Case Study—Life Insurance
Small business succession planning is an issue that frequently occupies the minds of taxpayers who own family or closely-held businesses—and, if structured properly, a life insurance strategy is one type of method for ensuring adequate safeguarding of the business for future generations.

Your client, Mark, owns a small, but growing, distribution company that he operates with his daughter and son-in-law, as well as two experienced executives who helped Mark start and grow the business.  Mark is in his early sixties, but currently has no concrete plans to retire fully, though he has scaled back his involvement in daily operations.  He has, however, begun to think about how the business will continue after his death or if he becomes too sick to make decisions.  He also worries about providing for his wife and two sons who, though they are equal shareholders in the company, have never been directly involved in the business’ operations.  He is considering funding a buy-sell agreement with a life insurance policy in order to ensure that his daughter and son-in-law are able to continue the business in his absence.  While using life insurance sounds appealing to him on the surface, Mark wants to ensure that the strategy will not create adverse tax consequences either for the business or his family.  How do you advise?  
Expert Analysis Using Tax Facts Online
In the small business succession-planning context, life insurance can provide a powerful tool that, if used properly, can safeguard the future of the business in the even of the owner’s death or disability.  In the family business context, the owner-operator frequently owns the majority—if not 100 percent—of the business’ interests.  In the absence of proper planning, as in Mark’s situation, these business interests could potentially pass to family members with little or no business experience upon the owner’s death—which does little to safeguard the business’ future or provide long-term financial security to the owner’s family.
Tax Facts Online can help with life insurance planning strategies for small business owners facing questions about the future of their businesses.  Tax Facts Online Question 290 discusses the estate tax consequences of an insurance-funded buy-sell agreement and provides that the proceeds will be excluded from the insured’s estate if the insured has no incidents of ownership in the policy.  Question 272 discusses the potential for capital gains, and discusses the importance of properly valuing the business interests in order to avoid capital gains consequences for the estate.
Mark can use a buy-sell agreement in order to designate his daughter and son-in-law as individuals who have agreed to purchase his business interests and continue the business upon death (or some other triggering event, such as disability or mental incapacity).  The terms of the agreement should fix the value of these business interests so that the business can ensure that adequate funding will be available for the next generation to finance the purchase.

In conjunction with the agreement, Mark’s successors may then purchase a cash value life insurance on his life that will fund the purchase price.  The business can actually fund the policy itself by paying the successor-employees bonuses or other compensation in order to pay the premiums—the compensation must be reported as income to the successors, but is tax-deductible to the business.

Upon Mark’s death, the successor generation can use the life insurance proceeds to purchase the business interests from his estate which, in turn, can then distribute those proceeds to provide for Mark’s family according to his wishes.

However, unless the transaction is properly structured, funding a cross-purchase type buy-sell agreement with life insurance can result in adverse tax consequences to if the corporation pays the policy premiums.  In the case of a cross-purchase buy-sell agreement between individual shareholders, a shareholder will often purchase life insurance on the lives of the other shareholders in order to fund the agreement.  In many cases, however, the premiums are paid out of corporate resources.

In the C corporation context, these premium payments may be treated as distributions with respect to stock in the corporation for tax purposes.  As a result, the shareholders will be taxed on the premiums paid as though the premiums were dividends that were constructively received by those shareholders.

To avoid this result, as long as the corporation itself has no ownership rights or beneficial interest in the policy, it is possible that the corporation could instead pay the policy premium to the policy owner in the form of a bonus.  In this case, the shareholders can avoid the constructive dividend tax issue and the corporation will be able to deduct the cost of the premiums paid so long as the payments can be characterized as “reasonable compensation.” Reasonable” compensation is “such amount as would ordinarily be paid for like services by like enterprises under like circumstances.” A salary that exceeds what is customarily paid for such services is considered unreasonable or excessive. 
Potential adverse estate tax consequences may result if a life insurance policy used to fund a buy-sell agreement is actually owned by the corporation itself, but the policy beneficiary is someone other than the corporation.  If, at the time of his or her death, the insured owns more than 50 percent of the corporation’s voting stock, the entire value of the death benefit paid out under the policy may be included in the insured’s estate. This is because, as a majority shareholder in the corporation that owns the actual policy, the insured will be deemed to have retained incidents of ownership in the policy that are sufficient to warrant inclusion of the death benefit in his or her estate.

These adverse tax consequences only exist if three circumstances are present: (1) the corporation is the named owner of the policy, (2) the insured owns more than a 50 percent interest at death and (3) the policy beneficiary is not the corporation.  In order to avoid the inclusion of the death benefit in the insured’s estate, the corporation could name itself as policy beneficiary or could take steps to ensure that the insured owns less than 50 percent of the corporation’s voting stock upon his or her death.
The use of life insurance to fund a buy-sell agreement can present many complications—but for business owners like Mark, the peace of mind that can result can prove invaluable.
Thumbs up/Thumbs down

What are your thoughts on:

1. The potential impact of proposals to implement a phase-in increase in the Social Security tax rate on the future of the Social Security system?
a. Bloink: Taxpayers are increasingly realizing that something needs to be done in order to ensure the continued viability of the Social Security system—and whatever action is taken, there will be a cost.  This proposal gradually increases the currently applicable 6.2 percent Social Security rate to 7.2 percent over a period of more than 20 years in an effort to meet retirees’ benefit expectations.  I think we’re at the point where most taxpayers would agree that this is a reasonable step. THUMBS UP
b. Byrnes: I don’t know that a simple 1 percentage point tax increase is going to save the system, and it certainly shouldn’t be used as a disincentive for retirees to engage in smart independent savings behaviors.  Combining the tax increase with an increase in the taxable base or change to the COLA calculation might provide a more appropriate, longer-term fix.  THUMBS DOWN
2. The potential effectiveness of the recent Treasury rules designed to encourage the purchase of longevity annuities?
a. Bloink: Treasury has taken important steps to encourage the purchase of these products and I think they’ll begin to gain popularity among retirees—once they become more widely available.  These annuities provide a relatively inexpensive way—and tax-advantaged—way for retirees to insure against unforeseen longevity and expenses late in life, but they simply aren’t commonly offered.  Now that the Treasury has finalized the regulations governing these products, we’re going to begin to see them more frequently. THUMBS UP
b. Byrnes: These are fairly new products and taxpayers haven’t been educated as to their usefulness, so retirees are often discouraged by the “what if I don’t live long enough” factor.  Riders can be used to mitigate this risk through return of premium features and inflation protection, though using a rider, of course, increases the cost of longevity protection—but it’s mostly an issue of educating the consumer as to the options that can accompany these products. THUMBS UP
3. The impact of passing extender legislation late in the year upon the behaviors that such legislation is designed to encourage?
a. Bloink: It’s a waiting game, but Congress has a history of continuing popular tax savings provisions that many taxpayers have come to rely upon.  The result might be a lot of last minute moves late in the year, but I don’t think taxpayers are going to be dissuaded from acting if the tax savings are there. THUMBS UP
b. Byrnes: I don’t think it’s by any means guaranteed that Congress is going to reauthorize extender provisions given today’s political and economic climate, but if they do, waiting until the last minute to make the change will impact the utility of these provisions—especially with respect to smaller and mid-sized companies that might not have the resources to allocate for, say, R&D or equipment purchases that are the subject of some of these extenders late in the year.  THUMBS DOWN
