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Why an Employment Contract

Is Mandatory

By JOSEPH R. POZZUOLO

Mr. Pozzuolo is senior stockholder in the law firm of Kornik and
Pozzuolo Associates .

HAVING PARTICIPATED IN THE PLANNING, organization,
and maintenance of a substantial number of business and profes-

sional corporations, I have found that many employers and employees
do not understand the reasons why employment contracts should be
prepared for all employees . This article will discuss the major factors
to,be considered in drawing up an employment contract .

All employment contracts should state the duties of an employee .
Although many employers tend to avoid employment contracts because of
potential conflict when a management-employee has a broad scope of
duties, the provision can be stated in a broad and general manner .
An example would be : "Employee agrees to devote his best efforts
and full business time to the management, operation, and day-to-day
affairs of the employer . . . ." However, such provisions can be spe-
cific to prevent interference with other personnel . Also, a provision
for a mutually agreed change of duties can be inserted to protect all
the parties .

I recommend that under this section of the employment contract,
consideration should be given to such items as

the employee's responsibility for keeping employer records ;
attendance at professional seminars and conventions ;
participation in professional and business societies, insofar as it

is reasonable in -business and practice ; and
a demand for continuing education .
In order to protect the employer against any unforeseen circum-

stances, I recommend a provision be inserted directing the employee
to follow the policy of the Board of Directors for the current period .
A's part of this consideration, I may direct that the employee be will-
ing to serve as an officer and/or director of the corporation if needed .

If I am dealing with a business that requires responsibility for a
particular geographic area or potential transfers, such a provision is
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essenital in the employment contract .
A statement of the employer's authority
and the officers to whom the employee
is answerable is always important to
prevent future conflicts .

A section should be included dealing
with the amount of time and energy the
employee is expected to devote to the
employer's business . This may take
the form of a provision defining con-
ditions under which the employee may
work elsewhere (i.e . restrictive cove-
nants) . It may also take the form of
defining services which may be per-
formed outside employment, such as
lecturing, teaching, etc . The provision
can be stated as follows : "Employee
agrees to devote his best efforts and
full business time to the management,
operation, and day-to-day affairs of
the employer, particularly, the busi-
ness of . . . ."

If the employment involves becom-
ing a shareholder, a younger share-
holder should try to determine what
the other shareholders are permitted
to do, as that may increase the younger
shareholder's workload. This will oc-
cur where the majority shareholder
holds public office, teaches, or lectures,
as he may still be getting paid a regu-
lar salary .

Duration of Employment

All employment contracts should con-
tain a provision stating the duration of
the employment. For example, in the
Commonwealth of Pennsylvania, when
no duration is stated, the contract will
be construed as a contract at will .
The naming of a fixed sum per an-
num as compensation raises no pre-
sumption that the hiring is for that
period. A contract at will may be
ended at any time by either party .1
All employment contracts should pro-

' Senayne z'. Pressed Steel Car Company,
298 Pa 31, 147 A 837 (1929) .
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vide for some type of formal notifica-
tion of termination (e .g ., ninety days
written notice) . When the duration
is specified, the contract should state
whether it is renewable, and if so,
whether a formal method of renewal
should be included or required .

In the duration section, the effect
of an employee's disability should also
be considered. For example, a con-
tract could be for life or until the
employee is incapacitated and is no
longer able to perform his duties un-
der the terms of the agreement .

For the employer's protection, spe-
cific reasons for terminating employ-
ment should include : immoral conduct
tending to injure the reputation of the
employer ; outside employment directly
competing with the employer, unless
such competing employment is con-
sented to by the employer in another
provision ; dissolution of the corpora-
tion ; redemption, purchase, or transfer-
ral of the employee's stock : and total
disability for a period exceeding the
number of months of disability pay to
which the employee is entitled .

Depending on the particular state,
long term employment contracts may
be construed as invalid. However,' this
risk is reduced in a corporation if such
an agreement is expressly authorized
in the articles of incorporation of the
employer or in the by-laws of the cor-
poration .

Compensation

Regarding employees other than
shareholder-employees, the amount of
compensation should be expressly stated
in the employment contract . It should
be specified when installments are pay-
able. Local laws should be consulted
concerning the intervals . For example,
tinder the Commonwealth of Pennsyl-
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vania law, unless otherwise stipulated
in the employment contract for an
employee other than one paid annual-
ly, a semi-monthly interval is the
maximum .2

To obtain a tax deduction, compen-
sation must be reasonable . Internal
Revenue Code Section 162(A)(1)
states that a reasonable allowance for
salaries and other compensation for
personal services actually rendered is
deductible. The Internal Revenue Ser-
vice strictly checks closed corporations
to determine whether the salary is
compensation for services or is ac-
tually a distribution of profits (a non-
deductible dividend) . The test is wheth-
er the amount is reasonable in relation
to the services rendered . The Internal
Revenue Service looks at the salaries
paid to other employees in similar jobs
in the same industry and similar com-
munities as a factor in determining
the reasonableness .

