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EXITING IS A PROCESS, NOT AN EVENT

Don’t Limit Your Exit Strategy Planning with
What You Don’t Know

The general who wins the battle makes many calculations in his
temple before the battle is fought. The general who loses makes
but few calculations beforehand.

—Sun Tzu

You are what you are and where you are because of what has

N7

gone into your mind. You can change what you are and where
vou are by changing what goes into your mind.

—Zig Ziglar

Exit strategy planning is a complex endeavor. Currently mil-
lions of Baby Boomer business owners will be looking to exit
their business and head into retirement. Statistically, the ma-
jority of their wealth will be tied up in their illiquid business.
The problem is that business owners are in the business of
building companies, not exiting them. In addition, the advi-
sors who serve these owners are not well trained to develop
comprehensive exit strategy plans that begin with the own-
ers’ motives.




EICO1_1I

07/23/2008 10

10 EXITING IS A PROCESS, NOT AN EVENT

An exit strategy is not the same as the sale of a business. Therefore, this is
not a book about the viability of your business for sale or what you need to do
in your business in order to improve its value so that a buyer will pay you
more money. Rather, this book offers a process that begins with the personal
readiness of the exiting owner—you—for an exit and how you can protect
your wealth by understanding exit options in order to build and execute a cus-
tomized exit strategy plan.

There are, in fact, a vast number of exit options for business owners who
want to plan their exit and protect their wealth. Regardless of your choice of
exit option, you, the owner, will want to liberate yourself from the business
while simultaneously protecting your illiquid wealth. Because the process of
exiting a business is so complex, most business owners (and their advisors)
are ill-prepared to handle the exit effectively, potentially cubjecting them-
selves to excessive taxes and advisory fees resulting in weaith depletion.

The good news is that this book was written to gct you started on your
planning today. This chapter introduces a step-bv-ste. process for building
an exit strategy plan. It also introduces exit strete;;y concepts as well as dis-
cusses the landscape of business owners, advisurs, and the complexities in-
volved with any exit strategy plan. This is a necessary perspective from
which business owners can learn about-vhy setting an exit strategy plan from
their business can be so challenging: Accordingly, we say that your exit strat-
egy planning should not be limitedvith what you do not know.

Let’s begin with understancing how many business owners in the United
States today are currently in niced of this service.

BUSINESS OWNER MARKETPLACE

According to 2004 U.S. Census Bureau statistics, there are currently more
than 22 million registered businesses in the United States today. Exhibit 1.1
ranks these businesses by the number of employees that each business hires.

WIDE BASE OF THE TRIANGLE

At the base of the triangle in Exhibit 1.1 are nonemployee firms—
businesses that exist as sole practitioners or registered corporations without
employees. This is far and away the highest volume of registered businesses
in this country, numbering 17,646,062.

The next tier in the triangle represents businesses with between 1 and 19
employees. These are many of the businesses that we know well, the small busi-
nesses, usually run by the owner that vary in revenue and profitability metrics.
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500-599
Employees:
8,326

100-499 Employees: 82,334

20-99 Employees: 508,249

1-19 Employees: 4,320,290

Nonemployee Firms: 17,646,062

ExHiBiT 1.1 NumBEer OF U.S. BUSINESSES RANKED BY EMPLOYEFE & @UNT

The tiers of this triangle continue upwar to the pinnacle, where 500 to 999
employee businesses are highlighted Many of these 8,326 companies are
publicly traded with their common stock listed on an exchange that provides
liquidity for the owners of those shares.

*JBLIC VERSUS PRIVATE

When a business grows large enough to attract capital from the public inves-
ting marketplace, it has the opportunity to go public through an initial public
offering (IPO) precess. The vast majority of owners of privately held busi-
nesses in the United States today, represented in Exhibit 1.1, will never have
the opportunity to exit their business by selling equity to the general market-
place of publicly traded stock investors. What this means is that nearly 22 mil-
lion business owners today need some form of exit strategy to protect the
illiquid wealth that is in their businesses . . . and a lot of wealth it is.

TRILLIONS OF DOLLARS IN ILLIQUID WEALTH
Robert Avery of Cornell University has done extensive research into measur-
ing the impact of retiring Baby Boomer business owners and what will happen
to the illiquid wealth from those businesses. Avery states that ‘“‘the majority of
boomer wealth [in the United Stated today] is held in 12 million privately
owned businesses, of which more than 70% are expected to change hands in
the next 10 to 15 years.”
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He goes on to say that

by 2050, virtually all closely held and family owned businesses will lose their
primary owner to death or retirement. Approximately $10.4 trillion of net worth
will be transferred by the year 2040, with $4.8 trillion in the next 20 years.'

With the huge number of businesses in existence today and the pending
retirement of the founding Baby Boomer owners, the need for a comprehen-
sive approach to exiting a business is clearly growing. As we will see, the
more preparation that you apply to designing your exit, the higher the like-
lihood that you will achieve the goal of meeting your postretirement ex-
penses (or alternatively, avoiding estate taxation) with a well-planned exit
strategy.

SELLING VERSUS EXITING
An exit strategy is not necessarily the sale of your business. Owners should
think of their exit strategy planning in broad terms, nct jast in terms of selling
to someone else. Exhibit 1.2 compares the main differcnces between selling a
business and developing an exit strategy plan, ‘Fi,e concepts within this list
will be referred to throughout the book as critical planning points.

As Exhibit 1.2 shows, the planning of an exit strategy is something that
begins with the driving force behind tiic business—you, the business owner.
It was your motives and goals that built the business, so it stands to reason that
an exit strategy should be built around your personal objectives as you move
into the next phase of your life. it is exactly this motive—i.e. what you want
most from your business exit—that drives the step-by-step exit process de-
tailed in this book.

ExHiBIT 1.2 COMPARING SELLING A BUSINESS WITH EXITING THAT BUSINESS

Sell the Business Develop an Exit Strategy

Advisor motives rule Owner motives rule

Advisors are ““transactional”’ Advisors are “’relationship based”

Goal is "’sale of business’’ Goal is to achieve business owners’ stated motives

Process includes ““finding buyers’” |Successors/buyers are found or ““created”’
Sales process at “‘mercy of market”” |Transfer process is controllable

Outside party necessary for deal “Internal’’ transfers considered with external ones
Company is ““shopped”’ Company examined for various transfer options
Negotiations center around “’price’” |Negotiations center around agreeable transfer
Large advisory fees and taxes Taxes and fees can be controlled and reduced

Company sale is main consideration|Personal and corporate objectives drive process
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EXIT PROCESS, STEP BY STEP
This book follows a process that begins with what an exiting owner wants
most from their business exit. Exiting owners can establish the strategy that
best meets their goals and protects their wealth once they follow the steps
needed to determine the course that they should set with their planning. The
steps in this process are shown in Exhibit 1.3.

The steps in this process are organized sequentially, chapter by chapter, in
the design of this book. We start with how exit strategies are formed today.
Then we move onto setting goals by determining your readiness for your exit.
The exit quadrant chart and the exit options chart help you determine what
type of exiting owner you most resemble and what exit options are ideal for
you to incorporate in your planning today.

