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If you've been at all successful in your business, you've most likely put tremendous amounts of time, energy, and plain old hard work into it. It's probably one of your proudest achievements.
However, at some point you're going to have to think about a subject that may seem completely foreign to you: what's the best way to untangle yourself from the company that you've spent so much time putting together?
You may already be thinking in this direction for a number of reasons. Perhaps you're looking forward to retiring in a more agreeable climate, you've gotten a purchase offer you want to consider, or your business has done so well that you want to pass it on to your children. Perhaps you hope to "die in the saddle," but you want the business to continue beyond your lifetime, and you don't want the IRS to confiscate your hard-earned gains through estate taxes.
On the other hand, perhaps your business isn't doing as well as you hoped, or it's doing well but you're getting tired of all the time and energy it requires. Other reasons for getting out might include the death of a partner or co-owner, divorce, your realization that the competition is winning out, pressure from family members or employees who think you ought to retire, or your own health.
Don't wait until one of these events hits you over the head — start thinking about your exit strategy now, even if it might be a long time before you actually need to get out. That way, you'll have plenty of time to consult with professionals and put your plan in place, and you can optimize your chances of getting the most financial and personal satisfaction from the results.
Exit routes. In most cases, when entrepreneurs picture themselves getting out of their business, the order of preference is to:
1. Pass the business on to children or other family members.
1. Sell the business as a going concern.
1. Liquidate the business and sell the assets.
1. File for bankruptcy, if all else fails and the business has substantial debts. 
If the first choice won't work because your children or other family members aren't interested or qualified to run your business someday, your best bet is to sell your business as an ongoing, operating unit. If you don't find a buyer or you run out of time, you may have to liquidate and take what you can get for the remaining assets. And in some cases, a fourth choice, bankruptcy, is an option you should, or must, consider.
Planning for Succession
When a small business is a key component of family wealth, the owner usually has a strong desire to perpetuate it in one form or another. But perpetuating the business through an orderly succession to family members or other insiders is the ultimate management challenge. The owner(s) must deal with business, family, tax, and estate issues when planning for the succession of both management and ownership.
Any transition of an ongoing business must preserve the continuity of leadership. Therefore, it is critical that the succession of ownership and management be perceived as a process rather than an event. As as some successors (or owners) might hope otherwise, it's not a matter of deciding to retire at 4:00 p.m. next Tuesday at which time Junior will take the reins or your partner will become the boss, while you'll fade into oblivion (or more likely onto the 10th tee). Succession is a process requiring planning, teamwork, and constant re-evaluation.
Planning for succession in a family business is a special situation of the first order. However, it is so seldom done successfully that barely 30 percent of family businesses survive into the second generation and fewer than 15 percent of them endure into the third. This is a sad fact, not only for the families, but for the nation's economic health, since much of our economy is made up of small, family-owned businesses. If the business of succession is not done by process (through planning), it will be done by crisis (a failure to plan), with perhaps disastrous results.
You may decide to take the external route, selling the business (depending on how it's organized) to your employees (via an ESOP), to your competitors or other third party (outright), to your partners (via a buy/sell agreement), or to the public (via a stock offering). However, for purposes of our discussion here, we'll assume that part of your overall plan for preserving your personal wealth is to pass your business on to your progeny, taking the internal path to keeping both the wealth and the business you worked so hard to build "in the family."
A typical succession plan has two elements, which should be considered separately:
· the transfer of power, whereby control over the business's operation is transferred to those best suited to exercising it
· the transfer of assets, whereby the wealth concentrated in the business is transferred to designated family members, who may be a different or larger group than the person or persons who will be assuming power.
The former is an art, the latter a science
Transferring Power
A family business is to business what military music is to music!-Anonymous
The unknown originator of that bleak observation was no doubt on the receiving end of some typically unbusinesslike transfer of power. Change, like time, marches on, but the results can be less than harmonious when family needs differ from the needs of the business.
The family business environment is, of course, affected by all the issues faced by any type of business. Technology, laws, climate, competitors, economic trends, and unrelated (non-family) employees are among these influences.
In addition, the family business environment is influenced by anything that influences the family itself, such as the relative health of its members, their various interests and skill levels, their individual marital status, and the level of business participation of each individual.
Managing a transfer of power while balancing the internal and external environmental influences of the business is a juggling act at best. If the Illustrious Founder is somewhat less than willing to give up control and/or the Designated Successor is not well prepared to accept it, the transfer can be a challenge that would daunt the most skilled psychiatric social worker.
Fortunately in this enlightened day and age, most family business people are professionals who manage their companies to compete effectively in our global marketplace. They don't have time to dwell on petty jealousies and family squabbles. However, that doesn't mean that you should not consider carefully the factors surrounding a transfer of power
The major issues confronting a family business owner seeking to transfer power to successors are:
· selecting a successor
· intergenerational conflict
· different agendas
· first generation goals
· second generation goals
· training
· transition timing
Selecting a Successor
The business successor is often selected by default. Most family businesses will have one member of the next generation who is more active, qualified, and interested in the business than his or her siblings. Frequently, the founder has already spent a great deal of time grooming the successor-apparent or the successor has soaked up much of the necessary knowledge on his or her own. This scenario's challenges are finding ways to ensure equitable treatment for the non-participating family members, be they the spouse or siblings.
If succession has not already been determined by interest, proximity, or birth order, a group effort in choosing and grooming an individual is one way to proceed. Key employees who are not family members can often be recruited for a transition team. If your valued, long-time employees participate in the selection and initiation of a successor, the entire team will benefit over the long run. Involving key employees is a good way to retain them, and retaining them is essential for continuity and credibility in dealing with outside sources such as banks and suppliers.
If there is competition between your children for the position, a decision to divide the power between them is not likely to be successful. Ownership may be divided, but management should be clearly delineated. Often ownership can be split into passive and active shares, giving the active successor the necessary control over the business while providing an equal economic benefit to the inactive shareholders. In some cases the business can be divided along functional lines, so that different family members can assume control over well-defined functions or business units.
Intergenerational Conflict
Conflict between the founder of a family business and his or her successor is a matter of degree. It's normal for some intergenerational conflict to exist.
In the worst cases, a "sandwich generation" effect may be visited upon the middle layer in a family business.
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	A powerful founder's nominal successor is often responsible to and for the generations that precede and succeed him, especially in these days of longer life spans. By the time #1 son gets the throne, #1 grandson is already bucking for position. And Gramps may be more favorably inclined toward the grandchild since the little shaver (who by this time is already a man) is less of a threat to the founding father.





Founding fathers are more often than not conflicted about their successor sons; whereas founding mothers tend to be more conflicted about successor daughters. On one level the founder wants the successor to make him proud and rich, but on another level the successor poses a threat as he or she puts his or her own stamp on the business.
The child who accepts the challenge of this ambiguity should be a well trained manager-of himself as well as others. Then he or she will be able to manage around the unbusinesslike emotional upheavals that can frequently be generated in power struggles. Leadership and communication skills will win the day if applied consistently. A true understanding of the feelings and motivations of the founder will enable the successor to deal rationally and effectively with them. After all, the founder spent his or her entire life building the firm and sees it as an extension of his or her self, which is only natural-even if it is a difficult act to follow.
The other side of the coin is, of course, the underprepared, disinterested or lazy successor-elect. Sometimes the founder is willing and eager to give the business to the offspring but she's would rather be a marine biologist. Or, the child is anxious to get his hands on the business so he can get a classy company car and play golf every day since he'll be the boss. Or perhaps the child is interested and willing but hopelessly unqualified for the task.
Between these extremes are the majority of family business successions. Able founders need to pass along a hard-earned creation to able successors who have worked hard to become prepared to take on the task. There will be the usual number of differences of opinion and approach commonly found between generations and between co-workers of the same generation. These can and will be worked out mutually over time to the benefit of the individuals, the family and the business. Planning and communication are the tools these successful teams must use consistently.
Different Agendas
Different agendas, which can so often gum up the works of a succession plan, can be avoided by communicating expectations in advance.
For example, Fred Founder may have convinced himself that it's time to start handing over the day-to-day management to his son, Successor Susan. Susan's been well educated, has worked for Dad over the years and is enthused about finally getting a chance to run the show. The business is going well and there are no external problems on the horizon. Sounds like an ideal set up for a smooth transition. Things hum along for a few months and Susan is making plans to refurbish and modernize in order to stay out ahead of the competition and in preparation for future expansion. Fred, on the other hand, has been looking at a string of race horses. He doesn't think of it as a hobby. It'll be an "investment." Who's going to get to set the agenda? Fred says "I earned it and I'm gonna spend it any way I like." Susan says "How can you expect me to keep this business successful if I have no working capital to plow back into it?" Not much of a contest here. Fred's gotta win-he owns it lock, stock, and barrel.
Communication of these apparently mutually exclusive goals could have enabled a satisfactory accommodation of both points of view, had it taken place at the outset of the transition. In this example, both Fred and Susan have good business intentions but the situation is bound to deteriorate into a useless power struggle that will set an irrational tone for all future relations between the founder and the successor.
Strategic planning can prevent situations such as this. The two generations need to sit down and define the mission of the business as well as that of the family. And, they should redefine both periodically as circumstances, both internal and external, will change over time. The needs of the family and the needs of the business to achieve their respective goals may conflict from time to time, but these differences can be dealt with or managed around when they are identified during planning sessions.
The first issue to be discussed should be "can this business support all the family members who will be relying on it after the transition?" Then, ways of passing ownership without creating inequities, jeopardizing security or triggering excessive tax liabilities must be addressed.
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	Warning
Be careful not to let tax planning control your decisions. A tax lawyer can make compelling arguments for strategies that can minimize estate and gift taxes. A CPA can be very convincing when suggesting strategies for controlling income taxes. But no matter how talented and earnest your professional advisors are, their limited specialties should not dictate your choices for your business or your family.
There are indeed more important planning considerations than saving on taxes. Don't be bullied into compromising what's important to you and your family just to keep a few bucks away from the government.
First determine the result you want, and then let the professionals find the most tax-efficient way to achieve that result.





The agendas of non-participating family members must also be taken into account. The founder's spouse, for example, may feel she's entitled to some say in the matter of appointing a successor, transferring power and particularly in transferring assets.
Unresolved issues or misunderstandings in areas like this can cause severe problems down the road, particularly if the founder dies unexpectedly and is therefore not present to referee.
First Generation Goals
Retirement goals must be defined by the first generation (that of the business's founder) and communicated to the successor, so that conflicts may be ironed out in advance and misunderstandings don't arise down the road.
For example, Fred Founder has worked hard and should be able to explore new ventures. If Susan Successor is informed of this interest in advance, a way to accommodate both their needs can be worked out. The new venture will be viewed as a mutual goal to be managed rather than a power struggle to be won.
Second Generation Goals
Personal and career goals need to be outlined by the successor generation. Will the successor be given the opportunity, the capital, the authority and the responsibility necessary to achieve success in and for the business as well as adequate compensation to support family needs during the "dues paying" period of the transition?
Consideration needs to be given to time commitments that increased responsibility will place on the successor and how this issue may affect family life. Expectations of the founder must be clearly understood by the successor, as well as spouses or other family members, with regard to time requirements, compensation, and scope of authority during the transition period. If any of these conflict with the successor's personal or career goals, the transition may be doomed to fail.
Training
Training, on the job and otherwise, is the critical ingredient that can put success into a family business succession plan. It can take many forms.
Much teaching is done by example. Setting a good example for your successor in all aspects of business and family life is essential. Formal education, not just in the specialty of the business but also in management and accounting, is immensely valuable. And actual experience at a job outside of the family business is certainly preferable.
Experience in all aspects of the family business operation, from sweeping the floor to driving the truck or counting the inventory, is necessary. If the successor is active over a period of time in the business, he or she will not only become familiar with what it takes to run the firm, but will also have a chance to interact with employees, suppliers, and customers to gain their confidence and respect. A formal job description for each task assigned during the training mode will clarify everyone's expectations and enable useful periodic performance evaluation and feedback to the trainee.
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	Many universities operate centers for family business education and research. Among the most prominent are Baylor, Cornell, DePaul, Loyola of Chicago, Northeastern, University of Massachusetts, University of Southern California. Also, many community colleges offer a wide variety of courses and programs on all aspect of business management and development--these are often extremely reasonable in cost and an excellent source of contacts within the local business community. Contact the universities and colleges in your area to see what workshops they may have to offer.
Your local Small Business Development Center offers free, confidential business advising. There are also many regional conferences on family business topics offered during the year. For a calendar of upcoming events, check out the Family Firm Institute's website.





Transition Timing
Transition of the control of a family business can take place over a period of months or even years, depending on the needs and wishes of the family members and the business itself.
As the successor gains confidence and credibility in day-to-day operations and dealing with suppliers and other third-parties, the founder can back away into an advisory role. If the founder encounters difficulty in "letting go" of the business entirely, the successor must be prepared to be reassuring and supportive and ensure some type of ongoing role for the founder so that he or she feels included.
If the successor resists, it may only cause the founder to become more rigid and the successor to become more frustrated. Transitions are stressful and must be dealt with on an objective basis by the successor at all times.
A transition plan or timetable should be roughed out initially to assure continuity of management. This timetable should be reevaluated periodically to see if goals are being achieved. The transfer of power can be seamless and subtle if good communications and careful planning are practiced by all parties to the transition.
Transferring Assets
You can't take it with you, or so they say. Well, if you can't take it along, at least you can decide who gets it and when. Accomplishing this without horrendous tax consequences is a complicated challenge, but it can be done. Passing it along after you're gone is a minefield of tax traps but there are ways your lawyer can navigate through it.
But when the "IT" is a business, the techniques of giving it away or passing it along become even more specialized and highly evolved. A laundry list of some of the more commonly used strategies for minimizing taxation on a transfer of assets would look something like this:
· liquidity strategies (deferrals, redemptions, buy/sell agreements)
· private annuities
· GRATS
· recapitalizations
· the family office
Valuation of the business is the foundation of all these methods. Wherever possible, periodic reevaluation should be made a part of any technique used.
The value of assets transferred either by gift or bequest is subject to a federal tax at graduated rates applied on a cumulative, unified basis. Federal transfer taxes can be reduced by the unified tax credit, which for 2009 was equivalent to exempting $3,500,000 worth of assets from tax, but any property in excess of that is taxed. In 2010, the estate tax temporarily expires so that there is no limit on tax-free transfers at death, but the tax is revived again in 2011, and only $1,000,000 will be exempt from tax. Even so, throughout this period only up to $1,000,000 of property that is transferred as taxable gifts can be exempted from tax by using the unified tax credit. If your business is large enough, you'll need to provide for liquidity so that taxes can be paid without depleting the business's working capital.
Liquidity Strategies
Strategies for acquiring the liquidity needed for the payment of estate taxes can be handled three ways:
1. By deferral: Estate taxes on the value of the business interest may be paid over a period of up to 14 years, if the business interest is more than 35 percent of your adjusted gross estate. The business may be in the form of a proprietorship, a partnership or a corporation. Of course, the IRS will charge interest at a rate set by law. In effect, Uncle Sam becomes your banker.
1. By redemption: The redemption of closely held stock of a corporation is a planning technique that can allow your heirs to maintain control of the company and gain liquidity to pay taxes. Stock can be redeemed with capital gain treatment to the extent that the proceeds of the sale of the deceased's stock are used to pay administrative and funeral expenses. This is an important distinction because without it, the redemption can be treated as a dividend and the entire proceeds (not just excess over basis) would be taxed as ordinary income. To qualify, the 35 percent of gross estate test must be met and the beneficiary must share liability for tax and debts of the estate. Moreover, the company must have enough cash to redeem the stock. Combination of redemption with the 14-year deferral provision is a tricky tactic for which you will need to hire a very talented attorney.
1. Through buy/sell agreements: Buy/sell agreements can provide liquidity when the purchaser has funded the purchase price with life insurance on the decedent's life. The other advantages of a buy/sell agreement include the fact that it's an organized plan for the disposition of the business interest. It can also establish a value which is always a problem in the case of a closely held business. The agreement can be between the business and its owner (a redemption plan) or among the various owners (a cross-purchase plan.) Frequently, the agreement will be backed by life insurance policies on all the principals, so a ready supply of cash will be there when needed. In a partnership, a buy/sell agreement is like a pre-nuptial agreement between the partners. For corporations, it's an attempt to set future value on some rational basis that may well hold up during IRS scrutiny. The tax benefits of a buy/sell agreement depend largely on careful drafting so a very good lawyer will be necessary if this strategy is used.
Private Annuities
Where a private annuity is used as a business succession tool, the owner sells (transfers) his business to a family member in exchange for a lifetime income.
The value of the business will not be included in his gross estate for tax purposes, provided the value of the annuity equals the value of the exchanged business interest. If the founder dies early, the appreciation in value of his business after the transfer escapes tax. If he lives longer than his life expectancy, the annuity payments will exceed the value of the business.
A drawback of a private annuity is that the seller retains no secured interest in the business. A variation of a private annuity is known as a secured interest note or SCIN, a vehicle where the seller retains a secured interest via a note from a family member. The tax treatment is the same as for a private annuity. The danger here is, if any remaining payments on the note will be forgiven at the founder's death, then any gains from the forgiveness of debt will be taxed in the estate of the founder.
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	Estate preservation and asset transfer strategies are extremely complex! You must work with an estate planning professional.





