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With over 23 million small businesses in America' and a significant
portion of their owners nearing the retirement age over the next two
decades, succession planning is an ever-pressing issue that often
times gets overlooked. For example, a survey performed in 2012
by the AICPA found that 54% of multiowner firms did not have a
written, approved succession plan in place, yet 79% of business
owners expected succession planning to be a significant issue
in the next 10 years.? While there is no set timeframe on when a
business owner should begin the succession planning process, a
rule of thumb is that he or she should start at least five years prior
to his or her anticipated exit from the business. Therefore, it is
imperative that business owners start early towards planning for
this goal. This article is not meant to serve as a comprehensive
guide, but rather is designed to serve as a structural aid for
business owners when starting the succession planning process.

Don’t Let Life Do the Planning for You

A succession plan provides a roadmap to achieve a successful
exit. Doing so forces the owner to focus on the execution of the
overall strategic plan of the business and to implement value
creation strategies to enhance the value of the business over the
owner’s remaining time with the company. A well-thought out and
executed succession plan not only makes sense from a financial
point of view, but also gives the owner greater control over how
and when that exit occurs. Further, a successful succession plan
allows for greater multi-generational wealth creation, provides for
greater options that align to the owner’s long-term goals for the

business (e.g., keeping the company a family-owned business),
and reduces stress and uncertainty among family members and
employees. In the words of Stephen Covey, “Begin with the End
in Mind.”®

The individual parts of the planning process should not be viewed
in a vacuum but rather as components of a more global strategic
plan. The areas of planning that have to be dealt with are reflected
in the below graphic form.

Estate Exit
Planning Planning

Succession

Planning

Getting the succession planning process started takes planning
and organization on the part of the business owner and his or her
team. The table on the next page outlines the four steps necessary
to achieve the best results regardless of the mode of exit. The
steps include: 1) assembling a team, 2) creating a baseline value,
3) determining the necessary future value, and 4) creating a plan to
bridge the gap between the two values.

T www.sba.gov/content/small-business-trends.

2 2012 PCPS Succession Survey, Gearing Up to Wind Down, AICPA Private Companies
Practice Section.

3 Covey, Stephen R. The 7 Habits of Highly Effective People. Free Press, 1989.
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Getting Started

Baseline Value

B Determine current
value

B Salability
B Valuation method

Assemble Team

® Family business
advisor

= CPA

= |nvestment banker/
Valuation advisor

Attorney(s)
Wealth advisor

B \aluation trends

Insurance professional
Business coach

Main Team Members

Family Business Advisor/Coach

Future Value

= Value when you are
ready to retire

Assess Gap

B Understand value
drivers

= Net proceeds for a
realistic lifestyle

B |mplement strategies
that enhance value

B Factors that create
the difference in
multiple and value

B Value creatin

Point person acting as coach to navigate the process with several advisors from multiple disciplines.

Brings experience and diversified resources to the table.

CPA

Advisor on potential tax liabilities (depending on structure of sale or transfer of company interests).

Investment Banker/
Valuation Advisor

Advisor in the sale process who assists in marketing the company to potential buyers.

Wealth Advisor
proceeds are expected.

Assists with wealth management, particularly of importance if a 3rd-party sale is pursued and nonrecurring

Insurance Professional

Assists with implementing insurance policies that protect against unforeseen events/circumstances.

Attorney(s
ye) (estate/trust attorneys).

Assembling the team is a very important step. Experts in the areas
previously highlighted should be thought of as members of a team
and should meet on a regular basis with the business owner to
work towards the business owner’s success. The team members
and their prospective roles are presented in the above table.

No business owner wants this many primary professionals at one
time; however, some are essential as part of the primary team and
others will fill specific roles when and if their expertise becomes
necessary. Most owners have one person that they trust to have
their best interests at heart. This could be an employee, colleague,
business associate, or one of the team members described
above. That person should be the team leader. Some mix of other
professionals can be added based on their relationship to the
owner and the team leader.
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Legal advisors who are typically involved in the sale process (transaction attorneys) and estate planning process

The first step to succession planning requires that the business
owner take an introspective look at his or her business and
personal goals to determine which exit opportunity to pursue. The
following tables highlights some key questions that the business
owner should consider when thinking about long-term goals and
priorities that will then drive the direction of the succession plan.
We will all leave our business, either feet first or on our own terms.




