Deferred Compensation
Design Considerations

Presented For:

THE GOAL
Closely held business owners lack some of the
compensation tools available to public companies to retain,
reward and recruit key talent to the organization.
A well designed, efficiently administered and properly funded
non-qualified deferred compensation plan can solve many of
these issues for both the owners and key people

The chart below illustrates the retirement gap that most executives today can expect
from their Social Security and qualified plan benefits. As earnings increase, the shortfall
increases.

The “Reverse
Discrimination of
Qualified Plans”

---------------------Target
replacement
ratio (70%making
- 80%)------- $250,000 can expect qualified plan
For example, a 45 year
old executive
currently
and Social Security benefits to provide roughly 33% of his/her final salary. The chart
below demonstrates the potential total shortfall as a dollar amount.

These plans fail to provide the same ratio of before-to-after retirement income for
executives as they provide for the average worker. This “reverse discrimination” may
hamper the executive’s ability to maintain his/her lifestyle during retirement.
Many corporations have implemented NON-QUALIFIED RETIREMENT PLANS to resolve
these problems and assist their key employees with saving more for their own
retirement.

Plan Schematic

Design Considerations
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• Deferral Maximums
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• Change of Control

• Fixed or Self Directed
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Plan Design Considerations

The WHO

• Which key employees may
participate

The WHAT
• How Benefits are
determined

The WHEN
• Retirement only
• In-Service distributions

• Voluntary deferral or
automatic inclusion

• Employer and/or employee
deferrals

• IRC 409A requirements for
termination, disability,

• Must conform to ERISA “Top
Hat” definition of “highly

• Discretionary, performance
based, salary, bonus,

death or change of control

compensated key employees”

phantom stock, etc.
• How crediting rates on
account balances are
determined

Plan Design Components – “The Who”

By
Committee

Title

Grade
Level

Combination

Completely discretionary
as determined by the
Board, Owners or Plan
Committee

Eligibility
determined by title /
position within the
organization

Participants are
eligible based on
grade level,
salary level, etc.

A combination of
stratigies may be used
to select specific
participants

ELIGIBILITY
Must conform to the “Top Hat” definition under ERISA

Plan Design Components – “The What”

Employer
Discretionary

Salary

Completely discretionary.
Can be performance
based, target benefit,
formula driven, etc.

Voluntary deferrals
elected annual by
participants. May
be limited to % of
salary.

Bonus /
Phantom
Commission
Stock
Voluntary deferrals
elected annually as
dollar amount, %, or
”up to XXX” limit.

PLAN CONTRIBUTIONS
Employer and/or Employee Based

Hypothetical
stock amount
allocations
tracking per
share value of
company.

Plan Design Components – “The What”

Fixed Rate

Variable
Rate

Interanl or external
rate as determined by
plan sponsor (e.g.
Moody’s Corp AAA
Bond Yield). Usually
adjusted annually.

Rate tied to external
indexes such as S&P,
Mutual Funds, Stock
Price, etc. May be
employer or employee
selected.

Performance
Based

COLI

Account growth tied to
Growth of account
performance of
values tied to
performance factors as underlying Corporate /
established by the plan Business Owned Life
Insurance policies.
sponsor (e.g. Company
stock)

PLAN CREDITING RATE
Employer Controlled vs.Transparency

Plan Design Components – “The When”
No Vesting

Fixed
Schedule

Cliff Vesting

Class Year

All contributions and
earnings immediately
vest. Typically
always true for
employee voluntary
deferrals.

Standard graded
vesting schedule for all
participants. Usually
only applies to
employer contributions.

After fixed period of
years participants
become fully vested.

Each contribution
carries its own vesting
schedule.

VESTING SCHEDULES
Fully Employer Discretionary and may be unique to
each participant

Plan Design Components – “The When”
Termination
Upon termination all
vested amounts would be
paid to the plan
participant. The plan may
elect to recognize:
Involuntary
Voluntary
Retirement

Disability

Death

In-Service

Pre-determined
Upon death
Must meet
fixed payment
definition of total vested account
dates may be
value paid out
disability. May
payout as Lump as Lump Sum included or elected
(at initial
or Periodic
Sum
enrollment).
Payments.
or Periodic
Accelerated
Payments.
vesting and
Accelerated
enhanced
Benefits
survivor
permissible.
benefits can be
included.