GRATS
Grantor retained annuity trusts (GRATS) are a complex method of transferring assets to the next generation with minimal gift or estate taxation. The are actually fixed annuities for a fixed number of years. GRATS are a way to make gifts, and transfer the fair market value of assets, on a discounted basis since only part of the gift gets valued in the irrevocable trust. There are several other forms of trusts, such as charitable lead trusts, grantor retained income trusts (GRITS) and so forth that are permutations of this concept.
Their complexity requires expert legal advice.
Recapitalizations
If you operate your business as a regular corporation--one that is subject to corporate income tax, not an S Corporation, then the range of strategies that you have to transfer assets independently of corporate management increases.
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	Succession planning should include exploring all of ramifications of continuing or changes your form of business. Discussing options will in advance of implementing them gives you the most opportunities to craft a plan that meets your needs and reduces any tax liability.





For business that operate as regular corporations, recapitalization, or the issuance of two classes of corporate stock, is another method used to transfer ownership at minimal tax cost. Stock is generally divided into voting and non-voting categories which permits control to remain with one individual or group, usually the family members who are active in the business. The non-voting stock is used to provide equity to the inactive family members. There are stringent laws limiting recapitalizations and, again, expert legal advice is necessary.
The Family Office
If the transfer of the business has resulted in a significant amount of investable assets, you may want to consider placing those assets under the stewardship of a family office to administer and manage. Until recently, a family office was feasible only for the richest families (think Rockefeller, Kennedy, Hilton.) Recently, organizations known as "multi-family offices" have appeared on the scene. As the name implies, a "multi-family office" oversees that assets of a number of families.
For those with investable assets, generally more than $50 million, such an office can fill the gap left when the operating business has been sold and is no longer there to provide the recordkeeping, tax planning and general support the family members had become accustomed to over the years. An employee, perhaps a bookkeeper or business manager, is generally hired to run the office. Having an outside third party to administer things and a businesslike location in which to do it can achieve a level of professionalism impossible in a strictly family setting (i.e., Dad's home office in Boca), and the cost need not be high.
If you don't have enough investable assets to justify the expense of a family office, but you still would like to take advantage of professional asset and investment management, investigate the investment and wealth management services offered by many of the larger banks. Ideally, you want to place your assets with a firm, bank or company that is independent--they do not earn any commissions on products that they sell and they are able to undertake a wide variety of investments
Selling Your Business
If your business has been a success, you've probably had to pour most of your time, energy, and money into it for what may seem like forever. You may see your company as an extension of yourself, and it may be hard to even imagine life without it. In some cases your entire family may have depended on the business, discussed it endlessly around the dinner table, used it as an education and a proving ground for the children, and practically made it into another family member!
On the other hand, your business may have been only marginally successful, and something you can't wait to get rid of. Or, perhaps you entered into the business with the idea that it would be a short-term opportunity and that you'd sell out whenever you got a decent offer.
Whatever your situation, selling your business will be one of the most important things you'll ever do, because unlike virtually every other business decision you've made over the years, you'll only do this once. You get a single chance to put a price tag on possibly years and years of effort — and once you sign the sales documents, it's over.
You'll come out way ahead, both financially and personally, if you make an effort to understand the steps in selling, formulate your plan carefully with the help of your professional advisors, and, when the time comes, take the time to negotiate a price and terms that satisfy your reasons for getting out of the business.
Even if you think you're many years away from selling out, you should consider what your heirs or successors would have to do if you died unexpectedly. If you don't have a workable exit strategy in place, your heirs may have no choice but to liquidate the business and sell off the assets piecemeal, getting nothing for the goodwill you've built up over the course of the years.
Here are the major issues you need to think about when it's time to sell your business:
· Initial issues in selling out: how should you time your decision and choose experts to help, and what legal/ethical pitfalls do you need to avoid?
· Valuations of small businesses: how does the market put a price on a small business, and what can you do to maximize your own business's value?
· Finding a buyer: what do you need to know about working with a business broker, creating a selling memorandum, and other marketing concerns?
· Structuring the deal: what are your options as to terms, paying particular attention to the tax implications of various alternatives?
· Financing the deal: what should you know about seller financing, and third-party financing through leveraged buyouts?
· Completing the deal: from the Letter of Intent through due diligence to the closing, what are the typical steps you can expect to go through in the sales process?
· After the sale: we add a few notes about your new, unencumbered life!
Initial Issues in Selling Out
Before you actually begin the process of selling your business, there are a number of issues you should consider:
· Defining your priorities: what aspects of the sale are the most important to you?
· Timing your decision: what's the best time to sell your business, and how long will it take?
· Choosing professionals: what kind of professional help will you need, and how will you find it?
· Legal/ethical considerations: does your position as a partner, shareholder, officer, or director of the business affect your ability to sell out? How careful must you be in describing your business and disclosing problems to potential purchasers?
Defining Your Priorities
At the outset, it's important for you to sit down and do some serious thinking about what, exactly, you want from the sale.
Do you want an all-cash deal, so that you can wash your hands of the thing? Or would you be willing to finance part of the sales price? Is it important to you that your daughter, for example, remains with the business? Are you looking for a buyer who'll continue your business traditions? Do you want certain tax advantages in exchange for a lower purchase price? Is there some minimum price (say, a round number like one million dollars) that you must get in order to be happy?
If you're thinking of selling because you want to retire, it's a good idea to think about how much money you need to retire on. Then, you can compare that with the value of your business to see whether your plans are realistic, or whether you can afford to be more flexible on terms of the sale.
As with most things in life, you'll have to make some compromises. Rarely does a sale completely meet all of the seller's objectives — or all of the buyer's. The old adage of "your price, my terms" is generally true. If you insist on getting all the money at closing, you'll almost surely have to compromise on price. On the other hand, if you're willing to finance part of the deal, you may get a higher offer. The more flexible you can be on terms, the closer you'll get to realizing the top-dollar value of the business.
As you're reading through this module, you should keep asking yourself what you really need to get from the sale. Eventually you'll be able to come up with a list, in order of priority. When you interview business brokers or mergers and acquisition specialists, give them a copy to see whether they agree with your goals. And keep a copy of your list in front of you as you go through the sometimes frustrating process of negotiating your sales contract.
Timing Your Decision to Sell
When's the best time to sell your business?
In a perfect world, you'd sell when the national economy was humming along toward a peak in the business cycle, when your industry was "hot" among Wall Street investors, and when your particular business was having a banner year with next year looking even better. That's the time you'd be most likely to receive the most cash on the barrel. The same considerations come into play if you receive an unsolicited offer to buy your business — you'll get the best offers when you are riding high.
However, even the brightest economists can disagree about where the economy is headed at any given point in time, and your industry's moment in the sun may have passed years ago (or may never come). Your decision to sell out will probably have much more to do with your personal circumstances than what's happening on Wall Street. The point we're making is that, everything else being equal, you should aim to sell when things are good, rather than not-so-good or downright ugly.
Internal factors are important. Regardless of the state of the economy or your industry, there are a number of things you can do to shape up your business to make it more attractive to purchasers. Much as a homeowner would give the house a new coat of paint, repair anything broken, and even put some big flowerpots on the front porch before putting the house on the market, you should spruce up your business as much as possible. This is likely to take a year or more, unless you want to make it completely obvious to purchasers that you were "window dressing" in anticipation of selling out.
Start planning early. On average, once your business is on the market, it will take about a year to find a buyer and complete the deal. If you are planning to sell to family members or key employees, there are special opportunities to save money and taxes, but many of the more creative methods can take three to five years to put into place.
All these factors make it clear that if you know you'll want to sell by a certain point in time, you should start planning for it at least a couple of years in advance. After all, the classic definition of "market value" is the price at which property would change hands between a willing buyer and a willing seller, neither being under compulsion to buy or sell, and both having reasonable knowledge of relevant facts. While a deal can sometimes be put together in six months or even less, plainly, your best chance of receiving market value for your business is to allow plenty of time for the sale. Otherwise, you may feel pressured to take the first offer you get, or to accept terms that are less than favorable to you. Worse yet, you may not find a qualified buyer at all.
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	It's best not to try to sell right before your major leases or other key contracts expire. When prospective purchasers look at your business, they'll want to be able to predict what they'll need to spend for rent, labor, materials, supplies, and all the other major items. They won't want to have to renegotiate key contracts right off the bat, or take the chance that a lease may not be renewable at all.
If you must sell right before a contract is scheduled to expire, we suggest that you try to renegotiate it early, so that you'll get a favorable rate (or at least a predictable one) locked in for your purchaser. At the same time, have your lawyer make sure that the contract will be assumable by a new owner, or you'll have gone to a lot of trouble for nothing.





Assembling Your Expert Team
Even if you've been a determined do-it-yourselfer from day one, selling your business is not a job you should attempt to do alone. Even for a relatively small business, there's a myriad of federal, state, and local regulations and tax issues to consider, not to mention one or more extremely important contracts to negotiate. Selling your business is something you'll probably do only once — there's no opportunity to take a trial run or build up any experience before you do the real thing.
Another consideration is that the process of selling can take a lot of time. The more involved you get with it, the less time you'll have to spend actually running the business, at the very time when you need your business to run most successfully. You'll be much better off leaving some of the work to experts who've crafted dozens of deals, instead of spending a lot of your time trying to reinvent the wheel.
There are a number of team positions that you must fill, although it's possible that the same individual or firm may fill more than one of these:
· accountant
· lawyer
· business broker
· business appraiser/valuation expert
· tax expert
· banker or other financier, if third-party funding is needed.
Not all of these positions need to be filled for every small-business sale — much depends on the size and nature of your company. However, at a minimum, you'll need to involve your lawyer and accountant. Even a small sole proprietorship will need a lawyer to look over the sales contract— if this document is not worded correctly you may not only fail to get all your money, but you can also be exposed to potentially huge liability claims by the purchaser, creditors, customers, employees, etc. The sale will have tax consequences that must be sorted out, and state laws typically require certain papers to be filed whenever a business sells all or most of its assets. If a partnership, an LLC, or a corporation is involved, the complexity of the deal will quickly mushroom.
Selling Out: Accountant's Role
If you're thinking of selling your business, it's likely that your accountant will be one of the first people you turn to for advice. If you've used an accountant regularly to prepare your tax returns and draw up financial statements, he or she will be very well acquainted with the financial shape of your business. Most probably, your accountant also has other clients in similar businesses and can tell you how you compare to them. So, your accountant will be in a good position to know whether your business would be attractive to a potential buyer, and can give you some good ideas on how to make it more attractive.
Your accountant will also be essential in drawing up the historical and projected financial statements and other data required to place a proper value on your business, and in gathering and organizing financial data requested by the buyer during the due diligence phase of negotiations.
If you haven't been in the habit of getting audited financial statements, we strongly suggest that you do so now. If the accountant you've been working with is not a CPA, he or she may be able to recommend someone who can perform this service for you. Another possibility is to use a business appraiser or valuation expert who is also a CPA and can provide the audited statements as part of placing a value on the business.
As two of the key people in the team you're assembling to complete the sale of your business, it's very important that your accountant and your lawyer work well together. If they don't communicate frequently, they may end up duplicating some of each other's work, which means you may have to pay twice. In fact, you may want to use an attorney that your accountant recommends, or vice versa, specifically because you'll know that they respect each other and can cooperate.
Selling Out: Lawyer's Role
Along with your accountant, your lawyer needs to play a key role in your plans to sell your business, and in drawing up the legal documents used to carry out those plans.
Many small business owners have established a relationship with a business lawyer over the years, and as a matter of course decide to have this lawyer handle the sale. If your business is a small one or your attorney is very experienced in all aspects of transition plans, this may very well be a wise course of action.
However, there are two caveats to consider before automatically going with your tried-and-true business attorney. First, and most importantly, business sales--whether an outright sale or a merger or acquisition--require a high level of expertise in the area and time to devote to process. Second, your present attorney may have a built-in incentive to dislike any deal you may propose: if you sell your business, he or she will may lose a client. Consequently, whether they realize it or not, some lawyers who represent small businesses may tend to "pick apart" a deal by finding so many roadblocks that your deal falls to pieces, or drags on so long that the other party loses interest.
For these reasons, you may decide to use an attorney who specializes in business transfers or mergers and acquisitions and who actually enjoys putting a deal together. Most larger law firms have M & A specialists on staff, though these experts don't come cheap. However, when you're talking about a once-in-a-lifetime deal, it's well worth it to get the best legal advice that you can afford. If your deal will be too small to interest a high-profile attorney, he or she might be able to recommend an associate who would be interested.
If you are working with a business broker or M & A agent, he or she may be able to recommend an attorney who's successfully guided other businesses through a sale; however, in most cases, it's best to hire the lawyer first so he or she can examine the broker's listing agreement before you sign it.
As with any professional, the best way to find a good lawyer is through word of mouth: ask your current lawyer, accountant, other business owners, or retired owners if they liked the attorney they used. Once you've collected a few names, interview them to see whether they can take on your case: do they have the time, the staff and the expertise to do an exceptional job on your behalf? Ask them point blank how much experience they have had in business succession planning and implementation. Ask how many other clients they have had that are in the same line of business as you are. Finally, ask them what the fee schedule is and exactly what is covered and what are "additional charges." Once you have all these questioned answered, ask yourself the most important question: Do you feel comfortable with their knowledge, experience, communication style, and level of integrity.
Retainer agreements. Ordinarily, your lawyer will expect you to sign a retainer agreement and to pay some substantial portion of the fees up front. It's to your advantage to sign such an agreement (after reviewing it carefully, of course): it will lay out the scope of the services the attorney will provide, and put the fee arrangement in writing.
The two key parts of the retainer agreement are
· the statement of exactly what services the attorney's will provide and 
· the fee arrangement.
The contract should state the attorney's hourly rates (many charge a higher rate for court time or other specified services), or the flat fee if you're paying on that basis. If a flat fee is involved, it's very important that the agreement specify what services are included for that fee. The contract should also specify whether you'll have to reimburse the attorney's costs in addition to the flat or hourly fee. It may state the billing schedule (for example, that you pay an up-front retainer of several thousand dollars against which hourly fees are charged; when the retainer is used up, you start paying monthly bills), and whether and how much interest will be charged on unpaid balances.
Whom does the attorney represent? The agreement should also define exactly whose interests the attorney is looking out for. Theoretically, all parties to the transaction (i.e., each individual partner or shareholder of the business being sold and each individual purchaser, plus the business entity itself if incorporated) should have a separate attorney. Obviously, this can get very expensive and impractical if there are a number of shareholders, so many attorneys will agree to represent more than one party if proper waivers are signed.
For example, the attorney may agree to represent you individually as majority shareholder and to represent your corporation as well, provided you sign a disclosure document. The document will state that you recognize the potential differences between your interests and those of your company, but you agree to the dual representation anyway.
However, we don't advise that you go so far as to have only one attorney representing both the buyer and the seller — that situation presents a real conflict of interest, rather than just a potential difference. Few attorneys would agree to such representation anyway. Any time there is a real conflict of interest, the parties in conflict should retain separate counsel (for example, if some shareholders want to sell but others do not).
Selling Out: Broker's Role
You don't need to list your business with a business broker or agent in order to sell it. You may already have a good idea as to who the likely purchaser of your company would be — perhaps a key employee or a relative — in which case the marketing power of a broker won't be necessary. You may have gotten unsolicited offers to purchase your business. Or, you might decide to place ads yourself in the business opportunities sections of several newspapers or trade publications, to see if you can find a buyer without having to pay a broker's commission.
However, if you don't already have a buyer lined up, it's likely that you can benefit greatly from increased exposure to a large pool of potential buyers. A business broker can provide this for you. Perhaps even more important, a broker can guide you through the process of selling based on experience gained from many similar transactions.
A broker can contact likely purchasers (including competitors, suppliers, major customers, and investors known to the broker) directly and tell them the key facts about your business, without "naming names" until the contact has shown definite interest. The broker can also screen interested parties for financial ability and other criteria that you specify, so you won't waste time talking to unqualified buyers.
The type of broker you work with will largely depend upon the size of your business. As a general rule, business brokers are interested in listing companies valued at several hundred thousand dollars or more, although the cutoff point depends on the part of the country we're talking about. If your business is worth more than one million dollars, you may want to hire a mergers and acquisitions intermediary — a more sophisticated type of agent who functions as a consultant for both buyers and sellers and whose organization may even have in-house valuation specialists and financing available. Stock-exchange-listed and other truly large companies valued at $50 million or more will go to an investment banker (technically, a securities brokerage firm) for the additional services required in a large, complicated deal.
In a number of states, a business broker must also maintain a real estate license. Consequently, you may find real estate agents who do business brokerage as a sideline, and who are willing to take on listings that are below the normal cutoff. But as a rule, because brokers are compensated by a commission based on a percentage of the sales price, very small businesses may find it hard to locate an agent willing to take on their listing. Instead, they'll have to try to locate a prospective buyer on their own, or sell off their assets as best they can.
As with any professional, it's a good idea to ask the broker about recent sales he or she has handled, and for the names of satisfied clients you can contact. Make sure you follow up on these references. The main advantage to using a broker is experience, and you want to be sure your broker has some.
Fees and listing agreements. As you'd expect, the main drawback to using a broker or other agent is the fee. You'll be expected to sign a listing agreement, which will lay out the fee schedule. Usually, brokers' fees are contingent, meaning that they are paid only if and when the business is sold.
Business broker's fees may range as high as 10 to 12 percent of the sales price for a smaller business. Businesses over $1 million may be charged using a formula such as "5 percent of the sales price up to $1 million; 4 percent of the sales price between $1 million and $2 million; and 3 percent of any sales price above $2 million." If you go to a mergers and acquisitions professional, you may also be charged for costs and expenses, and may have to agree to pay a minimum fee whatever the sales price. In some cases, the fee will be split between your agent and an agent hired by the buyer, or you may be able to convince the buyer to pay some or all of your broker's fees during price negotiations.
Generally speaking, the larger your business, the more wiggle room you'll have in negotiating the fee structure. On the other hand, the most successful mergers and acquisitions intermediaries have plenty of business and little motivation to negotiate much on their price.
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	One clause you should attempt to have written into the listing agreement is that the fee will be paid at the time you receive the purchase price, not at the time the deal is closed. That way, if you wind up financing a good portion of the price over a number of years, you'll pay the agent only as you actually get the money.





