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restrictions on transferability of business interest, so
substantive law may differ from state to state. Trans-
fer restrictions in all states generally must be reason-
able. For example, in Delaware, a restriction must be
reasonably necessary to further the business affairs or
an objective in an ownership agreement.' The reason-
ing behind this policy is that property should be freely
transferable because this fosters economic growth
and overall economic health. Certain restrictions,
however, such as those based on race or absolute re-
strictions on transfer, violate public policy.

To be reasonable, restrictions should generally
have a legitimate business purpose. For instance, in
order to maintain S corporation status under the
Code, an S corporation may not have:
• More than 100 shareholders.
• More than one class of stock.
• Partnerships, LLCs, corporations, nor nonresident

aliens as shareholders.'
Here, a restriction to keep compliance with the

Code's statutory requirements would be considered
reasonable as it has a legitimate business purpose.
Some other types of restrictions that have been
deemed reasonable are as follows:
• A right of first refusal or an option for the remain-

ing owners.
• A mandatory buyout obligation imposed on the

entity or its owners.
• The prohibition of a person or class of individu-

als or entities, assuming it does not violate public
policy.

• A requirement that a specified class of individuals
need to give a reasonable consent.
In the end, whatever obligation or option arises

must be reasonable and have a legitimate purpose.

Triggering events
Triggering events are specifically agreed-on times
when a buy-sell agreement restriction comes into ef-
fect. These types of events could be triggered invol-
untarily in the event of one of life's many
uncertainties, or voluntarily if necessary to quell
owner disputes or for an owner to leave the entity.
Some of the most commonly used triggering events
are discussed below, such as:
1. Lifetime transfer restriction.
2. Disability.
3. Death of an owner.
4. Estrangement clause.
5. Start-up put and call.

Lifetime transfer restriction triggers. A lifetime
transfer restriction is triggered if any of the owners
transfers or disposes of his or her interest either vol-
untarily or involuntarily during his or her lifetime. At

this event, usually the non-transferring owners re-
ceive an option to purchase all, and not less than all, of
the transferred interest. Generally, if the option ex-
pires within a specified time after proper notice to the
remaining owners, the transferor has the power and
authority to complete the transfer to an outside third
party.

These restrictions permit the owners of a closely
held business to choose their co-owners in their en-
terprise to ensure cooperation. Absent valid restric-
tions on transferability, any owner could transfer his
or her interest freely to anyone at any time. Lifetime
transfer triggers guard against having an undesirable
co-owner, such as an ex-spouse pursuant to a divorce
settlement or an unwanted personal creditor of an
owner. Such restrictions enable the remaining own-
ers to concentrate ownership and facilitate coopera-
tion. Further, lifetime buyout restrictions may be used
to prevent manipulative transfers between owners to
disrupt the current equity ratios (allowing an incum-
bent owner to unjustly take over the entity) and to en-
sure that each owner takes an active role in the entity's
business.

Disability triggers. A disability trigger usually pro-
vides for either an option or mandatory buyout of an
owner's interest in the event of his or her disability.
These provisions are important when the owners are
expected to contribute to the management and oper-
ation of the business as employees. A disability buy-
out provision assures the nondisabled owners that the
nonproductive, disabled owner can be bought out.
This will also provide the disabled owner with funds
for ongoing support during the period of disability.
Disability insurance may be purchased to provide the
remaining owners or the entity with the liquidity to
purchase the disabled owner's interest.

Care should be taken when defining the word "dis-
ability': This definition is flexible and should depend
on the type of business, the skill of the particular dis-
abled owner, and the extent of the injury or incapacity
that renders the owner disabled. For example, in busi-
nesses that require nearly instantaneous, continuous,
and ongoing specialized services—such as in the med-
ical field—a shorter disability period may be warranted
to ensure that a replacement owner (doctor) may be
found to cause the least adverse impact to the patients
and the profitability of the entity. In other industries
with longer time frames, such as in home construction,
a longer disability period may be appropriate, as the
other members can compensate for the disabled owner.

