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Retaining & Rewarding Employees
Business owners understand that they need to build a solid team of people to further
the success of their business. The business owner will either promote employees from
within the business or hire new employees who have particular skills, experience, or
creativeness to take on more specialized roles and responsibilities in the business.
Some employees will be promoted into executive level positions where they will have decision making
power or provide strategic advice to the business owner critical to guiding the business in the future.
It is certain that the title, compensation package, and perks of these key employees will reflect their
status among the entire employee population. If one or more of these people leave the business it
could prove damaging to the business especially if these key people are hired by a competitor.
This is an important area for you to probe with the business owner. At the very least you will learn how
the business owner thinks about the employees and his/her willingness to apply business resources
to help them. Most employers are willing to provide a level of benefits to all employees balanced by
a reasonable cost expectation. For key employees the business owner may be willing to implement
special benefit plans that will provide an incentive to the employee to continue working for a period of
time. The same can be said if the business owner is trying to attract new employees for key positions
that are critical to the long term success of the business.
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Qualified vs. Non-Qualified Plans
There are two types of retirement plans that can be used in the business insurance marketplace —
qualified and non-qualified plans. The IRS identifies both of these plans as deferred compensation
plans and each has advantages and disadvantages depending on the needs of the business. Generally,
people are most familiar with qualified plans as many business owners offer them to all employees.
Common qualified plans are 401(k) plans, pension plans (less frequent today), profit sharing plans,
403(b) plans, and SIMPLE or SEP IRAs (usually for smaller businesses).
Non-qualified plans can be used as a supplement to a qualified plan to provide key highly
compensated employees with a source of supplemental retirement income.
QUALIFIED PLANS

NON-QUALIFIED PLANS

Must include all eligible
participants in plan design

Can be selective

Must meet ERISA
reporting requirements

No onerous reporting
requirements

Employer gets tax deduction
for contributions

No tax deduction until
benefits are paid

Contributions protected
from creditors

Assets subject to claims
of corporate creditors

Qualified plans
Qualified plans are a mechanism that can be used by employers to offer all their employees a vehicle
for tax deferred savings. The focus of these plans, however, is to help employees set aside funds
for retirement; so, while higher paid employees can participate in qualified plans, they may get less,
percentage wise, out of the qualified plan than the rank and file employees (see section on Reverse
Discrimination on the next page). Qualified plans must comply with the Employee Retirement Income
Security Act (ERISA), which was designed to protect individual participants of pension plans. While
an in depth review of qualified plans is outside the scope of this Guide, there are some qualified plan
considerations that relate to non-qualified planning that will be addressed.

To the extent that ERISA applies to any of the concepts discussed in this Guide,
advisors should note that they may be considered a fiduciary and should take
appropriate steps to comply with ERISA requirements, including conflict of
interest rules.
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ECONOMIC GROWTH AND TAX RELIEF RECONCILIATION ACT (EGTRRA)
The Economic Growth and Tax Relief Reconciliation Act (EGTRRA), implemented in 2001, put caps on
the amount of compensation that may be used to determine qualified retirement benefits for highly
compensated individuals. These caps are indexed for inflation.

Employee Benefit Limits (2017)
Dollar amount for determining
Highly Compensated Employee status . . . . . . . . . . . . . . . . $120,000
Includable compensation limit (applies

Check out the
Advanced Markets
Fingertip Tax Guide
for the most recent
information about
contribution limits and
caps associated with
qualified plans.

to compensation taken into account in
determining contributions or benefits
under qualified plans) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $270,000
Annual retirement benefit limit under
defined benefit plans (not to exceed
100% of compensation) . . . . . . . . . . . . . . . . . . . . . . . . . . $215,000
Limit on all contributions to defined
contribution plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $
 54,000/100%
of compensation
Maximum employee contribution amount
to qualified plans . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $18,000

REVERSE DISCRIMINATION
The compensation and contribution restrictions placed on qualified plans limit the size of the benefits
that can be accrued for highly-compensated employees for retirement. When compared to benefits
provided to lower-paid employees, these limitations can create a “reverse discrimination” effect that
result in highly compensated employees receiving an inadequate percentage of their pre-retirement
income in retirement.
Let’s look at an example:

JANET’S
COMPENSATION
IN RETIREMENT

Janet Buckfield, Executive Vice President of
Mountain View Industries, receives annual
compensation of $375,000. Her company offers a
defined benefit plan that provides its employees 60% of
the average of their final three years of compensation
in retirement. But, because of qualified plan limitations,
Janet will receive $129,000 (60% of $215,000) a year in
benefits rather than $225,000 (60% of $375,000). This
is only 34% of her final compensation compared to the
60% that most employees received under the plan.
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WITH
Qualified Plan
Limitations

WITHOUT
Qualified Plan
Limitations

$129,000

$225,500

34%

60%

SOCIAL SECURITY
Highly compensated executives are also faced with “reverse
discrimination” when it comes to Social Security payments. Even
though Social Security was not intended as a way for workers to
maintain their pre-retirement standard of living, it does account for part
of the benefits package. In the case of highly compensated individuals,
this usually amounts to less than 15% of the entire package.

Non-qualified plans
Non-qualified benefit plans are arrangements between an employer
and a key employee, which provide the key employee with a form
of supplemental retirement income or other benefits in addition to
standard qualified plans, such as 401(k) plans. The primary reason
that business owners establish non-qualified executive benefit plans is
to recruit, reward and retain key employees. These plans are designed
to give incentive to the key employees to remain working with the
business. For this reason they are commonly referred to as “golden
handcuff” plans because the key employee is rewarded in the future
for remaining with the business. Non-qualified executive benefit
plans have minimal cost to the employer and can help key executives
supplement their qualified plan savings. Non-qualified plans are
generally not subject to the same tax and labor law requirements
(e.g., ERISA) as qualified plans and can be offered to select
employees. The retirement benefits paid by the employer generally
are income-tax deductible in the year they are paid.
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POWER OF DEFERRED COMPENSATION
To understand the power of deferred compensation, let’s look at the chart below. The example assumes
an executive receives a lump-sum amount of $10,000. If he or she defers the entire amount it will grow to
$46,610 in 20 years with an 8% growth rate. If he or she takes the $10,000 as income currently, the aftertax sum received will be $6,000 (assumes 40% tax bracket). This amount will grow to $27,966 in 20 years
with an 8% growth rate.

DEFERRED COMPENSATION OVER 20 YEARS
ASSUMES 8% GROWTH RATE AND INITIAL $10,000 INVESTMENT

$10K
$6K

$46,610

Executive defers compensation
of initial $10,000

Executive takes $10,000 as a
lump sum and is taxed 40%

$27,966

MINIMAL “RED TAPE”
Non-qualified deferred compensation plans do not require formal IRS approval and are not subject to
qualified plan contribution limitations. However, these plans may be subject to certain ERISA reporting
requirements. Non-Qualified plans that are not entirely exempt may qualify for limited reporting as “Top
Hat” plans. A plan may qualify as a “Top Hat” plan if it is created for the purpose of providing benefits to
a select group of management or highly compensated employees. Top Hat plans must be in writing and a
description of the plan must be filed with the Department of Labor within 120 days of adoption.
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Funding Options for Non-Qualified Deferred Compensation Plans
Unlike a qualified plan, where money is set aside and segregated for the benefit of the plan participants and is protected
from the creditors of the business, a non-qualified executive benefit plan can only be “informally” funded. This means
that any asset used to fund a non-qualified plan is subject to creditors of the business. The business owner is not required
to fund the non-qualified plan, but it is generally advised that they do so in order to have the money on hand to pay the
benefits when they are due. Options for funding a non-qualified benefit plan are: self-fund, sinking fund, annuities, or
a life insurance policy. Let’s review each option:

SELF-FUND

SINKING FUND

ANNUITIES

LIFE INSURANCE

The employer pays the

The employer sets up a

Similar to the sinking

Life insurance is a

retirement benefits from

reserve or sinking fund

fund, the non-qualified

popular funding tool for

the current cash flow of

where cash is invested.

benefits owed to key

non-qualified plans because

the business at the time the

Benefits are paid from

employees is taken from

it is cost effective, has

benefits are payable. A self-

the sinking fund when

the annuity. Under the tax

tax-deferred accumulation

funded plan does not have

the employee retires.

code, however, business

to fund benefits, and the

an immediate impact on the

The employer assumes

entities cannot achieve

employer may be able to

company’s cash flow when

the market risk and

income tax deferral with

recover all costs of the plan

established, but there is risk

often invests in high-risk

deferred annuities.

with the death benefit

that cash flow will not be

assets to meet its future

available in the future.

obligations. The employer

proceeds.

must pay income taxes
on the fund earnings
each year.