Your listing agreement will be for a specified period of time — if a buyer is located within that period, the agent will be entitled to the fee. Anything under three months won't give the agent enough time to effectively market your business. Conversely, if the time period is too long, you won't be able to switch agents if you find that yours is not working effectively. Since you can always agree to extend the listing period, we suggest you initially list for no longer than six months so you can be sure your agent will get moving quickly.
You may also be able to negotiate a clause stating that if you find a buyer on your own (for example, one of your key employees decides to purchase) you don't have to pay the broker's fee. Without this clause, the broker usually must be paid if a buyer materializes during the listing period, regardless of who actually finds the buyer.
As with any legally binding document, we advise you to run the listing agreement past your attorney before you sign it.
Confidentiality. In the course of representing you, your broker may learn all sorts of confidential information about you and your business — information that could be damaging if it gets into the wrong hands. For that reason, the two of you should sign a confidentiality agreement stating that all information about your business is deemed valuable and confidential, and that the broker can only disclose it to qualified buyers for the purpose of evaluating the acquisition decision. This agreement should be included in your listing agreement, and should be examined by your attorney before you sign.
One of the key reasons for using a business broker is that he or she can contact potential buyers and whet their appetite by telling them the general facts about your business without revealing your name. Before you sign the listing agreement, you'll want to ask the broker what information would normally be revealed, at each stage of contact with potential purchasers. The contract should state that you have the right of final approval before any information is released. You should also require your broker to agree that any party who's interested, after receiving the general overview of the business, must sign a confidentiality agreement with you before learning any more details.
Selling Out: Appraiser's Role
The role of business appraiser or valuation expert is an example of a job that might be filled by your accountant, by your mergers and acquisitions consultant, or by a specialist (usually a CPA) you hire for this purpose.
Your need for an appraisal, and the kind of appraisal that will be done, really depends on the size and complexity of your business. If you are a small service company with few assets, or have only common assets like cars, real estate, and office equipment, you may not need to hire an appraisal specialist — your regular accountant's assessment of your book value may be adequate. You may also choose to rely on your business broker's assessment.
However, in many cases, it's worth the time and money to hire an experienced business appraiser. The value of your business depends on a very large number of interrelated factors. If you're to receive the full value of the business, but avoid setting the price so high that it drives away all potential buyers, you really need the analysis of an expert. Moreover, when buyers question your price during the negotiation process, it helps to be able to point to the precise reasons why your business is so valuable.
An appraisal from a business valuation expert can also be essential to prove the value of your company to the IRS, particularly if you are selling or giving it to relatives or other "insiders." If you embark on a gifting program that involves giving some stock to your children each year, you may need to get an annual appraisal for IRS purposes.
Selling Out: Tax Expert's Role
It is absolutely essential that at least one of the members of your team be an expert in dealing with the tax aspects of business sales and acquisitions. This person may be your accountant, your lawyer, or even your mergers and acquisitions consultant. You may also decide to hire a specialist solely for this purpose, most likely a lawyer associated with or recommended by the lawyer who is handling your sale.
Depending on how your deal is structured, you may face an enormous tax bill upon the sale of your business, or next to none. There are a lot of opportunities to save money here; unfortunately, the IRS has set up an almost infinite number of hoops you must jump through in order to take advantage of them. What's more, the tax laws, regulations, and IRS interpretations are constantly changing, so those hoops are moving targets.
Taking advantage of tax-saving opportunities requires planning well in advance of signing the sales documents, so be sure to read our discussion of tax aspects of the sale and consult with your own tax expert before you begin serious negotiations with any buyer.
Selling Out: Banker's Role
In most cases where third-party financing will be needed to complete the sale of a business, it will be the buyer who selects the lender and negotiates for financing. We mention the banker as a member of "your" team only to emphasize that it's to your advantage to cooperate with lenders as much as possible. Thinking of the lender as a team member may help you to share the necessary information and work with the lender to get the deal closed.
Ethical Issues in Selling Out
The subject of ethics in business is one that gets little attention in the press — at least, until someone goes to jail for insider trading, or is investigated for price-fixing discussions with competitors. However, we think that you should pay attention to it, especially when it comes time to sell your business.
Aside from the moral implications, you need to recognize that selling a business is a high-stakes transaction, especially for your buyer. Your potential exposure to a lawsuit can be huge, if the buyer spends a lot of money and foregoes other opportunities to buy a business that is not what it appears to be, or if you have partners or shareholders who feel they are not getting what they deserve out of the deal.
For that reason it's important to observe the letter of the law regarding the following:
· disclosure obligations to potential buyers
· fiduciary duties to any partners, co-owners, and shareholders
In general, it's always important to conduct yourself in an ethical manner, and make it clear to everyone around you that you have a policy of always doing so. If something goes wrong and you do get sued, being able to prove that you had "clean hands" can go a long way in reducing your liability.
Disclosure Obligations
If there's one overriding principle to observe, in the realm of dealing with potential buyers, it's that you must be truthful and complete in the information you share about your business. It's fine to be optimistic and present the positive side of things. For example, you may prepare a selling memorandum that highlights all the advantages your company has over the competition. However, you also need to be careful that your buyer knows as much as you do about any potential problems in your business. You don't have to dwell on the problems, and you should always present possible solutions when you discuss them, but disclose them you must.
Fraud. The primary legal reason for full disclosure is that you can be sued for fraud if you make material misrepresentations of fact about your business. What is "material?" You can assume that anything that, if known to the buyer, would cause a change in the price paid for the business is "material."
Misrepresentation doesn't just mean affirmative lying — it can also mean remaining silent when you should speak up. The fact that the buyer didn't ask you if your customers were likely to cancel their contracts next year doesn't mean that you can't be sued for not mentioning it. The misrepresented information can be something that you knew but didn't disclose, or in some cases information that you were reckless or grossly negligent in not finding out. The issue of possible exposure to a lawsuit for fraud is one reason you should have your lawyer review any written material you pass on to buyers, to be sure that it is accurate and covers all the ground that it should.
The buyer has some obligations on this front, too. In a lawsuit for fraud, the buyer would have to prove that he or she reasonably relied on your statement (or the fact that you made no statement). Reasonable reliance implies that the buyer has some obligation to use common sense in accepting your statements as true. This is one reason the buyer conducts a due diligence investigation of your business before the purchase agreement is signed, although the phrase "due diligence" is actually borrowed from securities law.
Securities fraud. The concept of fraud is a general one, and potentially applies to all business transactions. If you sell the stock in your corporation, or accept stock in the buyer's corporation as payment, you may be subject to more specific disclosure obligations under federal and state securities laws. If you're contemplating a transaction that involves a sale or exchange of stock, you'll need to get expert legal assistance on a variety of issues, including what you can, can't, and must say about your business.
Fraudulent conveyance. Another legal pitfall to be aware of is the concept of fraudulent conveyance. Basically, this means that if you and the buyer set up a deal in such a way that one or both of you should have known that the transferred company would fail, you may be forced to pay back the purchase price. For example, if your predictions about the company's future growth are far too optimistic, and lead the buyer to take on more debt than the company can support, the company may go bankrupt. The bankruptcy judge can require you to pay back the purchase price and essentially "undo" the sale. The object is to give any unsecured creditors of the business a fair shake at getting paid when the company is liquidated. Your potential liability for fraudulent conveyance lasts for up to six years after the sale, so it's important that you check out the buyer and his or her resources, to be sure that the company has a good chance of survival after you sell it.
Responsibilities to Co-Owners
If you co-own your business with partners or other shareholders, the law imposes certain duties on you to deal fairly with them.
Partners have the most demanding duties to each other, and under state laws are required to act with the utmost good faith toward each other and to the partnership. Partners are required to fully disclose to each other any material facts that come to their attention and that relate to the partnership in any way. This fiduciary relationship partners bear to each other means, among other things, that if a partner gets any benefits from the partnership, he or she must share them with the other partners, in accordance with the arrangements set out in the partnership agreement. In the context of the sale of the business, this means that no partner can seek to benefit himself by the sale, to the detriment of the other partners. If he does, the other partners can sue to obtain their fair share of the benefits, whatever those might be.
Depending on your state law, shareholders of close corporations may be treated as having essentially the same duties to each other as partners do. In fact, some courts refer to close corporations as "incorporated partnerships." Since most small or family-owned incorporated businesses are close corporations under state law, it's a good idea to consider carefully the effects of your actions on any other shareholders of your company.
Many small corporations have buy-sell agreements in place that specify what happens if one of the shareholders dies, becomes incapacitated, or wants to get out of the company. The agreement may state that the corporation will redeem (buy back) shares using a specified valuation formula, or that other shareholders have a right of first refusal to purchase the shares. It's also common for small corporations to set up voting trusts or agreements that will determine who needs to agree to any important corporate decisions, such as a sale of assets. If your company has ever set up such agreements, your lawyer needs to look them over and determine their effect before you try to sell your company.
Officers and directors of corporations also are considered to have a fiduciary duty to the shareholders. They must act in good faith, in a manner reasonably believed to be in the best interests of the corporation. So, even if your company is not considered a close corporation under state law, and even if no buy-sell agreements are in place, you'll have to consider the interests of any other shareholders when deciding whether and how to sell your company. If you don't, you open yourself up to the possibility of litigation, and who needs that?
Valuation of Small Busines
The value of a typical small business should be greater than the total values of its hard assets. For a buyer, the key is that an ongoing business has everything necessary — equipment, location, and inventory if applicable, not to mention experienced employees, suppliers, business processes, and a customer list — all in place, in the right amounts for successful operation of the business.
But how do you put a price on this intangible asset, which is frequently referred to as goodwill or going-concern value? In fact, how do you determine the true market value of the hard assets used in your business? The answer is that you make a business appraiser a key player on your selling team.
Many business owners don't want to spend the time or money to have an appraisal done. However, the result is often a price that's unrealistically high and turns off many potential buyers, or a price that's unnecessarily low and keeps the owner from cashing out at full value.
Business appraisers are generally CPAs which specialized training and experience in business appraisal techniques. As a profession, they have established a number of ways to quantify the value of key aspects of your business, and roll them up into an overall figure. As part of the process they will write up a valuation report, which explains in detail how they arrived at their final value. Having a valuation document prepared by an outside expert adds a great deal of credibility to your asking price, because the buyer will be able to see exactly how you arrived at your final figure.
Keep in mind that if you sell out to a larger company, you'll probably be dealing with MBAs who are used to seeing sophisticated financial analyses. They will be much more comfortable going through with the sale (and much more impressed with your management ability) if you have a detailed appraisal prepared.
On the other hand, remember that value is in the mind of the beholder. A professional valuation can tell you the price that an average buyer might pay for your business. However, when it comes to negotiating with an actual buyer, the appraisal is just a starting point. A particular buyer may have a strong strategic reason for acquiring your company, and may be willing to pay a premium over what the average buyer might offer. Another buyer might simply be looking for certain assets to augment his or her own business, and may not be willing to pay for your company's going-concern value at all. It's important that you and your business broker size up the particular buyer's reasons for acquiring your business before naming a price.
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	Warning
If you do have a professional appraisal prepared for your business, but then decide not to sell, it's a good idea not to keep the appraisal document with the rest of your business documents.
In the event of your death, you won't necessarily want your executor to be tied down by the numbers shown in the appraisal for estate tax purposes. After all, the appraisal purports to show market value, but if no sale occurred it's hard to know whether that assessment was reasonable. Moreover, any number of things can happen in intervening years to make the appraisal obsolete, but the IRS has been known to dig up old appraisals and assert that they show the true value of the business (after adjustments for inflation, etc.)
You'll often come out better by having your executor do a completely new appraisal for the purpose of computing estate taxes when the time comes.





Once your appraiser has come up with an approximate value for your business, you may decide to set the listing price slightly above the top end of the price range, to allow yourself some room to negotiate and still realize the full value of the business (or at least come close to it). Or, you may decide that you want to sell quickly, and you'd prefer to set the listing price close to the actual appraised value or even below it. You should think carefully about this decision and base it on your priorities, and your broker's experience and sense of the current market for businesses like yours. It's much easier to drop your asking price later than to raise it. Of course, your actual selling price will be determined during negotiations with the buyer, preferably after all the other major terms have been worked out.
In placing a price tag on your business, you need to consider:
· Key factors: What factors are most important to buyers? What are secondary?
· Adding value: How can you boost these important factors before the sale?
· Recasting financial statements: How might your accountant adjust your financial statements, before showing them to potential buyers?
· Valuation methods: What are some of the methods and formulas that are commonly used to put a price tag on a business?
· Partial interests: If you're only selling part of the business, how does that affect the price?
Some brokers prefer not to set a listing price at all. Instead, they'll hold a controlled auction where a number of potential buyers are contacted and given key information about your business, and bids are solicited. This can be a way to achieve a fairly quick sale at a competitive price, provided the market for your type of business is fairly strong.
Key Factors for Buyers
It's important to recognize that the things you love about your business are not necessarily the same things that a buyer will love. You may appreciate a lot of the intangible benefits you get from being your own boss, from your status in the community, from knowing that you provide a good product to your customers and a good working environment to your employees. Possibly you value some of your perks even higher than the salary you take out of the business.
Cash is king. However, buyers tend to look at a business in a much more cut-and-dried way. The essential thing that most buyers will be interested in is earnings and cash flow. They'll want to know that your business will provide a stream of dollars that's predictable, steady, and high. Some buyers prefer to look specifically at cash-flow statements, while others will focus on your income statement to examine earnings before interest and taxes (EBIT). Still others will place the most weight on earnings before interest, taxes, and depreciation (EBITD). The point is, your income stream is key. You need to prove the size and regularity of your positive cash flow, preferably with audited financials going back at least three years.
A very important aspect of your cash flow and earnings is their ability to be replicated in future years, without your presence. If your professional expertise or salesmanship is the main reason the business makes money, you will have a hard time convincing the buyer that the cash stream will continue in future years.
Buyers are most concerned about the future earnings of your business, and less concerned about the past. However, the future is difficult to predict with any degree of certainty, so most valuations are largely based on your historical financial statements. You will, however, be expected to provide projected financial statements that show how the business might be expected to perform after the sale. You may also want to emphasize your future plans: new products in development, promising new distribution methods, and other items that should contribute to income growth in the future.
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	Warning
Don't make your predictions about the future too rosy — they may come back to haunt you in the form of a lawsuit for fraudulent conveyance if they don't pan out. For example, some advisors say that you should predict only that your business will match current growth in your industry.





Secondary factors. A secondary consideration for most buyers will be the verifiable assets of the business: the real estate, equipment, patents or trademarks, and even such things as inventory, customer lists, and contractual relationships you've established. These items are the buyer's "insurance" — things that can be sold or used elsewhere if the earnings stream dries up. Here's where owning your business location and equipment, rather than leasing them, can be important.
Buyers will examine your key financial ratios to see how your business compares to the industry average, to other acquisitions they may be considering, and to the criteria for purchases they have set up for themselves. A key consideration is that your business have a clean balance sheet with low debt. The buyer may have to increase the debt burden in order to make the acquisition, and won't want total debt to be too heavy for the business to support. Furthermore, a low debt load is more evidence that your business has a strong flow of earnings.
Some buyers will be interested in knowing that you have an experienced manager or team of employees in place to take over when you leave. They'll want to know that you have groomed your successors, and that the successors will stick around. Other buyers will be looking for a business to actively manage, and will want to avoid long employment contracts with existing managers.
		[image: Description: Work Smart]
	Work Smart
In preparing to sell your business, your best bet may be to choose your most likely successors and prepare them to take over management of the company, but hold off on establishing or renewing any contracts with them until the buyer's identity and plans are known.





