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Deferred compensation problem

The data table below shows employee and employer current and future
tax rates, and after-tax borrowing or lending costs, for different levels of
deferred compensation that might be provided to the employee. Note that
the employee’s current tax rate decreases (and the future tax rates increase)
the larger the amount of compensation that is deferred. This reflects the
progressive nature of personal tax rates. In addition, the employee’s after-tax
opportunity cost of funds increases in the amount of compensation deferred.
This reflects the employee’s increasing desire for funds to finance current
consumption as the amount of compensation deferral increases.

tc0 tc5 tp0 tp5 rc5 rp5

$0 35% 40% 40% 35% 8% 6%
$20,000 35% 40% 35% 35% 8% 7%
$40,000 35% 40% 30% 35% 8% 7%
$60,000 35% 40% 30% 40% 8% 7%
$80,000 35% 40% 25% 40% 8% 8%

$100,000 35% 40% 25% 45% 8% 9%

Table 1. Tax rates and rates of return

tc0 = employer’s current marginal tax rate;
tc5 = employer’s marginal tax rate in five years;
tp0 = employee’s current marginal tax rate given the compensation deferral

amount shown in the first column;
tp5 = employee’s marginal tax rate in five years after receiving the deferred

compensation payment corresponding to the salary deferral shown in
the first column;

rc5 = employer’s annualized after-tax rate of return on marginal five-year
investments; and

rp5 = employee’s annualized after-tax rate of return on marginal five-year
investments;

Required:
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ACCTG 550 Deferred compensation problem

a. Ignoring nontax considerations, what is the optimal level of com-
sensation. to be deferred for five years? Explain briefly. (Answer:
between X - and Y thousand dollars.)

b. How much better or worse off would the employee be on the first dollar of
salary deferred if the employer paid the deferred com- pensation amount
that makes it indifferent between salary and deferred compensation?

c. How much better or worse off would the employee be on the 100,000th
dollar of salary deferred?

d. Suppose that the deferred compensation contract is structured so that
it is payable only if the employee remains within the employ of the
firm. Further suppose that such a condition: (1) reduces the likelihood
of employee turnover; and (2) increases employee performance (since
the employee wishes to avoid being fired). How do these considerations
affect the desirability of a deferred compensation arrangement?

Page 2


