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Case Study
Planning for the Closely Held/Family Business
Company History
The company started in 1945 in Brooklyn, New York. The Dodgers were 
still at Ebbets Field. Like most New Yorkers, the family who started this 
small business worshiped their beloved “Brooklyn Bums.” It helped cheer 
up a woman, Blanche, who became a widow at an unfair young age with 
two children to feed. She and her two boys, Robert and Gene, hatched an 
idea to find used equipment, recondition it, and sell it. They named their 
company the Greatest Generation, or simply TGG. Over the years, the 
company grew exponentially and moved during 1964, in need of more 
space. They bought several acres of land and built a 160,000-square-foot 
manufacturing plant somewhere in the swamps of Jersey, years before the 
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region became heavily industrialized. In 1975, the matriarch passed away 
and left TGG to her two sons. At that time, gross sales had just topped $1 
million. They hired aggressively and grew from three employees to, ulti-
mately, 350. Since 1979, they have run three shifts per day. Gross sales today 
are in excess of $75 million per year.

Family History
Robert has three sons, Herb, Lenny, and Ken. The first son, Herb, came into 
the business for a brief period of time and realized it wasn’t a good fit. He 
ultimately left the business and the country. The second son, Lenny, gradu-
ated from college under a work-study program and worked for several years 
for a large public company to get his feet wet and learn about the business 
world on a bigger scale. The understanding was that he would come into 
the family business, which he did in his mid-20s. He is excelling and is the 
driving force behind the business today. The youngest son, Ken, also came 
into the business after college and is doing quite well. Gene also had a son, 
Louis, who is active in the business.

Family Tree
 Blanche
  Children
  Robert
  Gene
  Grandchildren
  Robert: Herb, Lenny, Ken
  Gene: Louis

Business Valuation
When I met the owners in 1990, TGG never had a formal business 
valuation. At the time, annual gross sales were in excess of $22 million. 
The net profits were several million dollars per year, including owners’ 
compensations. Furthermore, the company had a very strong balance sheet; 
little bank debt; and a growing, diverse customer base. Conservatively, 
TGG may have been worth $20 million.
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Succession Planning
Robert and Gene had a stock redemption buy-sell agreement with a 
ridiculously low and outdated value of $500,000 each. A major concern 
was that if one of them died, the corporation (to the benefit of the surviving 
brother) could buy the business for a dramatic bargain price. Furthermore, 
neither family was prepared to pay the enormous estate tax that would 
result. As the brothers were now well into their 70s, this was becoming an 
imminent reality. Also, it was becoming evident that the next generation 
of children lacked that ability to work well together. All three sons were 
paid equally, even though Robert’s sons, Lenny and Ken, had more 
responsibility, worked harder, and demonstrated more effectiveness in their 
current business roles than Louis. The bothers, Robert and Gene, disagreed 
vehemently on compensation issues. Gene thought that all pay should be 
equal, while Robert believed pay should be based on merit. Finally, this 
disagreement boiled over, and Gene said, “Buy me out!”

Family Buyout
The objective was to buy out Gene and, at the same time, avoid any increases 
in Robert’s already sizeable taxable estate. The solution was to design a buyout 
during Gene’s lifetime. Rather than having his 72-year-old brother buy him 
out and inflate his taxable estate, the recommended solution would bypass 
Robert so that his two sons who were the most active in the business, Lenny 
and Ken (who were in their mid-30s), would buy out their uncle. A reason-
able value was placed on Gene’s 50% interest in TGG, and he was bought 
out through a promissory note over 10 years at a fixed imputed interest rate. 
Lenny and Ken used cash flow from the business, as S corporation dividend 
distributions, to buy out their uncle (and rid themselves of their cousin) while 
increasing their ownership percentages and tax bases. Robert still owns 33%, 
while his two sons now own 33% each. Gene, in turn, received a fair value for 
his share of the business and a sizable stream of income over the next 10 years. 

New Buy-Sell Agreement
Creating a buy-sell agreement between Lenny and Ken was now imperative. 
A cross-purchase agreement was created and funded appropriately with life 
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and disability insurance to protect the corporation, the shareholders, and 
their families.

Key Employees
Lenny and Ken’s future success became focused on retaining and rewarding 
the key people who helped with the continuity of the business. They 
identified the top eight employees who were the key to the future success 
and growth of the business. While the company paid a fair wage, we needed 
to design a benefits program to “handcuff ” and reward these eight key 
employees for staying with the company until retirement age and to provide 
incentive to reach specified profitability and performance milestones. We 
designed a two-step program as follows:

 1. A nonqualified deferred compensation plan to selectively benefit 
the key employees only. The plan provided supplemental retirement 
income, disability income, and death benefits to their families if they 
should become disabled or die while employed by the company. 
The plan has proven to be highly effective; they have not lost a 
single employee since adopting it 15 years ago. Sales, profitability, 
and business value have increased dramatically, as well.

 2. A 401(k)/profit-sharing plan for all full-time employees. During 
enrollment, employees were educated to fully appreciate the 
income tax benefits and retirement resources being provided by 
their employer.

The Future Is Bright
The industry is changing rapidly. As competitors continue to go out of 
business and/or consolidate, TGG is thriving and expanding. It has made 
several acquisitions of synergistic businesses and now operates four facili-
ties, in addition to the company headquarters and primary manufacturing 
plant. TGG has a fleet of more than 100 trailers that deliver product all 
across North America, although the New York/New Jersey metropolitan 
area still represents the majority of the market served. Recently the com-
pany achieved $76 million in gross sales.
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The biggest challenge today is that TGG is outgrowing its current 
facilities and has reached capacity.

Raising Capital
The company is on a major growth path and is in the process of acquiring a 
new plant. This will stimulate the local economy and create new jobs. The 
company qualifies for various tax credits from which tax benefits will be 
realized over the next 10 years. It has partnered with a strategic investor to 
help finance its expansion plans. A portion of the stock was recently sold 
to the strategic investor at seven times the adjusted EBITDA multiple. The 
owners received cash, retained control, and still own all of the business real 
estate (which is in a separate legal entity). They have also received additional 
working capital and salary continuation and have maintained all perks.

The new expansion plans include construction of a 500,000-square- 
foot facility on 95 acres, with enough space to park 450 trailers and access 
to eight rail cars. They have created more than 200 new jobs. Sales are 
projected to soar past $100 million.

Conclusion
Let’s review some of the major problems and threats encountered in the 
TGG case study:

 1. Lack of proper business valuation to ensure that the first share-
holder to die did not lose tremendous value for his family

 2. Need to buy out the uncle and, ideally, avoid inflation of Robert’s 
taxable estate

 3. Establishment of a proper buy-sell agreement between 
grandchildren at a reasonable value and funding it to carry out the 
terms of the agreement in the event of death or disability

 4. Reduction of estate taxes and settlement costs to avoid involuntary 
liquidation of business and real estate to pay the IRS

 5. Retention of key employees to provide second-line management 
strength for continued business success and achievement of future 
expansion plans
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 6. Search for growth capital and a strategic partner (this resulted in a 
partial sale, i.e., an equity recapitalization)

Results
◆ A formal business valuation of TGG was completed to establish 

fair-market value for transfer tax purposes and buyouts.

◆ A nonqualified deferred compensation plan was implemented, 
including retirement benefits, key person life insurance, and 
disability insurance for the top eight employees.

◆ New wills, durable powers of attorney, and living wills were 
executed for all shareholders.

◆ Business real estate was sold to an intentionally defective income 
trust to reduce estate tax liability on assets passing from Robert 
to his sons (this technique was covered in chapter 3, “Wealth 
Preservation Strategies”).

◆ FLP/GRATs were implemented to further reduce estate tax 
exposure (and transfer 16% of Robert’s stock to his sons).

◆ A 401(k) plan was created to provide for retirement savings of 
owners and all eligible employees.

◆ Personal life insurance was purchased for family members.

◆ Investment planning began for future financial independence.

◆ Equity recapitalization raised much-needed capital for expansion.

◆ The Tax Relief Act of 2010 provided tax incentives to purchase 
business equipment. A 100% write-off was available for eligible 
property purchased after September 10, 2010, and before January 
1, 2012. This was very timely, as the business purchased equipment 
for its new plant.

◆ These themes and many others will be more fully developed 
throughout this part of the book, as well as in the section on 
wealth preservation.
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What Is Business Succession Planning?
Did you know that as the baby boomer 
generation approaches retirement age, 
more than 7.7 million business owners 
will exit from their businesses during 
the next 10–15 years? Some estimate 
that these businesses represent more 
than $10 trillion in wealth.

Unfortunately, studies conducted 
by MassMutual, PriceWaterhouseCoopers, Marquette University, and 
others show that 75% of these business owners do not have a formal plan to 
deal with the single most important financial decision of their lives: their 
business succession.

Business succession planning encompasses all of the areas of wealth 
preservation planning described earlier, with emphasis on:

◆ Family business planning, if the desire is to keep the business in the 
family

◆ Exit planning, which includes investment banking or M&A 
(mergers and acquisitions), if the objective is to sell the business

◆ Personal financial planning

◆ Risk management

◆ Advanced estate preservation

◆ Comprehensive tax planning (including reduction/avoidance of 
capital gains, gift, estate, and possibly generation-skipping transfer 
taxes)

Business succession planning may be further defined as the orderly 
and economical transfer of business ownership, under both voluntary and 
involuntary circumstances. Voluntary circumstances include the lifetime 
sale of the business, retirement, or the creation of an ESOP. Involuntary 
circumstances may occur as a result of death or long-term disability.

75% of these business 
owners do not have a formal 
plan to deal with the single 
most important financial 

decision of their lives: their 
business succession.
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Planning in this area must address each major contingency. Resolution 
of the contingencies is accomplished through the adoption of a formal plan. 
Like family and personal wealth planning, business succession planning 
requires frank and collaborative discovery conversations about the attitudes, 
goals, and preferences of all stockholders. It represents the intersection of all 
areas of personal financial planning, business planning, risk management, 
M&A, and wealth preservation.

