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With proper planning, the correct buy-sell  
agreement will avoid unwanted tax consequences 
while providing shareholders with peace of mind

Succession planning, rather than being an event, 
is a process to be managed over a period of 
years—anywhere from 3 or 5 up to 20 or 30 years 
hence. When succession planning is put into place 
for a C corporation, there are many factors to con-
sider such as the tax consequences of the  
type of buy-sell agreement selected, as well as 
family attribution, alternative minimum tax, and 
basis consequences.

The objective of this Guide is to identify and discuss 
some of the unique characteristics of C corporations 
and determine how such characteristics may affect 
buy-sell planning or weigh as factors in deciding the 
structure of a buy-sell agreement for a particular  
C corporation. Keep in mind, however, that all  
documents must be drafted by legal counsel. 
Furthermore, any necessary professional services, 
such as accounting or tax advice, must be provided 
by a licensed qualified advisor. This guide is not  
a substitute for personalized advice.

Overview
One of the basic rules of management is that a succession plan is best made long before it is needed. In 
the event an owner severs his/her connection with a company, such as through retirement, disability or 
premature death, what will happen to the business? It can be uncomfortable for clients to consider, but 
planning for such occurrences is important, especially when for most closely-held business owners, the 
business will make up the bulk of the value of their assets. For businesses organized as C corporations, 
becoming aware of the rules surrounding business succession is even more important due to pitfalls 
resulting from the corporation’s separate entity status.

For businesses organized as  
C corporations, becoming aware of 
the rules surrounding business  
succession is even more important  
due to pitfalls resulting from the  
corporation’s separate entity status.
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Buy-Sell Planning
C corporations do not dissolve at the death of an 
owner. Therefore, some decisions need to be 
made regarding the corporation in the event that 
an owner dies. Such transition problems can be 
compounded if the deceased was a key employee 
or a sole shareholder. For sole shareholders, the 
estate’s need for liquidity to pay federal estate 
taxes within nine months of death usually necessi-
tates a fire sale of the business. If there are surviv-
ing shareholders, they have the following options 
after the death of a co-owner: liquidate the corpo-
ration or continue the business by taking in heirs 
as new owners, allow a third-party new owner,  
sell business interests, and redeem or buy heirs’ 
business interest. 

In particular, closely-held business owners need to 
consider what will happen to a business upon the 
death of an owner. The beneficiaries of the dece-
dent’s estate could retain the stock but experience 
a cash flow crisis; with the loss of the decedent’s 
salary, if the board of directors decides not to dis-
tribute dividends, the stock may not provide a 
needed stream of income. If the heirs choose to 
sell the stock, then any third-party outsider may 
become a co-owner with the remaining sharehold-
ers if such heirs are lucky enough to even find a 
buyer. Closely-held stock can be difficult to sell;  
it doesn’t usually pay dividends and, if it is a 
minority interest, offers little control over the  
corporation’s activities.

The best course of action shareholders of a closely-
held business can take is to formulate a plan of 
action beforehand. A buy-sell agreement is one 
option. Buy-sell agreements bind the parties into an 
agreed-upon result in the event any one of a num-
ber of events occurs, such as a sale of shares, 
retirement, disability or death of a shareholder. 
When considering how to fund the buy-sell agree-
ment, life insurance can be a very attractive option.

Buy-Sell Basics
Buy-sell agreements are contracts and their terms 
may vary depending upon individual situations. 
However, the majority of such agreements will 
contain the following requirements :

■■ Each owner agrees to offer the right to  
purchase stock for sale to the business  
and/or the owners before attempting to sell  
it to third parties

■■ Upon the death of an owner, either the busi-
ness or the surviving owners will purchase and 
the decedent’s estate will sell the decedent’s 
ownership interest

■■ A predetermined valuation formula will be used 
at the time of death of an owner to determine a 
value for the ownership interests to  
be purchased

Funding the Buy-Sell 
Agreement with Life Insurance
Waiting until the time of death to acquire the 
funds to complete a buyout is problematic. With 
the loss of an owner, the business may already be 
suffering from decreased revenue or may be 
adversely affected by the loss of personal services 
or relationships the owner had with customers. 
The surviving owners could raise the needed 
funds by applying for a loan, selling business 
assets, or using cash reserves, but all of these 
approaches are inherently uncertain and may 
place a severe burden on the operations of the 
business. Life insurance offers a more secure basis 
for funding a buy-sell agreement. 

