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Draper v. Commissioner, 6 T.C. 209 (1946)

An employer’s  payment  of  annuity  premiums for  employees  constitutes  taxable
income to the employees in the year the premiums are irrevocably paid, but advance
premium payments that remain under the employer’s control are not taxable income
until the year the premiums become due and are beyond recall.

Summary

Draper & Co. purchased annuity contracts for its employees and paid premiums for
1941, 1942, and 1943 in 1941. The IRS determined that the total premium payments
were taxable income to the employees in 1941. The Tax Court held that the 1941
premiums were taxable income to the employees because they were irrevocably paid
as compensation. However, the advance payments for 1942 and 1943 premiums
were not taxable in 1941 because Draper & Co. retained the right to reclaim those
payments. The key distinction was whether the payments were beyond recall in the
tax year at issue.

Facts

In  1941,  Draper  &  Co.  adopted  a  plan  to  purchase  retirement  annuities  for
employees with at least 19 years of service. The company paid premiums for the
annuity  policies,  including  advance  payments  for  1942  and  1943.  The  annuity
policies  named  the  employees  as  annuitants  and  were  delivered  to  them.  The
policies stipulated that employees needed Draper & Co.’s consent to exercise rights
like receiving dividends or surrendering the policy for cash value. The amount of the
annual  premiums was  equal  to  one-third  of  the  employee’s  annual  salary.  The
company intended the annuities to provide retirement income for the employees.
The company later terminated this plan and implemented one that qualified under
the tax code.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against the employees,
arguing  the  annuity  premiums  were  taxable  income  in  1941.  The  employees
petitioned the Tax Court, contesting the adjustments to their income. The Tax Court
consolidated the proceedings.

Issue(s)

Whether the annuity premiums and advance premium payments made by Draper &
Co. for its employees constituted taxable income to the employees in 1941 under
Section 22(a) of the Internal Revenue Code.

Holding

Yes,  in  part,  and no,  in  part.  The 1941 premiums were taxable  income to  the
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employees  because  they  represented  additional  compensation.  No,  the  advance
premium payments for 1942 and 1943 were not taxable income in 1941 because
Draper & Co. retained the right to recover those payments. The payments were not
beyond recall during the tax year.

Court’s Reasoning

The court reasoned that the 1941 premium payments were similar to the situation in
Robert P. Hackett, 5 T.C. 1325, where premium payments by an employer on behalf
of employees were considered taxable income. These payments were made as part
of the employees’ compensation. However, the advance premium payments for 1942
and 1943 were different. Draper & Co. could have requested a refund of these
payments before they became due, putting the employees in the same position as if
the payments had never been made. The court distinguished North American Oil
Consolidated v. Burnet, 286 U.S. 417,  which held that income received under a
claim of right and without restriction is taxable, even if the recipient’s right to retain
the money is disputed. In this case, the advance payments were not beyond recall.
The court cited Mertens’  Law of  Federal  Income Taxation,  noting that physical
receipt of payment is not always taxable if the payment is subject to an obligation to
return it if disallowed as a deduction to the payer. The key factor was that the
employer had the right to recover the advance payments during the tax year.

Practical Implications

This case clarifies the timing of income recognition for employees when employers
pay  annuity  premiums.  The  key  consideration  is  whether  the  employer  retains
control over the funds during the tax year in question. If the employer can reclaim
the  funds,  the  employee  does  not  have  taxable  income  until  the  employer’s
commitment  becomes  irrevocable.  This  case  also  highlights  the  importance  of
setting up qualified pension trusts under Section 165 of the tax code, as these trusts
provide specific rules for the tax treatment of employer contributions. Later cases
applying this ruling would likely focus on whether the employer has relinquished
control over the funds used to pay premiums in the relevant tax year. The case also
informs how businesses structure employee compensation plans to optimize tax
outcomes for both the employer and the employee.


