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Focus

Employee Benefits: A Balancing
Act for Closely Held Businesses

by Jacqueline M. Quinn

here do closely

held business
owners stand
when it comes to the ssue of
employee benefits as we cross
the millennium mark: How do
they maximize benefits while
still controlling employee costs?
How do they attract or keep kev
emplovees in a tight labor
market? How do they take
advantage of law changes in
qualified plans over the last few
vears? |he timeliness of these
and other questions that will
comfront closely held business
onwners is only further under-
scored by the projected growth
in the number of people who

will choose to be self-employed

in the vears to come.
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Fhe fesrmead took liese guestisns oo
amber of Jenefit specialisg and scasomed
planners across the country, We felt the
sl wily Lo get to the bottom of thes 1ssiie
was o see whai pl:lnnf.'r:-' clients are
doing, wiat they are considering and
what the experts view as OPpOerTUnites s

we inove forward,

Recent Legislative Changes

“Ohver thae last few vears, dramatie Jusisla-
tive changes have given the mwners of
closely held businessus |||u|'.|s]n:.: DPIEMETY
piries that never would have been thowghe
possibilin” sayvs retirement eapert Broee |
Tembkin, auchorof the crtically acchinned
e Termibde Pranh Ahor Investing, For
example, effective |anuary £, 2000, a5
result of the elimination ol Seeton 413 el
iof the Internal Revenue Code (TR, there
are noonwer any: limaes on the amount an
ermplover can coneribute on Faechiadl of an
LLli{?';';i:q,";_"l_‘ W by [":lﬁl'l_ii"il'l'.ﬂl."i i aoth of the
emplover’s detined benetie and defined
contribungn plans: This will give many
closely held business owners the oppoartu-
airy tosubstantally inercise contriitons
i uakitied plans.

The government alsg recently
changed Taws purtaimmg Wy coverage. Fur
exwmple, when Sectin +01a)(26) was
climinated, eoplovers could reduce the
percentage or the number of emplivees
they svould be required to cover ma
qualified retirement plae Tembin wses
the follow ing example o ilhustrace this
ponnts A clasely held business has fraer
highly compensated indhividuals igencr-
allv earning SELOG0 o more a veark. one
ul tham |_|Lj|.|!_l_ the owner, toaksy bas 16
non-highly compensared conplovees, It is
now possible to cover only the mwner
fronm among the highly compensated el
cover only 3 of the 16 1|||r1-||ig|r|_u Cis-
pensated emplovess and still rass the

COvErage Test,

Fn this exmaple, only 4 of the 2
enplovees are coverad in the plan. Thas is
made possible since the law simply staces
that ver tike the pereentage of highly
compensated mdividoals U our of 4
|_'|1|}||||'. pes op 23 'I:-|_'|'1_1,'|I-': and r11'.|’.1i|1|_\'
s percentage nmes T pereent., I'here-
fore. the emplover would onby have o
evver 173 percent of the non-haghly com-
pensated cmpleves (see Table 11 Tembkin
recemmcnds that this be wsed asasupples
mentad plan cather than discurbing an
existag AR amd profic-sharmg plin.

Temkin also points gt that many tra-

diriomal profit-sharing plans can subsean-

nally inerease contributions for owners
and key emiplsvees without having o
ke o additional contributions for
non-lighly compersated staff cploveds.
Muny closely held businesses have,
through the vears, made conrributions for
all gmployees. Since profit-sharing plans
fuvor vounger employvees, they acrually
diseriminare agamst the owaer. who gen-
erally is older than rhe staff, One could
take g tradnional profit-sharing plan,
mnend ehie plan and have a Torionala tha
states, for example, “All ovener-employvees
shall Terve acdditional contribiutions of some

percentage made in their bebalf,”

TABLE 1

An Example of Reduced Coverage
in Light of Recent Legislative Changes

Employee Job Classification | Coverage [ Rule

HCE 1 | Exec.Dir. Covered | Calculate the percent of HCEs
HCE 2 'Mgrr'It i that are covered

HCE 3 | Mgmt. i

HCE 4 TMgn‘;t. 1| Here 1 outof 4 -25%

Total HCEs | |

NHCE 1 Staff L Must cover 70% of 25%

NHCE 2 bsalr | [the covered HCE

N.E.{E:E.i_ E o 3 ~| percent above} =

= i 70% of 25% - 17.5%

NHCES Staff | 17.5% of NHCE, or 17.5% of 16
NI-IEIE - i Staff Sl ~employees must be covered =
NHCE 7 | Staff il ' 1f 3 non-highly compensated

MHCES® e employees participate, coverage
NhcED Eoutr _f test is passed.

