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Deferred compensation arrangements:

o Why are they established?

o Funded versus unfunded programs

o Supplemental Executive Retirement Plans (SERPs)

MR. JON D. SUTCLIFFE: The purpose of the next 90 minutes or so will be to

share with you some of our ideas on the major elements involved in designing

and implementing an effective deferred compensation arrangement.

Ever since the Congress passed the 16th Amendment to the Constitution, which

legalized income taxes, people have spent a lot of time figuring out the best

way to reduce their tax bill. Today, the Internal Revenue code seems to get

the same kind of scholarly attention devoted only to the Holy Scriptures.

Everything from race horses to religion has been used as a way to reduce

people's tax bills.

* Mr. Pawelko, not a member of the Society, is a Consulting Principal with
A. S. Hansen, Inc., in Deerfield, Illinois.

** Mr. Shor, not a member of the Society, is President of The Benefits Group,

Inc., in Los Angeles, California.

*** Mr. Tomassi, not a member of the Society, is a Consultant with A. S.
Hansen, Inc., in Deerfield, Illinois.
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PANEL DISCUSSION

Deferred Compensation arrangements originally were developed primarily for

their tax advantages to the individual. But today there are a number of other

business purposes for which deferred compensation arrangements are used.

The two major categories of deferred compensation arrangements are, of course,

the qualified plans, such as pension plans and profit sharing arrangements, and

non-qualified plans. Today, we will focus almost exclusively on the non-

qualified arrangements.

I. Introduction and Overview

A. Increased Importance of Non-Qualified Deferred Compensation Plans

1. In General. Non-qualified deferred compensation plans have always

been viewed as playing a secondary role to qualified retirement

plans in compensation and retirement planning. However, for a

number of reasons, non-qualifled deferred compensation plans are

playing a much more important role in providing retirement income as

well as capital accumulation,

2. Statutory and Regulatory Coverage. Non-qualified deferred compen-

sation plans have proven to be quite advantageous for employers.

There are two primary reasons for this: (a) the absence of the

antidiscrimination rules of the Internal Revenue Code ("Code"), and

(b) the limited applicability of the burdensome rules of the Employee

Retirement Income Security Act of 1974 ("ERISA").

3. TEFRA. With the enactment of the Tax Equity and Fiscal Responsibil-

ity Act of 1982 ("TEFRA"), non-qualified deferred compensation plans

have become a much more important retirement planning device. TEFRA

lowered the contribution limits applicable to qualified defined

contribution plans from $45,475 to $30,000 and the benefit limits

applicable to qualified defined benefit plans from $136,425 to

$90,000. TEFRA also imposed other burdensome requirements on quali-

fied plans, including the top-heavy provisions and the restrictions

on certain distributions.
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4. DEFRA. The Deficit Reduction Act of 1984 ("DEFRA") further restrict-

ed the amount of contributions to and benefits payable from qualified

plans by freezing the cost-of-living adjustments under Code Section

415 until 1988.

5. REA. The Retirement Equity Act of 1984 ("REA") imposed additional

restrictions on qualified plans, including restricting the rights of

married participants to determine how and when their benefits are to

be paid.

6. Proposed Legislative Changes. In addition to the restrictions

imposed by TEFRA, DEFRA, and REA, it is certain that pending legis-

lation will continue to restrict the benefits available under tax-

qualified retirement plans and eliminate the favorable tax treatment

currently afforded distributions from such plans.

7. Conclusion. The cumulative effects of both past and future legis-

lation will serve to make non-qualified deferred compensation plans

an attractive source of retirement income. In fact, these plans

could eventually become the primary source of retirement income for

top executives. However, when considering the implementation of a

non-qualified deferred compensation plan, it is important to consider

the advantages and disadvantages from the perspective of both the

employer and the employees.

8. Other Issues. While the definition of "funded" or "unfunded" is

clearly the most significant current issue from an ERISA standpoint,

a number of other issues exist.

a. Top-Hat Plan -- Select Group of Management or Highly Compensated

Employees. In order to qualify as a Top-Hat Plan, a non-

qualified deferred compensation plan must be maintained for a

"select group of management or highly compensated employees."

While some guidance exists, there is no clearly defined way of

determining what is a "select group of management or highly

compensated employees."
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i. DOL View. The Department of Labor has issued several

advisory opinion letters addressing this question. How-

ever, because these are factual in nature and a number of

years old, they do not provide much guidance. These

advisory opinion letters are 75-63 (July 22, 1975), 75-64

(August 1, 1975). 75-48 (December 23, 1975) and 76-100

(November 15, 1976). Furthermore, the DOL has concluded

that because the question of whether employees are highly

compensated or not is a question of fact, it will not rule

on this issue. Revenue Procedure 76-1.

ii. Case Law. In Belka v. Rowe Furniture Corp.. the court con-

cluded that the plan in question covered only a "select group

of management or highly compensated employees." As with the

DOL advisory opinion letters, this determination was en-

tirely factual. The court indicated, without explanation,

that several tests may be used. Among these are the

high-25 rule of the Code, a facts and circumstances test, a

straight dollar test, a functional and dollar test, and a

percentage test. Note that the court concluded that some

of the covered employees could be either management employ-

ees or highly compensated employees. Thus, some employees

covered by the Top Hat Plan may be non-management employees

while others may not be highly compensated employees.

iii. Conclusion. As the dollar limits applicable to qualified

plans are continually lowered, it is likely that more and

more employees will be covered by non-qualified deferred

compensation plans. It is imperative that careful con-

sideration be given to this issue so as to qualify the plan

as a Top-Hat Plan. Based on the above information, the

following guidelines should be followed:

o Plan participants should be key employees and should

he designated as such by the Board of Directors or

Compensation Committee.
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o A minimum salary level for participation should be

established which limits actual participation to those

considered "highly compensated."

