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Ask Yourself…

4Employee Benefit Overview

Do your employees make a substantial
contribution to the success of your business?

Do you know the financial impact on your
business of a high employee turnover rate?

Have you ever lost employees to a
competitor?

Do you offer a competitive package of
employee benefits, including health care
insurance?

Do your competitors offer health care
insurance to their employees?

Are you concerned about the cost of health
care insurance?

Are you taking advantage of employee
benefit plans to satisfy your personal
financial security needs?

Since salary alone is often not enough to 
attract and retain valued employees, 

what can your business do to enhance 
its employee benefits package?

?
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The Facts Are…

5Employee Benefit Overview

The objective of employee benefit planning is to assist you in evaluating the effectiveness of
your current employee benefit plan, in deciding what benefits will be available to which
employees, and in designing an employee benefit package to achieve your objectives.

Employees are frequently the glue that hold a business together.

A good employee benefit plan can make it easier to recruit, hire and retain productive
employees.

When a quality employee terminates employment, it can result in a reduction in profits,
increased competition, replacement costs and a loss of confidence among customers and
creditors.

A well-designed employee benefit program need not be cost prohibitive.

Small business owners cannot rely on others to assist in achieving their personal financial
security goals.

The Employee Benefit Pyramid

6Employee Benefit Overview

While every business is unique, the size and profitability of a business tend to determine whether
and what employee benefits will be offered. The employee benefit pyramid that follows
represents how a business might add layers of benefits, as it grows in number of employees and
profitability.

In addition, more small and
medium-size companies are
opting to implement voluntary
benefit plans, which enable
their employees to purchase a
variety of benefits on a pre-tax
basis and at a lower cost than if
they were to purchase the same
benefits as individuals.

While the employer incurs some
administrative costs, these costs
are frequently offset through
FICA savings.

Selective 
Executive
Benefits

Cafeteria Plans

Long-Term Care Insurance

Vision/Dental Benefits

Disability Income

Qualified Retirement Plans

Group Life and Health Insurance Benefits

Tax Treatment of Employee Benefits
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One attractive feature of properly-designed employee benefit plans is the unique tax advantages
they offer to both employers and employees. In general:

The employer receives a tax deduction for its contributions;

Employees are not taxed on employer contributions; and

The benefits received by employees are either completely tax-free (e.g., health insurance
benefits) or taxation of benefits is deferred until benefits are actually received (e.g.,
qualified retirement plans).

continued on next slide

These tax advantages generally are available only on benefits provided to employees of the
business, which is why the employer's type of business organization has an important impact on
the taxation of employee benefit plans.

The owner-employees of sole proprietorships and partnerships are not considered employees of
the business, as compared to shareholder-employees in a regular corporation, who are
considered employees of the corporation. In the case of an S corporation, shareholder-
employees who own more than two percent of the S corporation's stock must be treated as
partners for employee benefit purposes.

Tax Treatment of Employee Benefits

8Employee Benefit Overview

While sole proprietorships, partnerships and S corporations can provide employee benefit plans for
their employees on the same basis as those provided by regular (or 'C') corporations, the owners
themselves will receive less favorable tax treatment on certain employee benefits provided to them
than that received by shareholder-employees of regular corporations. For example:

This distinction is important to take into consideration in the design of an employee benefit plan.

Type of Benefit Tax Treatment of Employee Benefits to:

Sole Proprietors Partners

More-than-2% S 
corporation 
shareholder-
employees

Regular corporation 
shareholder-
employees

Life insurance No tax benefits No tax benefits No tax benefits Full tax benefits

Health insurance Full tax benefits Full tax benefits Full tax benefits Full tax benefits

Retirement plans Full tax benefits Full tax benefits Full tax benefits Full tax benefits

Disability income No tax benefits No tax benefits No tax benefits Full tax benefits

Cafeteria plans No tax benefits No tax benefits No tax benefits Full tax benefits
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Group Life and Health Insurance Benefits

9Employee Benefit Overview

Group life insurance pays benefits to the beneficiaries of employees who die during their working
years. There are typically two main types of life insurance benefits:

Group term life insurance plans, which normally make lump-sum payments to specified
beneficiaries.

Survivor income plans, which make regular payments to a deceased employee's survivors,
such as a spouse or children.

continued on next slide

Group Life Insurance Benefits

Group Life and Health Insurance Benefits

10Employee Benefit Overview

A serious illness or injury can be devastating to an employee's financial and emotional well-being.
As a result, adequate health insurance is an important part of a solid employee benefit package.
There are a variety of health insurance programs that a business can choose among, including:

Traditional indemnity plans, which reimburse health care providers for services rendered or
reimburse employees for medical expenses. While employees are able to choose their own
physicians under traditional indemnity plans, these plans tend to be the most expensive.

Pre-paid plans, most commonly Health Maintenance Organizations (HMOs) or Preferred
Provider Organizations (PPOs), which restrict coverage to a network of physicians and
hospitals. While less expensive than traditional indemnity plans, coverage is also more
restrictive.

Health Savings Accounts, which combine tax-advantaged personal savings with a high-
deductible health plan, providing a flexible and affordable health care solution.

Health Insurance Benefits

Qualified Retirement Plans

11Employee Benefit Overview

In addition to Social Security benefits and personal savings, employer-sponsored retirement
plans provide the third primary source of retirement income.

Whether your business is a sole proprietorship, a partnership or a corporation, a qualified
retirement plan offers you and your employees significant tax advantages:

Employer contributions to qualified retirement plans are deductible by the employer and
are not taxed to employees;

Employee salary reduction contributions are excluded from the employee's income; and

Plan earnings accumulate tax free, increasing the plan's earning potential.

continued on next slide

Qualified Retirement Plans

12Employee Benefit Overview

Qualified retirement plans can be divided into two broad categories:

Money purchase pension plans, which require the employer to contribute a stated percentage of
each plan participant's compensation (e.g., 10%) each year.

Profit sharing plans, which allow the employer to determine the contribution it will make each
year, typically based on some percentage of the employer's profits. Profit sharing plans frequently
feature after-tax employee contributions with some form of employer matching contribution.
This type of plan is generally referred to as a thrift plan.

401(k) plans, which allow employees to save for retirement with pre-tax salary reductions.
Employers frequently match some percentage of employee salary reduction contributions.

With a defined contribution plan, the employer makes contributions to the
account of each plan participant, according to a formula specified in the plan. The
benefit ultimately received by each plan participant is then based on the total
amount in the participant's account. The three most popular types of defined
contribution plans are:

Defined 
Contribution 

Plans

Defined Benefit 
Plans

Defined benefit plans promise to pay each employee a specific retirement benefit,
usually based on a formula with salary and length of service components. The
employer is then responsible to making the actuarially determined annual
contributions needed to fund the promised retirement benefits.
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Disability Income

13Employee Benefit Overview

A disability income plan provides income replacement for employees who cannot work due to
illness or injury and are distinct from workers' compensation because they pay benefits for non-
work-related illness or injury.

There are two broad categories of disability income:

Short-term disability benefits usually begin after any sick leave days have
been exhausted and are then payable for a maximum of 26 weeks. The
benefit paid is generally a percentage of the employee's salary, such as 60%.

Short-Term 
Disability 
Income

Long-term disability benefits are designed to begin after any short-term
disability benefits conclude and, again, are usually based on a percentage of
the employee's salary. The benefits are payable for a specified length of
disability, such as five years, or until the employee's normal retirement age.

Long-Term 
Disability 
Income

Vision/ Dental Benefits

14Employee Benefit Overview

Plans providing vision benefits generally do so through a network of
providers and help pay for services such as vision exams, prescription lenses
and frames, contact lenses and corrective eye surgery.

Vision
Benefits

Whether provided through a network of providers or through a dentist
selected by the insured, dental benefits tend to focus on preventative care,
by paying for routine services such as cleaning, x-rays and oral examinations.
More extensive dental care may be provided on a cost-sharing basis, with the
insured paying a portion of the costs.

Dental 
Benefits

Long-Term Care Insurance

15Employee Benefit Overview

The Genworth 2019 Cost of Care Survey found that the national median annual rate in 2019 for a
private room in a nursing home was over $102,000 and, in some areas, can cost considerably
more.

Since few people are prepared to handle the financial burden of long-term health care in a
nursing home or assisted living facility, long-term care insurance is becoming an important
component of retirement planning.

Employer-sponsored long-term care insurance programs can assist employees in protecting their
retirement savings against ever-increasing long-term care expenses. In addition, employers can
design a long-term care program that fits their budget, with employees paying part or all of the
premium.

Cafeteria Plans

16Employee Benefit Overview

Cafeteria plans are flexible benefit plans that can be used to accommodate the variety in today's
lifestyles and family relationships, as well as to help employers control overall employee benefit
costs by including salary reduction provisions under which employees are able to purchase
benefits with pre-tax dollars.

Cafeteria plans allow employees to select among two or more benefits consisting of cash and
"qualified benefits." While cash benefits are included in the employee's gross income, qualified
benefits are excluded from gross income and can include such benefits as:

The flexible spending account is a type of cafeteria plan under which specified medical and/or
dependent care assistance expenses may be reimbursed by the employer with pretax dollars.

accident and health insurance;

retirement benefits;

group term life insurance; and

dependent care assistance.
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Voluntary Benefit Plans

17Employee Benefit Overview

Let's face it…most businesses don’t have an unlimited budget with which to provide employee
benefits. This doesn't mean, however, that a business can't offer an attractive benefit package
that enables employees to tailor a benefit plan to their own needs and lifestyles. Here's how a
voluntary benefit plan works:

The end result is a program with minimal administrative expense for the business, but which
allows employees to create a disciplined protection program designed to meet their unique
needs.

The employer selects the benefits to be made available to employees, such as individual life
insurance, disability income insurance and supplemental health insurance.

The coverage offered under a voluntary benefit plan is paid for through payroll deduction.

Each employee selects the coverage he or she needs and enters into a payroll deduction
agreement with the employer for the premium amount.

The employer remits the insurance premiums collected through payroll deduction to the
insurance company.

Selective Executive Benefits

18Employee Benefit Overview

When a key employee terminates employment, it can result in a reduction in profits, increased
competition, the costs of recruiting, hiring and training a replacement and a loss of confidence
among customers, creditors and other employees.

Valuable protection and retirement benefits can be offered on a selective basis to only those key
employees considered critical to the success of the business in order to retain their services, as
well as help them secure their financial futures.

Employee Benefit Action Checklist

19Employee Benefit Overview

Which of the following employee benefit plans is the
business:

Already 
Using

Interested 
In

Life Insurance Benefits

Health Insurance Benefits

Qualified Retirement Plans

Disability Income Benefits

Vision/Dental Benefits

Long-Term Care Insurance

Cafeteria Plan

Voluntary Benefit Plan

Selective Executive Benefits

Is the employer satisfied with the
current employee benefit plan?

Which new benefit(s) are most
important now?

What are the business owner's
objectives in regard to this business
providing personal and family
financial security?

17 18
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Ask Yourself…

21Health Savings Account... An Employer Overview

Do your employees make a substantial contribution to
the success of your business?

Do you know the financial impact on your business of a
high employee turnover rate?

Have you ever lost employees to a competitor?

Do you offer a competitive package of employee
benefits, including health care insurance?

Do your competitors offer health care insurance to
their employees?

Are you concerned about the cost of health care
insurance?

Are you taking advantage of employee benefit plans to
satisfy your personal financial security needs?

Since salary alone is often not 
enough to attract and retain 
valued employees, how can 
your business use a qualified 

retirement plan to enhance its 
employee benefits package?

?
The Problems

22Health Savings Account... An Employer Overview

In attempting to provide health care benefits, employers and self-employed individuals may face
several problems:

Due to the high cost of traditional health insurance coverage, it is difficult (if not
impossible) for many employers and self-employed individuals to provide
themselves and their employees with adequate health insurance protection.
Without this protection, however, the financial impact of a serious injury or
illness can be devastating!

While managed care has produced cost savings, people enrolled in managed care
plans generally find their choice of doctors restricted. There is also increasing
concern about the interference of bureaucracies in the doctor-patient
relationship.

Individuals who need little or no health care receive no financial reward under
traditional or managed care plans, nor is there any financial incentive under these
plans for individuals to exercise control over their health care expenditures.

Cost

Choice

Control

A Potential Health Savings Account Solution

23Health Savings Account... An Employer Overview

Ask your employees to name their top financial concern and many of them will name paying for health
care, both now and after retirement.

By combining tax-advantaged personal savings with a high-deductible health insurance plan, the Health
Savings Account (HSA) may be the answer for employers and self-employed individuals looking for a
flexible, affordable health care solution, both now and into retirement:

High-deductible health insurance costs less, while still protecting individuals and their
families against the costs of serious illness or injury. Personal savings accumulated in
an HSA can be used to pay smaller expenses covering routine services until the health
plan's deductible is met. NOTE: If there are not sufficient funds in the HSA to cover
the entire deductible, the individual must pay the difference out of pocket.

Tax-free HSA funds can be used to see any doctor, enter any hospital or pay any
qualified medical expense, even those not covered under the high-deductible health
plan. These decisions belong to the individual, not to a medical bureaucracy.

An HSA puts individuals in charge of how their health care dollars are spent. If little or
no health care is needed, the money in the HSA accumulates tax-free until funds are
needed…even after retirement. In fact, subject to income tax and, if under age 65 a
penalty tax, HSA funds can be withdrawn for any reason. With a Health Savings
Account, individuals control when and how their health care dollars are spent.

Cost

Choice

Control

What Is a Health Savings Account?

24Health Savings Account... An Employer Overview

An HSA is available to eligible individuals only in conjunction with a high-deductible health plan provided
by an employer or purchased by an individual.

The tax benefits of an HSA are significant. Contributions to a Health Savings Account are tax deductible
on an "above the line" basis by eligible individuals, resulting in a dollar-for-dollar reduction in adjusted
gross income. Compare this to the income tax treatment of unreimbursed medical expenses, which are
deductible only if the taxpayer itemizes and only then to the extent that the unreimbursed medical
expenses exceed 10% of adjusted gross income.

A Health Savings Account (HSA) is a tax-advantaged personal savings
account designed to provide funds to pay qualified medical expenses,
including health insurance deductibles and co-payments.

Funds in an HSA can be invested, with earnings not subject to income tax so long as they remain in the
HSA.

Distributions from an HSA may be made at any time. If used to pay for qualified medical expenses, the
distributions are not subject to federal income tax. If used for non-medical expenses, HSA distributions
are considered taxable income and subject to a 20% penalty tax if the eligible individual is under age 65.

Contributions by an employer to the savings account portion of the plan are not taxable income
to the employee and are not subject to withholding.

21 22
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How Does a Health Savings Account Work?

25Health Savings Account... An Employer Overview

Health Savings Account High-Deductible Health Insurance Plan

The employer provides a lower-premium,
high-deductible health plan for its eligible
employees.

Once the health insurance deductible is
satisfied, insurance benefits become available
to pay for covered expenses.

An eligible individual establishes a Health
Savings Account, into which tax-free
contributions up to specified maximums are
made each year. Contributions may be made
by the eligible individual and/or the employer.

If an illness or injury strikes, funds can be
withdrawn tax free from the HSA to pay for
qualified medical expenses.

Funds not withdrawn to pay for qualified medical expenses remain in the HSA and grow from year to
year in an investment account whose earnings grow free of tax.

HSA funds may be withdrawn for purposes other than paying qualified medical expenses, but are
subject to income tax plus a 20% penalty tax. Beginning at age 65, HSA funds may be withdrawn for
any reason, subject to regular income tax without penalty, or can continue to be used to pay qualified
medical expenses without tax.

Advantages of a Health Savings Account

26Health Savings Account... An Employer Overview

A high-deductible health plan costs less, while still protecting employees and their families
against the high costs of serious illness or injury.

Employer-paid health insurance premiums are tax deductible.

The business has the option of making tax-deductible contributions to participating
employees' HSAs.

If the employer currently provides a higher-cost health care plan, an HSA plan may lower
benefit costs.

An HSA plan is simple to implement and administer, requiring no IRS approval.
Furthermore, the employer is not required to determine whether HSA distributions are
used to pay for qualified medical expenses...that's the responsibility of the eligible
individual.

Providing health care protection may help the business retain the services of valued
employees.

+
To an Employer...

continued on next slide

Advantages of a Health Savings Account

27Health Savings Account... An Employer Overview

A high-deductible health plan provides protection against the financial impact of a serious
illness or injury.

Tax-deductible savings are set aside in a Health Savings Account owned by the individual to
pay for future health care expenses.

Tax-free HSA distributions can be used to pay for qualified medical expenses not covered by
the high-deductible health plan.

The individual controls how and where HSA funds are spent.

Unspent HSA funds accumulate tax-free and, if not needed to cover future medical
expenses, can be used for any purpose (subject to income tax and a 20% penalty tax if
under age 65).

Funds may be rolled over (transferred) tax free from one HSA to another HSA.

The individual may be able to roll over funds from an IRA into an HSA, making additional
funds available on a tax-advantaged basis to pay the plan's deductible or qualified medical
expenses not covered by the high-deductible health plan.

To an Individual...

A Closer Look at HSA Eligibility

28Health Savings Account... An Employer Overview

is covered under a qualified high-deductible health plan;

is not also covered by any other health plan that is not a high-deductible health plan;

is not entitled to benefits under Medicare (generally under age 65); and

may not be claimed as a dependent on another person's tax return.

Who is eligible to establish an HSA?

A Health Savings Account can be established by an "eligible individual"… someone who:

continued on next slide

?
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A Closer Look at HSA Eligibility

29Health Savings Account... An Employer Overview

What is a high-deductible health plan (HDHP)?

A high-deductible health plan, or HDHP, is a health plan that satisfies certain requirements with
respect to deductibles and out-of-pocket expenses, which are adjusted annually for inflation:

Type of 
Coverage Minimum Annual Deductible Maximum Annual Out-of-Pocket 

Expenses

2020 2021 2020 2021

Individual $1,400 $1,400 $6,900 $7,000

Family $2,800 $2,800 $13,800 $14,000

continued on next slide

Except for preventative care, the high-deductible health plan may not provide benefits for any
year until the deductible for that year is met.

?

A Closer Look at HSA Eligibility

30Health Savings Account... An Employer Overview

Is any other type of health coverage allowed?

An individual can maintain certain types of "permitted insurance" in addition to the high-
deductible health plan and still remain eligible for an HSA.

Types of "permitted insurance" include workers' compensation, auto insurance, insurance for a
specified disease or illness that pays a fixed amount per day (or other period) of hospitalization,
accident and disability insurance, dental and vision care and long-term care insurance.

?

A Closer Look at HSA Contributions

31Health Savings Account... An Employer Overview

How much can be contributed to an HSA?

Contributions must be made in cash to an HSA established by an eligible individual with a qualified
HSA trustee or custodian, such as an insurance company or bank, and cannot exceed a maximum
annual limit, which is indexed annually for inflation:

Type of 
Coverage

Maximum Annual HSA 
Contribution

2020 2021

Individual $3,550 $3,600

Family $7,100 $7,200

continued on next slide

Up to the maximum annual HSA contribution
can be made for the current tax year so long as
an individual becomes eligible for an HSA by
December 1. If, however, coverage begins
during the year, the high-deductible health plan
must be maintained until the end of the
following tax year (generally December 31) or
tax must be paid on the HSA contribution
attributable to the months during which the
employee was not eligible for an HSA. This
amount is also subject to an additional 10% tax.

