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Nonqualified Deferred 
Compensation Plan  
(DCP aka 409A)

Participant User’s Guide
JOHN L. SANFORD
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Mullin Barens Sanford Financial

Email Address: john.sanford@mbsfin.com

Office Phone: 805 300-3161

John has more than 30 years of consulting experience in the design and 
funding of executive benefit programs and customizing institutional life 
insurance to meet various corporate needs. He effectively assists public and 
private corporations with the development of objective-driven benefit and 
compensation plans for key employees and directors.

John has designed plans that have saved individuals and corporations millions 
of dollars in taxes while aligning the incentives and interests of key employees 
and shareholders. He is considered an expert in individual and corporate 
owned life insurance for companies of all sizes.

Before founding Mullin Barens Sanford Financial, John’s extensive industry 
experience included consulting positions with MullinTBG, MetLife’s 
Specialized Benefit Resources, Connecticut Mutual, Corporate Compensation 
Plans, and Management Compensation Group.

John graduated from Brigham Young University and received his MBA from 
Pepperdine University. He is a Chartered Life Underwriter (CLU) and a 
Chartered Financial Consultant (ChFC).

He and his wife of 35 years, Suzanne, live in Santa Barbara, California and 
have two grown children. They are involved in many community charities. 
John enjoys playing tennis, pickleball, swimming, hiking, and traveling.

NICKO BURNETT
Consultant  
Mullin Barens Sanford Financial

Email Address: nicko.burnett@mbsfin.com

Office Phone: 714 473-8181
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Nicko comes from a casualty insurance underwriting background, having 
worked at Chubb Insurance for several years in the National Account space. 
While at Chubb, Nicko worked with some of the largest public and private 
companies in the world, crafting casualty insurance programs to best fit 
each company’s complex needs. In his role as an underwriter, Nicko built 
a reputation of fostering client relationships through his accessibility and 
aptitude for creative problem-solving.

At Mullin Barens Sanford Financial, Nicko is a tireless advocate for his clients, 
designing unique plan structures to innovatively meet their needs. He holds the 
Chartered Property Casualty Underwriter and Associate in Risk Management 
insurance industry designations.

Nicko graduated from Swarthmore College with a B.A. in Economics and a 
minor in Statistics. While there, he played Varsity baseball for four years.

In his free time, Nicko volunteers with his wife Kelsie at the Alliance for 
Catholic Education and on Swarthmore College’s young alumni council. 
Nicko enjoys traveling, hiking, camping, golfing, playing baseball, and rooting 
for his wife’s alma mater, the University of Notre Dame.

INTRODUCTION

Non-qualified deferred compensation plans (DCPs) have 
long been seen as an exceptional and necessary benefit 
to offer key employees of companies large and small. 
According to the latest PSCA Survey, over 90% of 

companies surveyed (private and public) have at least one DCP. Any 
Internet search will turn up articles about how DCPs work and why 
every company should offer one, but missing from that library is any 
help for a participant in a plan.

With that note in mind, we have sought to fill that void and 
answer some of the most common questions asked by participants:

• Should I participate?

• Does short term deferral work?

• When should my distributions occur?

• How should I invest my balance?

Missing from the library of DCP wri
ng available is any informa
on about how a par
cipant 
can effec
vely and efficiently u
lize a plan to improve her financial outlook: a true user’s guide.
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• Should I use the DCP to save for my children’s college education, 
a second home, or retirement?

• What if  my goals change?

• What happens if  my company gets sold or goes bankrupt?

WHERE DO YOU TURN FOR HELP?

You have just become eligible for a DCP and to this point, you 
may not have ever heard of such a thing. Where do you turn?

Your financial advisor? If  you have one, financial advisors can be 
incredibly valuable in understanding all of your investment options 
and your specific financial situation. They can help you understand 
the benefits of a DCP and the pre-tax saving opportunities it affords. 
They may also help you make sense of the specific terms of your plan 
and of course will assist in allocation decisions.

Remedy this issue by utilizing an advisor who is paid on all assets 
under management (including DCP balances), so they can help with 
your enrollment and investment election without a conflict of interest. 
Otherwise, advisors may not provide impartial advice regarding the 
use of a DCP.

Your Employer? Your employer can be a wealth of knowledge 
regarding the specific terms of your plan. Be sure to read the enrollment 
materials available and understand how the plan operates. Many 
employers make information sessions or webcasts available that can 
help you understand the plan and provide a forum to ask questions. 
Be sure to know who to call for answers as questions arise now and in 
the future. A huge benefit of DCPs is how flexible they can be, so you 
will need to take the time to fully understand the specific options and 
limitations of your employer’s plan.

Your Plan Administrator? Many Employers outsource the 
administration of the plan to a third party. Sometimes the same third 

However, depending on how the advisor is compensated, the plan could be seen as compe��on –
taking some of your savings out from under the advisor’s control.

There is no “standard” plan so you will need to spend �me learning your deferral, distribu�on, and
investment op�ons – not to men�oned whether or not there will be a company contribu�on or

match.
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party administers both the 401(k) plan and the DCP provided by your 
company, but oftentimes they are different. Rather than answering 
questions themselves, your employer may direct you to the plan 
administrator for much of the same information discussed above (plan 
specific information). The administrator may have an 800 number or 
some direct contacts to utilize for plan education.

