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DISCLAIMER 
 
This White Paper on Hedging vs. Funding NQDC Plan Liabilities (the “White Paper”) has been 

prepared by Atlas Financial Partners LLC (“AFP”). 

This White Paper does not purport to be all-inclusive or to contain all the information that an 

interested party may desire in pursuing the business opportunities described herein.  While the 

information herein is believed to be accurate, AFP makes no representations or warranties, 

expressed or implied, concerning this White Paper or any other written or oral communication 

transmitted or made available to any party.  No part of this material may be i) copied, photocopied 

or duplicated in any form, by any means, or ii) redistributed without AFP’s prior written consent. 

AFP does not provide accounting or tax advice to its clients.  All prospects and clients are strongly 

urged to consult with their accounting or tax advisors regarding any potential investment. 

Any trademarks used herein are the sole property of their respective owners. AFP expressly 

disclaims any and all liability which may be based on such information, errors therein or omissions 

therefrom.  Any recipient shall be entitled to rely solely on any such representations and warranties 

as may be made to it in any definitive agreement. 

Certain financial projections contained herein are based on AFP's estimates of future events.  

Although AFP believes such projections to be reasonable and realistic, all estimates, projections and 

other “forward looking” material involves significant elements of subjective judgment and analysis 

and AFP does not assume any responsibility for the validity, reasonableness, accuracy or 

completeness of such estimates.  The recipient is encouraged to conduct its own independent 

analysis of any estimates or projections contained in this White Paper. 

All non-tax related information contained in this White Paper is to be kept strictly confidential and 

is proprietary to AFP.  By receipt of this White Paper, the recipient agrees to preserve the 

confidentiality of the contents in this White Paper and not acknowledge or disclose to any third 

party confidential information concerning AFP including its business strategies and objectives.  

Upon receipt of notice from AFP, the recipient will promptly return all material received in 

connection with its review (including this White Paper) without retaining any copies or 

reproductions thereof. 

All inquiries or requests for additional information should be submitted or directed to AFP.  In 

furnishing this White Paper, AFP undertakes no obligation to provide the recipient with access to 

any additional information. 

The methods and products disclosed in this White Paper are covered by one or more of the 

following: United States Patent No. 6,766,303 issued July 20, 2004, United States Patent No. 

8,290,849, issued October 16, 2012, and/or pending U.S. patent applications.  
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I. SUMMARY 
 
There is often confusion amongst corporate managers between hedging an economic exposure and 

funding a future cash flow.  This is particularly true in the non-qualified deferred compensation 

(NQDC) market place where reputable benefit consultants have confused these two distinct 

concepts.  This paper highlights this issue and explains why to achieve optimal risk management it is 

important for plan sponsors of deferred compensation plans to bifurcate into separate decisions the 

funding and hedging of their NQDC Plan liabilities. 

� Benefits of NQDC Plans to Corporations and Shareholders:  NQDC Plans are an effective 

way to attract and retain talent.  They also expose participants to the debt side of a company’s 

balance sheet as all plan liabilities are subject to the claims of creditors – with or without 

funding.  Shareholders and Board Members like this because it focuses the attention of 

executives on the long term viability of a company – and not just on short-term equity returns. 

� Economic Value of NQDC Plans to Sponsors:  NQDC Plans can create economic value for 

a company.  By retaining the after-tax compensation that has been deferred by the executive, a 

company can invest these amounts back into its core business until NQDC Plan distributions 

occur.  The NQDC Plan typically then creates a positive economic value as the capital invested 

back into the company has a greater return than the NQDC liability reference investments. 

� P&L Impact of Market-Based NQDC Plans:  NQDC Plans create both economic and 

accounting volatility; changes in the value of the NQDC Plan liability appear as an operating 

expense on the employer’s income statement (above-the-line in Selling, General and 

Administrative expense, “SG&A”) and create volatility on the income statement. Companies 

may decide a highly-correlated offsetting hedge of the NQDC liability is prudent to offset these 

risks.   

� ERISA and Tax Implications:  While plan sponsors cannot formally set aside assets to fund 

NQDC Plan liabilities in any form of bankruptcy-remote manner, they can hold assets on their 

balance sheet that can informally-offset plan liabilities.  The returns of these assets typically 

match the returns of the notional investments selected by plan participants. Under current tax 

rules, formally funding plan liabilities would trigger constructive receipt and require current tax 

payment by the plan participants.  Both the tax regulations and the Plan documentation and 

shareholder approval anticipate that the plan participants will remain general creditors of the 

company.   

