17 T.C. 791 (1951)

Payments made to an employee for prior services do not qualify as ‘back pay’
eligible for tax allocation under Section 107(d) of the Internal Revenue Code unless
there was a prior legal obligation to pay that remuneration and payment was
delayed by specific statutory events.

Summary

The Tax Court addressed whether additional compensation paid to Albert Sedlack in
1945 and 1946 by his employer, Burson Knitting Company, qualified as ‘back pay’
under Section 107(d) of the Internal Revenue Code, thus allowing him to allocate the
income to prior tax years (1942-1945). Sedlack argued the payments compensated
for salary reductions during the company’s financially troubled period in the 1930s.
The court ruled against Sedlack, holding that the payments did not meet the
statutory definition of ‘back pay’ because there was no legal obligation for the
company to pay the additional compensation in those prior years, nor were there
specific statutory events preventing earlier payment.

Facts

Albert Sedlack was employed by Burson Knitting Company as a sales manager. Due
to financial difficulties, Sedlack’s salary was reduced in the 1930s. The company
president verbally assured employees, including Sedlack, that they would eventually
be compensated for the salary cuts. In 1937, Sedlack received a lump sum payment
and waived any legal claims for past compensation. In 1943, he received another
payment to avoid threatened litigation related to salary claims from 1932-1933,
signing a release of all claims. In 1945 and 1946, Sedlack received additional
payments totaling $18,000, characterized by the company as retroactive
compensation for prior services, but not to settle any legal obligation. The
company’s request to the Salary Stabilization Unit to approve these payments was
denied.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Albert Sedlack’s
income tax for 1945 and for the period January-November 1946, arguing that the
additional payments should be included in gross income for the years received and
did not qualify as back pay. The Commissioner also determined a deficiency against
Elsie Sedlack as transferee of assets. The cases were consolidated in the Tax Court.

Issue(s)

Whether the $12,000 paid in 1945 and $6,000 paid in 1946 to Albert Sedlack
qualifies as ‘back pay’ under Section 107(d) of the Internal Revenue Code, allowing
it to be allocated to prior tax years (1942-1945).
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Holding

No, because the payments did not meet the statutory definition of ‘back pay’ as
there was no legal liability on the part of the employer to pay the additional
compensation in prior years, nor did any of the prescribed statutory events prevent
payment.

Court’s Reasoning

The court focused on the statutory definition of ‘back pay’ under Section
107(d)(2)(A) of the Internal Revenue Code, which requires that the remuneration
“would have been paid prior to the taxable year except for the intervention of one of
the following events,” such as bankruptcy, a dispute as to liability, or lack of funds.
The court found that the payments were not made pursuant to a legal claim or
agreement in the prior years (1942-1944). Earlier salary claims had been settled
with releases signed by Sedlack. Although the company attempted to justify the
payments as settling past claims to the Salary Stabilization Unit, it did not admit to
any legal obligation. The court noted, “the term ‘back pay’ does not
include...additional compensation for past services where there was no prior
agreement or legal obligation to pay such additional compensation.” The court also
found that the company was financially capable of paying the additional
compensation in the prior years, further undermining the claim that the payments
qualified as back pay.

Practical Implications

This case provides a clear interpretation of the ‘back pay’ provisions of the Internal
Revenue Code. It clarifies that simply labeling a payment as compensation for prior
services is insufficient to qualify it as back pay eligible for tax allocation. Attorneys
must demonstrate a pre-existing legal obligation to pay the remuneration in prior
years and that payment was prevented by specific statutory events. The case
emphasizes the importance of documenting legal liabilities and financial constraints
to successfully claim back pay treatment. Later cases have cited Sedlack to reinforce
the principle that a mere moral or equitable obligation is insufficient; a legal
obligation is required. It restricts the use of section 107 to situations where payment
was contractually or legally required in a prior year but was delayed due to specific,
identifiable circumstances.
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