8 Del. C. § 202; Capital Group Cos. v. Armour, 2005 Del. Ch.
LEXIS 38(2005); Model Bus. Corp. Act. section 6.27; Tuthill, Her-
ring, and Harris, "Recent Case Law Developments Relation to
Delaware's Alternative Entities," 3 Del. L. Rev. 129 (2000).

2 Section 1361(b).
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Installment agreements should specify the num-
ber of payments and set an interest rate to be charged
against the unpaid balance by the purchasing owner.
The interest rate needs to be reasonable or the IRS wil l

impute a fictitious rate as a substantially no-interest
loan. Further, the owners need to decide whether the
interest wil l be fixed or variable. Variable rates may be
based on indexing rates, such as the one-year LIBOR
or one-year Treasury bill rate plus a premium,
whereas the fixed rates may be based on a more stable
rate such as an indexing bond with a ten- or 15-year
maturity.

Installment sales may be a viable option, especially
when the entity or its owners do not have the neces-
sary credit rating to obtain a loan.

In summary, a variety of funding method could
be used, but each method should match each trigger-
ing event. Every agreement should contain life and
disability insurance to purchase the deceased or dis-
abled owner's interest. Further, for estrangement, the
initiator should be forced to pay in immediately avail-
able funds, whereas the non-electing member may
pay as an installment sale. This is to discourage an
owner with a higher net worth into bullying a lower
net worth owner. For the remainder of the triggering
events, either cash or an installment plan may be used
depending on the expected amount of liquid funds
on hand, the volatility and profitability of the entity,
and the owners' personal preferences.

Cross-purchase vs. stock redemption
agreements
A buy-sell agreement could be drafted in any of three
ways:
1. A cross-purchase agreement.
2. A redemption agreement.
3. A hybrid wait-and-see agreement.

All three types have similar consequences to trans-
ferring a departing owner's interest to the remaining
owners, however, the difference is whether the inter-
est is transferred directly to the other owners or trans-
ferred through the entity as a conduit, and if there are
more than two owners, whether the remaining own-
ers maintain their same control relative to each other.

Under a cross-purchase agreement, the departing
owner sells his or her interest directly to the remain-
ing owners of the entity. In cross-purchase agree-
ments, multiple owners have the flexibility either to
purchase the departing owner's interest pro rata to
their existing ownership, or to alter the ownership in-
terest ratios by allowing only certain owners the right
to purchase the interest. (For S corporations, if spe-
cific shareholders are given the option, this may vio-
late the single class of stock requirement.) Further,

there may be some tax benefits with direct sales as dis-
cussed below

Cross-purchase agreements become more trou-
blesome as the number of owners increases. For a sale,
the departing owner needs to contract with all of t he
other owners individually (usually through a com-
mon contract), and for life insurance, each owner
needs to hold a policy on every other owner, which
may result i n a plethora of contracts. An entity of N
owners requires N x (N - 1) policies. For instance a
five member entity requires 5 x 4 = 20 policies, or a
nine member entity requires 9 x 8 = 72 policies.

This also becomes a problem when owners fre-
quently transfer their interest to third parties, as each
owner will need to repurchase insurance policies for
every transfer.

Under a redemption agreement, the departing
owner sells his or her interest directly back to the busi-
ness entity itself, thus concentrating ownership in the
remaining owners. This greatly simplifies the depar-
ture of an owner in entities with numerous owners.
However, because the interest is acquired by the en-
tity, this interest is automatically divided among the
remaining owners pro rata to their interest in the en-
tity. Unlike cross purchases, the remaining owners
may not alter their ownership interest by having only
select owners purchase the departing owner's interest.