Fringe Benefits

During the term of the agreement,
the employee may be entitled to all
or a portion of the fringe benefits
offered by the employer . Of course,
this is all part of the negotiation of
entering into the contract . All such
fringe benefits to which the employee is
entitled should be specified, including
the method of eligibility in payment :
Such benefits include, but are not limited
to : pension and profit sharing plans,
salary continuation plans . medical and
dental insurance, group life insurance,
disability benefits, business expenses,
and death benefits .

A general fringe benefit clause which
may be inserted in the employment
contract is : "During the term of this
agreement, employee shall be entitled to
all fringe benefits offered to employer's
employees ."

z 42 PS 251 .
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Business Expenses

The employee may or may not be
entitled to a reimbursement for rea-
sonable expenses he incurs in connec-
tion with the business of the employer .
Should the employee be entitled to
reimbursement, such a provision should
be inserted in the employment contract .
These expenses should be categorically
enumerated within the employment
contract to assure the employer's ability
to deduct them for federal tax purposes .
These include such expenses as travel,
entertainment, automobile expense, pro-
fessional dues and subscriptions, and
other similar items .

If the employee is to be reimbursed,
the employer should insist on itemized
accounts of such expenditures, before
reimbursement. I also feel that the
employee should be required to sub-
mit a weekly or monthly expense re-
port to the employer prior to reim-
bursement. All expenses should be
ordinary and necessary to conform
with the tax laws .

It is also advisable, for the employer's
protection, to stipulate that, for any
expenses disallowed by the Internal
Revenue Service as deductions to the
employer, the employee must reim-
burse the employer within a stipulated
period after final determination of said
disallowance .

Business Records

For the employer's protection, it
should be specified that upon termi-
nation of employment, all business
records remain the sole property of
the employer. Such records should in-
clude customer or patient lists and
information, trade secrets, etc. This
precludes controversies and reinforces
loyalty and noncompetition provisions .
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Sometimes, customers or patients
wish a particular employee to retain
records relating to them . In such cases,
a clause entitling that employee to
such records upon termination should
be included in the contract. Of course,
the expense of duplicating and fur-
nishing such records should be borne
by either the employee or mutually
by the employer and employee, de-
pending on the extent of the negotia-
tions .

Vacation, Sick Leave, and
Leave of Absence

To avoid any future complications,
the amount of vacation and ordinary
sick leave permitted without a reduction
of the employee's compensation should
be expressly specified in the contract .
For the employer's benefit, a provision
should be included enabling the em-
ployer to schedule vacation time in a
way that its employees' ranks will not
be reduced to the detriment of the
business . A provision should be in-
serted stating whether or not any up-
used time may be accumulated from
year to year. Many businesses can-
not afford this practice .

In this section, a clause should be
inserted specifying whether or not the
employee is permitted to take time off
with pay for purposes such as attendance
at professional meetings, seminars, br
conventions. Such a provision could
be worded to permit a leave of ab-
sence with pay with the written con-
sent of the employer or at the discre-
tion of the Board of Directors .

For various reasons, an employee
may overstay his vacation or sick leave
period. To preclude future controver-
sies, the contract should state that,
in such an event, the employee shall
be considered on leave of absence
without compensation until termina-
tion of such incapacity or the em-
ployment contract .
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Disability
If the employee is to receive com-

pensation if totally disabled or ill long-
er than the allowable sick leave, such
a provision should be included in the
employment contract. The amount of
compensation should also be specified .
In this section, a provision should be
inserted stating whether or not the
employer is obligated to purchase or
otherwise provide disability insurance
to fund this provision .

Such a provision can take a variety
of forms. For example, during the first
three months following the initial pe-
riod of sick leave, the employee could
receive an amount equal to the com-
pensation to which he would have been
otherwise entitled, less the total of
all disability benefits received . During
the next six months, the employee could
be entitled to an amount equal to one-
half of the compensation to which he
would have been otherwise entitled, less
all disability insurance benefits. After
this period of total disability, the em-
ployee would not be entitled to receive
compensation from the employer other
than the disability insurance program
then in effect .

Whether or not the employer should
protect itself by obtaining disability
insurance (a fully deductible expense
by the employer) is part of the nego-
tiations between the employer and em-
ployee and should he negotiated before
entering into the employment contract .