NHCE10 | Staff

NHCE11 | staff N
NHCE12 | Staff i
NHCE13 | Staff T

NHCE 14 | Staff [ covered
NHCE1S | Staif | Covered
NHCE 16 Staff | cCovered
Total NHCEs 3
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Bruce J. Temkin

carefully examine plans, we
will find that a majority of
them actually discriminate
against owners or key

empioyeesi,,

Foves 1s this aceomplished It can be
demonstrared vnder Section 4011203 of
the TRC thar these additional coneribu-
ticing oo not make the plan discrimina-
tory. For example, 0 37-vear-old
cinployee has 30 vears until normal
retirement at age 67, The government
will allos the emplovee o take this pro-
jected aceonnt and assume it grows,
hypothetically. at 8.5 percent over the
next 30 years, Ancaceonnt with 51,500
waonld grow over this d-vear period ro
more than S17,000,

In turn. the government allows us o
taker the theoretical 517,000 aecount and
use B o by benetits stgreing ar age 67, 1F
the $-viear-old awner 1akes s aceonnt
balance and projeces it fueward for 16
Kedrs o age 66, it ean be demonsteaced
thar by convertimg these theoreeieal
aceonunt balances to benefits, that the
VOUnger "rln:“‘-‘ﬂf‘l'—{']ﬂ|'||1:l:\.'[‘.r.'._ 53 -
centage of earnings, actuallyv is getting »
higher henelie. Therefore, the government
will allosw thic oweer to ke up the dif-
ference v laving additional contributions
made to the plan oo his hehalf,

Savs Temkin: “The trome is that if we
earefully examine plans, we will find thas
e majority of them actually discriminare
ALCUTSD (WIS O k{'_‘.' emplovees, Whercas
large corporations 1y provide post-

retirement medical and defmed heneti
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plans or stock opoons o their emplovess,
this is not the case for the closely held
Erasiness owner, who has o pick up the
raby i order o be afforded these opportu-
mries, Plans have been underused, ss per-
b thee biest wiey of grappling wirh the
pssties of finoneil security,”

Whyv? Ifsan part because the markets
have: breen s favorabile for such a pro-
tonged period. (According ro Tembkin,
there’s euly been (me negative vear in the
markers since the inceprion of the 4011k
prlien o 191 Xany are dangerotsly vul-
perable o beine overconfident if they are
expericncing continnal prowth in the value
of their assets,” savs Lemkin

Morcover, the more familiar plans thar
arc suitable for the larger corporations
atterare not what's right for the small,
closely held business. Many small buse-
NESSes lepl}' are ot attracted o the wra-
ditiomal A (K often einbraced by larger
companics, Their special needs require
plans thar take into consideration that. in
stall husinesses; oamers fregquendy wane
a bigger <lice of the pie. By desion, the
Classic 401K plan is too cquitable and
therefure often viewed by closely held
business owners as an option with icle
benefir, What they need are plans tha by
their very nature are more flexible and
permir them e reward selecr partici
pants.

A Renaissance at Hand

s up to the farecial plansing commu-
ity as it better understands these new laa
u:h'.lngr_"{. o get the messhge out |_'|1J:ig_'|l1.'
leld bsiness owners,” savs Bruce 1 emkin,
1% these new design opportunities thar
will mve the emplover inm g ‘renassance’
period.” Wihat's allowalde today under the
law il permir owners the frecdom o push
ahead with many innovative plan desipr
e were net svailablean the past, This i
o s herher s the onemers’ desire to con-
mribate more money o themselves, reward
selected emplovess or control employee
comra, ] 've abways thought of plan I_:ll._'h'jgj!
like 2 good game of chess, " savs Temkin,

Muowt of the firms serviced by Mary
Maboney. CFP of Financial Network
Lisvesronent Caorpramation in Alboguergue,
Mew Mexieo, ave closely held buosinesses
Whar's she secing when it comes to
ermploves benefits today:

O o raster of chienes s 2 small
plambing wholesale company tha sidfs
abwont 13 emplovees, many of whom lave
Beer with the comipany for a long streteh,
The fatlier s renrmg. The son is raking
e the helm,” savs Mahoney, Whar they
lave decided o doto ensure little or no
arerition at this ceitieal juncture i oo
implernent a SINMPLE TRA, after 20 years
i husiness, she savs,

As Mahonevisees i the son incends
dorwhar he can to reraan a bigh morale
among the emplovees who have been, in
face: requesting this benefie for some tire.
SO of @wwal of 13 considered eligible t
participate, 1 have already dndicated—
thuugh they have ver to be formally joteo-
dueed 1o 1he plan—rthar thew will sion on,”

shie savs.

