New Rules to Prepare and
Protect Your Business

Planning for Business Owners and
Key Employees: The Basics
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Small Business Landscape
CD

oo
The Small Business Administration defines small buv'ﬁesses as

those with fewer than 500 employees KO(
* 29.6 million small businesses in 2014 &OQ
- Only 19,000 large businesses (more th mployees) in 2014

 Over 5 million of those have empyqebg‘ (other than the business owner)
- Small businesses accounted f@] .8% of net new jobs created between 1993
O

and mid-2016 (\

- The vast majority (S@%Q)f small businesses with no employees are sole
proprietors a@p/artnerships (including limited liability companies)

SBA Office of Adv@]uently Asked Questions About Small Business, March 2014
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Sole Proprietor

Limited Liability Company (LLC)
Partnership

Corporation

May have «

- One or more owners (:\'

- One or more key e&@es

Must be

- Stable le business
. Ing f financial, retirement

or succession planning




Owners’ Needs
5’
What would happen to your business if you were not herew(pun it?
« Do you have a plan for who will succeed you in 0\9«@&; or running the
business? OQ
&
+ How will that transition occur? \Fe
Do you have key employees that aﬁ@éﬂ to the success of your business?
- If they were to die premq{‘ua_gl’a}' how long would it take to replace them?

- Do you have suffic'c}r@&entives to keep them from moving to a

competitor? 7

Do you i@@a\r’etirement plan for yourself?

o™




Succession Planning .
C,

Will | have to sell the business to fund my
retirement?

If | give the business to one child will the

others feel slighted?

Do | want to go into business with my
partner’s spouse or children?

Is the business valuation current?




Succession Planning
Buy-Sell Agreements S

(,Q’
An agreement among the owners of a business to d the
business share of an owner who has died, becQ@é disabled, is
about to retire or who wants to sell his/b@%are of the business

The agreement states a predetermi@%rmula for valuing the

business «’b‘g

Often funded with cash life insurance

* Provides funds to h p@ﬁout a disabled or retiring owner through tax-free
withdrawals %Loans

* Policy c Q\,used as collateral

. If%n er dies, it provides a tax-free death benefit to purchase the business
hafe

from the decedent’s estate/heirs



Loss of a Key Person




Loss of a Key Person

e S
. Key person life insurance (5*?'6
* Term insurance < 's
i O
* |Inexpensive ‘(\&
- Permanent insurance x O

- The business may purcwgg\licy and split the death

benefit with the insure employee while he/she is

employed (:&
- Can also provide urce of tax—free cash to the
business in ture
7
N




. Sale of the business

Sources of Cash
for Self-Employed Individuals

&
- Will it be a forced sale due to illness? WiII;{I@'(seller be relying

on the buyer for future income? Q

- What if the seller is a professional @ctor lawyer, etc.) and
doesn’t have a business to sell&teﬁer than a client list)?

- Social Security

« Will this be sufﬂuenb&l’b-(mamtam current style of living?
. Qualified plan CO

- Does the sgJf<employed individual have a qualified plan that
will p@&ﬁe sufficient income for his/her lifetime? __

o™




Insurance-Based Income Solution
CD

Life-insurance as a savings vehicle

Permanent, cash value life insurance can pr ViNg tax—free
income (up to the owner’s basis in the @ and then tax-free
loans from the cash value in the futur

Income-tax free death benefit%&vner’s heirs/estate now and
into the future

Individual must have:

Sufficient aft;r ax cash flow to fund the policy appropriately
A ne ersonal life insurance

st 15 years before retirement (or other event that will
recipitate a withdrawal)




Key Employees’ Needs

(9
Employees’ needs are an owner’s R;@‘blems'
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Key Employees’ Needs

25’
Not all employers are able to maintain a qualified r@fement plan
for all employees ‘\O(
+ Cost prohibitive &OQ

- High turnover of lower-paid employees e(\
Quite often, a qualified plan d9<sb1§ t provide a highly-paid
employee with an adequateé(e—tax way to save for the future

Employers often need @‘p%vide special benefits to the employees
who are key to theQQQtinued success of the business

/7
- These benéﬁ{cg,are not for business owners

S




Who is a Key Employee?
5‘9
62
. Select group of management and highly(cqﬂ‘rpensated
employees (\KO
- Key employee benefits are not for (\&LQ and file” employees
- ERISA does not protect ke ,gﬂl%loyees’ retirement

benefits that are outsi@:&a qualified plan

(2
- Courts apply a &art test to determine if a plan

covers the @propriate employees
. Quan@\&c\l\fe
o QCgl ative




Executive Bonus Plan

Employer

- Bonus to employee
- Used to pay premium

- Also known as aOQSS bonus plan”
- Tax deductibleto the employer

Tax \compensation to the key employee
(J5 loyer may also “gross up” the employee for the tax that

will be due on the bonus




Executive Bonus Plan
é’f’s

Benefits to the key employee(s) V(J

- Feels good about getting a special benefit 0(

« The policy is portable QK

« Provides tax-free death benefits for the key emplo &Qeirs

« Provides a source of tax-free income in the f gffor the key employee

+ The employee may pay additional premﬂr@%o save more on a tax-deferred basis
« The policy is not subject to the cla@’&of the employer’s creditors

