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Business owners and executives understand the painful truth: taxes often eat up nearly 50% of their highearner compensation. Once compensation is paid, a short list of deductions, losses, and credits are the only
way to lessen the tax bite. This “everyone for themselves” approach to tax reduction has limited benefits.
There is a better way. Private companies can introduce solutions to shelter income before the compensation
is recognized, thereby enabling the owners and executives to reduce taxes in three ways. Some sheltering
solutions delay and defer taxes on compensation income. Some sheltering solutions reduce and/or eliminate
taxes on investment earnings. And, some sheltering solutions convert ordinary income to capital gains.
Overall, a pivot to such solutions can deliver powerful benefits that:
Provide owners with wealth-building opportunities

Position the company as an employer of choice

Nudge key executives towards financial freedom

Improve company performance by reducing
financial stress

In this report, we describe how
sheltering solutions, such as qualified
profit sharing plans, 162 bonus
plans, and business succession
LLCs fueled by profits interests, can
be used to reduce the taxes on
income, investment earnings, and
capital transactions. Our aim is to
assist owners and key executives in
private companies in their quest to
achieve financial freedom, win the
war for talent, and create a value
architecture for achieving short and
long-term strategic objectives.

When it comes to compensation, it is not what
you make but what you get to keep that matters.

Company tax-reduction
Opportunities for Owners and Execs
Shelter
INCOME
· 401(k) & Qual. PSP
· Vol Deferral / NQDC
· LT Incentive (LTIP)

*licensed, not practicing

Shelter
GROWTH
· Roth IRA
· 162 Bonus
· Profits Interest

Shelter
SUCCESSION
· Synthetic Equity
· ESOP
· Bus. Succession LLC

Wealth Building · Financial Freedom · Low Friction Succession

The Hidden Opportunities in Cash-Based Compensation
Nobody enjoys paying taxes. Perhaps that’s why the valuable
opportunities hidden in the taxes owners and key employees in
private companies incur on cash-based compensation are rarely fully
recognized and exploited.

Company-based sheltering solutions are the key to unlocking these
opportunities. These are solutions that substantially lower the taxes on:
personal income, typically salary and bonus; investment income, such as
interest, dividends, and capital gains; and equity transactions, via direct
or simulated ownership in private companies. Sheltering solutions help
build the personal wealth of key stakeholders, including owners and
executives, and enhance the stability and performance of the company
itself.
Taxation takes a huge bite out of owner and executive compensation.
The federal income tax on cash compensation is nearly 40 cents on the
dollar. Owners and executives who earn $100,000 lose $40,000 to
taxes, leaving only $60,000 for savings and investment. This tax bite
has long-term consequences. If the $40,000 tax could be deferred and
invested at 7 percent, it would double within 10 years to $80,000.
It would double again to $160,000 in 20 years, and again to
$320,000 in 30 years. Talk about opportunity cost!
Sheltering solutions help private companies win the war for talent, and
drive business performance and results. They bind owners and executives
to the company by providing them with the means to build long-term
financial security and wealth. Sheltering solutions tangibly demonstrate
an employer’s commitment to its employees — fostering employee
loyalty and high-performing organizational cultures.
Sheltering solutions enhance the performance of key talent by reducing
their stress levels. Fidelity Investments survey discovered that only
20 percent of employees earning $100,000+ are confident in their
financial situation—this suggests that the performance of as many
as eight in every 10 key employees could be negatively affected by
financial stress.1