In addition, individuals between ages 55
and 65 can make an additional "catch-up"
contribution of up to $1,000 each year.

?

A Closer Look at HSA Contributions

32Health Savings Account... An Employer Overview

Who can make contributions to an HSA?

Contributions to an HSA can be made by an eligible individual, directly or through a cafeteria plan,
by a family member on behalf of an eligible individual or by the eligible individual's employer. In
addition, an employee may be able to roll over (transfer) funds from an IRA to an HSA on a tax-
free basis.

When must HSA contributions be made?

Contributions may be made at any time of the year in one or more payments, but must be made
no later than April 15 of the year following the year for which the deduction is taken.

?

?

What sources other than annual contributions are available to fund an HSA?

If an eligible individual has immediate health care needs, there may be insufficient funds in an
HSA, especially in its initial phase, to pay for the health insurance policy deductible and/or any
qualified medical expenses not covered by the health insurance policy. To help compensate for
this potential problem, a one-time trustee-to-trustee tax-free transfer of funds from an IRA to an
HSA may be made subject to statutory limits.

?
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A Closer Look at HSA Distributions

33Health Savings Account... An Employer Overview

When can funds from an HSA 
be withdrawn tax free?

HSA funds can be withdrawn tax free at any time to pay for
qualifying medical expenses of the account owner, spouse and
dependents. These expenses include:

It is the responsibility of the account owner to ensure that expenses paid from the HSA are qualifying
medical expenses and to keep adequate records concerning the use of HSA funds.

Prescribed and over-the-counter medications, as well as feminine care products

Doctors visits, lab, x-ray and other diagnostic and treatment services

Dental, vision and psychiatric care services

Qualifying long-term care services and long-term care insurance premiums

Medicare Parts A, B and D premiums, Medicare HMO or Medicare Advantage premiums (but not
Medicare supplemental policy premiums)

COBRA health continuation coverage premiums and health insurance premiums for those on
unemployment compensation

continued on next slide

?

A Closer Look at HSA Distributions
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Can HSA funds be withdrawn to pay for non-medical expenses?

Yes, but such withdrawals are subject to income tax plus a penalty tax of 20% of the amount withdrawn.
Any such withdrawals made after the account holder reaches age 65, dies or becomes disabled are not
subject to the 20% penalty tax.

What happens when an account owner is no longer an "eligible individual"?

If the account owner is no longer eligible for an HSA because, for example, of attaining age 65 or no
longer being covered by a high-deductible health plan, the funds in the HSA can still be used as
described above. If used solely to pay for qualifying medical expenses, the distributions will be free of
income tax.

What happens 
if an account 
owner dies?

If the beneficiary listed on the HSA is the surviving spouse, the spouse
becomes the new account owner and can use the HSA subject to the normal
rules that apply to all HSAs. If the beneficiary is other than a surviving
spouse, the funds in the HSA are taxable income to the beneficiary in the
year of death, except for any qualifying medical expenses of the account
owner paid within one year of death.

?

?

?

A Closer Look at HSA Taxation

35Health Savings Account... An Employer Overview

High-Deductible Health Plan Premiums:

If paid by employers, premiums are tax deductible by the business and are not included in
employees' gross income.

If paid by self-employed individuals, 100% of premiums paid for themselves, their spouses and
dependents may be deductible.

HSA Contributions:

If made by an employer on behalf of an eligible employee, HSA contributions are tax deductible
by the business and are not included in the employee's gross income to the extent that such
contributions do not exceed the maximum allowable HSA contribution.

If made by an eligible individual, HSA contributions are deductible from adjusted gross income to
the extent that such contributions do not exceed the maximum allowable HSA contribution.

Excess HSA contributions are not deductible by the individual and, if made by the employer, must
be included in the employee's gross income. In addition, unless any excess contributions plus net
earnings attributable to them are withdrawn prior to the last day (including extensions) for filing
the account owner's income tax return, excess contributions are subject to a 6% excise tax.

continued on next slide

A Closer Look at HSA Taxation

36Health Savings Account... An Employer Overview

HSA Growth:

Funds in an HSA can be invested, with interest and investment earnings growing free of income
tax.

HSA Distributions:

If used to pay for qualified medical expenses, HSA distributions are not included in taxable
income.

If used for other purposes, HSA distributions are included in the account owner's taxable income.
In addition, the distribution is subject to a 20% penalty tax unless the account owner has attained
age 65 or the account owner has died or become disabled.
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Health Savings Account Action Checklist

37Health Savings Account... An Employer Overview

Select a qualifying high-deductible health plan and the individual and family annual
deductibles to provide to employees.

Complete health plan enrollment requirements.

Decide if and how much the business will contribute to eligible employees’ Health Savings
Accounts.

Communicate the high-deductible health plan and HSA to employees, each of whom must
establish his/her own HSA.

Arrange for payment of premiums and HSA contributions (if any).

For an Employer…

continued on next slide

Health Savings Account Action Checklist

38Health Savings Account... An Employer Overview

Become covered under a qualifying high-deductible health plan.

Establish a Health Savings Account with a qualified HSA trustee or custodian.

Arrange for payment of HSA contributions, subject to the maximum annual contribution
amount ($3,550 for individual coverage or $7,100 for family coverage in 2020 and $3,600 for
individual coverage or $7,200 for family coverage in 2021).

An HSA typically provides a debit card to use when paying for qualified medical expenses. An
HSA debit card can only be used for qualified healthcare expenses at specific healthcare-
related merchants that accept debit cards.

For an Eligible Employee…

Ask Yourself…

40Health Savings Account... An Employer Overview

Do your employees make a substantial contribution to
the success of your business?

Do you know the financial impact on your business of a
high employee turnover rate?

Have you ever lost employees to a competitor?

Do you offer a competitive package of employee
benefits, including health care insurance?

Do your competitors offer health care insurance to
their employees?

Are you concerned about the cost of health care
insurance?

Are you taking advantage of employee benefit plans to
satisfy your personal financial security needs?

Since salary alone is often not 
enough to attract and retain 
valued employees, how can 
your business use a qualified 

retirement plan to enhance its 
employee benefits package?

?
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The Problems

41Health Savings Account... An Employer Overview

In attempting to provide health care benefits, employers and self-employed individuals may face
several problems:

Due to the high cost of traditional health insurance coverage, it is difficult (if not
impossible) for many employers and self-employed individuals to provide
themselves and their employees with adequate health insurance protection.
Without this protection, however, the financial impact of a serious injury or
illness can be devastating!

While managed care has produced cost savings, people enrolled in managed care
plans generally find their choice of doctors restricted. There is also increasing
concern about the interference of bureaucracies in the doctor-patient
relationship.

Individuals who need little or no health care receive no financial reward under
traditional or managed care plans, nor is there any financial incentive under these
plans for individuals to exercise control over their health care expenditures.

Cost

Choice

Control

A Potential Health Savings Account Solution

42Health Savings Account... An Employer Overview

Ask your employees to name their top financial concern and many of them will name paying for health
care, both now and after retirement.

By combining tax-advantaged personal savings with a high-deductible health insurance plan, the Health
Savings Account (HSA) may be the answer for employers and self-employed individuals looking for a
flexible, affordable health care solution, both now and into retirement:

High-deductible health insurance costs less, while still protecting individuals and their
families against the costs of serious illness or injury. Personal savings accumulated in
an HSA can be used to pay smaller expenses covering routine services until the health
plan's deductible is met. NOTE: If there are not sufficient funds in the HSA to cover
the entire deductible, the individual must pay the difference out of pocket.

Tax-free HSA funds can be used to see any doctor, enter any hospital or pay any
qualified medical expense, even those not covered under the high-deductible health
plan. These decisions belong to the individual, not to a medical bureaucracy.

An HSA puts individuals in charge of how their health care dollars are spent. If little or
no health care is needed, the money in the HSA accumulates tax-free until funds are
needed…even after retirement. In fact, subject to income tax and, if under age 65 a
penalty tax, HSA funds can be withdrawn for any reason. With a Health Savings
Account, individuals control when and how their health care dollars are spent.

Cost

Choice

Control

What Is a Health Savings Account?

43Health Savings Account... An Employer Overview

An HSA is available to eligible individuals only in conjunction with a high-deductible health plan provided
by an employer or purchased by an individual.

The tax benefits of an HSA are significant. Contributions to a Health Savings Account are tax deductible
on an "above the line" basis by eligible individuals, resulting in a dollar-for-dollar reduction in adjusted
gross income. Compare this to the income tax treatment of unreimbursed medical expenses, which are
deductible only if the taxpayer itemizes and only then to the extent that the unreimbursed medical
expenses exceed 10% of adjusted gross income.

A Health Savings Account (HSA) is a tax-advantaged personal savings
account designed to provide funds to pay qualified medical expenses,
including health insurance deductibles and co-payments.

Funds in an HSA can be invested, with earnings not subject to income tax so long as they remain in the
HSA.

Distributions from an HSA may be made at any time. If used to pay for qualified medical expenses, the
distributions are not subject to federal income tax. If used for non-medical expenses, HSA distributions
are considered taxable income and subject to a 20% penalty tax if the eligible individual is under age 65.

Contributions by an employer to the savings account portion of the plan are not taxable income
to the employee and are not subject to withholding.

How Does a Health Savings Account Work?

44Health Savings Account... An Employer Overview

Health Savings Account High-Deductible Health Insurance Plan

The employer provides a lower-premium,
high-deductible health plan for its eligible
employees.

Once the health insurance deductible is
satisfied, insurance benefits become available
to pay for covered expenses.

An eligible individual establishes a Health
Savings Account, into which tax-free
contributions up to specified maximums are
made each year. Contributions may be made
by the eligible individual and/or the employer.

If an illness or injury strikes, funds can be
withdrawn tax free from the HSA to pay for
qualified medical expenses.

Funds not withdrawn to pay for qualified medical expenses remain in the HSA and grow from year to
year in an investment account whose earnings grow free of tax.

HSA funds may be withdrawn for purposes other than paying qualified medical expenses, but are
subject to income tax plus a 20% penalty tax. Beginning at age 65, HSA funds may be withdrawn for
any reason, subject to regular income tax without penalty, or can continue to be used to pay qualified
medical expenses without tax.
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Advantages of a Health Savings Account

45Health Savings Account... An Employer Overview

A high-deductible health plan costs less, while still protecting employees and their families
against the high costs of serious illness or injury.

Employer-paid health insurance premiums are tax deductible.

The business has the option of making tax-deductible contributions to participating
employees' HSAs.

If the employer currently provides a higher-cost health care plan, an HSA plan may lower
benefit costs.

An HSA plan is simple to implement and administer, requiring no IRS approval.
Furthermore, the employer is not required to determine whether HSA distributions are
used to pay for qualified medical expenses...that's the responsibility of the eligible
individual.

Providing health care protection may help the business retain the services of valued
employees.

+
To an Employer...

continued on next slide

Advantages of a Health Savings Account

46Health Savings Account... An Employer Overview

A high-deductible health plan provides protection against the financial impact of a serious
illness or injury.

Tax-deductible savings are set aside in a Health Savings Account owned by the individual to
pay for future health care expenses.

Tax-free HSA distributions can be used to pay for qualified medical expenses not covered by
the high-deductible health plan.

The individual controls how and where HSA funds are spent.

Unspent HSA funds accumulate tax-free and, if not needed to cover future medical
expenses, can be used for any purpose (subject to income tax and a 20% penalty tax if
under age 65).

Funds may be rolled over (transferred) tax free from one HSA to another HSA.

The individual may be able to roll over funds from an IRA into an HSA, making additional
funds available on a tax-advantaged basis to pay the plan's deductible or qualified medical
expenses not covered by the high-deductible health plan.

To an Individual...

A Closer Look at HSA Eligibility

47Health Savings Account... An Employer Overview

is covered under a qualified high-deductible health plan;

is not also covered by any other health plan that is not a high-deductible health plan;

is not entitled to benefits under Medicare (generally under age 65); and

may not be claimed as a dependent on another person's tax return.

Who is eligible to establish an HSA?

A Health Savings Account can be established by an "eligible individual"… someone who:

continued on next slide

?

A Closer Look at HSA Eligibility

48Health Savings Account... An Employer Overview

What is a high-deductible health plan (HDHP)?

A high-deductible health plan, or HDHP, is a health plan that satisfies certain requirements with
respect to deductibles and out-of-pocket expenses, which are adjusted annually for inflation:

Type of 
Coverage Minimum Annual Deductible Maximum Annual Out-of-Pocket 

Expenses

2020 2021 2020 2021

Individual $1,400 $1,400 $6,900 $7,000

Family $2,800 $2,800 $13,800 $14,000

continued on next slide

Except for preventative care, the high-deductible health plan may not provide benefits for any
year until the deductible for that year is met.

?
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A Closer Look at HSA Eligibility

49Health Savings Account... An Employer Overview

Is any other type of health coverage allowed?

An individual can maintain certain types of "permitted insurance" in addition to the high-
deductible health plan and still remain eligible for an HSA.

Types of "permitted insurance" include workers' compensation, auto insurance, insurance for a
specified disease or illness that pays a fixed amount per day (or other period) of hospitalization,
accident and disability insurance, dental and vision care and long-term care insurance.

?

A Closer Look at HSA Contributions

50Health Savings Account... An Employer Overview

How much can be contributed to an HSA?

Contributions must be made in cash to an HSA established by an eligible individual with a qualified
HSA trustee or custodian, such as an insurance company or bank, and cannot exceed a maximum
annual limit, which is indexed annually for inflation:

Type of 
Coverage

Maximum Annual HSA 
Contribution

2020 2021

Individual $3,550 $3,600

Family $7,100 $7,200

continued on next slide

Up to the maximum annual HSA contribution
can be made for the current tax year so long as
an individual becomes eligible for an HSA by
December 1. If, however, coverage begins
during the year, the high-deductible health plan
must be maintained until the end of the
following tax year (generally December 31) or
tax must be paid on the HSA contribution
attributable to the months during which the
employee was not eligible for an HSA. This
amount is also subject to an additional 10% tax.

In addition, individuals between ages 55
and 65 can make an additional "catch-up"
contribution of up to $1,000 each year.

?

A Closer Look at HSA Contributions
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Who can make contributions to an HSA?

Contributions to an HSA can be made by an eligible individual, directly or through a cafeteria plan,
by a family member on behalf of an eligible individual or by the eligible individual's employer. In
addition, an employee may be able to roll over (transfer) funds from an IRA to an HSA on a tax-
free basis.

When must HSA contributions be made?

Contributions may be made at any time of the year in one or more payments, but must be made
no later than April 15 of the year following the year for which the deduction is taken.

?

?

What sources other than annual contributions are available to fund an HSA?

If an eligible individual has immediate health care needs, there may be insufficient funds in an
HSA, especially in its initial phase, to pay for the health insurance policy deductible and/or any
qualified medical expenses not covered by the health insurance policy. To help compensate for
this potential problem, a one-time trustee-to-trustee tax-free transfer of funds from an IRA to an
HSA may be made subject to statutory limits.

?

A Closer Look at HSA Distributions
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When can funds from an HSA 
be withdrawn tax free?

HSA funds can be withdrawn tax free at any time to pay for
qualifying medical expenses of the account owner, spouse and
dependents. These expenses include:

It is the responsibility of the account owner to ensure that expenses paid from the HSA are qualifying
medical expenses and to keep adequate records concerning the use of HSA funds.

Prescribed and over-the-counter medications, as well as feminine care products

Doctors visits, lab, x-ray and other diagnostic and treatment services

Dental, vision and psychiatric care services

Qualifying long-term care services and long-term care insurance premiums

Medicare Parts A, B and D premiums, Medicare HMO or Medicare Advantage premiums (but not
Medicare supplemental policy premiums)

COBRA health continuation coverage premiums and health insurance premiums for those on
unemployment compensation

continued on next slide
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A Closer Look at HSA Distributions

53Health Savings Account... An Employer Overview

Can HSA funds be withdrawn to pay for non-medical expenses?

Yes, but such withdrawals are subject to income tax plus a penalty tax of 20% of the amount withdrawn.
Any such withdrawals made after the account holder reaches age 65, dies or becomes disabled are not
subject to the 20% penalty tax.

What happens when an account owner is no longer an "eligible individual"?

If the account owner is no longer eligible for an HSA because, for example, of attaining age 65 or no
longer being covered by a high-deductible health plan, the funds in the HSA can still be used as
described above. If used solely to pay for qualifying medical expenses, the distributions will be free of
income tax.

What happens 
if an account 
owner dies?

If the beneficiary listed on the HSA is the surviving spouse, the spouse
becomes the new account owner and can use the HSA subject to the normal
rules that apply to all HSAs. If the beneficiary is other than a surviving
spouse, the funds in the HSA are taxable income to the beneficiary in the
year of death, except for any qualifying medical expenses of the account
owner paid within one year of death.

?

?

?

A Closer Look at HSA Taxation
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High-Deductible Health Plan Premiums:

If paid by employers, premiums are tax deductible by the business and are not included in
employees' gross income.

If paid by self-employed individuals, 100% of premiums paid for themselves, their spouses and
dependents may be deductible.

HSA Contributions:

If made by an employer on behalf of an eligible employee, HSA contributions are tax deductible
by the business and are not included in the employee's gross income to the extent that such
contributions do not exceed the maximum allowable HSA contribution.

If made by an eligible individual, HSA contributions are deductible from adjusted gross income to
the extent that such contributions do not exceed the maximum allowable HSA contribution.

Excess HSA contributions are not deductible by the individual and, if made by the employer, must
be included in the employee's gross income. In addition, unless any excess contributions plus net
earnings attributable to them are withdrawn prior to the last day (including extensions) for filing
the account owner's income tax return, excess contributions are subject to a 6% excise tax.

continued on next slide

A Closer Look at HSA Taxation

55Health Savings Account... An Employer Overview

HSA Growth:

Funds in an HSA can be invested, with interest and investment earnings growing free of income
tax.

HSA Distributions:

If used to pay for qualified medical expenses, HSA distributions are not included in taxable
income.

If used for other purposes, HSA distributions are included in the account owner's taxable income.
In addition, the distribution is subject to a 20% penalty tax unless the account owner has attained
age 65 or the account owner has died or become disabled.

Health Savings Account Action Checklist

56Health Savings Account... An Employer Overview

Select a qualifying high-deductible health plan and the individual and family annual
deductibles to provide to employees.

Complete health plan enrollment requirements.

Decide if and how much the business will contribute to eligible employees’ Health Savings
Accounts.

Communicate the high-deductible health plan and HSA to employees, each of whom must
establish his/her own HSA.

Arrange for payment of premiums and HSA contributions (if any).

For an Employer…

continued on next slide
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Health Savings Account Action Checklist

57Health Savings Account... An Employer Overview

Become covered under a qualifying high-deductible health plan.

Establish a Health Savings Account with a qualified HSA trustee or custodian.

