Auborn v. Commissioner, 94 T. C. 19 (1990)

Awards given by employers to employees in recognition of work-related
achievements are taxable as compensation.

Summary

In Auborn v. Commissioner, the Tax Court held that a $5,000 award given to Dr.
James ]J. Auborn by his employer, AT&T Bell Laboratories, for sustained performance
was taxable as compensation. The court rejected the taxpayer’s argument that the
award was excludable from income under Section 74(b) of the Internal Revenue
Code, which provides an exception for certain prizes and awards. The decision was
based on the award’s direct connection to the taxpayer’s employment and the
longstanding interpretation of the relevant tax regulations. Additionally, the court
upheld an addition to tax for negligence due to the taxpayer’s failure to report a
small dividend income.

Facts

Dr. James J. Auborn, a chemist at AT&T Bell Laboratories (Bell Labs), received a
$5,000 award in 1985 for sustained performance as part of Bell Labs’ Distinguished
Technical Staff Awards program. The award was accompanied by a plaque and was
intended to reward 10% of eligible employees over time. Bell Labs withheld various
taxes from the award. Auborn initially reported the award as income but later filed
an amended return excluding it, claiming it was excludable under Section 74(b).
Additionally, Auborn failed to report $198 in dividend income from Southwestern
Bell on his 1985 tax return.

Procedural History

The IRS issued a notice of deficiency for $2,770 for Auborn’s 1985 tax year. Auborn
contested the inclusion of the $5,000 award and the addition to tax for negligence
regarding the unreported dividend. The case was heard by a Special Trial Judge of
the Tax Court, whose opinion was adopted by the full Tax Court.

Issue(s)

1. Whether the $5,000 award received by Auborn from his employer, Bell Labs, is
includable in his gross income.

2. Whether Auborn is liable for an addition to tax under Section 6653(a) for
negligence in omitting $198 in dividend income from Southwestern Bell.

Holding

1. Yes, because the award was given in recognition of work-related achievements
and is thus taxable as compensation under the relevant tax regulations.
2. Yes, because Auborn failed to provide clear and convincing evidence to rebut the
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presumption of negligence for omitting the dividend income.
Court’s Reasoning

The court applied Section 74(a) and the corresponding regulations, which include
prizes and awards from employers to employees in gross income. The court rejected
Auborn’s argument for exclusion under Section 74(b), emphasizing that the award
was directly tied to his employment at Bell Labs. The court cited the legislative
history of Section 74, which explicitly states that employer awards in recognition of
employment achievements are not excludable. The court also upheld the validity of
the relevant regulations based on their consistency with Congressional intent and
their long-standing application. Regarding the negligence issue, the court found that
Auborn failed to overcome the statutory presumption of negligence under Section
6653(g) for not reporting the Southwestern Bell dividend, as he offered no
convincing explanation for the omission.

Practical Implications

This decision clarifies that awards given by employers to employees in recognition of
work-related achievements are taxable as compensation, regardless of their
characterization as prizes or awards. Taxpayers and employers must carefully
consider the tax implications of such awards and ensure proper reporting. The case
also underscores the importance of accurately reporting all income, including
dividends, to avoid negligence penalties. Practitioners should advise clients on the
tax treatment of employee awards and the potential consequences of failing to
report income. Subsequent cases have consistently applied this ruling, reinforcing
the taxability of employer awards as compensation.
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