Your Plan Consultant? Your employer and plan administrator 
will not know how a plan fits into your specific financial situation. 
Answering questions like “should you participate”, “how much do I 
defer”, and “where do I allocate” may be well out of their wheelhouse. 
Perhaps the best help your employer can provide is access to their 
DCP consultant. These consultants will know your plan specifics and 
be able to speak with you intelligently about how it may fit into your 
overall financial decision making.

Disclosure: MBS Financial provides DCP consulting services to 
Plan Sponsors (employers) and participants. MBS does not provide 
DCP administration.

PLAN BASICS

What is deferred compensation and why participate?
Pre-tax savings is the basis for the vast majority of retirement 

savings vehicles in the United States, particularly among employer 
sponsored options. IRAs, SIMPLE plans, SEPs, 403(b)s, and 401(k) 
plans are all examples of qualified pre-tax savings vehicles. Pre-tax 
investment and tax-deferred savings are so common among retirement 
options simply because it is a more efficient way to save. By delaying 
receipt of a portion of your compensation to a later date, participants 
avoid paying capital gains taxes on growth, avoiding the sort of double 
taxation which occurs in after-tax investing (tax on income then again 
on gains).

When interest earns interest, that is compound interest. That is 
what happens with a tax-deferred investment. When $100 earns 10% 
there is $110 at the end of a year. By the end of the next year the $110 
has earned another 10% leaving a $121 balance.

The graphic below illustrates the effect of pre-tax saving and 
compound interest over time compared with after tax saving.

Benjamin Franklin is quoted as saying "Money makes money. And the money that money makes, 
makes money." Some have credited Albert Einstein as saying that compound interest is the 8th

wonder of the world.  Either way, two very smart people agree it’s a great idea!
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When pre-tax deferral is combined with compound interest, 
it becomes an efficient saving machine. This same principle of pre-
tax saving that applies to each of the tax qualified plans referenced 
above applies to DCPs. They allow you to withhold a portion of your 
paycheck (salary, bonus, commissions, LTIP, RSUs, etc.), forgo the 
income tax on that compensation in the year it is earned or vested, and 
allow the balance to grow tax deferred until some time in the future. 
You decide at which point you will pay income tax on the full balance. 
Your decision about whether or not to defer will depend on several 
factors, but keep in mind that you forgo known current income tax 
rates for uncertain tax rates in the future. Income tax rates may rise 
or fall, however, you may also be in a lower income tax bracket in the 
future.

DCPs require an initial election regarding the timing of your 
distribution (when you want the money back) at the same time you 
elect to defer your money.

DCPs do not contain required minimum distributions (RMDs) 
or penalties for early withdrawals before age 59.5 like you will see in 
401(k)s and other retirement plans. DCPs do, however, require an 
initial election—changing the distribution election is possible as we 
will discuss later.

PLAN DESIGN

How should I utilize my deferred compensation plan benefit?
DCPs are one of the most flexible benefits available for a 

company to offer. As a result, there is no such thing as a “standard” 
plan. Participants need to understand the flexibility afforded by this 
valuable company benefit, so you can grasp and mold the plan to meet 
your needs.

Normally, payment will be made based on a trigger, which may be a specific year, your separa�on of 
service from the company, a change in control of the company, or your death or disability.  
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What features should I look for in my company’s DCP offering?
When reviewing your specific plan material, home in on these 

specific design features:

Design Feature Good Plan Design
Compensation Sources and 
How Much can be Deferred

Salary: Up to 50%

Bonus: Up to 80%

Commission: Up to 80%

Restricted Stock Units: 25%–100%

401(k) Refund: Full amount; all or nothing

Company Match/
Contribution

Matching Contributions which make-up for match lost in 
the 401(k) plan

Matching Contributions not limited by a compensation 
cap

Immediate vesting or same vesting schedule as the 401(k) 
plan

Distribution Triggers and 
Type of Payment

Separation from Service

Specified Date

Change in Control

Participants may allocate deferrals into several different 
accounts, which are paid upon the trigger chosen and in the 
instalments elected

Separation from Service Paid in lump sum or up to 15 annual installments

Specified Date (In-Service) Paid in lump sum or up to 5 annual installments

Change in Control Full balance paid 15 months after CIC, unless election to 
delay is made in first 3 months

Investment Options Array of at least 12 funds in a variety of asset classes, 
including low-cost index funds

Plan Security Rabbi Trust in place with assets funding at least 90% of 
total plan balance

Should you participate in your company’s DCP?
The DCP should offer most if  not all of the above features. Below 

are some reasons participants say they participate in the DCP:

• Have discretionary income,

• are maxing out 401(k) contributions,

• may not be maximizing the company match,

• have college education funding goals,
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• need to save more for retirement,

• investing after-tax dollars into mutual funds,

• their employer is financially stable,

• want to minimize current tax obligations,

• want to delay paying taxes until they are in a lower tax bracket

If  some or all of these reasons also apply to you, then investing 
in the DCP with pre-tax dollars and tax-deferred growth could make 
sense. A company match is typical and can make the decision to 
participate even more compelling.

DEFERRAL ELECTIONS

How do I participate?
Each year you will be asked to make an election for the amount 

of your income earned in the next year, which you would like to defer. 
This election will likely be split into categories of your compensation, 
such as salary, bonus, restricted stock units, etc., but you should be 
able to elect a different percentage of your pay for each income source.

