Smoothly Transition
Business Interests
After Loss of an Owner

Small Business
Strategies & Solutions

Buy-Sell Planning

Well-designed and effective buy-sell agreements always have
two components – the legal document defining the agreement
and the funding sources for the transaction.

Plan for your business continuation
Buy-sell planning can help you prepare for the
continuation of your business and help ensure
your family’s financial security. This can best be
accomplished by using a buy-sell agreement, a
legal contract providing for the sale of a business
ownership interest upon the occurrence of a
triggering event, such as the owner’s death, disability,
or retirement.

disability of an owner, the benefits provide the cash
needed for the purchase of the business interest.
2.

Death benefit proceeds pass income tax-free (under
current tax law) to the surviving businessowners
or business.

3.

Disability benefits paid to the business (entity
purchase) or to the non-disabled businessowner(s)
(cross purchase) are received income tax-free. Sale
proceeds equal to the excess of sale price over basis
are taxed to the disabled businessowner at the capital
gains rates in the year payments are received. Because
the buyout takes place during the businessowner’s
lifetime, no step-up in basis is available.

4.

The remaining owner(s) end(s) up with the
entire business.

5.

The deceased owner’s family receives a fair price,
in cash, in exchange for the business interest.

A fully funded buy-sell agreement can:
■■

predetermine the price, or method for determining
the price, at which the buyer agrees to purchase,
and the owner agrees to sell, his or her interest in
the business;

■■

create a market for each owner’s share of
the business;

■■

provide plan funds when needed; and

■■

establish the value of the business for federal
estate tax purposes.

How It Works
Businessowners adopt a plan that will accomplish
an orderly transfer of the business following a
triggering event, the most common being the death
or disability of an owner.
Life insurance or disability income insurance
policies are purchased from Ohio National on the
lives of the businessowners. Upon the death or
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Comparing Buy-Sell agreements
There are two main types of buy-sell agreements:
(1) cross-purchase and (2) stock redemption. The type
that is right for you and your business depends on a
variety of factors including:
■■

Number of businessowners;

■■

Relative tax brackets of the business and its owners;

■■

Desire for the owners to maintain control over the
plan; and

■■

Other tax reasons, such as the alternative
minimum tax/stepped-up basis.

Comparison of Agreement Types
Stock Redemption
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Cross-Purchase

Purchaser

The corporation

Businessowner(s)

The Plan

Corporation contracts with business
owners that, upon the death or
disability of any of them, the stock will
be purchased by the corporation at an
agreed-to price

Businessowners agree among themselves
to purchase stock of deceased or disabled
businessowner at an agreed-to price

Insurance Funding

Corporation is applicant, owner, premium
payor and beneficiary of a policy on each
businessowner, in an amount needed to
assure performance of its obligation

Each businessowner is applicant, owner,
premium payor and beneficiary of
policy(ies) on each of the other
businessowners

Number of Policies Needed

Only one policy per businessowner is
required

Each businessowner must purchase
a policy on each co-businessowner(s)
resulting in multiple policies for each
insured when there are more than two
businessowners

Premiums on Insurance

Nondeductible expense to the corporation

Nondeductible expense to the
businessowners

Income Taxation to Seller
at Death

None, due to stepped-up basis at death

None, due to stepped-up basis at death

Basis of Decedent’s Stock to
Remaining Businessowner(s)

Surviving businessowners do not receive
stepped-up basis since corporation is
purchaser

Surviving businessowner(s) receive(s)
stepped-up basis for shares
purchased from decedent’s estate

Income Taxation of Sales
Proceeds to Disabled
Businessowner

Sales proceeds to disabled business
owner are taxed as a dividend for the
amount over and above their paid-in
capital. This dividend must be included
as income in the year in which the
transaction takes place

Sales proceeds equal to the excess of sale
price over basis are taxed to the disabled
businessowner at the capital gains rates in
the year payments are received. No stepup in basis is available

Determining the value of your business
As a businessowner, you may have a good idea about
the selling price of your company. You have no
doubt heard the expression “fair market value.” Fair
market value is the price a willing buyer would pay
to a willing seller, with neither one being under any
obligation to buy or sell.
Estimating the fair market value of your business is
the first step to securing its future through buy-sell
planning. The value of most businesses will be based
on some or all of the factors listed below:
■■

The book value of the company;

■■

A multiple of each principal’s salary or net
distributive income;

■■

The earning capacity of the company;

■■

Recent sales of company stock;

■■

Dividend-paying capacity (both present
and future);

■■

How the business performs compared to
similar companies;

■■

Goodwill and other intangible assets;

■■

The nature and history of the business as it relates
to risk and stability; and,

■■

Economic outlook in general, and that of
the industry.

