
The Problem

America faces a health care dilemma
as the cost of health care benefits, which
was comparatively stagnant in the ’90s,
has now escalated and exceeds the 
national inflation rate.1 As a result, the
number of persons covered by health
care insurance has declined and is ex-
pected to fall even further.2 Increases in
health care costs most dramatically affect
retirees who must address higher medical

expenses from fixed revenue. Some of
the largest cost increases have occurred
in the area of prescription drugs,3 which
has its greatest effect upon the retiree
population.4

Higher medical costs tax the resources
of consumers, place a significant eco-
nomic burden on American employers5

and increase the prices that consumers
must pay for products and services.
Health care costs account for $1,234 of
the cost of a vehicle produced by General
Motors.6

As our population ages, senior citizen
and retiree health care benefits become a
bigger slice of the health care pie, and in-
crease the industry burden: 44% of the
beneficiaries of the big three auto health
plans are retirees.7 Bethlehem Steel, at
this writing, provides health care for
130,000 beneficiaries, 90,000 of whom
are retirees.8 The cost of retiree benefits
directly impacts international trade and
American import-export tax policy: The
recent tariffs placed upon steel imports
were needed by U.S. Steel and other ma-
jor manufacturers due to the significant
liability those companies face for retiree
benefits or “legacy costs.” U.S. Steel’s es-
timated expenses to provide pension and
health benefits to its quarter million re-
tirees and their survivors is $12 billion.9

Bethlehem Steel recently reported that it
was seeking concessions on retiree med-
ical benefits in order to make itself more
attractive to potential buyers or partners
bringing in additional capital.10 Unfunded
retiree medical benefit obligations must
be included in corporate financial report-
ing under FASB 106 and are very unat-
tractive to potential purchasers/partners.11

Current Trend Among Employers
Employers have responded to health

care cost increases by requiring insured
workers to pay a greater portion of health
insurance premiums and health care
bills.12 Moreover, retirees from those com-
panies that do provide retiree benefits will
be required to share a greater portion of
the financial burden: Today, large em-
ployers typically pay more than 50% of
the total retiree medical expenses; by year
2031, employer support will shrink to less
than 10%.13 Employers have some flexibil-
ity with nonunion employees among the
retiree population. Ford Motor Co. re-
cently informed its 50,000 white-collar re-
tirees and spouses that they must, for the
first time, pay a monthly premium for
health care coverage as well as higher co-
pays for prescription drugs.14 Such em-
ployers have less flexibility with retired
hourly workers whose benefits are pro-
tected by union contracts.

The Challenge
If American industry is to provide

funding, in part or in whole, for retiree
health benefits, it must do so in a manner
that does not create a continuing financial
burden with unpredictable legacy costs
that inhibits the ability of American com-
panies to compete internationally with
companies from countries where retiree
health benefits are government sponsored.
Moreover, the benefits promised must be
nonforfeitable. LTV, a bankrupt steel
group, had its assets sold at a bankruptcy
auction. LTV’s pension liabilities were as-
sumed by the Pension Benefit Guaranty
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Corporation, but its retirees and their de-
pendents lost their health benefits.15

The challenge is twofold:  (i) Spiraling
costs must be addressed16 and a method of
controlling those costs must be estab-
lished; (ii) funding must be identified to
meet those costs. The problem of spiraling
costs is not addressed in this article. How-
ever, this article does identify a source of

untapped funds that, if handled correctly,
could help fund retiree medical benefits
with little or no additional financial bur-
den to either employers or employees.

A Partial Solution: Applying Unused
Vacation Days to Pay for

Retiree Health Care Benefits
According to the Bureau of Labor Sta-

tistics (BLS), the vast majority of employ-
ers in this country provide paid vacations.
More specifically, a majority of employers
provide at least two weeks’ vacation after
three years, three weeks of vacation after
ten years and four weeks after 15 years.17

