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MARKET TREND: Despite the uncertain tax environment, there 
continues to be an active market for life insurance among 
businesses and their owners, largely because life insurance is 
uniquely suited to addressing the challenges posed by business 
succession planning. 
 
SYNOPSIS: Since many owners have their wealth concentrated in 
their business interests, business succession planning is critical to 
support business continuity, supplement income for the owner 
during retirement, and ensure sufficient liquidity to pay death 
taxes and expenses at the owner’s death. Life insurance advisors 
must be able to identify specific opportunities where life insurance 
can address the business owner’s concerns and then coordinate 
and cooperate with the owner’s other business advisors to ensure 
successful execution and continued administration.  
 
TAKE AWAY: : Insurance opportunities in a closely held business 
setting include: (1) buy/sell, (2) keyman, (3) deferred 
compensation, (4) credit management; (5) liquidity for tax needs, 
and (6) family equalization.  
 
 
LIFE INSURANCE OPPORTUNITIES 

Business succession planning is critical to support business continuity, supplement 

income for the owner during retirement, and ensure sufficient liquidity to pay 

death taxes and expenses at the owner’s death. The unique tax features of life 

insurance (e.g., income tax-deferred growth within the policy and income tax-free 

payment of death benefits), coupled with the cash payout of death benefits, can 

satisfy many of the owner’s succession needs. Further, with proper planning, life 

insurance proceeds can be sheltered from estate tax. With these features in mind, 

advisors should immediately recognize the following areas of opportunity for life 

insurance in business planning. 

• Buy-Sell Planning: Buy-sell agreements (“BSAs”) require the business or 

other business owners to purchase an owner’s interests after a specified 

triggering event (e.g., death). Funding BSAs with life insurance provides 



the business or other owners with readily-available cash to buy the 

departed owner's interests, ensuring that the owner’s heirs receive 

immediate liquidity from the buy-out (as opposed to the receipt of 

deferred payments and/or a promissory note). Use of a cash value product 

also can provide a funding source for lifetime buy-outs (e.g., through a 

policy surrenders or loans).  

  

• Retirement: Owners may be unwilling to plan for a business transition 

during life if business income or compensation is the main source of 

personal income. Using a high cash value life insurance product as an 

alternative source of retirement funds may reduce reliance on the business 

and facilitate lifetime succession planning. The owner can make income 

tax-free withdrawals (up to the policy’s basis) and take policy loans 

without recognizing taxable income (if the policy is not a modified 

endowment contract). 

• Deferred Compensation: Life insurance can fund non-qualified deferred 

compensation plans for the owner (e.g., Rabbi Trusts, SERPS). 

  

• Disability Planning: As noted, a cash value product can provide lifetime 

access to funds to a disabled business owner or to support a buy-out of a 

business owner due to disability. To ensure financial security, business 

owners also may want to consider the purchase of disability income 

insurance to supplement the amounts received pursuant to the terms of a 

BSA.  

  

• Liquidity: The payment of estate taxes or expenses due at the owner’s 

death could force a liquidation of the business at a below-market value. 

Life insurance offers immediate liquidity to the owner’s estate, protecting 

the business from a forced sale.  

  

• Family Equalization: Not all of an owner’s heirs may be active 

participants in the business or have a desire to participate in its continued 

operation. Leaving the business interests equally to all heirs may cause 

significant family conflicts after the owner’s death, potentially leading to 

loss of the company. For example, non-active heirs who want to cash-out 

their interests at a time when neither the business nor the active heirs can 

afford to buy them out could try to force a sale of the business or its assets. 

With life insurance, the owner can leave the business interests solely to 

the active heirs and provide an equivalent cash benefit to non-active heirs 

or create a separate fund that active heirs use to later buy-out the interests 

of non-active heirs (for example, based on put or call procedures set forth 

in a BSA).  

  

• Limiting Exposure: Owners with existing business succession plans may 

have already transferred some business interests, such as through the use 

of grantor retained annuity trusts (“GRATs”) or installment sales to 

grantor trusts. Life insurance can hedge against the estate tax exposure of 

these planning techniques (e.g., estate inclusion of the GRAT assets or the 

value of the promissory note) if the owner unexpectedly dies during the 

term. 

  



• Business Interruption/Key-Man: Life insurance can minimize the 

economic impact of an owner’s death by giving the business sufficient 

liquidity and time to recover. This may be particularly important for 

investors infusing capital into a company, as they likely will want 

substantial life insurance on key executives. 

  

• Credit Management: Life insurance can facilitate or support the 

acquisition of business financing by serving as additional security for 

business loans (e.g., lender requires maintenance of life insurance on a 

key owner or executive as a predicate to a loan). 

