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OBJECTIVES:
TO PROVIDE A HIGHLY ADVANCED LEVEL SEMINAR ON BUY-SELL AGREEMENTS

TO POINT OUT PROBLEMS LURKING IN POORLY DRAFTED AGREEMENTS

TO CREATE A FILE OF WORKABLE SOLUTIONS TO DIFFICULT PROBLEMS

TO ESTABLISH A READILY RETRIEVABLE SOURCE OF INFORMATION AND CITATIONS BEYOND WHAT IS AVAILABLE IN THE KEY TEXTS ON THE SUBJECT:  
CORPORATE BUY-SELL HANDBOOK (610 924 0515), 

TAX PLANNING WITH LIFE INSURANCE (800 950 1216), 
STRUCTURING BUY-SELL AGREEMENTS: (800 950 1216),

THE WAIT AND SEE BUY-SELL (610 924 0515).
TO POINT OUT THE PROS - AND CONS - OF VIABLE ALTERNATIVES TO THE CLASSIC BUY-SELL

TO PROVIDE UPDATE WITH RESPECT TO THE LATEST CASES, RULINGS, ETC.

RECENT TAX LAW CASES:    

WHAT THEY TELL US

Lauder Case

In the Lauder case,9 at the 1983 death of  the company's founder and major shareholder, his estate sold back his stock to the business, the EJL Corporation, for about $4,000 per share to the company under the terms of a buy-sell signed in 1976.  The IRS had a slight disagreement as to value and bumped up the price to approximately $13,000 a share, a mere $9,000 a share difference.

The estate argued that the buy-sell should be binding - not only on the estate - but also on the IRS.  If the estate settled for adjusted book value, why shouldn't the IRS?  

Since there was a tax difference of about $30,000,000 at stake in the dispute - and since the tax could easily be more than the amount actually received for the stock, the estate argued veheently.

Here are the three main points made by the decedent's estate's counsel:

(1)
The formula price in the buy-sell (adjusted book value) was fixed and determinable,

(2)
The obligation to offer the stock to the corporation or other shareholders was binding both during life and at death.

(3)
There was a bona fide business purpose for the agreement.

Here are the main points made by the IRS:

(1)
Neither Lauder nor his company ever had an independent appraisal to help develop its formula; it arbitrarily used adjusted book value,

(2)
There was no arms' length negotiation between the parties with respect to the formula,

(3)
The stock was grossly undervalued by the use of adjusted book value.

(4)
At the time the agreement was signed, the fair market value of the stock was several times higher than the formula price.

(5)
Lauder's advisors never tried to ascertain the actual fair market value, trading prices of similar companies were never considered.

The court held that 

"it is incumbent on the estate to demonstrate that the agreement establishes a fair price for the subject stock.  Where the estate fails in its burden of proof and the Court finds that the restrictive agreement sets an artificially depressed price for the subject stock, it follows that the estate of the deceased shareholder will be required to pay additional estate tax based on the fair market value of the stock as determined by the Court."  

However, since the transfer of property to the corporation was for less than fair market value (i.e. the corporation purchased the decedent’s stock for far less than it should have paid) the excess represents a gift to the shareholders.  Lauder’s wife, Este, was a major shareholder so counsel claimed he had made a gift to her to the extent of her proportionate interest in the corporation and successfully argued that the gift qualified for the federal gift tax marital deduction.

What Else Does Lauder Tell Us?

Lauder can be used as a weapon: An estate can use the “indirect marital deduction” principles of this case where both the decedent and his or her spouse own stock subject to a buy-sell agreement that requires the corporation to redeem the stock at a value that - for whatever reason - will not be controlling for estate tax valuation purposes.  

If the IRS fails to recognize the agreement’s price as fair market value and increases the value of the stock significantly, the estate could argue that a marital deduction should be allowed for the proportional increase in the value of the spouse’s stock that results from the corporation’s ability to buy the stock at a bargain price.10   

Beware the “differing values” problem (discussed in more detail below).

The Rudolph Case
Rudolph's Corporation11 is closely-held.  It manufactures asphalt and concrete for highway construction.  It's founder died and the business was being run by his sons.

Over the years, a series of buy-sell agreements have been signed 


to provide continuity to the business, 

to provide the corporation with the funds necessary to purchase the shares of stock owned by a decedent shareholder, and 

to provide a method for the shareholders' spouses to receive sufficient income while allowing the spouses to get out of the business."

In fact the buy-sell agreement itself served another purpose: In order to compete for governmental work, the Corporation was required to furnish bid bonds.  To obtain those bonds, the business had to show continuity of management.  

It used the buy-sell agreement to do just that, to demonstrate that even if a shareholder died or became disabled, the firm had taken responsible and adequate steps to survive that contingency.

Prior buy-sell agreements used by the company employed adjusted book value as the price setting formula.  But in 1981 the firm's CPA recommended that the agreement be revised.

She computed a flat $1,000 per share price based on many factors which included:

*
book value (liquidating value of assets)

*
a discount for lack of marketability

*
a discount for "tough times"

Tough times as a factor for a discount?  Yes.  The price properly reflected the fact that the corporation had additional competition within the asphalt manufacturing industry, business was comparatively slow, interest rates on borrowed money was quite high, and the country was in a recession.  

The court agreed - with the estate.  A good part of the reason the estate won - beside the fact that the price in the buy-sell was reasonable under the circumstances both at the time of death and at the time of execution - was that:

(1)
The parties had no tax motives in setting the price as evidenced by the fact that they never discussed tax savings in the process of establishing the price.

(2)
The agreement provided for an annual review of the price.

(3)
The sales slump anticipated and reflected in the price did in fact occur.

(4)
The $1,000 per share price was established before it was found that both parties to the buy-sell had cancer. (In fact both died in 1983 within a year of the date they signed the agreement).

(5)
In arriving at the $1,000 per share price, an adjustment was made to consider life insurance payable to the corporation.  

A very important contribution of the case cited below - aside from affirming basic valuation principles - is that the court held that 

"the reasonableness of the valuation would be assessed based on factors in existence on the date the agreement was reached verses the facts in existence on the date of death."

So to determine the reasonableness of a buy-sell price, absent "unusual intervening circumstances", courts will look to the facts in existence as of the date the agreement is signed.  

When clients ask about how important a buy-sell is, aside from all the business succession advantages, planners should use this case to point out that one family found at least $2,563,990.07 good reasons (the tax the IRS wanted but didn't get). 

The court also noted that the demonstration of a valid business purpose for an agreement does not automatically demonstrate that the document is not a testamentary device; however once the taxpayer proves a valid business purpose, the IRS has the burden of proving that testamentary intent is present. 

Here's the formula for success.  Facts at the inception of the agreement must indicate that:


1.
The price of the stock is readily determinable under the terms of the agreement; and 

2.
The restrictive agreement must be binding - both during life and after death; and 

3.
The decedent must not be able to dispose of the stock at any price he or she chooses during lifetime (i.e. the lifetime price can not exceed the death time price); and

4.
The agreement must have been entered into for bona fide business purposes and must not be a substitute for testamentary disposition; and

5.
If the parties to the agreement are related or are the natural objects of the others' bounty, the terms and conditions of the agreement must be comparable to those of similar companies' buy-sell agreements.

PLR 931500512
*
Father and brother in law each owned one half of the corporation.  

*
Father, son, and father's brother in law entered into buy-sell.  Value of stock stipulated at $840 a share (subject to change at annual shareholders' meeting). No shareholder could sell without giving the other first right of refusal.

*
If brother-in-law died, agreement required his estate to sell and father's son to buy - at stipulated price.  

*
Son was required to purchase as many shares as the son could purchase with the proceeds of life insurance the son owned on life of the brother-in-law. (Probably a split dollar agreement). 

*
To the extent the proceeds were insufficient, the son was given an option to purchase any remaining shares.  

*
To the extent the son did not exercise his option to purchase the remaining stock, the corporation was required to purchase the remaining shares - again at the specified price.  The corporation also purchased insurance on the brother-in-law's life.

The brother-in-law rudely disturbed this careful plan - by committing suicide (of course within the contestable period).  So the insurer paid only the premiums paid by the son, about $2,000 which, at $840 a share purchased less than 3 shares.  The son never purchased any other shares.

Not long after the brother-in-law died, the father agreed with the brother-in-law's estate to lower the value of the stock to $714 a share.  The corporation, sensing a good deal, purchased most of the shares from the brother-in-law's estate.  The son then purchased the remaining shares for the same price.

The holding of the ruling - which is as confusing and misguided as possible - should be studied more for the result than for the logic.  

According to the IRS: 
(1)
Because the father controlled the corporation, that alone was enough to allow the IRS to disregard the price set in the buy-sell.

(2)
The father made a gift to the son by not exercising the corporation's right to redeem the stock.

Was there a violation of fiduciary duty by the brother-in-law's executor? (Estate sold stock for $714 per share when it could have demanded $840).

Did the estate make a gift both to the father (who then owned the corporation) and the son (who also purchased stock at the lower price)?  To muddy the waters still further, the agreement was later amended to provide that the father's shares would be purchased by the corporation at his death for about $2,000,000 (4 times the value in the agreement).

The McClendon 13Case
Decedent diagnosed with cancer in May, 1985 and treated with experimental drug through April 1986.  

He was declared to be in "endoscopic complete remission" as of Nov. 30, 1985.  He died on September 17, 1986.

After the original diagnosis of cancer, he amended several partnership agreements of which he was general partner.  The amendments allowed a transfer of the interests and provided that on his death or disability, his son would have full managerial control of the partnerships.

He entered into a private annuity with his son and a trust for his three daughters.  The agreement provided that they (son and trusts) would pay decedent a lump sum of $250,000 and an income for life based on IRS actuarial tables in return for partnership interests.  According to the IRS tables, his life expectancy was 15 years.  The agreement had a savings clause allowing for an adjustment to the amount paid in the event of an IRS dispute or Court procedure.

The lower court held that since the decedent's life expectancy at the time the private annuity was signed was less than one year, the tables could not be used.  It found a gift for the difference between the property interest transferred and the $250,000 actually received. (Upon remand, the Tax Court held that since it was reasonably certain that McLendon would die within one year, the value of his private annuity must be measured by using his actual life expectancy rather than the IRS actuarial tables).14
The court shot down the savings clause as "against public policy".  "It would make little sense to expend judicial resources to resolve the question of whether a gift resulted from the private annuity transaction only to render that issue moot."

The court also noted that the decedent had transferred - not a complete and immediate interest in the partnership - but merely a remainder interest (i.e. the right to receive it when he died).  The court held that the transaction was not for full and adequate consideration and the decedent had retained a life estate in (and the economic benefit of) those assets.   Thus the entire value of the assets were estate tax includable.

Finally, the court held that the estate was entitled to an offset for the $250,000 it received in the sale.  

PLR 934900215
Life insurance proceeds were includable in the gross estate of an insured shareholder because under a buy-sell agreement she had the right to repurchase the policy.16
A buy-sell agreement was entered into in 1985.  By 1989 when the insured shareholder died, it had been amended several times.  The 1989 buy-sell agreement provided that if either the insured (who owned 49.5% of the stock) or her husband (who owned the majority - but not all - of the remaining shares) died and was survived by the other by 30 days or more, the stock held by the first to die had to be sold: 

(1)
to the surviving shareholders in a cross purchase to the extent there was sufficient life insurance on her life to buy the stock or 

(2)
to the corporation in a stock redemption.

An independent trustee applied for, owned, and was the beneficiary of the policy on the insured's life.  However, the corporation was named as owner of the policy's cash value.  A provision in the trust agreement blocked the trustee from exercising ANY ownership rights.

When the trust terminated, any unmatured policy was to be transferred to the corporation - subject to the insured's right to buy the policy for its cash value.

The trust was scheduled to end upon the earliest of three events: 

(1)
the first to die of the insured or her husband, 

(2) 
the date all the insured-shareholder's shares had been redeemed by the corporation, or 

(3) 
the date all the insured's husband's shares had been redeemed by the corporation.

Using money advanced to it by the company, the trustee purchased insurance on the insured's life in early 1989.  The policy, a $500,000 increasing premium term contract, was designed to provide no cash value until the insured was 71.

Late in 1989, the insured and three of the minority shareholders agreed to a lifetime buyout.  The terms of the buy-out provided for the corporation to purchase her stock in return for a note obligating the corporation to pay her $300,000 over 30 months.  She'd also be given the right - when the note was fully paid off - to buy any policies on her life for the cash value of the policies at that time plus the unearned premium.  

She in fact sold her shares to the corporation at the end of 1989 but died at age 55, less than two years later, at a time when the corporation still owed her almost $100,000.  The trustee of the insurance trust followed the terms of the buy-sell agreement and paid her estate the balance the corporation owed her under the lifetime promissory note and paid the remaining $400,000 to the surviving shareholders.

To understand this rather complex case, you need to review some very basic but very important estate tax law dealing with the inclusion of life insurance.  Here's a quick summary:

*
If life insurance proceeds are paid to or for the benefit of the insured's executor, they are includable.

*
If proceeds are paid to anyone other than the insured's executor, they are still includable - if the insured possessed (either alone or with some other party) at death (or within three years of death) ANY "incident of ownership", that is, any right to or power over the policy or its economic benefits.

*
An incident of ownership includes (but is not limited to) the right to name or change the beneficiary, surrender or cancel the policy, assign or revoke an assignment, borrow from or on the policy, etc.)

*
A requirement that the insured's consent must be obtained to make a policy change is an incident of ownership.

*
A requirement that the insured can veto any change is an incident of ownership.

*
A "reversionary interest" (the legal right to get the policy or its proceeds back or determine its disposition) will be considered an incident of ownership - even if that reversionary interest is only a possibility - if the mathematical value of the possibility exceeds five percent of the policy's value just before the insured's death.  In other words if the odds were good (or even fair) that the policy or the right to say who gets it will come back to the insured, the entire proceeds will be estate tax includable.

*
If a policy is held in trust, if the insured (alone or with others) could exercise ANY incident of ownership - EVEN if only as trustee - the proceeds will be estate tax includable - even if the insured has NO interest whatsoever in the trust.

*
If an insured holds (directly or indirectly) more than 50 percent of the combined voting power in a corporation, incidents of ownership held by the corporation are considered to be held by the insured - to the extent the proceeds are paid to a party other than the corporation or its creditors.

*
"Side Agreements" can create incidents of ownership.  For instance, even if the terms of the policy don't give the insured an incident of ownership, one can be found in the terms of a side contract or trust agreement.

The IRS held that in this case the trustee was really the agent of the shareholders.  They "caused" the corporation to advance money to the trust as their agent.  That agent was directed by them to purchase insurance on the life of the insured with shareholder assets (Money that otherwise would have been corporate earnings and profits instead was "transferred" or provided as an "interest free loan" to the trustee).  So according to the IRS there was a constructive transfer of a policy by the insured through the corporation to the trust.

But did the insured have a reversionary interest?  Did she make a transfer of a policy but retain a right to get it back? The paragraph above states the IRS felt a constructive transfer was made.  It also feels that the insured could possibly have received the policy back through her contractual right to buy the policy when all payments under the note were completed.  After all, the IRS points out, she was 56 (insurance age) when she died so the probability of her living for the balance of the payout year was over 99 percent, well in excess of the necessary odds.  

The IRS stated that the mere fact that she couldn't control the events that would trigger her right to buy back the policy (i.e. she couldn't make the time for the remaining payments go faster or force the corporation to accelerate payments to her) might reduce the value of her right (i.e. the actuarial possibility of the return might be lowered slightly) but nevertheless she still had a right, i.e. the possibility of regaining the policy - even though that right was contingent upon her surviving until all the payments the corporation owed her were paid.  

The IRS also pointed out that the note was enforceable at the date of her death and that she could have required payment at that date so if there was some reason she couldn't require the corporation to make all the payments, it would merely affect the value of her reversionary interest but not its existence.  Likewise, the IRS noted that she didn't have to pay much for the policy.  Since it had no cash value, her only cost to reacquire it was an amount equal to the pro-rata portion of the premium for that year.

The IRS felt that the terms of the trust made it clear: the trustee (really the shareholders' agent) couldn't make any changes without the consent of the shareholders (through a specific direction to the trustee or modification of the trust instrument).  In other words the insured - in conjunction with the other shareholders - possessed incidents of ownership in the policy on the date of her death.  Everything the trustee did was as an agent of the insured.

But isn't there double taxation?  Inclusion of the insurance proceeds plus inclusion of the payments already received on the note plus inclusion of the balance payable on the note appears to be double taxation.  But the IRS felt that no portion of the proceeds were indirectly included in valuing stock in the decedent's estate.  Here, the valuation of the company stock is not relevant in determining the value of the decedent's estate.

PLR 934701617
This ruling involved transfers for value to sons who were also partners of the insured.

Two brothers and their father own the stock of a closely-held corporation.  They are also equal general partners in a partnership which was created to purchase investments and engage in business ventures.  Their corporation owns life insurance policies on the lives of all three owners.  

To facilitate a proposed cross purchase agreement among the shareholders should one or more die, they propose to: 

(1)
transfer the policy on the father's life to the two sons as co-owners.  In return they will pay an amount equal to the policy's cash value at the time of the transfer.  

(2)
transfer the policies on each brother's life to the other brothers for cash equal to the value of the policies at the date of transfer.

In this situation the brothers (both partners of the insured) took the policies as co-owners. (In my opinion co-ownership of a single policy is not typically recommended due to potential practical problems of transferring ownership or dealing with the policy if a co-owner should die, become divorced or bankrupt, etc.)

Of course, in each of the two situations above, there was (a) a transfer and (b) valuable consideration given in return for the policy.  So in both situations, there was a transfer for value of a life insurance contract.  Fortunately, the IRS held that the transfers to sons or brothers who were also the insured's partners fell within the "transfers to a partner of the insured" safe harbor from the transfer for value.

What's important about this "happy ever after" ending?  Each time the IRS goes through the process of determining whether or not a transfer for value has occurred and if the transfer falls within a safe harbor, it learns more about - and becomes more conscious of - life insurance transactions.  This places more responsibility on agents and other advisors to be sure the client and other professionals understand both the risks and the proper course of action when any policy or any interest in a policy is transferred for any type of valuable consideration.  

Note that the IRS provides favorable rulings for the partnership exception to the transfer for value rule only where the entity is recognized under state and federal law as a partnership.  I also reiterate my warning: in spite of what some say is a favorable ruling:

It's dangerous to form a partnership, the only purpose of which is to hold life insurance policies, in order to avoid the transfer for value rule.

The estate taxation of partnership owned life insurance was aided by PLR 9623024 (discussed in detail below) which held that life insurance will not be automatically included in the gross estate of an insured partner - if the decedent’s partnership interest is includable in his or her estate and if that interest is valued by taking into account both his or her share of the proceeds and the value of his or her share of other partnership assets.  

But it is essential that the partnership itself is valid and that the partnership have significant business or investment functions - apart from the ownership of life insurance.  A partnership that has no function other than to hold life insurance as a mere pass-through entity and view the proceeds as having been constructively distributed to the individual partners.  This, in turn, would cause the proceeds to be included in the estate of the insured partner.

The Arnes Case22
This case deals with the income taxation of property transfers between spouses (or former spouses) incident to their divorce.23   

Here, spouses jointly owned a corporation which held a McDonald's franchise.  McDonald's required complete ownership of the franchise by the owner/operator.24  It informed Arnes, the ex husband that after his divorce, his former wife had to be bought out or the franchise would be lost.  

Code Section 104125 provides that specified transactions between spouses incident to a divorce are nontaxable events.  The Code itself mentions only transfers between spouses or ex-spouses.  But the Regulations26 extend this tax free treatment to third parties who engage in transactions in incident to a divorce "on behalf of a spouse":

(1)
Transfers to third parties pursuant to the written request of the other (or former) spouse;

(2)
Transfers to a third party required by the divorce or separation agreement;

(3)
Transfers where the transferor receives a written consent or ratification from the other spouse for the transfer to the third party.

Mr. Arnes had his corporation purchase Mrs. Arnes' interest in the franchise in a stock redemption. 

Mrs. Arnes claimed that the redemption should be shielded from tax recognition by Section 1041 as a "transfer incident to divorce".  In other words she claimed that although actually the transfer was between her and the franchise corporation, in substance it was made on behalf of her husband by the corporation and therefor was a qualifying transfer between former spouses.  

The Ninth Circuit affirmed the district court and agreed that in reality there was a constructive transfer from the corporation to the husband and from him to his ex wife.  The results were:

(A)
Mrs. Arnes, whose stock was redeemed, did not recognize gain on the redemption.27
(B)
Mr. Arnes was taxed on the redemption.  The entire payment made by the corporation to Mrs. Arnes for her stock was (to the extent of the corporation's earnings and profits28) either a dividend (Under Section 301) taxable at ordinary income rates29  or a capital gain (Under Section 302) if the redemption could be shown to be "not essentially equivalent to a dividend".30  In other words if the husband had a primary and unconditional obligation to purchase the stock, and that obligation was assumed on his behalf  by the corporation, the corporate payment to his ex-wife was in reality a constructive dividend to the husband.

The Tax Court, in a reviewed opinion, held that the redemption was not a dividend to the husband - because he did not have a primary and unconditional obligation to purchase her stock.  It held the Ninth Circuit's opinion was dicta because under state law the husband's obligation to his wife would arise only upon the company's failure to pay her.

This is a case of major importance since a closely-held business operated in corporate form is quite often the single most valuable portion of a client's net worth - as well as the most illiquid. The IRS will look through the form of a transaction to its substance and if it deems necessary will reallocate the tax burden between the spouses.  

Planners must therefor anticipate and allocate the tax burden between the parties when planning the distribution of assets and liabilities.  If the corporation doesn't have any or much E&P, it may pay to cast the transaction so that the husband has a constructive dividend, especially if his basis will be high.  Shifting the tax burdens to the husband in such circumstances may warrant compensatory considerations for the wife.

P.S.  Arnes was soon followed by another whack at the Big Mac:  Later in the same year the sole shareholders of another McDonald's franchise dissolved.31  

The bottom line is that if the spouse continuing in the business is required to purchase the stock of the departing spouse and the corporation assumes the buyer's obligation and actually makes the payment:

(1)
The buying spouse has received a constructive dividend in the amount paid by the corporation in settlement of his primary and unconditional obligation, and

(2)
the departing spouse is insulated from income tax under Section 1041.32
EVEN IF THE DIVORCE DECREE STATES THAT THE HUSBAND HAS AN OBLIGATION TO PURCHASE HIS WIFE’S STOCK, IF THE FACTS SHOW THAT THE PARTIES INTENDED THAT THE CORPORATION RATHER THAN THE HUSBAND WAS TO BE OBLIGATED, NO CONSTRUCTIVE DIVIDEND WILL RESULT.  

BUT IF THE HUSBAND HAS THE PERSONAL PRIMARY AND UNCONDITIONAL OBLIGATION TO BUY THE WIFE’S STOCK, PAYMENT FOR THE STOCK BY THE CORPORATION WILL RESULT IN A DIVIDEND TO THE HUSBAND.
Potential Alternatives:

Consideration 1: Under the scenario where the buyer is personally obligated to purchase the stock, the buying spouse is paying income tax at his personal rates on income which has also been taxed to the corporation at its corporate rates.  If the corporation makes an S election and the departing spouse sells the stock to the remaining spouse in installments, payments made by the buying spouse will be taxed only once (at the personal level).  The departing spouse should incur no tax.

Consideration 2: Payments to the departing spouse are structured as “performance” payments; i.e., salary, consulting fees, or non-competition payments.  Most of these ploys will not withstand IRS scrutiny.  However, if the departing spouse had in fact performed meaningful high level work for a period of time prior to departure, such payments may, to a reasonable extent, be justifiable.

Consideration 3: Some practitioners suggest alimony (Section 71) payments.  Consider the use of qualifying (no front-end loading and cessation of payments at death of nonowner spouse) alimony payments. If this technique is acceptable and will work in the state where the clients are domiciled, it avoids the potential imposition of a constructive dividend on the owner spouse. It may also avoid withholding taxes if paid to the nonowner spouse as an independent contractor, self-employment taxes are avoided. 

The Blatt Case33
Mr. and Mrs. Blatt each owned half of the stock in a closely-held corporation.  Upon divorce, the decree required that the corporation purchase Gloria's shares for $45,000.  She claimed that under Section 1041 (and the Arnes case), she should not have any taxable event since the transaction was a transfer of property between spouses incident to a divorce.   The IRS disagreed and claimed $39,000 of the $45,000 was taxable to her as long  term capital gain.

The court held that the transfer by the corporation was not "on behalf of" her ex spouse since it did not satisfy a personal obligation of another person.  Instead, the IRS and the court viewed it as a transaction solely between Gloria and the corporation.  She sold stock and it bought it.

The court in Blatt was clear that it did not agree with the result in Arnes -and in any event felt that the facts in Blatt were distinguishable since here there was no guarantee by the husband and therefor no primary and unconditional liability.34
Planners should note that this type of issue can arise from an ex-spouse's refund action (as was the case in Arnes) or from a normal IRS audit (often accelerated or triggered by a call from a disgruntled ex-spouse).

Breaking up seems to be a national pastime.  What To Do before and after?  First, beware of conflict of interest issues.  

Next, Consider:



Prenuptial Agreement in which new spouse agrees to sell business interest for specified price or price based on formula and under which spouse agrees to forgo voting and management rights.



Stock transfer restrictions barring owner who is not worker and make transfers in violation of restriction null and void.



Provide in advance for multiple classes of stock giving the party active in the business voting rights and inactive party preferential right to dividends.



Give phantom stock to spouse instead of actual stock.



Provide for separate divisions/subsidiaries (split-ups and spinoffs)  if working couple splits up.  



Post marriage spousal consent to waive interest in qualified retirement plan benefits (must be signed after marriage. ERISA, 29 U.S.C. Sec. 1055)



Section 1041 transfers in settlement of marital rights



Balancing Tax Costs



Installment Payout



Consider, a tax indemnification agreement among the parties. State the anticipated tax result, require that the parties file returns consistent with that result, and provide for proper payment if a different result occurs.

THE READ CASE:35
Just when you thought it was safe to go back in the water, the Read case takes you all around the Mulberry bush - with the IRS playing the part of the weasel - and the Tax Court monkeying around with law that we thought was settling down.

The READ case is the most important - and confounding - stock redemption case in years.  

But looked at positively,  it’s also a great opportunity to illustrate your “value added” and market your services to divorce attorneys - who may not have a clue as to the very significant implications of this case’s result.

It’s impossible to divorce yourself from concern over this case - because that’s how this whole mess started!  And the issues in this case are so vexing, it almost resulted in a mental fist fight between the learned old hands that decided it.  Judge for yourself!

If you work in the estate planning field in general and the business succession planning field in particular, you have a primary and unconditional obligation - even if the majority of the judges don’t agree with either the taxpayers or me - to keep reading.

The majority of the judges in the Tax Court decided that the standard for determining who is taxable when a divorcing spouse sells her stock back to a closely-held corporation is “never whether either spouse has a primary and unconditional obligation to purchase the stock as previously thought.  

Instead, they found in this case that the former wife was acting as her former husband’s representative in transferring the stock to the corporation and in his interest and following his direction - and therefore when she sold the stock - she did so “on his behalf.”  This made her gain on the “sale” of stock back to the corporation a nonrecognition event to her - and taxable to her former husband.

Here are the facts:  Mr. and Mrs. Read owned all of the voting, and virtually all of the nonvoting stock of the Mulberry Motor Parts (MMP) corporation, a business that not surprisingly sold automobile parts.  Mrs. Read owned 1,200 shares of voting and 12,000 shares of nonvoting, and Mr. Read owned 1,300 shares of voting and 13,000 shares of nonvoting, common stock.  The appraised value of Mrs. Read’s stock was $838,724.

Upon their divorce, the final judgment dissolving their marriage had three major provisions:

(1) 
W must sell and convey all of her MMP stock to H, or at H's election to MMP  or MMP’s ESOP plan,

(2) 
H (or at H's election MMP or MMP's ESOP plan) must pay W a stated amount of cash simultaneously with the sale and conveyance of the MMP stock, and 

(3) 
H (or at H's election, MMP or MMP's ESOP plan) must  deliver to W a promissory note bearing 9-percent interest for any balance of the stock’s  purchase price as additional consideration.

H elected that the sale and conveyance of all of W's MMP stock be made to MMP instead of to H, that MMP, instead of H, pay the stated amount of cash to W simultaneously with that sale and conveyance, and that MMP instead of H, issue a promissory note to W bearing 9-percent interest for the balance of the purchase price.

In fact, W sold and transferred to MMP, instead of to H, all of the MMP stock that she owned. H individually and unconditionally guaranteed the payment of all sums due under an Installment Promissory Note.

MMP paid W part of the money due her and paid the balance in installments.  It also paid her interest on the outstanding balance.  MMP deducted the interest payments that it made to W during 1988, 1989, and 1990 in its Federal income tax (tax) return for each of those years. 

To summarize: In connection with his divorce from his wife, H agreed to purchase his ex-wife’s stock in MMP at a stated price, or, at his election, to have MMP  redeem her stock.  H elected under the terms of their divorce judgment to have MMP  redeem the stock. MMP authorized the redemption and entered into a binding stock purchase agreement with W. Pursuant to that agreement, the corporation redeemed W’s stock, paid her $200,000 toward the redemption price, and issued her a promissory note representing the balance of the redemption price. MMP then paid W $50,000 of the promissory note's principal during each year in issue. 

W did not report any income with respect to her transfer of MMP stock to MMP, except for the interest payments under the installment promissory note.  She reported those interest payments as interest income in her tax returns for those years. 

H did not report any income with respect to W’s transfer of MMP stock to MMP.

The IRS determined that the principal payment that MMP made to W constitutes long-term capital gain on the theory that the “transferring spouse” (W)  had constructively transferred her stock to the non-transferring spouse (H), who then transferred his stock to the corporation.  According to this theory, her transfer was “on behalf of” her ex-husband.

The IRS went beyond that.  It also determined that not only the principal but also the interest payments under the installment promissory note that MMP made to W are constructive dividends to H. 

Consequently, the IRS issued a deficiency notice to MMP stating that the interest payments it had made under the installment promissory note to W were not deductible. 

A  spouse who is active in the business will often need to use corporate assets to provide the funds to implement the stock redemption in the event of a divorce. 

The underlying issue here is whether Code Section 1041 applies to the transfer by W to MMP of her stock in that company.  Of course, she claimed that it does apply and H claimed that it did not.  

Code Sec. 1041(a) provides that no gain or loss is to be recognized on a transfer of property by an individual to a spouse or a former spouse - if the transfer to the former spouse is incident to the divorce.  Instead, the property received by the former spouse (here the W) is treated as acquired by her by gift, and her basis is the adjusted basis of the transferor (here, H).

Regulations under Code Section 1041 provide a series of Questions and Answers.  The 9th Q&A concerns a transfer of property by a spouse (the so-called “transferring spouse”) to a third party on behalf of a spouse or former spouse (the so-called “non-transferring spouse”).  

“Q-9. 
May transfers of property to third parties on behalf of a spouse (or former spouse) qualify under section 1041? 

A-9. 
Yes. There are three situations in which a transfer of property to a third party on behalf of a spouse (or former spouse) will qualify under section 1041, provided all other requirements of the section are satisfied. 

(1) The transfer to the third party is required by a divorce or separation instrument. (Clearly, W’s transfer of her MMP stock to MMP was required by the divorce judgment and fits within the first situation described in Q&A-9.  As soon as H made his election, which he did prior to W's transfer of her MMP stock to MMP, that transfer was required by the divorce judgment.) 

(2) The transfer to the third party is pursuant to the written request of the other spouse (or former spouse). 

(3) The transferor receives from the other spouse (or former spouse) a written consent or ratification of the transfer to the third party. * * * 

In each of the three situations described above, the transfer of property will be treated as made directly to the non-transferring spouse (or former spouse) and the non-transferring spouse will be treated as immediately transferring the property to the third party. The deemed transfer from the non-transferring spouse (or former spouse) to the third party is not a transaction that qualifies for nonrecognition of gain under section 1041.” 

So, if other tests are met, under Q&A 9, such a transfer is considered a transfer of property (here, the stock) by the transferring spouse (here, W) directly to the non-transferring spouse (H) that qualifies for Code Section 1041 nonrecognition treatment.  That same transaction is treated as an immediate transfer of the same property (here the stock) by the non-transferring spouse (here, H) to the third party (here, MMP) in a transaction that does not qualify for Code Section nonrecognition treatment and is therefore taxable.

The bottom line is that in this case, W is not taxed since she’s treated as having made a tax-free transfer to her husband - and he’s taxable since he’s treated as if he made a sale to the corporation.

In prior cases such as Hays and Arnes and Blatt, which are discussed above, the courts had decided taxability in similar fact patterns based, not on a standard based on whether the W’s transfer was on behalf of her husband, but on whether or not the H had a primary and unconditional obligation to purchase the stock.  If he did have both a primary and an unconditional obligation, and that obligation was satisfied directly by a corporate check, under constructive dividend law, he’s treated as having received a dividend from the corporation and then used that money to pay his wife.  

But rather than apply the primary and unconditional obligation test, the Court decided to treat the W’s transfer of stock to the corporation and its payment to her as an accommodation - almost as if the wife were acting as an agent “on behalf of” her husband - who was the principal in the sale of stock back to the corporation - and who therefore was taxable on the sale rather than the wife - who would receive the money tax-free under Code Section 1041.

