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Buy-Sell Agreements

Introduction to Buy-Sell Agreements
The “Baby Boomers”


The U.S. Census Bureau defines the “Baby Boomers” as those born between
January 1, 1946 and December 31, 1964, and comprises approximately 78
million people in the U.S. population.



On January 1, 2011, the very first “Baby Boomers” turned age 65, and every
single day thereafter, 10,000 “Baby Boomers” will reach the age of 65, which
will continue everyday for the next 19 years.



Approximately 9% of the “Baby Boomer” generation are business owners.



Approximately 7 million “Baby Boomer” companies in the United States are
estimated to be transitioned during this period.



The Exit Planning Institute has projected that over the next 12 to15 years,
more than 8 million closely-held U.S. companies will be sold.

Introduction to Buy-Sell Agreements
Closely-Held Businesses
 In 2014, PWC updated its Family Business Survey which surveyed
nearly 2,400 closely-held owners and managers


http://www.pwc.com/gx/en/pwc-family-business-survey

 The survey indicated that only 16% of the businesses surveyed have
a succession plan in place; only 25% for respondents age 65 or older
 The survey also indicated that 38% of respondents consider
succession planning a key challenge in the next five years

Introduction to Buy-Sell Agreements
Closely-Held Businesses
 An increasing number of business owners (32%) expect to pass on
ownership, but not the management, of their business

Introduction to Buy-Sell Agreements
Closely-Held Businesses
 The survey also revealed that 44% of closely-held businesses do NOT have a
succession plan in place

The Need for a Buy-Sell Agreement
 Consequences of not having a comprehensive buy-sell agreement
in place:
 Leads to confusion and disputes among key employees
 Can cause disruptions in operations
 Often results in the dissipation of the entity’s value


The existence or absence of a comprehensive buy-sell agreement
is a significant risk consideration impacting the valuation of a
closely-held business.

The Need for a Review of Existing Buy-Sell Agreements


Companies with buy-sell agreements already in place should
undertake a detailed review of the agreement at least annually to
ensure that the agreement
does not yield unintended
consequences relating to transferability, valuation, funding or
corporate governance.



Changing economic conditions nationally, regionally or within a
particular company coupled with ever-changing Federal and state
tax laws and rates mandate a periodic review of existing buy-sell
agreements.

The Buy-Sell Agreement


A mandatory step in the plan for ownership transition is the
adoption of a comprehensive agreement among the shareholders
that is often referred to as a buy-sell agreement.



A buy-sell agreement is a contract providing for the sale of a
shareholder’s ownership interest in the Company upon the
occurrence of a specified event.

The Buy-Sell Agreement – Events of Transfer


Commonly referred to as Events of Transfer, these include the
retirement, death, disability or separation from service (voluntary or
involuntary) of a shareholder.



Other Events of Transfer can include bankruptcy, divorce,
conviction of a crime (especially a felony), loss of professional
license or accreditation, loss of residency status, etc.

The Buy-Sell Agreement
A buy-sell agreement should be a “self-executing” agreement that will accomplish all of the
following objectives:


To provide for the an “offering process” for shares available as a result of an Event of
Transfer or shares issued to new shareholders and the corporate governance providing
control over the transfer of shares;



To restrict transferability to those not employed by the Company;



To create a market at a fair price for the interest of owners who desire to transition
their ownership in the Company for expansion or in contemplation of retirement;



To permit retention of control by the remaining owners, maintaining an identity of
interest between ownership and management and eliminating conflicts that might occur
between owners active in management and inactive owners;



To fix the value for sale and/or purchase and the related payment terms; and



To reasonably assure the continuance of the business and reduce the risk of
dissolution and loss of value.

The Buy-Sell Agreement
There are generally three types of buy-sell agreements.
1)

Cross-purchase agreement - This is a buy-sell agreement solely among owners
where, for instance, upon the death of a shareholder, the remaining shareholder(s)
must purchase the stock of the deceased shareholder.

2)

Stock redemption agreement - This is an agreement in which the Company, as well
as the owners, are parties. In these agreements, the Company agrees to buy (redeem)
the shareholder’s interest on the occurrence of a specified event.

3)

Hybrid or combination agreement - In this type of agreement, the Company and the
shareholders agree to buy the shareholder’s ownership interest. Such an agreement
has a provision that consists of both (i) a cross-purchase and (ii) a redemption
agreement. Upon an event of transfer, other shareholders first have the right to
purchase the shares. Any shares remaining unsold after the “right of first refusal” are
then redeemed by the Company or vice versa.

