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Neither the company nor its agents give legal or tax advice. Clients should always seek the opinion of their own legal or
tax advisor prior to any transaction. Information presented is based on our understanding of current tax laws and
regulations, which is subject to change. This material is not intended to be used and cannot be used to avoid tax
penalties. It was prepared to support the promotion or marketing of the matter addressed in this document.

An Introduction to
Business Continuation
The focus of the material that follows is on privately or closely-held businesses. These
businesses are formed with the expectation of success, not failure. They are started with
the purpose of providing a living for the owners and their families, as well as creating
jobs for others. With profit and growth as the fundamental goals, many business owners
want to see that the enterprise they created lasts well beyond their departure,
retirement or death. Privately-held businesses may have one owner, such as in a sole
proprietorship or sole shareholder corporation. Or, there may be multiple owners who are
either related (family members) or unrelated.

INTRODUCTION TO THE BUSINESS
CONTINUATION MARKET
An important part of the business planning
process is the development of a business
continuation plan. However, very few businesses
– existing or new – have such a plan. LIMRA
studies reveal that plans are seldom made for
business continuation and, if one is in place, the
financing of the plan is often overlooked.
Starting a business is usually a financially and
emotionally challenging endeavor. Countless
hours of work are devoted to building the
business as well as managing its ongoing
operations. Unfortunately, little time is devoted
to planning for its future in response to various
events which life’s contingencies can impose.
Specifically, business owners must plan for the
continuity of the business in the events of
death, disability, retirement, or early departure.
As a professional agent, you have an
opportunity to help your clients make sure their
future and the future of their business becomes
more of a certainty.
This guide lays out a ten-step process designed
to walk you through the formation of a business
continuation plan. It is very detail-oriented in
order to help you
most fully understand the complexities of
business continuation planning. But, at the
same time, you’ll
find the guide easy to follow and full of
important information.

TOOLS AND PROGRAMS
As you review this guide and begin to
understand what goes into a business
continuation plan, keep in mind that we are
providing you with the tools you need to be
successful. Take advantage of all of the
resources that are available to you.
Use the pre-approach letters, brochures and
point-of- sale pieces to aid in showing your
client the need and how you can help provide
a solution.
Additionally, we offer a Powerpoint
presentation, for seminar use or one-on-one
presentations. The Financial Advisors area of
Life Portraits Sales Solution (LPSS) offers a
client presentation on Business Continuation.
It covers both cross purchase and stock
redemption approaches, as well as funding
options for the agreements. See Additional
resources on page 37 for more support pieces.

1

STEP

DETERMINE
YOUR CLIENT’S
OBJECTIVES
Use the Business Owner’s
Confidential Fact Finder (AM2003)
included with your kit to complete
the fact finding process. Once this
has been completed, you should
know what planning the business
owner has in place and be better
prepared to develop a business
continuation plan.
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STEP

DETERMINE THE TYPE
OF BUSINESS ENTITY
Business continuation cases vary according to the type of
business entity. Although owners of all types of business
entities face similar problems with business continuation,
the perspective, alternatives and solutions can be quite
different. Ownership arrangements, distribution of profits,
and income taxation are different from one entity type to
another. This section describes the various types of
business entities.
C-COPRORATION

PROFESSIONAL CORPORATIONS

A regular or “C” corporation is a type
of business entity formed via articles
of incorporation filed with the
Secretary of State’s office. Ownership
of the business is vested in the
shareholder (stockholders.) The
corporation is a separate legal entity
from the shareholders for income tax
purposes. In addition, when net
profits are distributed in the form of
dividends, they are taxed to the
shareholders, in effect subjecting
them to “double taxation.” Generally
the shareholders are only liable for
debts of the corporation to the extent
of their contribution/stock held in
the company.

Professional corporations are
corporations where only certain
professionals can be shareholders (e.g.
lawyers, doctors). These types of
professional corporations have
additional restrictions in the buy-sell
setting as well as different income tax
attributes. If you are working with a
professional corporation, learn what the
differences are so that you can
effectively help your clients with their
business continuation plan.

S-COPRORATION

LIMITED LIABILITY COMPANY

An “S” corporation is one that elects to be
taxed as a pass-through entity, meaning the
income or losses of the corporation are not
recognized at the corporate level, but
instead, pass through to the individual
stockholder’s personal income tax returns via
Form K-1 or W-2.

A limited liability company is one of the
newest form
of business ownership. Generally provided
for by state statutes, the vast majority of
states enacted statutes by the early 1990’s.
Articles of Organization are normally
required for the LLC to come into existence.
LLCs are similar to partnerships in their
pass-through income taxation nature.
Additionally, LLCs carry the limited liability
protection of a corporation although they
are not corporations. LLCs are generally
thought to
be more flexible as a form of business entity
than an S-Corporation.

Note, however, that the non-wage income
passed through to the shareholders is not
subject to self- employment tax. In addition
to all the formalities of forming a corporation,
the S-Corporation election must be filed with
the IRS in order for the corporation to be
taxed as an S-Corporation. The corporation
still insulates the shareholders from personal
liability against corporate creditors. The
maximum number of shareholders allowed is
100. S-Corporations are commonly compared
with the Limited Liability Companies (LLCs).

GENERAL OR LIMITED PARTNERSHIP
A partnership is a type of business in which two
or more persons (i.e. partners) join together to
form a business enterprise. The partnership is
usually formalized in writing, but may be formed
without a written agreement. Partnership
income is passed through directly to the
partners on their personal income tax returns via
Form K-1. In contrast to the corporate
shareholder, general partners are personally
liable for the debts of the business.
A limited partnership is a special type of
partnership in which there are two different
classes of partners: general and limited partners.
General partners have much the same roles and
responsibilities as in a traditional partnership.
Limited partners, however, have limited liability,
limited roles and limited responsibilities. The
taxation of a limited partnership is the same as
a general partnership. Moreover, a special type
of limited partnership has risen in popularity,
especially in the estate planning context, called
the “family limited partnership” with Mom
and/or Dad as the general partners and their
children as the limited partners.

SOLE PROPRIETORSHIP
A sole proprietorship is formed when one
individual starts a new business. That
person need not prepare any formal
documents to begin the new business. The
sole proprietor may hire employees or may
work the business alone. The proprietor is
fully liable for all the liabilities of the
business and can have his/her personal
assets subject to attachment by the
business’ creditors. The taxation of the
business flows through on the business
owner’s personal income tax return (IRS
Form 1040) generally via a Schedule C
(Schedule F for Agriculture.) Therefore,
there is only one layer of taxation, unlike a
C-Corporation.
Sole proprietorships need business
continuation plans as much as any other
form of business. Without such a plan, the
sole proprietorship will terminate upon the
sole proprietor’s death, retirement or
disability.
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STEP

DETERMINE THE VALUE
OF THE BUSINESS
Determining the value of your client’s business is a critical
step in the business continuation plan. Why? The buy-sell
agreement can state the actual value of the business to be
purchased upon the death of a shareholder or state a
formula for the purchase price. The value of the business
interest owned by a deceased shareholder is includable in
his or her estate for federal estate tax purposes. And
finally, the valuation is critical because it is on that value
that the business owner’s estate receives payment in
exchange for the business interest. The business’ CPA or a
certified business appraiser will need to assist in
determining the actual valuation and the method used.
The following sections discuss several ways in which
businesses can be valued.
BOOK VALUE METHOD
This valuation method is easily obtained from the company’s balance sheet by
subtracting total liabilities from total assets. Net worth is the entire book value
of the company. There are lots of problems with this method because some
assets are usually undervalued and some are overvalued on the books.
Accounting methods also differ on the definition of book value. Assets are
carried on the books at their original cost less depreciation and this may be
nowhere close to their true current value. Inventory can be valued on

either a FIFO (First-In-First-Out) or LIFO (Last-In- First-Out) basis and the
method selected can make a considerable difference. Goodwill, the intangible
but significant extra value that a company’s principals bring to the business, is
ignored under the book value method.

BOOK VALUE PLUS
GOODWILL METHOD

FAIR MARKET VALUE (IRS VERSION)
METHOD

This method considers the adjusted book
value plus the capitalized value of goodwill.
The issue is how long the earnings
attributable to goodwill are likely to
continue. Therefore, to arrive at the value of
goodwill, the earnings of the business are
separated into two components: earnings
that represent a reasonable expected rate of
return on adjusted book value, and earnings
that are due to goodwill. Earnings in excess
of a reasonable return on book value
represent the earnings on goodwill. After
determining the present value of goodwill, it
is added to the current book value.

