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I. INTRODUCTION

A. General Purpose

Shareholder agreements, often referred to as “buy-sell” agreements, contain contractual
rights and obligations between shareholders and the corporation to buy and sell stock, as well
as other provisions dealing with matters such as governance and tax issues. This outline is
intended to explain the use and characteristics of agreements between shareholders and the
corporation. The focus is on corporations with active businesses (but does not include
provisions unique to professionals) that are owned either by family members or unrelated
owners (but not specifically ESOPs). Selected issues relevant to S and C corporations are
covered, but this outline is not intended as a comprehensive treatment of corporate tax issues.
Variations in state laws are not addressed, except in general reference, and so practitioners
should check applicable state law.

The ACTEC Shareholders Agreements For Closely-Held Corporations Sample Agreement'
contains sample provisions for a shareholders agreement discussed in this Outline.

The articles of incorporation can also contain restrictions on transfer, which would be
binding on all shareholders. A shareholders agreement is a private contract between
shareholders (all or less than all) and often the corporation as well, and thus may contain
agreements to undertake future actions and more flexibility in the terms.

Since a shareholders agreement is a contract, it needs consideration to be enforceable.
Generally the benefits and burdens of the agreement run to all parties and that is sufficient
consideration. If the agreement is one-sided only, specific consideration may need to be
included.

B. Non-Tax Objectives

(1) Protect the shareholder/employees and/or their families from having to maintain an
interest in a closely-held business, which may not provide a source of revenue, by
creating a market for the stock.

(11) Preclude shareholders from selling or hypothecating their interests in the business
without the consent of the other shareholders, thus limiting unrelated third-party
access to ownership.

(iii))  Insure continuation of the business by providing for a smooth and orderly transfer of
ownership, governance and control upon the occurrence of a “triggering event” (such
as the death, disability, retirement, divorce, insolvency and/or termination of
employment, whether voluntarily or involuntarily, of a shareholder).

(iv)  Provide a “known” buyer upon the occurrence of a triggering event.

! http://meetings.abanet.org/webupload/commupload/RP519000/relatedresources/Actec2.pdf
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(v)
(vi)

(vi)

(viii)

(ix)

)

(xi)

(xii)

(xiii)

(xiv)

(xv)

(xvi)

(xvii)

@

Avoid controversy, particularly among family members of a former shareholder.

Avoid the need for negotiations with the family or a fiduciary representing the former
shareholder’s interest by (i) establishing a price or method of valuing the ownership
interest which is to be transferred, such as by an appraisal or formula, (ii) establishing
the terms of payment, and (iii) providing a method of funding for the payment of the
purchase price.

Consider the use of lack of marketability or minority interest discounts in determining
value.

Provide liquidity to the family of a deceased, disabled or terminated shareholder,
particularly with sufficient cash to provide for the payment of estate taxes and other
family needs, and eliminate exposure to future risks inherent in the business.

Provide the remaining shareholders and/or the corporation with access to funds for
the purchase of stock, often without adverse tax consequences.

Restrict the use of proprietary or confidential information and competition by a
former shareholder.

Provide voting agreements where necessary to protect various interests.

Avoid disputes pertaining to any excess of insurance proceeds over the purchase price
upon the death of a shareholder.

Determine what happens to insurance policies on the life of a terminated but
surviving shareholder.

Establish a dispute resolution process such as arbitration, selection of one or more
independent directors or possible injunctive relief.

Allow for efficient and orderly estate administration when the triggering event is
death.

Avoid conflict among shareholders who are not employed by or otherwise active in
the operation of the business.

Establish a means to void transfers, whether voluntary or involuntary, which may be
inconsistent with the succession to ownership rights agreed to by the shareholders.

Tax Objectives

Allocate the consideration paid for the transferred interest and other agreements in a
manner that will result in capital gain (or loss), ordinary income or some combination
thereof for income tax purposes.
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Also available as part of the eCourse

Understanding How Different Allocation Methods Affect the Partners; Avoiding
Pitfalls in Buy-Sell Agreements; plus Federal Income Tax Considerations in
Acquisitions and Dispositions of S Corporations

First appeared as part of the conference materials for the
60" Annual Taxation Conference session
"Avoiding Pitfalls in Buy-Sell Agreements"
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