The Buy-Sell Agreement – An Offering Process
 As shares are available for purchase or new shares are issued under a buy-sell
agreement, the agreement should provide for an “offering process” giving approved
individuals the right to purchase shares to foster ownership transition.
 Many agreements will contain a “Shareholders’ Right of First Refusal” for shares
that become available either as approved by the company’s governing body or prorata based on existing stock ownership.
 For shares that go un-purchased under the Shareholders’ Right of First Refusal, the
Company will generally have a mandatory redemption obligation to redeem any
remaining shares, providing for a continuous market for the shares of stock.
 Existing agreements which provide the Right of First Refusal on the part of the
Company as opposed to the individual shareholders may be counterproductive to
the transition of stock ownership to future generations

The Buy-Sell Agreement - Valuation
 Buy-sell agreements generally provide for the valuation of shares in
any one of three different methods:
1) Fixed Price – shares are purchased/redeemed at a price set in the
agreement
2) Fixed Formula – shares are purchased/redeemed at a price
determined by a formula contained in the agreement
3) Appraiser-Driven – a combination of up to three appraisers
determines the price at which the buy-sell agreement will be
executed

The Buy-Sell Agreement
Fixed-Price Agreements
 Advantages
 Easy to understand
 Easy to execute
 Low cost to put into place
 Disadvantages
 Proper price only in one instance (maybe)
 Determination of the fixed price (independent appraiser or “back of the
envelope”)
 Relevance on a go-forward basis given economic climate, growth of the
Company and a host of other factors impacting the valuation of a closelyheld company

The Buy-Sell Agreement
Formula Agreements
 Advantages
 Can be incorporated into agreement so as to be easy to understand
 Easy to execute
 Reduces (not eliminates) opportunity for manipulation
 Disadvantages
 How was the formula determined (independent appraiser or “back of the
envelope”)
 Relevance on a go-forward basis given economic climate, growth of the
Company and a host of other factors impacting the valuation of a closelyheld business – needs to be revisited annually

The Buy-Sell Agreement
Appraiser-Driven Agreements
 Advantages
 Will be reflective of current value of the company given current market and
economic environment
 Eliminates arbitrary valuations when appraiser is independent
 Credible results
 Disadvantages
 Time table and cost
 Consistency in approach and methodology between differing appraisers
could impact effectiveness of the buy-sell agreement
 Requires management input, thought and discussion

Standard of Value
 The proper Standard of Value for valuing a closely-held business is an
assumption or set of assumptions regarding the specific characteristics of
the buyer and seller (either hypothetical or actual) in a given set of
circumstances surrounding a particular transaction (or assumed
transaction) and is essential to explore in developing an effective buy-sell
agreement.
 There are five principal Standards of Value:
1) Fair Market Value (FMV)
2) Investment Value
3) Intrinsic Value
4) Fair value (state rights)
5) Fair Value (financial reporting)

Fair Market Value
 Revenue Ruling 59-60 defines Fair Market Value as:
“the price at which the property would change hands between a
willing buyer and a willing seller when the former is not under any
compulsion to buy and the latter is not under any compulsion to sell,
both parties having reasonable knowledge of relevant facts. Court
decisions frequently state in addition that the hypothetical buyer and
seller are assumed to be able, as well as willing, to trade and to be
well informed about the property and concerning the market for such
property.”

Premise of Value
 Premise of Value is an assumption regarding the most likely set of
transactional circumstances that may be applicable to the subject
valuation.
 The three main Premises of Value are:
1) Going Concern Value - the value of a business enterprise that is
expected to operate into the future; the intangible elements of going
concern value result from factors such as having a trained workforce, an
operational plant and the necessary licenses, systems and procedures in
place
2) Orderly Liquidation Value - the liquidation value at which the asset or
assets are sold over a reasonable period of time to maximize the proceeds
received
3) Forced Liquidation Value - the immediate liquidation to minimize the
timing in which the sale proceeds are received (i.e. auction price)

Levels of Value
 Levels of Value refer to the value of a business enterprise considering the
characteristics of marketability in the public or private marketplace and the
degree of control to be exercised by the buyer over the future operations
of the enterprise.
 In arriving at the proper Level of Value in valuing closely-held businesses,
valuation discounts and premiums are often applied.
 Alternatively, adjustments to the Discount Rate or Capitalization Rate
under the Income Approach are applied to reach the appropriate Level
of Value conclusion.

Levels of Value
Strategic Interest in
Closely-Held
Business

Synergistic Value
(Investment Value or Acquisition Value)

Synergistic Premium
Controlling Interest
in Closely-Held
Business (i.e.
>50%)

Control Value
(Value of Controlling Interest in Business Enterprise)

Control
Premium
Publicly-Traded
Common Stock

25% - 50%

Minority Interest Discount

Marketable Minority Value
(Value of Minority Interest, Freely Tradable)

10% - 40%
Minority Interest in
Closely-Held
Business

10% - 50%

Marketability/Liquidity Discount

Nonmarketable Minority Value
(Value of Minority Interest, Not Freely Tradable)

Elements of Value – Revenue Ruling 59-60
 Revenue Ruling 59-60 introduced eight factors that must be considered in
determining the fair market value of a closely-held business
1)

The nature of the business and history of the enterprise since its inception;

2)

The economic outlook in general and the condition and outlook of the specific industry in
particular;

3)

The book value of the stock and financial condition of the business;

4)

The earning capacity of the business;

5)

The dividend-paying capacity of the business;

6)

Whether or not the enterprise has any goodwill or intangible value;

7)

Sales of the stock and the size of the block of stock to be valued; and

8)

The market price of stocks engaged in the same or similar line of business having their
stocks actively traded in a free or open market.

