Engineered Timber Sales, Inc. v. Commissioner, 74 T. C. 808 (1980)

A qualified profit-sharing plan must be a definite written program communicated to
employees, not merely an intent to create such a plan.

Summary

Engineered Timber Sales, Inc. (ETS) sought to deduct contributions to a profit-
sharing plan for 1974. The Tax Court held that ETS did not establish a qualified plan
under Section 401(a) because the collection of documents, including a trust
agreement, lacked essential elements like eligibility, vesting, and contribution
formulas. The court also ruled that a later formal plan adoption in 1975 could not
retroactively qualify the 1974 contributions. This decision underscores the necessity
for a clear, written, and communicated plan to claim deductions for contributions to
employee benefit plans.

Facts

In December 1974, ETS’s board, consisting of John and Jane Pugh, considered
creating a profit-sharing plan. They consulted with their accountant and an attorney,
discussing plan requirements but deferring the formal plan document due to
pending ERISA regulations. On December 30, 1974, the board adopted a trust
agreement and authorized a $16,123 contribution to a trust account. They informed
employees about the plan’s intent. The formal plan was not adopted until April 15,
1975, and the IRS later denied the plan’s tax-exempt status for 1974.

Procedural History

ETS filed its 1974 tax return claiming a deduction for contributions to the profit-
sharing plan. The IRS disallowed the deduction, leading ETS to petition the Tax
Court. The court denied the deduction, ruling that ETS did not establish a qualified
plan in 1974 and could not retroactively apply the 1975 plan to the prior year.

Issue(s)

1. Whether ETS established a qualified profit-sharing plan within the meaning of
Section 401(a) for the taxable year 1974.

2. Whether ETS’s adoption of a formal plan on April 15, 1975, could retroactively
qualify the 1974 contributions under Section 401(b).

3. Whether ETS was entitled to a deduction under Section 404(a) for contributions
to a nonexempt trust in 1974.

Holding

1. No, because the documents did not constitute a definite written program with all
necessary plan elements communicated to employees.
2. No, because Section 401(b) does not permit retroactive adoption of an original
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plan; it applies only to amendments of existing plans.

3. No, because ETS did not have a plan within the meaning of Sections 401 through
415, and employees did not acquire a beneficial interest in the contributions in
1974.

Court’s Reasoning

The court emphasized that a qualified plan under Section 401(a) must be a “definite
written program and arrangement” communicated to employees. ETS’s 1974
documents, including a trust agreement, lacked essential elements like eligibility,
participation, vesting, and contribution formulas, rendering them insufficient. The
court rejected ETS’s argument that intent and subsequent actions could establish a
plan, citing the need for a written document to protect employee rights and ensure
enforceability. The court also ruled that Section 401(b) did not apply retroactively to
the 1974 contributions because no plan existed that year. Regarding Section 404(a),
the court found that without a plan or nonforfeitable employee rights, no deduction
was available for contributions to a nonexempt trust.

Practical Implications

This decision highlights the importance of having a clear, written plan document
that includes all necessary elements before claiming deductions for contributions.
Employers must ensure that all plan provisions are in place and communicated to
employees before the end of the tax year. The ruling affects how companies
establish and administer employee benefit plans, emphasizing the need for timely
and complete documentation. It also clarifies that Section 401(b) applies only to
amendments of existing plans, not to the initial adoption of a plan. Subsequent cases
have reinforced the need for written plans to qualify for tax benefits, impacting legal
practice and business planning in the area of employee benefits.
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