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PART ONE – EQUITY 
COMPENSATION SUBJECT TO 

SECTION 83 



GENERAL OVERVIEW – SECTION 83 AND 
ITS REGULATIONS 

An employer or other service recipient may pay for services by giving property-normally employer 

stock-to the employee or other service provider.  The property may be subject to restrictions on the 

recipient’s rights of ownership (e.g., the right to transfer the property to another, or the risk that the 

property will be forfeited if an event occurs, or fails to occur).  The key issues when restricted property 

is given for services is whether, when and to what extent the property is taxable to the recipient, and 

deductible by the person giving the property.  These issues are governed by section 83 of the Internal 

Revenue Code and are outlined below.  

Section 83(a) provides, in pertinent part, that: 

 If, in connection with the performance of services, property is transferred to any person normally an 
employee or independent contractor, who we will call the “Recipient”, the excess of— 

1) the fair market value of that property (determined without regard to any “lapse restriction”) at the 
first time the rights of the Recipient are transferable or are not subject to a substantial risk of 
forfeiture, whichever occurs earlier, over 

2)  the amount (if any) paid for such property  

Is included in the Recipient’s gross income.  
The taxable amount is treated as compensation, includible as ordinary income. 

When the Recipient has been given property which is both not transferable and subject to a substantial risk 
of forfeiture, the Recipient is said to be “substantially nonvested” in that property. While the Recipient 
is substantially nonvested, any amounts received by the Recipient in respect of the property (e.g., 
dividends or interest) are treated as additional compensation that is immediately taxable to the 
Recipient upon receipt at ordinary income rates.  Regs. §1.83-1(a) 
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What is Property? 

 Under Regs. § 1.83-3(e), for purposes of Section 83 and its regulations, the term 
“property” generally includes “real and personal property other than either 
money or an unfunded and unsecured promise to pay money or property in the 
future.” “Funding” means a set aside away from creditor’s claims. 

 
 The property transferred is usually, but not always, stock in the service recipient’s 

company. Stock which is substantially nonvested is often called “restricted stock”. 
 
 Under Code Section 83(e) - Section 83 does not apply to the following: 

– incentive stock options and employee stock purchase plans, to which Code Section 
421 applies 

– Contributions to, and distributions from, qualified plans of deferred compensation 
subject to Code section 401(a) or 404(a)(2) 

– transfers of  nonstatutory stock options without a “readily ascertainable fair market 
value” 

– transfers of vested property pursuant to the exercise of a nonstatutory stock option 
with a “readily ascertainable fair market value”, or 

– coverage under group-term life insurance to which section 79 applies. 
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What are the General Rules of Section 83? 

 Property is not taxable under section 83(a) until it has been “transferred” 
to the Recipient and has become “substantially vested” in that Recipient.   

  
 A few concepts: 
• Transfer: A “transfer” of property occurs when the Recipient acquires a 

“beneficial ownership interest” in the property (ignoring any “lapse 
restriction”).  Whenever a transfer has in fact occurred is based on all the 
facts and circumstances.   
• What Is A Beneficial Ownership Interest?  A person acquires a “beneficial 

ownership interest” in property when he or she has been transferred both the 
right to share in an increase in the value of the property and the obligation 
to share in the risk of loss in its value.  Rev. Ruling 2004-37. 

  
 Under Regs. § 1.83-3(a)(3), a transfer may not have occurred if the 

property is given under conditions that require its return upon the 
happening of an event that is certain to occur, such as the termination of 
employment.  
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• Substantially Vested: 
 Property becomes “substantially vested” when it either ceases to be subject to a 

“substantial risk of forfeiture” or it is “transferable by the Recipient.”   Regs. § 
1.83-3(b). Once restricted property becomes “substantially vested,” the property is 
taxable as compensation, at ordinary income rates. The amount taxed generally 
equals the property’s fair market value (ignoring any “lapse restriction” at the time 
of substantial vesting, less any amount paid for the property.  

 
• When Is Property Transferable? 
 The rights of a Recipient in property are “transferable” if the Recipient can transfer 

any interest in the property to any person (other than the initial transferor of the 
property), but only if the rights in the property of the transferee are not subject to 
a substantial risk of forfeiture, i.e., the transfer is made on a fully vested basis. 
Regs. S 1.83-3(d) 

 
 Planning Point-if property cannot be conveyed or assigned at all, it is not 

transferable. 

 

What are the General Rules of Section 83? 
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What is a Substantial Risk Of Forfeiture? 