1
Establish Exit Goa's J‘

4 N

Measure Financial Readirves:! Measure Mental Readiness
AR,
I\Ide:’.fh‘y the Type of Exiting Owner You Most Resemble

Learn and Choose Your Optimal Exit Option

J

Understand the Value of the Option You Choose

J

Execute Your Exit Strategy Plan to Achieve Your
Exit Goals and to Protect Your llliquid Business
Wealth

ExHiBiT 1.3  ExiT PROCESS STEPS
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Each exit option is explained and the valuation of each type of option helps
illustrate the effectiveness of these different options in reaching an owner’s
goals. We answer the ultimate question, which is, ““can you afford the exit that
you most want?”” Finally, the common obstacles that you will face including
deal structuring, lifetime taxes, estate taxes, legal agreements, as well as the
challenges of establishing an advisory team are examined. The book con-
cludes with some closing thoughts on designing and executing your exit strat-
egy plan.

This step-by-step process can assist any exiting owner with at least begin-
ning to think about an exit strategy plan from the business. A careful study of
this book’s content will reveal a true guide for comparing and contrasting dif-
ferent exit options until you find the optimal solution for your exit strategy
plan. Your optimal exit strategy plan is the one that allows you to meet your
personal goals in the manner and time period that accommocates your objec-
tives. Again, the process begins with your motives.

YOUR PERSONAL MOTIVES DRIVE 152 EXIT PROCESS
It is your goals and motives that drive the exit strategy planning process.
There is a methodology by which you cai determine both how ready you are
for your exit, and what type of exiting awner you most resemble.

If followed, these measurement:will determine the path which your exit
strategy plan will initially take. 3¢, 1n order to analyze whether you are ready
for an exit from your businese, you will follow a process to answer these
questions:

* Are you financially prepared for an exit from your business?
* Are you mentally prepared for an exit from your business?

Your financial and mental readiness will be ranked as either High or Low.
Then, depending upon your readiness for an exit, you can check your align-
ment with four different types of exiting owners introduced in Chapter 4.
Those four types of exiting owners include:

1. Get-me-out-right-away-for-the-most-money exiting owner
2. Well-off-but-choose-to-keep-working exiting owner

3. Stick-around-and-grow-the-business exiting owner

4. Rich-and-ready-to-go exiting owner

Together, the financial and mental readiness measurements marry you with
one of the four types of exiting owner, as illustrated in Exhibit 1.4
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. Well off but Rich and ready to
High
chooses to work go
Financial
Readiness
Stay and arow Get me out at
Low v 9 highest price

Low High

Mental Readiness

ExHiBiT 1.4 ExiTt QUADRANT CHART

By the end of Chapter 4, you should have a very'good idea of how ready
you are for an exit and what type of exiting owner 7our most resemble. At that
point in time, we use these measurements tc.iG<iitity the type of exit option
that may be most appropriate for you tc.begia to analyze and develop your
exit strategy plan.

RANGE CF EXIT OPTIONS

There are, in fact, many options ior exiting a business. Some owners will sim-
ply close down the business. Others will liquidate and sell off their assets, if
any remain. But others--many millions, in fact—will need a written plan to
exit their business and protect their wealth.

Many of these business owners have a substantial amount of wealth tied up
in their busine:zsec. The five major transactions that owners can consider as the
basis for their exit strategy plan are:

Sale of the business
Private equity group recapitalizations
Employee Stock Ownership Plans (ESOPs)

R

Management buyouts

5. Gifting programs

These five primary exit options are added to the exit quadrant chart to pro-
vide guidance to this complex planning area, as illustrated below with the exit
options chart shown in Exhibit 1.5:

The options listed in each exit quadrant are alternatives for you to consider
in your exit strategy planning. Each of these exit options is described in detail
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Management buyout, Gift, charity,
gift, ESOP ESOP, sell
Financial
Readiness Private equity group
recap, ESOP, Sell business for

grow business, highest price
increase savings

Mental
Readiness

ExHiBiT 1.5 ExiTt OPTIONS CHART

later in the book and applied against our hypothetical exiting owner, Bill. For
now this concept is merely trying to show how this coniplex world of exit
strategy planning can be made simple through the use v a few charts that help
you determine how to get started.

After figuring out which options are the bes -0 initially apply to your exit
strategy planning, you need to understand ‘hat each of those options has a
different value associated with it. An<! ziven the demographics of Baby
Boomer business owners who need to reiire, we can assume that a great num-
ber of these owners are relying upon the proceeds from their exit strategy
plan to fund their postexit lifestyie. Value, therefore, becomes a critical deter-
minate of whether or not vou can afford the exit option that you most desire.
Let’s take a quick look-at concepts surrounding valuation of privately held
businesses.

VALUATIONS VARY: RANGE OF VALUES CONCEPT
Privately held businesses do not have a single value. Rather, what you receive
for your business will depend on who purchases it from you (or, alternatively,
how you decide to gift it away). Starting in Chapter 4, and continuing there-
after, you will read about these value ranges and how to apply them to your
customized exit strategy plan.

Sometimes the highest value is desired, as in the case of a sale to an out-
sider. Other times a lower value is optimal, as when you gift assets out of your
estate—for estate tax planning purposes—to family members, employees, or
charities. No matter what exit option seems optimal for your circumstances,
you need to know the value measurement for each option to see if your per-
sonal goals will be met. After all, getting you an exit from your business that
meets your goals (and protects your wealth) is the point of this book.
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Value also is greatly impacted by the size, and hence the overall riskiness,
of a business.

OWNER DEPENDENCY IS A MAJOR ISSUE
Exhibit 1.1 showed us that the majority of businesses in the United States to-
day are small businesses. The wide base of the triangle completed this picture
for us.

Small businesses can be more difficult to transfer than larger businesses
because the owner, generally speaking, is integrally involved in the day-to-
day affairs of the business. The riskiness (i.e., survival risk) of those busi-
nesses generally rises once the owner’s presence is removed. When the risk
increases, the price that someone else is willing to pay almost always goes
down. As a result, many of these exiting owners need to anderstand the risk
that an outsider perceives in their business. And, in the case of small and risky
businesses, most buyers/successors will likely reauire the exiting owner to fi-
nance a portion of the transaction themselves (i.e., get paid over time to
achieve a price that can sustain their lifestyie;. Risk concepts are covered in
this chapter, while deferred payments are-acdressed in Chapter 11.

In addition to the business depenciiig upon the owner, the owner often
times is equally dependent upon the business to sustain their lifestyle. These
business owners are more depernidei:t on the proceeds from the exit to satisfy
their postexit financial expensec than an owner who has a high level of finan-
cial readiness for their exii (i.e., has substantial amounts of wealth outside of
the business). This gensiclization stems from the fact that smaller business
owners tend to live-cut of their businesses. And, for these owners, once the
ability to draw incenie from, and expense personal items through the business
is gone, that owner’s lifestyle can be compromised. The natural conclusion is
that getting a high price on a sale becomes very important to that exiting busi-
ness owner.

