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Business Continuation Planning Using Life Insurance

FUTURES CHANGE WHEN A BUSINESS OWNER DIES
Without proper planning, the sudden death of a business owner
may have a devastating impact on the business, the business’
employees, and other owners of the business. It may also have

a significant financial impact on the business owner's family. A
properly structured business continuation plan (i.e. a buy-sell
agreement) funded with life insurance may help minimize these
impacts caused by the loss of a business owner.

CONSEQUENCES OF FAILING TO PLAN
The sudden death of the business owner lacking a properly
structured business continuation plan may:

Leave the business' operations severely hindered.

Leave the business owner’s family without its primary source

of income.

Leave the business owner’s shares without a resale market.
Create a conflict between the remaining business owners and
the decedent business owner’s estate regarding the future
direction and ownership of the business.

Leave the business or remaining shareholders with the desire to
buy the decedent’s shares but lacking an agreed upon price or
the available funds to complete the transaction.

CONSEQUENCES OF WAITING TO PLAN

Many business owners put off implementing a business
continuation plan largely because they do not want to face their
own mortality. Postponing the needs for a business continuation
plan can have unintended results:

A change in the insurability of one or more of the business
owners, making the life insurance premiums more expensive, or
worse, making life insurance unobtainable.

A change in the business which may make implementation of a
business continuation plan at that point impractical.

A change in the business owner’s personal life which may keep
him or her from entering into a business continuation plan.

OUTLINING THE BUSINESS OWNER'S GOALS

A properly structured business continuation plan may help answer
the question of what happens to a business after the death of a
business owner before it is asked. A business continuation plan
generally will require a departing business owner or a deceased
business owner's estate to sell, and either the business or a co-
business owner(s) to buy the departing/deceased owner's interest
in the business at an agreed upon price. A business continuation
plan may allow for continuity in business management, a source
of income for a deceased owner's family, and a clear direction

for future ownership of the business. Additionally, a business
continuation plan may establish the value of the business for the
purposes of both the buy-sell agreement and for estate taxes.'

A business continuation plan is usually structured in one of three
ways: an entity redemption (also known as a stock redemption
when used with a corporation), a cross purchase, or a wait-and-see
buy-sell. The basic difference between these three structures is

who purchases the business interest. In an entity redemption, the
business purchases it; in a cross purchase, an individual, usually a
co-business owner, purchases it; and in a wait-and-see buy-sell both
the business and the co-business owners may have the opportunity
to purchase it (please see the following pages in this brochure for
more information regarding these structures).

There is a fourth way of transitioning a business from a business
owner to a non-owner, such as a key employee or family member,
known as a one-way buy-sell. This topic is discussed at detail in
the One-Way Buy-Sell Business Succession Strategy brochure (15-
28201).

1 According to the Tax Cuts and Jobs Act of 2017, the federal estate, gift and generation-skipping transfer (GST) tax exemption amounts are all $10,000,000 per person (indexed
for inflation effective for tax years after 2011); the maximum estate, gift and GST tax rates are 40%. In 2026, the federal estate, gift and generation-skipping transfer (GST) tax
exemption amounts are scheduled to revert to $5,000,000 per person (indexed for inflation for tax years after 2011).

Pacific Life, its affiliates, their distributors and respective representatives do not provide tax, accounting or legal advice.
Any taxpayer should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor or attorney.
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USING LIFEINSURANCE AS THE FUNDING MECHANISM
FOR A BUSINESS CONTINUATION PLAN

The implementation of a business continuation plan using life
insurance is often quite simple. With the assistance of the business’
tax, legal and financial advisors, the business owners will choose
which buy-sell structure is most appropriate for their needs. The
attorney then drafts a buy-sell agreement which contains the
parameters for the arrangement, including, but not limited to; the
possible triggering events for the buy-sell (e.g. death, disability,
retirement, etc.) and how the purchase price will be determined.
The parties involved in the buy-sell agreement will then purchase
life insurance (ideally cash value life insurance) through a life
insurance professional on each business owner’s life. If the
arrangement is structured as an entity redemption, the business will

generally be the owner and beneficiary of the life insurance policies.

If the arrangement is structured as a cross purchase or a wait-and-
see buy-sell, the co-business owners will generally be the owner
and beneficiary of the life insurance policies. If the arrangement is
structured as a one-way buy-sell, then the purchasing party(ies) will
be the owner and beneficiary of the life insurance policy.” When
the business owner dies, the beneficiary of the life insurance policy
receives the policy’s death benefit. The beneficiary can use the
death benefit proceeds to purchase the decedent’s interest in the
business as outlined in the business continuation plan.

