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Buy-Sell Agreements

Abuy-sell agreement specifies how business interests will be transferred, to whom, and under what circumstances. There
exist two basic types of buy -sell agreements: the cross-purchase agreementandthe entity purchase agreement. Ina cross-
purchase buy-sell agreement, each business owner agrees to buy the business interests of an ownerwho dies, becomes
disabled, retires, or otherwise leaves thebusiness, whereas an entity purchase agreement is structured so that the business
agreestobuy the interests of any owner when he/shedies, becomesdisabled, or retires. Frequently, these agreements are
funded with life insurance anddisability buy-out insurance.

Structuring a Buy-Sell Agreement

Cross-Purchase Buy-Sell Agreement

A cross-purchase agreement is adocumentthat allows owners of a business (i.e., members, partners, shareholders, etc.) to
purchase the interests/shares of an ownerwho dies, becomes incapacitated or retires. Across-purchase agreementisused
in business continuation planning. The document outlines how the interests/shares canbe divided or purchased by the
remaining owners, such as a proportional distribution accordingto each owner's stake in the business.

In most situations where there arejust afew owners who are roughly similar in age, a cross-purchase agreement can be ideal.
Where there aremultiple owners who mustpurchase insurance policies on each other, the agreement can become unwieldy.
Additionally, if there existsa significant age disparity among owners, then the younger owners willbe saddled with higher
premium payments on the policies on thelives of older owners.

Example of a Cross-Purchase Buy-Sell Agreement
e Alowns 40%,andBob and Carleach own 30%.

e Ownersexecute a cross-purchase buy-sell Flow of Business Interests at Buy-Out

agreement.
e OwnersAl,Bob,and Carl buyinsurance on each Al Bob
other. (40% to 57%) (30% to 43%)
T A
e Carldies; Aland Bob collect proceeds and Business P Pl
purchase Carl's 30% from Carl's estate. - o—-l |
— o Veems

e Carl'sestaterecognizes no gain because the
value of Carl'sinterests/sharesis stepped-up to

30% to 0%
date-of-death value. ( 50%)

o After the purchase, Al willown 57% of the
business, and Bob will own 43%, provided they
want to keep their current ownership ratio.

e Theremainingowners'basis in thebusiness will increase by the purchase price they paid.

Entity Purchase Buy-Sell Agreement

An entity purchase agreement is atype of business succession plan utilized where abusiness has several owners. A
succession plan of this sort, which is funded by the business, allows the owners to avoid any out-of-pocket expenses while
alsolooking after theirfamilies in the event of death. The planinvolves having the business purchase insurance policies on the
lives of each owner in the amount equal to that owner's interestin the business. In the event of death, the amount collected
by the business from the insurance, which is equalto the deceased owner's stake, is usedto pay the deceased's estate for its
share of the business. (When theentity in questionisa corporation, an entity-purchase agreement may bereferredtoasa
stock redemption agreement.) In such cases, the businessitself will enter into an agreement with each ownerto purchase a
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deceased owner's interest in the business. The agreement can require that a deceased owner's estate must sell the business
interest and that the businessentity must buy the deceasedowner’s business interest.

Example of an Entity Purchase Buy-Sell Agreement

e Alowns 40%,andBob and Carleach own 30%. 2
° ° Flow of Business Interests at Buy-Out

e Business and owners execute an entity purchase buy-
sellagreement.

Owner A
(40% to 57%)

e Business purchasesinsurance on Al,Bob, and Carl.

e Carldies;business collects proceeds and purchases
Carl's 30% from Carl's estate. Business
¢ ()
e Carl's estaterecognizes no gain because the value of

Carl'sinterestsis stepped-up to date-of-death value.
OwnerC

e After the purchase, Al will own 57% of the business, and (50% to 0%)
Bob will own 43%.

e EachofAl'sandBob's basis in the businessdoes not
change, as the entity purchasetypically doesnot result in abasis step-up for continuing owners; pass-throughentity
purchases funded with life insurance may result ina basis increase in certain circumstances.

Trigger Events

Nearly all buy-sell agreements provide that the death or retirement of an owner triggers a buyout, and many buy-sell
agreements often also include disability and divorce astrigger events. Other triggering events can be the firing of a minority
owner or the personal bankruptcy of an owner.

