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Business Owners:

Reach Out to Your Attorney and Insurance Agent Immediately!

On June 6, 2024, the U.S. Supreme Court decided a case that will affect many business owners that
have life insurance funded buy-sell agreements. The Court reversed generally accepted principles long
held by the insurance and legal communities. The Court addressed the narrow question of whether a
corporation’s fair market value, where the corporation has an obligation to redeem a decedent owner’s
shares, is impacted by life insurance proceeds received by the corporation and committed to funding
the redemption for estate tax purposes. The Court unanimously held that the corporation’s redemption
obligation is not a liability that reduces the estate tax value of the decedent’s shares."'

As a result of this decision, business owners should
immediately contact their attorney and insurance agent
to determine the impact of this decision on their own
business continuation plans. Buy-sell agreements, or
provisions in corporate shareholders agreements, LLC
operating agreements and partnership agreements,
may need to be revised and amended, particularly if
the agreements call for the business to buy back the
ownership interest of a deceased owner and the business
purchases life insurance on the owner to do that. These
agreements or provisions are commonly referred to as
entity purchase or stock redemption agreements.
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Background

Two brothers, Michael and Thomas Connelly, were the sole
owners of Crown C Corporation (“Crown”). The brothers
entered into a buy-sell agreement to, in part, determine
what to do if one of the brothers died. Crown purchased
$3.5 million of life insurance on Michael’s life. Several of
the provisions of the agreement were not followed and
the brothers did not have a formal or informal valuation of
the company when Michael died in 2013. Thereafter, the
Connelly family agreed upon a valuation of Crown at $3.89
million. Michael owned 77.18% of the corporate shares so
his ownership was valued at $3 million. Crown received the
life insurance proceeds of $3.5 million, redeemed Michael’s
shares for $3 million and used the remaining $500,000 to
fund company operations.

The IRS audited the estate tax return for Michael’s estate.
Michael’s estate obtained a valuation that excluded the $3
million in life insurance proceeds used to redeem Michael’s
shares on the theory that the insurance was offset by the
redemption obligation. The IRS disagreed. The IRS valued

the company at $6.86 million, bringing Michael’s ownership

stake up to $5.3 million. This resulted in an estate tax
deficiency of nearly $900,000. Michael’s estate paid the
deficiency and then sued for a refund.

§59XX 06/2024
[N

The U.S. District Court for the Eastern District of Missouri
granted summary judgment to the IRS.? It rejected the
estate’s reliance upon a higher court decision from the U.S.
Court of Appeals for the 11th Circuit, issued in 2005, known
as the Blount case, which held that life insurance proceeds
used for a stock redemption should be excluded from

the determination of fair market value for the business.?
Another appellate decision from the 9th Circuit, issued in
1999, known as the Cartwright case, was acknowledged but
not found to be directly on point or persuasive.# It is these
two Circuit Court opinions that the life insurance industry
and attorneys practicing in business continuation planning
have relied upon for many years.

The estate appealed the decision to the 8th Circuit Court
which had jurisdiction over the region but lost.>
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On December 13, 2023, the U.S. Supreme Court granted
the estate’s petition to hear the case since there were now
competing Circuit Court opinions.t Oral arguments were
held on March 27, 2024. During arguments, IRS Counsel
stated: “It is correct that after the redemption, Crown

becomes a smaller company. That’s how redemptions work.

But, if you're looking at the total value that the Connelly
family walked away with, they are going to walk away
with a total of $6.86 million. Some of it was used to buy
out Crown—buy out Michael, and some of it was used to
Crown.”

IRS Counsel further argued: “Tax advisors tend to be risk
averse. | think they would be very well aware of the fact
that there are other ways to structure this, like the
cross-insurance agreement or held by a trust or various
ways in which the critical piece is that the life insurance
proceeds do not go into the corporation, because the
premise of Blount and Cartwright, the court of appeals
decisions, is that somehow you can have money come into
a corporation and have it not count when you're valuing
shares in the corporation. (emphasis added)” 8

On June 6, 2024, the U.S. Supreme Court issued its decision
affirming the lower court’s decision. “We hold that Crown'’s
contractual obligation to redeem Michael’s shares did not
diminish the value of those shares. Because redemption
obligations are not necessarily liabilities that reduce a
corporation’s value for purposes of the federal estate
tax, we affirm the judgment of the Court of Appeals.
(emphasis added)"?

Clearly, business owners who have entity purchase or stock
redemption buy-sell agreements need to consult with their
insurance agents and attorneys to determine whether
their situation is impacted by this Supreme Court decision.
It may be that buy-sell agreements or provisions need

to be modified and amended to convert entity purchase
and stock redemption arrangements into cross-purchase
arrangements, where co-owners buy each other out,
leaving the business entity out of the transaction. More
sophisticated techniques may need to be used, such as the
creation and use of a Special Purpose or Insurance Only
LLC, to own the life insurance policies to be used in a cross-
purchase arrangement. There are numerous insurance,

tax and legal consequences to these considerations and
decisions.

For More Information Contact:

Contact your local Security Mutual life insurance advisor immediately. Your Security
Mutual life insurance advisor will assemble your team and coordinate with your attorney
and tax professional to review your situation and to determine the business continuation
and estate plan that will best suit your needs and objectives.
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The information presented is designed to provide general information regarding the subject matter covered. It is not intended to serve as legal, tax or other financial advice related to individual situations,
because each person’s legal, tax and financial situation is different. Specific advice needs to be tailored to your particular situation. Therefore, please consult with your own attorney, tax professional and/
or other advisors regarding your specific situation.

The applicability of any strategy discussed is dependent upon the particular facts and circumstances. Results may vary, and products and services discussed may not be appropriate for all situations.
Each person’s needs, objectives and financial circumstances are different, and must be reviewed and analyzed independently. We encourage
individuals to seek personalized advice from a qualified Security Mutual life insurance advisor regarding their personal needs, objectives, and
financial circumstances. Insurance products are issued by Security Mutual Life Insurance Company of New York, Binghamton, New York. Product SECURITY MUTUAL LIFE
P INSURANCE COMPANY OF NEW YORK
availability and features may vary by state. SECURITY MUTUAL BUILDING * 100 COURT ST.
£SO NI, Y 1015

Tax laws are complex and subject to change. The information presented is based on current interpretation of the laws. Neither Security Mutual

. . . ; The Company That Cares®
nor its agents are permitted to provide tax or legal advice.
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