Arrange for payment of HSA contributions, subject to the maximum annual contribution
amount ($3,550 for individual coverage or $7,100 for family coverage in 2020 and $3,600 for
individual coverage or $7,200 for family coverage in 2021).

An HSA typically provides a debit card to use when paying for qualified medical expenses. An
HSA debit card can only be used for qualified healthcare expenses at specific healthcare-
related merchants that accept debit cards.

For an Eligible Employee…

Ask Yourself…

59Health Reimbursement Arrangements

Do your employees make a substantial contribution to
the success of your business?

Do you know the financial impact on your business of a
high employee turnover rate?

Have you ever lost employees to a competitor?

Do you offer a competitive package of employee
benefits, including health care insurance?

Do your competitors offer health care insurance to
their employees?

Are you concerned about the cost of health care
insurance?

Are you taking advantage of employee benefit plans to
satisfy your personal financial security needs?

Since salary alone is often not 
enough  to attract and retain 
valued employees,  what can 

your business do to enhance  its 
employee benefits package?

?
The Problems

60Health Reimbursement Arrangements

In attempting to provide health care benefits to its employees, a business may face several
obstacles:

Due to the high cost of traditional health insurance coverage, it is difficult (if not
impossible) for many businesses to provide their employees with adequate health
care protection. Without health care insurance, however, the financial impact of
a serious injury or illness can be devastating!

While managed care has produced cost savings, people enrolled in managed care
plans generally find their choice of doctors restricted. There is also increasing
concern about the interference of bureaucracies in the doctor-patient
relationship.

Employers often pay health insurance premiums for employees who do not utilize
the coverage in any given year. Employees who need little or no health care
receive no financial reward under traditional or managed care plans, nor is there
any financial incentive under these plans for individuals to exercise control over
their health care expenditures.

Cost

Choice

Control
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A Potential Health Reimbursement Arrangement Solution

61Health Reimbursement Arrangements

Ask your employees to name their top financial concern and many of them will name paying for health
care, both now and after retirement.

By combining a high deductible health plan with tax-deductible employer funding that helps to bridge
the high-deductible gap, a Health Reimbursement Arrangement (HRA) may be the answer for businesses
looking for a flexible, affordable health care solution:

When compared to traditional health care plans, a high deductible health plan (HDHP)
can result in reduced premium costs, while still protecting employees and their families
against the costs of serious illness or injury. A business can then pair the HDHP with a
Health Reimbursement Arrangement (HRA).

The HRA reimburses employees for eligible medical expenses they incur up to a
maximum dollar amount each year, helping to bridge the high deductible gap. Any
unused reimbursement amount can be carried over for use by employees at a later
time to pay for future eligible medical expenses.

NOTE: If an employee is reimbursed the maximum dollar amount available in the HRA
before the high deductible health plan's annual deductible is met, the employee must
then pay out-of-pocket any additional medical expenses up to the amount of the
annual deductible.

Cost

continued on next slide

A Potential Health Reimbursement Arrangement Solution
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With an HRA, individuals have more responsibility for their health care spending since
they have the choice of how and when their health care dollars are used. HRAs
typically provide their members with access to information designed to help them
become more effective health care consumers.

HRAs help businesses to control their health care costs by selecting an appropriate high
deductible health plan, determining the maximum dollar amount of eligible medical
expenses that will be reimbursed by the employer each year and establishing what
expenses the HRA funds can be used to pay for. In addition, since an HRA may also
cover retired employees, their spouses and tax dependents, businesses have an
alternative to generally more expensive traditional retiree health care plans.

An HRA puts employees in charge of how their health care dollars are spent. If little or
no health care is needed, the unused reimbursement amount in the HRA can be
carried forward until funds are needed. With a Health Reimbursement Arrangement
and high deductible health plan, individuals tend to exercise more control over when
and how their health care dollars are spent.

Choice

Control

What Is a Health Reimbursement Arrangement?

63Health Reimbursement Arrangements

An HRA must be funded solely by the employer and not paid for, either directly or indirectly, by salary
reduction contributions. In addition, an HRA cannot be provided through a cafeteria plan.

A Health Reimbursement Arrangement (HRA) is an employer-funded medical expense reimbursement
plan through which the employer makes a maximum dollar amount of eligible medical expenses
available for reimbursement to employees each year.

The HDHP typically pays 100% of preventive care services without reference to the deductible.
Preventive care services generally include routine physicals, child immunizations, certain adult
immunizations and specified screenings and lab work.

HRAs are generally offered in conjunction with a high deductible health plan (HDHP) that pays for
eligible medical services after the deductible is met.

continued on next slide

The funds that the employer pays to reimburse eligible medical expenses are tax deductible by the
business, as are any premiums the employer pays for a high deductible health plan.

Assuming IRS requirements are met, the tax benefits of a Health Reimbursement Arrangement are
attractive.

What Is a Health Reimbursement Arrangement?

64Health Reimbursement Arrangements

An employer may require that employees contribute to the cost of a high deductible health plan (but not
to the HRA).

Compare this to the income tax treatment of unreimbursed medical expenses, which are deductible only
if the taxpayer itemizes and only then to the extent that the unreimbursed medical expenses exceed 10%
of adjusted gross income.

Reimbursements made by the employer from the HRA to a participating employee, as well as any
HDHP premiums paid by the employer, are not taxable income to the employee and are not subject to
withholding.

The tax benefits described above assume that the HRA does
not discriminate in favor of highly-compensated employees
with respect to eligibility, contributions or benefits. If a plan is
found to discriminate in favor of highly-compensated
employees, any employer payments under the plan will be
taxed to the employees.

IMPORTANT NOTE:
It may be possible to design an
employer-provided medical expense
reimbursement plan that covers
only stockholder-employees and
retain the favorable income tax
treatment, but only if the plan
covers a class of employees that can
be rationally segregated from the
other employees on a criterion
other than their being stockholders.
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How Does a Health Reimbursement Arrangement Work?

65Health Reimbursement Arrangements

Health Reimbursement Arrangement High-Deductible Health Plan

The employer provides a lower-premium, high
deductible health plan for its eligible
employees; employees can be required to
contribute to the cost of the high deductible
health plan.

Once the high deductible health plan's
deductible is satisfied, insurance benefits
become available to pay for covered expenses.

The employer establishes a maximum dollar
amount that the employee can then draw
upon to be reimbursed for eligible medical
expenses each year.

If an illness or injury strikes, the employee can
be reimbursed tax free by the HRA for eligible
medical expenses.

Amounts not used to pay for eligible medical expenses remain available in the HRA, where they can
be used to pay for eligible medical expenses in future years. Employees, however, have no right to
"cash out" unused HRA benefits.

If the maximum dollar amount available in the HRA is spent before the insurance plan deductible is
met, the employee must pay out-of-pocket for any additional health care costs up to the amount of
the annual deductible.

Health Reimbursement Arrangement Features

66Health Reimbursement Arrangements

A high deductible health plan typically costs less, while still protecting employees and their
families against the high costs of serious illness or injury.

Employer-paid health insurance premiums are tax deductible.

The employer sets the maximum dollar amount available as reimbursement for eligible
medical expenses, as well as the percentage at which the HRA will reimburse claims.

HRA reimbursements made by the business for eligible medical expenses are tax deductible.

The employer pays only when actual claims are presented for reimbursement.

There is no "cash-out" option for employees, which limits the employer's cost exposure to
actual reimbursable medical expenses up to the maximum dollar amount.

If the employer currently provides a higher-cost traditional health insurance plan, a Health
Reimbursement Arrangement may lower benefit costs.

The employer has considerable flexibility in designing an HRA plan to meet the unique
needs of the business and its employees, as well as in coordinating an HRA plan with other
employee benefit plans.

For an Employer...

continued on next slide

Health Reimbursement Arrangement Features

67Health Reimbursement Arrangements

A high deductible health plan provides protection against the financial impact of a serious
illness or injury and is generally less expensive than traditional health insurance plans.

Employer-funded HRA reimbursements for eligible medical expenses are available and are
not considered taxable income to the employee.

HRA reimbursements reduce an employee's out-of-pocket expenses.

Unused HRA reimbursements can be carried forward for use if needed in the future.

For an Employee...

An HRA motivates employees to give serious thought to the true cost of health care, such as
whether to use an emergency room in a non-emergency situation, which can help to lower
health care costs in the long run.

Providing health care protection may help the business retain the services of valued
employees.

Health Reimbursement Arrangement Requirements

68Health Reimbursement Arrangements

The individuals eligible to participate in a Health Reimbursement Arrangement include
current employees, their spouses and tax dependents, as well as the spouses and
dependents of deceased employees and retired employees, their spouses and tax
dependents.

Individuals who are considered self-employed cannot participate in an HRA. This includes
sole proprietors, partners in a partnership and more than 2% owners in an S-corporation.
The business can still establish an HRA, but these individuals cannot participate in it.

An HRA must be funded solely by the employer and cannot be funded, either directly or
indirectly, by a voluntary salary reduction plan. The typical HRA plan is unfunded, meaning
that HRA reimbursement payments are made from the employer's general assets as
employees incur eligible medical expenses.

The employer determines the maximum amount of eligible medical expenses that will be
reimbursed during the plan year. There is no dollar limit on the amount that an employer
may reimburse through an HRA.

continued on next slide

While a business has flexibility in designing the features of the Health Reimbursement
Arrangement (HRA) it provides to its employees, there are some basic requirements that apply to
all HRAs:
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Health Reimbursement Arrangement Requirements

69Health Reimbursement Arrangements

An HRA may reimburse employees only for substantiated medical expenses, as defined in
IRC Sec. 213(d). If an HRA is offered in conjunction with a high deductible health plan
(HDHP), an employer can address this issue by limiting HRA reimbursements to those
medical expenses covered by the HDHP. Note: The costs of over-the-counter medicines and
drugs are not eligible for reimbursement from an HRA unless purchased with a doctor's
prescription.

An HRA plan must be in writing, must be communicated to employees and, in order to
maintain favorable income tax treatment, cannot discriminate in favor of highly-
compensated employees.

An HRA may coexist with a Flexible Spending Account (FSA). IRS rules require that the HRA
be exhausted before the FSA pays. However, employers may set up their HRA plan
document to require FSA exhaustion first.

HRAs are generally subject to COBRA continuation of coverage requirements unless the
small employer exemption applies.

HRAs are subject to Health Insurance Portability and Accountability Act (HIPAA) privacy
requirements.

Health Reimbursement Arrangement Action Checklist

70Health Reimbursement Arrangements

Select a qualifying high deductible health plan (HDHP) and the individual and family annual
deductibles to provide to employees.

Determine what portion, if any, of the HDHP premium employees will be required to pay.

Complete HDHP enrollment requirements.

Determine the maximum dollar amount of eligible medical expenses the employer will
reimburse annually.

Draft and executive an appropriate Health Reimbursement Arrangement document.

Communicate the high deductible health plan and Health Reimbursement Arrangement to
employees.

Arrange for payment of HDHP premiums.

Implement a system for reimbursing HRA eligible medical expenses.

Qualified Small Employer Health 
Reimbursement Arrangement

Health Reimbursement Arrangements 71

The 21st Century Cures Act, signed into law by President Obama on December 13, 2016, created a new 
type of HRA – the small employee health reimbursement arrangement or QSEHRA.  

Effective with plan years beginning after December 31, 2016, small employers (those with fewer than 50 
full-time employees) that do not offer a group health plan to any of their employees can fund employee 
health reimbursement arrangements to pay for not only qualified out-of-pocket medical expenses, but 
also to reimburse employees who purchase individual health plans on the open market, including plans 
purchased on public health exchanges under the Affordable Care Act.

The legislation requires that:

Small employers that provide QSEHRAs must offer them to all full-time employees, with the
exception of those who have not yet completed 90 days of service, are under age 25 or are
covered by a collective bargaining agreement that provides accident and health benefits. Part-
time and seasonal workers may also be excluded.

continued on next slide

Qualified Small Employer Health 
Reimbursement Arrangement

Health Reimbursement Arrangements 72

The maximum reimbursement for health expenses provided through QSEHRAs is limited to $5,250
for single coverage and $10,600 for family coverage in 2020, with these amounts being adjusted
annually for inflation. In order to obtain reimbursement, employees have to provide proof that
they purchased health insurance coverage.

The employer must fund the QSEHRA itself and not through a salary reduction mechanism.

The employer must generally make the QSEHRA available on the same terms for all eligible
employees. Amounts, however, may vary based on the price of an insurance policy in the
individual health insurance market which, in turn, can be based on the age of the employee and
eligible family members, as well as the number of family members covered.

In order to receive the QSEHRA benefits tax free, the employee must maintain minimum essential
coverage, such as health insurance through an individual policy.
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New Health Reimbursement Arrangement 
Options for 2020

New regulations issued by the IRS may give employers of all sizes several new HRA options for 
plans years beginning on or after January 1, 2020.  

These new HRA options are being put in place for new and expanded health plans specifically 
designed to evade Affordable Care Act (ACA) consumer protections with the intent that such 
changes will result in lower premiums.  The new plan options potentially include expansions of 
association health plans and short-term limited duration health insurance.  Both are designed to 
circumvent various ACA protections by reimposing restrictions like annual and lifetime 
reimbursement limits, ignoring minimum essential coverage standards and reintroducing pre-
existing condition exclusions. 

Health Reimbursement Arrangements 73

Individual Coverage HRA or ICHRA: With an ICHRA program, employers of any size can give
employees a cash allowance for major medical coverage, which ICHRA participants must
then use to select and purchase their own individual health insurance. An employer may
not give employees a choice between having an ICHRA and having a traditional group health
plan…one or the other may be offered but not both. Like QSEHRAs, ICHRA money can be
used for any purpose considered a medical expense by the IRS, and balances roll over from
year to year.

New Health Reimbursement Arrangement 
Options for 2020 (continued)

Health Reimbursement Arrangements 74

Excepted Benefit HRA or EBHRA: With an EBHRA, employers of any size may provide up to
$1,800 in cash each year to help employees pay for supplemental coverages and cover out-
of-pocket health care costs, such as health insurance deductibles.

Note: Portions of these new HRA regulations are still in litigation, which may result
in changes to fundamental rules for administering the plans. In addition, some
states have outlawed or severely restricted the use of short-term limited duration
health insurance. As a result, consult with your employee benefits advisor before
making any changes to your existing health care insurance arrangements.

Dual Problems

76A Deferred Compensation Plan

Many smaller corporations face the dual problems of:

Difficulty in hiring and retaining key executives;

Inadequate qualified retirement plan benefits payable 
to owners and key executives.

and
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Ask Yourself…

77A Deferred Compensation Plan

Reduction in 
Earnings

Are significant portions of business sales or
receipts attributable to a few key people?

Is business management concentrated in
the hands of a select few key people?

How much would it cost to recruit, hire and
train a replacement for a key employee?

How will your creditors react to the loss of
a key employee?

How will your customers, suppliers and
other employees react to the loss of a key
employee?

Will the former employee establish a
competing business?

Most successful businesses
have one or more key
employees who are primarily
responsible for the success of
the business.

When one of these key people
terminates employment, the
business can experience one
or more of these problems:

Replacement 
Costs

Disruption of 
Management

Credit Problems

Confidence 
Problems

Competition

Since salary alone is often 
not enough, what can your 
business do to retain its key 

employees?

Does Your Business Have 
Any Key Employees?

“Reverse Discrimination” of Qualified Retirement Plans

78A Deferred Compensation Plan

The restrictions placed on qualified retirement plans
strictly limit the size of the benefits that can be
accrued for highly-compensated employees.

When compared to the benefits provided to lower-
paid employees, these limitations can produce a
"reverse discrimination" effect that results in
qualified retirement plans replacing an inadequate
percentage of an owner's or key executive's pre-
retirement income.

Did You Know That... Qualified Retirement Plans Tend to 
Discriminate AGAINST the Highly Compensated?

There is, however, an answer to the inadequacy of qualified
retirement plan benefits...a solution that can also help a corporation
to attract and retain key executives!

Reverse Discrimination in Action...

 The benefits from or contributions
to each type of qualified retirement
plan are limited or "capped."

 Eligible compensation that can be
considered in applying these benefit
or contribution limitations is capped
at $290,000 in 2021 (as adjusted for
inflation).

Deferred Compensation Plan Solution

79A Deferred Compensation Plan

A deferred compensation plan offers customized benefits to selected key corporate executives...
benefits over and above those provided to all employees by a qualified retirement plan or any
other employee benefit plan.

A deferred compensation plan is a non-qualified arrangement between a corporation and
selected key executives in which the corporation agrees to defer a portion of the executive's
salary in exchange for the promise of future benefits. For example, the executive may elect to
defer all or a portion of future salary increases or bonuses.

In deferring current compensation, selected key executives also defer income taxes until
benefits are actually received in the future. Such an arrangement enables highly-compensated
executives to defer salary and taxes from their peak earning years until retirement, when benefits
can supplement other sources of retirement income.

Finally, because the receipt of deferred compensation benefits depends on the executive's
continued employment with the corporation, a deferred compensation plan can serve as a long-
term incentive plan designed to encourage the loyalty of your most valued key executives.

Deferred Compensation Plan Benefits

80A Deferred Compensation Plan

As a non-qualified arrangement, a deferred compensation plan can offer custom-tailored benefits to
those key executives selected by the corporation. The corporation has complete flexibility not only in
regard to who can participate in the plan, but also in regard to benefit amounts and durations. In fact,
different benefits and benefit formulas can be provided to different key executives.

In addition to retirement benefits, a deferred compensation plan can include:

The availability of both retirement
and pre-retirement benefits from a
deferred compensation plan frees
salary dollars that key executives
would otherwise have to spend on
their personal financial security
needs, meaning that they must
make a substantial sacrifice should
they terminate employment!

If the executive dies prior to
retirement, a survivor benefit is
paid to the executive's family.

If the executive becomes
disabled prior to retirement, the
executive is promised a disability
benefit for a stated number of
years.

Pre-Retirement 
Death Benefits

Pre-Retirement 
Disability Benefits

The primary purpose of all deferred compensation plans is to provide a retirement
benefit to those key executives who remain with the corporation until retirement.
The corporation, however, can determine how large the promised benefit will be,
when benefits can begin and for how long they will be payable.

Retirement 
Benefits
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Funding a Deferred Compensation Plan

81A Deferred Compensation Plan

When owned by and payable to the corporation, the tax
advantages of life insurance work together with deferred
compensation plan taxation to produce favorable tax
leverage because:

1. Deferred compensation benefits are tax deductible by
the corporation as paid; and

2. Assuming employer-owned life insurance requirements
are met, life insurance proceeds generally are received
income tax free by the corporation at the key executive's
death. See slide 12 for information on employer-owned
life insurance requirements.

In fact, the use of corporate-owned life insurance may enable a corporation to fully recover its cost to
provide deferred compensation plan benefits, including the cost of life insurance premiums.

On implementing a deferred
compensation plan, a corporation
creates a future liability for the
promised benefits.

An ideal way for the corporation to
acquire the funds it will need to
meet plan obligations as they
become due is to purchase life
insurance on each plan participant.

In order to defer taxation of current salary until benefits are actually received by the selected key
executives, a deferred compensation plan must be an unfunded, unsecured promise by the corporation
to pay the promised benefits from general business assets. This does not mean, however, that a
corporation cannot purchase assets to meet its future obligations created by the deferred compensation
plan.

