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Tax Code and ERISA Cheat Sheet

Because the phrase “executive benefits” can have many different meanings, different provisions of the Internal Revenue Code of 1986, as amended (the “Code”) and the Treasury Regulations promulgated thereunder, will apply, depending upon the plan design. This “cheat sheet” summarizes the Code provisions applicable to different types of executive benefit plans and provides a general overview of how the Employee Retirement Income Security Act of 1974 (“ERISA”) may, or may not, also apply. 

Advisors should always review the relevant Code and ERISA sections and relevant Regulations when providing anything more than “general consulting advice” to their clients.  

§83 – Transfers of Property in Connection with the Performance of Services
· Taxable when no longer subject to a substantial risk of forfeiture. 
· Subject to a substantial risk of forfeiture if conditioned on the performance of future services or occurrence of future condition and the chance of forfeiture is substantial 
· For example, if payment of benefits is subject to a vesting schedule, there is a substantial risk of forfeiture until the property vests.
· §83(b) election – Election to be taxed at the time of grant rather than at the time of vesting  
· Example: Caroline receives 90 shares of restricted stock from her employer.  The shares vest ratably over a 3 year period, provided that she remains continuously employed by the Company.  At the time of the grant, shares in the Company are worth $5 each. Therefore, on the date of grant, the 90 shares are worth $450. However, the shares are subject to a “substantial risk of forfeiture” (the vesting schedule), so Caroline is not taxed with the restricted stock is received. The Company is experiencing explosive growth. On the first anniversary of the grant, 30 shares of Caroline’s restricted stock vest. They are worth $10 per share at the time that they vest.  Therefore, Caroline will be taxed (as compensation – ordinary income) on $300 (30 x $10 per share).  On the second anniversary of the grant, Caroline vests in an additional 30 shares of stock which are worth $15 per share on the vesting date. Caroline will be taxed on $ 450 (30 x 15). On the 3rd anniversary of the grant, Caroline’s remaining 30 shares vest. On the vesting date, the shares are worth $20 per share.  Therefore, she receives taxable compensation of $600 (30 x $20).  
· Let’s assume that instead, Caroline decides to make a §83(b) election at the time of the grant.  In this case, Caroline will pay tax on the value of the shares in the year of the grant ($450) and will not be taxed again when the shares vest, even though the shares have increased in value on the vesting date.          



§162 – Trade or business expenses 
· Generally, company receives a deduction when employee is taxed on compensation received. If an employee receives “compensation” for their services, the employer typically receives a deduction in the same year that the employee must include the compensation in his/her/their income.  
Example: In the example above, Caroline decides to pay tax on the shares as they vest, rather than filing a §83(b) election. The Company receives a deduction each year equal to the amount that Caroline includes in her income as compensation.   
· 162(m) – Limits annual deduction for compensation paid to covered employees of publicly traded corporations. 
· HR 1 changes effective in 2026. 

§409A – Nonqualified Deferred Compensation
· Section was enacted in 2004. +/- 100 pages of Treasury Regulations were enacted in 2005.
· Deferred compensation = Compensation earned in one year payable in a later year. 
· Specific exceptions for certain stock based compensation plans, option plans, and others, if they do not contain “an element of deferred compensation” when granted. 
· Phantom stock plans are typically governed by IRC §409A.
· Stock Appreciation Rights are typically governed by IRC §409A.  
· Short-term deferral exception for deferred compensation paid by the 15th day of the 3rd month following the end of the year in which the compensation was earned is a frequently used exception. 
· Permissible Payment Events: 
· Death
· Disability (as defined by Code §409A)
· At a specified time or pursuant to a fixed schedule
· Separation from Service (voluntary and involuntary - generally involuntary termination “for Cause”, as defined in the agreement is carved out)
· Change of Control (as defined by Code §409A and Regulations)
· Unforeseeable emergency
· Must use statutory definitions of “Disability” and “Change of Control” to avoid plan failure. 
· Certain “specified employees” of publicly traded corporations separate from service, their deferred compensation payments must be delayed for six months (or until death) after separation. 
· Changes in time or manner of payment generally must (a) occur more than 12 months before payments are scheduled to begin, and (b) must push the payment start date out at least 5 years. 
· Violations of §409A mean compensation is immediately taxable and subject to 20% excise tax that falls on the employee/service provider.

