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The best time to think about what happens if the business or the relationship between the business 
owners doesn’t work out is when the business is being formed and business owners are happy. While 
it is difficult to anticipate all the situations that might arise that may necessitate a buy-out, accounting 
for the situations you can predict such as death, divorce, and disability are necessary. One important 
component to an effective buy-sell agreement is the valuation clause. And depending on the parties, 
different situations may result in the use of different valuation mechanisms. Generally, a court will 
follow the operating agreement’s valuation where the particular situation is clearly addressed and the 
valuation mechanism is clear and unambiguous.

Often death triggers a buy-out of the decedent’s interest in the business entity. Early buy-sell agreements 
used book value to calculate the purchase price of the deceased’s interest. Two recent probate cases 
emphasize problems associated with below market valuation provisions. In both cases the provisions 
were upheld despite that they provided for a price below the fair market value of the interests and the 
federal estate tax was levied on the fair market value of the stock. 

In the Matter of the Estate of Maurice F. Frink, No. 6-433 (Iowa App. October 25, 2006), the Iowa Court 
of Appeals considered whether a buy-sell agreement that required the redemption of the decedent’s 
stock at “book value” was ambiguous. The beneficiaries of the decedent’s estate plan claimed that “book 
value” actually meant “fair market value,” which would result in greater value for the beneficiaries. The 
court determined that “book value” was not an ambiguous term.  It found that various dictionaries 
consistently noted the difference between “book value” and “market value.” Furthermore, it noted that 
the company had consistently utilized “book value,” as defined under generally accepted accounting 
principles, when it made prior redemptions. Thus, despite the considerable difference between “book 
value” and “market value,” the court enforced the buy-sell agreement.
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Similarly, a California Court of Appeals considered whether a buy-sell agreement between two brothers regarding 
their businesses should be enforced against a trust holding those businesses and business interests. Etienne v. 

Miller, No. F049110 (Cal. App. 5 Dist. October 23, 2006), unpublished. The trust documents specifically 
referenced the obligations under the buy-sell agreement. The beneficiaries contested the enforcement of the 
buy-sell agreements because they provided for below market value prices and would, thus, create an onerous 
federal estate tax burden. The court found that the trustee should enforce the agreements, because the trust 
documents contemplated the purchase of the interests and, therefore, non-enforcement of the buy-sell provision 
would frustrate the purpose of the trust. In reaching this decision, the court rejected the argument that the 
trustee would breach his fiduciary duties to the beneficiaries if he complied with the buy-sell provision because 
it provided for below market values. 

Z. Christopher Mercer in his book, Buy-Sell Agreements, addresses the benefits and drawbacks of using a 
formula buy-sell agreement, such as book value. While formula agreements are easy to use and understand, they 
have several drawbacks - particularly where the standard is book value. These drawbacks include the exclusion 
of any goodwill value from the calculation, the accounting method used by the company, which may include 
certain booked but unpaid liabilities, and the situation of the parties may have changed between the signing of 
the buy-sell agreement and the triggering event. 

Similarly, the withdrawal of a member, partner, or dissention of a shareholder should be considered as an 
event triggering rights under a buy-sell agreement. Providing for this contingency early in the business’ life 
may save the parties from costly breach of fiduciary duty or oppression claims by providing the parties with 
an exit mechanism. A recent Louisiana case illustrated how a formula buy-sell agreement worked well for the 
company. 

In Tynes E. Mixon, III, M.D. v. Iberia Surgical, LLC, No. 06-878 (La. App. 3 Cir. April 18, 2007), the 
Louisiana Court of Appeals, Third Circuit considered whether a limited liability company (LLC) member was 
undercompensated when the LLC repurchased his interest upon his expulsion from the LLC. Mixon and other 
formed an ambulatory, out-patient surgical center in 1998. The operating agreement provided that a member 
could only be expelled upon a unanimous vote of the membership. In the event of expulsion or withdrawal, the 
member’s interest would be repurchased at “fair market value” as computed under Exhibit E of the agreement. 
Exhibit E stated, “‘Book Value’ means the ‘fair market value’ … of the net equity of the company.” The remaining 
members unanimously expelled Mixon in 2002. The corporation’s regular accountant calculated the book value 
of Mixon’s interest under Exhibit E at $71,357. 

