Notes
EDUCATIONAL BENEFIT TRUSTS AS A TAX-FREE

DEFERRED FRINGE BENEFIT
I.

INTRODUCTION

The progressive tax rate structure of the Internal Revenue Code
leads corporations and other employers to seek tax-free fringe benefits
to lure and to retain high-quality employees. These benefits take diverse
forms,' but all share the same goal of increasing compensation without
elevating the employee into a higher rate bracket. In addition, these
benefits preserve the corporation's right to deduct the expenditure from
the current year's return.2 Employers also use deferred benefit plans
to preserve the immediate deductibility of the contribution 3 while delaying the tax recognition by the employee until the time an actual
disbursement is made, preferably when he or she is in a lower tax
bracket. 4 The structure and intricacies of the Internal Revenue Code
(Code) allow practitioners to design plans which adopt the most
favorable aspects of tax-free deferred benefits. The more aggressive
plans, however, invite Internal Revenue Service (Service) investigation and rule promulgation. 5
1. See Sollee, Perquisitesfor Executives: Fringe Benefits for High Bracket Empkqvets,
26 TUL. TAX Irsr. 1600 (1976).
2. I.R.C. § 162 (a) (1982).
3. I.R.C. § 404 (a)()(A)(i) (1982).
4. See, e.g., I.R.C. subtit. A, ch. 1, subch. D (1982).
5. Blum, The Educational Benefit Trust as a Lesson in Taxation, 56 TAXEs 600
(1978) [hereinafter cited as Blum].
The ongoing saga of the "educational benefit trust" provides another
refreshing illustration of high drama in the income tax world. The plot follows
the usual format: With admirable skill a plan is designed to minimize taxes
by running the obstacle course thrown up by various rules and doctrines.
Technically the arrangement seems to squeak through successfully. The Internal Revenue Service, however, tries hard to articulate one or more theories
that will result in torpedoing the scheme. Then the courts get into the act

and sort out these various theories for size. Commentators-not necessarily

disinterested-serve as a combination brain trust and cheering section. On
the whole the courts seem inclined to defeat a plan that appears too reverly
contrived, and in blocking the taxpayer from achieving his goal the judges
often say strange or jarring things. Their pronouncements usually bring forth
another round of analysis and criticism from learned members of the tax
profession, raising new doubts about the scope and application of some
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One type of plan which has generated scrutiny is the Educational
Benefit Trust (EBT). Although the details of the plans utilizing these
trusts vary, they share common foundations. Generally, an EBT is
a corporate 6-funded employee benefit plan designed to pay the postsecondary educational expenses incurred by children of qualified
employees. 7 The goal of the plan is to use a trust to divert employer
payments from the employee to the employee's children. 8 Ideally, the
EBT maintains the employer's right to deduct currently the amount
of the contribution and prevents any income tax consequences to the
employee by making distributions directly to the employee's children
who are generally situated in a lower tax bracket. 9
More specifically, the corporate' employer establishes and makes
annual contributions to a trust fund, pursuant to a written plan."
The amount of the contribution is actuarially determined by the number
of children enrolled in the plan, or discretionarily determined by the
corporate board of directors.1 2 The fund is then held and invested by
venerable old doctrines. The drama, of course, eventually peters out, unless
Congress gets into the act.
Id.

6. Partnerships are ineligible for the preferred treatment as they are deemed
mere accounting and return preparing entities. Since income tax is figured on the
partners' share of the taxable events of the year, amounts retained by the enterprise
are not shielded and no advantageous treatment is available. Treas. Reg. § 1.702-1
(1980). See United States v. Basye, 410 U.S. 441 (1973). The question has not been
addressed as to whether a partnership can establish an EBT for its common law
employees.
7. Note, Federal Income Taxation of Educational Benefit Trusts, 51 N.D.L. REv.
303, 303 (1975). See also Henkel, Jr. & Hackett, An Analysis of EducationalBenefit Trusts
How They Work, the Advantages, the Problems, 42 J. TAX'N 346 (1975) [hereinafter cited

as Henkel & Hackett].
8. Blum, supra note 5, at 600, 601; Henkel & Hackett.
9. See supra note 8.

10. See supra note 6.
11. See supra note 8.

12. Henkel & Hackett, supra note 7.
There are essentially two funding mechanisms for EBTs. One type contemplates annual corporate contributions of an actuarially determined amount
sufficient to fund a certain level of educational expenses for children who
will presumably be eligible to receive benefits in the future. Under this funding mechanism, separate accounts for each potentially eligible child are maintained by the trustee, and accumulated income is added to each account
on a pro rata basis.
The second type of funding mechanism contemplates discretionary corporate contributions in an amount determined by the Board of Directors
of the corporate employer. Under this mechanism, separate accounts are
not maintained for potential beneficiaries, but rather the trustee is given
total discretion to pay part or all of a participating child's educational
expenses, taking into account trust funds then available for distribution and
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an independent third party trustee pursuant to the terms of the trust
instrument.13 Once the contribution has been made, it cannot revert
back to the corporate employer or to the employee without forfeiture
of the tax benefit.1 4 These formalities are necessary to avoid the grantor trust rules of the Code which would impose tax liability upon the
employer.' 5 Since neither the employer nor the employee retains control over the funds and there is no possibility of reversion to the
employer, the income generated by the trust should be taxed to the
6
trust and its distributees.
Because of the high costs involved, the plans are available only
to certain executives.1 7 There is no compensation differential based
expenses which may be incurred on behalf of other participants.
Under either method of funding, contributions are related solely to the
costs of the particular educational benefits provided by the plan. They are
in no manner related to the compensation level of a particular employeeparent, nor are salary adjustments made to compensate for contributions.
Id. at 346 (footnotes omitted). By keeping the funding amount determinations separate
from the employees' compensation levels, any contention that the trusts are an assignment of income is avoided.
13. Henkel & Hackett, supra note 7. Se also Note, The Educational Benefit Tnust
Loophole or Sinkhole?, 29 VAND. L. REv. 807, 810 (1976) [hereinafter cited as Loophole