� Traditional Hedging/Funding Strategies:  Traditionally, companies have chosen one of 

three methods of addressing the market-based exposure related to the NQDC Plan liability:  

� leave the plan unfunded / unhedged, 

� hedge and informally fund their plan using taxable investments such as mutual funds.  

(In this case, investments in the funds need to generate returns that match or are 

highly-correlated to the returns of the selected notional investments.  Since returns 

on these investments are currently taxable, the plan sponsor typically must purchase 

investments equal to the current pre-tax liability.), or  



5 | P a g e                                                                                

� hedge and informally fund their plan using corporate-owned life insurance (COLI).  

(Under this scenario, since returns typically are not subject to tax, the plan sponsor 

need only buy COLI in an amount closely equal to the after-tax deferred 

compensation liability to be properly hedged.  However, the plan will not be fully 

“funded” in this case.  Many benefit consultants recommend fully funding the plan 

at the pre-tax deferred compensation liability arguing that the full amount of cash 

required to pay the benefit should be available in the fund in case the plan sponsor 

becomes bankrupt.  However, (i) fully funding requires a larger initial capital 

commitment than the additional capital generated by the after-tax deferral from the 

plan participant, (ii) a healthy plan sponsor generating income only requires an after-

tax withdrawal from the fund in order to pay benefits, and (iii) fully funding 

overhedges the P&L impact from the plan so that the funded amount in excess of 

the after-tax deferred compensation liability impacts earnings.) 

� The Potentially High Cost of Funding:  Informally funding an NQDC Plan by purchasing 

mutual funds or COLI is arguably expensive as these methods tie up capital that could be 

reinvested back into the company’s business.   

� Both methods use valuable balance sheet capacity for investments that are not 

directly related to the company’s core business.  

� Because earnings on these assets are usually lower than the cost of the capital, a large 

negative net present value is created by their purchase.   

� In addition, earnings on COLI and mutual funds are typically recorded below-the-

line in Other or Investment Income, not SG&A.   

� And, informally funding the liability with costly non-operating assets in an attempt to 

provide greater “benefit security” may be counter to the interests and intent of 

shareholders.  In addition, there may be less costly ways to informally fund a plan – 

such as using operating assets or a Letter of Credit (addressed in a separate paper in 

our Thought Leadership Series). 

� Confusing Funding with Hedging:  In spite of this, companies often elect to informally fund 

the liability solely because it desires to hedge the exposure and not for any other economic 

benefit.  In fact, if there were a means to hedge without funding the NQDC Plan liability, the 

company would likely prefer this alternative. 

� Disentangling Hedging from Funding:  There is no legal requirement that informal funding 

occur – or that any informal funding match the notional investments selected by the plan 

participants.  Later in this paper, we will address separating the two decisions in a manner that 

may best meet the needs of shareholders. 

� An Unfunded Hedging Strategy – Total Return Swaps:  A tax-efficient unfunded alternative 

means to hedge the liability exists: The Total Return Swap (TRS).  Rather than informally 

funding the NQDC Plan liabilities with direct investments like mutual funds or COLI, the TRS 

is unfunded while it hedges the market risk attributable to the NQDC Plan in a tax and 

accounting efficient manner.  



6 | P a g e                                                                                

� Using the TRS eliminates the need to tie up balance sheet capacity hedging the 

NQDC liability, enabling the company to invest the after-tax deferred compensation 

back into its core business. 

� Hedging an NQDC Plan with a TRS can greatly reduce the cost of offering the Plan 

and neutralize its potential financial volatility.  

� The TRS’s flexibility, unfunded nature and tax-deferred benefits permit the company 

to offer a high value NQDC Plan at a lower cost and with reduced risk. 

 

II. BACKGROUND 
 
HEDGING 

Hedging, the act of taking out a hedge, is a strategy designed to minimize risk.  A hedge usually takes 

the form of a transaction in one asset or liability intended to offset possible losses in another.  

Hedges can function as accounting hedges, economic hedges or both. 

FUNDING 

Funding, the act of setting aside corporate assets, usually cash, to meet the liquidity requirement 

related to a future obligation. 