What a Business Succession Plan Accomplishes
A proper business succession plan addresses and satisfies the following 
objectives:

◆ Establishment of an acceptable business value for sale or federal 
gift and estate tax, buy-sell, and succession planning purposes

◆ Development of a plan to transfer the business to family members, 
if that is the owner’s objective

◆ Shift of business growth out of the owner’s taxable estate, while 
effectively retaining control

◆ Prevention of forced liquidation of the business to pay estate taxes 
and settlement costs

◆ Development or updating of a buy-sell agreement with any 
partners or co-shareholders to ensure the orderly transfer of the 
business in the event of death, disability, or other trigger events, to 
guarantee that surviving family members receive cash for business 
interests

◆ Development of a plan to maximize use of the business for 
attainment of personal objectives and also to:
◆ Improve fringe benefits for ownership and employees
◆ Provide a qualified retirement plan for ownership and 

employees that is also cost-effective for the business
◆ Attract and retain key executives and employees
◆ Build successor managers/owners
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◆ Development of a plan to compensate owners and senior 
management personnel, with a package of fringe benefits that are 
affordable, easy to implement, and easy to manage

◆ Ability and preparedness to sell the business for maximum value in 
a desired number of years

The Value Path
The value path summarizes the life cycle of a business and highlights its 
various needs at each stage. Entrepreneurs often spend the better part of 
their adult lives nurturing and growing a business. They take on significant 
risk because they are passionate about their ability to compete in the mar-
ketplace and win on the basis of their ideas, products, and services. Their 
companies survive, thrive, and ideally pass through the early stage, to the 
growth stage, to the late stage, and then to the point of exit.

Early Stage
The early stage is typically characterized by 24-7 workweeks and a high 
degree of owner control and autonomy. The owner is often overextended 
and undercapitalized, while trying to keep creditors at bay, minimize taxes, 
and reinvest profits to finance future growth, often at personal sacrifice. 
Unfortunately, the majority of businesses do not survive the early stage.

Growth Stage
The growth stage is characterized by a new feeling of success. The business 
has made it. Survival is reasonably secure. However, the owner cannot 
afford to rest on his or her laurels. The challenges of running a growth-stage 
business include:

◆ Attracting, training, and retaining employees

◆ Obtaining additional capital, as needed

◆ Building more infrastructure, inventory, equipment, and real 
estate

◆ Staying one step ahead of competitors
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Late Stage
During the late stage, the business owner has become a respected and 
influential member of the community. He or she now enjoys success and 
begins to think about how to convert the equity built up inside the business 
into resources for new opportunities, retirement, transfers to family, or the 
ability to satisfy charitable intentions.

© 2013 Equity Strategies Group

Value Path Process
As a business owner, your single 
largest asset is most likely your 
business. The value path process is 
focused on maximizing the value 
of your business and helping you 
transfer that value ultimately to 
your personal balance sheet, to your family, or to whomever you want to 
transfer it. Various concerns confront you from start-up (or whatever stage 
you are currently in) to growth stage, late stage, and, ultimately, your exit 
plan. Along the way, you build maximum value by:

The value path process is 
focused on maximizing the 
value of your business and 

helping you transfer that value.



221

Protecting Your Assets in an Increasingly Volatile World

◆ Saving income taxes

◆ Increasing operating efficiency

◆ Attracting, retaining, and rewarding key employees

◆ Taking advantage of all applicable company fringe benefits

◆ Achieving ready access to capital

◆ Protecting your business and other assets from creditors and 
predators

◆ Preserving your wealth, allowing you to pass it on to your family 
(or charity)

◆ Developing an exit strategy so that when you are ready, you can 
exit your business and obtain maximum dollar value to enjoy your 
vision of the lifestyle you expect

Determine Your Stage
◆ When did you start your business?

◆ Why did you go into business for yourself ?

◆ How did you capitalize it initially and subsequently?

◆ What is your 5/10/20-year plan?

Address Your Concerns/Issues
◆ What aspects of your business would you like to develop further?

◆ What challenges do you face in taking your business to the next 
level?

◆ If you could change one aspect of your business, what would it be?

◆ Do you need access to additional capital to grow and expand?

◆ What is your exit strategy?

Follow the value path diagram and consider your answers to the 
questions under each bullet point.
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 1. Employee Benefits
◆ What fringe benefits does your business provide to you and 

your employees?
◆ When were the programs last reviewed?

 2. Buy-Sell Agreement
◆ Do you have one?
◆ What type?
◆ When was it last reviewed?
◆ Is it properly funded with life and disability insurance?

 3. Qualified Plan
◆ What type does your business have in place?
◆ Are you happy with the investment performance and 

administration?
◆ It is in compliance with ERISA and DOL rules?

 3b. Nonqualified Plan
◆ Do you have one?
◆ Which employees are key to the survival and success of your 

business? What have you done to attract/retain/reward them?

 4. Access to Capital
◆ Who is your current bank or other lender?
◆ What loans/lines of credit are outstanding?
◆ Are the terms competitive today?
◆ Do you need more capital?
◆ How do you plan to take your company to the next level?

 5. Business Valuation
◆ What’s it worth?
◆ How did you arrive at that number? Have you ever had a 

formal valuation?

 6. Retirement Planning
◆ What is your vision of retirement and the quality of life you 

expect to have?
◆ What cash flow/asset modeling have you done? Are you on 

track?
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 7. Estate Preservation
◆ How do you intend to pass on your business at your death?
◆ How will estate taxes be paid?
◆ What steps have you taken to reduce taxes? Have you done all 

you can?

 8. Business Succession Planning
◆ Do you have a formal (written) succession plan? With whom?
◆ Is it funded?
◆ When was the last review?

 9. Mergers and Acquisitions
◆ Do you plan to grow organically or possibly accelerate your 

business growth through mergers and acquisitions of other 
businesses?

◆ How do you locate acquisition opportunities?
◆ How do you know whether they are a good strategic fit and 

valued properly?

 10. Exit Strategy/Sale of Business
◆ When you started your business, did you have an exit strategy 

in mind?
◆ What is your current thinking relative to exit?
◆ What is the time frame?
◆ Will you sell? To whom? Will it be 100% or just taking some 

chips off the table?
◆ Which of the items along the value path interest or concern 

you most at this time?

The Needs of Business Owners
Business owners face a multitude of issues that require them to work on 
their businesses and not just in them, including:

◆ Competing in an increasingly challenging marketplace

◆ Planning for business succession

◆ Raising capital to support the growth of their businesses



224

Defend Your Wealth

◆ Developing an acquisition strategy for accelerated growth

◆ Deriving liquidity from the significant amount of their wealth 
locked up inside their business equity

These challenges suggest the need for sophisticated strategies and 
experienced advisors to help design and execute exit strategies, estate/wealth 
preservation plans, and strategic plans for the sale of your business and to 
coordinate financial independence and investment advice. Oftentimes, 
today’s pressing concerns about business growth and the capital needed 
to promote such growth dominate the minds of business owners. Business 
owners are focused on surviving under the intense pressures of today’s 
economy. Owners are also concerned about maximizing their value as 
shareholders and, ultimately, keeping their businesses in their families or 
converting business equity into cash when they exit from their businesses, 
depending on their specific goals.

Much emotion is tied into this process. It’s not all dollars and cents, which 
is what the transactional community often reduces it to. Your business may 
be an essential part of your identity, or it may be your “baby”—oftentimes it 
is part of your worth as a person. Solutions 
consistent with your visions, values, and 
goals are a critical element to successful 
implementation of financial strategies. Your 
advisors need to know what makes you tick; 
what keeps you awake at night; what brings 
you joy; and how you define happiness, success, and fulfillment. With this 
vital data and intimate knowledge, along with keeping your best interests 
at heart, financial advisors can help you bridge the gap from traditional 
advisory roles to establishment of working relationships with investment 
bankers, mergers and acquisitions advisors, and other specialists who can 
help you examine all facets of a proper business growth and exit plan.

Raising Capital
One of the greatest challenges business owners face is financing their businesses. 
In today’s economic environment, credit is tighter than ever. Whether 
financing is used to fund a start-up, provide necessary working capital for 

Much emotion is tied 
into this process. It’s not 

all dollars and cents.
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current operations, or fund growth or an exit strategy, the appetite for capital 
is omnipresent. It is important to understand how to raise capital beyond the 
founder’s own money, family, and friends. The likely first source, of course, is 
banks. Banks have a process to approve loans on the basis of their established 
loan policies, credit scoring, approval systems, and loan committees, and 
business owners need to know how banks approve loans before submitting 
applications. Various loan durations are available, matching the need with the 
useful life of the underlying collateral. Other popular loans include lines of 
credit that establish a maximum amount that can be borrowed, real estate 
loans, equipment loans, constructions loans, and inventory loans.

Almost without exception, banks will require personal guarantees 
from the business owners or the largest stockholders. If traditional banks 
decline to lend, additional sources of borrowed capital include (1) local, 
state, or federal governments (numerous programs exist, including the 
Small Business Administration [SBA]) and (2) asset-based lenders who 
provide equipment loans, leases, and accounts receivable factoring. These 
lenders take much greater risks than traditional banks, and lending rates are 
commensurately higher.

Locating an expert who can help raise capital is a great boon to 
entrepreneurs, and some financial advisors now include capital raising 
as a nontraditional but necessary service. A professional with intimate 
knowledge of your business, all of its owners, and the transaction has a 
real advantage in helping your business attract money. However, the quest 
for financing is but one piece of your puzzle; the qualified advisor who 
considers the entire puzzle and helps determine what would best fit into 
the open space is one of your best resources.

Other Sources of Early-Stage Capital
While raising capital will often be a primary issue for a business throughout 
the value path, early-stage capital is often the most difficult to raise. When 
lending sources are unavailable or insufficient, equity partners could be the 
solution.

 1. Angel investors are high-net-worth individuals seeking high 
returns who typically invest $100,000–$350,000 or more in 
early-stage businesses. An angel usually has in-depth knowledge 
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of a business or industry he or she is investing in through prior 
experience in management of a similar type of business. Angels 
often want to mentor or participate in management or serve as 
board members.