FEATURES
A properly structured business continuation plan that includes life
insurance may provide the parties with the following features:

Continuity of ownership.

A source of income for a deceased business owner’s family.
A ready market for often non-marketable business interests.
Liquidity to a decedent’s estate for estate taxes and
administration costs.

A fair valuation of the business interest for federal estate tax
purposes.’

A fair return to a departing owner or a deceased owner's estate
for his or her business interest.

A source of funds with which to complete the buy-out upon
the death of an insured owner.

* With a pass-through entity funding a wait and see buy-sell it may make sense to have the life insurance owned by the business entity.

1 According to the Tax Cuts and Jobs Act of 2017, the federal estate, gift and generation-skipping transfer (GST) tax exemption amounts are all $10,000,000 per person (indexed
for inflation effective for tax years after 2011); the maximum estate, gift and GST tax rates are 40%. In 2026, the federal estate, gift and generation-skipping transfer (GST) tax
exemption amounts are scheduled to revert to $5,000,000 per person (indexed for inflation for tax years after 2011).




Business Continuation Planning Using Life Insurance

IMPORTANT NOTE ON IRC SECTION 101(J)

IRC Section 101(j) places certain requirements on employer-
owned life insurance policies for the policies to retain their tax-free’
death benefit. Policies purchased by a business to fund an entity
redemption or wait-and-see buy-sell plan may be required to meet
these requirements. It is the employer’s responsibility to determine
whether life insurance policies will be subject to IRC Section 101()),
and ensure compliance with its requirements. Of particular concern

when structuring a business continuation plan is IRC Section 101())’s

notice and consent requirement. Prior to the issuance of the policy,
the business must provide the proposed insured with a written
notice containing the following information:

The business will be the beneficiary of the policy and may
remain so even after the proposed insured is no longer with the
business.

The maximum amount of life insurance that the business will
purchase on the proposed insured.?

The proposed insured must then consent in writing that the
employer may purchase life insurance on his or her life. Please note
that unless the notice and consent requirement is met prior to the
policy issuance date, the majority, if not all, of the policy’s death
benefit will be subject to income tax.

CASH VALUE LIFE INSURANCE PROVIDES ADDED
BENEFITS

Some business owners may initially consider term insurance to fund
their business continuation plan. While using term life insurance
may suffice in some arrangements, in many cases cash value life
insurance policies are a more appropriate funding mechanism for
a buy-sell agreement. While a term policy may be less expensive in
the early years of the arrangement, term insurance only provides
funding in the event of one contingency — the death of the insured
—and does not help in the event an owner is being bought-out
upon departing or retiring from the business. Cash value life
insurance policies may provide the parties in a buy-sell agreement
with the following benefits when compared to term life insurance:

The cash value of the policy can act as a tax-deferred sinking
fund and may be used as part of a lifetime buyout. Often, a buy-
sell occurs for a reason other than the death of a business owner
(e.g. retirement, disability, or a specified date). The policyowner
may use any available cash value in the life insurance policy to
pay for part of the buyout price or as a down payment towards
an installment buyout.

The insured(s) may not have to re-qualify for insurance. At the
end of a fixed duration/level premium term life insurance policy,
rates may increase dramatically. At this point the purchase of a
new term life insurance policy may be cost prohibitive.

If the arrangement is an entity redemption, the business may book
the policy cash value as an asset and may access any available
policy cash value for emergencies or other financial needs.

If the arrangement is a cross purchase or wait-and-see buy-sell,
the policyowners/business owners may access any available
cash value for emergencies or other financial needs.

* For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 101(a)(1). In certain situations, however, life
insurance death benefits may be partially or wholly taxable. Situations include, but are not limited to: the transfer of a life insurance policy for valuable consideration unless the
transfer qualifies for an exception under IRC Sec. 101(a)(2)(i.e. the “transfer-for-value rule”); arrangements that lack an insurable interest based on state law; and an employer-

owned policy unless the policy qualifies for an exception under IRC Sec. 101(j).
2 See IRC 101(j).
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Entity Redemption Using Life Insurance
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Working with the business’legal, tax and financial advisors, the business owner(s) and the business
enter into an entity redemption agreement. The agreement will require the business to purchase
the business owner’s interest in the business for an agreed upon price at the occurrence of a
triggering event (e.g. death, retirement or disability).