A life insurance policy can provide the proper 
amount of liquidity when it is needed most—at the 
death of a business owner. Funds received from the 
death benefit of the policy can be used to purchase 
the decedent’s interest. If a permanent life insur-
ance policy is used, the cash value may also serve 
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as a source of funds for a buyout at dissolution or 
when a business owner leaves the company, such 
as due to disability, incapacity, or retirement.

C Corporation  
Taxation Overview
Unlike partnerships or S corporations which are 
“flow through” tax entities where tax effects or 
results flow directly to their owners, all the profits 
and losses of a C corporation are taxed at the  
corporate level. If the corporation distributes its 
profits as dividends to its owners, the corporation 
cannot deduct the dividends paid and the owners 
will also have to pay income taxes on those  
payments. If a dividend is a “qualifying dividend,”  
it would be subject to a top tax rate of 20%.1 For 
closely-held businesses, this double taxation can  
be a burden.

Traditionally, such businesses would pay the 
owner-employees a salary rather than dividends, 
allowing the corporation to receive a compensation 
deduction. However, such compensation must be 
reasonable and is subject to limits. For instance, 
when a C corporation has been profitable for sev-
eral years, but never paid out any dividends, the 
IRS may deem a portion of the salaries paid to the 
owners to actually be dividends. More recently, 
given the top tax rate of 20% for dividends that are 
“qualified,” business owners may prefer a distribu-
tion to be characterized as dividend income. In any 
event, the C corporation must still pay compensa-
tion that is reasonable.

Accumulated Earnings Tax
Should a C corporation decide not to distribute 
earnings and profits as either dividends or  
compensation, it can retain the earnings which will 
delay the second level of tax, since shareholders of 
a C corporation are generally only taxed when a 
distribution or compensation is received, unlike S 
corporation shareholders. To prevent the avoidance 
of taxation at the shareholder level, C corpora-
tions are subject to a penalty tax if they accumu-
late too much earnings, or more than the business 
is expected to need. Such business needs can 
include payment of anticipated future operating 
expenses, planned expansion of operations, the 
retirement of debt, redemptions, executive benefits, 
insurance, etc. However, a minimum retention of 
$250,000 is permitted. Thus, an accumulated  
earnings tax of 15 percent is imposed on retained 
earnings in excess of reasonable business needs, 
with nontaxable surplus retained earnings 
allowed of $250,000 per year (or $150,000 for  
professional corporations) unless business needs 
justify a greater retention.2 The accumulated  
earnings tax is in addition to the regular  
corporation tax.

Alternative Minimum Tax
Like individuals, corporations with substantial  
income can become subject to an Alternative 
Minimum Tax (AMT) if they have excessive prefer-
ence items, such as deductions, exclusions, and 
credits to reduce their tax liability. Other items of 
tax preference include life insurance cash values in 
excess of premiums and death benefits in excess 
of cash value. After calculating their income tax  
liability using the regular method, C corporations 
must calculate it again using the AMT method, 
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Unlike partnerships or S corporations which 
are “flow through” tax entities where tax 
effects or results flow directly to their owners, 
all the profits and losses of a C corporation are 
taxed at the corporate level.

1 See IRC § 1(h)(11).
2  A company may reduce accumulated taxable income yet retain earnings through “consent dividends” 

which create taxable income for shareholders.
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which adds back certain tax preference items. The 
corporation must pay whichever tax is higher. 
Corporate AMT does not apply to any corporation 
with average gross receipts of less than $7.5  
million for a three-year period ($5 million for  
the corporation’s first 3-tax-year period). For  
corporations subject to AMT, the rate is 20%.

Basis
For C corporation shareholders, the basis in  
their stock is generally the cost, which is usually 
equal to the adjusted basis of the property the 
shareholder initially contributed to the corporation 
plus any cash contributed to the corporation or 
used to buy shares. Therefore, a C corporation 
shareholder’s basis does not fluctuate as income  
is earned or distributed by the business but  
only includes actual contributions made by  
the shareholder. 

