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BUSI NESS SUCCESSI ON
SEM NAR QUTLI NE

VWHAT GOOD DID I T DO?

What good does it do to build a business if you never
know how much is enough, what it will take to sell it, what
it will take to keep it running after you retire, how it
will provide your retirenent, or even what it is worth
right now while you are still in charge?

VWHAT BUSI NESS SUCCESSI ON PLANNI NG ACCOMPLI SHES

The sanme way you built your business, you build your
exit fromthe business

Consul t your experts
Communi cat e your Vi sion
Make the hard decisions, as you al ways have

Fol | ow t hrough on the plan



THE NEED FOR AN EXI T PLAN

At sonme point you WLL transfer your business
ownership interest. Hopefully, it will be under favorable
and voluntary circunstances, such as a transfer during your
lifetime to your son or daughter, a co-owner, a key
enpl oyee or a third party.

But the transfer nmay al so be triggered by an
unfavorabl e and involuntary event, such as death or
di sability.

It is vital that you begin planning nowto cover both
voluntary and involuntary transfers of your business
interest. It cannot be enphasized enough the critical
di fference a noderate anount of planning will make to you —
both in terns of creating a market and val ue for your
busi ness interest, and as a neans of ensuring that you
receive full paynent for it.

Surveys of business owners report that the vast
majority of owners wish to transfer the business to famly,
co-owners or key enployees. Yet nost owners end up
transferring the business to outside third parties. The
reasons for this are obvious: children, key enpl oyees and
nost owners do not have the noney — and with no pl anning no
money w Il be available to them As a result, business

owners have no option but to sell the business to an



outside third party.
Until you identify who gets the business when you
| eave it, the business succession plan cannot nove forward.
There will be no one there to purchase your business
interest until you carefully evaluate the advantages and
di sadvant ages of transferring your business to each
possi bl e successor. Once that is done, the business
pl anni ng process can conti nue.

By identifying your successor, you can assess what you
want from your business and who can best give you what you
want for the purchase of your business.

You have four options:

1. Transfer of ownership to your children by gift or
sal e

2. Sell your ownership interest in the business to
ot her owners or enployees. Especially with snaller
busi nesses, a common retirenent plan technique is
to have a younger and active person or persons buy
i nto your business while you are still active.
Upon your retirenent, the younger person(s) wl
pur chase your remaini ng busi ness interest

3. Sell your ownership interest in the business to a
third party — this option becones necessary because
you failed to create a market for your ownership
interest by sale to your famly, co-owners or
enpl oyees. This option often becones a bargain
sale for the buyer — and is the only alternative to
| i qui dation; on the other hand a sale to a third

party:

a. Results in cash to the owner



b. Mnimzes financial risk at your exit fromthe
busi ness

c. Elimnates famly succession issues
d. Allows for a speedier exit fromthe business

e. 20% of businesses are for sale, but only one
out of four actually sells

f. May wish to contact a business broker or an
i nvest ment banker

Li qui date your business — sell the assets, collect
out st andi ng accounts, pay the bills, and keep what
is left, if anything. This is a VERY BAD CHO CE i f
your business is a service business. Liquidation
shoul d be used only as a last resort. Don't even
consi der this

EXI'T PLAN

a. What is an exit plan that will allow you to | eave
your business the way you want and how do you
create such a plan?

b. There are nmany types of businesses and busi ness
owners, as a result, each business owner’s exit
plan will vary; yet alnost all exit plans contain
comon el enent s.

c. Discover howto mnimze tax consequences to you,
to the business and to the new owner upon
transfer of your ownership.

d. Discover how to structure the transaction to
guarantee that you receive the nonies due to you.

EXIT PLAN QU Z FOR BUSI NESS OMNERS

a. Do you know your primary planning objectives
in | eaving the business, such as:

1. Your departure date (retirenent)?

2. The inconme you need fromthe sale of your
busi ness to achieve financial security?



To whom do you want to | eave your business?

Do you know how nuch your business is
wort h?

Do you know how to increase the val ue of

your ownership interest through enhanci ng
t he nost val uabl e asset of the conpany —
t he enpl oyees?

Do you know the best way to sell your
business to a third party which maxi m zes
your cash, mnimzes your tax liability and
reduces your risk?

Do you know how to transfer your business
to famly nmenbers, co-owners or enpl oyees
whi |l e paying the | east possible taxes and
enj oyi ng maxi num fi nanci al security?

Have you inplenented all necessary steps to
i nsure that the business continues if you
don’t?

Have you provided for your famly’'s
security and continuity if you die or
becone i ncapacitated?

CREATI NG AND PRESERVI NG VALUE

a.

Even so,

Most busi ness owners are so dedi cated to nmeking
noney that they have little or no tinme to spend on
creating and preserving value for their business

it istime you find the tinme to begin work
exit plan

EXCHANG NG OANERSHI P FOR MONEY

a.

