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A Fringe Benefit Primer

for the Clos

ely Held C

Corporation (Part I)

This two-part article
surveys basic tech-
niques for selectively
compensating key
employees of closely
held C corporations

on a tax-favored
basis, and the benefits
and pitfalls of such
strategies. Part |
examines salaries and
bonuses, interest-free
loans and health and

disability insurance.

A tax advaser to a closely held business
should attempr 1o strucre compensi-
ton and benehis packages thar achieve
lavorable tax results for both the business
and the affected emplovee. Certain
employee benefis [generally, those specf-
ically provided by statute) are excludible
from an employees gross income, whale
et fully deducable by the corporation
when paid or accrued. Otherwise, the
benefits shiuld be arranged 3o as to create
a "tax wash" between the company and
the employee (1.e, 1f 1 benefited
employee must inclede all or part of g
benefit 1n gross income, the company
should receive a full deductnon when it
pays or accrues the cost), The tax adviser
should avoid crcunmstances in which a
benefit program could result in full inclu-
sion n an employed’s mcome, with no
offsctong deducnon by the company
(&2, an actual or consorocave dividend),

Thus article surveys the techniques for
selectvely compensating key emplovees
of dosely held C corporanons on a tax-
favored basis and the benefits and pidalls;
The methods are designed to help the
sharcholder-kev emplovee satsfy his or
her desire for benefic not granted pro-
portonately or equivalentdy o other
employees. Only methods of compen-
saing key employees not subject to
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statutory  nondiscrimination  rules {or
sttbgect 1o less restrictive rules) are dis-
cussed. ! Pare 1, beloww, exarmines salares
and  bonuses, interest-free loans and
healeh and disabilivy insurance, Pare 11,
in the Movember 2004 isue, will dis-
cuss proup hie msurance, splie-dellar life
tnsurance and nongualified defireed
compernsation,

Clertain of the benefits are nat gen-
erally available (or sensible] for conduit
entities, such as 5 corporations and
partnerships. For example, a parener-
shup would not need to deduct com-
pensation too partners, as distributive
shares have essentially the same effect,
Simdlarly, § corporations are well known
for undercompensating  shareholder-
employees, so a8 o avoid Social Securnty
and payroll taxes, Nongualified deferred-
compensation arrangements generally
make httle sense for the owners of 5
corporations and partoerships—any
ncome retained by the entty to infor-
mally fund a deferred obligacon will
tlow through and be axed to owners
currenthy

Current Compensation

The uldmate wav to benefic a key
employee in a closely held C corpori-

624 THE TAX ADVISER [ OCTOBER 2004

Eduter’y wate: Mr. Alnen u Specal Tax Counsel 1o the
law firms of: Wickens Herzer, Panss, Cook & Batits
Avon, OH

:'Fr.i::lgt benefis subjece to satutory nondisorming-
nen muies generlly provide better of mose certan

fay reiolts for the - smploveer. Th

benefl

phant {See 401), ¢ =
ured medical reimburss-
. voluntary employess’
c. S0Tich{). group legal
e atical waiitance phins
mee progerames (e

129 and other tax-Svored fringe benefits {eg

riu plans [Sec. 125, self

ment plans iSac. 1

beneficiary ssocia

Sec, 127), dependent care as:

guaiified employes discounts, recrsational facilioes
and qualitied tuition plas),

Mear statutery emplives beretits that enibody
these noedbenmination sendands mcarporice Sec
41kikl () and (m). which aggregace all employees
of commonty controlled and fnctionally related
emtities IF most or all employees of a4 closely held
corpatation are Bmily or inader group members,
benefits chat embady strict nondiscomination st
dardi should be considered: Tn such 4 case, includ-
ing all 1000-hour-or-mate employees hecoties
vk sevcere of 4 high-end tax sheleer chan o mere
tonge benefit



tion is to provide him or her with
additional current compensation,
through increased salary and/or a
bonus, For mmcome tax purposes,
however, this techmigue generally
only results in 2 tax wash, because
the employee must include the full
amount in income, with the compa-
ny geting a correspondimg dedue-
tipn {to the extent the reasonahble
compensation test, discussed below, is
met). It also results in addinonal
employment and payroll tazses,