Governmental vacations are typically
even more generous.18

However, a lot of vacation days go un-
used. The most common approaches listed
by BLS for employer handling of unused
vacation days are to (i) allow carryover to
subsequent years (23%); (ii) cash in un-
used days (13%); (iii) a combination of car-
ryover and cash-in (10%); and (iv) em-
ployees forfeit unused vacation days at the
end of the year (49%). Almost half of all
vacation days are lost. Moreover, the vaca-
tion-days-lost statistics for the lowest
salaried categories of employees (clerical,
sales, blue collar and service) are the high-

est. Blue-collar and service employees lose
55% of their vacation days.19

Proposal
This article recommends the use of an

employee benefit plan whereby each
year’s unused vacation days and sick days,
which an employee would otherwise lose,

receive in cash or defer to another year,
are transferred into that employee’s ac-
count in a voluntary employee benefit as-
sociation (VEBA) trust. The account
grows tax-free and is then used, upon re-
tirement, to purchase a (pre-Medicare)
retiree medical plan, prescription drug
benefit, a Medicare supplemental policy
and/or simply make Medicare premium
payments. Such programs would, in some
cases, require modifications of existing
employer vacation policies but appear to
be viable under existing law. There are a
number of issues and opportunities.

Avoiding Constructive Receipt

If an employee has the choice of taking
vacation pay in cash rather than in days off
and has the additional choice of placing
those vacation days into a VEBA or other
welfare benefits trust, the employee will be
taxed on that income under the doctrine of
constructive receipt.20 However, if the em-
ployee does not have the option of receiv-
ing cash, then there is no constructive re-
ceipt under Internal Revenue Code (IRC)
§451. Moreover, the vacation day cash
equivalent that is contributed to the health
benefits VEBA is excludable from the em-
ployee’s income under IRC §106. This ap-
plies even if the medical benefits are paid

during the employee’s retirement.21 There-
fore, if the desired tax results are to be
achieved, employer plans converting un-
used vacation/sick days to health care ben-
efits must not use cash as an option.

Avoiding Legacy Costs

The plan must also be funded currently
as a “defined contribution” benefit plan
(discussed in more detail below) without
future undetermined costs over which the
employer has no control. Retiree health
care benefits (and active employee health
care benefits) have traditionally been “de-
fined benefit” in character. The employer
promises to pay a portion or all of the em-
ployee retiree health care benefits what-
ever those costs may be at the time. In the
case of a collectively bargained union con-
tract or an employment agreement that
does not reserve the right to reduce or
eliminate this obligation, the employer is
contractually bound to provide the benefit
as promised in the union contract, employ-
ment agreement or employee handbook.

The IRC §401(h) Option Under
Defined Benefit Pension Plans

If the employer also provides a de-
fined benefit pension plan, qualified un-
der IRC §401(a), and if there are assets in
the plan in excess of that actuarially de-
termined to be necessary to fund the
promised pension benefit at retirement
age, then IRC §401(h) permits those ex-
cess funds to be transferred to a separate
account to fund health care benefits dur-
ing retirement for former employees and
their dependents. However, such plans
are dependent upon excess funding,
which may not be available in a de-
pressed stock market, and lack the pre-
dictability of contributions available in a
defined contribution plan.22

The Move to Defined 
Contribution Health Plans

More recently, however, many employ-
ers, frustrated by the increased costs and
complexity of defined benefit health care
plans, are beginning to use “defined con-
tribution” health care plans for current
employees.23 In a defined contribution
health care plan, the employer allocates a
fixed amount of cash, annually, for each
employee that the employee may then
spend for health care and other benefits.
For example, an employer may contribute
$10,000 per employee; and each employee
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may choose between a no-deductible, no-
copayment health care plan costing
$10,000 per year, or a high-deductible
plan costing $5,000 per year along with a
dental plan costing $3,000 per year and a
vision plan costing $2,000 per year. The
employee does not have the choice of re-
ceiving cash and, therefore, the doctrine of
constructive receipt does not apply. Typi-
cally, these plans are administered by a
third-party administrator and sometimes
combined with flex benefit plans (qualified
as cafeteria plans under IRC §125) allow-
ing pretax employee contributions.