Mechanics of a Deferred Compensation Plan

82A Deferred Compensation Plan

The bottom line is that a deferred
compensation plan funded with corporate-
owned life insurance can be an effective way
for a corporation to attract and retain key
executives by providing them with
retirement, death and/or disability benefits
over and above those provided by other
company-sponsored benefit plans that apply
to all employees.

Here's how a deferred compensation plan could 
work for your corporation and selected key 

executives today...

continued on next slide

After satisfying the notice and consent requirements for
employer-owned life insurance contracts, the corporation
purchases sufficient insurance on the key executive’s life to
fund the after-tax cost of promised benefits and, if desired,
to recover its nondeductible premium costs.

Corporation Insurance 
Company

Deferred 
Compensation 

Agreement

Nondeductible Life Insurance Premiums

Key Executive

The corporation enters into 
a deferred compensation 

agreement with each 
selected key executive.  The 

agreement spells out the 
benefits to be provided if 

the executive fulfills certain 
conditions, such as 
remaining with the 

corporation until retirement.

Life Insurance Policy

The life insurance policy is owned by the corporation,
which pays the premiums and is named beneficiary.

Insured: Selected Key Executive
Owner: Corporation

Beneficiary: Corporation

Mechanics of a Deferred Compensation Plan

83A Deferred Compensation Plan

Here's how promised benefits could be paid from a deferred 
compensation plan informally funded with life insurance…

Corporation

Insurance Company

Income 
Tax

Key 
Executive

Benefits received by the executive or the 
executive’s family are taxable as received.

IRS
Key 

Executive’s 
FamilyIncome 

Tax

Income Tax-Free 
Death Benefit

By maintaining the policy until the
key executive’s death, the
corporation ultimately receives the
income tax-free death benefit to
recover its costs.

If the key executive becomes disabled
prior to retirement or remains actively
employed until retirement, the
corporation pays the promised tax-
deductible disability or retirement
benefit from current cash flow, from
loans or withdrawals from the policy’s
cash value, or from a combination of
the two (withdrawals and loans will
reduce the policy’s death benefit and
cash value available for use).

If the key executive dies prior to retirement,
the death benefit is received free of regular
income tax by the corporation (assuming the
requirements for employer-owned life
insurance contracts are satisfied). The
corporation can then use the income tax-free
death benefit to pay the promised tax-
deductible survivor benefits to the key
executive’s family.

Tax-Deductible Retirement or 
Disability Benefits Tax-Deductible Survivor Benefits

(At Executive’s 
Retirement or 

Disability)

(At Executive’s Death Prior to Retirement)

Deferred Compensation Plan Features

84A Deferred Compensation Plan

The corporation selects those executives who will be included in the plan and can vary the
benefits provided to each selected key executive.
The plan provides a strong incentive for the selected key executives to remain with the
corporation until retirement.

A deferred compensation plan may be used to attract new executive talent.
Deferred compensation benefits are tax deductible as paid to the executive or the
executive's family.
Life insurance can be used to recover the cost of providing promised benefits.

While life insurance premiums are not tax deductible, the death proceeds generally are
received income tax free, assuming employer-owned life insurance requirements have
been met.
Life insurance policies are assets of the corporation, which may improve the company's
credit picture.
No IRS approval of the plan is needed.

continued on next slide

To the Corporation...
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Deferred Compensation Plan Features

85A Deferred Compensation Plan

Participating key executives are able to defer current income taxation in return for the
promise of future benefits.
More spendable income may become available as expenses for individually-purchased
protection are reduced.

Retirement benefits can be used to overcome the inadequacy of qualified retirement plan
benefits.
Participating key executives continue to remain eligible for all other company-provided
fringe benefits.

A deferred compensation plan provides strong recognition of an executive's contribution to
the success of the business.

To Participating Key Executives...

Summary of Deferred Compensation Plan Tax Results

86A Deferred Compensation Plan

While premiums paid for life insurance purchased to fund a deferred compensation plan
are not tax deductible, the policy's cash value becomes an asset on the company's balance
sheet.
Employer-owned life insurance proceeds received by the business at the death of the key
employee generally are not subject to the regular corporate federal income tax, assuming
the following requirements are met for contracts entered into after August 17, 2006:

Before the employer-owned life insurance contract is issued, the employee who is to be
insured must be notified in writing that the employer intends to insure the employee’s
life. The notice must include the maximum face amount for which the employee’s life
could be insured, as well as state that the policyowner (the employer) will be the
beneficiary of the policy’s death proceeds. In addition, the employee who is to be
insured must give his/her written consent to be insured by the contract and to the
insurance coverage continuing after the insured employee terminates employment; and

The insured must have been an employee of the employer at any time during the 12-
month period prior to the date of death or have been a director or highly-compensated
employee at the time the contract was issued.

continued on next slide

To the Corporation...

Summary of Deferred Compensation Plan Tax Results

87A Deferred Compensation Plan

Life insurance proceeds may have corporate alternative minimum tax implications. Consult
your professional tax advisor.
Benefit payments made to the executive or to the executive's family are tax deductible as
paid, assuming reasonable compensation requirements are met.

To Participating Key Executives...

Assuming the plan is properly structured, the executive has no current income tax liability
for the compensation that is deferred.
Benefits are taxed as ordinary income as received by the key executive or his/her family.
The present value of any survivor benefits payable after the key executive's death will be
included in the deceased executive's estate. There is, however, an income tax deduction
for any estate tax attributable to such inclusion.
Participating key executives should consult their professional tax advisors concerning the
impact of deferred compensation benefits on Social Security taxes and benefits.

Deferred Compensation Plan Action Checklist

88A Deferred Compensation Plan

Select the key employee(s) to participate in the plan, as well as the benefits and amounts.

Select the appropriate life insurance funding vehicle(s).

Satisfy the notice and consent requirements for employer-owned life insurance contracts.

Establish each key employee’s insurability.

Arrange for payment of premiums.

Now...

Draft and execute a deferred compensation plan
agreement and a corporate resolution authorizing
the plan, as appropriate.

File a statement with the Department of Labor
disclosing the existence of the plan.

Review the issued policy(ies), verifying that the
corporation is the owner and beneficiary.

Short-Term...

An annual review can help
ensure that the plan remains
current.

Evaluate other employee
benefit planning needs.

Evaluate key employee
indemnification needs.

Longer-Term...

85 86
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Real Value of Your Business

90Business Continuation Planning Issues

What Is the Real Value of Your Business to You 
and Your Family?

BUT

If you're like most business owners, ownership of a business has provided you with the
opportunity to build an asset of considerable value... an asset that also generates a stream of
income upon which your lifestyle and that of your family is dependent.

Have you ever considered the impact your death or disability could have on
the value of your business, and on the stream of income upon which you
and your family depend?

Planning Considerations

91Business Continuation Planning Issues

Consider...

Without Advance Planning, 
the Facts Are…

If you had died or become disabled yesterday, who would own and operate your business
today?

Would your business be able to continue an income to you if you became disabled?

Would your business be in a position to continue an income to your family in the event of
your death?

Would your estate have sufficient liquid assets to pay estate taxes and other estate
settlement costs?

A small business may be forced to liquidate at an
owner's death or disability; or

The business may have to be sold, often at a
greatly diminished value.

Business Continuation Options

92Business Continuation Planning Issues

The Three Business Continuation Options:

1. Retain the Business for the Family

2. Sell the Business to Co-Owners, to an Employee or to an Outsider

3. Liquidate the Business on a Planned Basis

The objective of business continuation planning is to assist you in evaluating which of these
alternatives is most suitable for your situation and to help provide the funds that will be
needed to assure that your business continuation goals become a reality.

In planning to preserve the value of their business interests at an owner's death or disability,
small business owners have three alternatives to evaluate:

89 90
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Retain the Business for Family

93Business Continuation Planning Issues

When your objective is to
retain your business for your
family, these are some of the
issues you must consider:

Retain the Business Interest for the FamilyObjective:

Which family member(s) will own and manage the business?

Will this family member be acceptable to any other owners?

How will the business interest be transferred... by will, gift or sale?

Will this method of transfer create a need to equalize inheritances among heirs?

In the event you are disabled, will the business need to continue an income to you? Will the
business need to continue an income to your family in the event of your death? Will funds
be available for this purpose?

Do you know the value of your business?

Will there be sufficient liquidity in your estate to pay estate taxes and other settlement costs
without liquidating business assets?

Will there be a period of decreased profits during the transition to new management?

Will credit lines be disrupted or outstanding loans have to be repaid?

Sell the Business

94Business Continuation Planning Issues

a ready market for your closely-held business interest.

a predetermined price at which the buyer will purchase and you will sell your business
interest.

the funds to complete the sale at your death or disability.

an established business value for estate planning purposes.

the peace of mind that comes with knowing you have preserved the value of your business
interest.

When a potential buyer for a small business interest can be identified...a co-owner, a key
employee or an outsider... advance planning can provide:

Without a capable family member to continue
the business, it can be difficult to preserve the
value of a small business interest UNLESS a
market for the business is created PRIOR to the
owner's death or disability.

Sell the Business InterestObjective:

continued on next slide

Sell the Business

95Business Continuation Planning Issues

When your objective is to sell your business,
these are some of the issues you must consider:

To whom will your business interest be sold...a co-owner or owners, a key employee or an
outsider?

At what events will your business interest be sold...death and/or disability?

What is the value of your business interest? What would a willing buyer pay for your
business? For how much would you sell your business?

What will be the source of the funds needed to complete the sale?

Sell the Business InterestObjective:

Liquidate the Business

96Business Continuation Planning Issues

to pay estate taxes and other estate settlement
costs.

to continue an income to the disabled owner or
surviving family.

to allow the time for a planned liquidation that
maximizes the liquidation value of the business.

to offset the diminished value of the business that
results from even a planned liquidation.

When a business cannot be retained by the family or
sold at an owner's death or disability, advance
planning can enable a planned, orderly liquidation of
the business by providing the funds needed:

Unfortunately, in some situations
there is no capable family
member willing to continue the
business and a willing buyer
cannot be identified. In these
situations, the only alternative
may be to liquidate the business
at the owner's death or
disability.

Without proper advance
planning, however, a financially-
disastrous forced liquidation may
result. A forced liquidation can
greatly diminish the value of the
business asset, while eliminating
the source of income upon which
the owner or surviving family
depended.

Liquidate the Business InterestObjective:

continued on next slide
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Liquidate the Business

97Business Continuation Planning Issues

Liquidate the Business InterestObjective:

When your objective is to plan for the orderly liquidation of your business at your death or
disability, these are some of the issues you must consider:

What is the value of your business if it could be sold as a "going concern?"

What is the liquidation value of your business, if liquidated on a planned basis?

Do you want to offset the diminished planned liquidation value of your business?

What cash and income needs must be satisfied to allow for a planned liquidation of your
business at your death or disability?

How will the funds be provided to allow for an orderly liquidation of your business?

Estate Planning Considerations

98Business Continuation Planning Issues

Whatever your objective – to retain your business interest for your family, to sell your business or to
liquidate your business on a planned basis – your plan also must take into account certain estate
planning considerations.

continued on next slide

The federal estate tax is a progressive tax on the right to transfer property at death. In 2021, federal
estate tax rates begin at 18% and increase to as much as 40% of the taxable value of an estate.

The federal estate tax is a transfer tax imposed on the privilege of transferring property at death, while
the federal gift tax is imposed on the transfer of property during the property owner's lifetime. Both
taxes are levied on the right to transfer property, and not on the property itself. The amount of tax
payable, however, is measured by the value of the transferred property.

Once the tentative federal estate or gift tax is determined, it is then reduced by an estate and gift tax
unified credit. This means that taxable estates with a value equal to or less than the unified credit
equivalent will not be liable for federal estate tax. The same is true of cumulative lifetime taxable gifts
which, however, will be brought back into the owner's estate for federal estate tax calculation
purposes. The unified credit equivalent is equal to $11,700,000 in 2021, as adjusted for inflation,
meaning that an individual currently can transfer property valued up to $11,700,000, whether during
life and/or at death, without incurring a tax liability.

Estate Planning Considerations

99Business Continuation Planning Issues

In addition, "portability" of the maximum estate tax unified credit between spouses is available, 
meaning that a surviving spouse can elect to take advantage of any unused portion of the estate tax 
unified credit of his or her predeceased spouse (the equivalent of $11,700,000 in 2021).  As a result, 
with this election and careful estate planning, married couples can effectively shield over $23 million 
plus (as adjusted for inflation) from the federal estate and gift tax.  

Finally, estate tax deferral allows payment of estate tax attributable to the value of a closely-held 
business included in the estate to be deferred for up to five years.

No discussion of estate planning considerations in regard to business continuation would be complete
without mention of the generation-skipping transfer tax (GSTT). An objective of the federal
government is to collect taxes on the transfer of property from one generation to the next generation.
If, however, an estate owner is able to skip the members of the immediately lower next generation and
transfer property to someone two or more generations removed, the government is deprived of the
estate tax that would have been collected on that property at the death of members in the immediately
lower next generation. As a result, a generation-skipping transfer in excess of available exemptions is
subject to the maximum federal estate and gift tax rate of 40% in 2021. The GSTT is in addition to any
federal estate or gift tax due and is payable by the transferor, the transferor's estate or by the trustee of
a trust making a generation-skipping transfer.

Your professional tax advisor can assist you in developing business and estate plans with the
flexibility needed to adjust to an uncertain tax future.

Odds of Becoming Disabled

100Business Continuation Planning Issues

Consider the Odds of a Business Owner Becoming
Disabled for 90 Days or Longer Prior to Age 65:*

Are you willing to gamble your financial security and that of your family on these odds?

* Source: Commissioners Individual Disability Table A (NOTE: The 1985 CIDA is the most current morbidity table available for
individual disability claim experience and is in use by many State Insurance Departments.)

Age Number of Business Owners

1 2 3 4 5

30 54% 79% 90% 96% 98%

35 50% 75% 88% 94% 97%

40 45% 70% 84% 91% 95%

45 40% 64% 78% 87% 92%

50 33% 55% 70% 80% 86%

55 25% 43% 57% 68% 76%

Age When 
Disabled

Average Duration of 
Disability

30 2.2 years

35 2.5 years

40 2.7 years

45 2.9 years

50 2.8 years

55 2.5 years

It's also important to know that a
disability lasting for more than 90
days is likely to continue for:*

97 98
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Odds of Dying

101Business Continuation Planning Issues

Here are the statistical chances of death prior to age 65 of owners in a business:

Source: Commissioners Standard Mortality Table

What Are the Odds of an Owner Dying Prior to Age 65?

One Owner Two Owners Three Owners

Owner’s Age Chance of Death The Two 
Owners’ Ages

Chance of Death 
of One Owner

The Three 
Owners’ Ages

Chance of Death 
of One Owner

30 28% 30, 30 48% 30, 30, 30 63%

35 27% 30, 40 47% 40, 40, 45 59%

40 26% 30, 50 44% 50, 50, 50 53%

50 22% 40, 55 39% 30, 55, 60 48%

55 18% 50, 60 31% 45, 55, 60 45%

60 17% 60, 60 22% 55, 60, 60 36%

A few hours spent in business continuation planning can turn uncertainty 
into certainty... for you, your family and your employees.

Why Do You Need to Know the Value of Your Business?

103Business Valuation

There are many reasons why the owners of closely-held businesses need to know the value of
their business interests, including:

For estate planning purposes, the value of the business interest may have a substantial
impact on any estate taxes payable at the owner's death. In addition, the value of the
business in relation to other estate assets can determine whether a deceased owner's
estate is eligible for certain tax relief provisions, such as Section 303. Finally, a business
valuation that meets certain requirements may fix the value of the business for federal
estate tax purposes.

For business continuation planning purposes, it is important to be able to determine the
price at which a closely-held business interest will be sold at an owner's death, disability or
retirement.

The owners of closely-held businesses who plan to gift all or a portion of their ownership
interests must know the value for gift tax purposes.

A realistic business valuation can assist in obtaining additional business loans.

Knowing the value of the business can be helpful in justifying to the IRS the reasonableness
of compensation paid to owner-employees.

What Is the Value of Your Business?

104Business Valuation

This means that the value of a business is the amount that a willing buyer would pay a
willing seller for the business, assuming that both parties have knowledge of all material
facts and neither is under any compulsion to buy or to sell.

In the case of publicly-traded corporations, value can be determined by the price that willing
buyers will pay for the corporation's stock on a stock exchange.

In the case of closely-held businesses, however, there is generally no such ready market for the
sale of the business interest. As a result, a business valuation method is frequently used to
determine the value of a closely-held business...a value that can then be used to satisfy a variety
of estate planning, business planning and financial needs and objectives.

The value of a business is usually defined in terms of market value or fair
market value.

?

101 102

103 104



2/5/2021

27

IRS Guidelines for Business Valuation

105Business Valuation

In Revenue Ruling 59-60, the IRS set forth a series of factors for the valuation of a closely-held business.
Those eight factors are:

Nature and history of the business, including factors that will
affect the value of the business.

Business environment, including the national economic outlook
and the ability of the business to compete within its industry.

Company's financial position, including book value and its
growth.

Earning capacity, including earning trends.

Capacity of a corporation to pay dividends, considering the
ability of shareholder-employees to substitute salaries and
bonuses for dividends.

Intangible values, such as goodwill.

Any previous sales of a corporation's stock.

Comparison with the value of similar companies, such as
publicly-traded corporations in the same line of business.

Since there is no one
recommended approach
to valuing closely-held
business interests, these
guidelines and their
relative importance to the
type of business should be
closely considered.

For example, the IRS tends
to place considerable
weight on earning capacity
in valuing a business,
particularly one that sells
products or services.

1.

2.

3.

4.

5.

6.

7.

8.

What Methods Can You Use to Value Your Business?

106Business Valuation

There are a number of methods available for use in estimating the value of a closely-held business.
These methods fall into four categories:

After considering the valuations arrived at by other methods, the owners select a
specific dollar amount at which each would be willing to buy or sell the business
interest.

The value of the business is equal to business assets minus liabilities. Book value can
also be adjusted to reflect asset appreciation or depreciation.

There are a variety of formulas that make use of business earnings and intangibles,
such as goodwill, in valuing the business. These include:

Straight Capitalization
Capitalization of Earnings
Years' Purchase or Discounted Goodwill

Several of the other methods are averaged together to arrive at a business valuation.

Let's see how these business valuation methods relate to your business. The valuations that follow
must be considered illustrative. In order to accurately establish the value of your business, you should
consult a professional with a specialty in business valuation.

Fixed Price 
Method

Book Value 
Method

Formula 
Methods

Combination 
Method

Sample Business Valuation Profile

107Business Valuation

This is the information that has been used in developing the illustrative business valuations that follow:

Net Worth Information

Total Assets (Balance Sheet Value):

Total Assets Adjusted for Appreciation/ 
Depreciation:

Total Liabilities (Balance Sheet):

$  7,500,000

$  6,000,000

$  2,500,000

Average Annual Adjusted Earnings

(Earnings net of taxes and
ordinary business expenses, but
adjusted for any extraordinary
expense or income items and
for owners' compensation in
excess of replacement costs;
most recent five years or
number of years in business if
less.)

