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BUSINESS PLANNING
IMPORTANT INFORMATION

This information is provided by American General Life Insurance Company (AGL) and The 

United States Life Insurance Company in the City of New York (US Life), members of American 

International Group, Inc. (AIG).

The information contained in this document is general in nature and intended for educational 

purposes only and is not a comprehensive analysis of the topic presented. The information may 

be subject to change and should be verifi ed for accuracy and reliability (e.g., federal income tax 

statutes, rulings, etc. that may have changed since publication) and may be subject to differing 

legal interpretations. While the publisher has been diligent in attempting to provide accurate 

information, the accuracy of the information cannot be guaranteed. No representation or 

warranty, express or implied, is made by AGL, US Life and its affi liates as to the completeness 

of the information in this document. AGL and US Life shall not be liable for any loss or damage 

caused by the use of, or reliance on, the tax, accounting, legal, investment or fi nancial items 

contained in this material.

The Company, its fi nancial professionals and other representatives are not authorized to give legal, 

tax or accounting advice. For advice concerning your situation, consult your professional attorney, 

tax advisor or accountant.

To ensure compliance with requirements imposed by U.S. Treasury Regulations, we inform you that 

any tax advice contained in this document (including any attachments) is not intended or written to 

be used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue 

Code or (ii) promoting, marketing or recommending to another party any transaction or matter 

addressed herein. 

©2020. All rights reserved.
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BUSINESS PLANNING
ENTITYPURCHASE BUYSELL AGREEMENT

The Concept
 A buy-sell agreement is an effi cient means of ensuring a smooth transition of ownership after a potentially 

disruptive event—an owner’s retirement, incapacity or death.

 This legally binding contract establishes under what conditions and at what price an owner (or more 
often, a deceased owner’s heirs) must sell a business interest to the business entity.

The Process
 Under an entity buy-sell agreement, the business entity agrees to buy a deceased owner’s interest and 

the estate agrees to sell at an agreed-upon purchase price.

 An entity buy-sell agreement is funded with life insurance purchased by the business on the life of each 
owner. The amount of insurance approximates the purchase price for each insured’s share of the business.

 Each owner agrees to allow the business to purchase a specifi ed amount of life insurance on the owner’s 
life and the business secures each owner’s written consent. 

 The purchase price is either specifi ed as a certain amount, or as a formula that will be used to establish 
the price.

 The business entity owns and is the benefi ciary of the policies. If an owner dies, the business receives the 
life insurance proceeds, which are used to purchase the deceased owner’s interest.

The Choice
 There are two additional types of buy-sell agreements. A cross-purchase agreement specifi es that each 

owner individually agrees to buy a portion of the deceased owner’s interest. A one-way agreement 
specifi es a potential buyer (e.g., a key employee) who has agreed to buy the business interest.

 An entity agreement is preferred over a cross-purchase agreement when there are a number of owners. 
Under an entity agreement, the business purchases one policy for each owner. Alternatively, under a 
cross-purchase agreement, each owner is required to purchase a policy on every other owner.
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 Entity agreements are also preferred when there is a wide disparity in the owners’ ages. With a cross-
purchase agreement, younger owners bear a greater premium burden for policies on older owners.

 A business may also choose an entity agreement to gain access to policy cash values. Cash value access 
is not generally available under a cross-purchase agreement. 

 The Tax Consequences
 Premiums paid for life insurance to fund a buy-sell agreement are not tax deductible; however, the death 

proceeds are generally excluded from federal income tax when the notice and consent requirements 
have been met.

 If a corporate stock redemption agreement is used, there generally is no increase in basis for a surviving 
owner’s interest (as there is with a cross-purchase agreement).

 Distributions from a corporation to a shareholder are taxed as dividends unless the stock redemption 
qualifi es as an exempted transaction, such as a Section 303 redemption or a complete termination of the 
shareholder’s interest.

 The price established for a business interest in a buy-sell agreement can fi x the value for federal estate 
tax purposes when strict legal requirements are met.