The defined contribution health plan
concept was blessed by the Internal Rev-
enue Service in IRS Notice 002-45 (27
June 2002) and Revenue Ruling 2002-41.
The Service characterized these em-
ployee accounts as “health reimburse-
ment accounts” (HRAs) indicating that
they could either be medical reimburse-
ment accounts, within the meaning of
IRC §105(h), or insured plans. The no-
tice and revenue ruling set forth specific
guidelines for HRAs, the coordination of
HRAs with flex spending accounts, in-
cluding the application of COBRA con-
tinuation requirements24 and HIPAA
portability requirements.25 Most signifi-
cantly, the notice and ruling specifically
authorize the employee to carry over to
future years any portion of the employ-
ers’ contribution which is not used in the
year of contribution26 and (pertinent to
the discussion here) specifically indicate
that the contributions can be used to
fund retiree health care benefits. The rul-
ing and notice do not address the possible
use of a VEBA to hold contributions for
current or retired employees. Nor does
the ruling or notice address the applica-
bility of IRC §§419 and 419A (discussed
below) to the funds carried forward.

VEBAs and the IRC 
§419/419A Problem

VEBAs are tax-exempt organizations
under IRC §501(c)(9), which can accu-
mulate, tax-free, income-producing re-
serves for the payment of life, sickness,
accident and similar benefits. Although
VEBAs achieved tax-exempt status ini-
tially as associations formed and funded
by employees, changes in the law now
permit such associations to be funded by
employers as well as employees.27 VEBA
trusts are excellent employee benefit ve-
hicles, authorized to provide an extraordi-

nary range of benefits including, as perti-
nent to this article, vacation pay, sick pay,
holiday pay and health care benefits, both
during working years and retirement.28

Unfortunately, although retiree medical
coverage is an allowable VEBA benefit,
VEBAs and other employer-funded wel-
fare benefit plans have not been effective
vehicles to fund retiree medical benefits.
That is because IRC §§419 and 419A limit
the deductibility of current employer con-
tributions to that amount necessary to
fund the benefits payable during the year
of contribution (“qualified direct cost”),
plus actuarially determined contributions
sufficient to pay for retirement benefits
based upon level contributions over the
working lives of the employees using cur-
rent medical costs (“qualified asset ac-
count”).29 The purpose of these limitations
is to prevent employers from taking pre-
mature deductions for expenses that have
not yet been incurred, thus allowing ex-
cessive tax-free accumulation of funds.30

These limitations do not apply to collec-
tively bargained union agreements.31 Ex-
cess contributions (employer contributions
in excess of that which is allowable/de-
ductible) are deductible during the next
taxable year.32 However, that could cause
contributions for that year to be excessive.

Vacation/Sick Day Deferrals
and IRC §§419/419A

Based upon IRS ruling history, defer-
rals of unused vacation and sick days into
a retiree health care benefit trust would
be considered employer contributions.
Private Letter Ruling (PLR) 9635002 
addressed a company with a qualified 
defined contribution pension plan and a
vacation policy that required use or for-
feiture of vacation days. However, em-
ployees who did not use all of their paid
vacation days during the year could elect
to have some or all of the vacation pay, in

excess of two weeks, converted to cash
pay equivalent and contributed to the
qualified plan by the company on the em-
ployee’s behalf. Employee receipt of cash
was not an option. IRS characterized the
deferral as a nonelective employer con-
tribution to a qualified plan and ruled
that the deferrals were not taxable to the
employee nor subject to payroll taxes.

PLR 200222019 allowed conversion of
accumulated sick days into a health care
benefit plan with the conversion nontax-
able to the employees. Once again the
deferrals were characterized as nonelec-
tive employer contributions. Because de-
ferrals from vacation days to retiree
health care benefits in the form of contri-
butions to employee VEBA accounts
would be considered employer contribu-
tions, the IRC §§419/419A limitations
must be addressed.