In the absence of a binding buy-sell
agreement, which attempts to fix the
value of a business interest for estate tax
purposes, the IRS has no choice but to try
to establish its fair market value. The
factors used by the IRS include the:

In other words, the value of goodwill is tied
to the stability of a particular business. For
example, a medical supply company in
Rochester, Minnesota, home of the Mayo
Clinic, would probably have a very stable
future. An appropriate “goodwill multiplier”
might be 7. In contrast, a one-person law
firm would lose most, if not all, of its goodwill
upon the death of its owner so perhaps a
factor of 3 would be more appropriate.

CAPITALIZATION OF
EARNINGS METHOD
This method capitalizes the estimated
future earnings of the business and
ignores book value. The “capitalization
rate” is the reciprocal of the expected rate
of return on invested capital in a business
of a similar nature. Thus, this method
calculates the amount of capital required
to yield a return equal to average annual
earnings.

History and nature of the business
Economic outlook for the specific industry
and the economy as a whole
Financial condition of the business
Earning capacity of the business
Dividend paying capacity of the business
Price at which the stock has been sold in
the past
Goodwill of a business

TOOLS AND PROGRAMS

The Financial Advisors
Business Valuation can be
used to determine an
estimated value for the
company using business data
you enter on the Business
Owner’s Factfinder. Use this
client-specific presentation on
LPSS to illustrate the valuation
process.
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STEP

DETERMINE THE TYPE OF
BUY-SELL AGREEMENT
Buy-sell agreements generally fall into one of several broad
categories depending upon the identity of the purchaser:
1. EntityPurchaseAgreements
2. Cross Purchase Agreements
3. Wait and See Buy-Sell Agreements
4. One-way Purchase Agreements
1. Entity Purchase
Buy-Sell Agreements
An entity purchase occurs when a
business entity agrees to purchase an
owner’s interest in the business. In a
corporate entity, such an arrangement is
referred to as a stock redemption plan. In
a non-corporate entity, the arrangement
is simply referred to as an entity
purchase plan. A life insurance policy is
often purchased to provide funds to buy
out the deceased owner’s share.

STOCK REDEMPTION PLAN (CORPORATION)
Under this plan, the corporation is the
owner, beneficiary and premium payor of a
policy on the life of each shareholder. If a
shareholder dies, the corporation receives
the death proceeds from the policy and
pays the price indicated in the buy-sell
agreement to the deceased shareholder’s
estate in exchange for shares of stock. Each
surviving owner’s percentage of ownership
will change based on the redemption of
the deceased owner’s stock. For example,
assume a corporation with three
shareholders – A, B and C, each owning 33
1/3% of the corporation. After A dies and A’s
shares are redeemed by the corporation, B
and C will now each own 50% of the
corporation. A’s shares are retired by the
corporation.

ADVANTAGES
Simplicity – only one policy is needed for
each shareholder.
Corporate funds are used to purchase the
life insurance.
Corporate funds are used to purchase any
stock in excess of the amount provided
through life insurance funding.
Difference in ages among the shareholders
is not a concern because the corporation is
the premium payor.
The corporation will book the life insurance
cash values as a corporate asset, whose
value will increase yearly.
The policy cash values can be used by the
corporation to assist in the lifetime buyout of
a departing shareholder’s stock, or they can
be accessed for other business purposes.
Funding a stock redemption plan through life
insurance is an acceptable use of
accumulated earnings which reduces a
corporation’s exposure to the accumulated
earnings tax

DISADVANTAGES
The remaining shareholders do not get a
“step-up” in the tax basis of the deceased
shareholder’s stock.
A corporation may be prevented by law
from redeeming its shares because of
inadequate corporate surplus— another
argument for life insurance.
Life insurance proceeds may be subject
to the corporate alternative minimum tax.
(This does not apply to S-Corporations.)
Corporate-owned life insurance is subject
to claims from corporate creditors with no
statutory exemption.
In a family-owned business, constructive
dividend treatment of the transaction and
the family attribution rules of IRC Section
318 must be considered.

2. Cross Purchase Buy-Sell
Agreements
Under this type of arrangement, the owners,
not the business itself, agree to purchase
the owner’s interest upon departure, death
or disability.

ADVANTAGES
Surviving shareholders receive a “step-up” in
basis upon the direct purchase of stock from the
estate of the deceased shareholder.
Insurance proceeds are generally not subject to

CROSS PURCHASE PLAN
(CORPORATION)

the claims of creditors.

In a cross purchase plan, each shareholder
purchases life insurance on the other shareholders’
lives to
fulfill the purchase obligation. If a shareholder dies,
the remaining shareholders purchase the deceased
shareholder’s stock from his or her estate. Assume a
corporation with three shareholders – A, B & C, each
owning 33 1/3% of the stock in the corporation. After
A dies, B & C purchase A’s shares from A’s estate,
and each shareholder now owns 50% of the
corporation.

so desired.

This works well when there are only two or three
shareholders, but with multiple shareholders, it
becomes unwieldy to have a large number of
policies. For example, in a corporation of four
shareholders, each shareholder would need to
purchase three policies (one on each of their fellow
shareholders’ lives) for a total
of 12 policies. As a result, a “trusteed” cross
purchase arrangement is sometimes used, which
only requires one policy on the life of each owner to
facilitate the

You can selectively transfer controlling interest, if
There are no constructive dividend or family
attribution issues.
It is easier to convert from a cross purchase to a
stock redemption arrangement than vice versa,
due to the transfer-for-value rule.

DISADVANTAGES
The number of policies required may become
unmanageable with more than three owners.
Premiums are paid with personal dollars creating
a disparity of costs if ages and underwriting
classifications differ among the owners.
If the actual purchase price is in excess of the
insurance proceeds, the difference must be paid
from the personal dollars of the purchaser.

terms of the buyout. Keep in mind, though, that there
may be a transfer-for-value tax trap hidden within a
trusteed arrangement. (See Transfer for Value
Issues in Step 7.) To eliminate the transfer for value
exposure, some attorneys use a LLC instead of a
trust.
TRUSTEED CROSS PURCHASE ARRANGEMENT

Many policies may be required for a cross purchase
buy-sell plan funded with life insurance in a business
involving multiple owners. This often leads the
business to opt for a stock redemption arrangement.
Further, under a cross purchase buy-sell agreement,
there could be concern that one of the shareholders
may be tempted to retain the cash from the death
proceeds and not use them for purchasing stock from
the decedent’s estate. A possible solution is the
trusteed arrangement.
Under a trusteed arrangement, the trustee holds the
policies (one on the life of each owner) and the stock
certificates. When a shareholder dies, the trustee
collects the insurance proceeds, sends the agreed
upon purchase amount to the deceased shareholder’s
estate and changes the ownership record on the stock
certificates to reflect the surviving shareholders as the
new owners of those shares.
A trusteed cross purchase agreement may be a very
attractive solution for some businesses. However,
there is a serious tax trap that must be considered
when recommending a trusteed cross purchase
arrangement – the transfer-for-value rule. (See
Transfer for Value Issues in Step 7.)
LLC CROSS PURCHASE ARRANGEMENT

In Private Letter ruling 200747002, the IRS
authorized this strategy which has advantages
of cross purchase and redemption agreements
without their disadvantages. The shareholders
execute a cross-purchase buy-sell and form an
LLC taxed as a partnership to own the life
insurance.
The LLC holds the policies and is beneficiary of
the policies. When an owner dies, the proceeds
are used to purchase the deceased owner’s
share of the business.

3. Wait and See Buy-Sell
Agreement
In some instances, the owners may have
difficulty in deciding between an entity or cross
purchase arrangement. Perhaps they see
significant advantages in each, or they are
concerned that the business may undergo
substantial change over time and they do not
want to be locked in to one agreement or the
other. A wait-and-see buy-sell agreement may
provide a more flexible business continuation
arrangement.
Under such an agreement, the estate of the
deceased shareholder is still bound to sell at an
agreed upon price (or based on a predetermined
formula), but the agreement establishes a brief
waiting period in order for the surviving
shareholders to determine which method makes
the most sense.
There are several variations of wait and see
agreements, but most frequently it is structured
as follows:
• The corporation would have the first option
to purchase (redeem) the stock of the
deceased shareholder.
• The surviving shareholders have a
secondary option to purchase any or all of the
stock not purchased by the corporation.
• Finally, the corporation would be under a
binding obligation to purchase any remaining
shares.
How should the life insurance be arranged? It is
generally recommended that the corporation is the
owner, beneficiary and premium payer of policies
on the lives of each of the shareholders. In the
event that the corporation fails to exercise its initial
purchase option, it could loan money to the
surviving shareholders out of the death proceeds
of the life insurance on the deceased shareholder.
Alternatively, both the corporation and the
shareholders could purchase life insurance.
Because the shareholders
do not have the obligation to purchase, but only an
option, they would perhaps purchase inexpensive
term insurance on each others lives in order to
have the necessary dollars to exercise the option.