WHY IS THERE CONFUSION IN THE MARKETPLACE BETWEEN HEDGING AND FUNDING? 

Some executive benefit consultants and plan advisors are incented to place assets in order to earn 

commissions (on both mutual funds and COLI).  Unlike qualified plans, there are few rules 

regarding the fees they charge for product placement.  As a result, they have a strong bias to advise 

companies to fund their NQDC Plan liability.  Independent benefit consultants generally have not 

considered unfunded hedging alternatives and have, on occasion, confused funding and hedging.  

Mercer recently suggested that hedging was the #1 reason to fund: 

“There are three basic reasons to finance deferred compensation plans: 

1) To hedge the volatility of the liability, 

2) To create a source of cash to pay benefits, and 

3) The company’s alternative cost of funds is low.1” 

WHY SHOULD COMPANIES FUND THE LIABILITY? 

As a result of a lack of objective advice or ignorance about alternatives, hedging the exposure is 

often mentioned as the reason to fund the NQDC Plan liability.   

Additionally, benefit security is frequently pointed to as a reason for funding the liability.  Assets 

may be set aside in a grantor trust (often called a Rabbi Trust) with covenants in place that state that 

                                                           
1 Financing Voluntary Nonqualified Deferred Compensation Plans, Janet M. Den Uyl, Mercer, Inc. New York, New York. 
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the assets will be used only for the benefit of plan participants.  However, these assets remain 

subject to the creditors of the company and are included on the plan sponsor’s balance sheet. 

These are not necessarily good reasons to tie up corporate capital in a non-operating asset.  As stated 

above, ERISA and tax regulations require that NQDC Plans not be formally funded by assets 

segregated from the company’s general assets.  Otherwise, the participants will be deemed to be in 

constructive receipt of the compensation and will be taxed currently.  And, the shareholder 

approved plan documents generally do not anticipate funding.  The after-tax cash technically is the 

company’s and not the participants’ money, and, if hedging is desired, there is a non-funded 

alternative available. 

WHY SHOULD COMPANIES HEDGE THE LIABILITY? 

Unhedged NQDC Plan liabilities expose the company to a number of risks.  NQDC Plan liabilities 

linked to the notional investment choices made by executives are marked-to-market on a quarterly 

basis.  Market fluctuations create volatility on the company’s income statement outside of their 

normal course of business.  This volatility is difficult to budget for and subjects the company’s 

income statement to the vagaries of the market. This can result in a company missing earnings, 

margin or compensation projections and require detailed explanations of executive compensation in 

financial statements and to analysts. 

THE TRS HEDGE ALTERNATIVE:  A HEDGE, BUT NOT A FUNDING TOOL 

A Total Return Swap (TRS) is an unfunded position economically equivalent to borrowing and 

investing in an asset.  The TRS is an over-the-counter, bilateral financial contract where the 

counterparties agree to exchange the total return of an asset or basket of assets for periodic cash 

flows, typically a floating interest rate such as LIBOR plus a spread. The TRS takes a completely 

different approach to managing the accounting and cost of a NQDC Plan liability. Rather than 

funding the NQDC Plan liability with direct investments or COLI, the TRS is an unfunded solution 

which eliminates the need to use expensive capital to effect the hedge. In addition, the TRS provides 

a highly correlated hedge with attractive tax and accounting treatment. 

Accounting Treatment:  The TRS is marked-to-market and directly offsets changes in the NQDC 

Plan liability on the income statement.  Companies are typically allowed under Statement of 

Financial Accounting Standards No. 133, Accounting for Derivative Instruments and Hedging 

Activities, to record gains and losses for the swap in the same income statement line item, 

“Compensation Expense”, as the changes in the NQDC Plan liability.  To the extent changes in the 

fair values of the TRS and the reference fund’s portion of the NQDC Plan liability offset, there will 

be no net effect on earnings. 

Accounting Geography:  Note, unlike mutual funds or COLI, a company typically records the TRS 

gains, losses and expenses above-the-line in SG&A. 
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Tax Treatment:  The TRS may be designated as a hedge for tax purposes and the tax on gains, losses 

and costs of the TRS will match the tax treatment of the NQDC Plan liability.  Specifically, the 

company can utilize the hedging rules under Treasury Reg. 1.1221-2(b)(2) and Section 1221(b)(2) of 

the Code to defer the taxable event for gains/losses attributable to the TRS until distributions are 

paid to participants under the NQDC Plan and deducted.  