or Sinkhole].
14. See supra note 13.
15. I.R.C. g§ 671-78 (1982). Under these provisions, the grantor of the trust
is deemed the owner of the assets and consequently any event with tax consequences
is reflected in his tax return.
1 6. One hoped for consequence of placing the funds out of reach is an
escape from the grantor trust rules of the Code. [.R.C. §§ 671-78 (1982).
If the corporation and the employee have no control over the transmitted
funds, nor any hope of reversion, it is believed that the income generated
by the trust will be taxable solely to the trust or its distributees. Although
the Internal Revenue Service left this issue spedfically unsettled in its recent Revenue Ruling, the issue is not crucial to the usefulness of an educational benefit trust because the mere transfer of the corpus, if untaxed to
the employee, would still leave the educational benefit trust as an effective
income splitting device.
Since the Internal Revenue Service chose to tax educational benefit
Trusts under § 402(b) the Service will likely find that the grantor trust rules
do not apply to such trusts because § 402(b) specifically provides that the
employee may not be considered the beneficial owner of the trust for purposes of Subchapter J, Part I, Subpart E of the Internal Revenue Code.
Comment, Taxability of EducationalBenefit Trusts, 49 TEMIP. L.Q. 980, 981 n.12 (1976)
[hereinafter cited as Tax of EBTs].
17. Andrews, Fringe Fracas: Companies' College Aid to Employee' Children Raises
Hackles of LR.S., Wall St. J., Aug. 6, 1975, at 1, col. 6. In his report, Mr. Andrews
tabulated the cost of one program for an ad agency. The program was administered
by Educo, one of the main developers and exploiters of the plan.
Under this ad agency's plan, the "scholarship" total $252,000. Including
Educo's fees (for administration, Educo charges up to 7.57o of disbursements,
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upon participation or nonparticipation by the eligible executives.' 8 This
avoids any claim that the contributions constitute an assignment of
income.' 9 Moreover, there are substantial risks of forfeiture of benefits.2 0
Forfeiture can occur under the following circumstances: if the employeeparent is no longer employed by that corporation, 21 if the child fails
to enroll in post-secondary education, or if the child seeks post-secondary
education but incurs no expenses. 22 Additionally, some plans reserve
discretion in disbursing funds to the trustee, therefore even an eligible
23
child is not guaranteed a disbursement.
Upon forfeiture, the funds either remain in the trust and are
available to other eligible children, or are donated to a named charitable
organization. 24 Accordingly, the child has no legally vested rights in
the trust and cannot compel any disbursements in his or her favor.
Children receiving disbursements, however, are under no obligation
2
to perform any services for the employer. -

The EBT attempts to alter the income tax liabilities of three different taxpayers: the employer, the employee, and the employee's
children. This comment will focus on the EBT's effect on the tax
liabilities of each of these three taxpayers.
II.

TAX LIABILITY OF THE EMPLOYER

The tax liability of the employer involves three important issues.
First, do EBTs constitute compensation to the employee? Second, if
so, are EBTs subject to the withholding taxes? And third, if they are
deductible expenses, when is the deduction properly taken?
and COED charges 1.55 of trust-fund balances; both levy other fees, too),
the trust will cost the ad agency $261,054, payable in installments over 17

years. (The children's ages determine the schedule.) As a main selling point,

Educo points out that the employees themselves, assuming they are in the

40% tax bracket, would have to earn $420,000 to net $252,000 after taxes.
Id. at 16, col. 2. (COED is a competitor of Educo.)
18. Henkel & Hackett, supra note 7, at 346; Loophole or Sinkhole, supra note 13,
at 812; Tax of EBTs, supra note 16, at 982.
19. See infra text accompanying note 93.

20. Henkel & Hackett, supra note 7, at 346; Loophole or Sinkhole, supra note 13,
at 810-12; Tax of EBTs, supra note 16, at 981.

21. "Some plans do provide for continued eligibility of participating children
if the employee-parent dies or becomes permanently disabled." Henkel & Hackett,
supra note 7, at 347 n.3. "Some plans provide that the trustee, in his absolute discretion, may transfer funds allocated to a participating child to the trustee of another
EBT maintained by a new employer of the parent." Id. at n.4.

22. See supra note 20.
23. Id.
24. Id.

25. Loophole or Sinkhole, supra note 13, at 811 n.14.
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A.

Compensation

Under a model education benefit trust arrangement, an employer's
contribution is determined by the structure and requirements of the
trust instrument 26 rather than the employee's compensation level.2
As noted above, there are no compensation differentials between participating and nonparticipating employees. 28 These elements are essential
to the validity of the EBT since it is not designed to compensate the
29
employee, but rather to promote the employer-employee relationship.
The term "compensation" is defined in the Code3" as "any form
of money remuneration paid to an individual for services rendered
as an employee . . . . -31 When applying this definition, courts have
held that a compensatory arrangement contemplates an intention on
the part of the employer to confer an economic benefit on the employee
inexchange for services rendered.3 2 However, not every fringe benefit
26. There are two methods of funding EBTs. In one, an actuarially determined
amount, sufficient for a specific beneficiary's needs, is placed in an individual trust
account. In the other the contributions are pooled and the distributions are at the
sole discretion of the corporate board of directors. See supra note 12.
27. If the contributions are keyed to the employee's compensation level, an

argument can be raised under the assignment of income or constructive receipt doctrines. See supra text accompanying note 9; Henkel & Hackett, supra note 7, at 346.
See also Tax of EBTs, supra note 16, at 982.
28. See supra note 27.

