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Section 79 as a Supplemental Planning Tool

As employer rules for providing non-qualified
supplemental retirement benefits become more stringent, the need to look for non-traditional strategies increases.  Recent changes in Internal Revenue Code (IRC) Section 409A regulations and closer scrutiny by the IRS have narrowed the planning possibilities for rewarding key employees and business owners.

Many employers use group term life insurance to provide insurance protection for their employees. Coverage amounts up to $50,000 are paid by the employer and are generally income tax-free to employees.

While group term life insurance provides a death benefit for employees during their employment, it doesn’t provide portable life insurance protection. Coverage ceases upon retirement or termination of employment. Additionally, group term life insurance often doesn’t meet the needs of owners and highly paid key employees. Limits on coverage amounts and the fact that the life insurance benefit is tied to employment may leave these key people without
adequate protection.

Adding a permanent benefit to a group term life insurance program can help employers attract, retain and reward owners and key employees. IRC Section 79 allows a corporation to offer participating employees the ability to own a cash value life insurance policy — such as universal life insurance — as part of the group insurance plan. Including cash value life insurance in the plan allows the corporation to use excess pre-tax profits to potentially provide tax-advantaged benefits to participating employees.

Advantages to the employer:

· Contributions to the plan are 100 percent income tax
deductible (to the extent compensation is reasonable
under IRC Section 162).
· Requires minimal documentation and reporting
requirements.
· No mandatory participation requirements.

Advantages to the employee:

· Income tax-free death benefit that is portable
into retirement.
· Tax-deferred cash accumulation.
· Tax-free income in later years.*
· Only 60 percent to 65 percent of contribution is
includable in taxable income.
· Numerous benefits and applications, including
supplemental retirement income and tax planning,
non-qualified deferred compensation plan
replacement, executive benefits, and estate tax
and liquidity planning.
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· Uses the IRS’ safe harbor valuation method to
calculate the cost of permanent benefits.

Section 79 group permanent plans are primarily
designed to benefit owner-employees and non-owner key employees.  Any business can adopt a group permanent plan to benefit all employees, including non-owner employees.  However, if an owner-employee participates in the plan, the business must be organized as a C corporation. Independent contractors, partners in a partnership, members of an LLC (unless it has elected to be taxed as a C corporation), sole proprietors and owners of more than 2 percent of the stock of a subchapter S corporation aren’t permitted to receive any group life insurance benefits under Section 79.

Example:

Goal
· Provide deductions, supplemental retirement income
and death benefit.

Facts
· Corporation has nine employees plus the owner.
· Corporation needs to remain an S corporation due to
unreasonable compensation issues.
· Owner is responsible for the sales and marketing
functions.

Solution
· Establish a new C corporation that provides sales and marketing services to the S corporation.
· Section 79 plan is set up in the new C corporation and includes employees from both corporation.
· Owner has $100,000 premium.
· Total cost for the other employees is $1,565.

As the example illustrates, the Section 79 plan can be
designed with minimal costs for rank-and-file employees, while allowing key employees and business owners to develop a supplemental plan.

While Section 79 may not be the right solution for every
business to attract, reward and retain key employees,
it does offer an alternative to traditional non-qualified
deferred compensation arrangements that you and your
tax professional may want to review.

*Income tax free distributions from a life insurance policy are achieved
by withdrawing to the cost basis (premiums paid) then using policy
loans. Loans and withdrawals may generate an income tax liability,
reduce available cash value and reduce the death benefit or cause the
policy to lapse. This assumes the policy qualifies as life insurance is not
a modified endowment contract.

Information provided in this publication has been obtained by Keegan, Linscott & Kenon, P.C. from sources believed to be reliable.  However, Keegan, Linscott & Kenon, P.C. guarantees neither the accuracy nor completeness of any information and is not responsible for any errors or omissions or for results obtained by others as a result of reliance upon such information.  This publication does not, and is not intended to, provide legal, tax, or accounting advice.
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