Valuation

One important requirement for a business purchase agreementto workis a consensuson the value of the business. An
agreed-upon amount or method prevents valuation disputes between a departing owner or a deceased owner's estate and
the remaining owners. An accuratevaluation also allows the parties to anticipate how much funding will be necessaryfor a
buyout.

There are several ways to address the valuation question.
e Valuation can be basedon a formula detailedin the agreement, such as a percentage of sales.

e Theagreementcanrequire the parties torevaluethe business everyyear. If the parties don't revalue the business
within a given amount of time, the agreement can providea valuation formula.

e Theagreementcanrequire a professional business appraiser to value thebusiness. The appraiser can develop a
valuation based on several factors, such as theannual earnings of the business.

e Theagreementcan specify that value is determined by multiplying earnings by a capitalization factor, typically
obtained by analyzingthe price-to-earnings ratio of comparable businesses in the sameindustry.

Funding
There are several ways to fund buy-sell agreements.

e The company can simply create a sinking fund using a savings account or another conservative investment. The risk
is that there may not be enough cash to fund the buyout.

e The company can borrow themoney from abank, but therewill beinterest costs. The bank also may be reluctantto
lend money to a businessifa key person has diedor is leaving the company.
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e Assumingthe agreementallows, the company can make installment payments. This isoften the only option where
other liquid funds are not available, which is frequently the case. When abuy-out event occurs, the company would
pay the departing owner or a deceased owner’s heirs a set amount each year determined by the language inthe buy-
sellagreement. The departing owner or his/her heirs may have aconcern as to whether the surviving owners can
profitably run thebusiness.

e The most common funding optionis for the company or other owners to obtain life anddisability buy -out insurance
onthe owners. Inthe event of an owner’s death, deathbenefit proceeds can be usedto purchase the deceased
owner'sinterest. Disability buy-out insurance canserve the same function if the owner mustleave due to disability.
Inboth cases, the funds are available at the precise time necessary. If the company will own the life insurance policies,
topreserve the income tax free nature of the death benefits, the company must comply withthe notice and consent
requirements of Internal Revenue Code Section 101(j). In successful businesses, additional insurance is purchased as
the business continues toincrease invalue.

Buy-Sell Variations

Avariation of the cross-purchasebuy-sellagreement is the “trusteed” buy-sell arrangement, in which a trust owns the life
insurance. The trust must be carefully drafted to ensure that the owners do not have incidents of ownership in theirown
policies. A similar arrangement is a partnershipbuy-sell arrangement, in which a partnership (or a limitedliability company)
owns the policies. The benefit to either of thesearrangements is that only one policy per owneris required.

Another variation is known as a “hybrid" or “waitand see"” buy-sell arrangement. This type of agreement provides flexibility
for the owners to use an entity or cross-purchase buy-out, or a mixture of the two, dependingupon the situation when an
owner dies or isrequiredtosell.

Insights and Caveats

¢ Whennofamily members areinvolved, a binding buy-sellagreement withan "arm's length" valuation generally will be
sufficient to set the valuefor estate tax purposes. If family membersareinvolved, a valid recent business valuation
by a professional business appraisal organization is recommended.

e Generally, thevalue ofinsurance owned by a surviving business owner on a decedent business owner's life will not be
includedin the decedent’s estate for federal estate tax purposes. This is because thedecedent hasnoincidents of
ownershipinthe policy. The life insurance the decedent owns on the lives of the other business owners will be
includedin his/her estate, although the value is roughly the cash value, not the full death benefit.

e Careshould be taken to avoid the transfer-for-value rule whenpolicy interests are transferred fromone owner to
another owner whois not the insured. Failure to do so might subject the death benefits toincome tax.

e Inacorporate stock redemption, families must also be wary of attribution rules that could cause the purchasetobe
less than the selling shareholder’s full interest, thereby causing the payment from thebusiness tobe treated as a
dividend, insteadof a saleandpurchase of property.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared toassistin the promotion or mar keting of the
transactions or matters addressed. It is not intended (and cannot be used by any taxpayer) for the purpose of avoiding any IRS penalties that may be imposed
upon the taxpayer. New York Life Insurance Company, its agents and employees may not provide legal, tax or accounting advice. Individuals should consult
their own professional advisors before implementing any planning strategies. © 2018 New York Life Insurance Company. All rights reserved. The Nautilus
Group® is a service of New York Life Insurance Company. SMRU 1800093 Exp. 06.30.2024
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