b. Excess Benefit Plans -- "Solely" Requirement. In order to

qualify as an Excess Benefit Plan, a non-qualified deferred

compensation plan must be maintained by an employer "solely" for

the purpose of providing benefits in excess of the limitations

on contributions and benefits imposed by Code Section 415. In

the case of Catacosinos v. Applied Data Systems No. CV 84-2477

(E.D.N.Y. 1984), a plan was held not to be an Excess Benefit

Plan because it was providing benefits to employees who were not

receiving maximum benefits under the employer's tax-qualified

plans.

c. Existence of a Plan, Fund, or Program. In order to be covered

by ERISA. a non-qualified deferred compensation plan must bc a

"plan, fund, or program." If the non-qualified deferred compen-

sation plan is an individual arrangement between an employer and

an employee it may be exempt from ERISA.

i. Case Law. In Donovan v. Dillingham. 688 F.2d 1367 (llth

Cir. 1982), the court stated that whether an arrangement

constitutes a plan, fund, or program depends upon all the

facts and circumstances. The court concluded that at a

minimum those terms imply the existence of intended bene-

fits, beneficiaries, a source of financing and a procedure

to apply for and collect benefits.

ii. DOL View. The Department of Labor has issued several

advisory opinion letters holding that certain individual

arrangements are not ERISA covered pension plans. These

advisory opinion letters are 76-79 (May 25, 1976) and

76-110 (September 28, 1976). In a third advisory opinion

letter, the DOL held to the contrary. This is advisory

opinion letter 79-115 (October 29, 1976).
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iii. Conclusion. As indicated in the Dillingham case, it is a

matter of facts and circumstances whether a plan, fund, or

program exists. However, it is likely that a group of

individual arrangements providing similar benefits will be

considered a plan, fund, or program.

With that as a general introduction to the subject, let me talk about what

we're going to be covering today. First, Randy Tomassi, a consultant with

A.S. Hansen in its Deerfield, Illinois, office, will provide a general

discussion of the various kinds of deferred compensation arrangements, and when

and how they are used. Then, Bob Pawelko will discuss the major legal require-

ments and the issues involved in setting up a deferred compensation arrange..

ment. Finally, Rob Shor will talk about the use of life insurance and other

devices in funding these plans.

MR. RANDALL J. TOMASSI: We want to talk today about the increasing importance

of non-qualified deferred compensation plans. Generally, these types of plans

have been considered a second source of income for executives. We are now

seeing them play a bigger role.

II. Types of Non-Qualified Deferred Compensation Plans

Although the term "non-qualified deferred compensation plan" is a very

general term and may refer to a variety of deferral arrangements, there

are basically four different types of non-qualified deferred compensation

plans:

o Supplemental Executive Retirement Plans ("SERPs").

o Top-Hat Plans.

o Excess Benefit Plans.

o Voluntary Deferred Compensation Plans.

A. Supplemental Executive Retirement Plans.

1. Definition. A Supplemental Executive Retirement Plan is a

retirement plan which provides any type of non-qualified
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supplemental retirement income, typically in a form similar to a

tax-qualified defined benefit pension plan (i.e., an annual

pension to the executive with a survivor pension to the execu-

tive's spouse). Frequently the benefits payable under a SERP

are reduced by the benefits payable under the tax-qualified

retirement plan of the employer and the benefits payable under

the Social Security system.

2. Common Uses. A SERP is quite flexible and may be used to:

a. Provide retirement benefits based upon all of the execu-

tive's compensation, including amounts that are not taken

into account under the benefit formula of the employer's

tax-qualified retirement plan (e.g., amounts deferred under

a deferral arrangement, bonus payments or income recognized

upon exercise of stock options).

b. Compensate an executive who forfeits retirement benefits

under a previous employer's tax-qualified plan. This

problem may also arise in intra-company transfers and

promotions.

c. Provide a greater level of retirement benefits to certain

key employees. This is particularly valuable as the limits

on qualified benefits continue to be reduced.

d. Protect an executive against forfeiting retirement benefits

as a result of an involuntary termination of employment

(e.g., a reduction in work force or hostile takeover).

e. Provide special early retirement window benefits to an

executive as opposed to an involuntary layoff. This is

attractive since many tax-qualified retirement plans reduce

benefits which begin before normal retirement. The SERP

can make up the differencc between a reduced early retire-

ment benefit and an unreduced normal pension.
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B. Top-Hat Plans

1. Definition. A Top-Hat Plan is a plan which is unfunded and

maintained by an employer primarily for the purpose of providing

deferred compensation for a select group of management or highly

compensated employees.

2. Common Uses. A Top-Hat Plan is quite similar to a SERP. How-

ever, its purpose is to provide non-retirement type benefits

such as:

a. To protect the company against raids by competitors by

conditioning benefits on the executive's ability to keep

all trade scerets, know-how, and customer lists confiden-

tial; to limit competition with the company; or to render

consulting services after retirement.

b. To attract competent executives.

c. To provide more liberal amounts or standards for payment of

death or disability benefits.

d. To serve as "golden handcuffs" by causing the executive to

forfeit significant benefits if the executive voluntarily

terminates employmcnt prior to retirement.

C. Excess Benefit Plans

1. Definition. An Excess Benefit Plan is a plan that is designed

solely to provide benefits in excess of the maximum amount

permitted under tax-qualified retirement plans (i.e., $90,000

annual benefit under a defined benefit plan and $30,000 "annual

addition" under a defined contribution plan).

2. Common Uses. Because of the narrow definition of an Excess

Benefit Plan it serves a vcry limited but important purpose. An
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Excess Benefit Plan may only provide benefits to employees who

are receiving maximum benefits from the employer's tax-qualified

plans.

D. Voluntary Deferred Compensation Plans

A Voluntary Deferred Compensation Plan involves the executive's

election to defer a portion of his salary or a bonus. Payment of the

deferred amount is typically postponed to termination of employment

or retirement. Deferred amounts are typically credited with a stated

rate of interest or other measure of earnings. A voluntary deferred

compensation plan can reward a key executive in a tax efficient way

by deferring the receipt of a taxable raise or bonus plan payment.

The executive may accumulate a significantly greater amount than if

the raise or bonus were received currently due to tax-free accumu-

lation. Furthermore, the executive may be in a lower tax bracket

when the amounts are actually received.

