INSURANCE PrRoODUCTS

Although circumstances may vary, the focus should be on
the primacy of creative business continuation planning, not

on life insurance products.

The Role of Insurance In
Buy-Sell Planning
for Businesses: Part 2

By Peter Katt

Thiscolumnisthe second part of a two-
part series dealing with planning for the
continuation of aclosely-held business,
commonly referred to as buy-sell plan-
ning.

Aslnoted inmy April column, business
continuation planning refers to the dis-
position of a closely-held business inter-
estinthe event of retirement, permanent
disability, or death of business owners.
Business owners should have a strategic
legally binding plan for the continuation
or liquidation of their business in the
event of an unexpected permanent dis-
ability or death of a partner. Otherwise,
itsvalue could be greatly dissipated and
the potential for conflict with the perma-
nently disabled or deceased partner’s
family greatly increases. In contrast, plan-
ning for retirement should not be part of
alegally binding documentbecause itis
planned for and voluntary, and negotia-
tions with other partners about retire-
ment should take place at the time it is
being considered.

| also noted that crisp new businesses

with relatively young shareholders own-
ing an equal number of shares can plan
for disposition with few complications,
but thisis not the typical situation. Rather,
most business continuation situations
have complications. This follow-up busi-
ness continuation column presentsthree
case studies as away of identifying spe-
cific, yet fairly common, situations and
possible planning solutions. For pur-
poses of space and greater clarity, busi-
ness continuation planning for perma-
nently disabled shareholders has been
ignored.

Smith Electronics Inc. (SEI)

Al, Bill, and Bob Smith, ranging in age
from 37to41, are the sons of SEI'sfounder,
whodied sevenyearsago. SElisawhole-
saler of office electronic products. SEI
has experienced tremendous growth and
isvery profitable. SEl isan S-corporation,
and Al, Bob, and Bill each own a third of
the stock. They are all married with de-
pendentchildren. They presently have a
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buy-sell agreement funded with life in-
surance, but the amount of coverage is
aboutaquarter of whatisneededto cover
the current value of SEI.

In consultation with their attorney and
accountant, they are considering increas-
ing their life insurance coverage to fund
the total buy-sell obligation, meaning
the purchase of many millions of addi-
tional insurance (which they can afford).
But before rushing off to buy the addi-
tional life insurance to fully fund their
buy-sell agreement that would purchase
all of a deceased shareholder’s family’s
stock, they took the time to consider
whether a complete buy-out of a
deceased’s family’s stock is the smart
move. SEl stock is presently throwing off
more cash profits, via S-corporation stock
ownership, than any prudent reinvest-
ment of buy-sell cash would generate.
Therefore, consideration is given to a
planthat requires the purchase ofa por-
tion of a deceased shareholder’s stock,
say 25%, but leaves a deceased
shareholder’s family in possession of
their remaining SEI holdings as passive
investors. Sucha planrequires the broth-
erstoexplicitly agree onaspecificamount
of salary for their work (updated each
yearwith an escalator clause) so that only
profits in excess of these salaries would
be paid out via S-corporation stock own-
ership. This creates a passive investor
role foradeceased brother’s family, who
would receive their share of profits after
generous salaries were paid to the sur-
viving brothers who are running SEI.

This planning offers two other poten-
tial advantages to a deceased
shareholder’s family. First, in the event
SEl is sold some years later for a large
amount, the deceased brother’s family
would participate in such sale profits.
Second, continued stock ownership will
allow easier entry into the businessinthe
event one or more of the deceased
brother'schildrenis interestedinsucha
career.

While this kind of planning might not
be ideal for the two surviving brothers
because there is the potential thata de-
ceased brother’s family could cause
problems, at the time the planning is
consummated, each brotherhasanequal
interestin both positions: potentially as
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thefirst-to-die, inwhich case he has prob-
ably struck a much better deal for his
family; and asasurvivor, inwhich case he
might prefer a complete buy-out of the
first-to-die’s family.

Under the theory that what is good for
the goose is good for the gander, Al, Bob,
and Bill agree to this partial buy-out/
passive-investor planning in the event
any ofthem has the bad judgmenttodie
before selling SEl or retiring. As such, no
additional life insurance is needed. In-
stead, work is completed to put salary
agreements into place, and corporate
policies are tightened to provide better
protection for the surviving shareholders
from unnecessary intrusions by a de-
ceased brother’s family. Thiskind of plan-
ning isonly appropriate when the amount
of company profits, relative to the busi-
ness’ valuation, are enormous so that
very generous salaries can be paid be-
fore profits are distributed, via S-stock.
Forexample, if the valuation of SEl is $42
million with profits of $9 million—a 21%
return—a deceased brother’s family
would sell 25% of their SEI stock for $3.5
million, retaining $10.5 million of stock
asapassive investor. A salary agreement
provides each surviving brother with an
annual salary of $750,000 for running SEl,
with remaining profits of $7.5 million ($9
million less salaries of $1.5 million) dis-
tributed—%$2.81 million to each surviv-
ing brother, who each own 37.5% of SEI,
and $1.88 million to the deceased
brother’s family, now owning 25% of SEI.
The yield on the deceased brother’s
family’s continued ownership in SEI is
17.9% ($1.88 million divided by their
ownership value of $10.5 million), which
is why this partial buy-out/passive in-
vestor planningis preferred. Combining
the surviving brothers’ salaries and prof-
its, $3.56 million, they each have a 22.6%
rate-of-return on their ownership interest.
(Updating the Smith brothers’ estate and
life insurance planningwould be doneiin
conjunction with this revised business
continuation planning.)

