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Memorandum of Points and Authorities on Internal Revenue Code Section 79

Executive Summary

Under the terms of §79, excess corporate earnings may be utilized to provide significant
employee benefits for group term life insurance, as well as permanent benefits.

A corporation may provide up to a $50,000 death benefit of group-term life insurance for
an employee that is tax deductible to the corporation and a non-taxable benefit to the employee.
Any amount of group-term life insurance in excess of $50,000 is taxable to the employee (i.e., a
permanent benefit) is tax deductible to the corporation and must be reported by the employer on
the employee's W-2 as "other compensation.” However, the amount of taxable income reportable
to the employee can be reduced by the proportional amount the employee paid for such benefits

(1.e., cash value).

The rules vary with the size of the full-time employees groups. §79 is generally available
for groups with 10 or more full-time employees with permitted variables for the computations
such as years of service, compensation, and job classification. For groups with fewer than 10 full-
“time employees, the computations must be based upon a formula and are generally more
restrictive. An employee census must be analyzed for any size group to determine the extent
which permanent benefits may be provided and for 10+ employees groups, what variables may

apply.

1. Section 79(a) -- General Rules

An employee must include in gross income for the taxable year an amount equal to the
cost of group-term life insurance on his or her life provided by his or her employer, to the extent
such cost exceeds the sum of: '

(1) the cost of $50,000 of such insurance; and
(2) the amount, if any, the employee paid for the insurance.!

"Cost," as used here, does not refer to the actual premium paid for the insurance
protection, but to the cost determined under the Uniform Premium Table contained in the
regulations (“Table I” See below).?

Therefore, if an employee receives group-term life insurance coverage in excess of
$50,000, the amount of income attributable to the excess coverage that the employee must
include in gross income is equal to the uniform premium table cost of such coverage. This is so

1 §79(a).
2 Regs. §1.79-3()(2).
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even though life insurance companies routinely market employer-paid term insurance to groups
of employees at an actual cost that is less than the Table I cost.

The $50,000 limit on the amount of group-term life insurance that may be provided tax-
free to employees also applies when such insurance is provided to retired employees.

Table I
Uniform Premiums for $1,000 of Group-Term Life Insurance Protection

For group term life insurance provided after June 30, 1999.3 Cost per $1,000 of protection.

5-Year Age Bracket for l-month period
Under 25 $0.05
25 to 29 50.06
30 to 34 50.08
35 to 39 50.09
10 to 44 $0.10
45 to 49 $0.15
50 to 54 $0.23
55 to 59 50.43
60 to 64 $0.66
65 to 69 51.27
70 and above $2.06

2. Section 79 {(b) -- Exceptions

1. The $50,000 ceiling of Code §79(a) does not apply to the cost of employer-
provided group-term life insurance on the life of an employee if the employee's
employment with the employer has terminated and the employee is disabled
within the meaning of §72(m)(7). An employee is considered to be disabled, for
purposes of the this exception, if he is unable to engage in any subsiantial gainful
activity by reason of an impairment which can reasonably be expected to be of
indefinite duration or to result in the employee's death.*

2. The second exception provides that §79(a) does not apply to the cost of any
portion of the group-term life insurance on the life of an employee provided
during part or all of the taxable year of the employee if the employer is directly or
indirectly the beneficiary, or a person described in §170(c) is the sole beneficiary,
for the entire period during the taxable year in which the employee receives such
insurance.’

3. The exemption of the cost of up to $50,000 in coverage does not apply to the cost
of group-term life insurance protection provided under the trust of a qualified
pension, profit-sharing, or stock bonus plan, or under a qualified annuity plan, if

3 Regs. Section 1.79-3(d)(2) as amended by T.D. 8821.

4 §79(b)(1).
5 §79(b)(2).
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the proceeds of such insurance are payable directly or indirectly to a participant of
such trust or to a beneficiary of such participant.® The tax consequences to the
employee of such life insurance coverage are governed by the provisions of
§72(m)(3) and the regulations thereunder.”