Employer-Owned Insurance & 101(j)
When life insurance is owned by an employer
on the life of an employee, the tax code
requires that certain conditions and notice
and consent requirements be met to keep the
death benefit proceeds income tax-free. This is
commonly referred to as the 101(j) requirements,
which is a reference to the tax code section
prescribing these rules. For more information
about 101(j) compliance, please see the BYA:
101(j) Requirements for Employer Owned Life
Insurance.
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Non-Qualified Executive Benefit Plans Incorporating Life Insurance
Consider the following popular executive benefit plans that can be used to recruit, reward and retain key employees:

Salary Deferral Plans
Salary deferral plans are pure contributory plans, which means the entire plan is funded with employee funds;
the employer does not contribute. In a salary deferral arrangement the employee elects to defer part of his
or her salary, bonus, or commission until a later date, most likely to retirement. These plans are flexible and
unlike qualified plans, they do not have maximum deferral limits and do not have to be offered to everyone.

HOW IT WORKS:
In a salary deferral arrangement, the employer and employee

Advantages
EMPLOYER

EMPLOYEE

• Able to select
participants

• Solves “reverse
discrimination” problem

• May co-exist with
qualified plans

• Tax-deferred growth
of assets

income received by the employee in the future is taxable at

• Increase competitiveness
with “Total Compensation
Packages”

• Provides and additional
source of retirement
income

the ordinary income tax rate and the employer will receive an

• Minimal set-up cost

• Potential unlimited
contributions

enter into an agreement that states that the employer will
withhold current compensation due to the employee and
will pay it to the employee over a period of time or in a lump
sum upon death, retirement, or termination of the plan. The
employee makes a voluntary election each year to inform
the employer the amount of compensation to withhold. The

income tax deduction when the benefits are paid.

Supplemental Executive Retirement Plans (SERP)
An employer uses a SERP to provide additional retirement income to a key employee. A SERP is the
opposite of a salary deferral plan. It is a non-contributory plan, meaning the employee does not contribute
to a SERP, rather the employer is responsible for the funding of the benefit. It is an excellent way for an
employer to compensate key employees who are faced with reverse discrimination. The employer has the
flexibility to select the employees it wants to participate in the plan, thus increasing retention by rewarding
highly compensated employees with a total compensation package.

HOW IT WORKS:
In a SERP arrangement, the employer and employee enter
into an agreement that states that the employer will pay the
employee a certain amount of money either over a period of
time or in a lump sum upon death, retirement, or termination
of the plan. The income received by the employee is taxable
at the ordinary income tax rate and the employer will receive
an income tax deduction.
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Advantages
• An excellent way to provide highly compensated
individuals with supplemental retirement income
• No cost to the executive
• Provides significant incentive to executives to remain
employed with the business

Executive Bonus Plans
Executive Bonus Plans, often referred to as Section 162 Bonus Arrangements, are a simple and cost effective way for the
employer to provide an employee with supplemental retirement income. In this situation the employer provides a bonus to
the employee in the form of a premium payment on a life insurance policy.

HOW IT WORKS:
The employer determines which employees to include in

Advantages
EMPLOYER

EMPLOYEE

employer will provide the employees with a bonus in the

• Minimal set-up cost

form of the premium payments on the life insurance policy.

• Selective participation
allowed

• Portable death benefit
protection

the plan. The employees will apply for life insurance. The

The employee is responsible for paying the income tax due
on the bonus. However, the employer may elect to bonus
the employee the premium and the income tax amount.

• Encourages employee
loyalty

This is known as a double bonus arrangement.

• Source of supplemental
retirement income
• Not subject to qualified
plan limits and penalty
provisions

At retirement, the employee will be able to use the policy’s
cash value for supplemental retirement income. Moreover,
the employee has been provided with permanent life
insurance protection for the benefit of his or her family.

Restrictive Endorsement Bonus Arrangements (REBA)
A REBA is an Executive Bonus Plan with a restriction on the executive’s ability to access the policy cash value for a stated
period of time. The REBA agreement typically states that as long as the employee works for the employer, the employer will
continue to pay the bonus. These arrangements may also have a vesting schedule. If a vesting schedule is used it is important
to keep it simple and straightforward.