However, many  situations can
dictare. payment of addivonal com-
pensaton tooa key emplovee. For
example, the emplovee may have net
operating losses (NOLs), tax credits
or charitable deductions thar could
absorh addivional income. Or, the
emplovee may have incurred unus-
ally high deductible losses or expens-
es lor the wx year in question that,
because of the Sce. 172(d) limits on
NOLs, cannot be carmied over 1o
ather years,

It the only quesnon s whether to
receve additional taxable compensa-
ton  currently  or defer 1, the
employee and his or her tax advises
should closely analyee the possibili-
ties, They should derermine whether
the employee would be in a bener
positen on an after-tax basis of the
proposed  amounts were  currently
received and the after-tax proceeds
invested, or deferred through a non-
qualified deferral arcangement (dis-
cussed below). Any advice to defer
or currently recerve addinonal com-
pensation should ke mnto account
factors such as the employee’s age,
marital stams, ammde toward retire-
ment planning and his or her ability
to make construcgve use of addi-
tonal current compensation.?

The effects of the corporanon's
wealth retention, i lien of paying
additional compensanon, should also
be cansidered. The use of a C corpo-
ration employer as an income-split-
g tool should not be overlooked

which the business
expects to generate a small amount
of income. If the entity 1s not 2 profes-
sional corporation (subject o flac 35%
tax) and is not at risk for incurring
the Sec. 531 accumulated earnings
tax, it should consider the benefit of
retaining wealth in a low marginally
taxed C corporation owned by a
high marginally taxed sharcholder-
employee. Although the lower-taxed
corporate retained earmings may
someday be subject to double taxa-
ton, the pr:‘icm—"-'-lh:r fax savings
may more than overcome that nsk
The Jobs and Growth Tax Relief
Reconciliation Act of 2003 changes
o Sec,
tax rate on long-term capual gains
and gualificd dividends to 15%, will
further encourage this type of use of
L corporations.

11 Cases In

1(h), lowering the effective

Reasonableness of Compensation
Keasonableness 15 a crincal factor,
not anly for addinonal current com-
pensation, bue alséo for all the other
benefits analyzed in this article. To be
deductible by an employer a5 com-
pensation expense, the total of all
compensation to or for the benefit of
an employee (both regular compen-
sation and other benefis) must be
reasonable for persanal services actu-
ally rendered, as well as ordinary and
necessary, The tax adviser should
keep this in mind when analyong
any specific benefit that may be pro-
vided to key employees on a dis-
criminatory and deductible basis,
Fezsonableness of compensation
s a4 facts-and-crcumstances, case-
by-case determination; the major
tactors are fairly well established.
Under Regs. Sec. 1.162-7 and -9, the
determination should include the
actual objective reasonableness of the
amounts pad, whether such pavments
are made solely for services rendered
and whether any amount considered
excessive would be properdonate to
the stockholdings of the sharcholder-

YAn excellent tool for doing a presest-valoe
anabysisof these alternate seenariog is avalable at
wowrw personal keot, edu/ ~azgarwal/dea hunl

YSee Sec. 162001 and Rev. Rul &67-341

1967-2-CR 156

M There are many
situations in which
payment of additional
employee is warranted;
analyze the possibilities,
M Interest-free loans
miy be used in the
compensatory context, |
despite restrictions and
imputed interest under
Sec, 7872, -

B An employe
health plan can
both an w
and employee when
-~ premiums are deductible
- nnd proceeds nre
% nontaxable.
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For more information about
this article, contact Prof. Altieri
at moltieri@bsod. kent.edu,
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emplovees, Bonuses, if reasomable, will
be deductible under the same rules as
additional salare