The Tax Court first states that the primary and unconditional obligation test is not the only way in which the “on behalf of” standard can be triggered.  For example, this Court recognized that the facts in Blatt v. Commissioner, like this case, involved a corporate redemption in a divorce setting.  But “if that were the only way in which the on-behalf- of standard in Q&A-9 may be met in the case of such a redemption, we would have expressly so stated. We did not.” 

The Tax Court’s majority makes it clear that the “primary and unconditional” test is not an appropriate standard to use in determining whether W's transfer of her stock in MMP to MMP was a transfer of property by W to a third party on behalf of H within the meaning of Q&A-9.  Instead, the majority of this Court found that the “on-behalf-of standard” in Q&A-9 is not the same as the primary-and-unconditional-obligation standard in constructive- dividend decisional law. 

In fact it went far beyond that and held that the primary and unconditional obligation standard is “never an appropriate standard to apply in any case involving a corporate redemption in a divorce setting in order to determine whether the transfer of property by the transferring spouse to a third party is on behalf of the non-transferring spouse within the meaning of Q&A-9.” 

Once the majority of the Court came to these conclusions, it could only arrive at the logical counterpart: “W's transfer of her MMP stock back to the corporation should be considered a transfer of property by W to a third party on behalf of H and therefore, under Code Section 1041,  no gain should be recognized by W as a result of that transfer.  In other words this Court determined she was following and implementing her H’s direction as reflected in his election under the divorce judgment that she transfer her MMP stock to MMP. Absent his election, his former wife was obligated under that judgment to transfer that stock to H.

What has happened here is that the Court is drawing a distinction between constructive dividend situations and 1041 situations.  This Court made it clear that its holdings in the Read case (that the primary-and-unconditional- obligation standard is not an appropriate standard to apply under Q&A-9 in any case involving a corporate redemption in a divorce setting) “do not disturb constructive-dividend decisional law. “That law applies the primary-and-unconditional- obligation standard in order to determine in the case of a corporate redemption the tax consequences to a stockholder whose stock is not being redeemed and who is analogous to the non-transferring spouse under Q&A-9 and sec. 1041 in the case of a corporate redemption in a divorce setting.  Constructive-dividend decisional law does not apply the primary-and- unconditional- obligation standard to determine the tax consequences to the stockholder whose stock is being redeemed and who is analogous to the transferring spouse under Q&A-9 and sec. 1041 in the case of a corporate redemption in a divorce setting. 

On the other hand, Code Section 1041 prescribes the tax  consequences to the transferring spouse of a transfer of property by that spouse to the non-transferring spouse.  Q&A-9 addresses a transfer of property by the transferring spouse to a third party on behalf of the non-transferring spouse. In the case of such a transfer, Q&A-9 and Code Section 1041 provide nonrecognition treatment to the transferring spouse whose stock is being redeemed (assuming other requirements of Q&A-9 and Code Section 1041 are met).

Here’s the distinction: “The inquiry under constructive-dividend law as to whether a transfer of redemption proceeds by the redeeming corporation to the redeeming stockholder satisfies a primary and unconditional obligation of another stockholder is intended to determine whether such a transfer, in substance, is (1) a payment by the redeeming corporation of a dividend to the stockholder whose stock is not being redeemed in an amount equal to such redemption proceeds and (2) an immediate transfer of that same amount by such stockholder to the stockholder whose stock is being redeemed in payment for such stock. 

The inquiry under Q&A-9 as to whether a transfer of property by the transferring spouse to a third party is made on behalf of the non-transferring spouse is intended to determine whether such a transfer, in substance, is (1) a transfer by the transferring spouse of property to the non-transferring spouse and (2) an immediate transfer of that property by the non-transferring spouse to the third party.”

I agree with Judge Laro that Code Section 1041, either textually or as interpreted in Q&A-9, does not apply to stock redemptions incident to divorce.  I also think Judge Laro was absolutely correct  that the majority decision provides little comprehensive guidance in this recurring situation for future cases to the divorcing parties to buy- sells, their counsel, the public, or even the tax bar.  It merely perpetuates the uncertainty.

My vote goes to the dissent.  The question we should ask and answer is whether MMP's redemption of W's stock satisfied a primary and unconditional obligation of H. If the answer is “Yes”, we should hold that Q&A-9 applies, H received and must pay tax on a constructive dividend, and W would be nontaxable under Code Section 1041.  If H did not have a primary and unconditional obligation to purchase W's stock, then Q&A-9 does not apply, the redemption of W's stock did not result in a constructive dividend to H, and W's transfer of stock to MMP should be treated as a simple redemption resulting in a taxable capital gain to W.  

I can’t see how H in this case had any primary or unconditional obligation to MMP that was satisfied by his former wife’s transfer of her stock to MMP.  True, she may have transferred her stock to MMP at her former husband’s direction but the facts don’t indicate clearly - at least to me -  that she  did so "on behalf of" him.  Clearly, what did happen is that W transferred her stock to MMP, MMP paid her for that stock, and it’s hard to rationalize why the capital gain that W realized on the sale of her stock to a third party should not be taxed to her rather than her former husband.

But then I’m rarely in the majority.  

I guess the only two things we can be sure of at this point are: 

We are no where near the end of this debate.  This issue is likely to find its way to the Supreme Court.  Until it is decided at a higher level, I suggest extreme caution in advising on marital dissolution stock redemptions.  Clearly, it is not safe to provide unqualified answers as to the tax consequences of alternative ways of buying out the interest of the spouse who will no longer have an interest in the business.

A. We must be ultra-sensitive of corporate stock redemptions in a divorce setting.   If the IRS could possibly construe a situation which has both a buy-sell and a divorce pattern as a transfer of property by a  transferring spouse to a third party “on behalf of the non-transferring spouse” within the meaning of Q&A-9, we should take the appropriate anticipatory steps to provide the desired end results for the parties.  

Also, we must become particularly sensitive to any situation where H owes a debt and W, as part of a divorce settlement, transfers her unencumbered appreciated stock to the creditor in discharge of H's debt.  It will be considered a transfer required by a divorce instrument and made by W on behalf of H.

From the departing spouse’s viewpoint, to fix tax liability on the other spouse (and assure tax-free treatment for herself), the divorce instrument should provide that the remaining spouse has a primary and unconditional obligation.  

From the remaining spouse’s viewpoint, the best tax treatment would be obtained by no involvement in the transaction and for the entity to purchase the departing spouse’s stock. 

The result in the Read case may have an impact on S corporations - although - because the S corporation is a passthrough entity - that effect in a passthrough entity will be neither immediate nor direct.  If an S corporation buys back its stock, and that redemption is considered a dividend to the continuing shareholder, then the amount distributed in redemption will lower the continuing shareholder’s cost basis for tax purposes, which in turn will increase his or her gain (or reduce deductible loss) when the stock is later sold.  It will also limit the remaining shareholder’s ability to absorb any net operating losses of the S corporation. (Similar to the situation where a partnership buys back a departing spouse's partnership interest with essentially the same result.   If the continuing spouse-partner is considered to have received the distribution from the partnership, his or her basis will be reduced and consequently his or her ability to utilize partnership losses will be limited.

Optimally, the divorcing parties should structure the transaction so that the party in the lower tax bracket receives capital gains and the party in the higher bracket has no taxable income - and adjustments are made in amount between the parties to take concessions into account.

T.D. 9035 (Final and Proposed Regs)

After years dealing with the problems generated by the confusing array of court cases and uncertainty in structuring redemptions of one spouse’s stock as part of a divorce where the corporation redeems the former spouse’s (e.g. wife’s) stock, and the question was whether the former husband realized a constructive dividend because the corporation satisfied his obligation to buy out his ex-wife’s holdings (and if not, did the former wife have to recognize capital gain on the transfer of her stock back to the corporation), the IRS issued T.D. 9035 Final and Temporary Regs.36
Section 1041 Rules: 

No gain or loss is recognized on property transfers between spouses, or between former spouses - if the transfer was incident to divorce.

The spouse who receives the property is treated as having acquired it by gift with a carryover basis from the transferor spouse.

Bottom Line of New Regs:

Parties can avoid any question of whether a redemption results in a constructive distribution by specifying -  in a written agreement - which spouse will bear the tax consequences of a redemption.

How To Do It:

Spouses must expressly provide - in a divorce or written separation agreement - or other valid written agreement - that expressly supersedes any other instrument or agreement concerning the purchase, sale, redemption, or other disposition of the stock that is the subject of the redemption, their mutual intent concerning whether the redemption should be treated as a redemption distribution to the ex-wife or former husband.

Result:

Professionals aware of these rules can - with more certainty - plan for taxation of the party desired and make appropriate adjustments in the economics of the divorce.

Retroactive Application:

These Regs. generally apply to redemptions effected during marriage or incident to divorce and to all stock redemptions, regardless of whether both spouses own stock of the corporation before or after the redemption. 

They apply to stock redemptions on or after January 13, 2005. (See http://www.leimbergservices.com Business Planning Newsletter # 91).

SPECIAL RULES WHEN THERE IS A WRITTEN AGREEMENT: 

Generally, if a corporation buys stock from a divorcing spouse that spouse transfers stock in return for the cash and/or property paid by the corporation, but under applicable tax law, the redemption is considered a constructive distribution to the non-transferor spouse (e.g. because the corporation is deemed to be satisfying a primary, unconditional, and pre-existing legal obligation of the non-transferring spouse), then the redemption is taxable to the non-transferor spouse as if he or she (rather than the spouse actually transferring the stock to the corporation and actually receiving payment for the stock) had received the redemption proceeds. 

THE BURGER KING APPROACH: HAVE IT YOUR WAY! SPECIAL RULE # 1: 

Under a special elective rule, the spouses have the option of treating the redemption as resulting in a constructive distribution to the non-transferor spouse, and therefore taxable to the non-transferor spouse, even if the redemption would not otherwise result in a constructive distribution to the non-transferor spouse under applicable tax law. 

This special rule can be elected by the spouses by providing in the divorce or separation instrument, or other written agreement, that the spouses must file their Federal income tax returns in a manner that reflects that the transferor spouse transferred the redeemed stock to the non-transferor spouse in exchange for the redemption proceeds and the corporation redeemed the stock from the non-transferor spouse in exchange for the redemption proceeds. 

THE BURGER KING APPROACH: HAVE IT YOUR WAY! SPECIAL RULE # 2: 

But what if the redemption results in a constructive distribution to the non-transferor spouse under applicable tax law, but the spouses nevertheless would like to agree and structure the results so that the redemption will be treated as a redemption distribution to the transferor spouse, the one actually transferring stock and receiving payment from the corporation? 

The special rule described above (§1.1041- 2©)) has been expanded and now an alternative election allows the spouses to agree in the divorce or separation instrument, or other valid written agreement, that the redemption will be taxable to the transferor spouse even though, under applicable tax law, the redemption might otherwise result in a constructive distribution to the non-transferor spouse. 

These special rules provide yet greater flexibility to spouses and former spouses and enable them to structure their property transfers during marriage and incident to divorce in a way that meets their mutual economic and tax objectives. Divorce planners should be notified of this important development. 

HOW THE SPECIAL RULE IS ELECTED: 

The spouses can elect to use this special rule by specifically providing, in a divorce or separation instrument or other valid written agreement, that expressly supersedes any other instrument or agreement concerning the purchase, sale, redemption, or other disposition of the stock that is the subject of the redemption, their mutual intent concerning whether the redemption should be treated as a redemption distribution to the transferor spouse or to the non-transferor spouse. 

The IRS and Treasury Department will treat a divorce or separation instrument or other valid written agreement executed on or after August 3, 2001, and before May 13, 2005 that meets the requirements of the special rule of the proposed regulations as also meeting the requirements of the special rule. 

THE CONSTRUCTIVE DISTRIBUTION TAX TRAP IS STILL WITH US: 

Many of our clients – and even matrimonial attorneys and advisors are not aware of the many situations in which the purchase of stock from one spouse by a corporation could be treated as and trigger an unintended and unexpected yet disastrous constructive dividend to the non-transferor spouse under applicable tax law. 
The IRS was asked to provide that the redemption will be treated as a redemption distribution to the transferor spouse regardless of applicable tax law, unless the spouses provide otherwise in a written agreement and file their federal income tax returns accordingly, or provide specific definitions and examples of situations in which a redemption would result in a constructive distribution to the non-transferor spouse under applicable tax law. 

THE PRIMARY AND UNCONDITIONAL OBLIGATION TRAP IS STILL WITH US: 

But they declined to remove this most dangerous trap. Their reasoning was that 

“under existing tax law, a redemption of stock owned by one shareholder may result in a constructive distribution to another shareholder if such non-redeeming shareholder has a primary and unconditional obligation to purchase the redeeming shareholder's stock. This "primary and unconditional obligation" standard applies to all redemptions, including those involving stock of closely held corporations by spouses or former spouses.” 

According to the IRS rationale, 

“A rule that provides that a redemption of stock owned by the transferor spouse will always be treated as a redemption distribution to the transferor spouse would be inconsistent with this established law.” 

THE GREAT ESCAPE? 

The Service – wrongly in my opinion – rationalized not changing the rule – by stating that 

“if taxpayers and divorce practitioners are uncertain about the application of the "primary and unconditional obligation" standard, they may take advantage of the special rules of §11.1041-2©), which permit spouses to avoid any question of whether a redemption results in a constructive distribution to the non-transferor spouse under applicable tax law relating to the primary and unconditional obligation standard by providing in a written agreement which spouse will bear the tax consequences of the redemption.” 

Such a rationale assumes the parties see the trap into which they are about to fall – an assumption that is for many clearly one that doesn’t work. 

Q&A 9 – REMOVE IT? THE IRS SAYS NEIN! 

Commentators had recommended that Q&A-9 of Reg. Sec. 1.1041-1T ( c ) be withdrawn. That Q & A provides that there are three situations in which a transfer of property to a third party on behalf of a spouse or former spouse will qualify as a tax deferred (and therefore carry-over basis) transaction under Code Section 1041 (provided all other requirements of that section are met): 

(1) 
If the transfer is required by the divorce or separation instrument; 


(2) 
If the transfer is pursuant to a written request of the other spouse; and 


(3) 
Where the transferor spouse receives a written consent or ratification from the non-transferor spouse. 

Assuming these tests are met, Q & A 9 provides that a transfer of property made to a third party on behalf of a spouse is treated first as a deemed transfer of the property made directly to the non-transferor spouse in a transfer to which Code Section 1041 applies, and then as a deemed transfer of the property from the non-transferor spouse to the third party in a transaction to which Section 1041 does not apply. 

These commentators suggested that retaining that provision would lead to confusion since it would apply to all transfers of property other than stock redemptions while this final regulation would apply only to stock redemptions. 

Yet another commentator wanted the Service and Treasury to replace the existing Q&A-9 with a single standard applicable to all transfers of property to third parties under which the tax consequences of the transfer would follow the transfer's form - unless the spouses specifically provided - in writing – to be taxed otherwise. 

But the IRS/Treasury didn’t buy either argument, refused to remove Q&A 9, and stressed that they would not be bound by the mere form of the transfer. According to the Service, 

“a single standard applicable to all transfers of property to third parties under which the tax consequences of the transfer would follow the transfer's form would be inconsistent with the primary and unconditional obligation standard applicable to stock redemptions under existing tax law.” 

WHY NOT AN IRS FORM ALLOWING THE PARTIES TO DECLARE THEIR INTENT? 

Since the IRS/Treasury purports to allow the parties flexibility in deciding the tax consequences, it would seem that the proposal of one commentator that the final regulations require the parties to a divorce to attach a form to their Federal income tax returns showing which spouse or former spouse has the tax consequences of the redemption would make sense. But the IRS and Treasury Department concluded otherwise. They stated such a requirement would place an unnecessary burden on spouses who have divorced or are divorcing – and on the IRS. Presumably 

“the divorce or separation instrument, or other valid written agreement of the spouses, provides adequate evidence of the spouses' intent regarding which spouse has the tax consequences of the redemption.” 
Perhaps so – but it seems to me an IRS form would seem to be a better, simpler, clearer, more uniform and certain way to accomplish the objective – and certainly require less of an administrative burden on the Service. 

CAN GUARDIANS/EXEUTORS MAKE THE SPECIAL ELECTION? 

Can a legal guardian of a spouse or the legal representative of a former spouse’s estate make one of the special elections? One commentator wanted the IRS to specifically state in the final regulations that a legal guardian of a spouse or former spouse or the executor of a spouse's or former spouse's estate could elect the application of one of the special rules described above. The IRS/Treasury felt that such a statement was unnecessary because 

“a legal guardian, custodian, or executor of an estate that has the general authority to act on behalf of a spouse or former spouse (or his or her estate) for federal income tax purposes needs no additional or special authority to elect one of the special rules under §1.1041-2©).” 

EXAMPLE 1: 

PRIMARY AND UNCONDITIONAL OBLIGATION ASSUMED BY CORPORATION. 

NO SPECIAL ELECTION MADE: 

A Corporation X has 100 shares outstanding of which H owns 50 and W owns the other 50shares. 

Husband and Wife divorce. 

The divorce instrument requires H to purchase W's shares, and W to sell her shares to H, in exchange for $1,000,000. 

But instead of H buying the stock from W and paying her from his own personal funds as he was obligated to do, the Corporation redeems Wife's shares for $1,000,000, thus relieving H of the obligation. 

Assume that, under applicable tax law, Husband has a primary and unconditional obligation to purchase Wife's stock. That means the stock redemption results in a constructive distribution to Husband. It’s as if he was paid a dividend equal to the $1,000,000 of cash actually distributed to W by the corporation. 

Also assume that the special rule was not or could not be elected. 
Therefore, Wife is treated as if she transferred her 50 shares of Corporation X to her husband in a tax-deferred Section 1041 interspousal transfer. (assuming Section 1041requirements are otherwise met). He is correspondingly treated as transferring the $1,000,000 to his Wife in a transfer to which section 1041 applies. So she pays no tax. 

The Husband is treated as transferring the 50 shares of Corporation X stock he is deemed to have received from his Wife to the Corporation in exchange for $1,000,000. But this transfer is not considered an inter-spousal Section 1041 exchange. Capital gains will not apply and the Husband will be taxable under Code Sections 302(d) and 301. 

EXAMPLE 2: 

PRIMARY AND UNCONDITIONAL OBLIGATION ASSUMED BY CORPORATION. 

SPECIAL ELECTION MADE BY H & W: 

Assume facts in Example 1. 

But assume the divorce instrument provides as follows: 

"H and W agree that the redemption will be treated for Federal income tax purposes as a redemption distribution to Wife." 

The divorce instrument further provides that 

“This instrument supersedes all other instruments or agreements concerning the purchase, sale, redemption, or other disposition of the stock that is the subject of the redemption." 

Because the special rule applies, the tax consequences of the redemption are determined in accordance with the form of the transaction, i.e., a redemption of W's shares by the Corporation. It will therefore not be considered a constructive dividend to Husband. The rules of Code Section 302 apply to determine the nature and extent of the Wife’s taxation. 

EXAMPLE 3: 

NO PRIMARY AND UNCONDITIONAL OBLIGATION ASSUMED BY CORPORATION. 

NO SPECIAL ELECTION MADE BY H & W: 

Assume facts of Example 1. 

Additionally, assume the divorce instrument requires Wife to sell her shares to the Corporation in exchange for a note. Husband guarantees the Corporation's payment of the note. 
Assume that, under applicable tax law, Husband does not have a primary and unconditional obligation to purchase Wife's stock, and therefore the stock redemption does not result in a constructive distribution to Husband. 

Also assume that the special rule discussed above was not elected or the parties do not qualify. 

The result is that the tax consequences of the redemption are determined in accordance with its form as a redemption of Wife's shares by the Corporation and the rules of Code Section 302 apply to determine the nature and extent to which the Wife will be taxed. 

EXAMPLE 4: 

NO PRIMARY AND UNCONDITIONAL OBLIGATION ASSUMED BY CORPORATION. 

SPECIAL ELECTION MADE BY H & W: 

Assume the facts of Example 3. 

Assume, however, that the divorce instrument provides as follows: 

"Husband and Wife agree the redemption shall be treated, for Federal income tax purposes, as resulting in a constructive distribution to Husband." 

The divorce instrument further provides that 

“This instrument supersedes any other instrument or agreement concerning the purchase, sale, redemption, or other disposition of the stock that is the subject of the redemption." 

Because of the special rule, the redemption is treated as resulting in a constructive distribution to Husband and so the Wife is treated as transferring her Corporate stock to him in a tax-deferred Section 1041 transfer (assuming the requirements of Code Section 1041 are otherwise satisfied). The Husband is treated as then transferring the Corporate stock he is deemed to have received from his wife to the Corporation in exchange for a note in an exchange. Code Section 1041 does not apply and so the husband’s transaction is not tax deferred. The transactions will instead be taxed to the Husband under Code Sections 301 and 302(d). Husband will be treated as transferring the note to his Wife in a tax deferred Section 1041 transfer and she will pay no tax. 

EFFECTIVE DATE: 

These final regs apply to redemptions of stock on or after January 13, 2005, in connection with instruments in effect after that date. 

But, if the spouse or former spouses execute a written agreement on or after August 3, 2001, that satisfies the requirements of Reg. Sec. 1.1041-2©)(1) or (2). the regs apply applicable to redemptions before January 13, 2005, or that are under instruments in effect before that date. 

A divorce or separation instrument or valid written agreement executed on or after August 3, 2001, and before May 13, 2005, that meets the requirements of the special rule in Regulations Project REG-107151-00 published in 2001-2 C.B. 370 (see §601.601(d)(2) of this chapter) will be treated as also meeting the requirements of the special rule in paragraph ©)(2) of this section. 
The X-Pert Case37
Why is the right life insurance agent and the right attorney so very important?  Because a knowledgeable professional who works day in and day out in estate and business planing is not likely to make the mistake you'll see here:

Four couples formed the Eggs-Pert Corporation.  Each couple owned 1/4 of the company's stock.  They signed a buy-sell agreement providing for the sale and purchase of stock so that remaining shareholders could maintain ownership and control and so management could continue harmoniously and successfully.  Eggs-Pert corporation purchased life insurance on each shareholder's life.  The company owned, paid premiums, and was named beneficiary of each policy.

The Buy-Sell provided that 

"Upon the death of any insured shareholder, the surviving spouse would have the option of accepting said insurance proceeds... as then payable to Eggs-Pert Corporation in exchange for her 25 percent interest , or of remaining a 25 percent owner of Eggs-_Pert, in which case said insurance proceeds payable to Eggs-Pert upon the death of any such deceased insured shareholder shall become an asset of Eggs-Pert Corporation.  

The agreement went on to say that, 

"In the event of the sale of a stockholder's interest during his or her lifetime, or upon the termination of this buy-sell agreement for any reason, each respective insured shareholder shall have the right to retain all contracts of insurance on his or her life appertaining to this agreement.

One of the couples sold their stock to another shareholder.  Within one month of the sale, the seller, an officer and director, died.  His widow demanded that the insurer pay her the $250,000 proceeds.  Eggs-Pert also wanted the money.  

The Buy-Sell didn't require the selling shareholder to request the policy on his life.  The agreement didn't necessitate any election for the withdrawing shareholder to obtain the contract nor was there a reason why an election would have not been made even if there was a requirement that he had to ask for it.   The corporate purpose for the life insurance ended when the insured sold his stock during his lifetime.  There was no business reason for the business to continue the coverage on the life of a former shareholder (although, under state law, insurable interest continued even after the stock sale).

PLR 9606008
What is the impact on the marital deduction when a lifetime gift to a spouse of stock in a closely-held corporation is subject to a buy-sell agreement?  Will the agreement cause the spouse’s interest to be considered “terminable” (and thus fail to qualify for the marital deduction)?

Here, the taxpayer wanted to give his wife stock in her business.  That stock was subject to a buy-sell agreement under which the recipient, the donee spouse, could not sell the stock without first offering it to the donor spouse at a price equal to that which was offered by a third party buyer.  

The agreement also provided that if the spouse divorced the taxpayer or if the spouse died without leaving those shares back to the taxpayer, the corporation would have an option to purchase the stock at its fair market value - as determined by an independent appraisal.
If the recipient spouse’s interest was considered “terminable” because of the restrictions, than the gift to that donee would not be sheltered from gift tax by the lifetime marital deduction.  Instead, it would be fully taxable.  The problem is that upon an exercise of either the taxpayer’s right of first refusal or the corporation’s option to purchase, the donee spouse would no longer have an interest in the gifted stock.

Because the donee spouse would receive full value for the stock on a forced sale - either through the right of first refusal or through the corporation’s “call”, the IRS held that the restrictions on the transfer of the stock would not block the marital deduction.

Estate of George C. Blount 
 
In determining the value of about 43,000 shares of stock the Tax Court disregarded the terms (and even existence) of a stock redemption type buy-sell agreement which was modified after the effective date of Code Section 2703. 

The court held that (1) the shareholder's unilateral ability to modify the agreement made the agreement not binding during his lifetime as required by the estate tax regulations, (2) the modification, which occurred after the effective date of Code Sec. 2703 was a "substantial" modification, and (3) the agreement, which used an arbitrary amount rather than a formula approach, was not "comparable to similar arrangements entered into by persons in an arm's-length transaction". 

The Blount court also concluded that the $3,146,134 in insurance proceeds due BCC upon Blount's death should be treated as a non-operating asset of BCC but could not be offset by BCC's $4 million obligation to redeem Blount's shares. 
At his father's death, Blount became involved in BCC, an asphalt paving and road repair company started in 1946.  At that time, Blount was an equal owner with his brother-in-law, James Jennings. 

At his death, Blount owned about 83 percent of BCC.  Originally, no one other than Blount's brother-in-law, James Jennings, owned stock in BCC.   BCC had a core group of long-term loyal (30 years or more) employees, none of whom was personally related to Blount.

Blount served as BCC's president and was actively involved in its management, making most major decisions, including the selection of projects on which to bid and the bid amounts, until the months before his death. 

In 1981, Blount, Jennings, and BCC entered into buy-sell agreement restricting the transfer of BCC's stock. At the time, Blount and Jennings each owned one-half of BCC's outstanding stock. 

That agreement contained restrictions on transfers of BCC stock both during the shareholders' lifetimes and at death.  

LIFETIME PURCHASES:  

The preamble to the agreement provided that subsequent shareholders would "benefit from and be bound by" the agreement and, with respect to lifetime transfers, provided "No Shareholder shall transfer or encumber any of his Capital Stock in the Company to any person, firm, or corporation without the written consent of the other Shareholders." 

"Shareholders" were defined in the 1981 Agreement as Blount and Jennings, a definition that excluded subsequent shareholders. However, another section of the agreement, entitled "Other Shareholders to be Bound", also denoted as "shareholders" persons other than Jennings or Blount who received shares directly from BCC or as transferees from other shareholders. The section further provided that the shares of such other shareholders would be subject to the same terms and conditions as the shares owned by Blount and Jennings. 

DEATHTIME PURCHASES: 

The Buy-Sell required that a shareholder's estate sell and BCC buy the shareholder's stock at an established price. The purchase price initially set in the 1981 Agreement, book value,  was $3,300 per share. 

The 1981 Agreement provided that BCC and the shareholders were to re-determine the per-share purchase price annually on August 1, but no such redetermination was ever done. 

Absent re-determination, the 1981 Agreement provided that the per-share purchase price would be equal to BCC's book value at the fiscal year-end immediately preceding the deceased shareholder's death. 

MODIFICATION PROVISIONS:  

The Buy-Sell specified that 

"No change or modification of this Agreement shall be valid unless it is in writing and signed by all of the parties hereto." 

The term "parties" was not defined nor was there a mechanism for adding parties. 

ENTER THE ESOP : 

In 1992, BCC adopted the Blount Construction Co. Employee Stock Ownership Plan (ESOP).  Each year BCC made annual cash contributions to the ESOP. The ESOP used that money to purchase shares of BCC stock either from Blount and Jennings or from the company. So the ESOP became a minority shareholder in addition to Blount and Jennings. 

When plan participants retired or were otherwise entitled to distributions, the ESOP was required to distribute BCC shares to them. In turn, and they had a "put", a right to require BCC purchase its shares from them at designated times. 

THE ESOP VALUATION:  

Business Valuation Services, Inc. (BVS), performed an independent appraisal of BCC each year to establish the per-share value of BCC stock to be used for ESOP transactions. These per-share values were used when the ESOP purchased BCC shares and when the BCC stock of ESOP participants was redeemed. 

BVS concluded that the value of 100 percent of BCC stock was:

	Jan 1996
	$8,041,126  ($ 86.73/share)

	Jan 1997
	$8,491,321 ($ 164.01/share)


LIFE INSURANCE:   

BCC purchased about $3 million of life insurance each on the lives of Blount and   Jennings. 

Blount had BCC's controller prepare "pro forma" financial analyses showing the impact on BCC of the redemption of his and Jennings's shares at different prices and under various assumptions. 

Jennings died in January, 1996, and BCC received $3,046,823 in life insurance proceeds. 

BCC redeemed Jennings's shares in September 1996 for $2,990,791. That price was  based on BCC's book value of approximately $6.4 million at the preceding fiscal year end, as required in the 1981 Agreement. 

BCC used $1,990,791 in cash and issued a note to Jennings's estate for $1 million to fund the redemption. 

1996 AGREEMENT AND REDEMPTION OF BLOUNT'S STOCK

Blount now owned a controlling (83.2 percent) interest in the company.  The ESOP held the remaining 8,692 outstanding shares.  After Jennings's death, Blount was the sole member of BCC's board of directors, and Blount and BCC were the only remaining signatories to the 1981 Agreement. 

CANCER AND ESTATE PLANNING:

Blount discovered he had cancer in October of 1996. After consulting several doctors, Blount knew he was gravely ill and had little time remaining. Blount began to put his affairs in order.  

Again Blount had the company's comptroller prepare additional "pro forma" analyses showing the impact on BCC of the redemption of his shares at different prices. 

One such analysis (which assumed BCC had a fair market value of $155.32 per share) analyzed the impact on BCC of a purchase of Blount's shares for $4 million. It took into account BCC's receipt of approximately $3 million in life insurance proceeds on Blount's death and showed that the redemption of Blount's shares for $4 million would leave BCC with approximately $1.5 million in cash and cash equivalents. In the comptroller's judgment, this was the minimum amount that BCC required to operate without the need for personal guaranties for BCC's performance bonds and to ensure that BCC would be able to meet any obligations to its ESOP participants.  

DO IT YOURSELF LEGAL PRACTICE:  

On November 11, 1996, Blount and BCC executed a one page agreement entitled "Shareholders Agreement".  This 1996 Agreement required BCC to buy, and Blount's estate to sell, Blount's BCC shares for flat $4 million. This figure was the maximum price the firm's comptroller believed BCC could pay in cash, taking into account BCC's receipt of approximately $3 million in life insurance proceeds from the policy on Blount's life. The next day Blount executed a codicil to his will. 

Note that Blount DID NOT CONSULT AN ATTORNEY regarding the 1996 Agreement. 

A LITTLE DISPARITY IN VALUE:

	
	Price for Blount's Shares
	Value Per Share

	1996 Agreement
	$4 million
	$ 92.85

	BVS appraisal
	$6.7 million. 


	$ 155.32

	Book Value
	$7.5 million
	$174.41


So under the unmodified 1981 Agreement which valued Blount's shares at book value, the corporation should have paid over $174 per share, approximately $7.6 million total.

Note that:

•
the 1996 Agreement was only one page in length and addressed only the purchase and sale of Blount's BCC shares at his death. 

•
Unlike the 1981 Agreement, which contained a formula for adjusting the purchase price over time and allowed for payment of the purchase price in installments, the 1996 Agreement set a fixed purchase price of $4 million, without any provision for future adjustment, to be paid in one lump sum rather than in installments as the prior agreement permitted. 

•
The 1996 Agreement made no reference to the 1981 Agreement. 

•
The 1996 Agreement did not contain a provision restricting lifetime transfers. 

•
The only signatories to the 1996 Agreement were Blount and BCC. The ESOP did not sign or otherwise consent to the 1996 Agreement. 

So at this point, Blount had, without the ESOP's consent, modified the original buy-sell agreement. He had, essentially unilaterally, changed both the price and terms under which the corporation would be required to purchase his stock. And that price was significantly less than the price that would have been payable under the original (unmodified) agreement.
Shortly after Blount's death in September of 1997, BCC redeemed his shares for $4 million as required in the 1996 Agreement, using the entire proceeds of $3,146,134 from the corporate owned life insurance along with additional cash on hand. 

After the redemption of Blount's shares, the ESOP owned 100 percent of the stock of BCC.  (Before the corporation purchased all of Blount's stock, the ESOP's 8,692 shares represented approximately 17 percent of the outstanding equity interests in BCC. After the redemption, the ESOP's shares represented 100-percent ownership of the outstanding stock of BCC).

THE ESTATE TAX RETURN:  

The estate reported the value of Blount's 43,080 BCC shares under the 1996 Buy-Sell Agreement at $4 million.   The IRS, in a notice of deficiency, determined the value was $7,921,975. The estate petitioned the tax court for redetermination.  The court held that $6,750,000 is the correct figure for BCC's fair market value, exclusive of the impact of the life insurance proceeds received with respect to Blount. 

