


























out, the business owners can decide whether a purchase by the business entity or the individual owners
would be most advantageous form a tax planning standpoint.

2. TAX CONSIDERATIONS

a. Preserving S Corporation Status.

i. S Corporation Status Provisions. The buy-sell agreement of an S corporation
should always prohibit the transfer of stock to ineligible S corporation shareholders.

ii. The Effect of Shareholder Agreements on the “One Class of Stock” Rules. S
corporations may only have 1 class of stock. For purposes of applying the one class of stock rules in the
context of a shareholder agreement, the regulations distinguish between shareholder agreement provisions
that contain buy-out provisions on death, disability, termination of employment and divorce and those
that provide for buy-out opportunities on any other event.

1. Agreements Providing for Buy-Out _in the Event of Death, Disability
and Termination of Employment or Divorce. As discussed, many buy-sell agreements provide for
varying buy-out prices depending on the events giving rise to the buy-out. In some cases the buy-sell
agreement will provide for an increased purchase price in the event of death or disability and in other
cases the agreement will contain penalty provisions designed to lower the purchase price where the buy-
out is triggered by a divorce or termination of employment. Under the one class of stock rules, a
shareholder agreement with buy-out provisions will be disregarded in determining whether the S
corporation has more than one class of stock unless:

a. A principal purpose of the agreement is to avoid the one class of
stock rules; and

b. the agreement establishes a purchase price that, at the time the
agreement is entered into is significantly in excess or below fair market value. (Treas. Reg. 1.1361-

1(D(2)(iii)

Therefore, in most cases a shareholder agreement with buy-out provisions will be disregarded in
determining whether an S corporation has more than one class of stock, to the extent that the buy-out
provisions related only to death, disability, termination of employment or divorce.

iii. Income Tax Allocations for S Corporation Buy-Outs. In structuring the terms
of the buy-sell, the parties should specifically provide for allocation of income and loss items in the event
of a future stock buy-out. The S corporation shareholders should remember that, in the event of a buy-out
of S corporation stock, the allocation of income and loss items during the year of the buy-out will affect:

1. The income tax liabilities of the selling and continuing shareholders




2. Whether distributions during the tax year will be treated as taxable
dividends to the shareholders

3. The determination of the selling shareholder’s tax basis in the sold stock
4. The calculation of tax basis for the continuing shareholders.
b. Income Tax Basis Considerations for the Continuing Owners. The distinction

between the cross-purchase arrangement and the redemption will affect whether the continuing owners
will be able to increase their tax basis upon the buy-out of another owner.

i. C Corporations. If a C corporation redeems stock of a withdrawing owner, the
remaining shareholders do not receive a “step up” in the tax bases as a result of the redemption. At the
same time, each remaining shareholders proportional ownership interest in the value of the business will
increase. If the remaining shareholders anticipate selling their stock before their death, this income tax
basis will be a major disadvantage of the redemption.

ii. S Corporations. The Basis distinction is not as significant where the entity buy-
out is funded by life insurance on the death of the redeemed shareholder. The reason is that in the case of
an S corporation, the receipt of life insurance proceeds will result in a basis increase for each person who
is a shareholder. At the time the S corporation accrues the right to receive the insurance proceeds. Thus, if
the S corporation is an accrual basis taxpayer, then part of the basis step-up will inure to the benefit of the
deceased shareholder. Nevertheless, the remaining shareholders will receive some of the benefit from the
basis increase from the life insurance proceeds. This same result can only be achieved with cash basis S
corporations if the buy-out occurs before the corporation receives the life insurance proceeds.

iii. Partnerships and LLC. A redemption normally does not allow the continuing
owners to increase their individual tax bases in their interests in the entity. In the case of a cross-purchase
of a partnership or LLC, there is an automatic increase in tax basis without any affirmative action on the
part of the partners or LL.C members.

