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EXECUTIVE SUMMARY

Business Exit Strategies

By Mike Bieza

     The purpose of this paper is to provide an overview of some commonly used strategies 

for business owners to consider when they decide to exit their privately held business.  

The intended beneficiaries of the information contained within this paper include business 

owners, banking officers and consultants to the business community.  This information 

will support a clearer understanding of the issues to be faced when an ownership

transition occurs and lead to better decisions.

     There are quite a number of options that can be considered when a business owner is 

considering an exit so rather than spend time on all of the various iterations we will focus 

on four of the most frequently used choices: 1) An open market sale, 2) gifting to your 

family members, 3) management buyouts “MBO’s” and 4) employee stock ownership 

plans “ESOP’s”.  Each option has specific information relevant to its choice which will be 

thoroughly explained.  It should be emphasized that every company is different and most 

business owners only experience this process once, so working with experts in the 

supporting fields, such as CPA’s, attorneys, M&A advisors and bankers will be necessary 

to accomplish a successful transfer of ownership.  

     In addition to discussing the four frequently used options we will begin with a chapter 

detailing the issues that need to be understood and dealt with prior to beginning an “exit

strategy”.  We will also cover issues commercial lenders need to understand in relation to

the four most common exit options and provide some tools for proper loan structuring.

This will allow a lender to mitigate the specific risks with this type of lending.
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     A variety of resources were used to obtain the information that is contained within this 

report.  The most relevant sources of information were direct interviews with various 

experts in several fields of study such as CPA’s, attorneys, M&A advisors, business 

valuation consultants and business owners among others.  Two resource materials were 

particularly helpful and should be considered recommended reading for anyone interested 

in furthering their knowledge of this subject.  The book “Exiting Your Business, 

Protecting Your Wealth, a Strategic Guide for Owners and Their Advisors” written by 

John Leonetti provides excellent information on a wide variety of topics.  The website

accessible at “www.nceo.org” has a variety of information and resources on ESOP’s.  The

website is managed by the Center for Employee Ownership, a nonprofit corporation 

supporting knowledge for employee-owned companies.

     At the conclusion of this paper a business owner or commercial banking officer will 

have a general understanding of the business exit options available to them.  With this 

knowledge, they will have the ability to refine a strategy, with the assistance of specific 

service providers, to meet their individual objectives.  Since some of these strategies will 

take time to execute, it is imperative that planning begins far in advance of the actual 

execution of the exit.

     Unfortunately, devising an exceptional exit plan is not the only area that needs to be 

understood.  Because there are people involved who possess varying personalities, 

emotions and objectives, an understanding of their psychological characteristics will be 

helpful.  Even some of the best thought out plans can be sabotaged by irrational 

individuals.     



iv

TABLE OF CONTENTS

     Page

Executive Summary ii

List of Tables and Exhibits v

Chapter

I. Introduction 1

Financial Requirements at Retirement 2

Mental Readiness to Exit the Business 3

Business Valuations 4

Succession Planning 5

Financial Reporting and Advisory Boards 6

II. Selling Your Business for the Highest Price 8

Choosing an M&A Advisor or Business Broker 9

Working with your CPA to Maximize After Tax Liquidity 11

Legal Considerations 15

Financing Business Acquisitions with Commercial Loans 17

III. Gifting Strategies 22

Transitioning a Business to Multiple Family Members 23

Legal Structures and Tax Considerations 24

Lending Considerations 26

IV. Management Buyout 29

Legal Aspects 31

Financing the Sale 33

V. Using an ESOP as an Exit Strategy 36

Tax Advantages 37

Steps to Creating and Maintaining an ESOP 38

Lending Considerations 42

VI. Recommendations 47

Tables and Exhibits 48

Bibliography 51

Certificate of Originality and Biographical Summary 54



v

TABLES

Table Page

1. Issues That May Create Conflict Following a Family Ownership Transition. 48

2. Estimated Number of ESOP Plans, Number of Participants, and Plan Assets. 48

EXHIBITS

Exhibit Page

A. Low Side of Income and Liquidity for Retirement. 49

B. High Side of Income and Liquidity for Retirement. 50



1

I. INTRODUCTION

    Prior to a business owner choosing an appropriate exit strategy there are a number of 

important issues that need to be considered.  How much liquidity will be necessary to 

maintain a comfortable standard of living?  What is their mental readiness for an exit and are 

they willing to release control of the business they have owned for many years?  What is the 

value of the business?  How does the business owner prepare the business to operate without 

his or her close supervision? What type of advisory team needs to put in place, in order to 

provide guidance during the exit process?  These are some of the most important questions 

that will need to be answered prior to executing a successful exit of the business.  

