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Planning Buy-Sell Agreements In The Hospitality Industry

Abstract
In the article - Planning Buy-Sell Agreements In The Hospitality Industry - by John M. Tarras, Assistant
Professor, School of Hotel, Restaurant and Institutional Management at Michigan State University, the author
initially observes: “The vast majority of hospitality firms (restaurants, hotels, etc.) would be considered
closely-held corporations. As such, they have unique planning problems compared to large, publicly-traded
hospitality firms. One area of special concern to the closely-held hospitality firm is the planning and adoption
of a buy-sell agreement.”

The above thesis statement outlines the heart of the article; the buy-sell agreement in regard to smaller
[closely held, as Tarras calls them] corporations.

The theory is narrow and pro-active, spanning the gap between personal-to-corporate stock manipulations.

“The primary purpose of a buy-sell agreement is to contribute to the orderly transfer of a shareholder's stock
in a hospitality firm upon some future incident [typically retirement, withdrawal of a shareholder, disability,
or death], as Tarras defines the concept.

“The hospitality firm or the other shareholders would be committed to purchase the departing shareholder's
stock at an agreed upon price and method, and to ensure that ample cash will be obtainable for such an
impending sale. The buy-sell agreement provides a market for the shareholder or the shareholder's estate for
the sale of otherwise illiquid stock,” the author further provides as canons of buy-sell agreements.

In defining the buy-sell agreement with restrictive clauses, Tarras demonstrates, “…many closely-held
hospitality firms desire to limit ownership to those individuals, either family or principal corporate employees,
who are essential to the well-being of the firm.”

Tarras says, another element of the buy-sell agreement is to furnish the departing shareholder with liquidity.
“…there typically is some form of cash down payment with the remainder denoted by an interest-bearing
promissory note [usually 5 to 15 years],” he informs. “The departing shareholders may require that the
hospitality firm pledge the assets of the firm and that the remaining shareholders personally guarantee the
promissory note.”

“…the most frequent reason for establishing buy-sell agreements is for estate planning purposes,” Tarras says.

There are tax advantages and liabilities for both the seller and buyer of stock via the buy-sell agreement, and
the author enumerates many of these.

One, big advantage of the buy-sell agreement is that it provides for the running of the company with a
minimum of disruption through the stock-cash transition process, Tarras offers.

Keywords
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Planning Buy-Sell Agreements 
In The Hospitality Industry 

by 
John M. Tarras 

Assistant Professor 
School of Hotel, Restaurant and Institutional Management 

Michigan State University 

The vast majority of hospitality firms (restaurants, hotels, etc.) would be 
considered closely-held corporations. As such, they have unique plann- 
ing problems compared to large, publicly-traded hospitality firms. One area 
of special concern to the closely-held hospitality firm is the planning and 
adoption of a buy-sell agreement. 

The primary purpose of a buy-sell agreement is to contribute to the 
orderly transfer of a shareholder's stock in a hospitality firm upon some 
future incident (typically retirement, withdrawal of a shareholder, 
disability, or death). The hospitality firm or the other shareholders would 
be committed to purchase the departing shareholder's stock at  an agreed 
upon price and method, and to ensure that ample cash will be obtainable 
for such an impending sale. The buy-sell agreement provides a market 
for the shareholder or the shareholder's estate for the sale of otherwise 
illiquid stock. Partnership interests can also be the aim of such 
agreements. 

In addition, a well written buy-sell agreement can give shareholders 
control over who will receive the stock prior to the event that initiates 
the buy-sell obligation. For instance, many closely-held hospitality firms 
desire to limit ownership to thoseindividuals, either family or principal 
corporate employees, who are essential to the well-being of the firm. The 
closely-held hospitality firm typically has shareholders who have some 
relationship to each other, either familial or business, with an inordinate 
wish to thwart outside interests from becoming included in the firm's 
operations. The buy-sell agreement with arestrictive clauseincorporated 
within it is most effective in this type of situation. 

Buy-sell agreements aremost useful when there is adesire to assure 
continuity of the hospitality firm. Major shareholders may wish to assure 
family members with a desire for running the firm that they will be given 
control through the buy-sell agreement. Also, key employees may be 
given an incentive to stay if the buy-sell agreement provides for assurance 
that the firm will continue, even if events occur which require the existing 
shareholders to dispose of their stock (i.e., death). 

