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For C-corporations that
have sustained losses over
the past few years, one of
their most valuable assets
may be their tax losses.

Under a
simplified
example, if
a corpora-
tion has $1
million in
net operat-
ing losses,
those losses
could trans-
late into

$400,000 in future tax sav-
ings assuming a combined
federal and state tax rate of
40 percent.

Under current tax law,
those losses can be carried
forward for 20 years to be
used to offset future taxable
income. Unfortunately,
the value of a corporation’s

net operating losses that
carry forward can be wiped
out, in whole or in part, by
certain equity transactions
unless carefully planned.
Internal Revenue Code

Section 382 (Section 382)
covers the limitation
of operating loss carry
forwards and certain
built-in-losses following an
ownership change.
A corporation is consid-

ered to undergo an owner-
ship change if, as a result
of changes in the stock
ownership by 5 percent
shareholders or as a result
of certain reorganiza-
tions, the percentage of the
corporation’s stock owned
by those 5 percent share-
holders increases by more
than 50 percentage points
over the lowest percentage
of stock owned by those

shareholders at any time
during the prior three-year
testing period.
Five percent sharehold-

ers are people who hold
5 percent or more of the
stock of a corporation at
any time during the testing
period as well as certain
groups of shareholders
who are not individually 5
percent shareholders.
It is important to note

that it’s not just new capi-
tal infusion or stock acqui-
sitions that can trigger a
Section 382 ownership
change. Transactions that
might be out of the cor-
poration’s control include
routine share transfers and
option or warrant exercises
that can cause problems.

It is prudent for corpo-
rations with net operat-
ing losses and loss carry

forwards to have this issue
reviewed annually if there
is stock activity.
If it is determined an

ownership change has
occurred, Section 382
limits the corporation’s
right to use its operating
losses in each year after
an ownership change to
the fair market value of
the loss corporation at
the time of the ownership
change multiplied by that
month’s federal long-term
tax exempt rate published
by the IRS (the Section
382 Limitation).
For example, if a cor-

poration that has operat-
ing loss carry fowards of
$1 million underwent an
ownership change this
month (for October 2011,
the federal long-term
tax-exempt rate is 3.82%),

and assuming the value
of the stock of the loss
corporation is worth only
$500,000, the corpora-
tion’s annual Section 382
Limitation is $19,100
($500,000 x 3.82 percent).
Over 20 years, the

maximum amount of
the operating loss carry
forwards that the corpora-
tion will be able to use is
now $382,000 ($19,100 x
20 years), effectively losing
a tax asset of $618,000.
Assuming the 40 percent
rate used above, that
translates into $247,200
of additional tax paid as
a result of a Section 382
ownership change.
Understanding and

applying the rules set forth
in code section 382 is a
complicated endeavor. For
corporations that need

equity to survive, it can be
difficult to avoid an owner-
ship change under Code
Section 382.
In a stock acquisi-

tion one must carefully
consider the accounting
of the operating loss carry
forward to structure the
deal appropriately to
determine the adjustment
to purchase price should
all of the NOL not be real-
izable. Consulting with a
qualified tax professional
is critical to understand-
ing the impact of code
section 382 and planning
accordingly to avoid any
surprises.
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at Hancock Askew & Co.,
LLP. He can be reached at
mrundbaken@hancockaskew.
com or 912-234-8243.
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The consequences for
failing to comply with
the rules surrounding
employer-owned life
insurance contracts are
harsh.
The tax rules were

changed for
contracts
issued after
Aug. 17,
2006, so if
you have
not changed
or entered
into an
employer-
owned life

insurance contract since
then, you may not be
aware of the new require-
ments.
Certain policy proceeds

that are normally tax-free
can become taxable if
proper procedures are not
followed. Losing these
tax benefits can be costly,
but can also be avoided by
following certain notifica-
tion, consent and report-
ing procedures.
It is important to com-

ply with the rules now to
properly preserve the tax
benefits of proceeds you
may collect later. If you

plan on entering into any
new contract, the time to
act is before the policy is
issued and at tax reporting
time for each year that the
policy is in effect.
Employer-owned life

insurance (EOLI) con-
tracts are policies owned
by a business that cover
individuals, who at the
time the policy was issued,
worked for the company.
The other key character-
istic of an EOLI contract
is that the business is the
beneficiary of the policy.
Often times these are

referred to as “key-man”
policies and are purchased
to indemnify the busi-
ness for the loss of a key
employee. They can also
be a key ingredient in a
buy-sell agreement by
serving to fund the buyout
of a deceased shareholder
or partner by the surviving
partners or shareholders.
What are the conse-

quences of not following
the rules?

The tax code does
not allow the deduct-
ibility of premiums paid
for employer-owned life
insurance contracts, and

historically it also allowed
businesses to exclude
death benefit proceeds
from income when collect-
ing on the contracts.

In 2006 a rule was
placed into effect whereby
the income exclusion is
limited to an amount
equal to the premiums
paid for the policy, unless
certain requirements are
met.
Policies that were in

place before Aug. 17, 2006,
are not affected by the new
rules unless they’re modi-
fied after that date.
There are three steps in

meeting the requirements:
notification, consent and
reporting. If the require-
ments are not met, the
only portion that may be
excluded from income
is that amount of death
benefits equal to the sum
of premiums and other
amounts paid by the poli-
cyholder for the contract.

Notification and
consent

For policies issued after
Aug. 17, 2006, the exclu-
sion of death benefit pay-

ments from income will
only be allowed for those
employers who provide
notification and obtain
consent from the party
they wish to insure. The
notification and consent
must be in writing and
must contain all of the
following information.
• Provide the employee

with notice of intent to
insure the employee’s life
as well as the maximum
face amount for which
the employee could be
insured at the time the
contract is issued. The
face amount must be in
dollars or as a multiple of
salary.
• The notice must state

that the employer will be
the beneficiary of any pro-
ceeds payable upon the
death of the employee.
• The employer must

also obtain written con-
sent from the employee
and consent to have
coverage that may extend
after the employee termi-
nates employment.
For the consent to be

valid, the EOLI contract
must be issued within
a year after the consent

was executed or before
the employee terminates
employment, whichever is
earlier.
A new notice and

consent needs to be
issued and obtained if the
aggregate face amount of
the policy is increased to
exceed the amount listed
on the original notice and
consent.
Reporting
Additionally, the new

rules also require policy-
holders who own one or
more EOLI contracts to
report information about
them annually. Form
8925 was developed by
the Internal Revenue
Service to satisfy the
reporting requirements
and needs to be included
with the tax return of any
business that owns EOLI
contracts.
The reporting stipula-

tion requires the employer
to disclose the total
number of employees,
the number of employees
insured under EOLI con-
tracts issued after Aug. 17,
2006, and the amount of
EOLI insurance in force
at the end of the tax year.

The form also requires
the employer to report
whether they have
obtained a valid consent
from the employee.
There has been no

change in the tax treat-
ment of any interest
included in the insurance
proceeds. Interest that
accrues between the date
of death and the date the
benefit is paid remains
subject to income tax.
If you already have

employer-owned life
insurance contracts,
make sure you inform
your tax professional,
and if you plan on enter-
ing into any new contract
or modifying any exist-
ing contracts, consult
your insurance and tax
professional to make sure
you are complying with
the new rules regard-
ing notice, consent and
reporting.
It can save you from a

costly tax consequence.

Corinne Wooden is a senior
accountant at Deemer Dana &
Froehle. She can be reached
at cwooden@ddfcpas.com or
877-238-1008.
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