Advanced ESOP Repurchase Liability Funding 

By Richard Tanner

2004

A few years ago, The Wall Street Journal wrote a series of articles that created confusion about where and when company owned insurance is appropriate.   The articles focused on the question of employee disclosure and implied that some companies are unfairly benefiting from the ability to own insurance on the lives of employees.  Unfortunately the articles were incomplete and incorrect in a number of important areas.  More recently, the impact of questionable corporate governance practices has resulted in a regulatory environment that adds further confusion surrounding the use of life insurance for funding long-term corporate liabilities.

What is Corporate Owned Life Insurance?

Corporate or company owned life insurance often referred to by its acronym COLI, is any form of life insurance where the corporation is owner, beneficiary and premium payor of life insurance on the life of an employee. 

Tax History

Before the Tax Reform Act of 1986 (TRA '86), corporations were allowed to borrow up to the total cash value from their COLI policies. The full loan interest was deductible as an expense under certain circumstances.  In an attempt to limit this deduction, TRA '86 restricted deductible COLI loan interest on loans in excess of $50,000 per insured. In an effort to avoid interest limitations created by TRA 86, some corporations began to structure their COLI programs to insure a very broad employee base allowing the corporation to maximize deductible interest by spreading its borrowing over more policies while never exceeding the $50,000 per insured loan ceiling.  Unless required by the laws of the employer’s state, notifying employees that they were being insured was left to the employer’s discretion.  Over time, this approach became known as “broad based leveraged COLI” or “janitors insurance.”  Due to the tax aggressiveness of this strategy, Ownership Advisors Inc. made a decision not be involved with its strategy.  Leveraged COLI has come under increasing attack from the IRS and courts and in 1997, policy loan interest deductions were severely limited effectively eliminating new leveraged COLI programs.  By this time, most corporations had begun to unwind their leveraged plans.

COLI Today

Business-owned life insurance for the purpose of funding specific benefits such as ESOP repurchase obligations, shareholder agreements or non-qualified benefit plans continues to be regarded as legitimate and prudent.  It is more important today that funding assets and liabilities are more closely aligned.  In addition, it is important to develop a proactive communication strategy for your funding plan not only during implementation but on an on-going basis.

Measuring Success
One difficulty in using an insurance funded plan is deciding on how to measure success.  It is important to have a clear understanding of how to measure the value of both the cash accumulating in the policies as well as the death benefits.  Measuring cash surrender value is straightforward but calculating the value of the death benefits is more complex.  In most cases, it makes sense to match the mortality assumptions used in your repurchase obligation study with your funding analysis.  To properly illustrate mortality for a group of life insurance policies requires sophisticated modeling and actuarial expertise plus experience in advanced multi-life plan administration.  Once a model is developed, your insurance funded plan needs to be managed similar to a traditional institutional investment account. 

COLI in ESOP Companies

In an ESOP company, the repurchase obligation creates a clear insurable interest due to legal obligation of the company to buy back employee owned stock.  Provided written consent is obtained, COLI plans continue to be safe and powerful funding and risk management tools for ESOP companies.  One important distinction in plan design when using COLI in an ESOP environment is greater flexibility as it pertains to concerns over charge to earnings.  Public companies typically design their COLI funding plans with very high early cash surrender values to avoid short term investor concerns over charge to earnings.  An ESOP company can take a longer term view and as a result may benefit from a plan design that produces better returns over the long run.

Business-Owned life Insurance for ESOPs

People who can be insured include:

· Employees who own stock as part of an ESOP

· Executives who are part of a nonqualified benefit plan

· Outside shareholders

· Key executives 

Regardless of individual state law, we suggest you obtain written consent from all insured employees.  We advocate that company management assume a leadership role in developing proactive communication strategies to explain the purpose and benefit of funding repurchase obligations.

Conclusion

A well-designed and properly communicated business-owned life insurance program can provides substantial economic value and enables companies to insure and protect important benefits for their employees.  Long term success in any COLI funding plan requires a system of monitoring that measures performance of both the mortality and investment components.  There are wide variations in funding plan design and strategy that can impact the success of company owned life insurance.  
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