Another aim of a buy-sell agreement is to furnish the selling 
shareholders with liquidity. This does not mean that a buy-sell agree- 
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ment should furnish an all-cash remuneration to a shareholder whose 
stock is redeemed or purchased. Instead, there typically is some form 
of cash down payment with the remainder denoted by aninterest-bearing 
promissory note (usually 5 to 15 years). The departing shareholders may 
require that the hospitality firm pledge the assets of the firm and that 
the remaining shareholders personally guarantee the promissory note. 
In many cases the departing shareholders will also demand that restric- 
tions be placed on dividends, salaries, and transferability of the firm's 
common stock until the note is paid off. 

Lastly, the most frequent reason for establishing buy-sell 
agreements is for estate planning purposes. The buy-sell agreement is 
especially valuable as it can establish estate valuation of the shareholder's 
stock well in advance and provide the administrator of the estate with 
the liquidity to pay cash payments to the heirs. I t  also allows the other 
owners to continue running the hospitality firm with the minimum of 
disruption. Anyone who has tried to establish value for a closely-held 
hospitality firm will appreciate the benefit of a well written buy-sell agree 
ment. Many a business associate has been shocked to discover that the 
deceased business associate's wife with no business experience is expec- 
ting to help run the business, or the estate of a major shareholder is illi- 
quid and is forced to sell the decedent's stock to outsiders in order to pay 
the estate taxes. A well-written and funded buy-sell agreement will 
eliminate the problems cited above and help eliminate costly legal in- 
fighting between family members and the remaining shareholders. 

The best time to consider the advisability of enteringinto a buy-sell 
agreement is when the firm is organized. Such an agreement may be 
entered into between the shareholders and the corporation (redemption 
plan), or it may be entered into among the several shareholders without 
the involvement of the corporation (cross-purchase plan). Normally, it 
is preferable to involve the corporation since this enables corporate funds 
to be utilized in the acquisition of stock of a withdrawing shareholder. 

To formulate an agreement to the wishes of a hospitality firm and 
its shareholders, buy-sell agreements can blend the attributes of both 
redemption and cross-purchase plans. Covered by a "hybrid" plan, re- 
maining shareholders may be required to acquire a definite number of 
shares from the departing shareholder, for example, an amount that will 
equalize ownership holdings, and the firm may be obliged to redeem the 
remaining shares. 

Types Of Buy-Sell Agreements Vary 
The buy-sell agreement can be exclusive with the firm or among the 

shareholders, even though most buy-sell agreements provide for both, 
maintaining the right to obtain a selling shareholder's stock before a sale 
can be made to anyone not currently associated with the firm. However, 
elements external to the business must be initially considered before 
choosing the appropriate type of buy-sell agreement. For example, if the 
hospitality firm is a franchisee, there may be restrictions on the 
transferability of the franchise which may require separate release forms 
being obtained from the franchisor prior to implementing the buy-sell 
agreement. 
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However, very critical planning considerations involve the needs 
of the individual shareholders and include the type of ownership, ages, 
insurability, and financial circumstances for each of the individual 
shareholders. All these factors interrelate and must be evaluated in order 
to arrive at the optimal buy-sell agreement. 

Liquidity IS usually provided to the departing shareholder through 
a cash down payment and promissory note. Most buy-sell agreements 
covering the death of a shareholder are funded with life insurance. The 
shareholders need then to ascertain whether all the parties to the buy- 
sell agreement are insurable. If any of the shareholders are uninsurable, 
then the hospitality firm may have to resort to some alternative form 
of providing for the potential buy-out of those shareholders (i.e., a special 
cash savings account). In addition, if the cross-purchase method is us- 
ed for redeeming the stock of a decedent shareholder, then each 
shareholder must purchase, own, and pay the premiums on life insurance 
of the other shareholders. This can become burdensome to the younger 
shareholders who must purchase insurance on older shareholders, who 
most likely own the largest portion of the firm's stock. If the inequities 
are too great, then use of a cross-purchase agreement may need to be 
aborted and a redemption agreement will need to be substituted in its 
place. However, one advantage of the cross-purchase agreement is that 
the shareholders who purchase the stock of the other shareholders will 
increase their tax basis in the stock acquired, while the firm's purchase 
of the stock through a redemption clause will not necessarily increase 
either the firm's basis or its assets or the shareholders' basis for their 
stock. 

