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I have long been a fan of non-qualified deferred 
compensation plans…but with important caveats. 
The recently heightened risk of corporate bankruptcy 
due to the deep economic contractions brought on by 
the COVID-19 pandemic raises one of those caveats 
to a level that every plan participant must take into 
very serious consideration. A risk management tool, 
recently created by StockShield, may turn out to be 
a way to soften that particular risk of the sponsor’s 
insolvency for large deferred account balances. The 
other key caveats remain.

Why Defer Compensation? 

In decades past, corporate executives were motivated 
to defer currently available compensation to some 
later time when, presumably, their tax rate exposure 
would be lower. This could occur either because the 
executive planned to move, after employment, to a 
state with lower or even zero taxes with the belief, often 
correct, that the employment state wouldn’t be able (or 
sufficiently motivated to try) to tax benefits paid at that 
later point. In fact, states are prohibited by federal law 
from imposing income taxes on deferred compensation 
paid to former residents if the payments occur in 
installments over 10 or more years. This may be of 
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little help for those senior executives who often favor 
short-term payouts after leaving the comfort zone of 
confidence in their employer’s financial wherewithal…
and good will…after they are no longer part of the 
leadership group.

More universally, federal tax rates used to be much 
more steeply graduated, with maximum rates much 
higher than today. Not many remember the 70%  
rates of the 1970s, much less the 90%+ marginal rates 
of the early 1960s. In those times, the expectation of 
having much lower rates after retirement than during 
employment was justification enough to motivate tax 
deferrals.

As marginal rates came down to the 50% range, and 
in more recent times, to 35-40% rates, more than just 
tax rate arbitrage from high rates before to lower rates 
after retirement was necessary to reward executives 
for agreeing to forego current compensation and to 
justify accepting the risks of that deferral. The payoff 
was some form of investment return on the amounts 
deferred. This “return” was, at first, typically some 
form of fixed income measure, like Treasury Bills or 
the prime rate. As equity investment returns proved 
their long-term superiority, most deferred comp plans 
also adopted equity options, such as the S&P 500 
Index. Some plans even permit individual executives 
to construct a custom portfolio to be the measure of 
returns on deferred amounts. Because of the deferral 
of the tax liability, these “pre-tax” returns within a 
deferred comp plan become the equivalent of “after-
tax” returns that would have to be achieved outside the 
plan if no deferral occurred.



:

If the caveats can be 
overcome, there is probably 

no better investment 
vehicle for executives who 

have already exhausted 
their opportunities under 
qualified plans and IRAs. 

“

”

* In an ironic twist of tax fortune, the unlimited 1.45%   
Medicare tax is imposed at the outset, even if the    
compensation is deferred…but not at the time the deferred   
amounts are actually paid, making the pre-tax to after-tax   
advantage even a little better.

This transformation of pre-tax into after-tax…at no 
increase in investment risk…is the essential genius 
of non-qualified deferred compensation plans. If the 
caveats can be overcome, there is probably no better 
investment vehicle for executives who have already 
exhausted their opportunities under qualified plans and 
IRAs. This is especially true if the deferred comp plan 
has return options that themselves present diversified 
exposures to desired components of the executive’s 
overall portfolio. The deferred comp plan, from a 
diversification perspective, should not stand alone but 
should be an integral part of the executive’s aggregate 
investment architecture.

Higher Future Tax Rates?

If tax rates at the end of the deferral period are lower, 
then this already sweet deal becomes even better. 
But given how low rates are at present and the tone 
of the current political environment, lower rates in 
the future seem improbable. If anything, rates could 
go up. Would that spoil this opportunity? Well, it 
depends on how soon and how much. As illustrated 
below, the tolerable future tax rate to “breakeven” 
between deferring or not deferring is a function of the 
return opportunities in the plan relative to the returns 
available on the outside and a function of the length of 
the deferral.

* Ignoring the 1.45% Medicare tax advantage deferrals enjoy. 
Taken into account, actual tolerable future rates could be even 
little higher

If returns in the plan are modest relative to outside 
opportunities, not much increase in tax rates would be 
tolerable. But if the inside return rates are strong and 
the deferral period is long, tax rates would have to rise a 
lot before this concern becomes a significant barrier to 
participation. Not many executives fear marginal rates 
returning to the 60% territory.

