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CSI: Missing Participant
Connecting Retirement Plan Participants  

with Their Money

Given the dearth of savings, you would think job-hoppers would 
keep track of their 401k’s and pensions left behind at their for-

mer employers. You would be wrong, however: the U.S. Department 
of Labor (DOL) believes that up to 7 percent of participants may have 
lost touch with their benefits. This is on top of the participants whose 
“small”—$5,000 or less—benefit was involuntarily rolled over to an 
individual retirement account (IRA) when they failed to respond to 
their former employer’s request about what to do with their money. 
There are no established best practice guidelines, regulations, or user-
friendly database for ongoing retirement plans and lost participants 
to reconnect. A recent General Accountability Office (GAO) report—
Workplace Retirement Accounts: Better Guidance and Information 
Could Help Plan Participants at Home and Abroad Manage Their 
Retirement Savings—has drawn welcome attention to this festering 
problem. Fortunately, this is one that is easily solved.

Disappeared. Participants disappear for a number of reasons. They 
move, marry, divorce, and change their names without informing their 
former employers. Worse is when someone dies or becomes mentally 
incapacitated without leaving a record to help heirs and loved ones to 
track down benefits or even know that there is something to look for. 
Another problem is what the GAO calls communication overload: plan 
participants receive so many legally required, but lengthy and poorly 
worded notices, that they overlook the important stuff. And with spam 
and fraudulent come-ons cluttering everyone’s mailboxes and smart-
phones, even real benefits information can be disbelieved.

On the flip side, employers can do a poor job of following-up on 
returned mail and other early warnings that a former employee has 
gone missing but may be still traceable without too much effort. Plus, 
over time, changing HR staff, plan advisors, and record-keepers, and 
sketchy records from acquired businesses, only compound the prob-
lem. Employers can disappear too after a sale, merger, or spin-off, 
making it extremely difficult for an individual who knows he or she 
has a benefit coming to locate the company now controlling the retire-
ment plan.

No winners. All parties lose when a participant goes missing. Of 
course, the individual loses out on an earned benefit. Employers waste 
money on recordkeeping, compliance, and search costs, plus Pension 
Benefit Guaranty Corporation (PBGC) premiums if a pension plan is 
involved. Local government is harmed by providing support to seniors 

From the Editor
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who unknowingly have money stashed away in a forgotten plan. In 
other words, the unclaimed benefit does not provide a windfall to 
anyone.

Existing solutions. Currently, the government does not offer 
much help. Employers are required to report to Social Security when 
an employee leaves the company with a vested benefit. When that 
person eventually retires, Social Security sends a notice that he or 
she may be entitled to a benefit from a former employer. As any-
one involved in benefits administration will tell you, Social Security’s 
information is often stale, causing the employer to scurry around 
looking for records showing that the benefit was paid years ago. 
Social Security blames employers for not providing updates when 
a benefit is paid, while employers claim that Social Security does a 
terrible job of maintaining its database. I would guess that it is some 
of each.

The PBGC helps when a plan terminates by running a program to 
connect lost participants with their benefits. The plan sponsor pro-
vides the government with the person’s benefits and contact informa-
tion, pony’s up to the funding, and leaves it to the PBGC to find the 
participant. However, it is not clear how hard the PBGC tries to find 
the participant or what its success rate is. Per recent legislation, the 
PBGC extended the lost participant program to terminating 401(k)s  
and other defined contribution (DC) plans. This new extension was 
launched last December and allows employers, after a “diligent 
search” and payment of a $35 fee, to transfer the lost participant’s DC 
account to the PBGC. The voluntary DC program is too new to evalu-
ate. Neither of the PBGC lost participant programs are available to a 
plan that is not terminating.

The IRS and Social Security Administration (SSA) used to help, for 
a fee, by forwarding benefit statements and employer letters to a par-
ticipant’s address on their respective systems. This useful service was 
canceled in 2012 due to costs. (The IRS will forward communications 
for “humanitarian” reasons—for example, when a parent is dying.)

DOL says. The DOL position is that plan administrators have a 
fiduciary duty to search for missing participants and beneficiaries, and 
may deduct the reasonable cost of the search from their accounts. The 
effort should be commensurate with the size of the benefit, with larger 
amounts requiring more effort and justifying higher out-of-pocket 
expenses. In Field Assistance Bulletin No. 2014-01, the DOL lists four 
steps that must be undertaken before giving up:

1.	 Send certified mail to the last known address;

2.	 Check all plan and employer records, including health and wel-
fare programs;
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3.	 Check with designated beneficiaries; and

4.	 Use free e-tools.

After that, employers should consider using commercial locator 
services, credit reporting companies, and other databases. If the par-
ticipant is still missing, the sponsor should consider establishing an 
IRA in the participant’s name to hold the benefit. The IRA would be 
invested in a “safe” capital preservation-type investment. Other pos-
sibilities, according to the DOL, include opening a bank account in 
the person’s name and making a taxable distribution to the account 
(less than 20 percent required withholding) or allowing the benefit to 
escheat to the state.

Not recommended are forfeiting the benefit to be restored if the 
person shows up (the IRS allows this) or 100 percent income tax with-
holding: paying the entire amount to the IRS in the participant’s name. 
Disturbingly, the GAO report concluded that the IRS does not routinely 
credit a lost participant with the taxes withheld on his or her plan dis-
tribution. Instead, the IRS expects the taxpayer to claim the withholding 
when filing a federal tax return—which, of course, will never happen, 
since the person does not know about the payment or withholding.

Partly in response to the GAO report, the DOL is conducting a 
nationwide plan audit to get a better measure of the problem. However, 
anecdotal evidence and my own practice show that the auditors can 
be both aggressive and inconsistent about how much effort is enough 
to meet the fiduciary obligations. Given the lack of guidance and 
accepted best practices, the DOL’s attempts to enforce unwritten rules 
is neither helpful nor reasonable.

It’s easy. Information technology and social media make this an 
easy problem to solve.

First, the IRS and SSA should be required to make their resources 
available in finding lost participants. Their combined database includes 
everyone who has filed a recent tax return, collected Social Security, 
enrolled in Medicare or Medicaid, or died in this country (they are 
notified when a death certificate is issued or is serviced by a funeral 
home). This combined database should ensure that every person who 
wants to be found is found. Of course, it will not help with folks who, 
for whatever reason, do not respond.

Second, the IRS should automatically credit a taxpayer with all with-
holding and notify a taxpayer if they did not claim all of the taxes 
withheld in their name on a tax return.

Third, the DOL should update its rules for the reasonable steps 
a plan sponsor should take in looking for lost participants. Agents 
should be instructed not to apply unwritten shadow regulations that 
they feel that employers should follow.
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Finally, even with the best plan sponsor efforts, strong databases, 
and government cooperation, some folks either will not be found or 
will ignore all communications. The government should establish a 
voluntary pension and DC “lost and found” for both ongoing and ter-
minated plans. (Note, a hastily crafted bill was proposed last month, 
mostly for the optics of appearing to do something, but it is a start.)

For pension benefits, the logical choice would be to expand the 
existing PBGC program. After going through established steps to 
locate missing participants, the employer should be able to trans-
fer the benefit (fully funded under reasonably conservative actuarial 
assumptions) to the PBGC.

For DC plans, a sensible approach would be to either revive the 
myRA program or expand the federal Thrift Savings Plan to accept 
employer rollovers of lost participant accounts. By matching Social 
Security numbers, each person would have only one account, even if 
they have gone missing from more than one employer. The account 
could be invested in safe short-term treasuries for the first year or two. 
After that, it should be invested in an age-appropriate target-date fund 
offered under the Thrift Savings Plan. The target-date fund should 
provide superior returns and insulate the individual from what could 
be years, or perhaps decades, of inflation.

The pension and DC benefit lost and found would make it simple 
and easy for anyone to check whether they’ve “misplaced” a benefit 
while allowing employers to meet their fiduciary responsibilities and 
clean up their plans. Of course, some people will never show up, and 
their benefits could revert to the Treasury to cover the costs of the lost 
and found the program and, perhaps, shore up the PBGC single and 
multiemployer insurance programs.

With a little common sense and technology, it really should be easy 
to connect participants with their benefits. Alternatively, employers 
could insert a participant-locating chip in each departing employee’s 
earlobe.

The views set forth herein are the personal views of the author and do 
not necessarily reflect those of the law firm with which he is associated.

David E. Morse
Editor-in-Chief
K&L Gates LLP
New York, NY
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Who’s Minding the Baby? ERISA Plan 
Governance Considerations

Leslie E. DesMarteau

Operating an employee benefit plan is anything but simple. Benefit 
plan fiduciaries face personal liability if they breach their fiduciary 
duties, and the last decade has seen a surge in Employee Retirement 
Income Security Act (ERISA)-related litigation. Employers should 
consider the overall design of their benefit plan governance and 
operational structures with care, and be thoughtful about the indi-
viduals and vendors chosen to operate and oversee those plans.

Section 402 of ERISA provides that, “Every employee benefit plan 
shall be established and maintained pursuant to a written instru-

ment. Such written instrument shall provide for one or more named 
fiduciaries who jointly or severally shall have authority to control and 
manage the operation and administration of the plan.”

As any person (un)fortunate enough to serve as an ERISA named 
fiduciary will quickly discover, operating and administering a benefit 
plan is much easier said than done. As the Supreme Court observed, 
“An employer that makes a commitment systematically to pay certain 
benefits undertakes a host of obligations, such as determining the eli-
gibility of claimants, calculating benefit levels, making disbursements, 
monitoring the availability of funds for benefit payments, and keep-
ing appropriate records in order to comply with applicable reporting 
requirements.”1

Section 404 of ERISA requires that a fiduciary discharge his, her, or 
its duties “with the care, skill, prudence, and diligence under the cir-
cumstances then prevailing that a prudent man acting in a like capac-
ity and familiar with such matters would use in the conduct of an 
enterprise of a like character and with like aims.” Since Sections 409 
and 502(a)(2) of ERISA impose personal liability on fiduciaries who 
breach this duty of care, the stakes are high when an employer selects 
its benefit plan fiduciaries and administrative staff.2 Furthermore, even 
leaving aside the overarching legal risks associated with poorly oper-
ated benefit plans, many employers spend a lot of time and money 
on their benefit plans with the specific goal of recruiting and retaining 
quality employees. If the people responsible for operating the plans 

Leslie E. DesMarteau is in the Rochester office of Harter Secrest & Emery LLP. 
She is an employee benefits attorney experienced in dealing with a variety 
of employee benefits issues for both for-profit and tax-exempt clients.
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do a bad job, the employer is much less likely to accomplish these 
goals.

Accordingly, an employer should consider its options carefully when 
designing its fiduciary governance structure. Individual fiduciaries, in 
turn, should understand their legal obligations and make thoughtful 
decisions when selecting administrative staff and outside vendors.

THE NAMED FIDUCIARY

A “named fiduciary” is “a fiduciary who is named in the plan instru-
ment, or who, pursuant to a procedure specified in the plan, is identi-
fied as a fiduciary (A) by a person who is an employer or employee 
organization with respect to the plan or (B) by such an employer and 
such an employee organization acting jointly.”3 Historically, it has been 
common for the plan document to identify the sponsoring employer 
as the “named fiduciary.”4 Most “off the shelf” plan documents are still 
written this way, but this is often not the best practice.

The Employer as Named Fiduciary

When a plan identifies a company as the named fiduciary, that 
company needs to carry out its fiduciary duties through individual 
human beings. ERISA does not limit fiduciary responsibilities (and 
associated liabilities) to “named fiduciaries.” Instead, Section 3(21) of 
ERISA imposes “fiduciary” status on anyone with discretionary author-
ity or control over the administration of the plan, anyone with con-
trol over the management or disposition of plan assets, and anyone 
who renders (or is obligated to render) investment advice for a fee 
with respect to the plan’s assets. Furthermore, both the Department of 
Labor and ERISA caselaw take the position that a person with author-
ity to appoint or remove a fiduciary is also a fiduciary and has a 
fiduciary responsibility to act prudently in selecting and monitoring 
the performance of the appointee and to take corrective action if the 
appointee ceases to be a prudent choice to serve as fiduciary.5

Accordingly, since a company acts in the first instance through its 
board of directors or other governing body, designating a company 
as “named fiduciary” typically renders the members of that governing 
body fiduciaries. (For the sake of convenience, this article assumes 
that an employer’s governing body is a board of directors and uses 
the appropriate terminology, but the analysis holds true regardless of 
the design of the governing authority.)6 If no one else is appointed to 
carry out fiduciary functions, the board members have full fiduciary 
responsibility. If they appoint subordinate fiduciaries or delegate some 
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or all of their responsibilities, they still have the fiduciary obligation 
to monitor their chosen fiduciaries and designees. In addition, Section 
405(c) of ERISA forbids a named fiduciary from delegating “trustee 
responsibilities” (i.e., responsibilities under the plan’s trust agreement 
to manage or control the assets of the plan) to anyone other than 
the plan’s trustee or an “investment manager” (i.e., a bank, insurance 
company, or registered investment adviser that has acknowledged 
fiduciary status).7 Ultimately, this means that the directors need to 
devote appropriate time and attention to the operation of the plan and 
the investment of its assets, if they retain direct responsibility, or to 
the oversight of the individuals they have selected to carry out these 
responsibilities on the company’s behalf.

In the case of a small company whose directors are directly involved 
in the day-to-day management of the business, this governance struc-
ture often makes sense. The directors are accessible and familiar with 
the company and its employees, and thus have the capacity and insight 
to discharge their duties to the plan. Furthermore, a small company 
(depending on its line of business) may not even have other individu-
als with the necessary skills to oversee the plans and plan vendors.

In the case of a public company, however, or of any other type 
of business with directors who do not have day-to-day involvement 
with the business, imposing fiduciary responsibilities on the directors 
subjects them to unnecessary risk8 and may even hamper the proper 
operation of the plans. Scheduling meetings with administrative staff 
and vendors often prove complicated when directors must attend but 
are not onsite on a daily basis. In many cases, as well, the directors 
have so many other demands on their time and attention that it is too 
easy for benefit plans to receive short shrift. In these circumstances, 
saddling public company directors with fiduciary responsibilities not 
only gives a plaintiff in an ERISA lawsuit the leverage that comes from 
being able to sue the directors individually, it also presents a picture of 
plan fiduciaries who have not involved themselves in plan operations 
to the extent necessary to meet their ERISA responsibilities. That, in 
turn, leaves the fiduciaries exposed to liability if the plan has suffered 
losses they could have been prevented with proper oversight. If the 
plan invests in company stock, directors’ access to material nonpublic 
information poses additional complications, as discussed later.

Accordingly, an employer needs to consider the desired identity 
of its named fiduciary carefully. If the plan document does not align 
with its preferences, it should ask its document vendor whether it can 
change those provisions. The plan document itself, by its terms, must 
identify the desired person or persons (or committee) as the named 
fiduciary. If the document names the company and the company (act-
ing through its board or through someone to whom the board has 
delegated authority) then charters a benefits committee to operate the 
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plan or adopts resolutions delegating authority, the company (and its 
board) are still fiduciaries responsible for overseeing the appointed 
committee members or other individual(s).9 In contrast, if the plan 
document identifies an employee or a set of employees (by name 
or title) to serve as named fiduciary, or states that a committee to be 
appointed by a specified person (identified by name or job title) will 
be the named fiduciary, then only those individuals are fiduciaries.10

Unfortunately, not all documents give an employer this level of flex-
ibility. Although the IRS recently confirmed that revisions to a plan’s 
administrative provisions will not affect a qualified retirement plan’s 
ability to use an IRS-preapproved document,11 and although IRS pre-
approval is not an issue for qualified retirement plans using individually 
designed documents, welfare plans, or nonqualified deferred compen-
sation plans, some document vendors will not permit alteration of 
their documents’ governance provisions. Even if a document can be 
amended, doing so may be time-consuming and cumbersome, if the 
document has numerous references to the employer in a fiduciary 
capacity that need to be adapted.12 An employer will need to review 
its options with its document provider. Once a decision is made, the 
employer must make sure that anyone who has a “named fiduciary” 
role, or who will be acting on behalf of the company as named fidu-
ciary, understands and carries out his or her responsibilities.

Who Should Be the Named Fiduciary?

If the company will not be the named fiduciary, whom should 
the company select to fill this important role? In most cases, an 
employer will establish one or more committees to serve as the 
plan’s fiduciary(ies). A committee is preferable to identifying a single 
employee. The involvement of multiple employees prevents a sin-
gle employee’s departure from leaving a plan without an available 
fiduciary, and allows for continuity when individual fiduciaries leave 
the company or transition out of the fiduciary job. In addition, if an 
individual serving as sole fiduciary develops a dispute with the plan, 
resolving that dispute within the confines of the plan’s governance 
structure may be difficult.

Number of Committees

Some companies use a single committee for all plans, while others 
may use a separate committee for health and welfare plans on the 
one hand, and retirement plans on the other, or even appoint separate 
committees for separate plans. Still other companies use one com-
mittee for benefits administration, and one or more other committees 
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for investment oversight. As a result, a plan may have more than one 
named fiduciary, each with a distinct role.13 In some cases, different 
subsidiaries may establish separate committees. The size of the com-
pany, the complexity of its benefit arrangements, and the availability 
of personnel with desired skills will drive this decision; there is no 
single “best” approach.14

Identifying the Committee Members

The plan document may identify the individuals to serve on the 
committee, either by name or by job title. Normally, using job titles 
with language that allows for replacement of an identified title by 
someone holding a successor title or acting in the capacity of the 
named position is preferable, since it minimizes the need for frequent 
plan amendments and accommodates ordinary changes in company 
personnel. As a further refinement of this design, which is especially 
helpful for companies that change job titles frequently or that want 
flexibility in committee membership, a plan may identify one or two 
individuals as an “appointing fiduciary” empowered to appoint com-
mittee members in turn. For example, a plan document may call for 
the “Senior Vice President of Human Resources, or the person hold-
ing a successor title or acting in such capacity” to serve as appointing 
fiduciary and name the committee members.

Ultimately, an employer or other appointing fiduciary selecting indi-
viduals to serve on a committee should consider the following:

•	 Will the chosen individuals be able to meet with the desired 
frequency? Will they have enough time to prepare for meet-
ings and carry out any responsibilities requiring their involve-
ment between meetings?

•	 Do the chosen individuals have sufficient expertise to carry 
out their duties, taking into account the professional assis-
tance that will be available to them?

•	 Do the chosen individuals understand the role the plan plays 
in the employer’s business and the needs of plan participants?

As is the case with committee structure, the number of individuals 
serving on committees varies from company to company. Committee 
sizes most often range from three to five,15 since that number gener-
ally is large enough to provide some redundancy and continuity in 
the case of routine personnel changes while being small enough to 
allow the scheduling of meetings with appropriate frequency. Except 
in the case of multiemployer plans required to have an equal number 
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of labor and management votes on the joint board of trustees, most 
employers favor an odd number of committee members, to prevent 
the risk of a deadlock. As a practical matter, however, fiduciary com-
mittees typically prefer unanimous consensus, and strive to resolve 
differences rather than to settle disputes by majority vote. Accordingly, 
having the right people on a committee generally is more important 
than the specific number.

Of course, if a plan document requires that a specific number of 
people be on the committee, the committee must operate accordingly. 
To prevent an unnecessary breach of the plan’s terms, a plan whose 
committee members are not directly appointed by the plan document 
usually should avoid specifying the number of members, and at the 
least should authorize the committee’s operations to continue notwith-
standing a vacancy.

Role of Counsel

Some plans have the company’s attorney serve as a member of 
the fiduciary committee. Although this provides the committee the 
advantage of legal expertise and helps to ensure the attorney is well 
informed about and engaged in the committee’s activities, the attor-
ney’s presence will not convert committee meetings into privileged 
legal discussions. It is often preferable to have an employee benefits 
attorney attend meetings but not serve as a voting member, in order 
to avoid the potential for confusion between decisions made by an 
attorney-fiduciary in his or her fiduciary role and legal advice.

In addition, appointing the attorney as a committee member may 
pose complications for the attorney’s role as counsel. An attorney 
serving as a voting member may be unable to represent the plan or 
company should disputes arise regarding the committee’s activities. 
This is less of a concern if the lawyer in question is one member of 
a legal department with others capable of taking on this role than it 
may be for a sole general counsel or an outside law firm, but still can 
present an inconvenience in the event of litigation.