 2. Venture capital (VC) firms are typically the largest cash investors 
in early-stage entities when banks and other lenders are unwilling 
to make sufficient capital available. VCs raise the capital they 
invest from institutions such as pension funds and insurance 
companies, which earmark dollars for such high-risk/high-return 
investments. VCs generally have specific industries they favor, 
such as technology, health care, or consumer goods. VC minimum 
investments are usually $100,000 to $4 million, and maximum 
investments are $250,000 to $50 million. Most investment activity 
is in the range of $1 to $20 million. Their annual return targets 
range from 30% to 40% or more, and time horizons to liquidity 
are generally five to seven years. VCs often have certain demands 
of the business, such as substantial equity positions and a seat on 
the board of directors.

 3. Private equity groups (PEGs) are another source of capital for 
businesses. They are pools of capital usually funded by money 
management firms, pensions, other institutions, and select high-
net-worth investors. PEGs sometimes fund early-stage investments. 
Most often, they will fund growth-stage and late-stage businesses in 
need of mezzanine financing (subordinated debt layered between 
senior bank debt and equity) or buyouts in management-led trans-
actions and leveraged recapitalization (the reverse of management 
buyouts, where management ownership is reduced). PEGs also, of 
course, acquire companies outright.

Private Placements: Debt and Equity
A private placement of debt or equity is an option for private or public 
companies. In a debt-financed private placement, the company must 
have predictable cash flow to service the borrowings. In an equity private 
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placement, the company must have a thorough business plan and a strong, 
experienced team of managers.

Considerations
◆ Is the company enjoying strong growth?

◆ Does the company wish to raise capital to support such growth?

◆ Does the company need to finance an acquisition?

◆ Recapitalization: Owner seeks liquidity but not a total sale of the 
business.

◆ The public markets may not be suitable as a result of offering size 
or other constraints.

Furthermore, if a business owner has had difficulty raising capital 
through traditional banking channels, alternative financing methods such 
as private placements should be considered.

What Could Go Wrong for the  
Family Business?
Death of a Shareholder
The day you walk out, the government 
walks in. Your family is locked into a 
business that is not readily salable but 
immediately taxable.

Estate taxes are probably the largest impediment to keeping the 
business in the family.

If your business transfers to a surviving spouse, estate taxes may be 
deferred until the surviving spouse dies, assuming that the owner is married 
and his or her business interest passes to the surviving spouse, utilizing the 
unlimited marital deduction.

The objective of retaining a business interest in the family gives rise to 
several planning considerations that need to be addressed.

If the stock is to be retained by the surviving spouse, the following 
considerations arise:

The day you walk out, 
the government walks in.
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◆ What will the source of income be for the surviving spouse? If 
the spouse does not carry out duties commensurate with the sal-
ary, upon audit, salary payments likely will be recharacterized as 
a non- deductible dividend. Further, sales and profitability could 
decline as a result of the absence of the deceased owner, increasing 
the risk to the survivors.

◆ If children are active in the business, conflicts could arise. The 
surviving spouse will generally prefer security and dividend distri-
butions, while the children may wish to pursue an active growth 
strategy, often requiring cash and entailing more risk.

◆ All of the business growth, presumably attributable to the children’s 
efforts, will be included in the survivor’s estate. The children will 
be burdened with unnecessary estate tax on wealth they created.

If your will transfers your business interest to all of your children:

◆ Inactive family members may own a portion of the business, which 
could lead to conflict.

◆ You lose the benefit of a trustee to help manage the business.

◆ If you’ve appointed a corporate trustee who will have no interest in 
or ability to maintain your business, this may force a sale.

If the stock is to be bequeathed to the active children at the first 
death, the following considerations arise:

◆ What will the source of income be for the surviving spouse?

◆ Estate taxes may be due upon the stock passing to the children. To 
the extent that this exceeds the available unified credit, cash will be 
required within nine months of death to pay estate taxes.

◆ You can transfer only your portion of the business. Any ownership 
interest your spouse has must also be addressed.

◆ The greater the portion of the estate represented by the business, 
the greater the likelihood of unequal estate distribution, including 
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possible disinheritance of the inactive children, after estate taxes 
are paid from liquid assets.

If the stock is to be sold to the active children at the first death, the 
following considerations arise:

◆ Any ownership interest your spouse has should also be considered 
in the sale agreement.

◆ Will the children or business have the cash necessary? If an 
installment note is required, will the business be able to support 
the payments, especially after the death of the principal spouse/ 
owner?

◆ Relying on installment payments places the surviving spouse in a 
vulnerable position.

◆ The sale must be at arm’s length; otherwise, a taxable gift may arise.

Careful consideration must be paid to where the stock will go upon 
your death. Does this flow match up with your objectives? If your spouse 
and your children get along well now, is it important that they continue to 
get along after you’re gone? Will key employees want control of the business 
and threaten to quit if they don’t get it? How will your customers deal with 
someone else? How will relationships with bankers and suppliers change?

Lack of a Business Succession Agreement
All too often, owners with partners or co-shareholders (co-owner members 
in an LLC) do not have a written plan in place to deal with the continuity 
of their businesses. A business has far greater value as a going concern sold 
to your surviving partner(s) than could be realized upon its liquidation. 
Without a plan, you may not have the time or the bargaining power to 
receive maximum value for the business.

Nothing assures that a purchaser can be found who will buy at a price 
and on terms satisfactory to owners and their families, especially if such 
a sale must be made quickly at an emotional time. A buy-sell agreement 
creates a market for closely held business stock that otherwise would be 
difficult for owners or their families to sell. Families’ financial security will 
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otherwise be threatened, with business owners’ salaries cut off and the 
uncertainties of a sale negotiation. In addition, provisions are often not 
made for the payment of taxes that may be due upon transfer. Survivors 
may be forced to liquidate the business at a price substantially below fair- 
market value.

In summary, the lack of a business agreement may bring the 
following consequences:

◆ It may fail to set a fair price for the business or may encourage 
disagreement and delays at the worst possible time. Cash is not 
guaranteed in order to buy the interest of a deceased, disabled, or 
retired partner.

◆ It allows the IRS to contest the value and thereby potentially 
increases the estate for estate tax purposes.

◆ In the event of the death of one of your co-owners, you must do 
business with one of your former co-owner’s relatives, who has 
little or no knowledge of your business. Alternatively, if you want 
or need to buy out the deceased co-owner’s survivor, the value and 
terms are uncertain.

◆ In the event of the death of one of your co-owners, you must 
accept your co-owner’s relative’s sale to an outsider to recoup the 
share. You could be in for the challenge of your life.

◆ In the event of the death of one of your co-owners, important 
management decisions could be delayed. Heirs of owners have 
very different concerns but still retain their voting rights.

◆ In the event of the death of one of your co-owners, you may wind 
up doing all of the work while sharing the profits equally.

◆ In the event of the death of one of your co-owners, you may 
seek capital to meet additional expenses but with a substantially 
weakened credit rating.

◆ In the event of the death of one of your co-owners, you could be 
forced to operate with credit temporarily cut off because the bank 
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wants to wait and see or because outstanding loans and/or lines of 
credit may be called.

◆ The business may suffer irreparable loss in the period between the 
termination of your service and the completion of a sale.

◆ Additional tax and administrative costs may severely limit the net 
dollars received from your business interest.

The Importance of Valuing Your Business
In cases where no binding agreement was in place and where the estate was 
left to contend with the valuation issue after the death of the shareholder, 
the risk is that the IRS will challenge the taxpayers’ valuation and force its 
own valuation, which could be lower or higher than a formal third-party 
valuation incorporated into a buy-sell agreement. This would introduce a 
substantial wild card into the estate and tax picture, increasing uncertainty 
at an already difficult time for the business and perhaps ultimately jeopar-
dizing its future.

Tax court history shows a risk that costs will increase greatly and that 
the time delays of settlement will be substantial. If you do not peg the value 
of your business for estate tax purposes, the government will.
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This kind of exposure is an estate litigator’s dream. A properly drafted 
buy-sell agreement can help to establish, or peg, a value for estate and gift 
tax purposes. It may not be binding on the IRS under certain circumstances, 
but it certainly helps support the estate’s case.

Lack of a Disability Buyout Provision
With or without a business agreement, the threat of an owner’s disability is 
often ignored. The likelihood of a business owner becoming disabled is sig-
nificantly higher than death before age 65. If we assume multiple business 
owners, all will be adversely impacted.

Active Owner Considerations
◆ The disabled owner’s interest is not guaranteed to be purchased.

◆ The disabled owner’s family may want to come into the business 
and take an active role. (Are they qualified?)

◆ The disabled partner may want back in once recovered after several 
years of business changes.

◆ Outsiders may want to purchase the disabled owner’s interest. (Is 
the sale restricted? Are the value and terms spelled out?)

Disabled Owner Considerations
◆ The disabled owner needs current income rather than business 

growth.

◆ The sale of ownership interest has no definite market; the disabled 
owner has no one, other than healthy owners, to sell interests to.

◆ Value is not guaranteed; without a carefully drafted disability 
buyout provision that determines business value and payment 
terms, nothing is binding.

◆ How is disability determined? A definition of disability needs to 
be drafted in the agreement to avoid disputes.
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The Value of Key Employees
The death of a key employee can cause serious problems for your business. 
Small and medium-sized businesses consider finding qualified employees 
one of their biggest challenges. To protect against this loss, at least from a 
financial perspective, the business can acquire a life insurance policy on the 
life of the key employee(s).

The business entity owns the policy and pays the premiums. The 
company has all rights to the policy’s living benefits, such as access to the 
cash values if a permanent policy is used. Death proceeds are received 
income tax free. The life insurance proceeds received by the company can 
be used for a variety of purposes, including attracting and compensating 
replacement talent.

Many guidelines can be used to determine the dollar value of a key 
employee. These include a multiple of the person’s compensation, estimat-
ing profits lost, or the replacement methods as examples. Sound planning 
should examine all of the methods to determine the appropriate amount of 
insurance coverage needed to insure the key employee.