29. The distinction is substantive and not merely semantic. Further, it has been
recognized by the Service in the past. This distinction was first drawn in L.0, 1014,
2 C.B. 90 (1920), where the benefit in question related to insurance premiums. With
the enactment of I.R.C. § 79 (1964) and Rev. Rul. 69-31, 1969-1 C.B. 307, the
L.O. 1014 was declared obsolete. It was not revoked or superceded, however, and
therefore the distinction should still be valid. Henkel & Hackett, supra note 7, at 348
n.27. Accord Rev. Rul. 59-58, 1959-1 C.B. 17. (Here the Service reaffirmed the distinction between compensation and employer-employee goodwill. The ruling, however,
was concerned with food items of de minimis value.)
30. See supra note 2.
31. I.R.C. § 3231(e) (1978).
32. In Champion Spark Plug, 30 T.C. 295 (1958), aff'd, 266 F.2d 347 (6th
Cir. 1959), the employee, Badger, was uninsurable due to excessive foreign travel
and the consequent high risk of illness. Being uninsurable he was also unable to participate in the company's deferred compensation plan. As a result of the travel, Badger
contracted a fatal
illness. Hospitalization and disability payments were made in recognition of his sacrifice on behalf of the company, not as compensation for services rendered.
In determining that the payment was not compensation, the court stated: "We are
convinced that a study of the entire record shows that Badger had been fully paid
for past services and the authorized payment was not compensation for any services
rendered to the petitioner. It was to alleviate the financial hardship suffered as a
result of his fatal illness." Id. at 300. Cf Allen Indus., Inc., 37 T.C.M. (P-H) 603
(1968), aff'd, 414 F.2d 983 (6th Cir. 1969). (Business expense deduction denied a
corporation for payments made to a chief executive's widow. There was no intent
for the payments to serve any business ends, therefore they were not ordinary or
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has been held to constitute compensation. 3 Under a model EBT, the
employee receives full compensation by salary, bonuses, and other
arrangements, and the contribution is not dependent upon the quantity or quality of the services performed by the employee. 34 It follows,

therefore, that the EBT contribution is not "compensation" as it is
merely an available fringe benefit and is not offered in exchange for
the performance of services.
The courts addressing this issue have failed to establish a consensus regarding the compensation aspect of EBTs. In Greensboro Pathology
Associates, P.A. v. United States, 35 the Court of Appeals for the District
of Columbia held that amounts contributed to an EBT were not cornnecessary expenses.) See also O.D. 514, 2 C.B. 90. ("Supper money" paid by an
employer to an employee, who voluntarily performs extra labor for his employer after
regular business hours, such payment not being considered additional compensation
and not being charged to the salary account, is considered as being paid for the convenience of the employer and for that reason does not represent taxable income to
the employee.); O.D. 946, 4 C.B. 110. Personal transportation passes issued by a
railroad company to its employees and their families, to be used when not engaged
on business for the company, and which are not provided for in the contracts of
employment, are considered gifts and the value thereof does not constitute taxable
income to the employees.
33. This proposition is most readily demonstrated by consideration of I.R.C.
§ 19 which exempts from gross income the value of meals and lodging provided by
the employer for his own convenience. Lindeman v. Commissioner, 60 T.C. 609
(1973) (hotel manager who was on call 24 hours to handle administrative problems
was not required to include the value of his lodging in his gross income), acq., Setal
v. Commissioner, 20 T.C.M. 780 (1961) (miners did not have to include the value
of meals and lodging furnished by the mining company, the benefits were conferred
for the employer's convenience as the nearest alternative facilities were over 67 miles
away). More generally, the courts have recognized that some fringe benefits which
promote employer-employee goodwill are not compensation to the employees. The
issues in these cases tend to be the deductibility of these payments as ordinary and
necessary expenses under I.R.C. § 162 (1982). A common rationale through the decisions is that although the employee does benefit from the employer's expenditure.
this wai not the direct, intended result. The direct, intended result is to promote
morale, esprit de corps, and the company's image within the community. Forbes
Lithograph Mfg. Co. v. White, 42 F.2d 287 (D. Mass. 1930) (payments to Forbes
Foundation which in turn provided funds to employees and their families in case
of illness or emergency, deductible as ordinary and necessary expenses); Bogene, Inc.
v. Commissioner, 27 T.C.M. 730 (1968) (payments made pursuant to a medical reimbursement plan, which discriminated in favor of key employee-shareholders, were
excludable from the employee's gross income and deductible by the employer); Weil
Clothing Co. v. Commissioner, 13 T.C. 873 (1949) (annual corporate contributions
to employee association which provided sick and disability payments, medical aid,
burial expenses, insurance, and other benefits to members deductible. Corporation
matched the employees' contributions thereby doubling the available funds for the
employee-members).
34. Henkel & Hackett, supra note 7, at 346, 348.
35. 698 F.2d 1196 (D.C. Cir. 1982).
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pensation paid by the employer.3 6 The issue presented was whether
the amounts were then currently deductible as a "welfare plan" 37 or
whether the deduction should be deferred until disbursement and
declaration by the recipient.38 The court adopted the former view,
holding that the contributions were made pursuant to a welfare plan
3
and were not paid as additional compensation.

9

Contrary to this ruling, the Court of Appeals for the Seventh
Circuit affirmed an earlier Tax Court decision holding that the amounts
paid out of an EBT were compensation received by the employees. 40
The Seventh Circuit reasoned 4' that arm's length negotiation existed,
that the employees wanted the program, and that the employees had
some control over the manner in which they were compensated. 42 The

court noted, however, that no evidence had been presented to show
that the taxpayers were unable to negotiate with the employer concerning their avenues of compensation. 43 Thus, the court failed to address
a major characteristic of EBTs: that no differential in compensation