MR. SUTCLIFFE: Let me introduce Bob Pawelko,a consulting Principal with A. S.

Hansen in the Deerfield, Illinois, office. He has extensive experience in all

areas of employee benefits. He is responsible for some of Hansen's most

important and sensitive relationships.

MR. ROBERT L. PAWELKO: My topic is the legal issues surrounding non-qualified

deferred compensation plans.

IlL ERISA Considerations

A. Applicability of ERISA in General

1. General Rule. ERISA defines an "employee pension benefit plan" as:

"any plan, fund, or program...to the extent that by its

express terms or as a result of surrounding circumstances

such plan, fund, or program...
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a. provides retirement income to employees, or

b. results in a deferral of income by employees for

periods extending to the termination of covered

employment or beyond,

regardless of the method of calculating the contributions

made to the plan, the method of calculating the benefits

under the ,olan or the method of distributing benefits from

the plan." ERISA Section 3(2)(A).

It is clear from this definition that virtually all non-qualified

deferred compensation plans are subject to the requirements of ERISA.

However, the extent to which the requirements of ERISA apply dcpcnds

upon the classification of the particular non-qualified deferred

compensation plan.

2. Classification of Plans. For purposes of ERISA, all non-qualified

deferred compensation plans fall within one of two classifications:

a. Excess Benefit Plans. An "Excess Benefit Plan" is a plan

maintained solely for the purpose of providing benefits in

excess of the limits set forth in Code Section 415. ERISA

Section 3(36).

b. Top-Hat Plans. A"Top-Hat Plan" is an unfunded plan maintained

by an employer primarily for the purpose of providing deferred

compensation for a select group of management or highly compen-

sated employees. ERISA Sections 201(2), 301(a)(3) and 401(a)(l).

Included within this definition are Supplemental Executive

Retirement Plans (SERPs) and voluntary non-qualified deferred

compensation plans.

3. Funded vs. Unfunded Plans. It is extremely important to identify the

type of plan in order to determine precisely the applicable ERISA

requirements. In this regard, it is important to determine whether
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the non-qualified deferred compensation plan is funded or unfunded.

Note here that the concept of "funding" for ERISA purposes may be

different than for tax purposes. Thus, it is unwise to presume a

plan that is considered unfunded for tax purposes is also unfunded

for ERISA purposes.

a. Legislative History. ERISA itself does not define either

"funded" or "unfunded." However, the ERISA Conference Report

states that "...the labor fiduciary rules do not apply to an

unfunded plan primarily devoted to providing deferred compen-

sation for a select group of management or highly compensated

employees. For example, if a 'phantom stock' or 'shadow stock'

plan were to be established solely for officers of the corpo-

ration, it would not be covered by the labor fiduciary rules."

H. Rep. 93-1280 at p.296.

b. Case Law. Two important cases have addressed the issue of

funding for ERISA purposes.

i. Dependahl v. Falstaff Brewing Corp. 491 F. Supp. 1188

(E.D. Mo. 1980). In this case, the employer's plan pro-

vided death benefits to the beneficiaries of certain

executives. The plan specifically identified life insur-

ance policies, owned and paid for by the employer, under

which benefits were to be provided. The executives were

aware of the policies and looked to the policies for the

payment of their benefits. The court concluded that the

plan was funded, because there was property set apart from

the employer's general assets to which the executives could

look for payment of benefits.

ii. Belka v. Rowe Furniture Corp. 571 F. Supp. 1249 (D. Md.

1983). In this case, a non-qualified deferred compensation

plan utilizing life insurance policies was not considered

"funded" for ERISA purposes. The court concluded this way

because even though the policies were maintained on the
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lives of the executives, the policies were held by the

employer in its own name, and the employer was the named

beneficiary. In addition, the employer would pay benefits

upon termination of employment or death. Thus, because the

policies would be of no help to the employer in making

payments upon termination of employment, the court con-

cluded the plan was unfunded. The executives looked solely

to the employer for payment of benefits upon termination of

employment.

c. DOL View. The Department of Labor has yet to directly address

the issue of what constitutes a "funded" plan for ERISA pur-

poses. However, the DOL has provided some guidance in making

this determination.

i. Proposed Plan Asset Regulations. In August of 1979, the

DOL issued proposed regulations addressing the issue of

"funded" plans. The regulations provided that if the

property used to fund benefits under a non-qualified

deferred compensation plan was that of the employer spon-

soring the plan and (t) the employer represented to the

plan participants or beneficiaries that the property would

be used only to provide plan benefits or (2) if the proper-

ty constituted an identified portion less than the whole of

the assets of the employer and under the terms of the plan

the property constituted the sole source of contributions

to the plan by the employer, then the property would be

deemed a plan asset, and the plan would be considered

funded. Note, however, that these proposed regulations

were withdrawn in January of 1985.

ii. Advisory Opinion 81-11A. In response to the Dependahl

case, the DOL issued Advisory Opinion 81-11A, which

sets forth certain criteria with respect to non-qualified

deferred compensation plans funded through the purchase of
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life insurance. If these criteria are met, the plan is

considered unfunded:

o The insurance proceeds are payable only to the em-

ployer, as named beneficiary.

o The employer has all rights of ownership under the

policies, which would be subject to the claims of the

employer's creditors.

o Neither the plan nor any participant or beneficiary

has any preferred claim against the policies or any

beneficial ownership interest in the policies.

o There is no representation to any participant or

beneficiary that the policies will be used only to

provide plan benefits, or that they in any way repre-

sent security for the payment of benefits.

o Plan benefits are not limited to, or governed in any

way by, the amount of insurance proceeds received by

the employer.

o The plan neitherrequiresnor allowsemployee

contributions.

d. Conclusion. While no clear guidelines exist in determining

whether or not a plan is "funded" for ERISA purposes, the

standard that appears to have developed is whether specific

assets have been segregated or otherwise identified to

participants as being the source of benefit payments.

