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How Nonqualified Plans Evolved

Over the last 20 years, corporate America implemented nonqualified (NQ) retirement plans to 
restore and supplement qualified plans due to government imposed contribution limitations.
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QUALIFIED PLANS 1987 1992 1997 2002 2007

Defined Contribution Limit: $30 $30 $30 $40 $45

Defined Benefit Limit: 90 112 125 160 180

Compensation Limit: 200 229 160 200 225

Qualified Plan LimitationsQualified Plan Limitations
($000($000’’s)s)
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Example of Limits on Sample ClientExample of Limits on Sample Client

Participant Final Average
Salary Pension SERP/Restoration 

Plan
SERP as % of

Total DB Benefit

Executives

Executive 1 $2,000,000 $112,500 $1,287,500 92%

Executive 2 1,000,000 112,500 587,500 84

Executive 3 500,000 112,500 237,500 68

Executive 4 250,000 112,500 62,500 36

Rank and File

Employee 1 100,000 50,000 0 0

Employee 2 75,000 37,500 0 0

• Retirement Age:  65

• Total Service at Retirement:  25 Years

• DB Plan Formula:  2% x years of service (max. 25 years) x final average compensation

• Restoration Plan:  2% x years of service  (max. 25 years) x final average compensation (without regard to 
qualified plan limitation) less qualified plan benefit

• SERP – 70% of final average compensation less restoration plan benefit less qualified plan benefit

ASSUMPTIONS

How Nonqualified Plans Evolved (continued)
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How Nonqualified Plans Evolved (continued)

Note: Average Executive (male, age 50, salary $185,000)
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How Nonqualified Plans Evolved (continued)

The original premise of NQ plans was to:
1. Restore benefits and contributions

2. Defer taxation until retirement when tax rates would presumably be lower
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How Nonqualified Plans Evolved (continued)

Companies implemented variations of the following NQ plans:
Defined Benefits Excess/Restoration Plans

Deferred Compensation Plans

401(k) Excess Plans

Split Dollar and SERP Swap Plans

Executive Retiree Medical Funding Plans



The Evolution of Nonqualified Plans

6

How Nonqualified Plans Evolved (continued)

Because these plans are unsecured, many companies chose to fund through general corporate 
assets or Rabbi Trusts.

In addition, many plans provided 401(k) mirror investments and companies chose to hedge 
investment risk with mirror funding.
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How Nonqualified Plans Evolved (continued)

Defined benefit pension plans became a staple of corporate benefit planning.  However, DB 
plans (and DB SERPs) began to lose favor because:

The popularity of 401(k) plans pushed the world towards DC plans

The volatility and financial strain of the DB approach

Consequently, many qualified plans were updated to cash balance and/or other modified DC 
approaches.

Nonqualified DB SERPs have not been updated per this trend.
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Recent Regulatory Action

NQ plans began to attract IRS/Congressional attention because the plans:
Were initially very limited in terms of participation, benefits, and funding
Evolved into broad based plans with significant benefits, funding, and executive exposure to corporate 
risk

The NQ market became very sophisticated and progressively transferred greater control/security 
to executives, through:

Hair cut provisions
Executive discretion over distributions
Financial triggers
Self-directed brokerage accounts
Offshore funding to protect against solvency risk

Such improvements to security and executive control focused more regulatory attention on NQ 
plans

Enron, WorldCom, and perceived executive compensation abuses attracted greater visibility to NQ 
retirement plans and led directly to new regulations and legislation
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Congressional, IRS, SEC, and FASB Reactions

In response to the increased versatility of NQ plans and the perceived need for intensified 
corporate governance, there has been a series of limitations either made or proposed:

Sarbanes-Oxley

• No personal loans to officers
• No offshore Rabbi Trusts

Split Dollar Regulation

• Eliminated collateral assignment
• Redefined restrictive Split Dollar taxation/methodology

American Jobs Creation Act: 409A

• Reduced flexibility on deferral elections
• No “hair cut” provisions (accelerated distributions)
• Delayed payouts for key executives
• Limiting financial triggers

FASB/EITF Ratifications

• Endorsement Split Dollar
• COLI accounting
• Stock Option expensing

Pension Protection Act

• Penalties on nonqualified funding
• COLI best practices

SEC

• Increased disclosure requirements

Pending Legislation

• New caps on NQ annual deferrals/accruals
• Expansion of 162(m) limitations
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The Changing Tax Environment

A premise of most NQ plans was to defer taxation until tax rates would presumably be lower.

Consequently, executives have assumed an over-concentration of tax rate deferral risk (assuming that 
current tax rates are lower than post retirement tax rates).

Combined marginal income and capital gains tax rates are at an all-time low; if rates increase, it will 
likely be inefficient to currently defer into a higher future tax bracket.