    After a brief discussion of these topics, this paper will explore four common exit 

strategies used by business owners as they are preparing to move into their next stage in life.  

The four exit strategies include: 

 Selling Your Business for the Highest Price

 Gifting the Business to Your Family Members

 Management Buyout

 Creating an ESOP

     For each of these options, we will review the tax and legal strategies, along with the

appropriate lending parameters that will come into play if a loan or seller-carryback note is

used to assist with financing the change in ownership.   

    In addition to the four previously-mentioned strategies, there are a variety of other

alternatives to be considered in the exiting of your business. These include: 

 Recapitalizing with a private equity group.  This will allow you to take some money 

off of the table today, to improve your liquidity-position and to infuse the business 
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with additional capital for growth, while retaining an ownership-position for another 

sale in the future, presumably for a higher value.   

 Delegating the operating of the business to a senior manager or family member and 

distributing the maximum allowable cash flow to yourself for a period of time, with 

the anticipation of declining profitability and the final winding down of the business.  

This is a logical consideration if there is not an appropriate buyer available. 

 Staying involved until death and transferring to family members or another party,

through a will and trust document.

     Although these other options may be valid alternatives, the emphasis of this paper will be 

on the four exit strategies mentioned earlier.  In addition to detailing the components of these 

various exit strategies, there are some other critical elements that will need to be understood

prior to implementing a successful exit strategy.

Financial Requirements at Retirement

     Prior to determining which exit strategies are possible, there will need to be a firm 

understanding of your personal financial position.  More specifically, how much cash flow 

will you personally need, in addition to passive income sources, such as social security and 

real estate rental income, to cover expenses, taxes and any necessary living costs?  Everyone 

has unique personal-budget needs, which should be used to calculate the amount of liquidity 

needed for retirement.  Prior to determining an exit strategy, it would be wise to seek the 

advice of a financial advisor for assistance when projecting the amount of income and 

investable assets that will be necessary to support your lifestyle.
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     The minimum requirement would include sufficient income and liquidity to support the 

above living costs, including increasing medical expenses up to the age of 95 with the 

potential for a rather expensive end of life event such as entering a dementia care facility.
1

     Exhibits #1 and #2 provide guidance as to the amount of liquidity and income that will be 

necessary to carry a person through their golden years.  Based upon these two exhibits, we 

can suggest that there should be from $1MM to $2MM of liquidity or real property equity, at 

retirement, to handle your expenses and deal with any medical issues in your final years.  

Mental Readiness to Exit the Business

    All business owners possess varying degrees of mental readiness to exit their business.  

Some business owners know they want out and are very much looking forward to spending 

their time pursuing other activities.  Some want to work fewer hours and stay involved in the 

company, while simply increasing the time they have to enjoy their favored leisure activities.  

Still others feel the need to diversify their net worth by investing into other assets, such as 

securities and real estate.  Understanding your individual mental readiness to exit the 

business will assist in determining which exit strategy will work best for you.  The chart 

below provides a basic framework for directing the best exit strategy, based upon varying 

degrees of mental and financial readiness.  

                                                
1

Brenner, Mark, Investment Advisor, Merrill Lynch, Santa Barbara, CA. personal interview 
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     By combining both the mental and financial readiness together, the options become more 

obvious.  A high financial readiness indicates a solid outside net worth is already in place,

and a high mental readiness indicates a willingness to exit in the very near future.  As we can 

see, there are multiple exit-options for each quadrant.  It is also appropriate to identify a 

location along any line between two boxes, which allows for a broader range of options to be 

considered.  Using this chart can greatly assist in narrowing the choices for consideration.

Business Valuations

    In some cases, a business valuation from a qualified valuation firm will be required to 

close a transaction.  In other cases, it will be helpful in your negotiation of a transfer price.  