Cages: The cases are more dluma-
mating as to the relevant factors in
determining reasonalle compensation,
Meapson M Co? 15 parocularly signif-
cant, beciuse the fictors considered are
almost wdentical o those set forth by
the TRE s audit manual.® Mayson
emphasized the following factors: the
employee’s parbieular qualificanions for
the job; the natoee, scope and extent of
the wark actually perdormed; the siee
and complexity of the particular busi-
ness enterpese; the ceonomic conds-
tions aned background of the ndustry
mvolved; the particular company’s dive
idend history; comparable salaries
the industey; the compensation pad o
e company’s other employees and
the emplovee’s prior-years' compernsa-
tion {especially for years i which the
key employee wa clearly undercom.
pensmed), The rewsonable compersa-
ton fest 18 4 cuwmulative one, ocusing
an all years inowhich the employee
rendered services to the emplovert All
ol these factors should be researchied
areel analyeed, without giving undue
weaght toany of them,”

If the wxpayer s a professional C
corporaton, a recent Tax Courr case,
Pedtatric Surgleal Assoctates® has spe-
cial relevance. The courts holdmg
has caused gréat concern 1o tax
advisers and has been roundly criti-
cizéd, The court essennally found
that compensation paid to share-
holder-employees, but atribucable
to the services of nonsharcholder-
emplovees, is unressonable and a
dividend, This. holding, if’ correct,
would throw a major obstruction

mto typical professional corporation
compensation schemes in which the
younger professionals’ services gen-
erate more company revenue than
they are pad, with the excess being
used to provide greater compensa-
don to shareholders-employees than
the revenue the latter group’s actual
services have generated: The court
noted that the deducnon requires
evidence of valuable services justfy-
ing the level of compensation.”
Similarly, other courts have held thae
deduction 13
ent (1) really for a

o compensanon
allowed for a payt

stock redemption' or (2) other than
for services rendered .

Even i addinonal current compen-
sation payments are reasonable, they

might not be currently deducnble if

the services were rendered cident 1o
i capital Improvement or construcuon,
In such case, the compensagon must
be capitalized under Sec. 263(a) and
added to the underlying asset’s basis

Interest-Free Loans
Diespite the restrictions and mmputed-
interest rules under Sec. 7872, inter-
est-free loans may sull be caunously
used In 4 Compensarory context
Under such an armngement, the
company, in 3 properly documented
transaction, lends money ar a below-
rnarket interest rite w a key employee
The emploves must fully intend to
pay back the amount borrowed.1?
Prior to the Defict Reducoon Act
of 1984 {DRA) {which implemented
the imputed-interest rules) the ques-
tion was whether the interest-free use
of company funds consumred caxable
mcome 0 the loan recpient In a

long line of cases, starting with Degn!?
i 1961, the courts have held that,
generally, the interest-free wse of 2
controlled corporation’s funds by one
of its owner-emploveds s not taxable
mncome to the recipient. The general
rationale 15 that 1f compensation was
imputed to the employee-borrower,
an otfsetang deemed interest expense
payment (and corresponding deduc-
non) would also be infised into the
transaction, producing a wash.

Concurring and dissenting judges
i many of the Dean line of cases
found flaws and inconsistencies in
the tax wash concept, For example,of
the employee-borrower  did ot
iternize deductions, all ar a part of
the deermed mterest expense would not
be deductble and the Dean analysi
wollld break down. Also, an interest
deduction depends on the use of the
lvan proceecds.

Now, under Sec. 7872, the forgone
interest on an interese-free or helow-
market loan w an employvee is com-
pensatnon income to the employee-
borrower. He or she s reared a8 both
receiving the amount of forgone
INgerest a5 compensation ncome and
repaying that amount as interest to
the lender. The employer-lender ide-
ally would be deemed to have paid
the forgone neerest as addibonal
compensation to the emploves and w
have received the interest income.
Subject to the reasonable compen-
sation hmie, the deemed payment of
compensation would be fully deduct-
ible by the company,

Deducting Interest
The employee’s deduction of such
mterest 15 subject to the usual limiks

+ Mayson Mig. Gr., 178 F2d 115 {bch Cir. 1949)

*8ee Tntermal Reveitiee Manual Seison 4,332,622 (3102

O See, e, Flesry Stoteever, TO Memo 1980238

! See, e, Bliion, fee, 716 F2A 1241 (9h Car 1983)

