
The information provided is not written or intended as specific tax or legal advice. CREATIVE Financial Group 
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an estate planning team, including their own personal legal or tax counsel.

A buy-sell arrangement is a legally binding contract 

between partners or stockholders in a company 

that requires one party to sell and another party to 

buy a particular ownership interest in a business in 

the event of death, disability, or retirement (buy-

out), or upon certain other triggering events as 

specified in the contract.
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They may be used by any type of business entity: sole-proprietor, corporation, partnership, limited 

liability company (LLC), etc. Therefore, when an owner dies, and if the provisions are carried out, 

the arrangement will assure the prompt and orderly sale of his or her business. This benefits your 

family, your heirs, and the surviving owners of the business. 

The buy-sell arrangement could be set up as a cross purchase, entity, wait and see, or trusteed cross 

purchase arrangement. You may know a buy-sell arrangement is necessary, but which type would work 

best in your situation? There is no simple answer to this question, because every case is different. There 

are also a variety of funding options to consider that may include the utilization of life insurance and/

or disability income insurance as funding vehicles to help provide the funds necessary to meet future 

obligations. In order to better address the issue, the following pages offer some buy-sell factors to 

consider when trying to tackle the question: Which buy-sell arrangement could work best for me?

Factors to Consider in Determining the Form of 
a Buy-Sell Arrangement

FACTOR CONSIDERATION

Number of Parties

The larger the number of parties, the more complex the establishment 

and administration of a cross purchase arrangement will be. This 

could mean a significant number of insurance policies if that is the 

funding vehicle rather than the one policy per person for an entity 

purchase arrangement.

Age and Ownership 

Differential

The greater the age difference, the larger the financial obligation 

imposed upon the younger/minority stockholder or partners under a 

cross purchase arrangement. An entity arrangement may be preferable 

since it allows for a pooling of the premium obligations within the 

business (corporate dollars).

Life Insurance Funding

An entity purchase arrangement would not necessitate the business 

owners personally paying premiums for funding life insurance. A Split 

Dollar arrangement may assist in funding a cross purchase.

Cost Basis

Since a cross purchase arrangement generally will result in the surviving 

owners receiving a higher cost basis for the business interest, the survivors 

would incur lower capital gain for any subsequent sale. In a partnership or 

LLC taxed as a partnership, whether the buy-sell is structured as an entity 

or a cross purchase arrangement, the surviving owners can receive an 

increase in basis for the purchase of the decedent’s interest.

continued
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FACTOR CONSIDERATION

Attribution of 

Ownership Rules

Due to potential dividend taxation under Internal Revenue Code (IRC) § 

301, redemption may be inadvisable for a family corporation. Therefore, 

a cross purchase arrangement may be the only viable approach.

Possibility of 

Arrangement Change

If the parties anticipate that they may change from one type of 

arrangement to another, the effect of the transfer-for-value rule [IRC § 

101 (a)(2)] favors the initial establishment of a cross purchase arrangement 

for a corporation, since the policies could later be transferred to the 

corporation to fund a redemption without creating a transfer-for-

value. However, the parties normally would not be able to transfer the 

policies from the corporation to the non-insured stockholders to fund 

a cross purchase arrangement without creating a transfer-for-value, 

and therefore subjecting the death proceeds to income taxation. In a 

partnership or LLC taxed as a partnership, the rule is not as daunting since 

transfers of policies amongst partners or to or from a partnership or 

LLC itself meet an exception to the transfer-for-value rule under IRC § 

101(a)(2)(B). Thus, there is great flexibility to transfer policies to any partner 

or the partnership itself at any time before the insured’s death without the 

death benefit becoming subject to income tax.

Tax Considerations

Funding a stock redemption arrangement requires attention to be 

paid to possible accumulated earning tax and the corporate alternative 

minimum tax. A cross purchase arrangement can ignore these concerns.

Tax Bracket

If the corporate tax bracket is higher than the policyowner’s individual 

tax bracket, a cross purchase arrangement may be the logical choice 

and vice versa. With a partnership and an LLC taxed as partnership, the 

tax bracket would be the individual’s because there is no separate tax 

bracket for this type of entity.

Taxation of  

Disability Benefits

Whether the disability buy-out arrangement is structured as an entity, 

cross purchase, or trusteed cross purchase arrangement, the taxation 

of premiums and benefits is the same. The premiums paid are not tax-

deductible, but the benefits are generally received income tax free.

Taxation of a Disability 

Buy-Out Between 

Corporate Entity 

and Disabled Owner 

(Entity Purchase)

The actual purchase of the business interest is likely to have income tax 

ramifications for both buyer and seller. When the buy-out is between a 

corporate entity and a disabled owner and the transaction qualifies as a 

complete redemption of a shareholder’s stock, the payments received 

generally will be treated as a capital gain or loss.

continued
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FACTOR CONSIDERATION

Taxation of a  

Disability Buy-Out  

if Cross Purchase

If the buy-out is a cross purchase between the shareholder-

employees, it will also be considered a capital transaction and taxed 

accordingly. The disabled owner is taxed only on the gain from the sale 

of the business interest.

Taxation of Buy-Out 

Between Partnership 

(LLC Taxed as a 

Partnership) and 

Disabled Partner’s 

Interests

When the buy-out is between a partnership and a disabled partner and 

results in a termination of the disabled partner’s interest, it is taxed as a 

liquidation of his or her interest.

Taxation of Buy-Out 

if Cross Purchase 

Between Partners

Where the buy-out is a cross purchase between partners, it is taxed as 

a sale of the partner’s interest.

Alternative Minimum 

Tax (AMT)

Only applies to C Corporations with average gross receipts of $7.5 

million: If benefits are paid to the C Corporation under an entity 

purchase arrangement, this could trigger AMT.

The information provided is not written or intended as specific tax or legal advice. Neither CREATIVE Financial Group 
nor MML Investors Services, LLC are authorized to give tax or legal advice. Individuals are encouraged to seek advice 
from their own tax or legal counsel. Individuals involved in the estate planning process should work with an estate 
planning team, including their own personal legal or tax counsel. 
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