4. One-Way Purchase
Agreements
There are many sole shareholder corporations and
sole proprietorships in the United States. Upon the
death of such a business owner, the worst case
scenario for the deceased business owner’s family is
a forced liquidation in which the business assets are
sold off at “fire sale” prices due to the lack of a
business continuation plan. A better result would be
the “planned” liquidation of the business in which the
purchaser(s) of the firm’s assets are already identified
and perhaps agreements have been consummated
prior to death. For a planned liquidation to work, the
business owner should enable the executor of the
estate to continue to operate the business for a
reasonable amount of time without risking liability for
any losses that occur pending the completion of the
sale.
However, the ideal solution to preserving the value of
a sole shareholder’s or sole proprietor’s business for
the surviving family is a binding buy-sell agreement.
The buyer could be a family member working in the
business who does not have any ownership currently,
a key employee who understands the business’
operations and appears to be a viable successor, or
perhaps even a competitor who is familiar with the
business.

Note: In order to fully understand the impact on the shareholders of
S-Corporation buy-sell agreements, where the S-Corporation was
formerly a C-Corporation with leftover earnings and profits (E&P), a
basic understanding of Accumulated Adjustments Account (AAA), is
essential. These concepts can be very complicated. For further
information, the client should consult their tax advisor.

Flow Through Entities
S-COPRORATIONS
The issues involved in selecting the type of buysell agreement for an S-Corporation are quite
similar to the regular C-Corporation. However, one
key disadvantage in a stock redemption
arrangement can be eliminated in the SCorporation setting, and that is the lack of step-up
in tax basis for the surviving shareholders. In an SCorporation, if the redemption of stock occurs
in one calendar year and the death proceeds from
the insurance policy are received in the next
calendar year, the entire increase in basis can
benefit the surviving shareholders on a pro rata
basis, provided the S-Corporation is a cash basis
taxpayer.
A statutorily authorized method to “artificially”
achieve this result, is to create a short tax year
through the redemption of a shareholder’s stock.
Under IRC Section 1377(a)(2), if all the
shareholders agree that the tax year will be divided
into two short years upon the redemption of a
shareholder’s interest due to death, the change in
basis due to the receipt of tax-free insurance
proceeds into the S-Corporation inures to the
shareholders, thus eliminating that key advantage
that a cross purchase arrangement has over a
stock redemption in a C-Corporation.

PARTNERSHIPS
Under an entity arrangement, the purchase is
treated as a liquidation of the partnership
interest. Under a cross purchase arrangement,
the purchase is treated as a sale of the
partnership interest.

those which are made to the successors (heirs) of
a deceased partner which represent an interest in
future partnership income and are classified as
“guaranteed payments”, and (2) Section 736(b)
payments, those made in exchange for the
deceased partner’s interest in partnership
property, including goodwill if payment for
goodwill is specified in the agreement.

TAX TREATMENT

GOODWILL

Many of the advantages and disadvantages for
corporate buyouts are similar in the partnership
setting. Generally, the tax impact will be similar
regardless of the type of buy-sell arrangement.
Gain or loss realized from the sale of a
partnership interest is considered to be gain or
loss from a capital asset. There should be no
capital gain recognized by the deceased
partner’s estate when his or her interest in the
partnership is sold to the surviving partner(s)
through a cross purchase agreement.

One key difference exists between a cross
purchase buyout and an entity buyout in the
partnership setting – the treatment of goodwill.
Under a cross purchase buyout, goodwill is
always treated as a capital asset, meaning that it
constitutes the purchase (and sale) of an asset.
However, under an entity buyout, goodwill may
or may not be recognized as the option of
the partners according to the partnership’s plan
of liquidation. If it is not recognized under an
entity buyout agreement, the amount of the
purchase (liquidation) price, which would
otherwise be attributable to goodwill, will be
treated as ordinary income to the deceased
partner’s estate, resulting in a reduction in the
taxable income of the surviving partners
because that portion of the partnership’s
payment (liquidation cost) is deductible.

With an entity purchase (liquidation) plan, the
tax status of the general assets and liabilities,
which compose the deceased partner’s interest
in the partnership (capital gain), is the same as
their treatment under a cross purchase
arrangement. With a step-up in basis at death,
there would normally not be a tax impact in this
transaction. However, consideration should be
given to IRC Section 736 so that part of the
payment can be made in the form of a taxdeductible “guaranteed payment,” which can be
spread out over a period of years. If the
requirements of that code section are met,
payments in complete liquidation of a deceased
partner’s interest are separated into two
categories: (1) Section 736(a) payments,

In differentiating the cross purchase and entity
purchase, an entity purchase arrangement offers
the simplicity of having one policy per partner
where there are multiple partners.

TOOLS AND PROGRAMS
See the Business Continuation Quick Reference
Guide (AM2009). This one-page chart highlights the
tax aspects of each type of arrangement as well as
the advantages and disadvantages of each plan.

LIMITED LIABILITY
COMPANIES (LLCS)
As with the other business entity forms, buysell planning for an LLC may be conducted
using either an entity or cross purchase
approach. The redemption of an LLC
member’s interest in the company will
resemble the liquidation of a partner’s
interest in a partnership entity buy-sell
agreement. When a complete liquidation of
a member’s interest is initiated, the
payments can be split into two categories
under IRC Sections 736(a) and 736(b) just
as in the partnership example. Corporate
alternative minimum tax does not apply to
an LLC.
Under an LLC entity (redemption) buy-sell,
the LLC will be the owner and beneficiary of
policies on the lives of the members. Upon
the death of a member, all members
ordinarily receive a pro rata increase in their
basis in the LLC, including the interest
owned by the deceased member. But, the
members could agree that the death
proceeds will only be allocated to the
surviving members of the LLC, resulting in a
substantial increase in basis for
the surviving members.
A cross purchase arrangement in an LLC
would be structured the same way as in
other entity types. The same considerations
regarding cross purchase plans
should be examined including the number of
owners (members). As in the partnership
setting, the transfer- for-value rule should
not be a problem. This adds flexibility to buysell planning in LLCs particularly if the
members initially adopt one buysell
arrangement, and due to a subsequent
change in circumstances, change
to the other type of plan.

FAMILY BUSINESS ISSUES
Unique planning considerations are involved in
buy-sell planning for family-owned businesses.
Relationship issues, fairness issues, financial
issues and tax issues are all significant
aspects of the planning process. Of course,
the most fundamental question to be answered
is, “Should the business remain in the family or
be sold?” According to a 1995 study, the
answer to this question, over two thirds of the
time, is that the transfer will occur within the
family.
This type of transfer frequently requires the
reconciliation of several competing concerns:
The desire to pass the business to those
children who are active in the business,
who want to be the successors and who
may already have a minority ownership
position
The desire to treat children who are not
active in the business fairly
The desire to ensure the financial security
of the current owner and his or her spouse
From the owner’s perspective, business
continuation decisions can be extremely
emotional. The typical business owner,
particularly if he or she is the founder of the
business, naturally has emotional ties to the
business itself as well as to the family. In other
words, most business owners may well be torn
between their “business legacy” and their
“family legacy.” The objective is to attain
synergy between these two responsibilities –
how to do the right thing for the business while
preserving family unity and financial security.

PLANNING PROCESS
Many business owners have not thoughtfully
considered these transfer issues. For the
business owner who has both “active” and
“inactive” children, the planning process will
probably begin with three basic questions:
Will control of the business pass to the
spouse (who may not be active in the
business)? Or,
Will control of the business pass equally to
all of the children regardless of whether
they are active or inactive? Or,
Will control of the business pass from the
business owner only to the children who
are active in the business?
Often the lack of a plan means that the business
interest will pass by testamentary (i.e., will or
trust) disposition. This “default” plan frequently
leads to unexpected and unacceptable
consequences. Under the typical will, the
surviving spouse may inherit
the bulk of the estate, and in the vast majority of
cases, that will include the business. From the
spouse’s viewpoint (particularly if the spouse is
not active in the business) this may not be a
very good outcome. The spouse is faced with
running a business for which he or she has no
experience, and the business has just lost
the experience and expertise of its most key
employee. From an ownership standpoint, the
surviving spouse is asset-rich but cash-poor,
and the marketability of the asset is doubtful.
From the active child(ren)’s standpoint, they are
working very hard to carry on the operations of
the business, yet they have to wait until their
surviving parent dies before they will enjoy
ownership and control of the business. The
surviving parent may live for many years.
Should the business be left via
testamentary disposition to the active
child(ren)?

