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Compensation Planning

1. Introduction

Category Employee tax effect

Non-taxable fringe benefits Never taxed
Pensions Deferred tax and exempt investment returns
Incentive stock options (ISOs) Deferred tax at capital gains rates
Deferred compensation Deferred tax at ordinary rates
Non-qualified stock options (NQOs) Deferred tax at ordinary rates
Interest-free demand loans Deferred tax at ordinary rates
Interest-free term loans Immediately taxed at ordinary rates
Cash salary Immediately taxed at ordinary rates

2. Deferred compensation

• If tax rates for the employee and the employer are constant over
time, and the after-tax rate of return on investments is the same for
the employee and employer, then both parties are indifferent between
current and deferred compensation.

• In any other circumstance, there may be an opportunity for tax planning
through the deferral or acceleration of compensation payments to the
employee.

2.1 Deferred Compensation—Employer Indifference

• $1 of salary today costs the employer (1 − T0).
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• If salary not paid today, the employer can invest (1 − T0) dollars for n
periods to accumulate

(1 − T0)(1 + rc)n.

where T0 is the employer’s tax rate now, and rc is after-tax employer
accumulation rate.

• A deferred payment to an employee of Dn costs the firm

Dn(1 − Tn).

• Indifference requires that the net-of-tax cost to the employees be the
same under either plan.

• Therefore, the deferred payment must equal the n period accumulation
or

Dn(1 − Tn) = (1 − T0)(1 + rc)n.

2.2 Deferred Compensation—Employee Preference

• Before-tax deferred compensation from the firm:

Dn =
(1 − T0)
(1 − Tn)

(1 + rc)n.

• After personal tax deferred compensation from the firm:

Dn =
(1 − T0)
(1 − Tn)

(1 + rc)n(1 − tn)

where Tn is the personal tax rate at period n.

• After-tax accumulation from investing salary for n periods:

(1 − t0)(1 + rp)n

where t0 is the employee’s tax rate now, and rp is after-tax employee
accumulation rate.

Page 2



Compensation Planning ACCTG 550

2.3 Summary and examples

• Salary is preferred whenever salary exceeds deferred compensation

Salary
Deferred Compensation

> 1 or,

(1 − t0)
(1 − tn)

(1 + rp

1 + rc

)n (1 − Tn)
(1 − T0)

> 1.

• Deferred compensation is desirable when

– the employer tax rate is increasing (take deduction when rates are
high)

– the employee tax rate is decreasing (take income when rates low)

– the employer can earn at a higher after-tax rate than the employee
(employee effectively saves through employer)

• Example: §162(m) of the Internal Revenue Code denies a deduction for
some forms of compensation (including salary) to an employee in excess
of $1 million per year. Postponing some of this compensation until a
year when the employee’s income is lower (e.g., retirement) represents
an opportunity to save taxes. In the context of the formula, T0 = 0
in the current year if compensation exceeds $1 million and Tn = 35%
when compensation is less than this threshold. If t0 = tn and rp = rc,
then current compensation leaves only 65% after tax of the amount that
would be available if compensation were deferred.

• Example: Suppose the firm repurchases its own stock and agrees to
compensate the employee in the future an amount equal to the future
value of these shares. The rate of return on this “investment” by the
firm is favorable because the corporation does not pay capital gains
tax on the sale or repurchase of its own stock, or on any dividends it
pays on repurchased stock. Thus, the return on this form of deferred
compensation is the pre-tax rate of return on the employer’s stock.
This is more efficient than paying the employee salary and requiring
the employee to buy stock with this cash.
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2.4 Rabbi trust

• This type of trust was first set up for a rabbi to hold his deferred
compensation. The name has stuck.

• A rabbi trust is an irrevocable trust established by the employer which
names the employee as beneficiary. A portion of the employee’s future
earnings will by paid to the trust by the employer. The employer
directs the trustee to pay the principal and income to the employee
or the employee’s estate upon the occurrence of a certain event, such as
retirement, disability, or death. The trust may also permit payment
upon the employee’s financial hardship. Plans may pay lump-sum
benefits or distribute benefits as annuities.

