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 Part One:  Business Planning Issues in 
Structuring Buy-Sell Agreements 
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 Part Two:  S-Corporation Tax Issues in Buy-Sell 
Agreements 

 
 Part Three:  Income Tax Issues in Structuring 

Corporate Redemptions Versus Cross 
Purchases 
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 Part Four:  Estate and Gift Tax Consequences of 
Buy-Sell Agreements 
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 Corporations 
 Partnerships and LLC’s 
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 A “pre-marital” contract ... 
 That sets forth purchase price and payment 

terms (or some method for determining them) 
... 

 For the purchase and sale of business interests 
... 

 Upon the happening of certain future “buy-
sell” events. 
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 Because North Carolina 
Statutory “Default” Laws may 
be Contrary to Goals of Parties 
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 Goals of Enterprise:  To ensure continuation of 
the business and continuity of ownership of 
business interests 

 Goals of Individual Investors:  To provide co-
owners with the opportunity to “cash out” 
their investment 
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 Stock is freely transferable 
 Stock is subject to claims of creditors 
 No shareholder can force buy-out of his 

stock 
 But, in some cases, a shareholder can force 

judicial dissolution of corporation 
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 Membership interests are “somewhat” 
freely transferable 

 Membership interests subject to “limited” 
creditor rights 

 No member can force buy-out of his interest 
if he desires to withdraw 

 But, in some cases, a member may force 
dissolution of LLC 
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Any business with 
co-owners!  
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The 4 “Big D’s” 
 Death 
 Disability 
 Default 

 Voluntary Transfer 
 Involuntary Transfer 

 Divorce 
 Management Deadlock 
 Termination of Employment 
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 Mandatory v. Optional Purchase Provisions 
 Purchase Price 
 Payment Terms 
 Funding 
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 Sub S Election Protection 
 Compensation and Dividend Policy 
 Distributions to Pay Tax Liabilities 
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 Capital Contribution Obligations 
 Identify Directors and Officers 
 Minority Participation in Management Decisions 
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 “Tagalong” Provision 
 Noncompetition Covenants 
 Arbitration Provisions 
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 Danny Bonaduce and Barry Williams are 
50/50 co-owners of a C-Corporation 
manufacturing company 

 Danny is President, although both of them 
are on Board of Directors 
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 The business is very successful for many 
years 

 However, they have reached a crossroads, 
and must have a significant capital 
expansion in order to automate several 
functions 

 Danny believes that automation is necessary 
to meet short term goal of growth and long 
term goal of survival 
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 So, Danny wants to borrow $2 million to make 

the expansion;  
 
 Barry, however, is risk averse and has grown 

quite attached to the nice cash flow of the 
business and has no interest in borrowing more 
money. 
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 Scenario 1:  No Buy-Sell Agreement 

 
 Danny and Barry’s relationship disintegrates as they 

argue over the future of the business 
 
 Barry has no interest in buying out Danny or in 

selling his interest to Danny at a reasonable price 
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 Scenario 1:  No Buy-Sell Agreement 

 
 Danny decides that he can’t work with Barry 

anymore 
 
 Danny attempts to gain the “upper hand” by firing 

Barry 
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 Scenario 1:  No Buy-Sell Agreement 
 Barry files court action to have corporation 

judicially dissolved 
 C-Corporation level tax on dissolution 
 Shareholder tax on dissolution 
 Customers and goodwill disappear 
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 Scenario 2:  Buy-Sell Agreement with a “Texas 
Showdown” Provision 
 Danny names a price of $1 million for a sale or 

purchase of a 50% interest, Barry chooses to sell his 
interest (rather than buy Danny’s interest) 

 Danny borrows the money to buy Barry out and to 
make the expansion 

 The business grows and successfully competes with 
other manufacturers 
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 Erik Estrada and William Shatner are 50/50 co-
owners of a resource center for out-of-work 
actors. 