Another way of saying this is that the owner’s financial gap is large and
needs to be satisfied with the highest price on the exit. We will examine this
issue in Chapter 2 to see whether you have a gap in your financial planning.
For now, it is important to realize that smaller business owners require greater
attention to measuring their income replacement needs and that there is little
integrated planning advice offered by transaction-based service providers at
the small business level.

When faced with the dual prospect of receiving a lower price than desired,
and potentially receiving payments in the future that may or may not come to
pass, many owners of smaller businesses quickly conclude that it simply is not
worth the risk to have a successor or a buyer pay them out over time. After all,
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if the business fails, the payments cease and the owner has to go back to work
in a business that is now in need of repair. There may be a better way to struc-
ture your exit. Again, don’t limit your exit strategy planning with what you do
not know.

If you are such an owner and these concepts apply to your current situation
and you have never seen it in these terms, then by reading these words your
awareness is being raised and you are becoming better prepared to handle
your exit. A proper amount of attention towards designing an exit strategy
plan is what you need. If this does not apply to you, your exit may not be any
easier, but it will not have these size challenges.

SIZE REQUIREMENTS FOR CERTAIN TRANSACTIGONS

Not all businesses will qualify for the various options thai are illustrated in
this book because some exit options have minimum size requirements. For
example, an S corporation that wants to install an emjloyee stock option plan
(ESOP) cannot do so with only a few people warkiuig in the business; you
generally need 10 “‘unrelated” employees for the economics and require-
ments of an ESOP to work.? Another examipi¢ of size requirements comes
within the world of private equity group recapitalizations. In this case, compa-
nies with earnings of less than $1 million generally will not qualify for con-
sideration of a recapitalization transaction. Other examples are given later in
this chapter. For now, just be awave that size constraints limit your ability to
take advantage of some optinns.

ECONOMY AND DTEAC. MARKETS MAY AFFECT YOUR EXIT STRATEGY
If you are considering a sale of your business to an outside party as your pri-
mary strategy to exit the business, it is helpful to remember that you can con-
trol your personal decisions as well as your business decisions, but you don’t
have control over the economy—and deal markets fluctuate with economies.
And, as we will see, deal markets can contribute to the value of your business.

A helpful analogy is that of a sailor controlling the ship but not the winds
and tides. Like economies, deal markets also run in cycles. There are periods
of strength that offer a favorable environment to a selling business. There also
are periods of recession, where buyers have the advantage.

Deal markets are impacted by a number of factors, including the overall
economy, the availability of credit to finance transactions, and the supply-
demand balance of buyers and sellers.

As an exiting owner considering a sale transaction, you will want to give
some thought to your personal time frame so that you can ““play” the transfer
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Deal Recession Prime Selling Time Almost Recession
(Buyer’'s Market) (Seller's Market) (Neutral Market)
1980 1983 1988 1990
1990 1993 1998 2000
2000 2003 2008 2010

ExHiBIT 1.6  10-YEAR TRANSFER CYCLE

Source: Reprinted with permission of Robert T. Slee, Private Capital Markets: Valuation,
Capitalization, and Transfer of Private Business Interests (Hoboken, NJ: John Wiley &
Sons, 2004, p. 444).

cycle. For example, you may be thinking that you wsili exit the business via
sale to an outside buyer when you turn 65. If yon use Exhibit 1.6 as a simple
guideline, you may discover that the sale dat¢'hat you are considering falls
within a forecasted recessionary period.

If we assume that businesses that seil auring this recessionary period of
time generally command lower pricze,.wve can begin to assess whether your
desired selling date will provide ycu with the necessary proceeds to meet your
financial goals. An exit strategy pilan will consider this factor along with
many, many others—such ac-whether or not a sale transaction is the best exit
option for you. Again, on'y.a small percentage of businesses will successfully
sell to another party.

CALABLE VERSUS UNSALABLE BUSINESSES
According to a U.S. Chamber of Commerce Study only 20% of the businesses
that are for sale will successfully transfer hands to another owner. The factors
that make a business salable include good management teams, steady and de-
fensible profits, customer and vendor diversification and loyalty, a solid repu-
tation, predictable transferability, intellectual capital, and many others.
Reasons why a business will not sell include:

» Owner is too involved in the business for it to transition successfully.

e Keeping family and key employees in the business is more important
than selling to an outsider.

» Buyers in the industry cannot achieve financing.
e Poor economy is reversing the trend of profitability.

» Inappropriate or unreasonable price expectation of seller.
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There are actually a wide number of reasons why a business will not (or
cannot) sell. And there is an endless number of things that can be done to
improve the salability of your business. However, if we apply the low percent-
age of businesses that will successfully exit via sale to an outside buyer (20%
of businesses for sale) against the total numbers of businesses in the United
States today, we see that there are millions of businesses that are either unsal-
able or will not be sold to an outside party. Solutions other than selling the
business need to be applied to these millions of businesses.

So if millions of business owners are going to need help, what solutions are
available? What is at stake if these businesses are not proactive in constructing
exit strategy plans?

Before answering these questions, let’s first take a look at the way in which
many exiting owners view their privately held businesses. This will shed some
light on why owners do not focus on exit strategy planning.

IS YOUR BUSINESS A JOB OR AN 12 IVESTMENT?

When business owners begin to think about exitiug their businesses, they need
to consider whether they view the business «sa job or as an investment. This
distinction is critical in facilitating ar-cx:it because when the transaction is
complete, business owners will be left. with a financial reward. This financial
reward can be structured in many ¢itferent ways. There may be a lump-sum
amount of cash for 100% of thL¢ value of the business delivered to the owner
at the closing of a sale transaciion. Often, however, a portion of the value will
be received at a date after the closing transaction. If a business is transferring
to employees or to faniily members, there may be no lump sum at the closing
but merely a stream ot income transferring to the business owners over time.

If business owners can picture this sum of money in their minds, then they
can see that their business is truly an investment. Instead, most see the busi-
ness as a job. Often they see themselves as the boss, king or queen of the
castle, so to speak. It is dangerous for business owners to be complacent about
having a job, particularly when it comes to exit strategy planning. When busi-
ness owners begin to view their businesses as investments and not jobs, they
begin making better financial decisions.

Because this investment represents the majority of an owner’s wealth, that
owner needs to know how the value of that business will be delivered to them
according to the exit option that is chosen. Business owner exits depend on a
visualization of trading shares for cash (except in the case of gifting). Often
this includes the owner departing from the business.
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How much cash would you be willing to accept for operational and finan-
cial control of your business today? Sadly, the answer to this question is often
twice the true value of the company. Business owners have this inflated value
in their minds because they measure what they want by what is needed to
sustain their personal lifestyle. The amount is not based on what an outside
investor would pay for that business. The limited view that an owner holds of
the riskiness of their business (because they see it as a job and not as an invest-
ment) prevents proper and objective financial decision making.

Now, from the perspective of a buyer of a business, no matter who that
buyer may be, this money machine needs to generate a return on investment.
The return that is required is related to the risk that is being assumed in own-
ing that privately held business. The risk is compared to that of owning other
assets into which money can be invested.

