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Simplicity Advanced Planning Update

The Supreme Court Decision Impacting Buy-Sell Agreements

On June 6th, 2024, the U.S. Supreme Court published their decision in Estate of Connelly vs. United States which will have a
far-reaching impact on the taxation of buy-sell agreements. The following provides a brief summary of the tax issue addressed
by the court, how that decision may impact business owners across the country, and stresses the importance of having your
buy-sell agreement reviewed by your professional advisors in light of this opinion.

Preliminary Takeaways - What Business Owners Need to Know:

The decision in Estate of Connelly vs. United States
may have a substantial negative impact on the
taxation of buy-sell agreements, specifically stock
redemption buy-sell agreements funded with life
insurance.

The decision marks a shift from previous tax
guidance, and as such, a majority of current
agreements could be impacted. It is important to
work with professional advisors to review your buy-
sell agreement in light of the opinion in Connelly.

Connelly involved the federal estate tax, and
specifically the valuation of closely-held stock for

the purposes of the estate tax. For those business
owners who may not currently be subject to that

tax, keep in mind the current estate tax exemption
($13.61 million in 2024) is scheduled to decrease to
approximately $7 million in January of 2026. As your
business value grows, and the exemption decreases,
it is more likely that the decision in Connelly may
impact your business and your heirs.

While the primary focus of the decision was on the
federal estate tax, the opinion may also have an
impact on income and capital gain taxes related to
buy-sell agreements.

The decision emphasizes the importance of properly

designing, and then complying with, the terms of a
buy-sell agreement. A key factor that went against
the taxpayer in this case was their failure to actually
do what their buy-sell agreement called for them

to do. Going forward, understanding the terms of
your agreement, modifying it as needed during

the lifecycle of your business, and making sure to
comply with the terms of the agreement when a
triggering event occurs will be imperative to achieve
the desired tax results. Also, keep in mind that family
businesses will have increased IRS scrutiny.

As the Supreme Court stated, the negative tax
implications may be avoided with proper planning.
Many business owners with stock redemption
agreements may want to consider changing to a
cross-purchase agreement. There may also be
advantages for businesses with multiple owners

in establishing a separate entity (an LLC or
general partnership) to coordinate the terms of the
agreement and own the life insurance policies.

There are numerous tax provisions unique to life
insurance. It will be important to structure policies
to achieve the best tax results. For example, death
benefits are generally received income tax free. But
improper ownership of the policies may result in a
portion of the death proceeds becoming taxable.
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Background and Commentary
on Connelly:

A buy-sell agreement lays out the rules regarding

the transfer of business ownership interests upon

the occurrence of certain triggering events. A
comprehensive buy-sell agreement will state what
rights and obligations each owner has regarding the
transfer of their ownership interest should an owner
exit the business, pass away, become disabled, file for
divorce or bankruptcy, terminate employment, or lose
their professional license. When a buy-sell agreement is
drafted to meet the specific goals of a business and its
owners, it will help to ensure the continued success of
the business by avoiding conflicts. The opposite is also
true - a poorly designed buy-sell agreement may cause
chaos and have a negative impact on the operations of
a business up to and including a forced liquidation.

The Connelly case involved two business owners who
were brothers. In order to ensure a smooth transition
of the business should one of them pass away they
entered into a buy-sell agreement which required the
business to redeem the shares of a deceased owner
(a stock redemption buy-sell agreement). To meet that
obligation, the business purchased life insurance on
each owner. In 2013 one of the owners passed away,
the business received the life insurance death proceeds
and the business used those proceeds to pay the
purchase price to the deceased owner’s estate/heirs.

The primary tax question in Connelly related to the
value of the deceased owner’s shares for estate tax
purposes. First, the court had to determine if the value
of the deceased owner should include the proceeds

of the life insurance policy. And secondly, they had to
determine whether or not the agreement’s requirement
that the business redeem the deceased owner’s shares
should be considered a debt that reduces the value of
the shares.

In Connelly the Supreme Court agreed with the
IRS, which in many ways went against the prevailing
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opinion on this tax issue (based on prior District court
decisions). The valuation of the deceased owner’s
shares should take into consideration the value of the
life insurance proceeds and the redemption obligation
does not reduce that value. The result for Connelly was
a substantially higher (by $889,914) estate tax bill.