Economic Impact:  The unfunded nature of the TRS means that the after-tax deferred 

compensation is available for use by the company to invest in its operations for the duration of the 

deferrals. If the cost of the TRS (typically a LIBOR-based rate plus a spread) is lower than the 

company’s WACC (the cost of the company’s capital) the TRS will create a positive NPV for the 

company. 

Funding Impact:  The NQDC Plan liability remains unfunded.  However, since the TRS is marked-

to-market for accounting purposes (which corresponds precisely to the accounting treatment of the 

NQDC Plan liability) it is possible to perfectly match increases and decreases of the Plan liability 

with zero tracking error.  Additionally, since the TRS is settled regularly (e.g. monthly) the company 

receives cash equal to the appreciation in the NQDC Plan liability. 

The TRS is a highly effective and economic option for hedging NQDC plan liabilities. Rather than 

funding the NQDC Plan liability with the same or similar direct investments, the TRS hedges the 

market risk in a tax-effective way and eliminates the need to use expensive capital.  By using a bank 

counterparty’s balance sheet, a company can effectively hedge its NQDC Plan liability without 

funding it.   

� Converts the cost of the Plan to a borrowing rate, and not linked to equity performance. 

� Flexibility permits the company to: 

� Initiate and cancel the TRS at its discretion without upsetting the tax treatment of 

the hedge 

� Add and remove funds with ease 

� Hedge funds managed by the company, non-public funds (alternative investments) 

and offshore and non-USD denominated funds 

� The TRS can be structured as a perfect hedge with no tracking error: 

� TRS is marked-to-market for accounting purposes, which corresponds precisely to 

the accounting treatment of NQDC Plan liability 

� A company typically records the TRS gains, losses and expenses above-the-line in 

SG&A 

� The timing of taxation of TRS gains is aligned with the timing of the tax deduction 

for company distributions. 

Most importantly, the unfunded nature of the TRS means that the after-tax deferred compensation 

is available for use by the company to invest for the duration of the deferrals. Hedging a NQDC 

plan with a TRS reduces the cost of offering the plan, neutralizes its potential financial volatility and 

permits the company to provide its executives and key employees with a powerful incentive without 
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diluting shareholders.  The TRS’s flexible, unfunded nature and tax-deferred benefit, permit the 

company to offer a high value NQDC plan at the lowest (and perhaps even negative) cost with 

reduced risk to the company. 

ILLUSTRATIVE EXAMPLE 

Assume a company’s employees defer $100mm, which is allocated to a range of hypothetical 

notional mutual fund investments available for election under the plan. The company hedges the 

plan with a $100mm swap at a rate of 1-month LIBOR plus a spread of 100 bps, which equals 

approximately 1.25% annually.  (Note: the spread includes the cost of administering the TRS and 

may be less depending on the size of the notional and the underlying TRS indices.)  For simplicity, 

also assume no further deferrals during, or any distributions prior to the end of, the 10- and 40-year 

deferral terms.  Also assume that the weighted average annual return credited to the plan’s liability is 

7.0%, the company’s weighted average cost of capital (WACC, see Appendix B) is 10.0% and the 

company’s marginal income tax rate is 35.0%.  The all-in costs of COLI are assumed to be 

approximately 125bps per annum of the funded amount, resulting in a net earnings rate of 5.75%, 

no upfront premium load, and a maturity consistent with a structure that is redeemable only upon 

death of the insureds. 

As a result of the deferral, the company’s taxable earnings increase by $100mm, on which it will pay 

$35mm in taxes, creating $65mm of cash for other uses. At the end of the deferral period, the 

company will pay participants the $100mm plus credited returns (or losses) and will take a tax 

deduction on the total amount paid. The $65mm is invested and earns the WACC throughout the 

deferral period. 