Top Marginal Income and Capital Gains Tax Rates
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Corporate Reactions to New Environment

Amending plans to comply with 409A (e.g., eliminating hair cut provisions, distribution discretion)

Modifying proxy disclosure

Eliminating and/or phasing out executive Split Dollar plans

Eliminating qualified DB plans and analyzing what to do with nonqualified DB SERPs

Reducing contributions to and/or eliminating Rabbi Trusts

Analyzing methods to reduce and diversify executive tax rate deferral risk

Implementing alternative deferred compensation plan options

Updating DB SERPs with conversion to DC approaches and/or after-tax Executive Roth Plan options 
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Management
Recommendation

Quantify Current Plans
• Liability Assessment
• Current/Future Book Reserves
• Benefit Projective

Competitive Benefit Survey
• Identify Peer Companies
• Proxy Review
• Custom Survey

Alternative Identification
• Pre-Tax vs. Roth
• DB vs. Cash Balance
• Funded vs. Unfunded

Set Objectives
• Benefit Structure
• Security
• Financial

Alternative Assessment
• Quantify Alternatives
• Qualify Alternatives
• Select Alternative

Design/Optimization
• Plan Design
• Security Alternatives
• Financial Modeling

Due Diligence
• Tax/Legal and Accounting
• Plan “fine tuning”
• Funding Vehicle Assessment

Analytical Process
A proper analytical process can result in:

Efficient use of company staff 
resources

Proper risk assessment

Appropriate objectives

Selection of program that meets 
company and executive goals and 
objectives
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Overview

The Executive Roth Plan (ERP) is an after-tax funding arrangement companies are utilizing 
to settle existing defined benefit SERPs.

Assets accumulating within the Executive Roth account:
Are bankruptcy remote

Have no contribution limits

Have no age restrictions

Have no early withdrawal penalties

Are not subject to 409A or new funding restrictions
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Overview (continued)

The Executive Roth Plan (like a qualified Roth plan) provides a hedge against increasing 
tax rates by:

Taxing the “principal” contributions now, under low current income tax rates

Providing tax-deferred investment earnings

Enabling non-taxable benefit distributions

And, unlike a Roth plan, providing a mechanism to restore current tax payments, keeping those 
dollars working in the plan

The ERP targets the present value of the SERP at retirement

The ERP provides a full array of capital market investment options for the company or 
executive to invest plan assets
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Plan Details 

The company amends their existing DB SERP to schedule settlement of the plan on an 
annual basis over remaining working service.

Each year, the Accumulated Benefit Obligation (ABO) will be settled on a present value 
basis through contributions to the Executive Roth Plan.

Annually, company accruals will be adjusted/reversed to mirror new, reduced ABO.

The discount rate utilized will define how favorable the settlement will be to the executive 
and the company.  For instance, a rate lower than what was utilized for FAS87 calculations 
will increase the participant benefits and reduce the company’s recovery of P&L accruals.

If the company desires to retain a “hook” on participant benefits, a high discount rate and 
future performance-based discretionary bonuses can be utilized to adjust settlement
amounts.
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Plan Details (continued)

Company contributions to the ERP are currently taxed to the participant and tax deductible 
to the company.

To provide tax-favored accumulation and distributions, ERP balances are invested in 
institutional variable life insurance contracts.

Based upon overall financial objectives (e.g. asset allocation, risk constraints, duration, 
liquidity), participants designate ERP investment allocations.

Participants should designate ERP asset allocation based upon overall NQ after-tax 
efficiency.
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Tax Restoration Feature

At the Company’s discretion, after-tax contributions to the trust can be supplemented by a 
tax-restoration account structured internally through the funding contact.

This account is funded through an internal contract loan with the following features:

Policy loans are automatically deployed in participant-directed contract investment accounts

The loan charge is LIBOR + 1.5% or the Moody’s Seasoned Corporate Bond rate

At the participant’s direction, the account can be invested in any appropriate investment in the 
contract to generate a long-term positive investment spread above the loan rate

The loan is non-recourse with no required prepayment period except through policy proceeds at 
surrender or death and no prepayment penalty



Executive Roth Plan Details

18

S&P vs. Contract Loan RateS&P vs. Contract Loan Rate

1982 20.97% 14.95% 6.02%
1983 21.29% 11.95% 9.34%
1984 6.21% 13.45% -7.24%
1985 31.23% 10.92% 20.31%
1986 18.06% 9.00% 9.06%
1987 4.71% 8.84% -4.13%
1988 16.22% 10.18% 6.04%
1989 31.36% 9.72% 21.64%
1990 -3.32% 9.84% -13.16%
1991 30.22% 8.60% 21.62%
1992 7.42% 6.11% 1.31%
1993 9.89% 5.49% 4.40%
1994 1.18% 7.33% -6.15%
1995 37.45% 7.90% 29.55%
1996 22.88% 7.71% 15.17%
1997 33.19% 7.56% 25.63%
1998 28.62% 6.88% 21.74%
1999 21.07% 7.46% 13.61%
2000 -9.60% 7.99% -17.59%
2001 -12.02% 5.86% -17.88%
2002 -22.15% 3.64% -25.79%
2003 28.50% 2.96% 25.54%
2004 10.74% 3.51% 7.23%
2005 4.77% 5.65% -0.88%
2006 15.64% 6.03% 9.61%

Year
S&P 500 Index
Fund Average

Annual Return*

ALR Indexed
Average Annual

Interest**

S&P Annual
Spread Over

Loan Rate
ObservationThere are years where there is a negative 

spread between the loan rate and the S&P 500.