What Are My Long-term Goals?

Major Goals

Business Goals

How much longer do you want to work?

Key Questions

What is your long-term vision for the business (e.g., keep as a family-owned business)?

Do you have a plan for making yourself expendable?

Have you contractually protected your business and co-owners?

Do you know the value of your business and how to increase it?

Personal Wealth Goals

How much money do you need to have the lifestyle you want after retirement?

How well does your estate plan support your business and retirement goals?

Is your estate properly set up to support your spouse and posterity?

Depending on the answers to the questions listed above, which
only lists but a small sample of general questions that should be
considered, the business owner generally has three exit options
available: 1) sell to a third party (either a strategic or a financial
buyer); 2) sell to an employee(s); or 3) transfer interests to family
members. Regardless of the method of exit, the business should
be in a condition which will promote the most favorable valuation.
Therefore, a current valuation and an understanding of what drives
value is important as a starting point.

Understanding the Value of the Business

The business owner should have a general idea of what the business
is worth. It is hard to know where you want to go if you don’t know
where you are now. Importantly in this process, the business owner
should understand what value drivers to focus on to maximize his or
her potential value. Many times the factors that drive value are not
based solely on the size of the company or its revenues (although
this certainly has an impact on valuation). For instance, the following
is a very basic example of two companies generating the same level
of profits but with very different profit margins.

Company A Company B

Food Packaging Aerospace
Revenue $100,000,000 $30,000,000
Margin 6% 20%
EBITDA $6,000,000 $6,000,000

For most operating companies, value is often determined by
looking at the Enterprise Value (“EV”) of the company, calculated
as EV = (EBITDA x Multiple). Subtracting debt and adding cash
result in the Equity Value of the company. Earnings, before interest,
taxes, depreciation, and amortization (“EBITDA”) is often times a
“quantitative” measure of a firm’s profitability and is often viewed
as a proxy for a firm’s operating cash flow. The valuation multiple
is a qualitative input that takes into consideration many factors of
a company and is derived from comparable companies.

In our example, Company A and Company B have the same level
of operating Cash Flow, but Company A generates significantly
higher revenues of $100 million compared to Company B’s revenue
of $30 million. However, its stronger profit margin, the industry
that the company operates in, the use of trademarks, the amount
of operating leverage that exists in the business, potential growth
factors, and the use of any patented technology unavailable to
other competitors are just some reasons why Company B would
trade at a significantly higher valuation multiple than Company A.
Other value drivers can include the degree to which the company
has proprietary products, industry leading technology, above
average profit margins, a strong management team, a diversified
but resilient customer base, and long-term contracts in place.
These value factors are uncovered during the due diligence
process and play a role in determining the ultimate value of
the company.

In summary, the valuation of a company is more complex than
merely looking at top line revenues or operating profit. The table
below provides hypothetical (but highly plausible) examples of
indicated offer prices and the implied valuation multiple for the
two companies. This is an example of how the summary financials
previously presented cannot definitively indicate valuation without
knowing the various value drivers of the business and their impact
on the valuation multiple.

Company A
Food Packaging

$100,000,000

Company B
Aerospace

Revenue $30,000,000

Margin 6% 20%

EBITDA $6,000,000 $6,000,000

$25,000,000

Enterprise Value $70,000,000

Multiple 4.2x 11.7x
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To enhance the value of your company, start thinking about the
various characteristics that exemplify high quality businesses.
What is the quality and depth of the management team? Does
the firm have substantial “Key person risk” in the business owner,
and is the knowledge of the company’s procedures, management
style, and decision making process “institutionalized”? The
ultimate goal is that dependence is reduced on the business
owner with the business being self-sufficient and successful.

When looking at the business operations, the business owner
should identify where the business stands within its local or
national market and what potential growth there is for the
business. Would expansion require additional staffing and
resources that are beyond the resources of the existing business
or can the “low-hanging fruits” be harvested to generate additional
value? If the company has a strong management team, excess
manufacturing capacity, a built-out information systems, etc. to
layer on additional products and services, growing the business
only requires marginal effort and costs (i.e., operating leverage).
Furthermore, increased product offerings can offer greater
cross-selling opportunities with the acquirer’s firm. However,
the business owner must be mindful of the timeframe needed
to achieve such goals relative to his or her expected exit year if
pursuing such a strategy. Therefore, it is even more important
that the business owner have an “institutionalized” road map to
achieve such goals, particularly if an unexpected event occurs
prior to the anticipated exit date. To assist in measuring what
areas to improve upon for the business, use the table at the end of
this article to help in identifying the strengths and weaknesses of
the company’s value drivers.