§422 – Incentive Stock Options
· Available to C corporation only
· Grant the right to buy:
· a fixed number of common shares, 
· at a fixed price, 
· over a specified period, and
· may include a vesting schedule is met
· Exercise price must be equal or greater than the value of the stock on the grant date
· If holding period requirements are met, then income tax only upon sale of the acquired stock (at capital gain rates)
· Holding Period: Stock must be held until at least 2 years from the date options were granted, and at least 1 year from the options were exercised
· Laundry list of requirements
· Holding Period: Stock must be held until at least 2 years from the date options were granted, and at least 1 year from the options were exercised
· Laundry list of requirements are contained in the statute
· A Nonqualified Stock Option is any stock option that is not an Incentive Stock Option, as defined by IRC §422. 

§280G – Golden Parachute Payments
· Denies an income tax deduction to corporations for “excess parachute payments” made to “disqualified individuals” upon a change of control. 
· Generally, “disqualified individuals” (“DQIs”) include significant shareholders, officers, and highly compensated employees. 
· “Excess Parachute Payment” is a payment greater than or equal to the ≥3× the DQI’s “base amount” (generally the DQI’s average annual taxable compensation over a specified number of years prior to the change of control). 
· Does not apply to S corporations
· Can be avoided in non-public corporations by meeting shareholder approval requirements
· Numerous exceptions and workarounds

§4999 - Golden parachute payments
· Excise tax of 20% imposed on the “disqualified individual” that receives an “excess parachute payment”. 
· In summary, if a DQI receives an “excess parachute payment”, the portion considered the “excess parachute payment” is (a) taxable to the employee as compensation (ordinary income), (b) subject to the §4999 excise tax or 20%, and (c) not deductible by the corporation under §280G. 

The IRS Nonqualified Deferred Compensation Audit Technique Guide was updated by the Service March 20, 2024. It provides a wealth of information, including common mistakes the IRS looks for on audit, and is available for free (or included with your tax dollars) at www.irs.gov.

ERISA Application to Nonqualified Deferred Compensation Plans

ERISA governs most employer-sponsored retirement and welfare benefit plans.  It imposes strict rules related to participation, vesting, funding, fiduciary duties, and disclosure. Nonqualified deferred compensation plans are generally specifically designed to avoid most rules of ERISA. Typically, nonqualified deferred compensation plans are designed to qualify for the “Top Hat Exemption”.  

A “Top-Hat plan” an unfunded arrangement maintained primarily to provide benefits to a “select group of management or highly compensated personnel”.

· In this context, “unfunded” means that no assets are set aside by the employer to pay benefits under the plan. The participant’s benefits will be paid from the general assets of the corporation. However, nothing prevents employers from obtaining assets to “informally finance” payment of benefits under the plan.  Frequently, the employer will purchase life insurance contracts insuring the plan participants, using the cash value to pay benefits under the plan and eventually using the insurance proceeds received upon a participant’s death to recoup its costs of sponsoring the plan. 
· The participants in a Top-Hat Plan are “unsecured creditors” of the plan sponsor. This means that if the company declares bankruptcy, participants in a “Top-Hat Plan” stand in line with all the other unsecured creditors of the company.  
· ERISA does not define a “select group of management or highly compensated personnel” However, the general rules of thumb (developed through years of caselaw addressing this question) are: the participant should be a manager, no more than ten percent (10%) of the total number of employees should be included in the plan, and 

Top Hat Plans are exempt from ERISA’s participation requirements, vesting schedules, funding rules, and most fiduciary obligations.  

However, Top Hat Plans must name a plan administrator and contain a claims procedure. Additionally, plan sponsors (i.e. the employer) must file a Top-Hat Plan Statement with the Department of Labor within 120 days after the plan is established. See 29 C.F.R. § 2520.104‑23.  

As a rule, if a plan is exempt from IRC §409A, it is generally not subject to ERISA. For example, incentive stock option plans, nonqualified stock option plans, and restricted stock plans are not generally subject to ERISA. However, traditional nonqualified deferred compensation plans and phantom stock plans are generally subject to ERISA (and IRC §409A).
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