This Type Of Executive Retirement Plan Is
Unfunded And Can Be Issued Upon
Retirement, Termination, Or

Introduction

This Type Of Executive Retirement Plan Is Unfunded And Can Be Issued Upon Retirement,
Termination, Or is an essential aspect of executive compensation strategies. These plans are
designed to provide key executives with retirement benefits that are flexible, cost-effective, and
tailored to the organization’s long-term goals. Unlike funded retirement plans that require setting
aside assets in advance, unfunded plans operate based on the company's promise to pay benefits
from its general assets at a future date. This approach offers both advantages and risks, making it a
popular choice among corporations seeking to reward their top talent without the immediate
financial burden of funding.

Understanding the nuances of unfunded executive retirement plans, their structure, benefits, and
potential pitfalls is crucial for corporate decision-makers, HR professionals, and financial advisors.
This article delves into the specifics of these plans, explaining how they work, their legal and tax
implications, and best practices for implementation.

What Is an Unfunded Executive Retirement Plan?

Definition and Core Concept

An unfunded executive retirement plan is a type of deferred compensation arrangement wherein a
company agrees to pay a specified benefit to an executive upon retirement, termination, or other
qualifying events. Unlike funded plans, which reserve assets in a trust or custodial account,
unfunded plans rely solely on the company's promise to pay the benefit from its general assets at the
designated time.

These plans are often classified as non-qualified deferred compensation (NQDC) plans because they
do not meet the requirements of qualified plans under the Employee Retirement Income Security Act
(ERISA). This classification allows for greater flexibility but also introduces certain risks.

Key Characteristics

- Unfunded Nature: No assets are segregated or escrowed for future payouts; benefits are paid from
the company's general assets.
- Flexibility: Terms can be customized to meet the needs of the executive and the company.



- Tax Deferral: Benefits are usually taxed upon distribution, not when earned, providing tax deferral
advantages.

- Risk of Creditor Claims: Since benefits are unsecured, they may be subject to claims by creditors in
case of company insolvency.

- Legal Structure: Often established through contractual agreements, such as employment or
deferred compensation agreements.

Why Do Companies Choose Unfunded Plans?

Cost-Effectiveness

Unfunded plans do not require the company to set aside assets, which reduces upfront costs and
administrative burdens. This approach allows companies to offer competitive benefits without
impacting cash flow or balance sheets immediately.

Flexibility in Design

These plans can be tailored extensively, allowing companies to:

- Define vesting schedules

- Set specific payout formulas

- Establish eligibility criteria

- Incorporate performance-based conditions

This customization makes them attractive for rewarding long-term service or incentivizing particular
behaviors.

Attracting and Retaining Top Executives

Offering a deferred compensation plan can be a powerful tool for attracting high-caliber executives
and encouraging retention, especially in competitive markets.

Tax Planning Advantages

From the company's perspective, benefits are generally tax-deductible when paid, provided certain
conditions are met. For executives, taxes are deferred until receipt, often aligning with retirement or
other life events.



Key Components of Unfunded Executive Retirement
Plans

Eligibility and Participation

Typically, plans are limited to select executives or key employees, often determined by the
company's compensation committee or board of directors.

Benefit Formula

The benefit is usually calculated based on a formula that considers factors such as:
- Final salary
- Years of service

- Performance metrics

Common formulas include a percentage of final salary multiplied by years of service.

Vesting Schedule

Vesting determines when the executive has a non-forfeitable right to the benefits. Vesting can be:
- Immediate

- CIliff (all at once after a certain period)
- Graded (gradually over time)

Payout Timing and Method

Benefits are generally paid upon:
- Retirement

- Termination of employment

- Disability

- Change of control

Payouts can be lump-sum or structured as periodic payments.

Legal and Contractual Agreements

The plan's terms are typically outlined in a formal agreement, which specifies the conditions,



benefits, and obligations of both parties.

Legal and Tax Considerations

Tax Implications for Employers and Executives

- For Employers: Contributions are not deductible until benefits are paid, making these plans similar
to non-deductible loans until then.

- For Executives: Benefits are taxed as ordinary income when received. If structured properly, the
plan allows for tax deferral, which can be advantageous.