Opportunity Cost:
upfront tax payment

$40K

$80K

$160K

$320K

Year 1

Year 10

Year 20

Year 30

Sheltering
solutions bind
owners and
executives to
the company by
providing them
with the means
to build long-term
financial security
and wealth.
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Sheltering solutions help key employees keep more of their pay and grow their net
worth. It is counterintuitive and often surprising to employers that the financial
futures of their key executives are not assured. After all, these executives
typically are well paid and enjoy valuable benefits packages. But the reality is
higher pay almost always translates into higher spending, not higher savings.
PwC’s 2017 Employee Financial Wellness survey revealed that 58 percent of
employees earning $100,000+ consistently carry credit card balances, and
that 33 percent of them find it difficult to make the minimum payments.2 When
implemented properly, sheltering solutions will nudge key employees toward
long-term financial wellbeing (see sidebar).
Sheltering solutions help owners preserve the fruits of their labor when they leave
their companies. They protect the proceeds of capital transactions, so that
owners can afford to sell when the right times arrives. They secure the business,
personal, and philanthropic goals of owners. And they maximize the rewards
that owners work so hard to earn.

The powerful effect of a sheltering solution nudge

Nudges are cues embedded in the design of a tax reduction program that direct human
behavior without dictating it. The concept, which was popularized by behavioral economist
Richard Thaler (The 2017 winner of Nobel Prize for Economics) and legal scholar Cass
Sunstein, can have astonishingly powerful effects.3
Thaler applied the theory of nudging to retirement savings. He and economist Shlomo
Benartz proposed a prescriptive savings program, called The Save More Tomorrow (SMarT)
program, in which employees voluntarily commit to saving a portion of their pay—not
immediately, but in the future when they receive a raise.
In 2004, the economists tested this idea through four pay raises in three different
companies, and found that 78 percent of employees joined the program, 80 percent stayed
in it through all four pay raises, and their average saving rates increased from 3.5 percent
to 13.6 percent over the course of 40 months.4 Since then, thousands of employers have
adopted SMarT and the plan has more than tripled the employee saving rates in some
firms.5
When properly designed, sheltering solutions can provide powerful wealth-building nudges
in and of themselves. In 2010, the Employee Benefit Research Institute found that employees
earning $100,000+ with individual account retirement plans had a median net worth of
$648,100. The median net worth of employees earning $100,000+ without such plans?
Only $237,100.6
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Selected Strategies to Keep More of What You Make
Outcome 1

Outcome 2

Outcome 3

Shelter
Income

Shelter
Investment
Earnings

Shelter
Capital
Transactions

Annual
Limits
(2017)
Qualified Cash Plans
401(k) Plan

$18,000

Qualified Profit Sharing Plan

$54,000

401(k) ROTH

$18,000

Health Savings Accounts

$7,200 (family)

ESOP (a)

$54,000

Nonqualified Cash Plans
Nonqualified deferred compensation

Nearly unlimited

162 Bonus

Nearly unlimited

Incentive Bonus Plan

Nearly unlimited		

(limited time period)

Cascaded bonus plan

Nearly unlimited		

(limited time period)

Equity-Based Plans
Profits Interest

Nearly unlimited

Incentive Stock Options

Nearly unlimited (b)

Business Continuity LLC

Nearly unlimited

Synthetic Equity including a 20% tax true-up Nearly unlimited
Legend:
(a) ESOP straddle qualified plans and equity based plans, and are included as qualified plans for simplicity.
(b) The exercise of incentive stock options limited to $100,000 per year. Beyond that they are treated as nonqualified stock options with a different tax treatment.
Source: Authors

Tax-qualified cash plans
These plans are “qualified” in
that the company takes a tax
deduction on plan contributions
(deferral, match, bonus) before
employees recognize taxable
income. Generally, no tax
due on plan balances until
employee is paid out. These
plans permit long-term tax
deferral after separation via
transfer to self-directed IRAs
or other qualified plans. These
plans are generally insulated
from the creditor risk from the
underlying company.

Nonqualified cash plans
These plans are “nonqualified”
in that the company is not
permitted to take a tax
deduction on plan contributions
(deferral, match, bonus) until
the participant recognizes
taxable income. Generally,
no tax due on plan balances
until the participant is paid
out. These plans must be
paid out in compensation (no
transfer to self-directed IRAs).
Further, these plans are subject
claims of creditors in event of
corporate insolvency.

