
Advanced Planning: Business Exit Strategies - Life 
Insurance Funded Buy-Sell Arrangements

ENTITY PURCHASE
(REDEMPTIONS, LIQUIDATIONS) CROSS PURCHASE

The Plan A buy-sell agreement that obligates the 
business to purchase, at an agreed-on price, 
the interest of a business owner on the 
occurrence of a specified event—generally the 
owner’s death, disability, or termination of 
employment.

A buy-sell agreement where business owners 
agree among themselves that the remaining/ 
surviving owner(s) are obligated to purchase  
(or have the option to purchase), at an agreed-
on price, a departing owner’s interest on the 
occurrence of a specified event—generally  
an owner’s death, disability, or termination  
of employment.

The Purchaser The business. The remaining/surviving business owner(s).

Seller The owner or his or her estate.

Seller: Basis in Business 
Interest

Lifetime sale: Basis remains adjusted cost basis.
Sale at death: The business interest receives a “step-up” in basis to fair market value  
at the death of an owner.

Purchaser: Basis in Business 
Interest

The remaining/surviving owners do not receive 
any cost basis adjustment in their business 
interest after the buy-out. Subsequent sales 
may trigger additional taxable gain. (Note: 
Where a stock redemption is funded with life 
insurance in a pass-through entity, the life 
insurance will cause the owners to receive an 
increase in basis.)

The percentage ownership of the remaining/ 
surviving owners is increased pro rata, by  
the amount repurchased (i.e., redeemed/ 
liquidated). This can sometimes realign voting 
power, shifting the control of the business in 
an undesirable way.

The remaining/surviving business owner(s) 
receive a new basis in the purchased 
interest(s)—the fair market value paid.  
This new basis is used to measure taxable  
gain for subsequent sales.

The surviving/remaining owners’ percentage  
of ownership can remain the same or  
change depending upon the agreement  
and the amount of the deceased/departing  
owner’s interest purchased by each survivor/
remaining owner.
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BUY-SELL ARRANGEMENT FUNDED WITH LIFE INSURANCE
When a business owner or partner dies, a buy-sell arrangement compels the remaining business owner(s) or partner(s) to purchase the 
business at an agreed upon price from, for example, the deceased’s spouse or estate. When that buy-sell arrangement is funded by life 
insurance, the surviving owner(s) or partner(s) have immediate access to the cash needed for that purchase. Properly structured and 
funded, a buy-sell arrangement funded with life insurance can help to ensure the financial wellness of the survivor(s) and the business.

COMPARISON OF ENTITY PURCHASE AND CROSS PURCHASE ARRANGEMENTS
Please note that this chart presents a general discussion of issues relating to choosing a buy-sell arrangement funded with life 
insurance. It does not attempt to address issues related to the taxation of a specific tax entity except where noted.

Continued on the next page.
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ENTITY PURCHASE
(REDEMPTIONS, LIQUIDATIONS) CROSS PURCHASE

Estate Tax Valuation The price at which a deceased owner’s business interest must be sold under a buy-sell agreement 
will generally be binding as the estate tax value of the business interest where the buy-sell 
agreement:
��Provides that the arrangement is binding on the parties during the life and at the death of the 
owners for a price that is determinable from the agreement.
��Provides that it’s entered into for a bona fide business reason.
�� Is not a testamentary device to transfer the business to members of decedent’s family for less 
than adequate consideration.

■■ In family situations, has terms comparable to similar arrangements entered into by persons in 
arm’s length transactions.

Family Attribution Rules Apply only to corporate redemptions.
Consequences of the rule: When “related” 
persons own the stock, a redemption may 
be subject to taxable dividend treatment 
(ordinary income) instead of sale or exchange 
treatment through the application of the 
IRC §318 attribution/constructive ownership 
rules. (However, in an S corporation with no C 
corporation accumulated earnings and profits, 
the attribution rules do not result in dividend 
treatment.)
These rules can be waived if the conditions in 
IRC §302(c)(2)(A) are met. 
The attribution rule does not apply if the 
redemption qualifies under IRC §303 as a 
payment of estate administrative expenses or 
taxes.

There are no problems of constructive  
ownership or attribution under IRC §318  
when a cross purchase arrangement is used.

Life Insurance Funding The business is the owner, the premium 
payer, and the beneficiary of a policy on the 
life of each owner in an amount sufficient to 
help assure the performance of its repurchase 
obligation under the agreement.

Each owner applies for, owns, and is the 
beneficiary of a policy on the life of each of  
the other owners in an amount equal to his or  
her share of the purchase obligation.

Policies Needed Only one policy per owner is required. As the number of owners increases, multiple 
policies are required. The number of policies 
needed is: n x (n -1), where n = the number  
of owners.