Buyers will also prefer that you have a lot of documentation available for your business. They'll be taking a close look at what the papers actually say during the due diligence process, as negotiations proceed. But the very existence of documentation like sales reports, production reports, employee organization charts, job descriptions, operations manuals — all that paperwork you've tried to minimize or avoid up to now — serves to tell your buyer a lot about your business, and also increases his or her comfort level with the professionalism of your management style.
Add Value Before the Sale
Regardless of the state of the economy and of your industry, there are any number of things that you can do to improve your business's appeal to buyers before the sale. The main problem is that a lot of these things take time. If you need to sell right away, you're not going to be able to add much value. Consequently, it's possible that a lot of the potential value of the business will go down the drain.
Improve your income. Since cash is king, the most essential step you'll want to take is to clean up your income statement. One way is to have your accountant recast your financials to reflect the way the company should look with new owners. However, some buyers (particularly larger corporations) are turned off by this procedure. They will judge you only by your true, audited financials. If you want to be able to hook these buyers you have to clean up the business itself, not just the statements.
Basically, this means doing whatever it takes to increase your EBIT (earnings before interest and taxes). This may mean something as simple as increasing your advertising expenditures, hiring another salesperson on a commission basis, or keeping your store open an extra 10 hours per week to generate more revenues, and taking a hard look at your expenses to see whether you can reduce them. For example, this may be the time to drop some of the perks the business provides to you or your family members. You may also want to have your accountant capitalize certain items that might otherwise have been expensed, and review your depreciation and inventory reporting methods. Ideally, you'd start working on this three years before the sale, since most buyers will want to see three years of financials.
Improve your assets. Also take a good look at the assets of the business. Certainly, you'll want to sell off or dispose of any unproductive assets or unsalable inventory. The buyer won't want to pay you for them, and they will only drag you down — better to get what you can from them now, and write off any losses that may result. The business may own certain assets that are primarily there for your personal use (the most common example is a company car) but that you want to retain after the sale; now's the time for you to "buy" the asset from the business, perhaps at the current book value.
If the business owns real estate, you might consider removing it from the business and placing it in a limited partnership, so that it will not be transferred in the sale. You can continue to lease it to the new owners, or to someone else, and retain an income stream. This is a judgment call — for some businesses, the real estate provides the main appeal to buyers and you won't get much for the business without it. Your business broker should be able to tell you whether this is true for you.
Another move you may want to make is to replace any machinery that's nearing the end of its useful life, and do any necessary repairs and upgrades. The average buyer wants to purchase a turnkey operation, meaning that all they have to do is walk in, turn on the lights, and the business will operate with no immediate need for investment on their part.
You'll also want to metaphorically (or even, literally) put a new coat of paint on the entire place — not that you should spend a whole lot of money on this, but be sure that your location is clean, your landscaping is fresh, any areas open to the public are decorated appropriately, etc.
Clean up potential liabilities. You should make an effort to clear up any pending or potential legal problems, such as product liability claims, employee lawsuits, IRS audits, insurance disputes, etc. A buyer who purchases only the assets of your business (instead of corporate stock) generally won't get stuck with inherited legal problems; however, the very existence of lawsuits or other problems may raise red flags in potential buyers' minds or even turn them completely off.
Address any environmental liability issues.One concern that buyers increasingly have is whether there might be any lurking environmental problems on your property. Where problems turn up, it's possible that any and all former owners can be held accountable by the government for very expensive cleanup costs.
If real estate will be part of the sale of your business, you should make every effort to see that there are no leaking underground storage tanks, asbestos, lead paint, hidden hazardous waste, or other nasty surprises around the property. If it's reasonable to conclude that problems are unlikely, an environmental transaction screen conducted at your attorney's direction may be all that's necessary.
However, to be safe from future claims, you'll generally have to obtain a satisfactory Phase I environmental audit by an environmental consultant. The Phase I report will document the clean condition of your property at the time of sale, and provide evidence that any problems must have been caused by subsequent owners. The price of an audit depends primarily on the amount and type of real estate your business owns, but can also vary among environmental professionals. Like any other major expenditure, you should get estimated bids from several licensed consultants before hiring one.
If problems turn up during the Phase I audit, a Phase II environmental audit may be required to investigate the problems and determine how to clean them up. If it turns out that problems are so extensive that you can't realistically fix them before the sale, you'll probably have to reduce your asking price for the business. As an alternative, you may want to consider trying to sell the business without the problematic assets. Simply not telling the buyer about existing problems is not an option; in fact, a number of states require you to sign a disclosure form that reveals any and all problems you know about. This is one area where your lawyer's advice will be very important.
Recast Financial Statements
One thing that virtually all small business owners do to "dress up" their business before a sale is to recast historical financial statements for the last three to five years, and draw up projected statements that reflect how the business would look with a new owner.
If you're like most small business owners, you've operated your business in a way that's calculated to minimize taxes. You may have given yourself and family members as many perks and benefits as possible, kept your children on the payroll, plowed a lot of profits back into capital improvements, etc. These and other tactics are designed to keep your profits (and your taxes) low, perhaps artificially so.
Now, however, you want to make your company look as profitable as possible. Ideally, you would take steps to improve your actual earnings for several years before putting the company on the block. If time does not permit (or in addition to) this step, you can have your accountant adjust your past income statements to reflect what would have happened if you:
· removed your salary and perks, and those of family members you don't expect to remain with the company
· removed any expenses or income that would not be expected to recur or continue after the sale (for example, income or expenses associated with discontinued products, or gains or losses from the sale of any business assets)
· removed any investment or other nonoperating expenses or income
· removed interest payments on any business loans, since you'll be removing such liabilities from the balance sheet.
Furthermore, your accountant can adjust your past balance sheets to:
· Remove any assets that will not be sold with the company.
· Remove any obsolete or slow-moving inventory. Value the remaining inventory at current replacement cost.
· Value your remaining balance-sheet assets at current fair market value.
· Write off any accounts receivable that are uncollectable.
· Write off any loans the company made to you.
· Remove other debt that will not be assumed by the buyer.
Your accountant may have some other ideas; for example, you may have expensed some costs that could have been capitalized.
		[image: Description: Warning]
	Warning
Whatever you do in the way of recasting your financials, make sure that any changes to your historical statements are carefully documented on the face of the statements, so that the buyer knows you aren't trying to cover anything up.





Finally, you should have your accountant take these recast financials and use them to project how your future statements are likely to look for the next five years, making reasonable assumptions about future growth or decline in income, expenses, value of assets etc. In most cases, that means assuming that trends established over the past several years will continue; for example, if revenues have increased by 5 percent a year, it's probably reasonable to assume that growth will continue at that rate.
Business Valuation Formulas
So, you've examined your company's historical financial statements, thought carefully about your prospects for future growth, and perhaps had your accountant recast your statements to reflect how new ownership would affect your company's earnings and cash flow. You've also considered the market value of any real estate, equipment, inventory, and other hard assets that would be transferred in the sale, as well as the intangible aspects that make your business appealing.
But how do you boil all of this down into an asking price for your business?
Hopefully, you'll take our advice and hire an expert business appraiser to do this for you. The process can be very complex and time-consuming, and takes quite a lot of experience to do well. There are a number of valuation methods that business appraisers have at their disposal, and even choosing the correct method (or more likely, the correct combination of methods) to use in a given situation can be considered more of an art than a science.
Here's a rundown of the major approaches commonly used to put a price tag on small businesses. We're not going to overwhelm you with details, since a lot of variables, mathematical formulas, etc. come into play with virtually every method. Our objective here is simply to give you a feel for the process that your appraiser will be going through.
Business valuation methods fall into the following categories, depending on what their major focus is:
· business assets, including book value and liquidation value methods
· historical earnings, including debt-paying ability, capitalization of earnings or cash flow, gross income multipliers, and dividend-paying ability methods
· a combination of assets and earnings, namely, the excess earnings method
· the market for similar businesses, including comparable sales, industry rule of thumb, and p/e ratio methods
· future earnings, namely, discounted future cash flow or earnings methods
Although no substitute for an appraisal and valuation by qualified professions, the Interactive Business Valuation Calculator can provide you with a rough idea of the value of your business.
Asset-Based Valuation
At a minimum, your company should be valued at the sum of the value of its easily salable parts. Two commonly used business valuation methods look primarily at the value of your hard assets.
· Book value is the number shown as "owner's equity" on your balance sheet. This is not a very useful number, since the balance sheet reflects historical costs and depreciation of assets rather than their current market value. However, if you adjust the book value in the process of recasting your financials, the current adjusted book value can be used as a "bare minimum" price for your business.
· Liquidation value is the amount that would be left over if you had to sell your business quickly, without taking the time to get the full market value, and then used the proceeds to pay off all debts. There's little point in going through all the trouble of negotiating a sale of your business if you end up selling for liquidation value — it would be easier to simply go out of business, and save yourself the time, broker's commission, attorney's fees, and other costs involved in selling a going concern. Thus, liquidation value is not even considered a valid floor for the price of your business (and you can use this argument in negotiations if you get an offer that approaches liquidation value).
Historical Earnings Valuation
Most small companies are valued using one or more of the following methods, which take into account the company's historical earning power:
· debt paying ability;
· capitalization of earnings or cash flow; or
· gross income multipliers/capitalization of gross income.
In contrast to the asset-based methods, historical earnings methods allow an appropriate value for the goodwill of your business over and above the market value of the assets, if that's justified by your earnings. Although savvy buyers will be more concerned about the future of your business than its past, predicting the future is difficult. The assumption here is that your past history provides a conservative indication of the amount, predictability, and growth trend of your earnings in the future.
Accordingly, the starting point for all these methods is the recast historical financials that show how the business would have looked without the owner's excess salary and perks (that is, compensation over and above what a non-owner manager would be paid), nonoperating or nonrecurring income/expenses, etc. A judgment call must be made as to whether you should look only at the last year's statements, or at some combination of statement results from the last three to five years (the most common combinations are a simple average, a weighted average that values the most recent years more heavily, or a trend line that factors in the percentage and direction of growth each year).
Debt-paying ability. This is probably the method most commonly used by small business purchasers, because few buyers are able to purchase a business without taking out a loan. Consequently, they want to be sure that the business will generate enough cash to pay the loan off within a short time, usually four to five years.
To entice a buyer, therefore, the price must be set at a point that makes this short-term repayment possible. To determine the company's debt-paying ability, you'd need to start with the historical free cash flow. Free cash flow is usually defined as the company's net after-tax earnings (with a reasonable owner's salary figured in) minus capital improvements and working capital increases, but with depreciation added back in. Interest on any existing loans is usually ignored, so that you start with a picture of the company as if it were debt-free. Next, multiply the annual free cash flow by the number of years the acquisition loan will run. From this amount, subtract the down payment. The remainder is the amount available to make interest and principal payments on the loan, and to provide the new owner with some return on investment.
		[image: Description: Example]
	Your free cash flow was $80,000 a year and it's reasonable to expect the loan to be repaid in four years,
4 x $80,000 = $320,000.
If the down payment were $80,000, then no more than $240,000 (or $60,000 per year) would be available to make interest and principal payments on the loan, and to provide the owner with some return on the investment ($320,000 - $80,000 = $240,000. $240,000/4 = $60,000).
If the owner expected a 20 percent return on this $80,000 down payment, that would translate to $16,000 per year, further reducing the amount available to make debt payments to $44,000 ($60,000 - $16,000 = $44,000).
An annual payment of $44,000 could support a four-year loan of approximately $139,474.08 at 10 percent interest, or $145,733.58 at 8 percent interest. Add the loan amounts to the downpayment, and you arrive at a total purchase price of $210,685 at 10 percent, or $225,000 at 8 percent. If the lender is willing to finance the deal for a longer term or a lower rate, a higher price would be possible.





Capitalization of earnings or cash flow. This is another commonly used method. Basically, it involves first determining a figure that represents the historical annual earnings of the company. Generally this is EBIT (earnings before interest and taxes) but sometimes EBITD (earnings before interest, taxes, and depreciation) is used. Some buyers prefer to use free cash flow, as discussed above. At any rate, the chosen figure is divided by a "capitalization rate" that represents the return the buyer requires on the investment in light of the market rate for other investments of comparable risk. For example, if the EBIT was $100,000 and the buyer required a return of 25 percent, the capitalization of earnings method would yield a price of $100,000/.25 or $400,000.
Gross income multipliers/capitalization of gross income. Where expenses in a particular industry are highly predictable, or where the buyer intends to cut expenses drastically after the sale (for example, where the buyer is already in a similar business and can centralize administrative functions), it may be reasonable to value the business based on some multiple of gross revenues. For example, some service businesses can be valued at four times their gross monthly income. A variation on this would be to divide the gross income figure by a capitalization rate, as with the capitalization of earnings method discussed above. The problem with either of these methods is that they ignore the fact that two businesses in the same industry with similar revenues can have greatly different profitability margins, depending on their expenses.
Dividend-paying ability. This method is listed by the IRS as a possible valuation method for small businesses. However, in practice it's rarely used for small, closely held companies. The reason is that the ability of a small business to pay dividends is directly dependent on its earnings, so it's usually more appropriate to look at the earnings themselves. Furthermore, many small businesses try to minimize their payment of dividends for tax reasons, so looking at the company's past record of dividend payment is not a good indication of the company's value.
One situation where it may be useful is if you're trying to sell a minority interest in the company, and you want to show that there has been a pattern of receiving dividends in the past. Minority interests in closely held businesses are generally very difficult to sell, because the owner usually can't force the payment of dividends or any other corporate decision; showing a pattern of dividend payments may be a way to make the interest marginally more marketable.
Assets and Earnings Valuation
Assets and earnings valuation, known as the excess earnings method, takes both assets and historical earnings into consideration in arriving at the value of the business. This is the method prescribed by the IRS for estate and gift tax situations when there's no other more appropriate method. It can also be used in appraising a business that's being put up for sale, although the IRS does not prescribe it for this situation. Since the IRS has sanctioned this method for at least some purposes, your appraiser may want to use it also, particularly if you're concerned about IRS scrutiny of your tax returns reporting the sale. You may sometimes see this method referred to as ARM 34, which is what the IRS calls it.
To use this method, you must first recast your historical financials to show how the business would have looked without the owner's excess salary and perks (that is, the amount over and above what a non-owner manager would have been paid), nonoperating or nonrecurring income/expenses, etc. For the income statement, a judgment call must be made as to whether you should look only at the last year's statement, or at some combination of statement results from the last three to five years (the most common combinations are a simple average, a weighted average that values the most recent years more heavily, or a trend line that factors in the percentage and direction of growth each year). The IRS prefers to see figures that represent a five-year average, which seems to be a reasonable approach.
For the balance sheet, use the most recent month's sheet, recast to reflect current market value. The starting point for the value of your business is the net value of your assets as shown on the recast balance sheet. But how much more should you get, based on the business's goodwill or intangible value?
Putting a price tag on goodwill. From your recast financials you can determine your historical annual earnings figure (generally, EBIT or earnings before interest and taxes). From this you'll subtract the portion of earnings that's attributable to your assets alone. Anything left over is the "excess earnings" — the portion that's attributable to the going-concern value of the business.
How do you determine the portion of earnings that are attributable to your assets? One way of looking at this is, if the assets were sold and the money invested at market rates, how much could you get? How much is the market paying for other investments of similar risks? This is one of many areas where the expertise of a professional business appraiser can be invaluable. For example, your appraiser might say that, in view of the risk involved in your particular business, your annual return from the current assets should be about 150 percent of the rate of a short-term government bond; your annual return from the long-term assets should be about 188 percent of the bond rate.
After you compute the expected returns from your assets, compare the total with your historical earnings figure. If the historical earnings figure is higher than the return from assets, the difference is called "excess earnings." The excess earnings can be divided by a capitalization ("cap") rate to arrive at their value. Although a professional appraiser will spend a good deal of time and effort determining the proper cap rate to use, in today's market it will generally be somewhere around 20 to 25 percent, or enough to recover your investment in four to five years.
		[image: Description: Example]
	Your recast balance sheet shows a net current asset value of $80,000, and a net long-term asset value of $200,000. So, the minimum or base price for your business should be $280,000 — the market value of your assets.
Now let's assume that your historical annual earnings figure is $150,000. How much of this earnings figure is attributable to the assets? You might calculate that under current market conditions the return on current assets should be $80,000 x 7.5% or $6,000, and your return on long-term assets should be $200,000 x 9.4% or $18,800. Thus, your total earnings attributable to your assets is $6,000 + $18,800 or $24,800. Subtracting this "asset return" figure from your total earnings, you arrive at an excess earnings amount of $125,200 ($150,000 - $24,800 = $125,200).
Using a cap. rate of 20 percent, the value of your excess earnings is $626,000. Add to this the current market value of your assets, and you arrive at a total price of $906,000 for the business ($626,000 + $280,000 = $906,000).





