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Buy-Sell Agreements for Small Businesses

The transfer of ownership interests
in a smal business should take into
account all of the considerations that
make each business, and especidly a
family-owned business, unique. Theve-
hicle for accomplishing the transfer is
usually called a buy-sell agreement. Its
name barely beginsto describethe buy-
sdll agreement’ svarious purposes. With

A buy-sell agreement may serve
as an orderly method for main-
taining control over the com-
pany despite a change in the
composition of its owners.

professiona advice, the agreement can
betailored to meet theobjectivesof each
small business, whether the businessis
in theform of aclose corporation, part-
nership, limited liability company, or
some other structure.

By creating a market for the owner-
ship interest of a shareholder who has
retired, becomedisabled, or died, abuy-
sdll agreement insures that such an in-
terest can be converted into cash when
cash is more important than having
sharesinthecompany. Sincesmall busi-
nesses often pay out most or all of their
profits in sdaries, an equity interest in
the business would be much less valu-
able if its owner was not assured of
being ableto sdll that interest back tothe
business or to other shareholders.

Valuation of the Business
When a triggering event in a buy-
sell agreement causes the interest of
one owner of a business to be pur-
chased by other owners, or by thebusi-
ness as an entity, a critical issue is
placing a dollar value on that interest.
It is difficult to set a market value for
shares in closely held corporations,
whose stock by its nature has little or
no liquidity. An agreement can set the

price for shares according to a prede-
termined formula, value as shown on
the company’ s books, an appraisa by
athird party, or some other method. In
any event, it isimportant that the pro-
visions on the valuation and purchase
price of sharesin the company be kept
current.

Continued on page four.

Review Your Credit Report

When the time comesfor
an important transaction for
an individual, such as buy-
ing insurance, taking out a
mortgage, or applying for a
job, having good credit can
be critical. Second only to
having good credit is being
able to prove it in writing, in a con-
sumer report compiled by one of the
credit reporting agencies (CRAS) that
have credit information on millions of
Americans. If you have ever applied
for a credit card, insurance, or a per-
sonal loan, one or more of the three
major CRAs has afile on you.

By law a consumer has the right to
request acopy of areport fromaCRA,
and that right should be exercised an-
nually to check on the accuracy of the
report’s contents. Such oversight has

added significanceif amajor
purchase is being consid-
ered. Rectifying any errors
ahead of time, which itself
can be time-consuming, can
shorten the waiting period
for loan approval.

A CRA must divulge
everything that isin aconsumer report
including, in most instances, the
source of the information. The con-
sumer also has the right to know who
hasrequested thereport during the pre-
ceding year, or two yearsif therequest
is related to employment. Aside from
reports prompted only by the con-
sumer’s initiative, a report can be re-
guested when a consumer is notified
that a company has turned down the

Continued on page four.



When Noncompetition Agreements Cross State Lines

It is a common practice for an em-
ployer to require an employee to sign
an agreement preventing the employee
from competing with the employer for
acertain period of timeand in adesig-
nated geographic area. For many
years, interpretation and enforcement
of these noncompetition agreementsor
covenants not to compete, as they
sometimes are called, have led to law-
suits. When an ex-employer attempts
to enforce an agreement in another
state, which happens more often in to-
day’ seconomy, special issuesarise be-
cause of the variations in how recep-
tive or hostilethe different statesareto
the anticompetitive effects of these
agreements.

For many years, interpretation
and enforcement of noncompe-
tition agreements have led to
lawsuits.

Dueling Lawsuits

When Mark washired in Minnesota
to work for amanufacturer of medical
devices, he signed an agreement not to
compete with the employer, for two
years after leaving, and in any area
where the employer marketed its prod-
ucts. In a typical “ choice-of-law”
clause, the agreement also said that it
was governed by the laws of the state
where the employee last worked for
the employer.

After five years, Mark resigned and
moved to Cdliforniato takeajobwith a
company that was competing head-to-
head with his ex-employer. Correctly
anticipating a fight, and wanting to
reach the courthousefirst, Mark and his
new employer sued his former em-
ployer in aCaliforniacourt on the same
day he started his new job. Except in
limited circumstances, Cdlifornia law
prohibits anticompetition agreements,

30 Mark asked for adeclaration that the
agreement he had signed was void and
unenforcesble against him in Califor-
nia. More than that, he also asked the
court to prohibit the ex-employer from
taking any action outside of the Cdifor-
nia court to enforce the agreement. At
about the same time, the former em-
ployer did, in fact, sue in a Minnesota
court, which issued apreliminary order
to enforce the terms of the agreement.

A stalemate ensued, with each side
having obtained a ruling in its favor,
and purporting to prevent pursuit of the
litigation in the other state. When the
California case was appeded to that
state’'s highest court, it ruled against
any interference with the pending liti-
gation in Minnesota. At the sametime,

Continued on page three.