2020:

2019:

2018:

2017:

2016:

$  9,000,000

$  8,000,000

$  7,000,000

$  6,000,000

$  5,000,000

$ 35,000,000 /  5  =

$  7,000,000

Capitalization Factor 5

1-3   Unpredictable Earnings 
4-6   Somewhat Predictable Earnings 
7-9   Predictable Earnings

Reasonable Expected 
Rate of Return on Capital

12%

8%-10%      Low Risk Business
11%-15%    Average Risk Business
16%-20%    Speculative Business

Years Goodwill Expected 
to Last

2

2 to 10 years

Using the Fixed Price Method

108Business Valuation

After considering book value and other valuation methods, the owners agree on a price for which they
would be willing to buy or to sell the business interest.

Advantages Disadvantages+ -

This method is fair in that the price results from
head-to-head negotiations between the owners.

If provision is made for periodic adjustments, the
fixed price method can be flexible enough to
reflect changing economic conditions.

This method is straightforward and free of
complex terms and formulas.

With a fixed dollar amount, it is possible to keep
a buy-sell agreement adequately funded at all
times.

Unless all pertinent factors that affect
the value of the business are
considered, the fixed price method
may be little more than a
"guesstimate“.

Quickly changing economic conditions
can invalidate a fixed price, making
fairly frequent re-determinations of
the price more important.

Fixed Price Value Based on your estimate, $5,000,000 is the fixed price value of this sample business.

105 106
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Using the Book Value Method

109Business Valuation

A book value valuation is equal to business assets less liabilities, as listed on the balance sheet. Book
value is essentially the liquidation value of a business.

Advantages
Disadvantages

+
-

An easy-to-use method of business
valuation.

A good starting point.

May be most suitable for an investment or
holding company, or for companies in
which the death of an owner would cause
goodwill to vanish immediately.

Unless adjusted, does not take into
account asset appreciation or
depreciation.

Ignores the value of goodwill.

Seldom a true measure of the value of a
business as a going concern, particularly
when business earnings are based on the
sale of products or services.

Book Value Based on the information you provided, $5,000,000 is the illustrative book 
value of this sample business.

Balance Sheet Assets
Balance Sheet Liabilities

Book Value

$  7,500,000
- 2,500,000
$  5,000,000

Using the Straight Capitalization Method

110Business Valuation

The straight capitalization method estimates the value of the business as a going concern by taking
intangibles such as goodwill into account. The value of the business is defined by the amount of capital
that, given the predictability of business earnings, will produce the same earnings that the business has
produced over the past several years (usually five).

To be accurate, the capitalization factor, or multiplier, used should reflect the predictability of business
earnings...the more predictable the earnings, the higher the earnings multiplier that should be used.

Advantages Disadvantages+ -

A simple formula
that is easy to
understand.

Estimates the value
of the business as a
going concern.

Does not recognize the difference between net earnings and
realized income unless earnings are adjusted to reflect only the
replacement cost portion of owners' salaries.

Selection of the capitalization factor is usually, at best, an educated
guess.

A relatively small change in the capitalization factor used can have
a substantial effect on the business valuation.

continued on next slide

Using the Straight Capitalization Method

111Business Valuation

Straight Capitalization Value Based on the information you provided, $35,000,000 is the
illustrative straight capitalization value of this sample business.

Average Annual Adjusted Earnings
Capitalization Factor

Straight Capitalization Valuation

$    7,000,000
x                    5
$ 35,000,000

Using the Capitalization of Earnings Method

112Business Valuation

Similar to the straight capitalization method, capitalization of earnings values the business by breaking
down the company's value into two components: one attributable to tangible business assets (capital)
and the second attributable to intangibles such as goodwill and management talent.

A fair rate of return on adjusted book value (capital) is assumed. Any earnings above this return on
capital are then attributed to intangibles and capitalized at a rate appropriate to the company's stability.

Advantages Disadvantages+ -

Takes into account both book value
and intangibles, such as goodwill.

Adjusts book value to reflect asset
appreciation/depreciation.

Described by the IRS in Revenue
Ruling 68-609 as a way to value
goodwill.

A more complex formula.

Guesswork is involved in selecting a fair rate of
return on capital and the capitalization factor, both
of which can substantially impact the business
valuation.

continued on next slide
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Using the Capitalization of Earnings Method

113Business Valuation

Capitalization of Earnings 
Value

Based on the information you provided, $36,400,000 is the illustrative
capitalization of earnings value of this sample business.

Total Adjusted Assets
Total Liabilities

Adjusted Book Value

$  6,000,000
- 2,500,000
$ 3,500,000

Average Annual Adjusted Earnings
Return on Capital

Earnings Attributable to Intangibles

$  7,000,000
- 420,000
$ 6,580,000

Fair Rate of Return (12%)
Return on Capital

x               .12
$ 420,000

Capitalization Factor
Capitalized Value of Intangibles

x                  5
$32,900,000

Adjusted Book Value
Capitalization of Earnings Valuation

+ 3,500,000
$36,400,000

Using the Years’ Purchase or Discounted Goodwill Method

114Business Valuation

Similar to the capitalization of earnings method, the years' purchase method assumes that the value of
intangibles such as goodwill does not extend beyond a specified number of years (2 to 10) after the
business interest has been transferred to another party. To accomplish this, the capitalized goodwill figure
must be discounted.

Advantages Disadvantages+ -

Takes into account both book value
and intangibles, such as goodwill.

Adjusts book value to reflect asset
appreciation/depreciation.

May be a more realistic estimate
of the value of intangibles such as
goodwill.

An even more complex formula.

Guesswork is involved in selecting a fair rate of
return on capital, the capitalization factor and years
goodwill will last, all of which can substantially
impact the business valuation.

continued on next slide

Using the Years’ Purchase or Discounted Goodwill Method

115Business Valuation

Years' Purchase Value Based on the information you provided, $29,727,551 is the illustrative
years' purchase value of this sample business.

Total Adjusted Assets
Total Liabilities

Adjusted Book Value

$  6,000,000
- 2,500,000
$ 3,500,000

Average Annual Adjusted Earnings
Return on Capital

Earnings Attributable to Intangibles

$  7,000,000
- 420,000
$ 6,580,000

Fair Rate of Return (12%)
Return on Capital

x               .12
$ 420,000

Capitalization Factor
Capitalized Value of Intangibles

x                  5
$32,900,000

Discount Factor (2 years at 12%)
Discounted Value of Goodwill

x   .0797190
$26,227,551

Adjusted Book Value
Years' Purchase Valuation

+ 3,500,000
$29,727,551

Summary of Illustrative Business Valuations

116Business Valuation

Owner's Fixed Price Estimate

Book Value Method

Straight Capitalization Method

Capitalization of Earnings Method

Years' Purchase Method

5,000,000

5,000,000

35,000,000

36,400,000

29,727,551

$

$

$

$

$

Illustrative Business Values

Combination 
Method

With the combination method, book value and the three formula methods are
averaged together with the owner's estimate of business value.

Using the illustrative business values shown above, $22,225,510 is the illustrative
average estimated value of this sample business.
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Another Alternative: The Professional Appraisal

117Business Valuation

For those business owners who are uncertain about the value of their business and cannot come to a
common agreement on the best valuation method, a third-party professional appraisal may provide the
solution.

Advantages Disadvantages+ -

Owners are relieved of the periodic time-
consuming analysis of valuation factors and
methods.

Periodic reevaluations are not necessary if
the appraisal is to be done at an owner's
death.

An appraisal may yield a more realistic
valuation based on a variety of techniques
and factors.

Appraisal fees can be substantial.

If the value of the business is not
determined until after an owner dies, it
may not be possible to develop estate,
retirement and/or business continuation
plans that provide the needed funding.

What Happens When a Business Owner Becomes Disabled?

119A Sole Proprietorship Insured Disability Buy-Sell Plan

While the disability of a business owner may have no legal impact on
the ability of a closely-held business to continue in operation, there
are some very real practical consequences that can have a serious
impact on... the owner... the owner's family... and on any employees
of the business.

For starters, the expertise of the disabled owner has probably been lost, which can be a serious
blow to the business.

Then there is the matter of continuing an income to the disabled owner and the impact this will
have on the business and on its ability to remain a viable going concern.

Finally, there is the issue of the firm’s employees...

Will they be able to manage and operate the business without the disabled owner’s expertise, or
will they find themselves out of a job?

?

Problems Faced by a Disabled Business Owner

120A Sole Proprietorship Insured Disability Buy-Sell Plan

Family Income Will the business be able to continue an adequate income to the
disabled owner in order to maintain the owner’s and family’s
lifestyle? If so, for how long? If not, what other sources of income
will be available to the disabled owner?

What impact will the disabled owner’s absence have on business
profitability? How will continuing an income to a disabled owner
impact on the value of the business? How can a disabled owner
receive the fair market value of his or her share of the business?

A business owner who is disabled and unable to work is faced with problems such as:

Value of the Business

117 118
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Odds of Becoming Disabled

121A Sole Proprietorship Insured Disability Buy-Sell Plan

Consider the Odds of a Business Owner Becoming
Disabled for 90 Days or Longer Prior to Age 65:*

* Source: Commissioners Individual Disability Table A (NOTE: The 1985 CIDA is the most current morbidity table available for
individual disability claim experience and is in use by many State Insurance Departments.)

Age Number of Business Owners

1 2 3 4 5

30 54% 79% 90% 96% 98%

35 50% 75% 88% 94% 97%

40 45% 70% 84% 91% 95%

45 40% 64% 78% 87% 92%

50 33% 55% 70% 80% 86%

55 25% 43% 57% 68% 76%

Age When 
Disabled

Average Duration of 
Disability

30 2.2 years

35 2.5 years

40 2.7 years

45 2.9 years

50 2.8 years

55 2.5 years

It's also important to know that a
disability lasting for more than 90
days is likely to continue for:*

There is, however, a potential solution to avoiding the problems that can arise when
the possibility of a business owner suffering a long-term disability becomes a reality...

A Potential Solution Using Disability Buy-Out Insurance

122A Sole Proprietorship Insured Disability Buy-Sell Plan

When a potential purchaser for the sole proprietorship exists -- a key employee, a relative, or
even a competitor -- an insured disability buy-sell plan can provide for an orderly transfer of
business ownership at the sole proprietor's permanent disability.

When a business and its owner implement a disability buy-sell plan in advance, disability buy-out
insurance can be used to provide the funds needed to purchase the disabled owner's interest for
a previously agreed-upon price.

The sale and the price of a disabled owner's business interest are guaranteed.

The funds to complete the sale are available exactly when needed at an owner's disability.

The disabled owner benefits from a source of cash that can be used to meet ongoing
income needs.

A potential forced liquidation of the business is avoided.

A loss of business momentum is minimized.

Funds (or even an ownership interest) needed to hire a replacement are more readily
available.

With advance planning, an insured disability buy-sell plan can accomplish the following:

How Can a Disability Buy-Sell Plan Be Funded?

123A Sole Proprietorship Insured Disability Buy-Sell Plan

There are FOUR ways a disability buy-sell plan can be funded:

Cash Method1.

The prospective purchaser could accumulate sufficient cash to buy the business interest at the
owner’s disability. Unfortunately, it could take many years to save the necessary funds, while the
full amount may be needed in just a few months or years. In addition, accumulated earnings tax
problems might arise for corporations.

Installment Method2.

The purchase price could be paid in installments after an owner’s disability. For the new owner,
this could mean a drain on business income for years. In addition, payments to the disabled
owner would be dependent on future business performance after the owner’s disability.

continued on next slide

How Can a Disability Buy-Sell Plan Be Funded?

124A Sole Proprietorship Insured Disability Buy-Sell Plan

Loan Method3.

Assuming that the business or its new owner could obtain a business loan after the sole
proprietor’s disability, borrowing the purchase price requires that future business income be
used to repay the loan PLUS interest.

Insured Method4.

Only disability buy-out insurance can guarantee that the cash needed to complete the sale,
through either a single sum or installment purchase, will be available exactly when needed,
assuming that the business has been accurately valued. Guarantees are subject to the claims-
paying ability of the issuing insurance company.
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The Mechanics of an Insured Disability Buy-Sell Plan

125A Sole Proprietorship Insured Disability Buy-Sell Plan

The disability buy-out policy on the sole proprietor is owned by the
purchaser, who is also named as the beneficiary.

Sole Proprietor

Insurance 
Company

Buy-Sell 
Agreement

($500,000 Sole 
Proprietorship)

The purchaser buys sufficient disability buy-out insurance
on the sole proprietor to purchase the business and pays
the premiums.

$500,000 Disability Buy-Out Policy

The bottom line is that a disability
buy-sell plan funded with disability
buy-out insurance is an economical
and efficient method of providing
the cash necessary to purchase a
permanently disabled owner’s
business interest.

Purchaser
Nondeductible Premiums for 

Disability Buy-Out Insurance on 
Sole Proprietor

Insured: Sole Proprietor
Owner: Purchaser

Beneficiary: Purchaser

The sole proprietor and
purchaser enter into a buy-
sell agreement in which the
sole proprietor agrees to
sell and the purchaser
agrees to buy the business
for an agreed-upon price if
the sole proprietor
becomes totally and
permanently disabled.

Here's how an insured disability buy-sell plan could work 
for you and your business today...

continued on next slide

The Mechanics of an Insured Disability Buy-Sell Plan

126A Sole Proprietorship Insured Disability Buy-Sell Plan

If the sole proprietor becomes totally and permanently
disabled, the disability buy-out proceeds are received in
an income tax-free lump sum or in income tax-free
installments by the purchaser, who is the policy owner
and beneficiary.

Purchaser Insurance 
Company

Bu
si

ne
ss

 In
te

re
st

$500,000 Tax-Free Disability 
Buy-Out Benefit

Disabled Sole 
Proprietor

The purchaser uses the proceeds of the disability
buy-out policy to buy the disabled sole proprietor's
business for the purchase price agreed upon in the
buy-sell agreement. The purchase price is paid in a
lump sum or in installments, as specified in the
agreement.

Here's how an insured disability buy-sell plan 
could work if the sole proprietor is totally and 

permanently disabled...

$500,000
Purchase Price
(Lump Sum or 
Installments)

What Are the Other Features of an Insured Disability Buy-Sell Plan?

127A Sole Proprietorship Insured Disability Buy-Sell Plan

In addition to serving as a source of funding, an insured disability buy-sell plan can provide a
variety of other features:

When the definition of total disability is the same in the insurance contract and buy-sell
agreement, as is recommended, payment of the insurance proceeds needed to purchase a
disabled owner's business interest is prompt and certain.

The event creating the need for cash -- an owner's total disability -- triggers payment of
the disability buy-out proceeds. The disability buy-out contract provides the dollars for a
certain need -- purchase of the business interest -- that arises at an uncertain time --
disability.

Disability buy-out insurance proceeds can be payable in a lump sum, in installments (the
lowest premium cost), or in a combination of both.

If the disability buy-out proceeds exceed the total premiums paid, this gain generally is
received free of income tax. For example, if only 25 cents of each dollar of disability buy-
out benefit received has been paid in premiums, the 75 cent gain is received income tax
free!

continued on next slide

What Are the Other Features of an Insured Disability Buy-Sell Plan?

128A Sole Proprietorship Insured Disability Buy-Sell Plan

Disability buy-out insurance avoids the problems associated with the other methods for
financing the purchase of a business interest at an owner's total disability.

Selection of a waiting period, such as 12 to 36 months, in the policy and buy-sell
agreement can be used to trigger the buy-out only after it can be reasonably assumed that
the disabled owner will be unable to return to work.

During the waiting period, a disabled owner's salary can be continued through a salary
continuation plan funded with disability income coverage.

Disability buy-sell provisions can be included in a buy-sell plan covering the purchase of an
owner's business interest at death and/or retirement as well.
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Summary of Insured Disability Buy-Sell Plan Tax Results

129A Sole Proprietorship Insured Disability Buy-Sell Plan

Premium payments for disability buy-out insurance to fund an insured disability buy-sell plan are
not tax deductible, whether paid by the business or the individual owners.

Disability buy-out policy proceeds generally are not subject to regular income tax, whether paid
to a business or to individuals.

The transfer of the disabled owner's business interest in exchange for the disability buy-out
proceeds is treated as the sale of a capital asset. The disabled owner is subject to the payment of
taxes at capital gains rates to the extent that the purchase price exceeds his or her basis in the
business.

A professional tax advisor should be consulted for more detailed information on the taxation of
insured disability buy-sell plans.

Insured Disability Buy-Sell Plan Action Checklist

130A Sole Proprietorship Insured Disability Buy-Sell Plan

Establish the value of the business.

Select disability buy-out insurance with the appropriate definition of total disability, waiting
period and payment method.

Establish the owner’s insurability.

Arrange for payment of premiums.

Now...

Draft and execute a disability buy-sell
agreement.

Review the issued policies.

Evaluate funding options for the
purchase of the business at the sole
proprietor’s death or retirement.

Short-Term...

An annual review can help ensure that
the plan and its funding remain current.

Evaluate the need for a salary
continuation plan.

Longer-Term...

What Happens When a Business Owner Becomes Disabled?

132A Partnership Insured Cross Purchase Disability Buy-Sell Plan

While the disability of a business owner may have no legal impact
on the ability of a closely-held business to continue in operation,
there are some very real practical consequences that can have a
serious impact on... the owner... the owner's family... and on any
other owners active in the business.

For starters, the expertise of the disabled owner has probably been lost, which can be a serious
blow to the business.

Then there is the matter of continuing an income to the disabled owner and the impact this will
have on the business and on the remaining active owners' ability to hire a replacement.

Finally, there is the issue of the disabled owner's priorities for the business...

Will they remain consistent with those of the remaining active owners, or will the disabled
owner's need for funds cause conflict?

?
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Problems Faced by a Disabled Business Owner

133A Partnership Insured Cross Purchase Disability Buy-Sell Plan

Family Income Will the business be able to continue an adequate income to the
disabled owner in order to maintain the owner’s and family’s
lifestyle? If so, for how long? If not, what other sources of income
will be available to the disabled owner?

What impact will the disabled owner’s absence have on business
profitability? How will continuing an income to a disabled owner
impact on the value of the business? Will the disabled owner’s
priorities for the business remain consistent with those of the
remaining active owners, or will conflict result? How can a
disabled owner receive the fair market value of his or her share of
the business?

A business owner who is disabled and unable to work is faced with problems such as:

Value of the Business

Problems Faced by Active Owners

134A Partnership Insured Cross Purchase Disability Buy-Sell Plan

Drain on 
Income

For how long will the active owners be able to maintain business profitability
while continuing an income to a disabled owner who is not contributing to
business operations?

Will the business be able to afford to hire a replacement for a disabled owner?
If not, how will the services of the disabled owner be replaced?

Since a disabled owner maintains a legal voice in the business, will the active
owners suddenly be faced with a disabled owner who has very different
priorities in regard to business earnings, growth and expansion?

Will the disabled owner want to have a spouse or other family member assume
his or her role in the business? Will this person be both qualified and
acceptable to the active owners?

How will business creditors react to the loss of a disabled owner’s services?
What impact will continuing a disabled owner’s income have on the ability to
secure additional business credit?

