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Buy-Sell Agreements: A Strategic Tool for Business Continuity

A buy-sell agreement is a legally binding document that governs the future sale of a business
owner’s interest in the company. These agreements are designed to support the orderly
transfer of ownership in the event of unforeseen circumstances, such as death, disability,
retirement, or other triggering events. By establishing a clear framework for the sale,
including pricing and payment terms, buy-sell agreements help protect the business and its
owners from potential conflicts, external interference, and financial instability.

Key Provisions in a Buy-Sell Agreement

Depending on the business’s structure and needs, a buy-sell agreement can include a range of
provisions tailored to specific circumstances:

> Transfer Restrictions: Restrictions prevent current owners from transferring their shares
without approval, keeping unwanted parties from gaining control. This can include:
o Permitted Transferees: The agreement should identify individuals or entities
(such as trusts or family members) who can receive ownership without restrictions.

> Triggering Events: These are circumstances that mandate the sale of an owner’s interest,
such as:
o Death
Disability
Retirement
Divorce
Bankruptcy
Termination (with or without cause)
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» Purchaser, Price & Payment Terms: This section outlines who will purchase the departing
owner’s interest, how the sale price will be calculated, the terms of payment, and any
interest obligations. The terms may vary depending on the event that triggers the sale.

Types of Buy-Sell Agreements

> Entity Purchase Agreements: In an entity purchase agreement, the business itself agrees
to buy the departing owner’s interest. While the remaining owners benefit from the
increase in their ownership percentage, they are not directly involved in the purchase
transaction. This approach is particularly convenient for businesses with many owners. Life
and disability insurance can be used to fund the agreement, reducing the administrative
burden by requiring only one policy per owner. However, these agreements may face
challenges if the business does not have sufficient funds to meet its obligations to
creditors.
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> Cross-Purchase Agreements: A cross-purchase agreement obligates the remaining
owners, rather than the business, to buy the departing owner’s interest. This arrangement
increases the buyers’ ownership basis in the company, making it an advantageous
structure for tax purposes. Cross-purchase agreements typically work best for businesses
with only a few owners, as the number of required insurance policies grows with the
number of owners. These agreements also avoid issues related to creditor claims on
insurance proceeds, though they may face complexities regarding the transfer of policies.

> Trusteed Cross-Purchase Agreements: For businesses with more than two or three
owners, a trusteed cross-purchase agreement simplifies the insurance policy process. A
trust administers the policies, with one policy per owner. The trust collects and manages
premiums, simplifying the process of assigning ownership interests. This structure may
help avoid transfer-for-value issues, though it's not guaranteed to eliminate them.

> Partnership or LLC Cross-Purchase Agreements: A cross-purchase agreement structured
through a partnership or LLC can avoid transfer-for-value problems by falling under the
exceptions allowed by tax regulations. This arrangement functions similarly to a trusteed
cross-purchase agreement but uses a separate business entity. The insurance proceeds
can be specially allocated among surviving owners to keep them out of the deceased
owner’s estate, protecting the business from further complications.

> Hybrid Agreements: A hybrid agreement offers flexibility by giving the business the First
option to purchase a departing owner's interest, followed by the remaining owners if the
business does not exercise that option. If neither the business nor the owners act, the
agreement requires the business to purchase the interest, ensuring a resolution. Hybrid
agreements allow the most advantageous purchase option to be chosen at the time of the
triggering event.

Funding a Buy-Sell Agreement

Life and disability insurance are common methods for funding buy-sell agreements. These
policies ensure that liquidity is available to Fund the purchase of a departing owner’s interest.
Each type of agreement has different implications for how insurance is owned and managed:
> Entity Purchase: The business owns and is the beneficiary of the policies, using the

proceeds to purchase the departing owner’s interest.

> Cross-Purchase: Each owner takes out policies on the other owners, and policy proceeds

are used by the surviving owners to buy the departing interest.
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> Trusteed or Partnership/LLC Cross-Purchase: A trust or business entity owns the

policies, streamlining the process of distributing proceeds and transferring ownership.

Legal and Tax Considerations

It is critical to carefully draft buy-sell agreements to avoid potential legal and tax pitfalls. For
example, the transfer-for-value rule can subject the proceeds of life insurance policies to
taxation if not properly structured. Additionally, state laws may impact the validity of certain
agreements, particularly when an entity’s ability to purchase an interest could jeopardize its
ability to pay creditors.

Conclusion

Buy-sell agreements are a cornerstone of business continuity planning, helping to secure the
future of a company in the event of an owner’s departure. By defining ownership transfer
procedures and funding mechanisms, these agreements protect both the business and its
owners from unforeseen financial and operational disruptions. Careful drafting and
consideration of the agreement type and funding method are essential to ensuring the
business remains stable and successful during times of transition.

Important Disclosure: The information contained in this whitepaper is intended to be general in nature
and for informational purposes only. It should not be considered as investment advice or as a
recommendation of any particular tax or investment strategy or product. Moreover, this whitepaper is
not a solicitation or an offer to provide any specific tax, estate planning or financial planning service.
Please consult with qualified tax, legal and/or financial professionals for advice specific to your
situation before engaging in any business succession strategies.




