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Life Insurance Proceeds in Valuation
for Buy-Sell Agreements
Many buy-sell agreements are funded, in whole or in part, by life insurance on the lives of individual
shareholders, who may be key managers, as well. Life insurance is a tidy solution for funding when it
is available and affordable. It is important, however, to think through the implications of life insurance
from a valuation perspective whether you are a valuation expert, a business owner or both.
The proceeds of a life insurance policy owned by a company naturally flow to the company. Should life
insurance proceeds resulting from the death of a shareholder be considered as a corporate asset solely for
the purposes of funding the repurchase liability created by a buy-sell agreement? Alternatively, should
the life insurance proceeds could be considered as a separate corporate asset, i.e., as a non-operating
asset, to be included in the calculation of value for the deceased shareholder’s shares?
This decision as to the treatment for any particular buy-sell agreement is one that warrants discussion
and agreement. Absent specific instructions in a buy-sell agreement, appraiser(s) may have to decide
how life insurance proceeds are to be considered in their determination(s) of value. What they decide
will almost certainly disappoint at least one side and may surprise both.
Two potential treatments of life insurance proceeds are noted above. Let’s consider them specifically,
and then look at examples of their treatment and the differing impacts that the treatments have on all
parties to a buy-sell agreement, including the selling shareholder, the remaining shareholder(s), and the
company.
» Treatment 1 – Proceeds are a Funding Vehicle. This first treatment would not consider the life
insurance proceeds as a separate, non-operating corporate asset for valuation purposes. This
treatment would recognize that life insurance was purchased on the lives of shareholders for the
specific purpose of funding the liability created by the operation of a buy-sell agreement. Under
this treatment, life insurance proceeds, if considered as an asset in valuation, would be offset
by the company’s liability to fund the purchase of shares. Logically, under this treatment, the
expense of life insurance premiums on a deceased shareholder would be added back into income
as a non-recurring expense.
» Treatment 2 – Proceeds Are a Corporate Asset. An alternative treatment would consider the life
insurance proceeds as a corporate, non-operating asset for valuation purposes. In valuation, the
proceeds would then be treated as a non-operating asset of the company. This non-operating
asset, together with all other net assets of the business, would be available to fund the purchase
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of shares of a deceased shareholder. Again, under this treatment, the expense of life insurance premiums
on a deceased shareholder would be added back into income as a non-recurring expense.
Obviously, parties to an agreement could make a decision for treatment of life insurance proceeds between these
two extremes, but that is beyond the scope of our example.
AN EXAMPLE: HIGH POINT SOFTWARE
The choice of treatment of life insurance proceeds can have a significant, if not dramatic, effect on the resulting
position of a company following the receipt of life insurance proceeds and the repurchase of shares of a deceased
shareholder. The choice of treatment also has an impact on the resulting positions of the selling shareholder
and any remaining shareholders. Consider the following example:
» Harry and Sam own 50% interests of High Point Software, and have been partners for many years.
Both are key managers in this small, but successful enterprise.
» The buy-sell agreement states that the Company will purchase the shares of stock owned by either
Harry or Sam in the event of the death of either. The agreement is silent with respect to the treatment
of life insurance proceeds. The agreement calls for the Company to be appraised by Mercer Capital
(wishful thinking, perhaps, but I’m writing this example).
» The Company owns term life insurance policies on the lives of Harry and Sam in the amount of
$6 million each.
» Assume that Harry is killed in an unfortunate accident. Assume also that the Company is worth
$10 million based on Mercer Capital’s appraisal prior to consideration of the proceeds of term life
insurance owned by the Company on the life of Harry, and that earnings have been normalized in the
valuation to adjust for the expense of the term policies.
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» Before finalizing the appraisal, Mercer Capital carefully reviews the buy-sell agreement for
direction on the treatment of life insurance proceeds. It is silent on the issue. We call a meeting of Sam
and the executor of Harry’s estate to discuss the issue, because we know that the choice of treatment will
make a significant difference to Harry’s estate, the Company, and to Sam personally as the remaining
shareholder.
We do not have to resolve this issue because it is a hypothetical situation. However, the example illustrates
the importance of reaching agreement on the treatment of life insurance proceeds for valuation purposes when
buy-sell agreements are signed. The valuation impact of each treatment is developed below in the context of
the High Point Software example.
Treatment 1 – Proceeds Not a Corporate Asset
Table One summarizes the pre- and post-life insurance values and positions for High Point Software, Harry’s
estate and Sam if life insurance proceeds are not considered as a separate, non-operating corporate asset in
valuation.
On Line 3, we see that High Point Software is worth $10 million before consideration of life insurance, and
both Harry and Sam have 50% of this value, or $5 million each. Upon Harry’s death, the company receives
$6 million of life insurance and recognizes the liability of $5 million to repurchase Harry’s stock. The post-life
insurance value is $11 million (Lines 4-6).
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Lines 7-10 reflect the repurchase and retirement of Harry’s shares.
The remaining company value, after repurchasing Harry’s shares
for $5 million, is $11 million. Since Sam owns all 50 shares now
outstanding, his post-transaction value is $11 million. Harry’s estate
has received the $5 million of life insurance proceeds from the sale of
50 shares for $5 million, which is the amount he would have received
had he and Sam sold the company the day before he died.