What is the timing of my deferrals? In what year will my deferrals 
reduce my taxable income?
Since your deferral election is split into different categories, the 

timing of your deferral may be different depending on the income 
source. The key phrase to remember is “earned in the following year.” 
Salary elections are usually made in the fall, making that election 
effective for the coming calendar year. Oftentimes, bonuses are earned 
in one year but not paid until the year after being earned. Be sure you 
understand which payment you are deferring and how it will impact 
your taxable income.

Generally speaking, the calendar year in which your deferral 
actually occurs is the year your taxable income will be reduced.

REMINDER: How does deferral impact current taxa�on?

Generally, the compensa�on you elect to defer will reduce your taxable income in the year it occurs 
and will not incur federal or state income taxes.  However, some taxes, like Social Security and 
Medicare taxes, are assessed now and not later. 
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COMPANY MATCH

How does a company match work in a DCP?
Many DCPs offer a company match. There are three basic types:
Make-up match—The purpose of this match is to make-up for 

any lost match in the 401(k) due to participation in the DCP. Since 
DCP deferrals are the first item withheld from a paycheck, they 
reduce 401(k) eligible compensation on a dollar-for-dollar basis. 
Now, rather than being matched on your full eligible income in the 
401(k), participants are only matched on the portion left over after 
DCP deferrals. Most companies do not want to punish participants 
for deferring, so they will make up any of that lost match in the DCP.

Note: Deferrals may actually assist in allowing participants to 
defer more into the 401(k) as well, if  your company limits 401(k) 
contributions for Highly Compensated Employees (HCEs). If  that is 
the case with your employer, your deferrals to the DCP could reduce 
your 401(k) compensation enough to declassify you as an HCE for 
401(k) plan purposes, thereby allowing you to contribute to the 401(k) 
at the maximum level for future years.

Example #1: Reducing Current Taxable Income

You earn $100k of salary and $25k of bonus. Most plans offer an open enrollment in November or 
December for the next calendar year.  Deferring $10k of salary earned in 2021 will reduce your 
taxable income in 2021. Deferring bonus of $5k will result in reduced taxable income in 2022 (when 
the bonus earned in 2021 is paid). 

Strategy #1: Offset Bonus Income with Salary Deferral

You have the goal of reducing taxable income for the next calendar year (2022). In 2022 you will earn
and be paid a salary, and will be paid a bonus which you earned in 2021. Each of these compensa�on
sources will be taxed in 2022. Since you know you will receive a bonus which is too late to defer
(remember, the general rule is that you must defer it before you earn it), you may defer more of your
salary and use the bonus to cover everyday expenses.

Example #2: Managing tax brackets

You have received your DCP enrollment informa�on in November of 2021. You are expec�ng to 
receive a bonus in 2022 of $40k plus salary of $150k, totaling $190k of taxable income. The bonus 
will push you into a higher tax bracket (32% star�ng at $163,301 for single filers). If you want to 
reduce the amount of income taxed at the 32% rate, a $27k ($190k - $163k) deferral of salary would 
eliminate income taxa�on at the higher rate, allow you to u�lize your bonus for everyday expenses, 
and reduce federal income tax by $8,640 ($27k X 32%).  Deferring salary and u�lizing bonus income 
in this case allows you to save at your most onerous tax rate.

$190k - $27k = $163k
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Companies usually vest the make-up match just like in the 401(k), 
sometimes faster.

Without participation in the DCP and a 6% election into the 
401(k), the participant would deposit $11,400 and the company would 
match 50% or $5,700.

Before any DCP participation, the 401(k) match was $5,700, 
but with DCP participation it is only $4,890, leaving a difference of 
$810 reduction in the 401(k) match. Most companies “make-up” that 
amount in the DCP. A Make-up match Is not a new or additional match, 
rather it makes the participant whole for any match that was reduced in 
the 401(k).

Excess Match—IRS regulation 401(a)(17) only allows a specified 
amount of income to be used in calculating a 401(k) deposit and match 
(indexed annually, $290,000 in 2021). As such, if  the 401(k) match is 
50% up to 6%, the maximum match which can apply to the 401(k) 
is $8,700 ($290k X 6% X 50%). This regulation applies to all 401(k) 
plans. Providing an “excess” match simply means that the employer 
will apply the same match calculation to ALL compensation, including 
compensation in excess of the IRS 401(a)(17) limit.

Discretionary Contributions—DCPs offer immense flexibility 
in design which extends to company matches and contributions. In 
practice, this means that different executives or groups of executives 
may be offered different company contributions based on position, 
performance, incentives, etc. A company contribution may also 
contain varying vesting provisions for each company contribution, 
as well as provide greater flexibility and more direct incentives to 
motivate key employees.

Lost Match Illustrated by Example #2

Only 401(k) par�cipa�on – A par�cipant makes $190k of total compensa�on and defers $27k. 
Assume the match was 50% of the first 6% on total compensa�on being deposited into the 401(k). 

Only 401(k) par�cipa�on

$190,000 X 6% = $11,400 X 50% = $5,700

Total Comp I 401(k) Elec�on I 401(k) Deferral I 401(k) Match

401(k) and DCP Par�cipa�on – We know that this par�cipant deferred $27k into the DCP, so the 
401(k) only recognizes $163k ($190k-$27k). As a result, the amount deferred into the 401(k) is 
now only $9,780 (6% of $163k). And the match is 50% of that or $4,890. 

