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27 T.C. 911 (1957)

When income is constructively received by a taxpayer, expenses accrued by the
payor are deductible, even if not paid within the statutory period, so long as the
payor and payee are not barred from doing so by IRC 24(c).

Summary

Geiger & Peters,  Inc.  (the “taxpayer”)  accrued expenses for  interest,  rent,  and
officers’ compensation but did not actually pay these amounts within 2.5 months
after the end of the fiscal year. The IRS disallowed the deductions, citing Internal
Revenue  Code  (IRC)  §  24(c),  which  disallows  deductions  for  unpaid  expenses
between related parties. The Tax Court ruled that since the officers constructively
received the income (it was credited to their accounts and available to them), the
deductions  were  permissible  under  IRC §  24(c),  as  amended  by  the  Technical
Changes Act of 1953. The court also found the officers’ salaries were reasonable.

Facts

Geiger  &  Peters,  Inc.,  an  accrual-basis  corporation,  was  owned  by  three
shareholders: two brothers, Oscar and Harold Peters, and their mother, Lena Peters.
The  officers  and  directors  included  Harold  (president  and  treasurer),  Oscar
(secretary), and Lena (vice president). During the years at issue (1948-1950), Geiger
& Peters accrued interest on loans from the Peters, rent for property owned by
them, and bonuses for Harold and Oscar. While these amounts were credited on the
corporation’s  books  to  the  Peters’  accounts  and  included  as  income  on  their
individual tax returns, they were not actually paid within 2.5 months of the end of
the tax year. The IRS disallowed the deductions based on IRC § 24(c).

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the taxpayer’s
income taxes for 1948, 1949, and 1950, disallowing deductions for interest, rent,
and a portion of officers’ compensation. The taxpayer petitioned the United States
Tax Court for a redetermination of the deficiencies.

Issue(s)

1. Whether the amounts of interest, rent, and officers’ compensation claimed as
deductions were prohibited by IRC § 24(c) of the 1939 Code, as amended by the
Technical Changes Act of 1953.

2. If not prohibited, whether the portions of the officers’ salaries disallowed by the
Commissioner represented unreasonable compensation.

Holding
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1. No, because the income was constructively received by the officers.

2. No, because the salaries were reasonable.

Court’s Reasoning

The court first addressed IRC § 24(c). The court explained that this provision aimed
to  prevent  tax  avoidance  by  denying  deductions  for  unpaid  expenses  between
related parties. However, the Technical Changes Act of 1953 amended the statute to
prevent denial of a deduction if the amount was includible in the payee’s gross
income, even if not actually paid. The court found that the Peters brothers and their
mother had constructively received the income. Constructive receipt applies when
income is credited or set apart for a taxpayer, allowing them to draw upon it at any
time without substantial limitation. The court emphasized that the officers could
have borrowed funds to withdraw the money at any time, which meant the doctrine
of constructive receipt was applicable,  and the requirements of IRC 24(c) were
satisfied. Regarding rent payments,  the court stated that amounts paid for real
property taxes were deductible. In addressing the second issue, the court examined
the reasonableness of the officers’ salaries, and the court stated, “It is well settled
that the question of what constitutes reasonable compensation to a specific officer of
a corporation is essentially a question of fact to be determined by the peculiar facts
and circumstances of each particular case.” The court found the salaries reasonable
given the officers’ duties, experience, and the company’s financial performance.

Practical Implications

This case clarifies the application of the constructive receipt doctrine in the context
of IRC § 24(c). It highlights that a deduction is permissible even if the payment is not
made within the statutory timeframe, provided that the income is constructively
received by the payee and included in their gross income. This ruling is relevant for
closely held corporations and their shareholders. It is essential for corporations to
understand when income is considered constructively received. Specifically, it is
critical  to  show  that  funds  were  accessible  to  the  payee  without  substantial
restrictions and that they were included in the payee’s income. It underscores the
importance  of  the  taxpayer  having  the  financial  capacity,  such  as  through
borrowing, to make the payments during the 2.5-month period. If the recipient has
unfettered control and included it on their tax return, that supports the claim of
constructive receipt and deductibility for the payor.


