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wnership succession planning

represents a growing oppor-

tunity for insurance advisors,
primarily because of the increasing
number of retiring baby boomers. With
the first cohort of boomers reaching
age 65 in 2011, there will be many busi-
ness owners asking their advisors for
help with the most important financial
question they’ve ever asked: “How can
I cash in on the business I've spent my
career building?”

Traditionally there have been
three ownership succession planning
options: sell to an insider, sell to an
outsider and keep till death do us part.
However, statistics indicate that there
has been a significant increase in the
number of business owners consid-
ering the use of an employee stock
ownership plan (ESOP). According to
PricewaterhouseCoopers’ Trendset-
ter Barometer, the number of busi-
ness owners considering an ESOP has
increased more than 250 percent.

Interest in ESOPs is largely driven by
their tax benefits, which include:
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« Sellers may be able to receive their
sales proceeds income-tax-free.

+ An ESOP allows a company to get
a tax deduction for principal pay-
ments on the ESOP loan.

« To the extent an ESOP owns stock
in an S corporation, that portion of
the company’s income is free from
taxation. In an S corporation totally
owned by an ESOP, the company’s
income is not subject to federal
taxation at the corporate or share-
holder level.

ESOPs create numerous insurance
planning opportunities.

The vast majority of ESOPs used in
ownership succession planning are
leveraged with a combination of bank
debt and seller financing. The com-
pany that sponsors the ESOP is the
debtor, and it should purchase life
insurance to ensure its ability to pay
off the debt in the event of the pre-
mature death of one of the company’s
key employees. The company would be
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the owner and beneficiary of the pol-
icy, which it may be required to assign
to the lender as collateral for the loan.
If there is a $5 million bank loan and
$5 million of seller financing, the com-
pany should purchase $10 million of
insurance and assign half of it to each
of the creditors.

When business owners implement
ESOPs, they often do so as part of a
comprehensive planning process that
includes changes to their estate plan.
Many times, owners have delayed pur-
chasing adequate amounts of life insur-
ance because they didn’t have the cash to
pay premiums, since much of their net
worth was tied up in their illiquid, closely
held company. ESOPs create liquidity. In
the example above, the business owner
would have $5 million of cash plus annual
cash flow from payments on the seller
financing that could be used to purchase
life insurance to pay estate taxes.

Long-term care insurance is a prod-
uct with value that many business own-
ers recognize, but they delay purchasing
it due to a lack of cash to pay premiums.
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An ESOP creates new liquidity that can
be used to purchase LTCi, perhaps on a
“quick pay” or single-pay basis. LTCi can
help “bulletproof” a portfolio against a
financial risk that many boomers will
face — the medical care costs associ-
ated with longevity.

An ESOP sponsored by a closely held
company requires the company to repur-
chase stock from ESOP participants (the
company’s employees) when participants
become entitled to a benefit distribution.
“Distributable events” include:

» Death
« Disability
» Retirement

« The participant’s termination of
employment (with distribution
based on the extent to which his or
her account is vested)

Life insurance can be used to help fund
this ESOP repurchase obligation. If the
ESOP is sponsored by a C corporation,

life insurance could be used to accumu-
late cash on a tax-favored basis to fund
this benefit obligation. If the company
is an S corporation, life insurance typi-
cally would be used as a “cost recovery”
vehicle. In this scenario the company
might accumulate cash in a “side fund”
and use corporate-owned life insurance
to recover the cost of the side fund.
Charitably inclined business owners
may want to use an ESOP in conjunc-
tion with a charitable remainder trust
(CRT). The business owner could donate
all or a portion of his or her stock to a
CRT. The CRT would sell the stock to an
ESOP, which will provide the CRT with
the cash it needs to make payments to
the donor. The donor and spouse would
receive income from the CRT for their
lifetimes. The donor also would receive
a tax deduction for the value of the
“remainder interest” in the CRT, which
would pass to the charity’s beneficiaries
under a second-to-die policy. Life insur-
ance could be purchased for an irrevo-
cable life insurance trust (ILIT) so that
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the family would receive the value of the
stock donated to the CRT. This tech-
nique, known as a “charitable replace-
ment trust,” could result in the family
receiving the insurance proceeds on an
estate-tax-free basis.

ESOPs are not the best ownership
succession planning strategy for every
business. However, in the right situa-
tion, an ESOP’s tax benefits can make it
a powerful planning vehicle. Insurance
advisors can serve their clients and cre-
ate opportunities for their products and
services by discussing ESOPs.

Kelly Finnell, ].D., CLU, is the
president of Executive Financial
Services Inc., an ESOP consulting
firm based in Memphis, Tenn.
Kelly can be reached at
901-259-7979 or kfin@execfin.com.
To learn more about ESOPs,

visit www.esopcoach.com.
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Simplify Roth Conversions
with the “3-Step Roth Diagram” Client Presentation

When presented with the opportunity to convert taxable IRA funds to a Tax FREE
Roth IRA, 95% of IRA owners reject the idea. That’s all changed with the “3-Step
Roth Diagram” presentation from Legacy Consulting Group.

Quickly, easily & effectively show a prospect how to:

e ZERO out the tax when converting to a Roth IRA

* Switch taxable assets on a prospects balance sheet to tax free/tax deferred
» Save hundreds of thousands in future taxation

¢ Create hundreds of thousands, possibly millions more Tax FREE dollars for

owner and beneficiaries

Get 8 out of 10 prospects to commit

In fact one of our new advisors, on his first case, sold a 1.3 million dollar annuity;
this guy got so excited he started attracting more business and immediately wrote
three additional cases.

Contact us at 866-852-6361 or visit www.RothDiagram.com
to gain INSTANT ACCESS to Step 1 of our Roth Diagram
Presentation, including instant access to our video instructions.

Results of IRA Maximization
for Doe Family
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