The wait-and-see method allows for the flexibil-
ity to choose a cross-purchase or redemption method
in the future. For example, this method first gives the
entity an option to redeem the departing owner's in-
terest. If the entity fails to exercise the option within a

pre-specified time, the option transfers to the remain-
ing owners to effect a cross-purchase type of transfer.
The added flexibility allows the entity and its owners
the ability to change the purchasing method to ac-
count for unforeseen changes in circumstances or dif-
ferent tax considerations discussed below

Tax considerations
The tax and administrative consequences are im-
portant in determining whether to use a cross-pur-
chase or redemption i n a buy-sell agreement. They
have different tax consequences for federal income
and estate tax purposes. Further, the tax conse-
quences vary depending on the entity status as a
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Valuation of an
owner's interest is
extremely important
for purposes of
taxation and general
fairness; thus, care
should be taken to
ensure that the
valuation provisions
are enforceable and
current.
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For example, assume two owners equally own
Partnership A, which is worth $20 million. Under a
redemption agreement, the corporation will own life
insurance policies with a face amount of $10 million
on each partner. In the event of a death, the $10 mil-
lion passes to Partnership A tax free. At that time,
each partner's basis increases by $5 million (pro rata
to their ownership interest). The $5 million to the de-
ceased partner is a wasted basis due to the Section
1014 adjustment in basis of assets of a decedent.

In a cross-purchase sale, each partner holds insur-
ance with a face value of only the funds needed to buy
his or her share of the deceased partner's interest, or
$10 million. At death, the surviving members receive
a step up in basis of $10 million instead of $5 million.
The wasted $5 million under the redemption sale is
essentially reallocated to the surviving partner who
can fully use it and does not receive the Section 1014
step up in basis until death.

The tax advantage of a cross-purchase sale is mag-
nified even further for a C corporation. Because a C

corporation is treated as a completely distinct entity
for tax purposes, the basis increase from insurance
proceeds to the corporation does not flow through to
the shareholders absent a dividend. As a result, C cor-
poration shareholders would not receive any step up
in their outside stock basis from the insurance pro-
ceeds. In future redemptions or stock sales, this may
be disadvantageous to shareholders with a relatively
lower outside basis. Under a cross-purchase arrange-
ment, the stockholders' bases increase when they pur-
chase the deceased stockholder's interest, without
affecting the E&P (i.e., inside basis) of the company.

Incidents of ownership. If life insurance is owned
by a partnership or an S or C corporation, the pro-
ceeds received by the entity to purchase the deceased
owner's interest may be includable in the deceased
owner's estate if he or she has personal incidents of
ownership. This happens if there is a controlling
owner (i.e., greater than 50% ownership) who could
be deemed to have an incident of ownership indi-
rectly in the life insurance policies, such as the right to
change the beneficiary'

Installment payments. .I . he departing owner may
defer taxation of subsequent payments to the years in
which such payments are actually received, if all or a
portion of the redemption price is paid in install-
ments." This not only helps the remaining owners by
spreading payments to future years, but also helps the
departing owner defer tax liability.

Death-time buyout price redetermination pitfall. in

either type of agreement, it is imperative that the des-
ignated sale price be respected by the IRS for federal
estate tax purposes. Generally, the value of every item
of property includable in a decedent's gross estate

OCTOBER 2009 PRACTICAL TAX STRATEGIES

change with capital gains treatment so that the sale
falls under Section 302. A sale of all of the transferor's
interest avoids the general dividend classification and
detrimental attribution rules if a spouse, child, or
other close relative is another shareholder who may
have indirect control of the transferred shares."

Section 303 provides an exception to dividend
treatment for corporate redemption distributions,
allowing for exchange treatment for the payment of
federal and state estate taxes and for funeral and ad-
ministrative expenses in connection with the wind-
ing up of the decedent's estate. There are some
limitations, such as the total stock value must be
greater than 35% of the decedent's estate, and the re-
demption must be done within four years of the
decedent's death.

This section may be used to structure a redemp-
tion sale for expenses related to the winding up of the
decedent's estate coupled with the aforementioned
wait-and-see cross-purchase exchange for the re-
maining stock. This allows the decedent to distribute
funds from the corporation at a favorable tax rate and
allows the remaining shareholders to gain the stock
basis increase of a cross-purchase agreement.

