
Advanced Strategies
Alternatives to nonqualified deferred compensation
Split-dollar and risk of forfeiture arrangements and controlled executive bonus plans

Products and financial services provided by the companies of

August 2014 OneAmerica®



Alternatives to Nonqualified Deferred
Compensation

Employers often find they need to provide additional benefits in order to retain the
services of highly-valued key employees.  However, because of the non-discrimination
rules associated with qualified retirement plans such as 401(k) and profit sharing plans,
it can be difficult for employers to provide extra qualified plan benefits for individual
employees who go above and beyond in their service to the employer.  Qualified plans
must comply with burdensome administrative and reporting requirements and also are
subject to limitations on contributions and deductions that can prevent an employer
from providing benefits that are truly commensurate with a key employee’s worth to the
business.

Because of these limitations, employers who seek to reward a select group of employees
with added retirement benefits often consider using nonqualified deferred
compensation.  However, even nonqualified deferred compensation is now subject to
burdensome regulation.  The American Jobs Creation Act of 2004 created a new
Internal Revenue Code (IRC) section that governs nonqualified deferred compensation
plans.  This section, IRC section 409A,  and subsequent regulations written by the
Treasury Department, create strict new rules for nonqualified deferred compensation
plans that mandate a written plan document, Form W-2 reporting and restrictions on
when and how plan amounts can be deferred and paid.

As a result of these new rules, the cost of installing, maintaining and distributing
nonqualified deferred compensation plans has increased substantially.  For this reason,
many employers are looking for ways to provide benefits to key employees that do not
involve the regulatory burden of nonqualified deferred compensation.  This material will
focus on several techniques that allow employers to provide extra benefits to key
employees without incurring the regulatory requirements and cost of qualified and
nonqualified deferred compensation plans.

Alternative One: Endorsement Split-Dollar and Separate
Substantial Risk of Forfeiture Arrangements

Treasury Regulation 1.409A-1(a)(5) provides that the term nonqualified deferred
compensation does not include any bona fide vacation leave, sick leave, compensatory
time, disability pay or death benefit plan.  A popular type of plan that provides a death
benefit is an endorsement split-dollar plan.  This type of plan is basically an
arrangement between employer and employee under which the employer pays for and
owns a permanent life insurance policy on the employee’s life.  The employer controls
the cash value of the policy, but the employee is permitted to name a beneficiary of the
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pure insurance or “at risk” portion of the policy death benefit.  In other words, the
portion in excess of the greater of cumulative premiums paid or cash value is paid to the
beneficiary upon the employee’s death.  If desired, an amount less than this portion may
be paid to the employee’s beneficiary under the arrangement.

Treasury Regulation 1.409A-1(b)(4) provides that a deferral of compensation does not
occur if an amount of compensation is actually or constructively received by the
employee within 2 ½ months of the later of the employee’s or employer’s tax year end in
which the compensation is no longer subject to a substantial risk of forfeiture.
Compensation is subject to a substantial risk of forfeiture if entitlement to the amount is
conditioned on the performance of substantial future services by the employee.  This
language is similar to IRC section 83 which states that an employee must report a
benefit as income in the first year it is not subject to a substantial risk of forfeiture.

The above two exceptions create a mechanism whereby an employer may provide a
death benefit for a key employee now, and assure that the employee will receive a
benefit in the future, provided the employee stays with the employer for an agreed-upon
period of time.

The procedure

The employer and employee enter into a split-dollar agreement.  The employer applies
for and owns a life insurance policy on the employee.  The employer endorses part of the
policy death proceeds to the employee for the employee’s personal use.  The employer
pays all policy premiums and the employee reports an annual economic benefit based
on the amount of death benefit endorsed to the employee.

Prior to the employee’s retirement, the employer owns the entire cash value of the
policy.  The death benefit endorsed to the employee generally is the policy’s death
benefit that is in excess of the policy’s cash value or the cumulative premiums paid by
the employer, whichever is greater.  At retirement, or some other determined transfer
date, the employer transfers its entire interest in the policy under a separate substantial
risk of forfeiture agreement to the employee under the rules of Section 83 and
Regulation 1.409A-1(b)(4).

At the time the policy is transferred to the employee under the separate agreement, the
fair market value of the policy will be reportable as income to the employee and the
employer will receive a corresponding deduction. Generally, the reportable amount will
be the policy cash value in the year the transfer occurs.  The employer can elect to pay
the tax consequence of policy transfer via an additional bonus to the employee, or the
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employee can pay the taxes by taking tax-free withdrawals or loans from the policy, by
using outside funds or some combination of outside funds and policy distributions.

