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Attract the great people your 
business needs to succeed 
Your company’s success depends on your ability to attract the most talented 
employees you can. Once you find them, you need to keep them from leaving 
for a better offer.

That’s why we created this guide for you. It will explain how a nonqualified 
deferred compensation plan can help your business succeed. Here’s a summary 
of what it covers:

Why qualified plans may not be enough 	  3

How nonqualified deferred compensation plans help 	  6

Your plan design options 	  11

Plan financing options 	  14

How a third-party administrator can help 	  19

How Nationwide® makes this easier for you 	  22

Let’s get started. 
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Why qualified plans 
may not be enough
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Qualified plans might not be enough for you or your 
key employees
With a qualified plan such as a 401(k), you have a great way to help the majority of your employees 
prepare for retirement. They can save pretax compensation and let it potentially grow tax deferred 
until they need it for retirement. But a qualified plan might not fully prepare you and your key 
employees for retirement.

The percentage of income deferred decreases as income increases

For your business

Minimum coverage rules1

Nondiscrimination requirements

Top-heavy testing

For your key employees

Contribution limits 

10% penalty tax on withdrawals prior to age 59½   

Required minimum distributions

As you reward your key employees and their salary levels increase, the percentage of compensation 
that they can defer into a qualified plan rapidly decreases.

•	Someone with a $100,000 salary who contributes the $19,500 maximum into a 
401(k) plan is saving a respectable 19.5% of compensation for retirement

•	But someone with a $350,000 salary who makes that same $19,500 maximum contribution is 
saving only a little over 5% of compensation

To make matters worse, is that nondiscrimination testing for the 401(k) plan may even prevent your 
highly compensated employees from contributing the maximum amount otherwise permitted. 

1 Generally, at least 70% of all non-highly compensated employees must participate in the qualified plan  
(IRC Section 410(b), 1986, as revised).

See alt text Page 4 on last pages
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Qualified plan contribution limits for 2021

401(k) deferrals •	 $19,500 maximum employee deferral 

•	 $6,500 catch-up contribution (if age 50 or older)

SEP IRA •	$58,000 or 25% of compensation, whichever is less, 
maximum employer contribution

•	$19,500 or 25% of compensation, whichever is less,  
maximum employee elective deferral plus $6,500 catch-up 
contribution (if age 50 or older) for SARSEP participants

SIMPLE 401(k) •	$13,500 maximum employee deferral 

•	$3,000 catch-up contribution (if age 50 or older)

Defined contribution and 
defined benefit plans

•	$58,000 annual contribution limit (including  
employee deferrals)

•	$230,000 maximum annual benefit payout from  
defined benefit plans

•	$285,000 eligible compensation limit

Nationwide and its representatives do not give legal or tax advice. Please consult with your attorney 
or tax advisor for answers to specific questions. 
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How nonqualified deferred  
compensation plans help
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A nonqualified deferred compensation plan can help you do 
much more 
The Employee Retirement Income Security Act (ERISA) includes what is called the “top hat 
exemption,” which requires that a plan is unfunded and maintained primarily to offer deferred 
compensation to a select group of managers or highly compensated employees. Your nonqualified 
deferred compensation plan allows your employees to supplement their retirement savings 
bydeferring some or all of their current compensation into it — before taxes. 

Potential advantages and disadvantages for your key employees

Advantages

They can save more for retirement. This is in addition 
to what they defer into a qualified plan, and there aren’t 
any contribution limits.  

They may reduce their current taxable income. 
Deferrals are pretax, so they can delay paying taxes on 
more of their current compensation.

Their savings grow tax deferred. This increases the 
potential to grow, because taxes aren’t reducing their 
savings every year.

They may increase their retirement income. All of this 
works together and creates the potential for more 
income when they retire. 

Disadvantages

They’re relying on the stability of their 
employer. If the employer becomes 
insolvent, participants could lose some 
or all of their benefits.

They can’t change deferral elections 
midyear. Their elections are irrevocable 
during the year and can be changed 
only at annual enrollment.

Distributions are subject to income 
tax. Income tax will be payable when 
employees receive distributions.