Disadvantages to the key e@oyee(s)
+ The bonus (premium) (yxable compensation

7
* No guarantee t!%t/the employer will continue to pay premiums unless there is a written

plan \QV
sVS\Q




Executive Bonus Plan
c@c’c’
. Advantages to the employer ?S’

<
* Premiums/bonuses are tax deducti %(Ce)

@)
- Little or no administrative co@(“t&o maintain

- Disadvantages to th’g‘e?rgployer
- Cannot recover t@e&%st of the plan
* No vesting scﬁeodule to act as a retention tool

7
- May bgz‘sﬁbject to ERISA disclosure and reporting rules
a elfare benefit plan




Restricted Executive Bonus

Access to cash '»\O(

Employee
Restrictions

Repay portion
of bonuses




Nonqualified

Deferred Compensation

%9
Any plan or arrangement that pays an employee or indep%ﬁf contractor

in a later year for services rendered in the current og@ prior tax year

Not appropriate for owners of pass-through ens (partnership, LLC, sole

proprietor, S corporation) e‘(\"
Governed by Internal Revenue Cod 98§\\{ZO9A

- Restrictions on timing of discﬁbutions, timing of elections, taxation

Failure to comply with 40@Qay result in 20% penalty tax on deferred

amounts, plus intere@?the underpayment rate plus 1 percentage point,
s

plus regular i@me tax on amounts deferred

. Asses@&o the employee
o™




Nonqualified
Deferred Compensation

S
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Account Nohaccount
Balance Plans Balance Plans
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Nonqualified
Deferred Compensatlon

Financing a NQDC plan

- Plans do not need to be funded and employers are not r%\ér@d?‘set aside any
assets

- Any assets that are set aside to informally fund tIaQ@an are assets of the employer;
employees have no claim to those assets E S

« Tax-deferred build-up of cas ’@Iue can be used in future to pay employee
benefits (tax-free withdra@s up to basis)

- Tax-free death bepef{fy brovide plan cost recovery feature

Taxable investmepts gmutual funds)
+ Gains aq\ﬁfributions are taxable to the employer each year

« Li set; easily accessed to pay employee benefits

Corporate-owned life insurance (COLI)

. cﬁb insurance charges; no death benefits for cost recovery of plan



Nonqualified Deferred
Compensation Taxatlon;,




Split Dollar Agreements

Split dollar is a method of splitting premiums, cash d}ﬁf\’es
and death benefits between a policy owner an &m —owner

Two methods of taxation, depending on&&powns the policy

and cash values (\\'0
- Economic benefit regime \&Q/
« Loan regime «@S

Final Treasury regulatug'ﬁ.s\Were effective in 2003

- Watch for any a @ﬁ}nts entered into before September 17, 2003 as
they may be 9r fathered and not subject to the final regulations




Split Dollar Agreements
05’
Can provide low-cost life insurance protection for a keyceaployee
May “rollout” the policy (cash values) to the key®£|oyee at
retirement to provide additional source of 6®me and post-

\3
retirement death benefits Q,(\

+ Be careful! If the agreemen‘fbﬁlires the policy to be transferred
to the employee, or if,é.l(g\'oan will be forgiven, the entire
arrangement E;bﬁ}\éubject to Code sec. 409A as a deferred

an!

compensation

<

SpIi@Q&arrangements are also used in estate planning and

egpe

imes in a buy-sell arrangement




Economic Benefit Split Dollar

Employee is insured &
pays tax on imputed
income

Employer owns policy
& pays premiums

INSURANCE
DEATH
BENEFIT




Loan Regime Split Dollar
0>’
C
Insured employee owns a cash value life insuranceeo%
. qu

The employer agrees to loan the premium a@u t to the employee
The employee collaterally assigns the&@@to secure the loan
If the interest rate on the loan %%w market, then the employee

will pay tax on the impute&’interest

- Interest will be cg| ted based on the Applicable Federal Rate

Term loans, _




“Switch Dollar”

25’
C
Switch dollar is a method to keep the cost to {h?&mployee as
low as possible ‘\O

- Begin with economic benefit regime wh Ké&a ART rates are lower

* When the ART rates become high \&i%h what the imputed interest
would be, terminate the econﬂr& benefit regime split dollar

agreement and switch to@‘ean regime agreement
Added benefit: aé&alsh value that accrued after the switch
will belong to tg(e employee so that portion would not be
tax@l\Q\iﬁme if the policy is later rolled-out




Split Dollar Rollouts
5
- Although not required, some employers ma%~ et to

get the policy and its cash values into ;{@'ﬁhands of the
employee at retirement &OQ

- Care should be taken to make @Qode section 409A does
not apply to the split doIIgKag'feement
- Employers may (:&
O

- Transfer own?(sgaﬁ\of a policy to the employee

- Forgive any outStanding loan

- E will have taxable income

S




Summary

Life insurance can be an effective solution for a number of business(—/@§ed
problems ?S/

Self-employed individuals with earned income (as oppo%@g W-2 wages)
pose unique challenges when planning for future @“eeds
X

- Consider qualified plan options Q/(\
- IBIS «@S
* Business succession plannin(’\o
Employers with key em%c@g?r.nay need to consider
 Life insurance o/ngwé key people
Nonun?Qe/ lan options to supplement Social Security and qualified plans
utive bonus or restricted bonus plans

C? Nonqualified deferred compensation plan