Sincere Interest in the Basics

“Cienerally speakmg, my small-business

clicnts are sincerely interested in provid-
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Dave C. Grosjean, CLU,
ChFC

6 6Our clients are very cost
conscious and have a good
idea of what they need. At this
point, they're not always

interested in adding fringes.
They're just trying to keep what's already in

place...??

ing the basic benefits of group health and
group life insuranee for their emplovess.
Moot all of them have dencal. bur more dd
mreare opting o add this and group dis-
abilicy nsurance,” savs Dave C, Grosjean,
CLU, ChFC, and Mabhoney's partner in
the insurance Brokerage firm of MEA
Lid. Conmpany, “Char elients are very cost
conscious and have a pood idea of wha
they need. Ar this poinr they're not
alwavs interested in adding fringes.
They're Just trving to keep what's already
in place, primarily becanse of the dramatic
INETCASES N COSts, parcicolarly in health
IHsUrance.

“But we just completed implementing
a disability insuranes program for a small-
business owner who Already had health
ariel el insuranee in plice.” says Ciros-

jeant, He's concerned aboue being able 1o
artract fahorers for an upeoming road con-
struction project and wanted o add fringe
benetivs as opposed 1o giving raises: “Thar
way, when ir's nime ro hire quality people,
he can say chat he has smmething his com-
petitors don't have.”

Mahoney tells of another closely held
L

s that recently instituted a 401k

plan, The gwner, emotionally corneced
wr the L‘]['Il]lﬂ‘\.'t!\'."ﬁ. wanted themm to be able
o save for renrement, " ost o from pay-
checl to paveheck and don't luve savings
pceoumts,” spvs Mahoney,

“The ewner wanted o go ahead with
the #0LE} plan beeanse he necded o pur
s money away, Bur he also realized
that if the emplovees sicned up. it would
force then o save.” she savs

Maleolm Greeahill, CFP, prranerpal ol
srerling Wood Financial, specializes 1o
wercking withoclosely beld business owners
fresm Bis offices ar ot San Mareo ond
San Francisco, Californie. They handlu
besth the gualificd and nongualified sides
of henefits.

i the gualified plan side, one oprion
b findds many small Business aowners
selecting as 2 henefit i an agesweighred
profit=shacmyg plos T he busioess owner
15 always trving mooskew the benetits o his
Favor o timasind the highly compensated
people, and mmplementing an age-
weighred plan cuns he one wai-to achicve
this,” savs Girecnhill,

Aprveing with Temkin, Creenlill
nfters that m sitiacions where che bull of

T.hL' L'|!|F|‘||J_'| {0 (ll.'l.“'l' :\I'I'l_l]'lg \:llf["l.Fl-.l!L'd
with the buisiness ownerand any key
exeeutives, age-weighted plans gnable the
older emploviees o sock away nigre 1han
their younger colleagues. “Sinee individu-
als at age 77 have only 10 vears left 1o
make contributions, the federal govern-
ment-allows them to pur away eonsider-
ably mare than, ler's sav. those at age 33
Bur trom an actuaeal paine af view, it all
warks ot to be couicable ag age 65."

stresses Cereendull

The Allure of Nonqualified
Plans

What does Cereenhill seoon the nonguali-
bred plan side? “Nomgualified benefits can
b atrractive ue a4 snndl business when voin
are saming o slant benefiesin favor of the
|'.Jl_'h|_1.' compersated, desire some flexibil-
iy, e don't seant 1o be ted ingo manda-
wry conriburions”

Nongualified benefies coabile owners 1
b something for emploses they view ds
kew: o essential o the company’s suceess,
Presigned according o the specifications of
the kev executives: what'salso a plus
rhar such benefis are g mechanism by
which ownersean “loek™ wnoplace those
imtewrral o the successful continuacon of
thi firin.

