TRUST AND ESTATE LAw

Unplanned Business Succession After the
Death or Incapacity of the Business Owner

by Barbara A. Dalvano and Constance D. Smith

This article addresses some of the issues presented in an unplanned business succession situation and includes sug-
gestions (some involving minimal advance planning) to reduce the problems that arise in an unplanned business

SHCcession.

ness succession planning techniques, but may not have

mwich experience with situations in which a business owner
becomes incapacitated or dies with no written succession plan for
the business. The owner’s business succession planning objectives
often are difficult to identify and accomplish in 4n unplanned suc-
cession.}

E state planning practitioners generally are familiar with busi-

Immediate Family Needs

When a business owner dies or becomes incapacitated, the first
concern of the business owner’s spouse generaily will be to replace
the business owner’s income. Possible sources of cash flow include
payments under a disability insurance policy, long-term care insur-
ance policy, or pubiic benetit programs. Hardship distributions
from retirement plans and liquidation of other personal assets also
could be considered. If the business owner is incapacitated, life in-
surance policies should be reviewed to determine the best use of
anty cash value, The spouse should not borrow against the cash val-
ue or surrender any life insurance policy if the policy is pledged as
security for any contractual obligations or if the cash value will be
needed to pay premiums on the policy. The spouse will need to
evafuate whether the cost to maintain the policy is worth the fu-
ture death benefit.

Equity Interests

If the business appears tinancially sound, the business owner's
compensation income could be partially replaced by distributions
{dividends from profits} on the business owner’s equity interest. Al-
ternatively, the business could redeem all or part of the equity in-
terest. Attention should be given to the owner's retained interest

for control and future economic needs, as well as business liquidity
that may be needed for long-term plans. If there is more than one
business owner, a sale of the business owner’s equity interest to one
or more of the co~owners could be negotiated, though favorable
terms might be the exception without a prior binding agreement. If
a buy-sell agreement exists, it might trigger a sale, forcing liquida-
tion of the owner’s equity interest. This would provide for the tam-
ily’s cash flow needs, while eliminating the family’s concern for the
business’s future.

If any planning is permitted before incapacity, the attorney could
suggest an employment agreement between the owner and the
business with salary continuation and qualified or nonqualified de-
ferred compensation provisions. This would provide some short-
term income continuation for the benefit of the business owner'’s
family on the owner's incapacity or death.” The salary could be
continued for the waiting period under the owner'’s disability or
long-term care policy. An employment agreement for a single-
owner business mav seem counterintuitive but nonetheless could
be effective. Of course, the liquidity of the business should be
weighed against the family needs for cash tlow.

Health Insurance

The family’s health care insurance likely will be the next priority.
If the business has an emplovee health care plan, the spouse could
take advantage of federally mandated® continued employer health
care coverage at an increased cost. Another option is to empley the
spouse in some capacity in the business and to begin family health
care insurance coverage in the spouse’s name. Employment in the
business provides income to the family, along with some of the emn-
plovee benefits the disabled or deceased owner may have enjoyed.
Even if the spouse’s compensation income is significantly less than
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that previously earned by the business owner, the other employee
benefits alone may favor use of this option. The spouse must actu-
ally provide services to the business and be reasonably compensat-
ed for those services. Working in the business provides the spouse
with exposure to the business and its operations, but working off-
site may be advisable if the spouse’s presence would negatively af-
fect other employees.

Immediate Business Needs

Continuation of the business operations atter the incapacity or
death of the business owner also must be addressed. The immedi-
ate needs include cash flow {accounts receivable and current ex-
penses), performance of outstanding contractual and tax obliga-
tions, and the continuation of critical licenses and other permits
needed to run the business. Any reduction of expenditures must be
weighed against the insecurity created for employees, suppliers, and
customers, All short-term decisions should be made only after
evaluating their effect on long-term solutions and options.

I£ the business owner had no business succession plan prior to
death or incapacity, some stop-gap measures might be needed to
maintain the business operations. Retaining kev emplovees; avoid-
ing lenders’ acceleration of debt; and good communication with
customers, suppliers, and other third-party contractors ali should
be addressed early to preserve the value of the business until long-
term decisions can be made. For example, key employees could be
identified and offered incentives to continue with the business.
These incentives could include an employment agreement with a
signing bonus, bonus program, profits interest, or phantom stock
in the business.

Legal Representative for
Incapacitated Business Owner

Assuming the business owner did not have powers of attorney, a
conservator and guardian would need to be appointed to act on be-
half of the incapacitated owner. The broad powers granted by such
appointments could create contlicts and disputes within the family
as members vie to protect their individual interests.