A FEW WORDS ABOUT THE EXPERT TESTIMONY:  

There's a lot that could be said about the valuation process here and the quality of the parties' experts.  Here are just a few observations:

The estate's first expert witness was a CPA who has represented clients in mergers and acquisitions. He asserted that "Professionals familiar with the industry most often value a construction company by applying a multiple of four (4) to the entities' cash-flow adjusted for non-operating and non-recurring items." 

He also looked at the sales to third parties of 100 percent of the stock of three companies allegedly comparable to BCC. One of the companies was sold twice, so he examined four transactions in all.  In each of these the company sold for roughly four times adjusted cash flow.  

There were 

•
a company that constructed cellular telephone towers, 

•
a company that installed natural gas compressors and pipelines, and 

•
a management company that hired subcontractors to build chemical and natural gas liquefaction plants. 

He did not present evidence of other buy-sell agreements or similar arrangements, where a partner or shareholder is bought out by his co-venturers, actually entered into by persons at arm's length. Nor did he attempt to establish that the method Blount used to arrive at his $4 million price was similar to the method employed by unrelated parties acting at arm's length. 

Note also that he did not contend that the sale prices of the companies were determined by using a multiple of adjusted cash-flow. He backed into the multiples after the fact by comparing the sale prices to the adjusted cash-flows. Then, he compared those multiples to the multiple of cash-flow implicit in the BCC purchase price designated in the 1996 Agreement to come to the conclusion that the price term was comparable to what unrelated parties have negotiated at arm's length). 

He did not consider the value of BCC's non-operating assets which were (over $2.5 million) considerable and testified that in actual sales such assets are not normally part of the transaction, as the seller usually retains those assets. 

The second expert witnesses for the estate did not include the life insurance proceeds BCC received on Blount's life in either the income-or asset-based approach valuation on the grounds that those proceeds were offset by BCC's obligation to redeem Blount's BCC stock.   Although neither of the estate's experts added the over $3,000,000 of life insurance proceeds on Blount's life to the valuation mix, the IRS appraiser did.


For a buy-sell agreement to control value for Federal estate tax purposes, it must – at least - meet the following four requirements:


1.
Offering price must be fixed and determinable under the agreement. 

2.
Agreement must be binding on the parties both during life and after death. 

3.
Agreement must have been entered into for a bona fide business reason,  and 

4.
Agreement must not be a substitute for a testamentary disposition. 


It the buy-sell fails to meet any of these requirements, the IRS can disregard the price established under it in determining value. 

CODE SECTION 2703 – THE COMPARABILITY TEST: 

Code Section 2703, which applies to agreements created  - or substantially modified  - after October 8, 1990, was enacted in 1990. It provides that any agreement to acquire property at less than its fair market value will be disregarded in valuing such property for Federal estate tax purposes unless the agreement satisfies certain specified requirements.  

Those requirements include the requirements of preexisting law that the agreement be a bona fide business arrangement and not a testamentary device as well as a new requirement (Sec. 2703(b)) that the terms of the agreement be comparable to those of similar arrangements negotiated at arm's length. 

Planners should note that "section 2703 was intended to supplement, not supplant, the existing legal requirements."  

So if Section 2703 applies to a buy-sell agreement, the agreement must meet BOTH its tests AND the requirements of the pre-section-2703 law to control value for Federal estate tax purposes.    And if Section 20703 does NOT apply, the agreement must still meet the prior law tests, i.e., the four tests noted above.

For numerous reasons, the court concluded that the 1996 Agreement was a modification rather than a novation of the 1981 Agreement and therefore read the two together. 

STRIKE ONE AND YER OUT: THE AGREEMENT DIDN'T BIND BLOUNT DURING LIFETIME:  

Before addressing the Section 2703 issue, the court looked at whether the Modified 1981 Agreement met pre-section-2703 law. In other words, was it binding, not just at death, but also during the Blount's lifetime?    

True, the court said, the 1981 Agreement provided that no "Shareholder" could transfer his BCC shares without the written consent of the other "Shareholders."  But if other shareholders here meant the ESOP, Blount could have caused the ESOP to consent – so its consent was not a meaningful restriction on Blount's ability to transfer shares during his lifetime and effectively Blount had the effective unilateral ability to amend the agreement. 

Since Blount essentially had the unilateral ability to change the agreement while alive, and in fact did so, the court held the agreement was not binding during his lifetime and, therefore, cannot control value for Federal estate tax purposes. 

What about a block on that control due to the fiduciary duty Blount had as majority shareholder to the minority shareholders?  The court specifically addressed this – and held that it was not sufficient to thwart his unilateral control. (Remember that the 1981 Agreement provided that it could be modified only by the written consent of the "parties thereto".  After Jennings died and his shares were redeemed, Blount and BCC were the only remaining parties. Blount controlled BCC. Consequently, after Mr. Jennings's death, Blount, by virtue of his control of BCC, could (and did) unilaterally modify the 1981 Agreement. )

As the facts demonstrated, Blount did not obtain the ESOP's consent as remaining BCC shareholder when he modified the 1981 Agreement.  So on that alone the Court felt justified in disregarding the Modified 1981 Agreement for purposes of determining the value of the BCC shares held by Blount at death. 

SECTION 2703 – STRIKE TWO AND YOU ARE OUT -  COLD!  

Even had the modified 1981 Agreement satisfied the binding- during-life requirement, the agreement would nonetheless be disregarded under section 2703. Here's why:

As noted above, Section 2703 applies to agreements entered into or substantially modified" after October 8, 1990. 

SUBSTANTIAL MODIFICATION DEFINED:  

A "substantial modification" is 

"Any discretionary modification of a right or restriction, whether or not authorized by the terms of the agreement, that results in other than a de minimis change to the quality, value, or timing of the rights of any party with respect to property that is subject to the right or restriction is a substantial modification. * * *"
	BEFORE – 1981 Agreement
	AFTER – 1996 Modification

	Estate would have received approximately $7.6 million 
	Estate receives arbitrarily set fixed price of $4 million.

	Automatic Mechanism for Adjusting Price Annually on Basis of book value
	No price adjustment mechanism

	Shareholders Had Right to Set Price Annually
	Shareholders have no such rights

	BCC Can Pay in Installments
	BCC has no such Rights

	ESOP had Rights
	ESOP Had No Rights


What's de minimis and what's substantial?  Here, the court measured "substantial" by looking at:

1.
changes in value, 

2.
changes in quality,

3.
changes in timing of rights

Referring to the Before – After situation, the Court held the 1996 Modification substantially altered Blount's, BCC's, and the ESOP's rights with respect to the stock covered by the agreement, including the value, quality, and timing of those rights.

HECK WITH BE-FORE – WHAT ABOUT (b) (3)  -  (Code Section 2703(b)(3) )?  

Code Section 2703(a) provides as a general rule that any agreement or right to acquire property at a price less than its fair market value will be disregarded in valuing the property for Federal estate tax purposes.   

There is, however, an exception to that general rule which is found in Section 2703(b) SEC. 2703.  But to fall within the exception, 3 tests must be met: The agreement must

(1) 
be a bona fide business arrangement. 

(2) 
NOT be a device to transfer such property to members of the shareholder's family for less than full and adequate consideration in money or money's worth. 

(3) 
have terms comparable to similar arrangements entered into by persons in an arms' length transaction.

Here, the beneficiaries of the bargain price redemption of Blount's BCC shares were the ESOP participants as remaining BCC shareholders. Clearly, they were just that, employees and not members of Blount's family and were not the natural objects of Blount's bounty.  So the modified 1981 Agreement was not a device to pass Blount's BCC shares to either his family or the natural objects of his bounty for less than adequate consideration.  

NOTE: Sec. 2703(b)(2) uses the term "family", while Reg. Sec. 25.2703-1(b)(1)(ii) and corresponding estate tax regs. slipped in the term "natural objects of the transferor's bounty" when referring to transferees of property for less than adequate consideration. Legislation amending Sec. 2703(b)(2) to conform the statute's language to the regulations has twice been passed in the House of Representatives, but never enacted.  To my knowledge, no court has reached the question of whether these terms should be treated as synonymous for purposes of sec. 2703. 

But were the terms of the modified 1981 agreement comparable to similar agreements entered into by persons at arm's length (as Section 2703(b)(3) requires)?

COMPARABLE – WHAT DOES IT TAKE TO PROVE IT? 

What is necessary to provide that the buy-sell in question has terms that are "comparable to similar arrangements entered into by persons in an arms' length transaction"?

This court says, show us:

1.
Buy-Sell agreements actually negotiated by persons at arm's length under similar circumstances and in similar businesses that 

2.
Are comparable to the terms of the challenged agreement. 

MUST PROVE THAT IT'S THE GENERAL PRACTICE OF UNRELATED PARTIES IN THE SAME BUSINESS:  

The Court here is saying, We want to see similar terms with regard to options, agreements, rights, or restrictions. We are going to look at:

1.
the expected term of the agreement, 

2.
the present value of the property, 

3.
its expected value at the time of exercise, and 

4.
the consideration offered for the option. 

What you must show is more than mere isolated comparables; you must show that these are terms are similar to those found in the general practice of unrelated parties.  Expert testimony would be acceptable evidence or, if comparables are difficult to find because the taxpayer owns a unique business, you must document comparables from similar businesses.   

So the Section 2703(b)(3) test requires a taxpayer to demonstrate that the terms of an agreement providing for the acquisition or sale of property for less than fair market value are similar to those found in similar agreements entered into by unrelated parties at arm's length in similar businesses.

The court here was convinced that the price set forth in the modified 1981 Agreement is far below fair market value. It did, however, give credibility and weight to the premise that some weight should be given to an asset approach. BCC was an asset-rich company, with significantly more cash than similar companies. 

Blount's shares represented a controlling interest in the company, thus allowing a purchaser to control the retention or disposition of those assets. But that worked against the estate since the estate's expert relied on an income-based approach alone but totally disregarded the company's substantial assets. This omission, in turn, detracted from his credibility and, as the court said, "raises doubt about his valuation judgments." 

LIFE INSURANCE – THE IMPACT ON VALUATION:  

Here's how the lower court accounted for the $3,146,134 million in life insurance proceeds BCC received on Blount's death - and BCC's $4 million obligation to redeem Blount's shares under the 1981 Agreement. 

Remember the estate's witness ignored both while the IRS witness added the life insurance but disregarded the redemption obligation. 

So the question is, Should a corporation's obligation to redeem the shares that are to be valued be treated as a liability that could be used to offset corporate assets such as life insurance? To that question, the court said NO.  

The redemption obligation should not be treated as a value-depressing corporate liability when the very shares that are the subject of the redemption obligation are being valued. To treat the corporation's obligation to redeem the very shares that are being valued  -  as a liability that reduces the value of the corporate entity -  distorts the nature of the ownership interest represented by those shares. 

ACCOUNTING FOR THE INSURANCE PROCEEDS:  So if the life insurance proceeds are a non-operating asset – but are not offset by BCC's $4 million obligation to redeem Blount's shares, how should those proceeds be taken into account?  

Not necessarily dollar for dollar (the price paid by a willing buyer is not necessarily be increased by the dollar amount of the life insurance proceeds) but rather "one applies "customary principles of valuation" to determine the impact of life insurance proceeds on corporate value. 
What does THAT mean?   Here both the IRS and estate's experts contend that BCC's value should be determined using a blend of income-and asset-based approaches, and the impact of the insurance proceeds on BCC's value depends on how those proceeds are treated under those approaches. 

Where a corporation has significant non-operating assets, one well-established method of accounting for those assets in an income-based approach -- and the method proposed by the IRS expert -- is to add the value of those assets to capitalized earnings valuation [i.e., value operating assets by capitalizing the income they generate and then add to that the value of non-operating assets including life insurance]. 


That's what the lower court did here; it treated the life insurance proceeds as a non-operating asset that produces an increase in the asset-based value of BCC, equal to the amount of the proceeds.  So the lower court accounted for life insurance proceeds as a dollar-for-dollar increase in the value otherwise determined for BCC. 

Note that the result will differ in other situations:  Whether life insurance proceeds produce a dollar-for-dollar increase in final value depends upon the valuation methods employed.  

Once the lower court concluded that the $3,146,134 in life insurance proceeds should be added to the $6,750,000 value previously determined, it found that BCC had a fair market value of $9,896,134 on the valuation date. 

The Eleventh Circuit, in Estate of Blount v. Commissioner, No. 04-15013 (11th Cir. October 31, 2005) affirmed the Tax Court on the main valuation issue as well as that a 1996 change to a 1981 buy-sell agreement constituted a "material modification" that subjected the buy-sell agreement to IRC Sec. 2703. But it reversed the Tax Court on the life insurance valuation issue, noting: 
the insurance proceeds are not the kind of ordinary nonoperating asset that should be included in the value of BCC under the Treasury regulations. To the extent that the $3.1 million insurance proceeds cover only a portion of the Taxpayer's 83% interest in the $6.75 million company, the insurance proceeds are offset dollar-for-dollar by BCC's obligation to satisfy its contract with the decedent's estate. We conclude that such nonoperating "assets" should not be included in the fair market valuation of a company where, as here, there is an enforceable contractual obligation that offsets such assets. To suggest that a reasonably competent business person, interested in acquiring a company, would ignore a $3 million liability strains credulity and defies any sensible construct of fair market value. (Emphasis added). 

Not all authorities agree with the Appellate Court's opinion with respect to the life insurance.   SEQ CHAPTER \h \r 1Professor John Bogdanski
 posits that “The Tax court got it right on both issues in Blount. In other words Section 2703 applied to negate discounts arising from the agreement and, in answer to the question of the proper treatment of the life insurance proceeds and the corporation’s obligation to buy out the decedent’s shares at death, the corporation’s right and obligation to buy the stock should not be treated as a liability decreasing the value of the decedent’s holdings.  The insurance owned by and payable to the corporation had to be included in the value of the business. And Steve Akers said,
 "The Blount result of excluding life insurance proceeds in determining the value of the decedent's stock, however, does not recognize the economic realities that life insurance proceeds are valuable assets that increase the per share value of the corporation. That is not to say that taxpayers should ignore the result in Blount. Just realize that the IRS or other courts may wish to revisit the logic of the result."

Sidney E. Smith III

Smith involves the retention of a unilateral ability to modify the sales price and terms in a restrictive agreement. The court held that the power to modify caused the price set to be disregarded for gift tax purposes.

In the first round of Smith, the Court confined its analysis to the sole issue that was raised by the parties. That was, did Code Section 2703 apply to nullify the restrictive provision contained in the Smith FLP agreement?  It decided that 2703 DID apply – which eliminated any marketability discount.

This second bite of the apple gave the Court the opportunity to uncover a threshold issue that was not previously addressed by either party or examined by the Court:  Did Smith’s FLP restrictive provision meet the requirements of pre-section 2703 law (which remains in effect)?  The resolution of this previously unexamined issue proved to be dispositive of the ultimate issue: Did the Smith FLP agreement's restrictive provision control for Federal gift tax purposes or should it be ignored – thus eliminating any gift tax valuation discount based on it? 

FACTS:

The gifts in question in this case were fractional interests in a family limited partnership Mr. Smith and the Plaintiffs formed on December 29, 1997, in accordance with the Pennsylvania Uniform Limited Partnership Act.

The only asset held by the Smith FLP was 100% of the common stock of an operating company which, until then, had been owned by Mr. Smith. 

Initially, the Smith FLP was composed of:

General Partners:

Mr. Smith: 2% 

Sidney E. Smith, III: 1% 

Limited Partners:

Mr. Smith: 95.15% 

Sidney E. Smith, III:  0.90% 

Jill P. Smith: 0.95%  

On January 5, 1998, Mr. Smith gave his children, Sidney III and Jill each a 6.865% limited partner interest in the Smith FLP, and on December 31, 1998 gave  each another gift of a 13.37 % limited partner interest.

Mr. Smith filed a Gift Tax Return on which he reported that the total value of the limited partner interests he gifted to the Plaintiffs in 1998 was $ 1,025,392.00 and based on this value, Mr. Smith paid $262,243 of gift tax. 

The IRS increased the total value of the gifts reported on Mr. Smith's 1998 Gift Tax Return to $1,828,598.00 and assessed additional gift tax of $360,803.00.

Mr. Smith, after filing a Form 843, Claim for Refund and Request for Abatement, and after six months had passed without receiving a response to his refund request from the IRS, filed an instant refund suit.

But during the pendency of the litigation, Mr. Smith died and his children, were appointed Executors of his estate and substituted as Plaintiffs. 

It was agreed by both parties that the sole issue in this case is the correct valuation of the limited partnership interests gifted by Mr. Smith to his children in 1998. 

Both parties also agree that the value of a limited partnership interest in the is subject to a significant marketability discount due to a provision contained in the Smith FLP partnership agreement that limits the price and the terms upon which the partnership would be required to pay a partner for his or her limited interest(s) in the partnership if the partnership exercised its right of first refusal. 

This provision essentially provides that the total purchase price to be paid by a purchaser for any interest shall be paid as follows: 

The Purchase Price shall be represented by non-negotiable promissory notes of the Partnership and/or purchasing Partners, as the case may be, payable over a period of time not to exceed fifteen (15) years (with the length of payment period to be selected by the purchaser), in equal annual installments of principal and interest, the first of which shall be due and payable one (1) year after the Closing Date. 

ii. Interest shall accrue on, and be payable with, the unpaid balance of said notes from the Closing Date at a rate equal to the applicable federal rate for long-term debt instruments under Code § 1274(d)(1) . . . . .

The appraisal report prepared by Mr. Smith's valuation expert took this provision into account and discounted the value of the gifted limited partner interests accordingly on Mr. Smith's Gift Tax Return. 

The IRS, on the other hand, applied Code Section 2703(a) and totally disregarded the restrictive provision in arriving at the fair market value of the gifted interests. This had the effect of disallowing any attendant marketability discount. 

Section 2703(a) generally provides that, for purposes of calculating estate, gift, and generation-skipping taxes, the fair market value of property is to be determined WITHOUT regard to: 

(i) any option, agreement, or other right to acquire or use the property at a price less than its fair market value; or 

(ii) any restriction on the right to sell or use such property. 

So the first round of Smith pertained to the applicability of Code Section 2703(a) and its consequent impact on the gift tax valuation of the gifts, i.e., did 2703(a) require that the value of Smith’s gifted limited partner interests be determined without regard to the restrictive provision?

Smith argued that Section 2703(a) did not apply to restrictive provisions contained in "entity-creating partnership agreements," but pertained solely to independent buy-sell agreements. 

Smith alternatively argued that, even if Section 2703(a) did apply, the restrictive provision of the Smith FLP agreement fell within the "safe harbor" exception in Section 2703(b) and could, thus, be taken into account in determining the value of the gifted limited partner interests.  Section 2703(b) provides that Subsection (a) does not apply to any option, agreement, right, or restriction which meets each of the following requirements: 


(1) It is a bona fide business arrangement. 

(2) It is not a device to transfer such property to members of the decedent's family for less than full and adequate consideration in money or money's worth. 

(3) Its terms are comparable to similar arrangements entered into by persons in an arms' length transaction.

In July of 2005, the Court issued a Report and Recommendation. The court at that time stated that Section 2703(a) applies to the restrictive transfer provision contained in the partnership agreement. That meant the IRS could disregard any restrictions in determining the value of the gift -  unless all of the safe harbor requirements in Section 2703(b) applies.  
The Court determined that genuine issues of material fact existed as to whether the last two safe harbor requirements of Section 2703(b) were satisfied.  So each party, after conducting additional discovery, had re- filed cross-motions for partial summary judgment regarding the issue of whether the Smith FLP agreement's restrictive provision satisfies the safe harbor requirements set forth in Section 2703(b)(2) and (3). 

The Court here started by reiterating its opinion that “genuine issues of material fact exist as to Smith’s ability to satisfy the safe harbor requirements of Section 2703(b)(2) and (3).”   

But it quickly went on to say that the resolution of that question is not necessary - because a threshold issue exists that neither party had previously addressed, the resolution of which proves to be dispositive of the ultimate issue of whether the Smith FLP agreement's restrictive provision controls value for Federal gift tax purposes. 

PRE-OCT 8, 1990 REQUIREMENTS FOR RESTRICTIVE AGREEMENTS:

Prior to the effective date of Code Section 2703, restrictive agreements – including buy-sells - were required to meet certain requirements. These three requirements were (and still are):

1. The offering price must be fixed and determinable under the agreement. 

2. The agreement must be binding on the parties both during life and after death. 

3. The restrictive agreement must have been entered into for a bona fide business reason and must not be a substitute for a testamentary disposition.


Restrictive agreements that failed to meet these requirements were disregarded in determining value for Federal estate and gift tax purposes. 

Section 2703 ADDED to these requirements by providing that any agreement to acquire property at less than its fair market value will be disregarded in valuing such property for Federal estate and gift tax purposes unless the agreement satisfies certain SUPPLENTARY requirements:

So Section 2703 included in its requirements those of pre-existing law that the agreement be a bona fide business arrangement and not a testamentary device AS WELL AS a new requirement that the terms of the agreement be comparable to those of similar arrangements negotiated at arm's length.

It is clear to this court that an agreement must have lifetime restrictions in order to be binding on death."' 

And even if Section 2703 does NOT apply to a given buy-sell agreement, the agreement must meet the requirements of the pre-section-2703 law to control value for Federal estate tax purposes. (The same analysis holds true for Federal gift tax purposes).

This is why the Court concluded that, even before it determines whether or not Section 2703 applies to the Smith FLP agreement's restrictive provision, Smith first had to show that the restrictive provision satisfies the requirements of PRE-SECTION 2703 LAW. In other words, for the Smith FLP provision to be respected for Federal gift tax valuation purposes,  the  restrictive agreement or provision must be binding" on ALL the parties to the agreement both during life and after death. 

THE BLOUNT FACTS: UNILATERAL ABILITY TO ALTER , AMEND , OR MODIFY KILLS DISCOUNT!

In Estate of Blount (See above and also LISI Business Planning Newsletter 102 and 103 at http://www.leimbergservices.com)  the Court held that the unilateral authority of the transferor to alter the terms of a restrictive agreement during his lifetime renders the agreement non-binding. The result is that if a party to the agreement can arbitrarily alter or change or ignore the terms, the IRS and Courts will disregard the terms of a buy-sell or other restrictive agreement for purposes of determining value for Federal estate and gift tax purposes. 

The Smith FLP agreement gave the General Partner or General Partners the right to make all decisions and otherwise act by the majority vote of the total general partnership interests. At all times prior to his death, Mr. Smith owned two-thirds of all general partnership interests and, thus, was able to unilaterally make all General Partner decisions under the Smith FLP agreement. 

Likewise, the Smith FLP agreement provided that neither General Partner shall have any authority, "without the Consent of the Limited Partners " to… "amend or modify this Agreement."  But at all times prior to his death, Mr. Smith owned more than one-half of the limited partnership interests and the other limited partners owned less than one-half of all limited partnership interests, thus enabling Mr. Smith to unilaterally give the "Consent of the Limited Partners," as defined by the agreement. 

Read together, these two provisions demonstrated to the Court that Mr. Smith retained the unilateral ability to amend or modify the Smith FLP agreement, including the terms of the restrictive provision at issue in this case. As a result, the agreement, and the terms of the restrictive provision were not binding on Mr. Smith during his lifetime and therefore the Court held that the restrictive terms should be disregarded when determining the value of the limited partnership interests for Federal gift tax purposes. 

ACTUAL EXERCISE IRRELEVANT: 

Note that it makes no difference whether the decedent/transferor ever exercised his ability to alter the agreement during his lifetime, only that he had the unilateral right to do so. 

PLANNING TIPS:

Smith and Blount are reminders of the importance of:

1.  
Using the advice of full-time accredited professional valuation experts when structuring the terms of both partnership and corporate buy-sell agreements as well as transfer restrictions in other entity agreements. Steve Akers points out that appraisals of limited partnership interests (and any other interests in entities) should specifically address any discounts attributable to factors other than specific transfer restrictions in business agreements.  It may be difficult to sustain valuation discounts for purposes other than restrictions that apply generally under state law to the interest that is being valued.

2.
Documenting that any restrictions are comparable to similar arms’ length arrangements in similar businesses. (Although finding examples of agreements for other similar companies may be difficult, in many cases it will still be possible, particularly where a firm specializes in a particular area of business).

3. Checking the implications before modifying any buy-sell or other restrictive agreements entered into on or before October 8, 1990 (Section 2703 applies only to restrictive agreements entered into or substantially modified after that date.).

4. Not overselling the utility of any restrictive agreement as a means of obtaining a gift or estate tax valuation discount. (Note, however, that it may be possible to obtain a sizeable (20 to 30% or greater) discount in valuing limited partnership interests – even if the partnership holds primarily marketable securities and even if there are no transfer restrictions other than transfer restrictions that apply generally to limited partnerships under state law.

5.
Creating and following a checklist to assure meeting BOTH pre-and post-2703 law - such as “RED BL C”

R – Is the price Reasonable and determinable? 

E – Is the Estate bound to sell?


D- Is the agreement in reality a testamentary Device? 


A restriction is not a testamentary device if all of the other shareholders are unrelated and there mere fact that a restrictive transfer provision has the effect of passing property to the natural objects of the donor’s bounty for less than full consideration does not, per se, mean it is a testamentary device. 


Courts will look into the intent of the parties at the inception of the agreement and check 

(a) 
the transferor’s health at that time, 

(b) 
significant changes in the business subject to the restrictive provision, 

(c) 
to see if there has been selective enforcement of the restrictive provision, and 

(d) 
the nature and extent of the negotiations, if any, that occurred among the parties regarding the price and terms

B – Is the agreement the result of Bona-fide (an arrangement to facilitate the maintenance of family ownership and control of a business) arms’ length negotiation?

L – Is the Lifetime price no higher than the death-time price?

C – Is the agreement Comparable to the agreements of similar enterprises?

Amalie

An estate's buy-sell agreement was respected and according to the Tax Court, it set the federal estate tax value of stock it held at $118 per share – even though just two years later - the same stock was sold for $217 a share!  The taxpayer-favorable conclusion was based largely on the fact that the estate proved the stock's value was restricted by a family settlement agreement that served a valid business rather than testamentary purpose. 

 

Mrs. A had three children, Rosemary, Rod, and Thomas.

 In her will, signed in 1978, Mrs. A:

 

1.                                    Provided a specific bequest of farm land to her daughter, Rosemary, and her son, Thomas in equal shares. 

2.                                    Provided a specific bequest to her son Rod of a portion of certain bank stock she held at the time her will was executed. Essentially, Rod, who worked in the family business (banks) was left and amount of stock with a value equal to half the value of Mrs. A's farmland.  

3.                                         Certain small bequests were made, 

4.                                   The residue of Mrs. A's estate was to go to her three children in equal shares. 

5.                                    Rod, his wife, and their children were also given the first right to purchase the residual balance of the bank stock not passing to him; i.e., the portion of the stock passing to the residual beneficiaries other than Rod. 

In July 1986, Mrs. A signed a codicil to her will. The codicil switched all bequests to Rod from outright to a spendthrift trust, the Rodney B. Amlie Trust. 

 When Mrs. A realized she was having difficulty managing her financial affairs, she filed a voluntary petition for appointment of a conservator. That occurred in 1988.

That initial conservator resigned in 1993 and was replaced by Boatmen's Bank of Iowa, N.A. which remained Mrs. A's conservator for as long as she lived.

During the conservatorship, the family started fighting over Mrs. A's wealth.  They had frequent and acrimonious disputes.

The other prospective heirs generally distrusted Rod and held him responsible for the FDIC's forced closure of one of the banks Rod managed for his mother. 

These disputes also involved petty things such as appropriate reimbursements each should receive for travel to visit their mother, use of her lake house, and even whether or not the conservatorship should pay an heir's dry cleaning bills. 

Obviously, these were much ado about relatively nothing – highly contentious. 

Although there were other aspects to this case, the central thrust of this commentary rests with the valuation of the bank stock.

At the time Mrs. A  signed her will,  she owned the stock of three banks.

Shortly before a professional conservator started handling Mrs. A 's estate, she owned only Agi-Bank stock: 9,000 shares of Agri-Bank common and 13,000 shares of Agri-Bank preferred. 


In 1991, Mrs. A's owned about 13.6 percent of the common stock of Agri-Bank. 

A man named David Hill was the president and controlling shareholder (with 73.2 percent of the common stock) of Agri-Bank. 

That same year, Hill formed a new holding company called Agri Bancorporation (Agri). 

Agri offered to exchange one share of Agri common stock and one share of Agri preferred stock for each share of common stock held by Agri-Bank shareholders (other than Hill). 

At the same time, Agri and Mr. Hill sought an agreement for the eventual sale of the Agri stock that Mrs. A would obtain in the exchange. 

In 1991, Mrs. A's conservator, with court approval, exchanged her Agri-Bank common stock for about 9,000 shares of Agri common stock and 9,000 shares of Agri preferred stock. 

At that time, the conservator entered into an agreement with Agri and Mr. Hill with respect to the stock she had just received.  According to its preamble, the 1991 Agreement's purpose was to:

1.                 restrict the transferability of Mrs. A's shares and 

2.                 provide for their purchase by Agri upon the occurrence of certain events (including Mrs. A's death), as well as 

3.                 to ensure that, in the event a controlling interest in Agri were sold, Mrs. A would receive the same per share per share consideration for her minority interest as Hill received for the sale of his controlling interest. NOTE: this protection of the minority shareholder was a very wise move!

Under the '91 Agreement, Mrs. A was barred from transferring her Agri stock without 

(i)                having obtained the consent of Agri and Mr. Hill, or 

(ii)              having offered to sell the stock to Agri at the price contained in any bona fide third-party offer. 

 

The conservatorship received "put options" whereby the conservator could require Agri to purchase all of Mrs. A's Agri common stock for book value, and all of her Agri preferred stock for par plus unpaid dividends. 

Agri likewise received call options, exercisable during the 1-year period following Mrs. A's death, to purchase all of her Agri stock at the same prices.

 Hill was prohibited from selling his controlling interest to a third party unless Mrs. A was offered the opportunity to sell her Agri stock to the same third party for the same consideration per share (Hill Rights). (Yet another smart move by counsel).  For this purpose, "consideration" included the value of any non-compete, consulting, or similar arrangements or payments providing financial benefit to Hill.  In addition, if the prospective third-party purchaser of Hill's controlling interest were to condition the purchase of his interest upon the right to acquire Mrs. A's shares as well, the 1991 Agreement required decedent to sell her Agri shares (for the specified consideration). 

 One of the conservator's principal considerations in negotiating the 1991 Agreement was to avoid any sale of Mrs. A's stock before her death. The intent, of course, was to wait until she died and the stock would receive a stepped up (to fair market value) basis. 

By securing a guaranteed buyer and price (which, in the event of any change in control, would approximate the per- share price paid for the controlling interest), the conservator also secured a hedge against the risk Mrs. A took in holding a minority interest in a closely held bank. 

The conservator was also concerned about liquidity in Mrs. A's estate, which included a number of valuable illiquid assets. 

So there were many sound and well considered reasons that a local district court came to the conclusion that the 1991 Agreement was in Mrs. A's best interest and approved the conservator's application to enter into it. 


Sometime in 1994 Hill agreed to sell his controlling interest in Agri, (as well as two other banks he owned), to a company called FABG. 

He was paid book value for his bank shares, a 5-year employment contract at $218,000 per year, a $314,000 signing bonus, retirement of certain capital notes held by one of his other banks ($1.6 million), and an option (FACC option) to exchange his FABG stock, 5 years hence, for all of the stock in First American Credit Corp. (FACC), an operating loan subsidiary of FABG. 

FABG's initial capital funding of FACC exceeded $10.5 million, and Hill's option agreement required that FABG fund FACC with qualified assets worth a fair market value of $18.1 million by the time the option was exercisable. 

The final merger agreement between Agri and FABG was executed on September 30, 1994. Under the terms of the merger, Agri's minority shareholders were offered the option to either redeem their Agri common stock for book value ($53.55) or exchange their Agri common stock for FABG common stock at a ratio reflecting the banks' respective book values (1.0 Agri share for 0.73597 share of FABG). 

In its submission to the Federal Reserve Board concerning the merger, FABG disclosed its obligation pursuant to the 1991 Agreement to pay Mrs. A the same per-share consideration for her minority interest as that offered to Hill. 

The conservator exchanged Mrs. A's Agri common stock at the offered ratio for 6,657 shares of FABG common stock and negotiated an agreement (1994 Agreement) for the post-death sale of Mrs. A's FABG stock to FABG for 1.25 times book value, or $118.23 per share plus 6 percent compounded annually until her death ($118 price). The 1994 Agreement was executed on October 31, 1994 (subject to approval by the district court). The $118 price was intended to compensate for the value of the stock as augmented by the Hill Rights. 

Specifically, the 1994 Agreement prohibited the transfer of Mrs. A's FABG common stock without FABG's consent and granted reciprocal put and call options to her personal representative and FABG, respectively, to sell or purchase her FABG stock within 60 days after notice of her death for the $118 price. 

Boatmen's Bank of Iowa, N.A. obtained advice from a valuation specialist for closely held business interests at Boatmen's Trust Co., a related entity, in connection with the negotiations resulting in the $118 per share price. 

To reach an opinion regarding a fair price for Mrs. A's FABG stock, including the Hill Rights, the valuation specialist reviewed "merger multiples" for other Iowa and Midwest region commercial bank mergers or acquisitions.

The expert looked at the size, location, and profitability of the acquired banks with Agri in order to identify appropriate comparables. 

The valuation specialist concluded that Agri was not worth an acquisition premium to FABG, so that a price equal to book value was appropriate for decedent's FABG stock, absent the Hill Rights. 