DCP and 401(k) par�cipa�on

[$190,000 – $27,000] X 6% = $9,780 X 50% = $4,890

Total Comp I DCP Deferral I 401(k) Elec�on I 401(k) Deferral I 401(k) Match

Make-up match into the DCP = $810 ($5,700 - $4,890)
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Other types of discretionary company contributions
Sign-on Bonus—Commonly, employers will allocate some or all 

of your sign-on bonus into a deferred compensation plan. Employers 
utilize this strategy most commonly when there is a vesting provision in 
the sign-on bonus, so that if  you do not fulfill the vesting requirements, 
they are not forced to claw back the bonus. In addition to providing 
some added security for the company, the DCP will provide you 
the same tax deferred benefits as deferring a portion of your other 
compensation. Since the company is making the contribution at their 
discretion, you most likely will not need to make a deferral election, 
rather, the only election you make is for when the distribution of that 
money will occur.

Incentive Bonus—A less common but increasingly popular style 
of discretionary company contribution is an incentive bonus for a 
project. In this scenario, a deposit will be made into a DCP account 
which only vests after the project is completed. If  you are provided 
an incentive bonus contribution into your DCP, you will only need to 
make a distribution election, provided it is after the contribution vests.

Example #3: Excess Match 

A par�cipant earning $400,000 who par�cipates in a DCP with an excess match feature, defers 6% of 
total compensa�on to maximize the 50% up to 6% company match in both the 401(k) and the DCP. 
Total deferral would be: 

$400,000 x 6% = $24,000 

Total match would be: 

$400,000 x 6% x 50% = $12,000 

Of the total deferral, $17,400 ($290,000 x 6%) would be allocated to the 401(k), plus $8,700 in match
(50% of deferral).  Of the total deferral, $6,600 ($110,000 x 6%) would be allocated to the DCP,
plus $3,300 in match (50% of deferral).    

Example #4: Discre�onary Contribu�on – Reten�on Bonus 

You are a key employee and have been offered a job at a compe�tor for $50k more per year in 
salary. Your current employer decides to match that salary offer in the DCP and vest it over some 
period of �me. Ves�ng can be either rolling (so you will always be leaving something on the table 
if you leave) or could be a cliff vest in which as long as you stay for a certain period of �me, the 
salary is always vested. Some�mes company compensa�on structures do not allow addi�onal pay 
outside of strict bands, but DCPs often fall outside these structures, allowing for addi�onal 
flexibility.   

Company contribu�ons including matching and discre�onary deposits are plan specific. There are 
many different varie�es of matching, not all of which are discussed here. Be sure to know how 
your match works to maximize u�liza�on and return on your invested dollar.
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DISTRIBUTION ELECTIONS

When can I get my money back?
Unlike a 401(k) plan, on demand loans or withdrawals are not 

allowed from a DCP. Rather, distributions are elected in advance with 
some ability to delay (but not accelerate) distributions in the future.

How do I decide when to get my money back?
During each year’s open enrollment, at the same time you decide 

how much to defer, you must decide when you will receive your money, 
also known as your distribution election.

What are my distribution options?
Your election will be based on one of a few different “triggers” 

listed below:

• Separation from Service: The most common election is to be 
paid upon your separation from service from the company. 
Oftentimes you will hear this as synonymous with retirement, 
but this election most often applies to any separation from the 
company. Whether you retire, quit for another employer, or are 
fired, this election will begin paying you upon this event.*

• Specified Date: Another option is to elect a specific year in the 
future during which you would like to be paid your balance. This 
election year may or may not be superseded by your separation 
from service from the company, depending on the design of 
the plan. Common uses for this election are funding children’s 
educations and buying a vacation home.

What if I do not want to be paid my balance all at once?
Commonly, plan designs will also allow you to be paid in some 

form of periodic installments in addition to the option of a lump sum. 
Installments can be another effective way to plan for taxation or in the 
case of children’s education accounts, match distributions with tuition 
payments over four years.

REMINDER: How do distribu�ons impact current taxa�on?

Any compensa�on distributed to you from your deferred compensa�on plan will be subject to 
ordinary income taxes (federal & to the extent applicable, state) in the year it is received, but will 
not be subject to Social Security or Medicare taxes.

*  There could be a 6-month delay in the first distribution if you are considered a top 50 employee in 

the company. This is an IRS rule and some plans have installed it for all plan participants so they 

don’t have to determine who the top 50 is each year.
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What if I can only defer for one year?
Commonly, participants are concerned about receiving a DCP 

balance sooner than expected. The misconception is that they will be 
worse off  if  they defer for one year and are forced into a lump sum 
distribution. However, is this true? Does short term deferral actually 
negatively impact a participant?

Let’s continue with Example #2 from the previous section. You 
are a participant in a DCP  have deferred $27k which earned 5% over 
the first year.  If  you are forced to take a lump sum distribution due to 
no fault of your own, would you still end up ahead?

Deferral Plan No Deferral Plan
Deferral $27,000 $0

Tax Year One (32%) $0 $8,640

After-Tax Investment $0 $18,360

Investment Gain (5%) $1,350 $918

Ending Balance $28,350 $19,278

Tax Year Two (32%)** $9,072 $294

Final Balance After Tax $19,278 $18,984

**Long-term capital gains tax rate could be lower if  the 
investment was held for 12 months. Then the rate would be 15% or 
20% depending on income. Regardless, long-term capital gains tax 
rates would have to be zero to equal the DCP result.