Valuation Approaches in Buy-Sell Agreements
 Valuations of closely-held businesses fall into any one of three general
approaches below.
1) Asset Approach – Value of the business is based solely on the value of
the entity’s assets net of liabilities, including both tangible and intangible
assets
2) Income Approach – Most widely used method of valuing a closely-held
business where value is the sum of the present values of the expected
future economic benefits attributable to the ownership interest
3) Market Approach – Value of a closely-held business is determined by
reference to the market values of comparable companies who are either
publicly-traded or were recently sold in the private marketplace

Other Valuation Considerations
in Buy-Sell Agreements
 Effective date of the valuation
 Treatment of life insurance policies
 “Haircut” provisions for certain Events of Transfer
 Premium provisions for certain Events of Transfer
 “Air bag” clause to limit level of payments to be paid each year to
redeemed shareholders

Buy-Sell Agreements - Payment Terms and Funding
 A successful buy-sell agreement should outline how the purchase or
redemption of shares will be satisfied which is usually predicated on the
particular Event of Transfer.
 In the event of death, the buy-sell should be properly funded with life
insurance policies of sufficient death benefit to redeem the shares of a
deceased shareholder based on the valuation terms contained within
the agreement.
 Key-man insurance is also a consideration to replace the talents of a
deceased shareholder.
 In the event of disability, the buy-sell should also be properly funded
with disability insurance policies and the agreement should explicitly
outline the term “disability” to avoid ambiguity in certain circumstances.

Buy-Sell Agreements - Payment Terms and Funding
 In the event of retirement or separation from service (voluntary or
involuntary) an installment note is usually executed with properly
stated terms of principal and interest usually over a 5 to 7 year
period.
 Depending on the block of stock purchased or redeemed, this
period may be longer in order to provide for greater affordability
on the part of the purchaser.

Buy-Sell Agreements – Other Required Elements
 Legend on certificate
 Prevents transfer of shares to bona fide purchasers free of the terms
of the agreement.
 Most states require a copy of the agreement be filed in the office of the
corporation to be binding.
 Termination or Amendment
 Need to enumerate the events which terminate the agreement.
 Bankruptcy of corporation; dissolution; written agreement of owners.
 Provide for the purchase of any insurance policies by a shareholder of
any policies owned by the other shareholders or by the corporation if
the agreement is terminated.

Buy-Sell Agreements – Other Required Elements
 Insurance
 List policies in an attached exhibit.
 In the case of the corporation, it should not be obligated to continue
policies in force if there is a need for working capital or a deficit in
earned surplus.
 Individual shareholders should be obligated; unless all parties to the
agreement consent to change.
 Key-man insurance is also a consideration to replace the talents of a
deceased shareholder.
 Spousal Acknowledgement

Buy-Sell Agreements – Installment Sales


Installment Sales are a common funding arrangement in connection with internal
ownership transition plans (and may also apply to external sales).



In a Cross-Purchase transaction, few individuals have the necessary financial
resources for a full cash payment; similarly, in a Stock Redemption, companies
may not have the borrowing capacity in today’s lending environment requiring the
selling shareholder to hold a note payable over time.



Most Installment Sale arrangements are stipulated in a Buy-Sell Agreement
over a 3 to 7 year period depending on the magnitude of the selling price, the size
of the block of stock sold and the financial position of the purchasers, as well as
the Company.



Pursuant to Internal Revenue Code Section 453(b), any arrangement that
provides for two or more installment payments payable in two or more taxable
years will qualify as an Installment Sale.

Buy-Sell Agreements – Installment Sales


Key Agreements for Installment Sales:


Promissory Note – indicates the parties to the transaction, the principal amount being
financed, the applicable interest rate (often tied to an index such as prime, LIBOR or the
Applicable Federal Rate (AFR)), frequency of payments, and terms of default.



Personal Guarantee – demonstrates borrower’s obligation to repay the debt and gives
the lender the right to lay claim to the borrower’s assets in the case of default.



Pledge Agreement – borrower pledges the stock being acquired as collateral for the
note payable, establishing a lien against the stock. Borrower typically has complete
voting and dividend rights, so long as a default has not occurred.

LLC Operating Agreements

LLC Operating Agreements – Key Provisions


Equity Structure


Membership interest – typically expressed in terms of units or percentages. Best
to avoid expressing ownership in terms of capital account balances to avoid new
members sharing in value of assets acquired prior to admission.



Classes of Membership Interests – partnerships and LLCs have great flexibility in
their structure – can have voting and non-voting interests, common interests,
preferred interests, convertible interests, profit interests, etc.



Capital Accounts and Member Contributions – initial percentage interests
determined based upon the value given to initial capital contributions. A
member’s capital contribution can take the form of cash, property, services
rendered, a promissory note, or some other obligation, or a combination of the
foregoing.


Operating agreement should indicate if future capital contributions (capital calls) will be
required by members in the event additional capital is required for operations.

LLC Operating Agreements – Key Provisions
 Allocations and Distributions
 Allocation of Profits, Losses and Distributions – operating agreement
may alter the default rule of proportionate allocations pursuant to
Internal Revenue code §704(b).
 Special Allocations – of specific items of income, gain, loss,
deductions and credits should also be explained.
 Agreement may specify if guaranteed payments will be made to
members, and which members, or class of members, will receive
these payments.
 May specify when distributions will be made and the permitted level of
distributions to members.

