
© 2014 The Suffolk Lawyer-Reprinted with Permission

DEDICATED TO LEGAL EXCELLENCE SINCE 1908 www.scba.org Vol. 30, No. 3– December 2014

SUFFOLKLAWYERT
H

E

THE OFFICIAL PUBLICATION OF THE SUFFOLK COUNTY BAR ASSOCIATION

______________
By Louis Vlahos

This is part five of a five part
series.

“Call it what you want, incen-
tives are what get people to work
harder.”

-Nikita Khrushchev

Most of our clients are closely
held, often family-owned businesses.
The current owners may be the
founders of the business, or theymay
be a generation or two removed.
Sometimes, the owners have chil-
dren who are active in the business
and who may have manifested an
ability to take over the business. In
those cases, our goal is to provide for
the smooth transition and succession
ofmanagement and ownership of the
business to those children.

No heir? Or not sure yet?
Quite often, however, the chil-

dren may have no interest in the
business, may not be capable of
operating it effectively, or they have
not yet exemplified the ability or
inclination to do so.
This could put the owners in a

quandary, with the only feasible
option being a sale of the business
at some point down the road. Of
course, the owners’ first priority in
this instance will be to maximize
the return on their investment, both
for themselves and for their family.
Depending upon the business, this
may require the retention and coop-
eration of some key executive
employees.
The question then, is how to

incentivize and reward these key
employees; how to align their
interests with those of the owners;
how to entice them to stay with the
business, to keep growing the busi-
ness, to help prepare the business
for a likely sale?
There are several options to con-

sider.

Incentive compensation choice 1:
equity (or something like it)

On the one hand is
“equity-based” compen-
sation, which may take
two forms.

A. Employee becomes
an owner.

Under the first form,
the employee may
become an owner
through grants of stock in the
employer, bargain sales of
employer stock, and non-quali-
fied options to acquire such
stock. In any of these scenarios,
the stock may be voting or non-
voting, it may be vested imme-
diately or it may vest over time,
and the right to exercise the
option may or may not be
immediately vested.

B: Employee feels like an owner
The second form does not

involve the actual issuance of
employer stock but, rather, seeks
to mimic, to some extent, the
“economics” of stock owner-
ship. This includes phantom
stock plans (on which there are
many variations) and stock
appreciation rights. Each of
these is basically just a form of
non-qualified deferred compen-
sation, the amount of which is
tied either to the value of the
“shares” credited to the employ-
ee’s account or to the apprecia-
tion in the value of such shares.
(Where the employer is a part-
nership or LLC, a so-called
“profits interest” may be issued,
which entitles the employee to a
share of future profits and future
appreciation.)
The ultimate decision as to

which equity-based plan is best
suited for a particular business
depends upon a number of factors,
including the existing owner’s tol-
erance for minority-interest share-
holders, as well as the relative bar-
gaining/negotiating positions of
the employer and the key employ-
ee.
In my experience, the preference

of most business owners
is to avoid the actual
issuance of equity (even
as to family members, at
least not until they have
proven themselves in the
business). Even with a
tightly-drafted sharehold-
ers agreement, the rights
afforded to a minority

shareholder under state common
law, and the potential for litigation
– especially with an employee with
whom there is no familial relation-
ship – can make issuing equity a
risky choice. Additionally,
employees often do not want the
obligations that often come along
with ownership, e.g., personal
guarantees of business loans and
leases, restrictions on transfer, etc.
(We will cover the issuance of
stock options in a future post.

Incentive compensation choice 2:
non-equity compensation
Alternatively, the incentive may

take the form of a deferred compen-
sation arrangement where the
amount of the compensation is not
tied by some formula to the value of
the equity or to the ultimate sale
price for the business. It should be
noted, however, that the actual pay-
ment of the deferred compensation
might be contingent upon the sale
of the business. Indeed, many
employers are naturally inclined to
defer, and even condition, the pay-
ment of the compensation until the
occurrence of a major liquidity
event. Of course, because the timing
of a sale cannot be predicted, such a
contingent arrangement may have
to account for many factors:

• Should the executive be imme-
diately vested?

• Should he or she vest over a
number of years, or only upon a
sale of the business?

• Should payments be allowed
upon certain events prior to a
sale, including at the death or
disability of the employee, or
for some hardship?

• Should the deferred compensa-
tion be “secured” in some fash-
ion?

Regardless of how these ques-
tions are answered, it is important
to note that the many ways of
structuring a deferred compensa-
tion agreement for the key employ-
ee of a business all share two criti-
cal elements: (a) in order to suc-
cessfully defer the employee’s tax
liability, the arrangement must
comply with certain tax principles
that have been developed by the
IRS and the courts over several
decades, and that were modified by
§ 409A of the Code in 2004; and
(b) this compliance must be
ensured at the inception of the
deferred compensation arrange-
ment – otherwise, the tax and eco-
nomic results that the parties envi-
sioned will not be attained and
someone will be very unhappy.