Where the LLC or partnership holds life insurance to fund a buy-out, the receipt of the proceeds
will result in a tax basis increase for everyone who is a member when the LLC or partnership accrues the
right to receive the proceeds. Thus, in the case of an accrual basis LLC, part of the tax basis increase will
inure to the benefit of the deceased/selling LL.C member. Likewise, in the case of a cash basis LLC
which receives life insurance on the death of a member, part of the basis will inure to the benefit of the
deceased member, unless the buyout is completed before the LLC receives the life insurance proceeds.

Regardless of whether there is a redemption or cross—purchése, the continuing owners should
consider the potential benefits of making a 754 election after the buy-out. With a 754 election, the LLC
may be allowed to increase the entity’s tax basis in its assets if the outgoing partner or member recognizes
gain on the redemption. This will have the effect of reducing future recognition of gain to the continuing
owners.

¢. Dividend vs. Capital Gains Treatment to the Redeemed Shareholder.




i. S Corporation with No C Corporation E&P. If a buy-out is structured as a
redemption and the redeeming corporation is an S corporation with no accumulated C corp. E&P, the
redeemed shareholder will recognize capital gains to the extent the redemption proceeds exceed the
selling shareholder’s tax basis in stock.

ii. C Corporations and S Corporations with C Corp. E&P. If the redeeming
corporation is either an S or C corporation with C corp. E&P, then LR.C. §302 will apply to determine
whether the redemption will be treated as a dividend or as capital gains. Under §302(b), the redemption
will qualify as a capital gain or exchange of a capital asset if the redemption: (1) effects a complete
termination of the selling shareholder’s stock; (2) is “not essentially equivalent to a dividend” (a
redemption will not be essentially equivalent to a dividend if the redeemed shareholder’s proportionate
interest in the corporation is less than 80% of his ownership interest before the redemption); or (3)
constitutes a “substantially disproportionate redemption”.

d. Family Attribution. The problem with redemptions is that in the family business
context, the family attribution rules of LR.C. §318 may apply, and as a result, the redemption of a family
member’s stock may not constitute an adequate reduction in the redeemed members ownership interest.
This could cause a redemption to be recharacterized as a dividend and may produce disastrous
consequences to the redeeming shareholder.

3. ALTERNATIVE BUY-SELL ARRANGEMENT (THE BUY-SELL LLC)

a. In General. As previously discussed, the primary disadvantage with a cross-purchase is
the administrative difficulty in maintaining multiple insurance policies on the lives of each business
owner. On the other hand, because of the tax disadvantages, a redemption may not be a suitable
alternative to the cross-purchase. Therefore, in recent years a great deal of interest has arisen in the use of
a Buy-Sell LLC or Life Insurance LLC.

b. The Buy-Sell LLC. The Buy-Sell LLC is a partnership among the business owners that
would own the life insurance polies on each member. At the death of the member, the LL.C would use the
life insurance proceeds to purchase the deceased member’s ownership interest. The surviving partners
would then acquire the deceased member’s beneficial interest in the policies insuring their lives.

¢. Advantages to the Buy-Sell LLC. The advantages of the Buy-Sell LLC include:

i. Only 1 policy per owner is necessary
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v. Potential transfer for value rules should be avoided since the deemed transfer of
life insurance policies would be deemed a transfer to the partners. (LR.C.

§101(a)2)(B))

d. Disadvantages to the Buy-Sell LLC.
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i. The LLC must be a partnership for tax purposes and must have a business
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ii. Potential issues arise from special allocation of income
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Although there have been some private letter rulings in this area, there is little authority with
respect to this technique, and each particular situation should be addressed carefully before implementing
a Buy-Sell LLC.