§§419 and 419A were enacted when
virtually all health benefit plans were de-
fined benefit in character—before the
advent of defined contribution health
benefit plans. The drafters of these sec-
tions do not appear to have contemplated
the concept of employees deferring the
cash value of other benefits into welfare
benefit trusts to meet the obligations of
retirement health costs. Part of the
Deficit Reduction Act of 1984,33 §§419
and 419A were a response to certain per-
ceived abuses by employers. Anecdotal
evidence of allowable current deductions
for the full cost of ski chalets and yachts
purchased through VEBAs, when a direct
purchase would permit only deductions
over the useful life of these properties,
generated the ire of Congress.34

In the welfare benefit arena, Congress
was concerned that the combination of ad-
vance deductions for contributions and the
availability of tax exemptions for VEBAs
would provide tax treatment very similar
to that provided to qualified pension
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plans, but with far fewer restrictive provi-
sions.35 Employers were allowed deduc-
tions for contributions to welfare benefit
trusts before the benefits were actually
provided to employees. The example
used in the “Reasons for Change” section
of the Ways and Means Committee Re-
port demonstrated congressional concern
that employers could make significant
tax-deductible contributions to VEBAs
and the lower compensated employees
would receive only insubstantial benefits.
The House conferees also expressed con-
cern that employers could make de-
ductible contributions in earlier years
that could be applied toward a contribu-
tion requirement in later years, or re-
funded to the employer.36

The result was the general approach
that employers should not be permitted a
current deduction for welfare benefits
that may be provided in the future.37 The
slightly broader provision of the enacted
legislation allows deductions for the qual-
ified cost of the plan for the year of con-

tributions and the qualified asset account,
which includes funding of medical bene-
fits for retirees no more rapidly than on 
a level basis over the working life of the
employee, based upon current medical
costs.38 Thus, VEBAs and advance contri-
butions to VEBAs were severely limited
as a viable vehicle to fund retiree health
benefit plans.39

Why §§419 and 419A Do Not 
Apply to Conversion Plans

Based upon the legislative history and
the concerns Congress sought to address,
§§419 and 419A and the limitations upon
contributions thereunder bear no rele-
vance to the defined contribution deferrals
of vacation/sick days to VEBAs. IRC
§§419/419A were enacted to preclude
abuses in defined benefit health plans.  In a
defined contribution plan where employees
are allowed to allocate unused vacation/sick
pay to individual accounts in a VEBA trust
that cannot be used for other purposes,
there is no risk of high-income individuals

accumulating excessive tax-free benefits at
the expense of lower income individuals.
The VEBA or intermediary organization
holds the assets, but those assets are irrevo-
cably dedicated to individual accounts for
each of the employee participants.

Contrary to congressional concern,
employers cannot take premature deduc-
tions for expenses that have not yet been
incurred. The payments would have been
deductible anyway in the form of com-
pensation/vacation benefits. Employers
are obtaining no greater deductions than
those employers would otherwise have
had. Moreover, there is no risk of these
contributions being applied against later
employer funding obligations as the em-
ployer has no obligation to provide retire-
ment benefits and, as with all defined
contribution plans, the balance of the ac-
count at the time of retirement is all to
which the employee is entitled. The de-
fined benefit actuarial concepts discussed
in the statute and legislative history are
simply not applicable.
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Nor is there a risk of later employer
withdrawal. The funds are in individual
accounts, ERISA rules concerning fidu-
ciary conduct apply and independent
trustees are recommended. House con-
ferees expressed some concern that the
lack of clear standards or limitations may
allow funds in these accounts to be used
for nonqualified purposes.40 However,
funds in individual accounts held by
VEBA trust independent trustees are not
likely to be diverted. Moreover, the stan-
dards will be clear in the governing docu-
ment: The individual account assets can
only be used to fund retiree health care
benefits for that individual and his or her
dependents.

General Signal Corporation v. CIR,41

which addressed contested VEBA deduc-
tions for retiree health care, and PLR
9334002, which addressed retiree health
care benefit contributions, establishment
of reserve for retiree benefits and actuar-
ial computations, both ruled against the
employer/taxpayers. However, in neither
case did the employer establish a genuine
reserve exclusively for retiree medical
benefits. The plan recommended here
would include individual accounts that
could be used only for retirement health
care benefits; the reserve requirement
would be met. Although both the ruling
and the case also discuss the lack of actu-
arial certification, actuarial certification
would not be relevant to a defined contri-
bution plan.