• Whether a “risk of forfeiture is substantial” or not depends upon the facts and circumstances.  
 A substantial risk of forfeiture exists where rights in property that are transferred are conditioned, 

directly or indirectly, upon: (1) the future performance (or refraining from performance) of 
substantial services by the Recipient, or (2) the occurrence of a condition related to a purpose of 
the transfer, and the possibility of forfeiture is substantial if such condition is not satisfied.  Regs. § 
1.83-3(c)(1) 

 A vesting schedule will create a substantial risk of forfeiture. 
 A noncompetition agreement will not ordinarily constitute a substantial risk of forfeiture unless the 

particular facts and circumstances indicate to the contrary. 
  In the case of an employee subject to the noncompetition agreement, factors include the age of 

 the employee, the availability of alternative employment opportunities, the likelihood of the 
 employee's obtaining such other employment, the degree of skill possessed by the employee, the 
 employee's health, and the practice (if any) of the employer to enforce such covenants.  Regs. § 
 1.83-3(c)(2). The more the likelihood that the employee will take a competing job and that the 
 employer will enforce the agreement, the more likely the noncompete will be a substantial risk of 
 forfeiture. 

 Property is not transferred subject to a substantial risk of forfeiture to the extent that the employer (or 
service recipient) is required to pay the fair market value of a portion of such property to the Recipient 
upon the return of such property, or if there is a likelihood that the forfeiture condition will not be 
enforced . 

 The risk that the value of property will decline during a certain period of time does not constitute a 
substantial risk of forfeiture.  

 A “nonlapse restriction” will not usually create a substantial risk of forfeiture. 

 
• Planning Point-note the tradeoff: imposing a substantial risk of forfeiture on transferred property, 

e.g., by imposing a vesting schedule, may postpone taxation, but it may cause the Recipient to 
lose the property-this is the crux and tension of section 83. 
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What Other Matters Should Be 
Considered? 

• Compensation Element:  The transfer of property is subject to section 
83 whether such transfer is in respect of past, present, or future 
services.  Property transferred to an employee or an independent 
contractor (or beneficiary thereof) in recognition of the performance 
of, or the refraining from performance of, services is considered 
transferred in connection with the performance of services within the 
meaning of section 83.  

• The existence of other persons entitled to buy stock on the same terms 
and conditions as the Recipient, whether pursuant to a public or 
private offering may, however, indicate that in such circumstances a 
transfer to the Recipient is not in recognition of the performance of, or 
the refraining from performance of, services.  

 Practice Point –to prove “transfer in respect of services” (e.g., to 
allow section 83 to apply and tax deferment to obtain) or not, spell 
out in the governing documents why the transfer is being made. 
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What Other Matters Should Be 
Considered? 

Planning Points-  

– May be possible to defer taxation of restricted property to the extent the 
property is subject to substantial restrictions, causing the property to be 
substantially nonvested. 

– Ensure the result with solid, clear drafting of the restrictions in the 
governing documents.   

– However, one must accept corresponding risk of property loss/forfeiture.   

– Must also decide treatment of dividends between grant and vesting 
(substantially nonvested means dividends taxed as compensation, while 
once vested dividends taxed as ordinary dividends). 
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SECTION 83(b) ELECTION 

• These elections are named after the provision which allows them, namely 
section 83(b) of the Code, and are governed by Regs. § 1.83-2. Under that 
regulation section, if property is transferred to a Recipient in connection 
with the performance of services, and the property is substantially 
nonvested, the Recipient may elect under section 83(b) to include in gross 
income (at ordinary rates), as compensation for services, the excess (if 
any) of— 

 
1) the fair market value of the property (ignoring any “lapse restriction”) at the 

time of transfer, over, 
2) the amount (if any) paid for such property.  

 

• The fact that the property’s fair market value does not exceed the amount 
paid for it, so there is no “bargain element” and no amount to include in 
gross income if the Recipient makes the section 83(b) election, does not 
prevent the Recipient from making the election.  
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SECTION 83(b) ELECTION 

 Planning Point: The ideal time for making a section 83(b) election arrives when there is no 
bargain element, since no income taxation would accompany the election. 

 After a timely and valid section 83(b) election is made, the tax rules of section 83 no longer 
apply to the property (e.g., future dividends on the stock are taxed as dividend income not 
compensation), even if it remains substantially nonvested. 

Example from Rev. Proc. 2012-29:  With 83(b) election: 
 Company A is a privately held corporation and no stock in Company A is traded on an established 

securities market.  
 On April 1, 2012, in connection with the performance of services, Company A transfers to E, its 

employee, 25,000 shares of substantially nonvested stock in Company A.  In exchange for the stock, E 
pays Company A $25,000, representing the fair market value of the shares at the time of the transfer.  

 The restricted stock agreement provides that if E ceases to provide services to Company A as an 
employee prior to April 1, 2014, Company A will repurchase the stock from E for the lesser of the 
then current fair market value or the original purchase price of $25,000. E’s ownership of the 25,000 
shares of stock will not be treated as substantially vested until April 1, 2014 and will only be treated 
as substantially vested if E continues to provide services to Company A as an employee until April 1, 
2014.  

 On April 1, 2012, E makes a valid election under § 83(b) with respect to the 25,000 shares of 
Company A stock. Because the excess of the fair market value of the property ($25,000) over the 
amount E paid for the property ($25,000) is $0, E includes $0 in gross income for 2012 as a result of 
the stock transfer and related § 83(b) election. The 25,000 shares of stock become substantially 
vested on April 1, 2014 when the fair market value of the shares is $40,000.  

