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FOCUS ADVANCED MARKETS: SMALL BUSINESS PLANNING

Advantages 0f S Corp. Stock Redemption

In Business Continuation Planning

BY CLAY BRIiSTOW
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explain this concept with a hypothetical
case study illustration.

BEST PRACTICES OF A BUY-SELL
AGREEMENT

First, let’s look at a key component in busi-
ness continuation planning, the buy-sell
agreement. There are two major types of
buy-sell agreements: the entity redemp-
tion plan and the cross-purchase plan.
With a redemption plan, the business
enters into a contract with the owners to
purchase each owner’s interest, at a speci-
fied time. In the cross-purchase arrange-
ment, the owners establish an agreement
among themselves to buy and sell the
stock. The business entity is not a party to
the arrangement.

Each type of buy-sell agreement holds
advantages and disadvantages, depending
on the goals and objectives of the business
owners. Typically, however, most owners
look for a buy-sell agreement that:

» Is easy to understand and administer.

» Affords the surviving owners with
a greater percentage ownership in the
business.

» Increases the basis in the business for
the surviving owners.

¥ Does not encounter a problem with the
transfer for value rule, which converts life
insurance proceeds into taxable income.

b Clay Bristow, J.D., LL M, is
senior case design specialist
in the Advanced Markets unit
of AXA Equitable Life Insurance
Co., New York, N.Y. You can
email him at Clay.Bristow@

. axa-equitable.com.
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HOW IT WORKS

S CORPORATION REDEMPTION

BAMA Co.

When an owner dies, the S corp. receives the

insurance proceeds form the insurance company

and allocates those proceeds to each owner,
based on his or her ownership.

In addition, if the buy-sell agreement is
funded with life insurance, it is typically
desirable to acquire one policy per owner.

PROS AND CONS
A cross-purchase agreement with 3 owners
or more will typically be subject to the trans-
ter for value rule. An entity purchase may
present a problem in that the arrangement
increases the basis of the surviving business
owners.
A “C corporation,” as a stand-alone €
tity, is independent of its shareholders. It is

a separate taxpayer, as are its shareholders.
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Therefore, life insurance proceeds that a C
Corp. receives to fund an entity redemp-
tion stay with the corporation and do not
increase the surviving shareholders’ basis
in the business.

The treatment of life insurance proceeds
by an S corporation is handled differently.
Because the S Corp.’s is not considered a sep-
arate taxable entity apart from its sharehold-
ers, income and deductions “pass through”
to the shareholders. Life insurance proceeds
received by an § Corp. increase the basis of

» continued on page 31
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S CORP STOCK

continued from page 26

In the stock redemption agreement, the S Corp. purchases an
insurance policy on each shareholder and is the owner and benefi-
ciary of each insurance contract. When an owner dies, the S Corp.
receives the insurance proceeds from the insurance company and
allocates those proceeds to each owner, based on his or her owner-
ship in the S Corp. For example, if there were 3 equal owners of
the business, the allocation would increase the basis of each share-
holder, including the deceased, by one-third.

The Internal Revenue Code, per Sec 1014, increases or “steps
ups” the basis of a decedent in stock owned by the decedent at
his or her death to the stock’s fair market value. As a result of
the step-up in basis afforded by Sec 1014, any allocation of insur-
ance proceeds to the decedent
will be wasted, since basis can The S corp_’s
not be increased beyond its fair advanta ge,, The

market value.

There is a way, however, to ability to use the
allocate the portion of basis
to a surviving shareholder, in-

corporate redemption
stead of wasting it on the de- WROIE-CI8{ITE V]I

ceasgd sbareholder. A possible shareholders a full
solution is to use the S Corpora- B i .
tion stock redemption buy-sell increase in basis.
agreement with the short tax
year technique. The one requirement for this technique is that
the S corporation must be a cash basis taxpayer for accounting
purposes.

If this is the case, the following actions can be taken upon the
death of a shareholder, This illustration assumes 3 equal owners
of the business.

1. The corporation buys (redeems) the shares from the executor
of the deceased shareholder. The corporation issues a short-term
interest-bearing note to the executor, in exchange for the deceased
shareholder’s stock. At this point, there are only two remaining
shareholders, plus one creditor.

2. The stockholders plus the executor of the deceased sharehold-
er file, on behalf of the corporation, an election to terminate the
tax year of the S Corp. This is permitted under Sec. 1377 (a)(2)
of the Code.

3. The S Corp. files a death claim with the insurance company.

4. The insurance proceeds are received by the S Corporation. The
value is allocated to the shareholders. In this case, there is a 50/50
split, since there are two equal shareholders.

5. The proceeds are paid to the deceased shareholder’s executor
along with any short-term interest due to eliminate the debt.

SUMMING UP

The key point to keep in mind with this technique is that when
the S Corp. receives the death benefit from the insurance com-
pany, the deceased shareholder is no longer an owner of the busi-
ness. The shares have been purchased, and the only interest that
remains in the business is that of a creditor. This permits a com-
plete step-up of basis to the surviving shareholders, which is often
a major goal of shareholders in determining what kind of buy-sell
agreement to select.
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MINNESOTA AG

confinued from page 10

can Equity,” the company says.