THINGS INSURANCE ADVISORS SHOULD KNOW 

 

The creation, implementation and funding of a business succession plan must be 

customized to the particular circumstances of the business and the owner. With 

regard to life insurance, designating who owns and benefits from a policy insuring 

the owner will depend on the purpose of the coverage (retirement, BSA funding, 

liquidity) and the intended structure of the business succession or buy-out. Given 

the associated complexity of business insurance planning, life insurance advisors 

should take note of the following: 

 

Need for Team Approach. It is absolutely critical that the life insurance advisor 

work with the owner’s attorneys, accountants, and related advisors to implement 

and maintain any insurance funded succession plan. Even a “straightforward” 

transaction, where a company buys and benefits from a key-man policy on an 

owner, can result in adverse and unintended tax consequences if certain Internal 

Revenue Code requirements are not met (as discussed below). Botched insurance 

funding transactions can leave owners exposed and take significant time and 

money to fix. 

 

Product Selection and Funding. Funding mechanisms, coverage type, and cash 

value features are all issues that should be tailored to the purposes of the coverage 

and reviewed and addressed in a multi-advisor setting. For instance, protecting 

against the loss of a key employee may only require term coverage, while a 

deferred compensation product may need a high cash value approach. An estate 

tax and equalization plan could be best served by a permanent, guaranteed product 

with minimal or no cash value. Numerous options also are available for funding 

(e.g., split-dollar arrangements, 162 bonus plans) and must be customized to the 

particular circumstances. 

 

Impact of Tax Issues. Numerous income and transfer tax issues arise when 

creating an insurance funded business succession plan, depending on the plan’s 

structure, the business entity involved (C corporation, S corporation, 

partnership/LLC) and the designated owner and beneficiary of the policy, which 

only emphasizes the need for a team planning approach. For example, if the 

business is the policy beneficiary and a C corporation, the receipt of policy death 

benefits may generate income tax liability due to the alternative minimum tax 

(“AMT”). The death benefits can be added to a C corporation's ordinary taxable 

income to determine its alternative minimum taxable income, and, thus, its AMT 

liability. Accordingly, a C corporation may want to “gross up” its insurance 

coverage to cover the potential AMT exposure. An S corporation, however, is not 



subject to the AMT. 

 

Estate taxation also is affected by the business form and buy-out structure. The 

proceeds of a corporate-owned policy payable to a corporation should not be 

included in an insured owner’s estate. The corporation’s receipt of the insurance 

proceeds, however, may increase the value of the company (and the shareholder’s 

proportionate interest) for federal estate tax purposes, resulting in increased estate 

tax liability. Use of a buy-sell agreement may mitigate this issue, but it must be 

properly drafted to fix the federal estate tax value of the deceased owner’s interest.  

 

Special Considerations for Insurance Funded BSAs. The preferred structure of an 

insurance funded BSA will vary depending on the type of business entity involved. 

Typical buy-sell structures include redemptions or cross-purchases. In a 

redemption, the business owns the policy on and buys the interests of the deceased 

owner. Death benefits paid to the business, however, may artificially increase its 

value for estate tax purposes. In addition, business creditors could attach the 

insurance proceeds, or state law may prohibit distribution of the proceeds if it 

would make the business legally insolvent. For partnerships or S corporations, the 

remaining owners likely will not receive a desired adjustment in the income tax 

basis of the redeemed shares. 

 

With a cross-purchase, the remaining business owners, individually, buy the 

deceased owner’s interests. Generally, each owner must own a separate policy on 

every other owner. The required number of policies can increase exponentially 

with the addition of new owners. Further, owners cannot directly monitor 

premium payments by other owners and may not be aware of a policy lapse until 

the buy-out. Surviving owners also may find the insurance proceeds subject to 

attachment by their personal creditors.  

 

Alternative buy-sell structures, such as the Insurance LLC (as discussed in “Buy-

Sell Planning with an Insurance LLC,” AALU Quarterly, Spring 2012) may combine 

features of redemption and cross-purchase arrangements. The Insurance LLC is a 

limited liability company taxed as partnership for federal tax purposes. It is 

created and owned by the business owners solely for purposes of holding life 

insurance on the owners to fund the BSA for the business. The BSA and LLC 

operating agreement cross-reference each other and authorize the use of the life 

insurance proceeds to purchase an owner’s business interest. The Insurance LLC 

combines the advantages of insurance-funded redemption and cross-purchase 

BSAs (e.g., single policy per owner, limited creditor exposure) while minimizing 

some of their drawbacks. Advisors and business owners, however, must consider 

tax, accounting, and administrative issues to determine whether to use such an 

arrangement and to ensure that it is properly structured. 