On the other hand, aredemption agreement is easier to fund by life 
insurance than a cross-purchase agreement. A redemption agreement 
centralizes the purchase of a shareholder's stock because the hospitali- 
ty firm will own and pay for the life insurance for each of the shareholders. 
Another advantage of the redemption method is that once the agreement 
is written, it does not need to be amended for each addition or subtrac- 
tion from the shareholder group. 

When contemplating a buy-sell agreement for the hospitality firm, 
the shareholders need to contemplate whether to adopt amandatory or 
optional purchase terminology within the buy-sell agreement. The deci- 
sion to adopt a mandatory or optional buy-sell agreement will depend 
upon the circumstances and desires of each of the shareholders. However, 
if the desire of the firm is to provide liquidity or the continuity of the firm, 
then the mandatory purchase method would be preferable. Governed 
by the terms of a mandatory buy-sell agreement, either the firm or other 
shareholders consent to buy the stock of the departing shareholder at 
a specific price recorded in the agreement, upon a definite occurrence 
(usually death). In addition, terminology of such an agreement often 
restrains or prevents lifetime transfers. In establishing value for estate 
planning purposes, the mandatory method has proved the easiest to 
apply. 

Frequently a buy-sell agreement will be designed so that a 
stockholder will be restricted as to who may purchase his stock during 
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his life, while at death either the hospitality firm or other shareholders 
will have the option to purchase the stock at a specified price and the 
estate of the shareholder will be obliged to sell at that price. Although 
the option method is less desirable for the shareholder who wishes liquidi- 
ty, it is a valid planning tool for the firm which may not have the pre- 
sent means to guarantee a buy-out price for shareholder's stock. 

Valuing The Hospitality Firm Varies Widely 
Techniques for establishing avalue for the disposal of any hospitality 

firm in a buy-sell agreement deviate widely and will be mandated essen- 
tially by what the shareholders deem fitting for valuation of the hospitali- 
ty firm. Accordingly, the pricing formula may be predominately based 
on book value, earnings, appraisal by an outside party, or an annual 
establishment of an agreed price. 

Book value is a simplified valuation method, and it usually ignores 
the vitality of a hospitality firm. Book value is net worth as shown on 
the balance sheet divided by the number of outstanding shares. The defi- 
ciency with this method is that is portrays a value at a certain date. Assets 
are carried at their original cost less depreciation, and growth potential, 
geographic domain, and competence of personnel are not specifically 
valued under this method. Despite the inherent drawbacks of the book 
value method, the majority of buy-sell agreements utilize this method 
for assessing the firm's value.' The ease of use apparently outweighs 
the overly simplistic application for assigning value. 

The capitalization of earnings method substantiates a firm's value 
by multiplying the firm's earnings capacity by a capitalization rate. 
However, the capitalized earnings method of valuing a hospitality firm 
is merely as reliable as the capitalization rate chosen. The pitfalls with 
a capitalization of earnings valuation are complicated due to a firm's ear- 
nings capacity which may not correctly reflect income, and a key 
shareholder's death may negatively influence earnings capacity. Despite 
these obstacles, the capitalization of earnings is a good method for assess- 
ing a hospitality firm and is a valuable tool when shareholders can agree 
upon the capitalization rate to be used. 

A buy-sell agreement can provide for a hospitality firm's value to 
be agreed upon by outside appraisers. The acquisition price could be deter- 
mined by independent appraiser(s), with shareholders agreeing by ma- 
jority vote to abide by the appraisal accepted. However, the price of ap- 
praisals is costly and since precise appraisals are recurring, this method 
can be economically impractical. If this method is used, the agreement 
should define the formula for the appraisal and the capitalization rate 
distinctive to the particular hospitality business being measured. 

Lastly, an easy method of valuing a hospitality firm, although not 
necessarily the most accurate method, is merely to agree by majority 
vote to a price per share of stock at each annual corporate meeting. 
Periodic updating is essential because continued operations may make 
a previously agreed to value unrealistic. 

Buy-Sell Agreement Can Benefit Estate Planning 
The more common use of the buy-sell agreement is for the purpose 
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of estate planning.2 A correctly drafted buy-sell agreement can 
establish the estate tax value of a deceased shareholder's stock at the 
value that the agreement requires the shareholder's estate to sell the 
stock. The estate tax advantage of determining the stock's value can be 
considerable since the agreement can set the buy-sell value at a modest 
fraction of the value which the stock would have had if there were no re- 
quirement to sell at  the buy-sell price. However, in order for the stock's 
estate tax value to be established at the buy-sell price, regulations3 and 
case law state that an agreement must fulfill four requirements. 