Furthermore, if the plan has employer stock, an attorney-fiduciary 
may face a conflict between ERISA obligations and insider-trading 
restrictions, as discussed later, or between his or her fiduciary obli-
gations to the plan and his or her obligations to the company as its 
attorney. For example, if the attorney has been consulted by corporate 
management because concerns have arisen regarding the accuracy of 
the company’s securities filings, the attorney’s view of the best course of 
action for the company may not align with the best interests of the plan.

Regardless of whether counsel is simply in attendance or is acting 
as a member, the attorney and all the committee members and other 
meeting attendees should be aware of the limitations of attorney-client 
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privilege in the benefit plan arena.16 For the most part, activities and 
discussions related to fulfillment of the committee’s fiduciary role are 
not privileged, at least not as against the plan participants and govern-
ment regulatory agencies representing their interests. Courts typically 
subject these functions to the “fiduciary exception” to the attorney-
client privilege.17 In contrast, legal advice connected to plan design 
decisions18 and/or to potential fiduciary liability19 generally will be 
privileged. Disputes with individual participants (or classes of par-
ticipants) may at some point in their development become entitled to 
privilege, although courts vary as to the circumstances in which privi-
lege will attach.20 And of course, as always, a communication is not 
privileged unless it is a confidential communication that was intended 
to provide (or enable the attorney to provide) legal advice to a client.21 
Other types of communications are not privileged, and neither are 
communications that are not kept confidential. Likewise, underlying 
facts do not become privileged simply because they are shared with 
a lawyer.

The committee members also need to bear in mind that even when 
the attorney is acting as an attorney, the attorney typically is acting as 
counsel to the company and/or the plan. As such, the attorney may 
provide legal advice to the members for the benefit of the company 
with respect to the members’ employment duties, or to the members 
in their fiduciary capacities for the benefit of the plan. In contrast, the 
attorney normally does not represent the members themselves. Should 
concerns about individual liability arise, the members may need their 
own counsel.

Who Should Be the Appointing Fiduciary?

Deciding on the appropriate person to serve as appointing fiduciary 
involves a similar analysis to the approach outlined above for selecting 
committee members. The appointing fiduciary should have the time, 
availability, and expertise to evaluate the qualifications of potential 
committee members and oversee their performance of their duties.

In some cases, the appointing fiduciary may appoint himself or 
herself to the committee, or attend committee meetings some or all of 
the time as an observer. In other cases, the appointing fiduciary may 
attend an occasional meeting, or oversee committee performance by 
written or oral reports. Regardless, however, the appointing fiduciary 
should be sure the committee maintains a record of his or her over-
sight activities in its files. Busy fiduciaries often overlook the need for 
documentation, but documentation will be essential if the appointing 
fiduciary ends up as the defendant in a lawsuit accusing him or her of 
failing to monitor the committee.
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Special Considerations for Plans with Employer Stock 
Investments

Investing in employer stock poses special hazards for plan fiducia-
ries. If the stock price drops (even temporarily), plan fiduciaries may 
be sued for having failed to protect plan participants.22 If the stock 
price rises significantly after a divestiture of some or all of the plan’s 
stock, fiduciaries can be sued for having deprived participants of the 
opportunity to share in the price improvement.23

Insider Information

If a plan invests in employer stock, ensuring that board members, 
senior officers, and other individuals likely to have inside information 
regarding the employer’s business are not plan fiduciaries can help 
prevent potential conflicts between ERISA’s requirement that fiducia-
ries act prudently in the participants’ exclusive interest, on the one 
hand, and insider trading rules, on the other hand. Recent caselaw in 
the wake of the Supreme Court’s Fifth Third Bancorp v. Dudenhoeffer 24 
and Amgen Inc. v. Harris25 decisions has set an extremely high bar for 
plaintiffs seeking to hold fiduciaries accountable for non-use of insider 
information—a bar that plaintiffs have yet to clear in a case involving a 
public company, although that has not stopped plaintiffs from trying.26

Avoiding situations in which fiduciaries have insider information not 
only avoids placing fiduciaries between the rock of ERISA obligations and 
the hard place of insider trading prohibitions, it also removes this claim 
from plaintiffs’ toolbox. If the fiduciaries did not know the problematic 
inside information, there is no need to debate whether they could have 
done something in response to it that, as Amgen requires, would not 
have done “more harm than good.” In addition, avoiding fiduciary roles 
for these individuals helps prevent high-ranking officers and directors 
from facing a conflict between the company’s best interests for inves-
tor relations and long-term survival and the plan’s best interests. Finally, 
avoiding fiduciary status means that a company officer or director who 
does find himself or herself in the crosshairs of a securities investigation 
or lawsuit will not also need to defend an ERISA claim regarding the 
alleged disclosure violations and associated actions or inactions.

Private Companies

Private companies are not subject to the insider trading rules that 
govern public companies, so they do not face the same level of concern 
in connection with insider knowledge. They also often lack qualified 
individuals to serve as fiduciaries who are not intimately familiar with 
the business’ projected performance. However, senior management 
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members serving as fiduciaries may encounter situations where their 
personal interests or those of the business conflict with the plan’s. 
Accordingly, as always, the fiduciaries must be careful to understand 
the constraints under which they have to operate. If conflicts of inter-
est are unavoidable, the plan’s named fiduciaries may need or want to 
hire an independent fiduciary.

In assessing the risks associated with employer stock investments, 
fiduciaries of private-company plans with stock should also bear in 
mind that recent caselaw following the Supreme Court’s Dudenhoeffer 
decision may not offer them the same level of protection it has offered 
to public companies. The Dudenhoeffer decision was premised on 
the efficient market hypothesis, and asserted that “where a stock is 
publicly traded, allegations that a fiduciary should have recognized 
from publicly available information alone that the market was over- or 
undervaluing the stock are implausible as a general rule, at least in the 
absence of special circumstances.”27 Subsequent public company cases 
have largely equated accurate pricing of the stock via the market with 
a finding that investment in the stock at that price with retirement plan 
assets was prudent.28 Private companies by definition do not trade in 
an efficient market. Hence, private company fiduciaries cannot rely on 
the argument that the market confirmed the value of the stock held 
by the plan and that, ipso facto, investment at that price was prudent. 
Although some courts have nonetheless taken a Dudenhoeffer-type 
approach to at least some aspects of ERISA challenges to private com-
pany employee stock option plan (ESOP) transactions,29 the scope of 
fiduciary responsibilities in this context remains at best debatable.

Aligning the Documentation

As noted above, the employer must draft its plan document to reflect 
its chosen named fiduciary. Contradictory provisions that place fiduciary 
responsibilities with the employer, the employer’s board, or other people 
whom the employer does not intend to function as fiduciaries expose 
the relevant people to the risk of fiduciary liability.30 A plaintiff can point 
to those clauses of the plan document and assert that the relevant person 
should be liable for having failed to discharge the stated function.

In addition, the employer and the plan fiduciaries will need to 
review other documents associated with the plan and make sure those 
documents, in turn, are consistent with the desired fiduciary structure. 
Frequently affected documents include:

•	 Summary plan description

•	 Trust agreement
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•	 Insurance contracts

•	 Service agreements

•	 Informal plan communications, such as enrollment materials 
and “highlights” brochures

In many cases, insurance and service agreements form a major 
stumbling block. While it is acceptable (and often necessary) for the 
employer in its role as plan sponsor to be a party to these docu-
ments, the employer’s role should be expressly limited to plan sponsor 
functions (such as plan amendment/termination and the provision of 
employment data from its records) and indemnification of the vendor. 
Fiduciary functions, such as approval of the vendor’s terms of service, 
fees, and termination of the agreement, must be the responsibility of 
the relevant plan fiduciary. If it is not possible for the employer to 
negotiate a contract that reflects these limitations, the employer should 
at least seek to include a “patch” in the plan document confirming that 
any fiduciary functions assigned to the employer by the plan’s various 
contracts may be exercised only at the direction and as the agent of 
the proper plan fiduciary.

PLAN ADMINISTRATOR

Section 3(16) of ERISA and Section 414(g) of the Internal Revenue 
Code of 1986 as amended (the Code) state that the plan administrator 
is the person named as such “by the terms of the instrument under 
which the plan is operated,” and that in the absence of a named 
administrator, the plan sponsor is the administrator. The “plan spon-
sor,” in turn, is the employer or, in the case of a multiemployer plan 
with a joint labor-management board of trustees, the joint board.

Employers often make the error of assuming that their insurance 
company, recordkeeper, claims administrator, or third-party adminis-
trator is the “plan administrator.” This is a logical supposition; typically, 
one of these vendors operates (i.e., in ordinary English, “administers”) 
the plan on a day-to-day basis. In a small minority of cases, this sup-
position is even correct, since some consultants and recordkeepers 
will offer (for an appropriate fee) to serve as the official “plan adminis-
trator.” In most cases, however, a cursory read of the vendor’s contract 
will generally turn up an express disclaimer of “plan administrator” 
status. These vendors perform only the “ministerial” tasks of plan 
operation, following the instructions of the plan document and the 
plan’s official plan administrator and named fiduciary(ies).31 “[A] per-
son who performs purely ministerial functions … within a framework 
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of policies, interpretations, rules, practices, and procedures made by 
other persons is not a fiduciary because such person does not have 
discretionary authority or discretionary control respecting manage-
ment of the plan, does not exercise any authority or control respect-
ing management or disposition of the assets of the plan, and does not 
render investment advice with respect to any money or other property 
of the plan and has no authority or responsibility to do so.”32

In contrast, the plan administrator is a plan fiduciary by definition.33 
Accordingly, a person empowered to appoint or remove the “plan 
administrator” also automatically is a fiduciary. Anyone serving as plan 
administrator or appointing the plan administrator (or the members of 
a committee serving as plan administrator) needs to operate in accor-
dance with ERISA’s standard of prudent care.

In addition to the general risk of liability applicable to all fiducia-
ries, the plan administrator can be assessed a variety of civil and/or tax 
penalties if he, she, or it fails to discharge certain statutory obligations. 
For instance, under Section 502(c) of ERISA, failure to respond in a 
timely fashion to a participant document request can generate penal-
ties of up to $110 a day. As another example, the maximum penalty for 
failure to file Form 5500 currently stands at $2,140 per day.

Choosing the Plan Administrator

As in the case of the named fiduciary, most “off-the-shelf” docu-
ments provide for the employer to be the plan administrator. In con-
trast to the more limited design options often available for the named 
fiduciary, however, many allow an employer to write in an overriding 
designation of someone else as plan administrator.

For the most part, the decision of who should serve as plan admin-
istrator follows the same analysis that applies to the selection of 
a named fiduciary. Indeed, for the vast majority of plans, the plan 
administrator and the named fiduciary are the same person. There 
is, however, one potentially significant additional consideration. Since 
most courts have agreed that the statutory penalties discussed above 
for failure to discharge various plan administrator duties apply only to 
the plan administrator, and not to individuals empowered to appoint 
or remove the plan administrators or subordinates to whom the min-
isterial aspects of plan administration have been delegated,34 there is 
some advantage to having the employer entity serve as plan adminis-
trator. With the business entity as the named plan administrator, indi-
viduals are protected from these potential liabilities.

However, if the employer opts to name itself as plan administrator, 
the individuals who carry out its fiduciary duties as plan administrator, 
and those individuals with the power to select those individuals, are 
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plan fiduciaries subject to personal liability under Sections 409 and 
502(a)(2) of ERISA. This rule, therefore, brings the board of directors 
back into the fiduciary chain of command and back into potential 
exposure to fiduciary breach litigation and liability. If the plan holds 
employer stock, involvement by corporate insiders also raises the risk 
of ERISA claims attaching to what are intended to be corporate dis-
closures. For this reason, naming an individual or committee as plan 
administrator and providing for appropriate protection against penal-
ties arising from error or ignorance (as opposed to misconduct) with 
indemnity and insurance generally is preferable for large companies 
(especially those offering investment in employer stock) and any other 
organization whose board is unsuited or unwilling to engage with 
plan operations.

Naming the Plan Administrator

As was the case for an employer seeking to designate an individual 
or committee as named fiduciary, the employer needs to be sure that 
all provisions of the plan document are consistent with the selected 
plan administrator’s status as such. In addition, the plan administrator 
must be identified in the summary plan description, on Form 5500 
(which will typically require obtaining an employer identification num-
ber for the plan administrator), and in various plan communications. 
Many vendors simply assume that the employer is the plan admin-
istrator and complete these documents accordingly. The employer’s 
staff should proofread all filings and communications in any event. As 
part of that process, they should check that plan administrator contact 
information is accurate.

OUTSOURCING

Even the very largest employers blessed with sizeable in-house 
benefits departments outsource some aspects of benefit plan admin-
istration, such as actuarial functions, software design, investment 
platforms, and (of course) any required independent audits. Small 
employers usually outsource the vast majority of plan functions, and 
many large employers do so as well. Often, outsourcing not only is 
permissible, it is more cost-effective and/or efficient. For example, 
unless an employer is itself in the business of operating 401(k) plans, 
it would not be efficient (and in most cases, would not be possi-
ble) for the employer to construct its own 401(k) platform with daily 
traded investments, daily valuations, distribution processing capabili-
ties, and so forth. Likewise, selecting an institutional trustee offers a 
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variety of protections and conveniences not available if an individual 
employee acts as trustee. Nonetheless, the plan’s fiduciary in charge 
of the relevant plan function must make a thoughtful decision about 
what work should or must be performed in-house, and must select a 
cost-effective, qualified vendor for any work it decides to outsource.

Selecting a Vendor

While the fiduciary need not select the cheapest vendor if it feels that 
a different vendor offers a higher level of quality, additional services,  
or other advantages that justify a higher price,35 Section 408(b)(2)  
of ERISA prohibits a plan from paying in excess of a reasonable price. 
Accordingly, fiduciaries must determine what constitutes a reasonable 
price.

For relationships that involve significant costs, long-term services, or 
otherwise are material to the plan’s operations, the fiduciary typically 
should conduct a formal Request for Proposal process. Plan designs, 
fiduciary and sponsor priorities, plan demographics, and other factors 
vary widely among plans, and a Request for Proposal is usually the 
best way to facilitate an apples-to-apples comparison among vendors 
and identify arrangements suited to the specific plan.

Indeed, the Request for Proposal process does much more than lay 
the groundwork for a defense against charges that a fiduciary over-
paid for a service or negligently selected an incompetent vendor. The 
process gives the fiduciary a chance to meet the vendor, think about 
desired services in detail, and gain comfort that he or she is selecting 
someone who will provide a positive working relationship. In many 
cases, a plan could obtain adequate, cost-effective service from more 
than one vendor, and will find various combinations of services and 
support on offer. A formal Request for Proposal process maximizes the 
odds that the fiduciary will identify the vendor with the combination 
of pricing, services, and personnel that best meets the needs of the 
fiduciary’s particular plan and participants. Often overlooked, but very 
important in the long run, the process will also give the vendor the 
opportunity to set an appropriate price. While plan fiduciaries need to 
be cautious not to overpay, underpaying a vendor can result in poor 
service, fraught interactions, and the resulting need to make a disrup-
tive vendor change sooner than the fiduciary would otherwise have 
hoped. Generally, the interests of plan participants are best served 
when a relationship is fair to all parties involved.

However, fiduciaries should balance the desire for comprehensive 
data against the time and expense of a Request for Proposal process, 
consider the extent to which vendors are willing to bid, decide which 
vendor relationships merit this effort, and consider how often the 
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process should take place. Even if a full Request for Proposal process 
is not practical, a fiduciary who is selecting a new vendor typically can 
obtain at least a few competing bids or engage in some other form of 
price and service benchmarking. The fiduciary also should establish a 
schedule for periodically benchmarking existing relationships to see if 
a Request for Proposal or some other more in-depth form of bench-
marking is warranted. There may be some exceptions to this rule of 
thumb, but the fiduciary should start from this premise and document 
any decision that a Request for Proposal or other benchmarking pro-
cess is not necessary.

Questions to Consider

When interviewing vendors and negotiating service contracts, the 
key points for discussion are, of course, services (or products, as the 
case may be) and price. For example, a fiduciary hiring a medical 
insurer wants to know what medical products and services are cov-
ered and what the premiums will be. A fiduciary hiring a 401(k) plan 
recordkeeper wants to know what plan investment options will be 
available; whether the recordkeeper will perform functions such as 
service tracking, contribution calculation and distribution issuance; 
and how much the plan will have to pay. However, plan fiduciaries 
should also bear in mind the same sorts of questions that any busi-
nessperson entering into a contract will want to address, such as:

•	 Indemnification clauses (in favor of and against the vendor)

•	 Dispute resolution and forum selection clauses

•	 Confidentiality

•	 Cybersecurity

•	 Quality control metrics (and penalties if established bench-
marks are not met)

•	 Amendment clauses, particularly any provisions that give the 
vendor the right to unilaterally change key terms36

•	 Termination clauses, especially provisions that allow the ven-
dor to terminate the agreement on short notice and perhaps 
leave the plan in the lurch or, conversely, clauses that may 
violate ERISA’s prohibition on excessively lengthy contractual 
commitments37
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•	 Situations likely to generate extra fees, details of how those 
fees are calculated, and provisions for alerting the fiduciary 
before extra fees are incurred

In-House Staff, Products, and Services

Even if an employer has outsourced the bulk of the plan admin-
istrative responsibilities, some level of employer interaction still will 
be necessary. For example, in most cases, a vendor will not know 
when an employee has been hired or terminated unless an employer 
contact person provides this information. Furthermore, the employer-
fiduciaries who selected the vendors remain responsible for monitor-
ing the quality of their performance and taking corrective action as 
needed. For long-term relationships, the employer-fiduciaries periodi-
cally need to reassess the reasonableness of pricing and the suitability 
of the overall relationship. Accordingly, the employer must be sure 
that any staff members working with the plans are familiar with their 
responsibilities under the law and under the specific terms of the 
employer’s plans. That means, among other things, that staff should 
have copies of and actually read the plan documents, and should 
undergo appropriate training.38

Businesses engaged directly in the benefit plan industry face special 
considerations. While they have the advantage of in-house expertise, 
they also have the potential for conflicts of interest. To the extent that 
the business provides products and services to its own plan, it must be 
sure to operate within the confines of ERISA’s “prohibited transaction” 
rules.39 To provide a very basic description of very complicated rules, 
the “prohibited transaction” rules generally prohibit anyone affiliated 
with a plan sponsor, service provider, or fiduciary from dealing with 
plan assets for his/her/its own benefit, from exercising fiduciary dis-
cretion for his/her/its own benefit, and from engaging in transactions 
with the plan except within specified parameters. The upshot of these 
rules is that employers generally cannot profit by providing services or 
products to their own plans, although they can in most cases provide 
the service or product at cost. A person who violates these rules can 
be required to reimburse the plan for any costs or losses associated 
with the transaction, disgorge any profits, and pay an excise tax.40

Some exceptions apply. For example, a financial company is per-
mitted to offer its own mutual funds in its plan and receive its usual 
management fee from the fund, so long as it adheres to certain safe-
guards and the mutual fund offering otherwise satisfies ERISA’s stan-
dards of prudence.41 However, if an exception is not available, the 
company must be careful that in-house service or product arrange-
ments do not include a profit component. In addition, as in the case 
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of the mutual funds discussed earlier in this paragraph, the fiduciaries 
must make sure that their selection of the company’s in-house offering 
is objectively prudent and that any costs reimbursed by the plans are 
reasonable.

When reimbursing company costs, regardless of whether the com-
pany is offering the plan a service that it offers to the general public 
or providing a special service through dedicated in-house benefits 
resources, the fiduciaries need to bear in mind that the plan can pay 
only “direct expenses” and cannot reimburse for “overhead” costs 
that the company would have incurred in any event.42 For example, 
if benefits staff occupy three offices in the company’s building, the 
company cannot charge the plan for a proportional amount of the 
building rent, mortgage payment, or maintenance costs. However, 
the Department of Labor has ruled that a company can bill the plan 
for salary costs associated with employees dedicated to a benefit 
plan that it would not employ if they were not providing services 
to the plan.43 An employer considering taking advantage of this rule 
should be familiar with the Department’s guidance in this area and 
proceed carefully, since the consequences of violating the prohib-
ited transaction rules can be extremely expensive.

PLAN SPONSOR FUNCTIONS

The discussion to this point in the article has focused on fiduciary 
functions and the ministerial operational functions carried out under 
fiduciary oversight. However, an employer should also consider who 
will make decisions and take action on behalf of the business as spon-
sor of the plan. When making decisions as the sponsor (or settlor) of 
the plan, the employer is not subject to ERISA’s fiduciary responsibili-
ties and can act in its own business interests.44 Nonetheless, any action 
must be taken by someone properly authorized to act on behalf of 
the organization and align with the amendment procedures specified 
by the plan document.45 Failing to adhere to the proper governance 
procedures could lead to disapproval from officers or board members, 
shareholder discontent and litigation, or invalidity of important (and 
potentially expensive) plan actions.46 For example, if the company’s 
chief executive officer takes action to freeze a pension plan but was 
never authorized by the board of directors to do so, a participant may 
be able to challenge that action years later and force retroactive rein-
statement of pension benefit accruals.

