Nonqualified Deferred
Compensation in a Nutshell
The following is a review of nonqualified deferred
compensation – what it is, how it works and the
benefits to employers and employees.
What Nonqualified Deferred Compensation is:
A nonqualified deferred compensation (NQDC) arrangement is
simply a means of supplementing an executive’s retirement income
and providing survivor benefits. It is a contractual fringe benefit
arrangement under which an employer promises to pay specified
benefits to an executive in the event of disability, retirement or other
future separation from service.
In other words, NQDC is an arrangement where an employer
promises to pay an employee in the future for services rendered
currently. Should the executive die prior to retirement, specified
amounts would be paid to the executive’s beneficiaries.
Employers use this selective fringe benefit as part of an overall
compensation package to attract, motivate and retain key executives.
Since an NQDC arrangement is simply a “substitute” for, or supplement
to, current compensation, it is possible to obtain a better balance
between present earnings and future retirement income. The deferred
benefits, instead of being paid and taxed now, are received after
retirement. This maximizes the value of the executive’s chief asset, his
or her earning power, and lessens the need to personally accumulate
retirement funds.
The information provided is not written or intended as specific tax or legal
advice. Individuals are encouraged to seek advice from their own tax or
legal counsel. Individuals involved in the estate planning process should
work with an estate planning team, including their own personal legal or
tax counsel.
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Advantages to the Employer
For an employer, an NQDC arrangement:
• Attracts talented people – High-caliber employees
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• Has a cost that may be predictable; and

arrangement under which it agrees to pay $50,000 per year
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When established for select management or highly
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compensated employees, they are not subject to many

for 10 years to the executive’s family, and in the event of

of the requirements of the Employee Retirement
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Income Security Act of 1974 (ERISA). A one-time
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To help meet its obligation, ABC purchases a life insurance
policy on the executive’s life. ABC will be the owner and
beneficiary of the policy. While ABC cannot deduct the
premiums it pays, the income benefits eventually paid to
the executive or his or her family can be tax deductible as

when it is first established.

Advantages to the Employee

The code provides that the death proceeds paid on an

For an employee, an NQDC arrangement offers:

employer-owned life insurance contract will remain income

• Pre-retirement death benefits – An NQDC
arrangement can be set up so that all or part of an

tax free if certain conditions are met:
• The insured (employee) must be notified and

employee’s salary will continue in the event of

consent to having the company own the life

pre-retirement death. The death benefit provided

insurance on his or her life; and
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• Increased retirement income – The living
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of both the employee and the surviving spouse.
The “ceiling” imposed on qualified plan benefits
make NQDC, used to supplement other retirement
and Social Security benefits, particularly attractive
to highly-compensated employees; and
• Greater net income – Net income from a deferred
arrangement will often be greater than alternative
planning methods.
Recent Tax Changes Affecting NQDC Arrangements
Internal Revenue Code (IRC) § 409A was enacted to govern
the structure and taxation of NQDC. This code section sets
forth requirements that must be met in order to receive current
tax deferrals. While this fairly new tax code section in no way
should deter or reduce the value of establishing a deferred
compensation program, it is critical that the client (employer)
work with their tax and legal advisors to ensure complete
compliance with IRC § 409A.
Due to some fairly wrongful practices by some large

Furthermore, each year, IRS Form 8925 must be completed
by the employer’s tax or legal advisor on behalf of the
employer stating amongst other things:
• How many people work for the employer;
• The number of employees covered by life
insurance policies owned by the employer; and
• The total amount of insurance in force.
As with IRC § 409A, 101(j) and Form 8925 should not be a
deterrent in establishing a well-drafted NQDC arrangement
that will help the employer to attract, reward and retain
talented employees. Rather, the federal government is
trying to ensure that all arrangements are fairly and properly
established under a more defined system and that there is
fairness and transparency toward all parties involved in the
arrangement. With the help of their tax and legal advisors,
each employer interested in designing an NQDC arrangement
can still achieve success while complying with all the
guidelines without too much extra effort.

corporations in deceiving their employees with respect
to employer-owned life insurance, the Internal Revenue
Service (IRS) introduced IRC § 101(j).

Conclusion: Of the array of nonqualified
executive fringe benefit plans, an NQDC
arrangement can provide significant advantages
for both the employer and the employee.
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