For example, Greenhill points our that
i smnall Business awner iighr be mrer-
ested in offering o performance incentive
fior 4 kew exeeutive salesperson. In thiar
ease. The owner maght consider designing
a nomgualified plan thats ned o the
einployes's sales targers, Referred o as
deferred O LT 1311 plans, the key
persan iy recerves the compunsation
faricl 1 therefore taxed on o when lie or
she lesves the company:

Anther example might Be that of a key
exeentive whe's marivared by equiry ar the
desire oo walk ey, when the time B cgh,
with part of the salue of the business. In




thas cise, puthing tegether o phantom.stock
plan owaw be post the neker. Adthoogh e
not real ey iThe owner s oot giving
AN N property eirhos ) ar s eascentiabla
prnsise or the par of thic company o pas
rlae cinplodces a specitied percentagt of the
vathue of the Diusioessar o ool apeeed-
iy e, according o Gireeninll

Yoot anithier fepical nongaaliticd
deferred compensation arcpenicent s
when individuals ave coasting rward
retirement and swant o have g supplement
Tor theete retiremien |1|:1|'. When this s the
CASE, EHE COag CAN TS o previde
che emplovees, mive they resclya certim
aggey with g Tt benef over-an agrecd-
wpresn girme trame. And ivs all tetally con-

fidemoinl.” savs Greenhill,

Tax-Saving Benefits

Besides oftermg feabiliv oo key person-
ek, nonualifeed deferred compensation
plans offer tiesaving benefics to closely
helel Tsinesses operating as O corpor-
vions wnnder the Ingernal Revenue Code.
Huowv? Thie sl buesiess can defer tooa
turure vear the payvonr o the key plavers
It an ey the max on-the deferred oot
at the fowest corporate s rate of 13 per
vent, a5 well as take the Yednenan i the
vear of the actual pavout (at a thine wlen
corporte fax rates may be higher
“There are no FRESA repuarements; v
red-tapewith such plans,”™ savs Gregidill;
There are no diseriminaion riles to pass.
sty guadified-plang, and while they
shionl B Tlessed by e borsd of disdctors:
srlike cualificd plans. thereSnoneead o

obstgin sy governmental aueiey TRRERD al

Long-Term Care Benefits

\ pioncer in the developient of lose-

rerrn el care imsurance inthe nation.
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Creegory PoSeal s presicdent of C-Hall
Corporation-and Beal Financial Servicesoa
planning firm out of Denver, Colorado C-

Flall's purpose is to educate individuals

Focus

about estare planning, primarily wirh
regard o health care needs before and
duriog retmement. Savs Seal: * The issues

of emplovee benefins dod long-rerm care

CLIENTS ASK..

“Are you a member of IMCA?”

“Are you a Certified Investment
Management Analyst?”

Be Ready to Say...
“YES!” “YQS!”

Join the premier
organization
dedicated

to consultants’
unique needs.

Call the J‘f\_ ﬂ

Investment Management Consultants Association
at (303) 770-3377 for information on:

o Membership o Legislative Tracking Service e Self Study Courses
e Callin Conferences e Educational Conferences & Publications

s Certified Investment Management Analyst Designation(CIMA)

¢ Educational Booklets for Clients e Jourmnal of Investment Consulting

INVESTMENT MANAGEMENT
COMSULTANTS ASSOCIATION

G101 E. Kenyon Ave,, Ste, 3000
[renver, Colorado 80237

G303y TTO-3377 7 (303 YT0-1812 Fax
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Mary Mahoney, CFP

€6 The owner wanted to go
ahead with the 401(k) plan
because he needed to put
some money away. But he
also realized that if the

employees signed up, it would force them

to save. , ,

are hot 'rr||11'f- tor the closely held bus-
ness, Wiale lang-tenn care 1s ot as politi-
cally eorreer as child dav eare m the work-
place, it's becoming more of an ssoe.”

Nceording to Seal, one of the diffieal
tasks for smaller emplovers centerson
B thiey can support thetr enaploy ees
finanwially as well as emotionally during
nintes of caré-giving crises, so they are able
1o function propecly o the ol and wlri-
mately regquest less time off. This is pertic-
1|!.|i'|_'.' trwee ot the balw hoomers facing
varinus, often long-distanee, CATE-EIVIng
crises that come wirh aging parents, he
savs " We're seemg an expansion of needs
for fasly care-giving counseling ™

The smaller firms are just strting to
s the probidems and the dviamies their
crplovess, particularly cmplinees in their
fifries and sixnies, are ficing as their par-
ents e “Emplovers are going to lave 1
responiel to ofter these benefits with unem-
plovanent as low g 3 is," savs Seal,

| Fe intends o targer these smaller
firrmes v only wath the offer of ongacerm
care plans, bt also e educate their work-
ers on health-care estare plannimg ssoes:
huds Beal. The educanional resouree

alome an such m|1i+_'\ is 7 huoe benetin Buan-
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hes peed, and one that will undoubeedly
lowver the anxieny threshold woekers have
to enchure when such situations arise.”