The risks of illiquid privately held businesses are-higaer than the risks of
liquid (i.e., publicly traded) companies for the siinple reason that a trading
market exists for the stock holdings. For exan.oiz, shares of equities in the
stock markets in the United States, going back S0 years, have provided invest-
ors with returns averaging approximately-i 2% per year. These returns need to
be compared to the potential returns of a privately held business relative to the
risks that are being assumed.

Too many exiting owners do'no: appreciate the amount of risk that truly
exists in their businesses. Theretore, they create unrealistic expectations for
their exit price and, in fact, iuil to do much planning at all for their exit. Let’s
further examine these concepts surrounding risk to put the concept in better
perspective.

RISK VERSUS RETURN

Your Company’s Risk Factors

Very generally speaking, buyers or successors to your business will pay you a
multiple of your company’s cash flow, depending on the risk that they per-
ceive to be in your business. The higher a perceived risk, the lower the price
someone will pay.

Risk factors also come into play when considering internal transfers, such
as transfers to employees, family, or co-owners. Ultimately, a business is val-
ued based on the predictability and quality of the future cash flows to the new
owner. As we will see, small business owners can compromise those future
projections in many ways, creating a lower value for the business enterprise
and a depletion of their total wealth.
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When owning a privately held business, risks come in many forms. For the
most part, buyers of privately held businesses expect annualized returns in the
20% to 40% range (this issue is addressed in Chapter 5). As we will see, it is
important that you are able to see your exit strategy transaction through the
eyes of your buyer/successor. Understanding the true risks in your business is
a large part of this process.

The business has provided a personal return on investment for you and
your family for a long period of time. However, is that return suitable to the
objective level of risk that your business possesses as will be seen by buyers/
successors?

Hidden Risks

Business owners—particularly those who have built 2-ovsiness from the
ground up—generally do not appreciate the riskiness &£ their enterprises. For
you, pledging personal assets and working exhaustinz hours is simply what
needed to be done in order to survive. If this sours familiar, then you likely
do not appreciate the risk that exists in your tusiness or you have not gone
through the exercise of trying to see it fromi « Guyer/successor’s perspective.

To put this in focus, let us start by ta¥inz a look at what liquid investments
can return for you.

Investments in publicly traded stocks and bonds historically have provided
a certain level of returns that mary investors use for long-term financial plan-
ning. As stated early, US equities have provided high single-digit and low
double-digit returns for imany years. These are historical liquid returns that an
investor can use in racking assumptions of appreciation, over time, from a
portfolio of diversified investments. Your business returns have likely been
significantly higher than the promise of returns from liquid investments—but
you have had a higher level of risk.

As an investor moves from bonds (lower risk) to stocks (more risk) to small
stock returns (greater risk)—historical rates of return increase. The old saying
“You get what you pay for” applies to investments. You can expect a return
that is matched by the level of risk that you choose from your portfolio. The
process of choosing a level of risk is known as asset allocation—a way of
purchasing different types of assets with separate risk/return criteria.

Most privately held business owners have unknowingly chosen the largest
allocation of their wealth to be in their privately held business, an inherently
risky asset class. Many exiting owners are now interested in protecting that
wealth through diversification of their total base of assets both liquid and
illiquid.
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A PracTIcAL QUESTION TO ASK YOURSELF IS:

« If I had the opportunity, would | reinvest all of the money that someone would
pay me for my business today back into my company?

Most likely the answer to this question is no. You will want a diversified
portfolio of investments that provides income to meet your post exit expenses
with a relatively low level of risk. For those business owners stepping into
retirement, this is the financial goal that they are trying to achieve to meet
their long-term personal goals. Having an understanding of the risk/return
measurements between liquid investments and illiquid business assets is crit-
ical to determining whether you can afford to retire with peace of mind.

You may be thinking that the return figures for liquid assets seem rather low
relative to the returns that you have achieved with your business over time.
This may be true, but again, you need to also account for the risks that you
incurred in the business during your ownership

An interesting dynamic is that rarely do ©usiness owners fully appreciate
the riskiness of their companies until a bzv =i or successor begins to ask ques-
tions, such as “What will my return on investment be once I take over this
company?” A business owner wh<.is not prepared with some discussion
points on this topic will be missing « big piece of the exit strategies puzzle.

Accordingly, we provide a iormula to help you determine your return on
investment (ROI) for owniig your business.

Re:turn on Investment in Your Company

Your private business’s return on investment can be measured.
ROI Calculation:

Potential Sales Price: $ 8,000,000
Less: Fees & Taxes: $ 2,000,000

$ 6,000,000
Excess Draw/yr. net of tax $ 100,000 x15 years +$ 1,500,000

Total Return

$ 7,500,000
Initial Investment Investment Time Annualized Return
$ 200,000 15 years 27%

In this example, the business owner projects that her exit via a sale of the busi-
ness will yield a gross selling price of $8 million. At the closing, there will be two
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major expenses for advisory fees and taxes (covered in detail in Chapter 11 and
throughout this book). With a net amount of $6 million, this owner adds back the
additional compensation that was drawn from the business for each of the 15 years
that she owned it—resulting in a $1.5 million “add-back.”

This owner’s total return on the investment in her business is $7.5 million.
She then takes the $200,000 initial capital that was contributed in the begin-
ning of the business and comes to the conclusion that the annualized return on
investment for owning this privately held business is: 27%.

This business owner achieved a return in excess of the returns that could
have been achieved by investing in liquid stocks. The primary questions then
becomes whether those profits will continue in the future and will a buyer be
willing to assume the risks of owning your privately held business in order to
achieve returns that are consistent with his or her return cri‘eria. Remember
that investors in your business have liquid alternatives with investments in
publicly traded stocks. And, again, public equities arc generally less risky;
size and liquidity are two of the main reasons for this 12duced level of risk for
publicly traded investments. Also noteworthy is-that investment in publicly
traded securities provides a return on an investiicnt without having to work in
that investment. Hence the term passive incoire.

Once you grasp this concept, a few ¢biervations can be made:

1. You realize that the wealth that'is trapped in your illiquid, privately held
business is actually shriring as your business fails to grow, and/or

2. You become empowzered to make detailed, cogent arguments to buyers/
successors as to.why owning your business is a better investment than
publicly traded securities or other investment alternatives.

In the absence of this analysis, buyers/successors will be reluctant to pur-
chase your business because of the lack of risk/return reward that they are
seeking. This book reiterates many times that it is your responsibility to ex-
plain the benefits of your business to a buyer or successor. If you miss this step
and place the burden of making this assessment on potential buyers/succes-
sors, they will be doing so with imperfect information and will likely lower
their offering price to compensate for the risks that they cannot see or do not
understand. Understanding the high levels of risk in your privately held busi-
nesses helps to protect your wealth for external transfers as well as being a
very important concept for transfers to insiders. Either way, we are addressing
your total wealth and how it can be best protected.