Potential advantages and disadvantages for your business

Advantages

You can attract the talent you need. Offering more 
than just the normal benefits and addressing key 
employees’ unique concerns can encourage them to 
consider your company.

You can give them incentive to stay. For any amounts 
the company credits to employees’ accounts, you can 
apply a vesting schedule. 

You choose who gets to participate. Unlike a qualified 
plan, you don’t have to offer it to everyone. 

You have flexibility in funding it. You can use your 
employees’ deferred amounts or company cash to 
informally fund the plan.

You own and control the assets. This gives you more 
flexibility when it comes to financing the plan.

Disadvantages

You don’t get an immediate tax 
deduction. The company takes an 
income tax deduction later when it 
makes distributions to employees.

You must maintain records. 
Nonqualified deferred compensation 
plans require a plan document and 
ongoing administration.
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Let’s take a closer look at the impact on highly compensated employees’ (HCE) 
retirement income 

The example below illustrates how nonqualified deferred compensation (NQDC) plan can help HCEs 
fill their retirement savings gap compared to rank-and-file employees without an NQDC plan. The 
three HCEs are able to contribute to their NQDC plan to reach an approximate replacement ratio of 
80%. If this plan had not been made available, these employees would be able to reach replacement 
ratios of only 55%, 30% and 17%, respectively. Sure, they could make up the gap by investing their 
after-tax dollars in other retirement savings vehicles, but they would probably be subject to taxable 
gains each year on their investments.

Rank-and-file 
employee Highly compensated employees2

Annual compensation $100,000 $150,000 $275,000 $500,000

401(k) annual deferral $19,500 $19,500 $19,500 $19,500

Projected balance in 20 years $677,025 677,025 677,025 677,025

Estimated pretax annual 
payment for 20 years

$51,739 $51,739 $51,739 $51,739

Estimated annual Social 
Security benefit at full 
retirement age3

$26,688 $36,132 $36,132 $36,132

Total estimated pretax  
annual payment

$78,427 $87,871 $87,871 $87,871

Approximate post-retirement 
income replacement ratio 
without NQDC

80% 59% 32% 18%

NQDC plan annual deferral  N/A $12,000 $50,000 $118,000

NQDC projected balance  
in 20 years

 N/A $416,631 $1,735,963 $4,096,872

Estimated pretax annual 
payment for 20 years

 N/A $31,840 $132,665 $313,089

Total estimated pretax annual 
payment with NQDC

$78,427 $119,711 $220,536 $400,960

Approximate post-retirement 
income replacement ratio  
with NQDC

80% 80% 80% 80%

2 Each account is assumed to earn 5% annually on deferrals and balances
3 This is based on current law and income thresholds. Figures are approximate in nature.
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See how a nonqualified deferred compensation plan works

Your company and the employee enter into a legal agreement  
that defines the plan’s features, benefits and requirements.

The employee elects to defer a specific dollar amount or percentage  
of future compensation and chooses how those deferrals should be  

allocated among a variety of deemed investment choices.  

Your company may make matching contributions based on  
a formula or discretionary contributions as outlined in the agreement.

All contributions are credited to the employee’s deferred compensation  
account, along with any gains or losses.

The employee takes distributions to supplement retirement income,  
and your company then takes a tax deduction.  
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Remember these important points:

About taxes

•	Your company takes an income tax deduction when it distributes 
money to the employees

•	Your employees pay income taxes at ordinary rates when they 
 receive the distributions (employment taxes are due when amounts 
are deferred or vested)

About ownership

•	 �Your company, or potentially a trust, owns any assets that offset the 
liability established by the plan, and the assets are subject to the 
claims of your company’s creditors

•	Your employees have no ownership rights in the plan assets and 
become general, unsecured creditors of your company with respect 
to the benefits you owe them under the plan

About earnings 

•	Your employees bear the risk that deferred amounts will not be 
credited with earnings and that they may lose principal

Variable products are sold by prospectus. Consider the investment 
objectives, risks, charges and expenses. The product and underlying 
fund prospectuses contain this and other important information. 
Investors should read them carefully before investing. To request a copy, 
go to nationwide.com/prospectus or call 1-800-848-6331.
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Your plan design options
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You have flexibility in how you design your plan
Your nonqualified deferred compensation plan must fit your company’s needs, so let’s look at some 
ways we can help you customize it. 

