Corporations&Shareholders

A Fringe Benefit Primer

for the Closely Held C
Corporation (Part IT)

This two-part article
surveys basic tech-
niques for selectively
compensating key
employees of closely
held C corporations
on a tax-favored
basis. Part Il discusses
group-term life
insurance, split-dollar
life insurance and
nonqualified deferred
compensation.

In many circamstances, key emplovees
of closely held C corporations can be
compensated with salary and other
henefits not granted proportionately or
equivalently to other employees. Part |
of this article, in the October 2004
jane, examined salaries and bonuses,
interest-frae loans and health and dis-
abilicy insurance. Part 11, below, discusses
the characteristics, advantages and disad-
vantages of group-term life msurance,
split-dollar life insurance and nongual
ified deferred compensation,

Group-Term Life Insurance

Employers and key emplovees should
normally consider group-term life msur-
arice as an msurance option, because the
premiunis are generally fully deducuble
by the emplover and partially or fiilly
excludible by the employee. Although
the emplover’s premium 15 deductible if
reasonable, Sec, T7Ha) excludes the cost
af the first $50LIH of group-term cov-
erage from an employee’s gross meome.
The cost of insurance over $30,000 15
taxced tor the henefited employees under
the so-called Table T rates in Teps, Sec.
1L79-3(d 2. The imputed Table 1 cost
is also cxtended o a retired emplovee,
Heraever, iF 2 covered emplovee 16 dis-
abled swithin the meaning of Sec
F2{my(7), it 1s not imputed o him or
her for post-termination coverage,
noder See. 72{ BT,

The Sec. 7% imputed income provi-
stons are excremely favorable to a ben-
efited emplovee, becanse (excepe for a
discrimimatory group-term plan, dis-
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cussed below) the maximum imputed
income to a retiree over age 70 equals
that imputed to a 7-year-old emplovee.
This is often less than the actual premi-
um spent by a company for the retired
emplovee’s benefit.

The proceeds payable an an insured's
death under a group-term hife msurance
plan are excluded from a beneficiary’s
gross income under Sec. 107(a). Addi-
tionally, group-term insurance is indi
vidually owned. Thus, if' a particular
contract can be assigned under state
liw and the insured employes retaing
no incidents of ownershop under See
2042, the death procesds may e
excluded from his or her gross estate, as
well,

Plan Reguirements

The requirements for structuring a
group-term life insurance plan are
found in the Sec. 79 reguladons. To
quahfy under Regs. Sec, 1.79-0, cover-
age must be through a term insurance
policy {or policies) and must be pur
chased for a group of common-law
emplovees. Generally, under Reps. Sec.
1,790 and -1{a3( 2}, the coversd group
must include all employees; i fewer
than all emplovees are covered, the
group’s mesibership must be decermined
solely on the basis of ape, marital status
or factors related to emplovment. Por
sroups of 10 or more covered employ-
ees, Regs, Sec. 1.79-19(a){4) reguires
membership to be conditioned on the
nature of dutes, the compensation
lewel, the length of service or other
employment-relared factors.
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Under Reeps, See. 1.79-1(c), groups
of fewer than 10 employess must
include all emplovees, with the excep-
tien of (1) part-time employees (ie.,
those whose customary work weck
does not exceed 20 hours or five
meonths in a calendar veary, {21 employ-
ees with less than six months of
employment and {33 emplovees who
have araimed age 65.There can be no
inhividual evidence of msurabilicy other
than a medical questonnaire char does
not require 3 physical examination,

Nondiscrimination Rules

A group-term plan that does not
meet Sec. 7Hdls nondiscrimination
standards, but otherwise meets the
general requirements of group-term
life insurance just noted, retains few
Lz adwantages for a key emplovee,
Sew, P30T requores a key employ-
ee covered under a diserimmnatory
group-term life insurance plan to
include m mneome the il premium
spent by the emplovee for his or her
coverage under the plan. Thus, a key
emploves under a diseriminatory
plan cannot exclude the cost of the
first 50,000 of coverage, Alsa, he or
she cannot use the generally Tivor-
able Table T rates for determining the
cconomic benefic provided through
the group-term coverage,