Technical issues

Under section 83, a benefit provided by an employer to an employee is includable in the
employee’s gross income in the first year it is not subject to a substantial risk of
forfeiture.  Section 83 also states that a substantial risk of forfeiture exists if such
person’s rights to such compensation are conditioned upon the future performance of
substantial services by an individual.  Thus, in the split-dollar setting, a section 83
transfer of policy ownership must be conditioned on the employee’s continued service if
deferral of taxation is to be achieved.  The regulations under section 83 state that
conditioning benefits on the completion by an employee of two or more years of service
will create a substantial risk of forfeiture.  Therefore, it is recommended that the
transfer date specified in the section 83 agreement be conditioned on the employee’s
completion of some minimum period of service, such as three years or more.

The reportable economic benefit annually to the employee under the endorsement split-
dollar arrangement is measured by IRS table 2001 which provides life insurance
premium factors for each $1,000 of death benefit protection.

Alternative Two: Executive Bonus Plans under IRC Section 162

Under an executive bonus plan, the employer pays a bonus each year to selected
employees, typically in the form of premiums on a permanent life insurance policy on
the employee’s life.   The employee usually applies for and owns the policy, naming
someone other than the employer as beneficiary.

The premium is declared as additional compensation on the employee’s W-2.  The
annual taxes on this premium are, in some cases, funded by an additional cash bonus to
the employee, which is referred to as a “double bonus” plan.  Eventually, the policy’s
growing cash value may be borrowed or withdrawn to pay taxes, or it may be used for
supplemental retirement income.  Policy loans or withdrawals may reduce the death
benefit and may have tax consequences.

Executive bonus plans, sometimes called IRC section 162 plans, can be completely
selective in coverage.  The employer is free to select the employees it wishes to benefit.
Since the bonus is taxed as additional compensation to the employee, it is deductible in
the year paid by the employer, provided it qualifies as reasonable compensation to the
employee.  At the employee’s death, the beneficiary receives the death proceeds free of
federal income taxes under IRC section 101(a).

The bottom line is that executive bonus plans provide a tax-favored way to reward
valued employees on a selective basis, avoiding anti-discrimination rules and giving the
recipients added recognition in the form of valuable life insurance protection.
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The procedure

- Terms of the arrangement are usually spelled out in a written agreement.
- The employee applies for and owns an insurance policy on his or her life.
- The employer pays the annual policy premium or provides a yearly cash bonus which

the employee uses to pay the premium.
- The annual premium payment or cash bonus is deductible by the employer, provided

the insured employee’s total compensation is “reasonable” in the IRS’s opinion.
- The policy’s cash values belong to the employee who can use them for emergencies

or to supplement income after retirement.
- When the employee dies, his or her beneficiary typically receives the policy’s death

proceeds free of federal income tax.

IRC section 162 with a twist: the Controlled Executive Bonus Plan (CEBP)

There sometimes may be a problem with section 162 plans.  Since the executive is the
owner of the policy, the employer has no control over the plan asset.  If the executive
leaves the business, the executive is free to take the life insurance upon departure.
Worse yet, the executive could use the cash value of the life insurance to start a business
which competes with the former employer.

A solution to the above problem is the Controlled Executive Bonus Plan (CEBP).  The
CEBP adds an endorsement to an IRC Section 162 life policy which limits the executive's
access to the policy cash values.  The insurance company is instructed that ownership
rights beyond changing the beneficiary require signatures from both the employer and
the executive, thus restricting the executive from accessing policy cash values or
transferring the policy without employer consent.

The CEBP procedure

- The employer and executive execute an agreement setting forth the rights and
0bligations associated with the arrangement.

- The executive acquires a policy of permanent life insurance on the executive's own
life.

- Pursuant to the agreement, a restrictive endorsement is executed by the executive
and applied to the life insurance policy.

- The employer makes premium payments to the insurance company.  In many cases,
the employer will also provide a bonus to the executive to cover the related income
tax.

- The executive remains with the employer until the terms of the agreement are
fulfilled.  Consequently, the restrictive endorsement is released and the executive has
unrestricted rights in the policy.  If the executive terminates employment before
satisfying the agreement, the employer may require the employee reimburse the
employer for premiums paid by the employer (or some other agreed-upon amount)
before releasing the restrictive endorsement.
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Advantages to the employer

- Tax-deductible contributions;

- Attachment of strings controlling the executive's right to receive benefits which
provides an incentive for the executive to stay with the employer;

- Minimal Employee Retirement Income Security Act (ERISA) requirements, if any;

- The ability to discriminate in favor of select employees.

Advantages to the employee

- Removal of assets from the claims of the employer's creditors and from possible loss
due to changes in employer ownership or management;

- Tax-deferred growth of cash accumulations;

- Possible retirement income prior to age 59 ½ without excise tax or penalty;

- Tax-free death benefits.

Technical issues

Although a CEBP arrangement is very simple to install and quite flexible, the tax law
does provide some design parameters.