FIGURE 1:  SUMMARY RESULTS OF NQDC HEDGING ALTERNATIVES 

 

The net present value, calculated on a discounted cash flows basis, over 10 and 40 years of offering 

the NQDC Plan and (a) leaving it unfunded and unhedged, funding and hedging with mutual funds 

or COLI, and hedging with the TRS are depicted above.  The sources of the net present value over 

10 years are: 

FIGURE 2:  10 YEAR NPV ATTRIBUTION ANALYSIS 

Gain / Loss

NQDC Plan Hedge Total

10 Year Deferral Period:

Unfunded / Unhedged $15,702,570 $0 $15,702,570

Taxable Mutual Fund Investments $15,702,570 ($47,805,586) ($32,103,016)

NQDC Total Return Swap™ Solution $15,702,570 $37,842,155 $53,544,725

40 Year Deferral Period:

Unfunded / Unhedged $43,494,128 $0 $43,494,128

Taxable Mutual Fund Investments $43,494,128 ($132,415,414) ($88,921,286)

Corporate-Owned Life Insurance (COLI) $43,494,128 ($64,513,414) ($21,019,286)

NQDC Total Return Swap™ Solution $43,494,128 $104,817,974 $148,312,102
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III. CONCLUSION 
 
Plan sponsors of deferred compensation plans must bifurcate the funding and hedging decisions 

related to their NQDC Plan liabilities. 

� NQDC Plans create both economic and accounting volatility; changes in the value of the 

NQDC Plan liability appear as an operating expense on the employer’s income statement 

(above-the-line in Selling, General and Administrative expense, “SG&A”) and create volatility on 

the income statement.  

� Unhedged NQDC Plan liabilities expose the company to a number of risks.  NQDC Plan 

liabilities are marked-to-market on a quarterly basis with market fluctuations creating volatility 

on the company’s income statement outside of its normal course of business.  This volatility is 

difficult to budget for and subjects the company’s income statement to the vagaries of the 

market. Companies may decide a hedge of the NQDC liability is prudent to offset these risks.  

� Traditionally, companies have chosen to address this exposure by either leaving the plan 

unfunded / unhedged or by hedging and informally funding their plan using taxable investments 

or corporate-owned life insurance. 

� Tax regulations do not allow for formally funding NQDC Plans.  Formally funding plan 

liabilities triggers constructive receipt and requires current tax payment by the employee.  The 

Tax Code, Plan documentation and shareholder approval anticipate that the plan participants 

will remain general creditors of the company.   

� Informally funding an NQDC Plan by purchasing mutual funds or COLI is expensive as these 

methods tie up capital that could be reinvested back into the company’s business.   

� Use balance sheet capacity for investments that are not directly related to the 

company’s core business  

� Creates a large negative net present value   

Unfunded /  Taxable Mutual NQDC Total Return 

Unhedged Fund Investments Swap™ Solution

NQDC Program: $15,702,570 $15,702,570 $15,702,570

Hedge:

Gain / (Loss) from Hedge / Investment $0 $37,287,872 $59,119,466

Cost of Hedge $0 ($61,445,671) ($10,557,047)

Pre-Tax Gain / (Loss) of Hedge $0 ($24,157,799) $48,562,418

Taxes $0 ($23,647,786) ($10,720,263)

Total Gain / (Loss) Hedge: $0 ($47,805,586) $37,842,155

Total: $15,702,570 ($32,103,016) $53,544,725
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� Earnings on COLI and mutual funds are recorded below-the-line in Other or 

Investment Income, not SG&A   

� Informally funding the liability to provide “benefit security” is counter to the 

interests of shareholders 

� In spite of this, companies often elect to informally fund the liability solely because they desire 

to hedge the exposure.  However, a tax-efficient unfunded alternative means to hedge the 

liability exists: The Total Return Swap (TRS).  Using the TRS eliminates the need to tie up 

balance sheet capacity hedging the NQDC liability, enabling the company to invest the after-tax 

deferred compensation back into its core business. 

� Using the TRS permits the company to offer a high-value NQDC Plan at lower cost and 

reduced risk: 

� Mitigates Market-Based Risk and Income Statement Volatility 

� Creates Economic Gains and Reduces the Cost of the NQDC Plan 

� Eliminates Highly Visible Swings in Compensation Expense 

� Enhances Tax Efficiency 

� Offers Maximum Flexibility of Investment Options Offered to Participants 

� Eases Administration 

� This results in favorable advantages when compared to other hedging alternatives: 

 

 TRS 
Hedge 

No 
Hedge COLI 

Mutual 
Funds 

Creates Liquidity � �   

Economic Value 
(positive cash flows, earnings & low 
cost) 

�    

Optimizes Capital Structure � �   

Potential Tax Benefits �  �  

Minimizes Income 
Statement Volatility 
and/or Tracking Error 

�  � � 

Ease of Administration � �   
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IV. APPENDIX A – ADDITIONAL INFORMATION  
 
WHAT ARE THE TRADITIONAL METHODS USED TO HEDGE NQDC PLANS? 