When valuing a business, some factors carry more
weight than others, but there is no exact method to
apply to all businesses. One thing is certain – many
businessowners are surprised at the value of their
businesses when all the relevant factors are analyzed.
If you, like many businesowners, need help in
determining the value of your business, your
accountant or an appraisal specialist can assist you.

Did you know....
60%

of small businesses
in the US may not be
properly valued.

65%

of small business owners
do not have proper exit
plans in place.

Source: LIMRA Small Business Owner Report, 2009
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Advantages of Buy-Sell planning
During life of owners
■■

For all businessowners: A funded buy-sell
agreement gives businessowners the peace of mind
that comes from planning for their and their
families’ financial security.

■■

For creditors, suppliers and customers: A
funded buy-sell agreement helps to assure
such people that the death or disability of a
businessowner will not disrupt the day-to-day
operations of the business.

■■

For employees of the business: Buy-sell
planning provides employees with a sense of
security that comes from business continuity.

After an owner’s death or disability
■■

For all remaining businessowners: A fully
funded buy-sell agreement gives remaining
owners, or the business, the opportunity and the
cash to purchase the affected owner’s business
interest at a fair price.

■■

For the affected owner or their heirs: A fully
funded buy-sell agreement can help ensure that
the affected owner or their heirs will receive a fair
price for their business interest.

■■

For the deceased owner’s estate or the disabled
businessowner: A funded buy-sell agreement
can convert the business interest – a non-liquid
asset – into the cash needed to pay expenses and
debts incurred at the death or disability of the
businessowner.

Buy-Sell agreements can be structured to cover other events,
as well, including divorce and incapacity.

4

Funding a Buy-Sell agreement
There are various ways to finance your buy-sell
agreement:
■■

Insurance: Funding your plan with insurance
is generally the most certain and economical
method for providing a definite amount of money
at an indefinite time in the future. The event that
creates the need also provides the cash.

■■

Cash: Most successful businessowners, however,
do not keep large sums of cash on hand. Instead,
the money is tied up in their businesses.

■■

Sinking fund: A sinking fund, in which a
business sets aside earnings each year toward
the buyout amount, is inadequate if death or
disability is premature. Also, it is impossible
to predict when death or disability may occur.
Therefore, it is impossible to predict if, and when,
a sinking fund will be sufficiently funded.

■■

Bank loan: Loss of a businessowner may impair
the credit rating of the business. Also, interest
adds to the cost of the buyout.

■■

Installment payments to heirs: The business
may fail and the payments stop. The principal
and interest payments may be too burdensome for
the business to handle, particularly after the loss
of an owner.

Insurance can provide complete
financing for the buy-sell agreement.
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Frequently asked questions
Q: How do I determine what type of buy-sell
agreement is best for my business?
A: Several factors will influence the best type of buysell agreement for you, including the number
of businessowners involved. Because of the
number of insurance policies required to fund
the agreement, a cross-purchase plan would
be cumbersome when there are three or more
businessowners.
Another determining factor is the relative tax
brackets of your business and the owners. If there
is a significant difference in tax brackets, it may be
more cost-effective for one or the other parties to
pay the premiums and own the policies.
Also, your accountant and/or attorney may have
a strong reason for favoring one type of a buy-sell
agreement over another because of the corporate
alternative minimum tax. It also may make a
difference to you or your partners as to whether
you prefer to own the policies or want the
company to own the insurance.

Q: Why do I need to make a formal agreement
now when there are so many uncertainties?
Why not wait until one of the owners actually
dies or becomes disabled and make plans then?
A: The appeal of a buy-sell agreement is that it sets
out the procedure for the orderly transfer of the
business. While all businessowners are alive and
well, they are in an equal bargaining position,
since no one knows who will be the first to die or
become disabled. Once one owner dies or becomes
disabled, the remaining owners have a bargaining
advantage and perhaps an unwillingness to
deal generously or fairly with the disabled
businessowner or family of the deceased owner.
Also, at their time of grief, family members
(or, at the time of a disability, the disabled
businessowner) may not be prepared to deal with
business negotiations, even though their financial
needs may be great at this time. The need for cash
might force them to sell the business at a less than
fair price. Or perhaps, feeling that they are not
getting a fair deal, they will sell their stock to an
outsider, force a liquidation of the business or even
sue the remaining businessowners.