Compliance and Regulations

While unfunded plans are not subject to ERISA, they are still governed by federal and state laws,
including:

- IRC Section 409A: Mandates compliance for deferred compensation plans to avoid penalties and
tax liabilities.

- Contract Law: Enforces the terms of the agreement.

Failure to comply with IRC Section 409A can result in significant tax penalties for executives,
including immediate taxation of benefits and additional penalties.

Risks and Protections

- Company Insolvency: Since benefits are unsecured, executives face the risk of not receiving the
promised benefits if the company becomes insolvent.

- Change of Control: Many plans include provisions that accelerate benefits upon a change in
ownership to protect executives' interests.

- Legal Enforcement: The enforceability of unfunded commitments depends on the plan's contractual
documentation and applicable law.

Advantages of Unfunded Executive Retirement Plans

¢ Cost Savings: No need to set aside assets upfront, reducing immediate financial burden.
e Flexibility: Customizable terms to meet organizational and individual needs.

¢ Attractiveness: Competitive benefit offering to top-tier talent.



e Tax Deferral: Potential for tax-efficient income planning for executives.

¢ Retention Incentive: Vested benefits encourage long-term service.

Potential Drawbacks and Risks

1. Credit Risk: Benefits are unsecured; if the company defaults or becomes insolvent, executives
may lose benefits.

2. IRS and Legal Compliance: Non-compliance with IRC Section 409A can lead to hefty
penalties.

3. Limited Creditor Protection: Benefits are not protected from creditors, unlike funded plans.

4. Uncertain Funding: Benefits depend on the company's financial health and willingness to
pay.

5. Tax Uncertainty: Changes in tax laws can impact the benefits and their tax treatment.

Best Practices for Implementing Unfunded Executive
Retirement Plans

Clear Documentation

- Draft comprehensive agreements detailing the plan’s terms.
- Clearly specify vesting, payout conditions, and any performance metrics.
- Include provisions for change of control and early retirement.

Regular Review and Compliance

- Ensure ongoing compliance with IRC Section 409A.
- Regularly review plan provisions to adapt to legal changes.
- Maintain accurate records of accrued benefits.



Communication and Transparency

- Clearly communicate plan details to participants.
- Explain risks, especially regarding the unfunded nature.
- Provide regular updates on the company's financial health.

Integration with Overall Compensation Strategy

- Use as part of a broader executive compensation package.
- Align benefits with long-term organizational goals.
- Consider combining unfunded plans with other retirement or incentive programs.

Conclusion

Unfunded executive retirement plans offer a flexible, cost-effective way for companies to reward and
retain their top talent. By promising future benefits without requiring immediate funding,
organizations can manage costs while providing valuable deferred compensation opportunities.
However, these plans come with inherent risks, particularly regarding creditor claims and
regulatory compliance. Proper legal structuring, clear documentation, and consistent review are
essential to maximize the benefits and minimize the risks associated with unfunded plans.

As part of a comprehensive executive compensation strategy, unfunded retirement plans can be a
powerful tool, helping organizations attract and retain key executives, align their interests with long-
term corporate success, and navigate the complex landscape of executive benefits. When
implemented thoughtfully and in compliance with legal requirements, these plans can be a win-win
for both employers and executives, fostering stability and growth for years to come.

Frequently Asked Questions

What is an unfunded executive retirement plan?

An unfunded executive retirement plan is a type of retirement benefit plan that is not backed by
dedicated assets; instead, it promises benefits to executives without setting aside specific funds
upfront.

When can an unfunded executive retirement plan be issued?

Such plans can be issued upon retirement, termination, or other specified events, providing benefits
to eligible executives at these key moments.

What are the main advantages of unfunded executive



retirement plans?

They offer flexibility in funding, lower initial costs for the company, and can be tailored to individual
executive agreements.

What risks are associated with unfunded executive retirement
plans?

Since they are not backed by dedicated assets, there is a risk that the company may not be able to
fulfill the promised benefits if it faces financial difficulties.

How are unfunded executive retirement plans funded?

They are typically funded on a pay-as-you-go basis, relying on the company's future cash flows rather
than current assets.