3. Group-Term Life Insurance Defined

Life insurance provided to a group of employees can qualify as §79 group-term life
insurance only if: (i} it is provided under a policy carried directly or indirectly by an employer?
and (ii) the death benefits of the policy constitute general death benefits excludible from gross
income under §101(a).? Because travel insurance and accident and health insurance (including
amounts payable under a double indemnity clause or rider) do not provide a general death
benefit, such policies do not fall within the definition of group term life insurance. !9

4. Key Terms

Several key terms are defined in Regs. §1.79-0 concerning the qualification of life
insurance as group-term life insurance. These terms include "policy," "carried directly or
indirectly," "employee," and "group of employees.". '

“Policy” The term "policy” includes two or more obligations of an insurer or its
affiliates that are sold in conjunction. Obligations offered or available to a group of employees
because of their employment relationship are "sold in conjunction,” regardless of whether the
premium for each of the obligations is actuarially sufficient or whether the obligations are
contained in one or several separate documents, each of which was separately filed and approved
by the appropriate state insurance department. Therefore, the independence of one obligation
from another is not taken into account in determining if the obligations are sold in conjunction,
even where one obligation is only available to those employees who decline the other. Regs.
§1.79-0 allows employers to exclude a number of separately available benefits provided by the
insurer from being treated as a single policy. An employer may treat two or more obligations that
do not provide permanent benefits as separate policies if the premiums are properly allocated
among the policies.

"Carried directly or indirectly” A policy is "carried directly or indirectly” by an
employer if the employer pays, directly or through another person, any portion of the cost of such
policy, or if the employer arranges, alone or in conjunction with one or more other employers, for
payment of the cost of life insurance by its employees where at least one employee pays more
and at least one employee pays less than the cost, determined under Table I,!! of insurance

6 §79(b)(3).

T §79(0)(3).

8 Regs. §1.79-1(a)(3).

9 Regs. §1.79-1(a)(1).

10 Regs. §1.79-1(H(3).
1l Regs. §1.79-3(d)2). -
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provided to him or her.1?2 Accordingly, a policy is "carried directly or indirectly" by an employer,
even though all costs therefor are paid by its employees, if the Table I cost of at least one
employee's coverage is provided by the contributions of at least one other employee; e.g., each
employee pays a level contribution.

Supplemental group coverage paid for solely by the employees is subject to §79 if the

~ employer pays for all or part of the basic group-term life insurance coverage and both policies are

issued by the same insurer. If the supplemental group insurance paid for solely by the employees

is issued by an insurer other than the one that issues the basic group-term life insurance coverage,
however, the supplemental coverage is not subject to §79.13

In PLRs 9227019, 9149033 and 200033011, the IRS ruled that an employer can treat
basic group-term life insurance coverage as a separate policy from supplemental group term
coverage and that an employer can also treat supplemental coverage for smoking employees as a
separate policy from the supplemental coverage for nonsmoking employees. In both of these
rulings, the employer obtained both the basic and the supplemental group-term insurance from
the same insurance company. The IRS concluded that the insurance premiums were properly
allocated between the basic and supplemental coverage. Also, the IRS noted that the premiums
charged under the supplemental policy were sufficiently high to make both the smokers' coverage
and the nonsmokers' coverage self-supporting and independent of each other.

"Employee” An "employee" for this purpose is a person performing services in an
employer-employee relationship,', a full-time life insurance agent!’, or a person who previously
performed services as an employeel® (Regs. §1.79-0). Thus, self-employed individuals,
including partners, are not eligible under §79. Moreover, S corporation employees who own
more than two percent of the outstanding stock or total voting power of the corporation are
treated as partners.”” Group insurance of dependents is not covered under §79 because
dependents are not employees, nor is group insurance for an employee covered if it is made
available to the employee in his or her capacity as a director or owner, 18

"Group of employees' A "group of employees" is all employees of an employer, or less
‘than all employees of an employer if group membership is determined solely on the basis of age,
marital status, or factors related to employment. Union membership, duties performed,
compensation, and length of service are identified in the regulations as examples of factors
related to employment. While the participation in some benefit other than group-term life
insurance generally is not considered a factor related to employment, participation in an
employer's pension, profit-sharing, or accident and health plan, whether contributory or non-

12 Regs. §1.79-3(d)(2).

13 pLR 8518037; PLR 8820022.

14 Regs. §31.3401(c)-1.

15 §7701(2)(20).

16 Regs. §1.79-0.

1751372

18 whipple Chryster-Plymouth v. Comr., T.C. Memo 1972-55; Enright v. Comr., 56 T.C. 1261 (1971).
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contributory, is considered such a factor.!'® Furthermore, although ownership of stock in the
employer corporation is not a factor related to employment, participation in the employer's stock
bonus plan may be a factor related to employment, and a group of employees may include an
employee who owns stock in his or her employer.20

Except as noted below, a group of employees must include 10 or more full-time
employees at some time during the calendar year. Regs. §1.79-1(c)(2) and (5) provide that, in
determining the number of employees to whom life insurance 1s provided, all life insurance
provided under policies carried directly or indirectly by the employer is taken into account.
Insurance is considered provided to an employee who elects not to receive insurance unless, in
order to receive insurance, the employee is required to contribute to the cost of benefits other
than term life insurance (e.g., permanent insurance coverage).

