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When a business has been
built up by its founders
over many years, how

can it guarantee survival of the
loss of one or more shareholders?

There are critical interests at
stake in definitive long-term suc-
cession planning for closely-held
businesses, including those that
are family-owned.

Owners of closely held busi-
ness must plan well in advance to
prepare for and ensure the contin-
ued success of the company fol-
lowing a triggering event such as
the death, disability, or retirement
of one of its shareholders. 

For family-owned businesses
looking to carry the organization
along through generations, the
track record is ominous. In fact,
according to the Small Business
Administration, 90% of the 21
million U.S. businesses are fami-
ly-owned, and one-third of the
Fortune 500 businesses are either
family-owned or family-con-
trolled. In addition, only 30% of
family-run companies today suc-
ceed into the second generation,
and only 15% make it into the
third generation. 

Hypothetical: The Risk
Consider the following hypo-

thetical situation demonstrating
the need to develop a solid succes-
sion plan.

Paul and John start a record-
ing studio business in 1980. Over
the course of the next 25 years,
they grow the business into a
multi-million-dollar operation,
with Paul primarily responsible
for day-to-day operations and
John responsible for sales. When
John passes away suddenly in
2006, his interest in the business
passes to his son, Ringo, who,
while a responsible young man in
his early 20s, has interest in nei-
ther the recording business nor
sales.

Over the next few months the

company’s existing sales connec-
tions begin to wane. Within 12
months, revenues are down by
more than 60%, and the business
defaults on its line of credit with
the bank. Assets are sold, and the
venture’s real estate is foreclosed
upon.

Mechanisms to Ensure
Successful Transition

What can a company do to
prevent such a breakdown?

Contractual mechanisms should
be put in place well in advance to
ensure that the business is well
prepared following a triggering
event such as the death, disability,
or retirement of a shareholder. In
the alternative, an owner’s inter-
est could be passed to a spouse,
child, or other relative, who may
have little experience or desire to
be involved. 

Such succession planning
includes considering what poten-
tial effect a change in manage-
ment of the company could have,
then preparing accordingly.
Commonly, a succession plan
involves the intention that the
surviving shareholders or the cor-
poration will agree to purchase
the interest held by the triggering
shareholder. 

Once a succession plan has
been formulated, mechanisms
and contractual safeguards can be
put in place to memorialize the
parties’ intent and assure a suc-
cessful transition in the case of a
triggering event. The agreements

typically used to accomplish this
goal are referred to generally as
buy-sell agreements. There are
two common types, the cross-pur-
chase agreement and the redemp-
tion agreement. 

A cross-purchase agreement is
structured so that in the case of a
triggering event, the remaining
shareholders are contractually
obligated to purchase the shares
held by the deceased, disabled, or
retiring shareholder. 

Conversely, the redemption

agreement is designed so that the
company is obligated to purchase
the deceased, disabled, or retiring
shareholder’s shares in the com-
pany.

Funding Sources
In circumstances where a

cross-purchase or redemption
agreement is contemplated, a
funding source is required to pur-
chase the shares in the company
held by the deceased, disabled, or
retiring shareholder. But from
what source does the company or
the surviving shareholder unearth
the funds necessary to buy out the
triggering shareholder?  

Certainly the shares may be
purchased by capital of the surviv-
ing shareholders in the case of a
cross-purchase agreement, or
from the corporate treasury in the
case of a redemption agreement.
However, access to such liquidity
may be burdensome and have a
detrimental impact on the individ-
ual or on the company’s financial
position, so alternative funding

sources should be sought.  
The source for buy-sell agree-

ments is often the use of whole,
term life, or disability insurance
policies on each respective share-
holder, or on the first shareholder
to trigger the policy.  

For instance, in the case of a
cross-purchase agreement, each
shareholder could own an insur-
ance policy on the lives of the
other shareholders. In the event of
the triggering of one of the poli-
cies, the proceeds would be used
by the surviving shareholders to
purchase the shares held by the
deceased shareholder. Similarly,
in the case of a redemption agree-
ment, the company can purchase
life insurance policies on each
shareholder, with the company
named as the beneficiary. As with
the cross-purchase agreement, the
company could use the insurance
proceeds to purchase the shares
owned by a deceased shareholder.

Valuation
Once an agreement is in place

to purchase the shares of a
deceased, disabled, or retiring
shareholder, and a funding source
has been identified, the remaining
matter is how to value the interest
held by each shareholder.
Certainly the value of a percent-
age of ownership interest in a
company is a moving target, as
the company’s value fluctuates.  

The most binary approach for
shareholders to assess each of
their interests is to agree on a
definitive value at the time of the
buy-sell agreement. This
approach could also include an
annual or periodic revaluation
and certification of each such
shareholder’s interest. 

On the other hand, the share-
holders may want to value the
interest at the time of a triggering
event based upon the business’
worth at that time, better known
as fair market value. Business val-
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uation methods vary and include
book value, sales-multiple valua-
tion, and discounted cash flow, to
name a few. A buy-sell agreement
may include a formula for deter-
mining the fair market value
based upon any of the above. 

To the extent that a buy-sell
agreement values the sharehold-
er’s interest based upon fair mar-
ket value, the parties should
ensure that the policy remains
sufficient to compensate for the
deceased shareholder’s interest if
the company continues to
increase in value over time. 

Sale of Ownership
Interest During Lifetime

In addition to providing a
mechanism for purchase of a

shareholder interest in the event
of death or disability, buy-sell
agreements can provide a defini-
tive and resolute road map for
retirement. For example, the
shareholders may agree upon the
age and other factors upon which
a shareholder may retire and have
his or her interest purchased with
respect to the valuation method-
ologies suggested above. 

The benefits of setting forth
the retirement terms well in
advance of the event itself are
well-recognized by both parties.
The shareholders, each a prospec-
tive retiree, benefit by the piece of
mind and certainty provided by
the arrangement. Each share-
holder knows the retirement age
and the nature of his or her buy-
out, aiding in his or her ability to

engage in long-term financial
planning. 

The company benefits from
specified retirement provisions by
the financial incentive created by
the agreement — each sharehold-
er will continue with the company
until a specified age or when other
requirements are met, rather than
potentially forfeiting such bene-
fits. The inclusion of non-compe-
tition or other contingencies also
provides further protections and
better potential for the long-term
success of the company and the
remaining shareholders. 

Tax Implications

Lastly, there may be distinct
tax consequences of choosing
either a cross-purchase agreement

or redemption agreement based
upon the particular circum-
stances, which should always be
taken into consideration during
the succession planning stages.

However accomplished, a
thoughtful succession planning
will ensure that the hard work
and achievements of a business
are not lost, but rather carry on
for generations to come.❖
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