Funding a Buy-Sell Agreement
December 2016 Newsletter

Preparing for the Unexpected™

Even the best buy-sell agreement can fail if
its funding mechanisms are not well thought
out. All parties involved should consider
appropriate funding for each included trigger.
Death is usually the easiest trigger to fund for if
adequate insurance is purchased on the lives of
the parties to the buy-sell agreement.
What if insurance is not available at a
reasonable price? What if the amount of the
insurance is less than the buyout price? What if
one of the insurance policies does not pay a
death benefit, perhaps due to a suicide or
failure to pay a premium? Often, the parties
consider purchasing disability buyout insurance
to cover the funding for a disability trigger. The
expense of that insurance is usually high
compared to life insurance.
What if the parties still want to have a
disability buyout trigger, but can’t or won’t buy
an adequate amount of disability buyout
coverage? And what about triggers for which
insurance won’t work? Properly drafted buy-sell
agreements should have contingency plans in
effect for the possibility that insurance fails or is
otherwise unavailable. Since most businesses,
or their owners, can’t afford to come up with a
lump-sum payment in the event of a trigger, the
backup plan usually means the business or
owners of the company will purchase the
relevant business interest over time.
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The buyout over time generally uses a
promissory note structure. For example, if
Partner A is supposed to buy out Partner B's
business interest for $1 million, they might
structure the buy-sell agreement so that A pays
B in monthly installments. At the time the
buyout is triggered, the seller — B in this case
— is probably more interested in a shorter
installment period and higher interest rate,
while the buyer – A in this case – likely wants a
longer term and lower rate. Anticipating the
possible conflict at buyout, the parties should
settle the amortization rate, term, down
payment, and frequency of payments in the
buy-sell agreement.
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