Nonqualified plan basics
It should be noted that, for the

most part, these executive compen-
sation arrangements, so-called
“nonqualified plans,” are generally
not creatures of statute. Rather,
they are contractual agreements
between the employer and the
employee, and are very flexible.
They may be structured in whatev-
er form achieves the goals of the
parties and vary greatly in design
as a result.
Deferred compensation occurs

when the payment of compensation
is deferred for more than a short
period after the compensation is
earned (i.e., the time when the ser-
vices giving rise to the compensa-
tion are performed). Payment is gen-
erally deferred until some specified
event, such as the individual’s retire-
ment, death, disability, or other ter-
mination of service, or until a speci-
fied time in the future (e.g., 10 years
from the inception of the arrange-
ment, or upon the earlier sale of the
business).
There are a number of reasons for

deferring compensation. Employers
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often use deferred compensation
arrangements to induce or reward
certain behavior; e.g., to retain the
services of an employee or to incen-
tivize the employee to attain certain
goals (either personal performance
goals or operational benchmarks for
the business or for the employee’s
division). In the latter situation, the
attainment of those goals would
trigger either the vesting or pay-
ment of the compensation.
Such an arrangement may pro-

vide for deferral of base compensa-
tion (salary) or incentive compensa-
tion (bonuses), or it may provide
supplemental compensation (above
qualified plan limits). It may permit
the employee to elect whether to
defer compensation or to receive it
currently. Alternatively, it may pro-
vide for compensation that is only
payable on the occurrence of future
events. It may be structured as an
account for the employee (to which
amounts are credited; the benefits
payable are based on the amounts in
the account, which may even
include an actual or “deemed”
investment return), or it may pro-
vide for fixed benefits to be paid to
the employee at some point, or upon
some event, in the future.

The key question
The answer to the question of

whether or not amounts deferred
under a nonqualified deferred com-
pensation arrangement are includi-
ble in the gross income of the
employee depends on the facts and
circumstances of the arrangement.
A variety of tax principles and code
provisions may be relevant in mak-
ing this determination, including
the doctrine of constructive receipt,
the economic benefit doctrine, the

provisions of Section 83 of the code
(relating to transfers of property in
connection with the performance of
services), and the provisions of the
Section 409A. Some general rules
regarding the taxation of nonquali-
fied deferred compensation result
from these provisions. Usually, the
time for inclusion of nonqualified
deferred compensation depends on
whether the arrangement is unfund-
ed or funded. If the arrangement is
unfunded, as is typically the case,
then the compensation is generally
includable in the employee’s
income when it is actually or con-
structively received, or when the
plan fails to satisfy the requirements
of § 409A of the code. An arrange-
ment is unfunded if the compensa-
tion is payable from general corpo-
rate funds that are subject to the
claims of the employer’s general
creditors. It is an unfunded and
unsecure promise to pay money in
the future — the employee has the
status of a general unsecured credi-
tor, and his or her rights may not be
assigned or encumbered.

Section 409A
Under Section 409A, all

amounts deferred under a nonqual-
ified plan (for all taxable years) are
currently includible in the employ-
ee’s gross income to the extent
they are not subject to a “substan-
tial risk of forfeiture” (i.e., the
employee’s rights to the compensa-
tion are conditioned upon the per-
formance of substantial services or
the occurrence of a condition relat-
ed to a purpose of the compensa-
tion, such as the attainment of a
prescribed level of earnings),
unless certain requirements relat-
ing to the timing of the distribu-

tions are satisfied.
Additionally, almost all incen-

tive compensation arrangements
impose certain restrictions upon
the employee’s right to distribu-
tions. For example, the plan may
include “substantial forfeiture”
provisions that impose “a signifi-
cant limitation or duty which will
require a meaningful effort on the
part of the employee to fulfill.”
Note that whether such a forfeiture
provision is effective or not in
deferring the employees’ income
tax liability depends upon the facts
and circumstances of the particular
case. Thus, a provision that is tied
to the performance of “consulting
services” by a non-employee fami-
ly member will not be given effect
if it is not substantial.

Rabbi trust
In order to provide an employee

with a sense of security with respect
to his or her nonqualified deferred
compensation, while still allowing
deferral of income inclusion (and
tax), a so-called “rabbi trust” may be
established by the employer to hold
assets from which the nonqualified
deferred compensation will be paid.
The trust is generally irrevocable and
does not permit the employer to use
the assets for purposes other than to
provide the deferred compensation,
except that the terms of the trust
must provide that its assets are sub-
ject to the claims of the employer’s
creditor in the case of the employer’s
insolvency or bankruptcy. The cre-
ation of the trust does not cause the
related deferred compensation to be
includible in the employee’s income
because the trust’s assets remain sub-
ject to the claims of the employer’s
creditors. As a result, income inclu-

sion as to the employee occurs as
payments are made from the trust,
provided these comply with Section
409A.
Thus, an employee will not rec-

ognize income under a nonquali-
fied plan until is it paid to him or
her (or made available for his or
her benefit) in cash or property.
The employer, in turn, is not
allowed a deduction for a benefit,
contribution or payment until the
compensation is taxed to the
employee.

Final thoughts
The foregoing discussion high-

lighted the basic concepts underly-
ing nonqualified deferred compen-
sation and the basic features of
such arrangements. As was noted
several times, a family member
who is also a key employee of the
family-owned business is as likely
a candidate for such an arrange-
ment as may be an unrelated
employee. The question to be con-
sidered is whether it makes sense
from a business perspective to
reward and retain such an individ-
ual. Given the flexibility of such an
arrangement, it may be possible to
tailor its terms in a way that
accounts for the particular circum-
stances of a family member (e.g.,
for creditor protection). In the case
of a family member-employee, of
course, there is also the added ben-
efit of shifting some value to the
individual on an income-tax-
deductible basis.

Note: Lou Vlahos, a partner at
Farrell Fritz, heads the law firm’s
Tax Practice Group. Lou can be
reached at (516) 227- 0639 or at
lvlahos@farrellfritzcom.