Moreover, both PLR 9334002 and
General Signal predate Rev. Rul. 2002-41
and Notice 2002-45, in which IRS ap-
proved the defined contribution health
plan concept and specifically authorized
(i) carry-forward of contributed, but un-
used funds for future years and (ii) fund-
ing of retiree benefits with those con-
tributed funds. Neither Rev. Rul.
2002-41 nor Notice 2002-45 mention
IRC §§419 or 419A.42

Alternatively, the Deductions Are
Available Because §§419/419A Apply

In the alternative, an argument can be
made that §419 authorizes the de-
ductibility of deferrals from vacation/sick
days to retiree medical benefits: §419 ad-
dresses the treatment of funded welfare
benefit plans and provides (in typically
arcane Internal Revenue Code language)
that contributions to a welfare benefit
fund are not deductible; but if they would

otherwise be deductible, they are de-
ductible under §419 for the taxable year
in which paid. The definition of welfare
benefits in a welfare benefit plan at
ERISA §3(1) includes “vacation benefits”
and “benefits in the event of sickness.”
The payments would otherwise be de-
ductible as payment for vacation/sick day
benefits and are paid for such benefits
available to the employees in the year
paid. They are, therefore, qualified costs
for the taxable year within the meaning of
IRC §419(c). We do not reach the limita-
tions imposed by IRC §419A.

Limitations Upon Contributions

Arguably there should be no dollar or
percentage limitation upon contributions.
The deferral source, unused vacation/sick
days, is inherently limited. Moreover,
most employers would require use of
some vacation days in traditional vacation
use: time away from employment. The
1984 House conferees suggested that
postretirement medical benefits are to be
taken into account in applying the limita-
tions on contributions and benefits under
IRC §415.43 However, in neither PLR
9635002, which involved conversion of
unused vacation days to pension plan con-
tributions, nor PLR 200222019, which ad-
dresses the conversion of accumulated
sick pay to retirement benefits, are IRC
§415 limits discussed.

IRC §419A(d) indicates that IRC §415
limits apply to key employees unless a
separate account is established for med-
ical benefits with respect to such employ-
ees after retirement, and benefits are pro-
vided to that beneficiary only from that
separate account. In this case, separate
accounts are established for all employ-

ees, both key and non-key. Therefore, it
does not appear that §415 limits apply.

Scope of Proposed 
Benefit Package

Although the VEBA can provide for a
variety of benefits with funds deferred or
contributed to it, it is recommended that
this VEBA be limited to providing only
postretirement health care benefits and
specifically so labeling the individual em-
ployee accounts in the trust so as to
counter any accusation or suggestion that
the funds might be used for any other rea-
son. Although the proposal contained in
this article contemplates the use of ac-
count funds to purchase insured health
care products, the accounts could be used
as a medical reimbursement plan, directly
reimbursing participants for incurred ex-
penses, if the plan satisfies the nondiscrim-
ination requirements of IRC §105(h).44

Growth Benefits

As a funded IRC §501(c)(9) trust, the
vacation day and sick day funds converted
into the VEBA will grow tax-free, creat-
ing a greater source of funds in each indi-
vidual’s account to pay for benefits upon
retirement. Even though participation in
VEBAs must be “voluntary,” participation
will be considered voluntary even if re-
quired of all employees as long as the em-
ployees do not incur a detriment such as
mandatory dues deducted from pay.45

Once employees are VEBA members,
unused sick leave pay and vacation pay
may be transferred into accounts estab-
lished for each of the employee partici-
pants to provide health care benefits
upon retirement. Alternatively, if the em-
ployer is already using a VEBA for fund-
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ing sick day and vacation day benefits, the
funds would simply be allocated from the
general fund into the individual em-
ployee accounts. Contributions by the
employers were already deductible in the
form of sick pay and vacation pay as ordi-
nary and necessary expenses of a trade or
business under IRC §162(a). IRC §§419
and 419A notwithstanding, there is no
reason to believe conversion to retiree
health care benefits will alter that treat-

ment. Moreover, as long as the employ-
ees do not have the opportunity to re-
ceive the benefits in cash, the benefits
converted will not be taxable to the em-
ployees. As VEBA trust income is nontax-
able under IRC §501(c)(9), the accounts
will have the opportunity to grow and
compound between the years of conver-
sion and retirement.46

Recommended Plan
The proposed plan requires the estab-

lishment of a welfare benefits VEBA trust
and a complimentary corporate vacation
policy as listed below:

1. The company adopts a vacation pol-
icy requiring all employees to take
two weeks’ vacation. However, any
vacation time in excess of two weeks
may be (i) taken as vacation days, (ii)
contributed to the company-spon-
sored VEBA (or if already in the
VEBA as vacation benefits, trans-
ferred into an intra-VEBA account
for the benefit of the employee) or
(iii) forfeited.