LLC Operating Agreements – Key Provisions


Management & Voting


An LLC may be managed by members or managers.



If the LLC is manager-managed, the operating agreement should describe the
appointment of managers, the nature and frequency of manager meetings,
voting procedures, duties and responsibilities, term, and procedures for
removal and replacement.



An LLC operating agreement may alter the standard rule that members vote in
proportion to their percentage interests, and may even withhold entirely the
voting right of a member or class of members.



In addition, certain members or managers may have veto rights or
supermajority rights.



The operating agreement should further define those actions that may require
more than a majority vote, making those actions dependent on a supermajority
or unanimous vote.

LLC Operating Agreements – Key Provisions
 Restrictions on Transfer
 Assignability of Interests – frequently a membership interest can be
assigned, but such assignment does not include management right.
 Veto / Approval Rights – the operating agreement should specify those
instances in which the transfer of an interest can be vetoed by certain
members or managers as well as the required level of membership
consent required to admit new members.
 Permitted Members – the operating agreement may restrict ownership
to only those individuals possessing certain characteristics or
qualifications, such as possessing a valid professional license.

LLC Operating Agreements – Key Provisions
 Restrictions on Transfer (continued)
 Permitted Transfers – covers those instances in which
members can bypass the restrictions on transfers, such as to
affiliates and/or for estate planning purposes.
 Ant-Dilution Provisions – allows a member to maintain its
membership interest in those cases where the LLC issues
membership interests to new members.


Such provisions may include a veto right on the issuance of new units,
limitation on capita calls, and pre-emptive rights that allow a member to
purchase any class of membership interest being offered in order to
maintain their percentage interest.

LLC Operating Agreements – Key Provisions


Buy-Out Provisions


Triggering Events – operating agreement should cover those events that will
“trigger” the redemption or sale of a membership interest, such as the death,
disability, retirement or separation from service of a member. Other events, such
as the bankruptcy, loss of professional license, etc. should be addressed in the
operating agreement.




Disability should be clearly defined in the agreement, and if possible, tied to the definition
in the LLCs disability insurance policies (if any).

The agreement should address whether a Right of First Refusal will be granted to
either the other members or the LLC, as well as a mandatory repurchase obligation
for membership interests not purchased .

LLC Operating Agreements – Key Provisions
 Buy-Out Provisions (continued)
 An LLC operating agreement should define how the purchase price
(value) will be determined for an event of transfer (set price, formula
driven or appraiser driven), the payout terms, the use of insurance
proceeds (if any) .
 Tag Along and Drag Along Rights – tag along rights protect minority
members from being left behind upon the sale of a majority member’s
interest; drag along rights assist the majority members(s) by facilitating
the packaging of all membership interests to execute a full equity sale of
the company.

LLC Operating Agreements – Key Provisions
 Tax Provisions
 An LLC operating agreement should indicate whether the provisions
of the agreement are intended to comply with Internal Revenue
Code§704(b) and §704’(c) – pertaining to the allocation of income,
gain, loss, deduction or credit and “substantial economic effect.”
 Internal Revenue Code§754 Basis Step Up Provisions – permit a
step up in basis to the purchaser of a partnership interest that offsets
the gain recognized by the selling member.
 Minimum Gain Chargeback Provisions, Deficit
Obligations, Qualified Income Offset Provisions, etc.

Restoration

LLC Operating Agreements – Key Provisions


Other Provisions


Purpose of the entity



Officers – positions, term, duties, appointment, removal



Quorum - number of members required for meetings, votes



Limitation on Liability / Indemnification of members



Books and Records – addresses the keeping of records and the rights of members
to inspect corporate and accounting records of the company



Confidentiality and Restrictive Covenants – such as non-compete and non-solicit
clauses



Liquidation and Dissolution – who can determine when to dissolve an LLC or what
events will trigger dissolution; winding up procedures; liquidation of assets



Dispute Resolution – binding or non-binding arbitration



Amending the Operating Agreement; Adverse Affect Provisions

Employment Agreements

Employment Agreements
 In NYS, employment is generally “at will” – an employer may terminate
at any time, for any reason or no reason, so long as the reason is not
discriminatory.
 An exception to the “at will” employment rule arises when an agreement
is in place specifying that employment may be terminated only “for
cause”.
 Some employers may choose to have employees sign an “at will”
employment contract to outline the terms and conditions of
employment; may also utilize to impose restrictive covenants on the
employee.

Employment Agreements – Key Provisions
 Confidentiality Agreement – employee agrees never to share information
about:


How the employer’s business is conducted



The employer’s secret processes, plans, formulas, data, or machinery used



Client data or pricing



Vendor pricing arrangements

 Non-Competition Agreement – discussion to follow
 Ownership of Inventions – employee agrees that anything invented at work,
or during a set period of time after termination, becomes the employer’s
invention


Assignment of inventions to employer, cooperate with employer to obtain patents for the
invention, confidentiality about the invention

Employment Agreements – Key Provisions
 Best Efforts – although typically left unsaid, can employment agreements can
contain provisions requiring employees to work to the best of their ability and
be loyal to the employer.
 Exclusive Employment – employee agrees that so long as they work for the
employer, they will not work for anyone else in the same or similar line of
business. Sometimes extends to a promise to not be a shareholder or director
in a similar business.
 No Additional Compensation – stipulates that if an employee becomes an
elected director or officer of the company, they will not receive additional
compensation for services performed in this role.
 No Authority to Contract – also known of as the “agency provision” – employee
is not an agent of the employer, and therefore cannot enter into a contract or
otherwise obligate the company without express written consent.