The appointed conservator could (but might not) have control
over the operation and continuation of the business. CRS § 15-14-
301 provides the spouse with statutory prierity for appointment as
guardian, but aduit children and ex-spouse guardians of minor
children may contest the spouse’s appointment as conservator to
protect their personat financial interests. This may be of concern
where the business continuation benefits some heirs and immedi-
ate liquidation benefits others. Requesting separate conservators
for the owner'’s personal financial affairs (for example, the spouse)
and the business operations (for example, a receiver or special ad-
ministrator) might reduce tension among family members and
protect the business value,

The conservator has the authority to design for court approval
an estate plan that could be biased for or against certain beneficiar-
ies.* Additionally, the person appointed as guardian may have the
ability to divorce the spouse, thereby removing all statutory, marital
agreement, and other spousal rights.?

If only estate planning was agreed to by the owner before inca-
pacity, a limited power of attorney designating an agent who is fa-
mitiar with the business to vote the equity interest could provide
for short-term business continuity. This limited power of attorney

would be separate from and in addition to a general durable power
of attorney for the owner’s nonbusiness financial affairs. If the own-
er is agreeable, a written business resolution can identify key em-
ployees and grant them short-term management authority when
the owner is unable to act. Creation of a transitional advisory board
(in which fiduciary liabilities are limited and indemnified) could
provide much-needed assistance for continued business operations
in the absence of an owner.

Interim and Long-Term Planning

After the initial crisis of an owner’s incapacity has passed, the
conservator will need to address both estate and business succes~
sion planning issues. CRS § 15-14-411 permits the conservator,
with court approval, to engage in a variety of estate, tax, and Med-
icaid planning, including creation of trusts and lifetime gifts. A val-
uation of the business will be needed as part of this planning.

Armed with detailed business structural, operational, and finan-
cial information and considering, to the extent possible, the inter-
ests and objectives of funily members, the conservator for the busi-
ness interest should evaluate the long-term prospects for the busi-
ness. This will include evaluating the continuing viability of the
business activity; the human resources needed to continue the busi-
ness {the family and key employees’ capabilities, experience, and ex-
pertise}; the compatibility of necessary individuals; and the current
and future financial stability of the business. These factors will de-
termine whether the business should be continued long term, et~
ther held by the owner's family or sold, or whether the business
should be liquidated.

As part of structuring the owner's estate plan during incapacity,
the conservator should separately consider who will controi the
business and how to equalize the economic benefits from the es-
tate, if desired among benefictaries. As part of the plan, the busi-
ness may be recapitalized to create voting and nonvoting equity in~
terests and/or to create preferred or fixed value interests and com-
mon or growth interests, though an S corporation cannot have
preferred interests. A recapitalization would facilitate discounted
transfers, by gift or sale, and discounted values for equity interests
retained in the owner's estate.

Transfers of nonvoting interests would permit transfers to fami-
ly members of economic value while retaining controlling, voting
interests or transferring them to the chosen future business man-
agers. In famnilies where some but not all heirs want to continue the
business, the voting, growth equity interests could be transferred to
family members participating in the business and nonvoting, pre-
ferred equity interests could be transferred to those family mem-
bers who are not active in the business. Trusts could be created to
hold the voting equity interests for inactive or young family mem-
bers with suitable trustees appointed.® Trusts are advised for minor
children of prior relationships, if transfer of voting interests to them
cannot be avoided, to prevent ex-partners from having any voting
rights in the business as legal guardians of the children. All trusts
holding § corporation stock must be qualified shareholders.”

Where possible, a majority equity (controlling) interest should
be given to one person who is expected to continue to run the busi-
ness and nonvoting equity interests or other estate assets should be
given to other beneficiaries. A disposition that provides for the
business interest to pass first to the surviving spouse and then
equally among the children may not be appropriate. This common
disposition gives the surviving spouse control over the entity and
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such spouse may not desire or be able to continue the business for
the children’s benefit. Passing the business equally to the children
creates potential deadlock and contlict between those children who
are active in the business and those who are not. Instead of giving
the business to the spouse and then all children as part of the estate
assets, estate planners should consider the facts and circumstances
in each case.

If there are multiple owners of the business, a buy-sell or other
co-owner agreement will is advised. The conservator may be able to
inidate the agreement using the incapacitated owner’s circumstances
as a catalyst, The co-owners will need to address myriad issues re-
garding the structure and terms of the buy-sell agreement. If cor-
porate-owned life insurance is considered to fund buy-out arrange-
ments, the rules added by Pension Protection Act of 2006 for ac-
quiring fife insurance on employees must be considered.® These
rules include notice provisions and specific requirements that must
be met to avoid ordinary income tax on the insurance proceeds.”