Sam and Pranab: The Late Years
Sam and Pranab are co-owners of the
stock in Engineering Consulting Associ-

ates (ECA). Twenty-five years ago, they
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instituted a buy-sell agreement funded
with life insurance. Sam now owns three
universal life policies totaling $2.0 mil-
lion on Pranab’s life, and vice versa.
Recently, their buy-sell perspectives
have taken an interesting turn because
Sam’s son, John, and Pranab’s daughter,
Rekha, both engineers, are employed by
the firm. Samand Pranab agree that they
would like these children to acquire their
stock at their respective deaths. Buy-sell
planning for the transference of stock
within a shareholder’s family should be
incorporated within each individual
shareholder’s overall estate planning.

Johnis Sam’s only child, so coordinat-
ing Sam’s buy-sell and estate planning
does not have to take into account pos-
sible inheritance equalization among
several children. Therefore, Samwill sim-
ply leave his stock to John via his will or
revocable trust. What must be planned
for is making sure there are enough in-
vested assets to provide sufficient in-
come for Sam’s wife if he predeceases
her, taking into account the estate tax
obligations. Besides the $2.0 million
worth of ECA stock, Sam has acquired
$1.5millionin marketable securitiesand
$1.0 million in two homes, for a total
estate of $4.5 million. Itisrecommended
that the life insurance policies insuring
Sam’s life that are owned by Pranab be
transferred to Sam, thentransferred toan
irrevocable trust established by Sam.
Therefore, including the life insurance,
Sam'’s assets now total $6.5 million, of
which $4.5will be included in his estate.
The three policies have combined cash
values of $396,017, which is the amount
of gift being transferred to the irrevo-
cable trust. There is a three-year period
before the proceeds are out of Sam’s
estate. The projected target premiums to
continue the $2.0 million of coverage are
$15,983. Sam decides to continue the full
amount of this life insurance by making
annual giftsto the trust to pay the premi-
ums.

Inaddition to leaving all of the stock to
Johnupon Sam’s death, Samwill also gift
stock to John using annual exclusion gifts
in order to ensure that the value of the
stock that will be transferred at Sam’s
death doesn'tbecometoo large. There-
sults of this planning are that upon Sam’s

death, John will inherit all of his father’s
stock even if Sam’s wife survives him.
Suchatransferwill trigger an estate tax of
some $600,000 (based on a value of $2.0
million), which could be avoided by hav-
ing Sam’s stock remain in a trust for his
wife’s benefit, but this could potentially
cause people-planning problemsfor John
because he would have to deal with his
mother or trustees for some period of time
regarding business ownership issues.
Regardless of who diesfirst, the stock will
gotolohnat Sam’s death and there should
be sufficient assets to pay estate taxes
and provide for Sam’s wife without en-
cumbering the stock.

Planning for Pranab’s transfer of his
ECA stock, valued at $2.0 million, to his
daughter Rekha is more complicated
because the value of the stock is his
largestassetand Pranab has two children
who don’'twork in the business and there-
fore should not inherit company stock.
Leaving such a large amount to Rekha
causes inheritance equalization prob-
lems because Pranab’s other assets total
$2.0 million ($1.5 million in marketable
securitiesand real estate worth $500,000).
Pranab’s inheritance equalization prob-
lem will be helped by the reciprocal
transfer of the $2.0 million of life insur-
ance insuring his life currently owned by
Sam. Pranab will also transfer this life
insurance, also with a cash value of
$396,017, toanirrevocable trust, increas-
ing the amount of assets to be ultimately
distributed to his children to $6.0 million,
of which only $4.0 million is included in
his estate. ECA stock worth $2.0 million
will be left to Rekha, combined taxes by
the second death might be some $1.2
million, leaving $2.8 million to be split
by Rekha’s two siblings, or $1.4 million
each. This is $600,000 less than Rekha’s
inheritance. Pranab wants to treat each of
his children equally, so he acquires a
survivorship life insurance policy, owned
by a separate irrevocable trust that in-
sures he and his wife for $1.2 million so
the inheritances can be equal. The $2.0
million policies on Pranab’s life and the
$1.2million survivorship policy will have
annual target premiums of $25,500, which
will be gifted to the trusts. The results of
this planning are that Pranab’s wife will
be provided for from marketable securi-
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tieswithin the estate and the $2.0 million
life insurance in the irrevocable trust if
she survives Pranab; estate taxes and
equal inheritances for Rekha’s siblings
will be covered from estate assets, the
$2.0 million insurance on Pranab’s life,
and the survivorship policy for $1.2 mil-
lion;and Rekhawill inheritall of Pranab’s
stock upon his death, even if her mother
survives.