Employment Agreements – Key Provisions
 Termination – states that either party may terminate the employment
contract for any reason by giving a certain amount of notice. Also may
give the employer the right to terminate the contract without notice if the
employee violates the terms of the contract in any way.
 Arbitration – agreement that disputes will be submitted to arbitration
rather than seeking resolution through the courts, whether the arbitration
will be binding, and how the parties will find an arbitrator.
 Choice of Law – in the event that the parties ever have a dispute that
results in a lawsuit, they agree to be governed by the laws of a certain
state, regardless of where the lawsuit is filed.

Non-Compete Agreements

Non-Compete Agreements
 A non-compete clause (or covenant not to compete) is a term used in
contract drafting, and it refers to an agreement under which one party,
usually an employee, agrees to not pursue a similar profession or trade
in competition against another party, usually the employer.
 Employers require employees to sign non-compete agreements in
order to maintain a competitive edge in the market. These agreements
seek to prevent the employee’s abuse of confidential information and
trade secrets obtained from his earlier employment.
 Non-compete clauses typically are comprised of three elements:
1)

The time frame during which the employee is restricted;

2)

The geographical area in which the employee is restricted; and

3)

The conduct/employment with respect to which the employee is restricted.

Non-Compete Agreements with Shareholders
 When the shareholders are key employees of the Company or have
significant knowledge about customers, operations or other matters, a
non-compete agreement is essential to protect the interests of the
Company and its other shareholders.
 Non-compete provisions might be included in the Shareholders’
Agreement or there may be a separate, standalone document for the
non-compete agreement.
 Non-compete agreements with shareholders will often include specified
payments over the non-competition period, which could increase the
enforceability of the non-compete agreement.
 Other provisions of the non-compete agreement will be similar to noncompete agreements for key employees.

Enforceability of Non-Compete Agreements
 The validity of contracts is generally determined by state courts.


In a few states, such as California, for example, non-compete agreements are illegal.



Courts in most states, however, do enforce non-compete agreements to at least
some degree.



New York State law “disfavors non-compete agreements as an unreasonable
restraint of trade” but will generally enforce a non-compete if the restriction is
reasonable.

 Although courts determine reasonableness on a case-by-case basis,
a non-compete can be reasonable only if it:


Is no greater than required to protect an employer’s legitimate protectable interests;



Does not impose undue hardship on the employee;



Does not cause injury to the public; and



Is reasonable in duration and geographic scope.

Enforceability of Non-Compete Agreements


New York State courts have recognized the following protectable interests that may be
sufficient to support a non-compete:


The employer’s trade secrets or confidential information;



The employer’s goodwill; and



The employer’s interest in preventing loss to a competitor of an employee whose services are
special, unique or extraordinary.



Courts will also look at whether consideration was received in exchange for the noncompete, which, in some situations, could be satisfied by the promise of employment.



The party seeking enforcement of the non-compete (typically, the employer) has the
burden of proof.



Whether an employee was terminated or voluntarily resigned is irrelevant for purposes
of enforcing a non-compete agreement. However, if the termination constitutes a
breach of contract by the employer, the non-compete in that contract may not be
enforced by the breaching employer.

Enforceability of Non-Compete Agreements
 New York State courts may “blue pencil” a non-compete agreement to make
it enforceable if it is overbroad.


“Blue pencil” refers to the process a court might use to modify the terms of a deferred
compensation agreement to create terms that the court feels are reasonable.



However, courts are not required to blue pencil overbroad non-compete agreements.



For example, where an overly broad non-compete is evidence of overreaching by the
employer, a court may decline to blue pencil the non-compete and, instead, find that it is
unenforceable.

 To minimize the risk of a court declining to blue pencil an overbroad noncompete agreement, best practice is to include an express blue pencil
provision in the agreement.


This should include an acknowledgment by both the employer and the employee that the
parties intend for the non-compete agreement to be enforced to the maximum extent permitted
by law.

Other Provisions to Protect the Company
 Duty of loyalty


In New York State, employees cannot compete with their employer during the employment
relationship.



Employees have a duty of loyalty to their employer and must exercise the utmost good faith,
loyalty and obedience during the employment relationship.



The duty of loyalty ends when the employment relationship terminates. However, the
employee remains bound to keep confidential the employer’s trade secrets and confidential
information, but may use the skills and experience gained during employment.

 To comply with the duty of loyalty, an employee cannot, for example:


Compete with his employer.



Solicit co-workers to leave his current employer to work for a competitor.



Solicit clients or customers to follow him to a competitor.



Use or disclose his employer’s confidential or trade secret information other than in the
performance of his job duties and responsibilities or as otherwise authorized by his employer.