In deciding who should be empowered to make what decisions, a 
company will need to consider any state law rules not preempted by 
ERISA, its governing documents, and its particular needs and culture. 
For example, a large public company will not want to have to seek 
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formal board approval to increase the number of days per covered 
hospital stay under its medical plan, but may want to be sure that 
officers cannot terminate a multibillion-dollar pension plan or adopt 
a retiree medical benefit program without approval from the board 
or the board’s compensation committee. In that case, the board might 
delegate the ability to make changes that do not exceed a specified 
cost level to one or more officers, but reserve to the board or its com-
pensation committee the authority to make changes above that level 
as well as any actions dealing with certain types of plans or benefits 
that present particular concerns for that company.

Whatever governance structure a company selects, it should docu-
ment any delegations of authority. The company also needs to make 
sure that actions taken are duly authorized in accordance with those del-
egations and that it retains documentation of the approval. Depending 
on the company’s process, documentation may include signed amend-
ments, board minutes or resolutions, or some other form of paperwork. 
In this regard, the employer should bear in mind that health and welfare 
plans are also “plans,” and not reserve the formalities just for the retire-
ment plans. The employer will also need to pay attention to any com-
munications it receives from its plan document vendors. Amendments 
to plan documents often need to be approved by specific deadlines, 
and documentation of that approval must be retained in the plan’s files.

CONCLUSION

The decision to establish a plan is never one to make lightly, and the 
choices and requirements only get more complex as the plan becomes 
operational. Thinking carefully about how the plan will operate and 
who will do the operating is essential to protect the employer and its 
employees who oversee the plan, as well as to enable successful pro-
vision of the intended plan benefits.

NOTES

1.  Fort Halifax Packing Co. v. Coyne, 482 U.S. 1, 9107 S. Ct. 2211, 2216, 96 L. Ed. 2d 1,  
10 (1987).

2.  See, generally, Jacklyn Wille, “Employee Benefit Class Settlements Gleaned Over 
$500 Million in 2017,” Pension & Benefits Daily ( January 23, 2018).

3.  Section 402(a)(2) of ERISA.

4.  Multiemployer plans, typically required by law to be operated by a joint board of 
labor and management trustees, constitute the major exception to this historical prac-
tice of having a sponsoring employer serve as named fiduciary.



BENEFITS LAW JOURNAL	 22� VOL. 31, NO. 2, SUMMER 2018

Who’s Minding the Baby? ERISA Plan Governance Considerations

5.  29 C.F.R. 2509.75-8 Q&A D-4; see, for example, Johnson v. Couturier, 572 F.3d 
1067 (9th Cir. 2009) (directors who have responsibility to appoint and remove ERISA 
trustees are fiduciaries, albeit only with respect to those functions); Carr v. Int’l Game 
Tech., 770 F. Supp. 2d 1080 (D. Nev. 2011) (merely overseeing plan communications 
does not impose fiduciary status, but authority to appoint fiduciaries made directors 
fiduciaries); c.f. Perez v. Bruister, 823 F.3d 250 (5th Cir. 2016) (asserting that Fifth 
Circuit has not acknowledged “failure to monitor” liability but merely allowed the 
possibility of respondeat superior liability for knowing and active participation in an 
agent’s breach); In re BP P.L.C. Sec. Litig., No. MDL No. 4:10-MD-2185, 2015 U.S. Dist. 
LEXIS 147819 (S. D. Tex. Oct. 30, 2015) (confirming that plan sponsorship did not 
confer fiduciary status and denying appointing-fiduciary status arising merely from 
appointment of employees to employment roles that included plan responsibilities; 
denying that Fifth Circuit’s heightened standard for respondeat superior in ERISA cases 
had been met when alleged superiors had not knowingly or actively participated in 
alleged breach or exercised requisite control over agent and noting that for the most 
part sufficient involvement to enable a claim of respondeat superior will occur only 
when superior is also itself a fiduciary); Howell v. Motorola, Inc., 337 F. Supp. 2d 
1079, 1092–1094 (N.D. Ill. 2004) (allowing claim against directors with appointment 
authority for failure to monitor; but holding that plaintiffs had not adequately alleged 
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Taxing Times for Tax-Exempt 
Organizations

Steven D. Einhorn and Dominick Pizzano

With the enactment of tax reform legislation on December 22, 2017, 
frequently referred to as the Tax Cuts and Jobs Act of 2017 (the Tax 
Act), and its addition of Section 4960 to the Internal Revenue Code of 
1986, as amended (the Code), many tax-exempt organizations may 
now face an excise tax on certain compensation payments that will 
increase the cost for the organizations to attract and retain top talent. 
This article first examines several requirements already faced by tax-
exempt organizations with respect to structuring compensation pack-
ages, then discusses the new excise tax that will now be imposed on 
certain tax-exempt organizations as a result of the addition of Section 
4960 to the Code. Finally, the article considers possible steps that 
organizations may wish to consider in light of these new rules. While 
many of the same considerations exist for compensatory arrange-
ments for employees of many governmental employers as for other 
tax-exempt organizations, this article does not address the special 
rules applicable to governmental employers. This article reflects the 
text of the Tax Act and the information available as of May 31. There 
are many aspects of the Tax Act and its application to tax-exempt 
organizations that require additional guidance. On February 7, the 
United States Department of Treasury updated its 2017–2018 Priority 
Guidance Plan, which stated that Treasury hopes to issue guidance 
on the executive compensation provisions applicable to tax-exempt 
organizations under new Code Section 4960 by June 30.1

EXCESS BENEFIT TRANSACTIONS

Prior to the enactment of Code Section 4960, the Internal Revenue 
Service (IRS) could impose significant penalties for a tax-exempt 
organization paying excessive executive compensation. Under Code 
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Section 4958, if the IRS determines that an applicable tax-exempt orga-
nization2 provides a benefit to a disqualified person in excess of the 
value of the services being provided, Code Section 4958 imposes an 
initial tax of 25 percent of the excess benefit on the disqualified per-
son who received the excess benefit.3 Furthermore, an additional tax 
of 200 percent of the excess benefit will be owed by the disqualified 
person unless the excess benefit is promptly repaid.4 Besides the tax 
on the recipient of the payment, Code Section 4958 imposes a tax of 
10 percent of the excess benefit on managers in the organization if 
they knowingly participated in the excess benefit transaction (unless 
such participation was not willful and was due to reasonable cause).5 
Since the term “disqualified person” includes a person with the ability 
to exercise substantial influence over the affairs of the organization, 
the excess benefit penalties under Code Section 4958 generally apply 
to the organization’s executives and senior management.6

THE PRE-TAX ACT CHALLENGES OF STRUCTURING 
COMPENSATION PACKAGES

Generally, when establishing employee benefit programs, tax-exempt 
organizations may select from a similar array of qualified retirement 
plan options that are available to employers in the for-profit sector, 
such as defined contribution and defined benefit plans.7 In addition, 
many tax-exempt employers also have the option of establishing Code 
Section 403(b) plans. Although the executives of tax-exempt organiza-
tions may participate in such plans, their ability to accumulate benefits 
under such vehicles is limited by various restrictions (such as the limita-
tions on contributions imposed by the Code and the requirements that 
nongovernmental qualified plans, including employer contributions to 
Code Section 403(b) plans, not discriminate in favor of highly com-
pensated employees). To provide additional benefits for their execu-
tives, employers in the for-profit sector often structure compensatory 
arrangements for their executives using compensatory equity grants, 
such as stock options, restricted stock, and restricted stock units, as 
well as nonqualified deferred compensation arrangements. Tax-exempt 
organizations often seek to provide their executives with compensatory 
arrangements in excess of that which is permissible under qualified 
retirement plans that, ideally, could be structured in ways that would 
defer taxation to achieve a result similar to what for-profit employers 
are able to accomplish. However, tax-exempt employers face addi-
tional obstacles in this effort because compensatory equity grants gen-
erally are not available to tax-exempt employers, and the treatment 
of nonqualified deferred compensation is very different from that of 
employers in the for-profit sector.
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Code Section 457 Restricts Executive Deferred 
Compensation Options

Many employers and executives, both in the tax-exempt world and 
the for-profit world, find the rules governing nonqualified deferred 
compensation plans restrictive since the passage of the American 
Jobs Creation Act of 2004 created Code Section 409A and the IRS 
began issuing guidance under Code Section 409A. The enactment of 
Code Section 409A did not prevent employers from implementing 
nonqualified deferred compensation arrangements for their employ-
ees, but Code Section 409A did create new statutory requirements 
that such arrangements must comply with both in form and opera-
tion to avoid adverse tax treatment. While tax-exempt employers and 
their employees generally are subject to the requirements of Code 
Section 409A, tax-exempt organizations face an additional hurdle 
when structuring nonqualified deferred compensation arrangements 
that generally do not apply to employers in the for-profit sector—
Code Section 457.

Code Section 457 establishes the framework for nonqualified 
deferred compensation arrangements that can be offered by tax-
exempt employers.8 Generally, Code Section 457 permits tax-exempt 
organizations to offer two types of plans. First, Code Section 457 pro-
vides for “eligible” Code Section 457(b) plans that allow participants to 
defer taxes on amounts up to a specific annual limit until the amounts 
are paid or otherwise made available to the participant. The annual 
deferral limit under a Code Section 457(b) plan is generally $18,500 
for 2018, subject to annual adjustment (which is inclusive of both 
employer and employee contributions), with additional catch-up con-
tributions permitted in certain circumstances. Second, Code Section 457  
provides for “ineligible” Code Section 457(f) plans, which are non-
qualified deferred compensation arrangements that allow participants 
to defer taxes on compensation with no specific dollar limit under 
which taxation generally can be deferred until the compensation is 
no longer subject to a substantial risk of forfeiture (i.e., until it vests). 
Code Section 457(f) plans are subject to the rules governing non-
qualified deferred compensation under Code Section 409A, but Code 
Section 457(b) plans are not.

Code Section 457(b) Plans: Limited Contributions  
but Taxes Deferred

Apart from the annual contribution limits discussed above, there is a 
great deal of appeal for tax-exempt organizations to implement Code 
Section 457(b) plans. Code Section 457(b) plans can be structured to 
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permit employer contributions or employee elective salary deferrals, 
or the plan could be structured so that contributions are based upon 
certain other metrics such as unused sick or vacation pay. Generally, a 
participant is not permitted to take a distribution from a Code Section 
457(b) plan until the earliest of reaching age 70½, incurring a sever-
ance from employment with the organization, or facing an unfore-
seeable emergency.9 A participant is not taxed on amounts deferred 
under a Code Section 457(b) plan until the amounts are actually paid 
or otherwise made available to the participant.10 Code Section 457(b) 
plans are subject to the required minimum distribution rules under 
Code Section 401(a)(9), which generally require that a participant 
must begin taking minimum distributions by the April 1st following 
the year the participant reaches age 70½ or, if the plan allows, the 
April 1st following the year that the participant retires, if later.11

Code Section 457(f) Plans: Unlimited Contributions  
but Limited Ability to Defer Taxes

In contrast to rules applicable to Code Section 457(b) plans, 
arrangements governed by Code Section 457(f) are permitted to 
allow unlimited contributions, but, in exchange, much of the ability 
to defer taxation of deferred amounts is removed. This is because 
amounts deferred under an arrangement subject to Code Section 
457(f) remain tax deferred only so long as the amounts are subject to 
a substantial risk of forfeiture (i.e., the amounts are unvested). Under 
Code Section 457(f), when deferred amounts are no longer subject 
to a substantial risk of forfeiture, the amounts become taxable to the 
recipient, regardless of whether the deferred amounts will be paid at 
that time.12 This means that in order to prevent the immediate inclu-
sion of deferred amounts being taxable to the recipient, the recipi-
ent’s right to receive the deferred amounts must be conditioned upon 
the future performance of substantial services, and there must be a 
substantial possibility that such benefits will be forfeited if the partici-
pant fails to complete such service. As with many IRS determinations, 
compliance comes down to a facts-and-circumstances test. This is 
very different from the tax treatment of nonqualified deferred com-
pensation provided by employers in the for-profit sector. Employers 
in the for-profit sector generally can structure large deferred com-
pensation payments to be compliant with Code Section 409A so that 
the deferred amounts may be fully vested in one year but will not be 
taxable until the amounts are paid (which could be in a later year).

In limited circumstances, tax-exempt organizations may put in place 
arrangements that are exempt from Code Section 457(f) and which 
would allow accrued amounts under such arrangements to not be 
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included in taxable income until actually paid. Arrangements exempt 
from Code Section 457(f) include: (1) short-term deferrals of compen-
sation that a recipient actually or constructively receives on or before 
the last day of the period ending on the later of the 15th day of the 
third month following the end of the calendar year in which the right 
to the payment is no longer subject to a substantial risk of forfeiture, 
or the 15th day of the third month following the end of the employer’s 
taxable year in which the right to the payment is no longer subject to 
a substantial risk of forfeiture;13 (2) bona fide severance pay arrange-
ments that provide benefits upon a participant’s involuntary severance 
from employment, pursuant to a window program that is offered for 
a limited amount of time or a voluntary early retirement incentive 
arrangement where the amount payable under such a plan must not 
exceed two times the participant’s annual compensation and the sev-
erance must be paid no later than the end of the second calendar year 
following the calendar year in which the severance from employment 
occurs;14 (3) disability plans;15 (4) bona fide sick or vacation plans;16 
and (5) death benefit plans.17

Employers must take extreme care to ensure that their nonqualified 
deferred compensation arrangements are drafted and administered in 
such a way as either to be exempt from Code Section 457(f) or to 
maintain a bona fide substantial risk of forfeiture until the benefits are 
intended to be included in the recipient’s taxable income. Thus, apart 
from the limited amounts that can be accumulated using a 457(b) 
plan or a tax-qualified retirement plan, including a Code Section 
403(b) plan, tax-exempt organizations generally are deprived by Code 
Section 457(f) from providing the benefits of substantial deferred com-
pensation to employees beyond the time that such deferred amounts 
become vested.

CONGRESS TAKES INSPIRATION FROM EXECUTIVE 
COMPENSATION RESTRICTIONS IMPOSED ON  
FOR-PROFIT EMPLOYERS

Before the enactment of Code Section 4960, there already were 
adverse tax consequences in place intended to dissuade for-profit enti-
ties from providing excessive compensation to executives. Congress 
clearly was inspired by Code Section 162(m) and Code Section 280G 
when drafting Code Section 4960:

•	 Code Section 162(m) generally provides that a publically 
traded company is limited to a $1 million annual deduction 
paid to the CEO, CFO, and three highest compensated offi-
cers; and
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•	 Code Section 280G generally denies a deduction to a corpo-
ration for certain parachute payments made to a disqualified 
individual that are in the nature of compensation and are 
contingent upon a change of control if the payments exceed 
a specific amount. In addition, under Code Section 4999, the 
individuals must pay a 20 percent excise tax on these para-
chute payments that are not deductible by the corporation.

While the application differs, Code Section 4960 extends the gen-
eral concepts applicable to certain employers in the for-profit sector 
with respect to using the Code to penalize both annual compen-
sations provided to certain executives over $1 million and certain 
parachute payments. Although perhaps intended as a means to 
impose similar restrictions on employers that are tax-exempt orga-
nizations and employers in the for-profit sector, the actual effect 
of Code Section 4960 may further decrease the flexibility of a tax-
exempt organization when structuring its executive compensation  
arrangements—flexibility which was already significantly less than 
that of employers in the for-profit sector. Code Section 162(m) gener-
ally only applies to publicly traded companies (including companies 
with publicly traded equity or debt, as well as foreign private issu-
ers). Private companies in the for-profit sector do not face adverse 
tax consequences for paying annual compensation packages over  
$1 million. The penalties imposed by Code Sections 162(m) and 280G 
on the employer are targeted primarily at eliminating tax deductions 
that an employer can take with respect to certain executive com-
pensation payments (and an additional tax placed on the execu-
tive for parachute payments under Code Section 280G through Code 
Section 4999). Depending on an employer’s specific circumstances, 
the significance of the denial of a tax deduction will have a differ-
ent punitive effect on various employers. However, since tax-exempt 
organizations generally are exempt from taxes, denying a tax deduc-
tion to such organizations obviously would fail to provide a mean-
ingful deterrent to tax-exempt organizations. Thus, though inspired 
by Code Sections 162(m) and 280G, Code Section 4960 addresses the 
issue differently by imposing a new tax on tax-exempt organizations 
with respect to certain compensatory payments rather than denying 
any tax deductions.

The New Excise Tax Imposed by Code Section 4960

Code Section 4960 begins by imposing a tax on tax-exempt orga-
nizations, simply stated as 21 percent of the sum of the following 
amounts:18
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•	 Any remuneration (other than an excess parachute payment) 
by an applicable tax-exempt organization for the taxable 
year with respect to employment of any covered employee 
in excess of $1 million; plus

•	 Any excess parachute payment paid by the applicable tax-
exempt organization to any covered employee.

The new excise taxes imposed by Code Section 4960 are placed on 
the tax-exempt organization and not on the individuals receiving the 
payments.

While there are many unanswered questions with respect to Code 
Section 4960, an initial issue is the lack of the definition of the term 
“taxable year.” The manner in which such term is used throughout 
the statute raises the question of whether it refers to the taxable year 
of the employee or the taxable year of the tax-exempt organization. 
This will, of course, not affect those organizations with fiscal years 
that match the calendar year (since the organization’s tax year cor-
responds to their employees’ calendar year taxable year); however, 
organizations with a different fiscal year will need guidance regarding 
which taxable year to use to make the determinations mandated by 
the statute.

As discussed earlier, tax-exempt organizations already were 
tasked with meeting the “reasonable compensation” standard for 
its executive employees. However, this new excise tax under Code 
Section 4960 now creates an absolute maximum threshold for 
their executives’ compensation before tax penalties are automati-
cally imposed, regardless of whether the employer can establish 
that such pay levels are reasonable. For example, assume that a 
tax-exempt organization can justify that annual compensation of 
$1.2 million is reasonable for its CEO because of the CEO’s tal-
ent, experience, responsibilities, and distinguished performance. 
To evidence the reasonableness of the compensation package, the 
organization retained a compensation consultant who provided a 
detailed report demonstrating that not only is the CEO’s compensa-
tion reasonable under the facts and circumstances but the compen-
sation is also actually significantly less than what likely would be 
paid by a similar tax-exempt organization. While the organization 
in this scenario avoids any intermediate sanctions penalty under 
Code Section 4958, it still faces an excise tax under Code Section 
4960 because the executive’s annual remuneration exceeds $1 mil-
lion. In this example, the tax-exempt organization would be subject 
to an excise tax of $42,000 for the applicable year, which is 21 per-
cent of the amount that the CEO’s annual remuneration exceeded 
$1 million.
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If a tax-exempt organization pays annual compensation over $1 mil-
lion that is determined to be an excess benefit, not only will the pen-
alties under Code Section 4958 apply (discussed earlier) but also the 
new 21 percent excise tax under Code Section 4960 (though guidance 
is necessary to understand how the penalties interact, particularly with 
respect to any compensation that is repaid to the tax-exempt organiza-
tion by the employee).

To Which Employers Does Code Section 4960 Apply?

The excise tax in Code Section 4960 applies to applicable tax-
exempt organizations. The term “applicable tax-exempt organizations” 
is defined as an organization which for the taxable year:19

•	 Is exempt from taxation under Section 501(a);

•	 Is a farmers’ cooperative organization described in Section 
521(b)(1);

•	 Has income excluded from taxation under Section 115(1); or

•	 Is a political organization described in Section 527(e)(1).

While this definition generally includes most tax-exempt organiza-
tions, it remains unclear how Code Section 4960 will apply to public 
institutions, such as state colleges and universities. The definition of 
applicable tax-exempt organizations includes organizations exempt 
from tax under Code Section 115(1). Code Section 115(1) states that 
gross income “does not include income derived from any public util-
ity or the exercise of any essential governmental function and accru-
ing to a State or any political subdivision thereof, or the District of 
Columbia….” The intent behind Code Section 4960 may have been 
to capture public institutions within the definition of “applicable tax-
exempt organizations.” However, many public institutions do not rely 
upon Code Section 115(1) as the basis for their tax exemption, but 
rather rely on the doctrine of implied statutory immunity.20 Given 
the size of the compensation packages currently in place for cer-
tain individuals employed by some public institutions (for example, 
high-profile coaches and athletic directors at some public universi-
ties), exempting these organizations from the new excise tax would 
result in a significant loss of tax revenue for the federal government. 
It also would result in very different treatment for public and private 
universities with respect to their compensation packages for highly 
compensated individuals, thereby creating a significant financial 
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advantage for the former in their ability to recruit and retain high-
level employees.