The Corporate  
Buy-Sell Agreement
The options for structuring a buy-sell agreement 
are varied, but all are founded on two basic  
structures: the cross purchase plan and the stock 
redemption plan. Due to some of the special  
circumstances surrounding C corporations, it is 
important to be aware of the advantages and  
disadvantages of each structure in order to select 
the appropriate structure.

C Corporation Cross  
Purchase Plan
A cross purchase buy-sell arrangement is a pre-
arranged agreement among all the owners of a 
business to purchase the shares of any owner’s 
interest in the business should that owner die, 
retire, or wish to sell his or her stock. The corpora-
tion is not a party to the agreement. Life insurance 
is a convenient way to fund a cross purchase agree-
ment. Each owner applies for, owns, pays the pre-
mium, and is beneficiary of a life insurance policy 
on the other owners. This arrangement can result 
in quite a few policies if there are multiple owners.

Cross Purchase Tax Consequences

In a cross purchase arrangement, the general rule 
is that the life insurance death benefit proceeds 
are federal income tax-free. Once the sale is com-
pleted, each shareholder will consequently own 
more stock, possibly requiring additional life 
insurance to fund the next shareholder buyout.

Generally, premiums paid for a life insurance  
policy are considered a personal expense and 
therefore are not federal income tax-deductible.  
If the corporation is paying the premiums as an 
employee bonus, the premiums will be deductible 
to the corporation as an IRC § 162(a)(1) compen-
sation deduction, although the employee must 
recognize the bonus as ordinary income. The 
bonus must be reasonable compensation and the 
owner must be an employee. If the owner is not 
an employee, payments made by the corporation 
to pay premiums will be characterized as a  
dividend distribution, which is not deductible by 
the corporation and is taxable to the owner.

If a shareholder is obligated under a cross purchase 
plan to purchase a decedent owner’s interest, and 
instead the corporation assumes the obligation and 
makes the purchase, then the purchase price is 
treated as a taxable dividend to the surviving share-
holder. It is important for shareholders under a 
mandatory obligation in a buy-sell agreement to  
fulfill the obligation themselves.

The sale of the business interest from the estate  
to the surviving shareholders will result in an 
increase in basis for the buying shareholders 
equal to the purchase price of the stock. An 
increase in basis will help the shareholders should 
they later choose to sell their stock, since a higher 
basis will reduce the amount of taxable capital 
gain in a later sale. The decedent’s estate usually 
does not recognize capital gain on the sale of the 
shares to the other owners, since the estate has 
received a step-up in basis equal to the fair  
market value of the shares on the date of death  
or alternate valuation date and the sale usually 
occurs shortly after the date of death. 
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The decedent’s estate will include the value of the 
business interest as well as the cash value of any 
policies the decedent held on other shareholders 
as part of the cross purchase arrangement. After 
the decedent’s death, those policies will likely 
need to be transferred back to the other share-
holders, since the estate will not have any use for 
these policies. If the policies are sold to co-share-
holders of the insured then a transfer for value 
occurs and the policy death benefit in excess of 
the amount paid for the policy will be included in 
federal taxable income. If the policies are trans-
ferred to the insured, a partner of the insured, or a 
partnership or corporation in which the insured is 
an owner, then the death benefit of the policies 
will remain federal income tax-free since such 
transfers are an exception to the transfer for value 
rule. Transferring policies to the corporation can 
be done to fund a stock redemption to cover the 
additional stock each shareholder now owns.

C Corporation Stock 
Redemption Plan
With a stock-redemption arrangement, the buy-
sell agreement between the C corporation and its 
shareholders requires the C corporation to buy 
and the decedent’s estate to sell the decedent’s 
stock upon death. To fund the arrangement, the  
C corporation owns and is the beneficiary of a life 
insurance policy on each shareholder.

Stock Redemption Tax Consequences
If the corporation owns and is the beneficiary of a 
life insurance policy, the death benefit will not be 
includible in the deceased shareholder’s estate. 
The value of the stock will be included in the 
estate. If the corporation purchases the stock for 
more than the date of death value of the stock, the 
excess is taxable income to the estate.

In a stock redemption plan, the corporation will  
be paying the premiums for the policy, and it  
cannot take a deduction for such premiums paid. 
The premium payments will reduce earnings  
and profits of the corporation. The difference 
between death benefit and cash value will 
increase earnings and profits when paid to the 

corporation, and then earnings and profits will  
be decreased once the redemption is complete. 

