
BUY-SELL AGREEMENTS FOR CLOSELY HELD BUSINESS PLANNING

Buy-Sell Agreements for Closely Held and Family Business Owners [Z. Business Buyout Agreements: Plan Now for All
Types of Business Transitions.

The entity may redeem a portion of the equity ownership interests each year over a period of years. For the
Entity. This can occur if an actual debt is owed to a third party or if one of the owners is party to a divorce
proceeding and the interest in the business is being transferred to a spouse who is not an owner. Wilson, Esq.
This tax will probably not apply to C corporations that purchase life insurance to fund a potential buyout.
There are many ways to value a business interest and many questions to consider in determining how the
appraisal provisions are to be crafted. Members may generally also pledge their LLC interest as collateral, but
the creditor upon foreclosure on the interest will generally only have the rights of an assignee. If the parties
have entered into a cross-purchase agreement, insurance funding is accomplished by the business owners
purchasing insurance on the lives of each participating co-owner. Consider loss of professional liecnese. Aside
from the possible estate tax planning benefits, a closely held business interest is simply a difficult asset to
value. Or are they all otherwise actively engaged in the business? A well-drafted buy-sell agreement can go a
long way toward ensuring the multi-generational longevity of a family enterprise and can help to protect the
family from the negative implications of both foreseeable and unexpected life events. For instance, if a
corporation uses appreciated property in a redemption, corporate level gain is triggered. One of the important
functions of a buy-sell agreement is to lay out the process by which the shares will be valued at the time a
transaction has been triggered. Additional Tax Considerations in Funding the Purchase Obligation In deciding
who will fund the purchase obligation, you should also consider whether or not the purchase will trigger any
additional income tax liability. Some of these include: Provisions dealing with expulsion and the rights of the
partners and the partnership upon expulsion. It is a good idea to require quarterly distributions of dividend
income sufficient to allow shareholders to pay the taxes owed on allocations to income. Investment interest
limitations applicable to individuals and partnerships, LLCs and S corporations. However, due to insufficient
estate, insurance, and succession planning, many of these businesses do not survive through multiple
generations. Partnerships The buy-sell or partnership agreement for a partnership should address several issues
that are unique to this business relationship. Although the premiums do not generally qualify as legitimate tax
deductions, the proceeds are usually tax-free. In these situations, the death benefits of the newly purchased
policies will normally be subject to income taxes. Basis for income tax purposes. Are anticipated future
earnings included? If several years are used, should more weight be given to the current year? Provide a
market for an otherwise unmarketable asset. Generally, life insurance death benefit proceeds are not subject to
income tax unless the transfer-for-value rules apply. If the transfer-for-value rules apply, the death benefit
proceeds are taxable only to the extent they exceed the purchase price and post-transfer premiums paid by the
transferee. Other issues. In an S corporation, allowing shares to become owned by the wrong kinds of
shareholders can jeopardize the S corporation status. In general, if shares are allowed to pass to a trust, the
trust instrument should be examined to ascertain whether the terms comply with the S corporation
requirements. A triggering event can be either mandatory or optional. What if an owner becomes disabled?
And, will the business, the owners, or both have the option or requirement to purchase? Life and disability
insurance. This will only increase the amount of gain in the hands of heirs when the business is eventually
sold. The parties must consider the fact that, as in any other option contract, if the rights are structured
similarly to put or call options, the party giving the option will be free to exercise the option or not to exercise
the option upon occurrence of the triggering event. Further, if using disability insurance to fund the agreement,
the policy itself should contain a corresponding definition of disability that all parties understand.


