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Agenda

• Owner, Employer, and Employee Issues

• Recent research

• Tax topics

• Executive Benefits
– Salary/Wage IRC 61

– Legislative (“qualified”) IRC 401

P t ( t k t d ti ) IRC 83– Property (stock grants and options) IRC 83

– Deferred Compensation (“nonqualified”) IRC 409A
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Owner Issues related to 
Executive Benefits

Bottom line effectiveness

WIIFM?WIIFM?  

Cost and cash flow

Taxes
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Employer Motivations for 
Executive Benefits

Recruit/Retain/Reward

G ld H d ffGolden Handcuff

IncentiveIncentive

Financial

For financial professional information only. Not for distribution to the public.



Executive Attitudes

Job and financial security

Benefit securityBenefit security

Motivation and incentive

Taxes

Employer vetting of benefitsEmployer vetting of benefits
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2012 Harris Interactive Research
Small Business Owner Rankings of 10 key Business Priorities

RANK 2012 RANK 2010

1 Business Protection 1 Business Protection

2 Health & Wellness Solutions* 2 Group Health Benefits

3 Income Protection 3 Income Protection

4 Q lifi d R ti t Pl 4 Q lifi d R ti t Pl4 Qualified Retirement Plans   4 Qualified Retirement Plans 

5 Non‐Medical Benefits 
(Dental, Vision, Life, Long‐Term Disability and Short‐Term Disability) 

5 Group Non‐Medical Benefits
(Dental, Vision, Life, Long‐Term Disability and Short‐Term Disability)

6 Supplemental Key Employee Benefits* 6 Supplementary Retirement Income 

7 Voluntary Benefits   7 Voluntary Employee Benefits

8 Wealth Transfer 8 Wealth Transfer
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9 Survivor Income 9 Survivor Income 

10 Exit Planning   10 Exit Planning



2010 Tax Relief Act Cumulative Rates2010 Tax Relief Act Cumulative Rates

2011 2012 2013

Earned Income
Top Marginal Bracket

36.45% 36.45% 41.95%
p g

Unearned Income 35% 35% Up to 43.4%

Qualified Dividends 15% 15% Up to 43.4%

Capital Gains 15% 15% Up to 23.8%
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Potential Executive BenefitsPotential Executive Benefits

S 409Section 409A
Deferred

Compensation

“Property” – Stock 
Options, restricted stock

Section 83

S
“Legislative” – Pension, 

Defined Benefit, Profit Share, ESOP 

Section 401

Salary, Social Security, Perks, Annual 
Incentive Compensation, Executive Bonus

Split Dollar

Section 61
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Who’s Your Client?
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Competing InterestsCompeting Interests

• Human Resources • C.E.O.Human Resources C.E.O.  

• Employees • C FO• Employees • C.F.O.  

Others?  (Union, Board of Directors, 
Consultants/Reps, Shareholders)
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Cumulative Maximum RatesCumulative Maximum Rates

2011 2012 2013

Earned Income
Top Marginal Bracket

36.45% 36.45% 41.95%
p g

Unearned Income 35% 35% Up to 43.4%

Qualified Dividends 15% 15% Up to 43.4%

Capital Gains 15% 15% Up to 23.8%

For financial professional information only. Not for distribution to the public.
NOTE: Does note include AMT



The Tale of Walker Smith Jr.

• High Income Potential 

• Short LivelihoodShort Livelihood

• Income not yet earned

• Question:  can you defer income into 
the future before it is earned without f f
Constructive Receipt?

Rev Ruling 58‐301
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Basic Taxation ConceptsBasic Taxation Concepts

• Constructive Receipt• Constructive Receipt
• Economic Benefit
• Substantial Risk of ForfeitureSubstantial Risk of Forfeiture
• When include in income / when deduct?  
• Recent TRENDS and ISSUESRecent TRENDS and ISSUES

– TARP  and health insurer executives
– Off‐shore accounts (UBS, etc)
– Stock Option uses and abusesStock Option uses and abuses 
– Bank executive compensation
– 15% tax rate and “Buffett tax” debate
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Potential Executive BenefitsPotential Executive Benefits

Deferred
Compensation

“Property” – Stock 
Options, restricted stock Section 83

“Legislative” – Pension, 
401k, 403(b), 457,  ESOP

Salary, Social Security, Perks, Annual 
Incentive Compensation, Executive Bonus

Split Dollar
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Types of Equity Plansyp q y
Advantages and Challenges

