
How to Use Nonqualified Deferred

Compensation Arrangements as a

Business, Retirement, and Tax-

Planning Tool

By

Joseph R . Pozzuolo, Esq.

and

Jane Rossowski, Esq .

REPRINTED FROM
PRENTICE HALL INFORMATION SERVICES

TAX IDEAS
Copyright 1989 by Prentice Hall, Inc .



4-1745

	

15,341
[¶ 15,013] HOW TO USE NONQUALIFIED DEFERRED
COMPENSATION ARRANGEMENTS AS A BUSINESS,

RETIREMENT, AND TAX-PLANNING TOOL .
By Joseph R. Pozzuolo. Attorney (Pennsylvania), Senior Sharehulde : Joseph R.

Pozzuolo Associates, P. C; Member of the American Bar Association's Committee on
Taxation and the Philadelphia Bar's Section on Corporation and Business Law ; and
Jane Rossowski, Attorney (Pennsylvania) .

Deferred compensation is any compensation payable in a year or years later than
that in which personal services were rendered . Deferred compensation plans may
be either qualified or nonqualified .

Qualified plans must be funded, and they must also meet the strict requirements
of the Code regarding nondiscrimination, vesting, minimum funding, etc . The
major types of qualified deferred compensation plans are pension and profit-sharing
plans.

Nonqualified plans, on the other hand, need not meet these same requirements .
Under these plans, the employee generally receives an unfunded contractual right
to receive deferred compensation . The biggest advantage of nonqualified plans is
that they give the employer the choice of discriminating in favor of a select few
individuals. Even though nonqualified deferred compensation plans allow an
employer greater flexibility than the qualified plans, the employee-participant reaps
almost the same tax benefits attributable to qualified plans . This analysis will
examine the business, retirement, and tax benefits of nonqualified deferred
compensation arrangements for both employer and employees . Our explanation
covers the following major topics:

1 . Benefits of a deferred compensation plan to the employer and employee.
[¶15,013 .1]
2. Flexibility of a deferred compensation plan . [115,013.2]
3 . Pitfalls of deferred compensation plans . [115,013.3]
4 . Conclusion. [¶15,013 .4]

L115,013-13 BENEFITS OF A DEFERRED COMPENSATION PLAN
TO THE EMPLOYER AND THE EMPLOYEE

(1) Benefits to the Employer
Nonqualifled deferred compensation plans are attractive to employers who don't

want to undertake anything quite so exacting as a qualified pension or profit-
sharing plan; to an employer who isn't interested in covering the entire employee
staff; or to the employer who is already maximizing pension and profit-sharing plan
contributions . Such plans may be a particularly useful tax, retirement, or business-
planning tool for the closely held corporation, because nonqualified deferred
compensation plans are offered only to those employees whom the company
chooses and in any manner the company desires .

Business expense deduction : Nonqualified deferred compensation payments are
deductible as a business expense when they're actually paid to the employee, rather
than when they are credited to him or her.' Thus, if the closely held corporation is
in a lower tax bracket than its high income controlling shareholder-employee,, the
employee's election to defer compensation means that this deferred income will be
taxed at the lower corporate rate' rather than at the employee's 50 percent
marginal rate of personal tax in the year the services are rendered . For tax years
beginning after December 31, 1982, the corporate tax rate schedule is as follows :

Foohote relenaces Mart at the ead of tk analysis .

t. © 1985 P-H Inc . Tax Idea- See Crops Reference Tads for WW developments 1115.013.1
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SINEW FOR 1984± For corporations with taxable income in excess of $l million for
any tax year, the amount of tax determined for such tax year will be increased by the lesser
of 5 percent of the excess, or $20,250 .'

At the time the employee actually receives the deferred income, it will be taxed
as ordinary income to the employee and the corporation will be allowed to take a
business expense deduction for it under Section 162 . But because the employee will
probably no longer be in his or her peak earning years, he or she will be in a lower
tax bracket, and thus the tax will be substantially lower [see ¶15,013 .1(2)] .

Ties key personnel Deferred compensation arrangements may also be used by
an employer as a means to tie key personnel to the company . A company may be
able to draw on a senior key executive's experience by conditioning the executive's
post-retirement deferred compensation payments on his or her promise to provide
consulting services or his or her promise of noncompetition . Also, a business may
want to tie certain talented young employees to the company after it has incurred
great expense in training them. To induce a young employee to stay after such a
training period, the company might provide a deferred compensation plan under
which the employee is credited contingently with a specified sum each year, which
the employee will receive only after he or she remains employed with the company
for a specific number of years .' These amounts will be deductible as business
expenses when paid. They won't be taxable to the employee at the time they accrue
because the employee's rights to them are only contingent . Nor will they be taxable
to the employee at the end of each of the periods because payment will be made
only if he or she leaves, and then only over a period of years .

