
Unless we live for an exception-
ally long time or have very old clients
who own businesses, most of us will
spend more time in planning buy-sell
agreements than in administering
them following an owner’s death. A
regular professional diet of planning
for the financial consequences of
death tends to make an advisor keep
the thought of death at a distance, in
abstract terms. However, if you have
ever sat across from a client who has
received insurance proceeds after the
death of a partner, or a client who has
to write a very large check to the IRS
to pay estate tax, the financial conse-
quences of death are not remote but
instead very immediate.

The Imagination May Roam 

A bit of visualization can go a long
way in helping the parties to a buy-sell
agreement appreciate the power of
receiving a substantial sum of money
because one’s partner has died. Before

going further, let’s realize that the own-
ers of the corporation may very well
trust each other and have an amicable
enough relationship with each other’s
spouse. Let’s also recognize that a buy-
sell agreement funded by life insurance
offers considerable protection to the
spouse of a decedent who also happens
to be the decedent’s executor. If, for
some reason, the surviving shareholder
does not pay the proceeds to the execu-
tor fully and promptly, the executor
has recourse. After all, the agreement is
a legally enforceable contract, and the
surviving shareholder would clearly be
bound to pay the proceeds in exchange
for the stock. (Your client may also
know that even if you have a slam-
dunk win in a lawsuit, the enforcement
of a judgment to collect money from
an irresponsible party can be grueling
and costly.)

Few of us who enter into transac-
tions spend much time thinking about
the variety of downside risks that may
surface. However, those who have seen
the vicissitudes of business over time
may need little imagination to envi-
sion the odd surprises that may occur.
The obvious concern is that the surviv-
ing shareholder turns out to be dishon-
est and absconds with the money. Of
course, that may be a risk, but most
likely an improbable one, and not as
insidious as the risks in which the par-
ties improvise reasons that may seem
justified only to them. A business part-
nership may suffer small grievances
that accumulate, only to explode after
the death of a shareholder like water

that bursts out of a pipe. The partners
may have complemented each other in
achieving success over the years. In a
classic case, if one excels in sales, and
the other is a steady manager who
makes sure the wheels turn and the
bills are paid, the business may experi-
ence major pressures if one of the own-
ers steps off the stage.

Perhaps the most prevalent sort of
problem falls within the general cate-
gory of buyer’s remorse, or more aptly,
buyer’s reluctance. Whatever the cir-
cumstances, the issue comes up when
the surviving shareholder believes that
the insurance proceeds paid to pur-
chase the decedent’s shares are exces-
sive. Perhaps the buy-sell agreement
had not been regularly updated before
the shareholder died. Perhaps the busi-
ness was in the doldrums before death
occurred. Maybe one of the sharehold-
ers had not been as productive, in the
view of the other. The relationship
between the surviving shareholder and
the decedent’s spouse might be less
than ideal. We could spend an after-
noon conjuring up specific instances
of why buyer’s reluctance may occur.
Whatever the source, the notion that
one’s spouse may be faced with a
dilemma later can motivate a share-
holder to make sure that his/her estate
receives funds when the shareholder’s
stock is sold after his/her death.

So, What’s the Solution? 

If the policy will not be owned
by the other shareholder, who should
own it? Specifically, what type of
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entity should own it on behalf of the
surviving shareholder? Before answer-
ing that question directly, let’s take a
step back and recognize that, without
regard to which arrangement is
employed, we are setting up a glorified
escrow agreement. Slice it as you will,
the goal is to ensure that a third party
receives the insurance proceeds when
one shareholder dies and transfers the
money on behalf of the survivor to
the decedent’s estate in exchange for
the shares that will be distributed to
the surviving shareholder.

A trust is the most common
entity to serve as an intermediary for
this type of sale. My preference is to
use a revocable trust rather than an
irrevocable trust. Each type of trust
has its own advantages and disadvan-
tages. The revocable trust is appealing
because of its simplicity. No tax issues
need be considered as to whether a gift
has been made or whether income tax
implications are in the mix. Let’s
assume that the trust is established
when the new policy is purchased. The
revocable trust will be the owner and
beneficiary of the policy. After the
trust is executed, the trustee can apply
for the policy. Typically, the business
will pay the premiums for the policy,
and the payments would be taxable
compensation to the shareholder who
is the grantor of the trust. Assuming
the premiums are reasonable compen-
sation, the cost would be income tax
deductible to the business when paid
on behalf of the shareholder. If an
existing policy, rather than a new pol-
icy, is used to fund the trust, the
insured owner can assign the policy to
the trust, and the trust would func-
tion in the same manner as for a newly
purchased policy. 

Trust Terms in 

Pencil or in Stone?