Payment Risks

Let’s put one of these payment risk caveats quickly to 
the side. That is the risk of the employer’s unwillingness 
to make payment. This rarely occurs but the risk 
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Transforming Pre-tax Returns 
into After-tax Returns

No Deferral Deferral

Compensation

Current tax  
(38.45%...1.45%*)

Net Investable 

5 years at 4% after-tax

5 years at 4% pre-tax

Tax at Receipt (37%*)

Net in 5 years

$10,000

(3,845)

6,155

7,488

N/A

$7,488

$10,000

(145)

9,855

11,990

(4,436)

$7,554
Tolerable Future Tax Rates given 

37% Rate Today* 

4%4%4%
After Tax rates 
available outside 
the Plan

Pre-tax Rates 
inside the plan

3 years of deferral

5 years of deferral

10 years of deferral

5%

39%

40%

43%

7.5%

43%

46%

55%

10%

47%

52%

64%



:

This confidence in 
overcoming the solvency 
risk is the most crucial 

caveat and one that is now 
especially relevant.

“

”

is real, especially with very long deferrals during 
which there has been a change in control, especially 
an “unfriendly” one. While there is a contractual 
obligation to pay, employers can make collection an 
expensive and time-consuming matter, hoping to settle 
for less than the nominal obligation. To combat this, 
some arrangements put the actual deferred amounts, 
plus their earnings during the deferral period, into an 
irrevocable trust to cover the eventual obligations of 
the plan. Sometimes referred to as Rabbi Trusts, these 
can mitigate this recalcitrance risk.

But such a trust can’t resolve the solvency risk. In 
order to not be taxed at the outset of the deferral 
opportunity, the executive must meet certain timing 
and eligibility requirements and the funds deferred 
must not be formally set aside to eventually pay the 
deferred obligation. That payment must be and remain 
an unsecured obligation of the employer, subject to the 
claims of all the employer’s other creditors…even any 
assets in a Rabbi Trust. This confidence in overcoming 
the solvency risk is the most crucial caveat and one that 
is now especially relevant.

If the employer’s solvency is currently suspect, an 
executive should limit the deferral to an amount that 
he or she can afford to lose completely. Maybe the 
payoff would be very big if things work out well; but 
if not, can one afford the loss? For very well-to-do 
executives, often the answer is yes. If the complete loss 
of the deferral is not affordable, then, obviously, one 
should pass on the new deferral opportunity.

:

So even firms that appear 
financially strong today 

may become unable 
to make good on all 
or even any of their 

deferred compensation 
arrangements when the 

time comes for payment. 

“

”

But what about existing deferred accounts? If the 
solvency of the employer is already suspect, there is 
not much that can be done except to hope for the best. 
With few and narrow exceptions*, the tax law does 
not permit acceleration of prior deferrals. And it only 
permits postponing deferrals even longer (in hopes that 
the company’s financial circumstances will eventually 
improve) by electing to further postpone the payment. 
The new election must be submitted more than 1 year 
prior to the originally scheduled payment date, and 
the new payment date must be at least 5 years beyond 
the originally scheduled payment date. That advance 
precision would require a particularly clear crystal ball.

*Limited exceptions exist to the anti-acceleration rule. These 
exceptions vary from plan to plan, but they generally apply 
to pre-2005 balances and to circumstances not under the 
participant’s control, such as death, disability, change-in-
control, plan termination and/or an unforeseeable financial 
emergency. That “unforeseen emergency” doesn’t include the 
anticipated insolvency of the employer.

Pooling the Risk

The risk of any company’s bankruptcy is always 
present, and recent, severe economic circumstances 
have made that risk a sobering and surprising reality 
for several firms including JC Penney, Nieman Marcus, 
Brooks Brothers, Hertz, Chesapeake Energy, and 
Diamond Offshore Drilling. So even firms that appear 
financially strong today may become unable to make 
good on all or even any of their deferred compensation 
arrangements when the time comes for payment.



I’ve recently been introduced to a novel arrangement 
just created by StockShield (www.stockshield.com) 
that may prove to be an effective remedy for executives 
with large deferred comp balances. Through their 
“Deferred Compensation Protection Trust,” a sizeable 
number (10 or more) of deferred compensation 
plan participants, from a diversified group of solvent 
companies, each contribute an annual amount, as if 
an insurance premium, for a period of 5 or 10 years. 
The premiums are invested in Treasury instruments 
to eliminate any default risk. To keep the pooling 
equitable, each participant must protect an equivalent 
deferred comp balance (say, $1 million) and must pay 
a premium that reflects the current solvency risk of 
the employer. 