Employees ineligible for qualified plan : The company may want to provide
benefits to an employee ineligible to participate in the employer's qualified
retirement plan because of his age, length of employment, or number of hours
worked each year .

(2) Benefits to the Employee

The major tax advantage of a deferred compensation plan to the employee is that
the employee postpones payment of tax for currently rendered services until the
deferred compensation is actually received . This presumably results in an actual tax
savings to the employee, because under the typical plan the employee will be in a
lower income tax bracket when the income is received . When the payments are
received, they are taxed as ordinary income to the employee . Generally, deferred
compensation payments are "wages" subject to regular income tax withholding,
and don't come under the special withholding rules that apply to distributions from
qualified pension or profit-sharing plans .'

If payments are made after termination of employment because of death,
disability retirement, or retirement after attaining a specified age, such payments
are exempt from Social Security taxes.' However, the retirement age must be
specified in a plan for which the retired employee is eligible to participate,' and the
age specified may be either the normal or early retirement age .' Nevertheless,
drafters must be cautious in structuring plans because if the amounts would have
been paid even if the employment relationship hadn't been terminated, they will be
"wages" subject to Social Security tax .'

Taxable Income Tax Rate

0-$ 25,000 15%
$25,001-S 50,000 18%
$50,001-S 75,000 30%
575,001-5100,000 40%

over $100,000 46%
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FLEXIBILITY OF A DEFERRED
COMPENSATION PLAN

There are many types of deferred compensation agreements, and plans may be
structured in various ways to meet specific business, retirement, or tax-.platuung
objectives. Flexibility for both the employer and employee can be built into these
plans by providing that the deferred payments be paid by_ the employer as
additional compensation for the employee's services, or, alternatively, be _derived
from the employee's voluntary agreement to take a reduction in current salary to
avoid marginal income from being taxed at 50 percent .

Further, a company or its employees may not be interested in deferment for a
long period, e.g., until retirement, but rather for only a relatively short tent If,an a
given year, the bonus award to a particular executive is extremely high gird he or
she receives it in a lump sum, taxes will absorb much of it and the benefits of the
award would be dissipated . Thus, the award could be made but paio over several
years, the installment payments in each year being contingent on the em$ ogee
staying with the company. Or, a company may offer short=term erred
compensation benefits as an incentive for tying young trainees to the company, as
explained previously [see ¶15,013 .1(1)] .

But the most popular reason for deferred compensation agreementss is too provide
security for the employee on retirement. The employer may agree to pay the
employee on his or her termination of service or retirement. (1) a fixed sum, (2)-an
amount based on the employee's years of service and compensation, or (3) :a-stated
percentage of the employee's "high five," "high three," or careeraverage salary.
Under an increasingly popular type of agreement, the employee's deferred
compensation payments are invested in securities or variable annuity ;cont or
are otherwise adjusted to reflect the cost-of-living index, directly or indirectly .
through deemed investments in a Standard and Poor's index fund . The payments
are often made in installments over a 5 or 10-year period 10

[¶15,013.3] PITFALLS OF DEFERRED COMPENSATION PLANS
Drafters of deferred compensation plans must be careful to avoid two major

pitfalls that could result in the employee losing the valuable deferment of income
taxes for services rendered and compensation payable later. The two ma'or ,p tt"alls
are (1) constructive receipt and (2) formally funding a nonquallfed deferred
compensation arrangement .

(1) The Constructive Receipt Doctrine
Most individuals are cash-basis taxpayers, which means that they ; doa't

recognize income for tax purposes until they actually receive the money . However,
in several situations, if the income is made readily available to the individual, the
constructive receipt doctrine says that it's effectively the same as having received it.
Thus, under this doctrine, the employee will be taxed on the deferred income when
the services are rendered, if the money is his or hers for the taking, or available to
the employee at his or her unfettered discretion."

There has been considerable confusion as to how the constructive, receipt
doctrine affects deferred compensation arrangements. The safest course .in ensuring
that the constructive receipt doctrine won't be applied to deferred compensation .is
for the plan to contain contingencies that may cause the employee to forfeit- his .or
her rights to the future payments. Reason: As long as the employee's rights -are
forfeitable, there can be no constructive receipt of income under the agreement .'= A
substantial risk of forfeiture exists if the right to full enjoyment of the property or
interest is conditioned on the future performance of substantial services by the
employee." If rights to the deferred payments will be lost on termination of
employment for reasons other than death or permanent disability, the rights are
A © 1985 P-H Inc. Tax ideas-See Cross Relerance Table for latest development
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subject to a substantial risk of forfeiture ." However, forfeiture upon discharge for
cause, or committing a crime, isn't a qualifying risk."