In related news, Swanson says she has
filed a suit in a Minneapolis state court
against AmerUs Group Company Inc.,
Des Moines, and American Investors, af-
filiated companies in the indexed annuity
market that have been acquired by Aviva
P.L.C., London.

The state of Minnesota is alleging in the
suit that some older Minnesota consumers
bought annuities that were unsuitable or
were misrepresented.

The state also is alleging that the com-
panies sold annuities in Minnesota through
living trust mills.

AmerUs and American Investors say
they already have agreed to an annuity
marketing consent order with the Minne-
sota Department of Commerce.

“We question why the Minnesota at-
torney general is pursuing matters that

were already raised and resolved by the
state of Minnesota,” AmerUs and Ameri-
can Investors say in a statement respond-
ing to the suit.

The companies offered to meet with
Swanson and work out a resolution, but
she “never accepted any of our offers to
meet and discuss these matters,” the com-
panies say.

The consent order shows AmerUs and
American Investors already have taken
steps to improve their compliance and suit-
ability processes, the companies say.

“We require completed suitability
forms from all our agents, in all states,
for all policyholders regardless of age,”
the companies say. “In many cases, our
requirements exceed those required by
the state in which the policy is issued....
Less than 1% of our customers have
made complaints relating to our prod-
ucts, and we believe this speaks volumes
about the importance we place on com-
pliance.” i

NEW YORK LIFE

continued from page 8

of its Web pages and lowered its score for
functionality and usability.

Still, Dalbar praised Lincoln Life for
prominently featuring its new Futureself ad
campaign on the consumer site, in which
investors imagine they encounter them-
selves at some future time.

Dalbar singled out New York Life for
encouraging consumers to give perma-
nent life insurance to children as a gift
and by encouraging users to invest their
year-end bonuses in life insurance and
college savings accounts.

It also praised John Hancock Annui-
ties for introducing to its site a retirement
study showing that investors using its
life-cycle retirement portfolios realized a
higher annual return than did those who
did not stay invested in such funds.

Among sites for financial profession-
als, another AXA division, AXA Distribu-
tors edged Allstate Financial out of second
place, while Pacific Life’s Lifeline site, de-
signed for the company’s own producers,
rose to 7th place from 10th.

Top-ranked MassMutual earned Dal-
bar’s Excellent rating for the 15th straight
quarter, earning a score just under 92.

Just behind it, AXA Distributors scored
almost 91 after introducing TruePortal, a

compensation-management page for profes-
sionals. The site lets advisors download an
array of compensation reports in different
formats from AXA's distribution division.

Pacific Life's Lifetime unit moved up 3
spots in part by developing centers on its
site specific to estate planning, business
planning and retirement planning. Each
center offers brochures, software, sales
tools and other material to support advi-
sors serving these different markets.

Also included on the site: step-by-step
instructions on how to set up a seminar
to recruit and educate clients.

ING USA also advanced 3 spots, to
15th place, with a number of improve-
ments, including easier navigation and
enhanced usability. It also added a guide
explaining how to sell corporate variable
universal life insurance.

Dalbar found a number of advisor
sites had added useful tools, including a
nonqualified distribution calculator, of-
fered by Pacific Life, and a retirement
income analysis tool from New York Life
Annuities.

Another trend among professional
sites spotted by Dalbar was the addition
of e-mail notifications for certain events,
such as Pacific Life’s system for notify-
ing advisors of client-initiated account
changes and Lincoln Financial’s alerts for
new sales promotion materials, &
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continued from page 6

“Suitability, supervision and disclosure
comprise the most constructive protection
for annuity consumers,” he added.

Wilkerson said life insurers are “in the
forefront” of efforts to upgrade disclosure
as well as suitability and supervision stan-
dards.

He said that ACLI, along with NAVA,
is “pioneering” a new series of disclosure
templates for fixed, index and variable
annuities that provide streamlined, user-
friendly, and plain-English information for
informed decision-making.

“The disclosure will ensure a simi-
lar look and feel between products and
among companies,” Wilkerson said. “With
this information at hand, consumers will
have the tools to make informed financial
decisions.”

He also said ACLI's summary disclosure
initiative “parallels in purpose and scope”
the summary disclosure that the SEC re-
cently proposed for mutual funds.

Wilkerson also pointed the pilot project
of the Iowa Insurance Division is designed
to encourage life insurers to use the ACLI
summary disclosure documents for fixed
and indexed annuity disclosure to enhance
information for seniors and other annuity
purchasers.

ACLI expects other states will also use
the new templates, and said the SEC and
FINRA will be evaluating the templates for
use in the distribution of VA contracts.

Wilkerson also pointed out another
development: the NAIC Suitability in An-
nuity Transactions Model Regulation and
the NAIC Annuity Disclosure Model Regu-
lation. The suitability regulation tracks the
exact substance of the FINRA suitability
and supervision rules as they now exist.
“The annuity disclosure regulation will
assure that consumers obtain essential in-
formation,” Wilkerson said.

Together, the ACLI's summary disclo-
sure templates, the NAIC Suitability in An-
nuity Transactions Model Regulation, and
the NAIC Annuity Disclosure Regulation
“form a three-legged stool to protect senior
consumers in a way that parallels federal
disclosure, suitability and supervision stan-
dards,” Wilkerson said. “These construc-
tive developments benefit consumers and
regulators alike and achieve constructive
uniformity.” i
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