Taking into account the additional consideration received by Hill, the valuation specialist concluded that Mr. Hill had effectively received a price equal to 1.33 times book value for his stock in Agri and his two other banks. 

However, in the valuation specialist's view, a significant portion of the additional consideration -- namely, the retirement of $1.6 million of the capital notes of one of the other banks -- was not consideration for Hill's Agri stock. 

The valuation specialist also determined that the FACC option given to Mr. Hill (which entitled him to convert his FABG stock to FACC stock in 5 years) had no value, because of the multiple variables that might affect relative values of the FABG and FACC shares in the 5 years prior to the option exercise date (in October 1999). 

She concluded that the $118 price (i.e., 1.25 times book value), coupled with the right to defer the sale until after death to avoid capital gains taxes constituted a fair price for Mrs. A's FABG stock, including the Hill Rights. 

The specialist, in addition to concluding that the $118 price was fair, also believed the 1994 Agreement was in Mrs. A's best interest because, in the conservator's judgment, it was imprudent for such a substantial portion of her net worth to be held in the form of a minority interest in a closely held bank. This concern was exacerbated by the merger of Agri into FABG, which transformed Mrs. A's holdings into an even smaller minority interest in a venture with unfamiliar management. 

So the 1994 Agreement's guarantee of a fixed price and buyer for decedent's FABG shares established a hedge against decedent's downside risks of holding a minority interest. 

The conservator also concluded that the 1994 Agreement benefited Mrs. A by securing a right to defer the sale until after her death to avoid capital gains taxes and to ensure liquidity for her estate to pay estate taxes. 

When the conservator sought approval of the district court to enter into the 1994 Agreement, Rod (alone among the prospective heirs) filed formal objections in which he claimed that the proposed $118 price for Mrs. A's FABG stock failed to compensate adequately for the Hill Rights and could result in a potential loss to her estate of more than $500,000. All the potential heirs were, under Iowa law, provided with notice and information regarding all aspects of the proceedings concerning approval of the 1994 Agreement. 

A hearing was held and the parties heard conflicting expert testimony concerning the fairness of the $118 price. The experts' fundamental difference centered on the present value of the FACC option given to Hill. The conservator's expert contended that the present value of Hill's option was negligible. Rod's expert testified that Hill's option was worth as much as $500,000 (about $85 per share). 

A representative of FABG testified that rejection of the 1994 Agreement would lead to further litigation, that Mrs. A would not be offered any option comparable to Hill's option, and that, if the 1994 Agreement were rejected, FABG would take the position that it was entitled, as Agri's successor, to purchase Mrs. A's stock pursuant to the call option in the 1991 Agreement for book value. 

The district court agreed with Rod's contention and found that the proposed $118 price failed to compensate adequately for the Hill Rights, in particular the FACC option. The court therefore concluded that the 1994 Agreement was not in Mrs. A's best interest and declined to approve it. 


The conservator filed a motion with the court for reconsideration of the district court decision.

At the same time, believing the inevitable litigation would not be in Mrs. A's best interests, the conservator started talks with the prospective heirs to obtain agreement with respect to a price at which decedent's FABG stock could be sold. 

The conservator continued to believe that it was imprudent, and potentially a violation of its fiduciary obligations to Mrs. A, to continue to hold such a substantial portion of her net worth in the form of a minority interest in a closely held bank that did not pay dividends. 

The conservator considered the deferred sale arrangement in the 1994 Agreement a significant benefit for Mrs. A. because of the capital gains tax savings, savings which might be lost were FABG to successfully exercise any call option that might be available to it under the 1991 Agreement. 

The prospective heirs other than Rod preferred a guaranteed "floor" price for Mrs. A's FABG stock rather than the risks inherent in further negotiation and/or litigation with FABG over a better price; they, like the conservator, were also concerned about liquidity to pay expected estate taxes. The prospective heirs other than Rod were therefore willing to accept the $118 price. 

Rod, however, believed that the $118 price fell substantially short of the consideration that should be paid for decedent's stock given the Hill Rights, and consequently was unwilling to consent to a sale at that price. 

Because of the foregoing problems and concerns, the conservator initiated, and played an integral role in, negotiations among the prospective heirs to reach an agreement under which a secure price for the FABG stock could be obtained for decedent's estate. These negotiations culminated in September 1995 when the prospective heirs executed a Family Settlement Agreement that, in broad terms, guaranteed Mrs. A and the prospective heirs other than Rod the $118 price for the FABG stock that was offered previously by FABG. 

More specifically, the 1995 FSA:

1.   prohibited the conservator and decedent from transferring the FABG stock without the consent of Rod, his spouse, their children, and the Rod Amlie Trust (collectively, the Rod Amlie Family), 

2.   required that all bequests to the Rod Amlie Trust under decedent's will be satisfied "in kind" with FABG stock, valued for this purpose at the $118 price, 

3.   provided that any FABG stock remaining in Mrs. A's estate after satisfaction of her bequests to Rod would be subject to reciprocal put/call options for a designated post-death period under which her personal representative could require the Rod Amlie Family to purchase, or the Family could require her personal representative to sell to the Family, the remaining FABG stock at the $118 price. 

4.   all rights of the conservator under the 1991 Agreement with respect to decedent's FABG stock (i.e., the Hill Rights) were assigned to the Rod Amlie Family, with all expenses and benefits arising from those rights to inure to the Family,

5.   the conservator was required to withdraw the motion for reconsideration of the district court's decision rejecting approval of the 1994 Agreement. 

The conservator sought approval of the 1995 FSA, as well as authority to effectuate its terms, from the district court. 

On October 16, 1995, the court concluded that the 1995 FSA was in decedent's best interest, approved it, and ordered that "the Conservator is specifically authorized to perform such acts as are necessary to effectuate the terms and conditions of the Family Settlement Agreement"; i.e., the 1995 FSA. 

 Bottom line of the FSA: It effected a transfer of the risk of loss or opportunity for gain on the shares from decedent and her estate to the Rod Amlie Trust. 

 In August 1997 the Rod Amlie Family reached an agreement with FABG regarding the consideration they would accept for Mrs. A's FABG stock (including the Hill Rights) that the Family would receive through bequest or purchase after her death pursuant to the 1995 FSA. The price to be paid to the Rod Amlie Family was $217.50 per share plus 4 percent per year after February 28, 1998, compounded semiannually.  FABG paid more for Mrs. A's FABG stock than it would have paid to other minority shareholders in 1997 through 1999 because of the value FABG assigned to the Hill Rights. Also, one of the principal reasons FABG agreed to pay more for Mrs. A's stock in 1997 than it offered to pay in connection with the 1994 Agreement was the higher value it assigned to the Hill Rights in 1997. 

Two written agreements were signed: the 1997 Conservator Agreement (between the conservator and FABG) and the 1997 Rod Amlie Family Agreement (between the Rod Amlie Family and FABG). 

Under the 1997 Conservator Agreement, the conservator agreed not to transfer decedent's FABG stock without the written consent of FABG, and, acknowledging the assignment of decedent's rights under the 1991 Agreement to the Rod Amlie Family pursuant to the 1995 FSA, the parties agreed to mutually release each other from any liability arising from the 1991 Agreement (which conferred the Hill Rights). 

Under the 1997 Rod Amlie Family Agreement, the Rod Amlie Family agreed to take all necessary steps to become the lawful owners of all of Mrs. A's FABG stock upon her death, and FABG agreed to redeem thereafter the stock for $1,447,897.50; i.e., $217.50 per share plus 4 percent per year after February 28, 1998, compounded semiannually. 

The 1997 Rod Amlie Family Agreement further provided that as part of the consideration for the agreement, the parties mutually released each other from any liability arising under the 1991 Agreement (which conferred the Hill Rights). 

Finally, the 1997 Rod Amlie Family Agreement was made contingent upon the sale to FABG of certain FABG stock owned by Rod's wife Sally individually. 

Mrs. A. died on October 18, 1998, at the age of 96. Rod was appointed executor of the estate and continues to function in that capacity.

On November 15, 1998, pursuant to the 1995 FSA, the Rod Amlie Trust exercised its call option to purchase all the FABG stock remaining in Mrs. A's estate after satisfaction of the bequests of such stock to the Trust. 

On November 17, 1998, the FABG stock at issue was sold to FABG for $1,489,724.93, the price derived under the formula in the 1997 Rod Amlie Family Agreement. 

Upon receiving the check for this amount from FABG, Rod endorsed it as executor of Mrs. A's  estate and had the proceeds segregated into a check made payable to the estate for $993,756.96, the price for the FABG stock under the formula set forth in the 1995 FSA, and a second check for the balance of $495,967.97, which was eventually remitted to the Rod Amlie Trust. 

The estate filed a timely federal estate tax return, Form 706 and elected to use alternate valuation date, November 17, 1998 (the date on which decedent's FABG stock was purchased by FABG). On the return, Mrs.A.'s FABG stock was valued at $993,757. The additional $495,968 paid by FABG for the stock was reported as capital gain on the 1998 Form 1041, Fiduciary Income Tax Return, of the Rod Amlie Trust. 

 

On July 17, 2002, the IRS sent a notice of deficiency to the estate stating that the value of Mrs. A's  FABG stock on the alternate valuation date was $1,489,725 (its purchase price pursuant to the 1997 Rod Amlie Family Agreement) and accordingly increased the taxable estate by $495,968. 

 

(It also determined the underpayment arising from undervaluation of the FABG stock was attributable to fraud or, in the alternative, negligence or disregard of 6662 rules but later retracted those charges). 

 

This case contains an amazing number of lessons for planners. These lessons range from highly technical points to subtle techniques that move things forward in spite of family strife. This is a classic "great facts" case but the happy ending is a tribute to smart clients wise enough to hire really bright and energetic counsel and trust services that served them well.

 

Generally, a decedent's gross estate consists of the fair market value of the included property (as of either (A) the date of death, or (B) the Section 2032 alternate valuation date if elected by the estate's executor. 

 

An exception to this general valuation rule applies if the property in question is subject to an enforceable restrictive agreement, such as a buy-sell arrangement. For a restrictive agreement to control value for Federal estate tax purposes, it must meet certain requirements:

 

1.        The offering price must be fixed and determinable under the agreement. 

2.        The agreement must be binding on the parties both during life and after death. 

3.        The restrictive agreement must have been entered into for a bona fide business reason (i.e., it must not be a substitute for a testamentary disposition).

 

Agreements that fail to meet these requirements are disregarded in determining value

 

Section 2703, enacted in 1990, also governs restrictive agreements. 

 

The general rule of section 2703 is that any agreement to acquire property at less than its fair market value will be disregarded for Federal estate tax purposes.

 

However, the terms of the agreement will be respected and given credibility for valuation purposes if it satisfies specified requirements. 

 

The bottom line is that an agreement must meet BOTH 2703 rules AND PRE-2703 rules! 

 

So essentially, the agreement must:

 

1.         be binding during lifetime as well as at death (the lifetime price can't exceed the deathtime price), 

2.         must contain a price or formula fixed and determinable from the agreement, 

3.          must be a bona fide business arrangement and not be a testamentary device, and 

4.          the  terms of the agreement be comparable to those of similar arrangements entered at arm's length. 

 

Here, the question was two-fold:

 

First, did the agreement set a fixed and determinable price?  

 

Second, was it legally binding during life and at death?

 

 The estate contended that the 1995 FSA was a restrictive agreement that satisfied  both pre and post Section 2703 rules:

 

1.   The estate was required to satisfy the specific and residual bequests to the Rod Amlie Trust with FABG shares valued at the $118 price, 

 

2.   The estate had reciprocal put/call options requiring the sale at the $118 price of the FABG stock not used to satisfy the bequests, 

 

The IRS stated that the 1995 FSA should be disregarded because it failed to satisfy either the pre-section-2703 requirements that it set a fixed and determinable price and be legally binding, or the requirements of section 2703. 

 

First, the Service argued that the 1995 FSA did not contain a fixed and determinable price for Mrs. A's FABG stock because it did not give the Rod Amlie Trust "the right to buy any fixed amount of the stock for the price set therein".  It points out that the actual amount of Mrs. A's FABG stock the Rod Amlie Trust would acquire by purchase rather than bequest was unknowable until after she died and her farm land was valued, because the Trust was bequeathed such stock as would equal one-half the value of the farm land, plus one- third of the residual estate. The Service added that it was possible that none of Mrs. A's FABG stock would be sold pursuant to the options in the 1995 FSA if the value of one-half the farm land plus one-third of the residual estate exceeded the value of the FABG stock (using the $118 price fixed in the 1995 FSA). 

 

The estate countered that it is irrelevant what portion of Mrs. A's FABG stock was subject to sale under the put/call options in the 1995 FSA because ANY portion passing by bequest was also subject to the price restrictions of the 1995 FSA.  In other words, the estate was required under the 1995 FSA to satisfy the specific and residual bequests to the Rod Amlie Trust "in kind" with FABG stock valued at the $118 price – and the Trust was likewise bound under the 1995 FSA to accept the stock at this valuation in full satisfaction of the bequests. Since her personal representative was required under the 1995 FSA to exchange FABG stock at the $118 price in satisfaction of the specific and residual bequests to the Rod Amlie Trust, the value of the FABG stock transferred in this manner was also restricted by the 1995 FSA.

 

The Court bought that argument:  It held that the 1995 FSA operated to restrict the value of all of Mrs. A's FABG stock. Under the 1995 FSA, the conservator and Mrs. A were prohibited from transferring her FABG stock without the consent of the Rod Amlie Family. At her death, all of her FABG stock was required to be transferred to the Rod Amlie Trust at the $118 price, either in an exchange at that value to satisfy the bequests or by sale at that price. The 1995 FSA therefore imposed the $118 price as a ceiling (and floor) on the value of Mrs. A's FABG stock. Pursuant to the agreement reached between the conservator and the prospective heirs, the estate could receive no more (and no less) than the $118 price for all shares of decedent's FABG stock, thereby effecting a transfer of the risk of loss or opportunity for gain on the shares from decedent and her estate to the Rod Amlie Trust. 

 

The Service then argued that the 1995 FSA was not enforceable because the conservator did not sign it. The implication is that Mrs. A was not bound by the 1995 FSA, and consequently the Rod Amlie Family had no enforceable right to purchase decedent's FABG stock at the price set forth in the 1995 FSA.   

But the Amlie court did not buy that argument.  Under Iowa law, court orders bind a conservator.  Both Mrs. A and the conservator were legally bound to avoid transfer of the FABG stock without consent during Mrs. A's lifetime, and that the Rod Amlie Family had an enforceable right against Mrs. A's estate to purchase the FABG stock (not passing to them by bequest) at the prescribed price. 

 

The court therefore concluded that the 1995 FSA satisfies the pre-section-2703 requirements that it set a fixed and determinable price, and that it be legally binding during life and at death. 

 

The Service said that, even if it concedes that the 1995 FSA created enforceable buy/sell options establishing a price that bound Mrs. A, the 1995 FSA should still be disregarded for Federal estate tax purposes because it fails to satisfy the 2703(b) test for exempting a restrictive agreement from the "disregard" rule of section 2703(a). 

 

The estate retorted that it had met all of the requirements of section 2703(b).

 

Section 2703(b) requires that if ALL THREE of the following requirements are met, a restrictive option or agreement will not be disregarded: 

          

(1)          The option or agreement must be a bona fide business arrangement. 

 

(2)          The option or agreement must not be a device to transfer such property to members of the decedent's family for less than full and adequate consideration in money or money's worth. 

 

(3)          The terms of the option or agreement must be comparable to similar arrangements entered into by persons in an arms' length transaction.


Let's examine each of these in more detail and follow how the Amlie Court applied the tests:


There must be "some valid life-oriented business reason" for the option or restrictive agreement.  

Here:

1.   The 1995 FSA represented the culmination of the conservator's efforts, starting with the 1991 Agreement, to secure a guaranteed price and buyer for Mrs. A's minority interest in a bank. 

2.   The conservator had a fiduciary obligation to serve Mrs. A's best interest. The conservator had long thought it imprudent for such a substantial portion of Mrs. A's net worth to be invested in the form of a minority interest in a closely held bank. The 1991 Agreement was the conservator's initial step designed to mitigate the downside risks of her minority stake. Through that agreement, the conservator secured a fixed price and buyer for Mrs. A's Agri stock and a guarantee that, in the event the controlling interest in Agri were sold, she would receive the same per-share consideration for her minority interest as the controlling shareholder received.

 

3.   The failed 1994 Agreement represented the conservator's continued pursuit of the same goals after the controlling interest in Agri was in fact sold; namely, securing a fixed price for decedent's interests from the new owner (FABG). 

 

4.   Additionally, the failed 1994 Agreement compensated Mrs. A. for her rights under the 1991 Agreement to receive the same consideration for her shares as received by Hill, the controlling shareholder.  The change in control had exacerbated the conservator's concerns as a fiduciary regarding decedent's minority interest, since Mrs. A's interest in FABG was proportionally smaller than her interest in Agri, and FABG was under unfamiliar management. 

 

5.  When the district court declined to approve the 1994 Agreement based on Rod's objections, the conservator commenced negotiations in an effort to avoid the expense to decedent of future litigation with FABG over the price to be paid for Mrs. A's shares as enhanced by the Hill Rights.  These negotiations produced the 1995 FSA, under which Mrs. A's stock effectively would be sold to the Rod Amlie Family at her death for the same price as FABG had offered in the 1994 Agreement (the $118 price), and the Rod Amlie Family would pursue whatever price it could obtain for the stock from FABG, at the Family's risk and expense. 

In other words, the 1995 FSA was the culmination of the conservator's responsible fiduciary objective of seeking to exercise prudent management of Mrs. A's assets by mitigating the very salient risks of holding a minority interest in a closely held bank. The court called these "valid life oriented business reasons".  

Gasping at straws, the Service argued that the 1995 FSA couldn't serve a valid life oriented business purpose because the agreement's subject, Mrs. A's FABG stock, was an investment asset and not an actively managed business interest.  But the Amile Court said the IRS needed to read Bishoff where it rejected that type of argument.  "An agreement that represents a fiduciary's efforts to hedge the risk of the ward's holdings may serve a business purpose within the meaning of section 2703(b)(1). In addition, planning for future liquidity needs of decedent's estate, which was also one of the objectives underlying the 1995 FSA, constitutes a business purpose. 


Section 2703(b)'s second test is that the restrictive agreement must NOT be a device to transfer the property subject to the agreement to members of the decedent's family for less than full and adequate consideration in money or money's worth. This requirement existed in pre-section-2703 law, which provides guidance regarding its meaning. 

The key test courts will use is "fairness of consideration", i.e., Was the consideration received by the transferor, judged at the time the agreement is entered, a fair consideration?

The IRS argued that Mrs. A. didn't get anything from the 1995 FSA.  According to the IRS's contention, BEFORE the FSA, she owned stock for which FABG was willing to pay $118.23 per share, and AFTER the FSA, she owned stock worth the exact same amount payable by Rod. So Mrs. A, according to the IRS argument, received no consideration or benefit.  On the other hand, Rod benefited from the 1995 FSA as it allowed him to purchase his Mother's stock at a price that had been found inadequate by the district court just a few months before. 

Again, the Amile Court didn't agree with the IRS. Factors the Court found persuasive in concluding Mrs. A received consideration in the 1995 FSA were:

1. a fixed price for a minority stock interest, the value of which was otherwise uncertain and subject to substantial litigation hazards. Remember that the 1994 Agreement could not be consummated. That meant the bulk of Mrs. A's net worth remained exposed to a very real risk that the conservator did not consider prudent. 

2. The $118 price wasn't merely conjured up out of thin air.  It was reached in the 1994 Agreement and carried over into the 1995 FSA, which approximated 1.25 times book value. And the reasonableness of that amount was agreed to by the conservator after receiving professional advice that it was a fair price. Remember also that in reaching that price term in the 1994 Agreement and 1995 FSA, the conservator considered the litigation hazards and possible costs of a protracted dispute with FABG.

3.  The $118 price was not a unilateral result; Mrs. A's prospective heirs (other than Rod) had also agreed in arms' length bargaining to the price in the 1995 FSA. These were siblings (including a deceased sibling's adult children) who had a history of acrimonious disputes over Mrs. A's assets – so it was clear to the court that "they, like the conservator, were persuaded that the security of a fixed price was preferable to the downside risk and uncertainties of continued negotiations with FABG over the appropriate value of the Hill Rights". 

What part does 20-20 hindsight play in all of this?  Good question.  The Court said that the IRS was operating on just that.  The Service, with the hindsight knowledge that Rod secured an agreement some 2 years later for FABG's purchase of the same stock at $217.50 per share (plus 4 percent per year until Mrs. A's death, compounded semiannually), translated his investment skills and willingness to take a large risk into an argument that the 1995 FSA provision to sell at the $118 price must have been a testamentary device to benefit Rod. 

But the Amalie Court looked at it a different way:  According to its view, "the conservator, in an effort to fulfill fiduciary obligations, and the other prospective heirs, in furtherance of their own interests, accepted a price they believed (on the basis of professional advice) was fair at the time and in the particular circumstances. 

So the Court concluded that the purpose of the 1995 FSA, therefore, was not as a testamentary device to benefit Mrs. A's family members. 

By a long-shot, the toughest part of the 2703 tests in my opinion is the burden of proving that the restrictive agreement's terms are comparable to similar arrangements entered into by persons in an arm's-length transaction. Many authorities have claimed that the comparability test makes meeting 2703 all but impossible.  Amile proves them wrong!

The IRS and Courts will treat a right or restriction 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. But both the Service and the Courts will quickly point out that, "Evidence of general business practice is not met by showing isolated comparables" 

The burden is on the taxpayer to document that the agreement was one that could have been obtained in an arm's length bargain – based on the general practice of unrelated parties. 

Here, the estate offered the expert testimony of an attorney with extensive experience in the purchase and sale of closely held equity interests. In the expert's opinion, the 1995 FSA was comparable to arrangements entered into by persons in arm's-length transactions because the price and structure for the sale of the FABG stock in the 1995 FSA was virtually identical to the terms of the 1994 Agreement, which had been reached in arm's-length negotiations between the conservator and FABG. 

The IRS responded to that by saying that the expert's opinion is insufficient because it relies on an "isolated comparable" in contravention of the legislative history of, and regulations under, section 2703(b).

By its terms, Section 2703 requires only a showing that the agreement's terms are "comparable" to similar arrangements entered at arm's length.  But the Amalie Court, while reiterating that the regulations in fact DO caution against using "isolated comparables", gave us a lot of breathing room when it stated,

"We believe that in context the regulations delineate more of a safe harbor than an absolute requirement that multiple comparables be shown."

That's not to say that the Amalie Court is suggesting it would be willing to accept the word of someone who waltzed into court and testified that he or she had a few clients with buy-sells similar to the one in question.  Look how solid the facts are here in Amalie:

1. The price terms reached in the 1994 Agreement, and incorporated in the 1995 FSA, were based on a survey of comparables. 

2. The conservator sought professional advice from within Boatmen's, and was advised that the $118 price (1.25 times book value) was a fair price for decedent's FABG stock and Hill Rights, when coupled with the deferred sale feature of the 1994 Agreement. 

3. The deposition of the valuation specialist who advised the conservator (taken in connection with the district court proceedings) is in the record, and it indicates that the specialist considered the merger multiples for all Midwest region banks sold in the prior year and determined that, given the size, location, and profitability of Agri, book value represented the market value of Hill's FABG shares, and that the additional consideration received by Mr. Hill for his shares represented payment of a premium of 0.33 times book value. In the analyst's view, given that a portion of the premium was attributable to another of Mr. Hill's banks and certain other factors, a premium of 0.25 times book value represented fair, equivalent consideration for the Hill Rights. Thus, several comparables were in fact considered in determining the $118 price for decedent's stock in the 1995 FSA. 

4. The 1994 Agreement and the 1995 FSA (with their identical price terms) were not agreements reached between Mrs. A and a member of her family. Rather, they were entered into by Mrs. A's conservator, who had a fiduciary duty to safeguard decedent's interests. The conservator and FABG negotiated at arm's length to reach the 1994 Agreement, and the 1995 FSA adopted that agreement's price terms. 

5. The negotiations among the prospective heirs to reach the 1995 FSA were also arm's length; the interests of the prospective heirs other than Rod were adverse to Rod's with respect to the price terms for the stock. An understated price in the 1995 FSA would have penalized the other prospective heirs. 

Even though (1) a district court concluded in 1995 that the $118 price was inadequate, and (2) Rod was able to secure a price of $217.50 per share from FABG in 1997, (certainly enough in isolation to raise questions concerning whether the $118 price in the 1995 FSA was comparable to similar arrangements entered at arm's length), the Amalie Court didn't view those facts by themselves.

1.
The prospective heirs other than Rod agreed to the $118 price even though they were aware of the district court proceedings where it was found inadequate. What really happened was that the other prospective heirs had lower risk tolerances than Rod with respect to the potential risks and rewards of further negotiation or litigation with FABG over the value of the Hill Rights. They chose the proverbial "bird in the hand" of a guaranteed price and shifted to Rod and his family the benefits and burdens of the pursuit of the possible "two in the bush".  Here, Rod benefited and they did not. But when it was made, it was at arm's length.

2. 
A good bit of the disparity in the $217.50 per-share price obtained for the stock by Rod in August 1997 and the $118 per-share price in the 1995 FSA is attributable, at least in part, to the passage of time and the apparent appreciation of the FACC stock in relation to the FABG stock over that period, and not to any deliberate undervaluing of the stock in the 1995 FSA. The Court found that "this factor bolsters the conclusion that the terms of the 1995 FSA are comparable to similar arrangements that would have been entered at arm's length. The value of that FACC option was less clear in 1995, and the conservator (as Mrs. A's fiduciary) and the prospective heirs other than Rod preferred to secure an agreement in 1995 rather than risk a protracted dispute with FABG.

3.
Finally, FABG's purchase of the FABG stock from the Rod Amlie Family pursuant to the 1997 Rod Amlie Family Agreement was conditioned upon the sale by Rod's wife Sally of certain other FABG stock that she owned in her own right, suggesting that the 1997 price was also affected by FABG's desire to obtain additional stock in the hands of another minority holder. 

PLANNING LESSONS FROM AMLIE

Why did the court here conclude in the estate's favor that the agreement was a bona fide business arrangement with terms comparable to those that might be agreed to by persons negotiating at arm's length and not a device to transfer property to members of decedent's family for less than full and adequate consideration in money or money's worth?  

More importantly, how can your client win the battle if and when the time comes to fight it out?

And what other tools and techniques did the Amlie family use to come out winners?

Find a way to Achieve Equalization Goals:  There was a strong and repeated theme of equalization of the estate yet allocating specific property to those working in the business vs. outsiders. This was evidenced by Mrs. A's bequest to Rod of stock with a value equal to half the value of the farmland left to the other two children.  This problem was identified early and the planning team consistently tried to solve it with reasonably simple techniques.  

Get Good Help While You Still Can.  Mrs. Amlie was wise enough to realize her ability to make financial decisions was failing and acted timely and decisively by voluntarily obtaining a conservator.  She lived in Iowa, a state which has strong and protective rules in this area.  Mrs. Amlie selected a corporate fiduciary that acted aggressively and continually on her behalf – making many decisions that a layperson – no matter how competent – may not have been knowledgeable enough to make. 

Minimize the Fallout of Family Strife:  Although no family intends strife and no professional seeks it out, here, it appears the parties were wise enough to sit down and work out their problems, arrange to match risk-taking propensities, and create mechanisms (essentially intra-family hedging) to maximize what each party wanted. They thus minimized both emotional and social costs as well as legal and litigation fees.  Counsel also used family strife to illustrate the reality of the arms' length negotiations between the parties.

Protect Minority Shareholders:  Counsel was astute enough to insist on a provision in Mrs. A's buy-sell that ensured that, in the event a controlling interest in the bank stock were sold, Mrs. A would receive the same per share per share consideration for her minority interest as Hill received for the sale of his controlling interest. Puts were used here to protect Mrs. A's interests. Counsel also inserted a provision prohibiting the majority owner from selling his controlling interest to a third party unless Mrs. A was offered the opportunity to sell her stock to the same third party for the same consideration per share.  My dear friend and co-author Howard Zaritsky calls this a "come-along" provision in his wonderful Tax Planning for Family Wealth Transfers (800 950 1216).  Notice that counsel here defined "consideration" as including the value of any non-compete, consulting, or similar arrangements or payments providing financial benefit to the majority shareholder – yet another very important device that helped maximize the value of the minority owner's interest.  By securing a guaranteed buyer and price (which, in the event of any change in control, would approximate the per- share price paid for the controlling interest), the conservator also secured a hedge against the risk Mrs. A took in holding a minority interest in a closely held bank. 

Provide Market for Non-Publicly Traded Asset and Simultaneous Estate Liquidity:  A recurring theme in this case was the need to finance estate liquidity needs.  Aside from the real estate, almost all of Mrs. A's assets consisted of bank stock in which she held a non-controlling interest.  The various agreements were designed to provide a certain market and turn those illiquid and relatively unmarketable assets into needed/desired cash at her death.

Make Things Sure to Happen:  Be sure in your own case, that, as here, if a prospective third party purchaser of a controlling interest were to condition the purchase of his interest upon the right to acquire any minority shareholder's stock as well, that the agreement required the minority owner(s) to sell (for the specified consideration) – assuming of course that was your objective. 

Find a Way to Step Up:  The conservator used the technique of securing a right to defer the sale until after Mrs. A's death, it found a way to provide a certain market for her stock, assure estate liquidity, avoid current tax, and gain a step-up-in-basis upon the sale of her stock by exchanging Mrs. A's Agri common stock for shares of FABG common stock and negotiating an agreement for the post-death sale of Mrs. A's FABG stock for a set price (1.25 times book value) plus 6 percent compounded annually until her death.  

Hire Full Time Highly Credentialed Appraisers Early!  The role of the appraiser in this case was not only as a powerful factor in the court's decision here that decisions were made at arms' length, not only as a means of coming up with a proper and fair value, but quite importantly, as an important member of the team advising the client and the client's family and providing a "sounding board" and additional source of experience as to proper decisions to make.  

Identify Various Parties' Risk Taking Propensity:  Here, the prospective heirs (other than Rod) preferred a guaranteed "floor" price for Mrs. A's FABG stock rather than the risks inherent in further negotiation and/or litigation with over a better price.  The Family Settlement Agreement (consider a mediator) was able to forge a solution that shifted risk to the risk taker and provide assurance for those family members who were not risk takes.

Make Sure (If You Don't Have a Checklist – and Haven't Checked, How Do You KNOW) That Your Client's buy-sell meets both PRE- AND Post 2703 Rules:  Amlie reiterates what we leaned in Blount and Smith – a buy-sell will NOT be binding on the IRS – EVEN IF IT IS BINDING ON THE PARTIES – unless it meets BOTH current and pre-2703 tests.  

Make sure All the Stock is subject to the restrictions and All the parties sign the agreements:   Remember that the agreement must restrict the value of all the stock in question and that the lifetime price can be no higher than the deathtime price – and that the buy-sell should provide both.  Here, the 1995 FSA imposed the $118 price as a ceiling (and floor) on the value of Mrs. A's FABG stock.  Don't lose your fight because you didn't get all the right parties to sign it.  In Amlie, the IRS argued that the 1995 FSA was not enforceable because the conservator did not sign it. Fortunately, under Iowa state law, court orders bind a conservator and both Mrs. A and the conservator were legally bound to avoid transfer of the FABG stock without consent during Mrs. A's lifetime. Otherwise, the court may have concluded that the agreement did not set a fixed and determinable price, and that was not legally binding on all the parties during life and at death. 

Document one or more valid life-oriented business reasons" for the option or restrictive agreement.  Here, the 1995 FSA represented the culmination of the conservator's efforts to secure a guaranteed price and buyer for Mrs. A's minority interest. (The conservator had long thought it imprudent for such a substantial portion of Mrs. A's net worth to be invested in the form of a minority interest in a closely held bank). Note also that the Amlie Court stated that the mere fact that the subject matter here was an "investment" rather than a business" was irrelevant and that "An agreement that represents a fiduciary's efforts to hedge the risk of the ward's holdings may serve a business purpose." Also, planning for future liquidity needs of decedent's estate, which was also one of the objectives underlying the 1995 FSA here, constitutes a business purpose. 

Be Sure there IS consideration and that it is Fair!  Did the parties reasonably believe that the consideration received by the transferor, judged at the time the agreement is entered, was a fair consideration?  This seems to be Amlie's major test to see if the agreement is really a disguised testamentary transfer.  Here, the Court found that the guarantee of a fixed price for a minority stock interest was both consideration and fair.  Important factors in arriving at that conclusion were the fact that the $118 price wasn't merely conjured up out of thin air but was considered by the conservator, a professional fiduciary, Mrs. A's prospective heirs (other than Rod) who had agreed in arms' length bargaining to the price, the fact that these were siblings (including a deceased sibling's adult children) who had a history of acrimonious disputes over Mrs. A's assets, and that "they, like the conservator, were persuaded that the security of a fixed price was preferable to the downside risk and uncertainties of continued negotiations."  

Don't be Intimidated by the Need to Show Comparables.  Some authorities have posited that with the requirement of showing comparables, it will be almost impossible to meet the Section 2703 exception tests.  But the Amalie Court, while reiterating that the regulations in fact DO caution against reliance on "isolated comparables", provide light and hope when it stated,  "We believe that in context the regulations delineate more of a safe harbor than an absolute requirement that multiple comparables be shown."  A great deal of hard work and study and the choice of the right appraisal experts will make all the difference.  Amlie provides a roadmap.

