American Business Service Corp. v. Commissioner, 93 T. C. 449 (1989)

Reasonable classification of employees for recreational activities can still qualify for
tax deductions under IRC § 274(e)(5).

Summary

American Business Service Corporation, a temporary staffing agency, sought to
deduct expenses for chartering a boat for employee recreational cruises. The IRS
disallowed the deductions, arguing that the temporary employees were excluded
from the cruises. The Tax Court held that while temporary employees were indeed
employees under the statute, the company could reasonably limit the recreational
activities to its permanent staff due to practical considerations, thus qualifying for
the deduction under IRC § 274(e)(5). The case highlights the flexibility in
interpreting what constitutes “employees generally” for the purpose of recreational
expense deductions.

Facts

American Business Service Corporation operated a business supplying temporary
personnel to clients. It had 80-128 permanent employees and approximately 13,000
temporary workers. The company chartered a boat for recreational cruises for its
employees in 1980 and 1981, with notices posted only in its offices, effectively
excluding most temporary employees from participating. The IRS disallowed the
deductions for these charters, leading to the court case.

Procedural History

The IRS determined deficiencies in the corporation’s 1980 and 1981 federal income
taxes due to the disallowed deductions for the boat charters. The case was
submitted to the United States Tax Court based on a stipulation of facts, where the
court ruled in favor of the petitioner, American Business Service Corporation.

Issue(s)

1. Whether the temporary personnel were “employees” within the meaning of IRC §
274(e)(5).

2. Whether the exclusion of temporary employees from the recreational cruises
made the deduction under IRC § 274(e)(5) inapplicable.

Holding

1. Yes, because the temporary workers were under the control of the corporation,
received wages and W-2 forms from it, and were included in its profit-sharing plan,
they were considered employees under the statute.

2. No, because the recreational activities were primarily for the benefit of the
permanent employees, and the exclusion of temporary employees was reasonable
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given the company’s operational structure and the nature of the temporary workers’
roles.

Court’s Reasoning

The court determined that temporary workers were employees within the meaning
of IRC § 274(e)(5) based on the company’s control over them and their inclusion in
the company’s profit-sharing plan. However, the court recognized that the statute
does not require that all employees must have equal access to recreational facilities.
The key was whether the activities were “primarily for the benefit of employees”
other than the restricted group (officers, shareholders, or highly compensated
employees). The court found that the company’s method of limiting participation to
permanent staff was reasonable given the operational and logistical challenges of
including temporary workers. The court also cited IRS regulations that allow for
reasonable classifications of employees for such activities, emphasizing that the
recreational activities were not discriminatory against the restricted group but
rather a practical classification based on the company’s operations.

Practical Implications

This decision clarifies that companies can deduct recreational expenses under IRC §
274(e)(5) even if not all employees are included in the activities, provided the
exclusion is based on a reasonable and non-discriminatory classification. This ruling
affects how businesses structure their employee recreational programs, particularly
those with large numbers of part-time or temporary workers. It also informs legal
practitioners advising on tax deductions for employee benefits, highlighting the need
to consider the practicality and reasonableness of employee classifications.
Subsequent cases citing American Business Service Corp. often reference this ruling
when discussing the scope of “employees generally” in the context of IRC §
274(e)(5).
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