
  
 

 
 



  
 

 
 

 

 

 

 
 
 

 
 
 
 
 
 
 
 
 
 
 

 
 
 

 
 

 

 

 

RISKS AND REWARDS  Well-balanced risk and 
rewards are one of the cornerstones of an effective 
compensation program. Over the past two decades, 
companies typically have used stock-based 
incentives as the primary means to motivate and 
retain valued executives.  

 
The economic downturn, however, has 
highlighted the extent to which the design 
flaws of some equity programs may have 
encouraged executives to take excessive 
risks that are contrary to the long-term 
financial interests of the company and of the 
shareholders. Moreover, it is increasingly 
clear that stock price alone does not always 
correlate with either executive performance 
or a sustainable long-term shareholder 
value. 
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WITH A MORE DIVERSIFIED PORTFOLIO APPROACH, companies may be able to avoid the 
potential for excess leverage in pay programs that primarily incorporate stock-based 
incentives, thereby better balancing the overall risk/reward equation. Other benefits of this type 
of approach include: 

• Helping executives maintain meaningful equity ownership within a balanced investment 
portfolio. 

• Retaining top talent in challenging business circumstances by extended vesting of a 
portion of total pay. 

• Facilitating clawbacks (money or benefits that are distributed and then taken back as a 
result of special circumstances) of payouts based on discredited financial statements. 

 
 
 

 
 
 

SUPPLEMENTAL EXECUTIVE RETIREMENT 
PROGRAM (SERPS) THEN AND NOW:  
 
Until the last few years, most traditional 
Supplemental Executive Retirement 
Programs, SERPs, were defined benefit 
plans primarily implemented to address 
executive pay above Internal Revenue Code 
compensation limits. In some cases, SERPs 
provided executive benefits based on 
enhanced benefit formulas.  
 

Sometimes labeled “stealth pay,” critics 
pointed out that these programs were not 
tied to business performance; they tended to  

 

fly beneath the radar of shareholders. In the 
past, the term stealth pay (under older 
disclosure Requirements) was an apt 
reference to just how difficult it could be to 
assess the value of the benefits provided by 
such plans.  

While there can be exceptions, the promise 
of a guaranteed lifetime pension for an 
executive generally has come to be seen as 
inconsistent with shareholder expectations 
and interests. As a result, companies have 
begun offering SERP designs that (similar to 
the trend of other forms of executive pay) are 
more often based on performance than on 
tenure and are intended to better align pay 
programs with best practices. 

 

In many s ituat ions,  the introduction of a supplemental 

executive ret irement program, (SERP) helps promote a more 

divers if ied ‘portfol io’ approach to executive rewards.  
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THE CHALLENGES OF LONG-TERM INCENTIVES BASED ONLY ON EQUITY: The 
combination of the growing use of performance-based equity incentives and 
heightened ownership requirements has had at least one significant and unintended 
consequence. Over time, many executives accumulate an inordinate amount of their 
net worth in company stock. 

At the same time, the market has taken a dim view of any major equity sale 
by corporate leaders. Accordingly, senior-level executives needing additional 
liquidity for a home purchase, tuition, retirement or other major financial 
event, too often have found themselves constrained by the combination of 
ownership requirements and market perceptions. Situations such as these 
can drive executives to consider other employment opportunities as a means 
to escape the onus of equity requirements.  

 

 

BALANCING INTERESTS 

 

To counteract this, more and more 
companies are considering the use of a 
defined contribution SERP to mitigate risks 
while maintaining the alignment of executive 
and shareholder interests. With a defined 
contribution SERP, the company credits a 
contribution to an account maintained on 
behalf of an executive. 

The contribution can be defined as 
discretionary contributions, formula-based 
contributions, or contributions that are tied to 
company performance. The account balance 
(or notional balance, since these programs 
typically aren’t funded) is often invested in a 

choice of vehicles established under the 
program, similar to a Section 401(k) plan.  

An organization may offer its company stock 
as an investment alternative. Additionally, the 
defined contribution SERP can be designed 
to increase total pay value if the company 
believes the executive compensation 
program is not competitive, or if it would 
enhance the company’s ability to attract and 
retain executives. On the other hand, to avoid 
increasing the value of total pay, the 
company can reduce incentive compensation 
opportunities to offset the value of the SERP 
contribution. 

 

Using these approaches, a company implementing a defined 
contribution SERP can better balance its overall executive 
compensation program. From the executive’s viewpoint, the 
compensation package becomes more stable, better diversified and 
less risky, since the design can be less focused on incentive 
compensation.  



