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Connections, page 808: Buy-sell Agreements  

 

A Brief Overview of Buy-Sell Agreement 

The following reading provides a simple overview of buy-sell agreement.   
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*  *  * 

9.10[1] Structure 

A corporate buy-sell agreement is a contract under which each shareholder agrees to offer his 

or her shares for sale to the corporation, the other shareholders, or both, on the occurrence of 

certain events such as the shareholder’s retirement, disability, receipt of an outside offer to buy, 

or death. A buy-sell agreement should include a set purchase price for the shares, usually by a 

formula or a required appraisal. The agreement may require the other parties to buy the offered 

shares or it may merely give them an option to buy. The purchase price set under a buy-sell 

agreement that meets certain requirements will be respected for estate tax purposes.  

  

There are three principal forms of corporate buy-sell agreements: (1) redemption agreements, 

(2) cross-purchase agreements, and (3) hybrid agreements. A redemption agreement is a 

contract between the shareholders and the corporation whereby each shareholder agrees to sell 

his or her shares to the corporation on the occurrence of certain events. A cross-purchase 

agreement is a contract between or among the shareholders (the corporation is not necessarily 

a party to the agreement) whereby each shareholder agrees to sell his or her shares to the other 

shareholders on the occurrence of specified events. A hybrid agreement is a contract between 

the corporation and the shareholders whereby the shareholders agree to offer their shares first 

to the corporation and secondarily to the other shareholders, also on the occurrence of certain 

specified events. The corporation may opt to buy all or any part of the offered shares, and the 

shareholders may buy any remaining offered shares. 

9.10[2] Advantages and Disadvantages 

9.10[2][a] Advantages 

Corporate buy-sell agreements offer several important planning advantages. The first, and 

often the most important, advantage of a buy-sell agreement is that it can prevent the sale (or 

other transfer) of stock outside the family unit. This is often the paramount reason for having 

a buy-sell agreement: A parent may welcome a child into the family business, but not want to 

work with the child’s spouse, former spouse, or creditors. 

  

Second, buy-sell agreements are relatively simple. A buy-sell agreement is basically a contract 

among family members, so few formalities must be observed under state law, and there are no 

filing or registration fees. 

  



Third, a buy-sell agreement creates a ready market for a shareholder’s stock, easing the 

liquidity problems created by the ownership of a block of closely held stock at the shareholder’s 

death. 

  

Fourth, a buy-sell agreement can sometimes help establish the value of the stock of a closely 

held corporation. Most agreements will not accomplish this goal, but in a few cases, the price 

set in the buy-sell agreement can establish the value of the stock for estate tax purposes. 

  

Fifth, a buy-sell agreement that does not fix estate tax values may create a formula that is 

accepted by the various shareholders and, through common use, becomes relevant in 

establishing gift and estate tax values. 

  

EXAMPLE 

Alpha Corporation operated a diversified business with annual sales in excess of $500 

million. The corporation had approximately 250 shareholders, all of whom were family 

members or charities created by them. The corporation’s bylaws prevented the transfer of 

shares outside of the family unit. Shareholders could seek waivers from the board of 

directors to transfer stock to nonprofit organizations, which were then allowed to hold the 

shares or to sell them to permitted shareholders. There were also 3,000 to 5,000 employees, 

most of whom were not members of the shareholders’ family. The corporation bylaws buy-

sell provisions 

  

  

1. Authorized the corporation to redeem stock from the shareholders; 

2. Provided it a right of first refusal to purchase shares offered outside the family at a price 

specified in the bylaws; 

3. Provided that if any shareholder attempts to sell his or her shares to a buyer not authorized 

by the bylaws, the corporation had the irrevocable option to buy the shares at the lower of 

the offer price, the book value, or the formula price set by the bylaws; 

4. Authorized sale of the corporation’s shares to family members, including lineal 

descendants of the patriarch of the family, their spouses, their children, trusts whose 

beneficiaries were such persons, and the family’s charitable foundation; and 

5. Authorized shareholders to sell to independent nonprofit organizations. 

  

