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This presentation is not intended to be used, 
nor can it be used by any taxpayer, for the 
purpose of avoiding U.S. federal, state or 

local tax penalties. This material is written to 
support the promotion or marketing of the 

transaction(s) or matter(s) addressed by this 
material. Pacific Life, its distributors and 
their respective representatives do not 

provide tax, accounting or legal advice. Any 
taxpayer should seek advice based on the 

taxpayer's particular circumstances from an 
independent tax advisor. 
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Pacific Life Insurance Company 

Newport Beach, CA                                          

(800) 800-7681 * www.PacificLife.com 

Pacific Life & Annuity Company 

Newport Beach, CA 

(888) 595-6996 * www.PacificLifeandAnnuity.com 

Investment and Insurance Products: Not a Deposit – Not FDIC Insured –                                                                                            
Not Insured by any Federal Government Agency – No Bank Guarantee – May Lose Value 
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Pacific Life refers to Pacific Life Insurance Company and its affiliates, including Pacific Life & Annuity 

Company.  Insurance products are issued by Pacific Life Insurance Company in all states except New York and 

in New York by Pacific Life & Annuity Company.  Product availability and features may vary by state.  Each 

insurance company is solely responsible for the financial obligations accruing under the products it 

issues.  Insurance products and their guarantees, including optional benefits and any fixed subaccount crediting 

rates, are backed by the financial strength and claims-paying ability of the issuing insurance company.  Look to 

the strength of the life insurance company with regard to such guarantees as these guarantees are not backed 

by the broker-dealer, insurance agency or their affiliates from which this product is purchased. Neither these 

entities nor their representatives make any representation or assurance regarding the claims-paying ability of the 

life insurance company. 
 
Pacific Life’s individual life insurance products are marketed exclusively through independent third-party life 
insurance producers, which may include bank affiliated entities. 
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NQDC - Why? 

Qualified plans insufficient 

• “Maxed out” 

• Too expensive 

Need to attract and retain  
key-person 

• “Golden handcuffs” 
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NQDC - Requirements 

 Must be limited to executives 

◦ Employee Retirement Income Security Act 

(ERISA) Top-Hat Group 

◦ No ERISA 

 Individual contract 

 Not a “Plan” 

 Business Owners 
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NQDC - Requirements 

 Plan assets must be reachable 

by the business’ creditors 

◦ Unfunded: ERISA 

◦ Informally funded: Tax 

 Vesting and substantial risk of 

forfeiture 
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 Applies to many arrangements where income 
is earned in one tax year and payable in a 
subsequent tax year 

 

 Limitations on distributions 

◦ Separation of service 

◦ Death 

◦ Disability 

◦ Change of control 

◦ Unforeseeable emergency 

◦ A specified date 

 

 
 

 

 
 

IRC Section 409A 
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Section 409A (cont.) 

 IRC Section 409A (cont.) 

◦ Deferral elections 

 Must be made in the year prior to the year 
the compensation to be deferred is earned 
 Example:  For a [2012] deferral, the election to 

defer must be made on or before December 31, 
[2011] 

 New plans or new participants – elections 
must be made within 30 days of eligibility 

 Performance-based compensation – 6 
months prior to the end of the period earned 
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Section 409A (cont.) 

 IRC Section 409A (cont.) 

◦ Eliminates aggressive planning 

techniques 
 Haircut provisions  

 Insolvency triggers  

◦ Penalties 
 Immediate taxation of deferrals 

 Interest at IRS underpayment rate +1% 

 20% penalty 
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What has changed in NQDC since 409A? 

 Answer - Not Much 

 

 No more aggressive 

planning 

◦ Insolvency triggers 

◦ Haircut provisions 

 

 Competent administration 

has become very important 
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Administration – Why is it important?* 

*Please note that Pacific Life does not administer nonqualified deferred compensation arrangements. 

 

409A 
Compliance 

• Limitations on distributions 

• Elections to defer must be timely 

• Penalties are stiff for  
non-compliance 

Convenience 
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Administration – What do they do? 

Enrollment 

Receipt of elections 

Communication 

Calculation of benefits 

Payment of benefits 
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Three Types of NQDC Plans 
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Why Life Insurance? 