Other Provisions to Protect the Company
 Non-solicitation provisions


Non-solicitation provisions restrict employees from soliciting employees or customers
from the Company.



These provisions are subject to the same analysis as non-competes, but are enforced
more frequently.

 Confidentiality and non-disclosure provisions


Confidentiality and non-disclosure provisions are another form of protection available to
employers in New York State.



The purpose of a confidentiality and non-disclosure agreement differs from that of a noncompete because it prevents only the use or disclosure of trade secret and confidential
information acquired by the former employee during employment.



Because confidentiality and non-disclosure agreements are less likely to be a restraint of
trade, they are treated differently than non-competes under New York State law and are
more readily enforceable.

Deferred Compensation Agreements

Deferred Compensation Arrangements


A Nonqualified Deferred Compensation plan is an agreement between
the Company and an employee (possibly a shareholder) for a future cash
payout – typically upon retirement.



The primary deferred compensation plan types are:





Top Hat or deferred bonus plans;



Supplemental Executive Retirement Plans (SERPs); and



Excess Benefit Plans.

Each deferred compensation plan — regardless of how it is structured —
has three important elements:
1)

A promise to pay certain benefits;

2)

Forfeitability of promised benefits; and

3)

A method to pay the promised benefits.

Deferred Compensation Arrangements






Top Hat or deferred bonus plans


Maintained by an employer primarily to provide deferred compensation for a select group of
management or highly compensated employees.



Executives forgo receipt of currently-earned compensation, such as a portion of their salary,
commissions, or bonuses, and direct these funds to be paid out at retirement.

Supplemental Executive Retirement Plans (SERPs)


A SERP is often provided as a supplement to an existing qualified plan and is generally the
most common type of nonqualified deferred compensation plans.



Unlike with a Top Hat plan, the plan participant is not required to forgo any current
compensation, but rather the employer agrees to fund the eventual benefit payments.

Excess Benefit Plans


An excess benefit plan is used for executives who are already maxed out under their
employer's qualified retirement plan.

Uses of Deferred Compensation Plans
 Substitute for a Formal Pension Plan


A deferred compensation plan is not a qualified plan under Section 401 of the Internal
Revenue Code and, as such, it can be discretionary and cover just specific employees,
including shareholder-employees.



It can be tailored to the specific needs of the Company and terminated at will.

 Supplement a Qualified Plan
 Aid in Recruiting Key Executives or Retaining Key Personnel
 Compensate Non-owner Employees Running a Family Business
 Provide Tax Advantage to Employees Through Deferral of Income Tax
Until a Future Date, Possibly after Retirement

Uses of Deferred Compensation Plans
 Substitute for Stock or Ownership


Owners of closely held businesses are reluctant to grant an ownership interest in the
business — especially if it means losing effective control of the Company.



Key employees may view minority ownership in a private company of having little value
because of its lack of marketability.



Deferred compensation for key employees is often preferred to a minority stock interest in
many private companies, especially if few or no dividends are paid.

 Provide Value to a Shareholder as Part of an Ownership Transition Plan


Address the needs of retiring shareholders in the areas of risk, timing of cash flow and
income taxes, while at the same time addressing the needs of purchasing individuals in the
area of affordability.



The impact of deferred compensation on an ownership transition plan is essentially a “carve
out” of the Fair Market Value to a retiring shareholder in order to make the resulting stock
value more affordable to purchasing individuals in a Cross-purchase transaction.

Ownership Transition Funding
Nonqualified Deferred Compensation


Example: Assume the same facts in the example above, except that Kevin
and the two purchasing individuals would like to evaluate the impact of a
Nonqualified Deferred Compensation plan in determining the “Phase 1”
cost of the interest to be sold under their company’s ownership transition
plan. This can be summarized by the following:
Without
Deferred
Compensation
Value of Company
Deferred Compensation
Revised Value of Company
Interest to be Sold to New Owners
Total Cost of Interest to be Sold

With Deferred
Compensation

$3,192,000
3,192,000
30%

$3,192,000
(1,000,000)
2,192,000
30%

$957,600

$657,600

Ownership Transition Funding
Nonqualified Deferred Compensation
 As illustrated, the implementation of a Nonqualified Deferred
Compensation plan lowers the total Fair Market Value of the
Company, making the ownership transition plan more affordable by the
purchasing individuals.
 However, it is important to recognize that the selling shareholder would
still receive his full value for his stock, carved out into the two pieces
below.


The deferred compensation payments in accordance with a properly structured
Deferred Compensation Agreement with the Company, plus



The stock value of the Company when sold to the employees during the term of a
properly structured ownership transition plan.

Ownership Transition Funding
Nonqualified Deferred Compensation
 Advantages
 Depresses value of Company for a more economical buy-in for prospective
purchases (similar to recapitalization)
 Seller receives the same value which is bifurcated between stock payments and deferred
compensation payments.
 Recapitalization arrangement with preferred stock is not available for S corporations but
deferred compensation arrangements are.

 Deferred compensation is deductible by the corporation when paid and taxable to
recipient when received
 In contrast to the redemption of preferred stock using a recapitalization which is not
deductible.