36. The taxpayer-employer in Greensboroestablished an EBT for all its employees.
It sought to deduct its contributions in the years made as ordinary and necessary
expenses, as per I.R.C. § 162 (1982). The EBT was adopted to attract and retain
high quality employees. The Service denied the deductions contending that the plan
was, in effect, one of deferred compensation and therefore the deductions should be
delayed until a disbursement was made under I.R.C. § 404 (1982). The Service won
at trial and the court of appeals reversed. The court listed seven factors, set infia
note 90, which determine whether section 162 or section 404- governs the deduction.
In so holding, the court determined the contributions were currently deductible
under § 162 as they were made to promote employer-employee relations and not
to further compensate the employees.
37. I.R.C. § 162 (1982); Treas. Reg. § 1.162-10 (1960). A "welfare plan"
is a plan whose purpose is concerned with the morale and well-being of employees
and their families.
38. I.R.C. § 404 (1982).
39. Greensboro, 698 F.2d at 1203.
40. Armantrout v. Commissioner, 67 T.C. 996 (1977), aff'd, 570 F.2d 210
(7th Cir. 1978). In Anmantrout, the employee-parents failed to include in their gross
income the amount of disbursements from an EBT paid to their children. The court
held that the amounts received were includable in the parent-employee's gross income rather than in that of the actual recipient, the child. This result was obtained
through application of the maxim that one who earns income may not avoid taxation
through anticipatory arrangements. See infra note 93.
41. Armantrout, 570 F.2d at 212.
42. The decision was an extension of a prior Seventh Circuit decision, Educo,
Inc. v. Alexander, 557 F.2d 617 (7th Cir. 1977) (promoter of EBTs brought suit
against Service to retract or amend Rev. Rul. 75-448, which states the Service's position with respect to EBTs. In the decision, relief was denied as the action was deemed
to be one to prevent the assessment and collection of tax).
43. Armantrout, 570 F.2d at 213.
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exists between the participating and nonparticipating employees. 44 A
difference in other compensation received between participants and
nonparticipants would be conclusive of the Service's position that the
payments represent compensation, whereas uniform compensatory treatment should defeat that position.

B.

The Withholding Tax

The problem of whether the amounts in controversy are subject
to the withholding tax provisions of the Code arises when the payment of an amount by the employer is not deemed to be paid but
is deemed to be constructive receipt of compensation by the employee. 41
In accordance with the Code, the proper amount of tax shall be withheld
from "wages" when paid.4 6 "Wages" is defined to include all
remuneration for employment, with certain specific exceptions. 4'
Because the Code uses the term "paid," not "received," it offers no
48
direction in resolving this anomaly.
The Court of Appeals for the Seventh Circuit, in Central Illinois
Public Services Co. v. United States, equated wages with compensation,
giving each an expanded definition. 49 Under the Seventh Circuit definition, meal reimbursements were deemed compensation and were
44. Henkel & Hackett, supra note 7, at 346. See also supra note 27. If such a
differential existed, the Service's position would be valid. That is, the EBT would
be compensation if the employee were given an option of selecting participation, a
salary increase, increased insurance coverage, or any other possible option. However,
no such differentials are permitted under the model plans. This supplies inferential
proof that the plans are not arranged to provide additional or alternative compensation.
45. I.R.C. subtit. C.
46. I.R.C. § 3102(a) (1982).
47. I.R.C. § 3121(a) (1982) e.g., (a)(2) payments to a fund benefiting employees
on account of retirement, disability, hospitalization and/or death.
48. Judicially, some direction in this direction is given. Acacia Mut. Life Ins.
Co. v. United States, 272 F. Supp. 188, 195 (D. Md. 1967) ("With the employer
as taxpayer here, this Court concludes that it is the purpose of the employer that controls
in determining whether payments are remuneration under § 3401(a) for services performed.")
(emphasis added); see also Royster Co. v. United States, 479 F.2d 387 (4th Cir. 1973).
49. Central Ill. Pub. Serv. Co. v. United States, 540 F.2d 300 (7th Cir. 1976),
rev'd, 435 U.S. 21 (1978). Meal reimbursements for employee's lunches eaten away
from the employer's place of business on nonovernight trips were held to be compensation, thus wages and therefore subject to the withholding tax. The court based its
holding on two Supreme Court decisions which interpreted what is now § 61, the
definition of gross income, rather than § 3401, the withholding tax authorization section under consideration. The cases cited have considered what is now § 61, the definition of gross income. In broadly defining "compensation," the Seventh Circuit quoted
from Commissioner v. LoBue, 351 U.S. 243, 247 (1956): "When assets are transferred by an employer to an employee to secure better services they are plainly compensation." 540 F.2d at 302. The court also quoted Social Sec. Bd. v. Nierotko, 327
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therefore wages subject to the withholding taxes. 50 The Supreme Court
reversed this decision, holding that meal reimbursements for employees
performing services for their employees while away from the place of
employment during the day were not subject to withholding taxes. 5 1
In a case decided earlier in the term, the Court had held that such
reimbursement was includable in an employee's gross income.5 2 The
issue before the Court in Central Illinois, however, was the narrower
one of whether such compensation was subject to the Code's withholding
53
provisions.
In an exhaustive discussion of the definition of the term "wages,"
the Supreme Court noted that the legislative history of section 3401
revealed that the term referred to remuneration only "if paid for services performed by an employee for his employer.' ' The implication
is that payments made irrespective of services performed, even though
included in the employee's gross income, are not included within the
Court's definition of the term "wages." Despite this distinction, the
Service has attpmpted to assess a withholding tax obligation on benefits
merely because they are includable in gross income.5 5 The govern-