 No compensation is includible in E’s gross income when the shares become substantially vested on 
April 1, 2014. In 2015, E sells the stock for $60,000. As a result of the sale, E realizes $35,000 
($60,000 sale price - $25,000 basis) of gain, which is a capital gain. 
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SECTION 83(b) ELECTION 

 Example from Rev. Proc. 2012-29:  No 83(b) election: 
  The facts are the same as in the prior example above, except that E does not make an 

 election under § 83(b). Under § 83(a), E includes $0 in gross income in 2012 as a result of 
 the transfer of stock from Company A because the stock is not substantially vested. When 
 the shares become substantially vested on April 1, 2014, E includes $15,000 ($40,000 fair 
 market value less $25,000 purchase price) of compensation in gross income. E’s basis in the 
 stock as of April 1, 2014 is $40,000 ($25,000 paid for the stock and $15,000 included in 
 income under § 83(a)). Due to the 2015 sale of the stock for $60,000, E realizes $20,000 
 ($60,000 sale price minus $40,000 basis) of gain, which is a capital gain. 

  Comparison:   
• With a section 83(b) election:  $35,000 capital gain. 
• Without a section 83(b) election:  $15,000 compensation/ordinary income and $20,000 capital 

gain.   

 Planning Point-  The 83(b) election allows the Recipient to “close” the compensation element of 
the property transfer, and therefore convert future appreciation in the value of the property to 
capital gains rather than ordinary income.  

 However, there is risk of adverse consequences if:  
1) the property declines in value, since up front ordinary income (assuming there is any) is then 

coupled with subsequent capital loss when the property is sold, or  
2) if the property is lost when the event giving rise to the forfeiture occurs, since there would not 

be an ordinary deduction for the income earlier realized (just capital loss). 
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Requirements for 83(b) Elections: 

• Election must set forth the following information:  
1) The name, address and taxpayer identification number of the taxpayer; 
2) A description of each property with respect to which the election is being made; 
3) The date or dates on which the property is transferred and the taxable year for which the 

election was made; 
4) The nature of the restriction or restrictions to which the property is subject; 
5) The fair market value at the time of transfer (determined without regard to any lapse 

restriction) of each property with respect to which the election is being made; 
6) The amount (if any) paid for such property and includable in gross income; and 
7) A statement to the effect that copies of the election have been furnished to the IRS and 

service recipient. 

 

• Election must generally be filed not later than 30 days after the date of transfer.   
• Copies must be provided to the service recipient (e.g., the employer/company) 

and included with the Recipient’s income tax return for the tax year in which 
transfer occurs. 
 

 See Rev. Proc. 2012-29 for the information required, and for model election 
language and other guidance. 
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Revocation of an 83(b) Election: 

• Revocations of the election are generally not permitted except with 
the consent of the IRS and where there has been a mistake of fact – 
must be requested within 60 days of knowledge of mistake.  Regs. 
§1.83-2(f). 
– Neither a mistake as to the value (or decline in the value) of the property for 

which the election was made, nor the failure of anyone to perform an act that 
was contemplated at the time of transfer of the property, constitutes a 
mistake of fact for this purpose.  

– Rev. Proc. 2006-31 provides guidance on revoking a section 83(b) election. 
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LAPSE AND NONLAPSE RESTRICTIONS 

• Tax recognition may be required in the event of a cancellation of a “nonlapse restriction”.  
Regs. § 1.83-5(b) 

 
• A “nonlapse restriction” is a permanent limitation on the transferability of property which: (1) 

will require the Recipient to sell, or offer to sell, the property at a price determined under a 
formula, and (2) will continue to apply to and be enforced against the Recipient or 
subsequent holder.  

• A “lapse restriction” means a restriction other than a nonlapse restriction, and includes-very 
often- a restriction that carries a substantial risk of forfeiture.  

 Regs. § 1.83-3(h) and (i) 
 

• Planning Point-The lapse restriction will affect the timing of the taxation on transferred 
property (if it creates a substantial risk of forfeiture), but not its value.  The nonlapse 
restriction generally does the opposite (as it normally does not create a substantial risk of 
forfeiture but will affect value).  
 

• Planning Point-When a “nonlapse restriction” on substantially nonvested property is 
cancelled, the Recipient generally realizes tax, as compensation, on the increase in the 
property’s value due to such cancellation. 
 

• NOTE:  This taxation is an exception to the general rule that after a section 83(b) election is 
made, the compensation element is closed.    
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NONSTATUTORY OPTIONS 

• Advantages of the Nonstatutory Option: The nonstatutory option (the option being an entitlement 
to purchase stock or other property) is flexible. It need not be subject to restrictions as to exercise 
and holding periods, or transferability, like (for example) an incentive stock option discussed below.  