Can unfunded executive retirement plans be considered a
liability on the company's balance sheet?

Generally, they are considered contingent liabilities because the benefits depend on future events
and the company's ability to pay.

Are unfunded executive retirement plans regulated by ERISA?

In the United States, these plans may be subject to ERISA rules if they are considered welfare
benefit plans, but many are informal agreements or contractual commitments.

What is the difference between funded and unfunded
executive retirement plans?

Funded plans have dedicated assets set aside to pay benefits, while unfunded plans rely on the
company's general assets and commitments without specific funding.

How does the issuance of an unfunded plan upon termination
work?

When an executive terminates employment, the plan can specify that benefits become payable
immediately or upon retirement, depending on the plan's terms.

What should companies consider before establishing an
unfunded executive retirement plan?

They should assess the risks, ensure legal compliance, clearly define the terms of benefits, and
consider the company's ability to meet future obligations.



Additional Resources

Unfunded Executive Retirement Plans: A Strategic Benefit for High-Level Employees

In the realm of executive compensation and retirement planning, there exists a unique financial
instrument designed specifically for top-tier executives: the Unfunded Executive Retirement Plan.
These plans are an integral part of many companies’ benefits packages, offering a flexible, tax-
advantaged way to provide retirement income to key personnel. What sets them apart is their
unfunded nature—meaning the company does not set aside specific assets to cover future payouts
upfront. Instead, they are contingent promises that are payable upon certain triggering events such
as retirement or termination.

This article delves into the intricacies of unfunded executive retirement plans, exploring their
structure, advantages, risks, and strategic considerations. Whether you are an HR professional,
executive, or financial advisor, understanding these plans is vital for crafting comprehensive and
competitive compensation packages.

Understanding Unfunded Executive Retirement Plans

What Is an Unfunded Executive Retirement Plan?

An unfunded executive retirement plan is a contractual agreement between an employer and an
executive, promising retirement benefits without establishing a dedicated reserve of assets
specifically for this purpose. Unlike funded pension plans or 401(k)s, which are backed by specific
funds or investments, unfunded plans operate solely on the company's promise to pay benefits when
the specified triggering event occurs.

Key Characteristics:

- No Dedicated Assets: The company does not set aside specific funds; liabilities are recognized on
the company's financial statements but are not supported by earmarked assets.

- Contingent Payouts: Payments are made only upon certain events, such as retirement, termination,
or death.

- Employers’ Promissory Nature: These plans are essentially contractual promises, often backed by
the company's general assets but with no specific funding.

Legal and Tax Framework

Unfunded executive plans are governed primarily by employment law, company policies, and tax
regulations. They are typically classified as nonqualified deferred compensation plans under IRS
Code Section 409A, which provides rules for deferred compensation arrangements.

Tax Implications:



- For the Employee: Benefits are generally taxed upon receipt, similar to ordinary income.
- For the Employer: Payments are deductible when made, not when promised, offering potential tax
planning flexibility.

When Are These Plans Issued?

Upon Retirement

Many unfunded plans are designed to provide benefits as a retirement incentive. Upon reaching
retirement age, the executive becomes eligible for payouts, which can help ensure a smooth
transition from active employment to retirement.

Advantages:
- Encourages long-term service

- Aligns executive interests with company longevity
- Offers a retirement benefit that can supplement other retirement plans

Upon Termination

In some cases, unfunded plans are triggered by employment termination—whether voluntary or
involuntary. This can serve as a form of severance or golden handshake, providing financial security
during transitional periods.

Considerations:

- Typically, payouts are contingent on the nature of termination
- Can be structured to incentivize continued service or smooth exit

Other Triggering Events

Beyond retirement and termination, unfunded plans may specify other events that trigger benefits,
such as:

- Disability
- Change of control (e.g., acquisition or merger)
- Death

This flexibility allows companies to tailor benefits to various strategic objectives and employee
situations.