I nevitably, every business owner will sooner or
| eave the business

b. Yet few owners think about that event as they build

and run their busi nesses



C.

d.

In no other event is the need for planning so
obvi ous and the | ack of planning so evident

One of the follow ng scenarios wll occur:

1. You wll transfer ownership of the business
during your lifetinme because you want to
retire. Wthout planning, you nay well have
to liquidate; but with planning, you will be
able to sell the business to a third party, to
key enpl oyees or co-owners, or to famly
menbers — all at mninmal tax rates

2. You will die or becone disabled and the
busi ness wi Il have to be |iquidated unless
busi ness continuity arrangenents have been
pl anned and docunent ed

MEETI NG PERSONAL AND FAM LY NEEDS

a.

You likely have no avail able market to which you
can sell your business

You need an exit plan should you unexpectedly die
or becone di sabl ed

Your business and famly nust continue even if you
don’t. Business continuity planning, estate

pl anni ng and personal wealth accunul ati on, al
reviewed annually, are critically inportant

A business continuity plan provides the neans for
dovetailing ownership interests (such as death,
retirenment) and val uation and provisions for
paynment

Wt hout financial security and i ndependence, you
will never be able to | eave your business

Estate planning provides the nechanisns to continue
t he business and your famly's lifestyle should you
depart fromthe business unexpectedly

GOALS FOR BUSI NESS OMNERS ONLY

a.

You have to deci de how you want to | eave your
busi ness and how that is to be achi eved



| NI TI' AL

a.

C.

The rest of the planning process and all tax
pl anning and inplenentation is dedicated to
reachi ng the objectives you establish

OMER- BASED DEPARTURE OBJECTI VES CHECKLI ST

Fi nancial Exit Objectives

1. Leaving the business in style nmeans, for ne,

havi ng $ of annual after-tax
i ncone for the rest of ny (and ny spouse’s)
lifetime

Personal Exit bjectives

1. | plan to work until

2. At that date I will no | onger be an enpl oyee
of the conpany, although I may want a | arge
portion of ny retirenent incone streamto cone
fromthe business

| Intend To Transfer The Busi ness To:

1. The followng child or children (Yes or No).
If yes, who?

2. The follow ng key enpl oyees (Yes or No). If
yes, who?

3. My co-owners (Yes or No)

4. A third party, known or unknown (Yes or No)



5. | intend to pursue the followi ng activities
after | |eave ny business:

SUCCESSFUL BUSI NESS PLANNI NG
a. Use experts (CPA, Valuation Firm
Fi nanci al Advi sor, Busi ness Successi on
Attorney, etc.)

b. Plan for the transition with your
experts

c. Anticipate taxes and how to pay them
d. Plan your own retirenent

VALU NG YOUR BUSI NESS TO MAXI M ZE WHAT YOU GET AND TO
M N M ZE WHAT THE | RS GETS

To exit your business, you need cash and the source of
t hat cash is the business.

To determ ne the anmount of cash you will receive, it
is inmportant to know the val ue of the busi ness.

Two of your nost inportant business objectives (your
departure date and your financial security) are dependent
on the anmobunt of noney you receive for your business.

If you intend to give the business to your children,

t he busi ness nust be val ued and that val ue nust be used for
gift tax purposes.

For many busi ness owners, the business constitutes the



majority of the ower’s total wealth. The IRS knows this
just as you do. Determning the value now allows you the
opportunity to design an EXIT PLAN taking into
consideration the goal of MNIMZING the IRS s take.

| f you, as a business owner, go through the val uation
exercise well before the business is sold or transferred,
you will be able to pinpoint the factors that are cruci al
to measuring and increasing (or decreasing) the worth of
your busi ness.

A wel | -desi gned key enpl oyee incentive conpensation
planning is central to increasing business val ue.
DETERM NI NG A VALUE FOR YOUR BUSI NESS

Don’t ask yourself “How nuch is ny business worth?”
The better question is “Wiat is the nost | can get for ny
busi ness under the nost favorable terns and conditions?”

There are a nunber of nmeans by which to val ue your
busi ness:

1. Enpl oy the valuation techni ques perforned by
your CPA or a business appraiser.

2. Look to the marketplace. Wat would your
busi ness be worth to a third party?

3. Revenue Ruling 59-60 — this ruling issued in
1959 is still cited extensively today by the
| RS and by busi ness apprai sers when placing a
val ue on your busi ness.



4. Additionally, the courts have, over the years,
contributed their own i deas on how to determ ne
a busi ness’ val ue.

So far, | have been a pretty good |lawer. | told you
that your original question is not relevant, but that it
can be answered in an infinite variety of ways and that
there is no correct answer. | have told you that the IRS
and the Courts have come up with many ways to val ue your
busi ness.

It is very inmportant to determ ne your business’ fair
mar ket val ue and its “going concern value” (goodw Il).