Said another way, the wealth that is concentrated in your illiquid business
could be invested in other types of assets that are providing a return that is
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equal to their level of risk. The overall point of protecting your wealth through
exit strategy planning is to provide protection against giving back what you
have already accumulated. Your goals and motives are likely changing as you
begin to seriously consider an exit strategy from your business. It is natural
that you desire more security. And, from a financial planning perspective, the
need for security is satisfied through one simple word: diversification.

DIVERSIFICATION AND THE FIVE BUCKETS OF WEALTH

Being diversified is the equivalent of the old saying that you shouldn’t have all
of your eggs in one basket. Most business owners have all of their eggs in the
basket called their privately held business. The risks that you took to build and
grow the business were worth it at the time. However, row you will want to
protect the wealth that you have built by diversifying ycur holdings.

There are five primary buckets, or pools of wealix in which to invest. These
categories of wealth are:

1. Cash
2. Bonds

3. Equities (publicly traded securities)
4. Real estate

5. Privately held businsss

A diversified wealth portfolio for a business owner will include allocations
to each of these asset classes. Of all the asset classes just listed, the most dis-
tinguishing characteristic of privately held businesses is the difficulty you face
when entering or exiting this asset class. Actively traded markets exist for the
purchase and sale of most stocks and bonds. Real estate, though not as liquid,
generally serves as adequate collateral for a financing source to allow for fa-
vorable lending terms—hence the dynamic mortgage and commercial lending
markets in this country.

For the privately held business, however, each exit needs to be constructed
on its own merit. In Chapter 4 we discuss concepts of valuation of privately held
businesses that incorporate the riskiness of owning businesses and the manner
in which such risk is measured when businesses change hands. For now, recog-
nize that a business exit is a difficult task. And, since a majority of your wealth
is likely tied up in that business, you should ask yourself this question:

What percentage of my total net worth is tied up in my privately held
business?
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Again, helping you, the business owner, convert your illiquid assets to
liquidity and achieve greater diversification for your wealth is a major objec-
tive of this book.

But, the more immediate question for your consideration is who is sup-
posed to be helping you with this type of complex decision making process.
We now examine the marketplace that currently provides this type of guid-
ance and the possible reasons why you have struggled to find someone willing
to do this type of planning for you.

MARKETPLACE FOR EXIT STRATEGY ADVICE
Let us now turn our attention to today’s marketplace of advisors who provide
business owners with business exit strategy planning and advice. This discus-
sion reveals a few alarming statistics regarding exit strategy rlanning that will
help you understand why what you may not know can hurt yeu.

With millions of Baby Boomer business owners sceking an exit strategy
from their business, the demand for advice in this atea1c very high. However,
the supply of trained advisors who can assist with-this type of planning is dis-
proportionately low.

If we accept that business exits are dif‘icuit, we can extrapolate that help
from advisors is necessary. At a minimu ™, you will need an attorney to draft
documents for the transfer of shares of siock or assets. Ideally, you are guiding
a team of qualified advisors through an exit plan that you designed to meet
your personal goals. Between ticse two options lies the universe of possibil-
ities that helps to define the current marketplace of advisors to business own-
ers. Unfortunately, the vas:i majority of advisors do not currently have the
background or supperuto offer exit strategy planning tools and advice. Con-
sequently, the demana for this advice currently outweighs the supply.

For example, we know that 8.4 million businesses (8.4 million is 70% of 12
million businesses cited) in the United States will be changing hands in the
next 10 to 15 years.® Therefore, we can make some projections about the ca-
pacity of advisory services required to fulfill this need that will illustrate this
supply and demand point.

An exit strategy is a complex planning engagement. Let’s say that 50 to 100
hours of work is a good estimate of the time needed to formulate and execute an
exit strategy plan. By multiplying the number of businesses that will transition
by the estimated 50 to 100 hours of advisory work, we conclude that 420 million
to 840 million hours of advisory work will be required in the next 10 to 15 years.

Many types of advisors are available to assist business owners with their
exit strategy planning. There are an estimated 700,000 such advisors in the
United States today: legal advisors, financial advisors, insurance advisors,
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accountants, business consultants, business brokers, and mergers and acquisi-
tions professionals.

With a lack of focus in the area of exit strategy planning and the great demand
for this advice, Baby Boomer business owners can draw a few conclusions.

1. Most business owners will be alone in designing their exit strategy
plans.

2. You should seek out advisors who have a working knowledge of the
complexities of exit strategy planning.

You need to be proactive in finding these advisors (Chapter 14) because, as
mentioned in the introduction, exit strategy planning is more difficult and del-
icate than growing a business. This is not the time to be lcarning on the job;
the protection of your lifetime of work and effort that iz trapped in your illi-
quid business depends on the successful execution of vcur exit strategy plan.

Who is currently providing this service? Who can help the millions of busi-
ness owners who require assistance?

Let’s survey the landscape of service providers currently available to assist
with this type of planning to further illustiate the important point of working
with a strong advisory team.

Objective Advice Is Hard to Coine By: Who Can Help with the
Exit Strategy Plan?
A business owner requirss a team of advisors in order to complete an exit
successfully. Going it «lone is not an option. Therefore, it is important to have
a solid perspective on the types of advisors who can be of assistance with an
exit strategy froiva privately held business.

The world of advisory services can be broken down into two primary types
of service providers:

1. Transactional service providers, who get paid for completing a single
service

2. Relationship-based service providers, who get paid on an ongoing basis
for being in steady service to the business owner

Neither advisory service provider is optimally suited to deliver a complete
set of exit strategies advice and service to you. Current relationship-based ad-
visors are not trained on exit strategy planning, and transactional advisors
have financial incentives that prevent them from being totally objective. We
can understand this first critical point by examining the motives of these types
of advisors.
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TRANSACTIONAL VERSUS RELATIONSHIP-BASED ADVISORS
Relationship-based advisors generally aim to provide the proper level of
service—whether it is legal, accounting, or financial advisory—in order to
keep you as a satisfied client, year in and year out. In doing so, their advice
is often limited to what they know and how they get paid. For their busi-
nesses to remain profitable, relationship-based advisors need to stay fo-
cused. Only a few of these advisors have learned enough about exit
strategies to be able to incorporate it into their practices.

On the other hand, transaction-based service providers have an extensive
base of knowledge around business sale transactions. The motives of a
transaction-based advisor are, generally speaking, to complete a specific
transaction for which they get paid, no more, no less. If a deal gets
done, they get paid; if not, no reward. Since this is the cas¢, what incentive
does that advisor have to provide a complete set of exit 6ptions to a business
owner?

In fact, offering comprehensive exit planning acdvice and tools works
against transaction-based advisors’ profitability (02 'ess they separately charge
a fee for this type of planning, which very {¢w currently do). Transaction-
based advisors effectively create their ov/n competition when they provide
comprehensive and objective exit stratepy.advice. After all, if a transaction is
not going to happen (i.e., an ESOP or a gifting program is chosen), how will
they get paid? The exception here; azain, is the transaction-based advisor who
has accepted the challenge of vitering completely objective advice to a busi-
ness owner while still chaiging for that advice.