For these and other reasons, a business valuation is an appropriate and necessary part of most 

exit strategies.  

    There are a variety of sources that are able to provide this service, including CPA firms, 

M&A advisors, valuation firms and individual consultants.  Prices range from $500 for a

software application model to $75,000 for a complex analysis, using projected financials.  

Most reports will range from $3,500 to $10,000.
2

   

    All business valuation consultants are allowed significant flexibility in their analysis of 

value, based upon the premise used to prepare the report.
3

If you are looking to justify a high 

value for a sales book or a low value for a gifting strategy, they can find the tools to justify a 

higher or lower value for the same business.  What a business owner will want out of a report 

is the highest or lowest defensible position and if you are looking to push the envelope, it will 

be necessary to use very qualified consultants who can be there to support you later, if 

necessary.

                                                
2

Lisi Jim, Business Valuation Consultant, American ValueMetrics Corp., Santa Barbara, CA., personal interview
3

IBID
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    Most business valuations determine the value of the business by using some form of 

present value calculation against future cash flows.  A simpler approach uses a multiple of 

earnings-plus-owners-compensation, referred to as “Sellers Discretionary Income”.  

Businesses are generally valued from 1.5X to 8X Sellers Discretionary Income, with most 

sales occurring from 1.5X to 5X.
4
  Some of the factors that drive the multiple higher are 

significant barriers to entry, higher capital requirements and technological innovations.  

Often software companies are being valued at twice the amount of traditional companies.

    Ultimately what needs to be understood about business valuations is that the report needs 

to be ordered for your purposes, as values can vary significantly based upon the premise of 

the report.   

Succession Planning

Another integral piece of any ownership transition is succession planning.  When the 

exiting owner has a significant influence on the performance of the business this becomes an 

issue for the incoming owners.  There cannot be such a reliance on the exiting owner that the 

business suffers in their absence.  Delegating integral tasks to managers and introducing 

customers and suppliers will be necessary if the business is to succeed when the exiting 

owner steps aside.  This can take significant time to accomplish, so it is wise to not delay in 

this process.  

     Employment contracts for key employees, which includes a severance package if they are 

displaced, non-compete covenants and incentive pay if a transition occurs, will be helpful if 

you are selling the business to an outside party. If, instead, this is a sale to senior 

management, a gift to family members or the creation of an ESOP, the existing employees 

are less inclined to leave.  An existing business owner needs to be thinking that if the 

                                                
4

IBID
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business is even more successful in his or her absence, he or she has accomplished a 

wonderful plan of succession.     

Financial Reporting

     Preparing quality financial statements prior to a transition of the business will allow the

potential buyer to have confidence in the numbers.  If the business is going to be sold in the 

open market to the highest bidder, it will be extremely helpful to use GAAP accounting for a 

couple of years prior to the transition, along with retaining monthly financial statements.  If 

possible, have a CPA prepare reviewed statements for the year end prior to the business 

having been listed for a sale.  If the business is to be transferred to a family member or an 

MBO is planned, then preparing CPA reviewed statements may not be necessary.  If an 

ESOP is established, audited financials will be required annually.  

     The quality of the CFO, controller or bookkeeper can also help determine the level of 

involvement needed by the CPA.  A skilled CFO or controller can be invaluable during an 

ownership transition and help to reduce the accounting fees.  Well prepared internal reports 

will assist with building confidence on the buyer’s part when the due diligence period begins.  

So, in conjunction with developing an exit strategy, it would be wise to shore up the financial 

reporting. 

Advisory Boards

     During the process of planning an exit strategy, it will be extremely important to rely 

upon financial and legal experts for their guidance and knowledge.  The best way to 

coordinate the efforts of a number of consultants is to create an advisory board.  This board is 

created by the business owner, but not necessarily run by him or her.  A “quarterback” can be 

chosen from the group, to coordinate the efforts of all participants, if the business owner is 
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too busy.  Regular meetings and agendas will need to be organized and you will find that 

greater creativity will develop when each participant can hear what the others are 

recommending. The cost of bringing all of these participants together will be well worth the 

potential tax savings or improvement in your negotiating position.