Example — Stock Redemption Buy-Sell
Agreements Post Connelly

To illustrate the issue, assume shareholders A & B

each own 50% of the outstanding shares in AB Corp.,
which is valued at $20 million. They enter into a buy-sell
agreement that requires the corporation to redeem the
shares of a deceased shareholder upon their death.
The corporation acquires two $10 million life insurance
policies, one on each shareholder. The corporation

is the beneficiary. Shareholder A passes away, the
corporation receives $10 million of death benefits,
redeems A’s shares in the business and A’s estate
receives $10 million from the business. Shareholder B
now owns 100% of AB Corp. valued at $20 million. What
is the value of A’s shares when they file their estate tax
return? Is it $10 million (his 50% share of a $20 million
business), or is it $15 million (50% of his share of a
business worth $20 million plus 50% of the $10 million
of life insurance proceeds)? According to the Supreme
Court after Connelly, the value would be $15 million.

Deeper Dive - Supreme Court Analysis
(for those interested)

The value of a closely-held business for estate tax
purposes, per Treas. Reg. 20.2031-1(b), is the amount
at which the property would change hands between a
willing buyer and 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. Rev. Ruling 59-60 lays out
a non-exhaustive list of factors to consider, but generally
the IRS is looking for the stock’s fair-market-value.
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The taxpayer in the Connelly case argued that the
valuation provided in the buy-sell agreement should fix
the price of the shares. There is tax guidance for this

position in IRC Sec. 2703 and Treas. Reg. 20.2031-2(h).

IRC Sec. 2703 states that in order to control the value
of a decedent’s property for estate-tax purposes the
agreement must meet three requirements; 1) it must
be a bona fide business arrangement, 2) It must not
be a device to transfer such property to members of
the decedent’s family for less than full and adequate
consideration in money or money’s worth, and 3) Its
terms must be comparable to similar arrangements
entered into by persons in an arms’ length transaction.

Treas. Reg. 20.2031-2(h) states that a buy-sell
agreement must also meet several additional
requirements to fix the price; 1) The offering price must
be fixed and determinable under the agreement; 2)

the agreement must be legally binding on the parties
both during life and after death; and 3) the restrictive
agreement must have been entered into for a bona
fide business reason and must not be a substitute for a
testamentary disposition for less than full-and-adequate
consideration.

The court in Connelly found that the agreement failed
the requirements listed above on numerous levels.

For example, the buy-sell agreement required the
shareholders to agree on and sign “Certificates of
Agreed Value” every year to establish the price-per-
share. But in the twelve years the agreement was in
place prior to the owner’s death, they never agreed

on the value, or created or signed such certificates.
Under the agreement, the failure of the shareholders to
do so triggered the obligation to obtain the Appraised
Value Per Share through a very specific process
involving multiple professional appraisers. But the
surviving shareholder and the deceased shareholder’s
estate never followed that specific process and never
determined the Appraised Value Per Share. This
opened the door for the IRS to ignore the buy-sell
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agreement and challenge the valuation reported on the
deceased owner’s estate tax return.

Both parties agreed that the life insurance proceeds
increased the value of the shares. The primary dispute
then turned to whether or not the redemption obligation
should be considered a legal debt that reduced the
value of the shares. The Supreme Court concluded that,
“An obligation to redeem shares at fair market value
does not offset the value of life-insurance proceeds set
aside for the redemption because a share redemption
at fair market value does not affect any shareholder’s
economic interest.” The court did however leave some
wiggle room in Footnote 2 by stating, “We do not hold
that a redemption obligation can never decrease a
corporation’s value. A redemption obligation could, for
instance, require a corporation to liquidate operating
assets to pay for the shares, thereby decreasing its
future earning capacity. We simply reject Thomas’s
position that all redemption obligations reduce a
corporation’s net value. Because that is all this case
requires, we decide no more.”

Finally, while not addressed by the Supreme Court, a
higher valuation of closely-held stock may have other
tax implications beyond the federal estate tax. Consider
the example above (AB Corp., valued at $20 million).
Under current tax law (IRC Sec. 1014), death triggers
an adjustment to an asset’s basis when received by

the decedent’s heirs. When A passed away, if the IRS
valued their shares at $15 million that means A’s heirs
would have a $15 million basis in property which they
then sold for $10 million (the price set in the buy-sell
agreement). This could be considered a loss, potentially
offsetting other gains in that tax year. That is just one of
many potential tax implications of the Connelly decision,
further highlighting the need to have your buy-sell
agreement reviewed by professional advisors.

1.  Estate of Connelly vs. U.S., No. 23-146, 602 U.S. (June 6, 2024)

2.  Estate of Blount vs. Commissioner, 428 F.3d 1338 (11th Cir. 2005) and
Estate of Cartwright v. Commissioner, 183 F.3d 1034 (9th Cir. 1999)
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