Treatment 2 – Proceeds Are a Corporate Asset
Table Two summarizes the pre- and post-life insurance values
and positions for High Point Software, Harry’s estate and Sam if
life insurance proceeds are considered as a separate non-operating
corporate asset in valuation.

TABLE ONE: PROCEEDS ARE A FUNDING VEHICLE

1
2
3
4
5
6

Stock Ownership (Shares)
Stock Ownership (%)
Pre and Post Life Insurance Value ($m)
Life Insurance Proceeds
Repurchase Liability
Post-Life-Insurance Value

7
8
9
10
11
12
13

Repurchase Stock
Retire / Give Up Stock
Remaining Stock
New Stock Ownership (%)
Post-Life Insurance Value of Co.
Post Life Insurance Proceeds
Net Incremental Assets

Company
100
100%
$10,000
$6,000
($5,000)
$11,000
($5,000)
(50)
50
100%
$11,000

Harry
(Estate)
50
50%
$5,000

$5,000
(50)
0
0%
$0
$5,000

Sam
50
50%
$5,000

50
100%
$11,000

$1,000

Line 3 indicates the same $10 million pre-life insurance value of $10 million as in the treatment where life
insurance is not a corporate asset. Now, however, the $6 million of proceeds from the policy on Harry’s life is
treated as a non-operating asset and added to value, raising the post-life insurance value to $16 million, and the
interests of Harry’s estate
and Sam to $8 million
TABLE TWO: PROCEEDS ARE A CORPORATE ASSET
each (Lines 4-5). After
Harry
Company
(Estate)
Sam
recognizing the repurchase
1
Stock Ownership (Shares)
100
50
50
liability of Harry’s shares
2
Stock Ownership (%)
100%
50%
50%
($8 million), the post3
Pre-Life Insurance Value ($m)
$10,000
$5,000
$5,000
4
Life Insurance Proceeds ($m)
$6,000
$3,000
$3,000
life insurance value of
5
Post-Life Insurance Value ($m)
$16,000
$8,000
$8,000
High Point Software is
6
Repurchase Liability
($8,000)
$8 million (Lines 6-7).
7
Post-Life-Insurance Value
$8,000
The shares are repurchased
and
new
ownership
50
positions
are
calculated
100%
on Lines 9-11. Harry’s
$8,000
ownership goes to zero, and
($2,000.0)
Sam’s rises to 100% of the
now 50 shares outstanding.
This result is the same as above. However, Harry’s estate receives $8 million as result of the purchase of his
shares, rather than $5 million. Note that the company’s value has been reduced from the pre-death value of
$10 million to a post-death value of $8 million (Line 12).

8
9
10
11
12
13
14

Repurchase Stock
Retire / Give Up Stock
Remaining Stock
New Stock Ownership (%)
Post-Life Insurance Value of Co.
Post Life Insurance Proceeds
Net Incremental Liabilities

