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6 T.C. 930 (1946)

When a portion of compensation paid by an employer to an employee is disallowed
as a business expense deduction due to being excessive, the disallowed amount is
taxable income to the employee unless proven to be a gift.

Summary

The Commissioner of Internal Revenue disallowed a portion of a bonus paid by a
father to his son, an employee, as an excessive business expense deduction. The son
argued that the disallowed amount constituted a gift and was excludable from his
gross income. The Tax Court held that the entire amount was includible in the son’s
gross income because the son failed to present evidence demonstrating the father’s
intent to make a gift. The court emphasized that the taxpayer bears the burden of
proving that the payment was intended as a gift.

Facts

Clyde W. Wood operated a contracting business and employed his son, Stanley B.
Wood, as a superintendent and foreman. In 1940, Stanley received a $2,435.63
salary and a $5,000 bonus, totaling $7,435.63. Clyde deducted the full amount as a
business  expense.  The  IRS  determined  $3,000  of  the  bonus  was  excessive
compensation and disallowed that portion of the deduction to Clyde.

Procedural History

The Commissioner assessed a deficiency against Stanley, arguing that the $3,000
disallowed bonus was taxable income. Stanley paid taxes on only $5,576.72 of his
compensation, arguing that the $3,000 represented a gift. Stanley then filed a claim
for a refund, which was denied, leading to the Tax Court case.

Issue(s)

Whether a portion of compensation paid to an employee, disallowed as a deduction
to the employer because it was excessive, should be treated as taxable income to the
employee  or  as  a  gift  excludable  from the  employee’s  gross  income when the
employee and employer are father and son.

Holding

No,  because  the  taxpayer,  Stanley,  failed  to  provide  sufficient  evidence  to
demonstrate that his father, Clyde, intended the excess compensation to be a gift.
Absent such evidence, the excessive payment is considered taxable income.

Court’s Reasoning

The court emphasized that the critical factor in determining whether the disallowed
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compensation should be treated as a gift is the payor’s intent at the time of payment.
The court distinguished prior cases cited by the petitioner, noting that those cases
involved the payor’s deduction and the statements about the payments potentially
being gifts  were merely obiter dicta.  Furthermore,  in those cases,  the IRS had
determined the payments were gifts from the perspective of the payor, whereas in
this case, the IRS determined the payment was *not* a gift. The court acknowledged
that a family relationship could suggest an intent to make a gift but stated that there
was no evidence presented to support such a finding in this case. Because the
petitioner failed to meet his burden of proof by showing his father intended the
overpayment as a gift, the court sided with the Commissioner, relying on Treasury
regulations  that  state  “In  the  absence  of  evidence  to  justify  other  treatment,
excessive payments for salaries or other compensation for personal services will be
included in gross income of the recipient…”

Practical Implications

Wood v. Commissioner clarifies the importance of demonstrating the payor’s intent
when compensation is deemed excessive, particularly in family business contexts.
Taxpayers seeking to treat such payments as gifts must provide evidence beyond the
family  relationship  to  prove  the  payor’s  donative  intent.  This  case  serves  as  a
reminder  that  the  burden  of  proof  lies  with  the  taxpayer  to  overcome  the
presumption that excessive compensation constitutes taxable income. Later cases
cite Wood for the principle that the taxpayer must affirmatively demonstrate the
intent to make a gift. It informs tax planning for family businesses, underscoring the
need for proper documentation and substantiation of compensation arrangements to
avoid potential tax liabilities. This case highlights the need to carefully consider the
tax implications of compensation arrangements within family-owned businesses.


