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Vaiuatmn and

Msmn of

1 ntroduction. This article is
designed to inform corporate
h.and transactional attorneys of
the effects of divorce on client-
owned businesses. This article
specifically provides information
regarding the assessment and
division of business assets
generally, and consideration of

“The purpose of this ar-
ticle is to provide a basic
guide to the law of valuing
and dividing business
interests in divorce cases,
and what steps may be
taken to limit liability and
protect ownership of a
business. ”

buy-sell, shareholder, and
operating agreements by domestic
relations courts. The article also
provides suggested methods to limit
liability and control the valuation
and division of business assets in
the divorce context. Specific
methods of business valuation are
not addressed here, as well as
details regarding valuation of
specific assets such as stock options,
as other authors have thoroughly
examined those topics.’

Divorce proceedings in Illinois
are governed by the Illinois
Marriage and Dissolution of
Marriage Act (“IMDMA”).2
Pursuant to the IMDMA, the court
will ascertain what property owned
by divorcing parties is marital or
non-marital, and determine an
equitable distribution of marital
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property and debt. Where the
ownership of a business is involved,
the divorce court will determine
whether the business interest is
marital or non-marital, and
ascertain the value of the business
interest. If the business is awarded
to one spouse, the court may award
other property to the other spouse
as an offset. The purpose of this
article is to provide a basic guide to
the law of valuing and dividing
business interests in divorce cases,
and what steps may be taken to
limit liability and protect
ownership of a business.

Valuation of Business Assets —
Buy-Sell Agreement not
Necessarily Binding. With
respect to valuation and division of
business assets, the central question
is: What evidence will the court use
in determining value and what can
the court do with the business
assets? Many practitioners may be
under the impression that drafting
a shareholder agreement or buy-
sell agreement which provides a
specific valuation approach will be
sufficient to protect the business
owner’s interest in a divorce
proceeding. That is not necessarily
the case, however.

A divorce court generally will
assess the value of parties’ marital
assets and debt, and then order
transfers of property and debt to
equitably divide the marital
property. Generally, where one or
both parties owns an interest in a
business, the court can consider
evidence of the value of those
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interests presented by experts and
(depending on the circumstances)
ignore the formulas, restrictions,
and requirements of a buy-sell or
shareholders agreement. Similarly,
the court can order transfer of
business assets and stock to a non-
owner spouse.

IMDMA Regarding Marital
and Non-Marital Property.
The divorce court will first
determine whether property is
marital or non-marital, and
therefore whether it is subject to
equitable division. The IMDMA
sets forth the framework for
dividing property in divorce, stating
as follows:
(a) For purposes of this Act,
“marital property” means all
property acquired by either
spouse subsequent to the
marriage, except the following,
which is known as “non marital
property”:
(1) property acquired by gift,
legacy or descent;
(2) property acquired in
exchange for property acquired
before the marriage or in
exchange for property acquired
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by gift, legacy or descent;

(3) property acquired by a
spouse after a judgment of legal
separation;

(4) property excluded by valid
agreement of the parties;

(5) any judgment or property
obtained by judgment awarded
to a spouse from the other
spouse;

(6) property acquired before the
marriage;

(7) the increase in value of
property acquired by a method
listed in paragraphs (1) through

(6) of this subsection,
irrespective of whether the
increase results from a

contribution of marital property,
non marital property, the
personal effort of a spouse, or
otherwise, subject to the right of
reimbursement provided in
subsection (c) of this Section;
and

(8) income from property
acquired by a method listed in
paragraphs (1) through (7) of
this subsection if the income is
not attributable to the personal
effort of a spouse.

(b)(1) For purposes of
distribution of property
pursuant to this Section, all
property acquired by either
spouse after the marriage and
before a judgment of dissolution
of marriage or declaration of
invalidity of marriage, including
non marital property transferred
into some form of co ownership
between the spouses, is
presumed to be marital
property, regardless of whether
title is held individually or by the
spouses in some form of co
ownership such as joint tenancy,
tenancy in common, tenancy by
the entirety, or community
property. The presumption of
marital property is overcome by
a showing that the property was
acquired by a method listed in

subsection (a) of this Section. 2

Property acquired during the
marriage (including a business
ownership interest) is presumed to
be marital¢. Even if the non-owner
spouse had no ownership interest
or involvement in a business
established during marriage, the
spouse is entitled to an equitable
share. This obviously may result
in disruption of the business and in
some cases the non-owner spouse
may become an owner of the
business. If a business was formed
prior to a marriage, the gain in
value in the ownership interest
which accrued by personal effort of
the owner spouse during the
marriage is deemed marital
property subject to equitable
divisions. Also, discrete,
distinguishable assets acquired by
a nonmarital business during
marriage may be considered
marital property.® Furthermore, a
non-owner spouse may be entitled
to a right of reimbursement for
contributions made toward a
nonmarital business during the
marriage.” Stock options are
presumed to be marital property if
awarded to the owner spouse
during the marriage.® Retained
earnings (in an entity where the
owner-spouse does not have
control) are nonmarital property.®