U.S. 358, 365-66 (1946): " '[S]ervice' . . . means not only work actually done but
the entire employer-employee relationship for which compensation is paid to the
employee by the employer." 540 F.2d at 302.
50. Central I1., 540 F.2d at 302-03.
51. Central Mll.Pub. Serv. Co. v. United States. 435 U.S. 21, 31 (1978). See
also Commissioner v. Kowalski, 434 U.S. 77 (1977).
52. Commissioner v. Kowalski, 434 U.S. 77 (1977).
53. Central I1., 435 U.S. at 25.
54. Id. at 27.
In this legislation of 35 years ago Congress chose not to return to the inclusive
language of the Tariff Act of 1913, but, specifically, "in the interest of simplicity
and ease of administration," confined the obligation to withhold to "salaries, wages,
and other forms of compensation for personal services." S. Rep. No. 1631, 77th
Cong., 2d Sess., 165 (1942). The committee reports of the time stated consistently
that "wages" meant remuneration "if paid for services performed by an employee
for his employer" (emphasis supplied). H.R. Rep. No. 2333, 77th Cong., 2d Sess.,
126 (1942); S. Rep. No. 1631, 77th Cong., 2d Sess., 166 (1942); H.R. Rep. No.
401, 78th Cong., Ist Sess., 22 (1943); S. Rep. No. 221, 78th Cong., 1st Sess., 17
(1943); H.R. Rep. No. 510, 78th Cong., 1st Sess., 29 (1943).
The current regulations also contain the "if" clause; Treas. Reg. on Employment Taxes, § 31.3401(a)-l(a)(2), 26 CFR § 31.3401(a)-l(a)(2) (1977), and then,
in § 31.3401(a)-1(b)(2) recite: "Amounts paid specifically-either as advances or
reimbursements-for traveling or other bona fide ordinary and necessary expenses
incurred or reasonably expected to be incurred in the business of the employer are
not wages and are not subject to withholding." Id. (footnote omitted).
55. Id. See also Treas. Reg. § 31.3401(1)-1(b)(2) (1984) ("Amounts paid
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ment's contention was that the two Code sections involved,5 6 "although
not entirely congruent," are "equivalent in scope." '5 7 The meal
allowance "was part of a total package of remuneration designed to
attract and hold the employee to the Company." 5 8 This latter argument was relied upon by the Seventh Circuit when it decided that
59
EBTs constitute compensation to the employee.
In denying the absolute overlap of wages and withholding, the
Supreme Court noted that the government's contention would be correct if the only relevant factor was that the payments were made within
the employment relationship.6 0 However, the Court noted that it did
not necessarily follow that an amount included as income was subject
to the withholding provisions since different considerations support the
different taxes. 6 1 The distinction between wages and income is not
novel, as other decisions have not equated the two.

62

Furthermore,

the Court rejected the position taken by the court of appeals as inconsistent with the existing withholding system.6 3 The intent of the prespecifically-either as advances or reimbursements- . . . are not wages and are not
subject to withholding."); Treas. Reg. § 31.3401(a)-1(b)(9) (1984) ("The value of
any meals . . . furnished to an employee . . . is not subject to withholding if the

value of the meals ... [and] is excludable from the gross income of the employee.").
56. I.R.C. §5 61, 3401 (1982).

57. Central Ill.,
435
58. Id.

U.S. at 28.

59. Armantrout v. Commissioner, 67 T.C. 996 (1977), aff'd, 570 F.2d 210
(7th Cir. 1978).
60. Central IM., 435 U.S. at 29.
61. Id.
62. See, e.g., Humble Pipe Line Co. v. United States, 442 F.2d 1353, 1356
(Ct. Cl. 1971) ("The term 'wages' has a much narrower meaning than the term
'income,' because wages are merely one form of income. The term 'wages' was defined
by statute in 1961 to mean 'all remuneration * * * for services performed by an employee
for his employer .... ."'); Peoples Life Ins. Co. v. United States, 373 F.2d 924,
932 (Ct. Cl. 1967) ("There is no necessary correlation between what constitutes 'wages'
or 'remuneration' paid by an employer within the meaning of the employment or
withholding tax sections, and what constitutes 'income' to the employee within the
meaning of the 'gross income' sections."). The Service, at times, has recognized a
distinction between the terms. In Rev. Rul. 59-227, 1959-2 C.B. 13, it was held
that a lump sum payment to an employee for his relinquishment of a seniority right
and the vacation of a particular position, while ordinary income to the employee,
did not constitute compensation for services performed and hence withholding was
not required. And, in Rev. Rul. 55-520, 1955-2 C.B. 393, payment to an employee
in settlement of litigation over his employment contract, while held to be income
to the employee, was held not to constitute a payment for services on which withholding
was required.
63. Central Il., 435 U.S. at 31. An expansive and sweeping definition of wages,
such as was indulged in by the Court of Appeals, 540 F.2d at 302, and is urged
by the Government here, is not consistent with the existing withholding system. As
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sent system is "the interest of simplicity and ease of administration' '64
of the tax. The Supreme Court's holding that "wages" are more narrow
and specific than "income" has been followed by later courts presented
with this issue.

65

Conversely, state courts are split on the distinction between

"wages" and "compensation."

California has held that "wages,"

"salary," and "compensation" are all synonymous terms." New York,
however, has established a test to distinguish the terms. 67 The test
provides that "wages" are limited to the compensation paid for services actually rendered. 68 As a result, merely because the receipt of
distributions from an EBT constitute compensation to the employee,
it does not automatically follow that the amounts are "wages" subject

to the withholding tax. 69 State law governs the definition of this term.
C.

Deduclibili4y

The final issue confronting the employer is under what circumstances the contributions to an EBT are deductible. Under a model
EBT, the trust is established to increase goodwill between the employer
and employee. 70 Because the employer realizes an economic benefit
from increased loyalty, efficiency, and morale of the employees, 71 the

payment should qualify as an "ordinary and necessary" business

noted above, Congress chose simplicity, ease of administration, and confinement to
wages as the standard in 1942. This was a standard that was intentionally narrow
and precise. It has not been changed by Congress since 1942, although, of course,
as is often the case, administrative and other pressures seek to soften and stretch
the definition. Because the employer is in a secondary position as to liability for any
tax of the employee, it is a matter of obvious concern that, absent further specific
congressional action, the employer's obligation to withhold be precise and not
speculative.