     The professions to be considered for this advisory board should include an attorney, CPA, 

financial advisor, insurance advisor, M & A advisor, business valuation consultant and 

commercial lender.  Some of these participants will charge a fee for their time and others will 

provide their knowledge for free.  It is the role of the business owner to make sure that all 

participants add value and support each other.  If this is not the case, then changes may need 

to be made.  Remember the goal of the advisory team is to support the best outcome for the 

exiting business owner.  With their assistance, more creative options will be considered and 

better decisions will be made.
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II. SELLING YOUR BUSINESS FOR THE HIGHEST PRICE 

     When a business owner decides to sell his or her business for the highest price, there are a 

number of issues that need to be understood and decided upon.  These issues can be 

categorized into four areas, which are identified below:  

 M&A advisor / business broker - Assist with the transaction, find buyers.

 CPA - Retain the maximum after-tax sale proceeds.

 Legal - Mitigate liability, process transaction paperwork.

 Lending - Terms and availability of credit, assist with funding the sale.

     We will discuss these areas within this chapter, in order to gain a better understanding of 

the typical strategies that are deployed and the common issues that need to be addressed, in 

order for a sale to successfully close. Seeking clear advice from experts in each field, in order 

to manage the many decisions that need to be made, will be necessary.  

    Before we begin, one concept needs to be discussed when looking for the highest price in 

a business sale.  This is the philosophy of synergy value, which recognizes the additional 

cash flow that can be generated when two companies combine together.  This additional cash 

flow can come from cost-savings, where redundancies are eliminated, or revenue increases,

when marketability improves.  Since the value of an enterprise is established by calculating 

the present value of future free cash flows using a risk adjusted discount rate, if you are able 

increase the future free cash flows, then the business can become more valuable.
5
  

Additionally, if the acquiring entity can reduce the risk of the enterprise then the value should 

increase as well.  If you are able to find a buyer that will generate these synergies, then 

conceivably the business would be more valuable to them than another party that does not 

                                                
5

Young, Dr. Lance, “Financial Tools For Bankers”, Pacific Coast Banking School Extension Assignment, 

page 6, Seattle, Wa., January 2014  
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receive these benefits.  A fair approach when negotiating the value of synergies is that the 

selling party only receives a portion of the savings, but it is understood that if synergies are 

identified, the value can increase from 5% to 20%.
6
  A potential buyer that could generate 

these synergies can often be found from your competitors, suppliers or customers.  Since 

nobody knows these business partners better than the selling owner, it would make sense to 

look in this area for potential buyers.

Choosing an M&A Advisor or Business Broker

    When you decide to sell your business for the highest price, you will need to obtain the 

services of a qualified M&A advisor or business broker.  The difference between these two 

professionals is generally determined by the size of the business sale.  M&A advisors will 

only work on deals greater than $5MM to $10MM while business brokers generally handle 

business sales below $10MM.  There are specialists that work on specific industries, such as

the dental field, medical practices and senior care facilities, but most business sales can be 

handled by capable firms.  You will want to determine who your buyer is and what the 

availability of advisors is in your geographic area.  When you are screening advisors to join 

your team, you will need to look for a few traits: someone who can provide honest candid 

feedback, a scrappy individual who will work hard and someone with financial 

sophistication.
7
  It needs to be understood that there are a lot of unethical individuals in this 

industry.  The business owner will want to use his or her best interviewing skills to determine 

whether a particular advisor is a good personality-match for his or her business.  You will 

                                                
6

Leonetti, John M. “Exiting Your Business, Protecting Your Wealth: A Strategic Guide for Owners and Their 

Advisors.”, page 103, Danvers, MA.: Copyright Clearance Center, 2008

7
Rauchhaus, Robert, M&A Advisor, First Principal, Inc. Santa Barbara, CA., personal interview
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want recommendations and will need to speak to other business owners who have conducted 

business with any advisor that you are considering.    

   The pricing used by business brokers and M&A advisors can vary per industry and size of 

sale, but a good rule of thumb is to use the Double Lehman Formula which is 5% of the sale 

price up to $10MM, 4% for the next $1MM, 3% for the next $1MM, 2% for the next $1MM 

and 1% thereafter.
8
  An advisor will generally request a non refundable retainer from $35M 

to $100M, which is used to pay their staff for the efforts in marketing the business.
9
  

    There are six steps that an advisor will take in the process of selling a business that has 

sales greater than $5MM.