Also, an enforceable requirement that the property be returned to the employer
if the employee accepts a job with a competing firm won't ordinarily be considered
to result in a substantial risk of forfeiture unless the particular facts and
circumstances indicate to the contrary . Factors which may be taken into account in
determining whether a covenant not to compete constitutes a substantial risk of
forfeiture are (1) the age of the employee, (2) the availability of alternative
employment opportunities, (3) the likelihood of the employee obtaining such other
employment, (4) the degree of skill possessed by the employee, (5) the employee's
health, and (6) a practice (if any) of the employer to enforce such covenant.
Similarly, rights and property transferred to a retiring employee subject to the sole
requirement that it be returned unless he renders consulting services at his former
employer's request won't be considered subject to a substantial risk of forfeiture
unless he is in fact -expected to perform substantial services ."

Further, the Revenue Service has ruled that there will be no constructive receipt
of income even though the employee's rights are nonforfeitable if (1) the agreement
is entered into before the compensation is earned and (2) the employer's promise to
pay isn't secured in any way ."
-To : illustrate the constructive receipt doctrine, consider the following two

examples, which are based on a Revenue Service ruling :"
Example (1k Alpha Company's plan provides that a percentage of Alpha's annual net

earnings before .taxes exceeding a certain amount is credited to certain officers and key
employees in proportion to their salaries. Each participant's share is to be reduced by a
proportionate part of Alpha's income taxes attributable to the additional compensation .
Each account is to be credited with the yields from investing the amount in the account.
Employee Bob Bell is to receive annual payments from his account beginning when he
reaches age 60, terminates employment, dies, or becomes totally disabled . Bell's annual
payments would each be a stated percentage of his account balance just before the year of
first payment, and would continue until the account is exhausted . However, the payments
are conditioned on Bell's (1) not engaging in competitive work, (2) being available for
consultation and advice after retirement or termination, unless disabled, and (3) keeping
unencumbered any interest or benefit under the plan . On death, similar payments are to
be made to beneficiaries. The amounts in each account are credited for balance sheet
purposes only, and these payments aren't intended to be held in trust because Alpha's
obligation to make payments are merely contractual .
Result The Revenue Service has ruled that this doesn't constitute constructive

receipt by the employee-participant.
. Example (2) : As an inducement to football player Sam Spikes to enter into a player's
contract, it's agreed, at Spikes's suggestion, that a bonus that he could have received at the
time off signing the contract would be paid to an escrow agent designated by Spikes . The
escrow agent is to pay the bonus, plus interest, over a five-year period . The escrow
account is in Spikes's name . At Spikes's death, the escrow balance is payable to his estate .
Result The Revenue Service has found that this type of escrow agreement

constitutes constructive receipt, and that the bonus is therefore taxable to the
football player when the agreement is signed .

Under Revenue Service rulings and a long line of cases, a nonforfeitable deferred
compensation arrangement can avoid the constructive receipt trap provided the
promise of the employer to pay its employee deferred compensation at a later date
is unsecured and provided the agreement is entered into before the employee
renders any service." In other words, as long as the deferred payments aren't
secured, placed in escrow or in trust, or otherwise physically segregated for the
benefit of the employee, there will be no immediate tax on the value of present
economic benefit to a cash-basis employee. 10
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(2) Funding

A deferred compensation plan can't be formally funded, i.e., the employee can't
be given a secured interest in any trust or escrow fund or in any asset, such as an
annuity or life insurance contract, without adverse tax consequences."

The risk that an employee takes in receiving deferred compensation in an
unfunded plan is that the employee is merely a general creditor and is assuming a
business risk that his employer will be sufficiently solvent to pay the compensation
at a later date."

To protect against such insolvency, however, many corporations informally fund
their obligation by setting aside a fund composed of life insurance contracts,
annuities, mutual funds, securities, etc., without adverse consequences to the
employee, as long as the fund remains the unrestricted asset of the corporation and
the employee has no interest in the fund ."

As long as the employee isn't the direct beneficiary or has no vested right in the
annual increase inn the cash surrender value of the policy, the purchase of a life
insurance policy doesn't mean a deferred compensation plan will. be regarded as
"funded."" Further, the employer can't deduct its premium payments, but the
entire death proceeds are received tax free by the corporation ."
015,013 .43

	

CONCLUSION
The drafting of a nonqualified deferred compensation agreement requires the

effort of a team of financial advisers-the accountant, tax attorney, and life
underwriter-to properly protect the business, tax, and retirement needs of the
employer and employee.
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