To comply with Sec. 79(d) non-
discrimination requirements, & group-
term plan must meet one of the fol
lovarng mininunm participation rules
{generally similar to these for quali-
fiee retirement plans):

m The plan must benefitac lease 70%,
of all cinplovees;

B Not more than 15% of all partici-
pants can be key emplovees;

® The plan must benefic 2 classifica-
ten (determined by the Service)
that does not discriminace in favor
of kew emplovers: or

® The plan must be part of a cafere
ria plan that meers Sec. 123
TECLITEITICTILS,

Sec, 790 also requres the plan
not to discriminate in amount or
type of available benefits; although,
under Sec, Y9150, the amoune of
insurance can bear a uniform rela-
ticmship to compensation {e.g., cov-
erage may equal ene dmes salary and
bronus). 2

Thus, a carporation can establish
a nondiseriminatory group-term life
insurance plan for key emplovees
that prowvides them with coverage in
excess of that of nenkey emplovess,
provided the coverage 3 proportion-
ate Lo campensation paid to all cove
ered emplovees. Addidonally, under
eicher a discriminatory or nondis-
crirmoatary plan, a key employee
may exclude all imputed cost under
a group-term life insurance plan pro-
vided to him or her after disability.
Lastly, if the group-term plan s
nondiseriminatory,  the Table |
imputed cost to 2 covered retired
emplovee will never exceed that
applicable to & T0-vear-old emploves,
[f group-term coverage s provided to
a retired key employee through a dis-
criminatory  group-letm plan, such
coverage will be ineloded in thac
empleves’s income. Thus, 2 company
that swants to offer key employers
post-retirement  coverage will have
to mamtain a |'|anr|Eiﬁcrin'lim!:or}r
group-term plan.

Split-Dollar Arrangements

Ly addivion o, or as an alternative o,
group-rerm life insurance, i employer
can establish life insurance protection
on 4 selective basts for kev emplovees
through a split-dollar arrangerment,
and share in financing the policy. Tn
sphe-dellar armngement, an employer
and employee contractually share the
cost and the benefies of 2 cash-walue life
insurance contract.™ Generally, when
the arrangement cerminates, the death
proceeds (if the employves has died)
or the contract’s cash value (if the

y / s 7

EXECUTIVE SUMMARY

M Group-term insurance
'y is an attractive option,
because premiums are
fully deductible by the
employer and fully or
partially excludible by
the employee.
M In a split-dollar
arrangement, the
employer and employee
share the costs and
i:l- benefits of a cash-value !
life insurance contract,

B Under nongualified

deferred-compensation

arrangements, employers
can compensate key
«  employees in the futuare
-~ (i.e., on retirement,

| death or disability) in
return for current
services.

1

,\
5
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 An example of dscriminaory oepes of group
tern coverage would be fonding retieed bie
reserve mroup-tenn insnce {or key emplovers
(which wonld prowde 3 fund for post-cetice-

ment preminms), while seoviding aniy pre
relrEnent gronp-teem coverage for nonkey
crplovers,

e By, Fol 6d-32E, 1964-2 C1 11
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isured is Hying ) are divided so as o
reimburse the company for is gross
Tveskiment.

Traditional split-dollar arrange-
ments enmtbodied an interest-free ele-
ment, as the company was gencrally
not reimbursed for the tme value of
s maney, While Boew, Rul, 47028
held that a sphit-dollar arrangement
15 not akin 1o an interest-free loan,
that ruling was later modified by
Maotice 2002-5.21

MNew regalations,™ in esence, fonce
the parties to acknowledge the sub-
stance of the splic-dallar relationship
and have caused o major stiv in the
imsurance industry. Prior authoricy
Cachich remaing in effect for pre-Sept.
17, 2003 arrangements) had often
allowed  taxpayers to whipsaw  the
government by relyng on the TRS%
and Treasury’s own rulings and other
promulgations,

Grenerally, under the regulations,
the parties can elect between two
methods for characterizing a split-
daollar arrangement.