This would not be the best plan for several
reasons. First, the business interest often
comprises the bulk
of the business owner’s estate. The surviving
spouse would effectively be disinherited. Second,
the spouse could easily defeat this “plan” by
exercising his/her statutory election against the
estate, which generally assures the surviving
spouse either one third or one half

of the total estate. Finally, if the owner and the
surviving spouse had previously derived most of their
income from the profits of the business, through salary
and other distributions, it would be up to the child(ren)
who inherit the business to decide what level of
income (if any) would continue to their surviving
parent.
Should the business be purchased by the active
children via a binding buy-sell agreement?
This would normally take the form of a one-way
purchase agreement whereby the active child(ren)
would be obligated to purchase the business interest
from the estate of the deceased owner-parent. By
far, the most cost efficient and tax effective way to
fund this buyout would be with life insurance on the
life of the owner-parent owned by and payable to the
active child(ren). The estate (with the spouse as the
primary heir) would have cash to take care of the
surviving spouse’s ongoing income needs, and the
active children would now own and control the
business.
What about the inactive children?
How can they be treated fairly?
They could either receive more than the other
active children via testamentary disposition from
other assets, or separate life insurance policies
could provide them with cash so that they would
receive a roughly equivalent share of the overall
estate.

NOTE:
If the active children already own minority interests in
the business and a redemption type of buy-sell
agreement is considered, there is a significant danger
that the transaction will not be treated as a capital
transaction (sale and purchase of an asset) with no
tax impact. To receive favorable tax treatment, a
complete redemption of all
the stock owned by the decedent-business owner
must occur. The attribution rules of IRC Section 318
make it very difficult for this to be accomplished.
Second, IRC Section 2703, which applies to buy-sell
agreements entered into or “substantially modified”
after October 8, 1990, has made it very challenging
for family-owned businesses to enter into binding buysell agreements, which historically have been used to
establish the value of the business for estate tax
purposes. For more information, see Step 7.
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STEP

SELECT THE BUY-SELL
FUNDING OPTION
Once you, in conjunction with the client’s advisors, have
determined your client’s needs for a buy-sell agreement,
determined the value of the business, and decided which
type of buy-sell agreement is best, the next step is to fund
the buy-sell agreement. There are several options available
for funding the obligation to purchase the business at
death. Remember that without a funded buy-sell
agreement, the surviving owners are at risk to owe a sizeable obligation to the deceased owner’s family without the
financial-resources to pay for that obligation.

EXISTING CASH RESERVES
In most companies, cash and other liquid
assets are set aside for a specific business
purpose. Quite often, they are designated to
provide working capital. To use hard-earned
cash reserves at the exact time when a key
person has just died and unforeseen business
problems are about to occur is really unwise.

Sinking funds, and other types of cash reserves,
sound reasonable at first, but in reality, are both
uneconomical and unrealistic. This type of
reserve assumes that a company can suddenly
establish cash reserves beyond its working
capital needs. A sinking fund ties up a lot of cash
that could be used for unforeseen emergencies
or business opportunities. Such a fund requires
both discipline and good fortune. The biggest
problem with this approach is that a company has
no idea when an owner is going to die or which
owner it will be. If an owner dies soon after the
fund is started, there will be a huge shortfall in the
amount required to effect the buyout.

BORROWED MONEY
This alternative is usually the default alternative
due to inaction of the parties. This can be an
expensive proposition. A significant amount of
future company earnings will be committed to
repayment of the debt - both interest and
principal. Expense aside, it may be very
difficult, if not impossible, to obtain a loan. The
company will be in the position of applying for a
substantial loan at a time when it has lost a key
owner-employee. If the bank perceives that
individual as having been key to the success of
the business, it is likely to either decline the
loan or offer it at a high rate of interest.

INSTALLMENT PAYMENTS:
USING PERSONAL INCOME
In a cross purchase agreement, the pressure
on the surviving owners to come up with the
installment payments can seriously hamper the
operations of the business. Extra compensation
from the company to cover the installment
obligations will be necessary in most cases
because personal income won’t be sufficient.
But the worst aspect of this payment method is
the uncertainty and insecurity it creates for the
heirs of the deceased owner. They are placed
in the rather precarious position of being
creditors of the surviving owners. If the
business goes downhill and fails, the heirs
probably won’t get paid.

INSTALLMENT PAYMENTS:
USING FUTURE INCOME
When an entity agreement is used, an
installment purchase contract is sometimes
established between the company and the heirs.
Here again, the heirs are totally dependent on
the future success of a business over which they
have no control. It may be a worse situation than
under the cross purchase agreement, where
they could sue the remaining owners personally.
If the business fails or if a long list of more
preferred creditors are in line ahead of them, the
heirs are out of luck.

LIFE INSURANCE: THE ULTIMATE
FUNDING SOLUTION
Life insurance funding provides guarantees for
both owners and heirs. Heirs receive a
predetermined amount of cash, and the
surviving owners get control of the business. No
one is burdened with a long-term buyout. The
mere uncertainty of time and order of death of
the owners should be enough for life insurance
to stand out as the only truly ideal solution to the
funding problem. What makes life insurance
even more attractive is its incredible low costs
relative to the other alternatives. Only pennies
on the dollar are required. If an owner lives to
retirement, the cash value of his or her policy
can be used as a down payment for a lifetime
installment buyout, which in some cases,
comprises a significant portion of the purchase
price. Finally, having an “insured” agreement
determines both the value and the disposition of
the business in advance, allowing each owner to
incorporate that value into his/her overall estate
plan.

TOOLS AND PROGRAMS
Financial Advisors—Business Continuation
custom designed client presentation will allow
you to show four funding options for your
client’s buy-sell agreement: liquidation of
assets, borrowing, installment payments and
life insurance.
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STEP

IMPLEMENT THE LIFE
INSURANCE FUDING SOLUTION
Now that you have worked with your client to determine
the appropriate type of buy-sell agreement, you are ready
to set up the insurance properly to fund the buy-sell
agreement.

HOW MUCH DEATH BENEFIT
IS NEEDED?

WHAT KIND OF POLICY SHOULD BE
USED?

Based on the valuation formula used in the
buy-sell agreement, policies on the lives of
the owners should be purchased in
proportion to their ownership interests. If the
purchase price is based upon a formula that
calls for upward adjustments with annual
review, consideration needs to be given (due
to the risk of uninsurability at a later date) to
the purchase of a higher amount than is
currently indicated. Alternatively, you could
use a policy with an increasing death benefit,
or one with a GPO rider. If a redemption plan
has been chosen with a C-Corporation,
perhaps the initial amount should be
“grossed up” for the potential corporate
alternative minimum tax.

In general, term insurance is not adequate for a
buy-sell agreement. Your client’s goal should be
to purchase a permanent policy that offers long
term protection with cash values. Further, if any
part of the purchase price for a lifetime buyout is
to be funded with life insurance, term insurance
can’t provide the solution. Term insurance is
also not an asset on the corporate books, nor
can it provide an emergency fund. Many of the
same reasons for purchasing permanent life
insurance in other planning situations also apply
here with business continuation cases. In some
cases, second-to-die policies may be
considered. For example, in a situation where
both spouses are active owners in the business
and the death of one will not necessarily
terminate the survivor’s ownership or
participation desires, such a policy may be
appropriate.

Ownership and Beneficiary
Arrangements

EXAMPLE

In a cross purchase agreement, each
stockholder or partner is the applicant, premium
payor, owner and beneficiary of an insurance
policy on the lives of each of his or her fellow
owners. Each stockholder owns an amount of
insurance equal to his or her share of the
purchase price.

Jan, Mike and Robert each own stock in
Chez Coffee, Inc. This business is valued at
$400,000. Jan owns 50% of the business;
Mike and Robert each own 25%. Based on
today’s business value, Jan should be
insured for $200,000 and Mike and Robert for
$100,000 each.

In contrast, when there are multiple
stockholders, an entity purchase agreement will
become more attractive because of the sheer
number of policies required under a cross
purchase agreement. Instead, the business
entity itself should be the owner and beneficiary
of the policy. Only one policy on the life of each
owner needs to be purchased. The business
itself assumes the obligation of purchasing the
deceased owner’s interest from his or her estate.
Make sure the insurance policy ownership is
structured to match the type of buy-sell
agreement used.

