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The Internal Revenue Service (“IRS”) recently notified a major university that it is being audited, and as part of that audit 
requested copies of the employment agreements of the president of the university, the provost of the university, and the 
head coaches of the University’s football team, men’s basketball team, and women’s basketball team. This audit is a reminder 
to higher education institutions of the importance of making sure that all of their employment agreements and appointment 
letters fully comply with all of the tax and benefit requirements that apply to such agreements and letters. A failure to comply 
with these requirements could result in serious adverse tax and benefit consequences for the higher education institution, 
and for the employees covered by such agreements and letters. 

What Are Some of the More Important Tax and Benefit Issues That Should Be Reviewed in the Employment Agreements and 
Appointment Letters of Higher Education Institutions?

Among the more important tax and benefit issues that should be reviewed in the employment agreements and appointment 
letters of higher education institutions are the following:

•	 Compliance With the Deferred Compensation Requirements – The deferred compensation requirements in Sections 
409A and 457(f) of the Internal Revenue Code (“Deferred Compensation Requirements”) have a very broad scope, and 
affect numerous provisions in employment agreements and appointment letters that often are not considered to be 
deferred compensation. If an employment agreement or an appointment letter provides for any taxable payment to be 
made or any taxable benefit to be provided in a future calendar year, that taxable payment or benefit generally should 
be structured to be exempt from the Deferred Compensation Requirements when reasonably possible (if that is not 
reasonably possible, it should then be structured to comply with the Deferred Compensation Requirements). A failure 
to satisfy the Deferred Compensation Requirements could result in serious adverse tax consequences, including 
(1) possible taxation in the year an employment agreement or appointment letter is signed, including income that is 
scheduled to be paid or provided in a later calendar year, (2) a possible 20 percent tax on the applicable employee, (3) 
interest penalties in certain circumstances, and (4) corrected IRS Forms W-2 and Forms 990 in certain circumstances.

•	 Benefit Issues – If an employment agreement or an appointment letter provides any benefit that is in addition to, or 
exceeds, the benefits that generally are available to other eligible employees on campus, it is important to verify if (1) 
such benefit is allowed by the terms of the applicable benefit plan, and (2) whether offering such benefit will violate 
any nondiscrimination requirements under the Internal Revenue Code (“Code”). A violation of a plan’s terms or a Code 
nondiscrimination requirement could, in certain circumstances, result in coverage issues for the applicable employee, 
serious adverse tax consequences for the employee, and/or loss of a plan’s tax-favored status.

•	 Compliance With the “Reasonable Compensation” Requirements – The Code has excess benefit transaction provisions 
that require that no more than “reasonable compensation” be paid to certain persons who are in a position to exercise 
substantial influence over a covered tax-exempt organization. A failure to satisfy these requirements could result 
in excise taxes on the persons receiving “unreasonable” compensation, and on any officer, trustee or director who 
knowingly and willfully approved the “unreasonable” compensation. In egregious circumstances, the tax-exempt status 
of an organization could be revoked. Some states also have separate “reasonable compensation” requirements. 
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What Are Examples of Provisions In Employment Agreements and Appointment Letters That Are Subject To the Deferred 
Compensation Requirements?

Examples of provisions in employment agreements and appointment letters that potentially could be subject to the Deferred 
Compensation Requirements, and that generally should be structured to be exempt from the Deferred Compensation 
Requirements when reasonably possible (such structuring often will require additional language to be added to an 
employment agreement or appointment letter), include the following:

•	 Salary Provisions – a salary provision that provides for salary payments to be made in a future calendar year;

•	 Bonus or Incentive Compensation Provisions – a bonus or incentive compensation provision that could result in a 
bonus or an incentive compensation payment being paid in a future calendar year;

•	 Non-Exempt Benefits That Are Taxable – any non-exempt benefit that could result in a taxable benefit or payment 
being provided in a future calendar year, such as personal use of an automobile or personal use of a club membership 
(certain types of benefits are exempt from the Deferred Compensation Requirements, and nontaxable benefits are 
also exempt from the Deferred Compensation Requirements);

•	 Sabbatical Leaves – sabbatical leaves that result in taxable payments being made in a future calendar year;

•	 Certain Housing Benefits – any housing benefit that is taxable in a future calendar year (even though some housing 
can be provided on a tax-free basis if certain requirements are satisfied, the IRS has taken the position that some of 
the expenses that often are incurred with respect to such housing are personal expenses that are taxable);

•	 Expense Reimbursements That Are Taxable – any reimbursement of a business expense or other expense that is 
taxable and that could be paid in a future calendar year, such as a taxable reimbursement of spousal travel expenses 
(nontaxable expense reimbursements are exempt from the Deferred Compensation Requirements);

•	 Termination or Severance Payments – any termination or severance payments made in a future calendar year, such as 
payments owed after a termination without cause that are scheduled to be paid in a future calendar year (if a release 
agreement is required, the Deferred Compensation Requirements could also apply to the timing of payments made 
pursuant to that release agreement in certain circumstances);

•	 Other Provisions Providing Taxable Payments After Employment Ends – other provisions that provide taxable payments 
after employment ends and in a future calendar year (e.g., payments in a future calendar year for consulting services 
or for moving expenses); and

•	 Indemnification Provisions – indemnification provisions that provide for the possible reimbursement of certain 
expenses in a future calendar year.