• Transfer of Property:  The grant of an option to purchase property does not constitute a transfer of 
that property. Regs. §1.83-3(a)(2) 

• Exercise: The option will allow exercise either immediately or after a passage of time. The option 
may expire after a specified period. 

• Application Of Section 83:  Section 83 applies to a nonstatutory option, that is, an option to which 
section 421 of the Code (relating generally to incentive and certain other options) does not apply. 
Regs. § 1.83-7(a) 

• Taxation Of Options Generally:  If a Recipient is granted a nonstatutory option for the performance 
of services, the Recipient realizes compensation as follows- 

1) at the time of grant, there is taxation as ordinary income, in the amount of option’s fair market 
value, less any amount paid for it, if the option has a “readily ascertainable fair market value” 
at time of grant (and no income recognition when the option is exercised), or  

2) if the option does not have a “readily ascertainable fair market value” at the time of grant, 
there is taxation as ordinary income, at the time the option is exercised, in the amount equal 
to the fair market value of the property received on the exercise or disposition date less the 
exercise price. 

 Regs. 1.83-7(a). 
• Planning Point: To allow an employee or other Recipient to defer the income tax, the employer or 

other service recipient should make sure that the option does not have a readily ascertainable 
fair market value by, e.g., not allowing the option to be transferrable (see discussion below). 
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NONSTATUTORY OPTIONS 

• Sale of the Property Acquired Upon Exercise Of The Option:  If the property 
acquired is sold, then the Recipient recognizes capital gain, equal to the excess of 
the amount of cash or other property received due to the sale, less the basis in the 
property (with basis being the exercise price, plus any compensation realized 
under the foregoing rules).   

 

• Substantial Risk of Forfeiture:  The above assumes that any property received 
upon exercise of the option is not subject to a substantial risk of forfeiture.  
Different results may obtain if there is such a risk. 
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NONSTATUTORY OPTIONS 

• Readily Ascertainable Defined: 
• Actively traded on an established market-  
• If an option is actively traded on an established market (e.g., the Chicago Board of Options 

Exchange or the American Stock Exchange), the option has a readily ascertainable fair market value, 
and the fair market value is determined under Regs. §20.2031-2. 

 
• Not actively traded on an established market-  
• If an option is not actively traded on an established market, it does not have a readily ascertainable 

fair market value unless the Recipient can show that all of the following conditions exist:  
1) the option is transferable by the Recipient;  
2) the option is exercisable immediately in full by the Recipient;  
3) the option or the property subject to the option is not subject to any restriction or condition 

(other than a lien or other condition to secure the payment of the purchase price) which has a 
significant effect upon the fair market value of the option; and  

4) the fair market value of the “option privilege” (the right to benefit from an increase in the 
value of the underlying property while holding the option) is readily ascertainable in 
accordance with Regs. § 1.83-7(b)(3) (requiring that the fair market value must be measurable 
with reasonable accuracy).   

  
 Regs. § 1.83-7(b) 
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NONSTATUTORY OPTIONS 

• Sale of the Option:  If the option did not have a readily ascertainable value at grant, and then 
is sold in an arm’s length transaction before exercise, the Recipient realizes compensation 
equal to the amount received for the option, less any basis. Section 83 would cease to apply 
with respect to the underlying property. If the sale is not at arm’s length, presumably, the 
same amount of compensation is realized and section 83 continues to apply to the 
underlying property.  

• If the option did have a readily ascertainable value at grant, and then is sold before exercise, 
the Recipient realizes capital gain or loss equal to the difference between the amount 
received for the option and any basis. Regs. § 1.83-7(a) 

 Note: There may be issues (beyond the scope of this Webinar) resulting in the restriction of 
tax benefits when the option is sold to a related party (e.g., a spouse or other family 
member). 

 Note: While beyond the scope of this Webinar, generally, if the Recipient or a member of his 
or her family is an officer, director or more than 10% owner of an expatriated corporation, 
the Recipient may owe an excise tax on the value of nonstatutory options and other stock-
based compensation. See section 4985 of the Code.  
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SERVICE RECIPIENT TAX DEDUCTION  

• Entitlement To A Deduction:  If property is transferred as compensation for service, or a 
nonlapse restriction on such property is cancelled while the property is substantially 
nonvested, the person for whom the service was performed is entitled to a tax deduction, 
under section 162 or 212 of the Code, in an amount equal to the compensation realized by 
the Recipient of the property, but only to the extent the amount meets the “ordinary and 
necessary” and “reasonableness” requirements of section 162 or 212.  The deduction arises 
at the same time that the Recipient realizes the compensation. To be entitled to the 
deduction, the Recipient’s compensation must be reported on Form W-2 or Form 1099, as 
applicable.  Regs. § 1.83-6(a)  

 

• Gain or Loss:  Except when the property transferred is employer stock, the service receipient 
could have gain or loss on the transfer. 
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SERVICE RECIPIENT TAX DEDUCTION  

• Income Paid On Restricted Property:  Until the transferred property becomes substantially 
vested, any income (e.g., dividends or interest) the Recipient obtains from the property is 
deductible by the service recipient as compensation paid, so long as the “reasonableness” 
requirement of section 162 or 212 is met.  