Loan method: Under this method,
an employee 13 treated as the con-
tract owner and the emplovers pre-
miwm  payments are loans to the
emplovee; the tax consequences are
determined under Sec. TH7Z. Under
oegs, Sec. 1L7E72-15{e)(4), interest
15 imputed if the present value of the
amount the cmplover will be repaud
fienn the policy is less than the loan
amonnt. As was discussed 1w Part |
of this article,* g below-market-rate
loan from an employer o an emploees
may not be overly tax detrimental if
the loan is compensatory and has
heen properly documented as such.
At firse blush, it might appear that
mterest paid on loans from personally
ewned life insurance policies would
be nondeductible personal interest

expense, However, it 15 arguable that
such 2 loan purchases propercy held
for investment and, thus, is dedocrible
under Sec. 1630d 1.5 In this situation,
when emplover adwances have been
characterized as loans, the employer
has no ownership in the policy other
than as collateral for the loan princi-
pal. Unhke the next scenario, no
additional economic benefits are
imputed to the employee because
the emplovee 15 the contract’s owner,

Employer-mener method: Under
this method, the arrangement is for
services and the cmployers interest in

Problems may
develop if
a company
attempts to

formally fund
a deferred-

compensation

plan.

the policy 15 s an owner {or thers is no
cash value—just death procection-

and the employer is decmed the
owner)® The emplovee reports the
ceononie banefit of the current life
insurance protection {the difference
berween the policys face amount and
the company’s interest in the cash
vatug) as income. Prier to Motice
2001-10,% this was compaued by refer-
ring to the “PS. 587 cost found in the
standand table of premium rates located
m B Bl 55-747.5 or the insurer’s
one-year term-insurance premium for

standlard health risks, i lower. 5 For tax
years ending after Jan. 9, 2001, Notce
20101-10 {now Tahle 2001 of MNotice
002-8) dircers taxpayers to use the
premium rate table provided therein m
lien of PS. 58 costs. The Notice 2000 -
10 rate table s based on the Table 1
amounts noted above under © Groop-
Term Life Insurance” However, 1t
eliminates the fve-year age brackets
and imposes extensions for apes below
25 and aberee 70

Planaing: Under traditional split-
dollar arrangements and the current
emplover-owmner method, 1t 15 0 poor
idea to have a company pay the
Bftire pPrEMminm in any one year i
which a sphic-dellar areangement 15
maintained, regardless of the policy’s
cash-value increase for that year. Sec
26400 will deny the company any
deduction, while the BS. 58/Tahle
2001 cost will be mmputed to the
emplovee, This sitvation can be
avoided by having the employes pay
a portion of the premium. To the
extent the emplovee pays the part of
the premium equal to the BS
a8/ Table 2001 cost had he or she
not contributed to the premiomn
pavment, the emplovee will have no
imputed income® ln this circum-
stance, a bomas paid to the employes
te fund his or her portion of the pre-
mium paynent might be an appro-
priate toal, As long as it is reasonable
and unrestricted as to use, the bonus
should be deductible by the company
under Sec. 162(z).

The real walue of a split-dollar
arrangement les in a company’s abil-
ity to help a key emplovee buy per-
manent life insurance and maintain it
m foree while it tncurs the acquist
tion casts and front-end load charges
{agent commission), A split-doellar
arcangement  should  generally b

o

M-nottce 20028, 20021 CH 398, reveking Motice 2001-10, 2001-1 CH
459, e Ropgs. Secs, T01-2(A30 20050 00A L andl 220 LE3-63(5] LA0-1(p ™

and 17472215,
52 Hee TTH G002 (957 1703

3 Gpe the discussion of "Toterest-Free Leans™ o Adderi, A Fringe BeneSt
Primer for the Classly Held © Corponation (Part 13" 35 Tl Tiw ddsise

624 I0colar 2004,

investmnent interest eapense 16 deductible e the exrent el o taxpryer s Tt

preesmment meene e e vear
Fuoegn. Secs Lo1-22{cH1}

W oRee Motice 200110, note 31 supra.
3 fey, Fonl, 55747, 1955-2 €115 228, Rav, Rul, 64-32K, note 20 supra. also

cites chis table

I Kee nobe 37, supn,

B Thers appears 1o be oo sathoriog on this ssue, 10 sach anthorily exis,
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viewed as temporary, The loan
expense under the loan method or
the TS, 58/ Table 2001 cost under the
employver-oamed method will merease
anmually and wall not level off or cease
al the employes’s retirement or dis-
abilicy (a5 does group-term coverage).
Because of the continmons cost ingrease,
maintaining a split-dollar arrangement
until an employee’s death is generally
nat a good idea,