 Erik and William implement a cross purchase 
buy-sell agreement and fund it with $1 million 
of cross purchase insurance coverage on each 
other’s life 
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 The agreement gives the surviving owner an 
option (but not an obligation) to purchase 
the deceased owner’s interest 
 

 William dies 
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 Scenario 1 – No revisions to the agreement 
 Erik decides that he would rather be partners 

with William’s widow (and keep the $1 million) 
than buy out William’s interest 

 William’s widow will have a difficult time 
forcing the buy out (and at a minimum will 
involve protracted, expensive litigation) 
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 Scenario 2 – Agreement is Revised 
 The agreement should be revised to provide for an 

obligation to buy a deceased owner’s interest in the 
event of a death 

 Agreement should also bind the other shareholder 
(William’s widow) to the sale obligation 
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 The parties should also consider how the 
purchase price relates to the insurance coverage 
(i.e., should the purchase price be the greater of 
the insurance coverage or as otherwise 
determinable). 
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 Lee Majors and Lindsay Wagner are 50/50 co-
owners of a prosthetic manufacturing 
company, Bionic Body Parts, Inc. (BBP) 

 The business is very successful and Lee and 
Lindsay are getting along famously – too 
famously in fact – and Lee’s wife sues for 
divorce and a division of the marital assets.   

 The judge awards all of Lee’s stock in BBP to 
Lee’s wife who is out for revenge. 
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 Scenario 1 – No Buy-Sell Agreement 
 Lee’s wife obtains half of the company stock, and 

will be in a position to wreak havoc on the company, 
or at least to make herself a major nuisance (e.g., 
inspect all financial info, require Lindsay & Lee to 
justify their salaries, question all business decisions, 
etc.) 
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 Scenario 2 – Buy-Sell Agreement 
 Under the buy-sell agreement, Lee is given the first 

option to buy the stock from Lee’s wife.   
 If Lee declines to exercise his purchase option, then 

Lindsay has the option to buy the stock. 
 Although it may be difficult to come up with the 

funds to buy the wife out, the agreement may 
permit installment  payments, and it is certainly 
better to get Lee’s wife bought out of a successful 
company. 
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 Mr. T and Hulk Hogan are 75/25 co-owners 
of a business that has licensed the rights to 
manufacture and distribute Rocky-themed 
board games. 

 Mr. T and Hulk enter into a buy-sell 
agreement that states, in the event an 
owner’s employment is terminated, the 
remaining owner can buy out the 
terminated owner’s interest for a purchase 
price equal to the most recent “agreed upon 
value” of the business. 
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 Mr. T and Hulk sign a Buy-Sell Agreement 
and place a value of $100,000 on the value of 
their stock 

 Of course, Mr. T and Hulk never agree on an 
increased value for the business 

 5 years pass and, surprise, the company is 
now worth 10 times what it was 5 years ago 
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 Mr. T fires Hulk 
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 Scenario 1 – Buy-Sell Agreement is 5 Years 
Old 
 The express terms of the agreement would 

permit Mr. T to buy Hulk’s interest for $100,000 
even though the FMV is now $1,000,000 

 Absent some evidence that the agreement was 
not binding or had been modified or terminated 
in some fashion, Hulk is out of luck 
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 Scenario 2 – Buy-Sell Agreement is Updated 
 The agreement could have been modified to 

implement a mechanism to establish a fairer 
purchase price (e.g., appraisal methodology, 
earnings formula, mandatory annual reassessment 
by the shareholders, etc.) 
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 Gary Burghoff is the founder of Radar’s 
Retrovirals, Inc. (RRI), a high tech 
pharmaceuticals company 

 Jamie Farr is a salesman who has been with 
the company since almost the beginning.   

 Jamie informs Gary that he wants a “piece of 
the action” or he’s walking. 
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 Despite the warnings of his advisors, Gary 
gives Jamie 10% of the stock in the company. 

 The stock does not placate Jamie, who decides 
at first that he won’t work as hard since he’s 
not being appropriately compensated, and then 
decides that what would be fair would be for 
him to start up a competing business on the 
side. 
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 Scenario 1 – No Buy-Sell Agreement.  
 Gary may be able to fire Jamie for breach of duty of 

loyalty. 
 But, there is no way to force Jamie to give up or sell 

his stock in the company.   
 Thus, any growth in the company will be shared in 

by Jamie even though he didn’t deserve it. 
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 Scenario 2 – Buy-Sell Agreement.  
 Again, Gary may be able to fire Jamie for breach of 

duty of loyalty. 
 A buy-sell agreement might give Gary the option of 

buying Jamie’s stock in the event of the termination 
of Jamie’s employment, whether voluntarily or 
involuntarily.   