This dichotomy in thc-way advisors are compensated is the first reason why
no one has explainec tie options for exiting your business to you. To examine
this further, let’s lock at who sells businesses in the Unites States today so that
we may better understand the motives of these players. This is an important
insight because speaking with a transaction-based service provider is the first
step for too many business owners who are beginning to consider an exit from
their business.

LANDSCAPE OF TRANSACTIONAL ADVISORS

If you have fallen into the trap of perceiving selling your business as your only
exit option, it is logical that you would go to the people who actually sell
businesses for a living. Once you meet with these transactional advisors, you
also will tend to use your current business skills to negotiate the agreement
while believing—or hoping—that it will be an easy process. After all, you
may think, this person gets paid only if he brings me the deal that I am willing
to accept.
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ExHiBIT 1.7 TRANSACTIONAL SERVICE PROVIDER OFFERINGS BY DEAL SizE

Mergers and Acquisitions Investment Mid-Large
Business Brokers Professionals Bankers Firms
Small business $5 mm-$25 mm $25 mm-$100 mm  $100 mm+

Up to $2mm —$5 mm in
enterprise value

In my experience, this is an optimistic and rather incomplete understanding
of how a business exit strategy should proceed.

Exhibit 1.7 illustrates the types of transactional advisors that represent
owners of privately held businesses in their sale transactions and the represen-
tative size transaction that each type of advisor will engage.

Business brokers primarily handle smaller businesses of less than a few
million dollars in total value. These transactional advisors typically handle a
large number of engagements, with buyers rarring from individuals to strate-
gic, industry buyers. For the most part, a-business broker “listing” is one that
can be purchased by an individual buyzi—someone who is interested in a
“lifestyle business.” Often such = buyer is a corporate refugee—someone
who has retired or was pushed intG an early retirement package by a former
employer and wants to stay erzeged in a business endeavor.

Mergers and acquisitions (M &A) professionals handle larger transactions
than business brokers: 11w M&A professional follows a process for bringing
a business to market. This process includes packaging the company in a mar-
keting document and distributing the information to prescreened, qualified
buyers who carnpay the highest value for the business. Ideally, the M&A pro-
fessional gets many buyers to compete among each other for the purchase of
the business, thereby driving the price higher and benefiting the exiting owner.

Investment bankers generally engage in a number of corporate finance—
related projects including capital raising, acquisitions for their client’s busi-
nesses, or the outright sale of a business to an industry buyer or private equity
group. These investment bankers likely are licensed professionals and have a
minimum transaction size in the range of $25 million. These are experienced,
sophisticated, and well-paid advisors who have teams of people assisting with
their transactions. Generally, the head of such a group originally was part of a
mid- to large firm and has now chosen the simpler life of running a smaller
firm that caters to a few business owners on a selective basis. These tran-
sactional providers often have minimum fees ranging from $500,000 to
$1 million.
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Mid-large firms work with companies that are close to going public, or are
already publicly traded and are in need of additional financing. These firms
will have dedicated research teams covering certain industries and sectors,
keeping a close eye on developments in their respective fields for their clients.
Often the mid-large firms have investment banking departments, research de-
partments, and retail wealth management services, so as to provide an entire
suite of corporate and personal financial services to a large firm (+$100 mil-
lion) and its executives and employees.

The statistics offered earlier indicate that most business owners will be
working with business brokers and M&A professionals. There is a large dif-
ference between the manner in which a business broker delivers their services
and how an M&A professional works with an exiting owner. Therefore, if
your business is valued at more than a few million dollars (roughly speaking,
your company earns about $500,000 per year in profits) -you should be con-
sidering the higher-touch services of an M&A service nrovider over a busi-
ness broker.

However, as we will continue to emphasize, t'ie first step in establishing an
exit strategy from your business is not to t2l< a meeting with one of these
service providers. Rather, it is to learn about uptions for exiting your business
according to your personal goals and then to seek advisors who can execute
on the exit plan that you have created. Before we move into the specifics of
this type of planning, let us take ‘a-:loser look at the motives of the transac-
tional advisors; doing so will Li¢ip to reinforce the overall point that exiting a
business is a process, not an.event.

TRANSACTIONAL ADVISOR MOTIVES

To most business owners, the motives of transactional advisors appear to be
rather straightforward—to get you the highest price for the business, thereby
earning the high fee that they are charging. After all, you may think, if your
business has an estimated value of $8 million and an M&A intermediary is
able to find a buyer willing to pay $10 million, it seems logical that he or she
would be entitled to a $500,000 fee. These transactional advisors derive their
fees based on a schedule called a double Lehman formula (see Exhibit 1.8).

The value propositions seems rather straightforward. In fact, you may think
you would be rather indifferent—maybe even glad—to pay the fee for such an
outcome. After all, just as with running your business, you are paying for re-
sults, right?

Well, in theory, this outcome is possible. So, the dance begins. The contract
is agreed upon and the process of selling the business commences. What was
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10% of the first $ 1,000,000 = $ 100,000
8% of the next $ 1,000,000 = $ 80,000
6% of the next $ 1,000,000 = $ 60,000
4% of the next $ 1,000,000 = $ 40,000
2% of the next $ 1,000,000 = $ 20,000
Plus 2% of each additional $1,000,000

ExHiBIT 1.8 DoOUBLE LEHMAN FORMULA

left out of this process so far? Years of experience in working with transac-
tional service providers indicates that there is quite a bit :nare to the story that
many exiting owners do not initially realize.

To begin with: Did you consider that your trausactional service provider
gets paid only if a deal closes?

Did you consider that because of this fact, the transactional service pro-
vider may in fact, be more motivated to claic any deal than to get you the deal
that you think you want?

Did you look at the contract ana vealize that the transactional service pro-
vider also has a large interest to proect? In fact, these types of advisors know
from experience that they cou'd wind up doing a tremendous amount of work,
only to have you reject whaiwould appear to be a perfectly suitable sale trans-
action (i.e., you don’t\like the buyer that they bring you). Many transactional
advisors are also motivated to protect themselves against an unscrupulous ex-
iting owner going vack to the buyer that the advisor found and, at a later date,
striking his own aeal with them, eliminating the requirement that the transac-
tional advisor’s fee be paid. Transactional advisors protect themselves from
this scenario with what is called a tail provision, meaning that you will have
to pay their commission for a period of time after which you terminate the
agreement, usually 18 to 24 months.

You may initially agree that this tail provision properly protects both par-
ties. However, what if the transactional service provider does not work hard to
find you a buyer or produces poor results? The reality of the transactional
marketplace is that if a deal does not appear to have strong appeal to buyers
right away, service providers will limit the amount of time they spend on your
transaction so that they can focus on transactions that are more attractive and
are more likely to close.

You need to carefully choose your transactional service provider, one with
a solid record of closing deals that they engage. Because in this situation
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described above you are most likely still liable for paying a fee even if you
want to make a change and go to another M&A provider.

Does this type of process and result happen often? Unfortunately, the an-
swer is yes. Too many owners of privately held businesses believe that selling
the business is the only way to exit. They do not understand the (hidden) mo-
tives of the players, and, more important, they do not understand their options
for exiting the business. As a result, they seek the counsel of transactional
advisors and engage their services with less than perfect information.