4. PURCHASE PRICE FOR ESTATE TAX PURPOSES

a. Basic Requirements for the Purchase Price to be Respected for Estate Tax Purposes.

i. Fair Market Value. Treas. Reg. § 20.2031-1(b) states: “The value of every item
of property includible in a decedent's gross estate under sections 2031 through 2044 is its fair market
value at the time of the decedent's death, except that if the executor elects the alternate valuation method
under section 2032, it is the fair market value thereof at the date, and with the adjustments, prescribed in
that section. The fair market value is the price at which the property would change hands between a
willing buyer and a willing seller, neither being under any compulsion to buy or to sell and both having
reasonable knowledge of relevant facts. The fair market value of a particular item of property includible
in the decedent's gross estate is not to be determined by a forced sale price. Nor is the fair market value of
an item of property to be determined by the sale price of the item in a market other than that in which
such item is most commonly sold to the public, taking into account the location of the item wherever

appropriate.”

ii. Valuation of Interests in Businesses. Treas. Reg. § 20.2031-3 states: “The fair
market value of any interest of a decedent in a business, whether a partnership or a proprietorship, is the
net amount which a willing purchaser whether an individual or a corporation, would pay for the interest to
a willing seller, neither being under any compulsion to buy or to sell and both having reasonable
knowledge of relevant facts.”

iii. Value of Property. LR.C. §2703 states: For purposes of this subtitle, the value
of any property shall be determined without regard to—
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2703(a)(1) any option, agreement, or other right to acquire or use the property at a
price less than the fair market value of the property (without regard to
such option, agreement, or right), or

2703 (a)(2) any restriction on the right to sell or use such property.

b. Exceptions.

i. Case Law Exceptions. Under Smith v. US and its subsequent proceedings, the
Court found that the regulations and case law prior to 2703 still applied. A restriction would not be
ignored if the restriction provided:

1. The price must either be fixed or determinable pursuant to a formula

contained in the agreement. . L
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2. The decedent's estate must be obligated to sell at death at the fixed price.

3. The transfer restriction must apply during the deceased owner's lifetime. s

4. The agreement must be a bona fide business arrangement and not a
device to pass the interest to the natural objects of the deceased owner's bounty without full and adequate
consideration in money or money's worth.

a. price under the agreement is equal to the fair market value of the
interest at the time the agreement was originally executed

b. Rudolph v. U.S,, held that “the reasonableness of the price set
forth in a restrictive agreement should be evaluated based on the facts in existence at the date the
agreement is reached unless intervening circumstances occur.”

ii. Statutory Exceptions. Treas. Reg. Section 25.2703-1(b)(1) determines if the
purchase price determined under a buy-sell agreement can fix the value of an interest in a closely held
business. The restrictions are not disregarded if the following three requirements were satisfied:

1. The Right Or Restriction Is A Bona Fide Business Arrangement;
cee ot e Subsoif el

2. The right or restriction is not a device to transfer property to the natural
objects of the transferor's bounty for less than full and adequate consideration in money or money's worth;
and ‘

3. At the time the right or restriction is created, the terms of the right or
restriction are comparable to similar arrangements entered into by persons in an arm's length transaction.

a. The first two requirements are similar to the pre-statute case law.
The third requirement provides the means to prove compliance with the first two requirements.
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b. Treas. Reg. § 25.2703-1(b)(2) states: “Each of the three
requirements described in paragraph (b)(1) of this section must be independently satisfied for a right or
restriction to meet this exception. Thus, for example, the mere showing that a right or restriction is a bona
fide business arrangement is not sufficient to establish that the right or restriction is not a device to
transfer property for less than full and adequate consideration.”

¢. Treas. Reg. § 25.2703-1(b)(4)(i) provides: “A right or restriction
is treated as comparable to similar arrangements entered into by persons in an arm's length transaction if
the right or restriction is one that could have been obtained in a fair bargain among unrelated parties in the
same business dealing with each other at arm's length. A right or restriction is considered a fair bargain
among unrelated parties in the same business if it conforms with the general practice of unrelated parties
under negotiated agreements in the same business. This determination generally will entail consideration
of such factors as the expected term of the agreement, the current fair market value of the property,
anticipated changes in value during the term of the arrangement, and the adequacy of any consideration
given in exchange for the rights granted.”

d. In the Smith v. US case, the court stated that in determining
whether an agreement was merely a testamentary device involved an inquiry into the intent of the parties
at the creation of the agreement, the maker's health, significant changes in the business, selective
enforcement of the restrictions and the nature and extent of the negotiations that occurred between the
parties. The court went on to state that using the methodology in a qualified business appraisal to
establish the formula for determining the purchase price may be evidence that the agreement is
commercially reasonable.