GO NG CONCERN VALUE VS. FAI R MARKET OF THE BUSI NESS ASSETS

a. |If the business earning capacity is no greater
than a reasonable yield or return on the fair
mar ket val ue of the assets, then there is no
excess earnings capacity and no goi ng concern
val ue

b. If the purchase price is based on the fair
mar ket val ue of the assets, then earnings on
book value are multiplied by a percentage
anount — typically the purchaser would want a

return rate of between 15 and 20 percent

c. On the other hand, if there are excess
earnings, then there is a going concern val ue

d. Purchasers are interested in the trend of
earnings history, and they will inevitably
gi ve greater consideration to nore current
earni ngs of the business

e. Atypical purchase price range is 2 to 5 tines

t he annual excess earnings capacity or going
concern val ue
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f. One way of looking at this is to ask, “For how
many years would a new buyer be willing to
gi ve you the excess earnings capacity of the
business in order to purchase that earnings
capacity fromyou?” — this analysis will also
require a risk multiple as to whether the
busi ness can continue to earn excess doll ar
anmount s

g. The inportance of your enpl oyees cannot be
overstated: If you are unable to have in place
a strong organi zati onal structure that can
exi st and thrive independently of you, you may
be able to only look to the adjusted book
val ue of the business for val uation purposes

h. This nmeans you nust do everything possible
while you are still active in the business to
ensure the permanency of that earnings
capacity — which usually neans finding,
keepi ng and properly notivating key enpl oyees

CREATI NG VALUE I N YOUR BUSI NESS THROUGH THE KEY EMPLOYEES
When you ask yourself, “What is the nost effective way
to create and build value in nmy business?’, the correct

answer is: “Finding, keeping and notivating key enpl oyees.”

There are several inportant reasons:

1. Properly notivated by a profit-based incentive
pl an, key enpl oyees do increase the value of your
busi ness

2. Key enpl oyees often becone potentia
pur chasers/ owners when you decide to retire or nove
on to another venture

3. If you decide to sell to athird party (or gift the
busi ness to your children), the continued existence
of a stable, notivated managenent teamw ||
i ncrease the purchase price

The future of your business is in |arge nmeasure tied

11



into how securely the key enpl oyees are tied to your
business. This is so whether you transfer your business to
a child who is not quite ready to run the business, whether
you sell to your key enpl oyees, or whether you sell the
busi ness to an outside party.
STOCK OR CASH BASED BONUS FOR KEY EMPLOYEES

Bef ore | earni ng how and why you should issue stock to
key enpl oyees, you should al so know why you should not do
t his.
Reasons NOT to issue stock to a key enpl oyee:

a. In your case, perhaps a sinple cash bonus plan
based on the conpany’s profitability would be a
sufficient incentive for the enployee to stay after
you | eave

b. Make sure that, if you do issue stock to a key
enpl oyee, there is a provision to buy back the
stock fromthe enployee in the event things turn
sour

c. If you do issue stock to a key enpl oyee, neke sure
there is a nechanismfor fixing the value of the
stock in the event you decide you want or need to
buy back the stock from your enpl oyee

d. A shareholder — even a mnority sharehol der — has
substantial rights. Mjority sharehol ders owe
mnority sharehol ders certain rights and
obl i gations inposed by | aw

e. Any sharehol der has, by law, rights to access your
conmpany’s books and records; the right to be
i nformed about the financial condition of the
conmpany (i ncluding your salary and perks); and
often a right to be consulted and given the
opportunity to vote on major decisions of the

conpany
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Reasons TO I SSUE Stock to a Key Enpl oyee:

a.

It ties the key enployee to the conpany by making
himor her a part of the conpany

The enpl oyee pays for the ownership, thus
investing, quite literally, hinmself or herself into
t he conpany

It provides strong incentive for the key enpl oyee
to work towards increasing the value of the conpany
and therefore increasing the key enpl oyee’ s benefit

For this to work, the key enployee will need a
nmeani ngf ul anmount of stock

How to Transfer Stock to Key Enpl oyees

a.

A “non-qualified stock bonus” — the enpl oyee
receives, at no cost, stock fromthe conpany. The
fair market value of the stock is determ ned and
the value of that stock is taxable to the enpl oyee
as ordinary incone in the year he or she receives
it. The business receives an inconme tax deduction
for the value of the stock bonus to the enpl oyee

Al'l owi ng the enpl oyee to purchase the stock at
either its fair market value or at a discounted
price. |If the stock is purchased at a di scounted
price (less than fair market value), the enpl oyee
wi || have taxable incone on the difference between
the fair market value of the stock and the price
actually paid, and the business will have an

of fsetti ng deduction

A “restricted stock bonus plan” — stock is awarded
to the enployee in the first year of the plan and
is tied to a (for exanple) 5 year vesting schedul e.
The enpl oyee has the option to elect to include the
full value of the stock awarded to himor her as

i ncome and thus pay tax only on that anount (rather
than later after the stock appreciates in val ue,
resulting in a higher tax). |[If the enpl oyee

| eaves, the stock is re-purchased by the enpl oyer
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d.