Can you avoid this scenario with some good exit strategy planning
information?

We believe that you can. This book provides a guide to avoiding these
traps. First, however, let us consider yet another scenario.

Here you, the business owner, believe that selling the buciness is the only
option for an exit. This time, however, the well-intentioned transactional advi-
sor determines that your business is not currently matketable, so they cannot
currently work with you (remember the statistic of only 20% of businesses for
sale actually being successfully sold). They do, kovever, leave you with a few
ideas of changes that you can make over the n¢ai few years to get your busi-
ness in a better position to be sold.

In this case, you end up with no adisor, no exit strategy plan, and only
some general information on how to spend the next few years making changes
that lead to the sale of your businesc. What other options have you considered
along the way to protect your ‘wealth? What other resources are available to
you? Remember that this situaiion applies to the majority of exiting owners in
the United States today.

If you, as an exiting. owner, have already done your homework and sur-
veyed all of your exit options to determine that selling the business is your
optimal exit strategy, then the transactional service providers’ advice is well
founded, and you probably should make those changes to your business. If,
however, you have not received any advice on the options that are available to
you, you have fallen into the classic trap of thinking that exiting is the same as
selling, and you are continuing to make decisions based on incomplete infor-
mation that may or may not be in your best interest.

We can summarize the points above in this way. Most transaction—based ad-
visors are not financially motivated to deliver options that will allow you to cus-
tomize your exit while meeting your personal goals—unless your personal goal
is to sell control of your business and try to get the highest price in the market.

Why do we pay so much attention to the motives of advisors?

Because this book was written to show exiting owners a better way to es-
tablish an exit strategy plan. This plan will be aligned with an owner’s primary
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motive for his or her exit and the exit strategy will be led by their goals, not
those of their advisors.

RECENT CHANGES IN THE MARKETPLACE
While we are on the topic of advisors and their motives, it is helpful to share a bit
of information regarding the current status of transactional and relationship-
based advisors. You now know that exit strategy planning should be a part of
your total business planning at every stage of your business. Further, not only is
exit strategy planning new to you, it is also relatively new to the marketplace.

A helpful analogy is to think back to the mid-1980s and how stocks were
sold to the investing public. Transactional stockbrokers would call clients,
pitch an idea, and receive a commission for the sale transaction. Over time,
however, clients began to ask important questions, such ¢s..1f you are making
a commission for any stock idea that you sell me, I have to ask if these calls
are more in my best interest, or are they more in youre?

Technology, legislation, and market change< have forced that industry to
mature. Yesterday’s stockbrokers are today’« w-ealth managers. These service
providers are now seeking higher and highct professional designations so that
they can offer more complex and comp:ehensive services on a relationship-
driven, fee basis rather than for coritaissions on stock trades.

The transactional community for.business sales is at the early stages of a
similar evolution. At the tim= of this writing, the Securities and Exchange
Commission (SEC) is wel!l along in its efforts to bring mandatory licensure
standards into this transactional community. This initiative is being made to
bring order to this diighly fragmented and loosely regulated marketplace of
advisors. Such legizlation would be a benefit to most exiting business owners.*

There are alsa a growing number of business owners seeking exit strategies
specialists to assist them with a customized exit from their business. These
advisors understand business exits and can offer business owners an objective,
comprehensive, and expansive array of exit strategy options to consider and
apply to their personal and business situations.

Owners are also turning to their trusted advisors and asking them for greater
assistance with this type of planning. These owners want to work with someone
that they know and trust to determine whether or not selling the business is the
most appropriate exit strategy to help them reach their overall planning goals.

CUE THE RELATIONSHIP-BASED ADVISOR
Relationship-based advisors include financial advisors, insurance advisors,
accountants, and attorneys. These are advisors who have an interest in starting
and maintaining a relationship with you, the business owner, over many years.
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Along the way, these advisors earn (relatively) smaller fees than transactional
or M&A advisors, but they provide ongoing services to you every year. The
goal of these advisors is to keep you happy by providing good representation,
good service, and attempting to add value to your business and personal situa-
tion where they can.

The trouble with any of these relationship-based advisors, however, is that
selling businesses (or exit strategy planning) is not their specialty. More im-
portant, these types of advisors are generally more affable and accommodat-
ing than the hard-hitting, tough-negotiating transactional advisors who know
how to lock horns with buyers and get them to pay what is being asked.

But remember what we said about traps that business owners fall into. Sell-
ing is not your only option for a business exit. And the advice that your trusted
advisor carries may be the first step in a long and well-thougkit-out process for
exiting your business.

Recently, the relationship-based advisors have been taking the lead in offer-
ing exit strategy planning services to the business ov/ners they serve. This is a
welcome development in the exit strategy indusirr; these cutting edge advi-
sors are beginning to realize that the transactcual advisor does not have the
same level of commitment and concern for ti:c client as the relationship-based
advisor. Barriers between these two wor!ds are slowly being broken; these two
types of advisors are just now learning how to work together to benefit the
business owners by protecting thc wealth in the privately held businesses
(see Exhibit 1.9). This is a trend that has every indication of increasing to the
business owners’ ultimate b=uefit. The end result should be coordinated advi-
sory services that focus cn your motives and not on the advisors’.

Transactional Advisors Relationship-Based

Advisors

- Advisory Privately - Financial Advisor

- Consulting Helc_j - Insurance Advisor
Business

- M&A Owner - Accountant

- Brokerage - Attorney

ExHIBIT 1.9 RELATIONSHIP VERSUS TRANSACTION-BASED ADVISORS
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YOUR MOTIVES
While having a softer touch may not qualify a relationship-based advisor to
negotiate your highest selling price with a buyer, it likely does qualify that
advisor to do something far more meaningful to the exit strategy process: to
discover your motives and personal objectives in exiting the business and to
deliver objective information and solutions to assist you in meeting those goals.

Designing a business exit strategy includes planning for an exit and not
(necessarily) selling your business. It therefore stands to reason that you should
plan an initial meeting about your business exit with someone who asks ques-
tions not only about your business and what you are trying to achieve, but also
about your personal situation and what type of results you would like to see
from this business exit so that your overall goals in life can be met.

A relationship-based exit strategy process focuses on-thie total and holistic
goals of you, the owner. It begins with a conversatisii.2bout your goals and
your readiness to leave the business. It then leads ta a sharing of information
on the pros and cons of different types of exit stiategies and which exit op-
tion(s) will work best in helping you achieve 2:! of your goals, within the time
frame of your choosing. Think of this process as an advanced form of finan-
cial, retirement, insurance, estate, and business planning, all wrapped into one
business exit strategy plan.

How can you begin to think about an exit strategy that is broader in scope
than the sale of your business®

PRIMAKY MOTIVES OF EXITING OWNERS
Let’s survey a few sitvations that begin with an exiting owner’s motives and
build toward customized solutions for the transfer of their business and pro-
tection of their wealth.

What if your motive is to stay with the company—keep your job—but you
are interested in some personal diversification and taking some chips off the
table?

