Armantrout v. Commissioner, 67 T. C. 996 (1977)

Educational benefits provided to employees’ children by an employer-funded trust
are taxable as compensation to the employee under section 83 of the Internal
Revenue Code.

Summary

In Armantrout v. Commissioner, the U. S. Tax Court ruled that payments from an
employer-funded trust (Educo) for the educational expenses of key employees’
children were taxable income to the employees. Hamlin, Inc. established the Educo
trust to fund college education for the children of its key employees as a means to
attract and retain talent. The court held these payments were compensatory
because they were directly linked to the employees’ service and were a form of
deferred compensation, falling under section 83 of the Internal Revenue Code. This
decision underscores that benefits provided to third parties in connection with
employment must be included in the employee’s income if they serve as
compensation for services rendered.

Facts

Hamlin, Inc. , a manufacturer of electronic components, established the Educo plan
to fund college education for the children of its key employees. The plan,
administered by Educo, Inc. , and funded by contributions to a trust, allowed for
payments up to $10,000 per employee, with a maximum of $4,000 per child. The
funds were used to cover tuition, living expenses, and other educational costs.
Eligibility was based on the employee’s value to Hamlin, not the child’s merit or
need. Payments ceased if the employee left Hamlin, except for expenses incurred
prior to termination. Petitioners, key employees at Hamlin, received tax deficiency
notices for not reporting these payments as income.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the federal
income tax of petitioners Richard T. Armantrout, Francis H. Pepper, and Llewellyn
G. Owens for the years 1971-1973, asserting that the Educo trust payments were
taxable compensation. The cases were consolidated for trial, briefing, and opinion in
the U. S. Tax Court. The court ultimately ruled in favor of the Commissioner, holding
that the payments were taxable under section 83 of the Internal Revenue Code.

Issue(s)

1. Whether payments made by the Educo trust for the educational expenses of
employees’ children are includable in the employees’ gross income as compensation
under section 83 of the Internal Revenue Code.

Holding
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1. Yes, because the payments were directly related to the employees’ performance
of services for Hamlin and constituted a form of deferred compensation, they are
includable in the employees’ gross income under section 83.

Court’s Reasoning

The court reasoned that the Educo trust payments were compensatory in nature, as
they were linked to the employees’ service and aimed at relieving key employees of
the financial burden of their children’s education, thereby enhancing their
performance at Hamlin. The court rejected the petitioners’ argument that they did
not possess a right to receive the payments directly, emphasizing that the substance
of the transaction was compensatory. The court relied on the principle that income
must be taxed to the person who earns it, and the specific language of section 83,
which includes property transferred to any person in connection with the
performance of services in the gross income of the service performer. The court
distinguished this case from others where the taxpayer had no right to receive the
income, noting that petitioners could have negotiated direct salary benefits instead
of the Educo plan.

Practical Implications

This decision has significant implications for how employers structure employee
benefits and for the tax treatment of such benefits. It clarifies that benefits provided
to third parties (like children’s education) in connection with employment are
taxable to the employee if they are compensatory. Employers should consider the
tax implications when designing benefit plans, and employees must report such
benefits as income. The ruling may affect how companies use non-cash benefits to
attract and retain talent, particularly in competitive fields. Subsequent cases have
followed this precedent, affirming that indirect benefits tied to employment are
taxable as compensation.
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