If the business activity is viable but there are no family members
who want to operate the business, the business could be sold to key
emplovees or to an outside third party. Possible merger candidates
could be cultivated. It there are distinct business activities within
the business, 1 tax-free division of the business could be considered
with separate business activities continued by ditferent family
members or sold to employees or third parties.!

Where the owner agrees only wo estate planning, the attorney
should consider provisions in wills and powers of attorney that ex-
onerate the fiduciary in connection with its administration of the
business interest. Anv personal representative nominated also

should be granted the powers to retain, acquire, and sell business
interests; reorganize the business; make non-pro-rata distributions
of the business interests to beneficiaries; and determine whether
and to what extent other estate assets can be employed in the oper-
ation and continuation of the business.t

Intestate Death of Business Owner

If the business owner died before estate or business succession
planning was accomplished, many of the issues that could have
been dealt with during the business owner’s life now must be re-
solved through the intestate administration of the owner’s estate.
"The spouse has statutory priority for appointment as personal rep-
resentative, but family members may contest such appointment, 12
Tt will be necessary to determine the impact of the decedent’s death
on any contractual obligations, including, in particular, life insur-
ance, loan agreements, and any related security instruments. To the
extent the decedent personally guaranteed any debt, the liability of
the decedent’s estate to perform under those guarantee agreements
must be assessed. A variety of legal consequences concerning the
ownership of the business interests can arise, depending 0;1 the
structure of the business, as discussed below,

C Corporations

If the business was a C corporation,® the death of the decedent
does not cause 1 dissolution or termination of the business. The
decedent’s personal representative would hold the decedent’s stock
interests in the corporation and could vote such stock pending the
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Multiple Business Owners

If there are maltiple co-owners and no buy-out or other busi-
ness succession agreement exists, the decedent’s estate and heirs
could be shut out of all managerial power to operate the business
and all decisions regarding distribution to owners. Absent any pri-
or agreement or fruitful negotiation with the other co-owners, the
heirs will have only those default rights available under the Colo-
rado law for the relevant business entity.

If the surviving spouse is the parent of all of the decedent’s chil-
dren or if the decedent had no children, under the Colorado intes-
tate succession law?! the spouse would receive 100 percent of the
decedent’s estate, including the business interest. The equity inter-
est passing by intestate succession to the spouse should qualify for
the unlimited marital deduction for federal estate tax purposes bug,
depending on its value, could create a taxable estate for the spouse
at the spouse’s subsequent death.”® The spouse might consider a
post-mortem disclaimer of all or a portion of the equity interests
equal to the decedent’s applicable exclusion amount® remaining
at death. If 2 minority equity interest was disclaimed, applying ap-
propriate valuation discounts, the surviving spouse could leverage
the decedent’s remaining applicable exclusion amount in favor of
family members. Additional valuation discounts of the minority
equity interest might be appropriate if 2 post-mortem recapitaliza-
tion of the business was performed and the surviving spouse dis-
claimed nonvoting equity interests.

If the surviving spouse is not the parent of alf of the decedent’s
children, Colorado’s intestate succession law provides that the sur-
viving spouse will inherit 50 percent of the decedent’s intestate es-
tate and all of the decedent’s children would inherit the other 30
percent of the decedent’s intestate estate. There is no Colorado au-
thority permitting the personal representative to make non-pro-
rata distributions of the intestate estate assets in the absence of the
consent of the heirs. In addition to possible federal estate rax fia-
bility, the pro-~rata distribution of the business interests can create
conflicts and deadlock with only the state law default resolution
mechanisms available to eliminate the deadlock.?

Conclusion

The potential for conflict and deadlock among beneficiaries, as
well a5 loss of value of the business interest, should demand the
business owner's attention to matters involving estate and business
succession planning during his or her lifetime, However, motivat-
ing the business owner spend time and money on such planning
often is difficult.”® Some resources to assist the estate planning ae-
torney are listed below.”” Because the Colorado business entity
faws do not coordinate well with the Colorado Probate Code rela-
tive to fiduciary powers for certain entity structuses, the estate plan-
ning attorney may need to co-counsel with a business attorney to
determine the best plan design for a particular client.
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Interested in a
Legislative Update?

CBA Director of Legislative Relations Michael
Valdez is available to attend a breakfast, lunch, or din-
ner at your local bar association to provide an update
on legislation of interest from the 2007 Legislative
Season. One hour of CLE credit is available. For more
information, contact Michael at (303) 824-5309 or
mavaldez@cobar.org.
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