
Phantom Stock Plans



The Challenge:
Keeping and Motivating Key Employees
Privately-owned businesses can be at a disadvantage in hiring and keeping 
key employees. Most owners want to recognize the contributions their key 
employees make and want to reward them for their efforts. But they may not 
want to give these employees access to all the company’s financial information  
or the right to vote on business decisions. Further, they often don’t want their 
own voting control diluted. These are some of the reasons closely-owned 
businesses avoid giving key employees stock or stock options. Is there a way 
they can give key employees the financial benefits of ownership without actually 
giving them an ownership interest?

A Solution:
A Phantom Stock Plan
A phantom stock plan lets the business give participating key employees a share 
of the profits their efforts have helped produce without giving them the access 
and decision-making power that comes with ownership.

Phantom stock plans are a specialized type of non-qualified deferred 
compensation plan. They are subject to all the rules and regulations of IRC 
Section 409A. To promote key employee loyalty and productivity, the business 
grants these employees phantom stock units that can reflect the increase in a 
business’ value resulting from a key employee’s expertise and efforts.

A phantom stock plan is a flexible and attractive benefit for key employees 
because it rewards them for their loyalty and dedication without forcing them 
to take on the problems and potential liabilities that can come with actual 
ownership. It gives them the upside of sharing in the growth of the business 
without a capital investment or shareholder liability.

How Do Phantom Stock Plans Work? 
The business selects the key employees who will participate. The business and 
each employee negotiate a written agreement that gives the employee a number 
of “units” of phantom stock that will be tracked in a bookkeeping account. 
Each unit is intended to reflect the value of one share of the business’ stock. 
It appreciates (or depreciates) annually in value at the same rate as the actual 
shares. The valuation criteria are part of the agreement. If the business desires, 
it can add more units to the key employee’s account in future years. The value in 
the account is paid to the key employee on the dates specified in the agreement, 
usually coinciding with retirement or termination.

How Is A Key Employee’s Benefit Determined?
Phantom Stock Plans require administration to keep track of each key employee’s 
benefit. The starting point is the number of units initially credited to his/her 
bookkeeping account. Each year the value of those units is revised to reflect the 
business’ financial performance for that year. In profitable years a growth component 
is added to the account. In lean years the units may lose some of their value. 

The annual gain or loss can be determined in several ways, including:
 d Appraisal
 d Pre-determined formula
 d Decision of the owners

At times specified under the Plan, such as retirement or termination, key employees 
have the right to cash in all or part of the value of their bookkeeping accounts.

Top employees usually want 
two things in return for their 
commitment and talent. They 
want annual compensation 
commensurate with their skills, 
and they want to share in the 
financial growth their efforts 
produce. Simply stated, they want 
pay and profits. The problem is 
that sharing the profits with key 
employees usually means giving 
them equity ownership. Small 
business owners seldom want to 
take in their key employees as 
owners. Phantom Stock Plans 
may solve this problem.



Phantom Stock Plans Can Be Structured In A Variety Of Ways
Three of the possibilities include a growth plan, growth plus equity plan, or a combination plan.  
Here’s how each of the plans could work:

Life Insurance Can Informally Fund a Phantom Stock Plan
Participating key employees won’t know in advance how much they will receive in benefits. The amount of their benefit 
will depend on their own future performance as well as that of the business. What will be important to them is the 
assurance that the business will have enough money to pay the benefits they earn. Consequently the business should 
strongly consider setting aside funds to pay the benefits. 

Cash value life insurance policies insuring the participating key employees can be a useful way to fund the promise 
to pay the promised benefits. 

Policy death benefits and cash values can help fund phantom stock plans in three important ways:

1.    If the employee dies before retiring, policy death benefits can provide the business with immediate income tax free 
proceeds to fund the payment of the account balance to the beneficiaries the employee has named for the account.

2.   If the employee retires and the account balance is to be distributed, the business may use policy cash values as 
a source of funds to make the promised payments. If the policy is not a modified endowment contract (MEC), the 
business may generally access policy cash values on an income tax-free basis.*

3.   After the business has made the payments to a key employee, remaining policy death benefits may be used to 
recover some or all of the costs it incurred to provide the phantom stock benefit.

