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In a decision strengthening the right of employers and employees to negotiate the terms of employees’
compensation, the California Supreme Court in Schachter v. Citigroup, Inc., No. S161385 (November 2,
2009), affirmed summary judgment against an employee who claimed that his incentive compensation
plan violated the California Labor Code.

Citigroup offered a voluntary employee incentive compensation plan under which employees could elect
to receive a percentage of their compensation in the form of shares of restricted company stock at a
reduced price. During a two-year restriction period, the employee was granted the right to vote the
shares of restricted stock and received dividends on the shares, though the restricted shares were not
included in the employee’s gross income for tax purposes. At the end of the two-year restriction period,
title to the shares vested fully with the employee. If the employee’s employment ended before the end of
the two-year period, however, he or she forfeited the restricted stock.

In this case, the employee, financial consultant David B. Schachter, elected to participate in the plan and
elected to receive a percentage of his compensation in the form of restricted stock. Schachter voluntarily
terminated his employment with Citigroup prior to the vesting date of his restricted stock, thereby
forfeiting his right to the stock. Schachter then filed a putative class action against Citigroup, alleging
that the plan’s forfeiture provision violated sections 201 and 202 of the California Labor Code, which
require the prompt payment of all earned wages when an employee is terminated or resigns, as well as
California Labor Code section 221, which prohibits an employee from returning wages to an employer.
Schachter argued that he “diverted” cash compensation to purchase the restricted stock shares, and that
this diverted cash constituted earned wages that should have been paid to him in cash upon his
resignation. The trial court granted the employer’s motion for summary judgment and the California
Court of Appeal affirmed.

In affirming the court of appeal’s decision, the California Supreme Court confirmed that “straight-time
wages (above the minimum wage) are a matter of private contract between the employer and the
employee.” The court concluded that by agreeing to have a portion of his compensation paid in the form
of restricted stock, Schachter “essentially renegotiated the terms of his compensation with the company”
and accepted that the restricted stock would have “limited and conditional present value,” vesting only if
he remained an employee of the company for two years.

Contrary to Schachter’s assertion that the restricted stock constituted “earned wages” that should have
been paid to him in cash when his employment ended, the court held that Schachter earned exactly what
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he bargained for—his wages paid in the form of some cash compensation and some restricted stock,
with conditions that he had to meet (two years of continued employment) before he received full
ownership of the stock.

Implications for Employers

The California Supreme Court has affirmed that employers and employees may agree to prospectively
alter terms of the employee’s employment including, but not limited to, the employee’s wages. More
specifically, for California employers presently offering or considering incentive compensation plans,
Schachter clarifies that employers can offer such plans conditioned upon future events, such as an
employee’s continued employment. Indeed, the court held that “[o]nly when an employee satisfies the
condition(s) precedent to receiving incentive compensation, which often includes remaining employed
for a particular period of time, can that employee be said to have earned the incentive compensation
(thereby necessitating payment upon resignation or termination).” By rejecting Schachter’s contention
that his unvested restricted stock constituted wages he had already earned, the court has signaled that
parties have significant latitude in defining and structuring employees’ compensation and, moreover,
that both employer and employee will be bound by the compensation agreements they reach.
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About Morgan Lewis’s Labor and Employment Practice

Morgan Lewis’s Labor and Employment Practice includes more than 300 lawyers and legal
professionals and is listed in the highest tier for National Labor and Employment Practice in Chambers
USA 2009. We represent clients nationwide in a full spectrum of workplace issues, including drafting
employment policies and providing guidance with respect to employment-related issues, complex
employment litigation, ERISA litigation, wage and hour litigation and compliance, whistleblower
claims, labor-management relations, immigration, occupational safety and health matters, and workforce
change issues.

About Morgan, Lewis & Bockius LLp

With 22 offices in the United States, Europe, and Asia, Morgan Lewis provides comprehensive
transactional, litigation, labor and employment, and intellectual property legal services to clients of all
sizes—from global Fortune 100 companies to just-conceived startups—across all major industries. Our
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international team of attorneys, patent agents, employee benefits advisors, regulatory scientists, and
other specialists—more than 3,000 professionals total—serves clients from locations in Beijing, Boston,
Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles, Miami,
Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco, Tokyo,
and Washington, D.C. For more information about Morgan Lewis or its practices, please visit us online
at www.morganlewis.com.
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