HOW IT WORKS:

Advantages

The employee owns the life insurance policy, but he or she

EMPLOYER

EMPLOYEE

• Simple to install

• Death benefit protection

• No minimum or
maximum employees

• Supplemental retirement
income

must file a restrictive endorsement with the life insurance
company that issues the policy. The arrangement restricts
the executive from (1) surrendering the policy cash value
(2) taking loans and withdrawals from the policy (3)
changing ownership and (4) using the policy as collateral

• Employer cost may be
tax deductible

until the arrangement terminates. The employee retains
the right to name a beneficiary.
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Choosing the Non-Qualified Benefit Plan
Here are some ways to simplify choosing a non-qualified benefit plan. The first step is to understand
the specific goals of the employer and the plan participants taking these six factors into account:
• Employer tax deductibility
(immediate vs. delayed)

Keep in mind that owners of pass-through
entities generally cannot defer taxation of
income via a non-qualified plan. Please see our
Business Analyzer online wizard to see what
options may be available for these owners.

• Employer control
• Employer cost recovery
• Employee tax deferral
• Ease of administration
• Level of employee participation

The relative importance of each of these factors to the client will help you determine which plan
type best fits the business owner’s needs. It will be important for the business owner to prioritize the
factors because the factors will often conflict with each other. In general, plans that offer employer
tax deductibility have limited employer cost recovery, employer control, and employee tax deferral.
Likewise, plans that have greater employer control tend to be more complicated and have more
complex administration issues. Therefore, it is very important to find out which of these factors are
most important to the business owner, and which factors are “nice to have.”
The following chart summarizes the degree to which each plan type addresses each of the key factors:
FACTOR

EXEC BONUS

REBA

NQDC

SERP

Employer Tax
Deductibility

High

Medium/High

Low

Low

Employer
Control

Low

Medium

High

High

Employer
Cost Recovery

Low

Medium

High

High

Employee
Tax Deferral

Low

Low/Medium

High

High

Easy
Administration

High

Medium

Low

Low

Medium

Medium

High

Low

Employee
Participation
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Other Considerations
Implementing & administering

Non-profit organizations &

a non-qualified plan

tax-exempt employers

There are a series of steps that you should expect to

There are additional considerations that apply when considering

complete when implementing a non-qualified plan. Please

a non-qualified plan for a non-profit organization, such as the

refer to our BYA: Implementing Non-Qualified Executive

deferral limitations under Internal Revenue Code sec. 457(f).

Benefit Plans for more information.

See our BYA: 457(f) Plans or contact Advanced Markets for

A third party administrator (TPA) may be needed to provide

more information.

the employer with the proper accounting information for

Split Dollar arrangements

their records and tax returns and to track the performance of
the funding vehicle to the expected future benefit payments.
Generally the TPAs who administer qualified plans do not
provide administration for non-qualified plans so you should
expect to seek out a TPA who specializes in this area. The TPA
fees can be minimal and they are generally tax deductible to
the employer as a business expense. Please contact Advanced
Markets for additional information.

IRC 409A & 101(j)

A Split Dollar arrangement is an agreement between the
employer and key employee to share the costs and benefits
of a life insurance policy. There are two primary types of
split dollar arrangements — endorsement and collateral
assignment — each one offering different features to help
retain and reward individuals key to the success of a business.
In an endorsement arrangement (economic benefit regime),
the employer is the owner of the policy but the employee
is allowed to name a beneficiary for some or all of the

Section 409A of the Internal Revenue Code contains

death benefit. The cost to the employee is the “economic

requirements for distribution, acceleration, and elections

benefit” associated with the portion of death benefit being

of a non-qualified deferred compensation plan. Penalties

provided. When the employee retires, the employer may

apply to those plans that do not meet those requirements.

elect to take distributions from the cash value to provide

It will be important for the client to have the legal plan

supplemental retirement benefits or can transfer the policy

document drafted to account for these requirements.

to the employee.