 The agreement can base the price on a professional appraisal or on a formula that considers:

 the company’s earnings history along with future earnings potential
 the book value of the company’s assets
 the general fi nancial condition of the business
 any prior sales of a business interest
 goodwill
 the outlook for the specifi c industry and the economy in general
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The Bottom Line
A buy-sell agreement adequately funded with life insurance can be an invaluable tool in solving three 
pressing problems: 

 Establishing a price for the business interest

 Securing a buyer

 Ensuring that the money to purchase that interest will be there when it is needed.

Choosing the type of agreement—entity, cross-purchase or one-way—depends on the characteristics of the 
business and the owners’ wishes. 
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SUMMARY
WHAT IS A BUYSELL AGREEMENT?  
A buy-sell agreement is a legally binding contract that establishes the circumstances under which the sale 
of a business interest will occur (an owner’s death, disability or retirement), who will purchase the business 
(typically the business itself or the other owners), and the valuation method to be used at the time of the sale. 
An entity buy-sell agreement provides that the business will buy a deceased owner’s interest.

There are two additional types of buyouts. A cross-purchase agreement provides that each surviving owner 
purchase a portion of the deceased owner’s interest, and a one-way agreement can be used by a sole 
owner to identify a potential buyer, such as a key employee. 

WHY IS AN AGREEMENT NEEDED?
A buy-sell agreement helps ensure that a business will continue after an owner dies. When adequately 
funded with life insurance, the agreement ensures that control of the business will remain with the surviving 
owners and that the heirs will receive a fair price for their interest.  

HOW DOES AN ENTITY BUYOUT WORK?  
To provide funding for the buyout, the business purchases life insurance on each owner, with the business 
entity as the owner and benefi ciary of each policy. The business must give notice that it intends to insure the 
owner-employees and must also secure each owner-employee’s written consent.

The amount of insurance approximates the agreed-upon purchase price for each owner’s interest. The 
agreement stipulates either a specifi c purchase price or a formula for determining the purchase price. Life 
insurance proceeds provide the funds to buy the deceased owner’s interest. 
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Although premiums paid for the insurance are not tax deductible, death benefi ts are generally excluded from 
federal income tax when the notice and consent requirements have been met. Redemptions that meet certain 
requirements can avoid being taxed as dividend distributions.

WHEN IS AN ENTITY AGREEMENT PREFERRED?  
An entity buy-sell agreement is preferable when there are many owners, since this arrangement requires 
that the business purchase only one policy on each owner. A cross-purchase agreement requires that every 
owner buy a policy on every other owner. An entity agreement may also be preferred when there is a wide 
age disparity among the owners, since younger owners would bear a greater premium burden to insure 
older owners under a cross-purchase agreement. If the business wants access to policy cash values, the 
business must own the policy. This is not possible in a cross-purchase agreement, where individuals are the 
policy owners. 

WHAT ARE THE BENEFITS? 
With an entity buy-sell agreement adequately funded with life insurance, the business is assured the funds 
are available to buy out a deceased owner. The surviving business owners maintain control of the business 
and the deceased owner’s estate will be provided needed liquidity for expenses and taxes. All the terms 
of the sale—the purchase price, when the purchase will occur and funding arrangements—are decided in 
advance. In addition, a properly drawn agreement can fi x the value of the business interest for federal estate 
tax purposes. 

When written agreements are made in advance and adequate funding is in place, the benefi ts are 
substantial. By setting a fair price for the business interest and establishing a willing seller and a willing buyer 
with the needed liquidity to make the purchase, owners can be confi dent of a seamless transfer when the 
time comes.
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Business Owners

WIDGETS, INC.

Deceased Business 
Owner’s Estate

1. Each business owner is party 
to a buy-sell agreement with 
the business.

2. The business gives notice that it intends 
to insure the owners’ lives and obtains 
their written consent. The business pays 
the premiums. The premiums are not 
deductible by the business.

3. When an owner dies, the business (as 
benefi ciary) receives the death benefi t 
from the policy insuring the deceased 
owner’s life.

4. The business uses 
the life insurance 
proceeds to 
purchase the 
business interest 
from the deceased 
owner’s estate.
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