As §79 is geared to groups with 10 or more full-time employees, the bulk of the
discussion herein relates to the general application. However, the specific rules related to groups
with less than 10 full-time employees are discussed in detail below.

5. Individual Selection

In addition, such life insurance must be provided to a group of employees?! in amounts
computed under a formula which precludes individual selection. According to the regulations,
this formula must be based on factors such as age, years of service, compensation, or position.
Further, insurance may be provided under alternative schedules under which the amount of
insurance provided an employee is based on the amount an employee elects to contribute. The
amount of insurance provided an employee under each such schedule must, however, be
computed under a formula which precludes individual selection.??

In TAM 8116010, the IRS ruled that an insurance plan violated Regs. §1.79-1(a)(4)
because the supplemental policies were individually selected rather than according to a formula
based on age, years of service, compensation, or position. Factors indicating that the policies
were individually selected included answering a medical questionnaire and providing coverage to
the sole shareholder and his son, who was one of two managers, while the life of the other
manager was not covered.

In Towne v. Comr., 78 T.C. 791 (1982), a corporation attempted to add to its group
insurance plan a policy on the life of its president in excess of that provided for other employees.
The court found that, although the corporation clearly intended to include this policy in its plan,
the policy could not qualify as an addition to the plan because it was based on individual
selection. The court further found that the regulations' prohibition of individual selection was a
reasonable requirement for a qualified group-term life insurance plan.

19 Regs. §1.79-0.
20 Regs. §1.79-0.
21 Regs. §1.79-1(a)(2).
22 Regs. §1.79-1(a)4).
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Although the regulations do not define individual selection, the IRS has referred to the
group insurance industry definition of the term which, as the IRS explained in PLR 9701027,
views individual selection as the process of adverse selection against an insurer. Some of the
ways that insurers attempt to prevent, or at least limit, individual selection in group policies are
by: (1) establishing mimimum group size requirements; (2) requiring that a high percentage of
persons within a group become insured; and (3) requiring that the amount of insurance an
individual receives be determined by reference to a benefit formula using factors such as age,
years of service, compensation or position.

In PLR 9701027, a company sought to amend its group-term life plan for full-time
employees to permit those not covered by collective bargaining agreements to voluntarily elect to
reduce the amount of coverage they receive under the plan so as to reduce their income tax
liability for amounts of coverage over $50,000. The amendment was designed to enable those
nonunion employees who wished to avoid the inclusion of ali or part of the deemed cost to elect
to reduce the amount of their coverage. However, the employer was concerned that allowing
employees to decide to elect the amount of coverage within the limits offered by the employer
might be viewed as providing individual selection which would cause the plan to lose its status
as a group-term life insurance program under §79. The IRS ruled favorably for the employer that
the plan was a group-term life insurance plan for §79 purposes.

Therefore the IRS ruled in PLR 9701027 that a group term life insurance plan that
permits an employee to voluntarily reduce his coverage will not cause the insurance provided
under the plan to fail to meet the individual selection requirement as long as: (i) the amount of
the insurance available to employees under the plan is based on a formula that is uniform as to
compensation, (i) the employer will not individually select particular employees to receive an
- extra or reduced amount of insurance, and (iii) coverage will not be reduced below $50,000.2
This ruling is particularly important with respect to “carve-out” plans described below.

The IRS distinguished the situation from Towne v. Comr., above, because in PLR
9701027, no individual was singled out by the company to receive a higher or lower amount of
insurance. Nevertheless, the facts in PLR 9701027 evidenced individual selection because once
an election is made to reduce coverage, as provided in the proposed plan amendment, the amount
of insurance actually provided to an employee will no longer be a uniform percentage of
compensation or based on other factors such as age, years of service or position. Rather, the
employee would be allowed to select the amount of insurance based on his or her individual

needs

However, while the IRS concluded in PLR 9701027 that the proposed arrangement did
allow for individual selection, this fact was not fatal. The IRS noted that the §79 regulations do
not require that all situations fall within the strict industry definition of individual selection. For
example, historically, employee pay-all policies have been outside the traditional industry
definition of group-term life insurance; nevertheless, the regulations allow employee pay-all

23 pLR 9701027
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