1) Obtaining a valuation for the business.  This can be accomplished by a capable broker or 

an outside valuation service company.

2) Determine the sales strategy.  Who is the likely buyer of the business?  A competitor or 

vendor will often find synergies that enhance the value of the business to them versus a 

solicited unknown party.

3) Creating a sales book. This is generally a power-point presentation that informs the 

buyer of the basic facts about the business, but does not delve into the details.  This 

process is actually to screen buyers out, in an effort to avoid fielding inappropriate offers 

or sales that will never occur, which are a waste of everyone’s time.

4) Reaching out to prospective buyers.  This is the value an advisor brings to the table.  

Their ability to uncover a prospective buyer is critically important. They may need to buy 

lists, advertise in local papers or trade journals, or reach out to private equity groups and 

hedge funds, all in order to identify potentially appropriate buyers.

                                                
8

IBID
9
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5) Due diligence period.  Once a potential buyer makes themselves known, the advisor will 

need to be straightforward. Letting the buyer know up front whether the price is firm, or 

what negatives are associated with the business, is critical to not wasting everyone’s time 

and successfully getting to the finish line. This part of the sale can be exhausting.  

6) Close.  This is what every business owner is seeking and they will likely be exhausted 

when they reach this point.  Hopefully, there are competing offers that drive the price up.  

If a buyer can be found who will achieve synergies in the sale, even better.    

Working With Your CPA to Maximize After Tax Liquidity   

    Due to the unique circumstances connected to each business sale, a CPA may be the most 

valuable member of the advisory team when it comes to maximizing the net after-tax 

proceeds received.  There are a number of strategies that can be used to minimize the taxes 

owed in a business sale.  This will likely be the primary focus of the discussions with your 

CPA, but there are also other issues he or she can help with.    Following are some 

fundamental IRS rules within various legal frameworks that should be understood while 

structuring a business sale, along with other ideas to consider, involving your CPA.      

Stock vs. Asset Sale for LLC’s and Partnerships 

   To begin with, there needs to be an understanding that the sale of a business can be 

executed either through selling the assets of the business or selling the stock of a corporation 

or the membership interest of an LLC or partnership.  In the buyer’s tax perspective, there is 

essentially no difference between an asset purchase and a purchase of the shares of an LLC

or partnership, when it comes to being able to take advantage of depreciation and 

amortization expense in future years from the step up in basis of the assets acquired.
10

  As for 

                                                
10

Harris, Jeffrey, CPA, Nasif, Hicks, Harris & Co., LLP, Santa Barbara, CA., personal interview
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the seller, they will pay capital gains tax rates for either type of sale as well.  This can 

amount up to 37.1% (20% Federal, 3.8% Net Investment Tax and 13.3% California State

Tax) on the net gain from the sale of the business.  The net gain is the difference between the 

sales price, less transaction fees, and the cost basis.  So, in the case of an asset sale or stock 

sale for LLC’s and partnerships, there is little conflict between the buyer and seller of the 

business in regards to the tax consequences.  That being said, there may be legal reasons for 

the buyer or seller to prefer an asset sale or a stock sale. 

Stock vs. Asset Sale for Corporations 

There is a significant difference for the buyer between an asset and stock sale when a 

corporation is being sold.  If the buyer purchases the assets of a corporation they are able to 

step up the basis of the assets acquired, which allows for a larger depreciation and 

amortization expense in future years, leading to reduced taxes on the lower profits.  If they 

purchase the shares of stock, they will not have the ability to step up the basis of the assets 

acquired and lose the ability to use the higher level of depreciation and amortization.  So, in 

many cases the buyer and seller are at odds with each other when it comes to structuring an 

asset or stock sale for corporations.  In many situations, the value of the business sale will be 

decreased by 10%-20% when the seller requires a stock sale of a corporation and the buyer 

desires an asset sale.
11

There is one exception to this rule.  If the business sold is an S 

corporation, they may qualify for IRS Section 338, which allows the stock sale to be treated 

as an asset sale.
12

    

    Another issue to understand has to do with the recognition of double taxation.  If the seller 

of either an S or C corporation executes a stock sale or there is an asset sale of an S 