• Restricted Stock
• Incentive Stock Options
• Stock OptionsStock Options
• Stock Appreciation Rights
• Phantom Stock• Phantom Stock
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Nonqualified Stock Options

 Promissory in nature - right to purchase 
stock at a fixed price within a specified 
time periodtime period

 Typically granted with rolling vesting 
periods p

 Strike price doesn’t have to be fair market 
value, however 409A applies if issued at a pp
discount

 Can be discretionary (one or more 
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NSO Tax Treatment

• At grant - No Tax 

• At exercise - Ordinary Income 
on gain over grant priceon gain over grant price

• Upon sale - Cap Gain or Loss p p
over exercise price
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NSO ExampleNSO Example
Grant 100 options @ $100 on 1/1/12 fairGrant 100 options @ $100 on 1/1/12 fair 
market   value of stock is $100 – No Tax 

Exercise options @$150 fair market valueExercise options @$150 fair market value
on 1/03/13 – ordinary income (and 
employment taxes) on fair market valueemployment taxes) on fair market value 
less grant price (($50 x 100) x 35%)

S @ 200 2/1/1Sell stock @ 200 2/1/14 – capital gains on 
additional appreciation (($50 x 100) x 
15%)
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The Challenge with Stock Optionsg p
Congressional Research Service, 6/15/2012

• Public Co: Comp limits, SOX, SEC 
approval

• FASB 123(r): expensing stock options
• IRC 409A: valuation challenges
• Proposed bill S 1375: immediate 

deduction of stock options
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Ron Speltz, 
McLeodUSA
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Ron Speltz, McLeodUSA

• Granted stock options over many years• Granted stock options over many years

• Exercises options, but defers selling

• $700 000 becomes $2 000• $700,000 becomes $2,000

• In 2000, earned $70,000 but owed $252,893 
State and Federal Income Tax (&AlternativeState and Federal Income Tax (&Alternative 
Minimum Tax)

Source: Des Moines Register, February 5, 2006
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Potential Executive BenefitsPotential Executive Benefits

Deferred
Compensation

“Property” – Stock 
Options, restricted stock

“Legislative” – Pension, 
401k, 403(b), 457,  ESOP

Salary, Social Security, Perks, Annual 
Incentive Compensation, Executive Bonus

Split Dollar
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Qualified Plans

• 401(k) Example: 
– $17,000 maximum contribution

$– $5,500 catch‐up

– $6,800 match

– TOTAL: $29,300 

• Profit Sharing

• Defined Benefit

• Cash Balance (hybrids)

• E.S.O.P.
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l2012 Pension Plan Limits

 Defined Benefit Max: $200,000
 Defined Contribution Max: $50,000
 Compensation Limit: $250,000
 Highly Compensated: $115,000
 401(k): $17,000
 SIMPLE: $11,500
 h $ Age 50+ Catch‐up: $5,500
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The Retirement Gap for HCEs
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Nonqualified and Equity/Property Plans

Qualified Plans
415
Limits

Coverage Limits
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S li D ll Lif ISplit Dollar Life Insurance

Endorsement Collateral AssignmentEndorsement
• Co. owns and endorses 

death benefit – no 

Collateral Assignment
• Co. loans premium for 

collateral assignment  – no 
deduction

• Employee pays “economic 
benefit” cost

deduction 
• Employee pays minimum 

IRS interest
• No Retirement benefit
• At Death

C C V

• Retirement: pay off loan
• At Death

C i– Company gets C.V. 
– Employee beneficiary gets 

remainder
Tax free to both

– Company gets premiums
– Employee beneficiary gets 

remainder
Tax free to both
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Split DollarSplit Dollar
Employer pays premiumEmployer pays premium

•Low tax cost to 
employee

EmployerEmployer Employee •Cost recovery 
for employer

Names Beneficiary

• Golden 
Handcuff 

y
Pays tax on Econ Benefit
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Executive Bonus Life InsuranceExecutive Bonus Life Insurance

Employer EmployeeEmployer
• Co. pays premium as 
wages

Employee
• Premium is taxable to 
employeewages 

• Immediate tax 
deduction 

employee
• “Double Bonus” can 
neutralize the tax affect to 

• Can use restriction, 
but company cannot 
h i b fit

employee
• At Retirement: cash values 

il bl f ishare in benefit available for income
• At Death: tax free death 
benefit to beneficiary
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Potential Executive Benefits

S ti 409ASection 409A
Deferred

Compensation

“Property” – Stock 
Options, restricted stock

“Legislative” – Pension, 
401k, 403(b), ESOP

Salary, Social Security, Perks, Annual 
Incentive Compensation, Executive Bonus

Split Dollar
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D f d C tiDeferred Compensation

• Defer Income on Pre-tax BasisDefer Income on Pre tax Basis
• Money Grows Tax-deferred
• No Contribution Limits
• P ti t Withd l• Pre-retirement Withdrawals  

Allowed
For financial professional information only. Not for distribution to the public.