 

• Property Returned On Forfeiture:  If a deduction is allowable to the service recipient under 
the section 83 rules (disregarding the reasonableness of the amount of compensation) in 
respect of a transfer of property, and the property is subsequently forfeited by the Recipient, 
the amount of such deduction becomes includible in the service recipient’s gross income.  
Regs. § 1.83-6(c) 

 

• Parent Company Stock: When a subsidiary transfers the stock of its parent company for 
services rendered, then the subsidiary (not the parent) is entitled to the tax deduction. 
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APPLICATION OF ERISA AND SECTION 409A 

• ERISA would not apply to restricted stock or a nonstatutory option, unless in the 
unlikely event that the plan or program is seen as deferring income until 
termination of employment or retirement(for example, when an employer 
becomes subject to a legally binding obligation to deliver stock in the future).  

 

• The rules of Code section 409A, which apply to a nonqualified plan of deferred 
compensation, will not apply to restricted stock. The application of 409A to a 
nonstatutory option is discussed later in the webinar. 
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OTHER TAX RULES 

• Tax Withholding Generally:  The tax withholding obligation arises on realized 
compensation on restricted property.  The obligation is imposed on the employer.  
Revenue Ruling 79-305.  An employer may treat the compensation as regular or 
supplemental wages.  Since the restricted property is not cash, the parties need to 
determine how to ensure that taxes are paid – generally, the employer can 
withhold from other cash compensation or the Recipient can give cash or part of 
the property to the employer. 
 

• FICA/FUTA Employment Taxes:  FICA and FUTA Tax is imposed on any 
compensation which is realized by an employee with respect to restricted property 
(generally upon vesting or under an 83(b) election).  Revenue Ruling 79-305.  
 

• Planning Point-If the compensation is realized after the employee has reached 
the applicable wage base for the year ($127,200 for FICA and $7,000 for FUTA in 
2017), then there is no FUTA tax and only 1.45% of the income is subject to both 
the employer and employee share of FICA tax (usual rate is 7.65% for both 
employer and employee share); it may pay to have the property “vest” in a year 
when the recipient has other compensation thereby avoiding most FUTA and 
FICA tax. 
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PART TWO-OTHER FORMS OF 
EQUITY COMPENSATION 

Now we discuss equity compensation which is not subject to section 83. 
 

When compared to restricted stock and nonstatutory options discussed 
above, the following forms of equity compensation can offer variation of: 

timing of payouts and income recognition, taxation as capital gains instead 
of ordinary income, increase (or no increase) in number outstanding shares 

or number of shareholders, and retention features (e.g., need to work in 
order to vest).  

 



INCENTIVE STOCK OPTIONS (ISOs) 

• When Used:  To offer stock options to employees, which allow employees to 
obtain special tax treatment-specifically, deferral of tax until the stock acquired is 
sold or disposed of and treatment of income as capital gain rather than ordinary 
income -  when the option is exercised and the later sale of the underlying stock is 
a “qualifying disposition” described below. To obtain the special tax treatment, the 
stock options are subject to numerous restrictions, also described below. 
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INCENTIVE STOCK OPTIONS (ISOs) 

• Requirements For An Option To Qualify As An ISO:  
1) The option recipient must be an employee. 
2) The option is granted pursuant to a written plan which sets out the aggregate number of 

shares which may be issued under options granted, and the employees (or class of employees) 
eligible to receive options, and which is approved by the stockholders of the employer within 
12 months before or after the date such plan is adopted by the employer.  

3) Each option must be granted within 10 years from the date the plan is adopted, or the date 
the plan is approved by the stockholders, whichever is earlier, and by its terms is not 
exercisable after the expiration of 10 years from the date the option is granted.  

4) The exercise price of each option is not less than the fair market value of the underlying stock 
at the time the option is granted.  

5) Each option, by its terms, is not transferable by the employee to whom it is granted other than 
by will or the laws of descent and distribution, and is exercisable, during the employee’s 
lifetime, only by the employee.  

6) Only $100,000 of the options granted to any employee can first become exercisable in any 
calendar year.  

7) If, on the date of grant, the employee owns more than 10% of the voting power of all 
outstanding stock of the employer, the option exercise price must be at least 110% of the 
market value of the stock on that date and may not have a term of more than five years. 