◆ Contribution method. How much is the key employee contributing 
to the profits of the company?

◆ Replacement method. What will replacing the key employee 
cost?

◆ “Five years of salary” method. Calculating five years of salary 
provides a rule-of-thumb formula to value a key employee.

Competing for Talent in the Private Sector
Nonqualified Deferred Compensation
Retention of key employees is critical to the future success of your closely 
held businesses.

Business succession planning at private employers poses unique 
challenges in contrast with public companies. In a highly competitive 
environment for talent, the ability of private owners to attract, retain, and 
motivate senior executives is critical in defining the success of an organiza-
tion. Supplemental executive retirement plans (SERPs), which fall in the 
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arena of nonqualified executive benefits, are instrumental in leveling the 
playing field for private companies when competing with public companies 
for senior executives to manage their companies. Public companies rely on 
equity-based benefits extensively, which is a handicap at private companies. 
In this regard, SERPs serve an increasingly important role in enhancing 
executive benefits packages at private companies that cannot be provided 
with qualified plans.

The many benefits of implementing an SERP to the private employer 
include:

◆ Attracting, retaining, and motivating senior executives

◆ Avoiding distribution of stock as compensation

◆ Controlling cash compensation costs

◆ Competing with public companies offering alternate forms of 
benefits

◆ Aligning the interests of the executives with those of the employer

◆ Maintaining full discretion to determine eligibility for participation

◆ Offering complete flexibility in deciding how to informally fund 
the plan’s obligations

◆ Maximizing the sale price of the company by locking in senior 
management with SERPs

◆ Rewarding long-tenured senior executives with SERPs at the time 
of sale of the business

From an executive’s perspective, the benefits of an SERP offered by a 
private employer include:

◆ A financially secure retirement delivered via a customized SERP A 
supplemental benefit in addition to taxable cash compensation

◆ A form of benefit in lieu of equity-based benefits

◆ The ability to participate in the financial success of a company as a 
nonowner
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Why SERPs?
Government limits on tax-qualified retirement programs severely restrict 
the ability of employers to offer comprehensive retirement benefits from 
qualified plans. Some of these restrictions include the limits on the maxi-
mum compensation that can be taken into account in qualified plans and 
limits on employer contributions to defined-contribution plans. As a result 
of government limitations, highly compensated executives face a form 
of reverse discrimination, whereby their retirement income from quali-
fied plans is proportionately much less than that for lower-compensated 
employees. In addition, a greater percentage of final compensation is 
required in order to retire comfortably. For private employers, the deficien-
cies of qualified plans can thus be addressed only by implementing SERPs 
to supplement executive retirement income and for retention purposes.

SERP Designs
SERP designs are highly customizable, allowing private employers to deliver 
benefits commensurate with their needs. In general, SERPs are designed in 
either of the following two key configurations:

 1. Nonqualified defined-benefit (DB) SERP. A DB SERP provides 
the participant a specified percentage of final average compensa-
tion, similar to a pension plan. The employer has considerable 
flexibility in specifying what benefit amount is to be provided, 
whether by a formula or as a specific dollar amount. The employer 
also has the option to fund the future liability informally by utiliz-
ing mutual funds, institutionally priced life insurance, etc. A key 
characteristic of a DB SERP is that the employer is subject to the 
investment risk since the benefit to the participant is specified.

 2. Nonqualified defined-contribution (DC) SERP. Under a DC 
SERP, the employer makes specified annual contributions into a 
participant’s account on the basis of a formula or metrics designed 
by the employer. In this case, the employer may also informally 
fund the obligation by utilizing a funding vehicle. On the basis 
of the initial annual rate of return assumptions, the contribution 
amounts are predetermined, but the final benefit amount to a 
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participant may vary. The participant is usually given some control 
over the investment choices for the account. Under this type of DC 
SERP, the participant is subject to the investment risk since the 
benefit received at retirement is dependent upon the performance 
of the selected investment options.

SERPs allow private employers to  
compete with public employers by imple-
menting a valuable succession planning 
vehicle. Given the many advantages of SERPs, 
they are widely utilized by private employers 
to attract, retain, and motivate senior executives.

Introduction to Exit Planning
Exit planning is a process resulting in an owner’s transition out of a business. 
At that time, every owner wants to receive the maximum amount of value 
in order to accomplish personal, financial, and estate preservation goals.

Five Business Exit Paths

SERPs allow private 
employers to compete 

with public employers.
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Exit Planning
At some point in the life of the business, 
typically during the late stage, the owner 
must consider his or her exit path. Everyone 
exits—either voluntarily or involuntarily 
(vertically or horizontally). Thus, under-
standing the key principals of exit planning 
as a process, not a one-time event, is helpful.

 1. Set your goals and priorities. A few of the questions to be asked 
are: What do you want to do next with your business? To whom 
do you want to transfer your current business?
◆ Family: Are children ready, willing, and able to take the reins?
◆ Employees: Does sale to management or an ESOP make 

sense?
◆ Co-Owners: Do they want to and are they financially able to 

buy you out?
◆ Outsiders: Do you want to sell for maximum value to a 

strategic or financial buyer? Do you want to sell a portion or 
all of your business?

◆ Do you want to go public?

Are you emotionally and financially ready to exit? When? For how 
much?

What are your plans for life after you exit your business? Some owners 
find this to be a difficult question to address. It often creates an emotional 
response that touches on outside interests and relationships. Perhaps 
another business or investment is on the next horizon. What is your 
definition of “retirement”?

 1. Conduct an analysis of your current condition and determine 
the value of your business. Is the business ready to be trans-
ferred or sold, or are interim steps necessary to cure weaknesses 
and enhance value? The creation of a marketability assessment 
prepared by advisors experienced in exit planning and invest-
ment banking provides an excellent view of this. It can give you 
a realistic estimate of a range of values your business may be sold 

Everyone exits—
either voluntarily or 

involuntarily (vertically 
or horizontally).
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or transferred for and can provide a study of sales of comparable 
businesses and prevailing multiples to analyze valuation methods.

 2. Identify exit options, choose the right one, and execute. 
Education is important in order to become aware of available 
strategies and their advantages and disadvantages. The diagram of 
exit-planning scenarios summarizes your exit options, along with 
possible transfer channels and methods. Once a course of action 
is chosen, an advisory team must be assembled to carry out that 
strategy properly.

Step Two: Determining Business Value
In the course of running a company, business owners are accustomed to 
understanding profit margins, operating expenses, gross revenue, and the 
other expense categories on their financial statements. At the end of the 
reporting period, these categories all point to the bottom line or net earnings.

A common management tool used by savvy business owners involves 
using one or two simplified indicators that let them know at a glance 
whether the month or year is going to be profitable. It might be the cost of 
a particular commodity or wages as a percent of cost of goods sold. They 
may likely have a “spot indicator” tool as well. Whatever it is, many times it 
works like clockwork and the owner begins to rely and depend on it. How-
ever, when looking to understand the price or value of a business, owners 
naturally expect an accountant or other advisors to provide them with the 
same type of spot indicator or a formula that is as simple to understand.

Many times, forecasting a company’s valuation in real time, as well as 
the unforeseeable future, is like trying to predict the weather. Because of 
the fact that many business owners are control oriented, their take-charge 
position may become larger than business marketability logic. This coupled 
with unrealistic valuation expectations and poor planning could cause 
them to overlook and miss opportunities to realize goals and objectives 
when opportunities present themselves.

Determining business value is part science, part art, and part emotion, 
but some realistic techniques can be used to predict what the value range 
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might be, giving consideration to all the tangible and intangible assets, 
current industry indicators, and current economic conditions.

What’s My Business Worth?
Many different approaches exist to approaching valuation, depending on 
the owner’s objectives for the future of the business and, therefore, the pur-
pose of performing a valuation. Since closely held businesses are not traded 
on a public stock market, the perspectives of the players matter.

Fair-Market Value
The IRS determines fair-market value under Rev. Ruling 59-60 as “the price 
at which the property [your business] would change hands between a will-
ing buyer and a willing seller when the former is not under any compulsion 
to buy and the latter is not under any compulsion to sell, both parties hav-
ing reasonable knowledge of relevant facts.”

Most people believe the axiom that fair is fair, so the statement by the 
IRS is a reasonable summation of the principles of exchange as they relate 
to the nagging questions, “Did I get a fair price?” and/or “Did I settle for 
less than I should have?”

Value depends largely on the purpose of the valuation, using different 
value worlds.

Where do we start? When a business owner receives an offer for his or 
her company, how do we know that the indicated value offered is fair, high, 
or not worth the paper it is written on?

◆ Owner’s value: what you think it’s worth

◆ Collateral value: what the bank says it’s worth when you apply for 
a loan or business line of credit

◆ Investment value: what your employees think it’s worth if you 
were to sell it to them

How Do You Get the “Right” Value?
The value of your business can be determined in a number of ways. Each 
method, in its own perspective, proves reliable, depending on the type 
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of business, value of assets, technology considerations, and other factors 
specific to the value model.

In order to establish a baseline for value, a few methods are most 
commonly accepted in the business valuation process, lender calculations, 
and financial arena in general. This section looks at a few formulas, methods, 
and typical approaches, but the bottom line for the transaction will likely 
be value as referenced by the value world you are operating in.

Earnings-Based Formulas (EBITDAs)
One of the most common calculations involves the adjustment of the 
earnings of the company, based on the concept that all businesses are 
created equal and the owner’s decisions are what make them more or less 
profitable.

The acronym EBITDA stands for “earnings before interest, taxes, 
depreciation, and amortization” and is one of the most frequently used 
formulas because it can be applied to almost any business. Many times, a 
capitalization rate, or a multiplier, is applied to the EBITDA to determine 
the price that you would receive. For example, if EBITDA was $1 million 
and the multiplier was 5, the value would be $5 million. For the sake of this 
discussion, assume that we are talking about a lower-middle-market busi-
ness ($10–$100 million). This means that unless otherwise agreed to, all 
operating assets will be transferred and accounted for in the calculation.

The formula is

◆ EBITDA = gross revenue – business expenses (excluding interest, 
tax, depreciation, and amortization).