Per f ormance i ncentives and a “gol den handcuff”
feature should be built into the plan so that stock
is given only upon the attai nnent of defined

per formance goal s

The gol den handcuff feature requires the enpl oyee
to stay for many years to receive all the ownership
you nake available to himor her. There nust also
be a witten agreenent requiring the re-purchase of
the stock upon the enpl oyee’ s term nation of

enpl oynent for any reason — this damage contro
instrunent will obligate the enpl oyee to sell back
usi ng an agreed upon val uation formula

Stock Options:

a.

Two types: qualified and non-qualified. “Qualified
options” is an incentive stock option and is a
creature of the Tax Code. The qualified options
price nmust be at least the fair market value at the
date the option is first granted; the option cannot
exceed 10 years and for no nore than $100, 000 worth
of stock per year; it is exercised when the

enpl oyee pays noney and receives stock in return

Both types of stock options provide the key
enpl oyee the right to purchase stock at a given
price

The primary tax difference between the two types of
stock options are to be considered. Under today’'s
tax rates, the qualified option is probably nore
attractive to your enpl oyees

An incentive stock option plan can also be tied
into a cash bonus plan in which the corporation
gi ves the enpl oyee a bonus equal to the purchase
price for the stock when the option is exercised

As with the stock bonus plan, any stock option
pl an, whether qualified or non-qualified, should
i ncl ude a buy-back agreenent (i.e., the "“damage
control instrunent”)

Stock options offer nore flexibility than does the

st ock bonus, and thus nore planning opportunities
for the owner and the key enpl oyee
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g. Stock options provide the added benefit of giving
the key enpl oyee growt h opportunities fromthe
begi nni ng w t hout the need to pay noney or even
occur a current tax cost

h. If you do not want your enployee’s exercised stock
option to grant the enployee voting rights (sone
degree of control of the conpany), then issue to
t he enpl oyee non-voting stock

There are Means by Wiich to Provide Deferred Cash
I ncentives that are More Attractive to Key Enpl oyees than
St ock:

a. The Cash Bonus Plan — the busi ness owner sinply
prom ses to pay an anount of noney, perhaps a flat
anount or a percentage of the conpany’ s annua
profits, if the key enpl oyee attains sone
neasurable goal. It is sinple and al ways wel cone
by the enpl oyee; however, it does not tie your top
enpl oyees to the conpany

b. “Qualified plan” benefits are incone tax deductible
when paid by the conpany and personal tax
consequences are deferred until taken out which is
terrific); but to be ruled “qualified’, the benefit
nmust reach all or nost of the enployees in the
conpany on a nondi scrimnatory basis, neaning the
percentage of contribution nust be the sanme for al
enpl oyees as it is for you — which can becone quite
expensive; therefore, nay want to consider vesting
requi renents (generally, no nore than 6 years)

c. The nonqualified deferred conpensation plan — is
the single best method of notivating and retaining
your key enployees. It is better to use an
i ncentive based nonqual ified deferred conpensation
pl an. These plans do not have to conply with the
burdensone and conpl ex I nternal Revenue Code and
ot her regul ati ons, but do not receive favored
i ncome tax treatnent; or can provide benefits, such
as nedi cal insurance, disability incone, life
i nsurance, etc. which are tax deducti bl e expenses
whi | e excluding those paynents as taxable incone to
t he enpl oyees

15



Is a promse to pay benefits in the future
based on current or future past services of
your key enpl oyees

As “nonqualified plans”, they do not have to
meet the formal funding, reporting

di scrim nation and enpl oyee coverage

requi renents of “qualified plans” governed by
t he Enpl oyee Retirenent |Inconme Security Act
(ERI SA)

Wth the exception of sonetines having to

wi thhold for FICA taxes, in certain
situations, benefits awarded to an enpl oyee
under a nonqualified deferred conpensation
plan are not taxable until the date when such
benefits are actually paid to the enpl oyee

Partly because the corporation does not get a
t axabl e deduction for any pre-fundi ng of these
pl ans, many plans remai n unfunded and the
benefits are paid out of current operating

f unds

There are nethods available to accunul ate a
pool of funds that the enployer may use to pay
deferred conpensati on w thout subjecting the
enpl oyee to current taxation (by use of

i nformal fundi ng nmet hods)

There is an informal “funding” that is often
necessary to avoid the pitfalls associ ated

wi th not funding a nonqualified plan; the
informal funding is set up by the business

wi th the understandi ng and agreenment that the
funds nust be accessible to the business’s
general creditors

If the funds are invested, they are usually
invested in an asset that accunul ates incone
wi t hout current income taxation, such as a
life insurance policy or annuity. Wen this
accunmul ation is paid out to the enpl oyee (or
exiting owner), it is tax deductible to the
conpany; thus giving the conpany a tax
deduction on untaxed noney

16



10.