If Chez Coffee, Inc. opts for a cross purchase
arrangement, the six needed policies will be
arranged as follows:
• Jan is the owner and beneficiary of $50,000
on Mike’s and $50,000 on Robert’s lives.
• Mike is the owner and beneficiary of
$50,000 on Robert’s and $100,000 on Jan’s
lives.
• Robert is the owner and beneficiary of
$50,000 on Mike’s and $100,000 on Jan’s
lives.
• If Chez Coffee, Inc., utilizes a stock
redemption approach, and purchases three
policies, Chez Coffee, Inc., will be the policyowner and beneficiary of the policies, with
Jan ($200,000) Mike and Robert ($100,000
each) only being listed as the insureds.

Nondeductible Life
Insurance Premiums
Premiums for permanent life insurance
policies are generally after-tax
expenditures, meaning that the premium
payments themselves are not deductible
expenses. However, under cross
purchase and one way purchase
arrangements, there are two alternatives
which can lessen the premium burden of
the policy-owner by shifting some of the
premium paying burden to the business.

Executive Bonus Funding
With this method, the C corporation gives
the shareholder a “bonus” large enough
to cover the cost of the necessary life
insurance premiums, or perhaps a
“double bonus” which covers the cost of
the premiums PLUS the income taxes
due on the bonus. However, the total
compensation to the shareholder must fall
within the “reasonable” limits as
determined by the IRS.

Split Dollar Funding
Under a split dollar arrangement the
corporation and the shareholder share in
the premiums and benefits of a life
insurance contract. This method
of funding for the life insurance can be
particularly useful in a cross purchase
arrangement involving two shareholders.
Each shareholder would be the owner of
a policy insuring the life of the other, with
the corporation funding either the entire
policy premiums or, alternatively, all of the
annual premiums minus the reportable
economic benefit portion of the premium,
which would be contributed by the
shareholders. Utilizing split dollar lowers
the overall out-of-pocket outlay of the
shareholders, while enabling the
corporation to recover its cumulative
outlay from the policy in the event of the
death or surrender.

The best approach would be to fund the cross
purchase buy-sell agreement with a non-equity,
collateral assignment method split dollar
arrangement, under which the corporation’s
interest in the policy is described as the greater
of cash value or premiums paid.

Age Differences
The issue of the premium burden in funding a
buy-sell agreement with life insurance is raised
with regularity. The situation below illustrates
the issues involved:

CORPORATION FACES PREMIUM
BURDEN IN A BUY-SELL
ARRANGEMENT
Two brothers, Alex and Sean Bennington, and
former competitor Sue Kim own Statements, a
local men’s retail clothing corporation. All three of
them are equal owners. Sue is 35 years old,
Sean is 38 and Alex is 58. If the owners use a
cross purchase agreement, the two policies on
Alex’s life are more expensive because of his
age, causing Sue and Sean to have an additional
premium burden. There is no easy answer to this
dilemma, although the use of a product with a
term blending may provide a solution, as could
bonuses to Sue and Sean to offset the premium
burden.
Statements could also use a stock redemption
agreement. Although the business itself is
spending an unequal amount of premium on
Alex’s policy, this method is more readily
accepted by the owners as a corporate cost of
doing business

Ownership Differences
PARTNERSHIP
If the partnership has an entity agreement,
the premium burden is carried by the
partnership and is ultimately spread
among the partners according to their
respective ownership interests in the
partnership. As a result, a partner with a
high percentage of ownership will pay
the largest share of the premium. Since
the partner is, in effect, paying for
insurance to be used to purchase his or
her own interest, some may view this as
an inequitable arrangement. The partners
could create a guaranteed payment for
one of the partners to ease the burden.
If the partnership has a cross purchase
agreement, each partner actually pays for
what he or she is ultimately going to
receive. While this arrangement may be
more equitable, some practical problems
may arise to complicate this plan such as
age disparity. There is no hard and fast
rule regarding this matter. The ideas and
feelings of the individuals involved in each
case must be considered.

CORPORATION
The differences in the amount of ownership each
stockholder owns is a factor to consider. Because
the corporation is a separate tax entity, the relative
tax brackets of the parties involved become an
additional factor to be considered. Assuming that a
stockholder’s salary can be increased by an
amount which is equal to the required premiums,
then the relative tax brackets should be
considered. But because premiums are
not deductible, regardless of who bears the
premium burden, the premium must be paid with
after-tax dollars.

TAX BRACKETS MAY IMPACT
TYPE OF BUY-SELL OR PREMIUM
FUNDING
Gary Williams is a stockholder in Home Designs,
which retails floor coverings, window coverings,
wallpaper and kitchen cabinetry. He is in a 28%
tax bracket, and it would take $1,389 of his pretax income to pay $1,000 of premium required of
a cross purchase agreement. In contrast, Home
Designs is in the 15% tax bracket, and it would
take only $1,176 in pre-tax earnings to pay the
same premium. In this case, the disparate tax
brackets would tend to favor a stock redemption
agreement. Of course, if the other stockholders
are in a lower tax bracket than the corporation,
the balance tips in favor of a cross purchase
agreement.
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STEP

IDENTIFY TAX ISSUES
AND OTHER PLANNING
CHALLENGES
Several tax issues need to be addressed prior to
implementing the buy-sell agreement and the life
insurance funding option. Read the following section to
determine if any of these issues apply to your client’s
situation.
Corporate Alternative
Minimum Tax
The corporate alternative minimum tax
(CAMT) is an alternative tax, which
corporations must compute and then
compare with their regular corporate
income tax. The corporation must pay the
higher of the two amounts. The CAMT was
introduced as a result of congressional
concern that many corporations were able
to show high amounts of corporate profits
for financial statement purposes but report
very little profit for income tax purposes.
Basically, the CAMT demands that certain
adjustments are made to the corporation’s

taxable income to arrive at an amount defined as
“alternative minimum taxable income” (AMTI). One
such “adjustment” item is the death proceeds from
corporate-owned life insurance. Ordinarily, life
insurance proceeds are received tax-free by the
beneficiary, even a corporate beneficiary. Thus,
without the CAMT, a corporation would receive a
significant “book income” item without having to
report that item for tax purposes.
The CAMT calculation can be quite complex.
Corporate-owned life insurance affects a
corporation’s adjusted current earnings (ACE). “C”
or regular corporations must pay alternative
minimum tax at a 20% rate of the excess ACE over
AMTI.

Calculating CAMT
ABC Corporation receives $1,250,000 in
death proceeds. At the time of the insured’s
death, the cash surrender value carried on
the corporation’s books was $250,000.
Therefore, the net amount at risk was
$1,000,000. Since 75% of ACE is taxable,
$750,000 is subject to tax at a rate of 20%.
The result is a net CAMT of $150,000
($750,000 X 20%).
To plan for the CAMT impact of life insurance
proceeds, a corporation may want to
consider “grossing up” the face amount of
the policy by 18% (as a rule of thumb) to
accommodate the tax exposure. Even if this
is not done, be aware that if CAMT is
incurred and paid in a particular tax year, it
can be used as a credit against the
corporation’s regular income tax in future
years.

"Balance of Power" Problems
This is an issue whenever a buy-sell
agreement, whether entity purchase or cross
purchase, may result in one person ending
up with a larger percentage of the
outstanding stock after a death or retirement
than before the event, to the extent that
control of the business changes from one
person to another. This is not necessarily a
“bad” outcome, but it should not be a
surprise.

To avoid such a surprise, apply the terms of the
buy- sell agreement to every possible scenario of
who might die/retirement first, then second, etc.
For example: Frank (the original business
founder) owns 30%, Frank’s daughter Mary owns
30%, and Carl, who is unrelated to Frank and
Mary, owns 40% of Total Enterprise, Inc. If they
have a buy-sell agreement giving everyone an
equal buyout, it is possible that Mary could
become a minority stockholder to Carl. At Frank’s
death, Mary could end up with 45% and Carl
could have 55% ownership, giving the non-family
member a majority interest. This may or may not
be what Frank wants to have happen to the
business.

NOTE:
The resulting ownership/control
changes. A buy-sell agreement can be
designed to control and move the
balance of power as the majority owner
desires. Be sure you and your client
know how the plan will work in all cases.