Market-Based Valuation
Several business valuation methods are based primarily on the market price for similar businesses at a given point in time. Business brokers and mergers and acquisition specialists are more likely to favor these methods, at least as benchmarks, since they have access to data about recent sales and merger activity. Ideally, market-based methods should be used in conjunction with an examination of earnings (historical or projected) so that they can serve as a "reality check."
· The comparable sales method attempts to locate similar businesses that have recently sold in your area, and uses those comparable sales figures to set a price for your business, adjusting appropriately for differences. While widely used for real estate sales, this method is difficult to apply to business valuations because of the problems in gathering information about small business sales and because of the unique character of each business.
· Rules of thumb/industry averages are frequently used by business brokers, based on their experience and on published standards for their industry. For example, your broker may tell you that lately your type of business has been selling for about four times the gross monthly revenues. However, a rule of thumb does not take into account any of the factors that make your business unique, and using one can result in setting a price for your business that's way too high or too low. Nevertheless, small businesses are often sold at a price based on rule of thumb, simply because it's a relatively fast, cheap method to use, and because it will result in a price that seems reasonable to buyers who have been looking around at a lot of similar businesses.
· P/E ratios of publicly owned companies in your industry are widely available, and can often be used to set and compare prices for large companies with liquid stock. However, that's the point: these companies' stock is easily bought and sold, and it's easy for any investor to buy publicly-traded stock in many different companies. Consequently, large-company stock commands a premium (perhaps 35 to 70 percent) because it is much less risky than an ownership interest in a small, closely held company. Also, remember that purchasing a small business will usually tie up all the buyer's funds and prevent him from diversifying his risk, which further contributes to relatively low prices for small business interests. For these reasons it's best not to compare the value of your small company with the P/E ratio of a large one, at all.
Future Earnings Valuation
Theoretically, anyone purchasing a small business is interested only in the business's future. Therefore, a valuation based on the company's expected earnings, discounted back to arrive at their net present value (NPV), should come the closest to answering the buyer's questions about how much the business is really worth today.
That's the theory. However, in practice, valuations based on future performance of the company are the most difficult to do because they require the appraiser to make numerous estimates and projections about what's around the bend. They are also the most time-consuming methods. If inexpertly done, future earnings methods can result in a target sales price that's way off base.
Nevertheless, if you think that your most likely buyer is a larger company, it may be worth while to have your appraiser use one of these methods. If carefully done by an expert business appraiser, valuation methods based on future earnings can result in setting the highest reasonable price for your business.
Methods based on future earnings are very frequently used by larger companies in either merger or acquisition situations. The large-company acquisitions manager will understand the method behind the madness of making so many predictions about the future. Moreover, large companies are often "strategic buyers" who are likely to accept a higher price for your company in any event, provided that you can justify it. That being the case, why not set the highest asking price that you can reasonably back up with some mathematical formulas and pro forma (projected) statements?
Using the discounted cash flow method. So, how do you go about setting a price based on future earnings?
The first step is to look at your recast financial statements. Working from these, your appraiser will create projected statements that extend for five or more years into the future. Each year's free cash flow will be determined (some appraisers prefer to look at each year's earnings before interest and taxes or EBIT). These projections should not assume any major changes by the new owner, since you are trying to measure the company as it exists today; the new owner doesn't want to pay you for the value he or she hopes to add to the company!
Once you have done this, the projected free cash flow from each year is discounted back to the present, to arrive at the net present value of each year's cash flow. These NPVs are added up, to arrive at the total NPV of the company's earnings for the near future.
		[image: Description: Business Tools]
	How do you compute NPV? The easiest way is to use a good financial calculator. If you don't have one, or don't want to take the time to learn how to use one, our Business Tools contains a simple "present value of $1" table that you can use to compute the NPV of your cash flows.





The key here is deciding which discount rate to use. The higher the rate, the lower the answer you'll get as to the value of the company. The discount rate must reflect the appraiser's best guess as to what the market rate will be for investments of a similar nature over the next five years. It should also factor in the buyer's expected cost of capital (i.e., the interest rate on an acquisition loan) and the expected inflation rate. Choosing the correct cap rate is perhaps the most difficult task the appraiser must do — and perhaps the most mysterious to the rest of us. Let's just say that expertise in this area is one of the main things you're paying your appraiser for.
The next step in using the discounted cash flows method is to determine the residual value that the company will have after the five (or more) years of your projected statements. There are a number of different ways of doing this, more or less precisely. One of the easier methods is to take the estimated cash flow from the last year you've forecasted, and assume that level of cash flow will continue indefinitely into the future. Obviously, this is a rather conservative prediction because most buyers will want the company to continue to grow after the next five years! But, at any rate, you can take the last projected year's free cash flow, divide it by the discount rate, and arrive at the company's perpetuity earnings value. This value becomes the company's residual value, which can in turn be discounted to find its NPV.
Finally, the NPV of cash flow from each of the projection years, plus the NPV of the company's residual value after these years, is added up to arrive at the present value of the business.
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	Let's say that after doing your best to look into the future and forecast the next five year's cash flow, you arrive at the figures in column one. Assuming a 20 percent discount rate, you come up with the following figures:





· 
	Cash Flow NPV

	Year
	Free Cash Flow
	NPV at 20% discount
	

	1
	$ 80,000
	$ 66,667
	

	2
	85,000
	59,028
	

	3
	92,000
	53,241
	

	4
	99,000
	47,743
	

	5
	108,000
	43,403
	

	
	
	---------
	

	
	
	$270,082
	present value of 
5-year cash flow

	residual value* of 
business at 5 years:
	$540,000
	217,014
	

	
	
	---------
	

	
	
	$487,096
	total present value of company

	
	
	========
	

	*Note: the residual value was computed by taking the fifth year's projected value and dividing by the discount rate: $108,000/.20 = $540,000.


Partial Interests in Business
Our discussion of business valuation methods assumes that you're attempting to put a value on the entire business in anticipation of sale. But what if you want to sell off just a part of the business? Or, what if you want to give away part, as part of your long-term succession plan?
Minority interest discounts. In family companies, it's fairly common to have a controlling interest in the company held by the founder, with smaller blocks of stock held by the children or key employees. If the entire company will be sold, state laws protect those holding minority interests and typically require that they will receive their pro rata share of the sales price. Thus, if the company was valued at $1,500,000, a 10 percent shareholder should receive $150,000 if the entire company were sold.
However, if only part of the company is currently being sold or given away, minority interests are valued at a discount from their pro rata price. The reason is simply that a minority owner is not likely to have much influence on the way the company is run. He can't control the board of directors, control the payment of dividends, or even prevent himself from being fired if he's an employee. Exceptions could occur if no one held a majority interest in the company, or if the company bylaws specified that a supermajority vote (e.g., two-thirds) were required to take certain actions. But, in most situations, the lack of control means that the value of a minority interest on the open market is considerably less than the value of the entire company would suggest.
The IRS recognizes this and will allow a "minority discount" on the price of the stock. Typical discounts range from 20 to 40 percent, although greater discounts might be possible depending on the facts of the situation. In the usual situation, the discount is good news because it allows the business owner to give away part of the company while minimizing gift taxes, or to sell part of the company while minimizing capital gains taxes and allowing the purchaser to buy into the business at a reasonable cost. Since tax consequences are so important whenever business interests are transferred, and since the IRS tends to examine minority interest values very closely because of the opportunity for abuse, we strongly suggest that you use the IRS's rules in deciding the discounted price.
Majority interest premiums. If a minority interest gets a discount, then you might logically think that a premium should apply to a majority interest because the interest effectively controls the corporation. If you thought that, you'd be right. Majority interests, when sold or given away, are typically valued at more than their pro rata share of the company's value. For example, a majority interest of 75 percent of the stock might actually be worth 90 percent of the total value of the company. A majority interest should never be worth more than the total company value, however, since those holding minority interests would always be entitled to something upon sale or liquidation of the company.
If you're planning to pass your business on to the next generation of your family, carving out minority interests and giving or selling them to your successors can be a good way to reduce your estate or capital gains taxes
Finding a Buyer
Once you've decided on the appropriate value for your business, the next step is to find a buyer who can purchase at that price, and, more to the point, who wants to buy your company.
If you've hired a business broker or mergers and acquisitions professional to help you sell your company, finding a buyer is the main thing you're paying them to do. Nevertheless, it behooves you to get an understanding of:
· Who are your potential buyers?
· How are you going to reach them?
Who Are the Potential Buyers?
Potential third-party buyers for your company can come from anywhere — your customers, suppliers, your community or industry competition. Buyers who are unrelated to you and who may be unearthed by your business broker can usually be divided into two groups: financial buyers and strategic buyers. A third group of potential buyers is composed of people you already know well: your family, managers, or employees. Finally, if your business has grown quite large and/or you're in an industry that's red-hot at the moment, you may be able to sell out to the general public via an Initial Public Offering (IPO), although an IPO is generally considered a tool to raise capital for on-going business development.
Financial buyers. These types of buyers are primarily interested in your company's cash flow. They are typically individuals or companies with money to invest, and are willing to look at many different types of businesses or industries. In some cases they are corporate refugees — former executives of larger corporations who want to buy themselves a job by finding a company to actively manage. In other cases they may be holding companies that are simply looking for good returns on their investments, and who would like your current management to stay in place.
Financial buyers will scrutinize your financial statements and your assets very closely. Most are looking for a solid, well-managed company that won't need a great deal of immediate change, but there are some investors who specialize in turnaround situations and will be willing to look at companies that are not currently profitable.
Strategic buyers. Strategic buyers are those who are interested in your company's fit into their own long-range business plans. They may be one of your competitors, or a similar company from another region that wants to expand into your local area. The classic strategic buyer would be a larger company who does what you do in a nearby region. However, another possibility is a company in a related business, whose management can see that your company has strengths from which they can benefit — for example, you may already produce a product that they want to sell, or you may have distribution channels that they want to exploit. Sometimes these types of buyers — who are in related, but not completely parallel businesses — are referred to as "synergistic buyers."
Whether synergistic or competitive, strategic buyers are generally the ones who will pay you the most for your company. The better the fit, the more they will want your business and the greater the premium they will pay.
		[image: Description: Warning]
	Warning
You must be careful in speaking with competitors or people your business currently deals with directly as suppliers, vendors, or customers. Although they may be legitimately interested in buying your business, if the deal falls through, you don't want them to have gained enough information to ruin you.
It's best to let your agent deal with all potential buyers initially, revealing only enough to whet their appetite. If negotiations progress, you'll want to have them sign confidentiality agreements to protect your legal rights, but don't rely solely on the paper — you need to keep your sensitive information under lock and key until the final sales contract is signed.





· Company insiders. A third group of potential buyers for your company is your family, friends, and key employees. These people know your business from the inside, and may already have a personal stake in seeing that it survives and prospers. They may be willing to pay more for your company than an outside financial buyer would, because their inside knowledge lowers their risk.

However, the main problem with company insiders is that they frequently lack cash. You may have to finance a large part of the transaction yourself, or arrange third-party financing through a leveraged buy-out. The flip-side of this is that if you know the parties well, you may be more willing to be flexible as to terms; for example, you may be more willing to recover part of the sales price via an earnout provision, a consulting arrangement, or even a non-qualified pension plan.

· Selling out to your employees en masse via an ESOP is another possibility, if your company is large enough to consider establishing this type of a plan.

· Develop a list of potential buyers. You can help your broker by thinking about the people or companies you come into contact with. Think about your suppliers, customers, employees, and your local, regional, and national competitors. Do any seem to be possible candidates to be interested in purchasing your company? Are there any you would rule out, as someone you would not want to sell to? Such a list can provide a starting point for your agent, although he or she should also have an extensive list of contacts in other regions or industries from which to draw.
How Can You Reach Buyers?
So, now that you have a sense of who your potential buyers might be, how do you go about reaching them? Assuming, of course, that you're not going to be selling to people you've already identified, like your children or your key employees.
You could start by advertising your company yourself, in the "Business Opportunities" section of your local paper, strong regional papers, and/or the Wall Street Journal or New York Times. You could also start sending out feelers to your friends, associates, and network of business contacts to see whether they or anyone they know might be interested in buying your business.
However, we don't recommend either of these tactics. If your employees, customers, and suppliers find out that the business is up for sale, you could have big trouble on your hands. Key employees might start jumping ship, and other employees might stop putting forth much effort if they see you as a lame-duck boss. Customers might search for other sources, and suppliers might search for other customers. Many people assume that when a company goes on the block, the primary reason is that it's on shaky financial ground, so you may find that credit is not being extended to you or people don't want to sign long-term contracts with you. Avoid all these problems. Keep your divestiture plans to yourself and your team of advisors as long as possible.
A better course of action is to let your business broker or mergers and acquisitions intermediary look for potential buyers for you. They should have a long list of contacts, including brokers in other areas of the country, to sift through in search of the perfect match. They may also advertise your business in local and national publications, trade journals, etc. under their name, not yours. Your broker should be able to approach potential buyers confidentially, keeping your name out of the discussion, until some positive interest is shown. The broker should also screen the potential buyers to weed out those who are merely nosy, and those with no visible means of coming up with the purchase price.
Prepare a selling memorandum. One of the best tools to promote the sale of your business is a selling memorandum. This is essentially a business plan in reverse. It should present all the important information about your company, products, industry, and market in an easy-to-grasp format that presents your company in a very positive light. The elements of a selling memorandum are very similar to what you'd find in a business plan that was prepared for a venture capitalist or a banker.
You'll need to start with an executive summary that briefly lays out your key selling points, and tells the buyer why you want to sell. The buyer will always want to know why you are selling, so have some plausible explanation ready that casts your business in a good light!
You'll also need sections that describe
· the facts about your company's history, structure, and operations; 
· the asking price and basic terms you're looking for;
· your industry, market, and products; 
· your employees and physical assets;
· historical and projected financial statements; and
· any other information that will explain who you are and why your business is such a strong opportunity.
Keep in mind who your audience is, and don't divulge any information that you wouldn't want your competitors to see. On the other hand, remember that a lot of your financial information is publicly available anyway, so there's no need to be paranoid.
Your selling memorandum is essentially a marketing piece, and it's likely that your business broker will want to have a hand in creating it. In addition, you should run it past your lawyer and accountant (in fact, it's likely that your accountant will provide the financial information you include). In most cases, this memorandum is not considered a prospectus that would need to comply with SEC or state securities regulations. Nevertheless, it's important to make sure that your statements are accurate and not misleading or incomplete, and that your projections and written expectations for the business are reasonable.
In particular, if problems exist, don't try to cover them up. The buyer will find out eventually, and will probably distrust everything you say after that. In the worst-case scenario, you could be sued for fraud. Instead, where problems exist, briefly state the problem and then present one or more possible solutions. For example, if your revenues have been falling off, but you think a new advertising campaign will drive up sales, make sure that the two ideas are linked in your memorandum.
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	Warning
Do not show your selling memorandum to anyone who hasn't signed a confidentiality agreement, often referred to as a "nondisclosure agreement," or "NDA" for short. That includes your accountant, business broker, and other professionals (your lawyer will already be bound by professional responsibility requirements so a formal confidentiality agreement isn't necessary).





Structuring the Business Sale
Hopefully, you've been thinking a lot about your priorities, about what you really want to achieve by selling your business. At this point we'll go into some more detail about the various terms you might consider as part of the deal.
Terms drive price, and you should arrive at a general agreement with the buyer about the major terms before you start talking dollars. You may even include a short list of your absolute requirements as part of your selling memorandum, so that buyers who can't meet your minimum terms won't use up your precious time.
Some of the terms you should be considering are:
· What, exactly, are you selling? Which assets will go with the company, and which (if any) are you going to keep? Are your key contracts transferable to a buyer? If your business is incorporated, will you sell stock or assets?
· How much of the purchase price do you need to receive at closing? Will you consider an installment sale? An earnout?
· To what extent will you remain involved in the company, after the sale?
· How will tax considerations affect your net proceeds from the sale?
Once you've got a feel for what terms the buyer will accept and what you can live with, you can begin to negotiate the price.
General advice about negotiating terms. Some business advisors say that you should let your broker or intermediary do all your negotiating for you — that you should not talk directly with the buyer until almost everything has been settled. A broker may be better able to remain objective without giving too much away. Other business advisors say you are the best representative of your company and of your own expectations from the sale, and buyers will respond better to direct contact with you.
We think that you'll have to use your judgment about how you want to handle this. Some business owners are superb salespeople, and could probably close the deal better than their business broker. On the other hand, some are not good "people persons" and are better off leaving the negotiations to a pro. The size and price range of your business may also play a part in your decision, since a broker will be more willing to spend a lot of time doing shuttle diplomacy if he knows he'll be making $50,000 or more on the sale. On smaller deals, the broker may do little more than to locate potential buyers and introduce them to you.
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	Warning
Either way, be sure that a prospective buyer signs a confidentiality agreement before getting into any sort of serious discussion about terms with you or your broker.