To Which Employees Does Code  
Section 4960 Apply?

The excise tax under Code Section 4960 applies to certain remu-
neration and excess parachute payments paid to a covered employee. 
A “covered employee” means any employee (including a former 
employee) of an applicable tax-exempt organization if the employee 
is one of the five highest compensated employees of the organiza-
tion for the current tax year or any prior tax year that began after 
December 31, 2016.21 Notably, once an employee becomes a covered 
employee, the individual will remain a covered employee who is sub-
ject to these rules indefinitely. Thus, a tax-exempt organization may, 
and likely will, at some point, have more than five covered employees. 
In order to comply with Code Section 4960, a tax-exempt employer 
should maintain a cumulative list of covered employees, regardless of 
whether any of its employees currently earn annual compensation in 
excess of $1 million.

While Code Section 4960 provides that remuneration of covered 
employees is aggregated for purposes of the tax (discussed below), 
the statute does not contain a controlled-group rule for purposes of 
determining covered employees. Thus, it appears that, absent guid-
ance to the contrary, organizations will be faced with determining 
covered employees and applying Code Section 4960 on an entity-by-
entity basis. Such an interpretation would create administrative stress 
for multitiered tax-exempt organizations (e.g., if a health care system 
maintains separate entities for each organization in the system, each 
of those entities will maintain its own list of covered employees). If 
it is confirmed that the determination of covered employees is on an 
entity-by-entity basis, this may affect decisions with respect to which 
organization within a multiorganizational system should be treated as 
the employer of newly hired highly compensated employees in order 
to minimize the number of covered employees for whom the new 
excise tax may apply.

As noted earlier, the definition of covered employees under Code 
Section 4960 is made of up employees and former employees. Code 
Section 4960 is silent regarding independent contractors and consul-
tants. However, the new statute states that “the Secretary shall pre-
scribe such regulations as may be necessary to prevent avoidance of 
the tax under this section, including regulations to prevent the avoid-
ance of such tax through the performance of services other than as 
an employee….” Thus, tax-exempt organizations should be cautious 
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before attempting to use employment classification as a means to 
avoid the new excise tax.22

How Is Remuneration Calculated for Purposes  
of Code Section 4960?

In order to determine the remuneration to which the 21 percent 
tax will be applied with respect to a covered employee, an applica-
ble tax-exempt organization must consider not only the remuneration 
that it pays but also the remuneration paid to the covered employee 
by any related organizations.23 Generally, remuneration for purposes 
of determining the excise tax under Code Section 4960 consists of 
Code Section 3401(a) wages less any designated Roth contribution 
(as defined in Code Section 402A(c)).24 Code Section 3401(a) wages 
are similar to wages reported on Form W-2, and generally include 
compensation received from sources such as base salary, overtime, 
bonuses, commissions, fees for professional services, taxable fringe 
benefits, reimbursements, and expense allowances, but exclude items 
such as deferrals under Code Section 401(k) plans, Code Section 
403(b) plans, and Code Section 457(b) plans, as well as distributions 
from retirement plans that are reported on Form 1099-R (i.e., qualified 
plans and governmental Code Section 457(b) plans).25

In contrast, distributions from nongovernmental Code Section 
457(b) plans are treated as wages reportable on Form W-2 when paid 
(or otherwise made available) and, thus, would be included under the 
determination of remuneration with respect to the 21 percent excise 
tax on annual payments in excess of $1 million in such year. However, 
as noted later, such amounts are explicitly excluded from the tax on 
severance parachute payments.26

As explained below, remuneration for purposes of determining the 
excise tax under Code Section 4960 includes nonqualified deferred 
compensation that is required to be included in income under Code 
Section 457(f) and excludes certain remuneration paid for the perfor-
mance of medical services.

Application to Nonqualified Deferred Compensation

Remuneration includes any nonqualified deferred compensa-
tion that is required to be included in income under Code Section 
457(f) (i.e., nonqualified deferred compensation that is required to 
be included in income because it is no longer subject to a substan-
tial risk of forfeiture even if not yet paid).27 The inclusion of these 
amounts in the determination of the applicability of the excise tax may 
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increase the potential to extend the excise tax to organizations that 
otherwise pay compensation packages under the $1 million annual 
threshold. For example, assume an organization pays its executive 
director $500,000 in 2018; however, the organization also maintains a 
Code Section 457(f) nonqualified deferred compensation plan, under 
which $60,000 is deferred for the executive director each year for 10 
years, and the entire deferred amount of $600,000 vests in 2018 but is 
not paid until a later year. Even though the $600,000 represents accru-
als over a decade of service with the organization, and even if the 
organization never actually pays remuneration in excess of $1 million 
in 2018, the organization will be subject to an excise tax of $21,000 
(21 percent of $100,000) for the 2018 tax year because the $600,000 
that was deferred under the Code Section 457(f) plan is taxable to the 
employee in 2018.

Likewise, since remuneration is treated as being paid when there is 
no substantial risk of forfeiture and not when it is actually paid, non-
qualified deferred compensation that was vested and included in an 
employee’s income prior to January 1, 2018, will not be subject to the 
21 percent excise tax under Code Section 4960 even if it is paid after 
January 1, 2018.

Treatment of Remuneration Paid for Medical Services

Code Section 4960 specifically excludes from the definition of remu-
neration “the portion of any remuneration paid to a licensed medical 
professional (including a veterinarian) which is for the performance of 
medical or veterinary services by such professional.”28

Although this exception is appreciated by the medical community, 
the “performance” limitation may prove troublesome and difficult to 
both interpret and administer. Tax-exempt organizations that provide 
medical and veterinary services may now be forced to track and cat-
egorize compensation for executives and senior management who 
perform multiple functions within the organization. For example, if 
an experienced surgeon who is on staff at a hospital is promoted 
to head of surgery, the hospital may be required to determine and 
document what portion of the individual’s compensation is for per-
forming medical services and what is not. In addition, the determina-
tion of what constitutes providing medical services may not always 
be clear. Although compensation paid for purely administrative 
duties will not be attributable to performing medical services, there 
may be the performance of other services that are not as clear. For 
example, what if the individual is not performing the actual medical 
service but is playing a significant role in the performance of medi-
cal services through direct supervision? What about various training 
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activities that may involve patients? Hopefully, these are issues that 
the IRS will address.

While the statute is clear that the amounts paid to a medical pro-
fessional for the performance of medical services are not used for 
purposes of determining remuneration (and also for determining 
excess parachute payments), there is no indication in Code Section 
4960 itself whether such amounts should be excluded when determin-
ing the group of “covered employees.” A joint House-Senate confer-
ence committee reconciled the differences between the House-passed 
and Senate-passed versions of the new tax legislation and issued a 
report that states: “For purposes of determining a covered employee, 
remuneration paid to a licensed medical professional which is directly 
related to the performance of medical or veterinary services by such 
professional is not taken into account. …”29 This statement indicates 
that Congress intended that payments to a medical professional for the 
performance of medical services are not used when determining the 
group of covered employees. However, since similar language was not 
included in the statute, the question remains as to whether the omis-
sion was intentional.

Remuneration Paid by Related Organizations

Code Section 4960 provides that the remuneration paid to a cov-
ered employee by an applicable tax-exempt organization includes 
any remuneration paid with respect to the employment of such 
employee by any related person or governmental entity.30 For this 
purpose, a person or governmental entity will be treated as related 
to an applicable tax-exempt organization if such person or gov-
ernmental entity (1) controls, or is controlled by, the organization;  
(2) is controlled by one or more persons who control the orga-
nization; (3) is a supported organization (as defined in Code 
Section 509(f)(3)) during the taxable year with respect to the orga-
nization; (4) is a supporting organization described in Code Section 
509(a)(3) during the taxable year with respect to the organization; 
or (5) in the case of an organization that is a voluntary employees’ 
beneficiary association described in Code Section 501(c)(9), estab-
lishes, maintains, or makes contributions to such voluntary employ-
ees’ beneficiary association.31

Code Section 4960 provides that if remuneration is paid by one or 
more employers that are related organizations, each employer will be 
liable for its proportional share of the excise tax.32 While the statute 
describes a method for application of the excise tax among related 
exempt entities, guidance is needed with respect to exactly how the 
related-party rule will work in cases where an employee performs 
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services for and receives compensation from both a tax-exempt orga-
nization and a related taxable entity.

In the meantime, employers that may otherwise consider restruc-
turing their payroll practices in an effort to minimize or eliminate 
exposure to the excise tax should be aware that the statute warns that 
“the Secretary shall prescribe such regulations as may be necessary to 
prevent avoidance of the tax under this section, including regulations 
to prevent the avoidance of such tax … by providing compensation 
through a pass-through or other entity to avoid such tax.”33

What Is an Excess Parachute Payment?

As noted previously, Code Section 4960 imposed a 21 percent tax 
on tax-exempt organizations that pay excess parachute payments.34 
This applies to compensatory payments that are contingent on the 
covered employee’s separation from employment. This excise tax is 
reminiscent of the concepts contained in Code Section 280G with 
respect to excess parachute payments paid in connection with a 
change of control.

Under Code Section 4960, if parachute payments equal or exceed 
three times the covered employee’s base amount, then the 21 percent 
excise tax applies to the portion of the parachute payments that are 
in excess of the employee’s base amount.35 For these purposes, para-
chute payments include any payments in the nature of compensation 
to (or for the benefit of) a covered employee if (1) such payments are 
contingent on the employee’s separation from employment with the 
tax-exempt organization, and (2) the aggregate present value of such 
payments equals or exceeds three times the covered employee’s base 
amount.36 The “base amount” is determined by applying the current 
rules of Section 280G, which generally will provide that a covered 
employee’s base amount is the individual’s average annual taxable 
income from the organization over the five-year period immediately 
preceding the year in which the separation from service occurs (or 
any shorter period of service with the organization if less than five 
years).37

Code Section 4960 provides that the following payments generally 
are excluded when determining the amount of a parachute payment:38

•	 Payments to or from qualified retirement plans (includ-
ing defined contribution plans, defined benefit plans, Code 
Section 403(b) plans, and Code Section 457(b) plans);

•	 Payments to a licensed medical professional (including a 
veterinarian) to the extent that such payments are for the 
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performance of medical or veterinary services by such pro-
fessional; and

•	 Payments to an individual who is not a highly compensated 
employee (as defined in Code Section 414(q), the threshold 
for which in 2018 is $120,000, subject to annual adjustment).

Once any payment to be paid in connection with a covered 
employee’s separation from service qualifies as a parachute payment, 
all amounts in excess of the base amount become subject to the excise 
tax. For example, assume that the average compensation of an execu-
tive over the last 5 years was $150,000 but, because of a promotion 
and pay increases during this time, the executive’s current salary is 
$200,000. Assume that the executive director has a severance agree-
ment to receive three times his compensation if he is terminated with-
out cause. He is later terminated and receives $600,000 in severance 
(three times his current compensation of $200,000). In this example, 
there is a parachute payment because the payment that is contin-
gent on the termination of employment ($600,000) equals or exceeds 
three times the base amount (three times $150,000, which is $450,000). 
Thus, the excise tax that is due under Code Section 4960 is 21 percent 
of the excess of the amount paid in connection with the termination 
of employment ($600,000) over the base amount ($150,000), which 
equals 21 percent of $450,000 or $94,500.

Although the exclusion of payments to a licensed medical profes-
sional (including a veterinarian) for the performance of medical or 
veterinary services from the calculation of parachute payments is wel-
comed by the medical community, as previously discussed, guidance 
is needed addressing how to apply this exception. The need for guid-
ance on this issue seems particularly necessary for an organization 
trying to determine when payments that are contingent on a separa-
tion from employment should be considered to be paid for the perfor-
mance of medical or veterinary services.

INTERIM ACTION PLAN WHILE AWAITING  
FUTURE GUIDANCE

A number of items with respect to Code Section 4960 require addi-
tional guidance regarding the applicability and determination of the 
new excise tax. Accordingly, tax-exempt organizations should care-
fully review Code Section 4960 and also consult with their legal coun-
sel regarding the applicability, and potential adverse effect, of the new 
law. Listed below are a number of initial steps that a tax-exempt orga-
nization should begin to consider:
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•	 Review the organization’s payroll for 2017 and 2018 in order 
to identify which employees are “covered employees” under 
Code Section 4960. This list should be maintained and 
updated annually.

•	 Once the covered employee group has been determined, 
review all compensation arrangements with the individuals in 
the covered group, including any employment agreements, 
bonus agreements, retention agreements, and severance 
agreements in order to determine whether the organization 
anticipates any current liability under the new excise tax or 
whether there are compensatory payments that may be made 
in the future that may cause potential liability.

•	 Those responsible for making high-level compensation deci-
sions within the organization should consider how the new 
excise tax may affect new compensation plans and agree-
ments in light of the organization’s desire to attract and retain 
talented individuals, while also being sensitive to the poten-
tially negative public perception that the organization may 
face as a result of the imposition of this tax.

•	 Develop a strategy for minimizing the potential impact of the 
new excise tax, both in terms of current and deferred com-
pensation arrangements already in place as well as those that 
will be offered to future employees.

•	 Code Section 457(b) plans should be considered. If not 
already doing so, consider whether Code Section 457(b) 
plans should be implemented or whether existing plans could 
be better maximized for key executives. In addition, subject 
to further guidance on this issue, tax-exempt organizations 
should examine whether a distribution from a nongovern-
mental Code Section 457(b) plan could impose unexpected 
liability by causing a covered employee’s annual remunera-
tion to exceed $1 million for purposes of Code Section 4960. 
Accordingly, sponsors of nongovernmental Code Section 
457(b) plans may wish to review participants’ distribution 
options under these plans and whether it may be beneficial, 
or permissible, to modify the distribution options permitted 
under such plans.

•	 Consider the role of qualified retirement plans, including 
Code Section 403(b) plans, in the organization’s compensa-
tion and benefits structure, and how such plans could be 



BENEFITS LAW JOURNAL	 41� VOL. 31, NO. 2, SUMMER 2018

Taxing Times for Tax-Exempt Organizations

better utilized in light of the excise tax imposed by Code 
Section 4960.

•	 Determine when any nonqualified deferred compensation 
will vest and become taxable under Code Section 457(f), 
and, thus, potentially be subject to the excise tax under Code 
Section 4960. If large amounts will become taxable in spe-
cific years, review the applicable agreements and consider 
whether any amendments to such agreements would be per-
mitted or beneficial (for example, in certain circumstances 
amending vesting schedules may be possible).

•	 Monitor any future guidance with respect to Code Section 
4960. Code Section 4960 states that “the Secretary shall 
prescribe such regulations as may be necessary to prevent 
avoidance of the tax under this section. …”39 Tax-exempt 
organizations should be mindful of this provision when con-
sidering the structure of their compensation packages.

There will be many variables for each tax-exempt organization to 
evaluate when considering the effect of the new excise tax imposed 
by Code Section 4960. Prior to the enactment of the Tax Act, executive 
compensation packages paid by tax-exempt organizations required 
careful planning and structuring. On top of the challenges faced by 
tax-exempt organizations prior to the enactment of the Tax Act, Code 
Section 4960 imposes a new set of challenges for tax-exempt orga-
nizations, on top of the challenges they faced prior to the enactment 
of the new law that will require even more careful analysis on the 
structuring of compensation practices and employee benefit plans 
and programs.

NOTES

1.  https://www.irs.gov/pub/irs-utl/2017-2018_pgp_2nd_quarter_update.pdf.

2.  These sanctions apply to organizations described in Code §§ 501(c)(3), 501(c)(4), or 
501(c)(29) and are exempt from tax under Code § 501(a), or an organization that fits 
such description during a 5-year lookback period. See Code § 4958(e) and Treasury 
Regulation § 53.4958-2.

3.  Code § 4958(a)(1).

4.  Code § 4958(b).

5.  Code § 4958(a)(2) and Treasury Regulation § 54.4958-1(d).

6.  Code § 4958(f)(1) and Treasury Regulation § 54.4958-3.
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7.  After May 6, 1986, state and local governments generally are not eligible to adopt 
Code § 401(k) plans except for rural cooperatives and Indian tribal entities. Under 
grandfather provisions, plans established prior to that date may continue to operate 
and add new participants. See Treasury Regulation § 1.401(k)-1(e)(4). 

8.  A Code § 457(b) plan is a special type of employer-sponsored retirement plan that 
many tax-exempt and governmental organizations can establish for their employees. 
However, there are different rules for Code § 457(b) plans maintained by nongovern-
mental tax-exempt organization compared with those established by governmental 
entities. Although the former must generally be structured as a “top-hat plan” avail-
able to only a select group of employees to avoid certain requirements under the 
Employee Retirement Security Act of 1974, as amended (ERISA), the latter do not need 
to be limited to the top-hat group because they are exempt from ERISA. This article 
will not focus on the special rules applicable to § Section 457(b) plans sponsored by 
governmental employers.

9.  Code § 457(d).

10.  Code § 457(a)(1). This refers to federal income and generally state income tax-
ation. However, amounts deferred under a Code Section 457(b) plan is generally 
required to be taken into account for purposes of FICA and FUTA employment taxes 
as of the later of when the services are performed or when there is no substantial risk 
of forfeiture of the rights to such amount. Thus, to the extent a Code Section 457(b) 
plan provides that annual deferrals are immediately vested, the annual deferrals are 
subject to FICA and FUTA employment taxes at the time of deferral. See Code §§ 
3121(a)(5), 3121(v), 3306(b)(5) and 3306(r); Treasury Regulation §§ 31.3121(v)(2)-1(a) 
and 31.3306(r)(2)-1(a). 

11.  Code § 457(d)(2) and Treasury Regulation § 1.457-6(d).

12.  Code § 457(f)(1).

13.  Proposed Treasury Regulation § 1.457-12(d)(2).

14.  Proposed Treasury Regulation §§ 1.457-11(c)(1) and 1.457-11(d).

15.  Code § 457(e)(11)(A)(1) and Proposed Treasury Regulation § 1.457-11(e).

16.  Code § 457(e)(11)(A)(1) and Proposed Treasury Regulation § 1.457-11(f).

17.  Code § 457(e)(11)(A)(1) and Proposed Treasury Regulation § 1.457-11(e).

18.  Code § 4960(a).

19.  Code Section 4960(c)(1).

20.  See generally Rev. Rul. 71-131, Rev. Rul. 71-132, Estate of Shamberg, 3 T.C. 131 
(1944), and State of Michican v. United States, 40 F. 3d 817 (6th Cir. 1994).

21.  Code § 4960(c)(2).

22.  Code § 4960(d).

23.  Code § 4960(c)(4).

24.  Code § 4960(c)(3)(A).

25.  Code § 3401(a).

26.  Code § 4960(c)(5)(C)(ii).

27.  Code § 4960(c)(3)(A).
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29.  Joint Explanatory Statement of the Committee of Conference under the Tax Act, 
p. 349.

30.  Code § 4960(c)(4)(A).

31.  Code § 4960(c)(5)(B).

32.  Code § 4960(c)((4)(C).

33.  Code § 4960(d).

34.  Code § 4960(a)(2).

35.  Code § § 4960(a)(2) and 4960(c)(5)(A) and (B).

36.  Code § 4960(c)(5)(A).

37.  Code § 4960(c)(5)(D) and Treasury Regulation § 1.280G-1, Q/A-34.

38.  Code § 4960(c)(5)(C).

39.  Code § 4960(d).
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How the Tax Cuts and Jobs Act Affects 
Employee Benefits and Executive 

Compensation

Jack M. Amaro

On December 22, 2017, President Trump signed the Tax Cuts and 
Jobs Act (TCJA or the Act) into law.1 While the new law seeks to cre-
ate more jobs and to provide workers with more take home pay as 
a corollary of imposing fairer taxes,2 collapsing tax brackets3 and 
providing the average middle-income family with higher tax cuts,4 
the Act also tweaks certain existing tax-advantage benefits provi-
sions. These limited changes apply to a select number of individu-
als and create certain economic effects.