Full use of life insurance proceeds. A cross-pur-
chase arrangement facilitates making use of tax ad-
vantage for life insurance proceeds. Generally, life
insurance proceeds are received tax-free by the ben-
eficiary and increases the surviving owners' basis for
federal income tax purposes.'

However, when an entity receives insurance pro-
ceeds under a redemption sale, some of the basis in-
crease is allocated to the decedent even though the
decedent does not need a basis increase, as Section
1014 already provides a step-up in basis at death. If
partnerships, LLCs, and S corporations with flow-
through treatment receive insurance proceeds for a
redemption, the owners' outside bases are increased
pro rata to their ownership interest. This results in
the deceased owner being attributed a portion of the
basis step up." This attribution is a waste of the in-
surance proceeds step up in basis as, on death, the
decedent's estate receives a step up or down in his or
her outside (stock) basis to the fair market value of
the assets regardless of the insurance basis increase."
This reduces the benefit of the step up in basis at
death and takes a portion of the insurance basis away
from the remaining owners.

In a cross-purchase, the surviving owners auto-
matically receive life insurance proceeds to purchase
the deceased owner's interest. Under Section 1012,

their cost basis will increase with their purchase of the
deceased owner's stock. This allows for a full use of
the insurance proceeds step up in basis, as none of the
proceeds are attributed to the decedent.
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duce an unreasonably long five-year noncompetition
period to one year—even though the court would
have upheld the validity of an agreement providing a
two-year period.

Consequently, when drafting an agreement that
contains restrictive covenants, the following provi-
sions should be included:
1. Specific acknowledgement that the restrictions

were reasonable, intended, and made for consider-
ation.

2. A waiver of the obligation to post a bond for a pre-
liminary injunction.

3. An acknowledgement that injunctive relief or spe-
cific performance is the only remedy to repair a
breach of the covenant.
This helps to ensure that the restrictions will be

deemed valid and enforceable. Injunctive relief and
preliminary injunction provisions will allow an en-
tity or its owners to receive an order from the court
prohibiting a breaching owner from violating the re-
strictive covenants. To obtain injunctive relief, a liti-
gant must show irreparable damage from the breach.
Having an agreement entered into by the owner that
irreparable harm will result, while not completely dis-
positive, may help in establishing this claim.'

Restrictive covenants are a necessity to avoid a
bought-out owner from opening a competing busi-
ness in the same locale and then soliciting the entity's
customers, employees, and business.

Alternative dispute resolution
An alternative dispute resolution (ADR) provision
should be included in the buy-sell agreement to avoid
protracted, costly litigation concerning disputes, dis-

agreements, controversies, or claims that may arise con-
cerning the parties' performance under the terms of the
buy-sell agreement or the breach thereof, or arising out
of or relating to the business relationship between the
parties in any capacity as it relates to the business entity.
Drawn out litigation may adversely affect continuing
business operations and needlessly deplete business re-
sources including goodwill, money, and time.

The ideal ADR provision provides for binding,
final, and non-appealable arbitration to ensure the
timely resolution of any such disputes. Drafting attor-
neys should be careful to address the scope or arbitra-
bility of any such arbitration provision to ensure that
the arbitrator has the authority to render a decision
without the court's intervention to determine the arbi-
trator's right to do so.

Conclusion
Buy-sell agreements are a must for any closely held
business entity. The future and its effects on a busi-
ness are unknown. Unexpected events can happen,
including sudden death or disability of an owner,
owner disputes, or simply a change of circumstances
and the business environment. While buy-sell agree-
ments may not be a crystal ball to see into the future
or a magic wand to ensure nothing bad will happen,
they provide stability and set guidelines to follow in
times of chaos and uncertainty. They may avoid years
of litigation over buyout terms such as price, pay-
ment terms, and the events that trigger a buyout.
Last, they facilitate the departing and remaining
owners to ensure a fair departure and peace of mind
in terms of buyout valuation, funding, and general
disposition. •
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