Petitioner v. Commissioner, 59 T. C. 630 (1973)

A profit-sharing plan that discriminates in favor of officers, shareholders,
supervisors, and highly compensated employees does not qualify for tax deductions
under IRC Section 401(a).

Summary

In Petitioner v. Commissioner, the court addressed whether a corporation’s profit-
sharing plan qualified for tax deductions under IRC Section 401(a). The plan covered
only a small percentage of the company’s employees, excluding union members, and
provided disproportionately higher benefits to the company’s president and plant
superintendent. The court found the plan discriminatory and not qualified under
Section 401(a) due to its failure to meet the coverage and non-discrimination
requirements. Consequently, the contributions were not deductible under either
Section 404(a) or Section 162, as the benefits were forfeitable. This case
underscores the importance of ensuring that employee benefit plans do not favor
certain groups of employees to maintain tax qualification.

Facts

Petitioner, a Missouri corporation, established a profit-sharing plan in 1968,
covering only its salaried employees, including the president and plant
superintendent. The plan excluded union members and hourly workers. The
contributions to the plan were deducted on the company’s tax returns for the fiscal
years ending March 31, 1968, and March 31, 1969. The Commissioner disallowed
these deductions, asserting that the plan was discriminatory and did not qualify
under Section 401(a). The plan provided for annual vesting at a rate of 10%, with
full vesting after ten years, and included provisions for forfeiture under certain
conditions.

Procedural History

The Commissioner issued a statutory notice of deficiency, disallowing the deductions
claimed by petitioner for contributions to its profit-sharing plan. Petitioner sought
redetermination of the deficiencies in the Tax Court. The court reviewed the plan’s
qualification under IRC Section 401(a) and the deductibility of contributions under
Sections 404(a) and 162.

Issue(s)

1. Whether petitioner’s profit-sharing plan qualified under IRC Section 401(a).
2. Whether contributions to the profit-sharing plan were deductible under IRC
Section 404(a)(3) or Section 162.

Holding
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1. No, because the plan did not meet the coverage requirements under Section
401(a)(3)(A) and was discriminatory under Section 401(a)(3)(B) and Section
401(a)(4).

2. No, because the contributions were not deductible under Section 404(a)(3) due to
the plan’s non-qualification, and not under Section 162 due to the forfeitable nature
of the benefits under Section 404(a)(5).

Court’s Reasoning

The court applied the statutory requirements of Section 401(a) to the petitioner’s
profit-sharing plan. It found that the plan covered less than 5% of the company’s
employees, failing to meet the 70% or 80% coverage requirement under Section
401(a)(3)(A). The court also determined that the plan was discriminatory under
Section 401(a)(3)(B) and Section 401(a)(4) because it favored officers, shareholders,
supervisors, and highly compensated employees. The plan’s contributions and
benefits were disproportionately higher for these groups compared to other
employees, particularly union members. The court noted that the Commissioner’s
refusal to approve the plan was not arbitrary or an abuse of discretion. Furthermore,
the court held that the contributions were not deductible under Section 162 because
the benefits were forfeitable, violating Section 404(a)(5). The court referenced prior
cases like Ed & Jim Fleitz, Inc. and George Loevsky to support its findings on
discrimination and forfeiture.

Practical Implications

This decision emphasizes the importance of ensuring that employee benefit plans
are structured to meet the non-discrimination requirements of IRC Section 401(a).
Legal practitioners must carefully design profit-sharing plans to avoid favoring
certain employee groups, particularly officers and highly compensated employees.
This case highlights the need for a broad and inclusive plan design that covers a
significant portion of the workforce to qualify for tax deductions. Businesses must
also be aware of the forfeiture rules under Section 404(a)(5) when structuring their
plans. Subsequent cases have continued to apply these principles, reinforcing the
need for equitable treatment across all employee classes in benefit plans.
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