Traditionally, companies have chosen one of three methods of dealing with these liabilities: (A) leave 

its plan unfunded / unhedged, (B) informally fund their NQDC Plan using taxable investments (i.e. 

mutual funds), or (C) informally fund their plan using corporate-owned life insurance (COLI).  See 

Appendix A for details. 

Unhedged (and Unfunded) 

The market exposure is unhedged and NQDC Plan distributions are paid from company cash flow. 

Accounting and Tax Treatment:  Standard accounting and tax treatment for NQDC Plans. 

Economic Impact:  The NQDC Plan liability will result in a positive long-term cash flow impact as 

well as a positive financial impact as the company's WACC (see below) likely exceeds the plan 

returns. 

Funding Impact:  The NQDC Plan liability is unfunded and company funds distributions as they 

occur. 

Hedged with Taxable Investments (Mutual Funds) 

The NQDC Plan liability is hedged by the company purchasing taxable investments like mutual 

funds which also may informally pre-fund the NQDC Plan liability. 

Accounting Treatment:  Under FAS 115, the investments are generally categorized as Trading 

Securities, debt and equity securities bought and held principally for the purpose of selling them in 

the near future, and are reported at fair value with realized and unrealized gains and losses included 

in Investment or Other Income. 

Accounting Geography:  Note, unlike NQDC Plan accounting, income or earnings on mutual funds 

are typically recorded below-the-line in Other Comprehensive Income ("OCI") or Investment 

Income. 

Tax Treatment:  If a company purchases mutual funds, realized investment earnings are currently 

taxable to the company. These investments earn dividends and interest and the company will be 

taxed on those amounts as received. 

Economic Impact:  Hedging using taxable investments is expensive for two reasons. First, this 

method uses scarce balance sheet capacity for investments that are not directly related to the 

company's core businesses. Second, the promise to the employee is credited with tax deferred 

earnings while the hedge investments are subject to current taxation on realized gains and income as 
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incurred on the investments. This tax drag is a direct and significant out-of-pocket cost to the 

company. 

Funding Impact:  Taxable investments are held on the company's balance sheet to informally fund 

the NQDC Plan liability. 

Hedged with Corporate-Owned Life Insurance (COLI) 

To avoid the tax on investments, companies have used Corporate Owned Life Insurance (COLI) to 

hedge their NQDC Plan liability. COLI is life insurance purchased on the company's employees' 

lives where the company is the sole owner and beneficiary of the life insurance. COLI can be viewed 

as an investment contract with a life insurance wrapper. 

Accounting Treatment:  Under FASB Technical Bulletin 85-4, COLI is reported on the company's 

balance sheet at the cash surrender value.  Once the cash surrender value of the COLI exceeds the 

premiums paid, the company will record the increase as revenue in Other Income on its income 

statement. 

Tax Treatment:  The growth in the COLI value is tax-deferred, the basis can be withdrawn tax-free, 

and death benefit receipts are tax-free. 

Accounting Geography:  Note, unlike NQDC Plan accounting, income from COLI is typically 

recorded below-the-line in OCI or Investment Income. 

Economic Impact:  Similar to informally funding with taxable investments, COLI consumes capital 

that could otherwise be invested in the company's core businesses. Accordingly, the opportunity 

cost of this hedging approach is high and the capital intensity of the hedge can make the plan 

expensive to offer under most cost of capital scenarios.  Additionally, COLI has costs and charges 

generally in excess of mutual funds which results in much of the tax benefit being lost due to these 

charges. 

Funding Impact: COLI is held on the company's balance sheet to informally fund the NQDC Plan 

liability. However, unlike mutual funds, COLI is relatively illiquid. 