We do advise you to arrive at some general agreement with the buyer — either directly, or though your broker — before getting your lawyer and tax advisor involved. Getting lawyers juiced up about a deal too soon is usually a mistake, since they tend to get caught up in the tiniest details rather quickly. And since you're paying these professionals by the hour, it's often best to make sure you can reach a basic agreement with the buyer before the legal fees clock starts ticking. You can also save money by getting some of the initial dancing around out of the way before calling in the professionals.
However, we do recommend that you hold some preliminary, general conversations with your attorney, accountant, and/or tax expert even before any buyers turn up, just to be sure that you understand your options. We're just suggesting that in the usual case of a fairly straightforward sale of stock or assets, you may not have to involve the professionals in negotiations with a particular buyer until you're fairly sure that the deal will fly. Just make sure the buyer understands that anything you agree on is subject to your attorney's later review and approval. After the letter of intent is signed, there will be plenty of time for your respective attorneys to hash out the details.
What, Exactly, Is for Sale?
Although it may seem obvious, you should give some thought to exactly which of your assets will be sold with the company. You may have already removed unproductive or nonessential assets from the business in the course of getting it ready for sale. If not, consider doing so now. If you have assets that aren't needed to run the business, the buyer isn't likely to pay extra for them — you may be better off retaining these assets and selling them yourself.
There may be some valuable assets in the business that you want to keep, such as real estate or equipment that you want to lease to the buyer (or someone else). You may also be the owner of valuable patents, trademarks, or copyrights that you want to retain and license back to the buyer. This can become an important negotiation point. If you retain some of the assets, the purchase price will be lower, thus making the business more affordable to a larger group of buyers.
In particular, retaining real estate used in the business can provide you with a steady stream of rental payments for years to come. Particularly if you have a buyer who's tight on cash (such as your child or another young entrepreneur) you can keep the real estate for now, and perhaps sell it to your buyer at some point down the road.
Picking and choosing among the assets to be sold is easier if you aren't incorporated. In a sole proprietorship, you'll simply retain the assets you don't want to sell — you won't be taxed on any profits unless and until you eventually decide to sell them. Partnerships and LLCs can keep the unwanted assets and distribute them in kind to partners or members upon liquidation, although the individual partners may have to pay some tax upon what is technically a dissolution of their business. In a corporation, it becomes even more complicated and you may have to purchase the asset at fair market value, with the corporation paying tax on any capital gains inherent on the asset, if you want to remove the asset from the business entity. Consult your tax advisor for more details.
During the due diligence phase of the negotiations, the buyer will want to see a detailed listing of all the assets, their book value, and their fair market value. You'll be held to whatever list you provide, so make sure it's accurate to the best of your ability.
Two important issues relating to exactly what you are transferring in the sale are:
· Key contracts: are your important leases, supply contracts, and other agreements transferable to a buyer? Can a buyer assume your existing loans?
· Assets vs. stock sales: if you are incorporated, will you be selling the corporate stock, or its assets?
Key Contracts
One issue you should examine closely, as you make your plans to sell your business, is the transferability of your key contracts.
Ideally, your most important contracts, including leases and contracts with customers and suppliers, should be assumable by the buyer. That way, you can get out from under the contract, and the buyer will have the resources needed to conduct business. If important contracts are not assumable, it will affect the buyer's willingness to buy your business since the contracts will have to be replaced or renegotiated. If your business is organized as a corporation, selling stock, rather than assets, can solve the assumption problem since most contracts were probably made with the corporation rather than you personally. This is one reason some buyers may agree to or even prefer a stock sale.
If you rent your facility, try to get your landlord to sign a new lease with the buyer, rather than having you sublet to the buyer. Generally, a sublessor (which would be you) remains liable for the rent if the sublessee doesn't pay, for the duration of the lease.
The assignment of existing loans on the business can be a problem, if you had made personal guarantees to the lender. You don't want to be personally liable for the buyer's success in the business. If you can't get the bank to release you from further liability on the loan, you'll need to make sure that the cash paid at the time of purchase is sufficient to pay off such loans.
Will You Sell Assets or Stock?
If your business is incorporated, you have a very important decision to make: will you sell the assets of the business, or the stock? (Unincorporated businesses and partnerships don't have this option.) This is one of the most important terms in a sale of an incorporated business. 
		[image: Description: Think Ahead]
	In most cases, selling stock is better for you, but selling assets is better for the buyer. If you agree to the buyer's demands for an asset sale, you should insist on a higher price because of the significantly higher taxes and liability risks you'll face.





With a C corporation, tax aspects are the main reason for the seller's preference for selling stock. Simply put, if you sell the stock, you'll pay capital gains tax on the sale, based on your tax basis in the stock (i.e., what you paid into the corporation in exchange for the stock). In contrast, if you sell the assets, you are essentially taxed twice: first, upon selling assets to the buyer, the corporation will pay capital gains tax on the value of the assets over their existing basis to the corporation. Second, when the corporation is liquidated, you'll personally pay capital gains tax on the excess of the net proceeds of the sale, over your existing basis in the stock. With an S corporation, you can usually avoid this double tax.
However, the other main reason that sellers prefer stock sales, while buyers prefer asset sales, does apply to both C corporations and S corporations. The reason is that with a stock sale, any unknown liabilities the company may have are transferred to the new owner. With an asset sale, the liabilities would remain with the seller. Some examples might be future product liability claims, contract claims, lawsuits by employees, pension or benefit plan liabilities, etc. stemming from seller's ownership of the company.
Now, with careful legal drafting, these general rules can be altered in the sales contract. For example, in an asset sale, the contract can state that the buyer will assume certain liabilities of the seller. Because third parties won't be bound by the terms of the contract, the contract can also include escrow arrangements or indemnification clauses that will remove some of the buyer's risks, by stating that the seller's money will be used to pay for claims. However, if the drafting is not perfect and anything is left out, the general rules will kick in.
There are some reasons why the buyer may prefer a stock sale in certain situations. If the corporation has a good credit rating, the buyer may want to buy stock. Certain contracts such as leases, supply contracts, or employment contracts may have been written between the corporation and the third party, and it will be easier for the buyer to maintain these contracts if the stock is transferred. Stock sales may also be simpler to carry out since there's no need to transfer and retitle every single asset.
In earlier years, stock sales used to be quite rare, particularly for smaller companies. However stock sales have increased in popularity. The bottom line is that if the buyer insists on an asset sale, make sure you get paid for it!
Payment Terms
Other than the purchase price itself, the terms relating to payment are the most important items that must be determined. Indeed, payment terms can have a big impact on the price you'll accept for your business, as well as on the price the buyer is able and willing to pay. It is essential that payment terms are generally agreed upon before the letter of intent is signed.
Some of the payment terms that you may want to consider are:
· the down payment
· seller financing
· earnouts
· escrow arrangements
· stock as payment
Payment Terms: Down Payment
The best kind of deal is where you receive the entire purchase price for your business, in cash, at the time of the closing. With this kind of deal, you could walk away from the business, free and clear. Many owners would gladly reduce their price significantly if the buyer would pay all cash.
However, it's a rare purchaser who can come up with enough money to satisfy the owner. This is occasionally possible where the buyer is a large corporation or where the business itself is cash-rich enough to be partially self-financing (for example, the business has excess working capital, a buildup of investments, and/or receivables or inventory that can be used to redeem the stock or as collateral for an asset-based loan). But in most cases, the payment terms will involve a down payment with the remainder paid at a later date, or dates.
How big of a down payment is your absolute minimum? You'll definitely want to be able to cover the taxes that you will owe upon the sale, so you need to have an estimate of what that will be. Be sure to include any state and local taxes, such as sales tax, stock transfer tax, or real estate stamp tax, that will be due on the transaction.
You will also need to net enough cash after taxes to pay off any business loans that the buyer is not assuming. Finally, don't forget to include other transaction costs that must be paid at the time of the closing, such as broker's commissions, appraisal's fees, attorney and accountant fees, etc.
There's also the consideration that most commercial lenders will require a down payment of at least 25 to 30 percent, to be sure that the buyer isn't going to walk away if the going gets tough. This is a good requirement for you to adopt. The buyer should have a significant amount of his or her own money invested in the company
Payment Terms: Seller Financing
One important question that a buyer is likely to have is, are you willing to finance at least part of the deal? This is a very fair question — during periods of tight bank credit like we've been experiencing since 2008, seller financing is common in many, many business sales. Even as the credit crunch eases, sellers are likely to provide at least some of the financing in a majority of business sales.
Sellers are often willing to do this because they can usually postpone some of the capital gains tax on the sale if they comply with IRS requirements regarding installment sales. Buyers are relieved because business acquisition loans from banks are still rather hard to come by.
Payment Terms: Earnouts
Where there is disagreement about how much the company is worth, it's fairly common to include an "earnout" as one of the terms of the deal.
An earnout is a contractual arrangement in which the purchase price is stated in terms of a minimum, but you (the seller) will be entitled to more money if the business reaches certain financial goals in the future. These goals should be stated in terms of percentages of gross sales or revenues, rather than net sales, because expenses are easy to manipulate and thus net sales are too easily distorted.
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	A simplified example of an earnout provision would be one stating that the seller is entitled to 1 percent of all gross sales between 1 and 2 million dollars, and 2 percent of all sales over 2 million, payable annually for the first three years after the sale.





If you do use an earnout, it's important to state in the contract exactly who will be reviewing the books and verifying the business's performance. From the seller's perspective, you should be more likely to agree to an earnout if you'll maintain an employment or consulting relationship with the buyer. That way, you'll be able to keep an eye on things to make sure the buyer is taking all steps necessary to reach the goals, is not making unrecorded sales for cash, keeping two sets of books, etc.
From the buyer's perspective, an earnout is a good solution to uncertainty about the business's future since the payments can often be internally financed. The buyer will want to place a cap on the total earnout payments to limit the risks. Particularly if the seller remains active with the business, the buyer will want to be sure the seller isn't making lots of sales that will never be collected on or that will hurt the business's profit margin.
Payment Terms: Escrows
If it seems likely that there are significant unknown liabilities associated with your business, the buyer may be willing to assume them if some part of the purchase price is placed in escrow. In an escrow arrangement, funds are placed in the hands of a neutral third party such as a bank, to be released to either party upon the happening of certain events. If problems surface within a specified time period, the buyer will get some or all of the money back. On the other hand, if nothing goes wrong, the money will be released to you at the end of the escrow period.
Indemnification clauses. Another possible solution is to include an indemnification clause into the contract. Under an indemnification clause, if the buyer becomes subject to a lawsuit by a customer, employee, supplier, etc., the seller agrees to pay for the buyer's costs of defending the suit and also to pay any damages. The problem with such clauses, obviously, is enforcing them. As the seller, you'd typically prefer an indemnification clause over an escrow, but the buyer may be concerned that he won't be able to find you if the need arises. He'd much rather have some of your cash available, if he meets the terms of the escrow agreement.
Payment Terms: Stock as Payment
If one corporation sells out to another, it's often possible to structure the deal as a tax-free reorganization. This means that essentially no capital gains tax is due at the time of the sale, because each party is merely exchanging one type of security for another. The big catch is that you must agree to accept stock in the other company as virtually the only consideration for the sale. This is risky, but aside from structuring the deal as an installment sale, a reorganization is really the only way to push the capital gains on the sale of your company into the future.
While these types of deals are most attractive with large public companies whose stock is highly liquid, it's also possible to do a merger between two private companies. You will, however, need expert tax and legal representation.
Your After-Sale Role
It's a rare buyer who won't want you to show him or her the ropes, by remaining involved with the business for a while after the sale. Often the deal won't fly unless you agree to this. At a minimum, the buyer wants to be sure that the business is indeed a going concern. But beyond that, buyers realize that most of the real business knowledge has never been written down, and when you leave, it will go with you unless the new owner takes steps to learn it from you. Often a significant part of the total cash you receive will be tied to your future involvement in the business.
After-sale involvement can take a number of different forms. The most common are the following:
· employment contracts
· consulting arrangements
· noncompete agreements
Other forms of involvement. Your future can remain tied to that of your former business in other, more indirect, ways. For example, if you've agreed to finance part of the deal, or to make part of the price dependent on an earnout, you'd be well advised to keep your eyes on the business's future performance and to be ready to act if things start to unravel.
Seller's Employment Contracts
When an employment contract is used in a business sale, the seller becomes an employee of the new owner. This is generally a short-term solution. Few entrepreneurs can successfully make the adjustment to taking orders as an employee once they've gotten used to calling all the shots in the business they used to own. Generally, the relationship sours and the seller leaves within a year to 18 months, sometimes causing the entire deal to unravel in the process.
One reason why you may want to agree to an employment contract is that it is virtually the only way you can continue to receive perks such as insurance, an expense account, a company car, travel to seminars and conventions in Hawaii, etc. Salary and benefit payments to or for you are deductible business expenses (under the usual rules) for the new owner of the company, and taxed as ordinary income, subject to payroll taxes, to you.
Employment contracts are frequently used in family businesses as part of a succession plan. Where the older-generation founder really does intend to stick around for a while, and the younger-generation new owner can deal with any ego problems and make good use of the founder's advice, experience, and skills, such arrangements can make good economic sense.
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	Just be careful that you are really functioning as an employee, to satisfy the IRS. If you do too little for your pay, the payments won't be deductible; if you continue to do everything you used to do as owner, the entire sales or succession transaction can be treated as a sham by the IRS, bringing you an endless number of tax problems.





If you do use an employment contract, make sure that it's separate from the business purchase agreement so that if the employment relationship falls apart, the entire deal won't collapse.
Seller's Consulting Contracts
When the buyer of a business is an unrelated third party, consulting agreements are used more frequently than employment agreements. Usually the buyer will agree to make specified payments at certain intervals of time, and the seller agrees to be available for consultation for a specified number of hours per month. The seller is to be "on call" and still gets the payments even if no services are required.
One disadvantage to these agreements is that you may need to make yourself available for consultation, even if your plan was to retire to a yacht off of Tahiti. A possible solution, provided the buyer is amenable to the plan, is to set up your own consulting company and have it sign the agreement, so that you can substitute other consultants if you are not available.
Payments made under consulting agreements are taxed as ordinary income to you, and are deductible by the buyer. They can serve a dual purpose of compensating you for your wisdom and also making a portion of the cash you get (which might otherwise be part of the purchase price) deductible to the buyer. The IRS is well aware of the potential for abuse in this situation, so make sure that the agreement is in writing and that any payments under consulting arrangements are within the range of fair market value, given your experience, contacts, knowledge of the business, etc.
Seller's Noncompete Agreements
One of the last things that a buyer wants to happen is for you to sell your company, and then turn around and start another one just up the street, taking most of your customers with you. For that reason, buyers will want you to sign a noncompete agreement as part of the deal. The agreement will state that in exchange for a specified payment, you promise not to go into a similar type of business, within a certain geographic area, for a given period of time. Sometimes the agreement will specify that you promise not to use certain confidential trade secrets, business processes, customer lists, etc. that you are transferring to the buyer.
Most sellers think of signing a noncompete agreement as a "no-brainer." They are retiring, and weren't planning to go into a similar business anyway, so why not take money for doing nothing? However, you should know that there's a sizable number of business owners who find, a couple of years down the road, that they got out of their business too early and they miss it. When they decide they want to go back into business, a noncompete agreement can stand in their way.
To be enforceable, noncompetes generally have to restrict you only from starting a business similar to the type you sold, in the same geographic area from which the former business drew customers, and must be limited to a reasonable (meaning, short) length of time. State laws generally discourage such agreements and in some states, they are virtually impossible to enforce.
But noncompetes have another purpose: to convey more cash to the seller, in a form that has tax advantages for the buyer. All noncompete agreements must be written off over a 15-year period, regardless of their actual length. Since most noncompetes are for five years or less (and must be short in order to be valid), this rule makes them much less attractive. Nevertheless, they are still used in a majority of business sales.
Tax Aspects of Selling Out
When you sell your business you're likely to face a significant tax bill. In fact, if you're not careful, you can wind up with less than half of the purchase price in your pocket, after all taxes are paid! However, with skillful planning it's possible to minimize or defer at least some of these taxes.
You will be taxed on the profit you make from selling the business. You may be able to control the timing through the terms of the deal, but the IRS will take its share at some point. The amount of tax that you will ultimately have to pay depends upon whether the money you make from the sale is taxed as ordinary income or capital gains. Profit received from the sale of the business assets will most likely be taxed at capital gains rates, whereas amount you receive under a consulting agreement will be ordinary income.
The problem becomes one of allocation. If you negotiate a total price for the business, you and the buyer must agree as to what portion of the purchase price applies to each individual asset, and to intangible assets such as goodwill. The allocation will determine the amount of capital or ordinary income tax you must pay on the sale. It will also have tax consequences for the buyer--so the allocation of price to various components of the deal is frequently an area for negotiation and compromises.
The taxable amount at issue is your profit: the difference between your tax basis and your proceeds from the sale. Your tax basis is generally your original cost for the asset, minus depreciation deductions claimed, minus any casualty losses claimed, and plus any additional paid-in capital and selling expenses. Your proceeds from the sale generally means the total sales price, plus any additional liabilities the buyer takes over from you.
As the seller, you will probably want to allocate most, if not all, of the purchase price to the capital assets that were transferred with the business. The basic issue is that with any sale of a capital asset, including business property or your entire business, you have to pay income tax on your capital gains. Ordinarily the gains are recognized (taxed) in the year of the sale. Under current law, long-term capital gains of individuals are taxed at a significantly lower rate than ordinary income.
Through the end of 2010, if you've held the asset for longer than 12 months, the maximum tax on long-term capital gains is 15 percent for qualifying taxpayers. (Taxpayers in the 10- and 15-percent tax brackets paid zero percent for the period from 2008 through 2010.) All of these rates are scheduled to increase in 2011. The rate structure for capital gains in tax years beginning after December 31, 2010, requires that , if a non-corporate taxpayer has a net capital gain, the taxpayer's long-term capital gains and losses must be separated into three tax rate groups: (1) the 28 percent group, (2) the 25 percent group, and (3) the 20 percent group. Most business assets will fall into the latter two groups, but it is important to work with a tax professional to classify all of the assets sold are classified correctly.
If your business is a sole proprietorship, a partnership, or an LLC, each of the assets sold with the business is treated separately. (A corporation can also take this route, but it also has the option of structuring the sale as a stock sale.) So, the formula described above must be applied separately to each and every asset in the sale (you can lump some of the smaller items together, however, in categories such as office machines, furniture, production equipment etc.). Certain assets are not eligible for capital gain treatment; any gains you receive on that property are treated as ordinary income and taxed at your normal rate. 
After the sale, the buyer will be able to depreciate or amortize most of the assets that were transferred. Because different types of assets are depreciated differently under IRS rules, the buyer is going to want to allocate more of the price toward assets that can be depreciated quickly, and less of the price to ones that must be depreciated over 15 years (such as goodwill or other intangibles) or even longer (such as buildings) or not at all (such as land).
That's the basic story. But things are never that simple with the IRS. There are a number of qualifications to the rules, and issues that present planning opportunities for sellers (and buyers) of businesses.
· Ordinary income vs. capital gains: gains on some of the assets being transferred may have to be taxed at ordinary income tax rates, rather than at the 15 percent maximum long-term capital gains tax rate.
· Installment sales: if you defer receipt of the purchase price to later years with an installment sale, you may be able to postpone paying tax on your gains until you receive them.
· Double taxation of corporations: for businesses organized as corporations, the structure of the deal as an asset or stock sale can have very different tax results.
· Tax-free reorganizations: where one corporation is buying another, you may be able to structure the sale as a tax-free merger.
· Be aware of state tax issues. In some states, sales tax may apply to asset sales; some states tax stock transfers. Also, many states and localities impose transfer taxes on real estate or other assets.
Please note that our discussion of tax aspects is a very broad overview, and presently covers only federal tax issues. For more detailed information or advice pertaining to your individual situation and your state and locality, consult your tax advisor.
Capital Gains/Ordinary Income
When you sell your business, you are really selling a collection of assets, some tangible (such as real estate, machinery, inventory) and some intangible (such as goodwill, accounts receivable, a trade name). Unless your business is incorporated and you are selling the stock, the purchase price must be allocated among the assets that are being transferred. According to IRS rules, the buyer and seller must use the same allocation, so the allocation will have to be negotiated and put in writing as part of the sales contract.
Allocation of price can be a big bone of contention. The buyer wants as much money as possible to be allocated to items that are currently deductible, such as a consulting agreement, or to assets that can be depreciated quickly under IRS rules. This will improve the business's cash flow by reducing its tax bill in the critical first years.
The seller, on the other hand, wants as much money as possible allocated to assets on which the gain is treated as capital gains, rather than to assets on which gain must be treated as ordinary income. The reason is that the tax rate on long-term capital gains for noncorporate taxpayers is much lower than the highest maximum individual tax rate. Given that most small business owners who are successful in selling their company are in high tax brackets, this rate differential is very important in reducing tax liability.
Any gains on property held for one year or less, inventory, or accounts receivable are treated as ordinary income. Amounts paid under noncompete agreements are ordinary income to you and amortizable over 15 years by the buyer, unless the IRS successfully argues they are really part of the purchase price. And amounts paid under consulting agreements are ordinary income to you and currently deductible to the buyer.
Recapture of depreciation. Gain on depreciable personal property (that is, any property other than real estate), including amortizable intangible property such as business goodwill, is treated as ordinary income to the extent that the gain that is equal to depreciation you've already claimed on those assets. In this way the depreciation is "recaptured."
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	Let's say that you purchased a used truck in 2008 for $10,000. The truck was operated only in your business, and you sold it 2 1/2 years later for $7,000. During the time you owned it, you claimed $6,160 in depreciation on the truck. Your basis in the truck at the time of the sale was $3,840 ($10,000 - $6,160 = $3,840).
Your gain taxed as ordinary income is the lower of your depreciation deductions claimed ($6,160) or your amount realized from the sale minus your tax basis ($7,000 - $3,840 = $3,160). So, in this case all of your gains would be taxed as ordinary income.
If by some miracle, the truck had been sold for $12,000, the total gain would have been $8,160 ($12,000 - $3,840 = $8,160). Of this gain, $6,160 would have been taxed as ordinary income and $2,000 would have been taxed as long-term capital gain.





