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Buy/Sell Agreements -

What Are

They, and

Why Are They Important?

ealth care providers
who are participal-
ing in group prac-

tices need to understand
how critical it is for the
group practice to have a
buy/sell agreement in
place. A buy/sell agreement
is a contract that restricts
the owners of businesses
with multi-owners [rom
selling or transferring their
ownership interests [reely
(including interests in C
corporations, S corpora-
tions, partnerships and
LLC'). These agreements are designed to
dictate what happens upon the occur-
rence of unexpected events, such as death,
retirement, disability or discord between
the owners of a business.

A good way to illustrate the importance
of buy/sell agreements is to use hypothet-
ical examples of the types of events and
related issues that are typically encoun-
tered by multi-owned businesses. Armed
with some information this article may
help raise awareness as (0 important ques-
tions that members of a group practice
should consider. We recommend that
health care providers with interests in
group practices seek the professional
advice of their attorneys, accountants and
other prolessional financial planners.

Assume Dr. ), an oncologist, joins an
oncology group practice by buying a 10
percent interest (for $100,000) in the
group practice (“the Practice™). Assume
further that after he joins the group, there
are a wotal of 10 owners, and the Practice
operates as an S corporation. As long as
the 10 oncologist owners are healthy and
committed to meeting their required work
hours, and the Practice and the individual
owners are earning the money they
expected to make, all members of the
Practice should be relatively happy with
the arrangement.

It is inevitable, however, that some trig-
gering event will occur affecting an owner
(and his family) of the Practice and the
Practice itsell. This is where a well-drafted
buy/sell agreement helps mitigate any
potential disruption and/or adverse eco-
nomic impact to all parties involved.

For example, what happens il, after Dr.
] has been with the Practice several years
(and the value of the Practice increases
substantially), he tragically passes away
Without a buy/sell agreement in place, the
remaining nine owners would be left o
deal with Dr. Js spouse/lamily (“the
heirs®), as they would suddenly have a
financial interest in the Practice.

Assuming that the Practice does not
have a buy/sell agreement, Dr. J5 heirs
would have the right to sell his 10 percent
interest 1o any third-party. Il such third-
party happened to be a buyer that is not
eligible to be a stockholder in an S corpo-
ration (such as a multi-member LLC or a
non-resident alien), any such sale would
cause the Practice to lose its status as an 5
corporation for federal income tax pur-
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poses, which is a very
undesirable event.

More importantly, be-
sides the Practice potential-
ly losing its S corporation
status, the remaining nine
owners would be “stuck
with™ having new partners
who may not be desirable.

Even if one or more of
the remaining nine owners,
or the Practice itsell, were
interested in purchasing Dr.
J's 10 percent interest from
his heirs, the question that
would arise is what should
the price be? The heirs could potentially
be suspicious of any price offered by the
Practice or its owners, causing disruption
or, in the extreme, litigation.

If a buy/sell agreement were in place in
the above example, not only could the
issue of allowing sales to outside parties
be eliminated (with language stipulating
that only existing owners ol the Practice,
or the Practice itsell, can buy the interest),
but also the value for any such interest
could be eswablished and agreed upon
prior 10 a triggering event. The funding
for any purchase obligation related to a
triggering event could also be addressed,
50 as 1o not place a huge cash flow obliga-
tion on the remaining owners. Life insur-
ance is the most common means of fund-
ing buy/sell purchase obligations. But who
should own the life insurance policies -
the individual owners of the Practice, or
the Practice itsell? You should ask your
professional advisor for guidance in this
area of buy/sell agreement planning.

The hypothetical example above is only
one type of triggering event (ie., death).
There are many other situations (i.e.,
divorce or bankruptcy of an owner, retire-
ment of an owner, underperformance,
shareholder disputes, disability, etc.)
where a group practice, or its owners, is
affected by an unexpected event.

It is imperative that buy/sell agreemenits
are planned and drafted by skilled proles-
sionals who are well versed in the
mechanics and implementation of such
concepts. There are also many income and
estate tax implications to consider when
dralting such documents, as well as insur-
ance planning and negotiating between
owners of the group practice (on issues
such as the value of the practice and pay-
oul terms, to name a few). Importantly,
buy/sell agreements need to be monitored
and updated periodically for changes in
the financial position of the Practice.

When it comes to considering the
importance of buy/sell agreements, the
words of Ben Franklin seem most appro-
priate: “An ounce of prevention is worth a
pound of cure.”
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