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HOW TO STRUCTURE A SUITABLE BUY-SELL AGREEMENT
By Joseph R. Pozzuolo, Esq ., Attorney (Pennsylvania), Senior Member of Joseph R. Pozzuolo Asso-

ciates, P.C, Philadelphia, Pa . and Gary M. Perkiss, Esq., Attorney (Pennsylvania), Member of Joseph R .
Pozzuolo Associates, P.C., Philadelphia, Pa.

193059] There are, in the main, two types of buy-sell agreements-a stock redemption agreement and
a cross-purchase agreement . There is still another which is a combination of the two just mentioned . For
want of a better name we call it a "wait-and-see" agreement . Making a decision as to which type is most
suitable for a particular professional corporation is a very important one indeed . In this article we con-
sider-

•

	

Buy-sell agreements in general
•

	

Cross-purchase vs . stock redemption agreements
•

	

Methods of funding buy-sell agreements .
•

	

The tax impact of the different buy-sell agreements .

Buy-Sell Agreements in General
Setting reasonable restrictions . Buy-sell agreements are used by professional corporations and their

shareholders to restrict the transferability of their stock . The restrictions cover both the transfer of a
shareholder's stock during the shareholder's lifetime, including disability, and at the shareholder's death .

The laws of the state of incorporation will provide for the validity of setting restrictions on the trans-
ferability of the stock. For example, absolute restraints on alienation of stock which are unlimited in
time are generally considered invalid . The restraints must be reasonable to be enforceable . Those restric-
tions which have been considered reasonable include the "right of first refusal," which obligates a share-
holder to offer to the corporation or the other shareholders, or both, the opportunity to purchase the
stock within a reasonable period of time before selling the stock to an outsider . Mandatory obligations to
purchase the stock in any of the three types of agreements are also considered reasonable . Requiring
shareholders of the particular class of stock to consent to the transfer or prohibiting the transfer to
designated persons or classes of persons is permitted if not manifestly unreasonable . Prohibiting a trans-
fer in order to maintain the "Subchapter S" status of the corporation under the Internal Revenue Code
has also been considered reasonable .

Lifetime buy-outs . The portion of the agreement restricting the transfer of stock during life can be the
same regardless of the type of buy-sell agreement chosen . We have found that corporate officers and
shareholders traditionally prefer the "wait-and-see" "right of first refusal" approach . This type of restric-
tion on the sale of stock during life will normally be set up to require the shareholder to notify the cor-
poration and the other shareholders of the proposed sale of the stock by the selling shareholder to a
third party within a stated period of time . The agreement will then give the corporation the power to
redeem the stock at a predetermined sale price that may be set by a specific dollar amount or an amount
set by a predetermined formula . Should the corporation decide not to redeem the stock, the remaining
shareholder(s) will then be given the option to purchase the stock at the same sale price . Where there is
more than one remaining shareholder the agreement will provide that the remaining shareholders can
purchase the stock in proportion to their interest in the corporation so that the remaining shareholders
can still own the same percentage of the outstanding stock of the corporation . If the remaining share-
holders also decide not to purchase the stock within some stated period of time, the proposed sale may
then be consummated .

The lifetime restrictions on the sale of stock serve several purposes . These restrictions permit the share-
holders of the closely held corporation to choose their co-shareholders in their professional enterprise .
Absent valid restrictions on transferability, a shareholder could transfer his or her stock to another party,
including a competitor, whom the remaining shareholders may consider undesirable as a co-shareholder .
Such restrictions also enable the remaining shareholders to buy the stock of someone who is no longer
connected with the corporation, such as a retired or terminated employee . This may be very important
where all shareholders have been active in the management of the practice . The agreement may also pre-
vent transfers to other shareholders in such a way as to disrupt any carefully conceived equity ratios .

The standard agreement restricting life-time transfers prohibits any sale, gift, bequest, pledge, encum-
brance or other disposition of the stock, whether voluntary or involuntary, by operation of law or other-
wise, without compliance with the terms of the agreement . Bankruptcy of a shareholder, the adjudica-
tion of a shareholder as an incompetent and termination of employment with the corporation are other
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events which can trigger the right or obligation of the corporation or shareholder to buy the stock of a
shareholder of the corporation .