Corporate-owned policies used to fund a stock 
redemption fall within the corporate-owned life 
insurance provisions of IRC § 101(j) which can result 
in a taxable death benefit. The corporation will have 
to comply with the notice, consent, reporting, and 
record keeping requirements of the statute in order 
to keep the death benefit federal income tax-free. 

State law may limit the lives which a corporation 
may insure. This will affect the implementation of a 
stock-redemption plan funded with life insurance. 

Generally, there are no accumulated earnings  
tax issues when cash value accumulates in life 
insurance policies used to fund a stock redemp-
tion. Such amounts are considered a reasonable 
business need, which is an exception to the 
accumulated earnings penalty tax. 

A C corporation-based stock redemption has 
some disadvantages. The life insurance death 
benefit used to fund the buyout and annual 
increases in the cash value of the policy may be 
subject to the alternative minimum tax. Moreover, 
the basis of the surviving shareholders in their 
stock does not increase by the amount paid by the 
corporation to redeem the stock, but rather it 
remains unchanged.
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The corporation will have to comply 
with the notice, consent, reporting, 
and record keeping requirements of  
IRC § 101(j) in order to keep the 
death benefit federal income tax-free.
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For income tax purposes, a stock redemption can 
be much more problematic than a cross purchase 
arrangement because, unless the transaction 
meets certain tests, there is a risk the IRS will treat 
the redemption not as a sale but as a dividend to 
the decedent’s estate. According to IRC §§ 301 and 
316, unless all of the corporation’s earnings and 
profits have been distributed, the redemption will 
be treated as a distribution of earnings and profits 
and taxed as a dividend at ordinary income tax 
rates, or a top tax rate of 20% if characterized as a 
“qualifying dividend.” Once earnings and profits 
are exhausted, the distribution will be treated as a 
return of capital investment by the decedent. In 
order to avoid this consequence, redemptions 
must fall within an exception:

■■ Fulfill the requirements of IRC § 302, or

■■ Qualify as a partial redemption to pay estate 
taxes and expenses under IRC § 303.

Section 318 Attribution Rules
Before we discuss obtaining capital gains treat-
ment for a redemption through § 302, it is impor-
tant to understand the attribution rules of § 318. 
Under this statute, an individual or entity is 
treated as owning stock owned by certain family 
members, corporations, partnerships, estates, 
and trusts. These rules assume such related 

individuals and entities have a unified economic 
interest. Thus, stock owned by a partnership or 
estate is considered as owned by the partners or 
estate beneficiaries with present interests. 
Similarly for family attribution, an individual is 
treated as owning stock owned by his/her spouse, 
children, grandchildren and parents, but not sib-
lings or in-laws. 

It may be easier to understand these rules by 
looking at an example. If there are 100 outstand-
ing shares of a C corporation and Dad owns 10, 
Mom owns 20, Son owns 20, Granddad (Mom’s 
Father) owns 30, and Aunt (Mom’s Sister) owns 
20, the actual and constructive ownership of each 
person’s shares is as follows:

 Actual Constructive Total Person 
Shareholder Shares Shares (§ 318) Shares Attributed from

Dad 10 % 40 % 50% Mom, Son

Mom 20 % 60 % 80% Dad, Son, Granddad

Son 20 % 30 % 50% Dad, Mom

Granddad 30 % 60 % 90% Mom, Son, Aunt

Aunt 20 % 30 % 50% Granddad

Notice that attribution is not made between the 
Mom and her sister. Moreover, stock attributed to 
one family member is not re-attributed to another 
family member. So stock attributed by Granddad 
to Mom is not then attributed again to Dad.

Section 318 attribution rules do not apply to  
§ 303 redemptions.

Section 302 Redemption
Capital gains treatment rather than dividend  
treatment can be obtained by using one of the 
three safe harbor provisions in § 302 to avoid  
dividend treatment. 