Division of Business Assets by
Divorce Courts — Finality is
Favored. Illinois courts try to
avoid making divorcing spouses
partners in business. They prefer
to find a way to offset the value of
the business interest by awarding
other assets to the non-owner
spouse. In a case awarding a
family farm to the wife (and not
dividing the ownership of the farm
into equal shares), the Second
District Appellate Court stated,
“Both finality to avoid continued
need for court intervention and
division of the property to avoid

ongoing association between the
parties are goals to be considered
in apportioning such marital
assets.”° The Court also noted, “An
ongoing business association
between former spouses, such as
would have been required in the
management of the farm property,
is disadvantageous.” When the
property at issue is a small business
and the parties have shown that
they cannot work together, courts
have held that it is better to award
the business solely to one party or
the other.** However, Illinois courts
have divided the ownership interest
in a business between spouses. This
can potentially make the non-
owner spouse a minority owner
without a say in management and
no ready market for the ownership
interest. Alternatively, ex-spouses
could wind up as partners in the
business.

Valuation of Business by the
Divorce Court. The divorce court
has wide latitude in determining
the value of a business. The
appellate court in Illinois will not
overturn a trial court valuation of
a business if it is within the range
testified to by the parties’ experts.’
The First District Appellate Court
stated, “The appraisal of a closely
held corporation is as much an art
as it is a science. There are simply
no precise rules for fairly
evaluating such businesses in the
dissolution context. Despite the fact
that closely held corporations may
be without established market
value, they may, nevertheless,
possess an ascertainable value with
respect to the division of marital
property.”* The divorce court
should consider all evidence
relevant to the value of a business,
including the economic outlook
and capitalization of future
earnings.'s

To determine the value of a
business in a divorce matter, the
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court must consider (1) fixed assets,
(2) other assets, including accounts
receivable, (3) the goodwill in the
business, and (4) business-related
liabilities.** Enterprise goodwill
such as the goodwill of a
corporation is a martial asset
subject to inclusion in the value of
a business.” However, personal
goodwill like that created by a
dentist in a small dental practice is
nonmarital property.®

Divorce Court may not be
Bound to Follow Buy-Sell
Agreements for Value or
Distribution Restrictions of
Business Interests. Illinois
courts have ignored buy-sell
agreement restrictions in order to
do equity between divorcing
parties. The trial court in a divorce
was not required to use a law firm’s
compensation and buy-sell
agreement when valuing the
husband’s shares in a law firm.» In
that case, the court considered the
testimony of an expert called by
the non-owner spouse and refused
to consider the terms of the buy/
sell agreement as evidence of
value.>® A divorce court was also
not bound to use a stock
redemption agreement as
determinative of value for a closely
held marketing business.®
Similarly, in Marriage of Devick,
the trial court set aside restrictions
on the transfer of stock where the
non-owner spouse was awarded
stock as part of a dissolution
judgment and the non-owner
spouse was not a party to the
agreement placing the restrictions
on the stock.22 The Devick
reviewing court held that
restrictions only apply to voluntary
transfers and not transfers by
operation of law; however, the case
involved stock held in joint tenancy
by the spouses and may be limited
to those facts.?2 Courts in other
jurisdictions have also disregarded

buy-sell agreements as being
determinative of value.?

In many jurisdictions, buy-sell
valuation  provisions and
restrictions on transfer are relevant
to determination of value, but are
only factors to be considered
together with other evidence.?s This
appears to be the case in llinois.
Naturally, the business owner
wants to preserve the valuation
approach set forth in the buy-sell,

“The trial court in a
divorce was not required to
use a law firm’s
compensation and buy-sell
agreement when valuing
the husband’s shares in a
law firm.*9”

option agreement, or shareholder
agreement, and minimize the risk
that a divorce court will cast them
aside in determining the value of
and allocation of business interests
in divorce.

Potential Solutions — Premarital
Agreements. Perhaps most
obvious, a prenuptial agreement is
a useful tool to prevent problems
related to valuation and allocation
of business interests in divorce. The
Illinois Uniform Premarital
Agreement Act allows parties to
determine the ultimate disposition
of property in divorce with a
written agreement signed by both
parties.?® The agreement is
enforceable without
consideration.? Generally, courts
will uphold premarital agreements
so long as they are entered into
voluntarily, are not
unconscionable when made, and
the parties had a fair and
reasonable disclosure of the
financial conditions of the other
party (or waived their rights to
more complete disclosure).2?
Premarital agreements may

determine the disposition of
business interests in divorce. 750
ILCS 10/4 provides in pertinent
part, as follows:
Sec. 4. Content. (a) Parties to a
premarital agreement may
contract with respect to:
(1) the rights and obligations of
each of the parties in any of the
property of either or both of
them whenever and wherever
acquired or located;
(2) the right to buy, sell, use,
transfer, exchange, abandon,
lease, consume, expend, assign,
create a security interest in,
mortgage, encumber, dispose
of, or otherwise manage and
control property; (3) the
disposition of property upon
separation, marital dissolution,
death, or the occurrence or
nonoccurrence of any other
event;