Thus, at least with respect to the purchase of life insur-

ance policies, benefits should not be paid directly by the

insurance company, and the participants should not be given

any indication that the insurance policies are the source

of funds to pay benefits.
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B. ERISA Rules

1. Title I Requirements. Title I of ERISA imposes various requirements

on "employee pension benefit plans":

a. Reporting and Disclosure. The provisions of Part 1 impose

various reporting (e.g., Form 5500) and disclosure (e.g.,

summary plan description) requirements upon employers.

b. Minimum Participation and Vesting. The provisions of Part 2

impose various participation (e.g., the age 21 and one year of

service rule) and vesting (e.g., nonforfeitability of benefits)

requirements upon the plan.

c. Minimum Funding Standards. The provisions of Part 3 impose

certain minimum funding standards upon employers (e.g., the

employer must currently fund the plan's normal cost and amortize

its past service liability).

d. Fiduciary Responsibility. The provisions of Part 4 impose

certain standards of conduct upon individuals having a fiduciary

relationship with the plan (e.g., the exclusive benefit rule and

prohibited transaction provisions).

e. Administration and Enforcement. The provisions of Part 5 give

the participants certain rights (e.g., the right to an adminis-

trative review of the denial of benefit claims and the right to

bring a lawsuit to enforce their rights under the plan).

C. Applicability of ERISA to Specific Types of Plans. The applicability of

Title I of ERISA to non-qualified deferred compensation plans depends upon

the type of plan and whether or not the plan is funded.

1. Excess Benefit Plans.

176



DEFERRED COMPENSATION ARRANGEMENTS--A PRIMER

a. Unfunded. An unfunded Excess Benefit Plan is completely exempt

from ERISA. ERISA Section 4(b)(5).

b. Funded. A funded Excess Benefit Plan is exempt from several

provisions of Title I:

i. Minimum Participation and Vesting. ERISA Section 201(7).

ii. Minimum Funding Standards. ERISA Section 301(a)(9).

2. Top-Hat Plans.

a. Unfunded. An unfunded Top-Hat Plan is exempt from several

provisions of Title I:

i. Minimum Participating and Vesting. ERISA Section 201(2).

ii. Minimum Funding Standards. ERISA Section 301(a)(3).

iii. Fiduciary Responsibility. ERISA Section 401(a)(l).

iv. Reporting and Disclosure. Labor Regulations Section

2520.I04.23(a) exempts unfunded Top-Hat Plans from all but

a minimal reporting obligation. The plan must file a

simple statement with the DOL within 120 days after the

plan is established.

b. Funded. A funded Top-Hat Plan is subject to all provisions of

Title I.

IV. Income Tax Considerations

A. Income to Employees

i, General Rule. The primary objective sought in establishing a non-

qualified deferred compensation plan is the deferral of income taxes
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until the deferred compensation is actually received. However, the

deferral of income taxes in the context of a non-qualified deferred

compensation plan is not automatic. Generally, as long as the plan is

"unfunded" for tax purposes, the deferred compensation will not be

taxable until actually received. In this regard, Revenue Ruling

60-31 provides that an employer's unfunded and unsecured promise to

pay compensation in the future does not create taxable income to an

employee until the employee actually receives the compensation.

2. Possible theories of taxation. While the general rule noted above

will apply to most non-qualified deferred compensation plans and

result in a dcferral of taxation, the IRS may seek to currently tax

employees on deferred compensation under one or more of the following

doctrines and statutes:

a. Constructive Receipt Doctrine. The constructive receipt doc-

trine is designed to prevent an employee from turning his back

on income he is entitled to receive. The constructive receipt

doctrine provides that "income although not actually reduced to

a taxpayer's possession is constructively received by him in the

taxable year during which it is credited to his account, set

apart for him, or otherwise made available so that he may draw

upon it at any time, or so that he could have drawn upon it

during the taxable year if notice of intention to withdraw had

been given. However, income is not constructively received if

the taxpayer's control of its receipt is subject to substantial

limitations or restrictions." Treasury Regulations Section

1.451-2(a).

b. Economic Benefit Doctrine. Although frequently confused with

the constructive receipt doctrine, the economic benefit doctrine

is distinctly different. Whereas the constructive receipt

doctrine deals with when cash or property should be included in

an employee's income, the economic benefit doctrine deals with

what property or rights actually received by a taxpayer should

be subject to immediate taxation. The economic benefit doctrine
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provides that the creation by an obligor of a fund in which the

taxpayer has vested rights will result in immediate inclusion by

the taxpayer of the amount funded. A "fund" is created when an

account is irrevocably placed with a third party, and a tax-

payer's interest in such fund is "vested" if it is nonforfeit-

able. General Counsel Memorandum 39230 (January 20, 1984).

c. Cash Equivalency Doctrine. The cash equivalency doctrine is

essentially a narrower statement of the economic benefit doc-

trine and provides that an employee is taxable not only on the

receipt of cash, but also on the receipt of rights that consti-

tute cash equivalents. The cash equivalency doctrine provides

that "if a promise to pay of a solvent obligor is unconditional

and assignable, not subject to set-offs and is of the kind that

is frequently transferred to lenders or investors at a discount

not substantially greater than the generally prevailing premium

for use of money, such promise is the equivalent of cash and

taxable in like manner had it been received by the taxpayer

rather than the obligation." Cowden v. Commissioner, 289 F. 2d

50 (5th Cir. 1961).

d. Code Section 83. In general, an employee recognizes compen-

sation income in the year in which property is transferred to

him or for his benefit in connection with the performance of

services, unless the employee's rights to the property are

subject to a "substantial risk of forfeiture" and such risk of

forfeiture applies to the property in the hands of any trans-

feree. Code Section 83(a).

e. Code Section 402(b). If an employer makes a contribution to a

trust which is not part of a qualified plan under Code Section

401(a), the employee is taxed on the value of his interest in

the trust in accordance with Code Section 83 except that the

value of the employee's interest in the trust shall be substi-

tuted for the fair market value of the property for purposes of

applying Code Section 83. Code Section 402(b).
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3. Application to Non-Qualified Deferred Compensation Plans.

a. Constructive Receipt Doctrine. The constructive receipt doc-

trine can be avoided by having the employee enter into an

irrevocable agreement to defer compensation to a date certain,

or until the occurrence of an event that is not within the

employee's control (in other words, imposing substantial limita-

tions or restrictions on the employee's right to receive the

deferred compensation).

b. Economic Benefit Doctrine. The economic benefit doctrine does

not apply to an employer's unfunded or unsecured promise to pay.

