18 T.C. 69 (1952)

An employer on the accrual basis can deduct bonus payments to employees in the
year the bonus is authorized and the employees are informed of the exact amount,
even if actual payment occurs in the subsequent year; additionally, contributions to
employee profit-sharing trusts can be deductible expenses.

Summary

Produce Reporter Co. sought to deduct contributions to its employee profit-sharing
trusts and bonus payments in the year they were authorized, despite actual payment
occurring later. The Tax Court addressed whether the profit-sharing plans met the
requirements for exemption under Section 165(a) of the Internal Revenue Code and
whether the bonus payments were properly accrued. The court held that the trusts
qualified for exemption and that the bonus payments were correctly accrued and
thus deductible in the year authorized.

Facts

Produce Reporter Co. established two profit-sharing trusts for employees with five
or more years of service: the “15-50 Year Club” for those with 15+ years and the
“5-50 Year Club” for those with 5-15 years. The company made contributions to
these trusts in 1944, 1945, and 1946, determining the amounts based on profits. It
also had a long-standing practice of paying year-end bonuses to employees. In
December of each year (1944, 1945, 1946), the board authorized bonus payments,
informing employees of the exact amounts they would receive in the following year.
The company accrued these bonus amounts as liabilities in the year they were
authorized.

Procedural History

The Commissioner of Internal Revenue disallowed deductions claimed by Produce
Reporter Co. for contributions to the profit-sharing trusts and for accrued bonus
payments. Produce Reporter Co. then petitioned the Tax Court for a redetermination
of the deficiencies.

Issue(s)

1. Whether the petitioner is entitled to deduct payments made to the profit-sharing
trusts in the respective taxable years.

2. Whether the petitioner is entitled to deduct bonuses in the respective taxable
years when it resolved to distribute them or in the following year when actually paid
to its employees.

Holding
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1. Yes, because the profit-sharing trusts meet the requirements of Section 165(a) of
the Internal Revenue Code, and the contributions are therefore deductible under
Section 23(p).

2. Yes, because the petitioner, using the accrual method, properly accrued the bonus
payments in the year they were authorized and communicated to employees,
notwithstanding that the payments were made in the subsequent year.

Court’s Reasoning

Regarding the profit-sharing trusts, the court noted the Commissioner’s limited
challenge focused on whether the plans provided a definite, predetermined basis for
determining shared profits. Citing Section 165 (a), the court emphasized that the
Act was designed to ensure profit-sharing plans benefit employees and prevent
misuse for the benefit of shareholders or highly-paid employees. The court found
these purposes were fulfilled by the trusts. The court stated, “In view of the narrow
issue submitted for our consideration, we think the purposes as above set forth by
the Court of Appeals are likewise ‘materialized’ in the two profit-sharing trusts
established by petitioner.”

On the bonus payments, the court found that Produce Reporter Co., operating on an
accrual basis, had a fixed obligation to pay the bonuses in the year they were
authorized. The employees were informed of the exact amounts they would receive,
and the company made accounting entries accruing the liability. The court
concluded that “a fixed, definite obligation to pay the bonuses was incurred in the
respective years of accrual” and that the amounts were therefore deductible under
Section 23(a)(1)(A) of the Code.

Practical Implications

This case clarifies that companies using the accrual method can deduct bonuses in
the year the liability is fixed—when the bonus is authorized and the employee is
informed of the amount—even if payment occurs later. It confirms that profit-
sharing trusts are viewed favorably if they primarily benefit employees, aligning
with the intent of the Internal Revenue Code. This case highlights the importance of
proper documentation (board resolutions, employee notifications, and accounting
entries) to support the deduction of accrued expenses. It provides a framework for
businesses establishing and deducting contributions to employee benefit plans,
offering a roadmap for structuring such plans to meet IRS requirements. The case
emphasizes a practical, employee-centric interpretation of tax regulations related to
profit-sharing plans.
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