New ldentity Theft Disclosure Law

Cdliforniarecently entered new ter-
ritory in legidative responses to the
growing problem of identity theft. A
new law requires a business to notify
any Cdiforniaresident whose personal
information may have been compro-
mised by a breach of its computer se-
curity. The legidature was acting, at
least in part, in response to an incident
in which hackers got the personal in-
formation of over aquarter of amillion
state employeesin an attack on a gov-
ernment database. A company that vio-
lates the notification requirements is
subject to a suit for damages and civil
pendlties.

The measure’s impact would be
significant even if it were confined to
California, but thelaw likely will have
much more far-reaching effects. It ap-
plies to any company that conducts
business in California. It may take
court decisionsto sort out what consti-
tutes doing business in Cdifornia, but
any business having contacts with
Cadlifornia customers should be aware
of this law. Moreover, although the
law only speaksto theinterestsof Cali-
forniaresidents, acase can bemadefor
notifying any customers affected by a
breach. Otherwise, customersin other
states who are the victims of identity
theft might argue that a company was

negligent in not extending them the
same treatment as Californians.

The disclosure requirements apply
only to unauthorized access to a per-
son's name, plus either their Socia
Security number, driver's license
number, or information from a finan-
cial account. Encrypted persona infor-
mation or information in public rec-
ords is outside of the law, but it is up
to the business to determine what per-
sonal information in its possession is
subject to the law and whether such
information has been acquired by an
unauthorized person. Thisplacesapre-
mium on having adequate security sys-
tems and procedures in place to detect
an intrusion and respond to it.

Businesses with customersin Cali-
forniaarewell advisedto putinto place
incident response policies and proce-
dures even before experiencing any
breach of a security system. Not only
will this allow the kind of prompt re-
sponserequired by thelaw, but another
provision states that following such a
policy for notifying affected persons
will be treated as compliance with the
law’s notification requirements. If a
business does not already haveits own
notification procedures in an informa-
tion security policy, it must give the
notice by methods set forth in the law.



Commercia Landlord Must Mitigate Damages

A state supreme court hasruled that
a commercia landlord has a duty to
mitigate damageswhen atenant breaks
the lease by leaving the property. A
bookstore agreed to aten-year leasein
a shopping center. Citing lost profits
due to competition from a new book-
storein the samemall, thetenant aban-
doned its store space with only six
months|eft on the lease. For therest of
the lease term, the tenant paid no rent
and the landlord did not rent the space
toanyoneel se. When thelandlord sued
for the rent due under the lease, the
tenant argued that the landlord should
have reduced its damages by leasing
the space to a new tenant.

A lease is a hybrid under the law,
having aspects of property law and
contract law. As originally conceived,
leases were viewed primarily astrans-
fers of an interest in property. If the
tenant abandoned the property, he was
seen as simply having given up that
interest. The landlord could stand by
and do nothing but demand the rent,
which was due as afixed obligation.

On the other hand, when seen
mainly as a contract to convey an in-
terest in property, a lease, like any
other contract, carries with it the duty
to mitigate damages. Theinjured party
isexpected to make effortsto avoid the
consequences of the breach by the
other party. The landlord need not ac-
cept just any new tenant, however, and
only reasonable effortsarerequired. In
the context of ashopping center, it may
well be reasonable for the landlord to
hold out for a tenant that will restore
the overall balance of stores that ex-
isted before one tenant abandoned the
premises.

Thegoa isto put theinjured party in
as good a position had the contract not
been breached, a the least cost to the
defaulting party. Some courts also have

reasoned that requiring the landlord to
mitigate damages encourages the pro-
ductive use of land and decreases the

Retail Space
For Rent

likelihood of physical damage to the
property.

In deciding that the shopping center
landlord had been under an obligation

to mitigate damages by attempting to
re-rent the store space, the court was
joining a modern trend that treats
leases more as contracts for the use of
property than transfers of property.
The court aso declined to make an
exception for commercial leases. It is
true that a commercial landlord has a
special interest in maintaining theright
mix of tenants in a shopping center.
That interest is protected, however, not
by relieving thelandlord of the duty to
mitigate damages, but by alowing the
landlord to recover not just lost rent,
but such other financial losses as may
have been caused by the breach of the
lease.

Noncompetition
Continued from page two.

the court recognized California’ saver-
sion to noncompetition agreements
and allowed Mark’ s Californiacaseto
proceed unless and until any Minne-
sota judgment became binding on the
parties. In short, theraceto afavorable
judgment continued.

Georgiaon HisMind

Inanother similar case, Jamessigned
a noncompetition agreement with a
company in Ohio that gave computer
support servicesto providersof wireless
communications. Later, heleftandrelo-
cated to Georgia, which does not pro-
hibit noncompetition clauses outright
but does subject them to close scrutiny.
The agreement had provided that Ohio
law was controlling.