Typically, in this calculation, there may also be add-backs for items 
such as excess earnings of the owners, one-time capital expenditures, excess 
rent, and any other expenses that are nonrecurring or not necessary for 
the operations of the business—essentially hidden profit that would be 
available to the business (and a purchaser) otherwise.

The idea behind adjusted EBITDA is to provide a true picture of the 
future potential profitability of a company before expenses from creditors 
are taken into account, since every owner has his or her own level of risk 
and quantity of resources. Bear in mind that any number of options you 
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choose will change the profitability of your company and thus change the 
EBITDA.

Which EBITDA Do You Use?
◆ Reported EBITDA: reflects your historical results

◆ Recast EBITDA: includes the aforementioned add-backs

◆ Synergized recast EBITDA: captures the synergies a potential 
buyer would realize as a result of purchasing your company. The 
additional profitability is extracted through cost savings as a result 
of economies of scale, increased market share, pricing, etc.

Example: A business sold for six times EBITDA 

An experienced M&A advisor or investment banker will represent 
your company to the marketplace, negotiate on the basis of the highest 
EBITDA, and fight for the best price and terms.

Other methods used to determine value are:

◆ Discounted cash flow (DCF)—In a DCF valuation, the value of 
your company is measured by estimating the expected future cash 
flows and then discounting those future flows by the desired rate 
of return in order to determine the present value of the future cash 
stream.

◆ Capitalized earnings approach—This approach measures the 
expected return on the buyer’s investment.

◆ Tangible assets approach (balance sheet items)—This approach 
determines the business value on the basis of total assets, or 
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adjusted book value, which may be adjusted to the estimated fair-
market value for the replacement cost of equipment or other assets.

◆ Value of specific intangible assets—This approach is generally 
used when the buyer sees value in a customer list, reputation, etc., 
and the company has just a few tangible assets. This could also be 
called the goodwill of the business. You may have also heard the 
term “blue sky” used for these intangible assets. The difference 
between the two is that the value of the goodwill can be calculated 
by a rate of return from the excess profitability of the business over 
the actual return on the tangible assets. Blue sky, however, cannot 
be calculated, as it is the value beyond the return.

Exit Path 1: Family Transfers
Many people find no greater satisfaction than passing a family business 
along to the next generation. If children are interested, motivated, and 
capable of running the business, this is often the objective.

If your decision is to transfer your business to family members, it will 
take years of careful planning to accomplish.

Keeping the Business in the Family
The decision to keep the business in the family creates a number of issues, 
such as:

 1. How you will derive an income at retirement

 2. How you will provide income for your spouse if you should 
happen to die prematurely

 3. How you will equalize the distribution among children involved, 
and those not involved, in the active management of your business

 4. Ultimately, where the dollars will come from to pay the estate taxes 
so that the business does not need to be sold in a forced liquidation 
to pay the estate taxes due
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Planning Priorities
The primary concern is usually to provide for your own financial security 
and that of your spouse. When considering your objective to keep your 
business in the family, the main questions are:

Can you afford to? Are you and your spouse OK? Therefore, some 
personal financial planning is necessary.

 Step 1: Identify your cash flow needs—Create a personalized finan-
cial independence model to track your income and expenses. 
Before you make any decisions, you must run the numbers to see 
whether the proposed action is feasible.

 Step 2: Inventory of your financial resources—Review your assets 
and liabilities.

 Step 3: Evaluate your long-term situation—Run multiple “what-
if ” scenarios. If you can achieve financial independence without 
counting on the proceeds from the sale of your business, then you 
may be in a position to give it to your children during your lifetime 
or after you are gone. If, on the other hand, a shortfall exists for 
you and your spouse without the proceeds, family gifting is not 
an option. You need to consider an intrafamily sale or other exit 
options involving a sale to outsiders.

Fact: Many business owners can’t afford to give away their businesses 
during their lifetimes.

Should I Give Company Stock to My Children?
Advantages

◆ Children may be more motivated to make the company succeed 
with vested equity interest.

◆ Business growth is removed from your taxable estate, and exposure 
to future estate taxes is reduced.

◆ Valuation discounts (potentially 20%–50% for minority-interest 
transfers, lack of marketability, lack of voting control) are allowed 
to be used. Take advantage of valuation discounts now, while they 
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are still allowed under the current tax law. Future tax changes 
could prohibit the use of such discounts. 

Disadvantages
◆ Control/privacy is potentially lost.

◆ Income from business distributions is reduced.

◆ Proceeds are reduced if a parent later decides to sell.

◆ Children assume parents’ income tax basis (carryover).

◆ There are costs of valuation, tax reporting, administration of 
additional entities created, e.g., family limited partnership, 
LLCs, etc.

◆ This choice is irrevocable; you can’t take it back once given away.

How to Give Away Company Stock
You can transfer stock during your lifetime, via gifts to family members (or 
preferably trusts for their benefit) through the use of the annual $14,000 
gift tax exclusion ($28,000 if made jointly) and, possibly, your lifetime 
$5.25 million gift tax exemption ($10.5 million if made jointly). Transfers 
during lifetime, via intrafamily sales, can be structured using installment 
sales, private annuities, and SCINs (self-canceling installment notes).

Transferring a business to family members can take many forms, 
including the acronym soup of estate preservation: GRATs, GRUTs, FLPs, 
IDITs, etc. These were covered more fully in the estate preservation section 
of this book. Take advantage of these techniques while they still exist in 
their current form. Future tax law changes may greatly reduce the benefits 
associated with these strategies or possibly eliminate them.

Gift (Bequest) at Death
Another option is to hold on to the business stock until you (and your 
spouse) die. As previously discussed, this option raises a number of planning 
issues that need to be addressed:

◆ Grooming your successor
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◆ Is someone else capable of running the business?
◆ What are your distribution objectives?
◆ What are your projected estate tax costs? Do you have 

sufficient assets to pay the estate tax, equalize the estate, 
and keep the business? If not, what are your options?

◆ Do you have the appropriate legal documents to achieve 
this? A will or trust with specific language dealing with 
the business is needed. All too often, the business is 
lumped in with other assets.

◆ Have you taken full advantage of all tax relief and incen-
tive provisions?

◆ Do you have an adequate amount of properly structured 
life insurance to deal with payment of estate taxes and 
equalization of inheritance among children? Without 
life insurance, all other assets may need to be liquidated, 
leaving some children with little to no inheritance.

Equalization
The problem of equalization arises when you have more than one child and 
some are actively involved in the family business while others are not.

Example: A business owner is a widow who dies in 2013 with three 
children; one is active in the business. If the business is left only to the 
child who is active in the business, the estate may be unequally distributed 
between that child and the others who are not active in the business.



246

Defend Your Wealth

Ways to Equalize Your Estate between  
Active and Inactive Children
Consider a number of techniques, such as:

◆ Gift company stock to all children, with an agreement for the 
stock to be purchased later by your active children.

◆ Gift other estate assets, if enough exist, to equalize.

◆ Gift nonvoting preferred stock to inactive children.
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◆ Gift nonvoting S corporation stock to inactive children.

◆ Create an estate equalization clause in your will/trust.

◆ Transfer business real estate to inactive children, subject to a long-
term lease with the business.

◆ Use life insurance to create liquidity to pay estate taxes and 
equalize.

Lifetime Sale to Children
If you plan to sell your business to your children during your lifetime, the 
source of payments and taxation present challenges.

Installment payments may impose a substantial burden on your 
business, especially when expressed in terms of the sales required to 
generate the after-tax profits necessary for the principal payments. The 
portion representing principal is nondeductible for income tax purposes; 
only interest is deductible.

Example:
 Company earns $1 net after-business expenses and pays it to son/ 

daughter.
 Son/daughter pays total income and payroll taxes of 40%, which leaves 

60 cents.
 Son/daughter pays 60 cents to you.
 You pay capital gains tax at 20% + 3.8% (federal and state), which 

leaves 45 cents of the original $1.
 This method of transfer costs the family 55 cents in taxes on each 

dollar of value sold.

If payments continue after the principal’s death, the surviving spouse’s 
financial security will be held hostage to the children’s ability to continue 
making the payments.

If an installment obligation remains upon the death of the survivor, it 
will be includable in the survivor’s estate for estate tax purposes, and up to 
40% will be lost to the US Treasury.
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Timing: Sale of Stock at First Death (before Your Spouse Dies)
◆ Any ownership interest your spouse has should also be considered 

in the sale agreement.

◆ Will the children or business have the cash necessary? If an 
installment note is required, will the business be able to support 
the payments, especially after the death of the principal spouse?

◆ Relying on installment payments places the surviving spouse in a 
vulnerable position.

◆ The sale must be at arm’s length; otherwise, a taxable gift may arise.

Sale to Family with a Private Annuity
What Is It?
A private annuity involves the sale of the business interest, an interest in 
real estate, or other asset to a family member in exchange for an unsecured 
income stream for the life of the seller. The annuity is private, meaning that 
it is between buyer and seller, and does not involve an annuity company.

Private Annuity 
How It Works
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Advantages
◆ Since payments terminate at the death of the seller, it generally has 

no value and can escape estate taxation at the seller’s death.

◆ The seller is assured that payments would be made even if the seller 
outlives his or her life expectancy.

◆ It freezes the value of an asset if growth subsequent to the sale 
appreciates in excess of the annuity payments.

◆ An early death reduces the transferor’s estate.

◆ A high estate tax rate can potentially be converted to the lower 
capital gains tax rate.

Considerations
◆ The time of the seller’s death gives a wide variation in results (i.e., 

likelihood of under- or overpaying).

◆ The purchaser’s basis is equal to the total annuity payments made.

◆ The interest paid is not deductible to the purchaser.

◆ Interim-basis calculations are needed for asset sales and depreciation 
during the annuitant’s life.

◆ The promise to pay must be unsecured, although it is a legally 
enforceable contractual obligation.

◆ The seller loses the right to report gain on an installment basis if 
payments are in any way secured (taxes will be due on the entire 
gain in the year of the sale).