 Policy Cash Value (CV) 

possible source of benefits 
◦ Tax-deferred accumulation 

 

 Net Amount at Risk (NAR) for  

key-person/cost recovery 

and/or personal life insurance 
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IRC Section 101(j) 

 Passed into law in 2006 

 Makes death benefit taxable above basis 

unless certain exceptions and requirements 

are met 

◦ Who is the insured or why is the  

policy being purchased (exceptions) 

◦ Notice and consent (requirements) 
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IRC Section 101(j) 

 Insured was an employee during 12-month 
period before death 

 At the time the contract is issued, the insured is 

◦ A director, or 

◦ A highly compensated employee within the 
meaning of IRC Section 414(q), or 

◦ A highly compensated employee within the 
meaning of IRC Section 105(h)(5) (top 35% of 
all employees) 

 Proceeds are paid to beneficiary of the insured 
(e.g. split-dollar) or are used for a buy-sell 
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IRC Section 101(j) 

 Must provide the proposed insured with written 
notice of impending insurance contract.  The 
notice must include: 
◦ That the employer will be the beneficiary 

◦ The employer may be the beneficiary after the 
executive leaves the employer 

◦ The maximum amount of insurance 

 Must receive written consent from the insured 

 Both notice and consent must happen before the 
policy is issued 

 If notice and consent does not happen prior to 
issuance, the death benefit will be taxable 
◦ You can rarely remove the taint from that policy 
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The Bottom Line! 

 Really important piece of law, but: 

◦ It does not curtail most traditional uses of 

Corporate-Owned Life Insurance (COLI): 
 NQDC 

 Key Person 

 Split-Dollar 

 Stock redemption 

◦ Insured in traditional COLI will almost always 

meet one of the exceptions 

 Notice and consent are crucial 
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Measuring the Retirement Balance 
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Pass-through Entities 

 NQDC generally not viable for 

owners of pass-through entities 

 Alternative designs: 

◦ Executive Bonus 

◦ Restricted Executive Bonus 
 ERISA concerns 
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Uninsurable or Older Exec 

Alternate informal funding choice 

Aggregate funding 

Part treasury/part cash value  
◦ For example: Paying out the benefits first 

using company cash flow for the first 10 

years, then accessing the cash value to 

pay out the benefits for years 11-15. 
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Vesting 

Voluntary 
Deferral fully 

vested 

No legal limits 
with SERP 

flexible vesting 

All vested 
amounts still 

asset of 
business 
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Executive Taxation 

 Contributions pre-tax to 

executive 

 Premiums/contributions not 

deductible to business 

 Benefit pay out deductible to 

business, taxable to executive 

◦ Can be installment or lump sum 
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Accounting 
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401(k) Mirror Voluntary 

Deferral Plan 
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401(k) Mirror Structure  

Agreement  

Life Insurance Policy 

Executive 
Business 

1 

Match/ 

Premiums  

3 

Policy 

Distributions  

4 

Plan Distributions  5 

Plan Balance 

6 

Deferral  2 

Beneficiaries 
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Why Life Insurance? 

◦ Tax-deferred growth 

◦ Tax-free death benefit*  to 

employer or executive’s heirs  

◦ Tax-free distributions from cash 

value to employer** 

** Tax-free income assumes, among other things: (1) withdrawals do not exceed tax basis (generally, premiums paid less prior withdrawals); 

(2) policy remains in force until death; (3) withdrawals taken during the first 15 policy years do not occur at the time of, or during the two years 

prior to, any reduction in benefits; and (4) the policy does not become a modified endowment contract.  See IRC Secs. 7702(f)(7)(B), 

7702A.  Any policy withdrawals, loans and loan interest will reduce policy values and may reduce benefits.  

 

 

*For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 

101(a)(1).  In certain situations, however, life insurance death benefits may be partially or wholly taxable.  Situations include, but are not limited 

to: the transfer of a life insurance policy for valuable consideration unless the transfer qualifies for an exception under IRC Sec. 101(a)(2)( i.e. 

the “transfer- for- value rule”); arrangements that lack an insurable interest based on state law; and an employer-owned policy unless the 

policy qualifies for an exception under IRC Sec. 101(j). 
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Executive Summary: Features 

Deferrals and match in excess of qualified plan 
and Individual Retirement Account (IRA) limits 

Strict conditions for distribution, especially for 
unforeseeable emergencies, disability and 
change of control. 