64. Id. at 27.

65. See Rowan Cos. v. United States, 452 U.S. 247, 254 (1981). In short,
"wages" is a narrower concept than "income," see id.,
and the fact that the reimbursements were "income" to the employees did not necessarily mean that the employer
had to include them in "wages" for income-tax withholding.
66. Treu v. Kirwood, 255 P.2d 409 (Cal. 1953).
67. Radcliff v. County of Nassau, 33 A.D.2d 938, 306 N.Y.S.2d 373 (1970).
68. Id. at 393, 306 N.Y.S.2d at 376. Accord Schaeffer v. Incorporated Village
of Cedarhurst, 50 A.D.2d 1032, 1033, 377 N.Y.S.2d 276, 278 (1975) ("The test
to be applied is whether the employer was paying for something he did not receive
in the way of service.").
69. Armantrout v. Commissioner, 67 T.C. 996 (1977), aff'd, 570 F.2d 210
(7th Cir. 1978).
70. Henkle & Hackett, supra note 7, at 346-47.
71. Id.
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expense and receive a current deduction.12 This is the position adopted
by the Court of Appeals for the District of Columbia Circuit."
The timing of the deduction depends upon the interaction of three
Code sections. Section 162(a) permits a current deduction for trade
or business expenses. 74 Sections 83(h) and 404(a)(5) require a deferral
of the deduction until the year in which the amount involved is included in the gross income of the employee. 75 Section 83(h) relates
76
to property transferred in connection with the performance of services
and section 404(a)(5) 77 is a catchall provision dealing with "other plans"
78
not qualified for preferred/deferred compensation treatment.
It is the position of the Service that any deduction should be
delayed until the employee includes the amount of the distribution
in his gross income. 79 The Service, however, has failed to specify
whether section 83(h) or section 404(a)(5) actually governs the
deduction.

8

In evaluating the tax aspects of a vacation plan, the Tax Court 8'
ruled that section 404(a)(5) applied only to stock bonus, pension, profitsharing, annuity or similar plans. 82 Since the vacation plan was not
similar to any of the enumerated plans, the Tax Court held that the
section was inapplicable. Since the EBT, like the vacation plan, shares
no common characteristics with the enumerated plans, section 404(a)(5)
83
should not be controlling.
Section 83, which would delay the deduction until such time as
the employee realizes a benefit, applies to property transferred for ser-

72. I.R.C. § 162 (1982). There is no set test for deductibility under this section, and each case must be decided under its own facts and circumstances. However,
the term "ordinary and necessary" has usually been given a very broad definition
by the courts. See generally Welch v. Helvering, 290 U.S. 111 (1933); United Draperies,
Inc. v. Commissioner, 41 T.C. 457 (1964); U.S. Equip. Co., 32 T.C.M. (P-H)
63,261 (1963).
73. Greensboro Pathology Ass'n, P.A. v. United States, 698 F.2d 1196 (D.C.
Cir. 1982).
74. I.R.C. 5 162(a) (1982).
75. I.R.C. 5 83(h), 404(a)(5) (1982).
76. I.R.C. 583(h) (1982).
77. I.R.C. 5 404(a)(5) (1982). Subsection (a)(5) is governing as specified in
Rev. Rul. 75-448, 1975-2 C.B. 55.
78. Qualified plans are those referred to and described under I.R.C. § 401
(1982) (amended 1983).
79. Rev. Rul. 75-448. 1975-2 C.B. 55.
80.
81.
82.
83.

Id.
Latrobe Steel Co. v. Commissioner, 62 T.C. 456 (1974).
Id. at 464.
Henkel & Hackett , supra note 7, at 348.
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vices rendered. Excluded from the definition of "property" is money

and "unfunded and unsecured" promises to pay money in the future."
It does, however, include assets transferred for protection from the
claims of creditors of the transferor.8 5 Under the first exclusion, EBTs
are clearly not governed by section 83 as they are easily forfeitable
promises to pay money in the future. Likewise, the inclusion does
not apply because it specifically refers to funds transferred to shield
them from creditors. Transfers to an EBT serve a bona fide purpose
and are not a mere shield, as the funds are not recoverable by the
employer even upon forfeiture. Furthermore, the regulations specify
that the amount transferred must be "in recognition of.

.

. services

[rendered]." Therefore, since the EBT contributions are not made
in recognition of service, section 83 is, a fortiori, inapplicable. 86
Courts addressing this issue have held that the deductibility of
EBT payments is governed by section 162. In one case neither the
taxpayer nor the Service argued that section 83 applied . 7 Instead,
the controversy focused upon the applicability of section 404(a)(5) versus
section 162.88 In a recent decision, 8 9 the District of Columbia Circuit
Court of Appeals limited its discussion to the interplay between sections 162 and 404(a)(5), and isolated factors which are to be weighed
in making the determination.9 0 This test establishes guidelines to ensure the current deductibility of the contributions.

84. Reg. §1.83-3(e) (1978).

85. Reg. §1.83-3() (1978).
86. Henkel & Hackett, supra note 7, at 348. See supra note 27. Se also Greensboro
Pathology Ass'n, P.A. v. United States, 698 F.2d 1196 (D.C. Cir. 1982), Grant-

Jacoby, Inc. v. Commissioner, 73 T.C. 700 (1980).
87. Grant-.'acoby, 73 T.C. 711.

88. Id.

89. Greensboro Pathology Ass'n, P.A. v. United States, 698 F.2d 1196 (D.C.
Cir. 1982).
90. Id. at 1200. Those factors are:
1. Is this a welfare plan, i.e., one concerned with the well-being of the

employees?
2. Are the benefits provided employees based upon the employer's earnings?
3. Do the benefits increase for those who have been employed longer by
the employer?

4. Are benefits provided to all the employees?

5. Are the plan benefits a substitute for salary?

6. Does the plan serve its stated purpose or is it a sham?
7. Does the employer lose control of the funds it gives the plan? Is there
any sort of reversion of funds to the employer? Is the plan independently

administered?
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TAX LIABILITY OF THE EMPLOYEE

An employee has no claim to any of the amounts deposited under
a model EBT and receives no distributions because the payments are
made directly to the employee's children. 91 However, the contributions to the trust are made on the employee's behalf to promote the
employment relationship. 92 Therefore, the issue arises whether a
distribution constitutes realizable or recognizable income to the
employee. This issue has two primary aspects. First, is the situation
actually an assignment of income, 93 and second, has the employeeparent received any economic benefit 94 from the trust?