Mixon rejected this price and brought suit. He argued that the operating agreement required the repurchase 
of his interest at fair market value. He retained a CPA with valuation credentials to value his interest. The 
CPA valued the business using a comparable transaction method. Based on a 1989 sale of surgical center, 
he determined that the business should be valued at 9.89 times net income. This gave Mixon’s interest a fair 
market value of $483,100. The trial court granted the company’s motion for summary judgment that dismissed 
Mixon’s action. It reasoned that the terms of the operating agreement controlled and defined “book value” as 
“fair market value” of the net equity. Mixon appealed.

On appeal, Mixon argued that the terms “book value” are not synonymous with “fair market value.” The 
appellate court agreed, but found that the parties agreed to use book value under Exhibit E of the agreement, 
which stated, “Book Value mean the ‘fair market value’ … of the net equity.” Further, “the book value of a 
business has a well defined meaning, is unambiguous, and is susceptible of only one construction. It is the value 
shown on the books of the business, and no other value. [Citation omitted].” Moreover, “good will, actual value 
or value in the open market, is not considered in determining book value.” Since Mixon does not contend that 
the book value of his interest was improperly calculated and book value is the standard of value required under 
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the operating agreement, Mixon received all that was due him under the agreement. Thus, the appellate court 
affirmed the lower court’s grant of summary judgment in favor of the company.

While the above cases adequately illustrate the benefits and detriments of using of a formula valuation provision, 
such as “book value,” in a buy-sell agreement, failure to address a possible triggering event, such as divorce, has 
its own repercussions. This is exemplified by In re the Marriage of Barnes, No. 2006AP3020-FT (Wis. App. May 
17, 2007). The Wisconsin Court of Appeals considered whether the trial court erred when it valued the parties’ 
interest in a limited liability partnership (LLP) under the withdrawal provision of the partnership agreement 
rather than the dissolution provision of the partnership agreement. During the marriage the husband and his 
parents established a LLP through which the husband operated a farming business. The husband contributed 
$140,296 for a general partnership interest and his parents contributed $300,000 for the limited partnership 
interest. The partnership agreement provided that in event a partner withdraws, the parents were entitled to 
a return of capital of $250,000. However, in the event of dissolution, the parents were entitled to a return of 
capital of $300,000. The partnership agreement did not provide a contingency for a partner’s divorce. 

The parties contested the valuation of the husband’s general partnership interest. Both parties relied upon the 
partnership agreement as a guide to valuation. They treated the parent’s contribution as a liability. The wife 
argued that the LLP should be valued under the withdrawal contingency while the husband argued that the 
LLP should be valued using the dissolution contingency and a liquidation analysis. The trial court adopted the 
wife’s position and valued the business as if a partner had withdrawn. The husband appealed.

On appeal, the husband argued that the trial court erred when it used a liquidation analysis and did not value 
the LLP under the dissolution provision. The appellate court disagreed. It found that the trial court did not err 
when it selected one contingency over the other as a basis for the valuation when the partnership agreement 
“quite simply did not make any provision for valuation in the event of divorce.” Thus, it affirmed the trial court’s 
valuation of the LLP under the withdrawal provision. 

Another area where the valuation provision needs to be considered is for estate planning purposes. The purchase 
price called for in a buy-sell agreement may, under certain circumstances, establish the fair market value of the 
interest for federal estate tax purposes. The factors include the following: (1) the price must be fixed and 
determinable under the agreement; (2) the agreement must be binding in life and death; (3) the agreement must 
have a bona fide business purpose; (4) the agreement must not be a testamentary device; and (5) the agreement 
must be similar to those entered into at arm’s length. Estate of Blount v. CIR. T.C. Memo. 2004-116 (citing 
Estate of Lauder v. CIR, T.C. Memo. 1992-736; I.R.C. § 2703).