The solution is to terminate the
company’s interest in the contract.
Under the loan method, an employ-
ee has owned the contract since
meeption. The employer’s contribu-
tion is deemed an employee loan
subject to Sec. TH72; hence, the “buy
out” s merely a loan repaviment.
After a traditional whale-lite msur-
ance contrace from a high-dividend-
paying ntual company s heen
maintmmed for eight or pine years,
the employee may be in a position o
borrow the cash value to repay the
loan, If the employee mests Sec
2na4{d)'s interest deductibility rules,
and the interest 15 Sec. 163{d) invest-
ment interest expense,® the employee
should be able to dedvcr neerest
expense on the borrowed funds.

Under the emplover-owner method,
the emplover is not making a loan o
the emplovee. Thus, the value of the
msurance protection {ie, the PS5
58/ Tahle 2001 cost) 15 mputed to the
benefited emplovee as campensation.
Under this method, the employee
does not own the contracts cash
walue. Thus, under the rr:gulatitms: 11
recenving an ownership interestin the
cash value, the cash surrender value is
taxable rompensation to the employee
under Sec. 83 and deductible by the
employer, if reasonable,

Onee the company’s interest in
the contract has terminated, the

emnplovee hus to pay the full premivn
{with after-tax dollars). If the conteact
has good cash-value accumulitions,
the emplover can often mininnmze
out-of-pocker cost, The emplovee
may withdraw or borrow the needed
cash value to help pay that vear’s pre-
minm. Policy dividends and cash-
value withdraals on partial surren-
der are generally tax free 2 Additional
amounts may be borrowed,

Although interest paid® on the
policy’s borrowed cash walue may be
deducdhle under Sec. 163{d), the
deduction would be unavailable
under Sec. 26400030 if the employee
systematically  borrows from  the
cash-value policy, unless one of the
exceptions in Sec. 264(d} applies.
Under the “four out of seven”
exception, the employee can deduct
interest if at least four of the first
seven annual policy premiums are
paid without directly or indirectly
borrowing to maintan the con-
ract* All cash-value amounts bor-
rowed are chen netted againgt the
coverages face amount when the
emplovee dies, with the net death
benefit received tax free by benefi-
claries under Sec, 101{a}. This tech-
nigue provides a low-cost policy,
partially maintained by possble tax
deductible debt,

Nongqualified Deferred
Compensation

Broadly defined, a nongualified
deferred-compensation plan is any
arrangement in which an employee
or independent contractor agrees
to be paid in whole or part n the
fature [or services to be rendered
currently®? Under certain circum
stances, deferred income due to be
paid can again be deferred without

the employee constructively receiv-
ing the meome, ¥

Monqualified  deferred-compen-
sation  areangements may  be  (and
usially are) structured on a com-
pletely discriminatory basis.®? Under
a typical nonqualified defined-bene-
fit deferred-compensation plan, o
company promises to pay o key
employee on retirement, disabilicy or
death, 50% of his or her average
anpual compensation for the five
years preceding the year in which the
triggering event occurs, Payments
mury be structured to continue for
the employee’s life, and thereafter, for
the life of his or her surviang spouse.

Under Sec. 404{23(5], the com-
pany can deduce the deferred-com-
pensation  payment  (subject, of
course, to the Sec. 162 reasonable
compensation limits) o the tax year
in which the emplovee recognizes
incoms  from  the arrangement.
Because the recipient s almost
always a cash-basis taxpayer, Sec
404{a)(5) effectively puts che com-
pany o a cash basis for purposes of
deducting such payments,

The advisability of a nongualified
deferred-compensation arrangement
between a ¢losely held corporation
and its sele or controlling owner/ em-
plovee is sometimes questioned by
tax practitioners, 1he company’s
deferred obligation lowers its osten-
sible net value, so 1f an employes
sells his or her stock on retire-
ment, he or she would theoreu-
cally receive less for it, This could
result in possible capital gain
being converted into  ordinary
income. On the other hand, the
company will ger a compensation
deduetion for the payments, which
may compensate for the higher tax
on the ewner/employee.