Illinois courts have upheld
premarital agreements comporting
with the statute. In one case, the
Appellate Court noted that the
husband fully disclosed the extent
of his substantial assets to the wife
prior to execution of the premarital
agreement and the wife admitted
she was not coerced into executing
the agreement.?® Courts in Illinois
have also upheld premarital
agreements created before the
effective date of the statute on
January 1, 1990.3°

Potential Solutions — a Carefully
Drafted Postmarital Agreement
with Consideration. Postmarital
(or postnuptial) agreements can be
equally effective in either avoiding
transfer of any business interests to
a non-owner spouse, or in
controlling the valuation of the
business interests in the event of
divorce.?* Postmarital agreements,
similar to premarital agreements,
are binding if they comply with
basic contract law. Postmarital
agreements have been considered



binding by Illinois courts.3?
Postmarital agreements must
include all of the elements of a
binding contract, including an
offer, acceptance, and
consideration, and the agreements
must not be unconscionable.33
Note that consideration for a
postmarital agreement cannot
solely be a promise to remain
married where divorce is not
pending or threatened.3* Adequate
consideration may be the mutual
release of property rights between
the parties3s, The primary
weakness  for  postnuptial
agreements appears to be that a
divorce court can find the
agreements unconscionable and
unenforceable if the court finds
that one party was under duress at
the time of executing the
postnuptial agreement. Illinois
courts define “duress” as
“oppression, undue influence, or
taking unfair advantage of

another’s stress to the point where
that person is deprived of the
exercise of free will.”3¢ However,
the party trying to defeat a
postnuptial agreement under a
duress theory must prove by clear
and convincing evidence that they
were “bereft of the quality of mind
essential to the making of a
contract.”s’

Potential Solutions — A Buy-
Sell Including the Non-Owner
Spouse. Clearly Illinois courts
have set aside shareholder’s
agreements in valuing and
apportioning business interests in
divorce in the past. However,
shareholder’s agreements might yet
be useful in controlling or
restricting transfers of ownership to
a spouse, and may be considered by
a divorce court to determine the
value of business interests. To bind
a party to the terms of this type of
agreement in the divorce context it

DCBA BRIEF MAY 2008 15

appears that the non-owner spouse
must execute the agreement, and
the agreement must comport with
the requirements of postnuptial
agreements. The court in Devick
indicated that a key factor in
avoiding the stock transfer
restrictions for the non-owner
spouse was that she was not a party
to the agreements requiring the
restrictions on transfer.3® At least
one court in another jurisdiction
held the terms of buy-sell
agreements to be binding on a non-
owner spouse where the non-
owner spouse executed the
agreement.3® The court in that case
specifically held that the trial court
erred in failing to order repurchase
of stock from the non-owner
spouse pursuant to the buy-sell
agreement.* However, one court
in Washington held that even where
a spouse executed a buy-sell
agreement, the terms were not
binding upon that spouse in
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divorce because the non-owner
spouse was not informed about the
business and had no participation
in it.4

Conclusion. Illinois domestic
relations courts may freely divide
business assets in divorce, and may
often consider a wide range of
values from expert witnesses in
determining property distributions.
Therefore it may be wise for the
business attorney to recommend

premarital agreements,
postmarital agreements, and
carefully drafted buy-sell

agreements to clients to help
control the outcome of a potential
divorce case.

The best practice for business
attorneys, where a prenuptial
agreement does not exist or is not
an option, appears to be
preparation of a post-nuptial
agreement with valid
consideration, or to include the
non-owner spouse in any
shareholders agreement, operating
agreement, or similar document.
According to the case law, any
post-nuptial agreement or business
agreement such as a buy-sell must
provide the non-owner spouse with
all the basic requirements of
contract, including offer,
acceptance, and consideration.
Furthermore, the non-owner
spouse must receive full disclosure
of the financial information for the
business, and should be represented
by counsel. Finally, the non-owner
spouse should indicate in writing
contemporaneously with the
execution of the agreement that
the agreement is fair, not
unconscionable, and that the non-
owner spouse was not coerced into
executing the agreement.

As has been shown, divorce
courts in Illinois may consider or
disregard valuation formulas and
restrictions on transfer for
ownership in business buy-sell,

shareholder, and operating
agreements. Courts may value a
business using a method that
completely departs from that set
forth in a contract entered into by
the business owner spouse.
However, if the business owner
spouse has a properly prepared
premarital agreement, postmarital
agreement, or buy-sell agreement
following postnuptial principles, it
is more likely that the valuation
and/or distribution of business
assets can be controlled with an
outcome more favorable for the
business owner.m
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