What goals can I achieve with the DCP?
DCPs are designed to give participants as much flexibility as 

possible. Any financial goal or obligation for which you would like 

Even a short-term deferral can make financial sense. Most plans allow for distribu�ons over a number 
of years as well, so you can stretch out receipt of the balance and pick up more poten�al gains.

Strategy #2: Make Distribu�on Elec�ons for Expected Life Events, but Maintain Flexibility

Most DCPs allow for different targeted distribu�on events like college educa�on, a vaca�on home,
or re�rement, but you are not required to spend the money on the goal you planned.  You have the 
flexibility to take vaca�on home money and spend it on your child’s wedding or push it off un�l 
re�rement (separa�on from service).
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to save may be reached through a DCP. There are no limitations or 
restrictions for use once you have received your money—it is yours 
and you can use it for whatever you would like to.

Can I change my Distribution Election?
Your plans may change at any time. It should be comforting to 

know that funds allocated to a specific goal do not need to actually 
fund that goal and can be reassigned from college to retirement, 
vacation home to child’s wedding, etc. Changing distribution elections 
is one of the nice flexibilities of a DCP, and most plans permit you to 
make changes to your distribution elections, subject to certain rules.

What are the rules for changing a distribution?

• Distribution election changes must be made at least 12 months 
prior to the previously elected commencement event.

• Distributions can only be delayed—acceleration of payment is 
generally not allowed

º Distributions must be delayed by a minimum of 5 years 
after the date it would have otherwise been paid.

• If  you have elected to be paid at retirement or separation from 
service, you may not change the distribution to be paid on a future 

Example #5: Distribu�on Elec�ons Funding Children’s Educa�on

You are a married Couple in your 40s with two children ages 8 and 5 and would like to save for each 
of them to a�end college.  You can structure the DCP to meet each of these differing objec�ves at 
the same �me. 

First, you could start by se�ng up two future date accounts to begin payment when each child turns 
18 and distribute over 4 years.  Then, you will split your deferrals between the two accounts, 
perhaps adding more to the 8 year old’s account, since there is less �me to fund.  A�er the accounts 
are established, you can allocate deferrals in the funds differently based on the �me horizon un�l 
the funds are needed.  You can also become more conserva�ve as each child approaches college 
age. A nice benefit of using the DCP for this purpose as opposed to a 529 plan is that even if your 
child does not a�end college or does not need the funds due to scholarship, you can receive the 
payment and use the funds for any other purpose or, with some advanced planning, even delay the 
payment to a future date or re�rement. 

Example #6: Delaying a Specified-Date Distribu�on

A distribu�on scheduled for January 31st, 2030 must be delayed to January 31st, 2035 at the 
earliest and generally must be requested prior to January 31st, 2029. 

Example #7: Delaying a Separa�on from Service Distribu�on

A distribu�on scheduled to be paid upon your separa�on from service must be delayed to 5 years 
a�er your separa�on from service at the earliest and must be requested at least 12 months prior to 
your actual separa�on from service.
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date. A future date is typically considered earlier than separation 
from service, so this would be an acceleration of distribution 
under 409A and, is generally, not allowed.

• You may change the way in which your distribution is paid to 
you, but it will also require a 5 year delay.

I am about to receive a distribution I no longer need and would 
rather keep in the DCP—what can I do?

Strategy #4: What to do in case of an unwanted/unneeded distribu�on

You have commenced receiving a $50,000 distribu�on each year over 4 years, or are within the 12 
month no�ce �meframe so a postponement is not possible. It was intended to be used to pay for 
your second child’s college educa�on. However, she received a scholarship, so you no longer need 
the distribu�on to pay for this expense. The simple solu�on is to annually defer (for 4 years) an 
addi�onal $50,000 of salary or bonus to offset the incoming distribu�on. Just use the $50,000 annual 
distribu�on you are to receive for living expenses.

In doing so, you can avoid a spike in income and taxes, yet s�ll have the same amount of income on 
which to live.

Example #8: Changing the way in which your Distribu�on is paid

A lump sum distribu�on scheduled for January 31st, 2030 may be changed to a 10 year installment 
schedule, but the new commencement date of payment must be January 31st, 2035 at the earliest.

Strategy #3: Change to a Lump Sum for Soonest Possible Full Distribu�on

Let’s say you have a re�rement account which is set to pay 10 installments, but you want the full 
amount of your balance as soon as possible.  You may not accelerate the en�re balance, but you 
may change the distribu�on from 10 installments to a lump sum.  It will require a 5-year delay of the 
commencement of payment, but you will receive your full balance 5 years a�er re�rement rather 
than over 10 years in the original account.

Example #5 Con�nued: Changing a Distribu�on Intended for College Tui�on

You are a married couple in your 40s with two children aged 5 and 8.  Your first child reaches 
college age and goes straight into college. Your funds start being paid out over the 4 years you 
elected. However, the funds you targeted are in excess of what is needed due to investment returns, 
scholarship, lower costs, etc. Since the second child is only 3 years behind, you could use the college 
funding for the 8-year-old to fund college for your 5 year old. Then you can postpone the college 
funds set aside for your younger child un�l re�rement and have it paid over 15 years.

Example #6: Delaying a Specified-Date Distribu�on

A distribu�on scheduled for January 31st, 2030 must be delayed to January 31st, 2035 at the 
earliest and generally must be requested prior to January 31st, 2029. 

