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Rewarding “Select” Employees with “Selective” Benefits

You can do more for your best people.

by Jeffrey S. Hahn, MBA, ChFc, CLU 

In a perfect world, taking care of your very best employees might mean loaning them the corporate jet, flying them to a tropical resort, and paying all their expenses. In the real world, however, taking care of your best people probably means paying them an annual bonus, treating them to a round of golf, and giving them a few extra days off around the holidays. But have you ever wished you could do more?

The reality is – you can. What’s more, you can do it with “company” dollars; you can select only the people (including yourself) you want to include; you can allocate different amounts of money to different employees on a discretionary basis; and you can take a full or partial tax deduction for doing so.

Under Section 419A of the Internal Revenue Code, small, closely held businesses and professional practices can selectively reward certain individuals who are key to their success. The rewards can include life insurance, medical benefits, severance pay, disability benefits, education funding, supplemental retirement income, and long-term care protection – all important benefits that, if purchased separately, could cost thousands of dollars per year.

Commonly known as “419 Plans,” these special arrangements are generally paid for with company dollars and funded with life insurance contracts. Because of that, the benefits to your covered employees include tax free life insurance proceeds (which can also function as a “self completing” retirement savings plan), and depending on how the plan is set up, access to policy cash values to help supplement retirement income. In cases where a covered employee is also a partner in the business or practice, the policy’s death proceeds can be used as the funding mechanism of a buy/sell agreement, allowing much needed funds to flow to both the family and the business following the employee’s premature death. 

The benefits to you as the employer are also many. First, you can provide an extra benefit to your best people as a way of rewarding their efforts and retaining their services. Second, you can integrate the plan into any existing buy/sell agreement or personal estate plan you may already have. Third, you aren’t locked in to a rigid contribution schedule in the event cash flow becomes tight, nor will you have to deal with time-consuming administrative requirements. Finally, depending on the type of insurance contract you use to fund the plan, you may be able to reduce or eliminate future out of pocket costs, while keeping your plan in force. (Of course, if you don’t contribute to the plan in a given year, you will forfeit the tax deduction.)

419 Plans are available to most types of business organizations, including C- and S-corporations, Limited Liability Companies, and General and Limited Partnerships. If you operate as a Sole Proprietor, however, you are not eligible. In order to offer the benefit to a valued employee, he or she must provide you with a real service and you must actually pay him or her W-2 compensation during the calendar year. 

You also have some flexibility in how you structure your plan. You can elect to join forces with other employers (minimum of 10), with plan assets essentially functioning as a “risk-sharing” pool for the payment of benefits. Or you can establish a stand-alone plan covering only your business or practice and the selected key employees you choose to cover. 

Under a “multi-employer” plan, your contributions are fully tax deductible; plan assets are not subject to the claims of creditors; there is no stated limit on contributions providing they don’t exceed 10% of the total; and in the event an employee terminates his or her employment, s/he would forfeit his or her policy. Under a “simple employer” plan, your contributions are tax deductible up to certain limits specified by the IRS; you can allow employees future access to their cash values, perhaps using them as “golden handcuffs” to encourage them to remain with you; plan assets may be exempt from the claims of creditors, depending upon the state in which you operate; and should an employee terminate employment, s/he can generally assume ownership of his/her policy. Which type of arrangement is right for you will depend on your personal goals and objectives, and possibly the state in which you operate.

One final note: there is a “cost” to your covered employees, even if you’re picking up the entire tab, and that’s an income tax on the “economic benefit” of the plan’s death benefits. This tax, based on IRS tables, is relatively small, however, and many employers elect to “bonus” their covered employees in the amount of the tax – a bonus which is also tax-deductible.

So - maybe you can’t fly your best people off to a world class resort for a weeklong vacation. But with a specially designed “419 Plan,” you can provide them with special benefits over and above the regular package you offer to everyone else. You can also help them protect their loved ones and their future financial security; you can arrange your plan to provide benefits such as severance and disability pay; and you can let your key people know how important they are to your success. And while you’re at it, you can also give them a few extra days off around the holidays.
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