Death
A provision that may be inserted in

the employment contract is the bene-
fits that the beneficiaries or estate of
the employee would be entitled to in
the event of his death during the term
of the employment contract . Compen-
sation may be payable to the benefi-
ciaries for a specified period, such as
up to the end of the month in which
his death occurs .
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In addition, in the case of a share-
holder-employee, a provision may be
inserted entitling the employee's bene-
ficiaries to a tax free $5,000 .00 death
benefit . Section 101(b) of the Internal
Revenue Code provides that there is
to be excluded from the gross income
amount, by the beneficiary or the estate
of the employee, up to $5,000 .00 in
the aggregate, if such amounts are
paid by or on behalf of the employer
and are paid by reason of the death
of the employee . It has become rather
common for corporations to pay a death
benefit to an executive's widow . If
such benefits do not exceed $5,000 .00,
they are - clearly exempt from taxes
pursuant to section 101(b) .

Billings and Fees

To avoid any future complications
or problems, I usually suggest that a
provision be inserted in the employ-
ment contract that all billings for ser-
vices of or goods sold by employee be
made by the employer . Also, to avoid
inter-company or employee jealousy,
a provision could also be inserted saying
that compensation received for lec-
turing and all outside work shall be
collected by and belong to the em-
plover. In many closely held corpo-
rations, this could be beneficial in
increasing the employee's fringe bene-
fits and qualified pension and profit
sharing plans.

Contracts
For protection of the employer, a

clause should always be inserted pro-
hibiting the employee from obligating
the employer in any way without the
written approval of the employer . Even
if no expressed authority is given, the
doctrine of apparent authority may
still enable the employee to contract
for and obligate the employer in par-

' 14 Williston on Contract Sec . 1638 (3rd
Add. 1972) ; John G. Bryant Company, Inc .
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ticular jurisdictions . Local law should
be consulted . Accordingly, to avoid any
complications, the employer should pro-
tect itself within the agreement .

Restrictive Covenants
Restrictive covenants generally take

two forms : restrictions against com-
petition with an employer following
termination of the agreement, and
restriction against an employee divulg-
ing trade secrets of the employer . The
validity of a covenant not to compete
will be sustained to the extent that
it is ancillary to the contract and that
the restrictions are reasonable as to
time and territory or geographical area .
The standard for such covenants is
that they should impose upon the em-
ployee only those restraints which are
reasonably necessary to protect the
business and good will of the employer .
The standard is strictly applied . 3

Restrictive covenants are common-
place, and in many cases this is the only
reason why a contract is drafted . How-
ever, the problem arises when the
covenant is so broad that it will not
stand up in court, Many business-
men believe, however, that the em-
ployee may simply be afraid to chal-
lenge in court the validity of the cove-
nant, even where it is too broad . This
encourages many employers to write
as broad a covenant as he thinks will
stand up .

Arbitration and Notice
To avoid the time and expense of

long and expensive court proceedings,
in my employment contracts I insert
an arbitration clause. This states that
in the case of controversy arising out
of or relating to the employment con-
tract or breach thereof, it is stipulated
that such controversies will be submitted
to arbitration in accordance with the
7' . Sling Testing and Repair, Inc ., 369 A2d
1164 (Pa, 1977) .
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rules of the American Arbitration As-
sociation . Judgment upon the award
may be entered in any court having
jurisdiction .

For the benefit of all the parties, it
is desirable to require that any notice
to be given pursuant to the employ-
ment contract should be given in a
specified manner. For example, it might
he required that it be written and de-
livered by registered or certified mail,
return receipt requested at specified
addresses. This will ensure that notice
is given and in a uniform manner .

Final Touches

To avoid any conflict, especially in
the case of multi-state employers, it
may be desirable to state which law
would be used to interpret the em-
ployment contract . To avoid any fu-
ture complications, a provision should
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be inserted in the employment con-
tract permitting the agreement to be
changed or modified only by a signed
writing executed by all the parties .
In the event that the contract is for
the personal services of the employee,
it should be expressly stated, for the
protection of the employer, that the
agreement is not assignable or sub-
ject to (anticipation) by the employee .
However, a clause should be inserted
stating that the contract may be as-
signed by the employee to protect the
employer in the event that his busi-
ness is sold or transferred .

As indicated from the above anal-
ysis, an employment contract encom-
passes and entails much more than the
compensation of the employee . Once an
employment contract has been drafted,
it should be reviewed yearly by both
the employer and the employee and
their advisors .

	

[The End]

ACCELERATED PROCESSING

Parties filing EEOC charges have no legal right to challenge the
Commission's accelerated charge processing procedures, a federal trial
court in California ruled (Hall v . EEOC, 17 EPD ¶ 8492) . The claim-
ants charged that EEOC had not adequately investigated and concili-
ated their charges under the new system .

Another claimant charged EEOC with acting too slowly in pro-
cessing charges . A federal trial court in Illinois ruled that failure to
make a determination within 180 days did not create a right of ac-
tion against the EEOC (Stewart v. EEOC, 17 EPD ¶ 8507) .
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