If funds arc set aside, the economic benefit doctrine will not

apply provided the funds remain part of the employer's general

assets and subject to the claims of the employer's creditors.

c. Cash Equivalency Doctrine. The cash equivalency doctrine can be

avoided by not evidencing the promise to pay deferred compen-

sation with a promissory note or other evidence of indebtedness;

by prohibiting the employee from assigning, alienating, pledg-

ing, or otherwise transferring his interest under the agreement;

and by applying spendthrift trust provisions to the employee's

rights which preclude attachment by the employee's creditors.

d. Code Section 83. Code Section 83 will only apply if funds

(i.e., "property") are set aside. However, even if funds are

set aside to pay the deferred compensation, Code Section 83 will

not apply if the funds remain part of the employer's general

assets and are subject to the employer's creditors.

e. Code Section 402(b). Generally speaking, if there is no trans-

fer of property to which Code Section 83 applies, Code Section

402(b) will not apply.

4. Application of Tax Rules to Specific Funding Devices. Recently,

attention has been focused on a number of so-called "security" or
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"quasi-funding" devices. These devices are designed to provide the

employees with a degree of assurance that funds will be available to

pay deferred compensation when that compensation is due. The closer

these devices come to insulating an employee from the credit or

business risks of the employer, the more likely a taxable event will

occur.

a. Rabbi Trusts. The most well-known of these devices is the rabbi

trust. The rabbi trust is simply an irrevocable trust arrange-

ment into which funds are placed to provide benefits to employ-

ees. Under a rabbi trust, the assets contributed always remain

subject to the creditors of the employer. A rabbi trust pro-

vides a degree of security in that the assets placed in trust

are beyond the reach of the employer and may be reached only by

the employer's creditors in the event of insolvency or bankrupt-

cy. The IRS has ruled (and apparently will continue to rule)

that as long as the assets of the trust remain subject to the

claims of the employer's creditors, there are no immediate tax

consequences to the employees resulting from the funding of the

trust.

b. Escrow Arrangements. An escrow arrangement is simply an ar-

rangement with a bank establishing an escrow account to which

funds are contributed by the employer. An escrow arrangement

operates much llke a rabbi trust in providing security to the

employees. The IRS has ruled that as long as the assets con-

tributed to the escrow arrangement remain part of the employer's

general assets and subject to the claims of the employer's

creditors, there are no immediate tax consequences to the

employee resulting from the funding of the escrow account.

e. Third Party Guarantees. Under a third party guarantee arrange-

ment, the employer promises to pay deferred compensation from

its general assets and obtains a guarantee from a third party to

pay the employees in the event the employer defaults on its

payment obligation to the employees. The guarantee might be
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from a related corporation, a shareholder, or a letter of credit

from a bank. The IRS has ruled (and apparently will continue to

rule) that as long as no assets arc set aside to fund the

guarantee, there are no immediate tax consequences to the

employees.

d. Surety Bonds. Under a surety bond arrangement, an executive

purchases a financial surety bond from an independent insurance

company to protect his interest in the non-qualified deferred

compensation plan. The surety bond insures payment under the

plan if, for any reason, the employer is unable to make pay-

ment. Although theiRS originally approved the useof a surety

bond, it will no longer approve of this device due to the degree

of employer involvement. Apparently, the insurance companies

require the employer to indemnify them in the event of default.

The IRS believes that this involvement confers a taxable econom-

ic benefit on the employee.

e. Vesting Trusts. A vesting trust is a revocable trust estab-

lished for the benefit of the employees participating in the

non-qualified deferred compensation plan. Under a vesting

trust, the employee's interest will become vested upon the

,t occurrence of a specified event. Typical events precipitating

full vesting include termination of employment, attainment of a

specified age, or a change in the control of the employer. If

the vesting trust is revocable and the assets remain subject to

the employer's creditors, the employees are not taxed until

benefits are received from the trust. On the other hand, if the

assets of the trust are to be used only to provide benefits

under the non-qualified deferred compensation plan, the employ-

ees will be taxed when their interests in the trust become

vested.

f. Life Insurance. Corporate-owned life insurance is a popular

method of funding non-qualified deferred compensation plans.

The employer purchases life insurance policies on the lives of
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the employees. The employer is owner and beneficiary of the

policies. The cash values in the contracts remain part of the

employer's general assets. The cash values are frequently used

as the source of payments prior to retirement, and the face

amount of the insurance is the source of funds to make payments

in the event of an employee's death. As long as the contracts

remain part of the general assets of the employer and subject to

the employer's creditors, this method of funding will not result

in current taxation to the employees.

B. Deduction to Employer

1. General Rule. A deduction with respect to an employer's contribution

to a non-qualified deferred compensation plan will be allowed in the

taxable year in which the amount is includible in the employee's

income. Code Section 404(a)(5).

a. The deduction is allowed when the compensation is includible

rather then when actually included. Treasury Regulations

Section 1.404(a)-12(b)(1).

b. The amount deductible may differ depending upon whether or not

the plan is funded.

i. Funded Plan. The amount deductible is limited to the

actual contribution or premium paid by the employer.

Treasury Regulations Section 1.404(a)(12)(b). Thus, the

amount deductible may not equal the amount includible due

to investment gains and losses of the funding vehicle.

il. Unfunded Plan. The employer may generally deduct the

entire amount (including interest) paid to the employees.

2. Special Rules. There are several circumstances under which the

employer's deduction may be disallowed.
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a. In the case of a funded plan, the employer's deduction may be

disallowed unless separate accounts are maintained for each

employee under the plan. Code Section 404(a)(5).

b. In order for compensation to be deductible it must be "ordinary"

and _necessary _ in carrying on a trade or business and must be

"a reasonable allowance for...personal services actually ren-

dered." Code Sections 162 and 212.

c. No deduction is allowed for "excess parachute payments." Code

Section 280G. An "excess parachute payment" is a payment in the

nature of compensation to an officer, shareholder or highly

compensated employee which is contingent upon a change in the

ownership or effective control of the employer which exceeds

three times the employee's average annual compensation over the

five-year period preceding the year in which the change in

ownership occurs.