B Pediatn Swepical Assariater, PO, TC Mema 2001-K1

V.See Hoth Properties, Crey TC Memo 1974-23, afi™d, 511 F2d 526 (6th Cir
1975) 1$1,250 paid to-officer of corporadon disallowed in full when the

value of services were found o be dr spnimes)

W Compars Amerivar Jar'l Ceal Ca., TC Memo 1782-204 {redempiion], with
Muskaper Radivlopleat Growp, e, TC Memo 1978-490 (compensation, mo
gaodwdll). See also Tad N Seeflen, 69 TC 1049 (978 and  Syveanon

Chewele, TC Memao 1980270
W 8pe S Hobiizen, for, TO Menas 1995430

626 THE TAX ADVISER / OCTOBER 2004

201 the loan transacoon myolves an owner-employes and & noc properly

documented, andfoe the Service can show thae there was ho intent on the

smpioves’s part &0 repay the “loan" proceeds, ehe manssction could be
recait o dividend o compensation; see genetally, Bittker and Eustice,
Federa! [nceme Taxation of Corporations and Stiarchoiders { Warren, Gorham &

Lamont, Tth ad:, 2000 o 18.05[6]
13 | Stmpron Do, 35 TO 1083 (19610, see alo Haworth £ Puels, 686 F2d

40 (6th Cir, 1982% Herman M, Creenspua, 670 F2d 123 ®th Cir, 1982);

Cofie F. Bealon, 664 F2d 315 {Lsc Cie, 198 1), Alber Surrle, 625 F2d 1127
i4th Cor 1980); Bidliam G, Muartin, 649 F24 1133 5th Cir, 19817 anl
WL Hardee, 708 F24 771 [Fed. Ciz. 1983



and restrictions on interest deduct-
ibility. For example, at the same time,
the emplover 8 deemed 1w have
r"f.""f.,"-‘f'i"-’ﬁd TJ'.H:‘ AU AROUnt In ancoine
and to have paid it as mrerest expense
back wo the company If the bor-
rowed funds are traceable to properry
held for investment, the interest
expense 15 deductble onder Sec.
[G3d), to the extent of net invest-
fent imcorme, as an ttemized deduoc-
tiony, Thus, if the amount of the for-
pone interest 15 reasonable and the
employee can use the deduction, an
meome tax (but not . employment
k) wash oceurs o the company
and  the employee. Under Sec
THI2(, the parties must account
for these deemed transactions for
Form W-2, and FICA and FUTA
(but not for meome tas withhaold-
ing) purposes as af they really
accurred, Addinonally, a §10 0000 Je
minimts exceplion may apply ander
Sec, THI20) o exempt the overall
transaction if s principal purpose 1
ol s avordance

It iy not always clear whether a
loan to a sharcholder-emplovee 15
a compensation-related loan, or a
corporation-sharcholder  loan, he
unputed meerest on which would be
chatacterized a8 2 nondeducable
dividend. However, the legislative
history to DRA Section 172 states,
“the deemed transfer by 4 lender o
the boreewer is treated as a gift, a
pavment af campensation, a divi-
dend, a contribution o capital, or
some other payment depending on
the substince of the transaction.”
Frop. Regs. Sec. 1L.7872-4(d)(2) pro-
vides that a below-market loan from
a nonpublicly held corporation to a
greater-than-3% shareholder 45 pre-
sumed to be a corporation-share-
holder loan, absent “clear and con-
vincing evidence” that it 15 compen-
sation related. The emplover is well
advised to thoroughly document the
lean’s compensatory nature in the

Corporations&Shareholders

corporate record book and loan
documents and have factual docu-
mentation to support that form,

Insured Health and
Hospitalization Plans

An employer-provided insured health
and hospitalization plan 5 a group
insurance plan in'which the employ-
er pays all or most of the premiuims.
For the benefits to apply, the plan
needs o be fully insured (i.e., there
can be no employer self-insured por-
ton); otherwise, the ant-discrimana.
non rules provided in Sec. 105(h)
and Rep. Sec. 1.105-11{c) apply
Under Regs. Sec. 11051 1{b)(1) (),
the insured plan must imvelve classic
insurance shitting of risk to an unre-
lated third party (e.g., the wmsarer).!
It the plan s fully insured, the
potential to discriminare as o par-
ucipation {described below) would
exist even if the employees con-
tribured to the cost of coverage
However, if such employee contri-
butions were provided on a pre-tax
basis through a cafeteria plan, Sec,
125% strice nondiscrimination rules
would apply,

