6 T.C. 37 (1946)

Payments made by an employer for employee annuities and profit-sharing trusts are
not deductible as compensation for services rendered or as ordinary and necessary
business expenses if the employees’ rights to those benefits are uncertain and the
employer retains significant control over the funds.

Summary

Lincoln Electric Co. sought to deduct payments made in 1940 and 1941 for
employee annuity policies and a contribution to a profit-sharing trust as
compensation or ordinary business expenses. The Tax Court disallowed the
deductions, finding that the employees’ rights were not fully vested, the employer
retained substantial control over the funds, and the payments did not constitute
“compensation paid” within the meaning of Section 23(a) of the Internal Revenue
Code. The court also rejected the argument that these payments were part of the
cost of goods sold.

Facts

Lincoln Electric, a manufacturer of welding equipment, experienced significant
growth and profits between 1936 and 1941. The company had a history of providing
a base pay, cash bonuses, and, beginning in 1936, purchased group annuity policies
for its employees. In 1941, it also established a profit-sharing trust. Employees’
rights under the annuity policy were subject to forfeiture if they left the company
before retirement or died, and the company retained control over the trust through
a committee of its officers. The employees were not informed of the specific amounts
allocated to them under the annuity contract or the profit-sharing trust.

Procedural History

The Commissioner of Internal Revenue disallowed deductions claimed by Lincoln
Electric for payments made in 1940 and 1941 toward employee annuity policies and
a profit-sharing trust. Lincoln Electric petitioned the Tax Court for review. The Tax
Court upheld the Commissioner’s disallowance.

Issue(s)

1. Whether the amounts paid by Lincoln Electric for the purchase of employee
annuity contracts in 1940 and 1941 are deductible as compensation paid for services
rendered or as ordinary and necessary business expenses under Section 23(a) of the
Internal Revenue Code.

2. Whether the amount contributed by Lincoln Electric to a profit-sharing trust in
1941 is deductible as compensation paid for services rendered or as an ordinary and
necessary business expense under Section 23(a) of the Internal Revenue Code.
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Holding

1. No, because the employees’ rights to the annuity benefits were contingent upon
continued employment and survival to retirement age, and the employer retained
significant control over the funds; therefore, the payments did not constitute
“compensation paid” or ordinary and necessary business expenses.

2. No, because the employees’ rights to the trust benefits were uncertain, the
employer retained significant control over the distribution of funds, and the
payments did not constitute “compensation paid” or ordinary and necessary
business expenses.

Court’s Reasoning

The Tax Court reasoned that to be deductible as compensation, payments must be
“compensation for services actually rendered.” The court emphasized the
importance of the term “paid,” inferring that there must be a receipt of payment or a
conferred benefit by the employee for the payment to qualify as compensation. Here,
the employees’ rights under the annuity policy were contingent upon continued
employment and survival to retirement age. As to the profit-sharing trust, the
company retained significant control over the distribution of funds through a
committee composed of its officers. The court distinguished the case from situations
where employees received an immediate and unconditional benefit, such as a
delivered annuity contract, stating, “the benefit to the employee, when such
disbursements are made, must be less illusory and more certainly tangible and
definite than those here in dispute.” The court also rejected the argument that the
payments were part of the cost of goods sold, noting that they were voluntary
payments made after the goods were manufactured and sold.

Practical Implications

This case highlights the importance of structuring employee benefit plans to ensure
that employees receive a tangible and non-contingent benefit for the employer to
deduct contributions as compensation or business expenses. Employers should be
mindful of the degree of control they retain over the funds and the extent to which
employees’ rights are vested. Later cases have applied the principles of this case to
determine whether various employee benefit plans qualify for tax deductions,
focusing on whether the employees have a present, ascertainable benefit or whether
the employer maintains too much control or discretion over the funds. For example,
if the employer retains too much discretion or the employees’ rights are subject to
significant contingencies, the IRS may disallow the deduction, treating it as a non-
deductible capital outlay rather than an ordinary and necessary business expense.
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