The first requirement is that the buy-sell agreement must arrive at 
either a fixed or determinable value according to a formula method or 
a fixed value method which was reasonable at the time the buy-sell agree 
ment was entered.4 

The second requirement is that the deceased shareholder's estate 
be required to sell his stock according to the buy-sell agreement and that 
the other shareholders or the hospitality firm be obligated to purchase 
the deceased shareholder's stock (mandatory method). An option (op- 
tional method) to purchase the decedent's stock by the remaining 
shareholders or the hospitality firm has generally been held to be con- 
trolling to determine the value of the stock.5 The primary question 
becomes whether or not the estate is required to sell under the buy-sell 
agreement. Thus it has been held that a mere right of first refusal by either 
the selling estate or buying shareholders or firm will not control for deter- 
mining value.6 

The third requirement states that the deceased shareholder must 
have been required to offer his stock during his lifetime to the other 
shareholders or to the firm before considering outside offers.7 The 
reason for this requirement is simply that if the decedent had been free 
during his lifetime to sell his stock, he may have been able to procure a 
higher price for the stock. 

The fourth requirement states that the buy-sell agreement must be 
a bona fide business arrangement and must contain adequate considera- 
tion when the parties enter into the agreement. Buy-sell agreements have 
been held to constitute valid bona fide business purposes which are set 
up to preserve continuity of management, to maintain family control, 
and to arrange affairs in the best interest of the hospitality firm.8 

The buy-sell agreement, however, must not be a tax avoidance device 
for passing a decedent's shares to the natural objects of his bounty for 
less than adequate con~ideration.~ Adequate consideration for deter- 
mining the value of the stock has generally been resolved to mean at  the 
time that the buy-sell agreement has been entered.10 However, if at  the 
time of the buy-sell agreement adequate consideration was provided for, 
the courts have generally held that subsequent appreciation in value of 
the business would not invalidate the value established in the buy-sell 
agreement. 

Nevertheless, mere compliance with the requirements enumerated 
above will not necessarily result in fixing the estate value of the dece- 
dent's stock according to the buy-sell agreement. If the decedent was 
not in good health when he entered into a buy-sell agreement, the courts 
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will look closely at the facts to determine if the buy-sell agreement is ac- 
tually a testamentary tax avoidance device.12 Furthermore, in St. Louis 
County Bank,l3 the Eighth Circuit created uncertainty whether a buy- 
sell agreement will fix the value of a decedent's stock when the facts in- 
fer a testamentary device for passing stock to one's heirs. 

In this case, a buy-sell agreement was entered into between 
shareholders of a family corporation. Originally the company was in the 
moving and storage business (an operating company); it later changed 
into arental of real estate (investment company). The decedent, who con- 
trolled the firm, had entered into the buy-sell agreement when his health 
was poor but while the company was still an operating entity. Losses 
incurred in the rental of real estate caused the value of the decedent's 
stock to reflect a zero value when applying the formula in the buy-sell 
agreement. Upon the death of the decedent the agreement was not en- 
forced by the corporation as was its right under the buy-sell. 

The court found that the fact that the corporation did not invoke 
the provisions of the buy-sell agreement when it was economically feasible 
to do so (value would have been zero to the corporation) and the ill health 
of the shareholder when the buy-sell agreement was enteredinto provided 
a basis for inference that the agreement was adevice for passing the dece 
dent's share to his family members without incurring estate taxes. 

Therefore, shareholders when planning a buy-sell agreement need 
to consider not only the four requirements discussed above but also avoid 
any inference in the agreement that would make it a testamentary device 
for transferring stock to the younger family shareholders. Shareholders 
can contradict the inference by ensuring that if a formula is used, it 
establishes areasonable value for the hospitality firm; or if a fixed price 
is used for establishing the value, it reasonably reflects the value of the 
firm. Also, as previously mentioned, the buy-sell agreement should be 
entered into at the time the firm is organized or at least while the prin- 
cipal shareholders are in good health. 