Equity-based plans
These are compensatory
arrangements, both qualified
and nonqualified, tied to
value of the underlying
company. Some equity plans,
such as ESOPs and incentive
stock options, are bound by
detailed tax rules that provide
preferential tax treatment.
Synthetic equity is an equitybased plan increasingly
popular in private companies
that requires no buy-in from the
key executive and is taxed as
compensation when eventually
paid.7
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Three Sheltering Solutions for Tax Reduction

Sheltering solutions can reduce taxes in three ways: they can reduce the tax on
income; they can reduce the tax on investment earnings; and they can reduce
the tax on capital transactions, including succession. (See the table above.)
Choosing the most beneficial sheltering solutions for a company is a function
of which of the above three outcomes (or combination of outcomes) best fit
the needs of its owners and key employees. For instance, a company heading
toward leadership and capital succession in the near term will have very
different needs than a firm that expects to maintain private ownership through
several generations of management.

Outcome 1: Sheltering Income

Income-sheltering solutions enable employees to defer income taxes on
balances until they access and use the funds, ideally at retirement.
These solutions are particularly useful for sheltering bonuses, because
executives often live on their salaries and save their bonuses. Further, bonuses
are often paid early in the year which can push the federal tax bite to 45
percent or more, including the full allocation of FICA.8
A qualified profit-sharing plan (Q-PSP) is a highly effective income-sheltering
solution for bonuses. In a Q-PSP, the company chooses the size and scope of
its annual contribution up to the plan limits of $54,000 per eligible employee.9
For greater customization, a cross-tested Q-PSP can be used, in which,
depending on the design, key executives can choose individually how much of
the contribution will go into the Q-PSP.
Q-PSPs can deliver tax savings of 30-40 percent. Instead of paying the taxes
on a bonus in full and immediately, employees only pay tax upon withdrawals
of the funds (starting no later than the year the participant reaches age 70.5,
the trigger for required minimum distributions). In the meantime, these plans
usually provide participants with the ability to direct their investment balances.
Eventually, the funds can be transferred into a self-directed IRA, and the tax
savings can continue on the majority of the balance for decades. When
executives withdraw the funds after retirement, their total tax on the initial
bonus can be materially reduced, assuming they are in a lower tax bracket at
the time of distribution.
Owners can use most of these solutions to lower their own taxes, subject to
rules that vary by business entity. Typically, the owners of C corporations enjoy
the greatest flexibility with regards to qualified plans; S corporation owners
holding a 2 percent stake have some restrictions, and LLC owners, who are
deemed to be self-employed, have the least flexibility.
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Outcome 2: Sheltering Investment Earnings

Investment-sheltering solutions, such as a ROTH 401(k) and the 162 Bonus
Plan, allow key employees to enjoy the exceptional benefit of tax-free
growth on compensation after the initial taxation. With these solutions,
tax is paid by the participant up-front and then, subsequent growth is taxdeferred, or possibly tax exempt.
Named for the section of the IRS tax code that enables it, a 162 Bonus
Plan is a particularly effective investment-sheltering solution that is built
on a life insurance platform. The cash value of the life insurance policy
can grow tax free or on a tax-advantaged basis, maximizing the power
of compounded growth for decades. Companies can pay compensation,
such as bonuses or a matching contribution to an executive’s deferral,
directly into these permanent policies as a premium.
It’s the combination of life insurance, tax-advantaged earnings, company
match, and withdrawal flexibility that makes a 162 Bonus Plan so
powerful. Take, for example, a 46-year-old executive with after-tax
deferrals and company matches that add up to a $30,000 annual
premium for 10 years. Let the compounding continue for another 10
years and the policy accumulates a cash value of $580,000 by age 65
(assuming a 6 percent annual return). This executive could take annual
tax-free withdrawals of about $63,700 from the policy for 15 years until
age 79 and still have the remaining paid-up life insurance coverage for
years to come. The total tax-free distributions of $955,000 has been
shown to be over 30% better than distributions from a taxable investment
account with comparable assumptions.