                                                
11

Pfau, Michael, Attorney, Reicker, Pfau, Pyle & McRoy LLP, Santa Barbara, CA., personal interview

12
Harris, Jeffrey, CPA, Nasif, Hicks, Harris & Co., LLP, Santa Barbara, CA., personal interview
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corporation, then they will pay capital gains taxes up to 37.1% on the net proceeds, which is 

no different than the way an LLC or partnership is treated.  But, if the sale is structured as an 

asset sale of a C corporation, there will be two layers of taxes due. First, there will be taxes

due at the C corporation level, which is treated as ordinary income and can be as high as 

43.84% (Federal tax 35% California State Tax 8.84%).  Then, the individual pays another tax 

when the corporation is closed and the net proceeds are distributed to the individual, which 

will include capital gains taxes up to 37.1% of the amount distributed, less the cost basis of 

the stock.  This may reduce the business owner’s net cash to approximately 40% of the sale 

price from an asset sale of their C corporation.
13

  Clearly, the seller of the business is much 

more interested in selling the stock rather than the assets of their C corporation.

    There is one advantage that a C corporation has over other types of entities, in regards to

stock sales, which involves Section 368 of the IRS tax rules.  If the seller of a business 

receives stock in the buyers company as compensation from the sale, they may defer the 

taxes due until the time they sell the stock acquired from the sale.  When they do sell the 

shares received, capital gains tax treatment will be applied using the basis from their original 

business value.
14

  Of course, this strategy would generally require the buyer to be a publicly 

traded entity with a stable or increasing stock value.  A strategy that can be advantageous for 

the seller is to use the stock acquired in the sale as collateral on a margin line with a bank or 

stock brokerage company and receive these proceeds tax free.  For example, if you sell your 

business to Johnson and Johnson for $10MM and receive shares of their stock as 

compensation, you could establish a margin line with a 50% advance rate and receive $5MM 

                                                
13
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of tax free income.  Then when the shares are sold at a later date, capital gains taxes will 

apply on the amount of shares sold in that year.  

Another strategy used by CPA’s to avoid the double taxation on an asset sale of a C 

corporation is to convert the C corporation into an S corporation.  Unfortunately, there must 

be a 10-year waiting period following the conversion before the elimination of the double 

taxation on the portion of the value of the business sale that applies to the C corporation.
15

  

There is still some benefit to this strategy, though, as the increase in value of the company 

following the conversion receives S corporation capital gains tax treatment.        

     The advice given by most CPA’s today is that if you are planning on selling your C 

corporation in the future you should convert into an S corporation.  Additionally, if you are

creating a new entity, you should establish it as an LLC or some form of partnership to allow 

for the most flexibility with the classes of shares that can be issued, as well as the tax 

treatment, when the business is sold in the future.
16

Increasing Profitability by Eliminating Personal Expenses   

    A wise move on the part of a business owner is to eliminate most of the personal benefits 

they take from the business for one or two years prior to the sale, in order to maximize 

profitability.  The reason for this is that the value of most businesses is a multiple of 

profitability and some buyers of businesses are skeptical of adding back all of the owner’s 

perks that are included within the expenses.  Some of these expenses include family members 

on the payroll that provide minimal value to the business, expenses for vacation homes and 

toys, excessive meals and entertainment, among others.  Some personal items can remain as 

they are easily identifiable and will be added into the profitability, such as life and disability 
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insurance and company cars.  By eliminating these expenses for a couple of years, the 

business will become more profitable and require greater income taxes to be paid, but this 

will be offset by the higher value of the business when it is sold and the extra scrutiny that 

will occur in the due diligence process of the sale.
17

Legal Considerations

    There are many different types of attorneys so, prior to engaging an individual lawyer or 

law firm to assist with your transaction, you will want to understand their expertise.  While a 

long time family attorney can be very helpful, in light of their historical knowledge of the 

business, they may not be aware of some of the strategies that a specialist would suggest.  So,

partnering your existing attorney with a specialist in business-sales may be helpful.  The fees 

earned by the attorney from a business sale can vary greatly, depending on the complexity of 

the transaction and timing of the sale.  Expect charges to range from $25,000 to $200,000 for 

most business sales.
18

Prior to Marketing a Business for Sale

    A very significant effort may be necessary to clean up all of the legal documentation and 

prepare the business for a sale. It is best to look at your business from the buyer’s 

perspective.  There will likely be many items to take care of, so preparing years in advance 

will be helpful.  Following is a list of legal issues that an attorney should assist with prior to a 

sale.
19

 Legal Documentation - Articles of incorporation, partnership agreements, minutes to 

board meetings, proper stock certificates, and early investors properly documented.        