Ehlinger v. Hauser
 .

In this state court action, the appellate court affirmed the trial court’s determination that the term “book value” in the document was sufficiently ambiguous to render the terms of a disability buy-sell agreement unenforceable. 

Jon and Bill, a dentist, were friends and decided to form and co-own a picture framing company.  Jon worked in the business full-time. 

 In 1992, just a year before Bill discovered that he had Parkinson’s Disease, the two men entered into a buy-sell agreement that provided in pertinent part as follows:

6. Purchase Price.

(a) For transfers of all of a Shareholder's stock at his death, or upon his becoming disabled, the purchase price of a Shareholder's shares of stock shall be $350,000.00 or Book Value[,] whichever is greater, except if the Shareholders have determined by unanimous resolution passed subsequent to the date of this agreement that the purchase price shall be other than $350,000.00, then the most recent such resolution shall determine the purchase price. For transfers of all of a Shareholder's stock on threat of involuntary transfer, the purchase price of a Shareholder's shares of stock shall be the book value of said shares as of the end of the last fiscal year. (Emphasis added.)

In June 2001, Jon triggered the disability buy-sell provision and offered to pay Bill the sum of $431,400, which John represented was the corporation’s “book value.” 

Bill didn’t think that amount was sufficient and requested and received the right to audit the corporation’s books. 

Nevertheless, the parties parted as friends - and promptly sued each other. 

Jon sued to enforce the disability buy-sell provision.

Bill countersued to involuntarily dissolve the corporation and also argued that the buy-sell agreement was unenforceable due to ambiguity and further that he was not disabled for purposes of the buy-sell agreement. 

At trial, the results were mixed. 

The trial court held that the buy-sell agreement was enforceable despite the ambiguity and further that Jon was in fact disabled for purposes of the agreement. 

However, the trial court also held that Bill was entitled to judicial dissolution due to these facts:

· The corporation had failed to elect directors for two years, 

· the agreement term “book value” (which was not defined in the buy-sell agreement) was to be interpreted according to generally accepted accounting principles (“GAAP”), 

· the corporation’s financial statements and supporting documentation lacked sufficient detail to determine whether the financial statements had been prepared in accordance with GAAP, 

· the failure of the term “book value” rendered the disability buy-sell agreement unenforceable. 

Jon and Bill both appealed.

On appeal, the appellate court affirmed all of the trial court’s holdings. The appellate court noted:

we conclude that the term “book value” as used in the Agreement is not indefinite but is ambiguous, and that the most reasonable construction of that term is that it refers to a computation using generally accepted accounting principles. We conclude further that the absence of information necessary to complete the GAAP analysis rendered the disability buyout provisions unenforceable because [the corporation’s] book value as of March 31, 2001, could not be determined.
There are lots of lessons of “how not to do buy-sell agreements” in this case. 

First, given that Bill was not active in the day-to-day operations of the corporation (he was probably the moneyed partner), WHY HAVE A DISABILITY BUYOUT TRIGGER FOR BILL AT ALL??? How was Bill’s failure to be able to practice DENTISTRY even relevant to his remaining a shareholder of a PICTURE FRAMING COMPANY that had 30 employees? 

It made sense to have a disability buyout trigger for Jon since he was a full-time employee of the corporation, but not one for Bill. This possibly came into the buy-sell agreement as boilerplate, which can be dangerous and expensive! 

Lesson one:  One needn’t have the same triggering events for all owners.

Lesson two:  The disability trigger in this buy-sell agreement failed to define disability.  There are lots of different potential definitions of disability. For example, there is so-called “own occupation” disability—inability to practice one’s occupation, e.g., dentistry, even though one could hold down some other job such as teaching dentistry. Then there is total disability, which Social Security Disability uses—the inability to work at all. 

In general, in the right circumstances, a buy-sell should contain a provision for disability.  But because disability can be a gray area, the disability trigger in a buy-sell agreement has to be much more carefully drafted than virtually any other provision in the agreement.

There are lots of potential ways that an allegedly disabled owner can duck and dodge the disability determination, and a well drafted provision should take these into consideration, e.g., refusing to submit to medical examination, refusing to release medical information, showing up at work periodically, etc. 

Lesson 3:  This buy-sell agreement used the term “book value,” which almost never takes current value or goodwill into account. 

Lesson 4:   This buy-sell agreement made no attempt to define what the term “book value” meant. In my opinion, there are very few if any situations in which a naked use of the term “book value” should be used in a buy-sell agreement. This is just a piece of lurking litigation.

In this case, the trial court decided to graft GAAP onto the definition of “book value.” However, this was not a foregone conclusion, and Bill originally fought its application since he argued that the agreement was totally unenforceable due to ambiguity. It is possible that the court would not have imported GAAP to its determination of the meaning of the term “book value.” 

Suppose the parties weren’t using GAAP to begin with? 

The bottom line: if one is going to use some sort of valuation formula  or some variant of book value, strongly consider spelling out that GAAP is to apply and if there are to be departures from GAAP, consider spelling those out as well.

The trial court appointed a special magistrate CPA to determine whether the corporation’s financial statements were prepared in accordance with GAAP and whether there were any departures from GAAP. Due to the corporation’s failure to maintain sufficient GAAP records, the special magistrate CPA could not opine that the corporation’s financial statements were in fact maintained in accordance with GAAP, which, reasoned the court, rendered the term “book value” sufficiently ambiguous to be unenforceable.

Use of the term “book value,” even if defined in detail, is rarely advisable in a buy-sell agreement because it could be susceptible of manipulation. Book value does not factor in income-earning potential. Suppose that the business was a low capital business such as a service business.  The human capital component does not get factored in under a book value arrangement.

Even though it appears that Bill will get his wish and have the corporation dissolved, this will be a pyrrhic victory at best. On dissolution, he will probably not be compensated at all for the earning power or goodwill of the corporation and will face double taxation—at the corporate level and at the shareholder level. 

PART II

APPENDIX

Accumulated Earnings Tax

I.
The accumulated earnings tax is now a flat tax of a whopping 39.6%.47  It is imposed in addition to regular corporate income tax on all domestic corporations (except personal holding companies and exempt corporations) that retain earnings in an attempt to avoid a second round of income tax on the personal level.  

II.
A corporation may safely accumulate up to $250,000 ($150,000 if the corporation is considered a "personal service" corporation) of earnings to meet the "reasonable current and anticipated needs of the business" under a statutory "safe harbor".48
III.
A corporation can accumulate earnings beyond the $250,000 limit - safely - but only if it can prove the accumulation is for the "reasonable needs of the business". (The presumption is that earnings were accumulated to avoid income tax at the shareholder level).49
A.
"Reasonable Needs" include those needs which can be reasonably anticipated when a shareholder dies or at some later date and amounts required to effect a Section 303 Stock Redemption.50
B.
What is reasonable depends on the facts and circumstances of the client's own situation.51  If income is retained and used to purchase life insurance, the tax should not be imposed as long as (a) the insurance serves a valid business purpose and (b) it is related in amount and type to the valid business purpose.52
IV.
A corporation with earnings accumulated beyond its reasonable business needs may nevertheless avoid the penalty tax of Section 531 when a large portion of the accumulations is to redeem shares - even if the redemption is to take place at some indefinite time in the future in accordance with a very general plan.53 

V.
Will the purchase of life insurance to effect a stock redemption be considered a reasonable business need?  Yes - if necessary to promote corporate harmony, efficiency of management, or to make it possible for a corporation to continue its accustomed practices and policies.54  Documentation of the business purpose is essential.

VI.
Reasonable needs will NOT include outlays (such as loans) which benefit shareholders personally or benefit their friends or relatives or corporations the shareholders control or protect against hazards that are not likely to occur.55
Future business needs can be considered reasonable - but only if the outlay is considered necessary to the business and it has specific, definite, and feasible plans to use the earnings and the implementation of the project is in fact accomplished or not continually postponed.56
VII.
There is no accumulated earnings tax problem with respect to a buy-sell funded on a cross purchase basis since the corporation is not a party to the transaction.

Alternative Minimum Tax
I.
AMT (Alternative Minimum Tax) imposed at 20 percent rate on corporations - but on base much broader than normal corporate income tax.  Specifically, it is levied on AMTI (Alternative Minimum Taxable Income), corporate taxable income increased by certain "tax preferences"57 and with certain adjustments.

II.
AMTI of C corporation is increased by 75 percent of excess of ACE (Adjusted Current Earnings) over AMTI.  

Realized but unrecognized gain or investment income (e.g. internal build-up in life insurance policy) is included in ACE computation.  Death Benefits in excess of basis is considered in ACE computations.58  So gross proceeds - less "investment in the contract" (including amounts already included in ACE as inside build-up) included in ACE.  Policies significantly over $1,000,000 would likely generate increase in AMTI and corresponding increases in corporate tax.

III.
Exemption amount = $40,000 but is totally phased out when AMTI = $310,000.59  

IV.
C corporation can be subjected to AMT even if proceeds used to redeem stock. 

V.
The severity of the AMT is in inverse proportion to the amount of taxable income the corporation has in the year of the receipt of the AMT.

Assume $5,000,000 policy for which corporation paid $250,000 in premiums.60  Death proceeds constitute only preference.  AMTI would be about $5,000,000. ACE adjustment is 75 percent of difference between ACE ($5,000,000) and AMTI (determined without reference to ACE adjustment).   

Assume corporation has (before insured dies) taxable income of $5,000,000.  ACE is $10,000,000 less $250,000, $9,750,000.  ACE adjustment is 75 percent of $4,750,000 (i.e. $9,750,000 - $5,000,000), $3,562,500.  AMTI, $8,562,500, is corporation's $5,000,000 taxable income plus $3,562,500 adjustment.  $8,562,500 is multiplied by 20 percent. Result is "tentative minimum tax", $1,712,500.  If regular corporate income tax is $1,700,000,61 the AMT exceeds regular tax by (only) $12,500. (.74% Increase)

Effective for taxable years beginning after December 31, 1997, corporate AMT has been repealed for “small business corporations”.62  

Small business corporations defined. Small business corporations are those  which have average gross receipts of $5 million or less for the three-year period prior to its 1998 tax year. To continue to retain small corporation status after 1998 (or to qualify for the first time after 1998) a corporation’s three year - average gross receipts can’t be greater than $7,500,000.63 

A corporation that meets the $5 million gross receipts test will continue to be treated as small business corporation exempt from the alternative minimum tax so long as its average gross receipts do not exceed $7.5 million. 

Failure to meet definition.  A corporation that fails to meet the $7.5 million gross receipts test becomes subject to the corporate AMT only with respect to preferences and adjustments that relate to transactions and investments entered into after the corporation loses its status as a small business corporation.

The cost of protection from AMT: The alternative minimum tax credit allowable to a small business corporation is limited to the amount by which corporation's regular tax liability (reduced by other credits) exceeds 25 percent of the excess (if any) of the corporation's regular tax (reduced by other credits) over $25,000.

Together with significantly lower (than individual) corporate income tax rates, this repeal may swing many planners back to considering corporate ownership of life insurance for key employee, stock redemption, deferred compensation, and other purposes.  Corporate-owned life insurance for Section 303 stock redemptions and 6166 installment payouts of estate tax will increase in popularity.

Constructive Dividends
I.
The classic cross purchase plan requires that upon a shareholder's death or termination of employment, the departing shareholder will sell and the remaining shareholders will buy his or her interest in the company.  But, if the obligations of the remaining shareholders are performed by the corporation, the redemption is considered a constructive dividend.64
II.
The key is, "Will the corporation satisfy what is a "primary" and "unconditional" obligation of the remaining shareholder(s)?  (In the classic cross purchase agreement the triggering event - death or termination of employment - makes the remaining shareholder's obligation to purchase and pay for the decedent's stock unconditional).

III.
Can the selling shareholder argue that the redemption was never his or her primary obligation?  Could he claim that he was merely acting as the corporation's agent and it was always the intention of the parties that the corporation would be the buyer?  

A.
In order to succeed with this argument the parties must prove to the IRS and the Courts that a mutual agreement exists.  If the parties start with a cross purchase agreement and at some later point a stock redemption occurs, it will be presumed that no "agency" exists and that the corporate dollars used to buy the decedent's stock were in essence first distributed to the surviving shareholder as a dividend and then used to purchase the stock.65
B.
On the other hand, where a shareholder formally agrees to purchase the stock on behalf of the corporation (in one case because if the company showed the redemption liability on its books the transaction would have constituted an act of default on its bank credit agreement) until the firm's banking relationship improved, the shareholder was considered the corporation's agent.66  When the corporation later bought the stock from the shareholder, it was not considered a payment in discharge of the shareholder's primary obligation.

1.
One buy-sell provided that if a shareholder wanted to sell stock, the remaining shareholder would either purchase the shares or "cause them to be purchased". When corporation actually bought the stock, the IRS held: no constructive dividend: "the existence of alternative methods of discharging the purchase obligation meant the remaining shareholder's obligation could not be regarded as unconditional."67
2.
Another buy-sell stated that the purchaser would be the majority shareholder "or his assigns".  The corporation was the actual buyer.  This was interpreted in the same way as in 1 above.  The court held that the contract didn't require the majority shareholder to be the primary and unconditional purchaser; he could either purchase the stock or cause them to be purchased by the corporation.68  

The trick is to create (through the phrase "or his assigns") an alternative obligation that means the individual shareholder was never primarily and unconditionally obligated to be the purchaser.  This is sometimes called the "alternative obligation" escape valve.

C.
Some agreements (such as the WAIT AND SEE BUY SELL69) provide from inception for a purchase by the corporation but, if the corporation is unwilling or unable to perform, (or to the extent it does not perform), the remaining shareholders will (or are given the option to) purchase.  No constructive distribution occurs in this case since the shareholders are only secondarily liable.  A constructive distribution will not be triggered unless the corporation satisfies an obligation that was primarily the shareholder's.

D.
Under the facts of a private letter ruling, the client entered into a buy-sell agreement allowing (but not requiring) him (the client) to buy the other shareholder's stock upon death.  But before exercising his right to purchase the stock, the client assigned that right to the corporation. The corporation then purchased the stock.  The IRS treated the transaction as through the client had purchased a "call option" which he then transferred to the corporation which exercised it.  The IRS noted that such an "option" did not create an obligation to buy the stock and as long as it was not exercised prior to the assignment, did not create an obligation for him to buy.

E.
A defective agreement can be changed without triggering dividend treatment as long as revision is made BEFORE the shareholder's obligation becomes unconditional.70


1.
Suppose shareholders sign buy-sell triggered at death and requiring survivor to purchase the stock.  After a shareholder died, surviving shareholder and estate of decedent shareholder sign letter prepared by estate's attorney providing for a purchase by survivor of decedent's stock at agreed upon price (original price was to have been updated every year but for over 10 years prior to death, there was no reevaluation).  Executor later balked and refused to comply with either original buy-sell or terms of letter establishing updated price.  Court ordered compliance with terms of letter.  Corporation bought decedent's estate's stock.  IRS argued: when corporation paid for stock, it was satisfying sole shareholder's personal obligation to pay for the stock.  He in turn argued that there was a change in the original agreement.  Neither the IRS nor the Court agreed.  Once death occurs, obligation is set and it becomes too late to avoid tax liability.71


2.
Where shareholders sell stock back to co-shareholder for cost (to avoid capital gain) and are allowed to purchase corporate asset for price significantly under its fair market value, IRS treats this "bargain sale" as constructive dividend.72  The amount of that dividend was difference between $7.2 million dollar asset received and $4.2 million paid.  Shareholders, who sold their stock to co-shareholder and purchased a corporate asset at a bargain price simultaneously, were not allowed to claim that purchase from corporation was in reality a stock redemption.  



3.
Compare that case with one where sole shareholder wanted to sell stock to  competitor.  She sold part of stock for cash.  Corporation purchased remaining stock from shareholder.  Had redemption occurred first, followed by sale of stock for cash to third party, redemption would have been incomplete and therefore a dividend.  But by arranging the stock sale for cash to precede the redemption, at the time of the redemption, there was a complete termination of the shareholder's interest.  The court held that the complete extinguishment without retention of beneficial interest is not a dividend distribution.73
Deduction for Cost of Redemption
I.
Tax law prohibits a deduction for the costs involved in a stock redemption.74 This deduction denial applies even if the redemption is necessary to save the corporation's business life.

A.
At one time a stock redemption triggered by a business necessity would generate an income tax deduction for the expenses related to the redemption.75
B.
The Tax Court has recently held that the amount paid by an automobile dealership in redemption of its stock (the Toyota company required the dealership to buy back its stock from all shareholders except the taxpayer as a condition for the renewal of the distributorship agreement) and therefore necessary for the firm's survival was not a deductible business expense.  The court held that the amounts paid by the auto dealer (over $12,000,000 for the stock and almost $200,000 in legal fees) were a capital expenditure and therefore could not be deducted or amortized and had to be capitalized.76
II.
Corporation's purchase of  own stock is a capital transaction and no deduction will be allowed for either the purchase price or the expenses associated with its purchase even in dire circumstances where the corporation has no choice but to redeem the shares.77


III.
How to lose weight by eating cake

A.
Can business succession payments  be income tax deductible?  Consider this:

1.
King Kong, age 45, owns 90 percent of the Fay Wray Tower Corporation.  The business has been appraised at approximately $1,000,000 for federal estate tax purposes.78Kong's interest is therefore worth about $900,000.  

2.
Although he's taking a salary of only $70,000 a year, his CPA is quite comfortable in telling him he could safely take at least $100,000 or more.  King signs an agreement with the corporation for NQDC (Nonqualified Deferred Compensation).79  Under this agreement, King's salary is increased by $30,000 a year to $100,000 but the additional $30,000 is deferred until King dies or retires.  The additional salary (together with interest and appreciation) will be paid in 10 annual installments with interest at that time.  

3.
Assume the money necessary to finance this contractual agreement requiring corporation to pay out $30,000 a year for 10 years is conservatively projected to grow to $400,000 by time King reaches retirement. This lowers value of business by at least $400,000, down to $600,000.  King's share of the business is now closer to 90 percent of $600,000, $540,000 rather than $900,000.  

4.
The nondeductible payments King's co-shareholder (and/or the corporation) must make are reduced significantly.  Corporation does have to make nonqualified deferred compensation payments, but those are tax deductible when paid at corporation's highest bracket.  Tiny Tim, King Kong's co-shareholder, buys King out in part - with tax deductible dollars.

5.
This "reduction in purchase price to reflect the corporate liability for deferred compensation" technique will also work with a cross purchase arrangement.  Co-shareholders agree to purchase each others' interest at a price discounted to reflect the corporate liability to continue salary payments beyond Kong's death or retirement.  The corporation satisfies salary continuation liability with tax deductible dollars.

6.
If parties or counsel feels uncomfortable or are concerned different provisions and valuation formula for different events is unwieldy to build into agreement, easier to leave agreement alone and make adjustments through NQDC plan.  If King Kong, who has all business contacts, leaves prior to normal retirement age, his untimely departure will severely injure the corporation and therefore depress value of stock held by co-shareholder, Tiny Tim.  Voluntary departure situations could be penalized under NQDC plan so that if King left early, he'd receive same amount under the buy-sell as if he'd stayed to normal retirement age but he'd forfeit all or portion of payments under NQDC plan.

B.
Losing weight by eating cake requires that the parties start early to be sure the cake will rise sufficiently.  Investing some dough up front will do the trick.

Buy-Sell - Drafting Issues
I.
Not So Obvious Problems:

A.
There may be innocently held differences between buyers and sellers as well as manipulations and hidden agendas.

B.
Potential Solutions:

1.
CPA  should be brought into planning stages early to note potential areas of disagreement.80
2.
Have CPA note definitional traps (and spell out party's choice and define terms) such as:

a.
Should assets be valued according to current or historic value?

b.
Should LIFO or FIFO be used?

3.
Consider what should be done if accounting standards rules change.

4.
Discuss and decide upon what should be done if it is found that:

a.
Previously expensed items are carried in inventory

b.
Previously charged-to-repairs and maintenance items were capitalized

c.
There were certain purchase and sales cutoffs as of the balance sheet date that the parties don't agree upon

d.
The firm has unrecorded liabilities 

e.
expenses not accrued at period end

f.
any bias toward either over or understatement of accounting estimates (such as the appropriate amount of litigation reserves)

5.
Confer about tension between GAAP and consistency.  Certain issues are not material in a routine reporting context but are important in a buy-sell environment.  For instance, how would the parties handle a situation where nonmaterial amounts on the seller's prior financial statements were clearly erroneous under GAAP?  Should that error be perpetuated to retain consistency?

6.
Note and resolve the potential skew depending on who issues the closing date balance sheet (Is it seller or buyer?)  Assume seller's CPA will issue the closing date balance sheet.  Assume goodwill carried by the seller for many years was questionable but tolerated by his accountants as not material (even though GAAP would have resulted in a write-off).  The adjustment is not booked at closing - to the consternation of a buyer who now argues that he's paying for "goodwill" that has little if any value.  Now take the same facts but assume the buyer's CPA issues the closing date balance sheet.  Now a write-off occurs and what happens to the size of the sale proceeds the seller expected?

7. There are a multiplicity of potential problems when the parties fail to consider the full range of possible outcomes - particularly where they have no knowledge of the accounting rules commonly used or attempt to draft their own without aid or assistance from an estate planning competent CPA.  For instance, what if the parties specify that closing is contingent on the receipt of an unqualified auditor's report and require delivery of that document in very little time.  The timetable is impractical.

II.
Failure to match the forms with the facts.81

A.
If the provisions in the buy-sell don't fit with the circumstances of the business, its owners, their families, and how their situations and desires relate (or conflict), there will be problems. Too often, the professionals have failed to discuss these issues with the key parties and sometimes have not considered them (the issues, facts, or people) in drafting the agreement.  Different relationships require different solutions.

B.
Who is your client?  Is he (she) (it)

1.
"King Kong": He owns all (or almost all) of the stock and calls all the shots.  King Kong works 20 hour days (only because he's slowed down since founding the company 20 years ago).

2.
The "Seven Dwarfs":  Power is controlled in relatively equal shares by those who work in the business.  They are related on many dimensions. 

3.
"Burt and Harry":  Two friends who started a company after getting out of the army.  They own equal shares of "CPA" (control, profits, assets) but are unrelated.  

4.
"Murphy Brown": The stars who work in and run the business are outsiders.  They own no stock in the business.

5.
"The Queen and the Prince":  Some family members work full time in the business while others just enjoy royal wealth.

C.
Does the buy-sell mistakenly treat all owners alike?

1.
King Kong has based his life on the premise that "All I want from life is an unfair advantage".  He thinks he (or his heirs) should be able to do whatever they want to do with the corporation.  

a.
Does he know that the buy-sell gives his (very small minority) shareholder the right to buy him out at death, disability, or retirement (making it impossible for him to hold on to the stock or pass it on to family members, sell it to an outsider, or merge the company with a publicly held corporation to obtain tax deferred liquidity?)

b.
In this case it makes more sense to give King Kong the right to buy out a minority shareholder but not provide that person with the right to buy him out.  

c.
King Kong wants to be able to transfer stock to anyone he wants, including to his daughter and heir, Hong.  He'd also like to be able to transfer stock to key employees.  Yet he doesn't want his (very small minority) shareholder, Tiny Tim, to be able to sell to anyone but King or the corporation.  Or, King is willing to sell his stock to Tiny Tim, but only on the death of the survivor of King and his daughter.  On the other hand, if Tim dies (etc), King wants the right to buy back his stock right then and there.

2.
The "My kid's already in the business" situation.  Catchum Nappen, a CPA is in business with Y. Zoldowl, a salesman, and Barry Ster, an attorney.  Both Nappen and Ster have children (no longer "kids") actively working in the business and adding to the firm's profits.  How do Nappen and Ster assure children a place in firm when they die?

a.
Each current owner enters into a master buy sell which provides for a corporate and/or cross purchase of stock.  But Nappen and Ster agree to sell only upon the death of the survivor of they or their children.  For example, Nappen's stock will not be sold back to Zoldowl or Ster or to the corporation until both he and his son, Seldom, have both died.

b.
Under "sub-buy sell", provided in master buy-sell, Nappen provides: if either he or son dies, survivor buys on cross purchase basis. Survivor bound by terms of master buy-sell.82
3.
The point is:  All of the provisions and restrictions of the buy-sell do NOT have to apply equally to all the owners.  Equal buy out rights might be just peachy for the Seven Dwarves or Burt and Harry but bad medicine for King Kong, the Queen and the Prince, or others.  Equal restrictions likewise.

III. Backups Backups

1.
Not all deathtime payouts will be sufficiently funded.  Insurance adequate at the date the agreement is signed is often not adequate when the triggering event occurs.

a.
The firm's value grows but the need for increased insurance on the lives of the owners was ignored or overlooked.

b.
The firm's value grows but one or more key individuals became uninsurable or took up hobbies that made more coverage impossible or prohibitive (skydiving photography).

c.
One or more owners was uninsurable at the inception of the buy-sell or at some later revaluation date.

2.
Rarely will a firm in its early years have sufficient cash to pay a lump sum to an owner terminating unexpectedly during his lifetime - and in many cases there is insufficient cash even in normal retirements for lump sum buy-outs.

3.
This leads to installment (deferred) payments.  Have the owners provided adequate security for the person being bought out?

a.
Provide that as long as the corporation and/or remaining shareholders continue to make payments as agreed upon, they continue to vote the shares repurchased.  But upon default, C.P.A (Control, profits, and assets) represented by those shares shifts back to the seller.

b.
If the form of the buy-out is stock redemption, consider requiring the surviving shareholders to personally guarantee payment to seller.  Collateralize the buyers' homes.

4.
Be sure there is always an escape valve - even at death where the parties feel life insurance funding is adequate - so that a shortfall in cash to pay the buy-out price will not result in a cash crisis.  Provide for installment payments (with interest) in event of shortfall.

5.
Deductibility of interest from buyer's perspective:  Interest on a loan used to purchase 100% of the stock from an individual's employer was considered "investment interest" - even if the sole motive was to protect the individual's employment.83  Interest is deductible only to the extent of the buyer's net investment income but any excess can be carried forward.

IV.  A smoking gun but a missing trigger.

1.
Most buy-sells focus on death and retirement as triggering events signaling either an obligation or an option for the remaining shareholders to purchase the interest of the departed owner.  Significant litigation often occurs - not because of what the agreement says - but because of what it doesn't day - about other events.

2.  I Divorce Thee, I Divorce Thee, I Divorce Thee

If a shareholder divorces, the stock often ends up in the hands of the nonowner (and non-working) spouse.84  Consider the consequences:

a.
The nonowner spouse will be tempted to drag the corporation into the divorce or separation proceedings.

b.
At the very least, every shareholder will be concerned if not distracted by the possibility of being in business with a non-working owner.

c.
Some businesses will go from one in which all the owners work in the business to one in which some do and some don't.  At that point there's a natural conflict of interest.  The outsiders want dividends and want the insiders to take lower salaries, minimal fringe benefits, and modest other corporate before tax perks.  The working shareholders want just the opposite.

d.
The result is blackmail.  The divorcing spouse knows how much damage he or she can do by obtaining a minority interest - and lets the working spouse - and his or her co-shareholders know it.  The divorcing spouse's goal is to bargain with the "hostage stock" to bid up the price of the divorce. The result is the classic "cut off your nose to spite your face" routine.  The nonowner-spouse loses a job and the owner-spouse has an asset with much less value.

3.  Going, Going, Gone

.
A fool and his money are soon parted.  A minority owner who works in the business can be parted - from his or her job - by the majority shareholder if he or she controls the board of directors.  Picture the scene between a just fired partial owner-employee (who still has important rights in the business) and the remaining shareholders.85  Buy - Sell should provide for purchase of all the stock of a minority shareholder at firing.

4.  Bank On It

Personal financial problems such as bankruptcy must be considered in every buy-sell.86  Technically, once such proceedings begin, a trustee rather than the actual owner, is the title holder to stock.  That trustee must answer to and serve the best interests of the creditors of the bankrupt individual - interests which are often adverse to those of the business or its remaining owners.

5.  Practice, Practice, Practice

In the case of a medical professional practice or any other business where the loss of license means the inability to serve (and therefore to earn), the buy-sell must consider the consequences and course of action to be taken.  Think about a practitioner who is found with a large quantity of illegal drugs, is jailed, and loses her license.  How would that event impact upon the other members of the practice?

6.  Fade Out

In a case where an accounting firm was dissolved after dissension between the partners the court held that the buy-sell price was not determinative since it did not specifically refer to the dissolution of the firm as a triggering event.87
7.
The solution to all these problems is to address the need for appropriate triggering events - before the need arises.

EQUALIZATION TECHNIQUES - HOW TO KEEP EVERYBODY HAPPY
“How do I make certain that those beneficiaries who will not run my business get a fair share of my estate?”88
I.
Your client, Former Candidate, has three children.  His oldest is a solid citizen who grew up in the business, knows it inside and out, and is both a good worker and good manager.  He has vision and drive.  The client’s daughter is very bright and financially successful but not interested in the business.  A third child is slightly retarded and can work in the business but could never run it.

II.
Client’s objectives are to transfer the business to the oldest son at the father’s death89 while providing for the financial security of the two others.  He wants to share wealth equitably if not equally, maintain control of the business in the hands of the oldest son, protect that son against the outside children, and protect them against him.

III.
Consider controlled Gifting Program: Assets other than the family business given to two younger children.  Problem: impossible to exactly equalize value, parties may not agree on what value of any given asset is, and may place additional value in certain assets (e.g. family’s summer home in Avalon). Also, is value of lifetime gift to oldest son of “discounted value”?  (Is 20% interest in $1,000,000 business worth $200,000 - or less because it’s a minority interest?  If so, should gifts to younger children reflect this discounted value?  If no discount assumption during lifetime , should will contain a provision making up discount to business owning son? Problem: Takes constant monitoring and continual work.

IV.
Consider Nonvoting stock: Assume client wants two younger children to have some interest in the business but recognizes only oldest child can run it.  Recapitalizing with voting and nonvoting stock - followed by gift or bequest or bargain sale of voting stock to oldest son and nonvoting to others - might accomplish objective. (Query: Should nonvoting stock donees get “more” because their stock (nonvoting) is really worth less?).  Can work for C or S corp.  Passive income received by two younger children can be offset with losses from any real estate or other depreciable investments they own.  Problem: Younger children do not have power to control how business is run and in S corporation may be taxable on income earned but not paid out. (Consider “tax protection agreement”).

V.
Shareholder Agreements: Consider contractual restrictions on activities of insiders and on transferability of stock and protections for non-voting shareholders.  Provide for valuation of business, dispute resolution mechanisms, and other contingencies.  Consider setting compensation of CEO by majority vote or some other formula, requirement that the business will pay out amount at least equal to highest tax liability of any outside shareholder, (Formula can consider tax benefits of any loss years’ allocations).  Require approval of outside shareholders for “major transactions”. For instance, sale, merger of business, borrowing beyond certain specified amount, change in direction or nature of business.  Provide an employment agreement to oldest son or require a super-majority vote to terminate his employment to protect him.90  

VI.
Delay decision and use post-mortem sale: Many clients do not want to relinquish even a little control while they are alive.  Even if some transfers have occurred during lifetime, post mortem sales may be appropriate.  The surviving spouse may arrange a transfer of the business to the oldest son (or all three children) while she is still alive.  She may need to convert her business ownership into an investment asset. She could give and or sell some or all of the stock to one or more of the three children.  The company could buy back all of the younger two children’s stock.  This would make the oldest child the 100% owner.  Insurance owned by the corporation on the parent(s) life(s) could be used to finance the purchase. Problems: Oldest son does not get a step-up in basis.  Solve by purchasing insurance on father’s life and buying directly from father or from mother.

VII.
Use life insurance to even things up: Life insurance owned by the oldest child on the life of either or both parents can enable a purchase at the death of the survivor. Insurance owned on the life of the father can enable purchase at his death.  This would provide income for the mother and an increased basis for the oldest son.  Insurance owned by or for the two younger children on one or both parent’s lives can provide them with income/wealth that will make up for the business interest they don’t get.  


Federal Estate, Gift, and Generation-Skipping Issues Relating to Succession Planning
I.
The QTIP Tax Trap - I

A.
Your client, Silvester "Sly" Fox, is 60 years old.  Sly has built a $4,000,000 business. Sly's other assets consist of a $700,000 home and two $50,000 cars (both of which are leased by the business). Sly is married quite happily for the third time. His daughter, Silva Fox, is 33, single, brilliant, and is the hardworking senior vice president of the client's firm.  She is more than capable of running the firm on her own and probably increasing profits.

B.
Sly's objectives are to pay little, if any, federal tax at death, provide a lifetime income for his 28 year old wife Red Fox (enough to maintain her present high quality of life), and most importantly assure that no one will receive the stock in the corporation other than his daughter.   He also wants to provide his daughter with the remainder of his estate when his wife dies.

C.
The obvious solution is a QTIP providing "Income to my wife for life.  At her death, assets in the trust are to pass to my daughter", Silva.  The major problem with this is that the trust will be comprised mainly of closely held stock in a corporation which like most has never paid a dividend.  It is likely the IRS would deny a marital deduction on the grounds that Section 2056 requires that a QTIP must pay income annually or more frequently and that the probable nonpayment of dividends would violate that rule. As a practical matter, Silva may never receive her interest since she'll have to wait until her 28 year old step mother, Red, dies.

