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25 T.C. 815 (1956)

For compensation to qualify as “back pay” under Section 107(d) of the Internal
Revenue Code, the delay in payment must be due to specific, qualifying events, not
the employer’s discretionary use of funds.

Summary

The case concerns whether compensation received by Harold L. Ward for services
rendered as president of the Ward Redwood Company could be considered “back
pay” under Section 107(d) of the Internal Revenue Code of 1939, thus entitling him
to a favorable tax treatment. The Court held that the compensation was not back pay
because the delay in payment was due to the company’s choice to use its funds for
other purposes (including dividend payments) rather than to the specific events
listed  in  the  statute,  such  as  bankruptcy  or  receivership.  The  Court’s  decision
underscores the narrow definition of “back pay” under the Code and emphasizes the
causal connection required between the non-payment and the qualifying event.

Facts

Harold  L.  Ward  was  president  of  Ward  Redwood  Company,  Inc.,  which  was
incorporated in 1937 to acquire timber properties. The company was unable to pay
Ward a salary initially. The company’s lands were subject to tax delinquencies and
had been deeded to the State of California. In 1940, some of the lands were cleared
and released to the company. From 1940 onwards, the company made sales of
timber. The remaining half of the lands was released in 1945. In 1949, the company
paid Ward $32,000 for services rendered from 1941 to 1944. The Commissioner
determined that this payment was not back pay under Section 107 of the Internal
Revenue Code.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  a  deficiency  in  income  tax
against Harold L. Ward for 1949. The petitioners filed a petition with the United
States Tax Court, disputing the Commissioner’s determination and arguing that the
$32,000 received was back pay, thus subject to a more favorable tax treatment
under section 107. The Tax Court held in favor of the Commissioner.

Issue(s)

1.  Whether  the  $32,000  payment  received  by  Harold  L.  Ward  in  1949  was
compensation under Section 107(a) of the Internal Revenue Code of 1939.

2. Whether the $32,000 payment received by Harold L. Ward in 1949 was back pay
under Section 107(d) of the Internal Revenue Code of 1939.

Holding
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1. No, because less than 80% of the compensation for the period was received in the
taxable year.

2. No, because the delay in payment was not due to an event specified in Section
107(d) of the Internal Revenue Code of 1939.

Court’s Reasoning

The  Court  first  addressed  the  issue  of  whether  the  payment  qualified  as
compensation  under  Section  107(a).  The  Court  reasoned  that  because  the
employment had been continuous from 1937 and the total compensation covered a
period of  more than thirty-six  months,  and because only  a  portion of  the total
compensation was received in the taxable year, Section 107(a) did not apply. The
Court then turned to the question of whether the payment constituted “back pay”
under  Section  107(d).  The  Court  noted  that  “back  pay”  requires  the  delay  in
payment to be due to certain specified events, such as bankruptcy or receivership.
The petitioners argued that the tax delinquency of the timberlands was such an
event. However, the Court found that the primary reason for the delay was the
company’s  decision  to  use  its  earnings  for  other  purposes,  including  dividend
payments, and not the tax issues. The Court stated that the company had been free
to  sell  or  otherwise  deal  with  its  properties  since  1940,  the  year  before  the
beginning of the period for which Ward was to be compensated, and its failure to
pay Ward was not due to any event described in Section 107(d).

Practical Implications

This case is significant for understanding the precise requirements for “back pay”
treatment under the tax code. Lawyers must carefully examine the reasons for a
delay in compensation to determine whether the delay was caused by one of the
events  enumerated  in  Section  107(d)  or  similar  events  as  determined  by  the
Commissioner. This case highlights the strict interpretation of the statute by the
courts.  For taxpayers claiming back pay, it  is  essential  to demonstrate a direct
causal link between the non-payment and the qualifying event. Moreover, the case
underscores that a company’s discretionary use of funds, such as paying dividends,
is generally not considered a qualifying event justifying back pay treatment. Legal
professionals  advising  clients  on  tax  planning  should  emphasize  the  need  to
document the reasons for any delay in compensation and should be cautious about
assuming back pay treatment applies.