Bread-and-Butter Benefits

Wil Heupel, CFP.CLU, ChFCL principal
of Minncapolis-based Acceredined

Investors, works with wuther pariner w
tend toa chiene hase consisnng largely of
closely held businesses. When it comes
whv sl bosisess owners are imple-
menring cerrain benefie packages. he con-
curs with Maleobn Crreenbull, *None of
o emplovers are saving they need m pur
ity place certain benetits in order o
attract and keep einplovees, despire the
tight labwor marker,” he savs.

Chwners ask, for instance, how they can
pet hevefits noplemented for themselves
ot hefore-tax basis. From there. the
cwners follow througl on the decistons
from a cost standdpoine and ciaming whar
el cose o make these benetics svanlable
1w the emplovees,

Flewpel suggests, “There are certam
Drestd el haeter’ benefis most cploy-
ces-look Fordoa ol search thar need w b
otfered.” Referring o them as the “three
legs of the stool,” Heapel lists bealth
mrsieance. the traditonal #0100k or fetine-
ment plan. and disabiliy insurhnee. Lale
insurance is not requested often, “And dis-
abiibivy i replly third on che tist, i s
asked for,” matnrms Heopel

But cver and above thar, Heupel agrees
with Seal. Acrrend he sees.on the upswing

15 that of implementing long-term care

Wil Heupel, CFP. CLU,
ChFC

66 There are certain ‘bread
and butter’ benefits most
employees look for in a job
search that need to be
offered.??




Maleolm Greenhill, CFP

pulicies. “You can adopt corporace resalu-
tions that allow the emplover to make the
benefit w select oroups of crplovecs, pet
the premiums paid on a before-tax hasis,

as well as ger them onan aceelerated pay
schedule.” says Heupel,

He offers an example of @ elosely held
business owner who plans on retiring in
ten venrs, “We can ger the policy entirely
paic off {on a before-tax basis) within that
time for the owner and spouse, so they a
it paving for the benefic when they go
e rétrement.”

According wo Seal. we've all Gioaliar
with the true group long-term care plans
the larger firms offer. *Bur the wave of the
futire for the closely held bsimess s w
offer individual Iong-term eare policies
withina group environment,” he says,
Unidder this seenario, 4 select aroup of
emplovees can be carved out and paid for
by the corporarion {offering a long-term -
care plan can b g fully discriminarory ben-
efit for a O corporation), while the other
emplovees can be offered the benetit on an
emplovee-paid basis. And he adds, = A
select group of long-term care providers
not ooly will offer a group discount Lot
simplified underwriting as well.”

This earmies with it the potential for
breing asked fower in-depeh guestions by

Journal of Financial Planning /February 2000

6 6 The business owner is always irying to skew the

. benefits in his favor or toward the highly compensated
people, and implementing an age-weighted plan can
be one way to achieve this.” )

the imsurance carrier daring the ander-
writing process, Wl? “The kev 1
vihime.” savs Fleapel, “The volune of
besariess troo a particnbir group na
make them more willmg weanake s
allowances,” hesavs,

*Practically speaking, there arc anly so
iy [ars vong e wear gs o plinner”
savs Seal, who resnfies thar, thoogh gues-
rions surroundiog loog-tern care and s
ancillary dssues (whether originating wich
the stall-buosingss owner ar plannert are
eertainly: beconing sore prevalent, they
have et oo move to the front hernee

L the end, however, henefic experts as
well s planners apree thar closely hald
businesses represent a significant, unde-
veloped marker for the Anancial planniog
comenumity. [ts the planning commu-
nieys responsibaloy re key meon, approach
arel deliver 1o closely held busingss
owners the empleves benefins that suic
their own smaller nperational needs,
When aclassic #1KE s oot appropreate,
explore other qualificd reniremenr plan
L1{‘N!j_’l]5. Presgss nonsgpaadified plan
oprions. That wav, plansers ean remum
corfident they are outlining alernanves
el vendering costomized services that
eruly nmterest and assis the smaller

closely held firms,

dargqueiing M, Quing has written far g variely of trade
miigazines gnd nevwsletters, and residgs in Caklond
Mew Jevsey. Shecan be reached during normal
brsines hours af (200] 651-2850, win fox ar the sarme

number, or via-e-mail ar Jqad QA aal.com,