  

 Code section 422 (b) 
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Tax Consequences: 

a) Governed by Code sections 421 and 422. 
b) There is no tax on grant of an option. 
c) Tax consequences arise when the stock acquired with the option is sold, and depend on whether 

the sale is a “qualifying disposition”. A sale will be a qualifying disposition if the employee held 
the stock for at least 2 years after the option was granted, and for at least 1 year after the option 
was exercised, and at all times during the period beginning on the date the option was granted 
and ending on the day 3 months before the date the option was exercised, the employee was 
employed by the employer granting the option. 

d)  If the stock purchased with the option is sold in a qualifying disposition, the employee is not 
taxed at exercise of the option, the employee recognizes capital gain or loss on the later sale of 
the stock (gain or loss equal to the difference between sales and exercise price), and the 
employer has no tax deduction.  

e) If the stock purchased with the option is sold in a transaction other than a qualifying disposition 
due to the failure to meet the holding period requirements, then- 

• if the employee has a gain from the sale (i.e., amount realized exceeds exercise price), the gain is ordinary 
income up to the amount by which the stock's fair market value when he or she exercised the option 
exceeded the exercise price. Any additional gain is capital gain; 

• if the employee has a loss from the sale (i.e., exercise price exceeds amount realized), it is a capital loss 
and there is no ordinary income; and 

• the employer may deduct the amount taxed to the employee as ordinary income, so long as applicable 
reporting requirements are met.  

f) Can have alternative minimum tax consequences while the employee holds the stock purchased 
with the option, and when the stock is sold. 
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Application of ERISA and Code section 
409A: 

• ISOs are not subject to ERISA. The rules under section 409A of the Code, which apply to 
nonqualified deferred compensation, would not apply to an ISO (at least in the absence of a 
renewal, extension or modification that defers pay). 
 

• RESTRICTED STOCK UNITS (RSUs), PHANTOM STOCK AND STOCK APPRECIATION RIGHTS 
(SARs) 

 
• How Used:  To provide an employee with a promise to make a payment in shares of 

(unrestricted) employer stock or cash in the future, based on the increase in the value of 
employer’s stock. Payment is made as set out in a vesting schedule, or as the employee or 
employer meets certain set goals. RSUs, phantom stock and SARs are a bonus, for which the 
employees do not have to pay (unlike a nonstatutory option or ISO).  

• Unlike restricted stock, no actual shares of stock are transferred upon grant, and a section 
83(b) election is not available. Dividend equivalents are often paid. Can be used together in 
tandem with a nonstatutory option or an ISO, and the employee can be given a choice of 
receiving the benefit under the RSU, phantom stock or SAR, or exercising the option. Voting is 
not normally allowed. Need not be limited to employees. Could be treated as a retirement 
plan, subject to ERISA, if income is deferred until termination of employment.  

• May be useful to pay in cash when stock is not available, there is not a sufficient market for 
employees to be able to sell stock at actual value, or the employer wishes to avoid stock 
ownership dilution.  
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Tax Consequences: 

• The value of the stock or cash, at time of payment, is included the employee’s 
ordinary income, and is deductible by the employer. Code sections 61(a)(1) 
and 162(a)(1).  Generally, assuming payment accompanies vesting, FICA, FUTA 
and tax withholding apply when payment occurs.  The employee recognizes 
capital gain or loss when he or she later sells any stock that was awarded. A 
dividend equivalent is also taxable as ordinary income upon receipt, and is 
deductible by the employer.  

• Avoiding Section 409A:  Discussed later in the webinar.  

• Note: An employer can also use an employee stock purchase plan to allow 
most employees to purchase and sell stock on a tax advantaged basis. See 
Code section 421 and 423. 
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IRS Circular 230 Disclosure: To ensure compliance with requirements 
imposed by the IRS, we inform you that any tax advice contained in this 
communication was not intended or written to be used, and cannot be 
used, for the purpose of (i) avoiding tax-related penalties under federal, 
state or local tax law or (ii) promoting, marketing or recommending to 
another party any transaction or matter addressed herein.   
 

34 





Nonqualified Deferred 
Compensation 

Adam E. Faber 

Faber Eubanks LLC 

40 Cutter Mill Road, Suite 301  275 Madison Avenue, Suite 1421 
Great Neck, New York 11021   New York, New York 10016 
(516) 570-0685    (212) 878-8809 
afaber@fabereubanks.com 
www.fabereubanks.com 
 

 

 

 

mailto:afaber@adamfaberlaw.com


Typical Compensation and Benefits 

 

•Base Salary 
•Bonus (signing bonus, annual bonus, 

retention bonus) 
•Equity Compensation (options, restricted 

stock, etc.) 
•Benefits (retirement, health) 
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Deferred Compensation 
 

• Legally binding right to compensation during 
a taxable year that, pursuant to a plan or 
agreement, is or may be payable in a later 
taxable year 

• Legally binding right is typically a contractual 
right 
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Types of Deferred Compensation 
Arrangements 

•Deferred Compensation Plans or 
Agreements 

•Employment Agreements 
•Separation Agreements 
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Qualified Deferred Compensation 

•Qualified deferred compensation includes 
qualified retirement plans under the Internal 
Revenue Code (qualified pension plans, 
401(k) plans, etc.) 
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Rationale for Employers  
(Service Recipients) 

•Recruitment 
•Retention 
•Cash management 
•Amounts typically remain employer assets 

until payment 
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Rationale for Employees  
(Service Providers) 

•Tax Deferral 
•Forced subsequent payment (e.g., 

retirement planning) 
•Documentation of payments 
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409A 

