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26 T.C. 1061 (1956)

To qualify for tax deductions, an employee profit-sharing plan must be operated
exclusively for the benefit of employees, not just designed with that purpose.

Summary

Time Oil Co. sought to deduct contributions to its profit-sharing trust for 1949 and
1950.  The  IRS  disallowed  the  deductions,  claiming  the  plan  wasn’t  operated
exclusively for employees’ benefit. The Tax Court agreed, highlighting the plan’s
deficiencies:  failure  to  maintain  accurate  records,  late  payments  to  terminated
employees, and the use of promissory notes rather than cash contributions. The
court emphasized that a plan must be operated as well as formed for the exclusive
benefit  of  employees  to  qualify  for  tax  exemptions.  This  case  underscores  the
importance of strict adherence to plan terms and the consistent prioritization of
employee interests in its administration.

Facts

Time Oil established a profit-sharing trust in 1945, which initially received approval
from the IRS. The plan required the company to contribute a percentage of its net
income, up to 15% of  employee compensation.  The trust  had an administrative
committee and trustees, with investments primarily in company stock. The company
made contributions to the trust, sometimes in cash and sometimes with promissory
notes. The trustees failed to maintain accurate records for the first two years and
were unaware of the amounts due to terminated employees for years. Distributions
to  terminated employees were delayed for  several  years.  The trust  funds were
invested  almost  exclusively  in  Time  Oil  stock.  The  company’s  contributions
sometimes exceeded the 15% of employee compensation limit. The IRS revoked its
initial approval of the plan, determining it did not meet the requirements for tax
exemption because it was not being operated for the exclusive benefit of employees.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Time Oil’s income
tax for 1949 and 1950, disallowing deductions for contributions to the profit-sharing
trust. Time Oil challenged this determination in the U.S. Tax Court.

Issue(s)

1. Whether Time Oil Co. is entitled to deduct amounts contributed to its employees’
profit-sharing  trust  during  1949  and  1950  under  Section  23(p)  of  the  Internal
Revenue Code of 1939.

Holding

1. No, because the profit-sharing plan was not operated exclusively for the benefit of
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employees.

Court’s Reasoning

The court cited Section 165(a) of the 1939 Code, which stipulated that for a profit-
sharing plan to be tax-exempt, it must be for the exclusive benefit of employees. The
court  distinguished  the  case  from  H.S.D.  Co.  v.  Kavanagh,  where  the
Commissioner’s revocation was based on the same facts as the original ruling, and
the court considered that the Commissioner was bound by the prior decision. The
court noted that the plan’s operation deviated from the plan’s terms. Specifically,
the  trustees’  failure  to  keep  accurate  records,  the  delay  in  distributions  to
terminated  employees,  and  the  use  of  promissory  notes  instead  of  cash
contributions. The court emphasized that a plan must be administered in good faith
toward  the  employees.  The  court  pointed  out  that  the  trust  invested  almost
exclusively in the company’s securities. The court found that the amounts claimed as
deductions exceeded 15% of the aggregate compensation of the eligible employees.
The court concluded that based on these operational deficiencies, the plan was not
being operated for the exclusive benefit of the employees.

Practical Implications

This case reinforces the importance of meticulous compliance with the terms of
employee  benefit  plans.  Companies  must  maintain  accurate  records,  adhere  to
contribution rules, and ensure timely distributions. Failing to operate a plan strictly
in accordance with its terms, even if the plan initially meets IRS requirements, can
lead to the loss of tax deductions. This case highlights that an initial IRS approval of
a plan is not a guarantee of continued tax benefits. The decision emphasizes the
IRS’s focus on actual operational conduct, not just the plan’s written provisions. Any
potential  diversion  of  funds,  even  if  unintentional,  or  any  failure  to  prioritize
employee interests can jeopardize the tax-exempt status of such a plan.