IRC Sec. 409A: nonqualified deferred 
compensation (NQDC) regulations regarding:

 Deferral of compensation elections
 Distribution events
 Payment options and restrictions
 Compliance
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NQ: SIDE‐BY‐SIDE LOOK

Deferred Comp Executive Split DollaDeferred Comp Executive 
Bonus

Split Dolla
Regim

Reporting Less than qualified 
required Limited Limiterequired

Employee 
Tax 

Pre -tax 
contribution

After-tax 
contribution Interest on loa

Employee and
Employer 

Tax 

No deduction for 
employee 

contribution

Employee and 
employer 

contributions 
deductible

Loan - no de
Loan interes

Policy 
Ownership Employer Employee Employee with

assignm
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Accounting Employer liability No liability Loan is emplo

Admin. Fees Yes Low or no Low or



Several major investment 
banks reduce compensation 
ratio

Perspective: The 
great overpaid 
CEO debateratio

OPTION "EXORCISING." A new 
b Al h tt G i

CEO debate

survey by an Alpharetta, Georgia, 
research firm finds that stock 
options are gradually losing their 
status as the most common form of 
equity-based compensation. … 
Culpepper chalks up to accounting 
rules requiring companies to 
expense options backdating

PRIVATE PENSIONS
Sponsors of 10
Underfunded Plans

expense options, backdating 
scandals, and declines in the stock 
market.

Underfunded Plans
Paid Executives
Approximately $350
Million in

For financial professional information only. Not for distribution to the public.

Compensation Shortly
Before Termination



Apple Inc

• “the 2003 Plan”

– I.S.O.s

– N.S.O.s

• Non‐equity

– Bonus

L T I P
– R.S.U.s

– S.A.R.s

– Stock Purchase 

– L.T.I.P.

– Nonqualified 
Deferred 
Compensation

Rights

– 37 million shares 
reserved for future 

Compensation

– Other

issuance under the 
Plan

• Rule 10b‐5‐1 Plan
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Non-qualified QuestionsNon qualified Questions

Retirement, Death Benefit
or Incentive?

Equity/non-Equity?
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Pre‐tax Solutions

Employee $$

Excess Plan
(voluntary, employee 

Employee $$

contributions)

PLUS

Phantom Stock Plan
(performance based, 
employer provided)employer provided)
Employer $$
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Non‐traditional Uses/ Issues

• Performance Based
– Vesting

– Payout

• Use for employee buyout

• Retention tool at Owner sale

• “Bad Boy” clauses
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Deferred Compensation Example – Inside Sale

• Closely held business • Closely held corporation• Closely held business

• Owner has three 
possible exit plans:

 N h h ld

• Closely held corporation 
funds a deferred 
compensation account for 
current executives who are Non‐shareholder 

employees are 
possible future 
owners

current executives who are 
potential future owners  

• The account is set to vest 
and distribute on a Changeowners

 Sale to outside 
purchasers

 D ht i th

and distribute on a Change 
in Control of the company 

• Provides incentive/reward 
for key executives and Daughter in the 

business takes 
over

for key executives and 
retains options for current 
owner
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Sale of 
Business

Change of 
Control Vesting

Sale to 
insiders

YES
Account vests and distributes to 

executives and is used to 
execute purchaseexecute purchase

Sale to 
YES

Account vests and distributes to 
executives as reward for years 

outsiders
YES executives as reward for years 

of service

NO NO
Optional triggering event can 

be retirement
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Post‐tax Solutions

• S Corps and LLCs 

– Deductibility

– Liability accounting

• Key Employee security concerns

Ad i i t ti• Administration
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Deferred Compensation or Bonus?

f d iDeferred Comp

 Pre‐tax for Executive

 Known law (IRC

Executive Bonus

 Current tax 
deduction Known law (IRC 

409A)

 Employer controls

deduction

 “In Hand” benefit

 Self‐completing 

 In‐service 
distributions

 Simple and Easy
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Funding the Liability

Si ki F d dSinking Fund and 
Life Insurance

Cash Flow 
FundingFunding
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Questions / Answers
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