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TOPIC: Court Rules Life Insurance Informally Funding Deferred 
Compensation Agreement Belongs to Employer 

CITATION: Menke v. Triad of Alabama, L L C, No. 1:12–cv–066–MEF, 2013 
WL 6080038 (M.D. Al . 2013). 

SUMMARY: A United States District Court in Alabama, on motions for summary 
judgment, dismissed collateral claims of conversion of assets and fraud against an 
employer, in a deferred compensation case. The court left intact the primary claim 
by the plaintiff for breach of contract against the employer. 

BACKGROUND:  The plaintiff, William Menke, began working for the 
defendant hospital in 1987 and continued to serve as the Vice President of External 
Affairs for the hospital until his termination on April 12, 1996.  

On June 20, 1990, Menke and the hospital executed a Deferred Compensation 
Agreement (“DCA”) and an Endorsement Split–Dollar Plan (“ESDP”).  

The DCA provided that the hospital would make monthly deferred compensation 
payments to Menke starting when he reached retirement (at age sixty). The total 
cash sum payable to Menke under the DCA was $750,000, subject to a vesting 
percentage based on Menke’s years of service. It isn’t clear from the facts of the 
case whether the hospital was a tax exempt entity and thus subject to Code Section 
457, but presumably it was not.  In the event that the hospital was acquired, which 
actually occurred, Menke was to become fully vested then for the entire $750,000 
amount, irrespective of his years of service.  



The agreements were informally funded with an endorsement split dollar 
arrangement, in which the deferred compensation portion was determined by the 
policy’s cash value and the death benefit portion was funded by the same policy 
through the split dollar arrangement.  The DCA made clear that the hospital’s 
obligations were “unfunded and unsecured promises to pay.” 
 
The Hospital terminated Menke’s employment shortly after it determined he was 
engaged in what it termed a kickback scheme and had a conflict of interest.   The 
Hospital refused to pay Menke his deferred compensation benefit. 
 
In 2011, Menke reached the retirement age of sixty, as specified in the agreement. 
The hospital did not pay him any deferred compensation benefit. However, the life 
insurance owned by the hospital is still in force, with the hospital continuing to pay 
the premiums. Menke has reported all of the economic benefit generated by the 
split dollar agreement on his federal income tax returns every year. 
 
On June 25, 2012, Menke filed an Amended Complaint, alleging claims against the 
hospital for breach of contract, fraud and conversion of assets. In his conversion 
argument, Menke asserted that the hospital took the life policy earmarked for his 
deferred compensation benefit, and converted it to the hospital’s own use.  Both 
sides filed various motions for summary judgment.  
 
RESULT:  The court found that the DCA was not legally funded, but rather was 
informally funded. This is required by tax law to prevent the imposition of the 
“constructive receipt doctrine,” which would result in immediate, rather than, 
deferred taxation. The court specifically found that the hospital did not maintain a 
separate account holding specific and identifiable funds for Menke. The Chief 
Financial Officer for the hospital testified that no such special account existed. The 
hospital owned the life insurance policy, but that they were not required by the 
agreements to use the policy to fund any benefits that may have been due. 
Accordingly, there were no assets attributable to Menke, so none could have been 
improperly taken from Menke. 
 
The court did rule that Menke’s amended complaint presented issues of fact, so it 
permitted his case to continue to trial on other issues. 
 
RELEVANCE: In any situation where an employer and employee are negotiating 
future benefits, a written agreement is indispensable.  In particular, nonqualified 
deferred compensation benefits must be described in great detail for the protection 
of both parties.   
 
In this case, the words of the DCA were vital to prevent Menke from claiming that 
the life policy belonged to him.  In other situations, a well-drafted deferred 
compensation agreement may be critical in preserving the right income tax result, 



or avoiding the penalties associated with non-compliance with Section 409A of the 
Internal Revenue Code. 
 
Finally, as life insurance professionals, the Menke case reminds us that keeping the 
plan unfunded—and using life insurance as an informal funding mechanism—not 
only helps ensure the right tax result; it can also protect the employer from 
unexpected liability for claims to the policy. 
 
Note also that a provision in this agreement might be helpful in your own client’s 
situation if you are advising the covered executive.  A clause in the agreement 
provides that, in the event that the business (here a hospital) is acquired by new 
ownership, the covered individual becomes immediately and fully vested - 
irrespective of his or her years of service. 
 
WRNewswire #13.12.02 was written by Thomas F. Commito of Lincoln 
Financial Distributors. 
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DISCLAIMER  
 
In order to comply with requirements imposed by the IRS which may apply to 
the Washington Report as distributed or as re-circulated by our members, 
please be advised of the following:  
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE 
USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES OF 
AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 
INTERNAL REVENUE SERVICE.  
In the event that this Washington Report is also considered to be a “marketed 
opinion” within the meaning of the IRS guidance, then, as required by the 
IRS, please be further advised of the following:  
 
THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 
MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON 
THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK ADVICE 
FROM AN INDEPENDENT TAX ADVISOR.  
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