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Russ Proctor (left) and Marty Menin

New Financing Solution for Frozen 
Nonqualified Defined Benefit SERPs
How DB pension plan sponsors can solve their “orphaned” DB SERP liabilities

With many corporate defined benefit (DB) plans now closed, frozen or terminated, many of 
those same plan sponsors may have leftover—i.e. “orphaned”—nonqualified defined benefit 
supplemental executive retirement plans (SERPs). These nonqualified DB SERPs, which were 
put in place for the company’s executives and typically mirror the benefits of the qualified DB 
pension plan, are now also likely closed and/or frozen. However, nonqualified DB SERPs are 
not easily terminated. Pacific Life’s Russ Proctor and Marty Menin spoke to PLANSPONSOR 
about a solution for sponsors of nonqualified DB SERPs—a solution that can help plan spon-
sors stabilize their balance sheets and solve the investment and mortality risk associated with 
these nonqualified plan liabilities.
PS: The trend for corporations who 
have qualified defined benefit pension 
plans is to de-risk those plans. How 
does this affect a plan sponsor that 
also has a related nonqualified DB plan 
for its executives?

Menin: Those plan sponsors that have 
closed or frozen their qualified DB 
plans likely took similar steps for their 
nonqualified plans. Many plan spon-
sors may not realize that they can’t 
easily terminate those nonqualified 
defined benefit SERPs. If they were to 
terminate them, they have to be very 
careful to avoid triggering constructive 

receipt for the executives. This could 
create negative financial results for 
both the company and the executives 
under Internal Revenue Code (IRC) 
Section 409(A).

PS: So, if a plan sponsor has taken 
some action to de-risk its qualified 
DB plan, how does it also de-risk the 
nonqualified DB SERP?

Proctor: The good news is that one of 
the same solutions used to solve the 
qualified defined benefit risk can also 
be used for nonqualified DB SERPs. Our 
Pacific Secured Buy-In® solution is an 
asset that’s designed to be owned by the 

corporation or a rabbi trust to de-risk 
the nonqualified DB SERP liability. With 
the Buy-In, Pacific Life makes a bulk 
payment each month to the company 
or rabbi trust in the exact amount that 
is needed for the company to make 
the individual payments directly to the 
executives. 

PS: You’re suggesting that a plan 
sponsor use a Buy-In annuity for its DB 
SERP liabilities. Could a sponsor use a 
Buy-Out and be done with it? 

Menin: The problem with using a 
Buy-Out annuity contract is that once 
the insurance carrier issues an annuity 
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certificate to the executive and starts 
paying the executive directly, then the 
executive is in constructive receipt of 
the full present value of the benefit 
stream. 

PS: Clearly the Buy-In is a better solu-
tion. Are there other advantages to 
using a Buy-In contract as a solution 
for managing DB SERP risk?

Proctor: One of the main advantages 
of the Pacific Secured Buy-In annuity 
is that the plan sponsor would then 
have an asset to match the liability. 
The Buy-In asset value and the DB 
SERP liability on the plan sponsor’s 
balance sheet will move in parallel for 
the retired participants in the DB SERP 
covered by the Buy-In annuity contract. 
This Buy-In solution has not been avail-
able to plan sponsors in the past; it’s 
really only recently that it has begun 
being used for nonqualified plans.

PS: You emphasized that the Buy-In 
contract would cover all of the 
“retired” participants in the DB SERP, 
why is that so important? 

Menin: As with most nonqualified 
plans, there are subtle tax issues that 
a plan sponsor needs to remember. 
The Buy-In contract is structured as a 
corporate-owned annuity that would 
be held as an asset of the corpora-
tion or as an asset of a grantor rabbi 
trust. That’s the key, because under 
IRC Section 72(u), a corporate-owned 
annuity is potentially taxable on the 
“income in the contract.” The good 
news is that an immediate annuity 
is generally exempt from that same 
taxation. Retired DB SERP participants 
are receiving annuity payments now, 
so those would be considered imme-
diate annuities, thus exempt from that 
Section 72(u) tax rule.

PS: Is financing these DB SERPs really 
that important to executives? Can’t 
they just keep on with the typical “pay 
as you go” method?

Proctor: Certainly they could continue 
with the pay as you go method, but 
these frozen plans are in a different 

stage of their life cycle than when they 
were first set up. When they were first 
set up, most of these participants were 
likely active employees, so the company 
was making very small or no monthly 
payments. These plans were probably 
frozen many years ago. 

Those executives are now older and, in 
fact, most have likely retired. Therefore, 
the monthly benefit payments are 
now much larger, resulting in a greater 
liquidity demand on the company 
than in the past. Our Pacific Secured 
Buy-In solution provides the exact 
liquidity needed for the monthly benefit 
payments, and also transfers the invest-
ment, longevity and other risks to Pacific 
Life. It also minimizes the volatility in 
shareholder equity on the balance sheet 
that can occur with an unfunded SERP as 
interest rates change.

PS: Plan sponsors clearly need to 
ensure that they are aware of and 
paying close attention to the status of 
their DB SERP plans, correct?

Menin: Plan sponsors should evaluate 
what they’ve done with these defined 
benefit supplemental plans and make 
sure they are aware of all the appli-

cable rules. A DB SERP usually mirrors 
the plan sponsor’s qualified DB plan in 
that the benefits are paid as an annuity 
stream and are due for the life of the 
executive and likely for the life of the 
executive’s spouse. As a result, these 
plans could be substantial liabilities for 
plan sponsors. Sometimes, too, SERP 
payments are much larger in terms of 
the monthly benefit than the qualified 
plan benefits for the company’s execu-
tives; thus, the SERP benefits play a 
key role in the retirement planning for 
the company’s senior management 
team.n

Pacific Life refers to Pacific Life Insurance 
Company. Insurance products are issued 
by Pacific Life in all states except in New 
York. Pacific Life is solely responsible for 
the financial obligations accruing under the 
products it issues.

A Buy-In can transfer risk without triggering adverse tax consequences
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Pacific Secured Buy-In is a group annuity contract. 

This material is not intended to be used, nor can it be used by any taxpayer, for the purpose of avoiding 
U.S. federal, state, or local tax penalties. This material is written to support the promotion or marketing of 
the transaction(s) or matter(s) addressed by this material. Pacific Life, its distributors, and respective 
representatives do not provide tax, accounting, or legal advice. Any taxpayer should seek advice based 
on the taxpayer’s particular circumstances from an independent tax advisor or attorney. 

Pacific Life, its distributors, and respective representatives do not provide any employer-sponsored 
qualified plan administrative services and do not act in a fiduciary capacity for any plan. 

Pacific Life refers to Pacific Life Insurance Company and its affiliates. Pacific Life Insurance Company is 
licensed to issue life insurance and annuity products in all states except New York. Product availability 
and features may vary by state. Each insurance company is solely responsible for the financial 
obligations accruing under the products it issues. 
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