Disability buy-outs . A major buy-out provision that should be considered in the drafting of a buy-sell
agreement is the option or mandatory purchase of a shareholder's stock in the event of disability . Where
the shareholders of a closely held corporation are expected to contribute to the success of the business as
employees, a provision in the buy-sell agreement giving rise to a buy-out in the event of disability assures
the non-disabled shareholders that the non-productive shareholder-employee can be bought out if neces-
sary . This form of buy-out can take the same form as a standard deathtime buy-out, i .e ., stock redemp-
tion, cross-purchase or the combination of these two, the "wait-and-see" agreement .

The wording to define disability depends on the type of professional practice, the skill of the partic-
ular disabled shareholder and the particular injury or incapacity which renders the shareholder disabled .
For example, in a medical practice, if one is disabled for a period of three months, this could render the
particular shareholder totally disabled because such a practice requires that the shareholder work on a
full-time basis week-in and week-out with the exception of occasional vacations . However, in another
type of practice, a co-shareholder may be able to take up the slack of a disabled co-shareholder for a
period of six months to one year before the buy-out provision may take effect . A clause used to define
permanent disability might read as follows :

"Permanent disability within the meaning of this Agreement is incapacity of any shareholder,
resulting from bodily injury or mental or physical disease to spend at least (	1
hours each business day in the conduct of the corporation's business, which incapacity has existed
continuously for at least (	) months."

Buy-outs at death . Most shareholders are primarily concerned with the disposition of their stock at
their death . This is where the distinction between the different types of buy-sell agreements comes into
play. Under a stock redemption buy-sell agreement, the corporation is required to purchase the stock of
the deceased shareholder at his death . Under a cross-purchase agreement, the remaining co-shareholders
are required to purchase the stock of the deceased shareholder . Under a "wait-and-see" agreement, the
decision is deferred until the deceased shareholder's death, at which time either the corporation or the
remaining shareholders will purchase the stock of the deceased shareholder .

Where the shareholders have failed to plan for the future and a shareholder dies without an enforce-
able agreement between the estate and either the corporation or his co-shareholders, the executor of the
estate may be forced to sell the decedent's business interest to the corporation or to the remaining share-
holder, or to an outside party at the best price available . This, most likely, will be at a price less than any
previously orally discussed sale price because of the forced sale situation . In many instances, it may be
necessary to liquidate the firm assets rather than to sell it as a going concern . When this occurs, any value
which is based on good will or prior earning history of the corporation will be lost . Thus, one of the
major functions of a buy-sell agreement is to provide a method for valuing a shareholder's interest in the
corporation .

Further, valuing of the shareholder's interest in the closely held corporation is extremely important
for purposes . of taxation . In determining the value of a shareholder-decedent's interest in a closely held
corporation for Federal estate tax purposes, it is fairly well established that the valuation in a buy-sell
agreement will be binding for Federal estate taxes if certain requirements are met :

1 . At the death of a shareholder, there must be a provision for a mandatory purchase and sale or an
option to purchase by a survivor, then binding upon the decedent ;

2. The agreement must restrict the decedent's right to sale outside of the agreement while living ; and
3. The agreement must provide for a fair price when established and/or the agreement must be between

persons dealing with each other in an arm's-length transaction . The question in every case is whether the
contract is a bona fide business arrangement or merely a device to pass the decedent's stock to the na-
tural objects of his bounty for less than adequate consideration [Rev . Rul. 59-60, CB 1959-1, p 237 ; May
v. McGowan, 194 F .2d 296 ; Reg. Secs. 20.2031-2(h) ; 20.2031-31 .

Therefore, the advantages to a decedent of a buy-sell agreement at death are a ready market for the
sale of his business interest, cash for his or her family, no argument over purchase price, and a value of
the business interest for Federal estate tax purposes . Further, it enables the remaining shareholders to
keep complete control of the management of the corporation and to provide, with certainty, guidelines
for the price and method of purchase of the deceased shareholder's share .