Please see our BYA: The Impact of Section 409A on Non-

In a collateral assignment arrangement (loan regime), the

Qualified Deferred Compensation Plans or contact
Advanced Markets for more information.

employee (or the employee’s trust) is the owner of the
policy and the employer pays the premiums. Each premium

Section 101(j) requires that written notice and consent

payment is considered to be a loan and the cost to the

be obtained for all policies owned by an employer on the

employee for such an arrangement is the interest year-to-

life of an employee before a policy is issued. Record of the

year on the outstanding loans. The life insurance policy is

consent must be kept by the employer. Employers must

used as collateral for the debt until the employer has been

also maintain annual records to demonstrate that the

repaid. Upon termination of the arrangement, the employer

requirements of 101(j) are being met, including filing Form

will either be repaid or can forgive a portion or all of the

8925 with its annual income tax return each year. Please

debt as compensation to the employee.

see our BYA: 101(j) Requirements for Employer Owned Life

Please contact John Hancock Advanced Markets for more

Insurance for more information.

information about split dollar plans.
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Key Questions

TO ASK

Consider the following questions to start a conversation with the business owner to identify
key employees who the owner may want to provide an extra incentive for in order to reward
and retain these key people.

Who are the super stars on your team?

WHERE CAN I LEARN MORE?

How are they important?

Web Tools

Have you put in any benefit plans specifically for them?

•	Business Analyzer

Have you included yourself in those plans or do you have a
benefit plan specifically for you (and the other owners)?

• Retirement
	
Needs Calculator
Supporting Marketing Materials
• Non-Qualified Benefit Plan Brochure

If a plan already exists ...

• Executive Bonus and REBA Employer Guide

• Has any funding been established for the plan?

• SERP Employer Guide

• Can you explain how the plan works?

• Split Dollar

• What were the reasons the plans were created?

Technical Marketing Material

• Who is the plan administrator?
• Are you happy with the plan?
• If you could change the plan what would you change?
If no plan exists ...

• BYA: The Impact of 409A on
Nonqualified Deferred Compensation
Plans
• BYA: 101(j) Requirements for Employer
Owned Life Insurance

• If you were to implement a plan what would be the top priority?

• BYA: Implementing Non-Qualified
Executive Benefit Plans

• Is tax deductibility a major factor?

• BYA: NQDC for Non-Profits- 457(f) Plans

• Who would you like to include in the plan?
Has your company previously purchased life insurance on
one or more employees?
• If yes, were any of those policies purchased after August 2006?
• If yes, did you obtain a notice and consent from the employee/
insured prior to issuance of the contract?
• Have you been filing Form 8925 with your company’s income tax
return each year?

Fact Finders
• REBA
	
and Executive Bonus Fact Finder
• SERP
	
Fact Finder
JH Solutions Custom Client
Presentations
• Cross Endorsement Buy Sell
• Key Person
• Cross Purchase Buy Sell
• One Way Buy Sell
• Entity Redemption
These are just some of the materials
and tools we have available to better
educate you. To access these materials
and search for additional materials,
please call the Advanced Markets Group
or visit John Hancock’s producer website.
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For more information please call the Advanced Markets Group
at 888-266-7498 option 3
For Agent Use Only. This material may not be used with the public.
Loans and withdrawals will reduce the death benefit, cash surrender value, and may cause the policy to lapse. Lapse or surrender of a policy with a loan may cause the
recognition of taxable income. Policies classified as modified endowment contracts may be subject to tax when a loan or withdrawal is made. A federal tax penalty of 10%
may also apply if the loan or withdrawal is taken prior to age 59½.
Life insurance death benefit proceeds are generally excludable from the beneficiary’s gross income for income tax purposes. There are few exceptions such as when a life
insurance policy has been transferred for valuable consideration. Comments on taxation are based on John Hancock’s understanding of current tax law, which is subject to
change. No legal, tax or accounting advice can be given by John Hancock, its agents, employees or registered representatives. Prospective purchasers should consult their
professional tax advisor for details.
Trusts should be drafted by an attorney familiar with such matters in order to take into account income and estate tax laws (including the generation-skipping tax). Failure
to do so could result in adverse tax treatment of trust proceeds.
This material does not constitute tax, legal, investment or accounting advice and is not intended for use by a taxpayer for the purposes of avoiding any IRS penalty.
Comments on taxation are based on tax law current as of the time we produced the material.
All information and materials provided by John Hancock are to support the marketing and sale of our products and services, and are not intended to be impartial advice or
recommendations. John Hancock and its representatives will receive compensation from such sales or services. Anyone interested in these transactions or topics may want
to seek advice based on his or her particular circumstances from independent advisors.
Insurance products are issued by: John Hancock Life Insurance Company (U.S.A.), Boston, MA 02210 (not licensed in New York) and John Hancock Life Insurance Company of
New York, Valhalla, NY 10595.
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