IRC Section 318 – Attribution
Rules
As mentioned in Step 4, one of the goals with
respect to a stock redemption buy-sell
agreement is to have the exchange of cash for
stock be treated as a capital transaction. In other
words, we want to avoid dividend treatment on
the redemption. The general rule in the Internal
Revenue Code with respect to corporate
distributions of money or property in redemption
of stock is that such distributions will be treated
as a dividend unless the redemption meets
certain exceptions.
The primary exception is for a complete
redemption –a complete termination of the
shareholder’s interest in the corporation. This
seems pretty straightforward at first glance.
However, in the family business setting, even if
all of the business owner’s shares are redeemed
by the corporation, the transaction may not be
considered to be a complete redemption under
the attribution or “constructive ownership” rules
of IRC Section 318.
These rules come in the form of a two part test to
determine whether, for tax purposes, there has
actually been a complete redemption:
1. Estate Attribution Rule. Stock owned by a
beneficiary of the estate of the deceased shareholder
is deemed to be owned by the estate. Even though
the corporation redeems all of the stock actually
owned by the deceased business owner from the
estate, the estate will nevertheless be deemed to still
be a shareholder by virtue of the ownership of stock
owned by one of the estate’s beneficiaries.
2. Family Attribution Rule. The shareholder whose
stock is being redeemed is considered to own, in
addition to shares actually owned, any stock which is
owned directly or indirectly by (or, in trust for) his/her
spouse, children, grandchildren or parents.
The examples above only outline the attribution rules
in their simplest form. The family and estate
attribution rules can be quite complicated and what at
first glance may seem like a “clean” situation, may still
present an attribution problem. Contact Advanced
Markets for more information on this topic.

ATTRIBUTION ROLES
American Jewelry Company, Inc. is owned 80% by
Bill (father) and 20% by Dave (son). Like his siblings,
Dave is a beneficiary under Bill’s Will. When Bill dies,
the corporation makes a complete redemption of Bill’s
stock from his executor. Unfortunately, the amount
paid by the corporation for the stock may be treated
and taxed as a dividend, to the extent the corporation
has earnings and profits, because it would be viewed
as a redemption of less than all of the stock owned
directly or indirectly by Bill’s estate.
Assume the same facts as in the above, except that
the corporation will redeem all of Bill’s stock at
retirement while Dave is alive. Since Dave owns 20%
of the shares at the time of the redemption the family
attribution rule applies. Bill is deemed to own Dave’s
shares, and the corporation’s distribution to Bill in
exchange for his stock will be treated as a dividend.

Section 303 Stock Redemption
IRC Section 303 provides an exception to the
general rule that less than a complete
redemption of stock will not qualify for sale or
exchange treatment. In other words under this
Code section, a portion of a deceased
shareholder’s stock may be redeemed by the
corporation without the redemption being treated
as a dividend distribution. In basic terms, it
provides that stock which has been included in
the deceased shareholder’s estate may be
redeemed to the extent that estate taxes and
administration expenses are imposed on the
estate.
There are four requirements which must be met
in order to successfully utilize a Section 303
redemption:
1. The stock to be redeemed must be includable
in the deceased shareholder’s gross estate for
federal estate tax purposes.
2. The value of the deceased shareholder’s
business interest must exceed 35% of his or her
adjusted gross estate.
3. The amount of stock which may be redeemed
cannot exceed federal estate taxes, state death
taxes, foreign death taxes, funeral expense and
estate administration costs. (No income taxes)
4. Generally, the redemption must occur within
three years and 90 days following the due date
of the deceased shareholder’s federal estate tax
return.
In order to take full advantage of Section 303,
the family corporation must have the cash
necessary
to effect the redemption. Generally, this will
mean corporate owned insurance on the life of
the shareholder. The corporation gets the stock,
the estate gets much needed liquidity and family
ownership of the business can be maintained.
Section 303 provides family businesses with
relief from the harshness of partial redemption
and attribution rules. Retaining a business within
a family is a very natural desire. Although
compliance with Section 303 can be complex, a
Section 303 redemption of stock funded with life
insurance may provide a very useful tool for
many family owned businesses.

Section 2703 Limits on Family
Buy-Sell Agreements
Section 2703 provides that the value of a business
interest will be determined by the IRS at death
without regard to options, restrictive sale
agreements, or buy- sell agreements unless the
arrangement:
• Is a bona fide business arrangement;
• Is not a device to transfer the property to the
members of the decedent’s family for less than full
and adequate consideration; and
• Its terms are comparable to similar arrangements
entered into by persons in arms-length
transactions.
Factors to be considered are: the expected term of
the agreement, the present value of the property,
its expected value at the time of the exercise of
the agreement and the consideration offered.

NOTE:
These rules apply to ALL buy-sell agreements
between family members, whether entity or cross
purchase agreements are used. In addition, they may
apply to sales to non-family members in certain
situations.

These Section 2703 rules apply to all new buysell agreements and any substantial
modifications made after October 8, 1990.
Contact Advanced Markets for more information
on what may constitute a “substantial”
modification.
A formula or appraisal to determine value must
be used. A formula based on book or adjusted
book value will generally not be accepted by the
IRS. The formula or appraisal must use the
factors that a knowledgeable third party buyer
would use to arrive at a defensible value.

SECTION 303 ALTERNATIVE
An alternative to Section 303 Stock Redemption, which
is sometimes referred to as a “reverse 303” calls for
the shareholder’s spouse to own the life insurance.
When death occurs, the spouse can lend some or all
of the tax-free death proceeds to the corporation for
the redemption. The corporation in turn repays the loan
through payments made up of principal and taxdeductible interest to the surviving spouse.

IRC Section 6166
Generally, the federal estate tax is due within
nine months of the date of death. Section
6166 provides the executor discretion to pay
the tax attributable to the decedent’s interest
in a closely held business over a period as
long as 15 years. This tax section only applies
where the closely-held business is more than
35% of the adjusted gross estate value –
meaning the administrative expenses have
already been deducted. During the first five
years, only interest is charged on the deferred
estate tax; then level payments are made for
up to 10 years on the principal and interest.
In general terms, interest is payable at 2% on
the tax generated by the first $1,450,000
(2014 scheduled amount) of business value
over and above the unified credit amount. The
different interest rate is assessed on the
balance of the deferred estate tax. This rate is
equal to 45% of the IRS’ current
underpayment interest rate. The IRS declares
this rate on a monthly basis. Only the federal
estate tax due on the value of the business
may be deferred under Section 6166; the
balance of the estate tax due on the rest of
the estate assets is still due nine months from
the date of death.

Tax Traps:
1. If 50%of the business is sold or withdrawn
during this time, the IRS can demand that all
the unpaid federal estate tax be paid
immediately.
2. The 2% interest rate is lost if any of the
payments are ever paid late.
3. The interest paid is not a deductible expense
(after 1997) to either the estate or the
beneficiaries. And finally, note that the estate
must remain open during the entire 15 years,
and the IRS has a lien against the business
during this time.
In many cases, it is more economical to plan to
pay the federal estate tax with life insurance.
Ownership of the insurance in an irrevocable
trust will enable the payment of federal estate
tax with very low-cost dollars, when compared to
the ultimate cost and potential traps of using
Section 6166.

Transfer for Value Issues IRC Section 101(a)(2)
In any planning situation in which a transfer of policy
ownership (or other interest in a policy) occurs,
the transfer-for-value rule must be considered. The
transfer-for-value rule is a very harsh rule. If the rule
has been violated, the beneficiary of the policy,
whether a co-owner of the business or the business
entity itself, will be taxed at ordinary income rates on
the death proceeds minus amounts paid by the
beneficiary to acquire the policy and premiums paid
subsequent to the transfer by the beneficiary.
Obviously, this can represent a disastrous result for
the client who naturally expects and plans for the
beneficiary to receive the proceeds income tax-free.
With regard to whether there has been a transfer
which will invoke the rule, it is important to note that
the rule applies even where outright ownership of
the policy has not been transferred. Any shifting of a
“beneficial interest” in the policy can constitute a
transfer, although the mere pledge or assignment of
a policy as collateral security does not constitute a
transfer.

Thankfully, there are certain "safe
harbor" exceptions to the
transfer-for-value rule
1. A transfer to the insured him/herself.
2. A transfer which is a part gift/part sale
transaction.
3. Transfers to a partner of the insured, a
partnership in which the insured is a partner, or
a corporation in which the insured is a
shareholder or officer.
Although you should always be cognizant of the
rule whenever counseling your client on
establishing ownership and beneficiary
designations, and certainly with transfers of
existing policies, many of the planning
situations in which the rule is applied involve
buy-sell planning, particularly in the corporate
setting.