2. The company adopts a sick leave
policy that the cash value of any un-
used sick days at the end of the year

will be funded into the employee’s
VEBA account.

3. The employer establishes a VEBA
with governance provided by repre-
sentatives of the employees, the
corporate sponsor and an inde-
pendent trustee, all of whom are fi-
duciaries under ERISA47 and have
the authority to control and manage
the operation and administration of
the VEBA.48

4. Participation in the VEBA would be
mandatory for all who meet the eligi-
bility requirements, but would re-
quire no employee contributions and
would therefore be “voluntary”
within the meaning of §501(c)(9).
Eligibility for the VEBA would in-
clude all full-time employees with
three years of service who are at least
21 years of age.49 Employees who do
not meet those requirements are ex-
cludable under the nondiscrimina-
tion rules at Internal Revenue Code
§505. Their exclusion makes sense:
Most employees do not have more
than two weeks’ vacation prior to
three years of service with the em-
ployer, and the vast majority with
three years of service are beyond age
21. Most part-time or seasonal em-
ployees have very limited sick leave
and vacation benefits.

5. The VEBA would be a qualified,
tax-exempt IRC §501(c)(9) trust,
subject to ERISA reporting and dis-
closure requirements, including the
filing of annual Forms 5500 and the
distribution of summary plan de-
scriptions and summary annual re-
ports to the employees.50 Deferrals

of vacation and sick leave days will
be deductible to the employer, non-
includible to the employee and not
subject to payroll taxes.

6. Each participating employee will
have a separate account within the
VEBA into which the cash value of
sick day and vacation day pay will
be contributed. The employee will
receive an annual statement of con-
tributions, earnings and balances, as
required by ERISA.51

7. The VEBA will offer solely retire-
ment medical benefits. The VEBA
beneficiaries would be the em-
ployee members/account holders,
spouses and dependents as defined
in the VEBA regulations. Benefits at
retirement could include a pre-
Medicare-eligible health plan, pay-
ments of COBRA premiums,52 a
prescription drug benefit plan, a
Medicare supplemental insurance
plan or direct payments of Medicare
premiums. The VEBA could also of-
fer benefits in the form of direct
medical reimbursements if the plan
meets the nondiscrimination tests of
IRC §105(h). Distributions to pay
for these benefits would be nontax-
able to the employee/participant
and his or her dependents.

8. Upon the employee’s death, health
care benefits would continue for
the employee’s spouse and other
dependents53 until the VEBA ac-
count balance was exhausted. Each
member would complete a benefi-
ciary designation that would pro-
vide for distributions of the remain-
ing account balance upon the later
of the death of the employee or
spouse; or, if the spouse no longer
needs the benefits provided under
the plan. Distribution of cash would
be subject to income tax. If cash
distribution occurred upon the em-
ployee’s death, the distribution
would appear to be taxable as in-
come in respect of a decedent un-
der IRC §691.

Sample Applications: 
The Acme Widget VEBA Plan

The Plan

The Acme Widget Company of Ereh-
won, New Hampshire (Acme) establishes
a VEBA, requiring participation of all em-
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ployees who have attained age 21 and
have at least three years of service. Each
employee has an individual account
within the VEBA trust. Acme’s vacation
policy allows for two weeks per year up to
three years of service, with three weeks’
vacation after three years, and four weeks’
vacation after ten years. Each employee
who rates three weeks of vacation must
take at least two weeks of the three as va-
cation. The additional week (or additional
two weeks after ten years) or any portion
thereof, may be taken as vacation, may be
lost or the dollar value thereof may be
paid into the employee’s VEBA account.
Each employee also rates five days per
year sick leave. Any sick leave not used
would be automatically contributed to the
employee’s VEBA account.