11.

12.

13.

Best to credit a specific anobunt to a
bookkeepi ng account on a regul ar basis

DO NOT use the defined benefit fornmula if you
own a closely held conpany unl ess the conpany
has the ability to fund the obligation

You may therefore decide to use an incentive
conpensation fornmula. The awarded benefits
are credited to a special |edger account on

t he conpany’ s books and are paid to the

enpl oyee at a future date — usually retirenent
age or a stated period of time (usually 15 to
20 years hence). If the performance standards
are carefully selected, the business’s
liability to fund the plan exist only when the
conpany can afford to do so

Vesting is the proverbial "“golden handcuff”
that provides notivation for the enployees to
stay with the conpany. Unlike qualified
plans, there is no limt on the length of the
vesting schedul e

Oten, it is best to conbine a paynent
schedule with forfeiture provisions to make
sure a recently departed key enpl oyee cannot
use any accumnul ated noney fromthe deferred
conpensation plan to conpete with you. If the
enpl oyee does conpete with you, sinply stop or
do not begin the paynents

Agai n, non-qualified deferred conpensati on

pl ans for owners are seldom if ever,
“funded”. Instead, they are a tool to nove

i ncome earned by the business out to the owner
after the owner’s departure fromthe conpany

d. Phantom St ock Pl ans

1

Tied to the conpany’s performance, the Phantom
Stock Plan gives the key enpl oyees sonme of the
benefits of stock ownership w thout requiring
t he enpl oyee to actually acquire stock

owner ship

17



2. Typically, phantom shares corresponding to
shares of stock - but not representing any
actual ownership — are allocated to the
partici pating enpl oyees and credited on the
busi ness’ s books and records

3. The enpl oyee therefore has no sharehol der
rights

4. The enpl oyee’s vested benefits are typically
paid out at the tine the enpl oyee term nates
his enpl oynent with the conpany

e. Stock Appreciation Rights Plans

1. Are simlar to Phantom Stock Pl ans, but the
SAR units correspond only to the appreciation
on a certain percentage of SAR units val ued
agai nst the corporation’s stock

2. The enpl oyee has no sharehol der rights

3. The enployee’ s vested benefits can be paid out
in a lunp sumor over several years

4. The enpl oyee benefits fromthe stock
appreci ati on even though no stock was ever
i ssued to the enpl oyee

You can al so consi der 401(k) plans and defi ned benefit
pl ans.

LI KE OTHER NONQUALI FI ED DEFERRED COVPENSATI ON PLANS, THE
CH EF ELEMENTS OF PHANTOM STOCK PLANS AND SAR PLANS ARE
VESTI NG FORFEI TURE, PAYMENT SCHEDULES AND FUNDI NG DEVI CES

| N SUMVARY, THE BASI C ELEMENTS OF A VELL- CRAFTED EMPLOYEE
| NCENTI VE PLAN ARE:

1. The potential benefits to the key enpl oyee are
subt anti al enough to be neani ngf ul

2. There are specific guidelines for the key enpl oyee
as to how to obtain the objective or benefit

18



3. Attaining the key enployee’ s incentive objectives
al so furthers the owner’s goal of increasing the
val ue of the conpany

4. The plan objectives are neaningful and realistic

5. The incentive plan “handcuffs” the key enpl oyee to
t he busi ness

6. Covenant not to conpete; covenant not to take other
enpl oyees; trade secret covenant; forfeiture
provi si ons

7. The benefits of the plan are conmuni cated
periodically to the key enpl oyees

Now is the tine to sit down with your advisory team and
take a hard | ook at your current enployee benefit prograns,
especially those ained at your key enpl oyees.

WHEN LESS IS MORE: GETTI NG THE MOST MONEY USI NG THE LOWEST
VALUE OF YOUR BUSI NESS

One inportant point: generally a sale of corporate assets
(other than froman “S” corporation, partnership or Limted
Liability Conpany) will involve double tax consequence to
the seller. First, the “C’ corporation wll recognize gain
on the sale of the assets (and pay taxes) and then the

busi ness owner will also recognize gain (and pay taxes)
when he receives noney fromthe corporation as a result of
t hat sal e.

Use of conpensation agreenents, deferred conpensati on,
consul ting or nonconpete agreenents can renove sone of the
pain fromthe double tax bite. Also, you can avoid a
doubl e taxation by sale of the stock of your business and
not a sale of the assets of your business.

Have your CPA cal cul ate the tax consequences of both a
strai ght asset sale and those of a sale of assets and
[ iquidation of the conpany.

Any tax “pass through” business (not a C corporation) wll
incur only a single tax on the sale of your business. This
tax occurs not at the business |evel, but at the owner

| evel . Accordingly pass through business entities are the
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preferred formof doing business if you anticipate selling
your business to an outside third party.