SWITCHING FROM A CORPORATE
STOCK REDEMPTION TO A CROSS
PURCHASE PLAN
If corporate-owned policies are transferred to
the respective cross-owners of the business
to effectuate the cross purchase buy-sell, the
“transfer for value” rule will apply. Note,
however, that if the cross owners
(shareholders) also happen to be partners in
a partnership, they will be safe harbor
transferees of the policies on each others’
lives.

MISCHARACTERIZING A TRANSFER-FOR-VALUE
AS A GIFT IN A CORPORATE SETTING
If two shareholders in a corporation-own policies on
their own lives and transfer ownership of these
policies to each other to effectuate a cross
purchase buy-sell agreement, the transfer-for-value
rule will apply. It does not matter that no money has
changed hands. Clearly, the IRS would employ a
“substance over form” argument to these reciprocal
transfers and would infer that there was
consideration for these transactions, namely the
rights and obligations contained in the buy- sell
agreement.

CROSS PURCHASE BUY-SELL ARRANGEMENT TRUSTEED CROSS PURCHASE BUY-SELL
USING ENDORSEMENT SPLIT DOLLAR
ARRANGEMENTS
Although split dollar arrangements are often used
to fund insurance policies in the corporate setting,
an endorsement method split dollar arrangement
(i.e.one in which the corporation owns the policy)
used in conjunction with a cross purchase buy-sell
agreement will invoke the transfer for value rule.
The consensus of opinion is that when the
corporation endorses the policies so that the
shareholders are the designated beneficiaries for
the bulk of the proceeds on each other’s lives, a
transfer of that amount has been made from the
corporation to the shareholder-beneficiary on each
policy. The corporation has, in essence, shifted its
“beneficial right” to designate itself as beneficiary
of the entire proceeds to each insured’s fellow
shareholder.

A similar “beneficial interest” theory is employed to
invoke the rule where multiple shareholders utilize
a trust in conjunction with a cross purchase buysell arrangement so that only one policy per owner
is required. For example, if there are three
shareholders, all are presumed to have a
“beneficial interest” in the policies held by the
trust. When one shareholder dies, this “beneficial
interest” that he or she had in the two policies on
the lives of the other two shareholders is
transferred. So, when the second shareholder
dies, the surviving shareholder is deemed to have
acquired a portion of the death proceeds by
transfer of the first shareholder’s original beneficial
interest in the policy on the life of the second
shareholder.
NEW OWNERS ENTERING THE BUSINESS

Note: A collateral assignment method split dollar arrangement
can be used without the rule being applied.

The concerns here are more practical than legal,
although there are some possible transfer for value
issues.
With an entity agreement or stock redemption
agreement, new owners can be added to the buysell plan simply by having the corporation purchase
life insurance on them, and adding them to the
agreement.
With a cross purchase agreement, new insurance
can be purchased on the life of the new owner by
the other owners, and the new owner can acquire
life insurance on the lives of the other owners. The
number of policies grows quickly, and the problems
upon the death of an owner discussed above are
simply magnified.
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STEP

CONSIDER LIFETIME
BUSINESS DISPOSITION
ALTERNATIVES
Although traditional buy-sell agreements are critical to
virtually any privately-held business entity, there are
situations in which the business owner is already at the
point where he or she is ready to dispose of the business.
There are various alternatives for accomplishing this and the
most economically efficient method will depend on a
variety of factors including tax ramifications (income, gift
and estate), family considerations, control issues and the
overall goals of the business owner. The following are
alternatives which a business owner may want to consider
as exit strategies subsequent to building a successful
business enterprise.

SELF CANCELING INSTALLMENT NOTE (SCIN)

INSTALLMENT PURCHASE
The business may choose to increase the salary
of the buyer by the salary of the seller, who has
now “retired,” to provide the funding to the buyer
in order to make the installment payments. The
buyer must pay both principal and interest with
after-tax dollars. Life insurance can protect both
the buyer and seller in this transaction: the buyer
owns coverage on the seller to pay off the debt
at the seller’s death; and the seller can own a
policy (or have an assignment on a policy) to
secure the debt in case the buyer dies. Cash
values from permanent life insurance used in
conjunction with a buy-sell agreement can be
used as a down payment for a lifetime buy-out
done in installments.

A SCIN is a planning tool designed for the sale of
stock in a closely-held business or an interest in
real estate. One family member sells the stock to
another in exchange for a promissory note for a
term of years. The maximum term would be the
seller’s life expectancy. Unlike the traditional
installment purchase, the SCIN contains a provision
that frees the buyer from any unpaid balance upon
the seller’s death.

SELF CANCELING
INSTALLMENT NOTE (SCIN)

ADVANTAGES
• The seller obtains an “estate freeze” on this
property (i.e., freezing its value for estate tax
purposes).
• Estate tax savings on the present value of
the remaining payments.
• Capital gains are spread out over a period
of years.
• A source of cash flow is created for the
seller.
• The buyer’s total maximum price is known
up-front.

DISADVANTAGES
• If the seller doesn’t consume the
installment payments, the payments will
increase his/her taxable estate.
• If the seller dies too early, unrecovered
capital gain must be recognized by the
seller’s estate.
• If the property doesn’t generate enough
income, the buyer must cover the installment
payments him/herself.
• There is little or no authority on SCINs.

Private Annuity

PRIVATE EQUITY

A private annuity is an arrangement
between two parties (neither of which is
an insurance company), under which
one party transfers complete ownership
in property to another in exchange for a
series of periodic payments. Generally,
the private annuity is a single life
annuity, but it can also take the form of a
joint and survivor annuity.

ADVANTAGES

Any type of property can be used
including stock in a closely-held
business. The transferor is entitled to
receive payments for life no matter how
long the time period is. Upon the
transferor’s death, the payments cease.
The periodic payments are determined
by dividing the fair market value of the
property transferred by the present value
factor for an annuity at the client’s age at
the time of the transaction. The factor is
based on the Section 7520 rate and the
life expectancy of the client. Life
insurance purchased on the life of the
buyer (payer of the annuity) can provide
protection to the seller in the event of the
buyer’s premature death.

Deferred Compensation
Shareholders can agree upon a value
for their stock that is on the low side of
the “fair market” range, and then
establish a deferred compensation plan
that “makes up the difference.” This
arrangement can work as long as the
value of the stock is within the fair
market range, and the deferred
compensation plan is free standing and
not tied to the buy-sell agreement. The
value of the stock must be reasonable
on its own merits, though. If not, the
valuation of the stock for federal estate
tax will be at risk.

• The property is instantly out of the seller’s estate
for estate tax purposes.
• There is no gift tax implication even if the buyer and
seller are related.
• It can help a non-active, surviving spouse sell the
business with income for life.
• It can help a child purchase the business from a
parent without interference from a spouse or
creditors.
• It represents a potential bargain for the purchaser if
the seller has less than a normal life expectancy.
• Capital gains are spread out over a period of years.
No unrecovered capital gain tax is due by the seller’s
estate.

DISADVANTAGES
• The seller cannot require the buyer to pledge any
security or collateral.
• Living too long increases the price paid by the buyer.
• If the seller doesn’t consume the installment
payments, the payments will increase his/her taxable
estate.
• The instant the property is sold, the seller no longer
has control.
• If the buyer dies before the seller, the seller’s income
stream could be in jeopardy.
• Buyer cannot rely on income from the transferred
property to make annuity payments to the seller.

ESOPs - Employee Stock
Ownership Plans
Although ESOPs are a type of qualified plan
entered into for various tax and business
reasons, they can also provide a business
continuation plan in lieu of a buy-sell
arrangement. ESOPs can purchase the
shares of the deceased shareholder from
his/her estate. A buy-sell agreement may or
may not be necessary between the ESOP
and the shareholder. The ESOP may also
own key person insurance on the life of the
shareholder to assist the ESOP in having
ready cash to effect the buyout. Note that
although the role of an ESOP in business
continuation planning is beginning to
expand, a detailed explanation of ESOPS is
beyond the scope of this guide.

Disability Buy-Sell Planning
Traditionally, many business owners have made
adequate preparation for business continuation in
the event of the death of an owner through a binding
buy- sell agreement funded with life insurance.
However, some buy-sell agreements fail to address
another
very important issue - the disposition of an owner’s
interest in the business in the event of the disability.
Even if there is language within the buy-sell
document pertaining to the rights and obligations of
the parties in the event that an owner becomes
disabled, it is likely that no funding mechanism is in
place in order to complete the plan.
Failure to plan for this eventuality can result in
financial disaster for both the enterprise and the
disabled owner. In the absence of an agreement,
the disabled owner is still entitled to his/her
ownership share, and will likely continue to receive a
salary, yet contribute nothing in terms of work going
forward. In addition, the business is faced with the
challenge of going out to find a suitable replacement
to take on the job-related responsibilities of the
disabled owner.