Plan options Details

Plan eligibility You decide who can participate in the plan. It can include full-time 
employees, part-time ones or even independent contractors, provided 
they are part of a top-hat group.

Employee  
deferrals

You may let your employees defer up to 100% of compensation, which 
can include:

•	Base salary
•	Commissions
•	Annual bonuses
•	Long-term incentives
•	Performance-based compensation

You may also limit deferrals to less than 100% and exclude certain types 
of compensation.

Employer  
deferrals

Your company may credit amounts on behalf of the employees, such as:

•	Matching components similar to what is offered in  
the company’s 401(k)

•	Discretionary contributions based on:

	– Performance
	– Percentage of salary
	– Flat dollar amount or a determined combination 
	– Hybrid (for example, performance combined with a percentage or 
dollar amount)

You may make these on a discretionary basis and decide whether an 
employee can make voluntary deferral contributions.

Plan deferral cycle Employees make annual elections for base salary deferrals during annual 
enrollment prior to the beginning of the year in which they earn the 
income. They make elections for performance-based compensation 
no later than six months before the end of the performance period. 
(Performance-based compensation is compensation earned during 
a period of not less than 12 consecutive months that is contingent 
upon written criteria established within 90 days of the start of the 
performance period.)
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Plan options Details

Crediting earnings, 
gains and losses

Employees’ accounts are credited with earnings and losses based on their 
elections from among a broad range of options chosen by the company.

Vesting schedule Employee deferrals are always 100% vested, but company contributions 
may vest in a number of ways:

•	 100% vesting
•	Cliff vesting
•	Graded vesting
•	Custom vesting

You may also base the vesting on length of employment,  
age and/or contribution dates.

Plan distributions Your employees may receive distributions under the  
following circumstances:

•	 �Separation from service (voluntary or involuntary)
•	Death or disability
•	An unforeseeable emergency
•	At a specified time prior to separation from service
•	A change in control of your company

Distribution options Employees may elect to receive benefit payments in a lump sum or 
annual installments. 

Rabbi trust You may want to place the assets that informally fund the plan in a rabbi 
trust. This may make your employees feel more comfortable, because 
assets held by the trust can be used only to pay plan distributions to 
employees. However, any assets held by the trust are subject to claims of 
the company’s creditors in the event of insolvency or bankruptcy.

Any investment purchased by the company for purposes of informal funding is a general asset of 
the company and may not be specifically tied to any employee benefit. Any income received by 
the employee from the deferred compensation plan will be taxed as ordinary income at the time 
it is received. The company will receive a tax deduction when the employee receives distributions 
from the plan, not when income is deferred. Nonqualified deferred compensation plans involve 
less administration and fewer funding requirements than qualified plans. If informally funded with 
corporate-owned life insurance (COLI), the death benefit is paid directly to the company (or the  
trust, if applicable). All deferrals are assets of the company and are subject to the claims of the 
company’s creditors. 



14

Plan financing options
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You have several plan financing options
The benefits you’ll pay to employees under the nonqualified deferred compensation plan are 
considered an unfunded company liability. The company promises to pay benefits in the future, 
and you can do that out of current cash flow when payments are due. As a result, you have several 
financing options.

Unfinanced

You don’t have to set aside assets or finance the future benefit payments. Instead, deferrals into the 
plan remain company assets that you can use for day-to-day operations. When employees are due 
benefits in the future, you can pay them out of company assets.

Disadvantages

•	 �Future benefit payments may be a strain on 
future operations

•	 �Employees may see this as an  
added risk

•	No asset is established to offset the profit 
and loss statement impact  
associated with the plan

Taxable investments

You could invest deferrals into taxable investments such as mutual funds. That’s one way to match an 
asset with the liability you’re accruing because of the employee deferrals.