A nder Sec 2640 ), e lease four of the last sewen prianinm paymene st
Fave Berens ssade wthout berrewing the cash susrender valae.

A Kep cne rext at poete 35, s0pri.

12 G Sec, T20e105) and Mg Sec 1.72-11{1%

¥ The policyholder, iFa eash-basis gy, mestagiually pay e mberest ele-
penns am the cash-value borrowings to abiin o Sec. 1630} interesl dedue-

The imsurance comgany canuat smely Sedact the ineerest cost from

arlditiomal cash-vaine borrowings see Herg P Keith, 1346 Tl 596 (24 Cir,

POy and Boew, Rl 7324832, 1975-2 OB 44,

T
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[Lather than avoiding using a
deferred-compensation arcangement
with a key emplovee or delaying its
implementation wntil close to the
employee’s retirement,® the compa-
my could set up an arrangement at an
parhy and convenient time. If, later,
the need for retirement income can
be provided on o more tax-effective
hasis through a stock sale, the deferred-
compensation  arrangerient can be
abrogated by the parties’ mutual
agreement, without discharge of
debt income being attributed to the
comparky, ¥

Unfunded plans: The tax effects
of a deferred-compensation plan
depend on whether the arrange-
ment is “funded” or “unfunded.” An
unfunded plan is one in which an
emplovee has only the company’s
unsecured comtractual  promise  to
pay the deferred compensation 1o
the future. The emplovee’s legal
rights under the contract are those of
a general, rather than a secured, cred.
itor. An employees rights under the
arrangement should not be assigna-
Bble and the plan should state that the
payments are payable only from the
employers general assets. ™ Also, the
plan must provide deferred compen-
saion only o a select group of
management or highly campensated
emplovees™51; otherwise, LRISA
requires that the plan be formally
funded,®® which would cauze nega.
tive tax results, as detailed belowar

The company’ obligation can be
informally funded chrough a life
insurance contract. The policy must

be the sole property of the company,
however, and must be a general asset
subject to creditors’ claims. 5 If the
emplover owns the polcy until the
employec death, the hife insurance
proceeds will generally be tax free to
the company under Sec. 101{ap
the payments will be fully deductible
to the company when paid. Henee, if
a company is in a 34% marginal tax
bracket (disregarding the time value
of money), it could pay as benefits

Key employees
may exclude the
imputed cost
of group-term
life insurance
provided after a
disability.

152% of the arnount it receives
under the hife insurance contract, and
still break even after taxes. >
Another well-known type of
informal funding device s a Rabbi
Truse, This name resulted ffom the
first favorable TRS letter ruling™ 1
this area, which involved deferred
compensaton for a rabbi A Rabbi
Trost provides the employes with
additional security that he or she will

receive benefits in the event of a hos-
tile change in management, without
secelerating employee taxation. The
emplover contributes to an irmevoci-
ble trust o provide deferred-com-
pensation payments. Although the
employer’s contributions to the trust
are generally wrrevocable, the assers
placed in the trust must remain sub-
ject 1o the claims of the employer’s
general creditors. I the employee has
no ownership rights in the crust
assets, the same favorable tax treat-
ment for the employes outlined
above results. Additionally, the
Department of Labor (DOL) will
nol deem such a plan to he funded
for BERISA purpeses if the employ-
ers contributions are not currently
taxable to the employee [or income
tax purposes ¥ The IRS has provided
a madel Rabbi Trust form, ™ Case
law has affirmed these government-
established parameters,®

Funded plans: FProblems may
develop it a company attempts to
formally fund a deferred-compensa-
tion plan. A fanded plan is one in
which the company sets aside funds
fin a nongualified trust, custodial
acoount Or BSCIOW arrangement) to
make future deferred-compensation
payments. The funds are either
bevond the reach of the company’
general creditors or the employee
has a direct or secured interest. The
emploves would recognize compen
sation income equal to the value of
his or her interest in the crust or fund
in the fist tax vear in which bis or
her interest becomes vested within