Thas type of insured benefic falls
mto the ideal tax planning category:
the emplover gets a current deduc-
ton for its preminm cost, while the
benefited emploves includes noth-
ing in income, either when the pre-
muur payment 15 made or when
health or  hospital benchts  are
recelved from {or reimbursed by) the
INSUGINCE COMmpany.

Premiums

Under Regs: Sec: 1.162-10,
amounts pad by an ‘employer for
premiums on health or hospitaliza-
ton coverage for its employees,
together with all other compensa-
tory benefits, must be reasonable o
be deductible, Employer-paid pre-
miums are generally excluded from

an employees gross income, under
Sec. 106, This exclusion is' condi-
tioned on the employer paying che
premium for coverage under an
accident or health “plan” Under
Roegs, Sec. L I05-5{a}, such a “plan,”
within the meaning of Sec. 108,
need not be in owrinng; however,
prudence dictates that any  fringe
benefit plan should be well docu-
mented, Further, if more than one
owner-employee s covered under
sich 2 plan, it would constituce o
welfare benefit arrangement under
the Emploves Retirerment Tneome
Security Act of 1974 {ERISA) and
would have to meet the BRRISA Tile
I requrernents, ncluding the reguane-
mient that the plan b o wrinng,

The plan muse be for the employees’
benetit ( Le, commuon-Low employecs,
not self-employed workers). Under
Boegs, Sec. 1L106-1, this term may
include the employees’ spouses and
dependents (as defined in Sec, 152)
Additionally, retired employees and
their dependents, as well a5 the ex-
dependents of a deceised employee,
muy obtan the exclusions afforded
by Secs. 106 and 105 (discussed
below) 13

Lastly, to be excluded under Sec.
106, the plan muse reimburse cov-
ered employees for personal injuries
or sickness. Regs. Sec. [.105-4(g)
spectfies that “personal imjury” and
“sickness"  include  any  general
injuries or illnesses.'® Tt appears that
premiums paid on an  accidental
death insurance contrace are also
excludible contributions for a plan
compensating personal injury or
sickness. 17

Receipt of Benefits

In addidon to employer-paid pre-
muums, the employee’s (and his or
her coversd spouses and  depen-
dents) receipt of benefits ar reim-
bursements for medical care provided
under a plan 85 excluded from

Mg, Sec. 11051 Ligs provide: that rermbursements paid under 2 plan for
rmierdical diagnostic: procedures for an emplovee (hut not for 3 dependent)
are not deented to be part of @ plan for parposes of the Sec, 105(h) nondn-

Crinisation regmements
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income under Sec. 105(b). To be
excluded, Regs. Sec. 1.105-2 provades
that payments for medical care mis
be received directly or indirectly by the
covered employes; however, payments
murde to reimburse a covered employ-
ee for amounts deducted as medical
expenses under Sec, 213 1 a previous
tax year must be included in the
recipient’s gross mcome under general
Sec. 111 tax-benefit-rule concepts.

Sharcholder Coverage

As was noted, there are no statu-
tory or regulatory nondiscriming
tign requirenients for insured health
and  disability plans  montaimed  for
emtplpees. Hoswever, an the context of
closely held corporations, the 1TRS
will serutiniee any plan to deternune
whether it 15 mamtuned for and
benefits owners 1w their roles as
sharcholders racher than as employ-
ees, ' A plan that does benefit share-
holders, mstead of employees, 1 not
“far emplovees™ and will be deemed
a constructive dividend. In such case,
the company will get no deduction
for its payments and the sharcholder
will Juve 1o report the full prenuum
cost as dividend income o the
extent of the corporaton’s carnings
and profies. "