Advantages

•	Professional money management

•	A wide array of investment options 

•	Simple to implement

Disadvantages

•	 ��Taxable investments such as mutual funds 
may have taxable distributions such as 
dividends and long-term capital gains; gains 
on the sale of the investments will be taxable

•	 �Lack of alignment of the accounting 
treatment with the plan (i.e., mark to 
market) can result in adverse profit and loss 
statement impact

•	 Increased cash flow costs to pay taxes 
incurred on investment earnings with no 
potential for long-term cost recovery

Advantages

•	Deferrals provide a source of cash for  
current business operations
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Corporate-owned life insurance (COLI) 

Although the main reason to purchase life insurance is obtain death benefit protection, in this 
arrangement, your company uses deferrals to pay premiums on corporate-owned life insurance 
policies. The policies insure the key employees and provide a stream of income during their lifetime.

Advantages

•	Tax-deferred policy gains — increases in the 
policy cash value aren’t taxed

•	 �Tax-free death benefits — your company 
receives the death benefits tax free and can 
use them to offset plan costs

•	Variable universal life offers a wide array  
of investment options from well-known  
fund families

•	 �Distributions can be received income  
tax-free via policy loans and withdrawals  
up to basis

•	 �Mark to market (i.e., fair value) accounting 
treatment aligns with the accounting of the 
liability associated with the plan

Disadvantages

•	Some plan designs may not qualify for 
guaranteed issue underwriting, so there  
is the potential for medical underwriting  

•	 �Life insurance has fees and charges 
associated with it, including costs of 
insurance that vary with the sex, health,  
age and tobacco use of the insured, as  
well as underlying fund charges  
and expenses

•	 �Investment losses cannot be deducted

In this guide, Nationwide assumes that variable life insurance is purchased on a select employee or 
group of employees for the strategy. Life insurance has fees and charges that vary with sex, health, age 
and tobacco use. Riders that customize a policy to fit individual needs usually carry additional charges.

Variable life is a type of permanent life insurance protection that features access to tax-deferred cash 
values and flexible payments. The cash value relies on market participation. The policy value goes up or 
down based on the performance of underlying investment options.

Underlying investment options are not publicly traded mutual funds, nor are they available to the gen-
eral public. They are available only through variable annuity or life insurance policies issued by life insur-
ance companies. Investing involves risk, including the possible loss of principal, and market volatility can 
lead to the need for additional premium in the policy. 
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Comparing your financing options

Unfinanced Taxable investments
Corporate-owned life 

insurance

Plan liability 
matching

Wide array of 
investment options

Professional 
money management

Plan cost recovery

Tax-deferred gains

Tax-free death 
benefit

Preferential 
accounting treatment4

Variable products are sold by prospectus. Carefully consider the investment objectives, risks, 
charges and expenses. The product and underlying fund prospectuses contain this and other 
important information. Investors should read them carefully before investing. To request a copy, 
go to nationwide.com/prospectus or call 1-800-848-6331. 

4 Preferential accounting treatment assumes a tax-paying C corporation: The annual cash surrender value increase of 
corporate-owned life insurance is recorded as income on the income statement and is treated differently than taxable 
investments under Accounting Standards Codification (ASC) 320 (formerly FAS 115). Under ASC 320, securities are 
considered “available-for-sale” securities and are reported at fair value with unrealized gains, net of deferred taxes, reported 
in a separate component of shareholders’ equity.
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Let’s take a look at a hypothetical comparison between informally funding the 
plan with taxable securities versus COLI

The example below illustrates how a portfolio informally funded with COLI can earn a higher net yield 
for the business when compared to a portfolio funded with taxable securities earning the same gross 
rate of return. It is important to note that income associated with death proceeds is not taken into 
consideration in this example. 

7%

Taxable security 
portfolio 

(This assumes a 
30% tax rate) 

Income tax and 
expenses 2.10%

7%

Nontaxable 
portfolio informally 
funded with COLI

Net yield 
differential: 

0.60%

Yield net of  
investment 

management  
fee (IMF)

COLI expenses 
1.50%

Net yield:  

5.50%
Net yield:  

4.90%

See alt text Page 18 on last page
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How a third-party  
administrator can help
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If you have chosen to utilize a financing option, it is important that the plan is 
informally funded

A nonqualified plan is an unfunded and unsecured contractual obligation (liability) to pay a future 
benefit. Unlike qualified plans, nonqualified plans cannot be formally funded via segregated 
trust assets. As a result, businesses must maintain the assets and benefit liabilities as separate 
components. Let’s take a look at how informal funding works.