IRS allocation rules. As you can imagine, the IRS has come up with some rules for making allocations of the purchase price. Generally speaking, they require that each tangible asset be valued at its fair market value (FMV), in the following order: 
1. Cash and general deposit accounts (including checking and savings accounts but excluding certificates of deposit);
1. Certificates of deposit, U.S. Government securities, foreign currency, and actively traded personal property, including stock and securities;
1. Accounts receivable, other debt instruments, and assets that you mark to market at least annually for federal income tax purposes. (Although there will be special limitations imposed on related party debt instruments);
1. Inventory and property of a kind that would properly be included in inventory if on hand at the end of the tax year, and property held primarily for sale to customers;
1. All assets that don't fit into any other category. Furniture and fixtures, buildings, land, vehicles, and equipment usually fall into this category;
1. Intangible assets (other than goodwill and going concern value). Copyrights and patents generally fall into this category.;
1. Goodwill and going concern value (whether the goodwill or going concern value qualifies as a section 197 intangible).
The total FMV of all assets in a class are added up and subtracted from the total purchase price before moving on to the next class. Thus, intangible assets such as goodwill get the "residual value," if there is any. However, remember that FMV is in the mind of the appraiser. You still have some wiggle room in allocating your price among the various assets, provided that your allocation is reasonable and the buyer agrees to it. Your odds are even better if your allocation is supported by a third-party appraisal.
Goodwill and other intangibles. Prior to August 11, 1993, goodwill was not depreciable at all, and other intangible assets of the business (such as the value of patents, trademarks, trade names, copyrights, a trained workforce, the value of business records, covenants not to compete, customer relationships, supplier relationships, licenses or permits) were depreciated only if the taxpayer could demonstrate that they had a limited useful life. Therefore, if you started your business from scratch or purchased it before 1993, it's likely that you were unable to depreciate your goodwill. Now, however, all of these intangible assets are known as "Section 197 intangibles" and your buyer must amortize them over a 15-year period. However, they are only amortizable if they were acquired after August 10, 1993 by purchase, gift, etc. — you still can't amortize self-created intangibles.
Installment Sales
If you are willing to finance the sale of your business by taking back a mortgage or note for part of the purchase price, you might be able to report some of your capital gains on the installment method. This is good news, because the method allows you to defer some of the tax due on the sale until you get paid over the course of future years.
The installment method is used when you receive at least one payment for your business after the year of the sale. However, it can't be used if the sale results in a loss. Furthermore, payments for many (or even most) of the assets of your business are not eligible for installment sale treatment.
Assets eligible for installment treatment. Generally, anything on which gains must be treated as ordinary income will not be eligible for installment sale treatment. That includes payments for your inventory, for accounts receivable, and for property that's been used for one year or less. It also includes payment for any personal property to the extent of any depreciation that must be recaptured, based on deductions you've claimed over the years. And, it includes any depreciation that must be recaptured on real estate. For all these items, you must pay tax on any gains in the year of the sale, even if you haven't yet received payments for the items.
Looking at it another way, in most cases only gain on assets that have appreciated in value beyond their original purchase price will be eligible for installment sale treatment. For older businesses, gain on intangible assets such as goodwill will also be eligible for installment sale treatment, because under the law prior to 1993 goodwill could not be depreciated or amortized (hence, there's no depreciation to be recaptured).
Using the installment method. To use the installment method, you must allocate the total purchase price for the business among all the assets you've sold with the business.
Then, for each asset to which the installment method applies, you must compute your "gross profit percentage." First, you determine your gross profit. This is your selling price (which is the total cost to the buyer not including interest) minus (1)the adjusted basis of the property, (2) your selling expenses, and (3)any depreciation recapture. This amount is then divided by the selling price of the asset. Then, each time you receive a payment, the principal portion of the payment (i.e., everything but the interest) is multiplied by the gross profit percentage to determine the amount that must be reported as taxable gain for the year.
If the buyer assumes any of your debt as part of the deal, the assumption is treated as a payment to you for purposes of the installment sale rules. If the buyer places some of the purchase price in an escrow account, it's not considered a payment until the funds are released to you, as long as there are some substantial restrictions on your ability to get the money.
If your deal includes an earnout provision under which you may be entitled to additional payments based on future performance, special rules apply. Please see your tax advisor for details.
Tax on Stock or Asset Sales
If your business is organized as a corporation, you have a choice: you can either sell the stock in the corporation to the buyer, or you can have the corporation sell its assets to the buyer, leaving the corporate "shell" in your hands.
Tax aspects are the main reason that C corporation sellers usually prefer to sell their stock, while buyers prefer to buy the assets. With a C corporation asset sale, the seller will be taxed twice: the corporation will pay tax on any gains realized when the assets are sold, and then the shareholders will pay capital gains tax when the corporation is liquidated. In contrast, if you sell the stock, you'll pay capital gains tax on your profit from the sale, generally at the long-term capital gains rate.
From the buyer's perspective, however, asset sales are usually preferable. In an asset sale, the buyer's basis for depreciation is the allocated purchase price of the transferred assets. In a stock sale, the basis of the stock shares is stepped up to the purchase price of the stock. However, the buyer takes over whatever basis the seller had in the assets. If the buyer had already depreciated some of the assets down to zero, the buyer can't claim any more depreciation deductions on them. Clearly, the buyer would much prefer the stepped-up basis of an asset sale.
One point to consider, when you negotiate the issue of a stock or asset sale with the buyer, is that your increased tax bill from an asset sale will usually be greater than the savings the buyer would get from such a sale. A stock sale usually results in the lowest total amount of tax being paid to the IRS, and the most money left in the hands of the parties. Theoretically at least, you should be able to take advantage of a stock sale by adjusting your purchase price to reflect the future tax burden to the buyer. Also, in a sale of stock, the IRS does permit the buyer to elect to have the transaction treated as a purchase of assets (i.e., buyer can get a step-up in basis for the assets), if the buyer pays tax on the difference between each asset's current basis and its fair market value in the year of the transfer.
Delaying the second tax. As explained above, if the seller is incorporated and sells assets, the transaction is normally taxed twice — once when the corporation sells the assets, and again when the corporation is liquidated. At the time of liquidation there will be capital gains tax imposed on the individual stockholders based on their proceeds from the liquidation, minus their basis in the stock. Sometimes this second tax can be deferred to the future, if the corporate "shell" is maintained rather than liquidated. In a family-owned corporation, the shell can become a holding company for family investments (for example, the proceeds of the sale can be held by the corporation and invested). As you can imagine, the IRS generally doesn't like this result, so in addition to the regular corporate income tax, the "shell" may have to pay personal holding company tax to the tune of 35 percent (i.e., the highest individual income tax rate through 2010). You can generally avoid this result if the shell corporation pays out all its after-tax income as dividends.
Electing S corporation status. With an S corporation, there's generally just one tax to shareholders on either an asset or stock sale. If you're contemplating the sale of your business several years down the road, you may want to consider switching to an S corporation now. By doing so you can usually eliminate the double taxation on any appreciation after the date of the switch. If you go this route, be sure to get expert tax advice, and have an appraisal done at the time of the change.
Tax-Free Reorganizations
If your business is incorporated and you are selling out to a larger corporation, it may be possible to defer any tax due on the sale. How? By structuring the sale as a corporate reorganization, and accepting the purchaser's stock in exchange for your own business's stock. If you manage to comply with the IRS's extensive rules for these types of transactions, you won't be taxed on the value of the stock you receive, until you sell it at some point down the road. If you receive other property or tax in addition, however, you'll have to recognize taxable gain to the extent of this "boot."
This type of deal is only advantageous if you are selling out to a buyer whose stock is a good investment. Remember, you'll be exchanging a nondiversified investment over which you had control (your own company) for a nondiversified investment over which you may have little or no control. Under Federal tax laws, you generally can't go out and immediately sell the buyer's stock; you may be required to hold it for as long as two years, or you will lose the tax-free status of the transaction. In two years, almost anything can happen to the value of the stock.
If your buyer proposes structuring the deal as a merger or corporate reorganization, our advice is that you seek the advice of an attorney with extensive experience in this very complicated area.
Negotiating the Price
Once you've established what the major terms of your deal are going to be, you can begin to negotiate on what's probably the most important aspect of the sale of your business: the price.
Whenever you negotiate price, in any type of sale, it's almost always best to let the other party make the first offer. When someone names their price, you have a fix on at least the minimum they will accept. However, as a practical matter, you will often have to make the first price move because you will have to give a ball-park asking price to your business broker. The broker will need a figure in order to advertise your business, or to contact buyers and see whether they might be interested in purchasing. You might also have listed an asking price for your business in your selling memorandum.
Of course, the buyer knows that your asking price is not the least you'll settle for. What he doesn't know is how low you'll go. If your buyer knows that your asking price is based on a formal appraisal using recognized valuation formulas, he or she may take your asking price more seriously, and make an offer that is fairly close (i.e., within 20 percent or so) to it. However, don't be shocked if you get low-ball offers at around 50 percent of your asking price, or even less. There are a lot of bottom-feeders out there looking to buy businesses from desperate owners, but there are also legitimate buyers who just want to test your stamina by starting with a small bid. You should always respond to each offer on its own merits, and don't allow yourself to feel insulted or angry at an offer that you think is far too low.
On the other hand, if the buyer names a price that's more than you anticipated, don't automatically accept the first offer. Buyers will expect you to bargain hard on this issue. If you give in too soon, they will think something is wrong with the business, or with you (which in turn reflects on your business). An exception to this rule applies to large corporate buyers — they sometimes bid on a lot of small companies, and if you don't bite, they'll simply move on to the next likely prospect.
Our general advice is that you try not to get too hung up on any particular price. If you feel that the buyer won't budge, you can go back and change some of the terms you've tentatively agreed on, to make them more favorable to you. Your broker or attorney may have some creative ways of bridging a price gap between you and the buyer. For example, the buyer might agree to purchase some zero-coupon treasury bonds (commonly known as "strips") for you, at a discount that allows you to get your desired price when the bonds mature, but at a present cost to the buyer that's much lower. Or the buyer might purchase a single-payment annuity product from an insurance company that will pay out enough each year to give you a comfortable retirement, at a price that's much lower to the buyer. In family transactions where the buyer is the owner's child, the child may be able to set up a nonqualified pension program for you that will give you the desired price, but create tax deductions for the child (the groundwork for this type of solution needs to be set up several years before the sale, though).
You can also decide to keep some of the business assets yourself, and lease them back to the buyer (or anyone else) to reduce the business's price. The point is, there are almost infinite possibilities, if you are willing to be flexible.
Include an expiration date in any firm offers. Under contract law, when someone makes a firm offer they can theoretically be forced to complete the deal at that price (though if they are smart they will hold back some reservations in the form of contingencies, such as "this offer is contingent on my attorney's approval of the purchase contract"). Therefore, every time you make an offer or counteroffer as to price, make sure that you have attached an expiration date to it. If the other party does not accept before the expiration date, the offer goes up in smoke and you can't be held to it.
Financing the Business Sale
Early on in the negotiation process, you'll need to determine where the buyer is going to get the money to purchase your business.
· Seller financing: of course the most obvious source of financing is you. Seller financing is involved in up to 90 percent of small business sales and more than half of mid-size sales, and if you're not willing to finance at least some of the price, you may not be able to sell your company.
· Third-party financing: if the buyer is planning to obtain outside funding, the bank or other lender should confirm to you that the buyer is qualified and that the lender is willing to come up with the money before negotiations go too far.
Seller Financing
Should you finance a buyer who is purchasing your business?
Pros and Cons of Seller Financing. On the downside, if you allow the buyer to pay you off slowly over time, you'll retain many of the risks that come from continued ownership of the business while giving up control of its management. In most cases, the buyer's ability to make the payments will depend on the future success of the business, yet your buyer may know little about your company, your customers, or even your industry. The buyer can mismanage your company down to nothing very quickly, if you don't keep an eye on him. If the buyer runs aground and stops making payments, your only real recourse may be to foreclose on the note and repossess the business, but that means you'll have to find another buyer and start all over again.
On the upside, carrying back a note for some or all of the purchase price may be the only way to sell the business, since banks have fairly strict lending criteria for acquisition loans. Moreover, seller financing can provide a tax break for you if you qualify for installment sale treatment. For the buyer, seller financing can be a godsend because you'll generally have more relaxed qualification standards and more lenient terms than a bank would have.
Mechanics of seller financing. The simplest way to provide seller financing is to have the buyer make a down payment (generally, you should insist on a down payment that's as large as possible), with you carrying back a note or mortgage for the rest of the purchase price. The business itself, and/or the significant business assets, provides the primary collateral for the note. A lien on the property is filed with the secretary of state's office, so the world at large knows that it exists. If the buyer defaults on the note, you'll be the first in line to step back in and take over the business.
Aside from its simplicity, this type of deal can be very flexible — you can adjust the payment schedule, interest rate, loan period, or any other terms to reflect your needs and the buyer's financial situation. For example, you can provide for a floating interest rate, or one that starts low but goes up gradually over time. Most seller financing will be for a relatively short term (say, five to seven years) but will be amortized over a much longer payment schedule, so that at the end of the loan term there's still a large portion of principal remaining. The buyer will have to obtain outside financing to pay off the balance of the loan in a "balloon" payment at the end of the loan period. The idea is that at that point, the business will be on a solid footing and bank financing will be easier to find.
The buyer may have lined up a bank to do the primary financing on the deal, and may want you to take back subordinated debt for the remainder of the price, in a variation of a leveraged buy out (LBO). In that case, you are second in line if the buyer defaults on the primary loan. Obviously, this is not as desirable a position for you, and if you agree to it you should demand a higher interest rate. You should also think about continuing to maintain an equity position in the company, so that you have a voice (even if not the controlling voice) in the management of the company.
Protecting your interests. If you agree to finance part of the deal, you should try to get the buyer to provide more security for the loan, besides the business itself. For example, you might require the buyer to put up a personal residence as additional collateral (assuming there is significant equity in the home.) Some buyers have other commercial real estate, or investments that can provide more security. You can also require the seller to personally guarantee the loan, just as a commercial lender would. This can protect you if, as is often the case, the buyer finds that running the business is harder than it looks and is tempted to welsh on the deal. And, of course, you'll want to thoroughly check out the buyer's background, including credit record, management experience, personal assets, and character, just as the buyer will check you out during the due diligence phase of negotiations.
In order to further protect yourself, you should require the buyer to take out a life insurance policy with yourself as beneficiary, so that the loan will be paid off if the buyer meets an untimely demise. If the buyer will be actively working in the business, you might also consider getting disability insurance on the buyer, although sometimes this is prohibitively expensive. Your sales contract may also restrict the new owner's sale of assets, acquisitions, and expansions until the note is paid off, and may specify that you get to see the quarterly financial statements so you can keep tabs on the business.
Instead of financing per se, particularly if you're being asked to put up secondary financing to a bank's acquisition loan, you might be able to have the buyer purchase an annuity contract for you, or purchase some zero-coupon bonds. These are sold at a deep discount off of their future value. With this approach, the buyer gets the benefit of a lower payment now, but you won't be so dependent on his or her future success. This plan works best in the situation where you suspect that you have a well-qualified buyer who could actually pay cash for the business, but simply doesn't want to tie up all his funds there.
Outside Lenders/LBOs
When an outside lender such as a bank or investment firm finances the purchase of a business, the transaction is frequently called a leveraged buy out or LBO. LBOs were once very common, but many lenders have been stung as buyers tended to default when things got tough, or had such difficulty making payments that lenders were forced to restructure the loans. Lending criteria are stricter, now, and buyers are expected to put up more of their own money (or find a partner who's willing to).
In the small business context, the typical LBO buyer is one or more of your managers or key employees who wants to take over after you retire. It may also be a combination of managers and other investors. In some cases it may be your children, or a group of them. Having an outside lender finance the transition of your family business to the next generation is a good way to transfer some of the risk outside your family, if you find an institutional lender who's willing to participate. Institutional lenders are more likely to approve loans where the buyers already have experience in the particular business, so there will be a measure of management continuity.
Elements of an LBO. LBO financing is usually a package that combines several types of loans, as well as equity. The components may even come from different sources. The package itself may be put together by a bank, a commercial finance company, a venture capital firm, or a mergers and acquisitions intermediary that has access to capital markets.