To fund its purchase obligation, the business will purchase a life insurance policy through a life
insurance professional on the business owner’s life. Prior to the issuance of the life insurance
policy, the business must provide written notice to the business owner that it intends to buy

life insurance on the business owner’s life. The notice must state that the business will be the
beneficiary of the policy and may remain so even after the business owner is no longer with

the business. Additionally, the notice will state the maximum amount of life insurance that the
business will purchase on the business owner. After the business owner receives the notice, they
will provide the business with written consent to purchase the life insurance. The business will pay
the policy premiums and will be the policy beneficiary.

At the business owner's death, the business will receive the life insurance death benefit income
tax-free.®

The business will apply the death benefit proceeds towards the purchase of the decedent
business owner’s interest in the business from their estate.

* For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 101(a)(1). In certain situations, however, life
insurance death benefits may be partially or wholly taxable. Situations include, but are not limited to: the transfer of a life insurance policy for valuable consideration unless the
transfer qualifies for an exception under IRC Sec. 101(a)(2)(i.e. the “transfer-for-value rule”); arrangements that lack an insurable interest based on state law; and an employer-
owned policy unless the policy qualifies for an exception under IRC Sec. 101(j).




Cross Purchase Using Life Insurance
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Working with the business'legal, tax and financial advisors, the business owner and their co-
business owner(s) enter into a cross purchase agreement. The agreement will require the business
owners to purchase a decedent or departing business owner’s interest in the business for an
agreed upon price at the occurrence of a triggering event (e.g. death, retirement or disability).

To fund their purchase obligation, the business owners will purchase a life insurance policy (or
life insurance policies) through a life insurance professional on the lives of the other participating
business owners. The policyowner will pay the policy premiums and will be the policy beneficiary.

At the first business owner'’s death, the co-business owners will receive the life insurance death
benefit income tax-free.*

The co-business owners will apply the death benefit proceeds towards the purchase of the
decedent business owner's interest in the business from their estate.

* For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 101(a)(1). In certain situations, however, life
insurance death benefits may be partially or wholly taxable. Situations include, but are not limited to: the transfer of a life insurance policy for valuable consideration unless the
transfer qualifies for an exception under IRC Sec. 101(a)(2)(i.e. the “transfer-for-value rule”); arrangements that lack an insurable interest based on state law; and an employer-
owned policy unless the policy qualifies for an exception under IRC Sec. 101(j).
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Wait-and-See Buy-Sell Using Life Insurance
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Working with the business'legal, tax and financial advisors, the business and the business owners
enter into a wait-and-see buy-sell agreement. The agreement will give the business the first
option to purchase a business owner’s interest upon the occurrence of a triggering event (e.g.
death, retirement or disability). If the business does not exercise its option, the co-business owners
will have an option to purchase the departing or decedent business owner's interest. If the co-
business owners do not exercise their option, generally the business will be required to purchase
the departing or decedent business owner's interest in the business.

To fund the purchase obligation, the business owners will purchase a life insurance policy (or
policies) through a life insurance professional on the lives of the other participating business
owners. The policyowner will pay the policy premiums and will be the policy beneficiary.
Alternatively, especially in the case of a business that is taxed as a pass-through for income tax
purposes, a wait-and-see buy-sell can be funded by having the business purchase life insurance
on the lives of each of the business owners.

At a business owner’s death, the co-business owners will receive the life insurance death benefit
income tax-free.*

If the business decides to exercise its option to purchase the shares, the co-business owners may
contribute the death benefit proceeds they received to the business as a capital contribution or a loan.

The business will apply the business owner’s contributions towards the purchase of the decedent
business owner's interest in the business from his or her estate.

If the business decides not to exercise its purchase option, the co-business owner may exercise
theirs. If so, the co-business owner will apply the death benefit proceeds towards the purchase of
the decedent business owner’s interest in the business from their estate.

* For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 101(a)(1). In certain situations, however, life
insurance death benefits may be partially or wholly taxable. Situations include, but are not limited to: the transfer of a life insurance policy for valuable consideration unless the
transfer qualifies for an exception under IRC Sec. 101(a)(2)(i.e. the “transfer-for-value rule”); arrangements that lack an insurable interest based on state law; and an employer-
owned policy unless the policy qualifies for an exception under IRC Sec. 101(j).




Business Continuation Planning Using Life Insurance

ENTITY REDEMPTION
Advantages Include

CROSS PURCHASE
Advantages Include

This is a simple design because only one policy is required per
business owner.

The business pays the life insurance premiums.

The business may carry the life insurance cash value on its
books as an asset.

The business may access any available policy cash value
through loans and withdrawals up to basis potentially income
tax-free?