Structural Components of Unfunded Executive
Retirement Plans

Design Elements

Unfunded plans are highly customizable, with key components including:

- Eligibility Criteria: Who qualifies? (e.g., senior executives, board members)

- Benefit Formula: How are benefits calculated? (e.g., percentage of final salary, flat amount)

- Vesting Schedule: When does the executive become entitled to benefits? (immediate or phased)

- Payment Structure: Lump sum vs. periodic payments
- Triggering Events: Retirement, termination, death, disability, change of control

Funding Considerations

Since the plan is unfunded, the company’s obligation exists without a dedicated reserve. This means:
- The plan’s value is an unsecured liability on the books

- Payments depend on the company’s financial health at the time of payout
- There is a risk for the executive if the company faces insolvency

Advantages of Unfunded Executive Retirement Plans

Cost-Effectiveness for Employers

Because no assets are set aside upfront, unfunded plans are less costly to establish and maintain
compared to funded pension plans. They offer:

- Flexibility in benefit design

- Reduced initial funding requirements
- Simpler administrative processes

Tax Benefits



- For Employers: Deductions are available when benefits are paid, aligning tax liability with actual
payouts.

- For Executives: Benefits are taxed as ordinary income upon receipt, often at favorable rates
depending on the payout structure.

Attracting and Retaining Top Talent

These plans serve as powerful incentives for high-performing executives:
- They provide a tailored retirement benefit that complements other compensation

- They demonstrate a company's commitment to long-term loyalty
- They can be structured to vest over time, encouraging retention

Strategic Flexibility

Unfunded plans allow companies to adapt benefit levels and conditions without the complications of
adjusting funded plans. Adjustments can be made to:

- Benefit formulas

- Vesting schedules
- Triggering events

Risks and Challenges of Unfunded Plans

Company Solvency and Financial Risk

Since no assets are reserved, the executive’s benefit is essentially a promise backed only by the
company's general assets. If the company faces financial difficulties or insolvency, the payout may
be at risk.

Implications:

- Executives might not receive the full promised benefits if the company defaults
- Proper risk management and disclosure are essential

Regulatory and Compliance Risks

Nonqualified deferred compensation plans are subject to IRS rules, especially under Section 409A,
which mandates:



- Timing restrictions on deferral elections
- Penalties for non-compliance, including immediate taxation and penalties

Failure to adhere can lead to significant tax consequences for both the company and the executive.

Perception and Fairness

Unfunded plans might be viewed skeptically by other employees or shareholders if perceived as
overly generous or unfair, especially if not transparently communicated.

Strategic Considerations for Implementing Unfunded
Executive Retirement Plans

Key Factors for Companies

- Alignment with Corporate Goals: Ensure the plan incentivizes desired behaviors

- Financial Capacity: Confirm the company can meet future obligations without undue strain
- Legal Compliance: Strict adherence to IRS rules and employment laws

- Communication: Clear articulation to executives about plan features, benefits, and risks

- Plan Documentation: Formal agreements that specify all terms and conditions

Best Practices

- Regularly review plan provisions to adapt to changing
circumstances

- Maintain transparent accounting and disclosure practices
- Consider supplemental funding mechanisms if risk
mitigation is desired

- Coordinate with other retirement and benefit plans for
comprehensive coverage



Conclusion: A Valuable Tool in the Executive
Compensation Arsenal

Unfunded executive retirement plans are a flexible, cost-
effective way for companies to provide tailored retirement
benefits to their top executives. While they come with inherent
risks—primarily related to company solvency and regulatory
compliance—their strategic advantages often outweigh these
concerns when managed properly.

By understanding the nuances of these plans, including their
structure, trigger events, and legal considerations,
organizations can leverage them to attract, retain, and
motivate key talent. Executives benefit from a deferred
compensation arrangement that promises future income,
aligned with their long-term service and loyalty.

In the competitive landscape of executive compensation,
unfunded plans offer a valuable blend of flexibility, strategic
alignment, and cost-efficiency, making them an indispensable
component of a comprehensive executive benefits package.
Proper planning, transparent communication, and diligent
compliance are the cornerstones of successful
implementation, ensuring that both the company and its
executives reap the rewards of this strategic benefit.

Disclaimer: This article is for informational purposes only and
should not be considered legal or financial advice. Consult
with qualified professionals before establishing or
participating in any executive retirement plan.
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