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Orthopedics International, Ltd. , P. S. v. Commissioner, 71 T. C. 1011 (1979)

Excess contributions to a pension plan do not create a carryover deduction under
IRC section 404(a)(7) unless the first sentence of that section limits an otherwise
allowable deduction.

Summary

Orthopedics International, Ltd. , P. S. attempted to deduct excess contributions to
its pension plan as a carryover under IRC section 404(a)(7). The Tax Court held that
no carryover deduction was created because the excess contributions were not
deductible under any other provision of section 404(a), and the first sentence of
section  404(a)(7)  did  not  limit  an  otherwise  allowable  deduction.  The  decision
emphasizes that section 404(a)(7) is a limitation provision and cannot be used to
create deductions beyond those permitted by other parts of section 404(a).

Facts

Orthopedics International, Ltd. , P. S. maintained both a qualified profit-sharing plan
and a qualified money purchase pension plan. In 1972, the company contributed
$39,616. 51 to its pension plan, exceeding the 10% of covered compensation normal
cost. In 1973, it contributed the normal cost of $83,819. 59 and claimed the 1972
excess as a carryover deduction. In 1974, it contributed the normal cost of $72,054.
85 and claimed a carryover from 1973. The company argued that these excess
contributions  should  be  deductible  under  the  second  sentence  of  IRC  section
404(a)(7).

Procedural History

The Commissioner determined deficiencies in Orthopedics International’s income
taxes for the fiscal years ending June 30, 1973, and June 30, 1974. The company
petitioned the United States Tax Court, which heard the case and issued its decision
on March 19, 1979.

Issue(s)

1. Whether excess contributions to a pension plan create a carryover deduction
under IRC section 404(a)(7) when those contributions exceed the plan’s normal cost
but do not exceed the 25% limit of section 404(a)(7).

Holding

1.  No,  because  the  excess  contributions  were  not  deductible  under  any  other
provision of section 404(a), and the first sentence of section 404(a)(7) did not limit
an otherwise allowable deduction.

Court’s Reasoning
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The court reasoned that IRC section 404(a)(7) is a limitation provision, not a basis
for creating deductions. The first sentence of section 404(a)(7) limits deductions to
25% of joint compensation when contributions are made to both pension and profit-
sharing plans. The second sentence allows for a carryover deduction only if the first
sentence limits an otherwise allowable deduction in a previous year. The court found
that the excess contributions were not  deductible under any other provision of
section 404(a) and did not exceed the 25% limit, so no carryover was created. The
court upheld the validity of the regulation under section 404(a)(7), which supports
this  interpretation.  The court  emphasized that  allowing the second sentence to
create  a  deduction  would  contravene  the  purpose  of  section  404(a)(7)  as  a
limitation.

Practical Implications

This  decision  clarifies  that  excess  contributions  to  a  pension  plan  do  not
automatically create a carryover deduction under IRC section 404(a)(7). Taxpayers
must ensure that their contributions are otherwise deductible under section 404(a)
before claiming a carryover.  This ruling impacts how businesses structure their
retirement plans and manage their contributions to avoid non-deductible excess
amounts. It also informs tax practitioners about the importance of understanding the
interplay between different subsections of section 404(a) when advising clients on
retirement plan contributions. Subsequent cases have followed this interpretation,
reinforcing  the  principle  that  section  404(a)(7)  is  a  limitation,  not  a  source  of
additional deductions.