This article first focuses on the changes that the TCJA made to 
provisions governing retirement plans, then discusses how the 
TCJA attacks the central component of the Patient Protection and 
Affordable Care Act (ACA): the individual mandate. The final 
section examines the changes made to deferred compensation 
arrangements for company executives, which are typically used to 
attract and retain high-level talent at the executive level.

CHANGES TO RETIREMENT BENEFITS

Although the TCJA made relatively few changes to employee retire-
ment benefits, the changes may prove significant to those affected by 
them. The changes described in this section are generally effective for 
the tax years beginning after December 31, 2017. First, the Act pro-
vides relief to qualified plan participants with outstanding plan loans 
“at the time of a distribution arising due to a termination of employ-
ment.”5 Instead of a 60-day deadline to roll over the offset amount 
into a qualified account before incurring tax liability, the TCJA extends 
this deadline beyond the usual 60-day due date to mitigate its some-
times harsh effects.6 Second, the Act limits the ability to recharacterize 
Roth contributions once made. Finally, because casualty losses may 
only be deducted on account of a federally declared disaster,7 the Act 
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may have imposed some inadvertent hurdles on hardship distributions 
from qualified plans.

Extended Rollover Period for Qualified Plan  
Loan Amounts

Under both the prior law and the TCJA, participants could take loans 
from qualified plans that satisfy the requirements of Section 401(a), from 
annuity plans that satisfy the requirements of Sections 403(a) or 403(b), 
and from governmental plans.8 Although the Employee Retirement 
Income Security Act (ERISA) does not require retirement plans to offer 
plan loans, for those that do, taking a loan means that participants bor-
row money from themselves and gradually pay themselves back over 
time.9 A number of limitations govern, inter alia, the amount of a loan, 
its funding, and the amount of time to repay the loan.10

When an employee takes a loan from a qualified retirement plan, 
the plan administrator uses a formula to determine the amount to 
be withheld from the employee’s paycheck to repay the loan.11 If, 
for some reason, the plan or employment is terminated while the 
employee has an outstanding plan loan, the employee must either 
repay the loan or contribute the outstanding balance to an individual 
retirement account (IRA) to avoid a taxable distribution.12 Prior to the 
TCJA, the employee had 60 days from the date of termination to act. 
The new law extends the due date for repayment or contribution to 
an IRA to the due date of the employee’s tax return for that year plus 
extensions.13 By granting individuals more time to roll over funds, the 
Act attempts to mitigate the sometimes harsh effects that result follow-
ing termination from employment with an outstanding plan loan.

Recharacterizing Contributions to Roth IRAs

Generally, a participant may make monetary contributions into a 
Roth IRA in one of the several ways: directly, as a rollover, or by con-
version.14 To contribute money directly into a Roth IRA, an individual 
makes annual payments to the account, subject to some limitations.15 
An individual may also roll funds over into a Roth IRA from another 
qualified account, such as a 401(k) or 403(b) plan, subject to limita-
tions if, for example, an individual is still working.16 Finally, an individ-
ual may convert a Roth IRA to a traditional IRA.17 Doing so, however, 
results in a taxable event where “any untaxed amounts that are … 
transferred to the Roth IRA are subject to income taxation.” Thus, an 
individual who opts to convert his or her traditional IRA or to transfer 
funds from a qualified plan into a Roth IRA could do so in an attempt 
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to leverage a potentially favorable tax result, so long as the conversion 
or transfer occurred prior to the end of the calendar year in the taxable 
year for which the income is to be included (e.g., by December 31, 
2017, for the income to be included in 2017).

Prior to the TCJA, a participant could undo a conversion.18 In other 
words, an individual could convert his or her traditional IRA into a 
Roth IRA, assess what his or her tax liability would be, then “undo” the 
transaction by “recharacterizing” the Roth conversion and having the 
converted money sent back to the original IRA or account.19 Taxpayers 
took advantage of this procedure when the Roth conversion resulted 
in unfavorable tax consequences. Under the old law, a participant 
could elect a recharacterization until the taxpayer’s return date plus 
extensions, effectively ignoring the contribution to the first IRA.

Beginning January 1, 2018, a traditional IRA or qualified plan con-
verted into a Roth IRA cannot be undone.20 However, under a short 
grace period, any Roth conversion made in 2017 may still be rechar-
acterized if the recharacterization is made before October 15, 2018.21 
Practically, taxpayers must now assess potentially unfavorable tax 
consequences as they consider converting. The new law should not 
deter conversions entirely, though. Sophisticated taxpayers may seek 
the help of professionals to calculate the potential tax consequences, 
unless doing so would cost more than any estimated tax savings.

Inadvertent Narrowing of Circumstances  
for Hardship Withdrawals

Prior to the TCJA, taxpayers could claim a deduction for casualty 
losses to, say, the taxpayer’s home resulting from any “fire, storm, … or 
other casualty,” so long as the loss was not otherwise compensated for.22 
For taxable years 2018 to 2025, however, a casualty loss is only deduct-
ible under Section 165 to the extent [the casualty loss] is attributable to a 
federally declared disaster.23 This added language could indirectly affect 
whether some 401(k) plans permit a hardship withdrawal.24

To qualify for a hardship distribution in the first place, the distri-
bution must meet an “immediate and heavy financial need” and the 
amount must be “necessary to satisfy the financial need.”25 Often, with-
drawals that satisfy the “immediate and heavy financial need” require-
ment cover expenses for the repair of damage to a plan participant’s 
principal residence.26 When plan language, however, specifically cross 
references Section 165 of the Internal Revenue Code (the Code), “per-
mitting a withdrawal for expenses that result from an isolated incident 
[i.e. not from a [f]ederally declared disaster] could now be contrary to 
the plan’s terms,” even if the withdrawal would have covered expenses 
incurred as a result of a fire or thunderstorm.
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Congress may not have intended that changes to the Code affect 
hardship distributions, and the Internal Revenue Service (IRS) may 
issue guidance obviating the need to impose the federally declared 
disaster requirement in the hardship context. Until then, plan spon-
sors must administer their plans in accordance with the plan terms. 
Alternatively, plan sponsors may need to amend plan documents to 
eliminate the cross reference to the Code and, thus, to avoid risking 
improper distributions.

CHANGES TO WELFARE(ISH) BENEFITS

In 2010, the Obama Administration enacted the ACA27 because mil-
lions of Americans lacked health insurance, yet still actively consumed 
millions of dollars in health care services for which they did not pay.28 
Beginning in 2019, individuals will no longer face a penalty for elect-
ing not to purchase the minimum coverage required under the ACA.29 
Although some studies suggest that many Americans will continue 
to purchase insurance, eliminating the penalty for the mandate may 
influence the insurance markets before the zero penalty even takes 
effect. This section describes the ACA’s individual mandate and specu-
lates about the Act’s fate after the TCJA eliminated the tax penalty 
imposed for failing to comply with the individual mandate.

The Individual Mandate

As the touchstone of the ACA, the individual mandate aims to “increase 
the number of Americans covered by health insurance” and thereby 
“decrease the cost of health care.”30 The individual mandate provision 
requires most Americans to maintain “minimum essential” health cover-
age.31 Although the Act exempts some individuals from purchasing the 
required coverage,32 those not exempt faced a “[s]hared responsibility 
payment” for failing to purchase insurance.33 The Act characterized this 
payment as a penalty, “calculated as a percentage of household income, 
subject to a floor based on a specified dollar amount and a ceiling based 
on the average annual premium the individual would have to pay for 
qualifying private health insurance.”34 The Act provided that an indi-
vidual pay the penalty to the IRS with the individual’s taxes.35

At the time the ACA passed, most experts generally agreed that, 
without the individual mandate, the ACA would crumble.36 Thus, the 
ACA’s critics challenged Congress’s authority to impose, inter alia, 
the individual mandate, arguing that it exceeded Congress’s enumer-
ated power under the Commerce Clause,37 the Necessary and Proper 
Clause,38 and the Taxing and Spending Clause39 of the United States 
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Constitution.40 The Supreme Court ultimately upheld the minimum 
coverage provision, not under the Commerce Clause but rather as a 
valid exercise of Congress’s power “to lay and collect taxes.”41

To reach this conclusion, Justice Roberts and the majority of justices 
who signed on to this portion of his opinion recognized that statu-
tory text may have multiple meanings. As a general rule, the Court 
observed, where one interpretation of the statute would violate the 
Constitution but the other would not, the Court should adopt the 
constitutionally valid interpretation.42 So, despite reading the mandate 
“most naturally” as a command to purchase insurance, the Court need 
only ask whether it was “fairly possible” to instead read the man-
date as imposing a tax on those without insurance.43 In doing so, 
the Court took a functional approach,44 looking not at how Congress 
“designat[ed]” the mandate, but at its “substance and application.”45 
Even though the mandate “seek[s] to influence conduct” by imposing a 
penalty,46 the penalty is not a penalty in the strict sense of the word.47 
Rather, because the penalty “generates at least some revenue for the 
Government,” it has “the essential feature of any tax.”48 Therefore, the 
Court held that the individual mandate could reasonably be charac-
terized as a tax and, thus, a constitutional exercise of congressional 
authority.49

Eliminating the Penalty and Resulting Economic Effects

Rather than repealing the individual mandate, the TCJA eliminated 
the penalty for failing to purchase and maintain the minimum required 
coverage.50 Consequently, nonexempt individuals may now elect not 
to purchase any health insurance coverage, knowing that they will 
incur no tax penalty.51 Thus, the individual mandate is effectively no 
longer a tax because it generates no revenue for the government.

As a practical matter, however, an individual’s goals in purchasing 
or declining to purchase health insurance vary. As both medical care 
and the cost of treatment increase, individuals who purchase health 
insurance must bear only some of the associated costs.52 Insured 
individuals also seek routine preventive care in hopes to avoid high 
medical costs in future years. People who purchase health insurance 
understand and accept that paying insurance premiums pools risk to 
help others, and that one day they may benefit from that pooling.

However, some people wait until they get sick before purchasing 
health insurance, although doing so presents its own risks. First, health 
insurance can be purchased only during “open enrollment,”53 if one 
were to get sick at an inopportune time, he or she may have to wait 
until the next open enrollment to buy insurance. Second, health insur-
ance does not typically take effect until a waiting period ends. Third, 



BENEFITS LAW JOURNAL	 49� VOL. 31, NO. 2, SUMMER 2018

How the Tax Cuts and Jobs Act Affects Employee Benefits

as a basic principle of economics, the price of coverage generally 
increases when fewer people buy into the health insurance market 
because the associated costs are spread among fewer people.

By mandating that individuals purchase a minimum level of cover-
age, the ACA tried to combat increasing costs associated with purchas-
ing health insurance. In November 2017, after the Trump Administration 
released its tax proposal, the Congressional Budget Office (CBO) and 
the Joint Committee on Taxation ( JCT) opined that repealing the indi-
vidual mandate (or, alternatively, eliminating the associated penalty) 
could have both positive and negative effects on the economy going 
forward. Although it is difficult to predict with certainty, the CBO esti-
mated that eliminating the tax penalty associated with the mandate 
would gradually reduce federal budget deficits by up to $338 billion 
between 2018 and 2027.54

Is This the End for the ACA?

Now that the individual mandate contains nothing but an empty 
threat, 20 states filed a lawsuit asking the Supreme Court to declare 
the ACA unconstitutional in its entirety and to enjoin its enforcement.55 
The states argue that the Court’s reasoning in National Federation of 
Independent Business (NFIB) v. Sebelius,56 upholding the validity of 
individual mandate as a tax, can no longer support its conclusion 
because the tax penalty no longer has “the essential feature of any tax” 
(i.e., it will raise zero dollars in revenue staring in 2019).57 As such, the 
states contend that the Court’s saving interpretation in NFIB can no 
longer be applied, and the ACA—or, at the very least, the individual 
mandate—is, therefore, unconstitutional.58

Can the ACA survive without the individual mandate provision?59 
The states argue that if the individual mandate is unconstitutional so 
too is the ACA, because Congress made clear that health insurance 
markets would not function properly—or, for that matter, even be 
effective—absent the requirement that individuals buy health insur-
ance.60 Even the Supreme Court opined in NFIB: “[T]he guaranteed 
issue and community rating requirements would not work without 
[Section 5000A].”61 Thus, the states conclude that, since “the remainder 
of ACA does not ‘function in a manner consistent with the intent of 
Congress,’ the whole [ACA] must fall with the mandate.”62

When arguing NFIB, the government also submitted that Section 
5000A (the individual mandate) “is integral to the Affordable Care 
Act’s insurance reforms” and “necessary to make effective the [ACA]’s 
core.”63 Congress also made this “finding” in the ACA itself: “[T]he  
[f]ederal [g]overnment has a significant role in regulating health insur-
ance. The requirement [that individuals purchase health insurance] is 
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an essential part of this larger regulation of economic activity, and the 
absence of the requirement would undercut [f]ederal regulation of 
the health insurance market.”64 Under the ACA’s approach, it would 
be impossible to control the cost of health care unless everyone is 
forced to buy insurance. Interestingly, though, even in the absence 
of a penalty for failing to purchase insurance, the CBO estimates that 
people will still purchase insurance “because of a willingness to com-
ply with the law.”65 Nonetheless, the cost of health insurance is likely 
to increase as scofflaws stop purchasing it.

CHANGES TO DEFERRED COMPENSATION FOR 
EXECUTIVES

Finally, the Act makes some far-reaching changes to provisions 
implicating trade or business expenses, including excessive employee 
remuneration. It also alters the tax treatment of certain qualified equity 
grants. This section discusses those changes in detail. In some ways, 
the TCJA makes it more difficult for corporations to structure their 
executive compensation packages on an equity-based system. Instead, 
because they will no longer be able to deduct compensation in excess 
of $1 million, corporations may begin raising executive salaries and 
eliminating performance-based incentives.66 In addition, the Act allows 
certain individuals to delay the tax consequences of receiving quali-
fied stock options and restricted stock units (RSUs) for up to 5 years.67

Excessive Employee Remuneration

Generally, Section 162(m) of the Code prohibits a publicly held cor-
poration from deducting compensation paid to “covered employee[s]” in 
excess of $1 million.68 Prior to the TCJA, an exception existed whereby 
corporations could claim a deduction for qualified performance-based 
compensation or compensation payable on a commission basis.69 To do 
so, corporations had to satisfy several criteria to ensure that incentive com-
pensation arrangements were “solely conditioned on the achievement of 
performance criteria established and certified by a duly constituted com-
pensation committee and approved by company shareholders.”70 The 
TCJA expands the previous definition of “covered employee” and elimi-
nates the performance-based compensation exceptions.71

Expanding “Covered Employee”

A covered employee, for purposes of the TCJA, includes any indi-
vidual who (1) is a “principal executive officer or a principal financial 
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officer” during the taxable year; (2) is among the three “highest com-
pensated officers for the taxable year,” other than the principal execu-
tive officer and the principal financial officer; and (3) is already a 
“covered employee” for any taxable year after December 31, 2016.72 
Not only does the Act expand the definition of a covered employee 
but it also adheres to the principle that “once a covered employee, 
always a covered employee,”73 because “[r]emuneration shall not fail 
to be applicable employee remuneration merely because it is includ-
ible in the income of, or paid to, a person other than the covered 
employee, including after the death of the covered employee.”74

Practically, becoming a “covered employee” perpetually means that 
any individual who becomes a covered employee during 2018 will 
remain a covered employee even if he or she no longer qualifies as 
one of the three highest paid officers in a subsequent year, or even 
if he or she continues to be classified as a covered employee after 
his or her separation from service.75 One practitioner predicts that 
corporations may now take extra efforts to spread compensation and 
payments (severance pay, deferred compensation, or otherwise) over 
a period of years to avoid being subject to the deduction cap’s effect.

Eliminating Performance-Based Compensation Exception

Next, the TCJA eliminates a corporation’s ability to deduct qualified 
performance-based compensation and commissions, except under 
a narrow transition rule if the compensation is paid under a writ-
ten binding contract in effect on November 2, 2017.76 Because most 
compensation packages remain “skewed heavily in favor of perfor-
mance-based compensation,”77 corporations may push to implement 
non-equity-linked compensation, such as straight cash bonuses78 and 
profit interests.79

Some commentators, however, predict that the changes may not 
substantially affect the payment of performance-based compensation 
because “[o]bjectively administered performance-based compensa-
tion models have become an integral tool for structuring executive 
compensation arrangements.”80 Corporations will thus have a “freer 
hand” in pushing the incentive-pay system without bearing the burden 
of complying with the requirements that Section 162(m) previously 
imposed.

Expanding the Application of Section 162(m)  
to Foreign Entities

Section 162(m) also expands the definition of publicly held cor-
porations to include “any corporation which is an issuer ... (A) the 
securities of which are required to be registered under section 12 of 
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[the Securities and Exchange Act of 1934], or (B) that is required to file 
reports under section 15(d) of such Act.”81 As a result, many foreign 
entities publicly traded in the United States may no longer claim a 
deduction for compensation paid to covered employees in excess of 
$1 million.82

Qualified Equity Grants

A more employee-favorable provision in the TCJA allows certain 
individuals to elect to defer recognizing income on qualified stock 
options or RSUs.83 Prior to the Act, an employee who held nonstatu-
tory stock options or RSUs recognized income when the company 
transferred the underlying stock to him or her.84 Under the new Act, 
however, certain individuals may elect to defer recognizing income for 
up to 5 years.85

Conditions on Tax Deferral Elections

To successfully defer the realization of income under Section 83(i), 
an employer must transfer “qualified stock” to a “qualified employee,” 
who makes an election to defer, for up to 5 years, income that would 
have otherwise been recognized upon exercise. Employees who work 
at least 30 hours per week generally may make this election, so long 
as the employee makes the election no more than 30 days after he or 
she exercises the option or the RSU vests.86 However, an employee 
may recognize income before 5 years if:

1.	 The qualified stock becomes transferable;

2.	 An employee becomes an “excluded employee”;

3.	 Any stock of the corporation issuing the qualified stock becomes 
readily tradable on an established market; or

4.	 An employee revokes the deferral election.87

The employer’s stock becomes “qualified stock” if:

1.	 An employee receives the stock “in connection with the exercise 
of an option or in settlement of an RSU”;

2.	 The corporation grants the option or RSU “for the performance 
of services as an employee during a calendar year in which 
the corporation” (a) “did not have readily tradable stock on an 
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established market for any preceding year,” and (b) “had a writ-
ten plan under which at least 80 percent of all of the company’s 
employees in the [United States]” received stock options or RSUs 
“with the same rights and privileges to receive qualified stock”; 
and

3.	 The employee does not have a right to sell the stock to the cor-
poration at the time of the option exercise or RSU vesting.88

Reporting and Notice Requirements

In addition, the Act imposes reporting and notice requirements on 
corporations issuing stock. If a corporation has outstanding “deferral 
stock”89 at the beginning of a calendar year and it purchases any of its 
outstanding stock during that year, the corporation must include the 
total dollar amount of outstanding stock purchased on its tax return 
for that same year.90 Moreover, a corporation transferring qualified 
stock to a qualified employee must give the employee reasonable 
notice that the value of the stock would be includable in the employ-
ee’s gross income, unless he or she elected to defer the income under 
Section 83(i).91 If the employee makes the deferral election, the corpo-
ration must then notify the employee of how much income he or she 
will recognize at the end of the deferral period.

CONCLUSION

In summary, the TCJA did not substantially overhaul the existing 
rules related to employee benefits and executive compensation. The 
changes it did make, however, affect an identifiable subset of individu-
als. For retirement benefits, the Act eases the burden on individuals 
who lose their jobs while they have outstanding plan loans by allow-
ing them more time to repay the loans or to roll over the outstanding 
balances to IRAs. Additionally, when converting a traditional IRA to a 
Roth IRA, individuals must now make certain that doing so is in their 
best interest as they will no longer be able to undo such a conversion. 
Moreover, by limiting casualty loss deductions to those flowing from 
a federally declared disaster, Congress may have put an unexpected 
constraint on some individuals’ ability to take a hardship withdrawal 
from a 401(k) plan.

With respect to welfare benefits, the ACA’s fate is unknown. Several 
states brought suit in a Texas federal court seeking an injunction 
enjoining the enforcement of the individual mandate on the grounds 
that it no longer conforms to the savings construction afforded to it 
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by the Supreme Court. Because the mandate no longer generates any 
revenue for the government, the states argue, it cannot be character-
ized as a tax and, thus, is unconstitutional.