Like Mark in the Cadlifornia case,
Jameswent to work for acompetitor in
his new state and sued there to invali-
date the covenant not to compete. Un-
likethe Cdliforniacase, however, there
were no dueling lawsuits in different
states because James had misrepre-
sented to hisfirst employer that hewas
leaving to become a stockbroker.

James's lawsuit in Georgia to rid
himself of the agreement was partialy
successful. The agreement was too
broad and restrictive to pass muster
under Georgia law, so it could not be
enforced there, even though the agree-
ment itself referred to Ohio law. James
wasrelieved of theagreement, but only
while working in Georgia, because, as
the court put it, “ the public policy of
Georgiaisnot that way everywhere.”

Actual resolution of legal issues depends upon many factors, including variations of facts and state laws. This newsletter is not
intended to provide legal advice on specific subjects, but rather to provideinsight into legal developments and issues. Thereader
should always consult with legal counsel before taking action on matters covered by this newdletter.




Buy-Sell Agreements

Continued from page one.

Orderly Transition of
Ownership

A buy-sell agreement also may
serve as an orderly method for main-
taining control over the company de-
spiteachangein the composition of its
owners. In a family-owned business,
this may mean a clause in the agree-
ment effectively keeping the business
in the family by allowing remaining
family members to buy the interest of
a departing owner. For children who
decide not to carry on in the business,
cash, perhaps generated by life insur-
ance on a senior owner, might be an
alternative to inheriting part of the
business.

A typical buy-sell agreement for a
family business provides that, on the
death or departure of one shareholder,
the remaining shareholders have the
right to purchase his or her shares.
Those participating in the buyout usu-
ally acquire those sharesin an amount
commensurate with their holdings. An
alternative could give the corporation
itself the right to purchase the shares.
However, this option may bring into
play laws for the protection of credi-
tors that limit the power of corpora
tions to purchase their own shares. A
hybrid approach sometimes used in
buy-sell agreements allows the busi-
ness to buy its own shares, only to the
extent permitted by relevant statutes,
but the remaining shareholders could
then purchase any shares not acquired
by the corporation.

Avoid Conflicting Terms
Since one of the triggers for appli-
cation of a buy-sell agreement is a
shareholder’s death, shareholders
should avoid conflicts between the
terms of the agreement and their estate
plans. When theterms of an agreement
and awill cannot easily be reconciled,
the odds increase for litigation, rather
than the smooth transition for which
the agreement was designed. If awill
predates the agreement, it may be nec-

essary to draft a new will that is con-
sistent with the agreement. A less-
complicated approach isto amend the
will with acodicil providing that busi-
ness interests are to be disposed of
according to the buy-sell agreement.
Consistency between an estate plan
and a buy-sell agreement isimportant
not only asto disposition of shares, but
also asto voting or management rights
in the company. A shareholder should
determine whether his estate or heirs
should have such rights, and then be
sure that the documents accurately re-
flect the shareholder’'s wishes. Simi-

larly, a shareholder should consider
whether limitson hisexecutor’ svoting
rights are desirable, so asto avoid the
possibility that the executor will act to
frustrate the shareholder’ s intent.

One purpose of any contract is to
avoid future disputes between the par-
ties by establishing rights and duties
for future contingencies. Aside from
dealing with the substantive issues
raised by transferred ownership, abuy-
sall agreement also can head off con-
flict, or at least help solveit, by provid-
ing for a form of alternative dispute
resolution or mediation.

Credit Report

Continued from page one.

consumer’ sapplicationfor credit. That
notice, including the CRA’sname, ad-
dress, and phone number, is required
by law.

If you detect errors in your report,
the process of setting the record
straight involves contacting both the
CRA and the provider of the informa-
tion in dispute. A consumer’s rights
concerning errorsin aconsumer report
areasfollows:

» If disputed information cannot be
verified, the CRA must deleteit;

e |f there is inaccurate information,
the CRA must correct it;

 If there is incomplete information,
such as a record that shows that a
consumer made late payments but
does not show that the consumer is
current, the CRA must complete it;

e The CRA, having changed or re-
moved information after areinves-
tigation, may not put it back in the
file unlessthe information provider
verifies the information and the

CRA gives advance notice to the
consumer;

¢ The CRA must delete any account
not belonging to the consumer;

e |If requested by the consumer, the
CRA must send notices of a cor-
rected report to anyone who re-
ceived it in the preceding six
months, or two yearsif received for
employment purposes.

If the credit story told by a con-
sumer report is sad but true, the best
ally for a consumer who has changed
his ways is the passage of time. As a
general rule, accurate negative infor-
mation in a report can stay there for
only seven years. There are some ex-
ceptions, for which the “ shelf life” of
negative information is extended. For
example, bankruptcy information may
be reported for ten years, and there is
no timelimit for information on crimi-
nal convictions. Similarly, there is no
time limit for credit information stem-
ming from an application for a job
paying more than $75,000, or an appli-
cation for more than $150,000 worth
of credit or lifeinsurance.