 

•Section 409A was added to the Internal 
Revenue Code and became effective on 
January 1, 2005 

•Final Regulations became effective in April of 
2007 

•Reaction to Enron/Worldcom to end abuses 
on deferred compensation 

•Failures to comply with Section 409A causes 
current taxation on amounts and a 20% 
additional tax and interest 
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Examples of 409A Arrangements 

•Supplemental Retirement Plans (SERPS)—
Provides additional/supplemental 
retirements benefits in excess of allowable 
benefits under qualified retirement plans 

•Excess Benefit Plans—Similar to SERPS, 
provides additional benefits to executives 
above qualified plans limits 

•Bonus Plans 
•Equity Compensation Plans 
•Severance Agreements and Severance Plans 
•Change of Control Plans 
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Arrangements Not subject to 409A 

•Base Salary 
•Qualified Plans 
•Grandfathered Amounts (deferred amounts 

earned and vested prior to January 1, 2005) 
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Permissible Payment Events 

• Separation from service  
•Disability 
•Death 
• Specified time or fixed schedule; 
•Change in the ownership or effective control of 

the company; 
•Unforeseeable emergency 
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Short Term Deferral Rule 

•Amounts not subject to 409A if made within 2½ 
months following the end of the later of (i) the 
service provider’s taxable year in which the 
payment is no longer subject to a substantial risk 
of forfeiture or (ii) the service recipient’s first 
taxable year in which the payment is no longer 
subject to a substantial risk of forfeiture 

•Focus on payment by March 15 
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Deferral Elections 
 

• Prior to the start of the taxable year 
• If newly eligible, deferral election may be 

made within 30 days of becoming eligible 
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Redeferral Elections 
 
Redeferrals allowed if: 
 
•New election will not be effective for at least 12 

months 
•New payment date must be at least 5 years later 

than the original payment date (except for 
death, disability or emergency) and  

•The new election is made at least 12 months 
prior to the original payment date 
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•Options 
•Restricted Stock 
• Stock Appreciation Rights 
•RSUs 
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Equity-Based Compensation 
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Severance Arrangements 
 
•Within Employment Agreements 
•New Separation Agreements 
•Payment pursuant to short-term deferral rule 

(e.g., by March 15) 
•Payments on designated dates 
•Payments upon termination without “Cause” or 

with “Good Reason” 
• Separation Pay Exception 
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•Qualified retirement plan subject to ERISA 
(separate trust to hold assets) 

•Nonqualified deferred compensation—Typically 
amounts are not held in trust (or if so, amounts 
still subject to creditors (Rabbi Trust) 

•Top Hat Exception 
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ERISA Considerations 
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Overview of Topics 

• Types of deferral arrangements for tax-exempt employers 

• Understanding the top-hat group 

• Application of intermediate sanctions 
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Types of Arrangements 

• Two types of 457 Plans for Tax-Exempts:  

– (1) 457(b) plans – also known as “eligible” plans 

• Maximum deferral limit ($18,000 in 2016) 

• Deferred contributions are not taxed until distribution 

– (2) 457(f) plans – also known as “ineligible” plans 

• No maximum contribution limit 

• Deferred contributions are taxed when they are no longer subject 
to a substantial risk of forfeiture 
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Distinctions from Qualified Plans 

– 457(b) and 457(f) plans must be unfunded;  

– The assets must remain general assets of the employer, subject 
to the claims of creditors; 

– Eligibility must be limited to a top-hat group 
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457(f) Substantial Risk of Forfeiture (SROF) 

• The SROF must be conditioned on the future performance of 
substantial services or completion of a condition: 
– All relevant facts and circumstances are considered. 

– Factors considered include past practices of the employer, the 
level of control or influence of the employee with respect to the 
organization and the individual(s) who would be responsible for 
enforcing the forfeiture, and the enforceability of the provisions 
under applicable law. 

• The SROF must be conditioned on a minimum period:  
– At least two years (absent an intervening event such as death, 

disability or involuntary termination). 

• The SROF must be subject to a written agreement: 
– Made before the calendar year that services are performed in 

the case of initial deferrals. 
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Salary Deferrals 

• The IRS reversed an earlier position that salary deferrals 
could not be rationally subjected to a SROF. 