For buy-sell purposes, a complete redemption of 
the shareholder’s stock is typically the goal so 
Section 302(b)(3) is the most frequently used 
exception under this statute. Section 302(b)(3) 
allows for capital gains—not dividend—treatment 
if the redemption completely terminates a share-
holder’s actual and constructive stock interest in 
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the corporation. Family attribution may be waived 
if certain conditions are met:

■■ immediately after the redemption, the owner 
must have no interest in the corporation as a 
shareholder, officer, director, or employee

■■ the owner may not acquire any of the forbidden 
interests during the 10-year period going for-
ward, starting on the date of the redemption

■■ the owner must attach a statement to his/her 
income tax return agreeing to the prohibition on 
forbidden interests

■■ the owner may not have acquired the 
redeemed stock in the 10 years prior to the 
redemption from a person whose stock would 
be attributable to the owner and, at the time of 
redemption, no person owns stock attributable 
to the owner under the attribution rules that 
was acquired from the owner during the 10 
years previous to the redemption. These two 
rules do not apply if the acquisition/disposition 
by owner during the 10 year look-back period 
was not principally motivated by a tax avoid-
ance purpose. For example, if a parent gifts 
some stock to a child, and the parent’s remain-
ing shares are redeemed by the corporation, 
leaving no other interest, then this could fall 
within the safe harbor of § 302(b)(3). A gift to  
a child may not be considered made for the 
principal purpose of tax avoidance.3 

An entity (such as a trust or the estate) may also 
waive the family attribution rules if the rules as 
outlined above are met.4 A beneficiary’s stock is 
attributed to the estate and a beneficiary’s stock, 
for this purpose, can include stock attributed to the 
beneficiary from other related persons. Or, all dis-
tributions from the estate to the family member 
whose stock may be attributed to the estate must 
be accomplished before the redemption takes 
place, in order to extinguish the beneficiary’s inter-
est in and any potential attribution of stock to the 
estate. Then the executor can sell the stock to the 
corporation. If an irrevocable life insurance trust is 
set up for a beneficiary in lieu of making that per-
son a beneficiary to the estate, his or her construc-
tive ownership in stock would not be attributed to 
the estate. Thus, life insurance can provide an 
excellent means to avoid some of the attribution 
rules that can complicate a redemption.

As is evident, for family-owned C corporations, 
advice from a tax professional is imperative 
when drafting and implementing a buy-sell 
agreement. The attribution rules are complex 
and can be a trap. 

Section 303 Redemption
Section 303 offers the decedent’s estate partial 
redemption/capital gain treatment for amounts 
necessary to pay estate taxes and expenses as an 
exception to dividend treatment of redemption of 
stock in a family-owned corporation. The stock 
will have received a step-up in basis at death, so 
the redemption of the stock will usually generate 
little or no capital gain.5 Families of the decedent 
can use this transaction to redeem the minimum 
amount of shares necessary to generate enough 
liquidity to pay federal and state estate taxes and 
funeral and administration expenses. Although 
the maximum amount eligible for redemption at  
capital gains rates is limited to that amount  
needed to pay taxes and expenses, the redemp-
tion proceeds do not actually need to be used to 
pay such taxes and expenses. 
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3 Treas. Reg. § 1.302-4(g); Rev. Rul. 77-293, 1977-2 C.B. 91.
4 IRC § 302(c)(2)(C).
5 IRC § 1014(a)(1).
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6 IRC section 537(a)(2)

In order to qualify for the Section 303 redemption, 
the decedent’s stock must be greater than 35  
percent of the adjusted gross estate. If the stock  
is held in two or more companies, then for the 
purpose of reaching the 35 percent threshold, 
multiple companies will be treated as one—as 
long as the estate holds at least 20 percent  
interest in each corporation and meets other  
§ 303 basic requirements.

The redemption must also be from a person whose 
interest in the estate is reduced by the payment of 
estate taxes and expenses. So for instance, a sur-
viving spouse would not be subject to estate tax 
on inherited property due to the unlimited marital 
deduction and therefore may only be eligible to get 
a § 303 redemption for any funeral expenses or 
administrative costs of the estate. In the case of a 
trust seeking a redemption, the trust must be 
responsible for the estate taxes and expenses to 
qualify for redemption treatment.

If a corporation is planning a § 303 redemption, it 
will generally use surplus funds. A C corporation 
may accumulate earnings and profits in an amount 
needed to fund a § 303 redemption only if such 
funds are accumulated in the year of the share-
holder’s death or later.6 Due to this requirement, 
life insurance becomes an ideal funding vehicle for 
a § 303 redemption since all the death benefit is 

paid on or directly after the insured shareholder’s 
death. However, for C corporations life insurance, 
annual increases in cash value and proceeds may 
be subject to the alternative minimum tax. 