When one business owner becomes permanently disabled, the owners remaining active in the business
may have to deal with problems such as:

Different Priorities

Replacing the 
Disabled Owner

Family Members

Credit Problems

Odds of Becoming Disabled

135A Partnership Insured Cross Purchase Disability Buy-Sell Plan

Consider the Odds of a Business Owner Becoming
Disabled for 90 Days or Longer Prior to Age 65:*

* Source: Commissioners Individual Disability Table A (NOTE: The 1985 CIDA is the most current morbidity table available for
individual disability claim experience and is in use by many State Insurance Departments.)

Age Number of Business Owners

1 2 3 4 5

30 54% 79% 90% 96% 98%

35 50% 75% 88% 94% 97%

40 45% 70% 84% 91% 95%

45 40% 64% 78% 87% 92%

50 33% 55% 70% 80% 86%

55 25% 43% 57% 68% 76%

Age When 
Disabled

Average Duration of 
Disability

30 2.2 years

35 2.5 years

40 2.7 years

45 2.9 years

50 2.8 years

55 2.5 years

It's also important to know that a
disability lasting for more than 90
days is likely to continue for:*

There is, however, a potential solution to avoiding the problems that can arise when
the possibility of a business owner suffering a long-term disability becomes a reality...

A Potential Solution Using Disability Buy-Out Insurance

136A Partnership Insured Cross Purchase Disability Buy-Sell Plan

For many businesses, an answer to the problems arising at the permanent disability of an owner is to
purchase the disabled owner's share of the business for its fair market value.

When a business and its owners implement a disability buy-sell plan in advance, disability buy-out
insurance can be used to provide the funds needed to purchase the disabled owner's interest for a
previously agreed-upon price.

The sale and the price of a disabled owner's business interest are guaranteed.

The funds to complete the sale are available exactly when needed at an owner's disability.

The disabled owner benefits from a source of cash that can be used to meet ongoing income
needs.

A potential forced liquidation of the business is avoided.

The remaining active owners avoid any undesired management changes.

A loss of business momentum is minimized.

Funds (or even an ownership interest) needed to hire a replacement are more readily available.

With advance planning, an insured disability buy-sell plan can accomplish the following:
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How Can a Disability Buy-Sell Plan Be Funded?

137A Partnership Insured Cross Purchase Disability Buy-Sell Plan

There are FOUR ways a disability buy-sell plan can be funded:

Cash Method1.

The business or its owners could accumulate sufficient cash to buy the business interest at an
owner’s disability. Unfortunately, it could take many years to save the necessary funds, while the
full amount may be needed in just a few months or years. In addition, accumulated earnings tax
problems might arise for corporations.

Installment Method2.

The purchase price could be paid in installments after an owner’s disability. For the remaining
active owners, this could mean a drain on business income for years. In addition, payments to
the disabled owner would be dependent on future business performance after the owner’s
disability.

continued on next slide

How Can a Disability Buy-Sell Plan Be Funded?

138A Partnership Insured Cross Purchase Disability Buy-Sell Plan

Loan Method3.

Assuming that the business could obtain a business loan after an owner’s disability, borrowing
the purchase price requires that future business income be used to repay the loan PLUS interest.

Insured Method4.

Only disability buy-out insurance can guarantee that the cash needed to complete the sale,
through either a single sum or installment purchase, will be available exactly when needed,
assuming that the business has been accurately valued. Guarantees are subject to the claims-
paying ability of the issuing insurance company.

The Mechanics of an Insured Disability Cross Purchase Buy-Sell Plan

139A Partnership Insured Cross Purchase Disability Buy-Sell Plan

Each partner owns, is the beneficiary of and pays the nondeductible
premiums for disability buy-out insurance on the other partner(s) in
an amount approximately equal to that partner's share of the
purchase price.

Partner A

Insurance 
Company

Cross Purchase 
Disability Buy-Sell 

Agreement
($500,000 

Partnership)

$250,000 Disability Buy-Out Policy

The bottom line is that a cross
purchase disability buy-sell plan
funded with disability buy-out
insurance is an economical and
efficient method of providing the
cash necessary to purchase a
permanently disabled partner's
business interest.

Partner B

Insured: Partner B
Owner: Partner A

Beneficiary: Partner A

The partners enter into
a disability buy-sell
agreement under
which they agree to
buy a totally and
permanently disabled
partner's interest and
the disabled partner
agrees to sell that
interest to the healthy
partner(s) for an
agreed-upon price.
The partnership itself is
not part of the
agreement.

Here's how an insured disability cross purchase buy-sell 
plan could work for your partnership today...

continued on next slide

Nondeductible Disability Buy-Out Premiums

$250,000 Disability Buy-Out Policy
Insured: Partner A
Owner: Partner B

Beneficiary: Partner B

Nondeductible Disability Buy-Out Premiums

The Mechanics of an Insured Disability Cross Purchase Buy-Sell Plan

140A Partnership Insured Cross Purchase Disability Buy-Sell Plan

If a partner becomes totally and permanently disabled,
each remaining partner receives the income tax-free
disability buy-out benefit from the policy owned on the
disabled partner.

Partner B Insurance 
Company

50
%

 P
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$250,000 Tax-Free 
Disability Buy-Out Benefit

Disabled Partner A

The healthy partner(s) then use the
proceeds of the disability buy-out policy
to purchase the partnership interest from
the disabled partner for the purchase
price agreed upon in the buy-sell
agreement. The purchase price is paid in
a lump sum or in installments, as
specified in the agreement.

Here's how an insured disability cross 
purchase buy-sell plan could work if Partner A 

is totally and permanently disabled...

$250,000
Purchase Price
(Lump Sum or 
Installments)
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What Are the Other Features of an Insured Disability Buy-Sell Plan?

141A Partnership Insured Cross Purchase Disability Buy-Sell Plan

In addition to serving as a source of funding, an insured disability buy-sell plan can provide a
variety of other features:

When the definition of total disability is the same in the insurance contract and buy-sell
agreement, as is recommended, payment of the insurance proceeds needed to purchase a
disabled owner's business interest is prompt and certain.

The event creating the need for cash -- an owner's total disability -- triggers payment of
the disability buy-out proceeds. The disability buy-out contract provides the dollars for a
certain need -- purchase of the business interest -- that arises at an uncertain time --
disability.

Disability buy-out insurance proceeds can be payable in a lump sum, in installments (the
lowest premium cost), or in a combination of both.

If the disability buy-out proceeds exceed the total premiums paid, this gain generally is
received free of income tax. For example, if only 25 cents of each dollar of disability buy-
out benefit received has been paid in premiums, the 75 cent gain is received income tax
free!

continued on next slide

What Are the Other Features of an Insured Disability Buy-Sell Plan?

142A Partnership Insured Cross Purchase Disability Buy-Sell Plan

Disability buy-out insurance avoids the problems associated with the other methods for
financing the purchase of a business interest at an owner's total disability.

Selection of a waiting period, such as 12 to 36 months, in the policy and buy-sell
agreement can be used to trigger the buy-out only after it can be reasonably assumed that
the disabled owner will be unable to return to work.

During the waiting period, a disabled owner's salary can be continued through a salary
continuation plan funded with disability income coverage.

Disability buy-sell provisions can be included in a buy-sell plan covering the purchase of an
owner's business interest at death and/or retirement as well.

Summary of Insured Disability Buy-Sell Plan Tax Results

143A Partnership Insured Cross Purchase Disability Buy-Sell Plan

Premium payments for disability buy-out insurance to fund an insured disability buy-sell plan are
not tax deductible, whether paid by the business or the individual owners.

Disability buy-out policy proceeds generally are not subject to regular income tax, whether paid
to the partnership or to the individual owners.

The transfer of the disabled owner's business interest in exchange for the disability buy-out
proceeds is treated as the sale of a capital asset. The disabled owner is subject to the payment of
taxes at capital gains rates to the extent that the purchase price exceeds his or her basis in the
business.

In a partnership cross purchase buy-sell arrangement, the tax basis of the remaining active
owners in the business is increased by the amount of the purchase price.

A professional tax advisor should be consulted for more detailed information on the taxation of
insured disability buy-sell plans.

Insured Disability Buy-Sell Plan Action Checklist

144A Partnership Insured Cross Purchase Disability Buy-Sell Plan

Establish the value of the business.

Select disability buy-out insurance with the appropriate definition of total disability, waiting
period and payment method.

Establish each owner’s insurability.

Arrange for payment of premiums.

Now...

Draft and execute a disability buy-sell
agreement.

Review the issued policies.

Evaluate funding options for the
purchase of ownership interests at each
owner’s death or retirement.

Short-Term...

An annual review can help ensure that
the plan and its funding remain current.

Evaluate the need for a salary
continuation plan.

Longer-Term...
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What Happens When a Business Owner Becomes Disabled?

146A Partnership Insured Entity Purchase Disability Buy-Sell Plan

While the disability of a business owner may have no legal impact on
the ability of a closely-held business to continue in operation, there
are some very real practical consequences that can have a serious
impact on... the owner... the owner's family... and on any other
owners active in the business.

For starters, the expertise of the disabled owner has probably been lost, which can be a serious
blow to the business.

Then there is the matter of continuing an income to the disabled owner and the impact this will
have on the business and on the remaining active owners' ability to hire a replacement.

Finally, there is the issue of the disabled owner's priorities for the business...

Will they remain consistent with those of the remaining active owners, or will the disabled
owner's need for funds cause conflict?

?

Problems Faced by a Disabled Business Owner

147A Partnership Insured Entity Purchase Disability Buy-Sell Plan

Family Income Will the business be able to continue an adequate income to the
disabled owner in order to maintain the owner’s and family’s
lifestyle? If so, for how long? If not, what other sources of income
will be available to the disabled owner?

What impact will the disabled owner’s absence have on business
profitability? How will continuing an income to a disabled owner
impact on the value of the business? Will the disabled owner’s
priorities for the business remain consistent with those of the
remaining active owners, or will conflict result? How can a
disabled owner receive the fair market value of his or her share of
the business?

A business owner who is disabled and unable to work is faced with problems such as:

Value of the Business

Problems Faced by Active Owners

148A Partnership Insured Entity Purchase Disability Buy-Sell Plan

Drain on 
Income

For how long will the active owners be able to maintain business profitability
while continuing an income to a disabled owner who is not contributing to
business operations?

Will the business be able to afford to hire a replacement for a disabled owner?
If not, how will the services of the disabled owner be replaced?

Since a disabled owner maintains a legal voice in the business, will the active
owners suddenly be faced with a disabled owner who has very different
priorities in regard to business earnings, growth and expansion?

Will the disabled owner want to have a spouse or other family member assume
his or her role in the business? Will this person be both qualified and
acceptable to the active owners?

How will business creditors react to the loss of a disabled owner’s services?
What impact will continuing a disabled owner’s income have on the ability to
secure additional business credit?

When one business owner becomes permanently disabled, the owners remaining active in the business
may have to deal with problems such as:

Different Priorities

Replacing the 
Disabled Owner

Family Members

Credit Problems
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Odds of Becoming Disabled

149A Partnership Insured Entity Purchase Disability Buy-Sell Plan

Consider the Odds of a Business Owner Becoming
Disabled for 90 Days or Longer Prior to Age 65:*

* Source: Commissioners Individual Disability Table A (NOTE: The 1985 CIDA is the most current morbidity table available for
individual disability claim experience and is in use by many State Insurance Departments.)

Age Number of Business Owners

1 2 3 4 5

30 54% 79% 90% 96% 98%

35 50% 75% 88% 94% 97%

40 45% 70% 84% 91% 95%

45 40% 64% 78% 87% 92%

50 33% 55% 70% 80% 86%

55 25% 43% 57% 68% 76%

Age When 
Disabled

Average Duration of 
Disability

30 2.2 years

35 2.5 years

40 2.7 years

45 2.9 years

50 2.8 years

55 2.5 years

It's also important to know that a
disability lasting for more than 90
days is likely to continue for:*

There is, however, a potential solution to avoiding the problems that can arise when
the possibility of a business owner suffering a long-term disability becomes a reality...

A Potential Solution Using Disability Buy-Out Insurance

150A Partnership Insured Entity Purchase Disability Buy-Sell Plan

For many businesses, an answer to the problems arising at the permanent disability of an owner is to
purchase the disabled owner's share of the business for its fair market value.

When a business and its owners implement a disability buy-sell plan in advance, disability buy-out
insurance can be used to provide the funds needed to purchase the disabled owner's interest for a
previously agreed-upon price.

The sale and the price of a disabled owner's business interest are guaranteed.

The funds to complete the sale are available exactly when needed at an owner's disability.

The disabled owner benefits from a source of cash that can be used to meet ongoing income
needs.

A potential forced liquidation of the business is avoided.

The remaining active owners avoid any undesired management changes.

A loss of business momentum is minimized.

Funds (or even an ownership interest) needed to hire a replacement are more readily available.

With advance planning, an insured disability buy-sell plan can accomplish the following:

How Can a Disability Buy-Sell Plan Be Funded?

151A Partnership Insured Entity Purchase Disability Buy-Sell Plan

There are FOUR ways a disability buy-sell plan can be funded:

Cash Method1.

The business or its owners could accumulate sufficient cash to buy the business interest at an
owner’s disability. Unfortunately, it could take many years to save the necessary funds, while the
full amount may be needed in just a few months or years. In addition, accumulated earnings tax
problems might arise for corporations.

Installment Method2.

The purchase price could be paid in installments after an owner’s disability. For the remaining
active owners, this could mean a drain on business income for years. In addition, payments to
the disabled owner would be dependent on future business performance after the owner’s
disability.

continued on next slide

How Can a Disability Buy-Sell Plan Be Funded?

152A Partnership Insured Entity Purchase Disability Buy-Sell Plan

Loan Method3.

Assuming that the business could obtain a business loan after an owner’s disability, borrowing
the purchase price requires that future business income be used to repay the loan PLUS interest.

Insured Method4.

Only disability buy-out insurance can guarantee that the cash needed to complete the sale,
through either a single sum or installment purchase, will be available exactly when needed,
assuming that the business has been accurately valued. Guarantees are subject to the claims-
paying ability of the issuing insurance company.
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The Mechanics of an Insured Disability Entity Purchase Buy-Sell Plan

153A Partnership Insured Entity Purchase Disability Buy-Sell Plan

The bottom line is that an entity
purchase disability buy-sell plan
funded with disability buy-out
insurance is an economical and
efficient method of providing the
cash necessary to purchase a
permanently disabled partner's
business interest.

Here's how an insured disability entity purchase buy-sell 
plan could work for your partnership today...

The partnership owns, is the beneficiary of and pays the
nondeductible premiums for disability buy-out insurance on each
partner in an amount approximately equal to each partner's share
of the purchase price.

Partnership Insurance 
CompanyEntity Purchase 

Disability Buy-Sell 
Agreement
($1,000,000 

Partnership with 
Four Equal Partners)

Nondeductible Disability Buy-Out 
Premiums

Partners

Owner: Partnership
Beneficiary: Partnership

Policy 1: $250,000    Policy 3: $250,000
Insured: Partner A    Insured: Partner C

Policy 2: $250,000    Policy 4: $250,000
Insured: Partner B    Insured: Partner D

The partnership and its 
owners enter into a 

disability entity purchase 
buy-sell agreement under 

which the partnership 
agrees to buy a totally 

and permanently 
disabled partner's 

interest and the disabled 
partner agrees to sell that 

interest to the 
partnership for an 

agreed-upon price.
continued on next slide

Four Disability Buy-Out Policies

The Mechanics of an Insured Disability Entity Purchase Buy-Sell Plan

154A Partnership Insured Entity Purchase Disability Buy-Sell Plan

If a partner becomes totally and permanently disabled,
the partnership receives the income-tax-free disability
buy-out benefit from the policy it owns on the disabled
partner.

Partnership Insurance 
Company
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$250,000 Tax-Free 
Disability Buy-Out Benefit

Disabled Partner A

The partnership uses the proceeds of the
disability buy-out policy to purchase the
partnership interest from the disabled
partner for the purchase price agreed
upon in the buy-sell agreement. The
purchase price is paid in a lump sum or
installments, as specified in the
agreement.

Here's how an insured disability entity 
purchase buy-sell plan could work if Partner A 

is totally and permanently disabled...

$250,000
Purchase Price
(Lump Sum or 
Installments)

What Are the Other Features of an Insured Disability Buy-Sell Plan?

155A Partnership Insured Entity Purchase Disability Buy-Sell Plan

In addition to serving as a source of funding, an insured disability buy-sell plan can provide a
variety of other features:

When the definition of total disability is the same in the insurance contract and buy-sell
agreement, as is recommended, payment of the insurance proceeds needed to purchase a
disabled owner's business interest is prompt and certain.

The event creating the need for cash -- an owner's total disability -- triggers payment of
the disability buy-out proceeds. The disability buy-out contract provides the dollars for a
certain need -- purchase of the business interest -- that arises at an uncertain time --
disability.

Disability buy-out insurance proceeds can be payable in a lump sum, in installments (the
lowest premium cost), or in a combination of both.

If the disability buy-out proceeds exceed the total premiums paid, this gain generally is
received free of income tax. For example, if only 25 cents of each dollar of disability buy-
out benefit received has been paid in premiums, the 75 cent gain is received income tax
free!

continued on next slide

What Are the Other Features of an Insured Disability Buy-Sell Plan?

156A Partnership Insured Entity Purchase Disability Buy-Sell Plan

Disability buy-out insurance avoids the problems associated with the other methods for
financing the purchase of a business interest at an owner's total disability.

Selection of a waiting period, such as 12 to 36 months, in the policy and buy-sell
agreement can be used to trigger the buy-out only after it can be reasonably assumed that
the disabled owner will be unable to return to work.

During the waiting period, a disabled owner's salary can be continued through a salary
continuation plan funded with disability income coverage.

Disability buy-sell provisions can be included in a buy-sell plan covering the purchase of an
owner's business interest at death and/or retirement as well.
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Summary of Insured Disability Buy-Sell Plan Tax Results

157A Partnership Insured Entity Purchase Disability Buy-Sell Plan

Premium payments for disability buy-out insurance to fund an insured disability buy-sell plan are
not tax deductible, whether paid by the business or the individual owners.

Disability buy-out policy proceeds generally are not subject to regular income tax, whether paid
to the partnership or to the individual owners.

The transfer of the disabled owner's business interest in exchange for the disability buy-out
proceeds is treated as the sale of a capital asset. The disabled owner is subject to the payment of
taxes at capital gains rates to the extent that the purchase price exceeds his or her basis in the
business.

In a partnership entity purchase buy-sell arrangement, the remaining active owners receive an
increased ownership share of the business, but no increase in their tax basis.

A professional tax advisor should be consulted for more detailed information on the taxation of
insured disability buy-sell plans.

Insured Disability Buy-Sell Plan Action Checklist

158A Partnership Insured Entity Purchase Disability Buy-Sell Plan

Establish the value of the business.

Select disability buy-out insurance with the appropriate definition of total disability, waiting
period and payment method.

Establish each owner’s insurability.

Arrange for payment of premiums.

Now...

Draft and execute a disability buy-sell
agreement.

Review the issued policies.

