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Deferred compensation plan benefits

Executive Non-Qualified “Excess” Plan
BENEFITS FOR THE PLAN PARTICIPANT
· The opportunity to defer compensation in excess of qualified retirement plan limits on a pre-tax basis.
· Earnings accumulate tax-deferred.
· No contribution limits, minimum withdrawal at age 70 or 10% IRS early withdrawal penalty.
· High quality account information similar to a 401(k) plan.
· The ability to design an individualized investment strategy with self-directed investment accounts
BENEFITS FOR THE COMPANY
· The Excess Plan “solves a problem” by providing your valuable key employees the opportunity to save for retirement on a pre-tax basis in excess of qualified retirement plan limitations.
· Company contributions lost due to IRS restrictions in qualified retirement plans can be restored.
· The company can make discretionary incentive contributions to recruit, retain, and reward selected employees.
· Assets accumulated to finance the plan remain an asset on the company’s balance sheet.
· The plan is simple to administer and requires NO discrimination testing, minimum participation, or Form 5500 filing, if set up properly.
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Basic plan design considerations

ELIGIBLE PLAN PARTICIPANTS
Plan participants are defined as a “select group of management or highly compensated employees” eligible under the Top Hat exemption as well as independent contractors.  The company determines which employees are eligible, as the IRL and DOL have not defined the requirements for Top Hat employee classification.  The following are “guidelines” to consider when determining the eligible group.
· Less than 10% of total employees

· $100,000 plus of wages

· Average compensation three times greater than the average compensation of the non Top Hat group

· The employee, by virtue of their position or compensation level, has the ability to influence the design and operation of the plan

ELIGIBLE COMPENSATION
The company determines the different types of compensation eligible for contributions.  Although most companies make ALL compensation eligible, the company may limit it to:

· Base Salary

· Bonus Income

· Long Term Incentive Plan (LTIP) income

· 1099 independent contractor fees

CONTRIBUTION TYPES
Plan participants make an election once a year to defer their own compensation.   The company has the discretion to make incentive matching and/or profit sharing contributions whenever it wishes on a selective basis.
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Basic plan design considerations

CONTRIBUTION LIMITS
The plan allows participants to defer up to 100% of eligible compensation on a pre-tax basis.  However, the company may limit contributions based on objectives and plan design.

EARNINGS CREDIT
A deferred compensation plan is an unfunded contractual obligation from the company to pay a benefit to the plan participants in the future.  The benefit is a “book account” equal to the plan participant’s deferral and/or discretionary company contributions plus earnings or losses from the hypothetical investments.  Any one or a combination of the following crediting methods can be offered to the plan participants.

· Guaranteed Interest Rate- The company determines the rate based on its own cost of money or investment returns.
· Variable Crediting Rate- The rate is normally based on an interest index such as the prime rate or Moody’s yields.
· Variable Equity Crediting- Similar to a 401(k) plan, the participant can select from a number of investment options which include:
· Mutual Funds
· Individual Stocks
· Company Stock
· Any combination of the above
INVESTMENT OPTIONS
Most employers offer a broad range of investment options and allow the plan participants to choose among multiple fund families and money managers.  A large selection of investment options provides plan participants the option to self-direct their benefit accounts in order to meet their specific objectives and risk tolerances.
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Basic plan design considerations

VESTING

Vesting creates a contractual obligation from the company to pay the benefit when a plan participant becomes eligible to receive it.  The company has a great deal of flexibility to design the length and type of the vesting schedule.

· Plan participant deferrals- always 100% vested
· Discretionary Company Contributions
· 100% Vesting

· Age Vesting

· Grading Vesting from

-Employment date

-Eligibility date

-Contribution date

BENEFIT PAYOUT EVENTS

Standard benefit payment events include:

· Death
· Disability
· Financial Hardship
· Termination of Employment
· Retirement
Optional benefit payment events include:

· Education Withdrawal
· In-Service Withdrawal
· Benefit Exchange
BENEFIT PAYOUT OPTIONS

A plan participant’s benefit can be distributed as:

· A lump sum in cash
· Annual installments over a term period
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Basic plan design considerations
PLAN FINANCING OPTIONS
The Excess Plan is technically an unfunded obligation by the company to pay a benefit to a plan participant in the future.   The company can, and normally does, set money aside along the way to informally finance the future benefit.  The following are the three most common methods used to finance the plan.

· Unfinanced- The company simply pays the future benefit from company cash when needed.
· Taxable Investments- The company invests in mutual funds and/or individual securities, typically in the same allocation as the participant has invested his/her deferred compensation account.
· Variable Corporate-Owned Life Insurance (COLI)- The company purchases a COLI policy that permits allocations of premium paid into divisions of the Separate Account.  Typically the company’s allocations to each division will mirror participants’ allocation in their deferred compensation accounts.
SECURITY MECHANISMS
Since a deferred compensation plan is an unsecured contractual obligation to pay a benefit to a plan participant in the future.  The company can include in the plan any one or more of the following security mechanisms to help make sure the obligation will be paid in the future.

· Rabbi Trust- An irrevocable grantor trust in which the company deposits funds.  The money in the trust can only be used to pay benefits under the plan to the plan participants or to satisfy the claims of creditors in the event of insolvency.
· Change of Control Trigger- When a defined change of control in the company occurs, the plan is fully financed in the rabbi trust or the plan is terminated and benefits are paid to participants.