 Although, Gary will have to pay for Jamie’s stock, he 
can prevent the problem of sharing growth of the 
company with a “bad actor.” 
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 All co-owners of businesses should consider 
some form of buy-sell agreement 

 One-size-fits-all agreements can be dangerous 
 The entire advisory team (attorney, tax advisor, 

etc.) should be involved 
 Buy-sell agreements should be reviewed 

periodically 
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 S Corporation Status Provisions 
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 One Class of Stock Rules 
 Pages 24-26 
 Buy-out provisions upon death, disability, 

divorce, termination of employment will not 
violate one class of stock rules as long as purpose 
of agreement is not to avoid one class of stock 
rules 
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 Other buy-out provisions, such as investor “put” 
options, will violate one class of stock rules if 
 (1) Purpose of buy-sell agreement is to avoid one    

 class of stock rules; and 
   (2) Buy-out price substantially exceeds FMV at  date 

of agreement 
 
See Example on Page 26 
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 Income tax allocations at buy-out date:  
 Pages 26-27 

 Per-share per-day allocation 
 Election to terminate tax year 
 See Page 27 Example 
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 Allocation of taxable income up to buy-out 
date will determine 
 Selling shareholder’s K-1 tax liabilities during buy-

out year 
 Selling shareholder’s tax basis for sold stock 
 Remaining shareholder’s tax liability for tax year of 

sale 
 Tax effect can be significant where corporation 

revenues are “seasonal” or “uneven” 
 Tax effect can be significant where ordinary 

income tax rates exceed capital gains tax rates 
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 Mandatory S distributions to cover S 
Corporation tax liability: Page 27 

 But, watch out for “One Class of Stock” rules: 
 Distributions based on personal specific tax rates 

versus 
 Set tax rate 
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Page 29 
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 Entity Redemption Arrangements 
 Owner Cross Purchase Arrangements 
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 Non Tax Issues 

 Business funds used to purchase business 
interests or to acquire buy-sell insurance 

 Only one buy-out policy per owner needed  
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 Non Tax Issues 

 Inequality of premium payments 
 Business funds and buy-out policy subject to claims 

of creditors 
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 Non Tax Issues 
 Individual responsibility for funding buy-out or 

maintaining life insurance policy 
 Multiple life insurance policies required 
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 C Corp may pay AMT tax on receipt of life 

insurance proceeds 
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 Possible dividend (rather than capital gains) 
tax treatment upon buy-out of family C 
Corporation shareholder 
 See pages 31-33 

 But, who cares when 15% tax rates are same 
 The seller cares, because no tax basis offset to 

dividends 
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 C Corporations: No basis step up 
 S Corporations and LLC’s: No (or limited) tax 

basis benefits for continuing owners 
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 S Corps and LLCs:  No (or limited) tax basis 

benefits for continuing owners where buy-
out funded with life insurance- See pages 
29-31 
 
 Cash basis S Corporations and LLC’s: Possible 

wasted basis step-up 
 Accrual basis S Corporations and LLC’s: 

Automatic wasted basis step-up 
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 PLR 200409010: Accrual basis S Corp 
               - Issued note for buy-out 

and     - Filed Section 1377 Election to 
             Terminate Tax Year 
before - Applying for death benefits of  
              corporate-owned life 

insurance 
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 Always capital gain treatment to selling owner 
– even for family-owned C Corporations 

 Automatic basis step up for purchaser 
 No AMT issues 
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 Hybrid (or wait-and-see approach) 
 Life insurance “cash basis” partnership 

 Control over premium payments 
 No AMT 
 One policy per owner 
 Full tax basis step-up to continuing owners 
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I. Effect on Estate and Gift Tax Values 
II. Marital Deduction Qualification 
III. $13,000 Present Interest Gift Treatment 
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 Estate must be obligated to sell 
 Binding obligation to sell during lifetime at 

fixed price under agreement 
 Bona Fide Agreement (not device to avoid 

estate taxes) 
 Arm’s length terms 
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 Buy-sell agreement may constitute “terminable 
interest” – Pages 39-40 

 So, 
 No marital deduction allowed for bequest of stock to 

surviving spouse or QTIP trust 
 Where buy-sell agreement allows another to buy-out 

stock at less than fair value 
                       TAM      9147065 
                       TAM      9139001 
                        Rinaldi Case 
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 Gift tax implications 
 Buy-sell agreement may be evidence of “gift 

tax” value 
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 Pages 40-41 
 Hackl case 
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 Gifts of LLC interests aren’t “present interest” 
transfers, where 
 LLC owned non-income producing timberland 
 Manager/Donor could control income distributions 
 Donee-Member could not withdraw from LLC 
 Donee-Member could only sell his LLC interest with 

Donor’s consent 
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 Allow Members to freely sell their interests 
 Allow Members to “put” their interests back 

to LLC for fair value 
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