Finally, the TCJA eliminates the provision previously providing pub-
licly held corporations a deduction for excessive performance-based 
compensation; now employers may begin to structure compensation 
packages based on non-equity-linked criteria instead. The Act also 
creates new tax deferral options for certain qualified equity grants by 
private corporations, allowing individuals to defer recognizing income 
for up to 5 years.
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Internal Statutes of Limitation  
under ERISA

Barry L. Salkin

In light of the heightened frequency of 401(k) plan litigation, it 
is appropriate for plan sponsors to include favorable procedural 
rules as part of their claims procedures. One such rule is an inter-
nal statute of limitations, which the Supreme Court has held is per-
missible in an Employee Retirement Income Security Act (ERISA) 
plan so long as it is reasonable and there is no controlling statute 
to the contrary. As a best practice, notice of any internal statute of 
limitations should be provided.

In civil procedure class in law school, we learned that the line between 
substance and procedure is a fluid one, a teaching affirmed by the 

Supreme Court in Gasperini v. Center for Humanities, Inc.,1 when the 
Supreme Court confirmed the long-acknowledged observation that sub-
stance and procedure are inextricably intertwined. A rule that on its face 
regulates procedure may be intended to serve a substantive purpose.2 
Statutes of limitation, which establish the period within which a claim-
ant can bring an action,3 illustrate those general propositions. Although 
statutes of limitation are an affirmative defense on which a defendant 
bears the burden of proof,4 a statute of limitations also has substantive 
elements to it. Thus, one reason for the existence of statutes of limitation 
is that “just determinations of fact cannot be made when, because of 
the passage of time, the memories of witnesses have faded or evidence 
is lost.”5 Similarly, in Lozzano v. Montoya Alvarez, the Supreme Court 
stated that statutes of limitation “characteristically embody a policy of 
repose, designed to protect defendants,” and “foster the elimination of 
stale claims and certainty about a defendant’s potential liability.”6

ARE CONTRACTUAL LIMITATIONS PERIODS  
IN ERISA ACTIONS ENFORCEABLE?

In general, the ERISA does not provide a statutory limitations period 
for Section 502(a)(1)(B) claims, so courts generally apply the most 

Barry L. Salkin is Of Counsel at The Wagner Law group. He is a fellow of 
the American College of Employee Benefits Counsel, and is the author 
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BENEFITS LAW JOURNAL	 62� VOL. 31, NO. 2, SUMMER 2018

Internal Statutes of Limitation under ERISA

closely analogous statute of limitations under state law.7 However, a 
federal court will only borrow a state limitations period in the absence 
of a reasonable contractually agreed upon period.8 “An ERISA plan is 
nothing more than a contract, in which parties as a rule are free to 
include whatever limitations they desire.”9 Consequently, “there are 
two parts to the determination of whether a claimant’s ERISA action 
is timely filed … first whether the action is barred by the applicable 
statute of limitations and second whether the action is contractually 
barred by the limitations provision in the policy.”10

The leading case in this area is Heimeshoff v. Hartford Life & Accident 
Ins. Co.,11 in which the Supreme Court resolved a circuit split concern-
ing the enforceability of contractual limitations periods, reaffirming the 
doctrine first established in Order of United Commercial Travelers of 
America v. Wolfe12 and specifically holding that a contractual provision 
in an ERISA plan is enforceable even if the window for filing a legal 
claim opens before the plaintiff has completed the ERISA-mandated 
internal review process. (Note that although the text of ERISA does 
not require exhaustion, “the courts of appeal have uniformly required 
that participants exhaust internal review before bringing a claim for 
judicial review under ERISA Section 502.”)13 The Court announced its 
principal holding by stating that “absent a controlling statute to the 
contrary, a participant in a[n ERISA] plan may agree by contract to a 
particular limitation period, even one that starts to run before the cause 
of action accrues, as long as the period is reasonable.” The Supreme 
Court noted the importance of the time “in which to file suit” after 
the end of the ERISA internal review process in evaluating whether 
a limitations period is reasonable. The Court also indicated that a 
limitations provision would be unreasonably short where it leaves a 
claimant with little chance of bringing a claim not barred. The Court 
in Heimeshoff concluded that ERISA was not a controlling statute to 
the contrary, because it does not contain a relevant statute of limita-
tions14 or any language that prohibited the parties from choos[ing] 
a shorter [limitations] period by contract.”15 The decision contained 
some qualifying language. First, “if the administrator’s conduct causes 
a participant to miss the deadline for judicial review, waiver or estop-
pel may prevent the administrator from invoking the limitations provi-
sion as a defense.”16 For example, in Occidental Life Insurance Corp. 
of California v. EEOC,17 a case discussed in Heimeshoff, the Supreme 
Court did not enforce a one-year statute of limitations for Title VII 
employment discrimination actions, when the Equal Employment 
Opportunity Commission (EEOC) faced a backlog of 18 to 24 months. 
With respect to the doctrine of equitable estoppel as it applies to the 
affirmative defense of statute of limitations, the Court of Appeals for the 
Ninth Circuit explained in Lamantia v. Voluntary Plan Administrators, 
Inc.18 [a]s a general rule, a defendant will be estopped from setting up 
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a statute of limitations defense when its own prior representations or 
conduct have caused the plaintiff to run afoul of the statute and it is 
equitable to hold the defendant responsible for that result. Estoppel 
may apply not only against a party asserting a statutory statute of 
limitations but also against a party asserting a contractual limitations 
defense based on a specified time period in an ERISA … plan.”

Hughes v. Life Insurance Company of North America19 indicates the 
type of conduct by a defendant that allows a court to apply the equita-
ble estoppel doctrine. However, a plaintiff may not cite discrepancies 
between plan documents as justification for delay in filing suit when 
there is no evidence that plaintiff relied upon those discrepancies in 
deciding when to file suit.20 Similarly, a plaintiff could not be misled 
into a late filing by a document which she did not receive until many 
months after the deadline for filing the action had passed.21

Second, the Supreme Court indicated “to the extent the participant 
in an ERISA plan has diligently pursued both internal review and 
judicial review but was prevented from filing suit by extraordinary 
circumstances, equitable tolling may apply.”22 In a 2014 decision in the 
Southern District of New York, the court held that a plaintiff’s failure 
to consult the provisions of the plan within months after final denial of 
his long-term disability claim did not constitute extraordinary circum-
stances.23 Also in 2014, an Alabama district court held that a partici-
pant could not cite ignorance of the workings of a 3-year limitations 
provision when the plaintiff waited more than 3 years after accrual of 
his action under Section 502 of ERISA to file suit or to request the plan 
document at issue. 24 Another district court held that an appellant was 
not laboring under extraordinary circumstances where the time limit 
for plan participants to file a legal action and the manner in which the 
plan calculated time were set forth in the group policy.25

Although broad in application, equitable tolling can be defined nar-
rowly as “the doctrine that if a plaintiff files a suit in one court and 
then refiles in another, the statute of limitations does not run while 
the litigation is pending in the first court if various requirements are 
met.”26 Generally speaking, it is reserved for instances where a claim-
ant “has made a good faith error (e.g., brought suit in the wrong court) 
or has been prevented in some extraordinary way from filing [her] 
complaint in time.”27

IS THE CONTRACTUAL LIMITATIONS PERIOD 
REASONABLE?

Whether an internal statute of limitations is reasonable is generally 
fact specific, although the Court of Appeals for the Eleventh Circuit, in 
a pre-Heimeshoff case,28 set forth a three-part test:
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1.	 Was there a subterfuge to prevent lawsuits;

2.	 Was the limitations period commensurate with other provisions 
in the plan that are designed to process claims with dispatch; and

3.	 Was an ERISA-required internal appeals process completed.

However, although there is no question after Heimeshoff that con-
tractual limitations periods29 in ERISA actions are enforceable, regard-
less of state law, provided that they are reasonable,30 in some instances 
it will be unclear as to what the applicable internal limitations period 
under an ERISA plan is, or the manner in which it should be interpreted. 
The limitations period must be contained in the plan document itself. 
In Hughes v. Life Insurance Company of North America,31 the district 
court did not enforce a 180-day time limit for filing appeals contained 
in a benefits termination letter and indicated, without deciding, that 
in light of Cigna Corp. v. Amara,32 it was unlikely to enforce such a 
limitations even if it was contained in a summary plan description.

In St. Alexius Medical Center v. Roofers Unions Welfare Trust Fund,33 
in order to resolve the issue as to whether the complaint was timely 
filed, the district court needed to determine whether the historical 
plan or the summary plan description was the governing document. 
The historical plan contained a 2-year internal statute of limitations, 
which would have barred the action, while the summary plan descrip-
tion was silent, meaning that the applicable state law statute of  
limitations—in this case, Illinois’ 10-year statute of limitations—would 
apply. After careful review of the record, the district court concluded 
that the summary plan description was the governing document, so 
the plaintiff’s cause of action was not time-barred. In Bell v. Xerox 
Corp.,34 the contractual limitations period as defined under the plan 
did not apply to plaintiff’s cause of action, because clarification of 
future rights was not a denial of benefits. In Sandefur v. Iron Workers 
St. Louis District Council Pension Fund,35 defendant’s motion to dis-
miss on statute of limitations grounds was denied because the court 
could not determine whether the plan submitted to the court was 
the controlling document. In Perris Valley Community Hospital, LLC v.  
Southern California Pipe Trades,36 a case in which under the plan 
document it was unclear as to whether the applicable 2-year limita-
tions period began to run when a claim was initially denied or when 
an appeals committee subsequently denied an appeal, the ambiguity 
was read against the insurer and the claim was held to be timely. In 
Mogck v. Unum Life Insurance Company of America37 and Nelson v. 
Standard Insurance Company,38 statute of limitations defenses were 
unsuccessful because the courts could not determine the commence-
ment date of the internal statute of limitations. However, attempts 
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to read a contractual limitations period narrowly to avoid having an 
action time-barred are frequently rejected. Thus, there is no case sug-
gesting that the phrase “proof of loss” is ambiguous because it is unde-
fined;39 there is no distinction between an action based on a denial of 
benefits and an action challenging the amount of benefits;40 no case 
holds that a different statute of limitations applies to an estate,41 nor is 
there any distinction between a limitations period in the health care 
context and a limitations period in the disability context.42

With respect to reasonableness challenges, except in those instances in 
which the limitations period ended before the claim could have accrued43 
or the appeals process was so protracted that the claimant was unable 
to file suit within the contractual period, such challenges are generally 
dismissed summarily. Hansen v. Aetna Health and Life Ins. Co. is an illus-
trative case. As the district court explained: “Defendants propose that this 
court construe the imposition of a contractual two-year suit limitation 
period against plaintiff as reasonable, despite the fact that Aetna’s inter-
nal review process of plaintiff’s claims has consumed the entire period. 
Enforcement of a two-year suit limitation in this case, after plaintiff has 
diligently pursued her appeal rights in a protracted internal review pro-
cess would render that provision unreasonable in practical terms.” 44

On occasion a court will seek to cabin its decision. For example, 
in Northlake Regional Medical Center v. Waffle House Sys. Employee 
Benefit Plan, the Court of Appeals for the Eleventh Circuit approved a 
90-day period as reasonable, but cautioned that such a provision may 
not always be reasonable or that a still shorter period will ever be rea-
sonable.45 Thus, courts have routinely held as reasonable 3-year peri-
ods running from the deadline for filing proof of loss,46 and shorter 
periods have also been upheld as reasonable.47 However, otherwise 
applicable doctrines applicable to statute of limitations matters, such 
as the relation back doctrine, remain in effect.48

Note that it may not be necessary for the period within which to file 
a claim to have completely expired for an internal statute of limitations 
to be held unreasonable. Thus, in a case in which the internal statute 
of limitations was the earlier of 2 years from the date that the expense 
was incurred or 1 year from the date that a completed claim is filed, 
whichever occurs first, the Fifth Circuit implied that a contractual limi-
tations period that as applied provided a claimant only 35 days within 
which to file suit is unreasonable.49

IS THE INTERNAL STATUTE OF LIMITATIONS  
A CONTROLLING STATUTE?

With respect to the second limitation on internal statutes of limita-
tions, a statute of limitations is a controlling statute to the contrary 
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only if it specifically targets the type of action at issue.50 Caldwell v. 
Standard Insurance Company51 indicates when a law is a control-
ling statute to the contrary and the type of analysis that a court must 
conduct to reach that conclusion. The policy in that case contained a 
standard provision providing that no action could be filed more than 
3 years after the earlier of the date the insurer received proof of loss 
or the time within which proof of loss was required to be given. The 
policy also contained a time limit for filing proof of loss—90 days 
after the end of the benefit waiting period, which under the policy 
was a 90-day period. Caldwell’s disability began on January 4, 2011; 
180 days from that date—i.e., 90 days after the expiration of the ben-
efit waiting period—was July 3, 2011. Therefore, under the policy, 
the time period for filing a suit ended July 3, 2014. Caldwell filed suit 
on August 29, 2014, almost 2 months after the contractual limitations 
period had expired. However, the defendant did not deny her claim 
for disability benefits until almost 24 months had expired, when the 
definition under the policy changed from “your occupation” to “any 
occupation.”

Caldwell timely appealed that denial, and Standard denied her 
appeals on September 23, 2013, and December 5, 2013. Caldwell argued 
that the policy limitation was unenforceable under West Virginia Code 
33-6-14, which prohibits the parties from agreeing to a limitation, such 
as the one set forth in the policy, which sets the deadline for filing suit 
less than two years after the cause of action accrued. The policy limi-
tation and the West Virginia statute were not inherently incompatible, 
because a claimant’s receipt of a formal denial letter could provide 
a claimant with more than 2 years to file a legal action; however, in 
Caldwell’s circumstances, application of the policy would be incon-
sistent with the West Virginia statute. In agreeing with Caldwell that 
the contractual provision, as applied, violated West Virginia law, the 
district court first concluded that “absent the applicability of other doc-
trines, neither the language nor reasoning of Heimeshoff prevents the 
application of 33-6-14 simply because it is a state statute.” It then held 
that the West Virginia statute was not subject to ERISA preemption 
because of the savings clause. Finally, the court rejected appellee’s 
argument that the policy statute of limitations was exactly the same 
3-year statute of limitations under another section of the West Virginia 
insurance law. The Court explained that “[t]he timeframe imposed by 
the required provision from 33-15-4(k) (which is virtually identical  
to the limitation contained in the policy) is not automatically voided 
by the statutory floor provision imposed by 33-6-14. It is possible for a 
deadline set by 33-15-4(k) to fall more than two years after a plaintiff’s 
legal cause of action accrues and, in such a case, that deadline will be 
undisturbed by 33-6-14. But when as here the deadline falls less than 
two years after a plaintiff’s cause of action accrues, 33-6-14 applies, 
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and nothing in the language of 33-15-4(k) prohibits such application.” 
As a result, appellant’s action was not time-barred.

In Mulholland v. MasterCard World Wide,52 the applicable long-
term disability plan provided that legal action of any kind could not 
be brought more than three years after proof of disability was required 
to be filed “unless the law in the state where [the plan participant] 
live[s] allows a longer period of time.” The district court determined 
that the action was time-barred under Heimeshoff,53 but the Court of 
Appeals for the Eighth Circuit reversed. The appeals court found that 
the district court had overlooked the critical distinction between the 
contractual provision in the instant case and the contractual provision 
addressed in Heimeshoff. The court explained that “the provision in 
Heimeshoff did not contain the additional language allowing a par-
ticipant to file suit beyond three years if the law of the state provided 
for a longer period, and thus we conclude that the instant suit was 
not time-barred.”54 In Halpern v. Blue Cross Blue Shield of New York,55 
the district court held a New York state statute regulating insurance to 
be a controlling statute to the contrary. In Carey v. United of Omaha 
Life Ins. Co.,56 Section 40350.11 of the California Insurance Law, which 
requires that a statute of limitation be at least 3 years from proof of 
loss, was a controlling statute to the contrary with respect to a policy 
provision providing a contractual limitation of 2 years from the date 
proof of loss is due.

Munro-Kienstra v. Carpenters Health and Welfare Trust Fund of  
St. Louis illustrates the type of analysis a court applies in determining 
that a state statute is not a controlling statute to the contrary. In that 
case, the plan specified that any civil action for wrongful denial of 
benefits under ERISA Section 502(a) must be brought within 2 years 
of the final date of denial. Appellant brought her claim almost two-
and-a-half years after she learned that her claim had been denied. 
Appellant argued in the district court that the plan’s contractual 2-year 
statute of limitations was invalid because the plan’s rules of construc-
tion stated that its terms should be read to comply with Missouri law, 
under which a 10-year statute of limitations governed ERISA claims.57 
The district court agreed, and the Eighth Circuit affirmed. Munro-
Kienstra’s argument was based on the plan’s governing law section, 
which provided that the plan would be construed in accordance with 
the Internal Revenue Code and ERISA, and secondly in accordance 
with the laws of the State of Missouri. The court of appeals found this 
argument unpersuasive. The court indicated that there was no conflict 
between Missouri law and the contractual provision. State law does 
not “apply of its own force to a suit based on federal law-especially 
a suit under ERISA, with its comprehensive preemption provision.”58 
Appellant next argued that even if Missouri’s 10-year statute of limita-
tions did not apply of its own accord, Missouri Revised Statutes Section 
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431.030, which prohibits parties from shortening the limitations period 
for enforcing a contract, is a controlling statute to the contrary that 
prevents enforcement of the plan’s two-year internal statute of limita-
tions. Again, the Eighth Circuit disagreed. It explained that although 
parties may specifically choose to incorporate state law when drafting 
the substantive terms of the plan setting forth the time limits for bring-
ing claims,59 they may not broadly “contract to choose state law as the 
governing law of an ERISA-governed benefit plan.”60 As a result, the 
plan’s rule of construction did not specifically incorporate the Missouri 
statute that prohibits shortening the limitations period for enforcing a 
contract. Rather, Munro-Kienstra had to establish that the Missouri stat-
ute was not preempted by ERISA. Because the plan was self-funded, 
appellant was unable to establish that the Missouri statute would not 
be preempted. (Munro-Kienstra also argued that the savings clause 
applicable to multiple employer welfare arrangements should apply, 
but that argument was rejected because that savings clause does not 
apply where plans are maintained pursuant to collective bargaining 
agreements, which appellant acknowledged that the record estab-
lished.) In other instances, assertions that a controlling statute to the 
contrary applied have been rejected because on its face the statute 
was inapplicable to the challenged provision.61

From a procedural perspective, the reasonableness of a contractual 
limitations period is properly considered by a court at the motion to 
dismiss stage.62 Under Rule 8(c) of the Federal Rules of Civil Procedure 
(FRCP), a party must ordinarily raise such affirmative defenses as the 
statute of limitations at the pleading stage,63 although there is ample 
authority that an affirmative defense raised for the first time in a sum-
mary judgment motion proceeding is sufficient notice.64 Although 
a dismissal under FRCP 12(b)(6) is irregular, because the statute of 
limitations is an affirmative defense,65 a motion to dismiss on such 
grounds should be granted “where the allegations of the complaint 
itself set forth everything necessary to satisfy the affirmative defense.”66 
Furthermore, the application of a statute of limitations in an ERISA 
case is a question of law that a court of appeals reviews de novo.67

IS NOTICE OF LIMITATIONS PERIOD REQUIRED?

There is a split of authority among the circuits, and in some instances 
within a circuit,68 as to whether notice of the contractual limitations 
period must be included in a denial letter to plan participants under 
the Department of Labor’s (DOL’s) claims review procedures. The 
First Circuit,69 Third Circuit,70 and Sixth Circuit71 have all held that 
the DOL regulations require denial letters to include the contractual 
limitations period for filing an ERISA claim, while the Ninth Circuit,72 
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Tenth Circuit,73 and Eleventh Circuit74 have concluded to the contrary, 
concluding that the initial denial letters are only required to include 
time limits applicable to internal review procedures.