From the disabled owner’s perspective, he or
she likely has a significant amount of personal
capital locked
up in the business. In addition, in most
situations, the remaining owners will not be
thrilled with the idea of continuing the disabled
owner’s salary for any length of time, particularly
after they have hired a replacement.
So, the disabled owner is left with what is likely
an unmarketable asset (the business interest).
His/her greatest need is to be able to convert
this unmarketable asset into a liquid asset –
cash.
The conflicting needs of the active owners and
the disabled owner can be reconciled through a
binding disability buy-sell agreement. This can
either be a stand-alone document or
incorporated into the main buy-sell agreement.
The various obligations to buy and sell in the
event of disability will be carefully spelled out,
the triggering events which will activate the
terms of the agreement should be clearly stated
and the method of establishing the price of the
business interest should be described.
As with buy-sell planning for the event of death,
a disability buyout may take the form of either a
cross purchase plan or an entity purchase plan.
Regardless of which type of plan is selected, it
should be funded through a disability buyout
insurance product. This funding will ensure the
orderly continuation of the business in the event
an owner becomes disabled.
The terms of the agreement and the disability
insurance can call for either a lump sum or an
installment purchase of the disabled owner’s
interest. One critical element in buy-sell
planning for the event of disability
is to make certain that the definition of disability
in the buy-sell agreement matches the definition
of disability in the disability buyout policy. One
feature of such policies is that there is a waiting
period before disability buyout payments
commence. This allows the passage of a
sufficient amount of time so that recovery of the
disabled owner can be ruled out before the
contractual obligation to sell the stock is
triggered.
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STEP

INTEGRATE THE BUSINESS
OWNER'S ESTATE PLAN
With every business continuation plan, the plan itself must
be integrated with the business owner’s overall estate plan.

YOU SHOULD THOROUGHLY DISCUSS THE
FOLLOWING ISSUES WITH YOUR CLIENT:
The impact of any personally-owned or business- owned life
insurance on your client’s federal estate tax situation
The value of the business and its effect on the overall estate
value and associated estate taxes
The potential of funding estate settlement costs with
“business dollars”
Maintaining control of the business interest versus
transferring the interest during lifetime
Making sure the children’s inheritance is “fair” for both the
business and non-business children
Determining if there will be enough income for a surviving
spouse and/or other dependents
The tax and basis implications of a lifetime sale or gift versus
a sale or bequest at death
Whether there is any charitable intent
Whether there is any community property
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STEP

PUT THE "PLAN" INTO
MOTION
When a business owner dies, the plan you helped design
will come to fruition. The following are the steps you as the
professional need to do in order to implement the business
continuation plan upon the business owner’s death.

DISTRIBUTION OF STOCK
In a stock redemption agreement, the
corporation will purchase the stock from his or
her estate, using life insurance death proceeds
owned by and payable to the business. The
stock will then be retired by the corporation.
In a cross purchase agreement, the surviving
shareholders will purchase the deceased
shareholder’s stock from his or her estate using
the proceeds from the life insurance policies
they each owned and were beneficiary of on the
decedent’s life.

HANDLING POLICIES ON SURVIVING
OWNERS' LIVES

This works great when there are only two
shareholders. Remember that the purchase of a
life insurance policy by the insured is a safe
harbor exception to the transfer for value rule.
Unfortunately, if there are more than two owners,
the surviving cross-owners cannot purchase the
policies on each other’s lives without invoking
the transfer for value rule. This is not a problem if
the business is a partnership or if the
shareholders of a corporation also happen to be
partners in a partnership because of the safe
harbor exception, where a policy is transferred
(purchased) by a partner of the insured.

If the business owners do not wish to purchase
the policies on their own lives from the deceased
owner’s estate, they could instead designate
This issue arises under cross purchase
themselves as contingent owners of the policies
arrangements. When one owner dies, what
on their own lives from the outset of the buy-sell
happens to the policy(s) he or she owned on the life arrangement. Again, this works if there are only
of the surviving owner(s)? Generally, ownership of
two shareholders. However, if there are three
those policies will vest in the estate of the
shareholders, and a surviving shareholder who is
deceased owner. Within the buy- sell agreement,
not the insured is the contingent owner, the
there may be language enabling the surviving
transfer for value rule will likely apply to that
owner(s) to purchase the policy(s) on their own
ownership change as well.
lives from the estate of the deceased owner.

Interestingly, this is not a problem under a
cross purchase plan in a partnership. This is
because one of the exceptions to the transfer
for value rule is a transfer to a partner of the
insured. There is no similar exception, in the
corporate setting, for a transfer to a fellow
shareholder.

SUBSEQUENT OWNERSHIP ISSUES
Following the death of a business owner, it is
necessary to re-evaluate the ownership
interests of the remaining owners. The
percentage of ownership will change, and it is
necessary to determine if sufficient life
insurance is in place to protect the buyout
interest of the new owners.

MODIFICATIONS TO THE ORIGINAL
BUY-SELL AGREEMENT
The new owners will need to have their legal
counsel complete a new buy-sell agreement since
there are new owners and different ownership
percentage. A new planning process may even be
needed to ensure the new buy-sell agreement
accomplishes the needs of the new owners. Other
family members may now have to be included in
the decision. It’s even possible that it will be
necessary to find a new potential buyer for the
business

UPDATE THE BUSINESS VALUATION
The fair market value of the business is critical to
any buy-sell agreement. Any agreement should
provide for periodic updating of the business value
to ensure that sufficient life insurance is in place
to complete the buyout. As the new agreement is
put in place, a new valuation should be
completed. The business valuation will likely be
the same as when the buyout was completed.
However, it is possible that circumstances could
significantly change the value of the business

CORPORATION FACES TRANSFER
FOR VALUE PROBLEMS IN A CROSS
PURCHASE AGREEMENT
Jim Jensen and his two business associates
(Sam and John) are equal 33 1/3% owners of
Jensen Jeep, a local Jeep dealer valued at $9
million. Each stockholder owns a $1.5 million
policy on the lives of both of his fellow
shareholders. That’s a total of 6 policies. Jim
dies. Sam and John now own $4.5 million each
of the company’s $9M value. It would make
sense for Sam to be able to purchase the policy
on John’s life (that Jim owned) from Jim’s estate
and John to purchase the policy on Sam’s life so
that each would own $3 million of life insurance
on the other. But, these purchases would be
considered transfers for value, meaning upon
Sam’s death, John would receive $3 million of
which $1.5 million (except for the price
he paid Jim’s estate for the policy plus any
additional premiums he paid), would be taxable
income. Even with this tax-tainted policy, John
would still need an additional $1.5 million to fully
purchase Sam’s $4.5 million in stock. Hence, it’s
a good time to recommend the purchase of
additional life insurance after the death of a
shareholder so that the remaining shareholder’s
have enough life insurance to fully fund their
buyout obligations.

CONCLUSION
The Business Continuation market
has great potential. Many new and
existing business owners need to have
a plan in place to protect what they’re
working so hard to achieve—success.
That’s where you can carve your
niche. Properly positioned, you can
become a trusted advisor who is
familiar with their needs and concerns
and who can coordinate many of the
steps outlined in this professional
guide.
We have provided you with a general
overview of the business continuation
planning process and broken it into
steps for you to comprehend more
quickly. In addition, we have provided
many tools and resources you can use
along the way to assess your clients’
situation and needs.
Be sure to familiarize yourself with the
items listed in “Additional Resources.”

The Financial Advisors software can
help you illustrate more complex
information as it relates to your
clients’ planning. Undoubtedly, you
will probably have questions at some
point along the way as you build your
client cases.
Don’t forget that you can consult any
of our Advanced Markets team
members if you need help. Just call
855-887-4487, Option 2 for the first
available director. Sales Support is
available to help you with the financial
advisor presentation. Call them at
855-887-4487, Option 3.
Statistics show that many business
owners have not conducted proper
planning. With our extensive product
portfolio, you are in an excellent
position to help them create their
future, as well as your own, through
life insurance.

CONTACT INFO
www.emeraldlifeinsurance.com
contact@emeraldlifeinsurance.com
(312) 765-9165