The cases and issues discussed here emphasize the complexity of buy-sell agreement. Many factors should 
be addressed in the buy-sell agreement: trigger events, purpose, and valuation method just to name a few. 
Important in this is consideration of what the ultimate purpose of the buy-sell will be, and explaining the 
importance of this document to the clients at the time it is drafted. For more information on buy-sell agreements 
in the business appraisal context and teleconferences on this issue, visit Business Valuation Resources’ website: 
www.bvresources.com.  You can also purchase a copy of Mercer’s book, Buy-Sell Agreements, through Business 
Valuation Resources or on Mercer Capital’s website: www.mercercapital.com. 
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Valuing Shareholder Cash Flows: 
Quantifying Marketability Discounts

Quantifying Marketability Discounts has been updated and is 
now offered as an e-book. Titled Valuing Shareholder Cash Flows: 
Quantifying Marketability Discounts - 2005 E-Book, this edition 
provides a brand new chapter which discusses each of the five 
assumptions of the QMDM in depth. As a bonus, when you purchase 
the e-book, you will also receive the QMDM Companion, the 
latest edition of the Quantitative Marketability Discount Model, in 
spreadsheet format. 

$95.00 Currently Available

Valuing Financial Institutions We are responding to requests to put this 1992 book back into print 
and we are doing so as an E-Book $65.00 Currently Available

Are S Corporations Worth More Than 
C Corporations?

An e-booklet that adds to the S Corp vs. C Corp debate
$19.95 Currently Available

Embedded Capital Gains A closer look at the Embedded Capital Gains issue. $19.95 Currently Available

Rate & Flow: An Alternative
Approach to Determining
Active/Passive Appreciation in
Marital Dissolutions

In this e-book, we present an alternative model for determining 
active / passive appreciation in a marital dissolution. In states 
where an owner/spouse’s active management of a business does not 
preclude the consideration of passive appreciation, we offer a fresh 
approach based on rate and flow analysis

Complimentary Currently Available

QMDM Fact Sheet The latest information about the QMDM in a pdf format Complimentary Currently Available

MERCER CAPITAL’S E-BOOK LIBRARY

Visit our website at www.mercercapital.com for more information or to download an e-book.
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Understand the Value of Your 
  Brick Business

This article provides an informative overview regarding the valuation 
of businesses operating in the brick industry.  We discuss value as it 
relates generally to both manufacturers and wholesalers within the 
industry, as understanding how brick businesses are valued may help 
you understand how to grow the value of your business and maximize 
your return.

Complimentary Currently Available

Understand the Value of Your 
  Insurance Brokerage

For the past several years, insurance brokerages have been in a 
period of consolidation, and the current soft market is expected to 
persist for at least the near term.  As such, it is an opportune time 
for business owners to have an idea of what their brokerage business 
is worth. 

Complimentary Currently Available

Understand the Value of Your 
  Physician Practice

The event that triggers ownership transfer can be categorized as 
either voluntary or involuntary.  It is important for physicians to con-
sider the universe of ownership transfer possibilities, because sooner 
or later, you will be involved.

Complimentary Currently Available

Understand the Value of Your 
  Auto Dealership

Because your dealership will change hands, it is important for you 
to understand the key concepts of business value and how value is 
determined for your dealership.

Complimentary Currently Available

Understand the Value of Your 
  Wholesale Distributorship of 
  Malt Beverage Products

The financial landscape is littered with rules of thumb pertaining to 
the value of privately owned businesses. Perhaps in no other industry 
is the rule of thumb concept more prevalent than in beer distribution. 
It is critical that value be determined and articulated in a credible 
fashion.  

Complimentary Currently Available
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MERCER CAPITAL is a business valuation and investment banking firm serving a national and international clientele. Our reputation for excel-
lence is based on an ability to solve complex financial problems expeditiously.  We convert over 20 years of experience, including thousands of assign-
ments, into solutions for the issues of today.  

Corporate Valuation. Mercer Capital provides a broad range of independent valuation and financial advisory services, including:

Dispute Analysis Services and Expert Testimony

Valuation for Corporate Tax Matters

Valuation for Corporate Income Tax Issues 

Valuation for ESOPs
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Valuation of Employee Options

Goodwill Impairment Testing  
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Fairness Opinions
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Investment Banking. Mercer Capital’s investment banking division and specializes in providing merger and acquisition services to sellers or 
buyers of private businesses or public companies divesting divisions and subsidiaries. In addition, we assist  clients in industry consolidations, roll ups, 
and refinancings. 