($8,000)
(50)
50
100%
$8,000

$8,000
(50)
0
0%
$0
$8,000

The decrease in value is the result of Harry’s value of $8 million, which is in excess of the life insurance proceeds
of $6 million, suggesting that the company had to issue a note to Harry’s estate for the remaining $2 million
(Line 14). So the company is in a more leveraged position as result of the buy-sell transaction than it was
before. Sam, on the other hand, owns 100% of the remaining value, or $8 million, rather than $11 million in
the prior treatment.
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WHAT’S FAIR?
It should be clear that the decision of how to treat life insurance for valuation purposes is important for all
parties. Which treatment reflects the intentions of the parties? The fact is that life insurance proceeds create an
asset that is unrelated to the operation of a business. The parties, therefore, should decide on the treatment of
that insurance asset just like they decide on the investment or distribution of the company’s earnings.
Was it Harry and Sam’s intention for Sam to end up with $11 million in value while Harry’s estate only receives
$5 million if life insurance is not treated as a corporate asset? Sam and the company receive an increment in
value, but Harry’s estate got precisely the amount that Harry would have received had he and Sam decided to
sell the company prior to his death.
On the other hand, when life insurance proceeds are treated as a corporate asset, both Sam and Harry’s estate
benefit from the increase in value from the proceeds. However, the company is saddled with additional debt
to repurchase Harry’s shares at the moment of its greatest vulnerability, the death of one of the two key ownermanagers. Is that the intention of the parties? The answers to these questions may not be immediately clear.
CONCLUSION
What is clear from this example is that the issue of the valuation treatment of life insurance proceeds is far too
important not to be addressed specifically in buy sell agreements. If an agreement is silent on the issue and the
life insurance proceeds are significant in relationship to the value of a business, rest assured that there will be an
issue – probably litigation – when a significant shareholder dies.
With out-of-date fixed price agreements where value rises over time, the parties to that agreement make a
bet that “the other guy” will die first. And one of them will be right! With life insurance proceeds, there is
something of a similar bet if life insurance is treated as a funding vehicle only. In this case, however, the seller
who dies first will get what his stock was worth before life insurance proceeds. His only “loss” is in not sharing
in the incremental asset created by the insurance.
Parties to an agreement may feel differently about this “loss” or incremental gain depending on whether a
company is entirely family-owned or the ownership is comprised of unrelated parties. However, regardless of
they feel about it, the Internal Revenue Service may have a say about the treatment of life insurance proceeds
in family-owned businesses.
The bottom line. If a buy-sell agreement is funded in whole or in part by life insurance, take the time to review
the agreement to see what it states regarding the treatment of proceeds in the event of the death of a partner/
shareholder. If it is silent, now would be the best time to get together with all parties to the agreement and to
discuss the impact of life insurance.
Valuation advisers should be called upon and asked to make calculations like those above – or they can be made
internally by corporate personnel based on an assumed value for the business. Armed with this information, the
parties should decide now what will happen to the incremental asset created by life insurance proceeds?

Z. Christopher Mercer, ASA, CFA
mercerc@mercercapital.com
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In this 350+ page book, we speak from our own experiences valuing hundreds of buy-sell
agreements. You will gain insight into the folly of fixed-price or formula pricing, the
different appraisal mechanisms, common misunderstandings that can end up as big money

, CFA

issues, and the pitfalls of buy-sell templates. We explore single and multiple appraiser
process agreements in depth. If you are an attorney, CPA, insurance provider, business owner
or business appraiser, you must have this book.
CHAPTERS INCLUDE:

A pre-publication discount of 25%

$59

» Fixed priced agreements

» The six defining elements

» Formula agreements - Do they work?

» Real world examples

» Understanding process agreements

» Buy-Sell valuation audit

Download a chapter from the book with our compliments
from our website, www.mercercapital.com

(Plus shipping)
Regular price: $79

To order, fax back to 901.685.2199, call us at 901.685.2120, or visit www.mercercapital.com
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MERCER CAPITAL’S E-BOOK LIBRARY

TITLE

DESCRIPTION

Valuing Shareholder Cash Flows:
Quantifying Marketability Discounts

Quantifying Marketability Discounts has been updated and is
now offered as an e-book. Titled Valuing Shareholder Cash Flows:
Quantifying Marketability Discounts - 2005 E-Book, this edition
provides a brand new chapter which discusses each of the five
assumptions of the QMDM in depth. As a bonus, when you purchase
the e-book, you will also receive the QMDM Companion, the
latest edition of the Quantitative Marketability Discount Model, in
spreadsheet format.
We are responding to requests to put this 1992 book back into print
and we are doing so as an E-Book

Valuing Financial Institutions

Valuation for Impairment Testing

RELEASE DATE

$95.00

Currently Available

$65.00

Currently Available

$45.00

Currently Available

$19.95

Currently Available

$19.95

Currently Available

Complimentary

Currently Available

The first SFAS 142 valuation resource for CFOs and auditors

Are S Corporations Worth More Than C
Corporations?

An e-booklet that adds to the S Corp vs.
C Corp debate

Embedded Capital Gains

A closer look at the Embedded Capital Gains issue.