D.
Could the above problem be solved by paying out a modest dividend of say $4,000 a year?  Probably not.  The income must be reasonable and commensurate with the value of QTIP trust assets in order to meet the intent of the "annually or more frequently" requirement.

E.
Could the marital deduction be saved by inserting a provision allowing the surviving spouse to demand that the trustee make assets in the trust income producing?  The answer is "Yes".  The marital deduction would be allowed but at the cost of the loss of a major estate planning objective transfer of the client's stock to his daughter.  The surviving spouse can require the trustee to sell the stock to the highest bidder who may not be the daughter.  Or, there may be no offer at a reasonable price, or the buyer may want the business but not the daughter in the business.  The other alternative is for the wife not to make a demand on the trustee.  This is highly unlikely and may not be possible even if the surviving wife wanted to honor her late husband's wishes.

F.
One potential solution is for the QTIP trust to be established as before with the normal provisions.91
1.
A buy-sell is created between Sly Fox and his daughter, Silva which basically states:  "Sly dies, Silva buys".  The buy-sell is funded with life insurance on the Sly's life.  Silva's salary is increased to enable her to pay the premiums or a split dollar plan is created to help her afford the policy on her father's life.  

2.
At Sly's death, Silva receives cash from the insurance policy.  She uses the cash to buy the stock in his estate.  This accomplishes Sly's objective of transferring the business to his daughter (and no one else).

3.
Sly's estate now has cash which it uses to fund the QTIP.  The marital deduction is obtained and a massive federal estate tax drain at the Sly's death is avoided.  

4.
The QTIP trust now invests the estate's cash in income producing assets and pays the trust's income out to the surviving spouse.  "Income for the wife" objective is met.

5.
At Sly's surviving spouse's death, assets in the QTIP trust (less estate taxes) are paid to Sly's daughter, Silva.  This accomplishes the remaining objective.

G.
As an alternative, the client might set up the QTIP in the normal way with provisions giving the surviving spouse demand rights over the principal in the trust.  No buy-sell would be established.  The client would create an irrevocable trust funded by life insurance.  At his death, the trust would provide income to the wife for life and then the corpus would pass to the husband's daughter.  But income payments to the wife from this separate irrevocable trust would be conditioned on her making no demand for a sale of QTIP assets.  If she demands that the trustee sell QTIP assets, she'll lose her right to income from the irrevocable trust.
II.
QTIP tax trap - II

A.
Ole set up a trust for Yolanda, his wife, that provided income to her for life and then the principal, stock in his closely held corporation, was to pass to their son, Sven.

B.
The QTIP trust gave Sven a purchase option.  He had the right to buy the stock from the QTIP trust for its book value.  The trust also provided that as long as the son ran the company (which he was at the time of his father's death) he could also vote the stock in the trust.

C.
The IRS disallowed the estate tax marital deduction.92  

1.
It argued that he controlled whether or not the corporation in fact paid any dividends (a requirement under QTIP law is that "all income must be paid annually or more frequently to the surviving spouse".  Since the son - rather than the trustee - controlled the voting of the stock, neither the surviving spouse nor the trustee could force the payment of dividends.

2.
The IRS also noted that the son's option to buy the stock at book value prevented the trustee from selling the stock and making it income producing.  So the spouse had no real (enforceable) right to income from the trust.

IV.
As Doctor Suess's Cat in the Hat would say, "And That Is Not All.  No, No. That is Not All."

A.
A lack of income to the surviving spouse in a QTIP may occur for some very practical reasons - such as a business cash flow problem or the need to reinvest money to expand the business.

B.
The nonpayment of dividends paid to the QTIP trust by the corporation may be used by the IRS as evidence that money was paid out in the form of deductible salaries rather than nondeductible dividends.

C.
It is quite possible that the surviving spouse will need money and exercise the right to require the trustee to make QTIP trust assets income producing.  That's a euphemistic way of telling the trustee to sell the stock.  

D.
The point is that it is not enough merely to thread the legal needle; the planners must be sure that the surviving spouse has adequate income and that the business is protected from a forced sale directed by the surviving spouse.

E.
Again, the answer may be a fully funded cross purchase Father dies - Son buys buy-sell in addition to the QTIP.

III
Why not just leave the stock to my spouse?

A.
If I leave the stock in my company to my spouse, the marital deduction will wipe out the federal estate tax and all my troubles will be over, right?

B.
Red Leitz owns 95 percent of the stock of the Red, Yellow, Green Street Leitz company.  His attorney drafted a pecuniary marital deduction power of appointment trust.  

1.
It provided that unproductive property could not be held more than a reasonable time during the surviving spouse's lifetime unless the trustee obtained Hedda's (the surviving spouse's) consent.  

2.
Red's will provided that the trust could not be funded with company stock unless there were no other assets available to fund the trust.

3.
The trust prohibited a sale of company stock by the trustee without the consent of Red's daughter, Fludd.  (This of course is inconsistent with provision 1 above).

4.
Red's daughter, Fludd had an option to purchase his stock within 24 months of Red's death at $1,000 a share.

C.
When Red passed into the blue horizon, his executor valued his stock at $11,000 a share.  Some of those shares were transferred to the marital trust.  Red's daughter exercised her option to buy shares at only $1,000 a share and the proceeds went into the marital trust.  

D.
Whetstone Whiplash, the IRS auditor, held that the portion of the trust funded with stock would not qualify for the marital deduction.  The reason for the denial of the deduction?  The daughter's power to buy the stock at considerably less than its fair market value at death was tantamount to a power to appoint marital trust assets to herself - merely by exercising her option.  In other words Red's daughter was - to the extent of the stock in Red's corporation - also a beneficiary of the marital trust.  This splitting of trust assets is a marital deduction "no no"; it means the surviving spouse is not the only beneficiary of the trust.93  It's as if the decedent had effectively divided the value of his stock between his daughter and his wife.

E.
This points out the extreme importance of a co-ordination  of the client's will and the stock purchase option - often drafted by different attorneys.  If stock subject to a purchase option is used to fund a marital trust, the option to purchase could invalidate a QTIP election or reduce the amount of the marital deduction in a power of appointment trust.

 F.
Then there was the guy who left 51 percent of the business to his son and 49 percent to his widow.  Both blocks of stock were left in trust with the same trustees.  

1.
The IRS held that the marital deduction was allowable - but the value of the wife's interest wasn't 49 percent of the value of the corporation.  

2.
Why not?  Because as a minority interest, it was subject to a minority discount.  This lowered the marital deduction and increased the estate tax.  

G.
What's good for the goose...  In yet another case with almost identical numbers the decedent, Fatty Cheeks, left 51 percent of his stock outright to his wife and the remaining 49 percent to his daughter, Rosey.  Fatty's executor claimed - and won - a premium for the 51 percent majority interest marital gift.  In other words the controlling interest was worth more than 51 percent of the value of the company because it carried control.94

Professional Corporation Issues
"Most CPAs have not planned in advance to preserve one of their most valued assets - their practices - in the event of their untimely death or disability.  Because most practices deteriorate substantially within 30 days of a CPA's death - and rarely last much longer than that if the CPA is permanently disabled and unable to manage or meet client demands - timely action can preserve practice value.  It can also help prevent a CPA's spouse or immediate heirs from facing a hasty sale or deposition of the practice in an emergency." "At the same time, through a handpicked successor, the CPA fulfills the professional responsibility to clients".95
I.
Impact of economic changes on professionals
A.
Medicare/Medicaid business less profitable because of government cost cutting and increased red tape.96
B.
Malpractice premiums continue to increase.

C.
Marketing expenses are now a major factor in many professionals' overhead and budget planning.

D.
High start up costs makes sole practice more difficult.

II.
Group practice seen as way to share expenses and build equity.

III.
The planner's problem is to stabilize and maximize the value of a PC or partnership interest against the economic impact of death or long-term disability as well as help the professional "harvest" the crops at retirement. 

So the goals of the professional are familiar:

A.
Provide income for the family of a professional in the event of death, disability, or at retirement,

B.
Create a market for the practice interest (i.e. obtain liquidity), and

C.
Protect the professional and financial interests of surviving shareholders.

IV.
Unique Problems of Professional Corporations:

A.
Non professionals are restricted by state law from holding an interest in a professional practice so the professional can't just leave stock or a partnership interest to a spouse or child.  Upon death, the professional's interest must be sold back to either the other professionals or the practice itself.  Even the deceased's estate may not hold (for more than a limited period of time) an interest in the practice.

B.
The professional's spouse and/children rarely could come into and/or run the business even if state law permitted.

C.
The professional's spouse and/or child couldn't afford to be an inactive shareholder even if state law permitted since professional corporations rarely if ever pay dividends.

D.
Since all the owners of a professional corporation are typically working in the practice, the loss of any one creates a physical, emotional, and financial strain on all the others that can't easily be replaced on a temporary or part time basis.  

VI.
What should be covered: (The not so common clauses)
A.
How will the patients (clients) be divided up?  Solution is to stipulate that the patients brought in by Dr. A remain his and Dr. B's patients remain hers.  Those who came to the practice after the practice was formed should choose for themselves. (Receptionist hands each one a "split-up" slip asking them to decide who they would prefer).

B.
How should the tangible assets, equipment, and supplies of the practice be apportioned?  

1.
Who keeps the office?  The telephone number?

2.
Remaining professional should pay the departing for his or her share of office, furniture, and equipment (based on independent appraiser's valuation).

3.
How should accounts payable be apportioned? (best view is to split equally regardless of who generated but hold back a percentage for joint outlays or unexpected expenses).

4.
How is work-in-progress and un-billed expenses apportioned?

C.
Determine how retirement plan assets are to be allocated where the departing professional is less than 100 percent vested. (Consider giving departing professional an amount equivalent to his or her account value in the form of assets from accounts receivable).

D.
Decide who pays the premium for the malpractice "tail".

1.
Contact the carrier to see how much money is involved.

2.
Consider requiring departing professional to pay all - unless termination is due to death, long term disability, or normal retirement.  In such a case practice could pay some portion (up to 100 percent).

E.
Specify what happens to health insurance.

F.
Spell out what happens if a doctor loses his or her license, hospital privileges, or board certification.  (Will public disgrace not resulting in one of the above reduce the value of the practice and if so, should impact be spelled out?)

1.
Provide for a "call" in the hands of the other professionals.  Give them the right to buy out the terminating individual - perhaps at a price or under terms less favorable than a normal termination.

2.
Consider a penalty for "abandonment of the practice".  

a.
Some agreements call for a 10 to 25 percent penalty.  

b.
Provide for an installment payout at the option of the remaining shareholders.

G.
Provide a non-competition clause.  A reasonable restrictive covenant will be recognized in some states assuming it is limited in time and geographic scope.  The buy-sell should spell out the penalty the seller must pay if he or she does compete in violation of the contract.  Consider an installment payout that stops if the covenant is broken.

H.
Long term disability:97 Without an agreement, clearly the parties’ bargaining positions will not be equal.  Planners should ask each owner what he or she would expect from the other owners/the business if disabled.

1.
Ask: “”What would you each expect if you were disabled? Will the firm continue your salary?  For how long?  What percentage? How long would you want to support a disabled co-owner? Where will the money come from? (Business cash flow, side fund, accumulated earnings?)

2.
Ask: “Consider an automatic buy-out after one year.  (Lump sum? Installments?)

3.
Carefully define "disability98".(“Would you want the responsibility of determining if your disabled partner is malingering?” “Would you want your partner skeptical of your disability?”)

a.
Can the professional come back part time?  (This would preclude firm from hiring full time replacement).  State that if a professional returns, work must be at the same level and the same time devoted as before.  This is particularly important with respect to mental illness or drug problems.

b.
Will the payment be the same amount as if the professional terminates at retirement?  Provide for installment payments at the option of the remaining professionals.  Interest must be considered on the unpaid balance or the IRS will impute interest and tax the seller accordingly.

I.
Normal retirement:

1.
Should the retiree have the option to purchase insurance the firm owns on his or her life? (Estate tax inclusion?).  A policy rollout may be particularly important to an older professional who can no longer obtain the coverage.

2.
Retirement clause provides a way to gracefully move out superannuated professionals and make room for new blood.  

J.
Death:

1.
Payout a lump sum assuming sufficient insurance but provide for installment payments to the extent insurance is insufficient.

2.
Protect the decedent's estate by backing the firm's promissory note with a security agreement using practice assets and accounts receivable as collateral.

a.
For extra security, demand the personal guarantee of the other professionals and their spouses.

b.
The guarantee should be attached as an exhibit to the buy-sell document.

3.
Specify that the remaining professionals can direct the voting of the deceased shareholder's interest. (Absent such an agreement, the estate could request a sale of the practice).

K.
Records:


1.
Specify what happens to working papers and files, books and records, financial statements, and tax returns?

2.
Specify what happens to employee records - and to the employees.

L.
Leases:

a.
Specify what happens to existing leases.

b.
Note who is responsible to make payments? (Successor firms usually don't want to take over).

M.
Liabilities:

1.
Identify all existing and contingent liabilities  

2.
Specify who pays existing debts of the firm.

3.
Provide in agreement that no professional can encumber any of his or her interest in the practice.  Otherwise, the financial problem of one professional could easily become the problem of all of them.

Consider a practice continuation agreement between an individual practitioner and another CPA or CPA firm (one which has enough money and staff to absorb a small practice upon the owner's death or disability).

Livening Up The Lifetime Sale
I.
Starting on a shoestring and selling out for big sawbucks is more than a chance occurrence.  The successful sale of a smaller company is often the result of a carefully orchestrated long-term strategy.99  This planning should start early and encompass the following eight steps:

A.
Beef-Up the Business:
1.
Study principal components of profit and loss statements and balance sheets for last three to five years.100  Examine trends to see where profits may be improved though productivity increases or cost savings.  Check to see if debt can be reduced and liquidity increased through an acceleration of accounts receivable.

2.
Compare the closely-held business in question with competitors.  List those areas of both strength and weakness.101
3.
Create a forecast for future needs:

a.
What will the personnel requirements be and how will they be met?

b.
What new products and/or services must be offered to stay competitive or increase market share?

c.
How much capital will be needed in the future and what is the best way to raise that capital?

4.
Establish priorities and create game plans

B.
Paint the outside/fix up the inside102
1.
Take action that reduces taxes and increases sales

2.
Place real estate in a separate entity so that one or more family members can own it and lease it to the corporation.

3.
Segregate machinery and equipment through a leasing subsidiary which can then be leased to the operating company.

4.
Make gifts of stock while values low and before sale initiated.

5.
Hold salaries and fringe benefits to reasonable limits to maximize profits.

C.
Do a Valuation Guesstimate:103
1.
Much of the data necessary to analyze the health of the business also applies in valuing it.  Why not do both at once?

2.
Consider and highlight 

a.
unique products

b.
services

c.
goodwill

d.
management

D.
Sell when the time is right
1.
When business profits show strong upward trend

2.
When business cycle is on upswing

3.
When potential buyers are holding excess cash

4.
When seller is convinced prospects for success are high

E.
Market the business
1.
Prepare a description of the business

a.
history of firm

b.
product information

c.
market information

d.
management information

e.
five year projection

2.
Outline the profitability and potential of the business

3.
Have a banker, lawyer, CPA, or business broker circulate that description

F.
Check on the potential buyer

1.
Obtain credit reports

2.
Determine character/reputation of buyers

3.
Consider company employees (and/or ESOP) as buyer

4.
Consider competitors

G.
Meet with potential buyer

1.
Non-binding letter of intent as basis for formal legal documents 

2.
Reach understanding on essentials

H.
Communicate during post sale period

State Law Issues
I.
Fiduciary Duty Surprise in Buy-Out Bail-Out

A.
"Hell hath no fury like a minority shareholder scorned."  Shareholders who are not working in the business slug it out with those who are - and the Outsiders lose.  It's like a textbook case in why a buy-sell agreement is a MUST!  

B.
Al V. Cado was an "OUT", a shareholder who was not working in the business.  The facts were these:

1.
Al owns about 25 percent of the common stock but none of the voting stock of the Buy By The Board Lumber Company (BBTB).  

2.
The majority of the voting stock is owned by the directors who are also officers in and full time working employees of the business.

3.
Out of almost $30,000,000 in profits over the last 10 years, BBTB has paid dividends to all the outsiders of less than $250,000.

4.
There is no market for Al's stock aside from the company itself.  Although the BBTB Company has offered to buy stock from time to time, the offers were always well below book value.  Al has no bargaining power and must accept whatever the company decides to offer or he can hold on to his stock and hope.  

5.
Employee shareholders could sell stock acquired from firm's ESOP back to ESOP at price determined through annual valuation performed by independent accountants.  But non-working shareholders have no such right.

6.
BBTB purchased key employee life insurance to buy stock owned at death by top management. (Premiums on that key man coverage exceed the dividends paid by BBTB.)  But no such buy-out insurance was purchased on any non-working shareholder's life to provide estate liquidity.  If the executor of an outside owner had to raise cash to pay estate taxes on BBTB stock, the estate would be at the BBTB's mercy.

7.
What did the minority shareholders do?  They went to court and claimed that their interest as a shareholder had been ignored and the directors have breached their fiduciary duties by favoring themselves (and all other employees) at the expense of non-employee shareholders.  They argued that the problem goes beyond the unconscionably low dividends or the company's unwillingness to pay a fair price for the outside shareholder's stock.  

8.
The inside shareholders countered with the following:

a.
A court may generally force business to declare dividends only if "gross abuse of discretion" or fraud by the company's directors can be proved.  The decision to pay or not to pay dividends almost always rests with the directors of the business and the courts will not interfere unless dividends are set so low that they are oppressive or the result of bad faith.

b.
Retention of profits was and is a sound business decision and necessary to promote the company's growth and to meet normal as well as exceptional business needs.

c.
Salaries are (even together with bonuses and employee benefits) not excessive and much of the money paid to top executives was tied to company performance.

d.
A business has no obligation to buy-out minority shareholder.

e.
The growth and success of business is largely because of efforts of Ins, the people who added most to the firm's profits.

9.
The court found no plan for "ploughed back" profits to eventually be paid to company's shareholders.  OUTs have been unfairly treated.

a.
The most important evidence of unfair treatment of the OUTs by the Ins is that the Ins recognized and solved their own liquidity problem through a life insurance funded corporate Section 303 or full buy-sell plan but made no such provision for the OUTs.  The judge pointed out that this "is concrete evidence that defendants have favored their own interests as stockholders over plaintiffs'".

b.
It shows that fiduciaries (the directors) benefited themselves by providing estate liquidity through key employee life insurance while not providing any such "escape valve" for the OUTs.  

10.
The judge added that "I am not suggesting that there is some generalized duty to purchase illiquid stock at any particular price.  However, the needs of all stockholders must be considered and addressed when decisions are made to provide some form of liquidity."104  

When the case was overturned by the Supreme Court of Delaware, the judge held:

"The liquidity afforded to employee stockholders by key man policies and employee stock ownership plans (ESOPs) did not require substantially equal treatment for non-employee stockholders".  "Generally speaking, creation of key man insurance programs is normal corporate practice".

It held for the defendants (the insiders) because it felt that 

"A court's decision, in a case where the court is scrutinizing the fairness of a self-interested corporate transaction, should not be the product solely of subjective, reflexive impressions based primarily on suspicion or what has sometimes been called the "smell test".  

"The directors did not maintain a discriminatory policy of favoring voting majority shareholders over the nonvoting minority shareholder by implementing key man insurance without providing substantially equal treatment for non-employee stockholders where the directors' actions were consistent with the founder's plan and the nonvoting shareholders were simply passive investors entitled to be treated fairly but not necessarily treated equally.

11.
Lessons of this case:

a.
Minority shareholders at the mercy of majority shareholders.  

b.
Minority shareholders who do not work in the business are more at the mercy of majority shareholders than those minority shareholders who work in the business.  Inevitably disruptive and destructive conflict of interest between true Ins and true OUTs.

c.
If shareholder's estate consists of minority interest in closely held stock, no matter how much wealth that stock represents, it will be more of estate tax liability than an asset if there is no market (at a fair price) and it pays no significant dividend.

d.
Even actions of shareholders who own majority interest, work full time in the business, and generate profits can be questioned by those who never worked a day in that business.

e.
Fairness between the INNs and OUTs and a fully life insurance funded buy-sell between all the shareholders would have eliminated all or certainly much of the problem in this case  and in others that have not yet found their way to court but will.  

f.
Not all corporate clients will find judges such as the Supreme Court in Delaware where protection of corporations and corporate interests is a major thrust.

12.
The problem here was not that the corporation purchased life insurance; it was that the corporation didn't purchase enough!  The court itself held that "the cost of maintaining the life insurance was a relatively minor corporate expenditure".  Had the INNs insured and protected the OUTs with the same type of life insurance, the OUTs probably would have lost the case.

13.
The great irony is that when the founder of the business died, he left most of the stock to his loyal employees (the defendants in the case) and only a small portion of his stock to his second wife who later sold or gave away most of her shares to the plaintiffs.  Had the executives bought out the founder with a life insurance funded buy-sell (perhaps supported through a split dollar or Section 162 Plan), his heirs would have had the cash they wanted and the INNs would not have had to defend a lawsuit.

II.
Other State Law Considerations in Stock Redemptions105
A.
States impose a restriction on a corporation's rights to buy its own shares.

1.
The purpose: prevent cash bail out cash from corporation to a controlling or majority or even minority shareholder to detriment of creditors (or minority shareholders) or preferred but nonvoting shareholders.

2.
Many states provide that a corporation can only purchase its stock if 

a.
it is not insolvent at the time of purchase and/or

b.
it would not be made insolvent by the purchase.

3.
Many states allow the corporation to buy back its own stock only if the corporation has unreserved and unrestricted earned surplus at least equal to the purchase price.

4.
To assure corporation's ability to redeem stock, buy-sell should provide

a.
the corporation is obligated to write up assets carried on the books at market (or at depreciated value) to their fair market value, and

b.
require shareholders, to the extent the corporation is legally prohibited by state law from purchasing its own shares, to make the purchase personally.

II.
State Law Bans on Sale of Certain Business Interests

A.
Traditionally, attorneys (even practicing in partnership) barred from by state codes of professional conduct from realizing commercial value of  practice.

B.
More states have held that "all or substantially all of the law practice of a member, living or deceased, including goodwill, may be sold to another member or law firm".106
C.
As of 1990, the ABA (American Bar Association) changed its model code to allow the sale of law practices, including goodwill - but with the proviso that the seller cease "to engage in the private practice of law in the area or jurisdiction in which the practice has been conducted".107
D.
This trend will held give sole practitioners the same right to sell their law practice as attorneys in large firms with buy/sells.

 HOME ALONE: PLANNING FOR SOLE SHAREHOLDERS108
Planing for Sole Shareholders:

Will planning increase net worth of shareholder’s family?

Is shareholder “giving” business to designated employees?

Are those people “better off” if shareholder dies?

Is shareholder better off purchasing insurance personally (and/or through split dollar/Section 162 bonus) and having it owned by an irrevocable life insurance trust for his/her family?  This method may provide family receiving value of business through life insurance plus business sales proceeds - without expectations among key employees about their ownership of business.

Shareholder writes letter to attorney and accountant specifying key employees to “take responsibility for sale of business - or to purchase business”

Key employees get specified bonus for successful sale of business

Key employees get discount (in amount of bonus) if they are able to purchase business

Advisors instructed to allow key employees to purchase business over time through installment purchase (Plan held secrete until after owner’s death).

Installment Sale to Intentionally Defective Grantor Trust109
I. The sale of closely-held stock to an intentionally defective grantor trust in return for a promissory note - paying interest with a balloon payment at the end of the specified term - can shift appreciation at no gift tax cost.

II. Assume S corporation with three equal shareholders, S1, S2, S3.  Each wants to retain a balance of control during lifetime but provide liquidity for his/her family at death.

A. Each shareholder creates grantor trust.  Trust benefits children/grandchildren.

B. Each sells shares of S corporation to own IDGT.110 

C. Each receives back promissory installment note - paying interest at appropriate AFR rate.111
D. A buy-sell is drafted between the shareholders - individually and as trustees of their individual IDGTs - requiring the surviving shareholders to purchase - at a formula price - all the shares of a deceased shareholder from his estate/trust.  To the extent there is life insurance, the purchase price must be paid in cash.  Any balance can be paid in installments with an interest rate equal to the current AFR paid on any balance.

E. To finance this arrangement, each trust buys a policy on each all shareholders’ lives.    A split dollar between the corporation and the trusts or Section 162 Bonus plan may be used to finance the purchases.

F. Interest on the notes is financed through the trust’s ownership of the S stock.  

G. S stock income paid to the trust is also used to help finance premiums.

H. At Shareholder 1's death, each trust will receive proceeds.  Trusts for shareholders 2 and 3 use that money to purchase stock from shareholder 1's trust.

I. None of the proceeds is included in shareholder 1's estate.

J. Shareholder 1's trust receives proceeds from (a) the policy it owned on shareholder 1 plus (b) the payments from trusts for shareholders 2 and 3..

K. Shareholder 1's trust then uses the proceeds to pay off any loan and uses any remaining amount to purchase assets from 1's estate.

Valuation Issues112
I.
The agreement wouldn't fix the price for federal estate tax purposes (whether or not the business is family113 owned) if:114
A.
The price is not determinable under the terms of the agreement;115 or

B.
The owner of the interest is not obligated to sell at the contract price;116 or

C.
The obligation to sell at the contract price is not binding during both during lifetime or at death (i.e. if an owner is free to sell during lifetime at a price higher than at death);117 or

D.
The agreement is not a bona fide arrangement; or

E.
The agreement is essentially a testamentary device designed to transfer the business interest to the natural objects of the shareholder's bounty.118
F.
The agreement appears to meet all the IRS requirements but in fact is ignored by the parties119 or the parties act in a manner inconsistent with the terms of the agreement.120
II.
Impact of Agreement on Federal Estate Tax Valuation 

A.
Absent a predetermined value, the burden is on the deceased shareholder's estate to prove the price claimed is reasonable.  This involves considerable expense and aggravation.  If the estate loses, it is conceivable that the tax could be as much or even more than the amount received for the stock.

B.
Practitioners must consider

1.
Valuation understatement penalty of 20% to 40% (depending on the degree to which an undervaluation is found).121
2.
The valuation overstatement penalty (similar to the understatement penalty) where the estate attempted to claim a higher than reasonable value in order to step-up the survivors' basis in the stock and reduce any gain on a future sale.

3.
The price set in the agreement will have an impact on lifetime sales and/or gifts of stock (as would the credibility of the sales price in the agreement also be affected by the price of stock sold shortly before a shareholder's death).

III. 
Buy-sell transactions between the natural objects of the other's bounty and others.

A.
Regulations

1.
The effect of the contract price depends upon the circumstances of the particular case:

a.
Little weight is given to an agreement where decedent was free to dispose of underlying securities at any price he chooses during lifetime.

b.
No regard to agreement at all is given unless it is bona fide business arrangement and not a device to pass the decedent's shares to the natural objects of his or her bounty for less than an adequate and full consideration in money or money's worth.

c.
By implication, at least some credibility will be given to a buy-sell in fixing the estate tax value - even if that value is different from what a current appraisal without regard to the agreement would determine - as long as these criterion are met.  Case law and IRS rulings concur.

B.
The five (RED BEL) tests:

1.
Requirement that estate sell

a.
Estate must be obligated to sell: it can be binding bilateral agreement (estate must sell/survivors must buy) or purchase option by entity and/or other owners but estate must be bound to sell at the agreed upon price and/or formula.  

b.
Usually, if the estate had to sell at a given price, courts would accept that price as the estate tax value (assuming the other "magic tests" are met).  If estate could sell but was not required to sell, courts ignored the buy-sell and gave price in agreement no credibility.

2.
Price Must be Determinable and Reasonable

a.
The price had to be determinable from the agreement itself and could not be worked out after death.  O.K. to use fixed price, use independent appraisers, or use a formula as long as value represented full and adequate consideration at time agreement was signed - even if there were substantial differences between date of signing agreement price and actual date of death value.122 (The trend, however, is that the IRS and courts will not give full credibility to a price set many years ago and deliberately not updated).

3.
Lifetime Price Can't Exceed Deathtime Price

a.
Agreement must prohibit lifetime transfer of stock unless subject to agreement.  

b.
The agreement should prevent a sale during lifetime at a price higher than at death; otherwise IRS will argue agreement price is a floor rather than a ceiling.

4.
Business Purpose

a.
Agreement must be bona fide business agreement.  This test is automatically met if parties are "unrelated".  

b.
Any agreement among family members will be scrutinized.  

c.
Continuity of management long recognized as a valid business purpose.  

d.
Maintenance of family control also.

5.
Not a Device to Avoid Estate Tax

Agreement Can't be a device to pass decedent's shares to natural objects of bounty for less than an adequate and full consideration in money or money's worth.

C.
The Importance of the St. Louis County Bank Case123 

1.
Four of the five magic tests were met; yet court still held that the agreement in question was used as a device for passing shares to objects of bounty at bargain price in avoidance of estate taxes.  

2.
The point of the case is that a valid business purpose alone can't override strong evidence that the agreement is being used to shift value and avoid tax.  But valid business purpose is still of some help in showing the absence of tax avoidance.

D.
The law as it is today (with respect to those who are the natural objects of the others' bounty):  (There is a safe harbor where more than 50 percent of the value of the interests in the business are owned directly or indirectly by persons who are not members of the decedent's family124 or who are not a natural object of the decedent's bounty).

1.
Section 2703 codified many of the cases and the regulations.125
a.
The general rule is that a buy-sell does not set transfer tax value.126  Federal estate tax value will be determined without regard to the price or the formula or the terms of the buy-sell:  IF BUY-SELL DOESN'T MEET 2703 TESTS: 

b.
A SELLER'S ESTATE COULD CONCEIVABLY RECEIVE LESS CASH THAN THE TAX INCURRED ON STOCK! (E.G. AGREEMENT CALLS FOR $50 A SHARE, IRS TAXES STOCK AT $200 A SHARE.  TAX AT 50 PERCENT RATE IS $100 A SHARE!).   

c.
IF STOCK GOES TO SURVIVING SPOUSE, AND SHE IS REQUIRED TO SELL IT FOR AMOUNT LESS THAN FET VALUE, THE MARITAL DEDUCTION MAY BE IMPAIRED.  

i.
THE TRANSFER OF PROPERTY SUBJECT TO A BINDING OBLIGATION TO OFFER IT FOR SALE FOR A PRICE LESS THAN ITS ESTATE TAX VALUE COULD BE TREATED AS A TERMINABLE INTEREST (EVEN IF THE STOCK IS NEVER IN FACT SOLD).  

ii.
THE IRS COULD DISALLOW THE MD FOR THE DIFFERENCE BETWEEN THE TWO FIGURES - RESULTING IN LARGE ADDITIONAL UNEXPECTED FET.  IN OTHER WORDS POP's ESTATE GETS FET MD ONLY FOR AMOUNT MOM ACTUALLY RECEIVES - EVEN THOUGH ENTIRE VALUE INCLUDED IN POP'S ESTATE!  

d.
Agreements between unrelated parties are tested under prior law rules.  

i.
As noted above, the regulations expressly exempt parties where more than half of the corporation's stock subject to the agreement is held by unrelated owners.  

ii.
Where family ownership is significant but no one family owns more than half of the stock subject to the agreement, (for instance each family owns 50 percent of the stock), the agreement is probably subject to five tests described above.

2.
Three part exception to general rule - The IRS and courts will give credibility to an intra-family (or agreement between those who are the natural objects of the others' bounty) if (a) the agreement is a bona fide business arrangement, and (b) it is not a "device to transfer the property to members of the decedent's family (at less than its fair market value), and ©) has terms comparable to similar agreements of other firms which are entered into in arms' length transactions.127  Each of these three tests is independent and the agreement must meet each separately or the IRS and courts will not feel bound by the formula price set by the agreement.

Part 1:

Bona Fide Business Arrangement

Part 2:
Not a Device to Transfer Stock to Natural Objects of Transferor's Bounty for Less Than Full and Adequate Consideration in Money or Money's Worth

Regs state:  The mere showing that a right or restriction is a bona fide business arrangement is not sufficient to establish the absence of a device.  It may, however, still be persuasive evidence of the absence of a tax avoiding device.

Part 3:

Arms' Length Comparability

This is new: The terms of the buy-sell must be "comparable to similar arrangements entered into by persons in an arms' length transaction".   

You must be able to show that the terms are those that could have been obtained in an arms' length bargain.128  

Factors:
(1) 
how long agreement runs

(2)
present value of property

(3)
expected value at time of exercise

(4)
adequacy of price

Terms must be set with eye to general practice of unrelated parties; expert evidence at the time the agreement is signed is very important.  Isolated comparables not good enough.  In cases where comparables are difficult to find, you can use comparables from similar businesses.  

The mere fact that the terms of a buy-sell differ from those of a similar company are not enough - per se - for the IRS to disregard them.

More than one valuation methodology can be valid - even within same industry.  Any one of several generally accepted methodologies O.K.

My opinion: agreement should address through formula anticipated changes in value during term of agreement.

Burden of proof now shifted to taxpayer.

Bottom line is courts will not (without question) accept a buy-sell price as THE VALUE if it is challenged by the IRS.