Acme VEBA account funds may be
used at retirement or upon disability to pay
COBRA premiums, health care premiums,
prescription drug benefits, Medicare sup-
plemental insurance, Medicare premiums
or any other health care benefit during re-
tirement. The plan defines early retire-
ment as a minimum of age 55 and normal
retirement at age 65. Employees continu-
ing to work beyond normal retirement age
may begin using account funds whenever
they commence actual retirement.

First Example: Jane

Jane Schmucketella, age 45, has been
employed by the Acme Widget Com-
pany for three years, rates three weeks’
vacation per year and automatically be-
comes a member of the Acme Widget
Company VEBA commencing 1 January
2002. As Jane approaches the end of the
year, she has used two weeks of vacation
and has not used the third week. Now
that Jane is 45, she begins thinking about
retirement and payment for medical cov-
erage during retirement. She elects for
the funds representing five days of vaca-
tion to be funded into her VEBA ac-
count. Jane earns $100 a day and we will
assume for simplicity purposes that her
salary does not change. The value of va-
cation days contributed into her VEBA
account each year is $500. She also de-
fers two sick days per year ($200) into
her VEBA account.

Assuming Jane worked for 20 years
(until age 65) and deferred one week of
vacation time each year (including those
years when she was eligible for four weeks’
vacation) as well as two days’ sick leave

each year, and also assuming a 5% growth
rate, the funds available when she retired
at the age of 65 to be used for the purchase
of retiree medical benefits would be
$26,161. Jane would be eligible for
Medicare upon retirement. Jane can use
her VEBA account to purchase a Medicare
supplemental policy, Medicomp, offered
by Anthem BCBS (assuming group policy),
for $262.32 per month. The VEBA ac-
count will provide the supplemental policy
for 10.8 years. Jane will not be taxable
upon the distributions from the VEBA to
pay for these medical benefits.

Second Example: Horace

Jane’s cousin, Horace Schmucketella,
also works for the Acme Widget Com-
pany and earns the same salary. He be-
gins contributing at the age of 35 but is
only able to contribute three days’ worth
of vacation and two sick days per year for
a total annual deferral of $500. However,
after ten years he is promoted and earns
$150 per day for a total annual deferral of
$750. He continues to defer the same
number of vacation and sick days at the
increased rate of pay for another 15 years
for a total of 25 years of deferrals. He
takes early retirement at the age of 60; he
is not disabled. Horace would have
$32,415 available to pay for COBRA con-
tinuation coverage for 18 months; the re-
maining balance could be applied toward
the purchase of an individual policy until
he reached 65 and became eligible for
Medicare. Alternatively, if Horace con-
tinued to participate in the plan as a
member of a retiree group, until age 65,
the premium for Horace and his wife
would be $631. The funds in his VEBA
account would cover the premiums for
Horace until he reached 65 and became
eligible for Medicare.

If Horace is covered by his wife Petu-
nia’s medical plan when he retires so he
does not begin withdrawing until age 65,
the funds then available, $41,371, would
cover Medicare payments for both him
and his wife, Medicomp payments and a
dental policy for almost ten years. None
of the payments for any of these benefits
would be taxable to Horace.

Variations on the Theme
There are various options some com-

panies may find desirable that would pro-
vide the same retirement benefits with

modifications based upon their own vaca-
tion benefit design. For example, an em-
ployer could provide 15 days of vacation
per year, require the employee to take
eight days per year and allow the remain-
ing seven days or any portion thereof to
be used as vacation, rolled over to the fol-
lowing year or funded into a VEBA re-
tirement health benefits account. Sick
days could be reimbursable in cash up to
two days per year, with the cash value of
any sick days not used beyond two to be
funded into the employee’s VEBA ac-
count. A number of employers now pro-
vide “personal days” in lieu of sick days or
other days in which compensation is pro-
vided, but attendance is excused. Assum-
ing that conversion to cash is not an avail-
able option, there is no reason to believe
that deferral of the value of these days to
VEBA accounts would not be excludible
to the employee and deductible to the
employer.