 Deferred compensation arrangements can accrue interest which is deductible when
paid
 Dividends on preferred stock in recapitalization arrangements are not deductible.

Ownership Transition Funding
Nonqualified Deferred Compensation
 Advantages (continued)
 Deferred compensation is subject to Social Security tax and Medicare tax
when vested, not when paid
 Generally, employee is over the Social Security wage base ($118,500 for 2016) when
deferred compensation is established; therefore, only Medicare tax will apply.
 In contrast to consulting or salary continuation arrangement, deferred compensation is
not subject to Social Security and Medicare taxes when received.

 Growth in value of Company all goes to common stock
 If Company grows faster than interest rate on deferred compensation, purchasing
shareholders benefit and vice-versa if Company grows slower than interest rate on
deferred compensation -- this provides an incentive to buyer to grow the Company.
 Deferred compensation can also be structured to grow at a variable interest rate or
even at Company’s stock growth rate – very flexible.

Ownership Transition Funding
Nonqualified Deferred Compensation
 Advantages (continued)
 Deferred compensation arrangements can be discriminatory
 Deferred compensation arrangement can be established for a single employee.
 Company is not required to consider a broad cross-section of employees as is required
for “qualified” retirement plans.

 Deferred compensation arrangements are easy to establish and administer
 Deferred compensation agreement must be in writing.
 No annual Form 5500 reporting if a one page statement is filed with Department of
Labor within 120 days of establishment of deferred compensation plan.

Ownership Transition Funding
Nonqualified Deferred Compensation
 Disadvantages
 Deferred compensation arrangements are taxed as ordinary income to the
recipient
 Capital gain from stock sales are taxed at a 15% or a 20% Federal tax rate. Deferred
compensation could be taxed as high as a 35% or a 39.6% Federal tax rate (the
20%/39.6% tax rates apply if taxable income is over $400,000 for singles or $450,000
for married couples).
 Since Company benefits from deduction, deferred compensation amount is often
increased to compensate recipient for additional tax cost.

 Deferred compensation arrangements must be unsecured to avoid immediate
taxation to employee
 The Company gets a tax deduction when deferred compensation is paid; therefore, the
recipient’s risk is mitigated since Company has more cash flow to fund the buy-out.

Ownership Transition Funding
Nonqualified Deferred Compensation
 Disadvantages (continued)
 IRC Section 409A limits the situation under which a deferred compensation
plan can make distributions, without forfeiting favorable income tax treatment
 Distributions from a deferred compensation plan can be made only on account
of:
 A separation from service;
 Death;
 Disability;
 A specified time (or pursuant to a fixed schedule) established at the date of deferral
 An occurrence of an unforeseeable emergency; or
 A change in ownership or effective control of the corporation, or in the ownership of a
substantial portion of the corporation’s assets.

Incentive Compensation Plans

Incentive Compensation Plans


An incentive compensation plan refers to a systematic means for
compensating employees based on performance.



Can be used for executive management as well as rank and file employees.



Incentive compensation plans can also be an effective means for
compensating shareholder-employees based on their efforts rather than
solely distributing profits based on percentage of ownership.



Companies might pay for performance in order to:


Reward better performers.



Motivate employees.



Retain/attract key talent.



Increase profits and growth.

Elements of an Effective
Incentive Compensation Plan


Align company culture/values. Buy in from senior management is a necessity.



Be fair to employees. An incentive plan should be internally equitable and
externally competitive.



Be fair to the Company. Few plans pay for themselves immediately, but all
should aim to be self-funding after a certain length of time.



Performance criteria must be discernible, valid and understandable.





If employees cannot figure out what they have to do to get incentive pay, it will not
work well as a motivating factor.



Also, if the criteria are unreasonable for all but the most superhuman of workers, the
plan is bound to fail.

The program must deliver what was promised – on time and fairly.

Elements of an Effective
Incentive Compensation Plan


Assure financial returns to employees


For a plan to work, employees need to believe they will get substantial rewards from
it.



The timing of payouts is also important – the closer they are to the events that merit
them, the better they will work.



Assure financial returns for the Company. A well-designed program will
improve the Company’s bottom line, as well as please employees.



Involve managers in the project



Use internal and external data



Start simple and add complexities over time

Elements of an Effective
Incentive Compensation Plan




Set clear goals. The information used to determine incentive compensation
must be timely and accurate. Performance criteria in successful plans should:


Combine quantitative and qualitative measures;



Be easy to understand;



Be supported by valid data; and



Be monitored through strong controls.

Performance measurement plans are crucial. To align performance and
reward, you need:


A clearly perceived relationship between pay and performance;



Visible benefits to the employees and company; and



Regular performance feedback, both formal and informal.

Elements of an Effective
Incentive Compensation Plan


Consider adding subjective adjustment factors. These factors can increase or
decrease the calculated pay for performance bonuses at the individual level.
How much did this individual contribute to their success factor?


How well does this person function as a team player?



How safety-aware is this individual?



How well does this person complete administrative tasks and duties?



How well does this person interact with office personnel?



How well does this person manage subordinates?



How well does this person interact with customer personnel?



Does this person show respect to our company and our industry?