3.
Unrelated ownership exception

a.
If more than half the value of the stock subject to the buy-sell is owned - directly or indirectly by individuals who are NOT members of the transferor's family, the "bona fide business" test, the "device" test, and the "comparable arrangements" test are deemed to have been met. 

4.
Scope of Section 2703

a.
All federal transfer taxes are covered by these rules.  Therefore, 2703 general rule and exceptions apply for gift, estate, and GSTT purposes

b.
All Types of restrictive arrangements with respect to a business ownership (sole proprietorship, partnership, or corporate and every time of buy-sell or similar document.

C.
Grandfather rules

1.
Effective Date of Code Section 2703

a.
Oct. 9, 1990:  Applies to all agreements, etc. entered into on or after.

b.
Does NOT apply to agreement entered into before October 9, 1990 - unless the agreement is "substantially modified" on or after that date.129
i.
A "substantial modification" is one that results in more than a "de minimis" change to quality, value, or timing of party's rights or restrictions.

ii.
A change is not considered substantial if that modification is required by terms of agreement itself

iii.
A change is not considered substantial if the economics of transaction are not changed130
iv.
A change is not considered substantial if it modifies a capitalization rate in a manner tied to a specified market interest rate (e.g. Section 7520 rate).

v.
A change is not considered substantial if a new family member is added to the agreement - if agreement requires such addition or in same generation as present parties to agreement.  (e.g. Agreement between father and son adds father's wife).

vi.
A change is not considered substantial if "modification results in an option price that more closely resembles FMV".   

vii.
What IS a substantial modification:  Any discretionary modification (whether or not authorized by the terms of the agreement) that results in a meaningful change to the (a) quality, (b) value, and ©) timing of the rights of any party.

*
Failure to update can be considered substantial modification - if the terms of the agreement require periodic (e.g. one a year or once every two years) updating.131
*
Adding a family member to the agreement is a substantial modification - unless the addition is required under the terms of the agreement or unless the added family member is in a generation no lower than that of the youngest person who is a party to the agreement before the modification.

(d)
Can Clients Really Hide Behind the Grandfather Clause?

(e)
Should Clients hide behind grandfather clause (disability)?

2.
The effective date of the final regulations was - for most purposes - January 29, 1992.  If a modification was made prior to that date, the client can rely on "any reasonable interpretation" of the statute to ascertain if there has been a substantial modification.

D.
Planning thoughts and techniques:

1.
An independent appraisal from a qualified valuation professional is essential to increase the potential for success.132
2.
The formula must build in a period review of the price.  Success in establishing a credible value requires that

a.
The formula must be appropriate for size/type industry or service 

b.
The formula must be one used and recognized by professional appraisers (and preferably one tailored to the client's business by such an appraiser working with client's counsel).

c.
The parties should document the basis upon which the price setting formula is created.

d.
The formula should provide for appropriate adjustments, updated appraisal, and modification whenever the corporation's financial position undergoes a material change.

3.
It is my firm belief - in spite of what other professionals have said - or implied - that carefully drafted buy-sells can still help establish fair market value for federal transfer tax purposes - and that their  ability to stabilize and maximize the value of closely-held businesses is more important today than ever.  In fact, "It is possible that the application of Section 2703 to a buy-sell agreement might actually bolster the credibility and efficacy of the agreement if it reflects a good faith effort to follow the policy of the statute."133  This is particularly true if the buy-sell binds the parties to follow the contemporaneous opinion of a competent independent appraiser, not just for tax valuation purposes, but for purposes of dealing among themselves.

"The first two tests of Section 2703 might merely restate the historic tests applicable to buy-sell agreements, and the third test may be nothing more than another way of restating the first two tests.  Section 2703 may therefore be nothing more than a restatement of what case law had been evolving into in any event.  On the other hand, the enactment of Section 2703 clearly puts teeth into the historic tests.  The result, at a minimum, is that abusive buy-sell agreements will bear a greater burden of proof and will more clearly be held to a standard of commercial reasonableness."134
E.
Full Insurance funding - and constant updating - becomes more important than ever!  A guarantee of insurability - as the value of the corporation grows - is essential.

F.
What is the impact if the purchaser is treated under Code Section 2703 as receiving an interest in the business for less than full and adequate consideration?  For instance, if, because of Section 2703, the agreement price is disregarded and the value of the decedent’s interest is found by the IRS or a court to be higher for estate tax purposes than the agreement price, the purchaser will be paying less than the federal estate tax value.  


The shortfall would be considered a “deemed bequest”.


Under some state apportionment laws, the purchaser might be required to pay the federal and state death taxes attributable to this deemed bequest, or in some states


Under other state apportionment laws, the residuary beneficiaries of the decedent’s estate would have to bear the burden of the deemed bequest.  

Example: Suppose H & W each own 49% of the stock.  S&D each own 1 percent.  H’s will leaves W the amount necessary to reduce the estate tax in his estate to zero.  Aside from the stock, there is $2,000,000 of cash and other assets in H’s estate.  H’s stock has a value of $1,000,000 according to the buy-sell agreement.  But because it does not meet 2703 tests, the buy-sell is disregarded and the estate settles with the IRS on a $3,000,000 value.  The $2,000,000 difference is considered a deemed bequest.  Taxes on this bequest - to the children - are paid by?  (Answer depends on apportionment language.)  If the residuary estate, i.e. the mother’s share, must pay, the tax reduces the marital deduction which in turn increases the tax.


If the buy-sell is not binding for purposes of determining the federal estate tax, but still requires the surviving spouse to sell the stock for a lower price, the IRS could argue that the value of the interest for purposes of computing the marital deduction is different (less) than its value for estate tax purposes.135
Example: Suppose the trustee of a revocable trust created by a decedent held stock in a closely-held business.  The stock was subject to a buy-sell agreement that used book value to determine the price of stock.  Assume the trustee funded the marital gift with some of the stock.  Assume also that book value was used to determine the amount used to satisfy the marital gift.  Will the buy sell be binding on the IRS or courts?  It is highly likely that for purposes of determining the federal estate tax that neither the IRS nor the courts will accept the buy-sell determined price.  Yet it is also likely that the IRS will insist that the marital deduction be determined by the lower value.136
Example: Suppose the decedent’s owned a controlling interest in a closely-held corporation at death.  For federal estate tax purposes, the 706 listed the stock at $11,000 per share. The estate computed the marital deduction based on that $11,000 per share value and.  

Suppose that stock was subject to a buy-sell agreement that gives the decedent’s daughter the right to purchase the stock - for only $1,000 a share.  Assume that the daughter exercised her rights and purchased the stock and that the proceeds of the sale were used to fund a pecuniary gift to the decedent’s marital trust.  What are the implications?

The IRS will probably claim that the daughter’s “bargain purchase” rights under the buy-sell reduce the value of the stock - for marital deduction purposes. That in turn reduces the marital deduction - and increases the estate’s tax.

Now assume that the buy-sell allowed the daughter to pay for the stock with a note and that the note required less than the minimum interest rate required to avoid Section 7872 imputed interest.  What is the impact of that?

The IRS would probably insist that the stock - for marital deduction purposes - is worth less than $1,000 per share.137
Planning for the “differing values” issue:


Counsel clients against specifically giving a minority interest in a business to a client’s spouse when the client’s estate includes a controlling interest. 


Clients who are the sole owner of a parcel of real estate should not specifically leave a fractional interest to a spouse


Solution is to make a lifetime gift of the interest that qualifies for the marital deduction and avoids aggregation of the transferred minority interest with the client’s other interests.  (This may also make the retained interest eligible for a minority discount).


Consider a direction in the will or trust against funding a marital share with a minority or fractional interest to help prevent an underfunded marital.


Give a spouse a controlling interest to avoid the application of a minority (or fractional) interest discount to assets used to fund the marital gift. (Be careful not to over-fund the marital share).

G.
Heightened importance of pre-document business appraisal by qualified appraiser who carefully and fully documents procedures and methodology.

	VALUE PER SHARE: CAN YOUR ESTATE AFFORD THE AGGRAVATION?1

	CASE
	TAXPAYER’S VALUE
	IRS’S VALUE
	COURT’S VALUE
	TIME TO SETTLE

	Bader v. U.S.
	$521
	$1,250
	$643
	7 Years

	Ewing, Anna
	$2,400
	$6,530
	$4,750
	7 Years

	Helmers, George
	$500
	$1,000
	$900
	5 Years

	Nathan’s Estate
	$300
	$1,200
	$1,000
	7 Years

	Pendleton, P.C
	$150
	400
	$400
	5 Years

	Vandenhoeck, P.
	$14
	$85
	$40
	5 Years


Buy-Sells in S Corporations
I.
Non Tax reasons for Buy-Sell138
A.
Create marketability and liquidity

B.
Create means of determining fair price

C.
Exclude non-working shareholders

D.
Assure smooth transition of management control

D.
Guarantee that (only) those who work in business are paid for efforts

E.
Reduce financial pressure on decedent's heirs

II.
Tax Advantages

A.
Maintain S status:  Prevent stock from falling into hands which would cause loss of S election

B. 
Establish rules under which corporation makes certain allocations of income and loss if (a) shareholder terminates interest or (b) corporation terminates S election for any reason

C. 
Help set value for Federal estate tax purposes

III.
What to watch in drafting or reviewing the buy-sell of an S Corporation:

A.
Does the agreement inadvertently create a second class of stock?139
1.
Mere distinctions in treatment of shareholders will not, per se, create second class of stock.140
2.
Are provisions to acquire stock upon the death, disability, or termination of employment of an employee shareholder "bona-fide"?141
3.
Was the agreement itself entered into to circumvent the one class of stock requirement?  Was the price significantly below - or above - the fair market value of the stock?142
B.
Does the buy-sell give the president of the corporation power to consent to a state S election on behalf of its shareholders?

C.
Does the buy-sell forbid transfers to persons other than U.S. citizens or resident aliens?143
D.
Does the buy-sell forbid transfers to trusts other than those specifically eligible to safely hold S corporation stock?

E.
Have ALL the shareholders signed the buy-sell agreement?

F.
Have all shareholders represented and warranted that they are in fact eligible to hold S election stock?  (The agreement should specify that they hold the shares as beneficial owners)

G.
Is there a clear obligation in the buy-sell obligating the holder of restricted stock to make a first offer or (sale) back to the corporation/its shareholders/or both?  

H.
Is the corporation or the shareholders bound to purchase the stock?

I.
Does a shareholder who wishes to dispose of stock have to obtain the consent of the corporation and/or its shareholders?144
M.
Can a shareholder transfer an interest to a third party on terms more favorable than those on which the corporation or remaining shareholders could have purchased the same shares? 

N.
Is any transferee required to join in on the agreement?

O.
If appropriate and desired, the buy-sell may permit transfers to certain "permissible parties" (such as the spouse or children of shareholders).

P.
Does the agreement contemplate divorce, loss of license, bankruptcy?

Q. Will the receipt of proceeds from a stock redemption cause a shareholder trust to fail the “current income distribution” requirement?145

USING AN ESOP IN BUSINESS SUCCESSION PLANNING
Many owners of closely-held businesses have two key assets, a home and the family business.  Both are typically illiquid.  A sale of the business to a third party is not always possible at a realistic and fair price and there are times when there are no family members interested in or able to run the business.

Situations such as this call for a maximization of the worth of the business for the family - rather than a preservation of the business for the family.  A departure from traditional estate planning concepts may be indicated.

Enter the ESOP and its potential:146


Employee Benefits are “Partnered” with Liquidity for Owners



Rank and file employees - as owner employees - are motivated and captivated



Ownership can be transferred without significant current tax liability



Owner gains a private market for closely-held stock



Uncertainty of instalment payments eliminated



Net value of business maximized



Business continuity assisted

Profile of ESOP Candidate:



C corporation147


3 or more years of operation



steady or increasing profitability



Service or manufacturing with employees



Owner has need for liquidity



Other alternatives not palatable or cost effective



Children not interested in or can not run business

How the ESOP Pre-Tax Dollar Buy-Out Works:



An ESOP is a flexible retirement plan that can provide benefits to employees upon death, disability, or retirement.


Unlike most retirement plans (which invest in mutual funds, stocks, real estate, or other publicly available assets), an ESOP is designed to invest primarily in the securities of the employer.148

Employees and owner-employees receive benefits as plan participants.  Benefits are based on the value149 of the company stock allocated to each participant’s account.



ESOPs come in two flavors:


The “Basic” ESOP150

The “Leveraged” ESOP151
How the Leveraged ESOP Can Provide A Market For Closely-Held Stock:


A client wants to convert all or a portion of his stockholdings in a closely-held corporation to income producing property.


An independent appraisal of fair market value of the company - and its ability to repay a loan that would fund the stock interest in question -  is made.


To obtain sufficient funds to acquire the stock of an exiting shareholder, the ESOP can obtain a direct loan from a bank or other lending institution - with the guarantee of the employer.  

More often, however, the employer borrows the money to fund a purchase and lends that amount to the ESOP.  The ESOP borrows the money under the same terms and conditions as the corporation signed with the lender.

The ESOP uses the money it has borrowed to buy the stock from the exiting shareholder152.



The company makes fully tax deductible contributions to the ESOP.



Those same dollars are then paid over to the company to repay the ESOP’s loan.



The company pays off its loan from the outside lender.

Stock is allocated to the accounts of the ESOP participants to fund the eventual benefit.

If more than 30% of the selling shareholder’s interests are purchased by the ESOP, Code Section 1042 allows a tax deferred roll-over of the proceeds into income producing investments.153  This provides post-retirement income.  If held until death, the gain would never be taxed because of the step up in basis.

ESOP AND SOLE SHAREHOLDER WITH NO CHILDREN:154
I.
Here’s a creative and viable option where a sole shareholder has no children that want to come into the business:

A. X is 100% owner (with a revocable grantor trust of which he is the grantor) of the stock of a domestic corporation which has never had any stock outstanding that was readily tradable on an established securities market. 

B. Although the Company was originally a C corporation, it now operates under an S election.  Both it and the taxpayer use a calendar year for tax and accounting  purposes. 

C. X is 50 years old, unmarried, has children, but they are not involved or interested in the business.  

D. X is studying ways to profitably dispose of his business. Although he considered a sale to a third party, he is also looking into an ESOP because he believes employees are important to the further growth and long term prosperity of the firm and that some form of employee ownership could be expected to have a positive impact on morale and ensure their continued loyalty.

E. X  does the following:

(1) 
X’s company creates an ESOP (employee stock ownership plan).

(2) 
X triggers a termination of his company’s  S election by transferring a portion of the stock to a person not eligible to hold the stock in order to turn it into a C corporation.

(3) 
X sells a portion of his remaining stock to the ESOP in a transaction that would result in nonrecognition of long-term capital gain.

F. 
There is an election a taxpayer or executor can make under Code  Section 1042(a) which provides that a taxpayer or executor may elect in certain cases not to currently recognize long-term capital gain on the sale of "qualified securities" to an ESOP.  This nonrecognition treatment is conditioned on the purchase by the taxpayer of  "qualified replacement property" within a specified “replacement period”  (the period which begins 3 months before the date on which the sale of qualified securities occurs and ends 12 months after the date of such sale) and the satisfaction of certain other requirements including a written election.

SECTION 382 (LIMITS ON NOL CARRYFORWARDS) AND BUY-SELLS
Caution must be exercised before executing a “mandatory” (e.g. “Upon leaving employment, a shareholder must sell and the corporation must buy”)  buy-sell agreement when a small corporation has net operating losses.  Although it is probable that neither Congress nor the courts intended the harsh result discussed below, a strict construction of the regulations might mandate it.

A net operating loss (NOL) is the excess of allowable deductions over gross income.155 This code section was designed to ameliorate the consequences of taxing income strictly on an annual basis.

Section 172 which allows for NOLs provides that certain NOLs incurred in one taxable year may be carried back to a prior year - or may be projected forward to a later taxable year.

But Section 382 provides that the NOL carryforward ability is limited in the event of certain corporate ownership changes. Currently, Section 382 provides that if there has been an ownership change in the stock of a “loss corporation”156, the Section 382 provisions limit the income that can be offset by a carryforward.  The limit is 

VALUE OF LOSS CORPORATION   X   LONG TERM TAX-EXEMPT RATE
To the extent Section 382 blocks an NOL deduction in a given year, the deduction is not lost but may be carried forward to a future year.

A change in ownership that triggers the Section 382 blockage will occur when stock ownership is increased by more than 50% points as of a given testing date.157  A “testing date” is any date on which a loss corporation must determine whether an ownership change must occur.  
Events that trigger a testing date include:

Any change in the ownership of the stock of a loss corporation that affects the percentage of stock owned by any 5% shareholder,

the transfer of an option to or by a 5% shareholder (or to or by a person who would be a 5% shareholder if the option were exercised), or



an option issued by the loss corporation.

For these purposes, a person who holds an unexercised stock option is treated as the owner of the stock on the testing date - if the exercise of the stock would create an ownership change.158  Note that it does not matter if the option is contingent or otherwise not exercisable currently. 
That’s the problem; drafting the classic buy-sell where the corporation is in an NOL posture could unwittingly trigger the Section 382 limitation - even though the purpose of the buy-sell had nothing to do with circumventing the Section 383 limit! If the IRS treats the agreement as constituting an option which could result in producing an ownership change, in the event a new shareholder employee purchased stock in the corporation (triggering a testing date), the IRS could treat all shareholders as having exercised their options.

Is this a real or merely intellectual problem? Unless your client is willing to become famous finding out, consider using a “right of first refusal” rather than mandatory language (which the IRS will probably not consider as an option).

USING A GENERAL PARTNERSHIP TO STRUCTURE AND FUND BUY-SELL AGREEMENTS159
I. Advantages:

A. Requires only one life insurance policy per owner (transfer for value typically not an issue)

B. Avoids corporate AMT

C. Provides full basis increase to surviving owners

D. Relative Simplicity

E. Ability to transfer policies without triggering income tax

F. Flexibility in allocating premium burden among owners

G. Avoids trade-offs inherent in both cross-purchase and stock redemption.

· Description:

A. A General Partnership is formed.

B. Each shareholder is named a general partner in a general partnership.

C. Shareholders contribute stock to partnership.  Receive back GP interests equal to value of contribution.

D. Partnership purchases insurance on life of each partner.

E. Partnership given ability to distribute the policy insuring the life of a retiring partner the retired partner.

· Issues:

A. Does purpose of facilitating business continuation plan for related entity constitute an adequate business purpose under partnership law?  (Partners will undertake duties of managing and handling assets of partnership.  Unlike simple joint venture or co-tenancy, this is long-term active venture).  I suggest partnership agreement clearly spells out purpose of policies and business continuation (and retirement fund accumulation) purpose. 

B. How to structure?

1. Structure underlying corporate buy-sell as “Wait-and-See” buy-sell.

2. Shareholders form a partnership.

3. Partnership owns and is beneficiary of a single policy of life insurance on each shareholder’s life.

4. Upon death of partner, partnership bound to pay estate amount equal to deceased’s share of partnership value (including share of cash value of all policies - measured immediately prior to shareholder’s death).

5. Life insurance received by partnership specially allocated to only surviving partners.

C. How Much Insurance?

1. How much necessary to fund corporate buy-sell?

2. Will cash value values grow to significant amount (partnership will be paying estate for value of business plus decedent’s share of total cash values)?  So death benefit must increase at least as fast as cash values.

D. Payment of premiums?

1. Corporation pays

2. Section 162 bonus

3. Premiums considered contributions of capital by each partner to partnership.

4. Premiums typically based on amount partner would have paid had he owned policies on the other partners directly in a cross purchase - or on a percentage of the total premium equal to his/her percentage interest in the corporation.

10 BUY-SELL AXIOMS160
AXIOM  1:   IT IS DANGEROUS TO RELY (ONLY) ON FORM BOOK S
Form books (software) often miss personal issues or fail to take into consideration an individual’s estate or financial planning. 

Consideration must be given to the actual operation of various provisions.  For example, suppose the document formula determines value based on 10 years’ earnings.  But the business has only been operating for seven years.

Create customized documents and be sure to consult with other professionals and have them review the document - before the agreement is executed.

AXIOM  2:  
DEFINE YOUR TERMS AS YOU GO
Critical terms and provisions must be defined - on the spot.  For example, does “adjusted book value” include - or exclude - deferred income taxes on assets which have appreciated in excess of book value?  

AXIOM  3:
VOLUNTEERING THE “CORRECT” VALUATION FORMULA

“What is the correct valuation formula?”  This is both a business and accounting decision.  A better answer is to present the client (and the client’s other advisors) with one or two alternatives and “run the numbers” under various scenarios.

Axiom 4:
LOWER VALUE IS USUALLY A BETTER VALUE


Higher value may translate into higher income and/or estate tax for the owners.


Higher value may translate into difficulty in funding in the event of divorce, bankruptcy, or voluntary or involuntary employment terminations that trigger stock sales.

It may be possible - within reason - to “make up the difference” through company provided benefits such as split dollar life insurance, death benefit only plans, nonqualified deferred compensation, qualified retirement plans, and “sweetheart” real estate or collateral partnership arrangements.

Consider different aggregates of benefits/payouts on differing events and circumstances of departure/separation.

AXIOM 5:
DO NOT RELY (SOLELY) ON AN EARNINGS MULTIPLE-BASED FORMULA APPROACH TO VALUE


Earnings over a period of time may provide a logical and justified approach to value - but only if appropriate adjustments are made.  It is essential to take into consideration any excessive compensation, perquisites, or aggressive accounting policies on inventories and capitalized expenditures - and consider the role capital plays in the business in question.
AXIOM 6
RELIANCE ON APPRAISAL BASED FORMULAS IS ASKING FOR TROUBLE

Differences in the methodology, approach, and requested result will almost inevitably produce a wide range of possible values - any of which can be justified or disputed - by creative and knowledgeable experts.


The typical appraisal clause will provide for two or in many cases three appraisers.  Owners with differing objectives (one buying - the other selling) will select and direct appraisers who seek to justify their client’s position.  Often, the process occurs when the parties are not of equal financial strength and both parties may not have the same facts.  Conflict and dissatisfaction are inevitable.

AXIOM 7:
INSIDERS WANT CONTROL, EXPANSION, AND NO DIVIDENDS



Owner workers will insist upon management control.



Growth in sales and profits is paramount.

Return on invested capital is underplayed and often underpaid.  Seldom is there a perception that even a large portion of profits is attributable to the portion of the investment represented by nonworker owners.  “I made these profits”.



The fear of “double tax” on income supports the “no dividends” policy.

The result: A crisis between insiders and outsiders - often resulting in unreasonable positions by both.

AXIOM   8:
EXPECTATIONS OF NONWORKER-OWNERS WILL TRIGGER PROBLEMS

Imagine the frustration of someone who owned wealth that was meaningless in terms of income - especially when there is no hope in sight for life of ever realizing any financial reward from that value - but if you die you know your heirs will be burdened by the estate tax on that worse-than-worthless asset.
Planning should consider outside independent - as well as both insider and outside owner- members on the company’s board of directors


Consideration should be given - while the parties are of equal strengths - to the creation of different classes of common and preferred stock and/or voting and nonvoting shares.

AXIOM 9:
THE BUY-SELL CAN TRIGGER UNEXPECTED GIFT OR ESTATE TAX PROBLEMS

A systematic lifetime gifting program, fully utilizing the marital deduction, the annual exclusion, and the unified credit should be implemented.
Planners should be prepared for clients who do not follow through with the gifting program for various reasons


Clients fear loss of control, worry about what happens to the stock if the donee divorces or becomes bankrupt, etc.

AXIOM 10:
DISPUTES OVER VALUE OCCUR FROM CONFUSION: FAIR RETURN ON CAPITAL V.S. EARNED COMPENSATION

Parties must first understand what reasonable rate of return should be earned on capital.


Then parties should understand what factors should be considered in determining a reasonable compensation for services actually rendered.


Benefits of success (or risk of failure) should be shared (or borne) proportionately by owners and ownership should be separated from employment.

Additional General References on Buy-Sell Agreements
(1)
The American Society of CLU/ChFC has a number of tapes, etc. Call 610 526 2500.

(2)
THE CORPORATE BUY-SELL HANDBOOK: Book on a Disk (610 924 0515).

(3)
TAX PLANNING WITH LIFE INSURANCE (800 950 1216). (Includes Forms on Disk)

(4)
STRUCTURING BUY-SELL AGREEMENTS (800 950 1216).(Includes Forms on Disk)

(5)
THE WAIT AND SEE BUY-SELL (610 924 0515)

(6)
"Don't Give the IRS the Business" (Client - oriented marketing/seminar brochure) (610 924 0515).

(7)
"Greasing the Wheels of Succession", Francis and Kurlowicz, Best's Review, May 1993, Pg. 92.

(8)
"Buy-Sell Agreements After Chapter 14", Adams, Herpe, and Carey, Trusts and Estates, May 1993, Pg. 22.

(9)
"Death in the Firm - A Cautionary Tale", Nogle, Journal of Accountancy, Oct. 1993, Pg. 117.

(10)
"Accountants Find Success in Business Succession Planning", Francis and Hounsell, The Practical Accountant, February 1994, Pg. 18.

(11)
"Transferring the Family Business to Outsiders", Susman and Chou, The Practical Accountant, February 1994, Pg. 24.

(12)
“Tax Planning for a Major Family Corporation that Wants to Remain Private”, ALI-ABA Estate Planning Course Materials Journal”, Vol. 2, April 1996, No. 2.

(13)
“Selling the Family Business”, T. Van Dyke, ALI-ABA Estate Planning Course Materials Journal, Vol. 2, No. 5, Oct. 1996, Pg. 39.

(14)
“A New IRS Ruling on Buy/Sell”, G. Sherman, Life Association News, August 1996, Pg. 150.

(15)
“Special Valuation Rules Affect Buy-Sell Agreements”, L. Mezzullo, National Underwriter, 4/3/96, Pg. 8.

(16)
“Understanding the Eight Types of Family Business Owners”, R. Prince, Trusts & Estates, Oct. 1996, Pg. 41.

(17)
“Tips for Transferring Interests in Closely-Held Businesses”, F. Washelesky, Estate Planning, Vol. 23/No. 10, Dec. 1996, Pg. 482.

(18)
“Recent Cases Complicate Redemptions of Stock Incident to a Divorce”, J. August and M. Schepps, The Journal of Corporate Taxation.

(19)
“Redemptions and Owner Succession in the Family Business”, J. Hamill, TAXES, Aug. 1995, Pg. 415.

(20) Comprehensive Buy-Sell, Commito (800 543 0874).

(21) Business Succession Planning and Beyond, Dreux and Goodman (ABA).

(22)
“Separations in the Family Business - Breaking Up is Hard to Do”, ALI-ABA Estate Planning Course Materials Journal, Vol. 2, No. 1, Feb. 1996, Pg. 45.

(23)
“Dividing a Closely Held Corporation When a Couple Divorce”, M. McEvoy and C. Potash, Estate Planning, Vol. 23, No. 2, Pg. 57.

(24)
“Avoiding Dividend Treatment in the Redemption of a Dominant Shareholder’s Stock”, Journal of Taxation, December 1996, Pg. 340.

(25)
“Pro-choice Taxation: Consistent Tax Treatment of Stock Redemptions at Divorce”, R. Fogg, Washington Law Review, Vol. 70, No. 4, Pg. 1071.

(26)
“Passing the Practice”, D. Korn, Financial Planning, Vol. 26, No. 5, May 1996, Pg. 144.

(27)
“The Next Generation”, T. Johnson, Financial Planning, Feb. 1996, Pg. 110.

(28)
“The S Corporation: Selling the Business on a Deferred Payment Basis”, R. Swad, TAXES, August 1996, Pg. 497.

(29)
“The Art of the Buy-Sell Agreement”, J. Goodman, The Practical Lawyer, Vol. 42, No. 6, Sept. 1996, Pg. 63.

(30)
“Why It Pays to Use An ESOP in a Business Succession Plan”, R. Shanney-Saborsky, The Practical Accountant, Sept. 1996, Pg. 73.

(31)
“So You Thought Your Family-Owned Corporation Redeemed Your Stock”, S. Copple, The Practical Tax Lawyer, Spring 1995, Pg. 11.

(32) Buy-Sell Agreements, RIA Tax Advisors Planning Series (800 431 9025).

(33) Transferring Interests in the Closely Held Family Business, ALI-ABA.

DOCUMENTS/INFORMATION NEEDED FOR SUCCESSFUL PLANNING

(Please Submit Copies Only)

_____
Business Tax Returns (Preferably Last 5 Years)

_____
Personal Tax Returns (Preferably Last 5 Years)

_____
Loan Agreements, Personal Guarantees, Covenants, etc.

_____
Buy Sell Agreement (Current and Past)

_____
Key Employee/DBO/Deferred Compensation Agreements

_____
Shareholder/Partnership/Loan/Rental Agreements

_____
Articles of Incorporation/By-Laws, Corporate Minutes

_____
Ante and Post Nuptial Agreements

_____
Wills/Trusts/Powers of Attorney

_____
Stick Diagram of Company Organization/Family Tree

_____
Gift Tax Returns involving Stock/Partnership Interests

HOW TO OBTAIN STEVE LEIMBERG'S

*SOFTWARE:

NUMBERCRUNCHER SOFTWARE:  QUICK — VERY EASY TO LEARN!   Computes QPRTs, GRATs, Charitable Remainder & Lead Trusts, Private Annuities, Excess Accumulations Tax & 90 more state of the art concepts.  Call Leimberg & LeClair, Inc. at 610-924 0515   $395 or http://www.leimberg.com


Charitable Gift Planner (Gift Annuities, Pooled Income Funds, Remainder Interests) Plus: Latest gift annuity tables, rapid calculations, simple inputs.  Call 610 924 0515. $349.


PENSION AND EXCISE TAX CALCULATOR SOFTWARE.  Updated for GATT changes.   Evaluates pension/profit-sharing plan distribution strategies.  Will compute almost unlimited combinations under methods such as discretionary or attained age.  Includes minimum distribution rules.  Prints comparative graphs and reports showing how much is left for the client's family.   $495.  Call 610 924 0515 or FAX  610-527-5226 for information.

*VISA, MASTERCARD, AMEX and Check Acceptable.

Steve's BOOKS, BROCHURES, NEWSLETTERS, FAX SERVICE, AND TAPES:


TAX PLANNING WITH LIFE INSURANCE:   Written for the estate planning attorney or CPA, this highly sophisticated text every professional should have is complete with dozens of specimen trust documents, buy-sell agreements, and split dollar plans. Essential professional's reference tool.  Call 800-950-1216. 


TOOLS AND TECHNIQUES:  TOOLS AND TECHNIQUES OF ESTATE PLANNING, TOOLS AND TECHNIQUES OF FINANCIAL PLANNING, TOOLS & TECHNIQUES OF EMPLOYEE BENEFIT & RETIREMENT PLANNING: and TOOLS AND TECHNIQUES OF LIFE INSURANCE PLANNING: TOOLS AND TECHNIQUES OF CHARITABLE PLANNING  Most popular books in estate & financial planning history!  Useful for CPAs, attorneys, life insurance agents, financial planners, trust officers, and other pros.  To order, call 1-800-543-0874.


WAIT AND SEE BUY-SELL:  UNIQUE SOLUTION to the Cross Purchase/Stock Redemption dilemma!  Comprehensive comparison, funding alternatives, summary of tax considerations.  Ideal for explaining the need for a buy-sell to clients.  Great Professional's Gift!  Leimberg & LeClair, Inc., P.O. Box 1332, Bryn Mawr, PA 19010  (610 527-5216)  $25.


THE BUY-SELL HANDBOOK:  Book on a Disk:  Essential Guide to Business Succession Planning.  304 Pages of the most comprehensive and up to date information on Stock Redemptions, Cross Purchase, and Wait and See Buy-Sells.  Specimen Documents Included.  Call 610 924 0515. 


HOW TO SETTLE AN ESTATE:  Complete manual for executors/trustees.  Includes many checklists and tax saving hints.  No one who drafts a will, names an executor, or accepts the role of personal representative should be without it.  Great client gift.  Authoritative/ objective.  Call 610 924 0515.   $14.95.


CLIENT ORIENTED MARKETING BROCHURES: Make it impossible to forget your name. Send one each month: (1) Ten Most Common Estate Planning Mistakes, (2) Ten Most Common Life Insurance Planning Mistakes, (3) Ten Most Common Financial Planning Mistakes, (4) Ten Most Common Retirement Planning Mistakes, (5) Financial Firedrill, (6) Trust Me, (7) It's Your Choice, (8) Don't Give The IRS the Business!, (9) How to Meet and Beat the 5R Problem!, (10) TaxSmart Charitable Planning, (11) Long Term Care Insurance:  Financial Data Center: Call 610-527-5216 or FAX 610-527-5226 for fastest turnaround.  $60 per hundred.  Send Stamped ($2.62) Self-Addressed Envelope  (9 x 12) to Leimberg & LeClair, Inc. P.O. Box 1332, Bryn Mawr, PA   19010 for free samples.  Ask about  "$100 Bill Version" of 10 Most Common Estate Planning Mistakes.


THINK ABOUT IT:  Steve's MONTHLY LIFE INSURANCE AND ESTATE PLANNING NEWSLETTER. Latest in business insurance, estate & financial planning.  Covers tax law changes & key planning concepts 12 times a year. Free audio cassette. Send check ($160 with cassette $125 without) to Leimberg Associates, Inc., P.O. Box 601, Bryn Mawr, Pa.  19010.  Call 610 924 0515 or FAX: 610 527 5226.


