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Nonqualified Deferred Compensation

A nonqualified deferred compensationplanis an agreement between an employer and anemployeeto defer thepayment and
receipt of compensation for services performed currently. The employer makes an unsecuredand unfunded promise to pay
the amounts specified under the agreement to the key employee at some future date. Nonqualified deferredcompensation

can be utilized in both the employer/employee and theemployer/independent contractor context.

An employer may considerimplementing anonqualified deferred compensation planif theemployer wishes to:
e Attract, retainand reward key employees who areimportantto the company’ssuccess;

e Provide anincentive to key employees toremainwith the company and motivation to contribute tothe company’s
success;

e Create "golden handcuffs"” for key employeesmaking it costly for themtoleave or become acompetitorofthe
company; or

e Provide key employees with supplementalretirement benefits inaddition to otherretirement plans currentlyin place.

Nonqualified Deferred Compensation Plan Design

A nonqualified deferred compensationplanallows for flexible design, but generally such aplanis structuredas a supplemental
executive retirement plan, a deferred income plan, or anonqualified 401(k) look-a-like plan.

Supplemental Executive Retirement Plan

A supplemental executiveretirement plan (SERP) is generally funded through employer contributions only. There aretwo
types of SERPs: defined benefit SERPs and defined contribution SERPs. With a defined benefit SERP, benefits received by the
employee are based on a specific formula, such as apercentage of the employee’s income. With adefined contribution SERP,
benefits received by the employee arebased on the accumulated account value on the designated distribution date. Benefits
are paid to the employeeovera defined period (usually corresponding with the employee's retirement) or upon the occurrence
ofan event asdefinedinthe plan document. Both defined benefit SERPs and defined contribution SERPs canbe structuredto
provide a survivor benefit to theemployee's spouse.

Deferred Income Plan

A deferredincome plan (DIP) can be funded through employee deferrals only, or the plancan be structured to combineboth
employee deferrals with matching employer contributions. Deferred amounts accrue interestat arate definedin the plan
document. Deferred amounts (plus accrued interest) are paid to the key employee overa defined period beginningat a
specified date or the occurrence of events definedin the plan document. Inthe event of the key employee’s death, the
designated beneficiary maybe entitled to pre-retirementor post-retirement survivor benefits. The key employee is always
vestedin his/her deferralsand typically entitled to them upon separation of service, but employer contributions could be
subject toa vesting schedule.

401(k) Look-a-LikePlan

A 401(k) look-a-like plan applies the same “employee saving and employer match strategy” used in a qualified 401(k) plan
without qualified plan contribution limits. Key employees can defera portion of current income and the employer agrees to
make matching contributions equal to a percentage of the key employee’s deferral, as specified in the plan document. The
key employee is fully vestedin his/her deferral amounts, but a vesting schedule canbe implemented for employer
contributions as an additionalretention strategy. Benefits are paid to the employee over adefined period (usually
corresponding with the employee’s retirement) or upon the occurrence of an event asdefined inthe plan document.
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Nongqualified Deferred Compensation Plan Funding

Adeferred compensation agreement must be unfunded for Internal Revenue Code (IRC) and Employee Retirement Income
Security Act (ERISA) purposes to avoid currentincome taxation. Anagreement is generally considered unfundedifthe
employer’s obligationis an unsecured promise to pay. This generallyrequires that the assets backingthe agreement be subject
tothe claims of general creditors of the employer. The employeeis a general creditor of the employerwith respect to claims
under the agreement.

Toprotect the employee from a “change of heart” by the employer arabbi trust could be created. In a rabbi trust, the employer
transfersassets toa trust for the benefit of the key employee. While arabbi trust does not protect the assetsfrom the claims of
the employer’s creditors, it provides the key employee the added security thatfunds havebeen setaside by the employer and
willnot be used for any otherpurpose. For the employer, a rabbitrust has up-front and on-going costs associated with it.

Methods of Informal Funding

Various investment vehicles canbe used to informally fund a nonqualified deferred compensation plan including savings
accounts, bonds, stocks, mutual funds, and annuities. However, such assets would be subject to current income taxation and
may be subject to market value fluctuation. Also, such assets generally provideno cost recovery, no survivor benefit,and no
guarantees.

Accordingly, permanent insurance on the life of the key employee is oftenutilized to informally fund a nonqualified deferred
compensation plan. The employer is ownerand beneficiary of the lifeinsurance policy and may accessthe policy’s cash to fund
the promised benefits tothe employee. The cash value of the life insurance policy accumulates on anincome tax-deferred
basis. Depending on the product, the cash values may be credited based on a guaranteed creditingrate. The death benefit
may provide both cost recovery tothe employeras well as the funds neededto provide the promised survivor benefits.

If the employer purchases insurance on the life of an employee, the employer must comply with the “Notice andConsent”
requirements under IRC §101(j) to preserve the incometax-free natureof the life insurance policy’s death benefit.

Nonqualified Deferred Compensation Taxation

Income Tax Considerations — Employer

The employer receives anincome tax deduction when the benefit is paid to thekey employee as long asthe benefit, when
taken together with all other compensation paidto the key employee, is consideredreasonable compensation considering
the services provided.