No direct financing offset may occur on the balance sheet  
in order to maintain tax advantages.

 For illustration purposes only, we used a graphic wall below:

Asset
Example of informal funding vehicle:

 COLI 
 

Taxable investments such as 
 mutual funds and securities

Liability
Deferred compensation account  
(participant account balances)

While this may seem complex, a third-party administrator (TPA) can help alleviate many concerns of 
the business by handling services on both the asset and liability sides.

Services for Informal funding

•	Conducting request for proposal if 
rabbi trust is desired

•	Obtaining consents to insure,  
if applicable

•	 Invoicing for contribution amounts

•	Reallocating assets to  
mirror plan liability

•	Facilitating distributions to  
fund plan benefits

•	Tracking Social Security searches for 
terminated employee mortality

Services for NQDC plan services

•	Creating plan document

•	Managing enrollment

•	Providing plan information website  
for participants and plan sponsor

•	Tracking daily account balances

•	Allocating deferrals and  
investment earnings

•	Tracking vesting

•	Tracking benefit payments
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Now it’s time for next steps, including implementation

Below is a step-by-step look, including ways in which a TPA can help. Throughout the process, 
Nationwide works closely with the TPA to ensure a smooth and transparent process.

Due diligence

•	Provide Nationwide with census of potentially eligible employees

•	Review funding options

•	Select third-party administrator

Plan  
establishment

•	Finalize plan design and eligible group

•	Determine informal funding strategy

•	Execute plan document

Implementation  
and enrollment

•	Communicate plan to eligible employees

•	TPA builds participant and corporate websites

•	Set up payroll feeds with TPA

•	Enroll the plan and obtain consent to insureds, if applicable

Ongoing  
administration

•	Participants begin deferring income

•	Funding contributions are made

•	Ongoing administration services provided by TPA

1

2

3

4
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How Nationwide® makes this easier for you
We’re serious about helping you find solutions for your business. That’s why we’ve dedicated more 
than 50 professionals to the task. It’s also why we’ve been able to establish Nationwide as a leader in 
the business life insurance market. So take advantage of our experience and everything else we can 
offer you:

Product pricing designed  
for your needs 

As part of our focus on creating solutions 
that fit your business, our life insurance 
products are priced specifically for use in 
the business life insurance market.

Preferred group underwriting

In many cases, we can offer either 
guaranteed-issue or simplified-issue 
underwriting, which does not require the 
medical underwriting that an individual life 
insurance policy does. We’ll let you know 
early in the process what we can offer in 
your particular situation. 

Smooth implementation

We’ll provide and review all the necessary 
forms to ensure that your life insurance 
applications get off to a smooth start.

Reliable administration  
and support

We’ll provide you with periodic reports, 
and our customer service specialists are 
ready to answer your questions.
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Unwavering dedication to the business life insurance market

Nationwide has been a market leader for over 20 years. We currently serve over 1,000 businesses 
with business life insurance and help them meet their goals.

Over

$21 billion
in business life  

insurance assets5

36% share 

of the business  
life insurance market6

Our financial strength is reassuring

It’s important for you to know that we’ll be there when you need us. That’s one reason we’ve worked 
so hard to establish:

•	Diversified sources of earnings and cash flow

•	A strong balance sheet

•	A sound and disciplined investment policy

•	A long history of maintaining a quality investment portfolio

We take pride in our financial strength, the reassurance it can provide for your business and the 
ratings that reflect how we’re doing:

A+
“Superior”

AM Best
Received 10/17/2002
Affirmed 12/17/2019

A1
“Good”
Moody’s

Received 3/10/2009
Affirmed 5/27/2020

A+
“Strong”

Standard & Poor’s
Received 12/22/2008
Affirmed 6/23/2020

5 Nationwide’s Policy Administrative System as of Jan. 1, 2020.
6 “2018 IBIS Associates COLI Survey Report” (February 2019).
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Nationwide is on your side

Let us help you recruit, reward and retain the best 
people for your business.
Many of the employees at your company may need to save more for retirement. 
If you can help them, you’re bound to increase their loyalty to you. Talk to 
your financial professional today and find out whether a nonqualified deferred 
compensation plan is the right way to do it.
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