To summarize Buy-Sell Agreements in one word, 
that word would be “methodical.” Mercer focuses 
like a laser beam on virtually all of the possible 
permutations of the pricing and valuation provisions 
of buy-sell agreements, together with the advantages 
and disadvantages of each...Buy-Sell Agreements offers 
a comprehensive buy-sell audit checklist that alone 
makes it worthy of purchase, serious use and study...If 
you are looking for a book that has a comprehensive 
discussion of the pricing and valuation aspects of 
buy-sell agreements (which I’ve really not ever seen 
before), this is it...Buy-Sell Agreements is a no-brainer 
addition to the library of every one who works with or 
who drafts buy-sell agreements. 

  L. PAUL HOOD, ESQ.
Steve Leimberg’s Business Entities Newsletter, 

Issue 119, February 13, 2007. 
Courtesy: Leimberg Information Services, Inc. (LISI) 

at www.leimbergservices.com

In this eminently well-written, concise, and non-technical book, 
Chris lays out the fundamental parameters and processes that must 
be considered to minimize problems...Appraisers who read this 
book and apply its lessons will be able to position themselves in the 
marketplace as not just valuation specialists but in the wider role of 
facilitators of business valuation dispute resolutions, a much more 
productive role for us.

  RAND M. CURTISS, FIBA, MCBA, ASA, ASA
President, Loveman-Curtiss, Inc.

Chair of the American Business Appraisers National Network
Published on IBA Discussions Blog at www.go-iba.org/blog

In the teacher’s manual to our Business 
Associations case book, my friend, colleague 
and coauthor Bill Klein posits that “any lawyer 
who advises people entering into a business 
venture and who fails to urge the adoption of 
a buy-sell agreement is guilty of malpractice.” 
Z. Christopher Mercer’s new book Buy-Sell 
Agreements: Ticking Time Bombs or Reasonable 
Resolutions offers a tremendously useful guide 
to these remarkably important contracts. In 
it, he provides guidance for business people 
and their financial advisors to use in assessing 
the need for a buy-sell agreement and, if one 
is appropriate, deciding on key terms. It will 
also be very useful to counsel drafting buy-sell 

provisions, as it offers drafting checklists and samples of how various 
issues can be treated. I recommend it very highly.

STEPHEN BAINBRIDGE
   William D. Warren Professor of Law, UCLA

Published on ProfessorBainbridge.com

Mr. Mercer has done a great job of addressing the reasons business 
owners might want to have a buy-sell agreement and the business 
factors these business owners should consider in the agreement...
Overall, Mr. Mercer provides valuation practitioners, business 
consultants, and business owners with a very useful handbook for 
preparing, reviewing and interpreting buy-sell agreements.

DAVID A. ELLNER, CPA/ABV
  The Financial Valuation Group

Published in the AICPA ABV e-Alert
Volume 9, Issue 2, February/March 2007

.. . Is A Hit!

Released in January 2007, “Buy-Sell Agreements: Ticking Time Bombs or Reasonable Resolutions?”
has quickly become a valuable tool for attorneys, business advisors and business owners who recognize 
the importance of buy-sell agreements. Don’t take our word for it. Below are just some of the published 
reviews of “Buy-Sell Agreements: Ticking Time Bombs or Reasonable Resolutions?.”

Buy-Sell Agreements
TICKING TIME BOMBS OR REASONABLE RESOLUTIONS?

MERCER CAPITAL :: 5860 Ridgeway Center Parkway, Suite 400, Memphis, TN 38120 :: 901.685.2120 (P) ::901.685.2199 (F) :: www.mercercapital.com
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TICKING TIME BOMBS OR REASONABLE RESOLUTIONS?

Buy-Sell 

Agreements
Ticking Time Bombs or Reasonable Resolutions?

Z. Christopher Mercer, ASA, CFA

Written for business owners, attorneys, CPAs, business appraisers, and other professional advisors to business, 
this book provides a roadmap for you (or your clients) to develop or improve your buy-sell agreement.  The first 
book written from a valuation perspective which is important to note because business appraisers are usually 
consulted when there is a problem.  Learn from our 25 years of experience working with well-constructed 
and terribly constructed buy-sell agreements (in almost every case no one realized there were problems until a 
trigger event occurred)!
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“...is terrific - sophisticated, refreshingly thoughtful and the first really new 
ideas  (to me, anyway) in this area I’ve heard or seen in a long time.”   

Putnam C. Smith, J.D., LLM, Partner, Lipscomb, Johnson, Sleister, Dailey & Smith, LLP,  Cumming, Georgia
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