A “C corporation can covert to an “S” corporation and then
sell the business AFTER 10 years to renove the “built in
gain” which existed at the date you converted the C
corporation to an S corporation.

Al'l this sounds confusing and conplicated, and it is.

Sinply realize you want a business entity that is not taxed
as a C corporation. Using a tax “pass through” entity can
provi de a tax savings of between 15 and 35 percent of the
pur chase pri ce!

Even if you do have a C corporation, there are still many
ways to mnimze or even avoid the double tax bite.

It is alnost always preferable to not be a C Corporation —
assume your C Corporation has a net profit of $50,000 at
year’s end. |If you retain that profit in the corporation,

t he corporation pays $7,500 in tax. |If, instead, you pay
yoursel f a bonus of $50, 000, the corporation has no taxable
i ncome because sal aries are deductible. However, when you
recei ve the bonus, you have anot her $50,000 in taxable
inconme and will pay approxi mately $15,000 in tax.

On the other hand, if the corporation pays its net profit
of $50,000 to its qualified retirenent plan, it gets a
deduction, has no taxable incone and therefore pays no tax.
You defer the income tax until you receive your planning
benefit.

a. To exit your business, you want to convert this
i11i1quid, unmarketable interests into cash — the
nore cash you receive, the better

b. You will seek the highest possible value for your
busi ness ownership interest ONLY | F YOU ARE SELLI NG
TO AN QUTSI DE THI RD PARTY

c. If your objective is to gift the business to your
children, valuation is absolutely necessary to
determine gift taxation.

d. G herw se, you nust neke every effort to devel op

the | owest defensible value for your ownership if
you Wi sh to receive as nmuch noney as possi bl e.
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If your objective is to sell the business to a key
enpl oyee or enpl oyees, or to sell the business to
your children or a co-owner, ask yourself, “Do

t hese potential buyers have any noney?” |If not,
fromwhere are they going to get the noney?

Wwn't these people need to earn noney fromthe

busi ness, pay incone tax on it (TAX NUVBER ONE),
then pay the balance to you to buy the business at
which tine you pay tax on the gain (TAX NUMBER
TWO)? |If the conpany earnings are distributed to
the purchaser (such as a key enployee), it wll be
taxed to the key enpl oyee as conpensation-sal ary or
bonus noney. The key enployee will then pay the
after tax noney to you (say, 65 cents on the
original dollar of earnings and you, in turn, pay a
capital gains tax on the 65 cents received,
therefore a Federal and State tax of about 25
percent. The net is less than 50 cents on the
dol | ar earned and paid out by the conpany.

The hi gher the business value, the greater the
purchase price; and the greater the purchase price,
the greater the double tax bite

It is vital that the cash earned and distributed by
t he conpany and given to you as you | eave, be taxed
as little as possible

The key is to get the inconme you want and need

wi t hout subjecting the business cash flow — the

gol den goose — to the double tax. |If the cash flow
IS subject to a single tax, there is nore of the
cash flow available to pay to you. You will not

only receive nore noney, you will have a far
greater likelihood of receiving it. The business
will not need to earn as nmuch noney, or to allocate

all of it to the buy out, thus increasing the
chance of busi ness survival.

The key is have you receive the noney directly from
t he busi ness and taxed once to you, have that noney
be deducti ble by the business (which neans it

cannot be for the purchase of your ownership
interest), and then to sell the ownership interest
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to the enpl oyee/ purchaser for a nom nal anpunt
(because that incone streamis taxed tw ce)

USE OF DEFERRED COVPENSATI ON: (A non-qualified

def erred conpensati on pl an; perhaps have the
purchasers — they nust be enpl oyees — at | east
partially fund the deferred conpensation pl an

bef ore the buy out process begins; the enpl oyees
must agree to have their conpensation reduced prior
to the buyout process; their conpensation reduction
will be used to pay to you in the formof deferred
conpensation benefits when you retire.) The

busi ness gets to deduct the deferred conpensati on
paynments to you. It needs one dollar to pay you
one dollar. On the other hand, if the business is
acqui ring your stock, (a non-deductible capital
acquisition), it nmust earn about $1.60 to pay you
your one dollar. For this type of plan to work, it
must be in place well before you begin to sell or
transfer the business (otherwi se, the IRS m ght
argue that the deferred conpensation is paynent for
the sal e of your stock).

USE OF | NCREASED RETI REMENT FUNDI NG Contri butions
to retirenment plans by the business are deducti bl e,
and the tax on inconme earned through the plan for
your benefit is deferred until you w thdraw the
noney fromthe plan. Odinarily, these plans
cannot discrimnate in your favor as the owner; any
funding for your benefit will also have to benefit
the other participating enployees. |n conpanies
where you and the purchasers of your stock are the
only significant participants of your stock, it may
be possible to have the purchasers (if they are

hi ghly conpensat ed i ndividuals) opt out of the
retirement plan. At the sane tinme, the funding
formul a can be increased so that a greater anount
of the retirement plan benefits accunulate for you,
but not for the other, and presumably younger,
participants. You will then receive a

di sproportionate anount of the conmpany’s cash fl ow
as a retirenment plan contributions.

