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You are an executive in a family-owned business and you have been planning for retirement. Many years ago the company was smart enough to realize that contributions to the company’s qualified plans wouldn’t create sufficient retirement assets for you, so it established a non-qualified Supplemental Executive Retirement Plan (SERP).
Now, you realize that your income from the company retirement plans and your personal assets is more than enough for you and your spouse to be financially comfortable. Now there is a new concern. Your beneficiaries will be faced with millions of dollars in estate and income taxes at your death due to the values of your estate including your retirement plans. The SERP that seemed so crucial to your future 10 years ago is now adding to your concern about extraordinary taxation.
Winston Woozley, Consulting Actuary at CFG Executive Compensation Solutions, says "This a real problem with serious tax consequences. You can’t walk away from the benefit or gift it to grandchildren without gift tax consequences. One solution is to convert retirement benefits via a SERP Swap to an asset more suited to estate planning needs."
"A SERP Swap is exactly what it sounds like", says Woozley. "It’s an arrangement whereby you swap one type of benefit - unwanted SERP payments for another a split dollar life insurance contract. You and the business each have assigned shares of the policy’s benefits and values. Both the portion of the proceeds that goes to the business and the payout to your beneficiaries are exempt from federal income tax. SERP benefits are subject to both income taxes and estate taxes. The swap leaves more money available for beneficiaries. or for charitable donations."
A SERP Swap can be cost-neutral to the business and create a tremendous economic advantage for the executive’s family. The present value of the cost of the insurance policy equals the present value of the SERP liability, so the SERP liability comes off the books. Since the business can record its share of the cash value as an asset, the accounting cost for the company minimal. 
Commonly Asked Questions
· What happens if you or your spouse dies early on in the arrangement?
An early death may result in lower benefits to the family or a slightly increased cost to the business. This is because the economic benefit of the policy for the remaining single life is higher. However, the beneficiaries will still be better off than without a Swap arrangement.
· What if you would have earned a higher SERP benefit than originally contemplated?
The business could shore up such a discrepancy or could provide the participant with a lump sum amount for the difference. Or, you could agree up front that the amount of the benefit used in the calculation will not be adjusted. Either way, you are still ahead in terms of money available to beneficiaries compared to the traditional SERP after-tax result.
· How about a change in management or a change in control?
The risks are the same as with the SERP plan. The Swap plan document can address changes in management or control and duplicate existing provisions in existing SERP arrangements.
How It Works
We did some sample calculations on a business owner, male, age 65, assuming he swaps SERP benefits for a second-to-die insurance contract on himself and his wife who is 58.
	With the SERP plan
	
	With the Swap Arrangement

	Benefits of $300,000 per year starting at 65. SERP liability is accrued on the company books. 

The after-tax benefit payment, assuming a 47% tax bracket, is $159,000 per year. Over 17 years, this accumulates to $5.4 million if a 7.4% interest rate is assumed on payments received.
At death, assumed here to be age 82, after the payment made at age 81,$5.4 million of estate assets will be left for the heirs. If estate tax is 55%, the net to heirs is $2.4 million.
	
	Benefit is swapped for second to die policy. 

Policy premium equals NVP of SERP benefits on an after-tax basis or approximately $1.3 million. This amount equals the business’s liability on the books for the SERP at time of Swap (age 65).
If the business spends $1.3 million over 17 years at 7.4% (or $127,000per year), this purchases $15 million of non-estate-includable assets that split dollared with an Irrevocable Life Insurance Trust.
At death, assumed age 82, net assets are $13 million after corporate recovery of premium paid. This $13 million is not subject to estate tax.