The annual premium might be in the neighborhood 
of 1% of the “insured” balance, so $10,000 per year 
for a $1 million deferred compensation balance. At 
the end of that timeframe, if any bankruptcies have 
occurred, the participants in bankrupt plans share 
the proceeds of the pool up to the amount of the 
initial insured balance. The others share whatever is 
left after StockShield has covered its costs and profits. 
It is possible no bankruptcies occur, in which case 
the pooled cash is refunded back to participants, less 
any applicable fees and costs. This possibility…even 
likelihood…of getting almost all of the premium 
back significantly reduces the cost of insolvency  
risk protection.

Clearly, this won’t be a solution for executives with 
relatively small balances or those who don’t have 
the wherewithal to pay an additional, substantial 
“insurance” premium. But for those many executives 
with very large existing deferred accounts, this could 
be a very worthwhile option.

:

For those many 
executives with very 

large existing deferred 
accounts, this could be a 
very worthwhile option.

“

Non-Qualified Deferred Compensation 
of S&P 500 Companies: Account Balances 

of Named Executive Officers based on 
2020 Proxy Disclosures

Non-Qualified Deferred Compensation 
of S&P 500 Companies: Cities with the 

Largest Account Balances based on 2020 
Proxy Disclosures

$0 $400M $800M  $1.2B  $1.6B  $2B

$0 $500M $1B  $1.5B  $2B  $2.5B $3B

Energy

Financial

Manufacturing

Insurance

Pharmaceuticals

Retail

Consumer Goods

Business Services

Electronics

Construction

Food & Beverage

Defense

REIT

Internet

Medical Equipment

Media

New York

Washington DC*

San Francisco

Chicago

Minneapolis

Dallas

Boston

St Louis

Atlanta

Charlotte NC

Columbus OH

Philadelphia

Ireland

Los Angeles

Providence RI

Phoenix

Houston

Bentonville AR

Denver

$293,892,799

$173,210,380 

$297,514,338 

$185,363,279 

$302,972,240 

$185,878,600 

$341,086,982 

$192,816,436 

$345,673,511 

$207,418,247 

$441,500,319 

$216,584,361 

$450,311,005 

$242,028,544 

$464,293,899 

$250,882,915 

$499,499,148 

$278,622,173 

$646,009,087 

$296,345,231 

$746,632,481 

$349,992,259 

$1,055,351,675 

$380,919,848 

$1,065,783,104 

$474,809,459 

$707,288,508 

$1,145,235,280 

$522,383,866 

$919,019,229 

$1,722,951,638 

$662,965,738 

$1,969,417,145 

$275,145,002

$166,781,713 

* The total for Washington DC includes $406 million for the 
CEO of one company.
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Diversifying Concentration Risk

For more modest account holders, the appropriate 
protection is a careful assessment of how much 
risk is affordable. Concentrating too much of one’s 
wealth in the unsecured promises of one company 
is even less safe than not diversifying risks among 
many investment options. As in every other financial 
decision, the threshold question is how much one can 
afford to lose.

Please note this article is intended to apply only 
to voluntary compensation deferrals…not the very 

common supplemental plans that many employers 
also provide. Most supplemental plans represent only 
employer contributions, so long as an employee is not 
required to forego some other benefit, these plans are 
very attractive despite potentially higher tax rates in 
the future and insolvency risk. The investment returns, 
whatever they are after taxes and after insolvency risks, 
are in effect infinite. Even if the result turns out to be 
zero, the employee invested no compensation amounts. 
Still, like voluntary deferral plans, supplemental 
plans can also be protected from insolvency risk with 
the Deferred Compensation Protection Trust from 
StockShield (www.stockshield.com).

Summary of Key Take-Aways

Caveat

Risk of Higher Taxes in the Future

Robust Pre-Tax Compounding of Returns over 
Relatively Long Deferrals 

and/or 
Retiring in a Low-Tax State and Taking Payments 

Over 10+ Years

Recalcitrance Risk (Change of Heart) Rabbi Trust

Bankruptcy/Insolvency Risk Deferred Compensation Protection Trust

Potential Solution

If the following caveats can be overcome, there is 
probably no better investment vehicle than Non-

Qualified Deferred Compensation for executives who 
have already exhausted their opportunities under 

qualified plans and IRAs.
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