Using Section 303, partial redemption may offer 
help if a Section 302 redemption is unsuccessful 
at achieving sale treatment. However, due to  
the potential complications of redemptions for 
family-owned C corporations, cross purchases 
may be used in such situations to avoid any  
possible difficulties.

Life Insurance and Valuation of  
C Corporations
One of the concerns regarding the use of a  
stock-redemption arrangement is that, since the  
C corporation is the owner and beneficiary of life 
insurance policies on the lives of the sharehold-
ers, the death of an insured shareholder will 
increase the overall value of the C corporation by 
an amount equal to the death benefit received by 
the corporation. This increase in value may then 
increase the decedent estate’s tax burden.

Many advisors believe that, although the death 
benefit is received by the C corporation, the value 
of the asset is offset by the corporation’s obliga-
tion under the buy-sell agreement to use those 
funds to purchase the decedent’s shares. Thus, 

Life insurance can provide an excellent 

means to avoid some of the attribution 

rules that can complicate a redemption.
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the valuation of the corporation may not be 
affected by the death benefit of the life insurance 
policy. This position is supported by rulings in 
several court cases.7

In addition, the use of a valuation formula to  
determine the value of the corporation could  
also minimize the impact of the death benefit. 
The client should seek the advice of a qualified 
accredited appraiser to determine the ultimate 
impact of an insurance policy on the valuation  
of the corporation. 

Conclusion
Due to its separate entity status and unique tax 
issues, such as alternative minimum tax and  
family attribution rules, C corporations can be a 
minefield for the unwary venturing into business 
succession planning. However, C corporations are 
traditional forms of entity structure and offer 
much desired benefits, such as limited liability 
and continuity of existence, that work to maintain 
the popularity of C corporations as a choice of 
entity for many business owners. Therefore, a 
basic understanding of their characteristics and 
taxation is essential prior to helping shareholders 
set up a business succession plan that includes a 
buy-sell agreement. A poorly structured buy-sell 
agreement could result in unexpected taxation of 
the entire transaction and an increased tax burden 
on the heirs of the deceased shareholder as well 
on the corporation and surviving shareholders.

With proper planning, the correct buy-sell agree-
ment will avoid unwanted tax consequences while 
providing shareholders with peace of mind that, 
when the time comes, a smooth transition of own-
ership can occur, their heirs will be taken care of, 
and the corporation can continue unimpeded.

7  Estate of Blount v. CIR, 96 AFTRF 2d, 2005-6795 (428 F.3d 1338) (11th Cir. 2005) (Death benefit proceeds from a corporate-owned life insur-
ance policy should not be included in the value of the corporation, if there is a contractual obligation through a stock purchase buy-sell 
agreement to use those funds in a stock buyout.) See also, Cartwright v. CIR, 183 F.3d 1034 (9th Cir. 1999).
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Transamerica Life Insurance Company, Transamerica Financial 
Life Insurance Company (collectively “Transamerica”), and their 
representatives do not give tax or legal advice. This material and 
the concepts presented here are for informational purposes only 
and should not be construed as tax or legal advice. Clients and 
other interested parties must consult with and rely solely upon their 
own independent advisors regarding their particular situation and 
the concepts presented here.

Discussions of the various planning strategies and issues are 
based on our understanding of the applicable federal income,  
gift, and estate tax laws in effect at the time of publication.

However, these laws are subject to interpretation and change, 
and there is no guarantee that the relevant tax authorities will 
accept Transamerica’s interpretations. Additionally, the information 
presented here does not consider the impact of applicable state 
laws upon clients and prospects.

Although care is taken in preparing this material and presenting 
it accurately, Transamerica disclaims any express or implied 
warranty as to the accuracy of any material contained herein and 
any liability with respect to it. This information is current as of  
May 2015.

Life insurance products are issued by Transamerica Life Insurance 
Company, Cedar Rapids, IA 52499, or Transamerica Financial Life 
Insurance Company, Harrison, NY, 10528. All products may not be 
available in all jurisdictions. 

Transamerica Financial Life Insurance Company is authorized 
to conduct business in New York. Transamerica Life Insurance 
Company is authorized to conduct business in all other states. 
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