With these solutions,
tax is paid by the
participant up-front
and then, subsequent
growth is taxdeferred, or
possibly tax exempt.

Power of Tax Deferral via of an 162 Bonus Plan
Hypothetical Illustration: 46-year-old, assumes standard underwriting using a common
Index Universal Life Product.
35 years & beyond
10 years
20 years
(Age 80)
(Age 55)
(Age 65)

Annual Premium

Cash Value Growth

Tax-free Distributions

Limited Life
Insurance Benefit

$30K/year for

$580K after

$63.7K/year for

continues

10 years

20 years

15 years

(depending on

(total of $955,000)

terms of policy)

Over 30% better vs.
Taxable Account
* Life insurance policy assumes an average 6% annual investment performance (depending on terms of policy).
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Outcome 3: Sheltering Capital Transactions
Sheltering solutions for capital transactions address issues with
which all owners of private companies struggle—leadership and
capital succession. All private companies need a value architecture
that defines how leaders become owners, how they share in the
value they help create along the way, and how they exit ownership
in style. In addition, private companies must be prepared for the
incapacity or death of founders and owners, which can trigger
major leadership and financial disruptions with draconian tax
consequences. Sheltering solutions for capital transactions, such as
profits interests, synthetic equity, and incentive stock options, can
dramatically reduce the tax friction that occurs when new owners
enter and existing owners exit the enterprise.

VALUE ARCHITECTURE
The strategic blueprint governing
how owners and key executives

Enter
Share Value
Eventually Exit the Enterprise
with the goal of promoting growth
and succession.

Take the common example of a founder who wants her business to continue under its current leadership
team in the event of her disability or death. The founder could leave capital in the underlying company
to enable succession, but that traps the capital in the owner’s estate, making it unavailable to the
succession team. Alternatively, the founder could acquire a life insurance policy with death benefits
going to the company, but the payout can raise the value of the company, which adds to the estate
tax burden and the price of a leadership buyout. Finally, the founder could award bonuses to the
succession executives to enable the buyout, but that is cash compensation and triggers ordinary income
taxes. What can the founder do?

Will Hidden Taxes Derail Your Succession Plan?

The tax bite of a traditional management buyout (MBO) can threaten capital succession - leaving
a forced sale or liquidation as the default succession pathway.
Consider a common plan. A founder sets up a stock appreciation rights (SARs) plan to get
capital to key executives to enable the management buyout strategy.
Follow the taxes for a company making $10M per year in earnings before taxes:
The company pays 40% ordinary income taxes on profits.
Then the executives owe 40% ordinary income taxes on the payout of the SARs plan.
Then the owner owes 20% capital gain taxes on the proceeds from the MBO.
The result: the IRS gets the large majority of the value from the succession plan and the owner
ends up with pennies or dimes on the dollar.
Addressing this succession plan upfront can dramatically reduce taxes on capital transfer.
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One powerful sheltering solution the founder can turn to is an executive
compensation LLC (also called a business continuation LLC). In this solution,
a separate entity is established to hold the upside value of the company,
which eases the process of leadership and capital succession. The upside can
be delivered via profits interests, which transfer upside value in a new LLC
without triggering any tax at grant. Furthermore, the value of profits interests
at liquidation is taxed at the favorable capital gains rate.10 Alternatively, the
upside can be delivered via a capital infusion derived from life insurance death
benefits or disability benefits that are paid to the succession LLC.
A business continuity LLC can be an extremely effective means of value
transfer. It can reduce tax by 80 percent or more compared to bonusing value
directly to succession executives as compensation. It provides key executives
with a welcome degree of control over their futures by establishing a unified
leadership and capital succession solution. It conveys a sense of loyalty to
the executives and earns their loyalty in return. And it is highly flexible—
enabling the founder to reallocate units if and when the leadership roster of the
organization changes.11