Consideration should be given to adding a construction clause in each employment agreement (and in certain appointment 
letters when it would be helpful) that provides that the agreement or letter is intended to comply with any applicable Deferred 
Compensation Requirements, and should be construed in a manner that is consistent with the intent that the agreement 
or letter not be subject to the premature income recognition or adverse tax provisions of the Deferred Compensation 
Requirements. The IRS has indicated that it will give deference to such a construction clause in certain circumstances.

Each employment agreement and appointment letter should have language reserving the right of the university or college to 
withhold any required taxes with respect to any taxable payment or benefit described in the agreement or letter.
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What Are Some of the More Important Benefit Issues That Should Be Addressed In Employment Agreements and 
Appointment Letters?

Among the more important issues that could arise when a benefit is being provided in in an employment agreement or an 
appointment letter is the extent to which the benefit is: (1) taxable; and (2) different than what is generally available to other 
employees on campus.

If a benefit is taxable and payable in a future calendar year, it generally should be structured to be exempt from the Deferred 
Compensation Requirements whenever reasonably possible. If it is not reasonably possible to structure the benefit to be 
exempt from the Deferred Compensation Requirements, it should be structured to comply with the Deferred Compensation 
Requirements.

If an employment agreement or appointment letter is providing a benefit that is different than what is generally available to 
other employees on campus, it is important to first check the terms of the applicable benefit plan, program, or policy to make 
sure the university or college has the authority to provide such a benefit (e.g., if an employment agreement or appointment 
letter is providing health or retirement benefits during a period when the applicable employee is not rendering any services, 
the terms of the applicable health or retirement plan should be reviewed to verify that benefits can be provided at a time when 
no services are being rendered). Such verification is especially important if the applicable benefit is being provided pursuant 
to a tax-favored retirement plan (a failure to follow the terms of a tax-favored retirement plan could jeopardize the tax-favored 
status of that plan) or an insured plan (e.g., a failure to comply with the terms of an insured health plan could result in an 
insurer refusing to provide coverage). It also is important to determine whether any different benefit that is being offered 
is subject to nondiscrimination requirements under the Code. Such nondiscrimination requirements generally preclude the 
applicable benefit being provided in a way that discriminates in favor of highly compensated employees, highly compensated 
individuals, or key employees (depending upon the applicable benefit). Examples of benefits that are subject to such 
nondiscrimination requirements include:

•	 tax-favored retirement plans (e.g., tax-sheltered annuity plans under Section 403(b) of the Code, and qualified 
retirement plans under Section 401(a) of the Code);

•	 self-insured health benefits (the Affordable Care Act imposed similar nondiscrimination requirements on insured health 
plans, but the IRS has issued a moratorium on those requirements until such time as it specifies otherwise); 

•	 qualified tuition reduction benefits that provide free or discounted tuition benefits to employees, spouses of 
employees, eligible dependents of employees, and certain other persons if the requirements of the Code are satisfied;

•	 group-term life insurance benefits; 

•	 pre-tax benefits under a cafeteria plan (including separate nondiscrimination requirements for dependent care 
assistance benefits and health flexible spending account benefits);

•	 educational assistance plans (under Section 127 of the Code);

•	 no-additional-cost service benefits and qualified discount benefits; and

•	 adoption assistance benefits.
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Bond, Schoeneck & King PLLC (Bond, we, or us), has prepared this communication to present only general information. This is not intended as legal advice, nor should you 
consider it as such. You should not act, or decline to act, based upon the contents. While we try to make sure that the information is complete and accurate, laws can change 
quickly. You should always formally engage a lawyer of your choosing before taking actions which have legal consequences. 
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What Are Some of the More Important Steps Covered Universities and Colleges Should Take To Comply With the 
“Reasonable Compensation” Requirements?

To the extent a university or college is subject to the “reasonable compensation” requirements under the Code, it will want to 
take the following steps, among others, to comply with those “reasonable compensation” requirements:

•	 identify which employees and other persons have the type of substantial influence necessary to be subject to the 
“reasonable compensation” requirements (such employees and persons are referred to in the statute as “Disqualified 
Persons”);

•	 assemble appropriate comparability data regarding the total compensation and benefits being paid to similar persons 
at comparable organizations;

•	 arrange to have a properly authorized body of the university or college review the appropriate comparability data 
for each Disqualified Person, and, after confirming that no member of the authorized body has a conflict of interest, 
make a decision as to whether the total compensation and benefits being provided to each Disqualified Person are 
reasonable; and

•	 document, in a timely and proper manner, any decision made regarding the reasonableness of compensation paid to a 
Disqualified Person.

Any university or college subject to these “reasonable compensation” requirements generally should have written procedures 
in place that will help ensure that the required “reasonable compensation” analysis is done whenever there is an increase in 
compensation or benefits for a Disqualified Person. Certain state universities and colleges are exempt from these “reasonable 
compensation” requirements.

Some states have implemented reasonable compensation requirements, and to the extent those requirements are applicable 
they also will need to be taken into account.

If you have any questions about this memorandum, please contact Ted Lewkowicz or any other member of our Higher 
Education Practice Group or Employee Benefits and Executive Compensation Group.

https://twitter.com/BondLawFirm
http://www.bsk.com/people/thaddeus-j-lewkowicz/higher-education
http://www.bsk.com/practices/team-12
http://www.bsk.com/practices/team-12
http://www.bsk.com/practices/team-7

