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Affiliated Service Group (ASG) — IRC 414(m)

Two or more related service organi zations become one Employer for purposes of participation, non-discrimination,
vesting, 415 limits, SEP coverage, 105(h) medical reimbursement for highly compensated individuals, and 125 cafeteria

plan coverage.

An ASG relationship existsin scenario (1), (2), or (3):

Scenario (1) —“A” Organization

Service Provider

“A” Organization (e.g., incorporated Doctor)

1. Must itself be a*“ service organization” *

2. Can be any type of business entity (sole prop.,
corporation, etc.)

3. Must be a shareholder or partner (to any
degree) in the First Service Organization
(FSO), with the constructive ownership rules
of IRC 267(c) applying subject to the
exceptionsin IRC 414(m)

4. Must regularly perform services for such FSO,

or beregularly associated with the FSO in

performing services for third parties

* “service organization” is defined on page 4
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Service Recipient

“FSO” Organization (e.g., Medica Partnership,
Sole Practice or P.C.)

1. Mugt itself be a“service organization” *

2. The FSO cannot be aregular corporation, and
therefore islimited to being one of the
following:

» Sole proprietorship
* Partnership
* Professional service corporation
=Organized under state law
*Must have at |east one sharehol der
licensed to perform the professional
services for which the professional
service corporation was organized.
= Principle purpose to provide
“professional services’ as
* Accountant
* Actuary
* Architect
* Attorney
* Chiropodist
* Chiropractor
*Medical Doctor
* Dentist
* Professional Engineer
» Optometrist
* Osteopath
* Podiatrist
* Psychologist
*Veterinarian




Scenario (2) —“B” Organization

Service Provider Service Recipient
“B” Organization “FSO” Organization (or an “A” Organization or
‘ ’ combination group)
This scenario requires that all of the following be 1. Recipient must be a*service organization” *
trueregarding “B”.
1. B need not be a*“service organization” .* 2. Under this scenario Recipient organization
Instead a “significant portion” of B's can be any type of entity (sole prop.,
business must be performance of service for corporation etc.)

the FSO/A Organization determined under a
two pronged gross receipts test for the
current year or the three-year period ending
with the current year, whichever resultsin a
larger ratio:

» Total Receipts: B’s gross receipts from
FSO/A Organization + B’ s total gross
receipts from all sources => 10%

And

» Service Receipts: B’sgrossreceiptsfrom
services to FSO/A Organization + B’ s total
gross receipts from all service activities= >
5%

And

2. Theservices performed by B are of atype
historically performed by employeesin the
service field of the FSO/A Organization

And

3. 10% or more (in aggregate) of ownership
interestsin B are held by officers and HCEs
of the FSO/A Organization (constructive
ownership rules of 1.414(m)-2(c) (1) apply)

*an organization “provides services’ (i.e. isaservice organization) if (1) or (2) istrue:
(1) Capital isnot a“material income producing factor” (facts and circumstances test) Reg. 1.1348-3(a)(3)(ii).
» Capita is not such afactor where gross income of the business consists principally of fees, commissions, and
compensation for personal services.
e Capital issuch afactor if asubstantial portion of business gross income is attributable to the employment of capital

in the business. Example: where there is substantial investment in inventories, plant, or equipment. Example: banks
and similar institutions.
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(2) Each of the following is deemed to be a service field (unless engaged only in the non-personal service activitiesin that
field such as manufacturing, equipment, or publishing). Prop. Reg. 1.414(m)-2(f)(2).

* Hedth

e Law

» Engineering

» Architecture

e Accounting

* Actuarid Science
e Peforming Arts
e Consulting

* Insurance
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Scenario (3) — Management Or ganization

Service Provider

Management Organization

(1)

)

©)

(4)
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Its primary business must be to perform “management
functions” (recognized as historically performed in the
businessfield) on aregular and continuing basis, for a
Recipient. Prop. Reg. 1.414(m)-5(c)(2); withdrawn 4-
27-93.
Includes determining, implementing, supervising,
providing advice or assistance

In accomplishing

Daily business (production, sales, marketing,
purchasing, advertising)

Personnel (staffing, training, supervising, hiring,
firing)

Compensation and benefits (salaries, wages, vacation
and holidays, life & health, pensions, etc.)