In 2006, the IRS issued proposed regulations that would essentially 
eliminate the income tax advantages of selling appreciated property in 
exchange for a private annuity by causing the property seller’s gain to be 
recognized in the year the transaction is effected rather than as payments 
are received. These rules generally apply for transactions entered into after 
October 18, 2006. For this reason, we have seen very few private annuity 
transactions in the past several years. However, if stock market assets and 
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real estate values have declined, would the recognition of a lower amount 
of gain, or no gain, justify the transaction?

A private annuity may be a good strategy for an individual with a short 
life expectancy. However, the mortality component of the valuation tables 
cannot be used to determine the present value of an annuity if the person 
with the measuring life is terminally ill when the gift is completed. An 
individual who is known to have an incurable illness or other deteriorating 
physical condition is considered terminally ill if there is at least a 50% 
probability that he or she will die within one year.

Sale at Death to Children
You may want to plan to sell your business to your children upon your 
death. This is typically done through a buy-sell agreement under which 
stock in your company is sold to a child or children who desire to buy it 
in exchange for cash or an installment note to your estate. Life insurance is 
often used to fund the arrangement. It provides:

◆ Immediate cash to buy stock

◆ Cash to the surviving spouse

◆ Liquidity to pay estate taxes

◆ Cash for equalization or buyout of other children

Considerations
◆ Will you need to keep and control the business until you die?

◆ If so, do you have a buy-sell agreement?

◆ Is the funding sufficient?

◆ If unfunded, will the business be forced to sell to a third party to 
pay estate taxes?

Business Acquisition Trust (BAT)
If you are the sole owner of a business, you can consider creating a business 
acquisition trust (BAT) to purchase business interests from your estate. 
This trust may act to relieve many common concerns, such as flexibility, 
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gifting of value with retained control, prearranged distribution (control 
even after transfer), generation-skipping tax savings, creditor protection, 
liability protection, and divorce proofing. You can transfer stock into the 
trust during your lifetime (utilizing your unified credit and annual gift tax 
exclusions) or wait until death to sell to your BAT.

Here’s an example using lifetime gifts to a BAT followed by a sale of the 
remaining business interests at death:

◆ Immediately gift 2% of the corporate stock to the BAT, utilizing 
minority discounts.

◆ The remaining 98% could be equally distributed between you and 
your spouse. Each year, you could gift stock equal to your current 
annual exclusion and/or unified credit amounts to the trust, uti-
lizing minority and lack of marketability discounts (30%–40% 
discount).
◆ In order to maintain management control, the remaining 98% 

of the stock can be divided into voting stock and nonvoting 
stock. The portion owned by your spouse, equal to half the 
value, would be the nonvoting stock, while you retain the 
voting stock.

◆ Since you are each gifting a small portion at a time, you may 
take a marketability/minority discount each time you gift 
stock to the trust. Therefore, if we assume a 40% discount, a gift 
of $100,000 per year could actually be valued at $60,000 for 
gift tax purposes. Compare this amount to the current annual 
exclusion amount. Note that future tax law changes could 
greatly reduce or eliminate the use of valuation discounts on 
transfers to family members. 

◆ In addition, you could consider gifting all or a portion of 
each of your unified credit exemptions (along with the future 
increases in value) to the trust. In this manner, you could 
freeze a substantial portion of your business from growing in 
value inside your taxable estate.
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Upon your death, this trust can purchase the remaining shares from 
your estate. This will:

◆ Provide cash to pay estate taxes

◆ Provide cash to your spouse so that he or she is not dependent on 
the business for future income

◆ Provide trust protection for voting stock

◆ Provide management structure to assure continued profitability 
and fair-market value of the business (trustees and board appoin-
tees make business decisions and vote the stock)

◆ Business operations remain in the hands of trustees and the board 
until business interests are distributed or the business is sold. The 
valuation purchase price can be based upon adjusted book value, 
capitalization of earnings, or another method to pay your family a 
fair price. The purchase can be funded, in part or in full, through 
life insurance on you, owned by the BAT.

Exit Path 2: Co-Owners
Buy-Sell Agreements—Generally
If you have partners or co-shareholders, creation of a buy-sell agreement is 
critical to defending your business wealth.

Before turning to a discussion of a specific type of buy-sell agreement, 
an understanding of the general utilization of shareholder agreements in 
closely held entities is appropriate. A well-written buy-sell agreement will 
accomplish two basic objectives:

 1. It will provide a basis, or a peg, for the value of a share of stock for 
both a lifetime sale and a transfer at the death of a stockholder.

 2. It provides certainty of action by stipulating in exact terms the 
obligations of all parties to the agreement. It creates a guaranteed 
market for the sale of a business, in the event of one of the trig-
gering events (death, disability, retirement, divorce, bankruptcy 
of a shareholder). It prevents company stock from falling into 
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the hands of people who are not desirable as owners, including a 
deceased shareholder’s widow and/or children who are not active 
or knowledgeable about the business operations.

For the purpose of having the agreement qualify as acceptable in the eyes 
of the IRS with respect to the value of a share of stock, the agreement must:

◆ Be for a business purpose. It should provide for effective 
continuation of the business, create a market for the stock, etc.

◆ Be an arm’s-length transaction. This refers to the situation 
at the time the agreement is signed and basically states that the 
agreement must be between a willing buyer and a willing seller for 
a price mutually agreeable to both, where neither party is under a 
prior obligation to buy or sell.

◆ Provide a definite commitment on the part of each stockholder 
not to sell or otherwise dispose of his or her stock during his or 
her lifetime without first offering it to the corporation or other 
shareholders at the stipulated price.

◆ Provide a definite commitment on the part of all the 
stockholders, in which they agree, binding their estates, that they 
or the corporation will buy and the deceased stockholder’s estate 
will sell and transfer the shares of stock owned by the deceased 
stockholder prior to his or her death.

◆ Provide a definite commitment as to the purchase price to be paid 
for the shares that is reasonable and is either
◆ a fixed and agreed-upon price per share or
◆ a formula for valuation of the price per share

Buy-Sell Agreement Objectives
◆ Provide for your family’s financial security

◆ Establish a predetermined sales price (value)

◆ Allow your business to continue with minimal interruption to 
your customers in the event of your death or disability
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◆ Provide for orderly transfer of your business to your successors

◆ Allow for long-term retention of your key employees

◆ Eliminate a nonparticipating spouse or family members from the 
business

Buy-Sell Alternatives
 1. Do nothing

◆ Often the plan, never the solution

 2. Liquidate the business
◆ Forced sales generally yield only 30%–50% of inherent value

 3. Gift/bequest business
◆ To whom?
◆ Transfer tax considerations

 4. Set up a buy-sell agreement
◆ Creates predictability and removes uncertainty
◆ Guarantees market for closely held stock
◆ Guarantees liquidity when needed

Stock Redemption Agreements
This type of agreement requires the entity to buy back the stock in the event 
of a triggering event. For example, Howard and Stan are 50/50 stockholders 
in a business worth $50 million. At Howard’s death, his stock passes to his 
estate. The business is obligated to purchase his interest from his estate. 
Let’s assume that the corporation planned ahead and acquired a $25 million 
policy on Howard’s life, which is owned by and payable to the corporation as 
beneficiary. Upon Howard’s death, $25 million of cash is paid, tax free, to the 
corporation. Under the terms of the stock redemption agreement, the corpo-
ration tenders $25 million to Howard’s estate in exchange for $25 million of 
stock (Howard’s entire interest in the business). This stock is surrendered to 
the treasury, and Stan becomes 100% owner of the business.
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Stock Redemption Agreement at Death 

Advantage: Stan now has 100% ownership and control of the business.
Disadvantage: There is no step-up in basis for the survivor. If Stan 

were to sell the business in the future to outsiders, his basis is still the origi-
nal basis from when he and Howard started the business many years ago. 
This exposes him to a potentially enormous capital gains tax at 20%, plus 
3.8% Medicare surtax plus any state income taxes due. In Stan’s case, he 
would lose approximately $16.5 million in taxes. Much of this tax could be 
avoided through another form of buy-sell agreement.

Cross-Purchase Agreement
Assume again that Howard and Stan are 50/50 owners in a business worth 
$50 million and growing. Under a cross-purchase agreement, in the event of 
a triggering event, such as death, the surviving shareholder is personally 
obligated to purchase the interest from the decedent’s estate. With proper 
planning, Howard is the owner and beneficiary of a policy on Stan, in the 
amount of $25 million, and vice versa. In the event of Howard’s death, the 
stock passes to his estate. The insurance proceeds on his life are paid directly 



256

Defend Your Wealth

to Stan. Stan then pays cash to Howard’s estate, pursuant to the cross-
purchase agreement. In return for the cash, Howard’s executor transfers the 
stock to Stan. The result is the same as the stock redemption agreement; 
i.e., Stan is the 100% owner. However, the big difference from an income 
tax perspective is that Stan receives a stepped-up basis of $25 million for 
the interest he acquired from Howard’s estate. It does not matter that the 
cash came from the proceeds of an insurance policy on Howard’s life; what 
matters is that Stan, in fact, paid $25 million, and this establishes his new 
cost basis for purposes of calculating any future capital gains taxes when 
Stan sells the business to outsiders.

Cross-Purchase Agreement at Death

Advantage: Stan has 100% ownership and control of the business. 
In addition, he has a full step-up in basis for the $25 million interest he 
purchased from Howard’s family. If he decides to sell the business later, his 
capital gains tax exposure on the $25 million is zero.
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Wait-and-See Buy-Sell Agreement
Since none of us has a crystal ball and we do not know what the future 
holds, consider implementing a buy-sell agreement today that addresses all 
of the possible contingencies 
while providing maximum 
flexibility for shareholders. 
With a wait-and-see buy-sell 
agreement, only one thing is 
left for future determination: 
identification of the pur-
chaser. Everything else is put 
in place, drafted, executed, 
and defined. However, the identification of the purchaser, whether the 
entity or the surviving stockholder(s), is left open, usually through a series 
of rights of refusal. At the time of death of a stockholder, the survivors and 
their advisors can determine who the optimal purchaser should be.