MR. SUTCLIFFE: I might mention that in addition to FASB 87 and 88, there's a

new bulletin 85-4 which covers accounting for life insurance. You may wish to

review it.

Our final speaker, Robert E. Shor, is the President of The Benefits Group, a

Los Angeles firm specializing in developing funding arrangements for deferred

compensation plans and other benefit programs. Rob is a graduate of UCLA, a

CLU, and lifetime member of the Nlillion Dollar Round Table and Top of the

Table.

MR. ROBERT E. SHOR: I'll be talking about the mechanisms which have been

developed to fund various non-qualified plans. We'll talk about the pay-as-

you-go method, the book reserve method, the annuity investment method, the

non-qualified trust, and my favorite, corporate-owned life insurance. The last

turns out to be the least expensive method. (See Chart 1 on pp. 194-95.)

V. Funding o/Executive Supplemental Benefits With Corporate-Owned Life

Insurance
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A. Introduction

Before describing how the life insurance policies work to produce a high

rate of return, two important points should be made:

1. The plan of benefits for the executives (Deferred Compensation or

Supplemental Executive Retirement Plan, etc.) must be carefully

separated from the funding of the plan. Each should be analyzed

separately to avoid confusion:

o First, the company should evaluate what plan of benefits to

offer, and the "cost" of such benefits,

o Second, the company should decide whether or how to fund for the

benefits granted.

2. The life insurance policies should be considered purely as an invest-

ment of the corporation. They should be evaluated as pure invest-

ments by the company and compared against other investments available

to the company for its cash, both in terms of the rate of return and

the inherent risk of the investment and return.

The policies do not provide security to the executive since the

corporation owns all rights including the death benefits. In case of

bankruptcy or takeover, the policies are general assets of the

corporation available for any purpose. The executives cannot be

vested in the insurance without suffering immediate adverse tax

consequences.

B. Pay-as-you-go

Benefit expense is recognized only when benefit payments are made to

retired executives. There is no accounting accrual or cash outlay until

benefit payments actually commence. The expense is then charged to

operations in the year in which the benefit is paid.
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This method creates the least amount of recordkeeping and the lowest

initial expense requirement. The drawback to this approach, however, is

the rapidly increasing benefit expense. In effect, the benefit expense

for currently employed executives is charged against future earnings

rather than current earnings. This method is not in accordance with

generally accepted accounting principles.

C. Book Reserve

The plan is operated on a nonfunded basis; however, contribution amounts

are calculated as if the plan were to be funded. These contributions are

carried as reserves on the books of the employer, and tile annual accrual

is charged to current earnings. When members terminate or retire, their

benefits arc paid from company assets and credited against these book

reserve amounts.

The book reserve approach is attractive if the employer does not want to

dedicate current cash flow to fund the plan.

A drawback to this approach is that, according to generally accepted

accounting principles, the annual accrual will impact current earnings.

Moreover, there is no offsetting asset available to recover plan costs.

D. Unallocated Annuity Plan

This is a group annuity which may be used to pre-fund benefit liabilities.

It is an investment contract in which interest is credited at ncw moncy

rates which are sometimes guaranteed for periods of five or ten years. It

provides for a tax deferred rate of return. Treasury lI proposals and the

tax bill passed by the House of Reprcsentativcs may curtail the use of

this vehicle.

The unallocated annuity offers considerable flexibility:

o Deposits and withdrawals are made when deemed appropriate in accor-

dance with the terms of the plan,
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o Monies on deposit are not allocated to any individual, a feature

which is especially useful as participants may come and go over the

life of the plan, and

o Cash withdrawals and annuity income options are available for benefit

payments to participants.

In addition to the flexibility, interest payments are guaranteed for a

specific number of years and are tax deferred to the time of withdrawal.

The primary disadvantage of this approach is that the employer would have

to advance all monies without the opportunity to recapture its benefit

costs for those executives who die or retire under the plan.

E. The Non-qualified Trust

A non-qualified trust has exactly the same tax and cost consequences to

the employer and the employee as does the book rescrve method, assuming

the after-tax earnings of the trust arc equal to those on capital rein-

vested in the business. If, however, the trustee cannot earn as much on

those funds, the actual cost of a non-qualified trust funding approach may

be higher than the book reserve method.

The non-qualified trust method permits the employer to pre-fund for

benefits. Also interest income earned on trust assets will reduce required

employer contributions. The non-quallfied trust also provides the em-

ployees with the comfort of knowing that assets have been segregated to

fund their benefits which are not available to a "take over" company,

although they are subject to the claims of the employer's general

creditors.

The non-qualified trust, however, contains several major disadvantages:

o Contributions are not tax deductible unless and until the employee is

vested,
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o The employee, when vested, is in receipt of income on contributions

and investment income that is currently taxable, even though payment

of these amounts is deferred until retirement,

o Investment income with respect to assets for nonvested participants

is passed through to the employer.

This method does not provide the opportunity for recapture of benefit

costs.

A SSUMPTIONS

Corporate Marginal Tax Bracket 50%

Corporate Cost of Capital: 14% Pre-Tax

7% After-Tax

Salary Scale: 8%

Benefit: $68,967Joint

+ 50% Survivor

Unalloeated Deposit Account:

o Guaranteed Rate (10 Years) 11.9%

o Assumed Nonguaranteed Rate 10%

o Average Asset Management Charge .75%

o Initial Contract/Sales Charge 2%

Nonqualified Trust:

Interest Rate: 11%Pre-Tax

5.5% After Tax

Book Reserve: Provided by Actuary

Life Insurance:

Policy Loan Interest Rate: Moody's Seasoned Bond

Yield Index: 12.75°/o
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F. Corporate-owned Life Insurance

This isa method of funding whereby the employer purchases individuallife

insurance policieson each plan participant.The advantage of thismethod

isthatit takesintoaccount the costof plan benefits,premiums paid,

and costof money, and isdesigned to recover allplan costs.