Samand Pranab hope to continue work-
ing until afinal illness overcomes them.
Or, if they live some years after being
unable to work, dividends would be
paid tothemto provide the income they
need. At the same time, each will be
gifting assets to children to keep their
estate values relatively constant. As is
the case with all planning, periodic re-
views are needed to make adjustments
as they may become necessary.

Jonesville Orthopedic Clinic

Jonesville Orthopedic Clinic (JOC) isa
corporation; the four senior orthopedic
surgeons are its shareholders. Forsome
10years, life insurance issues have been
aconstantsource of irritation among JOC
shareholders. The cause of thisirritation
isconfusion over the purpose of the many
life insurance policies insuring the share-
holders and owned by JOC.JOC’s share-
holders’ confusion is well-warranted
because each shareholderisinsured with
three separate policies. One set of life
insurance policieswas purchased to in-
formally fund a deferred-compensation
plan. Another setwas purchased as key-
man insurance, so JOC had the funds to
retain another orthopedic surgeonifone
of the shareholders died. The final set of
policies was purchased to redeem a
deceased shareholder’s stock, but the
shareholders were never able to agree
upon a price for the repurchase of their
stock. Annual JOC business meetings
become chaotic when the office man-
ager opens up the life insurance file for
discussionand it's nowtime to clean up
this mess.

The planning that justified purchasing
life insurance policies to informally fund
adeferred-compensation plan 10 years
ago was seriously flawed. The promise
made when the planwas setup 10years
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ago—to provide a $75,000 annual ben-
efit to be paid for 15 years starting when
JOC shareholders reach age 62—is not
going to be met because the life insur-
ance policies’ cash values are much less
than had been projected. Infact, the cur-
rent projection is that only about half of
the $75,000 of annual deferred benefits
will be possible without huge increases
in premiums. This is because the benefits
were defined 10 years ago with the pay-
ment of fixed premiums. Asinterest rates
have fallen since 1987 (from 9.6%10 6.5%),
the policies have become increasingly
underfunded without anyone noticing.
WhatJOC did not understand is that this
program never could have worked with-
out periodic adjustments to the funding
levelsin order to meet the defined ben-
efits established by the plan. Since JOC
doesn’t have the funds to make up this
funding shortfall, dramatic adjustments
must now be made to the plan.
Deferred-compensation plansare used
to motivate and reward employees, not
employers. Each participant in the JOC
deferred-compensation plan is a share-
holder, or employer. In 1987 and pretty
much to this day, there isa narrow spread
between corporate and individual tax
rates, so there was no rational justifica-
tion for putting together a collective re-
tirementincome scheme fundedwith life
insurance for employers. Each share-
holder could have taken the amount of
aftertax corporate earnings as income,
paid their own taxes, and used the netto
setuptheirownretirementfund. Purchas-
ing acollective plan has been a constant
problem, as three times in the past 10
years new life insurance salesmen have
come forward to criticize the policies’
funding deferred-compensation plansin
order to recommend their replacement
with new ones. Fortunately, nothing had
been done because the four sharehold-
ers could never agree on new action.
JOC's shareholders decide to rid them-
selves of this deferred-compensation
problem by transferring the life insur-
ance policies that informally fund the
planto eachinsured. Thiswill cause each
ofthemto include the value of the policy
in their income, but now the individual
shareholders can continue their policy or
reinvestas they choose, without convinc-

ing the other three shareholders.

JOC has $100,000 universal life poli-
ciesinsuring each shareholder toindem-
nify JOC for the cost of replacing a de-
ceased surgeon. However, while a key-
man life insurance need may have ex-
isted 10years ago, JOC now employs four
non-shareholder surgeonswho are quite
profitable to JOC. The need for key-man
insurance no longer exists and therefore
the life insurance policies used for key-
man insurance are surrendered. The cash
values are divided among the share-
holdersin the form of additional salary in
order to help pay the taxes generated
due tothe transfer of the policies funding
the now-defunct deferred-compensation
plan.

The last set of policies, being used to
fund the buy-sell agreement, are non-
competitive universal life policies from
a life insurance company that has in-
creased the cost of insurance rates and
are crediting the policies with below-
market interest. Each shareholder is in-
sured for $250,000, but the value of JOC
stock has never beenagreed upon. Share-
holders have argued for an individual
shareholder value of between $200,000
to $800,000 at various times over the
years. Aconclusion isreached that valu-
ing such a medical practice in an era of
HMOs and many different insurance
payment arrangements is impossible.
Sorather thantry to install aformulainto
the buy-sell agreement that can objec-
tively calculate a value, the sharehold-
ers subjectively agree upon a $250,000
value and purchase cheap level term
policies tofund thisagreed-uponamount.
This will end the potential for a pitched
legal battle betweenJOC and adeceased
shareholder’s family, as each tries to
argue a value for the stock to be re-
deemed. What had been a confusing life
insurance mess is now cleaned up.

The Primary Focus

While circumstances may vary, one
principle remains the same: The major
focus should be on the primacy of cre-
ative business continuation planning
rather than the rather one-dimensional
aspect of the life insurance product for its

own sake.
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