Example #7: Delaying a Separa�on from Service Distribu�on

A distribu�on scheduled to be paid upon your separa�on from service must be delayed to 5 years 
a�er your separa�on from service at the earliest and must be requested at least 12 months prior to 
your actual separa�on from service.
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I want to save for retirement—how should I set up my plan?
Targeting retirement income in a DCP is simple. Since retirement 

(separation from service) is a common distribution trigger, participants 
can allocate deferrals into accounts which will begin paying as soon 
as (or in the calendar year after for tax planning) retirement from 
the company. Next, choose the number of years of installments you 
would like to receive the funds. Keep in mind that any undistributed 
funds continue to grow tax deferred. Four additional considerations for 
participants planning for retirement:

1. Depending on the size of your balance, lump sum or other short 
payment periods may push participants into higher tax brackets 
even in retirement. Taking the distribution over the longest 
period may provide the best use of the tax deferral. Some plans 
allow 10, 15, or even 20 years of distributions.

2. Even after retirement, balances in the DCP are at risk if  the plan 
sponsor goes bankrupt. A later section of this user’s guide will 
discuss the risk in more detail.

3. What State will my distribution be taxed in? Source Tax Rules are 
explained in Strategy #5

4. Some plans offer a specified date distribution trigger which is 
not superseded by a separation from service (i.e., it is paid on 

Strategy #5: Source Taxa�on

A federal tax rule called the source tax rule says that states have a right to collect state income tax
on pre-tax savings earned in that state, even if you move to another state and receive distribu�ons
from the plan there. However, if you take at least a 10 year distribu�on from the plan, you may only
be taxed by the state where you reside at the �me of the distribu�on.

For example, if you work in a high tax state like New York but moves to a low or no tax state like
Florida in re�rement, you could s�ll have to pay New York state income taxes on deferred
compensa�on plan distribu�ons, unless you take at least 10 years of installments from the plan.

This excep�on may even apply if a you move in the middle of an installment stream. If you were to
move from New York to Florida in year 3 of a 10-year distribu�on, then the first 3 years would
include NY state income tax, but the next 7 could be taxed at the Florida state income tax rate.

Example #9: Using the DCP to Fund Re�rement

You are a married couple in your 50s with two children in college. If any of your previous savings 
allocated to college funding were not used, these amounts can be reallocated to fund other future 
needs like a second home, a vaca�on, or most commonly, re�rement.
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the elected date regardless of your employment status with the 
company). This type of account can be helpful both for college 
funding and retirement planning. Rather than receiving a 
distribution upon leaving the company, which could be before 
the specified date, you can pick a year to be paid regardless of 
whether you still work there or not.

How can I stay close to my money (with ultimate flexibility)?
Many participants would like to participate in the pre-tax savings 

opportunity but are concerned about the long-term nature of the plan 
and what would happen if  the company got into financial difficulties. 
By implementing Strategy #6, you can keep the risk short term while 
maintaining the ability to defer long term.

Since no income tax has been paid on deferrals or during 
accumulation, what are the tax ramifications of the distributions?
Distributions are taxed for both federal and state as ordinary 

income even in retirement. In addition to the distribution from the 
plan, it is important to consider any other annual income received 
since taxation of Social Security, Medicare and some other benefits 
could be affected by total income (though the benefits themselves will 
not be reduced).

Strategy #6: Maximum Flexibility – “Cascading Strategy”

You elect the shortest specified date distribu�on allowed by the plan. Usually 2 years a�er deferral 
year.  Be aware of a restric�on on the number of �mes you can postpone a payment. Most plans do 
not have one, but they do exist.

A�er about a year has passed (but not less than 12 months before your scheduled distribu�on), you 
delay that distribu�on for 5 years.  This strategy allows you to defer for the minimum amount of 
�me allowed in the plan design (usually 2 or 3 years) and then delay the distribu�on for 5 years with 
a year advance no�ce. 

By enac�ng this strategy in 5 consecu�ve years, you will have 5 cascading payments from 2-6 years 
away from being distributed. 

With 12 months advanced no�ce, you may change any of those payments to a future date or event 
with a longer distribu�on payout.

Example #10: U�lizing a “Date Certain” or “Future Date” Distribu�on

If you have a child turning 18 in 2030 and you turn 65 in 2040 you can structure a payment at 2030 
over 5 years for college funding and another payment for re�rement at 2040 over 10 years. These 
payments would be made at those �mes regardless of employment status.
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Other distribution events
In addition to scheduled distributions, there are several other 

events which could trigger a distribution depending on the plan’s 
design and provisions:

• Change of Control (discussed further on pages 20–21)

• Disability—Full balance is usually paid upon disability

Example #11: U�lizing “Cascading” Strategy

Let’s say your plan design allows distribu�on in 2 years a�er the plan year of deferral and there is no 
limit on the number of delays available. You defer $40k in plan year 2023 which will be paid to you in 
a lump sum January of 2025 (2 years a�er the year of deferral 2023 + 2 = 2025). 

By the end of 2023 you s�ll have 12 months advanced no�ce to delay that distribu�on scheduled for 
January of 2025. At that point you can reassess the financial situa�on of the company – if you are 
more concerned, you can take the funds as elected in 2025.  If you are more comfortable, you can 
delay that distribu�on the minimum of 5 years. 