The policy may also protect the business against losses resulting from the key employee’s unexpected death. The  
part of the death benefits not paid out to the employee’s beneficiary as phantom stock plan distributions can be used 
as key person insurance to provide the business with cash to hire and train a replacement. It may also replace some of 
the profits the key employee would have generated for the business had he/she lived.

1 Growth Plan
When the key employee retires, the 
benefit payment is the growth that has 
occurred in his/her account’s value. 
The value of the units initially credited 
is not part of the benefit payment. The 
initial value of the phantom stock units 
is used to measure the growth in the 
business value attributed to the key 
employee’s performance.

For example, suppose an employee’s 
account is initially credited with 
1,000 units valued at $25 each. If the 
account value is $300,000 when the  
employee retires, he/she is deemed 
to have added $275,000 of value to 
the business. The $275,000 will be 
distributed according to the plan’s 
distribution provisions.

2In this type of plan, the business  
pays the employee the full value of 
the account, including both the initial 
value of the units and the growth 
attributed to them while the employee 
participated in the plan. 

In the previous example, the key 
employee’s account started with units 
valued at $25,000. In a Growth Plus 
Equity Plan, he/she would be entitled 
to receive a distribution of $300,000 
which includes both the value of the 
initial units and the growth attributed 
to them during his/her employment.

 Growth Plus Equity Plan 3 Combination Plan
Some businesses may decide to combine 
these two plans. A combination plan could 
be structured as a Growth Plan for the 
employee’s first 10 years and as a Growth 
Plus Equity Plan for employees who stay 
on past 10 years. Key employees who 
leave during the first 10 years receive  
the growth that has been credited to their 
accounts at the time of departure. Those 
who stay longer than 10 years receive both 
the account growth and the value of their 
initial units (e.g. $300,000).

Combination Plans are designed to give 
key employees an incentive to stay 
longer. By increasing the potential benefit 
to include the initial account value, the 
business could retain a key employee’s 
knowledge and expertise for a longer time.

*  Income tax-free distributions are achieved by withdrawing to the cost basis (premiums paid) then using policy loans. Withdrawals will reduce the policy’s cash value and the 
policy’s death benefit. Policy loans will reduce the policy’s cash value and may reduce the death benefit. This assumes the policy qualifies as life insurance and does not lapse.
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Income Tax Consequences of Phantom Stock Plans
These plans have the same income tax consequences as other types of non-qualified deferred compensation plans.

The Phantom Stock Plan In Action

For Key Employees
 d Life insurance premium payments are not 
taxable income

 d Phantom stock plan distributions are taxed  
as ordinary income when received

 d Phantom stock distributions paid to a 
beneficiary after a participating employee’s 
death are taxed to the beneficiary as income 
in respect of decedent (IRD)

For the Business
 d Life insurance premium payments are 
not deductible

 d Phantom stock payments may be 
deducted when paid to key employee

Accumulation Phase

 

1.   Business selects key employee(s) to participate and signs an 
agreement to pay benefits; business sets up bookkeeping 
account to keep track of benefits as they accrue.

2.   Business pays premiums for a life insurance policy on the  
key employee.

3.   Business is owner and beneficiary of the life insurance policy.

1.   When benefits are due, business withdraws or borrows policy 
values from the life insurance policy.

2.   Business pays dollars received from the policy to the key employee.
3.   Key employee pays income taxes due to the IRS on benefits paid.
4.  Business deducts the payments and reduces* its tax costs. 
5.   When the key employee dies, business receives policy death 

benefits; it may use part of them to pay any remaining benefits  
to the key employee’s beneficiaries.* Payments are only deductible so long as total compensation is reasonable.

 1

2

3

Payment Phase




IRS

1

5

2

3 4

Conclusion
Phantom stock plans can be excellent retention and incentive tools for key employees. They help business owners 
recognize and reward key employees’ contributions to the business without giving up any control or decision-making 
power. Key employees like these plans because they can receive some of the value their hard work produces without 
the disadvantages that come with being a minority stockholder in a closely held business. Life insurance can be used 
to help the business set aside funds to pay the plan benefits and potentially recover some or all of the plan’s costs.