Policy Management Fewer policies owned and administered by the 
business entity will increase the likelihood that 
premiums will be paid, policy performance will 
be monitored, and death benefit proceeds will 
be used for the intended buy-sell purpose.

Multiple personally owned policies add 
additional complexity to the management 
process and the successful outcome  
of the plan.

In addition, where a trust is used as a  
policy management tool, “transfer-for-value” 
problems can result, leading to partial or full 
taxation of the death benefit proceeds.
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ENTITY PURCHASE
(REDEMPTIONS, LIQUIDATIONS) CROSS PURCHASE

Policy Premiums Premiums are a nondeductible business 
expense for income tax purposes.

Age discrepancies, underwriting ratings, 
and percentage ownership that can result in 
insurance costs that are radically different 
among the multiple owners become less of an 
issue where business dollars pay premiums.

S corporations, partnerships, and limited 
liability companies: Depending on the type 
of pass-through entity, the accounting 
methods used, and the nature of the buy-sell 
arrangement, nondeductible premiums reduce 
the value of an owner’s interest in the entity 
(basis reduction).

Premiums on personally owned life insurance 
policies are a nondeductible expense for  
income tax purposes.

Premium discrepancies become more of an issue 
where personal dollars are used to purchase 
policies.

To defray personal premium cost, business 
dollars are often put to use through the 
implementation of executive benefit strategies 
such as a bonus agreement. As the result 
of these strategies, additional compensation 
may result to the business owners. Care must 
be taken that these additional dollars can be 
justified as “reasonable compensation.”

Tax Bracket Considerations Consideration must be given to the taxation of the entity and the effect of nondeductible premiums 
on the entity and its owners.
For example, when funding a cross purchase arrangement, premium payments made by a 
corporation in a high tax bracket may be more costly than a deductible bonus paid to the owners in 
lower tax brackets.

Policy Cash Values When permanent policies are used, policy cash 
values are corporate assets.
Cash values can be accessed by the business 
for use in a lifetime purchase resulting from 
an owner’s disability or withdrawal from the 
business.*

S corporations, partnerships, and limited 
liability companies: Depending on the type  
of flow-through entity, the accounting  
methods used, and the nature of the buy-sell 
arrangement, cash value increases the owner’s 
basis.

Where permanent policies are used, cash values 
can be accessed by the policyowner for use in 
a lifetime purchase resulting from an owner’s 
disability or withdrawal from the business.*

Policy Proceeds: Income 
Taxation

For “employer-owned” policies issued after 
August 17, 2006, IRC §101(j) provides that 
the death benefit in excess of premiums and 
other amounts paid will be taxed as ordinary 
income. However, if specific employee notice 
and consent requirements are met and certain 
safe harbor exceptions apply, the death benefit 
can be received income tax-free under IRC 
§101(a).

See “Transfer of Policies.”

For “employer-owned” policies issued after 
August 17, 2006, IRC §101(j) provides that the 
death benefit in excess of premiums and other 
amounts paid will be taxed as ordinary income. 
However, if specific employee notice and 
consent requirements are met and certain safe 
harbor exceptions apply, the death benefit  
can be received income tax-free under IRC 
§101(a). IRS Revenue Bulletin 2009-24 Notice 
2009-48 provides additional interpretation 
of IRC §101(j) and its application to a cross 
purchase arrangement.

See “Transfer of Policies.”

Policy Proceeds: Effect on 
Business Value

The death benefit received by the business 
may increase the value of the business.

The business value is not affected by receipt of 
policy proceeds by an owner.
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This material is being provided for informational or educational purposes only and does not take into account the investment 
objectives or financial situation of any client or prospective clients. The information is not intended as investment advice and is 
not a recommendation about managing or investing your retirement savings. If you would like information about your particular 
investment needs, please contact a financial professional.
*�Life insurance policy cash values are accessed through withdrawals and policy loans. Outstanding loans and withdrawals will reduce 
policy cash values and the death benefit and may have tax consequences. 

**�A transfer or exchange to a third party may be considered a reportable policy sale and require tax reporting by the purchaser and 
the issuing insurance company.

Life insurance is issued by The Prudential Insurance Company of America and its affiliates. All are Prudential Financial companies 
located in Newark, NJ, and each is solely responsible for its own financial condition and contractual obligations. Life insurance policies 
contain exclusions, limitations, reductions of benefits, and 
terms for keeping them in force. Your financial professional can 
provide you with costs and complete details. The availability of 
other products and services varies by carrier and state.
Prudential Financial and its financial professionals do not give 
legal or tax advice. You should consult your own advisors.

Investment and Insurance Products:
Not Insured by FDIC, NCUSIF, or Any Federal Government 
Agency. May Lose Value. Not a Deposit of or Guaranteed by Any 
Bank, Credit Union, Bank Affiliate, or Credit Union Affiliate.