Additionally, as a hedge of NQDC Plan liabilities that are diversified across a range of funds, COLI 

has a number of notable limitations: 

COLI is a long-term investment, the full benefit of the policy is only realized when death benefits 

are paid. A NQDC Plan liability has a shorter duration, typically from 5 to 20 years. It is conceivable 

that a company will continue to carry COLI on its balance sheet for many years after all NQDC 

Plan liabilities are met and will, at that point, be exposed to fluctuations in the value of the COLI 

assets. 
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The life insurance component of the COLI policy is not free. The company will typically need to pay 

up-front premium loads and on-going asset-based fees to finance the death benefit and other policy-

related expenses. 

The costs of COLI are difficult to predict. On-going insurance-related charges are dependent on a 

number of factors such as the demographics of the group and indirectly, the performance of the 

assets inside the policy. Performance below expectations will increase the cost of the death benefit 

because the cost of insurance is dependent upon both the difference between the aggregate death 

benefit less the cash value of the policy as well as the demographics of the population insured. 

Financial services firms who include their own funds within their NQDC Plan options will be 

limited or even precluded from doing so within the COLI due to insurance regulations.  

USE OF RABBI TRUSTS 

Rabbi Trusts are usually irrevocable grantor trusts which are often used to hold assets set aside to 

aid a company in meeting its NQDC Plan liabilities. The term comes from a ruling by the Internal 

Revenue Service involving a rabbi whose congregation had made contributions to such a trust for 

his benefit. Rabbi Trusts are considered grantor trusts, in which income is taxed to the grantor or 

employer. The employer receives no deduction for payments to the trust but receives a deduction 

when the trust pays funds to the employee. A Rabbi Trust may protect the employee's benefits from 

some Company hazards, but not, as many believe, from insolvency or bankruptcy. 

Rabbi Trusts are used to set aside corporate assets for the benefit of participants in an NQDC Plan. 

Under these arrangements, covenants are made with a trustee who specify that any assets held in the 

trust will be used for the benefit of plan participants. However, the assets remain as assets of the 

corporation for tax and accounting purposes. Rabbi Trusts generate no tax benefits and assets of the 

trusts remain assets of the Company for corporate credit purposes. Trusts may protect participants 

in the event of a Company's change of heart, for example, as may happen in a change of control. 

Additionally, Rabbi Trusts do not change NQDC Plan economics.  In the event of the company 

entering bankruptcy, the assets in the trust are subject to the claims of all general unsecured creditors 

of the employer and plan participants have no greater claim on the assets. 

In spite of these shortcomings and in contrast to shareholder interests, senior management at many 

companies have elected to fund Rabbi Trusts with either mutual funds or COLI to improve their 

benefit security.  As will be noted below, this is a very expensive decision for the shareholders with 

little real benefit to the participants. 

Instead of merely a book entry, generally Company assets are transferred (usually irrevocably, 

meaning that the employer must give up all rights to the assets and may not terminate the trust) to a 

trustee who has a duty to pay benefits to the employee at the time designated for distribution. 
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V. APPENDIX B – DEFINITIONS  
 
DISCOUNTED CASHFLOW ANALYSIS AND WEIGHTED AVERAGE COST OF  

CAPITAL (WACC) 

WACC Defined:  A calculation of a firm's cost of capital in which each category of capital is 

proportionately weighted.  All capital sources - common stock, preferred stock, bonds and any other 

long-term debt - are included in a WACC calculation.  Broadly speaking, a company's assets are 

financed by debt and equity. WACC is the average of the costs of these sources of financing, each of 

which is weighted by its respective use in the given situation. By taking a weighted average, we can 

see how much interest the company has to pay for every dollar it finances. 

A firm's WACC is the overall required return on the firm as a whole and, as such, it is often used 

internally by company directors to determine the economic feasibility of expansionary opportunities 

and mergers. It is the appropriate discount rate to use for cash flows with risk that is similar to that 

of the overall firm.   

The WACC equation is the cost of each capital component multiplied by its proportional weight and 

then summing: 

 

Where: 

Re = cost of equity 

Rd = cost of debt 

E = market value of the firm's equity 

D = market value of the firm's debt 

V = E + D 

E/V = percentage of financing that is equity 

D/V = percentage of financing that is debt 

Tc = corporate tax rate 

Businesses often discount cash flows at its WACC to determine the Net Present Value (NPV) of a 

project.  Because the hedging of NQDC Plan liabilities is a long-term requirement, the WACC is the 

appropriate discount rate to use. 
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