· Third Party Guarantee- Typically a parent company of the subsidiary will guarantee benefit payments to participants.
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Financing Options
The Executive Non-qualified “Excess” Plan is technically an unfunded contractual obligation to pay benefits to a plan participant in the future.  The company can choose to informally finance the future obligation or leave the obligation unfinanced.  The best financing method is dependent upon the company’s financial characteristics and the degree of risk, which is acceptable to plan participants and the company.

UNFINANCED
The company uses plan contributions for company operations and pays benefits from current cash or a credit line.

	ADVANTAGES
	DISADVANTAGES

	Simple
	Liquidity (increased risk to participants)

	ROE greater than promised earnings benefits the company
	Company liable for promised earnings even if company is not profitable

	Provides cash to grow company
	Future management responsible for cash flow needed to pay benefits


TAXABLE INVESTMENTS
The company invests plan contributions in investments, which are allocated similar to the investments offered to plan participants.

	ADVANTAGES
	DISADVANTAGES

	Many investment options
	Earnings taxable to company

	Direct crediting of earnings
	Adverse GAAP accounting treatment

	Easy to record keep
	Higher cash flow needed to pay tax on earnings


VARIABLE COLI
The company pays premiums with plan contributions into a variable universal life policy, which is allocated into separate accounts similar to the investments offered to plan participants.

	ADVANTAGES
	DISADVANTAGES

	Earnings accumulate tax free
	Mortality cost of insurance

	Tax-free distributions (subject to contract limitations/charges)
	Process of underwriting

	Tax-free insurance death proceeds
	Education
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Deferred Compensation

Plan Disadvantages

DISADVANTAGES FOR THE PLAN PARTICIPANT
· No loan provisions

· No rollover provision into an IRA

· Limited ERISA protection

· Contractual obligation versus fiduciary liability, Rabbi trust can help manage this risk

· Assets financing the plan are owned by the company and are subject to company creditors

· Election to defer compensation must be made in advance of earning the income.

· Non-compliance with deferred compensation rules under Sec. 409A of the Internal Revenue Code may cause individual tax and penalties to be assessed.

· Deferrals may reduce wages for qualified plan contributions (Not a disadvantage if a qualified plan is coordinated with Excess Plan)

DISADVANTAGES FOR THE COMPANY
· Deferred income tax deduction versus a current income tax deduction
· Accrue future deduction as a Deferred Tax Asset to reflect timing difference
· Potential charge to earnings on the taxable investments or COLI assets purchased to finance the plan
· Plan administrative fees
· Human resource time to communicate the plan benefits to eligible participants
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Tax, ERISA, and SEC

Considerations

PLAN PARTICIPANT TAX CONSIDERATIONS
· Income Tax

· Deferrals and company contributions pre-tax

· Earnings accumulate tax-deferred

· Ordinary income tax when received
· Social Security Tax

· Plan Participant Deferrals

· Taxed when deferrals are made (similar to a 401(k))

· No tax on earnings

· No tax when received
· Company Contributions for Plan Participants

· Contributions and earnings taxed when vested

· Once vested, no tax on earnings

· No tax when received
· Independent Contractor Deferrals & Company Contributions

· No tax when deferrals are made

· No tax on earnings

· Contributions and earnings taxed when received

· Estate Tax

· The present value of the account balance and any supplemental death benefits will be included in the participant’s estate under IRC Sec. 2039(a).
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Tax, ERISA, and SEC

Considerations

COMPANY TAX CONSIDERATIONS
· Income Tax Plan Participant
· Employee deferrals and company contributions are considered a deferred tax deduction versus a current tax deduction.

· Earnings may be taxable or may accumulate tax-deferred, depending on the financing method selected.

· Deferred compensation payments are fully tax deductible in the year paid to the plan participant
· Social Security Tax
· Matching payment when plan participant pays
· No match for independent contractors
· Alternative Minimum Tax (AMT) (applies to certain C corporations only)
· The increase in the cash surrender value each year and the difference between the death benefit and the cash surrender value is considered a preference item when calculating AMT.  AMT is a prepayment of tax, not an additional tax.
· Accumulated Earnings Tax
· Assets purchased, such as mutual funds or life insurance, to finance a deferred compensation plan that represents a valid business purpose should not be subject to this tax.  In addition the insurance death proceeds are income tax free and are not subject to this tax.
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Tax, ERISA, and SEC

Considerations 

SECURITY AND EXCHANGE COMMISSION (SEC)

CONSIDERATIONS
· The Securities Act of 1933 prohibits the offer or sale of securities unless a registration has been filed or an exemption is available.
· In 1995, the SEC  stopped issuing no-action letters on deferred compensation plans, which started a debate on whether a deferred compensation plan is a security.
· Clarification has been sought from the SEC, but there is no clear determination.  It appears the position of the SEC on whether a deferred compensation plan needs to be registered as a security depends on the participant’s motives.
· If there are investment motives on plan participant deferrals, the plan may be a security and therefore, be subject to registration (unless an exemption applies).
· If the motive is tax deferral, the plan may not be a security.
· If it is determined that the deferred compensation plan is a security subject to registration there are exemptions that provide relief.
· For plan participants residing in a single state
· For certain small offerings
· For transactions not involving a public offering
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