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This week’s FFI Practitioner focuses on buy-sell agreements and their role
in protecting family enterprises from potential future ownership issues.
Thanks to Dan Frosh, this week’s author, for providing an examination of
the numerous benefits and features of effective buy-sell agreements
within the family enterprise context.

When assisting family business clients in developing succession and estate plans, it is critical that advisers take
into account both the needs and capabilities of the business as well as the personal goals and concerns of current
and future owners. Due to its flexibility and unique ability to address a diverse set of prospective issues, the “buy-

sell agreement” represents a valuable instrument for family business owners and advisers.

A buy-sell agreement is a contract entered into by the owners of a closely-held enterprise to define the various
owners’ rights and obligations upon the occurrence of certain “triggering” events. Through the agreement, the
parties agree to restrict their right to freely transfer their ownership interest in favor of providing a more orderly
transition of the business’ ownership and management. An effective buy-sell agreement should answer the

following questions:

Who has the right to own stock in the company?

« What events will trigger the obligation to buy or to sell?

« What will be the process for valuing the shares?

« What will be the purchase price of the shares and the terms of the transaction?
« How will the transaction be funded?



While many family business clients may already have some form of a buy-
sell agreement in place, much like any other business contract, one-size
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does not fit all or last forever. These families would be wise to review
their current agreement periodically to ensure it is up-to-date and still fits
their evolving goals. For those family businesses that have not yet
included a buy-sell agreement in their planning, here are some reasons

why they should consider doing so in the near future:

A Way to 1. To ensure the continuity of family ownership.
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3. To generate a process for the valuation of the shares.

One of the important functions of a buy-sell agreement is to lay out
the process by which the shares will be valued at the time a
transaction has been triggered. There are different valuation
methods that can be utilized in the agreement, including: a) fixed-
price agreements, which set the future purchase price at a specific
dollar amount; b) formula agreements, which provide a specific
formula for determining the purchase price at the time of the
transaction; and c) valuation process agreements, which provide an
outline of the valuation process that will take place in the future
(e.g., how many appraisers to use, how to select the appraiser(s), and
the timing of the appraisal).1 Each of these methods has advantages
and disadvantages that you will want to explore with your clients
and an attorney before selecting a valuation method.

. To establish a funding mechanism to facilitate the transaction.
Ultimately, if at the time of the transaction, the obligated buyer (either the corporation or other shareholders)
is unable to pay the purchase price, the buy-sell agreement has failed its primary objective to ensure an
orderly transition of ownership. Accordingly, specifying the source of funding for the purchase is among the
most critical, yet overlooked sections of a buy-sell agreement. Numerous funding mechanisms exist, which
include life insurance policies, an installment sale, liquidating accumulated corporate assets, or borrowing
external funds. Determining which option, or combination of options, will best serve your clients’ needs will
depend upon their goals and unique financial situations.