If the tax laws favor a cross-purchase, then that is what will be chosen. If 
the tax laws at the time of the triggering event favor a stock redemption, then 
that approach may be taken. This is typically done through a series of rights 
of first refusal that expire after, say, 30 days and then move to the next option:

 1. Option to purchase given to business

 2. Option to purchase given to other shareholders

 3. Obligation to business to purchase

Since none of us has a crystal ball 
and we do not know what the future 
holds, consider a buy-sell agreement 

today that addresses all of the possible 
contingencies while providing 

maximum flexibility for shareholders.
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“Wait-and-See” Buy-Sell Agreement at Death

Trusteed Agreements
You could also consider the use of a trustee in a buy-sell agreement. This 
could avoid potential problems in carrying out the terms of the agreement. 
While all shareholders are alive, the trustee can be given the responsibility 
of obtaining the premiums to pay insurance when they come due and can 
also serve as the custodian of the insurance policy, subject to the agreement. 
After the death of a shareholder, the trustee will be the beneficiary of the 
insurance proceeds and can then act as an independent party to pay over 
the purchase price for the decedent’s interest to the executor of the estate 
and then transfer the business interest to the purchaser. Note: Be careful to 
avoid the transfer-for-value problem regarding life insurance acquired by 
the trustee; a number of safe harbors exist.
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Buy-Sell Agreement Funding Alternatives
In all buy-sell agreements, certainty of result is important. A properly 
drafted and executed agreement is the starting point. The final, critical step 
is to fund the agreement with the proper amount and type of life and dis-
ability insurance. Insurance provides cash when it is needed most—at the 
death (or disability) of a shareholder. Life insurance is typically the least 
expensive method of funding a buy-sell agreement, assuming shareholders 
are in reasonably good health.

Let’s look at the alternatives:

 1. Cash or Surplus
◆ Will it be available at an undetermined time?
◆ The government taxes the accumulation of excess cash held in 

certain corporate entities.
◆ An active partner may need cash for working capital or loan 

repayment, and therefore, it will not be available to purchase 
stock.

◆ The corporation must recognize gain on any assets liquidated.

 2. Future Corporate Earnings
◆ The corporation has an after-tax obligation.
◆ The corporation’s borrowing capacity is decreased.
◆ The corporation is obligated for principal payment plus 

interest on buyout.
◆ The assets of the business become collateral for installment 

obligations.
◆ The family of the deceased shares the business risk.

 3. Borrow from the Bank
◆ This has many of the same problems from above but an even 

higher cost (interest rates) and collateral. Fewer banks will 
make these loans today. Rather, they will likely look to call in 
outstanding loans when a shareholder dies.

 4. Insurance Funded
◆ The cost is pennies on the dollar.
◆ It provides the cash while the partners are working.
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◆ It creates a surplus account via the cash value buildup.
◆ It eliminates the need for the deceased stockholder’s family to 

assume business risk.
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Funding Comparison

Existing Insurance Funding
In many cases, an analysis of existing life and/or disability insurance 
previously acquired for business purposes reveals these shortcomings:

◆ The coverage is not cost-effective. The insurance industry has 
repriced, and newer policies, with stronger guarantees, are available 
today.

◆ It has incorrect ownership and beneficiary designation. The owner 
and beneficiary of the policy should correspond to the buy-sell 
arrangement.

◆ It is the wrong type of policy for this agreement.

◆ The agreement is funded by an inadequate amount.

◆ The death benefit is potentially subject to the alternative minimum 
tax (AMT; in the case of a C corp).
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◆ The insurance is an asset of the corporation and is subject to claims 
of business creditors (in the case of a stock redemption agreement).

◆ A potentially large number of policies is needed to accomplish 
goals (in the case of a cross-purchase).

◆ It is free from claims of the corporation’s creditors but subject to 
claims of the individual shareholder’s creditors (if cross-purchase).

◆ Transfer-for-value considerations may exist upon the death of the 
first shareholder. This can cause insurance proceeds to become 
income taxable.

A thorough policy audit or review should be conducted at least every 
three years to determine whether insurance funding is optimized.

Exit Path 3: Sale to Employees
Management Buyout (MBO)
A business owner may express a desire to sell his or her business to existing 
management and key employees. This can often allow the culture of the 
business to continue and strengthen as employees acquire an equity interest.

Management buyouts are acquisitions of an operating company or 
corporate unit in which the senior management of the business participates 
as a significant equity partner in the acquisition.

Considerations
◆ Does an internal or external management team want to buy a 

company or a division of a company?

◆ Does an internal management team want to acquire or substantially 
increase an equity position?

◆ Does a minority shareholder(s) desire to buy out a majority (older, 
retiring) shareholder(s)?

The downside is that management typically does not have the capital 
or access to credit to make the transaction happen. The selling owner is 
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at risk and may not receive full price for the business. Furthermore, good 
employees don’t necessarily become good owners. They may not have the 
tolerance for risk or the entrepreneurial spirit necessary to be successful.

Finally, the US Treasury often takes 78 cents in income taxes in an 
internal buyout of $1 of business value. The employees must pay taxes on 
income earned and then buy out the seller, who also must pay taxes.

Employee Stock Ownership Plan (ESOP). An ESOP is a qualified 
retirement plan with vesting schedules, contribution limits, and other 
ERISA requirements. What makes it unique is that the purpose of an 
ESOP is to buy company stock, is authorized to borrow money to do so, 
and is not concerned about investment diversification. ESOPs can borrow 
money to buy stock of a private company. Since owners can sell stock to an 
ESOP on a tax-favored basis and avoid capital gains, an ESOP offers many 
creative uses to explore. If you sell 30% or more of your company to an 
ESOP, you get to defer the capital gains taxes if you roll over the proceeds 
to qualifying securities. If you hold on to these securities until death, your 
heirs will receive a step-up in tax basis and never pay capital gains taxes.

◆ An ESOP creates a tax-sheltered private market for partial shares 
in a company when entrepreneurs and family business owners 
want to reduce the risk of having “all their eggs in one basket.”
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◆ An ESOP may be especially attractive for an S corp because shares 
owned by the ESOP can avoid payment of income taxes on profits. 

◆ The selling shareholder can usually retain substantial control over 
the company and maintain his or her business and personal phi-
losophy even after a company is partially or wholly owned by an 
ESOP.

◆ An ESOP can protect valued employees from potential layoffs that 
usually result when third parties purchase closely held companies.

◆ Repayment of the principal of loans taken out by ESOP companies 
may be made wholly or in part with pretax dollars, which reduces 
the cost of borrowing for both the ESOP purchase of the 
shareholder’s interest and general borrowing.

◆ Employees of the ESOP-owned company will have a substantial 
tax-sheltered retirement benefit that will grow with the company.

Considerations
◆ The owner desires to create a market for his or her stock without 

losing control.

◆ The owner is seeking a method to compensate and reward long-
term employees with equity.

◆ A fairly large and sophisticated pool of employees is necessary.

◆ There is a desire to defer capital gains taxes, indefinitely under 
certain circumstances.

◆ Often, additional leverage (borrowing) is undertaken.

◆ Annual valuations and disclosure to employees must be made.

Exit Path 4: Sale to Outsiders
A sale to outsiders allows an owner the best opportunity to cash out at the 
highest price and sever risk of ownership.
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The reasons most owners decide to sell include:

◆ A desire to cash out and remove chips from the table. Most owners 
have 80%–90% of their net worth locked up in a closely held 
illiquid business. The prospect of becoming liquid and building a 
diversified portfolio becomes alluring.

◆ Fatigue, burnout, or an eagerness to start a new chapter in their 
lives

◆ Decreased tolerance for risk—especially today as the credit 
markets tighten and banks put pressure on business owners. 
Personal guarantees become more stressful and put personal assets 
at risk.

◆ Spousal pressure or divorce. These have caused more than one 
owner to sell.

◆ Unwillingness (or inability) to take the business to the next level.

◆ The old saying goes, “If the business is not growing, it’s dying.” 
What does it take to grow? Often more capital, risk, and hard 
work.

◆ Lack of a successor. If the owner does not have children or the 
children have other business or career objectives, then a sale is 
inevitable.

◆ Health issues. A change in health could force a sale.

Why would owners consider their exit now? Today’s economic factors 
are quite attractive:

◆ Interest rates are still at the lowest levels in more than 30 years; 
therefore, the cost of capital for purchasers is low.

◆ Foreign buyers are keenly interested in entry to US markets.

◆ Private equity groups are holding billions of dollars that need to be 
invested. If not invested, monies must be returned to investors.
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◆ Larger corporations are hoarding cash. In certain instances, they 
are using that cash to make strategic acquisitions for growth.

◆ Growing by acquiring established businesses is often faster and 
easier than growing organically.

Presale Planning
Before you embark on the selling process, you should engage in presale 
planning. This allows you to clearly define your options and implement 
strategies that will enable you to exit your business on your own terms and 
at the most appropriate time. Minimizing income taxes upon sale is the 
number one issue for most owners. Strategic presale planning can reduce 
the IRS’s cut. The second major goal in each transaction is to maximize the 
value of the business and create liquidity for the owner, whether a stock or 
asset sale, a merger, a partial sale, or recapitalization. Ideally, a plan to rein-
vest those proceeds should be developed prior to the transaction. Steps in 
presale planning include:

 1. Conducting a legal and accounting review to make sure that 
everything is in proper order—this will avoid problems arising 
during buyer due diligence

 2. Updating and revising, as necessary, your overall tax and estate 
preservation plan

Business owners should not try to sell their businesses on their own. 
A team, led by a client’s exit planning advisor, can retain the services of 
a competent investment banker who will identify and qualify potential 
buyers; create and defend a higher valuation; and create a controlled, 
confidential auction of the business.