GOLDEN BULLETS:  Steve's PERSONALIZED CLIENT-ORIENTED MONTHLY NEWSLETTER.  One page two sided monthly newsletter keeps you in front of clients constantly.  Comes reprinted with your name, address, phone, and fax number.   Tracks with each Think About It issue.  You receive right to send an UNLIMITED number each  month.  Only $135 per year!!   Send stamped self-addressed envelope to Leimberg Associates, Inc. P.O. Box 601, Bryn Mawr, PA 19010 for free sample and information or FAX request to 610-527-5226.  


FaxNet:  INFORMATION BY FAX!  Fastest possible automatic monthly summary of key financial figures including AFAR (Section 7520) rate (MUST HAVE for charitable trusts, GRITS, GRATS, GRATs, private annuities).  Also under-over payment rates, & many other financial & estate planning figures).  Leimberg & LeClair, Inc. FAX: 610-527-5226.  $25/12 months.  Free with purchase of NumberCruncher or Service contract.


ASK FOR WHAT YOU WANT!  18 Pages of questions Steve uses for estate and business planning interviews.  $40 (includes Cassette Tape) payable to Leimberg Associates, Inc., P.O. Box 601, Bryn Mawr, PA 19010.


CUTTING EDGE:   Revised!  Super Analysis! 200 plus page discussion of GRITs, GRATs, GRATS, SCANS, SPLITS, LCS, Family Limited Partnerships, private annuities and installment sales.  1995 Coverage of pros, cons, tax implications, comparisons, and references for more articles and more information.  Send $60 check payable to  Leimberg Associates, Inc., P.O. Box 601, Bryn Mawr, PA 19010, call 610-527-5216, or FAX: 610 527 5226.


V.S. Tapes!  (1 hour ): 

(1) 
Ask for What You Want--100 questions a professional should ask in an estate and business planning interview; 

(2) 
Creative Uses of Life Insurance in Estate Planning--9 Big Ticket ideas: Prospective clients sit up and listen; 

(3) 
Family Limited Partnerships--latest state of the art concept for wealthy clients; 

(4)  
Tough Issues in Buy-Sell Planning - interpretation of latest cases, rulings, issues; 

(5) 
Nuts & Bolts of Estate Planning - Steve's famous LIVES formula for presenting estate planning problems and CDDDEFG Alphabet of solutions: This is the same talk used in the MDRT's Secrets of the Masters Series.

 
Outlines included.  Send $60 check for each payable to Leimberg Associates, Inc., P.O. Box 601, Bryn Mawr, PA 19010 or call 610-527-5216 for fastest delivery.


POWER MARKETING: 6 MAGIC STEPS  Audio Tape:  (2 hours) is Steve's incredible main platform presentation to the American Institute of Certified Public Accountants Personal Financial Planning Division Annual Meeting.  Harness the power of Leimberg's Positive Differentiation, Leimberg Leveraging, the HT3 Formula, The Firestorm Principle, OPM/OPM Concepts, & mini-marketing plan.  Outline  $60.00  FAX order to Leimberg Associates, Inc., 610-527-5226.

9	Estate of Joseph H. Lauder, T.C. Memo 1992-736, December 30, 1992, T.C. Memo 1994-527. The tax court eventually allowed a marital deduction with respect to the enhanced value of the surviving spouse’s corporate stock following the transfer of the deceased’s transfer of the stock in the same corporation to the business.  The estate argued that a valuable property interest passed to Estee as a result of the bargain sale to the business under the formula price. The theory follows Rev. Rul. 71-443 which held that the transfer of property, for less than fair market value, to a corporation of which the transferor’s spouse is a shareholder, represents a gift to the transferor’s spouse to the extent of her proportionate interest in the corporation.  That gift may qualify for the federal gift tax marital deduction.  Here, the court held that the gift approximated 39 percent of the spread between the fair market value of the decedent’s stock as determined by the court and the value as reported on the estate tax return.





Valuable information on valuation can be found in Structuring Buy-Sell Agreements (800 950 1216) and the BOD (Book on a Disk): The Corporate Buy-Sell Handbook (610 924 0515). 





10 	Note, however, that unless each spouse owned half of the stock, this “indirect marital deduction” technique will not fully make up for the increase in estate tax.  Nor would this tactic be available if the corporation had merely an option (rather than a mandatory obligation) to purchase the stock because its exercise would be speculative as of the date of the shareholder’s death.  


11	Estate of C. Marlin Rudolph v. U.S., U.S. D.C. So. Dis. Indiana, No. 91-151-C, February 5, 1993.  "Keeping The Family Business in the Family" (Don't Give the IRS the Business") is a brochure designed to illustrate the importance of a buy-sell and emphasize why proper funding is essential.  "Don't Give the IRS the Business" is available for $70 per hundred and makes an excellent mailing piece or seminar pass-out to upscale business clients. (Call 610 924 0515). 





See also The Corporate Buy-Sell Handbook (610 924 0515) and Structuring Buy-Sell Agreements (800 950 1216).  See also Adams, Herpe, Carey, "Buy-Sell Agreements After Chapter 14", Trusts and Estates, May 1993, Pg. 22.  See TAM 9315005 for guidance on the impact of a buy-sell on the gift tax value of shares transferred during lifetime.





12	See also 9117035 and Rev. Rul. 80-186 which held that the grant of an option to purchase property was a completed gift equal to the value of the option (i.e. the difference between the value of the property and the cost of the option).  See also The Corporate Buy-Sell Handbook (610 924 0515); Structuring Buy-Sell Agreements (800 950 1216). 





13	Estate of Gordon B. McLendon v. Comm’r., T.C. Memo. 1993-459, Sept. 30, 1993; T.M. 1996-307.  Tools and Techniques of Estate Planning (800 543 0874); Tax Planning for Family Wealth Transfers (800 950 1216); NumberCruncher Software (610 924 0515 or � HYPERLINK "http://www.leimberg.com" ��http://www.leimberg.com� );  For more on the use of government tables, see Leimberg & Kolojeski, “Final Valuation Tables Regulations Examined”, Tax Management Financial Planning Journal, Vol. 12, No. 3, March 19, 1996, Pg. 51 and Leimberg and Evans, "Riding the Valuation Nightmare", � HYPERLINK "http://www.leimberg.com" ��http://www.leimberg.com� (Look under Free Resources/Rates/Valuation).





14	The IRS revoked Rev. Rul. 80-80 and replaced it with regulations that prohibit the use of the actuarial tables if there is at least a 50% probability that the individual who is the measuring life will die within one year.  Reg. Sec. 20.7520-3(b)(3)(i).  See also J. Schlenger, R. Madden, and J. Edgar, “Reasonable Certainty of Death Prevented Use of Actuarial Tables for Valuation”, Estate Planning, January 1997, Vol. 24, No. 1, Pg. 33.


15	Tax Planning With Life Insurance (800 950 1216); Tools and Techniques of Life Insurance Planning (800 543 0874); The Corporate Buy-Sell Handbook (610 924 0515).





16	Technically, the ability to withhold consent to the exercise of policy rights and the possession of a reversionary interest in the policy because she could purchase the policy when her stock was purchased by the corporation were the reasons given by the IRS for inclusion.


17	Code Section 101(a)(2)(B); Tax Planning With Life Insurance (800 950 1216).  The Corporate Buy-Sell Handbook (610 924 0515).  See also PLR 9622036 for an example of the tax traps lurking in what appears to be a favorable buy-sell one policy per owner ruling.  See also Brody and Leimberg, "Avoiding the Tax Trap of the Transfer for Value Rule", Estate Planning, October, 2005, Vol. 32, No. 10, Pg. 3 and Brody and Leimberg, "Using a Transactional Analysis to Avoid the Transfer for Value Rule", Estate Planning, November 2005, Vol. 32, No. 11, Pg. 3.








22	John A. Arnes, 981 F.2nd 456, aff'g DC Wash., 4/11/91 and John A. Arnes v. Comm’r., 102 T.C. No. 20 (April 5, 1994).  This holding is contrary to the IRS position in TAM 9046004 where a husband transferred stock pursuant to a divorce decree to his wife who then sold the stock to his corporation.  He had personally guaranteed the payment of the redemption proceeds.  The IRS held that Section 1041 applied.  





Note that the result in Arnes depended on there being a personal obligation that was satisfied by a third party transfer rather than on the order in which the inter spousal stock transfer and redemption occurred.   Note that seven dissenting judges would have held that Arnes had a taxable dividend as the result of the redemption of his ex-wife's stock.  See also Edler v. Commissioner, T.C. Memo. 1982-67, aff'd, 727 F.2nd 857 (9th Cir. 1984) which focuses on whether or not the husband did or did not have a primary and unconditional obligation to purchase the ex-wife's stock.   See also R. Preston and R. Hart, "Spouse's Stock in a Divorce Can be Redeemed Tax Free", The Journal of Taxation, Vol. 78, No. 6, pp. 360-364 and T. Monaghan, "Corporate Redemption in Context of Marital Dissolutions: Section 1041 and Arnes v. U.S., Washington Law Review, Vol. 68, No. 4, pp. 923-943. 


23	See Robert J. Preston and Richard K. Hart, "Spouse's Stock in a Divorce Can be Redeemed Tax Free", The Journal of Taxation, Vol. 78, No. 6, pp. 360-364, 1993; Jeffrey A. Zaluda, “Estate Planing for the Divorcing Couple”, Personal Financial Planning, May/June/ 1996, Pg. 50; R. E. Gogg, “Pro-Choice Taxation: Consistent Tax Treatment of Stock Redemptions at Divorce”, Washington Law Review, Vol. 70, No. 4, Pg. 1071.


24	The stock contained a restrictive legend requiring McDonald's consent to any stock transfer and when it learned of the divorce, the company indicated it would not consent to joint ownership of the stock between the divorced spouses.  It allowed either spouse to own 100 percent but refused to allow them to split the ownership.


25	Under this Code Section, no gain or loss is recognized on the transfer of property by an individual to a spouse or former spouse if the transfer is incident to a divorce.  For income tax purposes, the transfer is treated as a gift to the transferee.  The cost of the non-taxability is that the transferee carries over the basis of the transferor.


26	Temp. Reg. Sec. 1.1041-1T.


27	See also Mary Hayes, 101 TC 593 (1993) where the IRS conceded that Code Section 1041 sheltered the wife from recognition of gain on the amount realized from the exchange of her stock.  (But see the Gloria Blatt case that follows where the court held the nonrecognition treatment should not be allowed to the redeemed spouse.


28	To the extent the distribution exceeded the corporation's E&P, the husband's basis would be reduced to zero.  Any excess at this point would be considered a capital gain on the sale or exchange of property.  See Reg. Sec. 1.302-2(c), Examples 1&3.


29	In other words Arnes was treated as having received a constructive distribution from the corporation in the amount of the stock actually purchased by the corporation from his wife - just as if he received the money from the business and transferred it to his wife in return for her stock.  If the redemption completely terminated the wife's interest, sale or exchange treatment may be possible as long as the redemption occurred subsequent to the divorce.  See IRC Sec. 302(b)(3).  But family attribution rules under Section 318 could make a complete termination impossible if the transaction occurred while the parties were still married. It may, however, be possible to use a Section 302© agreement to block constructive ownership.


30	In this case the husband would have gain or loss measured by the excess of (a) the price paid to his wife for the stock by the corporation over (b) his basis (carried over from his wife under 1041(b)).


31	See Mary Ruth Hayes, et at. v. Comm’r., 101 T.C. No. 40 (1993).


32	See Raby, "If He Gets the Big Mac, Does She Pay the Tax?", Tax Notes, January 17, 1994, Pg. 347.


33	Gloria Blatt, 102 TC No. 5 (1994).  See also PLR 9427009 where the IRS held that the situation in the ruling was similar to that in Blatt but not to that in Arnes.  Here, under the facts in the ruling, the redemption was a transaction between the corporation and the wife rather than part of an arrangement between the husband and the wife.  Neither the divorce decree nor the marital settlement agreement required the wife to surrender the stock to the corporation for redemption - so it can't be recharactorized as a redemption of the husband's stock by the husband followed by a transfer by the husband of the redemption proceeds to his wife.  See W. Raby, "Breaking Up May Be Taxing", Tax Notes, July 18, 1994, Pg. 365; Jerald August and Mitchell Schepps, “Recent Cases Complicate Redemptions of Stock Incident to a Divorce”, The Journal of Corporate Taxation; M. Sildon, “Separations in the Family Business - Breaking Up Is Hard to Do”, ALI-ABA Estate Planning Materials Journal, Vol. 2, No. 1, Pg. 45 (2 parts); M. McEvoy and C. Potash, “Dividing a Closely-Held Corporation When a Couple Divorce”, Estate Planning, Vol. 2, No. 2, Feb. 1996, Pg. 57..  





See also Vincent Yonadi, et ux., 94 TNT 76-25 (3rd Cir. 1994) and Joanna Harrington, TC Memo 1994-258, 94 TNT 110-15 which deal with the tax consequences of a divorce prior to Section 1041.  These are the same consequences facing couples and others who are not legally married but who own property together.  Professor Raby, in the article cited above, notes that partitioning of jointly owned assets is not a taxable event per se but subsequent disposition will be. The property rights of those parties will be determined under state laws that typically do not extend protections such as equitable distribution and community property to the unmarried.  This suggests that unmarried people living together who own property - particularly business interests - must - by carefully drafted contracts - forge their own version of marital property law.  Raby suggests an actual partnership.


34	Three of the Blatt judges (6th Circuit) disagreed with the majority and would have applied Arnes reasoning here.  One said, "the conclusion that the redemption did not satisfy an obligation of her husband 'strikes me as hyper-technical at best or disingenuous at worst.  The husband had an obligation to obey the divorce court's order or be in contempt, as strong a guarantee as one could ask.  This opinion makes more sense to me since the purpose of the formal court order and decree was to create an obligation for the husband do certain things in return for relief from other marital obligations, in essence a property settlement between the parties.


35	Carol M. Read, et al. v. Commissioner; 114 T.C. No. 2; No.  19001-97; No. 19322-97; No. 19328-97 , February 4, 2000; Temp. Reg. section 1.1041- 1T(c), Q&A-9;  49 Fed. Reg. 34453 (Aug. 31, 1984); Reg. Sec. 1.1041-1T(c), Q&A-10, Temporary Income Tax Regs., 49 Fed. Reg. 34453 (Aug. 31, 1984); Reg. Sec. 1.1041-1T(c), Q&A-11, Temporary Income Tax Regs., 49 Fed. Reg. 34453 (Aug. 31, 1984). See Raby and Raby, “Confusion Surrounds Stock Redemptions Incident to Divorce”; Tax Analysts Document Number: Doc 2000-4769, February 16, 2000





For “primary and unconditional obligation” cases, see Hayes v. Commissioner, 101 T.C. 593 (1993) (93 TNT 264-11),  Arnes v. Commissioner, 102 T.C. 522 (1994) (94 TNT 66-5), and Blatt v. Commissioner, 102 T.C. 77 (1994) (94 TNT 21-18); Ingham v. United States, 167 F.3d 1240 (9th Cir. 1999); Edler v. Commissioner, T.C. Memo. 1982- 67, affd. 727 F.2d 857 (9th Cir. 1984); Wall v. United States, 164 F.2d 462 (4th Cir. 1947); Enoch v. Commissioner, 57 T.C. 781 (1972); Priester v. Commissioner, 38 T.C. 316 (1962); Edenfield v. Commissioner, 19 T.C. 13 (1952). 





For constructive-dividend decisional law, see, e.g., Sullivan v. United States, 363 F.2d 724, 728-729 (8th Cir. 1966); Smith v. Commissioner, 70 T.C. 651, 668 (1978); Golsen v. Commissioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th Cir. 1971).





	36	M. Stevens, “Spouses Control Tax Consequences of Stock Redemption”, Practical Accounting, March 2005, Pg. 30.


37	Little v. X-Pert Corporation, No. D3411, Tex. Sup. Ct. (12/8/93). 


� See E. Renn and N.T. Angkatavanich, "Sabotaged: Don't Let a Buy-Sell Agreement Blow Up An Estate Plan", Trusts & Estates, April 2006, Pg. 52.  J. Bogdanski, "Stock Buyouts Funded by Life Insurance: The Blount Conundrum", Estate Planning, June 2006, Vol. 33, No. 6, Pg. 40.


� 	J. Bogdanski, "Stock Buyouts Funded by Life Insurance: The Blount Conundrum", Estate Planning, June 2006, Vol. 33, No. 6, Pg. 40. 


� 	S. Akers, "Buy-Sells, Valuation, and Life Insurance", Steve Leimberg's Business Planning Newsletter # 113 at � HYPERLINK "http://www.leimbergservices.com" ��http://www.leimbergservices.com� 


� 	Sidney E. Smith III et al. v. United States; No. 02-264 ERIE ; Sidney E. Smith III et al. v. United States, No. 02-264 ERIE (W.D. Pa. Jul. 27, 2004); IRC Sec. 2703 ; Reg. Sec 20.2031-2(h), Rev. Rul. 59-60, 1959-1 C.B. 237; Estate of Lauder v. Commissioner, T.C. Memo. 1992-736; St. Louis County Bank v. United States, 674 F.2d 1207, 1210 (8th Cir. 1982): Estate of Weil v. Commissioner, 22 T.C. 1267, 1274, 1954 WL 31 (1954); Estate of Blount v. Commissioner, T.C. Memo. 2004-116, 2004 WL 1059517 at 1 (U.S. Tax Ct.), quoting 136 Cong. Rec. 515683 (daily ed. Oct. 18, 1990); Bommer Revocable Trust v. Commissioner, T.C. Memo. 1997-380. 
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85	Each state provides statutory rights and remedies for minority shareholders.  The reason there are many books, articles, and seminars on the subject is because there are many disputes among shareholders and minority owners, often former friends and business associates.  Majority shareholders have many techniques to discourage and eventually freeze out minority owners.  Although there are securities laws (federal and state), RICO, and business corporation laws intended to protect the rights of minority owners, judicial protection of minority interests should not be relied upon.  





The following protections are best obtained through contractual provisions in corporate charter provisions, by-laws, voting agreements, proxies, voting trusts, employment agreements, and minority buy-out agreements which is often called the "ultimate sanction":





1.	Protection against a "squeeze-out" of the minority shareholder;


2.	Protection against firing, demotion, or transfer as an employee, or against cuts in pay or benefits;


3.	Protection against removal as a director;


4.	Protection against dilution of the minority's percentage of stock ownership;


5.	Restrictions on the employment and compensation of the majority and their families;


6.	Restrictions on other transactions between the corporation and the majority;


7.	Restrictions on competition by the majority, or diversions of corporate opportunity by the majority.





Some states impose limits on voting trusts while in others such trusts may run as long as the state's rule against perpetuities allows.  See PEF Code, 20 Pa. C.S. A. Sec. 6104.











86	See Castriota v. Castriota, (Superior Court, NJ, 1993) which held that a creditor may execute on a debtor's close corporation stock even if the buy-sell agreement prohibits such a transfer.  But to protect the other shareholders, the corporation may have the reasonable opportunity to redeem the stock at its fair market value.


87	See Tillman v. Tillman, No. 92-1173 (Wisc. Ct. App. 3/2/93) discussed in Tax Management Financial Planning Journal, May 18, 1993, Pg. 166. 
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89  	In a different family environment where a parent is willing to give up lifetime control there is the potential for significant estate tax savings. See “Dropping Below Control: Good Planning or Tax Abuse?”, Trusts and Estates, September 1995, Pg. 46.  Lifetime gifts of closely-held business interests which drop the owner below a controlling ownership position can result in significant estate tax savings and accomplish a number of succession planning objectives.  





One technique discussed by the author is to declare a nonvoting common stock dividend and then make gifts of voting stock.  The controlling shareholder must be willing to give up significant ownership and management rights and to shift those elements to the next generation as part of an orderly business transition.  It is essential if this technique is used to document the non-tax goals of the family and corporation in formulating and executing the succession plan.  See PLR 9352001 for a “not how to do it” example of abuse and the IRS use of Section 2704(a) lapse rule to block the purely tax-motivated transaction.  It is important to present value gift tax costs and match against the present value of estate tax savings.


90  	“Call” options (price determined by formula) could prevent family stock from passing outside the bloodline. Agreement could allow a working widow of oldest son to retain stock but not an outside non-working widow or an ex-spouse. (A “call” is a contract that enables one party to purchase stock at a specified price during a specified period of time from another party).  The call option would permit the corporation and/or the two younger children to call back stock upon oldest son’s death, disability, termination of employment, bankruptcy, divorce, or other event.  In other words a call is designed to meet the objective of enabling a working family member the legal right to obtain the stock of family members who are not active in the business.  Note that the call gives a legal right - but does not provide the ability - to make the purchase.  However, coupled with insurance, perhaps on a split dollar basis, the call would provide both the right and the ability - and provide cash for those not active in the business and free them from the economic umbilical cord of the business.  For instance, insurance owned by a working child on the life of one parent or the lives of both could provide the funds to purchase the stock owned by siblings.





       	“Put” options (price determined by formula) could bail out the two younger children by giving them the legal right to force either the company or their older brother to buy them out. (A “put” is a contract that entitles the party who holds the put the right to sell stock to another party at a specified price during a specified time) The put could be at will or be triggered only upon the happening (or non-happening) of specified events.  For instance, if certain financial triggers are met (solvency or liquidity ratio based) , the put would be triggered.  To prevent a premature exercise, a “time delay” could be attached to the put.  For example, the put could not be exercised for X years.  





Some puts could be “coded” with a discount; i.e. the formula would force a discount in the price paid to the younger children if the put was utilized within X years or because of Y event.  This might discourage an arbitrary exercise. Note that the put provides the legal right for inactive family members to bootstrap their way out of a family business that they do not control  However, the put is meaningless if neither the business nor the working family member has the cash to effectuate the put. (The result could be family discord, a cash-flow strained business, or both).  





Cash flow can be obtained through business cash flow, borrowing from third parties, installment payouts, life insurance funding, or a combination.  Life insurance owned by the working family member on the life or lives of senior family members (perhaps through a split-dollar arrangement) can provide the cash at their deaths to buy-out siblings if they put stock to him or her.  





Life insurance can provide the cash for the working family member to honor puts exercised by inactive family members or to fund a call on the stock held by inactive family members.  But what if an inactive family member goes into the business prior to the death of the senior family member?  In that case the active family member can form a partnership with the newly active family member and the senior member.  As partners they can safely own insurance on the life of the senior family member - who could hold a nominal (1%) interest in the partnership.  This would avoid a transfer for value problem.  
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93	See PLR 9147065.  See also Kasner, "The Marital Deduction: IRS Issues Yet Another Questionable Ruling", Tax Notes, January 13, 1992.  See IRC Sec. 2056(b)(5) under which the surviving spouse must be entitled to all of the income from the interest in the property in the trust.  The IRS also held that the amount attributable to the exercise of the options was not ascertainable at death.  So it allowed a marital deduction only for that specific portion of the marital trust funded with assets other than stock.  See also TAM 9139001 where closely-held stock was contributed to a marital trust for which a QTIP election had been made.  There, because the decedent's son had an option to purchase stock from the trust, it did not qualify for the marital deduction.  See "Marital Trust Stock Subject to Purchase Option is Disqualified for QTIP Election", 32 Tax Mgmt. Memo 337 (November 4, 1991).  


94	Chenoweth v. Commissioner, 88 T.C. 1577 (1987).  The fun part in the real world has yet begun.  For instance, see the discussion by Albright, "Funding Testamentary Martial Deduction Transfers with Closely Held Business Interests", Clark Boardman Callaghan's Estate and Personal Financial Planning, January 1992 where the author discusses the choice of formula and funding approach to use with the marital deduction and covers the situation where a client owns a single major asset, a business interest worth $1,000,000.  She wants $490,000 to go to a marital trust and the remainder to go to her daughter. If the attorney places 49 of the 100 shares outstanding into the trust, it may be worth less than $490,000 because of the minority discount.  Conversely, if more than 50 shares are placed into the marital trust, it may be worth more than $490,000 because of the control factor.  The parties may end having to sell some of the business interest to break the quandary.   See also PLR 9403005 which held that where a minority interest block passes to the surviving spouse, a marital deduction may be taken only for the value of that block, i.e., reduced because it is a minority interest - even if the same estate holds a non-capital asset consisting of a controlling interest valued at a premium. See PLR 9403002 where two blocks of stock were included in the same decedent's estate although he had transferred one block to a trust during his lifetime.  According to the IRS, the decedent retained a "sufficient nexus" to those shares for them to be treated together as a controlling interest.


95	Eads, "Practice Continuation Agreements", Journal of Accountancy, Oct. 1991, Pg. 50.  See also Etkind, "How a Professional Practice Can be Sold Effectively", Estate Planning, May/June 1994, Pg. 162.


96	This discussion is based on Broussard, "Passing the Bucks", Financial Planning, July 1989, Pg. 81 and Hodes, "Why You Need a Buy-Sell Agreement Now", Medical Economics, November, 1990, Pg. 172.


97	A 40 year old male has a 28% chance of suffering a 90-day disability prior to age 65; 3 forty year olds together have a 63% chance that one will be disabled for more than 90 days.  “Don’t Leave a Black Hole in Your Buy/Sell Agreements”, J. Hanna, Life Association News, April 1996.


98	Ron Bachrach, JD, CLU, ChFC in a discussion entitled, "Disability Buyouts: Protecting Clients and Yourself", points out that it may be important for a professional to obtain a written acknowledgment from a client who chooses not to be covered if a corporate shareholder becomes disabled.


99	This discussion is based on O'Connor, "Packaging Your Business For Sale", Harvard Business Review, March-April, 1985.  An excellent summary of the tax implications that can occur where there is a lifetime sale of corporate or partnership assets can be found in Susman and Chou, "Transferring the Family Business to Outsiders", The Practical Accountant, February 1994, Pg. 24.  See also James Jurinski and Gary Zwick, Transfering Interests in the Closely Held Family Business, ALI-ABA.  Key Points are of transactions where the sale is to a third party are:





*	A sole shareholder who cashes out of the business can have the corporation sell operating assets to the buyer for cash.  The transaction could then be followed by a liquidation of the corporation and a distribution of the cash to the owner.





(1)	The corporation will recognize gain (or loss) on the sale of its assets


(2)	The shareholder must report gain (or loss) on the liquidation receipts (IRC Sec. 331)





*	If voting stock of the buyer which acquires the assets is accepted in lieu of cash, the transaction might fall under the umbrella of IRC Sec. 354.  This would entitle the business owner to a tax free receipt of the voting stock - unless he or she triggers immediate recognition of gain by an immediate sale of that stock to a third party or to the acquiring corporation for cash.  (A "Step-Transaction argument that in reality the seller received cash rather than voting stock)





*	A sole shareholder could sell stock for cash.  





(1)	Gain (or loss) would be recognized on the sale


(2)	If voting stock of the buyer is received rather than cash, the transaction may qualify for tax deferral as a "B" reorganization under IRC Sec. 354  - unless the acquiring corporation liquidates the acquired corporation immediately after the transaction in which case no deferral would be allowed.  In this later case tax deferral will be possible only if the requirements of IRC Sec. 368(a)(C) (A "C" reorganization) are met.





100	BUSINESS QUICK PLAN Software (800 777 3162) is an excellent analysis as well as valuation tool.  It numerically as well as graphically translates numbers into relationships and trends.


101	Information may be obtained through government sources, commercial services, or trade groups.  A listing is available in the BUSINESS QUICK PLAN manual.


102    	See “Selling the Family Business”, T. Van Dyke, ALI-ABA Estate Planning Course Materials Journal, Oct. 1996, Vol. 2, No. 5, Pg. 39.


103	See Leimberg, et al, Tools and Techniques of Estate Planning (800 543 0874) for a discussion on valuation concepts and techniques.


104	Blackwell v. Nixon, Court of Chancery of Delaware, Civil Action 9041, decided September 26, 1991.   This case was recently overturned by Nixon v. Blackwell, Del. Supr., 626 A.2nd 1366 (1993).


105	See Hunsberger, "Owners and Estates" A Buy-Sell Primer", Journal of the American Society of CLU & ChFC, September 1991, Pg. 48.  For a horror story that emphasizes the importance of an arms' length agreement with a stipulated value, see Fulton v. Callahan, Supreme Court of Alabama, October Term 1992-93 (1910611) where a minority shareholder (who happened to be a member of the United States House of Representatives) successfully alleged negligent and wanton breach of fiduciary duty and conspiracy upon proving that the majority shareholders intentionally acted to devalue company stock with the intent of buying it from him at less than its real value.





106	This trend began in 1989 when California changed its Rules of Professional Conduct.


107	This change has been adopted by Michigan, Wisconsin, and the U.S. Virgin Islands and is under consideration in Missouri and Florida.


108	P. Katt, “Insuring for Business Continuation”, Journal of Financial Planning, February 2000, Pg. 28.


109	David Lewis and Maureen Lanning, “Estate Freezes and Grantor Trusts for Business Owners”, Business Entities, March/April 1999, Pg. 10.  Installment Sales to IDGTs are covered in detail in THE CUTTING EDGE (610 924 0515).


110	Because the trust is, by design, a grantor trust (i.e. the tax alter ego of the grantor) the grantor will be treated for all income tax purposes as the shareholder of the S stock.  So for income tax purposes, the grantor will retain all benefits - and burdens - of the S stock held in the trust - and the S election will continue.  However, at the grantor’s death, the grantor trust “dies”, i.e., the benefits of grantor trust status die with the grantor.  Plans must be made to assure at that point that the trust will qualify as an ESBT (Electing small business trust) or QSST (qualified Subchapter S trust).


111	AFR rates are released monthly by the IRS and vary by length of loan.  A complete history and most current rates available under RATES/Valuation at http://www.leimberg.com.


112	For overall guidance in this area, see the IRS VALUATION GUIDE FOR INCOME, ESTATE, AND GIFT TAXES available from Commerce Clearing House, Inc.


113	Restrictive agreements made within a family unit are subject not only to Chapter 14's Code Section 2703 but to additional scrutiny in order to ascertain whether in economic reality what they appear to be.  See L. Mezzullo, “Special Valuation Rules Affect Buy-Sell Agreements”, National Underwriter, 4/1/96.  The presumption is that a transfer under a restrictive agreement executed by closely-related parties is donative.  See Estate of Reynolds v. Comm’r., 55 T.C. 172 (1970). 





Code Sections 2701, 2702, and 2704 must also be considered when working with buy-sell agreements. The IRS held in PLR 9710021 that a transfer of an interest in a business trust to family members will not be subject to Code Section 2701 even if the transferor retains other business trust interests.  Planners seeking a flexible business and estate planning tool should examine the facts in this ruling.





Section 2702 is triggered when a “family member” transfers an interest in a corporation or partnership to another family member but the transferor (or another applicable family member) retains an interest in the entity. (Family members include stepchildren under PLR 9841005).  If Section 2702 applies, the retained interest is given a zero value which makes the gift tax value of the transferred interest equal to 100% of the asset’s value. It is possible for the IRS to treat a stock redemption as a transfer of an interest in a corporation for these purposes - unless an exception is met that prevents the special gift tax rules from applying.  PLR 9638016 dealt with the impact of Code Section 2702 on valuation in a buy-sell. Here, before the proposed redemption, the primary asset of each of 12 trusts consisted of stock in the decedent’s corporation.  The stock was to be redeemed in exchange for corporate real estate but to reduce the income tax  implications, the corporation retained a leasehold interest.  After the redemption, each trust still held the same proportionate interest.  The IRS concluded that the interests of family members were substantially identical before and after the redemption.  So there was no transfer subject to Section 2702 valuation rules - even though the retention of the lease by the corporation reduced the value of the properties and thus lowered taxable gain on the transaction.


114	Estate of Seltzer v. Comm’r., T.C. Memo. 1985-519.  See also Reg. Sec. 20.2031-2(h).


115	In PLR 9133001 a family partnership buy-sell prohibited a partner from transferring an interest without the express consent of all of the other partners.  Other partners were given the right to purchase the entire interest of a deceased partner.  If the surviving partners decided to purchase, the price was equal to the deceased partner's capital account (adjusted for the share of profits and losses).  The IRS held that the agreement did not establish estate tax value since the decedent was not consistently obligated to sell and the other partners were not obligated to buy at the contract price.  Although the obligation to obtain permission of the surviving partners was necessary before selling a decedent's interest was implicitly a "first offer" commitment, it did not set the offering price.  The point is that a mere option to purchase will not set estate tax values. For a differing view, see the discussion in Stephens, Maxfield, and Lind, Federal Estate and Gift Taxation.


116	Estate of Bischoff v. Comm’r., 69 T.C. 32 (1977).  If a shareholder can sell all of his stock to his descendants without first offering to other shareholders or give them the right to buy the stock when he dies, it wouldn't set federal estate tax value.  Mathews v. U.S. 226 F. Supp 1003 (1964 DC NY).  Probably, the same adverse result would occur if the agreement provided that - except for gifts to owners' children - the stock was subject to purchase options by the other shareholders at a fixed price. See U.S. v. Nancy Lake, 406 F.2nd 941.  Likewise, where the agreement gives a shareholder permission to sell shares to employees at any price (presumably to attract and retain key people), the agreement would only set the price of shares still owned at death. PLR 8634004(e).  Where the first offer requirement could be waived by a 2/3 majority vote of the shareholders, the price didn't set the federal estate tax value. Jacob Kamborian, 56 T.C. 847(e).
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