USE OF AN ESOP: Used only with corporations who
have a worth of at |east $10,000,000 and an ESCP
worth at |east $5,000,000. It is a qualified plan,
an Enpl oyee Stock Oanership Plan, usually profit-
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sharing, adopted by an enpl oyer corporation which
is designed to invest primarily in the enployer’s
stock. There are many ways for the ESOP to acquire
and finance that stock, each having different
busi ness and tax advant ages.

n. It is alnost always best to hire a certified
val uation specialist to establish an appropriate
and def ensi bl e val ue

0. By utilizing various planning techniques, you are
able to receive the noney directly fromthe
busi ness, on a tax-deductible basis to the conpany
and ordinary inconme to you

p. After you receive this noney, you sell the business
to the purchaser for one dollar

SUMVARY OF TRANSFER METHODS

As we have seen, a stock purchase is generally
nondeducti ble to the buyer. The paynent for the stock is
ordinarily conpletely taxable to you after you have
recovered your cost basis.

Deferred conpensation is fully deductible by the
busi ness and fully taxable to you.

Retirement plan funding is fully deductible by the
busi ness and is tax deferred to you.

Thus, there is a sliding scale of incone tax benefits.
But |ike everything else in business, there is no free
lunch. Any tax-advantaged transaction carries with it
certain obligations and increased conplexity that may cause
you to prefer a sinple stock sale.

SECURI NG THE BUYOUT OF YOUR | NTEREST
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The cardinal rule of all buyouts by co-owners, key
enpl oyees or children is:

a. BEFORE CONTROL | S TRANSFERRED, ALL OANER OBJECTI VES
MUST BE MET. These owner objectives include:

1. Financial security and independence

2. Attainnent of departure or retirenment date
3. Business continuity

4. Ot her unique owner-based objectives, if any

Keep in mnd that this class of purchaser does not
have cash to pay to you, at |east not in substanti al
anounts. The question then is: How can neani ngf ul
ownership transfer be acconplished?

For new owners to work |Iong and hard you must dangl e
the carrots of ownership before them But you cannot
afford to give them neani ngful control before you have
attai ned your business exit objectives.

As a result, a natural tug-of-war pits you against the
new owners. You are reluctant to give up control w thout
recei ving noney, and the new owners are reluctant to nake
needed sacrifices and conm tnments w thout receiving
meani ngf ul owner shi p.

Avoi d this obstacle by using a process which has

wor ked for many of my clients:
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a. First, have the proposed new owners replace you in
t he busi ness operations. The new owners need not
know how to run the business as long as there are
gualified key enployees in place to help them
operat e the busi ness

b. Second, you as the owner, nust transfer the risk of
financial |oss to the proposed new ownership.
Usual ly this nmeans you no | onger personally
guar ant ee debt, bonding or any obligation to the
busi ness such as | eases, supply contracts and so on

c. Third, begin the ownership transfer process w thout
| osing control by doing one of the foll ow ng:

1. Sell a minority interest in the business with
the promse to sell the bal ance once your
owner - based objectives are net, or the
certainty of their being net is evident

2. Begin transferring a magjority of the equity
owner shi p through non-voting stock or simlar
types of ownership interest while you maintain
control by owning a magjority of the voting
interests

3. Wienever transferring any type of ownership
interest, always have in place a buy back
agreenent which allows you to reacquire all of
the transferred ownership upon the occurrence
of certain events, such as: default in making
paynents to you, default in making paynents to
third party | enders of the business, a
decrease in the net equity of the business, or
what ever neasurenents or standards you deem
vital to the best interest of the business

d. Fourth, when control is transferred, all owner-
based objectives have ideally been net. But if
not, financial security can be enhanced by any one
or nore of the follow ng:

1. Pre-funding your departure through enhancing
retirement plan benefits to you

2. O establish a nonqualified deferred
conpensation plan for you. The purchasers
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could at least partially fund your
nonqual i fi ed deferred conpensati on plan before
t he buy out process begins. (They nust be
enpl oyees and nust agree to have their
conpensati on reduced prior to beginning of the
buyout process. That conpensation reduction
will be paid to you in the formof deferred
conpensati on benefits.)