The split among the circuits results from the lack of precision 
regarding the relationship between two sections of the claims pro-
cedure regulations: 29 C.F.R. Section 2560.503-1(g)(1)(iv) requires a 
benefit determination to include, among other things, “a description 
of the plan’s review procedures and the time limits applicable to such 
procedures, including a statement of the claimant’s rights to bring 
a civil action under Section 502(a) of the Act following an adverse 
benefit determination on review.” Another section of those regula-
tions, 29 C.F.R. 2560.503-1(j)(4), requires a benefit determination on 
review to include, among other things, “a statement describing any 
voluntary appeal procedure offered by the plan and the claimant’s 
right to obtain the information about such procedures described in 
paragraph (c)(3)(iv) of this section, and a statement of the claimant’s 
right to bring an action under Section 502(a) of the Act.” Thus, as the 
district court stated in Fontenot v. Intel Corp. Long Term Disability 
Plan,75 “irrespective of ERISA’s other requirements, the governing 
regulation, 29 C.F.R. Section 2560. 503-1(j) plainly does not require 
plan administrators to state the contractual limitations period in final 
denial letters.”76

As the Court of Appeals for the Eleventh Circuit explained in Wilson 
v. Standard Ins. Co., DOL Regulation Section 2560.503-1(g)(1)(iv) “can 
also be reasonably read to mean that notice must be given of the time 
limits applicable to the plan’s review procedures, and the letter must 
also inform the claimant of her right to bring a civil action without 
requiring notice of the time period for doing so.”77 Michael C.D. and 
Michael D. v. United Health Care78 indicates why some courts believe 
that, “although providing time limits in denial letters for bringing a 
civil action under the ERISA statute may be a good idea and may be 
helpful to the claimant,” a denial letter is not required under DOL 
regulations to disclose the contractual limitations period in the initial 
denial letter:

As the last step in the administrative process, the final denial let-
ters permit a claimant to pursue his or her claim in federal court 
for the first time. Therefore, the limits and procedures applicable 
to the claim in federal court are most relevant to the claimant 
at the time of receiving a final denial letter. But the regulations 
do not require time limits to be disclosed in final denial let-
ters. Requiring time limits for federal court proceedings to be 
included in initial denial letters, where they are less relevant, but 
not in final denial letters, where they are the most relevant, is 
counterintuitive.
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However, while it may not be required under DOL regulations, 
there would seem no good reason not to disclose to plan participants, 
if not in both the initial denial letter and the final denial letter. A sum-
mary plan description should also inform participants of a contractual 
statute of limitations.

CONCLUSION

Contractual limitation periods are a useful feature to include as 
part of plan administration, not so much from an adversarial perspec-
tive of eliminating meritorious participant claims but rather to require 
plan participants to address any issues that they may have in a timely 
manner, so that a resolution might be more easily accomplished. Plan 
sponsors have a great deal of flexibility in selecting a contractual limi-
tations periods for all types of ERISA plans, and, except where there 
is a controlling statute to the contrary, determined after an ERISA pre-
emption analysis, such internal statutes of limitation will withstand 
judicial challenge.
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Has the Qualified Transportation 
Benefit Offering Crashed?

Karen R. McLeese

This column reviews the effect of the Tax Cuts and Jobs Act 
(TCJA; Pub. L. No. 115-97)1 on employer-provided transportation 

benefits.

Background

For several years, tax-favored status has been available to the 
employer and employee for a qualified transportation program offered 
in accordance with Code Section 132(f).2 A qualified transportation 
program is a program that can be funded through direct employer 
contribution, reimbursement, or salary reduction.

The types of transportation expenses available include van pool-
ing, mass transit fares, and qualified parking.3 The qualified bicycle 
commuter benefit4 is only available if it is funded with employer dol-
lars, as more fully described below. The limitations on transporta-
tion expenses under a qualified transportation program are subject 
to indexing; the monthly indexed limits for 20185 for commuter high-
way vehicle (van pooling), any transit pass, and any qualified parking  
are $260.

Qualified transportation programs can be sponsored by both pri-
vate sector and government employers.6 Participants in the program 
must be employees; therefore, self-employed individuals, including 
partners and over-2-percent shareholders of an S-corporation, are inel-
igible to participate in this type of plan.7

A qualified transportation program can be designed in a manner 
similar to a Code Section 125 (cafeteria) plan in that it can be a sal-
ary reduction program; however, it cannot be part of a Code Section 
125 plan. To date, there has been no regulatory guidance issued 
on how to design a qualified transportation program. A conserva-
tive approach would be to design a qualified transportation program 
with requirements similar to a Code Section 125 plan, such as having 

Karen R. McLeese is Vice President of Employee Benefit Regulatory 
Affairs for CBIZ Benefits & Insurance Services, Inc., a division of CBIZ, 
Inc. She serves as in-house counsel, with particular emphasis on 
monitoring and interpreting state and federal employee benefits law.  
Ms. McLeese is based in the CBIZ Kansas City office.



BENEFITS LAW JOURNAL	 77� VOL. 31, NO. 2, SUMMER 2018

Federal Benefits Developments

a written plan document in place, requiring advanced irrevocable 
elections to participate in the plan, and establishing a written sub-
stantiation process for reconciling the expense. Like a Code Section 
125 plan, the election under a qualified transportation program must 
be made prior to compensation becoming readily available, and the 
election is irrevocable.8 Unlike a Code Section 125 plan in which the 
election must be made for 12 months, the election for a qualified 
transportation program can be for a shorter period. It is common for 
a qualified transportation program to allow elections to be changed 
monthly.

Effect of the Tax Cuts and Jobs Act

The TCJA changed the tax status of qualified transportation ben-
efits, effective January 1, 2018, as follows:

•	 The employer deduction for van pooling, mass transit fares, 
and qualified parking is lost; however, the tax exclusion 
available to individuals is retained.9 For tax exempt organiza-
tions offering qualified transportation benefits, the unrelated 
business income tax is imposed on the benefit, but the tax 
exclusion available to individuals is retained.10

•	 IRS Publication 15-B, Employer’s Tax Guide to Fringe Benefits, 
issued after the enactment of the TCJA, affirms that the 
employer deduction is no longer available for reimbursement 
amounts, including salary reduction amounts. While this pub-
lication does not specifically address the imposition of the 
unrelated business income tax on salary reduction amounts 
permitted by tax exempt organizations, informal IRS guid-
ance suggests that it would be imposed.

•	 In accordance with the TCJA, for tax years beginning after 
December 31, 2017, and before January 1, 2026, the exclusion 
from gross income and wages for qualified bicycle commut-
ing reimbursements is suspended.11 The effect of this change 
in the law is that the tax deduction for the employer is still 
available; however, the tax exclusion for the employee is lost. 
Under prior law, if an employer sponsors a qualified bicy-
cle fringe benefit plan, a participating employee who uses 
a bicycle for traveling between his or her home and place 
of employment was entitled to receive a reimbursement of 
up to $20 per month ($240 annually) on a tax-favored basis 
for qualified bicycle expenses. Reimbursement for such 
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bicycle expenses cannot be made through a salary reduction 
methodology.

Local Jurisdiction Commuter  
and Transit Laws

As of the date of this writing, the following local jurisdictions have 
ordinances or laws in place that require certain commuter benefits for 
employees.

San Francisco Bay Area Commuter Benefits Program

All public, private, and nonprofit Bay Area employers with 50 or 
more full-time employees within the nine-county San Francisco Bay 
Area are required to register and offer commuter benefits to any of 
their eligible W-2 employees.12 An employer can select one or more 
commuter benefit options to offer its employees:

•	 Allow employees to exclude their transit or vanpooling costs 
from taxable income, to the maximum allowed by federal law 
($260 per month for 2018);

•	 Provide a transit or vanpool subsidy to cover or reduce 
employees’ monthly transit/vanpool costs (up to $75 per 
month);

•	 Provide a low-cost or free shuttle, vanpool, or bus service, 
operated by or for the employer; or

•	 Provide an alternative commuter benefit that would be as 
effective as one of the other options in reducing drive-alone 
commuter trips (and/or vehicle emissions).

Berkeley and Richmond, California

The cities of Berkeley and Richmond, California, have nearly identical 
commuter benefit program ordinances in place13 that require employers 
with 10 or more employees to provide a commuter program to encour-
age employees to use public transit, vanpools, or bicycles. In determin-
ing the number of persons performing work for an employer during a 
given week, all persons performing work for compensation on a full-
time, part-time, or temporary basis are counted, including those who 
perform work outside of the geographic boundaries of the relevant 
city, and those who work through the services of a temporary services  
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or staffing agency. These employers must offer one or more of the fol-
lowing options:

•	 A pre-tax election. A program, consistent with Code Section 
132(f), that permits employees to elect to exclude employee 
commuting costs incurred for transit passes or vanpool 
charges from taxable wages and compensation, up to maxi-
mum level allowed by federal tax law (currently $260) per 
month for transit and qualified vanpools, and $20 per month 
for bicycles (however, as noted above, the bicycle benefit tax 
exclusion is suspended);

•	 Employer-paid benefit. A program whereby the employer 
supplies an annual, monthly, or other form of transit pass, or 
reimbursement for equivalent vanpool expenses at least equal 
in value to the purchase of the appropriate benefit, which 
does not exceed the cost of an adult monthly AC Transit 
regular pass, for the public transit system requested by each 
employee or to reimburse qualified vanpool charges; and/or

•	 Employer-provided transit. Transportation furnished by the 
employer at no cost to the employee in a vanpool, bus, or sim-
ilar multipassenger vehicle operated by or for the employer.

Both Berkeley and Richmond are located in counties covered by 
the San Francisco Ordinance, as described above, and the commuter 
benefits must be coordinated.

District of Columbia Commuter Benefits Law

Under this law,14 covered employers are required to offer commuter 
benefits in one or more of the following ways to employees:

•	 Employee-paid, pre-tax contribution. Allow employees to set 
aside income on a pre-tax basis to cover the cost of com-
muting by mass transit or vanpools (up to $260 per month, 
indexed for 2018).

•	 Employer-paid, direct benefit. Offer a tax-free subsidy for 
transit up to $260 per month (indexed for 2018), or up to $20 
per month for bicycle expenses (however, as noted above, 
the bicycle benefit tax exclusion is suspended).

•	 Employer-provided transportation. Provide shuttle or van-
pool services at no cost to employees.
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For purposes of this law:

•	 A covered employer is any individual, partnership, general 
contractor, subcontractor, association, corporation, business 
trust, or any person or group of persons employing 20 or 
more full-time and/or part-time employees.

•	 An eligible employee is one employed by the covered 
employer who performs 50 percent or more of his or her 
work in the District of Columbia. Individuals who are based 
in D.C. and perform a substantial amount of their work in 
D.C., but less than 50 percent in any other state, are also eli-
gible for the benefit. Employees become eligible for benefits 
under the program after 90 days of employment.

New York City Mass Transit (Commuter) Benefit Law

This law15 requires for-profit and nonprofit employers with 20 or 
more full-time nonunion employees who work in New York City to 
offer their full-time employees the opportunity to use pre-tax income 
to pay for their commute.

The employer’s number of full-time employees is determined by 
calculating the average number of full-time employees for the most 
recent consecutive 3-month period. A full-time employee is one who 
works an average of 30 hours or more per week in the most recent  
4 weeks, any portion of which was in New York City. Accordingly, 
even if a full-time employee works only occasionally in New York 
City, the employee would be eligible.

Employees may use their pretax income to pay for transit passes that 
can be used on public or privately owned mass transit, commuter vans 
with a seating capacity of six or more passengers, or ferry services and 
water taxis taken into and within New York City. Employees may use 
their benefits to pay for more than one mode of transit in their commutes.

Conclusion

In closing, whether the changes in the tax status in qualified trans-
portation benefits imposed by the TCJA will cause employers to mod-
ify their commitment to sponsor transportation programs remains to 
be seen. Some employers might consider changing their program to 
an after-tax program, in effect, providing taxable compensation that 
can be used for transportation expenses at the employee’s discre-
tion. This would allow the employer the take the Code Section 162 
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deduction available on compensation as a business expense. Many 
employers will continue to offer a transportation program, particularly 
those with employees in local jurisdictions as described above that 
require the offering of a salary reduction transportation program.

Notes

1.  Tax Cuts and Jobs Act (TCJA), Pub. L. No. 115-97 (enacted December 22, 2017).

2.  Reference citations: 26 U.S. Code § 132 (f) Qualified transportation fringe; 26 CFR 
1.132-9—Qualified transportation fringes.

3.  Code § 132(f)(1).

4.  Code § 132(f)(1)(5)(F).

5.  Code § 132(f)(6); IRS Rev. Proc. 2017-58 provides inflationary adjustments for 2018 
tax year.

6.  Code § 3401(d); Treas. Reg. § 31.3401(d)-1.

7.  Treas. Reg. § 1.132-9, Q&As 5 and 24.

8.  Treas. Reg. § 1.132-9, Q&As 11-15.

9.  Code § 274(a)(4) as amended by TCJA § 13304(c)(1)(B).

10.  Code § 512(a)(7), as amended by TCJA § 13703(a).

11.  Code § 274(l)(2) as amended by TCJA; codified as Code § 132(f)(1)(5)(F)(8).

12.  The Bay Area Commuter Benefits Program is authorized under California 
Government Code § 65081; and the Bay Area Air Quality Management District, 
Regulation 14, §§ 14-1-100 to 14-1-501, Mobile Source Emissions Reduction Measures. 
The law applies to the following counties: Alameda, Contra Costa, Napa, Solano, 
Sonoma, Marin, Santa Clara, San Mateo, and the City and County of San Francisco. The 
Bay Area Commuter Program is also coordinated with certain local Transportation 
Management Association programs established in other counties in California.

13.  City of Berkeley Municipal Code Chapter 9.88, Tax Relief Action to Cut Commuter 
Carbon; City of Richmond Municipal Code, Chapter 9.62, Commuter Benefit Program.

14.  Sustainable DC Omnibus Act of 2014, D.C. Act 20-385 §§ 301 to 303 (L. 2014); codi-
fied as District of Columbia Official Code, Division V. Local Business Affairs, Title 32. 
Labor, Chapter 1B. Reducing Single Occupancy Vehicle Use by Encouraging Transit 
Benefits, Sections 32-151 to 32-153.

15.  NYC Transit Ordinance, Local Law 53; N.Y.C., NY Administrative Code, Tit. 20, 
Chap. 9, § 20-926.
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Inaugural Season of Pay Ratio 
Disclosures Highlights Shortcomings  

of Requirements

Joshua M. Miller

The pay ratio rules2 adopted by the Securities and Exchange 
Commission (SEC) under the Congressional mandates of the 

Dodd-Frank Wall Street Reform and Consumer Protection Act3 gen-
erally compelled disclosure of the ratio between a public corpora-
tion’s chief executive officer and its median employee for the first 
time in proxy statements filed this year. Since the passage of the 
Dodd-Frank Act in July 2010, there has been substantial doubt as 
to the value to investors of the pay ratio information prescribed by 
these rules and persistent anguish by companies and practitioners 
over the costs of compliance, as well as considerable political and 
regulatory uncertainty as to whether the rules would survive with-
out repeal, delay, or other limitation. Although the deliberations 
over the pay ratio rules provided a good deal of anticipation and 
agitation for practitioners, the pay ratio disclosures themselves, pre-
dictably, did little to challenge the notion that the costs of compli-
ance imposed on public companies far exceed the value, if any, of 
the disclosures to investors and their assessment of executive com-
pensation. This column reviews the historical development of the 
pay ratio requirements through the initial year of proxy disclosures, 
and questions the effect they have or may have in the future on 
executive compensation program design, employee relations, and 
shareholder engagement.

Historical Background

Dodd Frank Act and SEC Rulemaking

Congress introduced the pay ratio requirements as one of many exec-
utive compensation provisions of the Dodd-Frank Act. These provisions 
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Executive Compensation columnists.1
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include requirements that are by now well established as a matter of 
public company executive compensation practice, such as nonbinding 
shareholder “say on pay” votes on named executive officer compensa-
tion4 and enhanced independence requirements for members of com-
pensation committees and their advisers.5 (In contrast, other Dodd-Frank 
executive compensation rules, including those in respect of incentive 
compensation clawback policies6 and “pay versus performance” disclo-
sure requirements,7 have remained in proposed form for several years, 
with the completion of final rules and effectiveness uncertain.8)

In Section 953(b) of the Dodd-Frank Act, Congress directed the SEC 
to amend the executive compensation disclosure rules under Item 402 
of Regulation S-K to require public company disclosure of the median 
annual total compensation of its employees (other than its CEO), the 
annual total compensation of its CEO, and the ratio of such amounts.9 
Section 953(b) specified that, for this purpose, annual total compensation 
would be determined in accordance with rules for determining the total 
compensation of each of the company’s named executive officers in its 
summary compensation table.10 Outside of these parameters, the Dodd-
Frank Act otherwise left pay ratio rulemaking to the SEC. Although Item 
402 of Regulation S-K has long imposed detailed individual compensa-
tion disclosure requirements with respect to each of the named executive 
officers and nonemployee directors of a public company, and financial 
statements often include aggregate compensation cost disclosures, infor-
mation with respect to compensation paid to an individual nonexecutive 
officer employee generally had not been previously required.11

The SEC released proposed rules to implement the pay ratio provi-
sions of the Dodd-Frank Act in September 2013,12 generating a great 
deal of public response. By the time the final rules were released 
in August 2015, the SEC had received more than 287,400 comment 
letters.13 The SEC reported that more than 99.4 percent of the com-
ment letters on the proposed rules were in one of 12 “form letters” 
expressing support of pay ratio requirements generally, on purported 
grounds ranging from informing shareholders and increasing transpar-
ency to improving employee morale and productivity to discouraging 
pay practices that contributed to the 2008 financial crisis (although 
without pointing to any specific ways that pay ratio disclosures might 
have prevented or lessened the “great recession”). Although many of 
the commenters (including the American Bar Association) were highly 
critical of the proposed rules, the vast majority of the approximately 
1,500 individualized letters also supported the pay ratio rules, whether 
conceptually or as actually proposed by the SEC. Backed by such 
overwhelming showing of public support, the final rules released in 
August 2015 largely followed their proposed form, but with more flex-
ibility in respect to the methodologies used for the identification of 
median employees as compared to the proposed rules.14
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As adopted, the final rules apply to all public companies other 
than smaller reporting companies, emerging growth companies, for-
eign private issuers, Multijurisdictional Disclosure System (MJDS) fil-
ers, and registered investment companies.15 New Regulation S-K Item 
402(u) compels disclosure of the pay ratio amounts in proxy state-
ments, registration statements, and annual reports requiring executive 
compensation disclosure for fiscal years beginning on or after January 
1, 2017.16 Item 402(u) requires, in addition to the quantitative pay dis-
closures, a brief description of the methodology used to identify the 
median employee, including any material assumptions and adjust-
ments made, but no specific information about the median employee 
other than his or her total annual compensation.17 Supplemental nar-
rative discussion and additional “alternative” pay ratios are permitted 
if clearly identified, not misleading, and not more prominent than the 
required ratio.18

The final rules provide companies with broad flexibility to use rea-
sonable estimates to identify their median employees. Specifically, a 
company may select from its entire employee population or a subset of 
its employees, using statistical sampling or another consistently applied 
compensation measure, such as information from tax or payroll records, 
with exclusions of non-U.S. employees permitted under certain limited 
circumstances.19 The final rules also provide flexibility in how com-
pensation is defined and when it is calculated for median employee 
identification purposes. Companies generally may annualize the pay 
of full- and part-time employees, make cost-of-living adjustments for 
employees in jurisdictions different from its CEO, and include the value 
of perquisites and broad-based benefits that would otherwise have 
been excluded from total compensation as calculated for purposes of 
the summary compensation table.20 Under the final rules, the total com-
pensation of the CEO and median employee, and the ratio between 
them, must be recalculated every year in accordance with the summary 
compensation table requirements; however, a company may identify 
its median employee only once every three years in the absence of 
changes to its workforce, its pay structure, or its median employee’s 
circumstances that would be expected to result in a significant change 
to the disclosure.21

The SEC explained in the preamble to the final rules that the flex-
ibility provided in the final rule was intended to reduce the costs and 
burdens of compliance on companies while still fulfilling its obli-
gation under Dodd-Frank Section 953(b) to enhance “the transpar-
ency of compensation.”22 Even with some latitude, the SEC estimated 
that, on average, the total initial compliance costs for the 2018 proxy 
season would be over $1.3 billion or approximately $368,159 per 
company subject to the pay ratio requirements, and for each year 
thereafter, $526 million, or $58,800 per company.23 Although data is 
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not yet widely available, many practitioners expected that the actual 
direct and indirect costs incurred by companies in satisfying the pay 
ratio requirements for the 2018 proxy season would be far in excess 
of the SEC’s estimates. The preamble acknowledged that higher costs 
of compliance could be expected for a company with global opera-
tions, the degree of which being dependent upon its size, business, 
and degree of integration of its payroll and benefits programs, and 
conceded that the disclosures could have indirect costs, such as pub-
lic relations costs, damage to brand, and competitive disadvantages 
for certain types of companies.24