Purpose First!
The ultimate paradox of business is that growth enables scale, but it also
triggers complexity, which defeats scale. Ensuring that sheltering solutions
work together in a harmonious way is not only good financial hygiene, it also
is enormously important to business success. Working with a strong advisory
team helps map sheltering solutions to the growing company.
When private companies consider sheltering solutions, we always seek to
direct their focus to first achieving maximum purpose, not simply maximum
gain. The goal is to select and shape a set of sheltering solutions into a
coherent tax reduction strategy that fulfills business and personal needs.
Private companies should create a sheltering strategy that addresses and
optimizes returns for three primary internal stakeholders: owners, key
executives, and the company itself. To achieve this, we typically begin by
seeking to understand the “value gap,” that is, the difference in value between
what an owner needs to retire and current resources. Then, we seek to enlist
and embed the power of nudges to help key executives attain their longterm financial goals. Finally, we seek to fit the sheltering strategy within a
resilient value architecture, which articulates how owners and executives will
enter, share value, and eventually leave the company via tax advantaged
Sell·Pay·Convey® solutions.12
Sheltering solutions are powerful tools, indeed. Be sure your company is taking
full advantage of them.
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Top 40 Executive Rewards*: A Pathway to Strategic Advantage

Equity Based Incentives
True Equity: Full Value
1) Sell Stock to key managers
2) Compensatory stock grants
3) Owner Redemption (Gross up others)
4) Restricted Stock and RSUs
5) ESOP (leveraged or creeping ESOP)
6) Ramp-down/Ramp-up (new entity)
7) Restricted stock paid at CinC **

True Equity: Upside Value
8) Profits Interest in LLC
9) Drop Down Division (w/upside interest)
10) Employee Stock Options (“Options”)
11) Stock Appreciation Rights (SARs)
12) Hybrid Capital/Profits Interests
13) Out of the Money SARs, Options
14) Options/SARs paid only if CinC

Synthetic Equity (Full or Upside)
15) Phantom Stock (enterprise or division)
16) Phantom Stock with Owner’s Pref
17) Enterprise Value Unit Plan
18) Graduating Value Band Unit Plan
19) Liability SARs
20) Performance Shares
21) Sales Bonus upon CinC

Cash Based Incentives
LT Performance Cash
22) Allocable Profit Sharing
23) Profit Appreciation Rights
24) Book appreciation rights (BARs)
25) Deferred Participation Units
26) Discretionary LTIP Plans
27) Cash bonus paid at CinC

Deferred Cash
28) Discretionary Bonus(group/Individual)
29) NQDC Plan (w/ comp match)
30) Qualified Profit Sharing Bonus
31) Defined Benefit Plans
32) Incentive Bonus Plan
33) Split Dollar Insurance (or 162 Bonus)
34) CinC payouts as multiple of salary

* Incentives ranked from "Value Now" to "Value Later" (Value Now near top of each of six lists).

Immediate Cash
35) Salary increases
36) Annual Bonus
37) Sales Commission Programs
38) Spot Bonuses
39) Fringe Benefit
40) Lifestyle Incentives

** "CinC" refers to Change in Control

Visit BoldValue.com to learn more about our broader portfolio of Capital Solutions at Work

www.boldvalue.com

MARK C. BRONFMAN, MBA, CPA***
Sagemark Consulting
8219 Leesburg Pike
Vienna, VA 22182

703-749-5064
Mark.Bronfman@LFG.com
www.BOLDValue.com

The BOLD Value Service Line is Dedicated to the Specific Needs of Middle Market Business Owners. Mark Bronfman and his team members of the
Bold Value service line are registered representatives with Lincoln Financial Advisors Corp. Securities offered through Lincoln Financial Advisors Corp.,
a broker/dealer, Member SIPC. Investment advisory services offered through Sagemark Consulting, a division of Lincoln Financial Advisors Corp., a
registered investment advisor. Insurance offered through Lincoln affiliates and other fine companies. CRN-1895366-091317
Exit Planning offered through unaffiliated third parties. ***Licensed, not practicing
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