Tax Consequences For Purchasers Are Simple 
If the cross-purchase method is used to fund a buy-sell agreement, 

the tax consequences for the purchasing shareholder are quite straightfor- 
ward. The shareholders will receive a stepped-up basis in the stock they 
purchase.14 If the shareholders have purchased insurance upon the life 
of a decedent shareholder, the insurance premiums will not be deducti- 
ble;l5 however, the insurance proceeds will be tax-free to the 
shareholders.l6 

When the redemption method is used, generally the hospitality firm 
will not recognize taxable gain upon its redemption of a shareholder's 
stock if only cash is distributed.17 However, if the hospitality firm 
distributed property other than cash to the departing shareholder, the 
firm will recognize taxable gain to the extent that the fair market value 
of the distributed property exceeds its adjusted basis.18 

If life insurance is purchased by the firm, the proceeds will be received 
tax free;lg however, the premiums paid for the insurance will not be 
deductible.20 Generally, the remaining shareholders do not receive an 
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increase in basis for the stock redeemed by the firm as in the case of the 
cross-purchase method. 

Another potential tax planning problem for the firm occurs when 
aredemption is funded on earnings set aside by the firm. In such cases, 
the firm may become liable for the accumulated earnings tax which is 
imposed where corporate surplus exceeds the reasonable needs of the 
business.21 

Generally, if the redemption under a buy-sell agreement is motivated 
by maintaining harmony in the firm by buying out a minority 
shareholder's interest, then the courts have held this to be a reasonable 
need of the firm.'2 However, accumulating funds merely to redeem a 
majority shareholder's stock has been held not to have been for the 
reasonable needs of the business.23 

Tax Consequences For Sellers Are More Complicated 
For years prior t o  1987, a seller of stock under a buy-sell agreement 

desired to obtain capital gain treatment upon the redemption of his stock. 
If the cross-purchase method was used, the selling shareholder had no 
trouble obtaining capital gain treatment. However, things were more 
complicated if the stock was purchased using the redemption method. 
Here the departing shareholder and corporation would need to plan 
carefully to fall within one of the safe harbors of IRC Section 30ZZ4 in 
order to obtain favorable capital gain treatment and to avoid dividend 
income treatment. Generally, any shareholder who terminated his en- 
tire interest in the firm and planned carefully would have been able to 
obtain capital gain treatment upon the redemption of his interest. 

Under the Tax Reform Act of 1986, the favorable 60 percent capital 
gains deduction for individuals is eliminated. However, the highest tax 
rate that can be imposed on capital gains is 28 percent. When fully phased 
in, the effective top individual rate can be as high as 33 percent for cer- 
tain high income individuals. The Tax Reform Act of 1986 provides a 
formula for ensuring that the top rate paid on net capital gains remains 
at the 28 percent level for all qualified transactions after 1986. Therefore, 
most shareholders will still find the need to plan the buy-out so as to 
qualify for the capital gain and thus avoid the higher rate phase in for 
high income individuals. 

Notwithstanding that preferential rate treatment for capital gains 
has been eliminated, the Tax Reform Act of 1986 did not eliminate the 
code provisions concerning the characterization of income as ordinary 
or capital. Under the new law capitallosses not offset against capitalgains 
will be allowed to offset ordinary income up to $3,000 annually; the ex- 
cess is to be carried over to future years until it is used. Therefore, plan- 
ning is important for the departing shareholder, especially if the 
shareholder has capital losses to offset against the capital gain from the 
sale of stock in a buy-sell agreement. 

Many buy-sell agreements were established as cross-purchase types 
because of the inability to qualify for one of the exceptions in IRC Sec- 
tion 302. These buy-sell agreements should be reviewed in light of the 
Tax Reform Act of 1986 to determine if the often awkward cross-purchase 
type is still needed. 
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Under current federal income tax, a deceased shareholder's stock 
receives a step-up in adjusted basis equal to the fair market value of the 
stock on the date of the shareholder's death. Since, the fair market value 
of the stock has been included in the decedent's estate, the beneficiaries 
realize no taxable gain on the sale of stock because their basis will equal 
the selling price. 

A buy-sell agreement can accomplish several important business, 
tax, and estate planning objectives. By thoroughly analyzing the needs 
of a hospitality firm and its shareholders, a carefully drafted, individually 
tailored buy-sell agreement achieves the shareholders' objectives and 
helps assure their firm's survival. 
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