Rate & Flow: An Alternative
Approach to Determining
Active/Passive Appreciation in
Marital Dissolutions

INVESTMENT

In this e-book, we present an alternative model for determining
active / passive appreciation in a marital dissolution. In states
where an owner/spouse’s active management of a business does not
preclude the consideration of passive appreciation, we offer a fresh
approach based on rate and flow analysis

Visit our website at www.mercercapital.com for more information or to download an e-book.
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MERCER CAPITAL ON THE ROAD
November 6, 2006
“Marketing with the Newest Technology Tools”
IGAF Conference
Las Vegas, Nevada
Barbara Walters Price

December 3-4, 2006
“Buy - Sell Agreements: Ticking Time-Bomb or
Reasonable Resolution?”
“Ask the Experts Panel”
AICPA Business Valuation Conference
Austin, Texas
Z. Christopher Mercer, ASA, CFA

December 1, 2006
“Buy-Sell Agreements: Ticking Time Bomb or
Reasonable Resolution?”
“Current Topics in Business Valuation for Gift and Estate Tax Professionals”
Arkansas AICPA Meeting
Little Rock, Arkansas
Timothy R. Lee, ASA

The professionals of Mercer Capital have a great deal of experience speaking to industry and professional groups across the nation on topics such as:
» Buy-Sell Agreements

» Litigation Support and Expert Testimony

» The Integrated Theory of Business Valuation

» Valuation of Privately Held Businesses, Partnerships,
or LLCs

» Is Your Business Ready for Sale?™

» Financial Institution Valuation

» Purchase Price Allocation

» ESOP Valuation

» Valuation of Employee Stock Options

To book a Mercer Capital professional as a speaker at your next conference or CLE/CPE meeting,
please contact Barbara Walters Price at priceb@mercercapital.com.

A GENTLE PLUG FOR OUR FIRM

MERCER CAPITAL is a business valuation and investment banking firm serving a national and international clientele. Our reputation for
excellence is based on an ability to solve complex financial problems expeditiously. We convert over 20 years of experience, including thousands of
assignments, into solutions for the issues of today.

Corporate Valuation. Mercer Capital provides a broad range of independent valuation and financial advisory services, including:
» Dispute Analysis Services and Expert Testimony

» Valuation of Employee Options

» Valuation for Corporate Tax Matters

» Goodwill Impairment Testing

» Valuation for Corporate Income Tax Issues

» Valuation of Intangible Assets

» Valuation for ESOPs

» Fairness Opinions

» Purchase Price Allocations

Investment Banking. Mercer Capital’s investment banking division and specializes in providing merger and acquisition services to sellers or
buyers of private businesses or public companies divesting divisions and subsidiaries. In addition, we assist clients in industry consolidations, roll
ups, and refinancings.
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INTERNET COMMERCE: OBTAIN PROPOSALS TO VALUE YOUR COMPANY, BANK, FLP OR LLC VIA OUR WEBSITE
The cost of your time and delays in obtaining proposals has just gone down. Use one of the PROPOSAL REQUEST FORMS on our website.
Many of your colleagues have already used our PROPOSAL REQUEST FORMS and are impressed by the decrease in transactional overhead and
the increased ease in obtaining actionable proposals for their clients. We are pleased to be doing business with them. Try it yourself! Visit our website
and provide us with the pertinent information via this form, and we’ll prepare a proposal and deliver it to you via e-mail, fax or USPS. Complete
confidentiality is assured.

UNSUBSCRIBE

We will continue to send the newsletter as published at no cost unless you notify us that you wish to be removed from the distribution list. To REMOVE yourself from this list, send an e-mail to: mercer-owner@mercercapital.com and type the words “Unsubscribe – Value Matters” in the subject
line (without the quotation marks).

Business Valuation » Investment Banking
HEADQUARTERS:
5860 Ridgeway Center Parkway, Suite 400
Memphis, Tennessee 38120
901.685.2120 » Fax 901.685.2199

LOUISVILLE OFFICE:
511 South 5th Street, Suite 206
Louisville, Kentucky 40202
502.585.6340 » Fax 502.585.6345

www.mercercapital.com

DISCLAIMER. This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to our clients
and friends. Those interested in specific guidance for legal and accounting matters should seek competent professional advice. Inquiries to discuss specific
valuation or corporate finance matters are welcomed. Permission is specifically granted to send copies of this Value Matters™ to others who might have an
interest in its contents. Permission is also granted to quote portions of this newsletter with proper attribution.

Copyright © 2006 by Mercer Capital Management, Inc., all rights reserved. Text, graphics, and HTML code are protected by US and International Copyright
Laws, and may not be copied, reprinted, published, translated, hosted, or otherwise distributed by any means without explicit permission.
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