There are three major arguments in support of the position that
EBT distributions do not constitute income to the employee. First,
the funds never vest in the employee and, consequently, should not
be recognizable income. 95 Second, the contributions are not dependent upon salary or participation in the plan, therefore the doctrine
of assignment of income 96 is inapplicable. 97 Third, since post-secondary
education of the employee's children is not a legal obligation or duty,
the "economic benefit" 98 theories do not apply.
The position of the Service, 99 as adopted by the Seventh Circuit
in Armantrout v. Commissioner,100 is that an EBT is an anticipatory assignment of income and thus is includable in the employee parent's gross
income in the year in which a disbursement is made. 0 1 Although other
courts have used this argument,10 2 the decision has been severely
criticized. 10 3 The criticism focuses on the court's rationale for its holding
91. Id. Henkel & Hackett, supra note 7, at 346.
92. See supra note 27.
93. "Assignment of income" is the term used where an attempt is made to
avoid income tax liability by assigning the right to receive money. See, e.g., Helvering
v. Horst, 311 U.S. 112 (1940) (bond coupon interest income taxable to father who
transferred it to son immediately before it became due and payable); Lucas v. Earl,
281 U.S. 111 (1930) (income taxable to attorney-husband notwithstanding binding
contract to transfer one-half to wife as and when earned).
94. See Tressler v. Commissioner, 228 F.2d 356 (9th Cir. 1955); cf Old Colony Trust Co. v. Commissioner, 279 U.S. 716 (1929).
95. See Eisner v. Macomber, 252 U.S. 189 (1920).
96. See supra note 93.
97. Henkel & Hackett, supra note 7, at 349.
98. See Old Colony Trust Co. v. Commissioner, 279 U.S. 716 (1929).
99. Rev. Rul. 75-448, 1975-2 C.B. 55.
100. 67 T.C. 996 (1977), aff'd, 570 F.2d 210 (7th Cir. 1978).
101. See id. at 1007-08, 570 F.2d at 212.
102. See, e.g., Ohio Teamsters Trust Fund v. Commissioner, 77 T.C. 189 (1981);
Grant-Jacoby, Inc. v. Commissioner, 73 T.C. 700 (1980); Citrus Orthopedic Med.
Group, Inc. v. Commissioner, 72 T.C. 461 (1979).
103. See Teschner, The First EducationalBenefit Trust Case, 56 TAXES 255 (1978)
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that the plan constituted an assignment of income. 10

The court reasoned that there was an assignment of income because
the trustees disbursements were part of a consensual arrangement between the company and petitioner which, unlike the restrictions in
Teschner v. Commissioner,10 5 could be negotiated so that petitioner would

receive the additional compensation directly. The fact that petitioner
acquiesced to the trust plan rather than requesting an increase in salary
did not, in the court's eyes, change the compensatory nature of the
6
0

trust disbursements.1

The petitioner's attorney challenged the holding in an article written subsequent to the decision. 10 7 He asserted that, as with the model
EBT, there were no Compensation differentials based upon participation or nonparticipation, 0 8 and that participation was not a negotiated
element of the compensation packet. 0 9 The decision appears to assume
that nonparticipation, or enrollment of some but not all of the
employee's children, would result in a larger paycheck.1 10 However,
under the plan in Armantrout, this was not the case.'

Further, under the terms of the plan, the employees were not
entitled to the funds. Distributions were to be paid solely to the
beneficiaries. At the trial level," 2 the Tax Court distinguished an earlier
Supreme Court decision stating:

We know of no decision of this Court wherein a per[hereinafter cited as Teschner; c.Shores, Edcational Benefit Trusts-Arother View, 56
379 (1978) [hereinafter cited as Shores).
104. See Teschner, supra note 103, at 263; Shores, supra note 103, at 379.
105. 38 T.C. 1003 (1962). See infra note 113.
106. 67 T.C. at 1006-07. In the court's own words:

TAXEs

Hamlin and petitioners were acting at arm's length in an employment
situation. By accepting employment or continuing to be employed by Hamlin,
cognizant of the trust payments, petitioners in effect consented to having
a portion of their earnings paid to third parties. There is no evidence to
indicate that petitioners were unable to bargain with Hamlin about the terms

of their employment and the available avenues of compensation. Hamlin

could have made available a direct salary benefit to those employees who
so desired, and by supplemental enrollment schedule continued to make
available the Educo plan to others.
Id. at 1006. In concluding, the court acknowledged that the plan was "a cleverly
and skillfully designed arrangement which cannot be given effect for tax purposes."
Id. at 107.
107. Teschner, supra note 103.
108. Id. at 256.
109. Id.
110. Armantrout, 67 T.C. at 1006-07.
111. Teschner, supra note 109, at 263-64.
112. Armantrout, 67 T.C. at 1005-06.

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 9

son has been found to have taxable income that he did not
receive and that he was prohibited from receiving. In cases
dealing with the concept of income, it has been assumed
that the person to whom the income was attributed could
have received it. The underlying assumption always has been
that in order to be taxed for income, a taxpayer must have
complete dominion over it. "The income that is subject to
a man's unfettered command that he is free to enjoy at his
own option may be taxed to him as his income, whether
he sees fit to enjoy it or not."
It is of course well established that income assigned
before it is received is nonetheless taxable to the assignor.
But the assignment of income doctrine assumes that the income would have been received by the taxpayer had he not
3
arranged for it to be paid to another.1
A further weakness in the Seventh Circuit decision was its misplaced reliance on two partnership decisions," 4 since the taxation of
partnerships differs from taxation of corporations. All partnership tax
events are reflected in the tax liabilities of the individual partners,
and income is includable whether distributed or not." 5 Corporations
are taxpayers and nondistribution of funds is not taxable to the
shareholders. Therefore, since the tax considerations are clearly different in partnership and corporate scenarios, the court was incorrect
in its reliance.
Other than subsequent Seventh Circuit decisions," 6 there has been
little support of the Armantrout decision. One commentator agrees with
the result but disagrees with the court's rationale." 7 He argues that
the result was correct under the "economic benefit" theory." 8 Under
this court-created doctrine, income is deemed to have been received
by a taxpayer when a third party satisfies a legal obligation of a
113. Commissioner v. First Sec. Bank of Utah, 405 U.S. 394, 403-4 (1972);
cf. Paul A. Teschner, 38 T.C. 1003 (1962) (taxpayer who entered contest on behalf
of his minor child was precluded by the rules from personally accepting the prize,
The court held that only the minor could accept the prize and therefore, it was not
includable in the parent's gross income).
114. 67 T.C. at 1003, 1005. The court relied upon United States v. Basye, 410
U.S. 441 (1973) and Commissioner v. Culbertson, 337 U.S. 733 (1949), respectively.
115. Treas. Reg. 5§ 1.701-1 (1960), 1.702-1(a) (1980); see supra note 6.
116. See Horvat v. Commissioner, 671 F.2d 990 (7th Cir. 1982); see also supra
note 102.
117. See Shores, supra note 103.
118. Id. at 379-80.
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taxpayer. ' 19 The commentator challenged the precedential requirement
120
that the payment must be made in respect of a legal obligation,

