TOCK CAN PROVIDE

REALBENEFITS

Key non-family employees can be just as
important to the successful operation of a fam-
ily-owned business as the family members that
own it. Perhaps even more so in some instanc-
es, such as when an owner wants to retire and
the next generation of the family is not ready
to assume the reigns of management.

‘Attracting, retaining and motivating these
employees can therefore be a major challenge.
Itis also important to note that in today’s mar-
ketplace, a competitive salary alone is not suf
ficient for talented managers. Key employ-
ees will ook closely at the entire compensa-
tion package when deciding whether to join
or remain with a company.

One way to meet this challenge is for the
family business to offer especially valuable key
nof-family employees participation in a plan
that enables them to own stock in the compa-
ny. The surface attractions of this idea are that
stock can build loyalty while motivating key

employees to work harder

But, many families are unwilling to share
ownership bevond the family. Aside from fam
ily policy reasons, there is concern that non
family shareholders might demand notifica
tion of sharcholders” meetings, voting rights
and permission to inspect the company’s books
and records. From the employees perspective,
a small equity interest in closely held company
shares does not afford emplovees any real voice
in company affairs. Additionally, the employ
ee may not know what the stock is really worth
unless the company goes public.

Phantom stock can provide a solution for
this dilemma. The phantom stock plan is a con-
tractual arrangement whereby the company
issues hypothetical shares (also called units) to
an employee that at a later date can be convert
ed, depending upon the terms of the plan, into

cash, actual stock or a combination of the two.
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When the phantom stock units are convert-
ible into cash, the company promises to pay

the employee a sum equal to the rise in value
over a specified period of time, e.g . between
the issuance of the phantom stock units and the
emplovees retirement, or when the value reach-
esa certain number, orina given year. Compen-
sation and benefits attorney Richard Harmon
noted that this strategy, commonly known as
a “stock appreciation right” (SAR) awards the
employee the increase in the stock’s valuation
measured from a specified date, generally the
date of the award, through the date of payment
on the phantom shares.,

As the name implies, no stock is actu-
ally issued. Instead, an account is established
for the employee, and bookkeeping entries
are made to it as units are awarded. For exam-
ple, let’s say the phantom stock plan units are
market value of the company’s
stock shares, and that a key manager is awand-
ed 1,000 units when the fair market value of a
real share of the company’s stock is $50. The
manager retires five years later, when the fair

valued at the

market value of a real share of the company's
stock is 370, Since the price of the phantom
shares tracks the price of the real shares, the
manager would be entitled to a cash payment
equal to the increase in value of 1,000 shares,
or $20,000

Or, a phantom stock plan might credit the
employee with deferred compensation each
year. The deferred compensation is converted
into phantom shares that are credited to the
employee’s phantom stock account.

The colloquial use of the word “phantom”
can generate resistance in some em PlU'!-'L"E'\' An
1.‘I'I1|1||.‘|‘_.'|'1." who covets equity -:rwr:c:_\hm may
interpret the word “phantom” as representing
an illusion. When that occurs, it is important

to provide the employee with accurate infor-
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mation and encourage him to seek indepen-
dent verification. Phantom can be a mutually
beneficial way to reward valuable non-family
employees without weakening family control.

‘The features of phantom stock plans vary.
| therefore rfuummcndihﬂmmﬂ;
ering a phantom stock plan need to address the
following questions:

Which employees should be
included and how many phantom

stock units should be issued?
Phantom stock is intended to be a long-term
incentive, limited to those few key employees that
are expected to have the most important roles in
the company’s growth. However, the morale of -
those employees who are not included in the plan
shouldr't be ignored. It may be wise to mform
these employees whether they will ever have the
opportunity to be awarded phantom stock.

Since the IRS regards phantom stock plans
as non-qualified, the participation requirements
under ERISA that apply to qualified plans
are generally not an impediment in selecting
which emplovees will be awarded phantom
stock. In addition, there Is flexibility to link an
employees performance torewards. For exam
ple, phantom stock awards to division manag
ers can be based on the performance of their
respective divisions, rather than the perfor-

mance of the company as a whole.

When will the phantom shares be

given and when will payment be made?
The company must decide when the phantom
shares will be issued, how many will be issued,
how often they will be re-valiued and when they
will be redeemed. Payment is typically at retire-
ment, death or termination of employment.
However, companies often establish vesting
schedules, so that employees who leave before