Businessowners would be wise to set out a fair value ahead
of time and fund the arrangement over time by adopting
a well-planned buy-sell agreement.
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These events would disrupt the ongoing
Q: Why use insurance as the funding mechanism
operation of the business. Therefore, business
for the buy-sell agreement? Aren’t there other
owners would be wise to set out a fair value ahead
options available?
of time and fund the arrangement over time by
A: Insurance is generally the best funding vehicle
adopting a well-planned buy-sell agreement.
for buy-sell agreements because the proceeds
become available when needed – upon the death
Q: How much insurance is needed to fund the
or disability of a businessowner. Additionally, this
buy-sell agreement?
type of funding provides cash for the purchase
A: The proper amount of funding for a buy-sell
obligation cost-effectively, and death benefit
agreement is related directly to the value of the
proceeds pass income tax-free to the surviving
business. Over the life of the company, its value
businessowners or to the business itself. The
is likely to increase as the business improves and
disability income proceeds pass tax-free up to the
grows. As a result, the amount of funding for the
disabled businessowners’ basis in the business. The
agreement will have to increase to keep pace.
excess income will be treated as either capital gains
or dividend depending on which type of buy sell
There are several business valuation techniques and
arrangement is best for all parties.
formulas available, but often the best valuation of
the business is the price a willing buyer would offer
Alternative funding methods, such as bank loans or
a willing seller. Your accountant or an appraisal
installment purchases, put a strain on the business
specialist can help you in the valuation process.
just when it has been hit with the loss of a key
owner. A reserve or sinking fund may be inadequate
because the death or disability of an owner may
occur before sufficient funds are accumulated.
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Would your business benefit
from Buy-Sell planning?
Questions You Should Answer
Are there other owners of your business?

❑ Yes   ❑ No

Has a contingency plan been prepared that maps out the continuation of your business
in the event of your death or disability?

❑ Yes   ❑ No

Do you have family members who are actively involved in your business?

❑ Yes   ❑ No

Has a successor management team been selected?

❑ Yes   ❑ No

Has a business continuation plan been discussed with family members and key employees?

❑ Yes   ❑ No

If one of your business partners dies or becomes disabled, do you want to continue the
business with the deceased or disabled partner’s heirs?

❑ Yes   ❑ No

Will your business partners look after your family’s financial needs?

❑ Yes   ❑ No

Will there be enough cash to settle your estate expenses?

❑ Yes   ❑ No

Will your family receive a fair price for your share of the business?

❑ Yes   ❑ No

Get started today!
If your answers to any of these
questions cause you concern about the
continuity of your business, you should
consider a buy-sell agreement.

For more information,
contact your Ohio National
representative today.
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Why Ohio National?
You have a number of excellent companies to choose
from for your business insurance. Ohio National
is in the top rank of life insurers serving the small
business market, for several good reasons:

Financial strength
Major independent analysts of the insurance
industry give Ohio National high ratings for claimspaying ability and financial strength. In fact, since
the early 1990s, Ohio National has been one of the
most highly ranked companies of its size by A.M.
Best, Standard & Poor’s and Moody’s. (For details,
go to www.ohionational.com/About Ohio National/
Financials and Ratings.)

Mutual heritage
Because of Ohio National’s mutual company
heritage, the management view is long term. Thus,
we are free from the pressure for short-term results –

driven by the 90-day earnings cycle, for example –
that stock companies (including most major insurers)
are under. Ohio National’s emphasis has always been
on prudent, conservative long-term management in
the best interests of our policyholders.

Outstanding professional
representation
More than 10,000 field representatives across the
country have chosen to affiliate with Ohio National.
They are well trained, experienced advisers who, in
many cases, have multiple licenses and professional
designations in financial services.

High-performance products
Ohio National has a long tradition of maintaining
remarkably competitive individual life insurance,
disability income insurance, retirement plans and
annuity products.

Information concerning the taxation of benefits, taxation of the sales proceeds of the business, and the
deductibility of premium payments is based upon our understanding of current tax law. Individual
situations may vary, and the tax law is subject to change. Therefore, it is important that you consult
with your tax advisor concerning all the matters. In addition, you should consult with your legal
advisors concerning drafting a buy-sell agreement that is suitable for your needs.

The Ohio National Life Insurance Company
Ohio National Life Assurance Corporation
One Financial Way
Cincinnati, Ohio 45242
Post Office Box 237
Cincinnati, Ohio 45201-0237
Telephone: 513.794.6100
www.ohionational.com
Form 2301 Rev. 5-14
© 2014 Ohio National Financial Services, Inc.

Disability income insurance policies issued by Ohio National Life Assurance Corporation. Product,
product features and rider availability vary by state. Guarantees are based upon the claims-paying
ability of the issuer. Disability income insurance not available in CA. Issuers not licensed to conduct
business and products not distributed in AK, HI or NY.
Life insurance and annuities are issued by The Ohio National Life Insurance Company and Ohio
National Life Assurance Corporation. Product, product features and rider availability vary by state.
Issuers not licensed to conduct business and products not distributed in Alaska, Hawaii or New York.
Tracing its corporate origins to 1909, Ohio National markets a variety of insurance and financial
products in 47 states (all except Alaska, Hawaii and New York), the District of Columbia and
Puerto Rico, with subsidiary operations in Santiago, Chile. We are committed to building long-term
relationships with our customers and to providing them with solutions as their needs change over time.
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