Alpha retained a national accounting firm to appraise its shares each year. The accountants 

used a consistent methodology, comparing the corporation to comparable publicly traded 

companies, and applying a discount for lack of marketability. The accounting firm’s reports 

were used in valuing charitable gifts of the corporation’s shares, valuing both the grant and 

exercise of stock options issued to the corporation’s CEO, fixing the compensation of board 

members, evaluating the performance of the corporation as a whole, and valuing shares that 

are bought back by the corporation from its shareholders. During the past five years, the board 

of directors authorized fourteen redemptions of stock owned by family members, and, in each 

case, paid for the stock based on the accounting values, after obtaining a waiver from the board. 

Also, during this period, there were approximately ninety transactions of the corporation’s 

stock between shareholders, all of which used the accounting firm’s values, though none of 

which were required to use those values. The accounting firm’s value can arguably be used for 

gift tax purposes because that value was routinely used in bona fide sales between various 

parties who knew the accounting firm’s valuation methods and agreed to that price.  



9.10[2][b] Disadvantages 

The corporate buy-sell agreement is not without its disadvantages and risks. First, it may be 

difficult to obtain favorable income tax treatment for the purchase of a shareholder’s shares 

under a redemption or hybrid buy-sell agreement. A corporate distribution in a redemption of 

stock is taxed as a dividend (i.e., taxed as ordinary income to the extent of the shareholder’s 

share of earnings and profits, without recovery of basis), unless it meets the technical 

requirements of Section 302(b) or Section 303. Income tax problems may sometimes preclude 

the use of a redemption agreement or hybrid buy-sell agreement, though they rarely will 

prevent the use of a cross-purchase agreement.  

  

Second, the parties to the agreement must have money with which to buy the stock whenever 

the buy-sell agreement requires a purchase. Parties who are not independently wealthy usually 

must buy insurance on the lives of the other shareholders to cover at least part of the cost of 

buying their shares at their death. The premiums on these policies are not deductible and can 

create a substantial ongoing expense. Such life insurance, furthermore, may not provide 

sufficient cash with which to buy shares that are required to be purchased other than on account 

of a shareholder’s death. 

  

Third, the purchase of a deceased shareholder’s stock can deprive the estate of the advantage 

of the fifteen-year deferral of estate taxes attributable to the business interest under Section 

6166. The sale of all or a substantial portion of the shares during the deferral period accelerates 

the deferred taxes. This result can be avoided, however, by planning a series of redemptions or 

purchases in amounts equal to the taxes that must be paid in each of the fifteen years of the 

deferral period.  

  

Fourth, an ill-planned buy-sell agreement may also cause a transfer of stock to a trust (for the 

transferor’s spouse) not to qualify for the estate tax marital deduction. In Estate of Rinaldi v. 

United States, the decedent left his stock of a corporation that operated a printing business to a 

qualified terminable interest property trust (a QTIP trust) for the benefit of his widow. The 

decedent’s son was named trustee, but the decedent’s will stated that the son could serve as 

trustee only as long as he was actively engaged in managing the corporation. If the son ever 

became unwilling or unable to continue managing the corporation, he would cease to be trustee 

of the QTIP, but he would then have the right to buy the stock from the QTIP trust for its book 

value. 

  

The IRS denied the estate tax marital deduction for the value of the stock passing to the QTIP, 

and the Court of Federal Claims held that the estate’s QTIP election was ineffective because 

the son could buy the stock from the trust at its book value merely by ceasing active 

management of the company. Such an event would reduce the value of the trust’s corpus, 

creating the equivalent of a “power to appoint any part of the property to any person other than 

the surviving spouse.” The Court of Appeals for the Federal Circuit affirmed per curiam. 

Rinaldi involved a purchase option created in the decedent’s will, but the result would be the 

same had the option been included in an independent buy-sell agreement. One should be very 

careful about allowing a discount purchase price for stock that is to be held by a marital trust 

for the surviving spouse. 

 

… 

 