Evaluate funding options for the
purchase of ownership interests at each
owner’s death or retirement.

Short-Term...

An annual review can help ensure that
the plan and its funding remain current.

Evaluate the need for a salary
continuation plan.

Longer-Term...

What Happens When a Business Owner Becomes Disabled?

160A Corporate Insured Cross Purchase Disability Buy-Sell Plan

While the disability of a business owner may have no legal impact on
the ability of a closely-held business to continue in operation, there
are some very real practical consequences that can have a serious
impact on... the owner... the owner's family... and on any other owners
active in the business.

For starters, the expertise of the disabled owner has probably been lost, which can be a serious
blow to the business.

Then there is the matter of continuing an income to the disabled owner and the impact this will
have on the business and on the remaining active owners' ability to hire a replacement.

Finally, there is the issue of the disabled owner's priorities for the business...

Will they remain consistent with those of the remaining active owners, or will the disabled
owner's need for funds cause conflict?

?
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Problems Faced by a Disabled Business Owner

161A Corporate Insured Cross Purchase Disability Buy-Sell Plan

Family Income Will the business be able to continue an adequate income to the
disabled owner in order to maintain the owner’s and family’s
lifestyle? If so, for how long? If not, what other sources of income
will be available to the disabled owner?

What impact will the disabled owner’s absence have on business
profitability? How will continuing an income to a disabled owner
impact on the value of the business? Will the disabled owner’s
priorities for the business remain consistent with those of the
remaining active owners, or will conflict result? How can a
disabled owner receive the fair market value of his or her share of
the business?

A business owner who is disabled and unable to work is faced with problems such as:

Value of the Business

Problems Faced by Active Owners

162A Corporate Insured Cross Purchase Disability Buy-Sell Plan

Drain on 
Income

For how long will the active owners be able to maintain business profitability
while continuing an income to a disabled owner who is not contributing to
business operations?

Will the business be able to afford to hire a replacement for a disabled owner?
If not, how will the services of the disabled owner be replaced?

Since a disabled owner maintains a legal voice in the business, will the active
owners suddenly be faced with a disabled owner who has very different
priorities in regard to business earnings, growth and expansion?

Will the disabled owner want to have a spouse or other family member assume
his or her role in the business? Will this person be both qualified and
acceptable to the active owners?

How will business creditors react to the loss of a disabled owner’s services?
What impact will continuing a disabled owner’s income have on the ability to
secure additional business credit?

When one business owner becomes permanently disabled, the owners remaining active in the business
may have to deal with problems such as:

Different Priorities

Replacing the 
Disabled Owner

Family Members

Credit Problems

Odds of Becoming Disabled

163A Corporate Insured Cross Purchase Disability Buy-Sell Plan

Consider the Odds of a Business Owner Becoming
Disabled for 90 Days or Longer Prior to Age 65:*

* Source: Commissioners Individual Disability Table A (NOTE: The 1985 CIDA is the most current morbidity table available for
individual disability claim experience and is in use by many State Insurance Departments.)

Age Number of Business Owners

1 2 3 4 5

30 54% 79% 90% 96% 98%

35 50% 75% 88% 94% 97%

40 45% 70% 84% 91% 95%

45 40% 64% 78% 87% 92%

50 33% 55% 70% 80% 86%

55 25% 43% 57% 68% 76%

Age When 
Disabled

Average Duration of 
Disability

30 2.2 years

35 2.5 years

40 2.7 years

45 2.9 years

50 2.8 years

55 2.5 years

It's also important to know that a
disability lasting for more than 90
days is likely to continue for:*

There is, however, a potential solution to avoiding the problems that can arise when
the possibility of a business owner suffering a long-term disability becomes a reality...

A Potential Solution Using Disability Buy-Out Insurance

164A Corporate Insured Cross Purchase Disability Buy-Sell Plan

For many businesses, an answer to the problems arising at the permanent disability of an owner is to
purchase the disabled owner's share of the business for its fair market value.

When a business and its owners implement a disability buy-sell plan in advance, disability buy-out
insurance can be used to provide the funds needed to purchase the disabled owner's interest for a
previously agreed-upon price.

The sale and the price of a disabled owner's business interest are guaranteed.

The funds to complete the sale are available exactly when needed at an owner's disability.

The disabled owner benefits from a source of cash that can be used to meet ongoing income
needs.

A potential forced liquidation of the business is avoided.

The remaining active owners avoid any undesired management changes.

A loss of business momentum is minimized.

Funds (or even an ownership interest) needed to hire a replacement are more readily available.

With advance planning, an insured disability buy-sell plan can accomplish the following:
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How Can a Disability Buy-Sell Plan Be Funded?

165A Corporate Insured Cross Purchase Disability Buy-Sell Plan

There are FOUR ways a disability buy-sell plan can be funded:

Cash Method1.

The business or its owners could accumulate sufficient cash to buy the business interest at an
owner’s disability. Unfortunately, it could take many years to save the necessary funds, while the
full amount may be needed in just a few months or years. In addition, accumulated earnings tax
problems might arise for corporations.

Installment Method2.

The purchase price could be paid in installments after an owner’s disability. For the remaining
active owners, this could mean a drain on business income for years. In addition, payments to
the disabled owner would be dependent on future business performance after the owner’s
disability.

continued on next slide

How Can a Disability Buy-Sell Plan Be Funded?

166A Corporate Insured Cross Purchase Disability Buy-Sell Plan

Loan Method3.

Assuming that the business could obtain a business loan after an owner’s disability, borrowing
the purchase price requires that future business income be used to repay the loan PLUS interest.

Insured Method4.

Only disability buy-out insurance can guarantee that the cash needed to complete the sale,
through either a single sum or installment purchase, will be available exactly when needed,
assuming that the business has been accurately valued. Guarantees are subject to the claims-
paying ability of the issuing insurance company.

The Mechanics of an Insured Disability Cross Purchase Buy-Sell Plan

167A Corporate Insured Cross Purchase Disability Buy-Sell Plan

Each shareholder owns, is the beneficiary of and pays the
nondeductible premiums for disability buy-out insurance on the other
shareholder(s) in an amount approximately equal to that
shareholder's portion of the purchase price.

Shareholder A

Insurance 
Company

Cross Purchase 
Disability Buy-Sell 

Agreement
($1,000,000 
Corporation)

$500,000 Disability Buy-Out Policy

The bottom line is that a cross
purchase disability buy-sell plan
funded with disability buy-out
insurance is an economical and
efficient method of providing the
cash necessary to purchase a
permanently disabled shareholder’s
business interest.

Shareholder B

Insured: Shareholder B
Owner: Shareholder A

Beneficiary: Shareholder A

The shareholders enter
into a disability cross
purchase buy-sell
agreement under which
they agree to buy a totally
and permanently disabled
shareholder's stock and
the disabled shareholder
agrees to sell that stock to
the healthy shareholder(s)
for an agreed-upon price.
The corporation itself is
not part of the agreement.

Here's how an insured disability cross purchase buy-sell 
plan could work for your corporation today...

continued on next slide

Nondeductible Disability Buy-Out Premiums

$500,000 Disability Buy-Out Policy
Insured: Shareholder A
Owner: Shareholder B

Beneficiary: Shareholder B

Nondeductible Disability Buy-Out Premiums

The Mechanics of an Insured Disability Cross Purchase Buy-Sell Plan

168A Corporate Insured Cross Purchase Disability Buy-Sell Plan

If a shareholder becomes totally and permanently
disabled, each remaining shareholder receives the
income-tax-free disability buy-out benefit from the
policy owned on the disabled shareholder.

Shareholder B Insurance 
Company
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$500,000 Tax-Free 
Disability Buy-Out Benefit

Disabled 
Shareholder A

The healthy shareholder(s) then use the
proceeds to purchase, in a lump sum or
installments, the stock from the disabled
shareholder for the purchase price
agreed upon in the buy-sell agreement.

Here's how an insured disability cross 
purchase buy-sell plan could work if 

Shareholder A is totally and permanently 
disabled...

$500,000
Purchase Price
(Lump Sum or 
Installments)

165 166

167 168



2/5/2021

43

What Are the Other Features of an Insured Disability Buy-Sell Plan?

169A Corporate Insured Cross Purchase Disability Buy-Sell Plan

In addition to serving as a source of funding, an insured disability buy-sell plan can provide a
variety of other features:

When the definition of total disability is the same in the insurance contract and buy-sell
agreement, as is recommended, payment of the insurance proceeds needed to purchase a
disabled owner's business interest is prompt and certain.

The event creating the need for cash -- an owner's total disability -- triggers payment of
the disability buy-out proceeds. The disability buy-out contract provides the dollars for a
certain need -- purchase of the business interest -- that arises at an uncertain time --
disability.

Disability buy-out insurance proceeds can be payable in a lump sum, in installments (the
lowest premium cost), or in a combination of both.

If the disability buy-out proceeds exceed the total premiums paid, this gain generally is
received free of income tax. For example, if only 25 cents of each dollar of disability buy-
out benefit received has been paid in premiums, the 75 cent gain is received income tax
free!

continued on next slide

What Are the Other Features of an Insured Disability Buy-Sell Plan?

170A Corporate Insured Cross Purchase Disability Buy-Sell Plan

Disability buy-out insurance avoids the problems associated with the other methods for
financing the purchase of a business interest at an owner's total disability.

Selection of a waiting period, such as 12 to 36 months, in the policy and buy-sell
agreement can be used to trigger the buy-out only after it can be reasonably assumed that
the disabled owner will be unable to return to work.

During the waiting period, a disabled owner's salary can be continued through a salary
continuation plan funded with disability income coverage.

Disability buy-sell provisions can be included in a buy-sell plan covering the purchase of an
owner's business interest at death and/or retirement as well.

Summary of Insured Disability Buy-Sell Plan Tax Results

171A Corporate Insured Cross Purchase Disability Buy-Sell Plan

Premium payments for disability buy-out insurance to fund an insured disability buy-sell plan are
not tax deductible, whether paid by the business or the individual owners.

Generally, disability buy-out policy proceeds are not subject to regular income tax, whether paid
to the business or the individual owners. When paid to a corporation, however, they may be
subject to the corporate alternative minimum tax.

The transfer of the disabled owner's business interest in exchange for the disability buy-out
proceeds is treated as the sale of a capital asset. The disabled owner is subject to the payment of
taxes at capital gains rates to the extent that the purchase price exceeds his or her basis in the
business.

In a corporation cross purchase buy-sell arrangement, the tax basis of the remaining active
owners in the business is increased by the amount of the purchase price.

A professional tax advisor should be consulted for more detailed information on the taxation of
insured disability buy-sell plans.

Insured Disability Buy-Sell Plan Action Checklist

172A Corporate Insured Cross Purchase Disability Buy-Sell Plan

Establish the value of the business.

Select disability buy-out insurance with the appropriate definition of total disability, waiting
period and payment method.

Establish each owner’s insurability.

Arrange for payment of premiums.

Now...

Draft and execute a disability buy-sell
agreement.

Review the issued policies.

Evaluate funding options for the
purchase of ownership interests at each
owner’s death or retirement.

Short-Term...

An annual review can help ensure that
the plan and its funding remain current.

Evaluate the need for a salary
continuation plan.

Longer-Term...

169 170

171 172



2/5/2021

44

What Happens When a Business Owner Becomes Disabled?

174A Sole Proprietorship Insured Disability Buy-Sell Plan

While the disability of a business owner may have no legal impact on
the ability of a closely-held business to continue in operation, there
are some very real practical consequences that can have a serious
impact on... the owner... the owner's family... and on any employees
of the business.

For starters, the expertise of the disabled owner has probably been lost, which can be a serious
blow to the business.

Then there is the matter of continuing an income to the disabled owner and the impact this will
have on the business and on its ability to remain a viable going concern.

Finally, there is the issue of the firm’s employees...

Will they be able to manage and operate the business without the disabled owner’s expertise, or
will they find themselves out of a job?

?

Problems Faced by a Disabled Business Owner

175A Sole Proprietorship Insured Disability Buy-Sell Plan

Family Income Will the business be able to continue an adequate income to the
disabled owner in order to maintain the owner’s and family’s
lifestyle? If so, for how long? If not, what other sources of income
will be available to the disabled owner?

What impact will the disabled owner’s absence have on business
profitability? How will continuing an income to a disabled owner
impact on the value of the business? How can a disabled owner
receive the fair market value of his or her share of the business?

A business owner who is disabled and unable to work is faced with problems such as:

Value of the Business

Odds of Becoming Disabled

176A Sole Proprietorship Insured Disability Buy-Sell Plan

Consider the Odds of a Business Owner Becoming
Disabled for 90 Days or Longer Prior to Age 65:*

* Source: Commissioners Individual Disability Table A (NOTE: The 1985 CIDA is the most current morbidity table available for
individual disability claim experience and is in use by many State Insurance Departments.)

Age Number of Business Owners

1 2 3 4 5

30 54% 79% 90% 96% 98%

35 50% 75% 88% 94% 97%

40 45% 70% 84% 91% 95%

45 40% 64% 78% 87% 92%

50 33% 55% 70% 80% 86%

55 25% 43% 57% 68% 76%

Age When 
Disabled

Average Duration of 
Disability

30 2.2 years

35 2.5 years

40 2.7 years

45 2.9 years

50 2.8 years

55 2.5 years

It's also important to know that a
disability lasting for more than 90
days is likely to continue for:*

There is, however, a potential solution to avoiding the problems that can arise when
the possibility of a business owner suffering a long-term disability becomes a reality...
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A Potential Solution Using Disability Buy-Out Insurance

177A Sole Proprietorship Insured Disability Buy-Sell Plan

When a potential purchaser for the sole proprietorship exists -- a key employee, a relative, or
even a competitor -- an insured disability buy-sell plan can provide for an orderly transfer of
business ownership at the sole proprietor's permanent disability.

When a business and its owner implement a disability buy-sell plan in advance, disability buy-out
insurance can be used to provide the funds needed to purchase the disabled owner's interest for
a previously agreed-upon price.

The sale and the price of a disabled owner's business interest are guaranteed.

The funds to complete the sale are available exactly when needed at an owner's disability.

The disabled owner benefits from a source of cash that can be used to meet ongoing
income needs.

A potential forced liquidation of the business is avoided.

A loss of business momentum is minimized.

Funds (or even an ownership interest) needed to hire a replacement are more readily
available.

With advance planning, an insured disability buy-sell plan can accomplish the following:

How Can a Disability Buy-Sell Plan Be Funded?

178A Sole Proprietorship Insured Disability Buy-Sell Plan

There are FOUR ways a disability buy-sell plan can be funded:

Cash Method1.

The prospective purchaser could accumulate sufficient cash to buy the business interest at the
owner’s disability. Unfortunately, it could take many years to save the necessary funds, while the
full amount may be needed in just a few months or years. In addition, accumulated earnings tax
problems might arise for corporations.

Installment Method2.

The purchase price could be paid in installments after an owner’s disability. For the new owner,
this could mean a drain on business income for years. In addition, payments to the disabled
owner would be dependent on future business performance after the owner’s disability.

continued on next slide

How Can a Disability Buy-Sell Plan Be Funded?

179A Sole Proprietorship Insured Disability Buy-Sell Plan

Loan Method3.

Assuming that the business or its new owner could obtain a business loan after the sole
proprietor’s disability, borrowing the purchase price requires that future business income be
used to repay the loan PLUS interest.

Insured Method4.

Only disability buy-out insurance can guarantee that the cash needed to complete the sale,
through either a single sum or installment purchase, will be available exactly when needed,
assuming that the business has been accurately valued. Guarantees are subject to the claims-
paying ability of the issuing insurance company.

The Mechanics of an Insured Disability Buy-Sell Plan

180A Sole Proprietorship Insured Disability Buy-Sell Plan

The disability buy-out policy on the sole proprietor is owned by the
purchaser, who is also named as the beneficiary.

Sole Proprietor

Insurance 
Company

Buy-Sell 
Agreement

($500,000 Sole 
Proprietorship)

The purchaser buys sufficient disability buy-out insurance
on the sole proprietor to purchase the business and pays
the premiums.

$500,000 Disability Buy-Out Policy

The bottom line is that a disability
buy-sell plan funded with disability
buy-out insurance is an economical
and efficient method of providing
the cash necessary to purchase a
permanently disabled owner’s
business interest.

Purchaser
Nondeductible Premiums for 

Disability Buy-Out Insurance on 
Sole Proprietor

Insured: Sole Proprietor
Owner: Purchaser

Beneficiary: Purchaser

The sole proprietor and
purchaser enter into a buy-
sell agreement in which the
sole proprietor agrees to
sell and the purchaser
agrees to buy the business
for an agreed-upon price if
the sole proprietor
becomes totally and
permanently disabled.

Here's how an insured disability buy-sell plan could work 
for you and your business today...

continued on next slide
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The Mechanics of an Insured Disability Buy-Sell Plan

181A Sole Proprietorship Insured Disability Buy-Sell Plan

If the sole proprietor becomes totally and permanently
disabled, the disability buy-out proceeds are received in
an income tax-free lump sum or in income tax-free
installments by the purchaser, who is the policy owner
and beneficiary.

Purchaser Insurance 
Company
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$500,000 Tax-Free Disability 
Buy-Out Benefit

Disabled Sole 
Proprietor

The purchaser uses the proceeds of the disability
buy-out policy to buy the disabled sole proprietor's
business for the purchase price agreed upon in the
buy-sell agreement. The purchase price is paid in a
lump sum or in installments, as specified in the
agreement.

Here's how an insured disability buy-sell plan 
could work if the sole proprietor is totally and 

permanently disabled...

$500,000
Purchase Price
(Lump Sum or 
Installments)

What Are the Other Features of an Insured Disability Buy-Sell Plan?

182A Sole Proprietorship Insured Disability Buy-Sell Plan

In addition to serving as a source of funding, an insured disability buy-sell plan can provide a
variety of other features:

When the definition of total disability is the same in the insurance contract and buy-sell
agreement, as is recommended, payment of the insurance proceeds needed to purchase a
disabled owner's business interest is prompt and certain.

The event creating the need for cash -- an owner's total disability -- triggers payment of
the disability buy-out proceeds. The disability buy-out contract provides the dollars for a
certain need -- purchase of the business interest -- that arises at an uncertain time --
disability.

Disability buy-out insurance proceeds can be payable in a lump sum, in installments (the
lowest premium cost), or in a combination of both.

If the disability buy-out proceeds exceed the total premiums paid, this gain generally is
received free of income tax. For example, if only 25 cents of each dollar of disability buy-
out benefit received has been paid in premiums, the 75 cent gain is received income tax
free!

continued on next slide

What Are the Other Features of an Insured Disability Buy-Sell Plan?

183A Sole Proprietorship Insured Disability Buy-Sell Plan

Disability buy-out insurance avoids the problems associated with the other methods for
financing the purchase of a business interest at an owner's total disability.

Selection of a waiting period, such as 12 to 36 months, in the policy and buy-sell
agreement can be used to trigger the buy-out only after it can be reasonably assumed that
the disabled owner will be unable to return to work.

During the waiting period, a disabled owner's salary can be continued through a salary
continuation plan funded with disability income coverage.

Disability buy-sell provisions can be included in a buy-sell plan covering the purchase of an
owner's business interest at death and/or retirement as well.