Cross-Purchase vs. a Stock Redemption Agreement
Tax considerations. The income tax consequences associated with the cross-purchase agreement as
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opposed to a stock redemption buy-sell agreement are often overlooked . When the surviving shareholder
purchases stock of the decedent shareholder. in a cross-purchase agreement, the surviving shareholder
gets an increase in his cost basis stock interest . This will eventually result in a decrease of any taxable
gain which the surviving shareholder might realize upon his stock in the corporation should he sell it in
the future . This is not the case in a stock redemption agreement because it is the corporation rather than
the surviving shareholder who purchases the stock of the deceased shareholder .

Differences in age . In a stock redemption buy-sell agreement . the corporation pays the premiums on
life insurance which is used to . fund the agreement in proportion to each shareholder's ownership interest .
This may present problems if, because of the differences in ages, the premiums are unequal . For example,
assume there is $2,000 on A's life and $4,000 on B's life, and both A and B own 50Y of the stock . B,
the older shareholder, might feel the impact of the premiums is inequitable because he or she is actually
contributing $1,000 towards the policy on his or her own life .

On the other hand, under a cross-purchase' agreement, the younger shareholder has the greater, burden,
because he or she must pay premiums on the life of the older shareholder. The younger shareholder is
usually in the weakest financial, position to pay these premiums . Thus, when a cross-purchase agreement
is employed, a split-dollar agreement between the corporation and the younger shareholder is, often used
to lessen the impact of the payment of the higher premiums .

Differences in ownership interest . Under a stock redemption agreement, since the corporation is
paying the premiums, the larger shareholders are, paying a greater amount to purchase the smaller share-
holders' interest . For example, if A owns 757c of the corporation, he or she is contributing 75'5 of the
premium cost to purchase B's 257r interest in the business. However, under a cross-purchase agreement,
each shareholderr pays a premium in proportion to the interest lie or she may receive .

Certainty of performance. With a stock redemption agreement there is always a possibility that the
corporation will not he able to redeem its stock . This is because most states require that sufficient sur-
plus funds be available and the redemption not be a fraud of creditors. Funding with the income tax free
.life insurance may alleviate the problem . Certainty of performance is not a problem under a cross-
purchase agreement because the shareholders bind themselves to,absolutely fulfil! the agreement . ,

Creditor's rights. When using the stock redemption agreement, since the policies are corporate assets,
they are subject to the claims of corporation's creditors . Corporate creditors may make claims against
policy cash values and proceeds of corporate-owned life insurance . Cross-purchase agreements do not pre-
sent that problem. The insurance is free from the claims of the corporation's creditors because . the life
insurance is owned by the individual shareholders on the lives of their co-shareholders . However,, the
insurance is subject:to the claim of the individual shareholder's creditors .

Unreasonable accumulation of surplus. When using a stock redemption agreement there may bean
unreasonable accumulation of surplus problem, under IRC Sec . 531 et seq ., if the .total-cash accumulated
by the corporation, including the cash value of the life insurance policies, exceeds $150,000 . The , key
issue is, whether the accumulation has a business rather than a shareholder-oriented purpose . No similar
problem exists when using a cross-purchase agreement since corporate funds are not used .

Number of shareholders . In deciding whether to use a stock redemption or cross-purchase agreement .
we have found that where there are more than three shareholders it is more practical to use a stock re-
demption arrangement. When using a cross-purchase arrangement each shareholder must purchase a life
insurance policy on all the shareholders except him or herself. Therefore, if there are five shareholders
each shareholder must purchase four policies thereby increasing the expense of the buy-sell agreement as
well as creating administrative problems. On the other hand, the use of a stock redemption arrangement
requires that the corporation purchase only one policy per shareholder .

Ratio of stockholdings. A stock redemption agreement may be called for if the ratio of stock held,by
each shareholder previous to the redemption is desired to be retained after the redemption . In that way,
the surviving shareholders' percentage of stock ownership is increased pro rata by the amount of stock
redeemed by the corporation . If the shareholders wish to change the ratio of ownership following the
death of a shareholder, a cross-purchase arrangement can be used to specify and bring about whatever
new ratio of ownership is desired by the parties involved . This can be achieved by varying the amount of
stock to be purchased from the decedent's estate by each shareholder.

