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Deferred Compensation Plan
It’s a fact of business: No matter what
the economic climate, employers need
something extra to attract and retain the
best talent. A comprehensive compensation
package—including both qualified and
nonqualified retirement plans—can be the
key. However, the government places strict
legal limits on what a “highly compensated”
employee can contribute to a qualified
retirement plan or receive in benefits. As
a result, many of these select employees
cannot defer the same percentage of income
to their 401(k) and other qualified plans as
can their coworkers.
Nonqualified deferred compensation plans
can help offset these limitations. The
deferred compensation plan allows
businesses to design a truly competitive
supplemental retirement plan because it is
not subject to most ERISA requirements like
qualified pension and profit-sharing plans.

How It Works
Step 1: Deferring Income
n

Step 3: Receiving Income

 he key executive defers a percentage of his
T
or her pre-tax salary and/or bonus for a period
of years. In return, at the retirement or death
of the executive, the employer provides
supplemental retirement income for the
executive and his or her family.1

n

n

Step 2: Purchasing Life Insurance
n

n

n

 he employer uses the executive’s deferred
T
compensation to purchase a life insurance
policy on the life of the executive, suitable to
his or her risk tolerance, time horizon, and
financial goals.

n

 he employer is the owner of the policy and
T
names itself as the beneficiary. The executive
is the insured.

 hen the executive retires or at another specified
W
date, he or she begins receiving the deferred
salary from the employer, at which time the
amount paid is deductible by the employer and
taxable to the executive.
 he employer can use the accumulated net
T
cash value—through withdrawals or policy
loans—to fund the benefit payments.3
 ince the deferred compensation benefits are
S
an unsecured promise by the employer and
are subject to the claims of the employer’s
creditors, the employee is not taxed until
the income is distributed.

Step 4: Beneficiaries
n

 he policy offers an income tax–free death
T
benefit and accumulates a tax–deferred cash
value for the employer.2 Premium payments
are not deductible to the employer.

In the event of the executive’s death, the plan
may provide that his or her beneficiaries
receive either a taxable annual income or a
taxable lump-sum death benefit, depending
on plan design, funded by the policy proceeds
received by the employer.

The Advantages
With the deferred compensation plan, both the employer and key executives benefit. Depending upon
the design of the plan, here’s how:

The Executive
n

n

n

n

n

Reduces taxable income in deferral years.
 as customizable income deferral opportunities
H
not subject to qualified plan limits.
 ccumulates tax-deferred retirement benefits
A
until distribution.

n

n

Can provide a preretirement survivor benefit.

The Employer

n

n
n

n

Has minimal ERISA requirements.
 ontrols the plan, owns the life insurance policy,
C
and can include the cash value of the life
insurance policy as an asset on the company’s
balance sheet.

 rovides selected key employees with additional
P
deferral opportunities different from those
available to other employees.
 ains an attractive tool for recruiting, retaining,
G
and rewarding talented executives by providing
additional retirement income.
 eceives an income tax deduction when benefits
R
are paid out to the executive.
Enjoys greater flexibility in plan design.
 ife insurance policy can provide for cost
L
recovery with its income tax-free death benefit
but may be subject to the corporate Alternative
Minimum Tax (AMT).

1

These plans are subject to the requirements of IRC Sec. 409A and ERISA “Top Hat” limitations.

2

Notice and consent requirements and other provisions of § 101(j) must be met. Employer must also follow annual reporting requirements of § 6039I.

	This will reduce the policy’s cash values and may affect the death benefit. Withdrawals or loans from, or pledged from, a life insurance
policy that is a modified endowment contract (MEC) are taxable to the extent of the gain in the policy and a 10% penalty on the amount
included in taxable income when the policy is owned by a non-natural person (e.g., corporation). If the policy is not a MEC, policy loans
and pledges are not taxable when made and withdrawals in excess of basis are taxable.

3

Deferred Compensation Plan Using Life Insurance

Employer purchases and makes
premium payments on a life
insurance policy insuring life of
the employee. Employer is both
owner and beneficiary of policy.
Employer

Employerand
andexecutive
executiveenter
enterinto
intoaa
Employer
deferred compensation agreement.
Benefits are paid to executive
when certain conditions are met
(as specified in the deferred
compensation agreement).

®

Life Insurance
Policy

In event of executive’s death,
beneficiaries will receive either
taxable annual income or taxable
lump-sum payment from employer.

Executive reports benefits
to IRS as taxable income when
received and pays income taxes.

Executive

A Deferred Compensation
Plan Is Ideally Suited for:
n

n

n

 mall to mid-size regular C corporations that
S
want to recruit and retain key employees.
 ompanies that want to offer benefits in
C
excess of those offered by their qualified
retirement plans.
 xecutives who want to supplement their
E
retirement income and provide financial
security for their families.

IRS

Enhanced Retirement Income
A deferred compensation plan funded with
Transamerica life insurance policies can be an
essential part of an executive compensation
package. Through a life insurance policy,
employers can recruit and retain key executives
by offering a truly valuable financial perk—
supplemental retirement benefits funded with
deferred income.

This material was not intended or written to be used, and cannot
be used, to avoid penalties imposed under the Internal Revenue
Code. This material was written to support the promotion or
marketing of the products, services, and/or concepts addressed in
this material. Anyone to whom this material is promoted, marketed,
or recommended should consult with and rely solely on their own
independent advisors regarding their particular situation and the
concepts presented here.
Transamerica Life Insurance Company, Transamerica Financial Life
Insurance Company (collectively “Transamerica”), and their
representatives do not give tax or legal advice. This material and
the concepts presented here are provided for informational
purposes only and should not be construed as tax or legal advice.
Discussions of the various planning strategies and issues are
based on our understanding of the applicable federal income,
gift, and estate tax laws in effect at the time of publication.
However, tax laws are subject to interpretation and change, and
there is no guarantee that the relevant tax authorities will accept
Transamerica’s interpretations. Additionally, the information
presented here does not take into consideration the general tax
and ERISA provisions applicable to qualified retirement plans or
the applicable state laws of clients and prospects.
Although care is taken in preparing this material and presenting
it accurately, Transamerica disclaims any express or implied
warranty as to the accuracy of any material contained herein
and any liability with respect to it. This information is current as
of November 2012.
Life insurance products are issued by Transamerica Life Insurance
Company, Cedar Rapids, IA 52499, or Transamerica Financial
Life Insurance Company, Harrison, NY 10528. All products may
not be available in all jurisdictions. Transamerica Financial Life
Insurance Company is authorized to conduct business in New York.
Transamerica Life Insurance Company is authorized to conduct
business in all other states.
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