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VALUATION s BUY-SELL AGREEMENTS FROM A VALUATION PERSPECTIVE

The buy-sell agreement can also be 
structured to vary depending on the 
triggering purchase event. For example, 
the agreement may provide that in 
the event of a shareholder death, the 
purchase price should be established 
based on the fair market value 
determined by a third-party valuation, 
consistent with the definition of value 
for estate tax reporting purposes. 
Alternatively, the agreement may 
provide that the purchase price be based 
on book value to discourage a transfer 
of shares to an unrelated third party.

Gift and Estate  
Tax Considerations

The IRS has historically viewed 
buy-sell agreements for family-
owned businesses with skepticism. 
Consequently, there is a long history 
of Tax Court case law where the IRS 
challenged values fixed under the terms 
of the agreement as not being bona fide 
arm’s-length market prices.4  

For example, in Estate of True v. 
Commissioner, the U.S. Tax Court 
focused on the four-prong test 
previously established in Estate of 
Lauder v. Commissioner in which 
the formula price under a buy-sell 
agreement was considered binding for 
estate tax purposes if:

The offering price was fixed 
and determinable under the 
agreement.

The agreement was binding on 
the parties both during life and 
after death.

The agreement was entered into 
for bona fide business reasons.

The agreement was not a 
substitute for a testamentary 
disposition.

The Tax Court found that the first 
three prongs of the test were satisfied, 
but concluded that the fourth prong 
was not passed. In arriving at this 
conclusion, the Tax Court observed 
that there was no negotiation of the 
buy-sell agreement terms, there was 
no significant professional advice in 
selecting a formula price, the family 
failed to obtain or rely on appraisals in 
selecting formula pricing, significant 
assets were excluded from the formula 
price, and there was no periodic review 
of the formula price. 

The U.S. Court of Appeals reiterated  
the Tax Court’s conclusions and 
provided additional guidance with 
respect to the fourth prong of the test, 
noting that examination of a variety 
of factors should be considered in 
determining whether the buy-sell 
agreement served as a testamentary 
device. These factors include:

The health or age of the 
decedent when entering into the 
buy-sell agreement.

The lack of regular enforcement 
of the agreement.

The exclusion of significant 
assets from the agreement.

The arbitrary manner in  
which the price term was 
selected, including the failure 
to obtain appraisals or seek 
professional advice.

The lack of negotiation between 
the parties in reaching the 
agreement terms.

Whether the agreement allowed 
for adjustments or revaluation 
of its price terms.

Whether all the parties to the 
agreement were equally bound 
to its terms.

Any other evidence high- 
lighting that the agreement 
supported the decedent’s 
testamentary plan.

The Court of Appeals agreed with 
the Tax Court’s conclusion that the 
company’s buy-sell agreements were 
testamentary substitutes in light of the 
facts and circumstances surrounding 
the creation and terms of these 
agreements. Another aspect of this case 
involved the adequacy of consideration 
test. The Tax Court concluded, and 
the Court of Appeals agreed, that the 
formulas in the subject agreements 
were not comparable to what persons 
with adverse interests dealing at arm’s 
length would accept and that they did 
not bear a reasonable relationship to 
fair market value. 

Additional guidance is provided through 
Treasury regulations. Treasury Reg. 
§20.2030-2(h), as amended in 1992, 
established the criteria that must 
be complied with for the valuation 
pursuant to a buy-sell agreement in 
order to determine value for estate tax 
purposes. In addition, Section 2703 of 
Chapter 14 of the Internal Revenue 
Code provides special valuation rules 
that apply to any family-owned business 
in which the family members control 
50% or more of the vote or value of the 
company.5 These rules were designed 
to prevent potential succession-
planning abuses related to the transfer 
of shares from senior generations to 
junior generations based on artificially 
low prices established in shareholder 
agreements. Specifically, any buy-sell 
agreement that establishes a price less 
than fair market value6 (without regard 
to the agreement) will be ignored for 
gift and estate tax purposes. 

In short, Tax Court cases have generally 
held that the most important criterion 
that a buy-sell agreement must meet 
to set the value for estate tax purposes 

4   Refer to Estate of Lauder v. Commissioner, T.C. Memo 1992-736; Estate of True v. Commissioner, T.C. Memo 2001-167, affirmed U.S. Court of Appeals for the Tenth Circuit, Nos. 02-9010, 02-9011,  
02-9012 (2004); Estate of Blount v. Commissioner; T.C. Memo 2004-116, affirmed U.S. Court of Appeals for the Eleventh Circuit, No. 04-15013 (2005).

5   Treas. Reg. §25.2703.
6   Fair market value is defined as “the price at which the property would change hands between a willing buyer and a willing seller, neither being under any compulsion to buy or to sell and both having 

reasonable knowledge of relevant facts.” (Treas. Reg. §20.2031-1(b)).
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