Selling the Business to Employees

Rather than sell to a third party, a second option is to sell the
business to existing employees. When considering this option,
one critical decision is whether to structure the sale as an upfront
transaction or over an extended period of time, and if the latter is
chosen, to what degree or role the business owner will play during
the transitional period. Importantly, one of the key determinants in
what path is chosen is how the transaction will ultimately be funded.
Often times, employees will lack the necessary upfront capital to
purchase the entirety of the company from the business owner.
Options for funding the transaction can include establishing an
employee stock option plan (“ESOP”), recapitalizing the business
(with debt or by issuing different classes of equity), issuing seller
notes or other forms of deferred compensation.
owner must also consider the tradeoff that exists between
maximizing his or her sale proceeds as it is more likely that the sale
to a third-party strategic or financial buyer will result in a higher
offer price given synergies, cost reductions, or leverage that the
two types of buyers may utilize. As is the case when selling the

The business
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business to employees or to family members, the main deciding
factor typically falls on the business owner’s long-term vision for
the company (e.g., retaining the company’s name, culture, etc.).

Transfer the Business to Family Members

The third option includes transferring the business to family
members. If selecting this option, the business owner should start
developing his successor(s) (if this has not happened already).
To ensure a successful transition under this option, the business
owners and the advisors should understand the family dynamics
in play and consider any tension that exists between active and
passive family owners. The business owner may have to weigh
equalizing his estate planning options around what types of assets
to transfer to his heirs and how best to do so without antagonizing
or appearing biased. It is also important to consider any tension
between family owners and non-family executives and what role
they will play once the business is fully transitioned to the next
generation. To mitigate any issues that may arise concerning family
members wishing to liquidate their interests or acquiring shares
from other family members, be sure to have a well-defined, but
flexible buy-sell agreement in place. Proper succession planning
should also consider the use of revocable or irrevocable trusts,
generation skipping trusts (“GSTs”), grantor retained annuity
trusts (“GRATS”), or other legal structures to minimize tax liabilities
during the wealth transfer process. The business owner should
work closely with an estate and trust attorney to plan accordingly
based on the objectives and timeframe of the owner.

Conclusion

Regardless of what option the business owner selects, it is
imperative that the business owner begin creating a roadmap to
ensure a smooth and successful succession plan. To achieve an
effective succession plan, the business owner should gather a
trusted team of financial and legal professionals as early in the
process as possible. It is critical that the business owner ensures
that all professionals associated with the succession planning
process are on the same page and planning with the same goal
in mind.

Remember, it is never too early to start planning. Start working on
your business, not in your business!




Checklist of Value Drivers

Value Drivers

Sales Revenue (size, growth, potential)

Profitability (margins, growth, potential)

Volatility of Earnings and Cash Flows

Balance Sheet (leverage, operating ratios)

Scalability of Products and Services

Proprietary Products

Market Penetration (present and future)

Geographic Strength

9. Distribution Strength

10. Product Innovation

11. Technical Capabilities

12. Systems and IT

13. Predictable Customer Base

14. Barriers to Entry

15. Management Team (not including owner)

16. Degree of Key Person Risk (lower is better)

17. Strategic Fit to a Buyer

18. Legal Structure

19. Brand Awareness

20. Other

21. Other
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in providing valuation opinions, transaction services, and financial
advice for middle market private and small capitalization public
companies. He has provided opinions for corporate and estate
planning; estate-, gift-, and income-tax requirements; fairness
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This article is intended for general information purposes only and is not intended to provide,
and should not be used in lieu of, professional advice. The publisher assumes no liability
for readers’ use of the information herein and readers are encouraged to seek professional
assistance with regard to specific matters. Any conclusions or opinions are based on the
specific facts and circumstances of a particular matter and therefore may not apply in all
instances. All opinions expressed in these articles are those of the authors and do not
necessarily reflect the views of Stout Risius Ross, Inc. or Stout Risius Ross Advisors, LLC.
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