Shareholders can be covered by a
company plim on a tx-tavored bass
only if there 15 a ranonal basis (other
than ownership of the business) to
justify their benefis (i.e, they are
bona fde employees of the company
(or spouses or dependents of such
emplovees)). This ratonal basis exsts
when the emplovees covered include
key emplovees and their families,*®
all afficer-emplovees and their fanu-
lies¥! or all emplovees.” For small
companies 1n which all emplovees
are also-shareholders and officers, the

plan wall elearly qualify if it complies

with the above requirements. A sole
sharcholder-sole employee plan will
comply if the plan benefits the
emplovee a5 an employee and not
as sole shareholder. In these cases, a
written plan takes on added signifi-
cance.™ Coverning only {or primari-
Iy} renred shareholders or nonactive
employess 15 problematic.

State law: The tx adviser should
also be concerned with state law:. For
example, Ohio Rev. Code Section
3724, which applies to Ohio compa-
nies employing more than two but
fewer than 30 employees, requires an
employer o provide all regular
emplovecs the same insured health
benefits given to highly compensated
cmployees (HCEs), but allows for
Premuum cost .~:|:1:liu:g (1.€.,the com
pany can pay for the HCEs' coverage,
while requiring lower-compensated
emplovees to contribute towand the
premium)

Employer-Provided
Disability Insurance
Under Sec. 106, premium payments
by an employer for an employer
provided disability income contract
are excluded from the employees’
gross mcome. However, any pay-
ments to 3 disabled indwadueal from
an  emplover-provided disabality
income contract for lost wages must
be included in the disabled employ-
¢y prows imcome?® Such payments
cannat be excluded under Sec.
105(b), as they do not meet Sec.
213(d)%s defimnon of pavments for
medical care

Sec. 105{c) provides an exclusion
from gross income for emplover-
provided contracts if the disability
pavment is made to compensate the
emploves for permanent loss of a
bodily member or function or for

permatient dishgurement, To qualify,
pavments must be computed by ref-
erence to the injury, without regand
to absence from work, and must not
otherwise act as a subsoitute for lost
wages,

Howeser, if a disability income
contrct s bought and paid for by an
mdiidual, rather than his or her
employer, any payments received
under the contract will be excludible
from the recipients income under
Sec. 10407a) (). Because of this distine-
tion, the owner-employee of a closely
held corporaton might favor non-
deductible? emplovec-paid disability
premiums, forgaing 4 current em-
plivee  exclusion  {and  corporate
deduction)® in return for total exclu-
sion of the disability  pavments,
While employer-provided coverage
albows current deduceibilivy for che
employer-pad  premigms and  no
inclusion of the premium cost i the
covered  employee’s gross ancome
vnder Sec, 106, future inclusion ol
disability paviments in gross income
might be perceived as a strong tax
disincentive to such an arrangement,
The current marginal tax brackees of
both the emplover and the key
employee, as well as the emplovees
anticipated  future  marginal rates,
should be reviewed tw  determine
which option provides the best over-
all tax resulis,

Conclusion

Part I, in the November 2004
ssue, will discuss other methods
tor selectively compensating key
emplovees of closely held C corpo-
rations on a ax-favored basis, such
as group hte msurance, split-dollar
hfe imsurance and nonguoalified
deferred compensation.

TTA

E See Muais Wipwien, TC Meme 1983620,

% See Saup] Levier, 30 TC 422 (1968 and Alan B, Larkis, 394 F26 492 (152

Ciir. {908
o Bigewr, Tne, TC Memio §96H-147.

LT Epstein, T Memo 1972-53 and BB, Seuth, TC Memo 1970243

B Anfir B, Sedel, TC Mema 1971-238,
M 8ee Wigutnn, nete 18 supr,

M e Amerios Foundry, 336 F2d 289 (9th Cir 1976 und Soegill Matar Co,,

TC Meme 1973-281.

= See Azz Prarson, TC Memo 2000-16{)

B Sae See, 2130d)(1)

* The employes u precluded from deducang disabiliey isurance peemiums

that he ar the paid pemonalhy; sée Sec, 213{d)N(D).

THE TAX ADYISER / OCTOBER 2004 629

EEE e e S SR S