 

Regardless of the structure chosen, at a minimum, BSAs that rely on life insurance 

to fund an owner’s buyout should: 

• Require that the insurance policies are maintained in force; 

  

• Provide mechanisms to ensure that the policies offer adequate insurance 

coverage commensurate to the agreed upon buy-out price; and 

  



• Provide for the allocation of any insurance proceeds that exceed the buy-

out price (e.g., retained by the business, allocated among the remaining 

owners, etc.). 

If the BSA does not fix the buy-out price or adjusts that price over time based on a 

formula, then the insurance coverage should be reviewed regularly to confirm that 

it is kept in force and to verify that the coverage is sufficient to meet the specified 

funding obligations. If not, additional coverage should be acquired. Disability 

insurance should also be considered to assist with buy-out funding in the event of 

an owner’s disability. 

 

Compliance with EOLI Contract Requirements. Internal Revenue Code §101(j) 

limits the tax-free amount of death benefits received by a company under 

employer-owned life insurance (“EOLI”) contracts insuring employees to the 

amount of premiums and consideration paid by the company for the contract. 

Exceptions to the above apply for (1) a policy insuring a director, a highly 

compensated employee, one of the top-five highest paid officers, an over-10% 

shareholder, or an individual among the highest paid 35% of all employees and (2) 

death benefits that are paid to the insured’s estate, family members, or designated 

beneficiaries or used to purchase an equity interest in the business from any such 

person. 

 

A business may avail itself of these exceptions only if it complies with specific 

notice and consent requirements prior to the issuance of the life insurance 

contract, including notifying the employee in writing that the company intends to 

purchase and designate itself as beneficiary of a policy insuring the employee's life. 

The employee must provide written consent to being insured under the contract, 

and to allow the coverage under the contract to continue after the employee 

terminates employment. Thus, it is critical that business clients be advised of and 

satisfy these requirements before the purchase of any EOLI contract. (See 

Washington Report No. 12-24 for a detailed discussion of these requirements). 

 

Transfer for Value Concerns. Although death benefits paid under a life insurance 

policy generally are income tax-free, if the policy is transferred for valuable 

consideration, the transfer for value rule (“TFV”) applies to tax the death benefits 

received in excess of the consideration provided. Exceptions apply for transfers of 

the policy to (i) the insured (including to the insured’s wholly-owned grantor 

trust), (ii) a partner of the insured, (iii) a partnership (including a LLC taxed as 

partnership) in which the insured is a partner, and (iv) a corporation in which the 

insured is an officer or shareholder. A transfer where the transferee’s tax basis is 

determined, in whole or in part, by the transferor’s basis (e.g., a gift) is also 

excepted from the TFV rule. Accordingly, if adjustments to a succession plan 

involve any transfer of a life insurance policy to a different owner, the insurance 

advisor should review whether the transfer complies with one of the available 

exceptions.  

 

Need for a Post-Closing Maintenance. Advisors should make owners aware from 

the initial meeting that the post-closing monitoring and maintenance of 

an insurance-funded business plan is crucial to the proper 

functioning of the plan over time. Business succession plans must evolve to 

address the changing circumstances of both the owners and the business, 



including: 

1) Changes in the business’ value 

2) Changes in business ownership (departure or entry of owners) or owners (health 

conditions, age, etc.). 

3) Tax law changes 

4) Product performance developments (e.g., is a high cash value product 

performing to meet the deferred compensation objectives?) 

 As regular (e.g., annual) reviews of the plan and the insurance product are critical, 

advisors may want to recommend language in the business plan that requires these 

reviews. Further, advisors should develop a “tickle” system that prompts an 

advisor to contact the business and/or owners for a yearly plan and product 

“check-up.” 

TAKE AWAY 

Life insurance inherently suits succession planning needs as it addresses the major 

concerns of the typical closely-held business owner: liquidity, business continuity, 

access to income, and financial security for surviving family. Navigating the 

numerous tax, compliance and administrative requirements of executing a 

successful insurance funded plan, however, requires careful analysis, 

implementation, and on-going plan maintenance. Thus, life insurance advisors 

must operate as part of a strong team of insurance, legal, and accounting 

professionals to achieve optimum planning results for the business owner. 

1 IRC §101(j) does not apply to policies issued prior to April 18, 2006 or received in an IRC §1035 exchange for a grandfathered policy unless there is a material increase in the 

death benefit or other material change to the contract.  

 

In order to comply with requirements imposed by the IRS which 
may apply to the Washington Report as distributed or as re-
circulated by our members, please be advised of the following: 
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE 
USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES 
OF AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 
INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a 
“marketed opinion” within the meaning of the IRS guidance, then, 
as required by the IRS, please be further advised of the following: 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 
MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED 
ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 
ADVICE FROM AN INDEPENDENT TAX ADVISOR.   

  

 


