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What Makes a SERP so Super

A SERP is a type of deferred compensation plan under which the company agrees to pay select key employees a specified amount at a later date or event, usually retirement, disability, death or other termination of employment.  In Wilbert & Dean’s case, it considers the key employees it would reward with a SERP the crème de la crème; other companies may differ in their definition of what constitutes a key employee for this type of plan.

The primary reason why a company would offer a SERP to its most valued employees over a 401(k) overlay plan is the extra incentive of not requiring the employee to contribute to the plan.  Although employees may contribute to the SERP if they choose, generally the company picks up the entire cost for the plan and benefits.

Typically, a SERP is designed based on three characteristics:  the participating employees receive a specified benefit amount at retirement or during employment, for example, $50,000 per year for 10 years at retirement; the company usually pays the entire cost of providing the SERP benefits; and the company recovers its cost of providing the SERP benefits at the time of the employees’ deaths.

More specifically, here’s how the plan works:

The company and selected employees enter into a written agreement that specifies the terms and provisions of the SERP, including benefits at retirement, retirement age, benefits ant disability or death, benefits at termination of employment (vesting schedule) and how the company will finance the benefits.

A SERP can accommodate participating employees who wish to defer income to minimize their income taxes and thus contribute to the plan.  In this case, the employee executes a salary reduction agreement to forego a specified amount of salary and/or bonuses.

The SERP funds are held by the company as part of its general assets.  The company may create a “Rabbi Trust” and transfer the plan funds and assets to it.  A Rabbi Trust is irrevocable, so the company cannot change the terms of the plan or control the assets in the trust, thus enhancing the employee’s security respecting the payment of benefits.

Unlike a qualified plan, the company may choose to discontinue contributions to the SERP or terminate it any time.  If the plan is discontinued or terminated, the company retains control of the funds until they are distributed as benefits.

Paying for the Benefits

The company can usually finance the payment of SERP benefits by one of three methods:

Pay As You Go.  The company pays all benefits from current cash flow and/or assets at the time benefits become payable.  Few companies choose this approach, however.  First, it is the most expensive method because it does not leverage the financial power of compound interest and growth if the benefits had been paid from invested assets.  Second, most companies do not have cash flow that is stable and predictable enough to permit the regular payment of benefits over a long period of time.  Third, the lack of certainty on how the company will finance the benefits can concern the employee, somewhat negating the incentive.

Investment Accumulation Fund.  The company invests the funds and pays benefits from accumulated investment funds.  This type of fund leverages the power of compound interest by investing assets that may potentially grow over time, and using the accumulated funds to pay benefits.  The fund may be held by and payable to a Rabbi Trust.

Company Owned Life Insurance (COLI).  The company uses the deferred funds to purchase a life insurance policy on the employee, and benefits are paid from the cash value or death proceeds of the policy.  The policy may be held by and payable to a Rabbi Trust.

The use of a COLI to finance plan benefits has several important advantages over other potential investments.  It is the most secure, cost-effective and tax-efficient method, and as a result, is the financing method of choice for most companies.  The advantages include;
Income-tax deferral on the growth of policy values, income tax-free death benefits and potential income tax-free access to policy cash values.

Ability to provide an immediate plan death benefit.

Minimal cost of providing benefits and the ability to recover all plan costs.

Competitive rates of return with variable universal life insurance. Creditor protection – policy funds may be protected from creditors under state law.

Flexibility regarding premiums, death benefits, optional riders and benefits, etc.

The Ease and Minimal Costs of a SERP

The beauty of a SERP is that because it is relatively easey to administer, it minimizes costs.  And if financed with a COLI, there are tax advantages.  More specifically, a SERP is:

Simple and Flexible.  It does nto need IRS approval, and is not subject to the restrictions and requirements of Title 1 of ERISA, IRC Section 401 (pension and profit-sharing plans) and IRC Section 79 (group term life insurance).  The government does not require special forms or reports.  Futhermore, no plan provision are required, meaning that the plan can be customized for each participant if desired.

Selective.  The government does not institute mandatory eligibility or participation rules, and the company has full dicretion for selcting which employees will paricipate in the plan.

Cost Effective and Tax Efficient.  due to the lack of formal requirements, a SERP represents minimal administration costs and fees.  If the company chooses to finance benefit payments through a COLI policy, investment earings on plicy cash values are tax-deferred.  The company can recover all plan costs through income tax-free death benefits.

The company can deduct benefit payments to the employee when they are paid.  However, the company cannot deduct premiums or other payments to finance benefits.

