Aero Rental v. Commissioner, 64 T. C. 331 (1975)

An employee stock bonus plan can qualify retroactively under IRC § 401 if amended
to meet qualification requirements, even if the initial plan did not comply, provided
no employee rights were affected by the initial noncompliance.

Summary

Aero Rental established a stock bonus plan for its employees in 1969, which was
communicated through meetings and a memorandum. The IRS later objected to
certain plan provisions, prompting Aero to amend the plan in 1971. The court held
that the plan qualified under IRC § 401 for 1969 and 1970, despite initial
noncompliance, because the amendments were retroactively applied and no
employee rights were affected. This decision underscores the flexibility of
retroactive plan amendments and the importance of employee communication in
plan qualification.

Facts

In December 1969, Aero Rental, a closely-held corporation with 11 employees,
established a stock bonus plan to encourage employee retention. The plan was
communicated through an informal meeting and a subsequent dinner meeting,
where it was read and discussed with the employees. In June 1970, Aero requested
an IRS determination on the plan’s qualification under IRC § 401. The IRS objected
to the plan’s vesting provisions, the lack of a requirement for stock distribution, and
restrictions on stock transferability. Aero amended the plan in 1971 to address these
objections, and the IRS issued a favorable determination effective for years after
1970. No distributions were made under the original plan provisions.

Procedural History

The Commissioner of Internal Revenue disallowed Aero’s deductions for
contributions to the plan for 1969 and 1970, asserting that the plan did not meet
IRC § 401 requirements. Aero petitioned the U. S. Tax Court, which held that the
plan qualified for both years due to the retroactive effect of the 1971 amendments.

Issue(s)

1. Whether Aero’s stock bonus plan was adequately communicated to its employees
during 1969.

2. Whether the plan qualified under IRC § 401 for the years 1969 and 1970, given
the retroactive amendments made in 1971.

Holding

1. Yes, because the plan was communicated through informal meetings, a
memorandum, and a dinner meeting, which was sufficient under the circumstances.
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2. Yes, because the plan qualified retroactively for 1969 and 1970 after the 1971
amendments addressed the IRS objections, and no employee rights were affected by
the original provisions.

Court’s Reasoning

The court emphasized the importance of employee communication in plan
qualification, finding that Aero’s informal meetings and the dinner meeting satisfied
the requirement under the regulations. Regarding retroactive qualification, the
court rejected the Commissioner’s argument that IRC § 401(b) precluded retroactive
effect of amendments outside its specific timeframe. Instead, the court held that the
amended version of IRC § 401(b) under the Employee Retirement Income Security
Act of 1974 (ERISA) allowed for retroactive qualification, even though the plan was
amended before ERISA’s enactment. The court’s decision was influenced by the fact
that the amendments were made promptly upon learning of the IRS objections, and
no employee rights were affected by the original noncompliant provisions. The
majority opinion noted the legislative intent behind ERISA to allow retroactive plan
amendments, while Judge Tannenwald concurred but emphasized the narrow
application to the specific circumstances. Judge Quealy dissented, arguing that
ERISA should not be applied retroactively to the plan’s qualification for 1969 and
1970.

Practical Implications

This decision provides guidance on the retroactive qualification of employee benefit
plans under IRC § 401. It suggests that employers can amend plans to meet
qualification requirements even after the taxable year in question, provided no
employee rights are affected by the initial noncompliance. This ruling encourages
employers to seek IRS determinations and promptly amend plans based on IRS
feedback, reinforcing the importance of communication with employees. The
decision also highlights the potential for retroactive application of statutory
changes, such as those introduced by ERISA, to earlier tax years. Subsequent cases
have cited Aero Rental to support the retroactive qualification of employee benefit
plans, emphasizing the need for clear communication and timely amendments to
ensure plan compliance.
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