Methods of Funding Buy-Sell Agreements .
Whether the agreement is a cross-purchase agreement, stock redemption agreement or a combination
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of the two, the agreement should specify in clear and certain terms the method of funding the agreement.
The method can take any of the following alternatives : (A) installment method ; (B) borrowing method ;
(C) saving method ; and (D) life insurance method .

Installment method . In the installment method, either the corporation or the surviving or remaining
shareholders pay for the deceased or terminating shareholder's interest in a series of installments (weekly,
monthly or yearly) payments which bear interest at a fixed rate of interest . Usually, the purchasing
shareholder or corporation will be required to pay some type of minimum down payment such as 10% to
25% of the purchase price .-The interest which is payable on these installment payments is taxable as ordi-
nary income to the receiving shareholder or estate . Further, a clause is usually included in the agreement
giving the remaining shareholders or corporation the, right to prepay the unpaid balance in whole or in
part without any penalty whatsoever .

The unpaid balance will ordinarily be evidenced by a judgment note or notes which contain a stated
grace period after notice of any default . If the default is not cured at the end of the grace period, the
note will entitle the holder to confess judgment against thepayor of the note .

Borrowing method. The borrowing method obligates the corporation or remaining shareholders to go
to a lending institution and borrow the full purchase price to pay the selling shareholder or estate . Under
this method, the interest' paid by the purchaser is a tax deductible expenditure and, similar to an install-
ment method, its principal payments come out of after-tax dollars .

Savings method . Under the savings method, the individual shareholders or corporation begin to save at
the present time for future buybut . However, a major problem would arise if the shareholder dies soon
after the savings plan begins in which case the corporation or the purchasing shareholders will be forced
to go to an installment or borrowing method of buy-out .

Life insurance method. Life insurance is almost mandatory as part of any buy-sell agreement, other-
wise, the deceased or selling shareholder has no assurance that he or his beneficiaries or heirs will receive
the money they are legally entitled to . It is very unusual, particularly in any growing business, for the
corporation or surviving shareholders'to accumulate sufficient capital to fund any agreement . Further, it
is unwise to rely on future management to be able to earn sufficient income' to finance any agreement by
signing a' series of notes because these notes will be paid out of after-tax dollars .

Therefore, when the agreements are fully funded with insurance, the business owner and/or his estate
can be assured that-a definite amount of money from the sale of the business will be available . Funds will
'be available immediately when the shareholder dies to pay the estate of the deceased shareholder, thus
giving the estate much needed' liquidity. Further, in the case of a lifetime disability buy-out, there is a
possibility the whole life policy will have sufficient cash-surrender value in the policies owned by the cor-
poration and co-shareholders to make a substantial down-payment for the redemption of his shares . In
such a case, it would be much more likely that the corporation will have the funds available to enter into
an installment or borrowing method to pay the balance . Also to guarantee the lump-sum funding of a dis-
ability buy-out, a disability insurance policy can be purchased by the corporation on each shareholder's
life . Thisguarantees the -orderly transfer of a business interest without a drain on the assets of a corpora-
tion because the full insurance proceeds for the buy-out are available once the trigger point for the
definition of permanent disability is reached .

- The Tax Impact
Taxation of insurance proceeds. The proceeds of life insurance will be received tax-free by the cor-

poration under - a stock redemption arrangement, as well as by the shareholder-beneficiaries under a
cross-purchase arrangement- [ I RC Sec . 101 (a)].

Under a stock redemption arrangement, the corporation will be the beneficiary of the entire proceeds,
and therefore, the proceeds themselves will not be includable in the estate of the deceased shareholder .
If the estate is bound to sell the deceased shareholder's stock and the price agreed upon was arrived at
in an arm's-length bona fide negotiation, the agreed price will control the value of the shareholder's
interest in the corporation for Federal estate tax purposes .

Under a cross-purchase arrangement, since each shareholder owns a policy on the lives of the co-share-
holders, the cash values of the policies on the lives of the surviving shareholders will be includable in the
estate of the deceased shareholder . Proceeds on any policies on the life of a deceased shareholder owned
by his or her co-shareholders will not be includable in the deceased shareholder's estate .

