Is Your Buy-Sell Agreement

Current?

From Issue 147 of Exit Planning Review provided by Business Enterprise Institute, Inc.
The business continuity agreement is the single most important document that the owners of a closely held business will ever sign.
This agreement (also known as a buy-and-sell or buy-sell agreement) controls the transfer of ownership when certain events occur.
These events include: the death or disability of a shareholder, an involuntary termination or retirement of a shareholder and even (yes
they do happen) disputes among workers.
We assume that, like most successful co-owned companies, your company has in place a buy-sell agreement. In our experience,
however, many, if not most, of these agreements do not reflect either the current circumstances of the business or the owners’ current
wishes regarding business continuity. When that is the case, an outdated buy-sell agreement may cause more problems than having
no agreement at all! Let’s examine why.
Your first buy-sell agreement (and maybe the one you still have) was likely created when your business was in its infancy, had little
value and even less complexity. The most significant continuity issue contemplated was the death of a shareholder. If one owner
wanted to leave, the buyout, if any, would cost little. In fact, the most reasonable response might have been to liquidate the business.
A comprehensive buy-sell agreement addressing all possible events that can trigger a sale and purchase of ownership was not only
unnecessary, the legal fees to create such an agreement may have exceeded the value of your company!
But you, your business, and your co-owner(s) have likely changed mightily since those early days. Has your buy-sell agreement kept
up?
Take a look at a copy of your buy-sell agreement (it’s probably where you keep those other “important” documents — in the bottom
drawer of your desk), and ask yourself a few questions:

When was this document last reviewed? If the answer is never or more than two years ago, it needs to be reviewed now. In
the early years of the business it probably wasn’t vital to review the buy-sell every year or so because business conditions and value
and shareholder aspirations (both personal and business) didn’t change significantly. But today, change is the norm:
•
Business value may increase or decrease more in one year than the total business value of your company in its start up
years;
•
Owners inch closer to retirement or a desire to sell the company;
•
Or young co-owners who worked as a group during the early years now have different outlooks, different work ethics, and
perhaps different health situations.
In short, your buy-sell agreement now needs to address all of the issues that could trigger a transfer of ownership.

Would I rather make decisions about how to cash out a departing shareholder now or when tempers are flaring?
Decisions about how to put out a fire before there’s even a whiff of smoke in the air are hard enough to make. Attempting to find
solutions that are fair to all parties when emotions run high is nearly impossible. In the company’s formative years, it wasn’t critical to
consider how a lifetime buyout would be structured and valued because the value was minimal. Today it is and unless your buy-sell
agreement fully addresses how to cash out departing shareholders, it becomes a ticking time bomb.
To help you prepare for your meeting with your advisors, let’s review a few key items in your buy-sell agreement:
1.
2.
3.
4.
5.

Who is included in the Agreement? Who has voting control? Are there any changes in either who is included or in the
proportions of ownership since you last reviewed the document?
What events are covered in the Agreement?
Transfer events (death, disability, business disputes, etc.) trigger either mandatory or optional buyouts. The choices you
made about what events trigger mandatory buyouts vs. which trigger optional buyouts may no longer be the best choices.
As companies grow in value (and have more cash on hand) shareholders more often choose the mandatory buyout option.
How does your buy-sell agreement determine how the amount of future buyouts will be calculated?
Finally, look at how you’ve decided to fund particular types of buyouts. If, for example, there is a life insurance funding a
buyout of a deceased shareholder, is it in a sufficient amount? Is the policy owned by the property party? Are the
beneficiary designations correct? If a lifetime buyout of an owner is expected, how can that buyout best be (at least partially)
pre-funded and designed to minimize overall taxes?

This quick list should give you plenty to discuss at your next meeting with your advisors. If your buy-sell agreement does not cover
these events, you and your company may be more vulnerable than you ever imagined.
DISCLAIMER: The information contained in this article is general in nature and is not legal advice. For information regarding your particular situation, contact an attorney or
tax advisor.

