Ebberts v. Commissioner, 51 T. C. 49 (1968)

In community property states, unpaid bonuses to an employee who is a family
member cannot be deducted by the employer, even for the portion allocable to the
employee’s spouse, when the employee controls the timing of payment.

Summary

Daniel Ebberts operated an advertising agency and employed his son, Richard, who
resided in California, a community property state. Daniel claimed deductions for
$5,000 bonuses accrued to Richard but not paid within the taxable year or 2. 5
months thereafter. The IRS disallowed these deductions under Section 267(a)(2) of
the Internal Revenue Code, which prevents deductions for unpaid expenses to
related parties. The court ruled that the entire bonus was nondeductible, reasoning
that Richard, as manager of the community property, had sole control over the
timing of payment, despite his wife’s community interest in half of the earnings.

Facts

Daniel Ebberts owned and operated an advertising agency as a sole proprietorship.
His son, Richard, was an employee of the agency. Richard was married to Maxine,
and they lived in California, a community property state. Richard earned $5,000
bonuses in 1961, 1963, and 1964, which were not paid within the respective years or
within 2. 5 months thereafter. Daniel used an accrual method of accounting and
deducted these bonuses on his tax returns, while Richard and Maxine used the cash
method, meaning the bonuses were not included in their income until paid.

Procedural History

The IRS disallowed the deductions for the bonuses, and Daniel and his wife, Grace,
filed a petition with the U. S. Tax Court. The court reviewed the case and issued its
opinion on October 14, 1968, deciding the issue of whether the unpaid bonuses
could be deducted under Section 267(a)(2) of the Internal Revenue Code.

Issue(s)

1. Whether the unpaid bonuses earned by Richard, Daniel’s son, are entirely
nondeductible under Section 267(a)(2) of the Internal Revenue Code, or whether the
portion allocable to Richard’s wife, Maxine, can be deducted because it represents
her community property interest.

Holding

1. No, because Richard, as the employee and manager of the community property,
had absolute control over the timing of payment of the entire bonus, including the
portion allocable to Maxine. The court held that the entire bonus was nondeductible
under Section 267(a)(2).
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Court’s Reasoning

The court applied Section 267(a)(2) of the Internal Revenue Code, which disallows
deductions for unpaid expenses to related parties. The court focused on the fact that
Richard, as the employee, had sole control over the timing of payment of the
bonuses, despite Maxine’s community interest in half of the earnings. The court
noted that under California law, Richard had absolute power over the community
property, except for testamentary disposition, gifts, or disposition without valuable
consideration. The court reasoned that Richard’s control over the timing of payment
was the key factor in applying Section 267(a)(2), as it allowed for potential tax
manipulation, which the statute sought to prevent. The court also considered the
policy of uniformity in tax treatment across community and non-community property
states, concluding that allowing a deduction for Maxine’s portion would discriminate
in favor of residents of community property states.

Practical Implications

This decision clarifies that in community property states, an employer cannot deduct
unpaid expenses, such as bonuses, to an employee who is a family member, even for
the portion allocable to the employee’s spouse, when the employee has control over
the timing of payment. This ruling has significant implications for businesses
operating in community property states, as it may affect their tax planning and
compensation strategies. Employers must ensure that expenses to related parties
are paid within the taxable year or 2. 5 months thereafter to be deductible. This case
also reinforces the principle of uniformity in tax treatment across states, ensuring
that residents of community property states are not favored over those in other
states. Subsequent cases have applied this ruling in similar situations involving
unpaid expenses to related parties in community property states.
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