Some typical components of the package might be 15 to 25 percent equity, 10 to 50 percent subordinated debt; and 40 to 70 percent senior debt. "Equity" would usually be in the form of common or preferred stock, held by the buyer or by other investors such as venture capitalists. "Senior debt" would be loans on assets such as receivables and inventory (for asset-based financing) or real estate and equipment (for more conventional financing). The senior debtholder is a secured lender who stands in first position to collect against the particular asset, if the buyer defaults. In contrast, "subordinated debt," also called mezzanine debt, is akin to a second mortgage in that if the buyer defaults, the debtholder would collect only after the senior debtors had been paid off. Consequently, the subordinate lenders frequently want a higher interest rate and an equity interest in the business as well, so there is a potentially greater reward in exchange for the greater risk they take in making the loan.
As you can guess, the complexity of the structure and the players involved make a typical LBO an unlikely prospect for the average small business, unless you're in an industry that's considered "sexy" at that moment in time. However, if you are willing to act as the subordinate debtholder, the LBO model can work for even a very small business. The determining factor would be whether the business has sufficient assets and cash flow to interest one or more institutional lenders in making the senior loan(s).
If your buyer wants to do an LBO, recognize that it will require a lot of work on your part to make it happen. These deals are neither simple nor easy, and they take time to put together. Not only will you need to cooperate with the lender, you may even need to help sell the lender on the deal. However, the result can be significantly less risk to you than if you had financed the entire purchase yourself.
Steps to Completing the Sale
Once you've located a buyer for your company and come to an agreement as to the major terms and price, you are ready to move into the process of actually closing the deal.
The major steps involved in the sale of a business are:
· The letter of intent: the buyer outlines the terms and price you've informally agreed to in a written, nonbinding letter, and promises confidentiality so that you'll allow it to investigate your company further.
· Due diligence: the parties have a limited time period in which to investigate each other thoroughly, to see whether they will proceed with the deal.
· Purchase agreement: if due diligence turns up no nasty surprises, the parties' respective lawyers will hash out the details of the purchase agreement, any mortgages or financing between the parties, and any supplementary contracts such as noncompete or consulting contracts.
· State law requirements: state laws commonly require that the selling company's creditors be notified about the pending sale, so they can move to protect their interests. States may also require that corporate stockholders of the buyer and/or the seller vote on the transaction, that minority interests be cashed out, that the parties obtain tax certificates, transfer or buy business licenses, pay sales or transfer taxes, etc.
· Closing the deal: when all the details have been agreed upon, the parties will sign the contracts that transfer ownership, promissory notes, security interests, etc., as well as any documents required by third-party lenders; you get the down payment, the buyer gets possession of the business, and the transaction will be complete.
Letter of Intent
Once you have a general agreement with the buyer as to the price and terms of the sale of your business, the buyer usually drafts and signs a non-binding letter of intent. The letter of intent lays out the general terms of the deal, and, if signed by the seller, it indicates that both parties intend to move forward in completing the transaction. Generally, at the time the buyer submits the letter he or she will also make a monetary deposit on the purchase price, similar to the earnest money used in a real estate deal. If the deposit is large, the seller may agree to a "no-shop" agreement, which prevents the seller from further marketing the company. However, the letter is usually nonbinding in the sense that at any point, negotiations can be broken off by either party, and the buyer's deposit will be returned.
Once signed and accepted by the seller, the Letter can be shown to third parties such as lenders and stockholders as evidence of the seriousness of the parties. The buyer will begin a thorough investigation of all aspects of the company (known as "due diligence "), and the letter should give the buyer permission to contact your lawyer, accountant, banker, etc., to find out more about your operation. In the meantime, your respective lawyers can begin to hash out the contractual language of the purchase agreement.
There is one part of the letter of intent that should be binding on the purchaser, and that is the section in which the buyer promises to keep confidential the fact that negotiations are proceeding, and also promises not to disclose any information learned during the investigation or negotiations. This provides you with some protection if the deal falls through. However, we recommend that you don't rely solely on this agreement — it's still a good idea to keep the most sensitive trade secrets or other information to yourself until you are sure that the buyer will sign the contract.
Multiple letters of intent. Sometimes, business brokers will conduct a controlled auction in which they will describe the seller's company to a number of likely purchasers. They will solicit bids in the form of letters of intent, to be presented to the seller on a specified date. In this situation you may receive several letters of intent, without having done any significant negotiations with the buyers. You'll need to work with your broker to find out as much as you can about the potential buyers and then choose one of the letters to accept. In these situations, buyers generally make their best offer the first time, so it's usually best to accept one, without attempting to continue to pit buyers against each other or expecting them to make additional offers and counteroffers.
Do you need a letter? The letter of intent stage can be skipped if you know your purchaser well (for example, the buyer is your child or a key employee), or if the deal is a very small one and it looks as if you can move directly on to negotiating the purchase agreement. However, even if you and your buyer decide to dispense with the formal letter, we would still recommend that you have the buyer sign a confidentiality agreement before moving on to thorough due diligence.
Due Diligence
Usually, after a buyer signs a letter of intent to purchase a business and the seller accepts the letter, the buyer will have a specified period of time in which to conduct a due diligence investigation of the seller and the company. During this period, your buyer should have access to your financial and other records, facilities, employees, etc., to investigate before finalizing the deal.
Ideally, you will have collected and examined most of the information the buyer wants, as you prepared your company for sale. The vast majority of it is in the form of paper. The buyer will want to see copies of all leases, contracts, and loan agreements in addition to copious financial records and statements. He or she will want to see any management reports you use, such as sales reports, inventory records, detailed lists of assets, facility maintenance records, aged receivables and payables reports, employee organization charts, payroll and benefits records, customer records, and marketing materials. The buyer will want to know about any pending litigation, tax audits, or insurance disputes. Depending on the nature of your business, you might also consider getting an environmental audit and an insurance checkup.
If your financials were unaudited, and especially if they were prepared in-house, the buyer may want you to pay for updated statements by an accountant of his or her choosing, as a condition of closing the sale. The buyer will then perform an independent financial analysis of your company; for example, the buyer may look at your key financial ratios and examine the trends over time, compare them to industry averages, create projected statements for the business using his or her own assumptions, etc.
A wise buyer will also want to take a look at your facilities, and spend some time "in the trenches" with you and/or your employees as you go about your business. We suggest that you accommodate this request, even if it will cause some disruption of your normal operations. Buyers will be most suspicious if they think you are hiding something. They tend to be more concerned about what they don't know, than they are concerned about minor or even major problems that might turn up in an investigation. If you know that certain problems exist, you're much better off disclosing them and talking about possible solutions, rather than shoving them under the rug.
Buyers will also look at the environment your business operates in, including the size and makeup of your market, your principal suppliers and customers, your competition, and your industry. They may ask you for more and more information until you feel overwhelmed! We suggest that you respond patiently, and cooperate as much as you reasonably can. Just keep your mind on the goal — selling your company at a price and terms you can live with — and you will get through this potentially very trying period.
Your own due diligence. You should also do some serious investigating of your own. You'll want to find out the buyer's credit record, management experience, reputation, and the plans he or she has for your company's future operation. This is particularly true if you plan to continue an employment or consulting arrangement with the buyer after the sale, or if some part of the purchase price will be paid into the future though a financing arrangement, or an earnout. However, even if you plan to collect all your cash at the closing, walk away, and never look back, you should satisfy yourself that there's at least a reasonable likelihood that the buyer will be able to operate the business successfully. If he or she fails miserably, there's a stronger likelihood that you may be sued for fraudulently misrepresenting the business's financial state, assets, products, or any other straws the buyer can grasp at.
Business Purchase Agreement
The purchase agreement for your business is one of the most important legal documents you'll ever sign. After all, many years of hard work will culminate in this single transaction, by which you'll put a dollar sign on the value of your entire operation. You don't want to have problems collecting the money due you or to have legal problems haunting you into the future, and a carefully constructed purchase agreement can be your best insurance policy for preventing such catastrophes.
Customarily, the buyer's lawyer provides the initial draft of the purchase agreement for a business. This makes sense, since the buyer has to live and work with the company while you will walk away into the sunset with the cash (theoretically, at least). However, we suggest that your lawyer should draft the sections that are most important to you. In most cases, that means the clauses containing representations and warranties about the business. Ideally, you should try to avoid or limit the making of any warranties or guarantees for which you can be held legally accountable. You may also negotiate closely with the buyer as to which liabilities he or she is assuming, and which will remain with you. Here's where a top-notch lawyer can really save your skin. Make sure that you maintain ongoing liability insurance for any liabilities that will remain with you — for example, product liability insurance on products that were sold during your tenure as owner.
Indemnity provisions, in which you promise that you will reimburse the buyer for certain types of expenses if they occur, are often a hotly disputed area of the contract. If you agree to any indemnifications, make sure there's a time limit such as two years on the buyer's claims, and a dollar limit such as 20 to 25 percent of the business purchase price. Depending on the value of your business, you should also insist on a dollar-limit floor for claims, so that the buyer doesn't nickel and dime you to death with lots of small problems.
If you are selling the assets of your business, as opposed to the stock, you'll need to allocate the purchase price among the assets for tax reasons. The allocation should be part of the purchase agreement so there's no dispute about it later. The allocation will also have to be reported to the IRS on Form 8594 , Asset Acquisition Statement.
The purchase agreement is likely to be a lengthy, complicated document. For some of the more elaborate deals, the contract plus attachments can run into the hundreds of pages. You should go through it carefully with your attorney and make sure that you understand the implications of whatever is in there.
Once both parties have agreed on the language of the purchase agreement, it will be signed by both parties. The contract will state the date at which the final transfer of ownership and possession of the business will occur, and when the seller will get the money. With a signed purchase agreement in hand, the buyer can finalize any financing arrangements with outside lenders in anticipation of the closing.
State Laws on Business Sales
State laws can impose a variety of obligations on both the seller and buyer of a business. Our purpose here is to alert you to some of the implications of the most common requirements. For more detailed information on the requirements in your state, consult your attorney.
Bulk sales acts. Many states have laws on their books requiring that when a business sells the "bulk" of its materials, supplies, merchandise, or other inventory outside the regular course of business, it must formally notify all of its creditors at least 10 days before the pending sale. Otherwise, the sale will be ineffective against those creditors, meaning that they can still repossess the goods from the new owner, in repayment of the debt. In some states the creditors will also have a lien on the proceeds of the sale. Even if your business doesn't have inventory, you may be covered by the law because a number of states have extended it to apply to certain service businesses, most commonly gas stations, restaurants, and bars.
The purpose of the law is to give your creditors a chance to try to collect anything you owe them before you pack up and leave town. After all, your creditors know nothing about your buyer, and might or might not have extended credit to him, if they did know. The notification process can be quite cumbersome if there are a lot of creditors, although some states permit printing a notice in a general circulation newspaper as an alternative. Another drawback to the law is that you may prefer that news about your impending sale be restricted until it actually happens. The state laws generally allow the notification requirements to be waived if both parties agree, but then the buyer will want you to agree to indemnify him or her against any claims made by your creditors.
Another part of the bulk sales acts requires you to give the buyer a list of all your known creditors, their business addresses, and the total amounts owed to them. The list must also be filed with the appropriate state agency, so that creditors have access to it.
Recorded security interests. Before the buyer closes the deal, he or she will want to be sure there are no recorded liens or other security interests (known to lawyers as UCC-1 filings) against any of the assets. Therefore, the buyer's lawyer will order a search, much like a title search for real property, through the appropriate state, county or other records. Once the deal goes through, you in turn will need to have your lawyer record any security interests you will have in the buyer's business or in particular assets such as his or her home or other property.
State tax certificates. In some states, you must obtain a certificate from the appropriate tax authorities showing that no taxes are currently owed, and provide this to the buyer. The most common taxes covered are sales and use taxes due on sales to your customers, and unemployment insurance taxes due on your employees' payroll. If you owe any taxes, the buyer may be required to hold back enough of the purchase price to cover your bill, and to remit it directly to the state tax authorities.
State sales or transfer taxes. In some states, the sale of a business or its assets can itself be subject to sales tax. Other states tax the sale of stock or other securities. The tax is not usually significant enough to sway your decision to sell stock or assets if you're incorporated; nevertheless, you'll want to know what your tax liability will be for planning purposes.
Directors' and shareholders' approval. For businesses organized as corporations, state laws and your own corporate charter may require that your Board of Directors approve the transaction. In some situations the stockholders must also vote. This is most commonly necessary for sales of the business's assets (rather than stock) and for tax-free mergers and reorganizations. A vote of the buyer's Board of Directors and stockholders may also be necessary. Where the deal is structured as a stock sale, however, shareholder approval is not usually required.
Minority shareholders' rights. If you have any shareholders who are not pleased about the deal, your state law may give them certain protections. In many states, minority shareholders have the right to an independent appraisal of the business, and have the right to be cashed out based on the appraisal at the time of the sale. In addition to state laws, your corporation may have buy-sell agreements in place that must be honored.
Closing the Business Sale
In the context of the sale of a business, the "closing" is the point in time at which all necessary documents are signed by all the parties, apportionment of expenses up to the date of closing is done, money and keys are exchanged, and the buyer becomes the new owner of the business.
Sometimes the closing occurs on a particular day, when the parties meet with their respective lawyers to sign all the documents in each other's presence. In other situations, an escrow agent is used. Each party signs the necessary documents as they become available, and forwards them to the escrow agent over a period of days or weeks. When the agent has everything from both parties, he or she will release the funds to the seller and the deal is "closed." Whether an escrow agent or a closing ceremony is used really depends on the custom in your geographic locality, and the preference of your lawyer.
Immediately prior to closing, the buyer may want to do a "walk through" to be sure all the equipment and inventory listed in the purchase agreement is still there. Because accidents happen and inventory gets sold or broken, you should be prepared to do a bit of last-minute adjusting to the purchase price.
After the Sale: What Now?
After the sale of your business is completed, the first thing you should probably do is take a well-deserved vacation!
The process of selling your business can be very hectic. You've probably put a lot of work and many late nights into gathering and presenting information about your business, schmoozing with potential buyers, and negotiating the terms of the deal while at the same time trying to keep your business running with at least a semblance of normalcy. After you close the deal, the exhaustion will probably hit you, as well as the emotional impact of having to let go of your company. It may be a good idea to leave town for a while, so you can avoid seeing your "baby" in the hands of a new owner, at least until you have some time to adjust to the change.
You may continue to be tied to your former business for a few years, if you've agreed to stay on as a consultant or employee, or if the new owner still owes you money. But chances are you'll be much less involved in the day-to-day routine, and more concerned with strategy and long-term direction. And even this involvement is likely to be fairly short-lived, as the new owner begins to feel more comfortable and anxious to make his or her mark on the business.
Most of your attention will turn to the best way to put the proceeds of the sale to work. You'll probably want to schedule a meeting with your attorney and financial planner to determine whether there are any creative ways to structure your holdings. For example, if your former business was incorporated and the assets were sold, you may be able to use the corporate "shell" to shelter revenues with a new defined-benefit retirement plan (the old corporation may continue to receive income in the form of old accounts receivable, payments on a note from the new owner of a business, or rent from business real estate that was not transferred in the sale). Alternately, you might decide to liquidate the corporation. A trust or family limited partnership may be the best way to shelter some income or transfer it to family members in a way that will minimize income taxes now, and estate taxes later.
If you haven't spent much time learning about investments, now is a good time to do it. If you have a significant amount of money to invest you'll probably want to seek the help of a professional advisor, at least in the beginning. But that doesn't mean you should avoid learning as much as you possibly can about the world of finance.
Finally, many former small business owners who've successfully sold their companies find that they miss the challenges and risks that go along with being an entrepreneur. Many have found that they can scratch that itch, and at the same time achieve a good return on capital, by investing in other small businesses in their town or region. Becoming a business angel who can come to the aid of younger entrepreneurs with both money and expertise can be the perfect solution to the question of "what do I do now?"
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