e. According to the court in Amlie Est. v. Comr, in determining
the purchase price the following factors must be taken into account: (1) the expected term of the
agreement; (2) the current fair market value of the property; (3) anticipated changes in value during the
term of the agreement; (4) the adequacy of any consideration given in exchange for the rights granted.

f. The holding of the Eight Circuit in Holman v. Comr. severely
restricted the use of restrictive arrangements in the family context when the entity is not engaged in an
active trade or business. The Court stated: “In the present case, looking at the entirety of the surrounding
transactions — including the contemporaneous execution of wills, Mr. Holman's understanding of the
potential tax benefits of his actions, Mrs. Holman's educational goals, and the absence of any business
activity — we find ample support for the Tax Court's determination. When viewed in this context, there is
little doubt that the restrictions included in the Holmans' limited partnership agreement were not a bona
fide business arrangement, but rather, were predominately for purposes of estate planning, tax reduction,
wealth transference, protection against dissipation by the children, and education for the children.”

iii. Regulatory Exceptions.

1. Treas. Reg. § 25.2703-1(b)(3). “A right or restriction is considered to
meet each of the three requirements described in paragraph (b)(1) of this section if more than 50 percent
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by value of the property subject to the right or restriction is owned directly or indirectly (within the
meaning of section 25.2701-6) by individuals who are not members of the transferor's family. In order to
meet this exception, the property owned byﬁ;&s&zﬂzﬁﬂiduals must be subjeét to the right or restriction
to the same extent as the property owned by the transferor. For purposes of this section, members of the
transferor's family include the persons described in section 25.2701-2(b)(5) and any other individual who
is a natural object of the transferor's bounty. Any property held by a member of the transferor's family
under the rules of section 25.2701-6 (without regard to section 25.2701-6(a)(5)) is treated as held only by
a member of the transferor's family. |

This means that if more than 50% of the entity is owned by non-family members, only the fixed
or formula price requirement; the restriction applicable during life; and the obligation to sell at death must
be met. The estate would not have to show that the agreement was a bona fide business arrangement and
not a testamentary device. However, the interests owned by the unrelated parties must be subject to the
same restrictions as the related parties.

2. Carpenter Est. v. Comr. “As we pointed out in Estate of Bischoff v.
Commissioner [Dec. 34,702], 69 T.C. 32, 39 (1977), it has long been recognized that a buy-sell
agreement in effect at the date of a decedent's death may fix the value of the stock of a closely held
corporation if: (1) it is an enforceable agreement, (2) it applied to the stock during the lifetime of the
decedent as well as at his death, and (3) it had a bona fide business purpose rather than being testamentary
in nature. The fact that there is a family relationship between the individuals to an agreement does not
cause such agreements always to be ignored, but the lack of such relationship has been considered
evidence of a lack of testamentary intent by the agreement.”

3. True Est. v. Comr. the court enumerated the following factors to be
used in determining if an agreement was not arm's length or was designed as a testamentary alternative:

a. the decedent's ill health when entering into the agreement;

b. the lack of negotiations between the parties before executing the
agreement,

c. the lack of (or inconsistent) enforcement of the buy-sell
agreement;

d. the failure to obtain comparables or appraisals to determine the
buy-sell agreement's formula price;

e. the failure to seek professional advice in selecting the formula
price;

f. thelack of a provision in the buy-sell agreement requiring the
periodic review of the stated fixed price;



g. the exclusion of significant assets from the formula price; and

h. the acceptance of below-market payment terms for purchase of
the decedent's interest.

¢. Conclusion. Failure to have the purchase price under the Buy Sell Agreement respected
for federal estate tax purposes could result in higher taxes, but still receipt of the lower purchase proceeds.
The value for estate tax purposes may exceed the marital deduction which would be determined by
reference to the assets received by the marital trust. This would also be applicable to charitable bequests.
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