Phantom Stock Plans /
Stock Appreciation Rights

Phantom Stock and
Stock Appreciation Rights


Stock appreciation rights (SARs) and phantom stock are similar types of incentive
compensation plans that provide a benefit generally to key employees based on the
value of the Company’s stock.



Both essentially are cash bonus plans, although some plans may pay out the
benefits in the form of shares.



SARs typically provide employees with a cash payment based on the increase in the
value of a stated number of shares over a specific period of time.



Commonly structured through the award of units, a phantom stock program enables
a company to make an award that tracks the economic benefits of stock ownership
without using actual shares.



Some phantom plans condition the receipt of the award on meeting certain
objectives, such as sales, profits or other targets. These plans often refer to their
phantom stock as "performance units."

Phantom Stock and
Stock Appreciation Rights


In making awards under a phantom stock plan, there is a determination of the value
of a phantom share or unit in connection with awards to one or more participants.
Valuations will be needed for periodic reporting to participants, as well as for
determination of amounts payable at the time of settlement.



SARs may not have a specific settlement date; like options, the employees may have
flexibility to choose when to exercise their SARs.



Tax issues related to phantom stock and SARs


Since phantom stock is a contractual right and not an interest in property, the tax event for
the executive and the employer generally occurs at the payment in settlement of a properly
designed phantom stock arrangement.



When the payout is made, it is taxed as ordinary income to the employee and is deductible to
the employer.



If phantom stock or SARs are irrevocably promised to employees, it is possible the benefit
will become taxable before employees actually receive the funds.

Phantom Stock Plans
Pros

Cons

• Allows employees to share in the
growth of the Company’s value
without being shareholders.
• No equity dilution as no actual
shares are awarded.
• Powerful retention tool when
combined with vesting.
• Can be tied to overall company or
business unit results.
• No employee investment
required.
• Potential tax deferral of employee
compensation.

• If paid in cash, can be a financial
drain on the Company’s cash
flow.
• As a private company, might
require outside valuation on an
annual basis.
• Company needs to communicate
financial results to participants.
• Payments to employee are taxed
as ordinary income.
• Might impact the overall value of
the business in a transaction.

Phantom Stock Plan Design




Phantom stock programs can be designed simply. However, they should be
created to meet the Company's needs and objectives in protecting the
knowledge and skill base that is represented by the key employees selected
for awards. The two types that are most prevalent are:
1)

The "appreciation-only" plan (much like a stock appreciation right).

2)

The "full-value" plan, in which the award includes the underlying value of the unit
(as with restricted stock).

Consider who should be given phantom stock


Phantom stock and SARs can be given to anyone.



However, if they are given out broadly to employees, there is a possibility that they
will be considered retirement plans and will be subject to Federal retirement plan
rules. Careful plan structuring can avoid this problem.

Phantom Stock Plan Design


Generally, a phantom stock plan or agreement spells out how the program operates
and how payments are determined along with various other details, often including:


Eligibility criteria;



Vesting schedule;



Valuation method or formula;



Settlement and payout events;



Handling of various termination events, including retirement, death, disability, dismissal and
resignation;



Restrictive covenants;



Form of payment;



Provisions for the sale of the Company; and



Any funding vehicle.

Phantom Stock Plan Design


Careful consideration must be given as to how a company will pay for
phantom stock plans


Because SARs and phantom plans are essentially cash bonuses or are delivered in
the form of stock that holders will want to cash in, companies need to figure out
how to pay for them.



Does the Company just make a promise to pay, or does it really put aside the
funds?



If the award is paid in stock, is there a market for the stock?



If it is only a promise, will employees believe the benefit is as phantom as the
stock?



If it is in real funds set aside for this purpose, the Company will be putting after-tax
dollars aside and not in the business.

Conclusion










Effective agreements with shareholders and Executive Management are necessary to
ensure the continued success of a company.
Every company must have a written Shareholders’ Agreement that includes
provisions for transferring stock (buy-sell agreement) and addresses other important
matters.
Shareholders agreements must be evaluated and updated on a regular basis.
An effective Shareholder’s Agreement is an important element of an overall plan for
ownership transition – Remember that it’s never too early to embark on structuring an
ownership transition plan; but in some cases, it might be too late!
Other important agreements that should be considered include LLC operating
agreements, deferred compensation agreements, incentive compensation plans,
phantom stock, employment agreements and covenants not-to-compete.
A proper business valuation will be needed in conjunction with these agreements as
the current and future value of the Company will have a significant impact for the
shareholders and the Company.

Questions?

Victor W. Vaccaro, Jr.
CPA/ABV, CFF, CDA, Partner
Email: vvaccaro@dmcpas.com
Web: www.dmcpas.com and
www.dmconsulting.com
Address:
Financial Plaza
221 S. Warren St.
Syracuse, New York 13202-2687
Phone: 315-472-9127

Scan to add Vic Vaccaro
to your contacts.

Deborah E. Finch
CPA, CVA, CDA, Partner
Email: dfinch@dmcpas.com
Web: www.dmcpas.com and
www.dmconsulting.com
Address:
Financial Plaza
221 S. Warren St.
Syracuse, New York 13202-2687
Phone: 315-472-9127