For business owners uncomfortable with other business
owners purchasing and maintaining life insurance on their
life, this design allows the business entity to be the owner and
beneficiary of the policy.

Disadvantages Include

An entity redemption may not provide a basis increase for the
remaining business owners.

Creditors of the business may make claims against the life
insurance policy cash value.

The life insurance premiums are not a deductible expense.

In certain situations involving owners who are related, the sale
may not qualify for sale and exchange treatment.

Precaution should be taken when family members are
shareholders, as family attribution rules may apply to the tax
treatment of the transaction.

The purchasing business owner(s) may receive an increase in
their basis in the business equal to the purchase price of the
business interest.

Creditors of the business may not have the ability to make
claims against the cash value of the policies.

Disadvantages Include

Multiple policies may be needed, because a cross purchase will
generally require that a business owner buy a policy on each of
the other business owners participating in the cross purchase.
The business owners will make the premium payments.

The cash value of policies owned on other business owners
may be included in a decedent business owner’s estate.

WAIT-AND-SEE BUY-SELL
Advantages Include

Allows flexibility in the structure of the buyout.
May provide the remaining business owners with an increase in
their basis in the business.

Disadvantages Include

The implementation of a wait-and-see buy-sell is more complex
than an entity redemption or a cross purchase.

Multiple policies may be needed, because the wait-and-see
buy-sell will generally require that a business owner buy a
policy on each of the other business owners participating in the
wait-and-see buy-sell arrangement.

The business owners will make the premium payments.

The cash value of policies owned on other business owners
may be included in a decedent business owner's estate.

3 For federal income tax purposes, tax-free income assumes, among other things: (1) withdrawals do not exceed tax basis (generally, premiums paid less prior withdrawals); (2)
policy remains in force until death (any outstanding policy debt at time of lapse or surrender that exceeds the tax basis will be subject to tax); (3) withdrawals taken during the
first 15 policy years do not cause, occur at the time of, or during the two years prior to, any reduction in benefits; and (4) the policy does not become a modified endowment
contract. See IRC §$ 72, 7702(f)(7)(B), 7702A. Any policy withdrawals, loans and loan interest will reduce policy values and may reduce benefits.
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This fact finder is provided to help you and your life insurance producer better understand your goals and objectives. Please return the information to your life
insurance producer and not to Pacific Life as we cannot and do not provide financial, legal or tax advice.

VITAL INFORMATION

Name of Business:

Business Address:

Tax Status: O Partnership 0O C-Corporation O Limited Liability Company
0O S-Corporation O Professional Service Corporation O Sole Proprietorship
Earnings (net before taxes, last four years): 20 S 20 S 20 S 20 S

Book Value (assets minus liabilities):

Value of Business as Going Concern:

(based on projected earnings of business): S

Liquidation Value (estimated): S

Business Tax Bracket:

Is there a buy-sell agreement in effect? If so, specify:

Type of Agreement:

Parties:

Dated:

Purchase Price: $

Funding Mechanism:

When was the last time the agreement was reviewed?:

What do you want to accomplish with the agreement?:

Events Triggering Buyout:

Death:
Disability:
Retirement:
Bankruptcy:
Business Owners:
Name: Shares/Class  Tax Bracket ~ Smoker/NonSmoker  Date of Birth  Life Insurance In-Force
Financial Advisor Name: Phone Number:
Attorney Name: Phone Number:
Accountant Name: Phone Number:
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Notes
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The Power of Pacific
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(3

PACIFICLIFE

Pacific Life Insurance Company
Newport Beach, CA
(800) 800-7681 - www.PacificLife.com

Pacific Life Insurance Company is licensed to issue insurance products in all states except New York.
Product/material availability and features may vary by state.

Insurance products and their guarantees, including optional benefits and any crediting rates, are backed by the financial strength
and claims-paying ability of the issuing insurance company. Look to the strength of the life insurance company with regard to such
guarantees as these guarantees are not backed by the broker-dealer, insurance agency, or their affiliates from which products are
purchased. Neither these entities nor their representatives make any representation or assurance regarding the claims-paying ability
of the life insurance company.

Pacific Life Insurance Company's individual life insurance products are marketed exclusively through independent third-party
life insurance producers, which may include bank-affiliated entities. Some selling entities may limit availability of some
optional riders based on their client’s age and other factors. Your life insurance producer can help you determine which optional
riders are available and appropriate for you.

Investment and Insurance Products: Not a Deposit Not Insured by any Federal Government Agency
Not FDIC Insured No Bank Guarantee May Lose Value
AD-OC-745G 15-17907-22 9/23 E926
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