• Assets in the trust are subject to the claims of the employer’s creditors.
This is an important risk for the employee to consider when the future
of the company is clouded by financial difficulties.

• Employer contributions to the trust are not deductible by the employer
and not taxable to the employee until paid out of the trust or available
to the employee.

• Income from the trust assets that is not distributed to the beneficiary
is taxable to the employer

• Increases in the value of employee’s account in the trust is not taxable
until gains on investments are realized.

3. Meals and entertainment

3.1 Background

• The rate of reimbursement for meal and entertainment expenses has
fallen since the mid-eighties.

– Prior to the Tax Reform Act of 1986, 100% of meal and entertain-
ment expenses were deductible.

– From 1987 through 1992, 80% of expenses were deductible
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– Revenue Reconciliation Act of 1993, Section 13209 amended Sec.
274 to disallow deductions for 50% of business meal and entertain-
ment expenses.1

• The reduction in deductibility constitutes a blow against the private club
business, since it increases the after-tax cost of these goods to employees
and employers.

• Rep. Richard Zimmer (R-NJ) introduced a bill (HR 2734) on December
6, 1995 to restore the 100 percent tax deduction for business meals and
entertainment.

Zimmer said the tax break mainly benefits small busi-
nesses, rather than large corporations. He said in a news
release that “the concept of wealthy business executives
writing off three-martini ‘business’ lunches at posh restau-
rants is grossly misleading. Fully 70 percent of business
meals are purchased by people earning less than $50,000
annually and 39 percent are purchased by people earning
less than $35,000.”2

3.2 Analysis

• Under current rules, either the employee or the employer deducts 50%
of the cost of meals and entertainment. Assume the employer seeks
to reimburse the employee for the full after-tax cost of meals and
entertainment conducted for the employer’s benefit.

– If the employee takes the deduction for meals and entertainment,
then the employer deducts 100% of incremental salary paid to the
employee.

– If the employer takes the deduction for meals and entertainment,
then the employee does not includes (effectively deducts) 100% of
reimbursement from the employer for the cost of the meals and
entertainment.

1 A 100 percent deduction is sometimes allowed. For example, expenses incurred to
stage a recreational, social, or similar activity for employees may be fully deductible. Thus,
the cost of a company-wide picnic or golf outing, plus the annual office Christmas party
could be written off completely. If the employer furnishes coffee or soft drinks in the office,
these are also fully deductible.

2 BNA Pension & Benefits Reporter, December 18, 1995
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• Who should get the 50% deduction?

Answer: Whoever has the lower tax rate, either the
employee or the employer. The other party gets the more
valuable 100% deduction. If the employer is a tax-exempt
entity (e.g., Duke University) then reimbursement is
always better than additional pay because the employee’s
tax rate is higher than the employer’s.

• An added wrinkle is that the employee can only deduct miscellaneous
itemized deductions in excess of 2% of adjusted gross income (AGI)
Thus, it is often the case that the employee gets no deduction for meal
and entertainment expenses. Then the employer should reimburse the
employee if the employer’s marginal tax rate is above zero.

• Administrative costs and incentive issues also are important in setting
a company’s reimbursement policy.

3.3 Salary supplement versus reimbursement
Suppose the employee has AGI and other miscellaneous deductions of

Y . The cost of the meals and entertainment is the reimbursement from the
employer to the employee, R. Alternatively, the employer considers a salary
supplement of S. An employer with tax rate T prefers reimbursement to a
salary supplement when

R(1 − 1/2T ) < S(1 − T ).

Then there are (at least) two cases to consider:

• Employee itemizes deductions and miscellaneous itemized deductions
exceed 2% of AGI. That is Y/AGI > 2%.

– The employee is indifferent to a reimbursement or salary supplement
when

R = S − t(S + 2%S − 1/2R)

R =
S(1 − 1.02t)

1 − 1/2t

– So reimbursement is preferred if

1 − 1.02t

1 − 1/2t
<

1 − T

1 − 1/2T
.
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• Employee does not itemize deductions or itemized deductions fall below
2% of AGI. That is Y/AGI < 2%.