Once you enact this strategy for 5 years, it is 2029, and you have the stream of distribu�ons lined up 
for years 2030-3035. You now have your first child and have clarity on using some of these funds to 
pay for college educa�on expenses star�ng in 2048. You have the required 12 months of no�ce to 
postpone any one of those payments but probably should focus on the closest distribu�on 
scheduled for 2030. Now you can postpone the 2030 lump sum to 2048 to be paid over 4 years.

REMINDER: How do distribu�ons impact current taxa�on? 

Any compensa�on distributed to you from your deferred compensa�on plan will be subject to 
federal ordinary income taxes in the year it is received; state tax consequences will vary by state.  
Amounts distributed are not subject to Social Security or Medicare taxa�on. 

In a progressive tax structure (like exists now in the United States) higher incomes are taxed at 
progressively higher rates, meaning the tax rate on DCP distribu�ons could actually be lower in

re�rement since income may be lower.
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• Death—Full balance is usually paid upon death

• Unforeseeable financial emergency or Hardship (must be applied 
for separately but is also considered a permissible distribution)

HOW DO I SELECT INVESTMENTS?

It is best to use your financial advisor for selecting investments so 
you can consider all other investments in your portfolio. This section 
can give you some basic strategy.

Investment allocations and choices
Since plans are designed to fund several different kinds of financial 

goals and obligations, investment time horizons can be significantly 
different between elections. Fortunately, DCPs usually allow asset 
allocations to be tied to specific distribution elections. If  desired, 
shorter term obligations, like elections intended to provide college 
funding, can be invested more conservatively, while elections with 
longer term investment horizons can be invested more aggressively.

How a participant chooses to invest her balances within the DCP 
will depend on her goals, timeframe, risk profile, and other factors. In 
general, since the DCP is tax deferred and allows investment changes 
along the way, advisors may suggest grouping less tax inefficient 
investments in the DCP. Funds that have historically high turnover, 
or potential for high returns, or lots of taxable interest like some bond 
funds can be good choices.

Reallocating investments
Most plans allow for daily investment changes. Investment funds 

that you may want to change/reallocate to other funds may benefit 
from being in the DCP so those changes are not taxable events. With 
after-tax investments, if  a fund has appreciated, the tax ramifications 
of selling that fund could override the best place to invest that money. 
With after-tax investing, it can be difficult to even hedge a market 
run-up without a tax consequence.

Target date funds
Participants should beware of target date funds (TDFs) since 

very few are designed for a DCP. TDFs are designed for 401(k)s or 
after-tax investing when the number of installments can coordinate 
with the TDF glide-path (the period of time over which distributions 
are taken) which are normally longer than most DCPs offer.
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Fund expenses
Participants should be sure not to assume that fund expenses in 

a DCP are the same as retail investments. Since DCPs are Employer 
provided, they may have been able to negotiate lower fund expenses.

Participants should view investments in the DCP as a portion 
of a larger portfolio. Doing so will allow a participant to determine 
which investments make sense in a tax deferred plan versus taxable 
retail investments.

CHANGE IN CONTROL

Why is it important?
Since the DCP balance is largely based on the credit worthiness 

of your employer, having options at a change in control (CIC) is 
important.

It is possible that your employer is a very stable, highly rated 
company that has been around for decades. However, what if  your 
employer is purchased by another company without the same 
stability? Or what if  the new owner is a leveraged private equity firm? 
Leveraged buyouts may be less frequent these days, but it is important 
to remember that the credit worthiness of your employer and therefore 
the security of your balance may change over time.

What are my choices upon a CIC?
Many plans have special, additional provisions which dictate what 

happens to your balance in the event of a change of control. Some 
plans require that all balances are paid in a lump sum immediately 
upon change in control, others may force your balance into the new 
company, and yet others may give you a choice. Be sure that you know 
how the plan will act upon a change of control, so you can effectively 
plan for that event.

• Immediate payout: Depending upon who has taken over control 
of the company, you may want to reduce your credit risk to the 
company immediately or you may want to continue deferring. 
Some employers take a conservative approach and accelerate 
payment of your benefits to the time at which a change of control 
occurs. Without any option, there is not much for a participant 
to manage. You will be forced into a distribution of your entire 

Keep in mind that two income households may only have access to one DCP, and if that is the case, a 
larger share of compensa�on could be deferred to cover the tax deferred por�on of the dual income 

household.
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balance at that time. You will no longer be subject to the credit 
risk associated with the plan and your new employer, but you may 
also be pushed into a higher tax bracket by a large distribution. 
You may be able to combat the consequences of the higher tax 
bracket if  your new employer also offers a DCP in which you 
can participate. By deferring some amount of your current 
compensation equal or close to equal to the forced distribution, 
you may be able to offset some of the tax liability associated with 
that distribution.

• No Acceleration of Payment: Plans may automatically continue 
your balance (and all elections) in the new company’s plan, in 
effect the plan will continue operating as originally intended. 
Since distribution will occur as intended, taxation should also 
occur as intended. However, the new company could be more or 
less secure than your current employer.

• Participant Optionality Upon CIC: See below.

What if I am given choices upon CIC?
Giving the participants some choice upon CIC can reduce the 

number of unhappy key employees who receive their money too soon 
or have the balance continue with the new employer. It also avoids 
participants having to quit their jobs just to trigger a distribution if  
forced into a situation that they do not like. This may sound drastic, 
but it does happen.

