Epstein v. Commissioner, 70 T. C. 439 (1978)

Amendments to a pension plan that discriminate in favor of highly compensated
employees can cause the plan to lose its qualified status.

Summary

Epstein v. Commissioner involved a pension plan that was amended to include
bonuses in the calculation of benefits upon termination, resulting in a
disproportionate benefit to the company’s officers and shareholders. The Tax Court
held that this amendment caused the plan to discriminate in favor of highly
compensated employees, thus disqualifying it under section 401(a)(4) of the Internal
Revenue Code. Consequently, the benefits received by the petitioner were taxable as
ordinary income rather than capital gains. This case underscores the importance of
ensuring that pension plan amendments do not violate nondiscrimination
requirements.

Facts

Luanep Corp. established a pension plan in 1965, initially excluding bonuses from
the calculation of benefits. By 1971, the company was sold, and the plan was
amended to include bonuses in the benefit calculation upon termination. Only two
participants, Epstein and Lutz, who were officers and shareholders, received
bonuses. The amendment resulted in significantly higher benefits for Epstein and
Lutz compared to other participants, leading to the plan’s disqualification.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Epstein’s 1971
federal income tax, asserting that the pension plan was not qualified due to the
discriminatory amendment. Epstein contested this, arguing for capital gains
treatment of the benefits received. The case was heard by the United States Tax
Court, which ruled in favor of the Commissioner.

Issue(s)

1. Whether the amendment to include bonuses in the pension plan’s benefit
calculation caused the plan to discriminate in favor of highly compensated
employees, thus disqualifying it under section 401(a)(4) of the Internal Revenue
Code.

2. Whether the benefits received by Epstein should be treated as ordinary income or
capital gains.

Holding

1. Yes, because the inclusion of bonuses in the benefit calculation favored the highly
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compensated officers and shareholders, violating the nondiscrimination requirement
of section 401(a)(4).

2. No, because the plan’s disqualification due to the discriminatory amendment
resulted in the benefits being taxable as ordinary income.

Court’s Reasoning

The court applied section 401(a)(4) of the Internal Revenue Code, which prohibits
discrimination in favor of highly compensated employees in pension plans. The court
found that the amendment to include bonuses in the benefit calculation, which only
benefited Epstein and Lutz, constituted a clear case of discrimination. The court
rejected Epstein’s argument that the amendment merely aligned with existing legal
limits, emphasizing that the change itself caused the discrimination. The court also
distinguished this case from others where changes were not deliberate amendments
to the plan’s terms. The court concluded that the deliberate amendment to favor
certain employees resulted in the plan’s disqualification, thus requiring the benefits
to be taxed as ordinary income. The court cited Bernard McMenamy Contractor, Inc.
v. Commissioner to support its stance on deliberate discriminatory actions.

Practical Implications

This decision emphasizes the need for careful consideration of pension plan
amendments to ensure compliance with nondiscrimination rules. Plan administrators
must avoid amendments that disproportionately benefit highly compensated
employees, as such actions can lead to the loss of qualified status and tax
disadvantages for participants. The ruling impacts how pension plans are managed
and amended, requiring a thorough review of potential discriminatory effects.
Subsequent cases and IRS guidance have referenced Epstein to illustrate the
consequences of discriminatory plan amendments. This case serves as a reminder to
legal practitioners and business owners to maintain the integrity of pension plans in
accordance with tax laws.
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