Short and long range business planning (product
devel opment, budgeting, finance, expansion, capital
investment)

Organizational structure and ownership (corporate
formation, stock issues, dividends, mergers and
acquisitions)

Any other management activity or service.

If the Management Organization’s businessis
providing professional services (such aslaw, medicine,
accounting, etc.), and they are the same type as
performed by the Recipient Organization for third
parties, then they are “ deemed” to be Management
Servicesregardless of whether historically performed.

And it must derive more than 50% of its gross revenues
from providing management functions to the Recipient
over arolling two-year period. Once met, the
relationship with the Recipient continues aslong as
more than 40% of its gross revenues comes from such
activity. The relationship is broken if service to this
Recipient becomes less than 5% of its activities, or the
40% test is not met one year, or the more than 50% test
ismet for 2 straight years for some other Recipient.

Subject to a“de minimis’ test. Even if the primary
business test and the revenue test are met, thereisno
ASG relationship if during ayear less than 50% of the
Management Organization’s payroll attributable to
providing service to the Recipient goes to people who
spend less than 15% of their time providing those
services.

No requirement

of common
ownership Service Recipient
Recipient Organization
<4+—>

(1) Any Recipient of “management
services’

(2) Single Recipient could be an
aggregation group (IRC 414(b),
(c), (m), (0), or severd
organizations related by more than
50% common ownership (IRC
144(8)(3))



Basic Steps|n Determining Affiliated Service Group (ASG)
(other than for professional service organizations, e.g., doctors)

Are al companies service organizations (1) or is at

least one a service organization receiving services ) _
from arelated organization? NO Does company provide management functions NO -
(e.g., supervising, planning, organizational )
l structure, etc.) to recipient company? Not an
YES ASG
Does significant portion of businessinclude l YES
providing servicesto arecipient service
organization (proposed regulations indicate a NO - — : :
significant portion if more than 10% of gross Notan | ‘Spinc pal portion of revenue derived from
receipts, but not if less than 5% of receipts from all providing management servicesto the NO -
service activities)? ASG recipient organization, or recipient — Not an
organizations that are part of a controlled or ASG
affiliated service group (i.e., 50% of revenue
l YES over aralling two-year period)? Once met, this
Are services performed considered to be atype requirement will generally have to derive at
historically performed by employees of the NO - least 40%. (2)
recipient service organization? —» Not an l
ASG YES
l YFES L
Is less than 50% of management organization's YES-
Do highly compensated employees in the annual payrol| attributable to providing —® Not an
recipient service organization own directly or services to the recipient organization(s) for ASG
constructively (3) in the aggregate at least 10% | NO people who spend less than 15% of their time
of the company which is providing the services providing such services?
to the recipient company?

YES-An ASG

Ly NO-AnASG

(1) Service Organizations: While most businesses would argue they are in the business of servicing their customers, to qualify as a service organization, capital must not be a material income
producing factor. In other words, an employer is not a service organization if a substantial portion of the business is attributable to the employment of capital in the business such as
investment in inventories, plant, equipment, machinery or financia capital asabank or similar financial institution.

(2) With respect to management or ganization tests, the Code does require that a principal portion of the business on aregular and continuing basisis the providing of management functions
to arecipient organization, but does not delineate specific mathematical tests. The revenue tests described herein are based on proposed regul ations withdrawn in 1993 without explanation
by the IRS. However, in the absence of other guidelines, they are offered here as a reasonable good faith interpretation of these Code requirements.

(3) Aggregate Ownership: Anindividua will be considered as aso owning the interests of his/her spouse, brothers, sisters, ancestors, and lineal descendants.
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