The disadvantage of the corporate-owned lifeinsurance method isthat it

requiresa current cash outlay.

G, Operation of the Policies

With that introduction, how does funding with life insurance work?

Without going through all the mechanics, the concept is:

I. The corporation isowner and beneficiaryof lifeinsurancepolicies

insuring the livesof a group of executiveswho have been promised a

retirementbenefit or deferred compensation. The positivecash flow

from the combination of tax deductionsand policyloansthroughout

the lifeof the policy and death benefitsat the end willbe enough

in the aggregate to fund the promised payments in future years.

2. The corporation must pay four out of the firstseven annual premiums,

as required by IRS regulations,in order to be eligiblefor a de-

duction for interestpaid on policyloans. Depending on the particu-

lar policyand insurance company, the employer would normally pay

premiums in years l,5,6 and 7. The goal is to be as fullylever-

aged as possiblewithin the confines of the IRS guidelinesand the

insurance contract. The premiums are not tax deductibleto the

corporation,sincethe corporationowns the policyand is the

beneficiary.

3. After the first seven years, when four premiums have been paid, no

further premiums or cash need be invested in the insurance policy.

Each subsequent year, a mechanism is set up so that the maximum

amount of cash value is borrowed out of the policy ("stripped out")

189



PANEL DISCUSSION

-- enough to pay the annual premium and net interest. In addition,

cash is returned to the corporation in the form of reduced taxes.

The combination of the policy loan taken out and the cash saved from

the tax benefits is more than enough to pay the annual premium and

interest on the policy loans, and to provide a positive cash flow.

4. Upon the death of the executive covered, the death benefit is paid to

the corporation and received tax-free (since premiums were not tax

deductible when paid).

5. Present value analysis of these policies takes into account the time

value of money and illustrates the gains to be derived from corpo-

rate-owned life insurance.

6. The high rate of return of these arrangements is obtained from the

tax leverage the corporation gets from the favorable tax treatment

given to life insurance policies. In particular:

a. the cash value build-up of the policy -- i.e., the interest

credited to the cash value fund each year -- is not taxed to the

corporation.

b. the total amount of the death benefit is also not taxed upon

receipt.

c. the interest on policy loans is tax deductible (subject to

potential restrictions inherent in XYZ's investment in tax

exempt securities).

H. Simplified Example

To illustrate simply how the tax leveraging works, take as an example a

policy that has been in force for about 10 years.

Current Cash Value $50,000

Policy Loan Outstanding $45,000

Annual Expense Charge $ 400
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In a typical policy, the insurance company credits interest on the cash

value at Moody's corporate bond rate less 3/4%. At the same time, the

insurance company charges interest on policy loans at the full Moody's

rate. The 3/4% is referred to as the "spread," and it, together with

mortality gain, is how the insurance company makes money.

if, for example, Moody's is 8%:

Interest Credited on Cash Value:

.0800 - .0075 = .0725 x $50,000 = $ 3,625

Interest Charged on Policy Loan:

.0800 x $45,000 =

$ 3,600

Tax Savings from Interest Deduction:

.46 x $3,600 = $ 1,656

Net Return for Year:

Interest Earned $ 3,625 (tax free)

Expenses 400

- Interest Paid - 3,600

+ TaxSavings +1,656

NetGain $ 1,281

Actual returns on a given policy will vary depending on many factors: the

Moody's rate, expense provisions, mortality, etc. In particular:

o as the Moody's rate increases, so does the rate of return on the

policy, assuming the spread remains the same.

o the expenses for some policies are quite high in the first year of

the policy, for installation expense, commissions, etc. Some car-

riers have products with high early cash values and have reduced

expenses to improve results for the policyowner.
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If life insurance is selected as the funding vehicle, the following issues

must be addressed:

1. A significant amount of cash is required to be invested in the first

few years of the policy with no net cash required after the seventh

year (after considering tax benefits). The significant returns will

not materialize unless the policies are kept in force -- and all tax

conditions remain relatively the same.

2. The policies should not be terminated or cashed out by the company

for any reason in the early years, because this would substantially

lower the investment returns. Note, however, that if an executive

terminates and is replaced, the new participant may replace the

terminated one on the policy with an adjustment to policy values

because of any age differences.

3. If the company tax bracket drops to some lower rate, the rate of

return on the policies drops also. Occasional years of zero taxes

will impact the net rate of returns but should not significantly

impair the results. If an employer is not paying any taxes, insur-

ance is a poor investment unless other expenses can be used as

offsets to the current premium costs.

4. If Congress lowers the corporate tax rate, rcturns available from

life insurance would be affected. Marginal tax rates much below 30%

in the current interest rate environment would make these policies

less attractive.

5. If Congress at any point eliminates the favorable tax treatment

afforded life insurance policies (either the removal of tax deduc-

tions of policy loan interest, or taxation of the interest build-up

on cash values), then life insurance may no longer be a viable in-

vestment vehicle. Policies in force at the time of legislation would

probably be grandfathered and would probably retain the favorable tax

treatment.
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6. Interest rates must remain relatively high; if long term rates fall

well below 8% (say 5% - 6%), the return on the policies declines

substantially. Some policies provide a floor rate of 8%.

I. Summary

Under the proper conditions -- now and into the future -- life insurance

can be a very good investment. After-tax returns of 20% or more over the

lifetime of a policy have been verified. The most important qualification

is that the policies and conditions be permanent.

IF:

o The policies are cashed in early,

o The company stops paying taxes,

o Congress eliminates the very favorable tax treatment of llfe insur-

ance,

o Congress lowers the corporate pre-tax rates substantially,

o Interest rates drop substantially, (assuming no floor rate),

THEN, it is doubtful whether life insurance would be as good an invest-

ment. As stated above, the longer the policies are kept in force and the

longer tax conditions remain unchanged, the higher the net rate of return

on the policies. These policies are used to fund death and retirement

benefits, which are usually of lifetime duration. Therefore, it is

reasonable to expect that the policies would remain in force until the

benefits terminate with the death of the insured executive.

