not properly accruable expenses. The Tax Court held
that  the bonuses were deductible  as  reasonable compensation based on a  pre-
established  formula  reflecting  the  executives’  contributions,  but  the  annuity
premiums for key executives were excessive. The Court further held that advance
annuity premiums for non-stockholder employees were not properly accruable in the
year paid and thus not deductible.

Facts

Draper & Company was a successful wool buying and selling business. It had a long-
standing policy of paying moderate salaries with bonuses tied to profits. In 1939, a
formula was adopted for bonus payments. In 1941, the company implemented a
retirement  plan  involving  annuity  contracts  for  long-term employees,  prepaying
premiums for three years.  The company’s key executives included Paul Draper,
Robert Dana, Malcolm Green, George Brown, and Kenneth Clarke. Their expertise
was crucial to the company’s success.

Procedural History

Draper & Company filed corporate tax returns for the fiscal year ending November
30, 1941, deducting bonuses and annuity premiums. The Commissioner of Internal
Revenue disallowed a portion of the deductions, leading to a deficiency assessment.
Draper & Company petitioned the Tax Court for redetermination of the deficiencies.

Issue(s)

1. Whether the Commissioner erred in disallowing a portion of the compensation
paid to the company’s officers and stockholder-employees as excessive, including
both bonuses paid under a pre-existing formula and premiums paid for annuity
contracts.

2.  Whether  the  Commissioner  erred  in  disallowing  the  deduction  of  advance
premiums paid on annuity contracts for non-stockholder employees, arguing they
were not properly accruable expenses for the taxable year.
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Holding

1. No, as to the annuity premiums for key employees. Yes, as to the bonuses. The
Tax Court found the annuity premiums for the key employees, when added to their
base salary and bonus, resulted in excessive compensation. The court found the
bonuses were deductible because they were paid pursuant to a pre-existing formula.

2. Yes, because the advance premiums paid for the years 1942 and 1943 were not
properly accruable liabilities of the petitioner for the fiscal year ended November
30, 1941.

Court’s Reasoning

The Tax Court considered several factors in determining whether the compensation
was reasonable, including the nature of the business, the services rendered by the
employees,  the  company’s  history,  and  comparable  compensation  in  similar
enterprises. Regarding the bonuses, the court noted that the formula was adopted
before the tax year in an arm’s-length transaction and was intended to provide a
sound basis for compensation. The court cited Treasury Regulations stating that
contingent compensation is generally deductible if paid pursuant to a free bargain
made before services are rendered.

Regarding the annuity premiums for the key employees, the court found that the
total  compensation,  including  salaries,  bonuses,  and  premiums,  was  excessive.
Regarding the advance annuity premiums, the court emphasized that the company
was not obligated to make the advance payments and could have received a refund
at  any  time  before  the  premiums  were  due.  Therefore,  the  liability  for  these
premiums had not yet accrued. The Court referenced the stipulation that “[t]hese
amounts would have been repaid by the insurance companies to the petitioner if,
before such premiums became due, the petitioner had requested such repayment.”

Practical Implications

This  case  highlights  the  importance  of  establishing  reasonable  compensation
practices,  especially  when  dealing  with  shareholder-employees.  A  pre-existing,
objective  formula  can  support  the  deductibility  of  contingent  compensation.  It
emphasizes the importance of the “all events test” for accrual method taxpayers:
deductions can only be taken when (1) all events have occurred that establish the
fact of the liability, (2) the amount of the liability can be determined with reasonable
accuracy, and (3) economic performance has occurred with respect to the liability.
Advanced payments that are not legally required and can be refunded are generally
not deductible until the year the obligation becomes fixed.