• The Proposed Regulations provide that an executive may 
defer annual base salary provided that: 
– The deferral election is in writing before the calendar year in 

which the services will be performed and the compensation will 
be earned; 

– The present value of the amount to be paid when the SROF 
lapses must be materially greater than twenty-five percent 
(25%) of the amount the executive otherwise would have 
received; and  

– The executive must provide substantial services for at least two 
(2) years or must agree not to compete for at least two (2) 
years. 
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Extending or Rolling the Risk of Forfeiture 

• A substantial risk of forfeiture may be extended or rolled 
forward if the following requirements are met: 

– The employer must provide that the present value of the 
amount to be paid in the future is materially greater (at least 
125%) than the amount deferred; 

– The SROF must be based on a requirement to perform 
substantial future services or adherence to an agreement not to 
compete; 

– The employee must agree to performed services for at least 2 
years (absent an intervening event such as death, disability or 
involuntary termination); and 

– The agreement must be made in writing at least 90 days before 
the original vesting date. 
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Non-Competition Clauses 

• A  post-employment non-compete restriction can be used to 
create a substantial risk of forfeiture under Code Section 
457(f) if the following conditions are met: 

– Non-compete established in a written agreement that is 
enforceable under applicable law; 

– The employer must make reasonable and consistent efforts to 
verify compliance with all of its non-competition agreements 
(e.g., periodic monitoring); and 

– The facts and circumstances must show that the employer has a 
substantial and bona fide interest in preventing the employee 
from performing the prohibited services, and that the employee 
must have a bona fide interest in engaging and an ability to 
engage in the prohibited services. 
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Short-Term Deferrals 

• Short-term deferral rule: 

– New grace period like the 409A rule. 

– Pay by the 15th day of the third month following the taxable 
year in which the deferred amount ceases to be subject to a 
substantial risk of forfeiture. 

– Taxation now occurs on the payment date, not the date the 
substantial risk of forfeiture lapses. 
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Summary of 457(b) and 457(f) Plans 

  457(b) Plans 457(f) Plans 

Maximum 
contributions 

$18,000 (indexed for inflation) No legal maximum (subject only to intermediate 
sanctions/limits of reasonable compensation). 

  

Vesting 100% vesting is permitted at the time of 
contributions 

Must have substantial risk of forfeiture to delay 
taxation. 

  

Income 
Taxation 

Taxation occurs at time of distribution.  
Distributions reported on Form 990 and 
Form W-2 

Taxation occurs at time of vesting.  
Income is reported on Form 990 and Form  
W-2. 

Social Security, 
Medicare and 
FUTA Taxation  

Taxation occurs at time amounts are 
vested (i.e., which is generally at the 
same time of the contribution).  
[reported on Form 941] 

Taxation occurs at time of vesting (which is 
typically the same as time of distribution). 
[reported on Form 941] 

Tax Code 
Section 409A  

Does not apply May apply unless the plan meets the  
short-term deferral exception. If 409A applies, it 
will require compliance with rules on the timing 
and form of payment. 
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Top-Hat Group 

• 457 plans must limit participation to the top-hat group:  

– A select group of management or  

– highly compensated employees  

• There is no bright line test or percentage to determine 
whether a group of employees constitutes a “select group of 
management or highly compensated employees” for 
purposes of 457(b) and 457(f) plans 
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Intermediate Sanctions 

• Section 4958 of the Code creates harsh tax penalties for tax-
exempt organizations if they do not follow a specific 
procedure in setting the compensation of disqualified 
persons.   

• All forms of cash and non-cash compensation must be 
evaluated, including salary, bonuses, fees, fringe benefits, 
severance payments and deferred compensation. 

• Disqualified individuals include - 
– officers (president, CEO, COO, CFO, treasurer) 

– directors, highly compensated, project managers,  

– or anyone else who has been in a position to exert “substantial 
influence” over the organization within a prior five-year period 

• Penalties are levied on organizations that pay more than fair 
market value for goods or services.  
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Rebuttable Presumption of Reasonableness 

Safe Harbor has 3 steps: 

• Approval by an independent and authorized governing body 

• Reliance on appropriate market comparability data 

• Contemporaneous and adequate documentation by the 
governing body 
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Citations  

 

• Internal Revenue Code § 457 

• Prop. Treasury Regulations § 1.457 

• ERISA Regulations §2530.104-25 

• Internal Revenue Code §4958 

• Treasury Regulation §53.4958 
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Disclaimer 

This information and any presentation accompanying it (the “Content”) has been 
prepared by Schulte Roth & Zabel LLP (“SRZ”) for general informational purposes only. It 
is not intended as and should not be regarded or relied upon as legal advice or opinion, or 
as a substitute for the advice of counsel. You should not rely on, take any action or fail to 
take any action based upon the Content.  

 
As between SRZ and you, SRZ at all times owns and retains all right, title and interest in 
and to the Content. You may only use and copy the Content, or portions of the Content, 
for your personal, non-commercial use, provided that you place all copyright and any 
other notices applicable to such Content in a form and place that you believe complies 
with the requirements of the United States' Copyright and all other applicable law. Except 
as granted in the foregoing limited license with respect to the Content, you may not 
otherwise use, make available or disclose the Content, or portions of the Content, or 
mention SRZ in connection with the Content, or portions of the Content, in any review, 
report, public announcement, transmission, presentation, distribution, republication or 
other similar communication, whether in whole or in part, without the express prior 
written consent of SRZ in each instance. 

 
This information or your use or reliance upon the Content does not establish a lawyer-
client relationship between you and SRZ. If you would like more information or specific 
advice of matters of interest to you please contact us directly. 

 