MR. PAWELKO: I spent about 5 years as Chief Actuary of the Illinois Insurance

Department. I spent a lot of time studying these kinds of contracts. I

suggest that you use your logic and your actuarial background and study these

contracts very carefully. Otherwise, I suggest that you sell your house, sell

your stocks and go buy one of these policies, because they all generate a lot

of return: 28%, 30%. The more you buy, the better the return. Look at them

carefully. If you do the job right, please let me know. I get all tangled

every time I try to dig these things out. It gets very confusing.
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Now, I don't deny that life insurance has valid applications in certain sit-

uations. These deferred compensation plans hinge upon tax laws that are always

changing. The policies hang upon many projection, and that's my business. I

do a lot of projections. I can make a projection make anything look good if I

pick the assumptions just right. I think you all know that. Be careful with

them. There are many companies that have them. I've been involved with many

purchases, and I always end up backing away from them because something doesn't

smell right. A life insurance company is investing in the United States equity

markets. It buys stocks and bonds. Take a look at the average net rate of

investment return of a life insurance company. These companies don't make

something out of nothing. They can't give you more than they actually earn.

Anybody who thinks they can, long term, is deluded. Please look at them.

MR. SHOR: The observations that Bob made are correct. You do need to look at

the policies carefully. You need to look at the assumptions. You do need to

look at the source. You need to get involved with the carrier that's finally

selected and look at its assumptions.

The one place I significantly differ from Bob is this issue of rate of return.

Carriers are returning 8-90/0 on their basic book of business; 10% if they are

very good. But that's not what you're investing in. The ncw contracts use a

concept called "direct recognition." Direct recognition means that if you pay

the carrier on your policy loan 10%, it will credit a net 9.25% to 9.75%. So

you are paying 10%, which is 5% after taxes in a 50% tax bracket. You arc

getting 9,25%. That spread boosts the yield from the carrier's portfolio book

rate of return up to these outrageous numbers that you hear about and see. Now

if you apply expected mortality rates partially to these yields, you will see

28% internal rates of return. But that's only one method of computing internal

rate of return. There are modified methods which drop the yield to 12%. I

think the latter is a more accurate method. The normal method assumption is

that one the cash outflows, you are getting the same rate of return as on the

cash inflows, and that you are able to re-invest at 25%. No so[ You will

re-invest the insurance cash inflows at your own corporate ratc of return.

When you apply those numbers, you'll find internal rates of return of 12% net

after taxes.
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MR. SAMUEL S. STANLEY: I have a question about "non-qualified plans" that

are set up to cover rank-and-file employees. I've become aware of several sit-

uations where a defined benefit plan is terminated and the benefits are roiled

over to a defined contribution plan. It's a concern of management that some of

the older employees might have their benefits reduced as a result of these

events. So it sets up a non-qualified plan to replace these lost benefits to a

limited group of the affected employees. The corporation then gets a legal

opinion from in-house counsel that this is a non-qualified plan not covered by

ERISA. I'm not a lawyer, but ERISA does mention criminal penalties. I'd like

to know what the panel has to say about this situation.

MR. SUTCLIFFE: My guess is that unless the group is a highly paid one, it

should be subject to ERISA -- funding, for instance. Any comments, Bob?

MR. PAWELKO: I agree.

MR. STANLEY: I've had this come up a lot in my office. I don't know how to

deal with it.

MR. PAWELKO: All you can do is tell your clients, by letter, that you have

some concern. Suggest to your clients that they get outside opinion. It's

their decision, not yours. All I'd do is warn them.

MR. DUANE BOND: Mr. Shor, your handout stresses the effect of the marginal tax

rate on investments. Now, I agree with Mr. Pawelko, that a client in the year

2012 would have to have had $500,000,000 of taxable income in order to make a

profit. Can you just tell as a general guideline what sort of profitability

there is, because as Bob Pawelko said, "the more you buy, the better off you

are." What's the limit?

MR. SHOR: Duane, I think your question addresses the issue of the amount of

net profit an employer has against which it can write-off interest on one of

these policies. The answer is you don't want to buy an insurance policy that

projects out to have a pre-tax interest charge in the future that is greater

than the expected profit. We test that. We have a utility, for example, that

had $10,000,000 of insurance premium that it was about to approve. I had
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forgotten to test the profit issue, so I went up to Revenue and asked it what

its current profits were. It said $2,000,000,000. I asked it what its future

profit might be, and it said $10,000,000,000. Well, our interest expense in

the same time frame as the $10,000,000,000 was $800,000,000. So you want to

have an environment in which you are matching your interest ore-tax with the

expected profit. It's a very important test.

MR. ROBERT DUGAN: The comments made so far have taken for granted that

nonqualified deferred compensation plans will be covered by FASB 87. I would

like to explore that a little bit further. As I read FASB 87, it covers any

type of pension benefit provided by an employer. A pension benefit is anything

provided through a pension plan. Conversely, FASB 87 considers a pension plan

to be anything that provides pension benefits, without really giving a defini-

tion. If you look back further before FASB 87 (everyone knows about APB#8)),

there was also APB#12, which gave guidance on deferred compensation arrange-

ments. APB#12 said that if you have enough of these deferred arrangements that

could constitute a plan, then they're accounted for under APB#8. Otherwise,

they are not subject to pension expensing rules, but are expensed under any

reasonable method that expenses the benefits over the working lifetime of the

employee. FASB 87 supersedes APB#8, but does not affect APB#I2. A non-

qualified plan of this nature is not a "plan," and is not subject to all of

FASB 87. This puts us back to APB#12 to determine pension expense. Any

comments?

MR. SUTCLIFFE: My reaction is that a SERP would clearly be covered by FASB 87.

A deferred compensation arrangement may not necessarily be covered by FASB 87.

What do you think, Bob or Randy?

MR. PAWELKO; My experience with Big 8 accounting firms is that they look upon

deferred compensation arrangements as plans. My definition of a pension

benefit is "a stream of income after an employee leaves."
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