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Payments made by an employer to a trust for the benefit of a key employee are
taxable as income to the employee in the year the contribution is made if the trust
does not qualify as an exempt employee’s trust under Section 165 of the Internal
Revenue Code.

Summary

The Tax Court held that payments made by two companies, Pacolet and Monarch, to
trusts established for the benefit of David Watson Anderson, the principal executive
officer of both companies, were taxable income to Anderson. The court found that
these trusts did not qualify as tax-exempt employee trusts under Section 165 of the
Internal Revenue Code because they were not part of a bona fide pension plan for
the exclusive benefit of some or all employees, but rather a device to pay additional
compensation to a key executive. The court further determined that these payments
constituted taxable income to Anderson under Section 22(a) of the code.

Facts

David Watson Anderson was the principal executive officer of Pacolet and Monarch.
On two or three occasions, the companies voted to provide small pensions to retiring
officers, including Anderson. Trusts were created to receive payments from Pacolet
and Monarch for Anderson’s benefit. Anderson owned stock in both companies and
was present at board meetings where actions regarding the trusts were taken. The
payments to the trusts were characterized as bonuses or in consideration of efficient
services rendered by Anderson.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against Anderson for
the taxable years in question, arguing the payments to the trusts were taxable
income. Anderson petitioned the Tax Court for a redetermination of the deficiencies.
The Tax Court upheld the Commissioner’s determination.

Issue(s)

1. Whether payments made by Pacolet and Monarch to the trusts established for
Anderson’s benefit were exempt from taxation under Section 165 of the
Internal Revenue Code as payments to a qualified employee trust.

2. Whether the payments were taxable to Anderson under the doctrine of
constructive receipt or as compensation under Section 22(a) of the Internal
Revenue Code.

Holding

1. No, because the trusts did not form part of a bona fide pension plan for the
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exclusive benefit of some or all employees as contemplated by Section 165.

2. Yes, because the payments were intended as additional compensation for
Anderson’s services and were therefore taxable as income under Section 22(a)
of the Internal Revenue Code.

Court’s Reasoning

The court reasoned that the trusts did not meet the requirements of Section 165
because neither company had formulated or adopted a pension plan for its
employees. The isolated instances of providing pensions to retiring officers were
insufficient to demonstrate the existence of such a plan. The court found the trusts
were primarily for Anderson’s benefit, a key executive and shareholder, and not for
the benefit of a broader group of employees. Citing Hubbell v. Commissioner, the
court emphasized that a qualifying pension plan must be bona fide for the exclusive
benefit of employees and not a device to defer taxes on additional compensation for
a few key executives. The court noted the payments to the trusts were intended as
additional compensation, evidenced by their characterization as bonuses and
consideration for services rendered. The court also referenced the 1942
amendments to Section 165, which aimed to prevent discrimination in favor of
officers and highly compensated employees, reinforcing the view that the trusts in
question did not meet the requirements for tax exemption. The court stated, “But it
is inconceivable, we think, that Congress could have intended any such arrangement
as we have before us to qualify as tax exempt under section 165 of the statute.”

Practical Implications

This case illustrates the importance of establishing bona fide employee benefit plans
that meet the specific requirements of Section 165 of the Internal Revenue Code to
achieve tax-exempt status. It highlights the principle that arrangements primarily
benefiting key executives or shareholders, rather than a broader group of
employees, are unlikely to qualify as tax-exempt employee trusts. The case also
reinforces the principle that payments to non-exempt trusts are taxable to the
employee in the year the contribution is made if the employee’s beneficial interest is
nonforfeitable. This decision impacts how businesses structure compensation and
retirement plans for executives and ensures that schemes designed to avoid taxes
are scrutinized closely. Later cases have cited this ruling to reinforce the principle
that employee benefit plans must not discriminate in favor of highly compensated
employees.
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