  
 

 
 

PLUGGING REAL NUMBERS INTO THE EXAMPLE: Consider the following 
example that shows how reducing long-term incentive grants and substituting a 
defined contribution SERP can promote a better-balanced executive 
compensation program, without materially changing the overall program design. 

A hypothetical CFO is expecting an annual 
equity grant of $380,000. Lowering the 
value of the grant by 25%, or $95,000, 
would leave an annual grant of $285,000, 
or 80% of salary. The executive then gains 
the opportunity to build significant deferred 
value in a SERP account, reducing his or 
her at-risk pay for deferred compensation 
not related to company performance.  

In this example, trimming the $95,000 
potential SERP contribution by 25% (to 
account for the SERP being less risky) 
leaves an annual contribution of about 
$71,000 per year. If the SERP then earned 
7% annually, the executive would end up 
with a $1 million SERP benefit over ten 

years, which is roughly equivalent to a 
$90,000 lifetime annual pension benefit 
starting at age 65. 

SERPs can be modeled to weight the 
multiple goals of motivating, incentivizing 
and retaining an executive over the long 
term. A company can target total cash 
income replacement ratios and specific 
dollar targets, or it can tailor the plan’s 
vesting schedule to reflect the company’s 
overall goals. 

CONSIDER YOUR TYPICAL CFO: As part of an assignment, our organization gathered 
benchmark pay data for the CFO of a $1 billion general industry company. This executive had 
a target long-term incentive of $380,000 at median pay practices, or about 110% of his 
$345,000 salary. In lieu of continuing his annual equity grant of $380,000, the company could 
reduce the grant in exchange for an equivalent SERP contribution. The executive then would 
be given a choice of low- to high-risk investments for the SERP, possibly but not necessarily 
including company stock. 

Coupling a smaller equity grant with a SERP contribution can promote the types of goals 
we’ve already looked at: 

• Better balancing of fixed and incentive-based pay. By adopting a defined contribution SERP, a 
company can reduce incentive compensation, which is typically the largest component of total 
pay. 

• Helping to keep total pay opportunities attractive to executives, even in a difficult business and 
economic climate. When stock prices decline, a SERP account need not be invested in 
company stock or broader-based equity funds. 

• Extending the vesting of some portion of total pay. In contrast to traditional equity grants that 
typically have three- to four-year vesting, SERPs can have longer or age-specific vesting – for 
example, to age 60. The latter approach can be particularly effective in retaining senior 
executives in a down market. 

• Maintaining meaningful and reasonable stock ownership requirements, without overexposing the 
executive to company stock. If company stock is offered as an investment alternative, the 
SERP can help the executive meet minimum stock ownership guidelines. By including a 
clawback, the company can recoup SERP contributions in cases of fraud or for contributions 
based on inaccurate financial statements. 
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WHAT CONCLUSIONS CAN YOU DRAW? 

 

While it was once the case that companies could count on a well-designed, 
equity-based incentive program delivering wealth to executive team members 
over the long run –assuming the team delivered strong performance—that 
conclusion is no longer a given. Today, executives are more keenly aware of 
the vulnerability of their investment portfolios to market swings and corrections 
beyond their control, as well as the eventual impact these ups and downs have 
on their retirement cash flow. For companies, executives and shareholders 
seeking a balanced executive compensation program that continues to attract 
executives while reducing incentive compensation risk, adding a thoughtfully 
designed SERP to the total rewards portfolio may make sense.◘◘ 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

i.The examples cited above are hypothetical and do not represent an actual investment. There is no 
guarantee similar results can be achieved.

 


	Questions for the Season
	Eligibility criteria
	Incentive Pool
	Measuring Performance
	How many performance measures should be used in the plan?
	Determining Individual Awards
	Payment of Bonuses
	It’s Easier (and Cheaper) to Stay Well than to Get Well
	But let’s go behind the numbers…
	Balancing Interests
	What Conclusions Can You Draw?
	Rediscovery of the Secular Trust
	By: Robert D. Birdsell, Managing Director, Grahall/EBS – Milwaukee
	Background
	Rabbi Trust vs. Secular Trust
	Application of Secular Trusts

	There are two types of Secular Trusts
	How They Differ

	Table A:
	Financial Differences

	Table B
	Planning Opportunities
	Assets Available for Funding
	Mutual Funds
	Tax Free Bonds

	Annuities
	COLI/BOLI
	Summary
	According to recent surveys, over 7% of the Fortune 1000 companies now use Secular Trusts and this number is likely to show significant growth in the years to come. Companies that currently use Secular Trusts include


