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DEFERRED COMPENSATION PLANS: 

 

THINGS TO CONSIDER 

 
 

My business owner clients often use life insurance as the basis for 

sweetening the compensation package of one or more key employees.  They 

may generally choose between 

 

• A bonus plan, 

• A split dollar plan or 

• Some kind of deferred compensation plan. 

 

What is a deferred compensation plan?  In short, it’s a promise to pay an 

executive later on for work they are doing now. 

 

When deferred compensation is the right fit, I generally recommend plans 

that are funded entirely with employer money, because they are the simplest 

to set up and administer.  However, such plans are subject to  

 

• Rules about economic benefit and constructive receipt and 

• The provisions of Section 409A. 

 

To defer income tax on deferred compensation, the IRS has required that 

the participant avoid receiving the immediate economic benefits or 

constructive receipt on amounts due in the future.  To meet these 

requirements, lawyers have settled on various compliance techniques. 

 

In 2005, Section 409A of the Internal Revenue Code was implemented to 

fight perceived tax abuses in the implementation and administration of 

deferred compensation plans.  The code section imposed significant 

penalties on the employee-participants when the employer failed to comply 

with its requirements, including 

 

• Immediate taxation of the full value of the promised benefit and 

• An extra 20 percent penalty tax on the taxable amount. 
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Since those penalties are so severe, I take all my clients who are 

implementing deferred compensation arrangements to a lawyer in order 

to draw up compliant documents.  I am also careful to make sure that 

my clients avoid including deferred compensation elements—even 

unintentionally--in other types of employee benefit plans. 

 

The Federal 6th Circuit Court of Appeals was recently asked to rule on a 
complaint related to a deferred compensation plan in Wilson v. Safelite 
Group, Inc., No. 18-3408 (July 10, 2019).  Under the facts of that case, 
Safelite’s President Dan Wilson sued the company for its failure to 
properly administer the deferred compensation plan covering selected 
executives.  Mr. Wilson was severely penalized by the IRS when the 
deferred compensation plan in which he participated was ruled non-
compliant with Section 409A. 
 

Do you (or someone you know) own a closely held business?  Does the 

business have key employees whom the employer is trying to keep?  There 

are many kinds of plans available to help achieve the owner’s business 

objectives.  I can help sort out the choices and properly implement the 

correct strategy. 

 

 

 

AS ALWAYS, PLEASE FEEL FREE TO CALL TO DISCUSS THESE 

OR OTHER FINANCIAL SECURITY ISSUES OF CONCERN. 

 
 
 
 

This information is designed for informational or educational purposes 

only.  It is not intended as investment advice and is not a 

recommendation for retirement savings. Lincoln Financial Advisors 

Corp. and its representatives do not provide legal or tax advice. You may 

want to consult a legal or tax advisor regarding any legal or tax 

information. 
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