Income Tax Considerations — Employee

Aslongas employer deferrals are subjectto a substantialrisk of forfeiture (e.g., subject to the claimsof the employer’s general
creditors) and if the employee is not in “constructive receipt” of deferred amounts anddoes not possess aneconomic benefit,
there should be noincome tax consequence to the employee upon deferral. Toavoid constructive receipt on amounts
deferred by the employee, theemployeedeferral agreementmust beenteredinto before the compensationis earned or
services are performed. Where life insurance will be used to informally fund a deferred compensation agreement, to ensure the
employee has no economic benefit, he/she should have no beneficial interest in the policy, includingthe right to name the
beneficiary for any part of the deathbenefitproceeds. The employer should be soleapplicant, owner, beneficiary and premium
payerofany policy used.

If properly structured, an employee will not include any deferred compensation in taxable income until it is received. Once
received, the entire amount received will be included in taxable income for that year. Similarly, any amount received by the
employee’s beneficiary after death will be treated as income in respect of a decedent and will be taxable to the beneficiary in
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the year received. The beneficiary will be entitled toanincome tax deduction for any estate tax paid resulting from the
benefits beingincluded in the decedent’s estate.
FICA and FUTA Implications

The Social Security Act Amendments of 1983 established a definition of wages for the FederallIncome Contributions Act

(FICA) and FederalUnemployment Tax Act (FUTA). Nonqualified deferred compensation benefits are partof anemployee's
FICAand FUTAwagebases at the later of the tax year in which the services are performed or the yearin which thereisno
substantial risk of forfeiture of the rights to thatamount (or, said anotherway, when theemployee becomes vested in a benefit).

Ina DIP or 401(k) look-a-like plan, theemployee should be vested in his/her deferrals immediately and such amounts will be
subject toFICA/FUTAtaxesinthe year earned. In a defined contribution SERP, the FICA/FUTA tax will apply to the account
balance as the account vests. In a defined benefit SERP, upon vesting the key employee pays FICA/FUTA on the present value
of the vested benefit.

Nonqualified Deferred Compensation Compliance Requirements

Section409A

IRC §409A (Section 409A), which governs thetiming of when compensation and benefits can be deferred and distributed, was
enactedin October 2004 and became generally effective on January 1,2005. Section 409A applies to compensation earnedin
one year but that is not paid untila future year. Section 409A generally applies to most nonqualified deferred compensation
plans except for IRC § 457(b) plans, which are exempt from §409A.

Section 409Aimposes a series of requirements on nonqualifieddeferred compensation plan documents, the timing of elections
todefer compensation, and thetiming andform of paymentundera plan. Section 409Arequires the planremainin compliance
from the time theplanis established until thefinal distribution underthe plan. The following highlights some key requirements
that must be met tocomply with Section 409A:

e Thenonqualified deferredcompensation plan must be in writing and include provisions designed to comply with
Section 409A.

e Anemployee’s election to defer compensation generally must bemade before the start of the taxableyear inwhich
the compensationis earned.

e Theelectiontodefer compensation mustspecify the amount of compensation to be deferred.
o Theelectiontodefer compensation muststate the time and form in which any deferred compensation will be paid.
e Neither the employer northe employee mayretain discretion regarding when payments willbe made.
e Thetiming of the payments generally may not be accelerated by either or both parties.
e Deferred compensationmay be paid only upon one or more of the following events:
o Ata specified time or pursuant to afixed schedule;
o Theemployee's separation fromservice;
o Theemployee's death or disability;
o A'changeincontrol” of the employer; or
o The employee's unforeseen financial hardship.

e Once established under theagreement, the timing of payments generally cannot be altered unless an electionis
made atleast 12 months prior to the date of distribution asprovidedin theagreementand if theelection defersthe
distribution by at least five years beyond the originally scheduled payment date.
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If deferred compensation arrangements comply with therequirements of Section 409A, the employee’s deferred
compensationis not taxed until actualreceipt of compensation payments (as described above). If the arrangement does not
meet the requirements of Section 409A, thecompensation is subject toretroactive constructive receipt (i.e., back to the time
of the deferral). Inaddition to normal incometax, a 20% penalty tax will be imposed as well asinterestat arate 1% higher than
the effective underpayment rate.

ERISA Compliance

ERISAwas enacted on September2,1974 andis designed to protect the interestof employees in both pension and welfare
benefit plans sponsored by theiremployers. The term employee pension benefit planis defined in part tomean any plan, fund
or program which is established or maintained by an employer which “results in a deferral ofincome by employees for periods
extendingtothe termination of covered employment or beyond....” Thus, ERISA clearly covers nonqualified deferred
compensation agreements that provide for distribution of the deferred amount at terminationof employment.

Generally, this means that anonqualified deferredcompensation agreement must comply with certainERISA requirements,
including: (1) reportingand disclosure, (2) participation and vesting, (3) funding, (4) fiduciary responsibility, and (5) plan
terminationinsurance. However, ifa nonqualified deferred compensation plan is structured as an excess benefit plan or ifitis
unfunded and established only for aselect group of management or highly compensated employees (oftenreferredtoasa
“top hat” plan), it will be exempt from most of the ERISA requirements.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared toassistin the promotion or marketing of the
transactions or matters addressed. It is not intended (and cannot be used by any taxpayer) for the purpose of avoiding any IRS penalties that may be imposed
upon the taxpayer. New York Life Insurance Company, its agents and employees may not provide legal, tax or accounting advice. Individuals should consult
their own professional advisors before implementing any planning strategies. © 2018 New York Life Insurance Company. All rig hts reserved. The Nautilus
Group® is a service of New York Life Insurance Company. SMRU 1800101 Exp. 07.05.2024
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