ENTITY PURCHASE
(REDEMPTIONS, LIQUIDATIONS) CROSS PURCHASE

Policy Proceeds: Estate 
Includibility

Corporations: If all of the incidents of 
ownership in the policy are held by the 
corporation, only the value of the stock, not 
the policy proceeds, will be includible in the 
decedent’s gross estate for estate tax purposes.

Partnerships and limited liability companies: 
There are no direct regulations that deal with 
incidents of ownership held by a partner/ 
member. The general belief is that, where the 
entity is both the owner and the beneficiary 
of a policy on a partner’s/member’s life, the 
partner’s/member’s gross estate should include 
just his or her proportionate share of the 
business value, which reflects a proportionate 
share of the policy proceeds.

The cash value of the policies owned by the 
decedent on the other owners’ lives is  
includible in the decedent’s gross estate.

Transfer of Policies** Since the business is the owner of the life 
insurance policies, there is no need to transfer 
ownership at the death of an owner.
Accordingly, this limits the possibility of 
incurring a “transfer-for-value” problem 
resulting in partial or full taxation of the death 
benefit proceeds.
Care must be taken when decisions are made 
to change the form of the buy-sell agreement 
(e.g., from entity purchase to cross purchase) 
so that the “transfer-for-value” rule is not 
violated.

“Transfer-for-value” problems are more likely 
since the estate of the deceased owner will own 
policies on the lives of the surviving owners.  
At the death of a business owner, the deceased 
owner’s estate and the surviving owners may 
choose to shift ownership to provide for full 
funding at a subsequent death.
Unless an exception to the “transfer-for-value” 
rule applies, all or a portion of the death benefit 
could be subject to income taxation.  
To avoid a “transfer-for-value” problem for the 
surviving owners, the estate can sell the policies 
only to the respective insureds, a corporation 
where the insured is an officer or stockholder,  
a partnership in which the insured is a partner,  
or a partner of the insured.




Accessibility Report



		Filename: 

		19-8035543 Expiration - FAQ Life Insurance Funded Buy Sell Arrangements (AM-Consumer) - PXB - ADA.pdf






		Report created by: 

		Veera Ganesan.S (Cognizant)


		Organization: 

		Prudential





 [Personal and organization information from the Preferences > Identity dialog.]


Summary


The checker found no problems in this document.



		Needs manual check: 0


		Passed manually: 2


		Failed manually: 0


		Skipped: 1


		Passed: 29


		Failed: 0





Detailed Report



		Document




		Rule Name		Status		Description


		Accessibility permission flag		Passed		Accessibility permission flag must be set


		Image-only PDF		Passed		Document is not image-only PDF


		Tagged PDF		Passed		Document is tagged PDF


		Logical Reading Order		Passed manually		Document structure provides a logical reading order


		Primary language		Passed		Text language is specified


		Title		Passed		Document title is showing in title bar


		Bookmarks		Passed		Bookmarks are present in large documents


		Color contrast		Passed manually		Document has appropriate color contrast


		Page Content




		Rule Name		Status		Description


		Tagged content		Passed		All page content is tagged


		Tagged annotations		Passed		All annotations are tagged


		Tab order		Passed		Tab order is consistent with structure order


		Character encoding		Passed		Reliable character encoding is provided


		Tagged multimedia		Passed		All multimedia objects are tagged


		Screen flicker		Passed		Page will not cause screen flicker


		Scripts		Passed		No inaccessible scripts


		Timed responses		Passed		Page does not require timed responses


		Navigation links		Passed		Navigation links are not repetitive


		Forms




		Rule Name		Status		Description


		Tagged form fields		Passed		All form fields are tagged


		Field descriptions		Passed		All form fields have description


		Alternate Text




		Rule Name		Status		Description


		Figures alternate text		Passed		Figures require alternate text


		Nested alternate text		Passed		Alternate text that will never be read


		Associated with content		Passed		Alternate text must be associated with some content


		Hides annotation		Passed		Alternate text should not hide annotation


		Other elements alternate text		Passed		Other elements that require alternate text


		Tables




		Rule Name		Status		Description


		Rows		Passed		TR must be a child of Table, THead, TBody, or TFoot


		TH and TD		Passed		TH and TD must be children of TR


		Headers		Passed		Tables should have headers


		Regularity		Passed		Tables must contain the same number of columns in each row and rows in each column


		Summary		Skipped		Tables must have a summary


		Lists




		Rule Name		Status		Description


		List items		Passed		LI must be a child of L


		Lbl and LBody		Passed		Lbl and LBody must be children of LI


		Headings




		Rule Name		Status		Description


		Appropriate nesting		Passed		Appropriate nesting







Back to Top