This chart represents recent history of the relationship 
between the ALR Indexed Interest Rate and the performance 
of an S&P 500 Index Fund.  Historical performance may not be 
used to predict future performance.

*Source:  Vanguard 500 Index Fund; fund is available by 
prospectus only.

**ALR Interest Indexed to LIBOR + 1.5% (prime minus 1 prior 
to 1990) capped by Moody's.

Website Sources:
http://www.federalreserve.gov/releases/h15/data/Monthly/H15
_AAA_NA.txt

http://mortgage-x.com/general/indexes/fnma_libor_history.asp
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performance, there has consistently 

been a positive spread.
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This chart represents recent history of the relationship between the 
ALR Indexed Interest Rate and the performance of an S&P 500 Index 
Fund.  Historical performance may not be used to predict future 
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6.48%
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12.18%
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10.93%
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4.27%
6.38%
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4.12%

Recent History of 10-Year Average Performance of S&P
500 Index Fund Against ALR Indexed Interest

Years 1982 thru 1991
Years 1983 thru 1992
Years 1984 thru 1993
Years 1985 thru 1994
Years 1986 thru 1995
Years 1987 thru 1996
Years 1988 thru 1997
Years 1989 thru 1998
Years 1990 thru 1999
Years 1991 thru 2000
Years 1992 thru 2001

Years 1997 thru 2006

Years 1993 thru 2002
Years 1994 thru 2003
Years 1995 thru 2004
Years 1996 thru 2005
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Sample Transaction: Assumptions

Lincoln Variable Universal Life with Alternative Loan RiderInsurance Contract

Remaining working service.  Premium changes can be used to readjust funding for 
asset/liability matching due to changes in actuarial assumptions or investment 
performance.

Premium Payment Period

7% net of asset management feesInsurance Policy Investment Return

Current 35% increasing to 40% after 2010Executive Tax Rate

40%Corporate Tax Rate

5%FAS87 Discount Rate

$1,735,300
Assumes reversal over remaining service.  May be possible to reverse over a 
shorter term.

Currently Accrued SERP

Age:  53
Current Salary:  $515,967
Retirement age:  65
Projected SERP:  $476,584 per year (4% salary  increase each year)
Present Value of After-tax SERP at 65:  $3,376,180 (5% discount rate)

Sample Executive

Target insurance values to annually settle SERP ABO.  Policy cash values are 
invested to provide non-taxable withdrawals and loans equal to the after-tax 
equivalent SERP payments.  After-tax equivalence assumed at 35% retirement tax 
rate.

Executive Roth Plan Formula

60% of Final Average Salary payable for 15 years certainSERP Formula
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Executive Perspective
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Corporate Cash Flow Comparison

PRESENT VALUE ANALYSIS
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Disclosure

RCG-Vinings does not practice law or provide accounting services.  Specific legal and tax matters should 
be reviewed with qualified advisors.  Projections included in this report are based on various assumptions 
and actual performance may vary.  Variable life insurance is offered by prospectus only.  The opinions, 
estimates, charts, and/or projections contained herein are as of the date of this report and may be subject to 
change without notice.

RCG-Vinings endeavors to ensure that the contents have been compiled or derived from sources that we 
believe are reliable and contain information and opinions that we believe are accurate and complete.  
However, RCG-Vinings makes no representation or warranty, expressed or implied, in respect thereof, 
takes no responsibility for any errors and omissions contained therein and accepts no liability whatsoever 
for any loss arising from any use of, or reliance on, this report or its contents.  Information may be available 
to RCG-Vinings or its affiliates that are not reflected in our report. Nothing contained in this report 
constitutes a solicitation, recommendation, endorsement, or offer to buy or sell any investment product.  
Investing entails the risk or loss of principal and you alone assume the sole responsibility of evaluating the 
merits and risks associated with investing or making any investment decisions.

The variable life insurance policy described in these materials is issued by The Lincoln National Life 
Insurance Company.  Lincoln is solely responsible for its contractual obligations under that policy and is not 
responsible for or involved with the ISOP®.  Lincoln is a non-bank lender with the Federal Reserve Board.
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The information contained in this presentation should not be construed as tax, legal, or financial advice and should not be relied
on as such. For advice concerning your own unique situation please consult with your professional advisor.
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