Maybe an ESOP could be installed to accomplish the goal of personal di-
versification, allowing you to create a buyer for the shares of your stock and to
pull some money out of the company without having to bring in an outside
buyer or financing. In fact, under the right circumstances, your sale of stock
to the ESOP may qualify for a tax-deferral under Internal Revenue Code Sec-
tion 1042. Additionally, you keep your job and continue running the company
and may even increase your cash flow in the business through annual, non-
cash, deductible employee contributions. ESOPs are discussed in Chapter 7
and illustrated in a case study as being powerful planning tools for exit strat-
egy planning.
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For now, note that selling your business precludes you from the benefits of
establishing an ESOP. After all, you no longer own the business.

Further note that ESOPs have a tremendous amount of flexibility, allowing
for leveraged transactions or prefunded transactions. We describe each struc-
ture to show how easily the ESOP is incorporated into other exit strategy plan-
ning techniques.

Perhaps you have an interest in keeping your job but transferring your busi-
ness risks to another party. This modified form of exit strategy planning is
possible through a private equity group recapitalization (recap). Recapitali-
zation transactions are discussed in Chapter 6. Here a group of financial pro-
fessionals invest in your business, purchasing a controlling stake in your
company; a recap generally includes the purchase of 80% of your company
stock. In addition to being paid for your stock ownership, vou.also receive a
multiyear employment agreement to continue running cperational—day-to-
day control—of the business. Theoretically, the recawalso contributes addi-
tional capital to the business in order to assist you i executing a growth plan
for the business. Under this scenario, the recap is-!esigned to project another
exit strategy from its investment in your businecs; typically, five to seven years
in the future. At this point in time, you, as the owner, get a ““second bite at the
apple” (explained in further detail in Chapter 6) as your 20% continued inter-
est in the company is sold along with your investor’s 80% interest.

Whether a recapitalization will work for your exit is largely determined by
your mental readiness to exif itic business. If you want some diversification
and some additional finaricing but choose to continue working, you can take
on such a partnership with .« private equity group that will monetize your cur-
rently illiquid asset whilc.also providing for future growth potential.

Or perhaps your management team is extremely capable and is, in effect,
currently running your business. You may have thought about a management
buyout (Chapter 9) but you have not pursued it because you did not want to
negotiate with your own employees for the succession of your business.

Sadly, as mentioned earlier, statistics indicate that many businesses are not
salable. Therefore, an internal transaction, such as a management buyout, may
be the best alternative for an exit from the business. Too many business own-
ers take no action when considering a management buyout. They believe that
the employees both do not have the money to execute a buyout and that they
will not be willing to take the risks that the owner originally took when start-
ing and growing the business. These two facts may independently be true, but
this should not prevent an exiting owner from considering a management buy-
out as a viable option—particularly when such an exit can result in the best
value that the owner can extract from the business.
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Or perhaps your motive is to pass some wealth to your heirs (Chapter 10
covers gifting strategies) but you do not know where to begin because the
stock in your company is illiquid. Would it help to know that certain discounts
are permitted by the Internal Revenue Service that allow you to transfer large
amounts of illiquid (nonmarketable, noncontrolling) business wealth during
your lifetime? In fact, if your primary motive is to avoid paying estate taxes
(which currently hover at the federally mandated 45% rate for all assets that
exceed the applicable exclusion amount for an individual), an exit strategy can
be engineered to accommodate these estate planning objectives.

Once again, selling your business precludes you from this opportunity (as-
suming that you have not made the transfers prior to the sale transaction).

Or perhaps you are charitably inclined and would like to pass a portion of
your illiquid wealth to a nonprofit organization of your ckoasing (also covered
in Chapter 10). There are tax advantages to making-ihis type of transfer as
well, even allowing you to take a stream of income in.return and utilize poten-
tially valuable tax deduction in the year that vou male the transfer.

The outright sale of a business may not pr<<lude this charitable gifting—
after all, you could always give away the cash that you receive in the sale
transaction—but losing control of the cciiipany stock would reduce the posi-
tive tax effect that could occur if the iransfer were to happen prior to a sale.

Maybe you really enjoy what'you are doing with your business and simply
are interested in reducing ycu: current tax burdens and saving for a future
retirement date. This form o7 exit strategy planning is very forward thinking
and allows a business cwiler to begin to save today with the awareness that
more options will bo.available at a future date and time if her financial read-
iness ranks high at the time of exit.

These are a i=w of the primary motives that business owners have that do
not include selling the business to a third party. In each case, a carefully con-
structed exit strategy plan can be the first step in determining which options
are feasible and whether the wealth that is trapped in the illiquid business can
be monetized and protected while the business transfers to the intended suc-
ceeding party.

So we see that exiting owners have many motives other than simply selling
the business to an outside party. An exit strategy plan will guide an owner to-
wards executing the exit option that is most aligned with her primary motive.

The tools in Chapters 2 and 3 will allow you get started with analyzing
your exit strategy needs and options. First you will measure your financial
and mental readiness to exit the business. Then you will learn which op-
tions, other than selling, will assist you in customizing your exit strategy
and in reaching your exit goals. Finally, you will measure how each exit
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option is affected by fees and taxes so that you can determine if the net
amount that you receive at the conclusion of your exit strategy plan will be
sufficient to meet your personal and financial goals. A successful exit strat-
egy includes the realization of the business owner’s personal goals and
motives.

What if your first step in exit strategy planning was not down the path of
selling but rather down the path of learning? What if the first step that you
took towards developing a business exit strategy plan was to learn about the
options for exiting and how they could be applied to your personal situation?

Are we claiming that transactional service providers will not play a role in
your exit strategy? Not at all. However, your choice of advisors depends
mostly on what you are trying to achieve. Know that first and then bring in
the right team.

The purpose and intention of this book is to help ycu, the successful
business owner, construct a customized exit strategyplan that protects the
wealth that is trapped in your illiquid business. A.weli-conceived exit strat-
egy plan can provide you with the information ©zcessary to establish a plan
to protect your wealth and transfer ownersbi; oi the business to the desired
successor.

GETTING STARTED
As stated earlier, many business:owiiers will be on their own with developing
a business exit strategy plan. That is why this book is written in a step-by-step
manner toward helping you define and achieve your goals. We start this pro-
cess by asking two simjlc questions:

1. Are you finarcially prepared for your business exit?

2. Are you mentally prepared to leave your business?

The answers to these questions will start you down the proper path to begin
your exit strategy planning. This book develops a structure for analyzing dif-
ferent types of exit alternatives to determine which one will work best of you.

If you are ready to learn about whether you are financially and mentally
prepared for a business exit and how to determine your exit goals, turn to
Chapter 2.

NOTES

1. Robert Avery, “The Ten Trillion Dollar Question: A Philanthropic Gameplan,” Cornell
University (February 2006).
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2. Menke & Associates provided evidence that of the 2500 ESOPs that they have installed over
the past 34 years, only rarely will businesses smaller than this size be able to effectively install
an ESOP.

3. Robert Avery, “The Ten Trillion Dollar Question: A Philanthropic Gameplan,” Cornell
University (February 2006).

4. For more information and updates, visit www.exitingyourbusiness.com.
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