Summary of Insured Disability Buy-Sell Plan Tax Results

184A Sole Proprietorship Insured Disability Buy-Sell Plan

Premium payments for disability buy-out insurance to fund an insured disability buy-sell plan are
not tax deductible, whether paid by the business or the individual owners.

Disability buy-out policy proceeds generally are not subject to regular income tax, whether paid
to a business or to individuals.

The transfer of the disabled owner's business interest in exchange for the disability buy-out
proceeds is treated as the sale of a capital asset. The disabled owner is subject to the payment of
taxes at capital gains rates to the extent that the purchase price exceeds his or her basis in the
business.

A professional tax advisor should be consulted for more detailed information on the taxation of
insured disability buy-sell plans.
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Insured Disability Buy-Sell Plan Action Checklist

185A Sole Proprietorship Insured Disability Buy-Sell Plan

Establish the value of the business.

Select disability buy-out insurance with the appropriate definition of total disability, waiting
period and payment method.

Establish the owner’s insurability.

Arrange for payment of premiums.

Now...

Draft and execute a disability buy-sell
agreement.

Review the issued policies.

Evaluate funding options for the
purchase of the business at the sole
proprietor’s death or retirement.

Short-Term...

An annual review can help ensure that
the plan and its funding remain current.

Evaluate the need for a salary
continuation plan.

Longer-Term...

Objective: Retain the Family Business

187An Insured Section 303 Stock Redemption Plan

For many people, building a family business...a business that is passed
from one generation to the next...is the realization of the American
dream.

The primary requirement for successful family retention of a closely-
held corporation at the owner's death is a family member, such as a 

son or daughter, who both is capable and wants to assume 
responsibility for owning and operating the business.

Without adequate advance planning, however, even the most capable
family member may face insurmountable financial obstacles at the
owner's death.

Obstacles to Successful Family Retention

188An Insured Section 303 Stock Redemption Plan

Need for Income

Will there be sufficient liquidity in the deceased owner’s estate to pay
estate taxes and other administrative costs without having to liquidate
business assets?

Surviving family members not active in the business may have a continuing
need for income. Will the deceased owner’s estate have sufficient assets
to satisfy the need, or will they look to the business to satisfy their income
requirements?

Will the estate have sufficient non-business assets in order to equalize
inheritances for any children not receiving the business interest?

Will the business have a sufficient financial reserve to withstand the
transition to new management?

For a closely-held corporation to be successfully retained by the family at the owner's death, a variety of
financial obstacles may need to be overcome, including:

Without advance planning to overcome these financial
obstacles, the funds needed for a successful family retention
may not be available, and the family may have no choice but to
sell or liquidate the business.

Estate Liquidity

Equalizing Inheritances

There is, however, a way to 
provide the funds needed 

to assure a successful 
family retention...

Impact on Business
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A Potential Section 303 Stock Redemption Solution

189An Insured Section 303 Stock Redemption Plan

There is, however, an exception to this general rule that enables a corporation to redeem its stock
under favorable tax conditions.

When certain requirements are met, Section 303 of the Internal Revenue Code allows a
corporation to purchase enough of its stock from a deceased owner's estate to pay estate taxes,
funeral costs and estate administration expenses. Any gain from a Section 303 stock redemption
is taxable as a capital gain. Since, however, the value of the stock takes a step-up in basis to its fair
market value on the date of the owner's death, there is usually little or no gain actually subject to
tax.

In order to complete a Section 303 stock redemption, however, a corporation must have a source
of funds available to redeem a portion of the deceased owner's stock.

A possible solution to an estate liquidity problem would be for the corporation to purchase, or
redeem, a portion of the deceased owner's stock. In this way, the family would receive the cash it
needs to pay the estate settlement bill, while retaining a controlling interest in the business.

The only problem with this solution is that the purchase by a corporation of its own stock is
generally treated as a dividend, which means that ordinary income tax would have to be paid by
the deceased owner's heirs on the proceeds of the stock redemption.

How Can a Section 303 Stock Redemption Plan Be Funded?

190An Insured Section 303 Stock Redemption Plan

There are THREE ways a corporation can fund a Section 303 stock redemption plan:

Cash Method1. The corporation could accumulate sufficient cash to buy the stock at the
owner’s death. Unfortunately, it could take many years to save the

necessary funds, while the full amount may be needed in just a few months or years. In addition,
accumulated earnings tax problems might arise.

Loan Method2.

Assuming that the corporation could obtain a business loan at a time when corporate credit is likely to
be impaired, borrowing the purchase price requires that future business income be used to repay the
loan PLUS interest. Alternatively, the surviving spouse or an adult child could lend the money to the
corporation to fund the redemption, assuming a source of funds for this purpose is available. Future
corporate earnings would then need to be paid out as repayment of corporate debt.

Insured Method3.

Only life insurance can guarantee that the cash needed to redeem the stock will be available exactly
when needed (guarantee is based on the continued claims-paying ability of the insurer). A life
insurance policy on the owner in an amount equal to the expected partial redemption is the most
efficient and effective source of funds for Section 303 stock redemption purposes.

Features of a Section 303 Stock Redemption Plan

191An Insured Section 303 Stock Redemption Plan

The deceased owner's heirs receive the funds necessary to pay estate settlement costs
without liquidating business assets.

The family is able to retain a controlling interest in the business.

Other estate assets are protected against forced liquidation.

Even if the estate has sufficient liquidity to pay its estate settlement bill, the proceeds of a
Section 303 redemption can be used for other purposes, such as continuing an income to a
surviving spouse or equalizing inheritances among children.

Payment is prompt and certain. Life insurance proceeds are not subject to the time and
expense of the probate process, making them immediately available to complete the
partial stock redemption.

With advance planning, an insured Section 303 stock
redemption can accomplish the following:

continued on next slide

Features of a Section 303 Stock Redemption Plan

192An Insured Section 303 Stock Redemption Plan

The event creating the need for cash -- the owner's death -- also creates a source of cash --
the life insurance death benefit. The life insurance policy provides the dollars for a certain
need -- a partial stock redemption -- that arises at an uncertain time -- death.

If the death benefit exceeds the total premiums paid, this gain generally is received free of
income tax. For example, if only 20 cents of each death benefit dollar received has been
paid in premiums, the 80 cent gain is received income tax free!

Life insurance avoids the problems associated with the other methods for financing a
partial stock redemption at the owner's death.

Any of the proceeds not needed for partial stock redemption purposes can provide
additional working capital during the transition to new management.
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Requirements for a Section 303 Stock Redemption

193An Insured Section 303 Stock Redemption Plan

The value of the deceased owner's stock must exceed 35% of the adjusted gross estate
(gross estate less deductions for funeral and administration expenses, debts and losses).
Ownership of 20% or more of two or more corporations can be combined to meet the
35% requirement.

The special tax treatment available under Section 303 is intended to protect family corporations
from having to be sold or liquidated in order to pay the deceased owner's estate settlement bill.
As a result, certain requirements must be met for a partial stock redemption to qualify as a
Section 303 redemption:

The amount of stock redeemed cannot exceed the total of all federal and state estate and
inheritance taxes, plus funeral and administration expenses allowed as an estate tax
deduction.

The redemption must take place no later than three years and 90 days after the deceased
owner's federal estate tax return is filed.

1.

2.

3.

The Mechanics of an Insured Section 303 Stock Redemption Plan

194An Insured Section 303 Stock Redemption Plan

The bottom line is that a Section
303 stock redemption plan funded
with life insurance is an economical
and efficient method of providing
the cash necessary to settle a
deceased owner's estate, while
retaining a controlling interest in
the business for the family.

Here's how an insured Section 303 stock redemption plan 
could work for your corporation today...

continued on next slide

The corporation owns, is the beneficiary of and pays the
nondeductible premiums for insurance on the owner's life in the
approximate amount required to make the partial stock
redemption.
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Nondeductible Life Insurance 
Premiums

Business Owner

Insured: Business Owner
Owner: Corporation

Beneficiary: Corporation

The corporation and the business
owner enter into a Section 303
redemption agreement under
which the corporation agrees to
redeem a portion of the deceased
owner's stock equal in value to
estate taxes, funeral costs and
estate administration expenses and
the deceased owner's executor is
directed to sell that stock to the
corporation.

Life Insurance Policy

The Mechanics of an Insured Section 303 Stock Redemption Plan

195An Insured Section 303 Stock Redemption Plan

At the owner's death, the corporation
receives the income tax-free death benefit
from the life insurance policy it owns on the
deceased owner.
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The remaining stock is then distributed to the deceased owner's
family, which retains a controlling interest in the corporation.

Income Tax-Free Death Benefit

Deceased Owner’s 
Stock Remaining Stock Owned by

The corporation uses the proceeds of
the life insurance policy to redeem a
portion of the deceased owner's stock
equal in value to estate taxes, funeral
costs and estate administration
expenses.

Here's how an insured Section 303 stock redemption 
plan could work at the owner’s death...

Deceased 
Owner’s 
Family

Ca
sh

Summary of Insured Section 303 Stock Redemption Plan Tax Results

196An Insured Section 303 Stock Redemption Plan

Premium payments for life insurance to fund a Section 303 stock redemption plan are not tax
deductible by the corporation.

While life insurance proceeds received by the corporation at the owner's death generally are not
subject to federal income tax, they may be subject to the corporate alternative minimum tax.

Assuming that Section 303 requirements are met, the partial redemption is treated as a capital
transaction, subject to capital gains tax, instead of a dividend, subject to ordinary income tax.

Since the basis of the stock is stepped-up to its fair market value on the date of the owner's death,
the amount received from a Section 303 partial redemption will be subject to little or no capital
gains tax.

Any redemption in excess of the amount eligible under Section 303 (federal and state death taxes,
funeral costs and estate administration expenses) is treated as dividend income, subject to ordinary
income tax.

A Section 303 partial stock redemption causes no attribution problems in a family corporation.

Current and future estate tax provisions, reviewed on the next slide, should be taken into 
consideration in planning for the retention of a closely-held corporation at a shareholder's death.
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Estate Planning Considerations

197An Insured Section 303 Stock Redemption Plan

continued on next slide

The federal estate tax is a progressive tax on the right to transfer property at death. In 2021, federal
estate tax rates begin at 18% and increase to as much as 40% of the taxable value of an estate.

The federal estate tax is a transfer tax imposed on the privilege of transferring property at death, while
the federal gift tax is imposed on the transfer of property during the property owner's lifetime. Both
taxes are levied on the right to transfer property, and not on the property itself. The amount of tax
payable, however, is measured by the value of the transferred property.

Once the tentative federal estate or gift tax is determined, it is then reduced by an estate and gift tax
unified credit. This means that taxable estates with a value equal to or less than the unified credit
equivalent will not be liable for federal estate tax. The same is true of cumulative lifetime taxable gifts
which, however, will be brought back into the owner's estate for federal estate tax calculation
purposes. The unified credit equivalent is equal to $11,700,000 in 2021, as adjusted for inflation,
meaning that an individual currently can transfer property valued up to $11,700,000, whether during
life and/or at death, without incurring a tax liability.

In addition, "portability" of the maximum estate tax unified credit between spouses is available,
meaning that a surviving spouse can elect to take advantage of any unused portion of the estate tax
unified credit of his or her predeceased spouse (the equivalent of $11,700,000 in 2021). As a result,
with this election and careful estate planning, married couples can effectively shield over $23 million
plus (as adjusted for inflation) from the federal estate and gift tax.

Estate Planning Considerations

198An Insured Section 303 Stock Redemption Plan

Your professional tax advisor can assist you in developing business and estate plans with the
flexibility needed to adjust to an uncertain tax future.

Finally, estate tax deferral allows payment of estate tax attributable to the value of a closely-held 
business included in the estate to be deferred for up to five years.

No discussion of estate planning considerations in regard to business continuation would be complete
without mention of the generation-skipping transfer tax (GSTT). An objective of the federal
government is to collect taxes on the transfer of property from one generation to the next generation.
If, however, an estate owner is able to skip the members of the immediately lower next generation and
transfer property to someone two or more generations removed, the government is deprived of the
estate tax that would have been collected on that property at the death of members in the immediately
lower next generation. As a result, a generation-skipping transfer in excess of available exemptions is
subject to the maximum federal estate and gift tax rate of 40% in 2021. The GSTT is in addition to any
federal estate or gift tax due and is payable by the transferor, the transferor's estate or by the trustee of
a trust making a generation-skipping transfer.

Insured Section 303 Stock Redemption Plan Action Checklist

199An Insured Section 303 Stock Redemption Plan

Verify eligibility of owner’s estate for section 303 treatment.

Select the appropriate life insurance funding vehicle.

Establish the owner’s insurability.

Arrange for payment of premiums.

Now...

Draft and execute a Section 303 stock
redemption agreement.

Review the issued policy.

Short-Term...

An annual review can help ensure that
the plan and its funding remain current.

Consider the purchase of key employee
life insurance on the owner in order to
provide additional working capital during
the transition to new management.

Longer-Term...
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When Is Business Liquidation an Appropriate Decision?

201Business Liquidation Insurance Considerations

In some situations, the liquidation of a business interest at an owner's
death or disability may not be just an appropriate decision.

It may, in fact, be the only possible outcome under either of these
circumstances:

The success of the business is completely dependent on the personal skill and experience
of the owner.

There is no successor management in the form of a capable family member, a co-owner, a
key employee interested in purchasing the business or an outside buyer.

In these circumstances, the question then becomes:

Will the liquidation take place on a forced basis, or will it be planned in 
advance to allow for the most advantageous disposition possible?

?

Potential Results of a Forced Liquidation

202Business Liquidation Insurance Considerations

If liquidation is forced on a disabled business owner or on the executor of a deceased business
owner, it can quickly become public knowledge that there is pressure to dispose of the business,
and these results can be anticipated:

Sale of business assets at greatly reduced prices.

Elimination of the disabled business owner's or surviving family's primary source of
income.

Sacrifice of any goodwill value that might have facilitated sale of the business as a going
concern.

Difficulty in collecting accounts receivable.

Immediate demand by creditors for settlement of their claims.

Possible liquidation of other estate assets to pay business debts.

The liquidation value of a business is unpredictable and may be substantially less than the value
of the business as a going concern.

The Alternative:  A Planned Liquidation

203Business Liquidation Insurance Considerations

When liquidation of the business at an owner's death or disability is the only viable alternative,
the primary objective should be to plan in advance for an orderly liquidation that results in the
greatest possible value for the disabled owner or surviving family.

There are two needs that must be met for a business liquidation to take place on a planned,
orderly basis:

Let's see how these two requirements interact with one another.

Authority Timeand

Need for the Proper Authority

204Business Liquidation Insurance Considerations

Method and Terms of Sale The executor should be given broad powers to decide how the
business will be sold and to determine the purchase price and
mode of payment.

The executor should be given the authority and means to
continue operating the business until it can be disposed of
advantageously.

The will should free the executor from personal liability for the
reasonable actions he or she takes in disposing of the business.

While alive, a business owner generally has the authority to sell the business or its assets...the
power to decide what will be sold, to whom, for how much and when the sale will take place.

It is critical that the business owner's executor have these same powers to dispose of the business
after the owner's death. This requires a properly-drafted will that gives the executor the authority
and flexibility to dispose of the business in the most advantageous manner available.
Recommended will provisions include:

Timing of Sale

Personal Liability

However, a disabled business owner or an executor with broad powers to dispose of a business
still needs time to plan and implement the liquidation in an advantageous manner.
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Need for Time

205Business Liquidation Insurance Considerations

At Death

While a properly-drafted will can give an executor the authority and flexibility to manage a
planned liquidation, there must be sufficient liquidity in the deceased owner's estate to provide
the time needed for a planned liquidation.

At a business owner's death, funds may be needed:

In order to extract as much of its value as possible, a disabled business
owner needs time to liquidate a business interest in an orderly manner.

To achieve this objective, the business owner must have a source of
income, or he or she may be forced to liquidate the business.

to pay estate taxes and other estate settlement costs; and

to continue an income to the surviving family.

Unless there is sufficient liquidity in the estate to satisfy these needs, the executor may be forced
to dispose of the business at the earliest opportunity.

At Disability

Business Liquidation Insurance Considerations: In the Event of Death

206Business Liquidation Insurance Considerations

Estate Settlement Life insurance proceeds can be used to pay estate taxes and other estate
settlement costs, allowing the liquidation to proceed on an orderly basis.

Using life insurance proceeds to provide the surviving family with a continuing
income can avoid a forced liquidation of business assets for this purpose.

If the executor needs additional cash to temporarily operate the business, life
insurance can serve as the source of that cash.

Even a planned liquidation will usually result in some shrinkage in value, as
compared to what the business was worth as a going concern. Life insurance
can be used to replace the value lost in the liquidation.

When business liquidation is the only course of action at an owner's death, life insurance can provide
the funds that make the difference between a planned liquidation and a financially-disastrous forced
liquidation.

Consider the uses to which life insurance can be put in the planned liquidation of a business:

Family Income

Working Capital

Only life insurance can guarantee that the cash needed to avoid a forced liquidation will be available
exactly when needed -- at the business owner's death (guarantee is based on the continued claims-
paying ability of the insurer).

Offset Shrinkage

Business Liquidation Insurance Considerations: In the Event of Disability

207Business Liquidation Insurance Considerations

When disability strikes, most business owners want time in order to assess the likely duration and
impact of the disability, before making business liquidation decisions. Without advance planning,
however, even a short-term disability can result in a forced business liquidation.

If a business owner wants to keep the
business open during a shorter-term
disability and avoid a forced liquidation,
funds are needed:

• to pay business operating expenses
during the disability; and

• to continue an income to the owner.

A Short-Term Disability...

The Situation:

Business overhead expense insurance
can be used to reimburse the business
owner for business expenses during
periods of shorter-term disability.

Potential Insurance Solutions:

Disability income insurance can be used
to replace business income lost while
the owner is sick or hurt and unable to
work.

continued on next slide

Business Liquidation Insurance Considerations: In the Event of Disability

208Business Liquidation Insurance Considerations

With a longer-term disability, the owner
needs time to liquidate the business in
an orderly manner.

Without sufficient income, however, the
business owner may be forced to
liquidate both business and personal
assets in a disadvantageous manner.

A Longer-Term Disability...

The Situation:

Disability income insurance can be used
to replace the income previously
generated by the business, giving the
owner the time necessary to execute an
orderly business liquidation.

Potential Insurance Solutions:
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Business Liquidation Insurance Considerations Action Checklist

209Business Liquidation Insurance Considerations

Determine the life insurance funding necessary to avoid a forced liquidation of the business.

Select the appropriate life insurance funding vehicle.

Establish the owner’s insurability.

Determine the best premium payment arrangement.

To Implement a Life Insurance Plan…

Determine the type and amount of disability insurance
necessary to avoid a forced liquidation of the business.

Select the appropriate disability insurance policy(ices).

Establish the owner’s insurability.

Determine the best premium payment arrangement.

To Implement a Disability Insurance Plan…

An annual review can help
ensure that the plan and
its funding remain
adequate in order to avoid
a forced liquidation.

Annual Review…
You may access this class 
presentation after class at

www.insurancecareertraining.com/classhandouts

The file password is truman28982
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