Participant Optionality: Participants could be given the following 
choices at the time of the CIC:

• Elect a lump sum at CIC

• Elect plan continuation at CIC

• Elect a lump sum to be paid 15 months after a CIC. This option 
gives the participant some control over their distribution upon 
a CIC. The plan design will schedule a lump sum payment of 
participants’ full balances 15 months after the date of a CIC. 
The 15-month timeframe is very intentional—recall that changes 
to distributions must be made at least 12 months prior to a 
scheduled distribution. Scheduling a payment 15 months after a 
CIC gives participants 3 months to decide what they would like 
to do with their balances. If  a participant does nothing, they will 
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be paid their full balance in a lump sum 15 months after the date 
of the CIC. This also allows time to plan for the distribution 
and manage taxes. However, participants also have the option to 
delay payments by at least 5 years after it would have otherwise 
been paid (15 months + 5 years after the CIC).

Participants’ decision making will most likely hinge on the 
stability of the acquiring company. If  you are skeptical about the 
long term viability of the acquiring company, you may want to take 
the scheduled distribution 15 months after the CIC to protect your 
balance. However, if  you are comfortable with the new company, you 
can use the additional flexibility to re-plan distributions.

Note on CIC definition
It is more important than ever to include clear guidance on the 

definition of a CIC and flexibility when one does occur. Especially 
in light of all of the recent M&A activity in the United States, it is 
critical that participants have the option to effectively plan after an 
event occurs. Recent cases have proven that the CIC definition can be 
triggered without any real change in the company’s status; or, as in the 
recent case of Navistar Intl., it could even happen accidently. Lump 
sum payments in that event could have been a dramatic and probably 
unwanted acceleration of benefit payment.

PLAN RISK AND SECURITY

What is the ultimate risk I am taking as a participant and how 
can it be mitigated?
One of the key differences between DCPs and qualified plans like 

401(k)s is the security associated with your balance. Added security is 
the reason it usually makes sense to maximize 401(k) contributions 
before participating in the DCP.

The employer has an obligation to make distribution payments 
to plan participants at some uncertain time in the future. That 

If par�cipants do decide to delay payment, they will also have the op�on to change the payment 
trigger (future date or separa�on from service) and/or switch from a lump sum to installments or vice

versa.

At its core, a DCP is an arrangement between an employee and her employer whereby the employer 
holds onto a por�on of the employee’s compensa�on to be paid at a later date.  
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obligation sits as a liability on the balance sheet of the employer, so if  
the employer files for bankruptcy, participants no longer have a legal 
right to their balances.

How secure is my balance? Rabbi Trust and Informal Funding
To aid in planning and accounting, and to try to ensure they 

have enough liquidity to make benefit payments in the future, most 
employers will set aside assets for the benefit of plan participants. 
These assets will usually have the dual purpose of providing a hedge 
against participant investment performance, as well as offering added 
liquidity necessary to make benefit payments.

A recent Plan Sponsor Counsel of America survey shows that 
75% of plans have assets set aside to informally fund plan liabilities. 
For added security, 80% of those with assets set aside utilize a rabbi 
trust. Whether the plan is informally funded should be included in 
enrollment material since it could play a key role in an employee’s 
participation decision.

Participants should know whether their employers are setting 
aside assets in a rabbi trust and ask for the funding level compared 
with liabilities. Although companies are not required to set aside assets 
to informally fund their DCP, participants should consider the plan’s 
funding arrangement when evaluating participation.

What is a Rabbi Trust and what exactly does it protect against?
A rabbi trust is a grantor trust which holds assets informally 

funding the plan and segregates them from company management. 
The beneficiaries of the trust are plan participants and as such, assets 
it holds may only be used to make benefit payments to participants. 
Under that direction, a rabbi trust protects against:

• Change in control: If  a plan sponsor is acquired, an acquiring 
company may not raid the assets held in the trust and use them 
for other operations of the company.

• Change in management: If  new leadership takes over the 
management of the company, they cannot utilize the assets in 
the trust for anything other than benefit payments from the plan.

The rabbi trust is an IRS sanc�oned security device which is cost effec�ve and incredibly valuable to
par�cipants.  

Funding is prudent cash management and since most money in most plans are par�cipant deferrals, 
employers should be doing everything they can to protect it. 
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• Change of Heart: Even if  management does not change, but the
attitude of the leadership changes with respect to plan funding,
they cannot use the assets in the trust for anything other than
benefit payments from the plan.

However, a trust can be made available to creditors. In the case of
bankruptcy, it is possible for participants to forfeit some or all of their 
balances. Although the assets in the rabbi trust are not protected in a 
bankruptcy, there have been instances where a funded rabbi trust has 
facilitated more recovery during a bankruptcy situation.
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Variance in plan designs

If your plan doesn’t allow for some of the plan designs we have discussed here, if could be due to your 
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This material and the opinions voiced are for general information only and are not intended to provide 
specific advice or recommendations for any individual. To determine what is appropriate for you, please 
contact me directly or consult another qualified professional. 

The information is for informational purposes only and is not intended as a solicitation.

This material is intended for informational purposes only and should not be construed as legal or tax 
advice and is not intended to replace the advice of a qualified attorney, tax advisor, or plan provider.

Securities Offered Through M Holdings Securities, Inc. A Registered Broker/Dealer, Member FINRA/SIPC. 
Mullin Barens Sanford Financial is independently owned and operated.  

#3563828.1

mailto:john.sanford@mbsfin.com
mailto:nicko.burnett@mbsfin.com