Given the significant expense and complications of compliance, 
the value of the required pay ratio disclosures to shareholders and 
other constituencies in any cost–benefit analysis has been called into 
question since the enactment of the Dodd-Frank Act. Noting that 
neither the Dodd-Frank Act pay ratio provisions nor the legislative 
history specify any purpose, objectives, or intent of the pay ratio 
rules, the SEC explained in the preamble that it intended for the 
final rules simply to implement Congress’ command to give inves-
tors additional data that they did not otherwise have, consistent with 
the general purpose of the executive compensation sections of the 
Dodd-Frank Act to “facilitate shareholder engagement with executive 
compensation.”25 It declined to take a position on the merits of the 
pay ratio rules and, instead, merely acknowledged questions by com-
menters—as well as the minority in the Senate report accompanying 
the Dodd-Frank Act—that the pay ratio number may not be material 
to investors or provide any value in assessing compensation.26 The 
SEC posited that the pay ratio information could provide new infor-
mation not previously required and might assist shareholders in their 
say-on-pay voting determinations27 but, tellingly, declined to quantify 
any potential benefit of having the required pay ratio disclosure.28 
Instead, the SEC stated that the pay ratio is just one of the many data 
points by which to potentially assess executive compensation in the 
context of a say-on-pay vote, is not tied to any immediate economic 
transaction (e.g., the purchase or sale of stock), and that, especially 
given that any such say-on-pay vote is advisory only and not binding 
on the company, any link between disclosure to changes in exec-
utive compensation or other economic outcomes would be highly 
speculative.29

Implementation and Uncertainty

Merits notwithstanding, the 2015 final rules would, by their terms, 
first require pay ratio disclosures in proxy statements, registration 
statements, and annual reports filed in 2018. In contrast to the pro-
posed rules, which would have required disclosure in filings on or 
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after the effective date, the final rules provided enough of a time 
lag to give companies and practitioners some remote hope that 
Congress or the SEC might take action to repeal or delay the effec-
tiveness of the final pay ratio rules in the interim. In the aftermath of 
the November 2016 U.S. presidential election, however, those hoping 
that pay ratio would be nixed became much more optimistic. Shortly 
after being sworn in to office, President Trump issued an executive 
order in February 2017 directing the Department of the Treasury, 
in consultation with other federal agencies including the SEC, to 
review laws and regulations that inhibit the effective oversight of the 
U.S. financial system consistent with certain “core principles” he set 
forth.30 Although the executive order did not specifically mention the 
Dodd-Frank Act, President Trump’s administration’s intent to review 
and rollback the Dodd-Frank Act was well publicized.31 A few days 
later, the SEC’s then-Acting Chairman Michael Piwowar released a 
public statement seeking further public comment on the pay ratio 
rules and any “unexpected challenges” faced by companies while 
preparing to comply, in order to help the SEC staff reconsider pay 
ratio implementation and additional relief.32 Finally, in June 2017, 
the U.S. House of Representatives passed the Financial CHOICE Act 
of 2017 that would, if approved by the Senate, rollback key parts of 
the Dodd-Frank Act, including the complete repeal of the pay ratio 
rules.33

Despite the mounting political excitement and uncertainty, the pay 
ratio rules survived the summer of 2017 unscathed from the terms 
of the final rules. With the end of the first fiscal year for which pay 
ratio disclosures would be required coming to a close, preparations 
for making the principal determinations and calculations became 
necessary. In addition to engaging outside accountants, compensa-
tion consultants, and legal counsel, companies enlisted their human 
resources, technology, payroll, finance, accounting, legal, and internal 
and external communications teams to tackle their pay ratio dictates 
on a coordinated, multidisciplinary basis. In September 2017, with 
most companies’ pay ratio processes well underway, the SEC released 
welcomed guidance regarding pay ratio disclosure under Item 402(u) 
of Regulation S-K to facilitate the identification of median employees, 
including assistance and clarification on the use of internal records 
and statistical sampling and other methodologies.34 Notably, the SEC 
stated that it would not pursue enforcement actions against compa-
nies that use reasonable estimates, assumptions, or methodologies, 
unless the related disclosures were made without a reasonable basis 
or provided other than in good faith. In doing so, the SEC not only 
reiterated the flexibility that it sought to bestow upon companies to 
comply with the pay ratio rules, but also provided reassurance that 
from a regulatory perspective, reasonable and good faith compliance 
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with the final rules would be adequate. Over the final months of 2017, 
proxy advisory firms ISS and Glass Lewis each announced updates to 
its proxy voting policy guidelines which confirmed that, while the pay 
ratio data would be presented in research reports, no specific policy 
had been developed with respect to the use or application of the data 
or disclosure in formulating voting recommendations.35

By November 2017, the potential for an 11th-hour legislative or 
regulatory reprieve from pay ratio was all but eliminated as the 
attention of lawmakers, companies, interest groups, and practitio-
ners alike shifted to U.S. tax reform under the Tax Cuts and Jobs Act 
and its precursors. With the SEC having announced that reasonable, 
good faith compliance would not trigger an enforcement action, and 
the foremost proxy advisory firms having announced that initial dis-
closures would not affect voting recommendations, the legal-gov-
ernance stakes presented by the pay ratio rules were meaningfully 
reduced.

By then, with pay ratio disclosure requirements a near-certainty 
and the underlying compensation data becoming available, compa-
nies could test various median employee identification methodolo-
gies and employee identification dates to explore the effect that a 
particular approach would have on the pay ratio calculation. With the 
identity of the chief executive and his or her compensation generally 
static, the only avenue available to influence the resulting pay ratio 
data was through the identification of the median employee to whom 
the CEO’s compensation would be compared. Many (including the 
SEC) initially seemed to assume that companies would seek to iden-
tify a methodology and approach that would yield the lowest possible 
pay ratio, so as to limit the extent of any perceived disparity in CEO 
income relative to that of the average employee.36 However, it became 
clear that workforce perception to not merely the CEO pay ratio, but 
also the median employee compensation information needed to be 
carefully considered and managed. By definition, half of the employ-
ees in a given company would be expected to fall below the median 
employee compensation level and thus, might consider themselves 
to be underpaid compared to the company’s “average” worker. This 
potential negative impact on a below-average employee’s morale 
would be exacerbated to the extent that the employee more closely 
compared to the median employee by title, position, location, status, 
or other information disclosed: the more similar the employment rela-
tionship, the more likely the perceived unfairness. The expectation 
that employees would, upon seeing the proxy disclosure, instinctively 
compare their own compensation to that of the median employee 
presented corporate counsel and human resources professionals with 
an additional challenge in managing employee relations and internal 
communications.37
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Despite so much anticipation and tension from the politics sur-
rounding the very subsistence of the pay ratio rules, the first proxy 
season of required pay ratio proxy disclosures turned out to be rather 
inconsequential in substance. As expected, the enormous variation 
of corporate structures, strategies, and compensation programs, cou-
pled with the flexibility permitted in identifying median employees, 
resulted in a wide range of disclosed ratios. Although some pay ratios 
made headlines in national and local newspapers,38 there has been 
little in the way of publicized reports or even anecdotal evidence of 
any immediate employee relations nightmares or shareholder outcry 
resulting from 2018 pay rate disclosures.

Without any consistency in the methodologies used to calculate the 
pay ratio, the use of pay ratios to compare one company to another may 
be misleading, even among companies within a particular industry or 
sector, or in a specific geographic location. In this regard, the SEC took 
great care in the preamble to the final rules to caution against the use of 
pay ratios to compare companies, noting that doing so “may be inappro-
priate to the extent that registrants employ workers in different countries 
that have unique compensation practices, use different methodologies 
to calculate the median employee, employ workers with different skill 
levels, and have different corporate structures.”39 It discussed the strategic 
determination of whether to outsource certain tasks that might otherwise 
be performed by employees among the examples of the way that variety 
incorporate strategies and business structures could diminish the value 
of pay ratio as a comparative executive compensation measure.40

Despite the warning, various overall correlations have already 
begun to be identified, such as (not surprisingly) higher ratios in com-
panies with higher revenues, and higher ratios in the retail section as 
compared to the financial services sector.41 Generally, pay ratios for 
companies that stood out in their particular industries or sectors were 
attributable to specific factual circumstances unique to the compa-
nies’ workforces or to their CEOs’ compensation: large international 
workforces; more than one CEO during the relevant fiscal year; one-
off awards, such as new hire grants or special retention awards; or 
changes in the timing of awards, resulting in no awards—or multiple 
awards—in the fiscal year.

The disclosures have provided practitioners with an understanding 
of what methodologies, adjustments, and exclusions were applied to 
identify median employees, and how companies approached their pay 
ratio disclosures, including with respect to the placement of the disclo-
sure within the proxy statement, the use of supplemental disclosures 
and alternative pay ratios, and the inclusion of statements affirming 
the reasonableness of the assumptions or cautioning against limited 
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comparability of the data. Aside from these technical takeaways (inter-
esting mainly to practitioners and corporate counsel to consider for 
their pay ratio calculations and disclosures in the 2019 proxy season), 
there would seem to be very little actionable value to shareholders 
from the pay ratios and related narratives disclosed to date.

The pay ratio disclosures limitations are especially pronounced with 
only a single year of data available. Unless and until a company has 
made available several years of pay ratio data, there is no sense of how 
a particular company’s pay ratio, or the median employee compensa-
tion on which it is determined, has changed over time, whether on 
an absolute basis or relative to competitors or other companies within 
its industry, geographic market, or stock index. Future proxy seasons 
will provide more data and precedent to mitigate some of these limi-
tations, but any material changes in the company’s chief executive or 
general employee compensation programs, employee workforce, or 
corporate structure over time would directly limit the comparability of 
pay ratio data from one year to the next at a particular company, mak-
ing the pay ratio data potentially misleading as a measure of internal 
pay equity considerations. As a result, unless a company has relative 
consistency in both its CEO pay structure and its workforce and com-
pensation program generally, reviewing changes in its pay ratios over 
time may be meaningless, inappropriate, or even misleading. Similarly, 
unless the company and its competitors and peer group maintain 
relative consistency from year-to-year in not only compensation and 
workforce but also overall business strategy, comparing trends over 
time across competitors or within industries is of dubious value and 
reliability for assessing executive compensation.

Future Outlook

Of course, it is too soon to tell whether the pay ratio disclosures 
will have any measurable impact on, for example, say-on-pay advisory 
votes, compensation-related shareholder proposals (such as approval 
of an equity compensation plan), or even election of compensation 
committee members and directors generally; over the course of the next 
several years of pay ratio disclosures, however, the link between pay 
ratio and shareholder voting, if any, will become more measurable. It 
is also far too early to tell whether the availability of median employee 
compensation data will have any effect on the competitive labor mar-
ket; however, on the fringes, the availability of the pay ratio disclosures 
could make some employees more apt to look for new opportunities 
with another company that they perceive pays more on average. As a 
result, public companies with higher median employee compensation 
could have a competitive advantage in terms of attracting new talent 
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over public companies with lower median employee compensation, 
while companies with lower median employee compensation might 
become more susceptible to having their workforce poached by com-
petitors within both their sector as well as their geographic market. 
This includes private companies that get the benefit of additional data 
and information on which to compete with their public counterparts 
for talent.

Where this potential influence on competition might exist, a dis-
advantaged company might consider ways to get ahead of news of 
the pay ratio disclosures being discussed in media outlets and around 
water coolers, for example, by providing supplemental and/or alter-
native disclosures in their proxies and proactively training managers 
to be able to engage with employees and communicate key mes-
sages to mitigate potential that the pay ratio information might mis-
lead employees and damage morale and retention. Where this is not 
enough, or where there is reluctance to disclose information that 
might provide sensitive information and projections, pay ratio could, 
indirectly, force some companies to consider implementing special 
retention programs, making changes to their salary-wage structures, 
or even outsourcing business functions historically performed in 
house where they might not have in the absence of the pay ratio 
rules.

Although seemingly unlikely that pay ratio outcomes would trig-
ger actual investor backlash or public relations crisis standing alone, 
the SEC did express worry about the risk of corporations making pay 
determinations intended to skew their pay ratio results. The preamble 
to the final rules noted various ways in which a company might “alter 
their pay structure or workforce structure in ways that are different 
from their efficient labor market decisions,”42 including by refraining 
from expanding business into lower-cost regions outsourcing work 
that otherwise could be done in-house by employees, or modifying 
wage structures in ways that increase median employee compensation 
while reducing the pay of employees below the median, although 
these examples presume that companies would do so in order to gen-
erate lower pay ratios.43

For most companies who find their pay ratio to be within accept-
able ranges of their competitors and compensation peers, pay ratio 
would not be expected to have any direct effect on compensation 
program design and structure. Nonetheless, even a company with no 
discernable pay ratio concerns might consider pay ratio in making 
annual merit raises, projecting into account the effect that changes in 
base compensation might have on the resulting pay ratio. With most 
executive compensation arrangements providing for three key compo-
nents to annual compensation—a base salary, an annual bonus oppor-
tunity, and a long-term incentive award—changes to compensation 
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levels should be considered holistically in the context of a company’s 
overall compensation program. On the surface, increasing salary lev-
els by a higher percentage at lower-paid positions than percentage 
increases in salary for the CEO might be expected to reduce the pay 
ratio, but only if the focus on pay ratio rules was limited to base sal-
ary. In practice, any increase in salaries would also proportionately 
increase any annual bonus, long-term incentive opportunities, and 
elements of “total annual compensation” expressed as a percentage of 
annual salary or other base compensation. In general, where compen-
sation opportunities are expressed in terms of a specified percentage 
or multiple of salary, the applicable percentage or multiple for chief 
executive pay universally tends to be higher than that of the average 
employee. As a result, a fixed percentage increase in salaries across-
the-board for all employees would (and even a higher percentage 
increase in salary for lower-paid employees could) widen the gap 
between the total annual compensation levels reported for CEO com-
pensation and median employee.

Even though the limited usefulness of the pay ratio disclosures 
made during the 2018 proxy season might not justify, in any eco-
nomic cost–benefit analysis, or other demonstrable way, the compli-
ance challenges and costs that the rules impose on public companies, 
in large part, the resulting disclosures achieved exactly what the 
SEC intended the pay ratio rules to do: implement the mandates of 
Congress under Section 953(b) of the Dodd-Frank Act in a way that 
provides companies flexibility in how they comply.44 While it remains 
possible that legislative or regulatory action or guidance could modify 
or supplement the pay ratio rules, a rollback of the pay ratio rules 
is unlikely now that disclosures have finally been required, pending 
further understanding of their value, if any. Moreover, the addition of 
new disclosure requirements would seem to be unlikely to come from 
the SEC given the concerns it expressed throughout the preamble to 
the final rules as to “unnecessary costs and complexities that might 
result from mandating additional disclosures.”45

Of course, the true effect of pay ratio on executive compensation 
and shareholder engagement on pay matters will depend on what vot-
ing policies and recommendations the key institutional shareholders 
and proxy advisory firms might adopt and refine. These might include 
calls for additional shareholder engagement and additional disclosure, 
particularly as more data becomes available over the next several 
years and pay ratio measures can be quantified and compared on an 
absolute basis over time, or on a relative basis against a peer group or 
industry index. Shareholder activists might seek to use the pay ratio to 
push social governance and sustainability initiatives, particularly those 
relating to internal pay equality; however, for the reasons described 
above, any resulting influence would be expected to be more likely to 
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affect employees at or below the median employee level rather than 
those in the C-suite.

As a result, the value to shareholders of pay ratio disclosures to 
the assessment of named executive officer compensation programs  
and/or corporate governance practices will continue to be called into 
question and potentially misunderstood or misapplied. With the assis-
tance of compensation consultants and outside counsel, companies 
should be aware of how other similarly situated companies in their sec-
tor or geographic market have approached their pay ratio determina-
tions and disclosures, while staying abreast of policy pronouncements 
and voting guidelines released by their largest institutional sharehold-
ers and proxy advisor firms, and being well prepared and coordinated 
internally as to how, if at all, to respond to and mitigate any potential 
concerns or criticisms expressed by employees, investors, competitors, 
or the media. Ultimately, the best thing that public companies can do 
is to seek to make compensation decisions in the reasonable exercise 
of their business judgment, taking into account market data, advice of 
outside advisers, and feedback from engagement with shareholders, 
to fulfill their retention, incentive, and new-hire needs. By doing so, 
the pay ratio disclosures hopefully will portray their executive com-
pensation programs in a positive and transparent way, but not drive 
their structures and designs.

Notes

1.  This column is not, is not intended to be, and shall not be construed to be, either 
the provision of legal advice or an offer to provide legal services, and it does not 
necessarily reflect the opinions of Proskauer Rose LLP (Proskauer) or its lawyers or 
its clients. No client–lawyer relationship with Proskauer is or may be created by your 
access to or use of this column or any information contained in it. Rather, the content 
is intended as a general overview of the subject matter covered. Proskauer is not obli-
gated to provide updates on the information presented herein. Those reviewing this 
column are encouraged to seek direct counsel on legal questions.

2.  Pay Ratio Disclosure, Securities Act Release No. 33-9877, Exchange Act Release No. 
34-75610 (2015) (codified at 17 CFR parts 229 & 249) available at https://www.sec.gov/
rules/final/2015/33-9877.pdf (hereinafter, the “preamble,” and the specific statutory 
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203, § 953(b), 124 Stat. 1376, 1904 (2010) (hereinafter, the “Dodd-Frank Act”). Sec. 
102(a)(3) of the Jumpstart Our Business Startups Act amended Section 953(b) of the 
Dodd-Frank Act to exempt emerging growth companies as defined in Sec. 3(a) of the 
Exchange Act. 15 U.S.C. 78c(a).

4.  Final say-on-pay rules were approved on January 25, 2011. See Shareholder 
Approval of Executive Compensation and Golden Parachute Compensation, Securities 
Act Release No. 33-9178, Exchange Act Release No. 34-63768 (2011) (codified at 17 
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Securities Act Release 33-9330, Exchange Act Release 34-67220 (2012) (codified at 17 
CFR parts 229 & 240), available at https://www.sec.gov/rules/final/2012/33-9330.pdf. 
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NYSE and Nasdaq. See Nasdaq Listing Rule 5605(d) and IM 5605-6 and NYSE Listed 
Company Manual Section 303A.02(a)(ii).
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and implement incentive-based compensation recoupment policies to recover certain 
“excess” incentive compensation upon an accounting restatement required as a result 
of a material failure to comply with applicable financial reporting requirements. See 
Listing Standards for Recovery of Erroneously Awarded Compensation, Securities Act 
Release No. 33-9861, Exchange Act Release No. 34-75342 (proposed July 1, 2015) 
(to be codified at 17 C.F.R. parts 229, 240, 249 & 274) (2015), available at http://
www.sec.gov/rules/proposed/2015/33-9861.pdf. See Miller, Joshua M., “Proposed Rules 
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Executive Compensation,” Bloomberg BNA Tax Management Compensation Planning 
Journal (October 7, 2016).

7.  The “pay for performance” rules would require disclosure in a prescribed table and 
a narrative description or graphic presentation of the relationship between named 
executive officer compensation and shareholder return over a 5-year period. See Pay 
Versus Performance, Exchange Act Release No. 34-74835 (proposed April 29, 2015) 
(to be codified at 17 CFR parts 229, 240 & 249), available at https://www.sec.gov/rules/
proposed/2015/34-74835.pdf. 

8.  Updates on the status of Dodd-Frank Act rulemaking generally are provided on the 
SEC’s website at https://www.sec.gov/spotlight/dodd-frank.shtml.

9.  Dodd-Frank Act, § 953(b). 

10.  Id.

11.  For purposes of Item 402, a company’s “named executive officers” include its 
chief executive officer, its chief financial officer, its three most highly compensated 
executive officers (other than the CFO and CEO) who were serving as of the end of 
the last completed fiscal year, and up to two additional individuals with respect to 
whom disclosure would have been required but for the fact that the individuals were 
not serving as executive officers as of the end of the last completed fiscal year. Item 
402(a)(3) of Regulation S-K.

12.  Pay Ratio Disclosure, Securities Act Release No. 33-9452, Exchange Act Release 
No. 34-70443 (2013), available at https://www.sec.gov/rules/proposed/2013/33-9452.
pdf (hereinafter, the “proposed rules”).

13.  See preamble at 19–23.

14.  See preamble at 113–124.

15.  Preamble at 43.

16.  Preamble at 1 and 157.

17.  Instruction 11 to Item 402(u) of Regulation S-K.
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in foreign jurisdictions where, due to applicable data privacy laws or regulations, 
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Although there have been no reported uses of the data privacy exception, many 
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20.  See Instructions 2–5 to Item 402(u).

21.  Instruction 5 to Item 402(u).

22.  Preamble at 10.

23.  Preamble at 269–272.

24.  Preamble at 205–2017.
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https://www.whitehouse.gov/presidential-actions/presidential-executive-order-core- 
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33.  Financial CHOICE Act of 2017, H.R. 10–115th Congress (2017–2018) (passed House 
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