Services also include negotiation and structuring of the transaction 
and facilitation of due diligence and the closing process with your transac-
tion attorney and accountant. The investment banker will add value to the 
transaction in ways too numerous to list. (See chapter 6, “Exit Planning: 
Maximize the Sale of Your Business.”) If liquidity is paramount, then a sale 
of the business for cash is superior to all other alternatives.
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Far too many owners fail to plan for their eventual exit from their 
businesses in a timely manner. They buy into the myth that a knight in 
shining armor will come along and make them an all-cash offer for some 
outrageously high multiple of earnings (EBITDA) at the precise time 
they are ready to exit. Others simply get so wrapped up in the day-to-
day operations that they never take time to plan for the future. An owner 
should be prepared to sell at any time and shouldn’t wait too long to sell, 
if that is the ultimate exit objective. Too many owners missed out on 
the opportunity to sell during 2005–2007 only to see the value of their 
businesses plummet during the recession. The environment for selling 
businesses today has improved considerably. There is lots of cash available 
and too few viable sellers.

Now is the time to review your business with an exit-planning advisor 
to make sure it is marketable and ready to sell for an acceptable price. Any 
deficiencies should be addressed and corrected well in advance of a sale 
(refer to the “Company Assessment V-Number” at the end of the next 
chapter).

Considerations
◆ Do you desire liquidity?

◆ Are you considering retirement in the near horizon?

◆ Is family/management succession questionable?

◆ Are you concerned about the need to obtain or reinvest capital to 
stay competitive?

◆ Has your company been approached by a potential buyer?

◆ Are you concerned about the concentration of your personal 
wealth tied up in your business? Do you desire diversification of 
your assets?

Multiple affirmative answers, or the presence of these situations, are 
indicators that you are a candidate for a sale or equity recapitalization of 
your business.
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Exit Path 5: Going Public
Initial Public Offering (IPO)
Only the strongest middle-market or larger companies may even consider 
this. An IPO is really a financing tool to grow a business rather than a direct 
exit plan. In the short term, the owner may be able to take some chips off 
the table, but the real payoff may not occur until several years later because 
of selling restrictions on publicly traded stock. IPOs require a tremendous 
amount of effort, commitment, and compliance, both before and after 
going public. However, IPOs have many advantages, including:

◆ Increased valuation

◆ Public stock giving the business acquisition currency

◆ Public stock options used to attract and reward top talent

◆ Infusion of capital deployed to grow the business further

Considerations
◆ The company is enjoying rapid growth and anticipates strong, 

continued growth.

◆ Capital is necessary to maintain momentum.

◆ The owners do not require immediate liquidity.

◆ The company has compelling products or services with proven 
markets.

◆ The company has a strong management team that recognizes 
responsibility to stockholders.

◆ The company has recognized backers (e.g., well-known venture 
capital investors).

◆ Being public could enhance the company’s position with customers 
and employees.

There are numerous transactions that go beyond the scope of this book, 
including joint ventures, strategic alliances, restructuring activities (i.e., 
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divestitures, carve-outs, spin-offs, etc.). Changes in ownership may also 
take place through leveraged recapitalization, dual-class recapitalization, 
and share repurchasing.

Sorting all this out to help achieve maximum value from your desired 
exit transaction requires the engagement of an experienced investment 
banker or M&A advisory firm.

Once an exit strategy is chosen, well-defined procedures need to be 
followed in order for the process to be efficient and orderly. Some of the 
obvious steps that need to be taken by the exit-planning team are:

◆ Identifying your goals

◆ Valuation of the business

◆ Recasting of financials

◆ Preparation of pro forma financials

◆ Development of a professional narrative description and overview 
of the business and the market (offering memorandum or book)

◆ Identification of potential buyers (could be hundreds)

◆ Discussions with prospective buyers

◆ Negotiation with qualified buyer(s)

◆ Obtaining a letter of intent

◆ Conducting due diligence

◆ Execution of purchase agreement

◆ Closing the transaction and following up

Understanding the taxation of a particular exit strategy is also crucial. 
Some considerations are:

◆ Asset sale vs. stock sale

◆ Avoiding double taxation

◆ Tax-free reorganizations
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◆ Reverse mergers

◆ Spin-offs

◆ Preserving net operating losses

◆ Personal goodwill vs. corporate goodwill

◆ Consulting and noncompete agreements

◆ Use of charitable planning tools, such as remainder and lead trusts 
and foundations

The next chapter, “Exit Planning: Maximize the Sale of Your Business,” 
will explore this topic in greater detail and provide a real-life case study.

Chapter Summary
As an owner, your business ownership can represent up to 70%–80% of 
your personal net worth. As a highly precious asset, it has been your main 
source of wealth generation, income, perks, 
passion, and future legacy. Defending your 
business wealth and transferring it represent 
major life events. You don’t get a “do-over”; 
you get one chance to do it right.

It all begins with a proper business succession plan. This plan changes 
throughout the life cycle of a business. Initially, the business is in survival 
mode. As it grows, new challenges emerge that require attention to raising 
additional capital, attracting and compensating employees, and provid-
ing selective benefits and addressing contingencies. These contingencies 
include the disability, death, or retirement of the owner(s) and the creation 
and funding of buy-sell agreements, nonqualified deferred compensation 
plans, qualified retirement plans, and asset protection strategies.

As the business (and its owner) matures further, thoughts go to 
business valuation, exit strategies, retirement, and estate planning. Owners 
ultimately choose an exit path and pursue the corresponding transfer 
methods to facilitate transfer to the chosen party:

You don’t get a 
“do-over”; you get one 
chance to do it right.
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 1. Family members—Family succession requires years of careful 
planning to execute successfully. Decisions such as giving stock to 
children, selling to them during life, or bequeathing at death need 
to be addressed. Equalization among inactive children, timing, 
and tax planning are crucial.

 2. Co-owners—Buy-sell agreements are needed to protect you, your 
family, and your co-shareholders and ensure continuity of the 
business. Proper design and insurance funding are necessary.

 3. Employees—Identification of a strong management team with 
the financial wherewithal is the first step. Structuring of the sale 
to minimize taxes and provide you with security of receiving 
payments comes next.

 4. Outside buyers—A sale to outsiders yields the highest price. Our 
next chapter will address the key steps in this process.

 5. Public offering—The IPO is losing popularity today. Only the 
largest companies can consider doing so.

Understand your options and work with your advisors to implement 
strategies that enable you to exit your business on your own terms, at the 
most appropriate time, with minimal tax consequences, and at the right 
value. With all of the tax law changes that have occurred and may occur 
in the future, move quickly to take advantage of strategies available under 
ATRA of 2012 before they are taken away. Be proactive in developing your 
business succession plan.

 1. Identify and communicate your objectives.

 2. Obtain a professional valuation of your company for internal 
transfers or a marketability assessment to understand its value if 
considering a sale to outsiders, an equity recapitalization, or an 
IPO.

 3. Create a comprehensive financial independence plan to help 
meet your long-term goals of financial security and preservation 
of wealth for your family. Your plan should include a financial 
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independence model before you commit to an exit path, in order 
to help:
◆ Provide a long-term perspective
◆ Demonstrate various what-if scenarios at different values and 

evaluate your net cash flows after you transfer or sell your 
business

◆ Help prepare you for your future after the business transition 
is complete

◆ Consider presale planning strategies to reduce income and 
estate taxes

Don’t put off succession planning. Implement today to build, protect, 
and transfer this precious asset.

Building, Protecting, and  
Transferring Your Business
Questions
 Do you know what your business is truly worth in today’s market 

environment?

 Are you the sole owner, or do you have partners?

 Do you have a buy-sell agreement?
 What type? ¨ Stock redemption ¨ Cross-purchase 
 Wait-and-see

 When was it last reviewed? 
 Does it adequately address all contingencies (retirement, 

disability, death, divorce, termination of employment, 
bankruptcy of a shareholder, disputes, etc.)?

 Is it properly funded with insurance (life and disability 
buyout)?

 What would happen to your business if you were unable to show 
up to work tomorrow? Would it be able to go on? How would 
your family and your employees be impacted?
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 Do you have any formal documentation or a written strategic 
plan as to what you would like to happen to your company in the 
future? When was it last reviewed?

 Is your business properly capitalized?

 Have your existing advisors discussed exit planning and your 
preferred timing, valuation, and strategies to enable this to happen 
successfully? Or have they been silent?

Succession Planning Questions
 Do you plan to keep the business for your family or sell it at some 

point?

If keep:
 Do you have a family member to whom you would like to pass 

your business?

 How will you derive income after retirement?

 How will you provide for your spouse if you die?

 Have you provided for payment of estate taxes due so that the 
business will not be forced into liquidation?

 How do you intend to equalize your estate distribution with 
children not involved in the business?

 Are you prepared to give up control of your business to your child?

 What documents do you have in place to make sure that this 
strategy is executed under all circumstances?

 What steps have you taken to prepare your heirs to succeed you 
successfully?

If sell:
 To whom would you sell your business? Who will help you identify 

potential buyers, qualify them, negotiate, and close the sale?
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 Have you ever received an offer to sell your business? What 
happened? Was it firm and in writing? Why didn’t you accept  
the offer? Was confidentiality maintained?

 Do you know how to realize maximum value? Are you familiar 
with the competitive auction process of selling a business?

 Are you represented by an investment banker or M&A advisor 
who is experienced in your industry, has a track record of success, 
and can help you sell for maximum value?

 What is your time frame? Are you doing all you possibly can to 
position your business for sale at maximum value when you are 
ready? 

 What terms do you prefer: lump-sum cash or installments?

 What is your plan to manage the tax liabilities arising from a sale?

 How long do you plan to work for the business after the sale?

Employee Incentive Plans
 What have you done to attract, retain, and reward employees?

 Do you have a qualified retirement plan?
 What type?
 SEP-IRA
 SIMPLE-IRA
 Profit-sharing/money purchase
 401(k)
 Defined-benefit (DB) plan 
 Cash balance plan
 §419 plan
 Other ___________________
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 Do you have a nonqualified deferred compensation plan for 
yourself or key employees?
 Who is covered?
 Is your plan funded or unfunded? 
 How does the vesting schedule work?
 How are plan assets invested?
 Do you have a plan document?
 Do you have a plan administrator?
 What benefits does it provide?

 Have you given equity to employees (stock, options, warrants)?

 Are your existing employee incentive plans working?