While the revocable trust offers
simplicity, it has other limitations. The
shareholder who would otherwise be
the owner of the policy has the ability
to revoke the trust. Thus, it is possible
that the shareholder might revoke the
trust and become the owner of the pol-
icy, thereby nullifying the arrangement.
As a practical matter, that prospect can
be avoided if a neutral trustee agrees to
inform the parties of a revocation
before transferring the policy to the
shareholder. The trust may contain a
provision that, in the event of an
attempted revocation, the trustee must
notify the insured prior to taking fur-
ther action. The trustee may not neces-
sarily be restricted from cooperating
with the revocation, but the notifica-
tion should be effective to let the par-
ties know that something has changed
and they need to come to terms. After
receiving notification, it is quite likely
that the shareholders will confer if the
insured had no idea that the revoca-
tion was in the works. 

The trust might be irrevocable,
but that format presents other prob-
lems. If the policy is transferred to the
trust by the insured, gift tax conse-
quences may need to be considered.
The ongoing payment of premiums
may constitute additional gifts. The
estate tax and income tax implications
of the ownership arrangement should
also be reviewed. Beyond the tax attrib-
utes, the irrevocable trust may be prob-
lematic because of its inflexibility. Irrev-
ocable trusts may be utilized to serve
the purpose, but usually are not a pre-
ferred method because of the limita-
tions that come into play when the
terms of the trust cannot be changed.

More Owners, Policies Multiply

A trust may be an appropriate
device when a cross-purchase agree-
ment is utilized. Among other rea-
sons, a cross-purchase agreement is
frequently employed when only two
owners are involved. When three or
more owners participate, a stock
redemption agreement (or entity pur-
chase agreement if an LLC is featured)
or a trusteed cross-purchase agreement
may be preferred by the owners and
their advisors. Everything else being
equal, each of these alternative owner-
ship arrangements offers the advan-
tage of having an entity that will own
a single insurance policy on the life
of each owner. Administratively, this is
no small thing. For example, if four
owners entered into a cross-purchase
agreement without taking further
action regarding the ownership of life
insurance policies, 12 policies would
be required to fund the agreement. If
a stock-redemption agreement were
put into effect, only four policies
would be needed, with the corpora-
tion named as the owner and benefici-
ary of each policy.

In a given case, factors other than
insurance policy ownership may favor a
cross-purchase agreement. For instance,
the other owners may consider the
prospect of selling the business outright
after the death of a shareholder. The
fact that the surviving owners would
have an increased basis and pay less cap-
ital gains tax than if a stock redemption
had been selected might be enough for
the owners to choose a cross-purchase
agreement. The problem presented by
the need for multiple policies can be
avoided by using a trust to hold the
insurance policies. The design of the
trust will require more careful consider-
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ation than if the trust held a policy
when only two owners are involved.
Even when designed to maximum
effect, the trust may not be as effective
for all purposes as if a partnership were
employed to own the policies.

A Partnership May Fill the Bill

A partnership could be established
to own the policies. Just as with a trust,
when there are three or more insured
owners, care must be taken to avoid
having any of the insured owners
deemed to have an incident of owner-
ship with respect to the policy on
his/her life. A partnership could be used
in place of a trust, in conjunction with
a cross-purchase agreement. For that
matter, a partnership could also be used
to accompany a stock redemption
agreement in which the partnership,
rather than the corporation, would
receive the proceeds and also collect the
shares held by the estate of the deceased
shareholder. As would be the case with
a trust involving multiple parties, the

partnership must be carefully designed
to avoid any of the partners being
treated as having an incident of owner-
ship with respect to his/her own policy.
In that case, the insured can be assured
that the proceeds paid upon his/her
death will not be included in his/her
estate for federal estate tax purposes. In
addition, if the insurance proceeds are
required to satisfy the corporation’s
obligation to redeem stock, the receipt
of the proceeds upon the death of the
shareholder should not affect the value
of the shareholder’s stock for federal
estate tax purposes.

Policies that are cross owned or
owned by a trust may be subject to a
transfer-for-value problem. For exam-
ple, suppose that A and B own a policy
on C’s life and B dies. If A becomes the
sole owner of the policy she had owned
with B on C’s life, A’s increased owner-
ship of the policy upon B’s death
would be treated as a transfer for value.
The transfer-for-value rule directs that
at least a portion of the insurance pro-

ceeds paid upon the insured’s death
will be subject to income tax if the pol-
icy has been transferred to another
party, and no exception to the rule
applies. If A, B and C in the example
above were partners, the transfer of an
interest in the policy to A upon B’s
death would be a transfer to a partner,
thereby qualifying as an exception to
the transfer-for-value rule.

Any of the techniques discussed
in this column can be effective. While
tax considerations may need to be
addressed, the best form of security
device to utilize will emerge within the
larger planning process. ■
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