3. Use an installnent sale wth substanti al
security in the formof ownership interests,
t he assets of the business, the personal
guarantee of the purchaser and his or her
spouse (to prevent transfers of assets from
the defaulting spouse to the non-defaul ting
spouse)

4. Receive cash up front through third party
financing. The owner is typically expected to
carry back, in a subordinate position to the
bank, the final portion of the purchase price
— be sure the noney you see up front is enough
to acconplish your objectives as you m ght not
ever see any nore noney

5. Receive cash via a partial sale to a third
party. Finding a qualified purchaser of only
a partial interest in a closely held business
is usual ly inpossible

6. Alternatively, don’t transfer a controlling
interest in the business, ever. Sinply
transfer enough of an ownership interest to
entice and to attract the key enpl oyees
(i ncluding your children?) as pernmanent co-
owners. They will attain the controlling
interest only upon your death through a pre-
funded (with life insurance) buy-sel
agreenent. You will then receive the bul k of
your “retirenment income” necessary for
financial security through ownership
di stributions fromthe business. These
distributions will likely be in the form of
partnership distributions or Subchapter S
di stributions or non-qualified conpensation

AVOA DI NG ROADBLOCKS TO SUCCESS
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a. Periodic legal and fiscal reviews — “An ounce of
prevention is worth a pound of cure” (Benjamn
Frankl i n)

b. Necessary to communicate with you advisors, allow
your advisors to work together, to plan, to prevent
problens fromarising, and to resol ve snal
probl ens before they becone insurnountable

c. Alegal and fiscal revieww |l have to be done
prior to selling your business

MEETI NG PERSONAL AND FAM LY NEEDS

Can | elimnate taxes at the personal |evel? Yes you

can. It is acconplished by use of a Charitabl e Remai nder
Trust. The proper use of a Charitable Remai nder Trust can
avoid or defer the capital gains tax. For exanple,

transfer your and your spouse’s business to the Charitable
Remai nder Trust. A valuation of the business will be done
and the business will be sold for fair market value. There

are no capital gains on the appreciated assets donated to

the Charitabl e Renai nder Trust and then sold by the trust
since the recipient is the charity. You and your spouse
get a current inconme tax charitabl e deduction for the
portion that actually goes to the charity upon your and
your spouse’s deaths. The proceeds fromthe sale wll be
i nvested (thus diversifying your investnents) and you and
your spouse will receive annual inconme distributions from

the Charitabl e Renmai nder Trust during your lifetinmes. Upon
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your death, the remaining funds will go to the charity you
and your spouse designate. The anmount that is gifted to
the charity is excluded fromone’'s estate for estate tax
pur poses.

| f you are concerned about your children’s
i nheritance, you could purchase a life insurance policy to
repl ace your children’s inheritance. |If the policy is
owned by an Irrevocable Life Insurance Trust, the proceeds
woul d not be subject to any estate taxes.

By elimnating the “wastage” of capital gains taxes,
the Charitabl e Renai nder Trust allows you to use the sale
proceeds from your business to provide an incone streamto
you. This neans you either |eave the business sooner or
leave it with nore incone. Either way, you |eave your

busi ness in style.

Transfer to Famly Wthout Tax

Use Grantor Retained Annuity Trust, an Intentionally
Defective Grantor Trust, a Famly Limted Liability
Partnership or a Famly Limted Liability Conpany
BEFORE THE SALE OF YOUR BUSI NESS | NTEREST:

a. Techni ques Favoring H gh-Gowh/H gh I ncone Asset
Transfer (of your business interest)

1. Intentionally Defective G antor Trust

2. Grantor Retained Annuity Trust
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3. Famly Limted Partnerships or Famly Limted
Li ability Conpanies

Fam |y Limted Partnershi ps:

1

4.

Limted

1

2.

6.

Pass-through entity for profits and | osses
all ocated in accordance with the ownership
per cent ages

Limted partners’ losses are limted to their
respective investnments in the partnership

You can nmake gifts of your business ownership
interest to famly menbers

Di scounts

Li ability Conpani es:

In a famly business, the parents retain contro
Provi des for asset diversificataion

Creditor protection

Avoi ds doubl e taxation

You can nmake gifts of your business ownership
interest to famly nenbers

D scounts

AFTER THE SALE OF YOUR BUSI NESS | NTEREST:

a.

Techni ques favoring transfer of your wealth:

1. Second to Die Insurance and an irrevocabl e
life insurance trust

2. Charitable lead trust or charitable remi nder
t rust

3. Famly Limted Partnerships and Limted
Li ability Conpanies

DEVELOP A CONTI NGENT PLAN FOR THE OANER' S FAM LY
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a. Estate planning is nothing nore than one part of
the overal |l business succession plan

b. Estate planning provides an Exit Plan and fundi ng
shoul d the owner exit the business prematurely

c. The Exit Pl anning Process inplenmentation often
begins with this step — preparation of estate
pl anni ng docunentati on and fundi ng
CONCLUSI ON
At some point, every business owner |eaves his or her
conpany — voluntarily or otherwise. At that tine, every
owner wants to receive the nmaxi num anount of noney in order
to acconplish personal, financial, incone and estate
pl anning goals. It is absolutely necessary to plan for

this in advance.

Good | uck!
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