Deductibility and taxation' of premiums . Under both a stock redemption arrangement and a cross-
purchase arrangement, no. deductions are allowed to the corporation for premium payments . However, if
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the corporation gives the employees reasonable bonuses, which are used by the employees to purchase
insurance to fund the buy-sell agreement, these bonuses would be deductible by the corporation (IRC
Sec. I62(a)(I )], but would be includable in the income of the employees as compensation .

Because the premium payments are nondeductible and thus are made from after-tax dollars . many
people assume that it is advantageous to utilize the stock redemption arrangement rather than a cross-
purchase arrangement . This is best illustrated by the following hypothetical . Assume that the premium
payments each year are S I ,000 . The, corporate tax rate paid on this S 1,000 would probably be 17'ir, the
lowest corporate tax rate available, as most of the corporate profits in a closely-held corporation will be
distributed to the shareholders as salary and bonuses . Add to this the average state corporate tax of' I I2
which means that the total tax on the $1,000 will be approximately $180 . The cost of funding the stock
redemption buy-sell agreement, therefore, will be S I .280 per year . If a cross-purchase agreement is used,
assuming a 50% income tax rate for the individual shareholders, the cost of funding the arrangement will
be SI,500 each year . Many people believe that because of this difference in the cost of the arrangement,
the stock redemption arrangement is better. However, this is not necessarily the case. Here's why-

Following through on the above hypothetical, assume that there are two shareholders, each of which,
originally contributed S 1,000 to the corporation for his or her shares .of stock . One shareholder dies : the
amount of the insurance proceeds is $100,000 and the remaining shareholder sells his interest for
$200,000. Under a stock redemption arrangement . the remaining shareholder will be taxed on a gain of
$199,000 at the capital gains tax rate . This is because the remaining shareholder's basis in the corpora-
tion will be $1,000, or the amount of his investment in the corporation . Under a cross-purchase arrange-
ment, the remaining shareholder will be taxed at the capital gains rate on a gain of $99,000 . This is
because the basis of the remaining shareholder in the corporation will be $101,000 : he contributed
$1,000 for his original purchase of shares in the corporation and $100,000 for the purchase of the
deceased shareholder's shares . As a result, if a stock redemption arrangement is used and the remaining
shareholder sells his interest in the corporation, he or she will be taxed on a gain of S 100,000 more than
if a cross-purchase arrangement is used . Under the capital gains tax rate structure, the additional tax paid
would amount to approximately $20,000 for an individual in the 50%c tax bracket. Thus, we have found
that if there is a strong possibility that the remaining shareholder will sell his or her stock during his or
her lifetime, a cross-purchase agreement is preferable .

IRC Sec. 303 redemptions . IRC Sec . 303 provides that the redemption of stock by a corporation in an
amount not in excess of the decedent's death taxes, funeral and administrative expenses shall not be
treated as a dividend and taxed as ordinary income . Instead, the distribution will be treated as a redemp-
tion and any gain from the redemption of stock shall be treated as a capital gain . In order for such favor-
able tax treatment to be available, certain conditions must be met .

First, the stock must be part of the decedent's gross estate for Federal estate tax purposes . The
amount paid for the stock must not exceed the sum of death taxes, funeral and administrative expenses
which are all available as deductions under the Federal estate tax law . The value of all the stock of the
corporation included in determining the value of the gross estate must be more than fifty (50%) percent
of the value of the decedent's adjusted gross estate . The stock of two or more corporations can be
treated as a single corporation for Section 303 purposes if the decedent owns more than seventy-five
(75%) percent of the value of all outstanding stock of each corporation . Distributions must be made
within a stated statutory period .

Conclusion
A buy-sell agreement that is such an integral part of any professional corporation is not something

that can be entered into without considerable thought and analysis . The original execution of such an
agreement, therefore, requires the utilization of It team of financial advisors consisting of a tax attorney,
a certified public accountant and, often, a life underwriter . Also, once the agreement has been executed,
it cannot be forgotten . The members of a professional corporation must remember to have it reviewed
and analyzed yearly by their attorneys and other financial advisors to insure that it is still current, that
it is properly funded and that it continues to meet the corporation's and the shareholders' objectives .
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