DISTRIBUTIONS

Hardship
Hardship distributions are
typically made available
on vested account values
up to the amount needed
to cover the hardship.
Caution must be used as
the integration of the
401(k) hardship program
must be taken into
account.

Informal Plan Financing Options
Unfunded

Managed
Portfolio

Mutual funds, ETF’s,
Business elects to pay
benefits as they come due managed portfolio, etc.
from cash flow. Can create Can limit balance sheet
future cash flow crisis if not impact of deferral plan
liabilities but also incur
managed appropriately.
volatility and tax issues.
Less certainty for
participants and retirees.

COLI
Corporate / Business Owned Life
Insurance is the predominate
informal funding choice. Cash
value policies build asset on the
books, avoid current taxation, and
ultimate tax-free death benefits
may reimburse company for cost of
the plan benefits, funding and
administration

INFORMAL FUNDING

Informal Funding Vehicles
Taxable Investment Accounts
The appeal of taxable investments (i.e. cash, mutual funds, stocks or bonds) to employers and executives is due
to familiarity of funds being used in 401(k) plan, professional management, and availability of historical
performance information. However, investment gains and dividends (that are not tax exempt) will be taxable as
realized. This approach works best if investment returns are high and the corporation is in a low income tax
bracket.
Benefits & Drawbacks of Taxable Investment Accounts
Benefits

Drawbacks



Investment diversification.



Must be actively managed.



Asset allocation and/or reallocation



Realized gains and losses are taxable.



Asset reallocation and/or liquidation

flexibility.


Some mutual funds are managed in a
manner that minimizes the current taxable
income generated by the fund.



Liquidity.



Potentially favorable returns.

triggers taxation of unrealized gains.


Historical performance is not an
indication of future returns.



Volatility and timing of market
conditions as benefits are needed.

Informal Funding Vehicles
Corporate Owned Life Insurance (COLI)
The employer is the owner and beneficiary of uniquely designed and institutionally priced life insurance policies on each
participating executive to provide cash value funding of the retirement payments. Death benefit proceeds are paid income tax-free
to the employer[1] and may be used to recover the employer’s costs incurred in connection with the plan.
Levels of Cost Recovery
•Recovery of the after-tax costs of the benefit payment at the participant’s death – the obligation only.
•Recovery of the after-tax costs of the benefit payments and the net premiums paid on the insurance contract.
•Recovery of the after-tax costs of the benefit payments, the net premiums paid, and the cost of money.
Benefits & Drawbacks of Corporate Owned Life Insurance (COLI)
Benefits

Drawbacks



Cash values grow income tax deferred.



The company using tax-free surrenders, withdrawals, 



Expense and mortality charges.
Taxed at liquidation, if not held until death.

and loans may access cash values. 7

[1]



Income tax-free reallocation within the contract.



Executive consent required.



FIFO treatment of withdrawals.



Insurance carrier insolvency risk.



Income tax-free death benefit.6

Taxation may differ if the company is subject to the Alternative Minimum Tax.
Withdrawals made during the first 15 years could result in unfavorable LIFO taxation under I.R.C. §7702(f)(7) “force-out” rules. Withdrawals in excess of cost basis may be
taxable. Lapsing a policy with an outstanding loan results in the loan, and any accrued interest, being treated as a distribution and surrender charges may be assessed. You
should consult your legal and tax counsel.
[2]

OUR SERVICES
Advice

Custom solutions

Connections

We offer years of experience in
executive benefits consulting
developing and implementing
strategies for creating,
managing and transferring
wealth.

We consult directly with you on
specific solutions to meet your
specific needs.

We provide you with access to our
national team of advisors and
experts in the legal, tax,
accounting, carriers, TPA’s, etc.

Valuations

Independence

We provide business valuations
powered by BizEquity.

Our independence allows us to
bring the best combination of
ideas, vendors, products, and
technical professionals together
for the design, implementation
and ongoing administration of
your plan

CONTACT

Peter@ebguy.com