Another variation on the deferral
would be an employer match similar to
those found in many IRC §401(k) plans.
For example, the Acme Widget Company
in the examples provided above could
agree to provide a 10% match on annual
vacation day/sick day deferrals. The em-
ployer match would come slightly closer
to employer engagement in those activi-
ties that prompted the enactment of IRC
§§419 and 419A. Nonetheless, the match
would likely sustain such challenge. How-
ever, the plan would no longer have the
selling point of paying for itself, as dis-
cussed below.

A third, very aggressive option would
be to include unused flex benefit defer-
rals. Currently, flex benefit plans under
IRC §125 require the employee to use
any salary deferred during the year of de-
ferral or the funds deferred are lost. In-
stead of losing those §125 deferrals, the
funds could be placed into the em-
ployee’s VEBA retirement health care ac-
count, further enhancing the assets avail-
able for the purchase of medical benefits
at retirement. This option is, however, a
stretch. Although the doctrine of con-
structive receipt would not apply because
the employee does not have the option of
receiving cash, allowing unused flex ben-
efit deferrals to be carried over to a dif-
ferent benefit exceeds the scope of IRC
§125 and may disqualify the §125 plan.
Although HRAs under Notice 2002-45
and Rev. Rul. 2002-41 allow carry for-
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ward of employer contributions, the no-
tice and revenue ruling do not authorize
carry forward of employee deferrals.
Regulatory or perhaps even statutory
change would be necessary.

What’s in It for the Employer?
While many employers might want to

institute such a vacation/sick-leave-to-
health care benefit conversion plan for
employee retention purposes, these
plans would be even more desirable if
there was specific financial benefit accru-
ing to the employer. That benefit comes
in the form of reduced payroll costs and
retiree health care benefit costs. Cash
paid in lieu of vacation days or vacation
days taken (for which pay is received) are
wages within the meaning of IRC §3121.
However, employer contributions to and
payments by a VEBA for life, sick and ac-
cidental benefits are generally exempt
from Federal Insurance Contribution Act
(FICA) taxes and Federal Unemploy-
ment Tax Act (FUTA) taxes. This would
include any amount paid by an employer
for insurance or paid into a fund to pay
for insurance premiums.54

Particularly with a large employer, the
employer portion of the employment tax
saved would well exceed the cost of im-
plementing the plan and reduce the em-
ployer’s overall payroll costs.55 As with any
defined contribution plan, an employer
sponsoring a conversion of vacation
days/sick days to retiree health care ben-
efits has no continuing liability and no
balance sheet detriment.

Defined benefit retiree health obliga-
tions represent continuing balance sheet
burdens; the anticipated liability for
these plans must be disclosed under

FASB 106. Currently the trend is to
shrink or eliminate employer responsibil-
ity for retirement health benefits. In-
creasing numbers of employers have
eliminated retiree health plans altogether
for new employees.56 IRC 401(k) plans
allow employees to provide for their own
retirement through salary deferrals; va-
cation-days-to-retiree-medical-benefits-
conversion VEBAs allow employees to
partially fund the costs of their own re-
tirement health care expenses.

Conclusion
Vacations are important. As employers

we need to encourage our employees to
utilize their vacation opportunities, par-
ticularly those paid vacation opportunities
provided by most employers. It is not the
purpose of this article to discourage vaca-
tion utilization. However, if employees are
not going to use all of their vacation days
(and statistically they do not), then such
nonuse provides a source of funding for
retiree benefits that will be deductible to
the employer upon contribution, not sub-
ject to payroll taxes, nontaxable to the em-
ployee upon contribution to the VEBA,
allowed to grow tax-free in the IRC
501(c)(9) trust and then nontaxable upon
payment of premiums in purchase of the
retiree health care benefits. It is a win-win
situation.57

Vacation days/sick days-to-retirement-
health-benefit-conversion VEBAS will
not solve the legacy employee benefit lia-
bilities faced by major steel producers
and other large employees. However,
such VEBAs can, prospectively, address
retiree health care needs for the employ-
ees of companies of all sizes and reduce
or eliminate future legacy liabilities. �
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sure Is On F-13—F-15 (2002).
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