Tax consequences to the executive

Taxation to the executive is governed by IRC Section 61.  This includes all income from
whatever source, including compensation for services, fringe benefits and similar items.
The regulations for Section 61 state that life insurance premiums paid by an employer
on the life of an employee, where the proceeds of such insurance are payable to the
beneficiary of such employee, are part of the gross income of the employee.  Tres. Reg.
1.61-2(d)(2)(ii)(a).  Therefore, the amount of the premium (not just the Reportable
Economic Benefit or term cost) is currently taxable to the executive.  For this reason,
many employers elect to provide a bonus which equals the income tax liability assessed
to the executive because of the premium payment.  This way there is no out-of-pocket
expense to the executive associated with the benefit. Death proceeds from the life
insurance policy paid to the executive's beneficiaries are income tax free.

Tax consequences to the employer

The employer is allowed a deduction under IRC Section 162(a)(1) for the full amount of
the premium in each year that the bonuses are paid.  This section provides a deduction
for reasonable salaries paid for personal services.  The full deduction is allowed under
this section as long as the amount of the premium payments plus any gross-up for the
executive's personal income taxes, when combined with the executive's regular salary
and benefits, is not unreasonable or excessive compensation.  To ensure that the
employer will be entitled to the deduction, the arrangement must avoid the application
of IRC Section 264(a) which disallows the deduction if the employer is directly or
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indirectly a beneficiary of the policy.  Therefore, the employer must not be entitled to
receive any cash values from the policy nor any portion of the death benefit.  The
insurance policy must be used only as an incentive for the executive to satisfy the
agreement between the executive and the employer.

ERISA considerations

In Lackey v. Whitehall Corporation, 704 F.Supp. 201 (D.Kan.1988), the court provided
important guidance when it stated that an employee benefit "provided in a contract
negotiated by an employer and an employee is not an employee benefit plan for the
purposes of ERISA."  Furthermore, the Department of Labor has issued advisory
opinions in which agreements providing for deferred compensation or retirement
benefits in individual employment contracts are not considered “employee pension
benefit plans.” Consequently, under these guidelines, a standard CEBP should not be
considered an ERISA plan and will not be subject to any of the ERISA reporting or
vesting requirements.  Even in the unlikely event that a CEBP is characterized as an
ERISA plan, it would be considered a welfare benefit plan which has only minimal
reporting requirements due to specific exemptions. DOL Reg.Sec.2510.3-1(b)(2)(j).

Using annuities with a CEBP

From time to time, an executive applying for life insurance will prove to be uninsurable
or rated because of a health condition.  Such situations lend themselves to considering
an annuity as an alternative funding vehicle in the CEBP setting because proof of
insurability is generally not required.  Although tax-deferred status has been denied to
corporate owned annuities since the Tax Reform Act of 1986, because the CEBP is set up
with the executive as owner of the contract (as opposed to deferred compensation where
the corporation is the owner of the annuity), tax-deferred growth of the annuity should
be preserved.

Some executives may prefer an annuity because annuities do not carry the mortality
charge associated with life insurance; and therefore, assets will theoretically accumulate
more efficiently in a CEBP funded with an annuity.  However, an annuity does not
provide the death benefit protection many executives desire for their families in the
event of premature death.

These concepts were derived under current tax laws.  Any future tax law changes may
adversely affect the effectiveness of these concepts.

Withdrawals and loans from a life insurance police reduce the life insurance policy’s
death benefit and cash value.  Life insurance is not a retirement plan, investment, or
savings account.

Neither the companies of OneAmerica nor their representatives provide tax or legal
advice.  For answers to specific questions and before making any decisions please
consult a qualified attorney or tax advisor.
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About AUL
American United Life Insurance Company®(AUL)
is the founding member of OneAmerica® and is
focused on providing a strong portfolio of products
for individuals, families and businesses. AUL
provides local service through a national network of
experienced professionals utilizing an extensive
menu of financial products, including retirement
plan products and services, life insurance, annuities
and employee benefit plan products. The company
helps consumers prepare for tomorrow by helping to
protect their financial futures.

About OneAmerica
OneAmerica Financial Partners, Inc., headquartered
in Indianapolis, Ind., has companies that can trace
their solid foundations back more than 135 years in the
financial services marketplace.

OneAmerica’s nationwide network of companies
offers a variety of products to serve the financial
needs of their policyholders and other customers.
These products include retirement plan products
and services; individual life insurance, annuities,
long-term care solutions and employee benefit plan
products. The goal of OneAmerica is to blend the
strengths of each company to achieve greater
collective results.

The products of the OneAmerica companies are
distributed through a network of employees, agents,
brokers and other distribution sources that are
committed to increasing value to our policyholders by
helping them prepare to meet their financial goals.

We deliver on our promises when customers need us most.

American United Life Insurance Company®

a OneAmerica® company
One American Square, P.O. Box 368
Indianapolis, IN 46206-0368
(317) 285-1877
www.oneamerica.com

© 2014 OneAmerica Financial Partners, Inc. All rogjts reserved. OneAmerica® and the
OneAmerica banner are all registered trademarks of OneAmerica Financial Partners, Inc.
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