A Tited period between the executon of the deferred-compensation
arrangement anad the cmployes's retrement will make it maore difhsalt fo
the company aned the pmployes mooargue that the payments are remsenable
compensation for services o be tenderecd. Alsa, the TRS will no rule i g
faermal situmsian invalving defierred compensatian o past sereices e
dereds see Tuev, Prod, T1-19, note 45 supm, and Bey, Proc, 92265, |99
2 CB 428, Pending legishtion addreses this issue, a3 wiell a5 achers effec
ing nemgualified deferred compensaion see HIR 452

I See 5, Bep's Mo, 96 1035, 9ich Cong, 2d Sess (1980

W Cirherwise, the employee coulil be decmed in seceipt of a tamable s
conivalent or seonemic begefit,

Sapes TIATSA Seaton L

S0 is unclear whether EIRR1SA would apply w2 defernal-compensation
arrangement covering omly one key emploves, because e soiutory Tam
prage lfieding the exemption i stated only o the pluraly see Altien,
“Mon-gualified Compensation Agreaents and ERISA™ 55 O 214
gy 42 (1G]
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S G Thewe, Proc, U264, 1092-2 CB A22; sec alse Rew, Proc 92.65, 1992-
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ATCALEEINEL,

W See MdeAliister v, Reselagies T
Cieoiner oo Mesolnricr Trist Core,,

oy BN AT (5t Clie, 20000 ansd
¥ Fad 1123 {4eh Cir 19937,




the meaning of Sec, 83 (e, the fst
vear in which such interest s noo
subject to a substantial risk of forfei-
e or s transferable free of tha
risk L% Under Repgs. Sec, 14020 b)-
l{c), subsequent payments to an
emplovee would be taxed as though
he or she were recefving annuity
pavments, with the amounts previ-
ously mcludible m his or her gross
income serving as basis. As with an
unfunded  deferred-compensation
arrangement, the company’s deduc-
ton {assuming reasonableness) may
ke taken in the wvear in which the
emplovee recognizes taxable income
from the armngement,

Payttients to beneficaries: Tf defirmed-
COMpPEnsAton payments are continned
Lo i SUTVIVIIE SPOLSE OF 4 Donspolse
beneliciary afler the key employecs

death, the present value of such pay-
ments is includible in the employes’
gross estate under Sec. 205%{a) and
Feps, Sec. 2002085%-1(h) IF left ta
the surviving spouse, the marital
deduction will be awailable, Tn any
case, the payments will be taxed to
the emplovees beneficiary as income
in tespect of a decedent; the pay-
ments will be ordinary mecome to
the beneficiary, with 2 possible
deduction allowed under Sec. 691(c)
lor estate taxes atribueable o the
inclusion of the survivors payments
i the employee’s estate, I survivor
payments are desired, the arrange-
ment should be modified and che
actuarial walue of the survivor pay
ments replaced by life insurance
contracts; the proceeds would be
recetved tax free by the beneficiary,

under See, 101{a). As detmled abowe,
the company may assist the emplovee
in establishing and mainaining such
life msurance coverage,

Conclusion
A pumber of technigues can selec-
tively compensate key emplovees of
a O corporaton on a tax-favored
basts. The ability to compensate these
emplovees on a current, deferred or
fringe benefic basis should always be
considered and carefully evaluated . 1T
an individual can benefic because of
his or her mole as a corporate key
employee (rather than as an owner],
the benefits can be provided adth hit-
tle or no tax cost and on a fully
deducrible basis.

TTA

S Nee Secs 402000 and Peegs, Secs, 14020 b)-1{a) and 1832 The emploves would have mable income, sven though Be or she may bave no cash available

(i the Tonding velhicle
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month, you get six new courses covering current topics in tax, auditing

and accounting.

= AICPA Financial Pro online is for accountants in business and industry.
Each month, you get four new courses covearing current topics in various
areas of interest like financial reporting, managerial accounting, tax

and maore.

Leading experts delivered via your VCR with...
= AICPA Practice Report on videotape s for accountants in public practice
and ideal for group braining. Each month, you get six new courses

covering current topics.

For more information sy cp@2biz. com/AICPApro

ar to order now:

888.777.7077
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