Retirement balance reachable by employer’s 
creditors. 
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Executive Summary: Taxation 

Deferrals and 
match pre-tax 

Accumulation 
tax-deferred 

Retirement 
balance 

distributions 
taxable 

Through split-
dollar, death 

benefit in excess 
of retirement 

balance tax-free* 
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*For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 101(a)(1). In certain situations, however, life 

insurance death benefits may be partially or wholly taxable. Situations include, but are not limited to: the transfer of a life insurance policy for valuable consideration unless the 

transfer qualifies for an exception under IRC Sec. 101(a)(2)(i.e. the transfer-for-value rule); arrangements that lack an insurable interest based on state law; and an employer-

owned policy unless the policy qualifies for an exception under IRC Sec. 101(j). 
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Employer Summary: Features 

◦ Deferrals and match in 

excess of qualified plan limits 

◦ Can limit to executives 

◦ Retirement balance 

reachable by employer’s 

creditors 

◦ Vesting schedule on match 

◦ Cost recovery from death 

benefit 
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Employer Summary: Taxation 

◦ Deferrals and match taxable  

to employer 

◦ If life insurance is used, 

accumulation not taxable  

(AMT may apply) 

◦ Distributions deductible to 

employer 

◦ Potential tax-free key person 

death benefit* 

 
* For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 101(a)(1).  

In certain situations, however, life insurance death benefits may be partially or wholly taxable.  Situations include, but are not limited to:  the 

transfer of a life insurance policy for valuable consideration unless the transfer qualifies for an exception under IRC Sec. 101(a)(2) (i.e. the 

“transfer-for-value rule”); arrangements that lack an insurable interest based on state law; and an employer-owned policy unless the policy 

qualifies for an exception under IRC Sec. 101(j). 
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Restricted Executive Bonus 
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Employer’s Goal 

 Provide attractive benefits 

with a “golden handcuff”  

to valued executive 
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Employee’s Goal 

 Life insurance protection 

and accumulation for 

emergencies, education and 

possibly retirement. 
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Where to Use  

Restricted Executive Bonus 

Key-executive,  
non-owners 

S-Corps & partnerships, 
any pass-through 

organization or high-tax 
bracket C-Corp 
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Restricted Executive Bonus Structure  

Agreement  

Life Insurance Policy 

Executive Business 

1 

4 

Policy Distributions  

5 

Direction Form  

6 Death Benefit 

Bonus  2 

Beneficiaries 

Premiums  

3 
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 Bonus grossed-up to net premium 

after tax 

 Death benefit for family protection 

 Access to cash value for 

emergencies, education, home 

purchase and possibly retirement 

 

 

Benefits 
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 No employer reimbursement 

◦ Consider employment contract 

 ERISA – Consult with independent 

counsel regarding possible ERISA 

application 

 

Issues 
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Non-Equity Collateral 

Assignment Split-Dollar 
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Providing for An Executive’s Needs 

◦ Pre and Post Retirement 

Life Insurance 
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Employee benefit 
limitations 

Cost 

Tax advantages 
to business 

Providing for Attractive Benefits 
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Non-Equity Collateral Assignment 

Split-Dollar Structure  

Agreement  

Life Insurance Policy 

Executive/Policy 

Owner 

Business 

1 

3 

Collateral Assignment of Cash Value  

4 

Premiums  

5 

Net Amount At Risk 

REB or Tax on REB  

2 

Beneficiaries 
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Executive Summary: Features 

◦ Life insurance for pre and post 

retirement family protection 

◦ Reduced cost 

 

Collateral Assignment Split-Dollar 
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Executive Summary: Taxation 

◦ REB (Table 2001 Rates or  

other approved rates) taxed  

to Executive 

◦ Tax-free death benefit  to 

Executive’s heirs*  

 

* For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 101(a)(1).  

In certain situations, however, life insurance death benefits may be partially or wholly taxable.  Situations include, but are not limited to:  the 

transfer of a life insurance policy for valuable consideration unless the transfer qualifies for an exception under IRC Sec. 101(a)(2) (i.e. the 

“transfer-for-value rule”); arrangements that lack an insurable interest based on state law; and an employer-owned policy unless the policy 

qualifies for an exception under IRC Sec. 101(j). 
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Business Summary:  

Features and Taxation 

◦ Premiums not deductible 

◦ Interest secured through 

collateral assignment 

◦ Can limit to Executive 
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Pacific Life  
A Leader in Advanced Life Insurance Sales 

◦ Executive compensation 

◦ Business continuation 

◦ Employee benefits 

◦ Individual retirement planning 

◦ Estate planning 
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