– The employee is indifferent to a salary supplement or reimbursement
when

R = S(1 − t)

– So salary is preferred if

1 − t <
1 − T

1 − 1/2T
.

4. Fringe benefits

• Fringe benefits include
– company-provided life insurance
– medical programs
– legal services
– financial planning
– child care

• The benefits are advantageously offered by the employer to the employee
if

– the benefit is deductible for the employer; does not result in an
inclusion for the employee; and, the employee would not receive a
deduction if he purchased the fringe on his own.

– the employee values the benefit at least as much as C(1− t), where
C is the cost to the employer of providing the benefit and t is the
employee’s tax rate. That is, the employee values the fringe at
more than the after-tax salary the employer could afford to pay the
employee with the money used to provide the fringe.

• Fringes that are tax-favored because they are deductible to the employer
and result in no inclusion for the employee must generally be offered in
a non-discriminatory fashion—it is not possible to deliver these types
of fringes only to employees who value them, although “cafeteria” plans
are a step in this direction.
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4.1 Corporate versus non-corporate forms

• Small businesses, including the self-employed, are asking for tax code
changes to deduct 100 percent of health care premiums. Currently,
corporations are able to deduct health care premiums while most small
businesses and partnerships cannot.

5. Employee stock purchase plans

• Many corporations allow employees to purchase shares of their em-
ployer’s stock at a discount from the market price. For example, the
employee may be offered the opportunity to purchase 1,000 shares of
stock at 85 percent of the prevailing market price of $100. The employee
purchases the stock with after-tax dollars. Provided the employee owns
the stock long enough to meet certain holding period requirements, the
difference between the discounted purchase price and the proceeds of
the sale is treated as a capital gain. None of these transactions pro-
duces a deduction for the employer. In effect, the existing shareholders,
through the corporation, compensate the employee by an amount equal
to the discount offered on the market value of the stock purchased (i.e.,
15% × 1, 000 × $100 = $15, 000) without receiving a corporate tax de-
duction for this compensation.

– What other kind of compensation receives tax treatment similar to
an employee stock purchase plan?

Answer: Incentive stock options.

• As an alternative to an employee stock purchase plan, consider a plan
that increases the salary of the employee by some amount, X, provided
the employee purchases 1,000 shares of stock at the prevailing market
price. Suppose the personal tax rate is 30 percent on ordinary income
and 25 percent on capital gains. The corporate tax rate is 40 percent.
Under either plan, the employee will sell the stock after five years. The
relevant after-tax risk adjusted discount rate is 10 percent.

– For what values of X is the alternative better for the employee?

Answer: $15, 000/(1 − t) is the amount of pretax salary
that will afford the employee after-tax cash of $15,000,
equal to the foregone after-tax discount on the stock. The
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basis of the stock is now $15,000 greater than under the
employee stock purchase plan. So, this amount needs to
be reduced by the present value of the capital gains tax
the employee will not have to pay when the stock is sold,
$15, 000g/(1 + r)n. The employee is better off if

X >
$15, 000

1 − t

(
1 − g

(1 + r)5
)
= $18, 102.21.

– For what values of X are the existing shareholders better off?
Suppose the employee’s stock purchase is trivial in relation to
the shares outstanding. Ignore the effects of corporate taxes on
distributions to shareholders.

Answer: Relative to selling at full price, corporation
gives up $15,000 with the discount plan and X(1 − T )
with the salary plan. So shareholders are better off if
X < $15, 000/(1 − T ) = $25, 000.

– Is there a way to make shareholders and the employee better off?

Answer: Yes. Set X between $18,102.21 and $25,000.

• One reason why employee stock purchase plans may have been popular
in the past is that under APB 25, the discount offered to employees
was not included in financial statement income if it was less than
fifteen percent, such discounts were called non-compensatory. FAS 123
supersedes this treatment with new rules effective in 1996 and later years
that require discounts in excess the costs to float new corporate stock
through a general offering to investors (but at least 5 percent) to be
reported as an expense on the GAAP income statement. Salary has
always been a reduction in GAAP income.
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