
Earlier this month, the U.S. Supreme Court issued a unanimous opinion in 
Connelly v. U.S. that could have a significant estate tax impact on business 
owners with buy-sell agreements. The Court examined the valuation of an 
interest in a privately held business that was redeemed pursuant to a buy-
sell agreement at the death of one of the shareholders. The Court found that 
life insurance proceeds received by the corporation caused the value of the 
redeemed shares to increase for estate tax purposes. Following this ruling, 
owners of closely held businesses should carefully analyze the structure of their 
buy-sell agreements to determine the estate tax consequences, particularly in 
light of the anticipated sunset of the 2017 tax cuts at the end of 2025.

FACTS – WHAT HAPPENED IN CONNELLY?
Two brothers, Michael and Thomas Connelly, owned a building supply business together. 
They entered into a buy-sell agreement stating that the surviving brother would have the 
option to purchase the deceased brother’s shares of the company, or if the surviving brother 
declined to exercise that option, then the company would be required to purchase the 
shares from the deceased brother. The company owned $3.5 million life insurance policies 
on each of the brothers to fund the buyout.

Importantly, the buy-sell agreement contained provisions to determine the valuation that 
the brothers did not follow. When Michael died in 2013, the company hired an accounting 
firm to value the company and Michael’s shares. The valuation of the company came out 
to $3.86 million, and Michael’s 77% interest in the company was valued at $3 million. 
While the valuation included the life insurance proceeds as an asset of the company, there 
was a corresponding liability on the balance sheet to account for the company’s obligation 
to purchase Michael’s shares.

Unfortunately for the Connelly family, the IRS disagreed with this valuation and argued that 
the life insurance proceeds should not be offset by the company’s redemption obligation. 
Ultimately, the U.S. Supreme Court ruled in favor of the IRS on the issue, holding that the 
corporation’s contractual obligation to redeem the shares was not necessarily a liability that 
would reduce the company’s value for estate tax purposes.
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TAKEAWAYS
The Connelly ruling leaves us with a few takeaways when dealing with a closely held 
business and succession planning.

Dust Off Your Buy-Sell Agreement. “Buy-sell” provisions might be found in an Operating 
Agreement, Partnership Agreement, or Shareholders’ Agreement, depending on how 
the company is organized. Does the agreement call for the owners to agree on the value 
periodically? What is the valuation methodology in the agreement? Are you following the 
terms of the agreement? The agreement the Connelly brothers put in place grew stale over 
time, and ultimately, this cost Michael’s family. Buy-sell agreements should be monitored 
every few years and re-evaluated, if necessary, according to tax law changes.

Consider a Cross Purchase Arrangement Instead of a Redemption. One way to avoid 
the result in Connelly is to have the other owner(s) purchase the deceased owner’s interest 
rather than having the company redeem the interest. This requires the surviving owners 
to hold policies directly rather than the company owning the policies and requires more 
oversight to ensure premiums are paid. The income tax consequences of this arrangement at 
death for the surviving owners should also be considered.

Seek Professional Advice. Check in with a tax, legal, or financial advisor to understand 
how your business may be affected. In addition to addressing the issues raised by 
Connelly, buy-sell agreements require periodic updates. As time passes and facts change, 
these agreements need to be reviewed to be sure they still accomplish what they are 
intended to accomplish. Has the value of the company changed? Who owns the life 
insurance policies? Are the premiums being paid? How would any shortfall be covered? 
Now is a great time for a check up to ensure that your business can benefit from the 
lessons learned by the Connelly family. 
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