and argued that a social or moral obligation would suffice. In Arrzantrout, however, the economic benefit argument was withdrawn before

the decision by the Tax Court and therefore was not considered by
121
that court or upon appeal.

Despite the inapplicability of the judicially-created doctrines of
deemed receipt, and because of the controversial analyses of the courts,
a major advantage of the EBT to the employee has been defeated.
The Seventh Circuit has put expediency before principle in holding
the employee liable for the tax.
IV.

TAX LIABILITY OF THE BENEFICIARIES

The ultimate goal of the EBT is to have the payments taxed to
the beneficiaries of the trusts as either ordinary income or as a scholarship. The advantage of attributing the income to the children arises
122
from the beneficial tax consequences of their lower marginal bracket.
Ideally, these payments would be excludable as a scholarship or
fellowship grant. 123 Since the Seventh Circuit has been the only court
to frustrate this goal,124 it may still be attainable.
The argument that the beneficiary of the trust should be subject
to the income tax is based on the concept that income is taxable only
when it is actually or constructively received. 25 Conversely, when the
26
right to income does not vest in the beneficiary, there is no receipt.1
119. See, e.g., Old Colony Trust, 279 U.S. at 729. See also Brooke v. United States,
468 F.2d 1155, 1157-58 (9th Cir. 1972) (payments received by a parent on behalf
of his offspring with respect to nonlegal obligations are taxable to the child, not the
parent).
120. Shores, supra note 103, at 380.
121. 67 T.C. at 997, 1005 n.3. See also Shores, supra note 103, at 380.
122. Henkel & Hackett, supra note 7, at 346.
123. See I.R.C. § 117 (1982).
124. Armantrout v. Commissioner, 67 T.C. 996 (1977), aff'd, 570 F.2d 210
(7th Cir. 1978); Horvat, 671 F.2d 990 (7th Cir. 1982).
125. Income becomes taxable when the right to receive it becomes fixed and
ascertainable, i.e., when the right of receipt vests. For a cash method of accounting
taxpayer, the right vests and there is actual receipt when the item of income comes
into the taxpayer's possession. For an accrual method of accounting taxpayer, there
is a deemed actual receipt when the liability to pay the taxpayer becomes fixed. See
I.R.C. § 451 (1982). Constructive receipt occurs where the item is due and available
but the taxpayer delays the transfer, usually to include the item in a different tax year.
With the EBT, the employee-parent should not be deemed in receipt of the
disbursement because he has never had a legally enforceable right to collect it. When
a disbursement is made, it is never made to him, either in his own right or for the
use of his child. The disbursement is made directly to the child.
126. See Eisner v. Macomber, 252 U.S. 189, 211 (1920).

DELAWARE JOURNAL OF CORPORATE LAW

[Vol. 9

Since the employee-parent never attains a vested right to the funds,
they should not be taxable to him. 127 Furthermore, vesting occurs in
the child only when and to the extent the child enrolls in post-secondary
education and incurs expenses.12 8 The income should thus be taxable
to the child, yet this is precisely the principle violated by the Seventh
129
Circuit's decision in Arnantrout.
If the correct analysis is made and a tax is assessed against the
proper taxpayer, the courts will be faced with the issue of whether
these amounts should be excluded as a scholarship or fellowship.
The Supreme Court has held that educational payments made
by an employer to an employee are includable in the employee's gross
income if there is a requirement of future services. 30 Conversely, the
Service has determined that where there has been adequate compensation paid for employment with no requirement of future service,
an amount paid for educational purposes is excludable from the reci3
pient's gross income as a scholarship or fellowship.' '
Under a model EBT, there is no requirement of future service
on the part of the beneficiary.1 32 Similarly, since the employee-parent
is not obligated to work beyond the time of the last payment, future
33
services are not required to be performed by the employee-parent.
While the benefit apparently qualifies as an exclusion from the recipient's gross income, courts addressing the issue have held the employee
liable for the tax.
V.

CONCLUSION

The Education Benefit Trust is an ingenious device for compensating employees by splitting and shifting income. The trusts, and their
underlying plans, have been designed and based on conditions and
definitions which the Service and the courts have developed. From
a policy standpoint, the trusts should be prohibited for the purpose
of avoiding tax liability. Nonetheless, the loopholes within this device
are not for the courts to close. Taxation is wholly statutory, and
remedies for defects in the tax structure should evolve through statutes.
127.
128.
129.
130.
131.
Laurence
132.
133.

See Henkel & Hackett, supra note 7.
Id.
67 T.C. 996 (1977), aff'd, 570 F.2d 210 (7th Cir. 1978).
See Bingler v. Johnson, 394 U.S. 741 (1969).
Rev. Rul. 59-191, 1959-1 C.B. 40; Rev. Rul. 59-80, 1959-1 C.B. 39; cf
E. Bronowitz, 37 T.G.M. (P-H) 221 (1968).
See generally Blum, supra note 5; Henkle & Hackett, supra note 7.
See supra note 132.
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103

Therefore, if these loopholes are to be dosed, the responsibility properly belongs to Congress and not to the courts.
Ira Binder

