PROBLEM SOLVER SERIES

THINKING ABOUT OWNERSHIP TRANSITIONS

Funding a Buy-Sell Agreement: Cross Purchase
A PROPERLY DRAFTED BUY-SELL AGREEMENT MAY PROVE VITAL TO THE FUTURE OF YOUR BUSINESS
A Buy-Sell Agreement can help keep your business vision a reality even after you, or a co-owner, are no longer
around. A Buy-Sell Agreement establishes a predetermined buyer for a business, can help avoid conflict
between those heirs who want ownership in the business and those who don’t, and can establish the value of
your business for federal estate tax purposes.
A cross-purchase agreement is a specific type of Buy-Sell Agreement. Under this type of agreement, surviving
owners are obligated to buy the ownership interest of a deceased owner according to specified terms. Crosspurchase agreements are especially useful when there are a small number of business owners (for example, 2
or 3). When there are several owners, an “entity purchase” agreement may be a simpler arrangement.
But such a purchase requires funding. There are a number of ways you can fund the purchase obligation
created by this agreement. The advantage of choosing life insurance as the funding source is that it is the only
method that can provide cash immediately at death — regardless of how early the death of an owner occurs.
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To arrange funding, business owners purchase life insurance on each other and make premium payments on the
policies they purchased. Upon a business owner’s death, the life insurance company pays the death benefit to the
owner of the life insurance policy on that person. The surviving owner uses those death benefit proceeds to
purchase the deceased owner’s interest from the estate. This ensures the remaining owner ends up with the
entire business, without conflict or outside interference.
If an owner leaves the business early, another way life insurance may be used to fund a Buy-Sell Agreement is to
access accumulated cash value to make a down payment toward purchase of the owner’s interest. This may
affect the policy owner’s ability to access the full death benefit at a future date, but it may be the right choice for
your needs.
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