                                                
17

IBID
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Pfau, Michael, Attorney, Reicker, Pfau, Pyle & McRoy LLP, Santa Barbara, CA., personal interview
19

Muzinich, Peter, Attorney, Reicker, Pfau, Pyle & McRoy LLP, Santa Barbara, CA., personal interview
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 Contracts - Leases for all real property, customers, vendors, loans and leases

including documenting shareholder loans.

 Human Resources - ERISA rules being followed, employee files in order, insurance 

for employees and property, policies and procedures manuals up to date, retirement 

plans well documented, stock options formalized and accounted for properly.  Key 

employees should be signed to one-year contracts and have severance compensation, 

non-compete covenants, and retention bonuses considered at this time.

 Patents and Trademarks - Some businesses should protect their intellectual property 

while others may find it disadvantageous to do so.  This must be carefully considered 

on a case by case basis.   

 Legal Issues - Settle all legal issues and have in place employee-training specific to 

your industry.

    You may want to think of your attorney as a priest in a confessional when preparing for a 

business sale.  Anything that can be dealt with prior to a sale should be addressed.  If a buyer 

discovers bad news in the due diligence period, it can unfortunately kill a sale.

During and After the Sales Process

     An attorney will work closely with you on the documentation and in negotiating deal 

points of a business sale.  There are buyer-friendly and seller-friendly purchase contracts, so 

legal review is important.
20

  With preparation for the due diligence period and using full-

disclosure in the offering literature, an escrow for a sale is more likely to close.  Conversely,

something negative discovered in due diligence period can cost credibility and cancel a sale.  

Clearly, being prepared in advance is critical to a stronger negotiating position.

                                                
20

IBID



17

    Often there will be non-compete agreements, earn-out contracts and seller carryback loans 

that need to be structured, as well.  Earn-out contracts will want to be tied to a top line 

number such as sales since the departing owner has little control over expenses after they exit 

the business.
21

  Try to align the interests of both the buyer and the seller, so that a win-win 

situation can be created.  Seller-carryback loans will often need to be subordinated to bank 

financing. The selling owner will want to structure a short amortization, since the longer the 

time horizon, the greater the chance for a reduction in the cash flow of the business,

jeopardizing repayment of the note.  

     In conclusion, quality legal representation is very important in protecting your financial 

interests through what can become a rather complicated process.

Financing Business Acquisitions with Commercial Loans

     In this section, we discuss some fundamental guidelines of business acquisition financing,

along with the most significant risks and how to mitigate these risks.  Business acquisition 

loans are a good source of loan balances.  Many banks struggle with a high concentration of 

CRE loans, so good quality C&I loans will help diversify the loan portfolio.  There is a low 

level of interest rate risk associated with C&I loans, since pricing is structured either as a 

floating interest rate or a short term fixed interest rate.  Reasonable loan fees can be justified 

and if the borrower is a new relationship to the bank, there will be additional accounts 

established.

    Business acquisition loans do possess a higher level of risk than other types of 

commercial financing, due to the change in management that occurs with the sale of the

business and the unpredictable nature of customers and employees when an ownership 

transition occurs.  The primary source of repayment, business cash flow needs to be analyzed 

                                                
21

Pfau, Michael, Attorney, Reicker, Pfau, Pyle & McRoy LLP, Santa Barbara, CA., personal interview



18

and well understood.  When business assets are the only source of secondary repayment, loan 

balances can be largely uncovered.  But, with proper amortization of the debt, this can 

improve rather quickly.  Even with this higher level of risk, by using proper loan structuring 

and monitoring the regularly presented financials along with installing appropriate

performance covenants, a lender can identify a weakness early-on and take appropriate 

action.  

     Following are some risks to mitigate, loan structuring guidelines, and performance 

covenants to consider when underwriting these loans. 

Risks and Mitigants                 

Risk - The single biggest risk will be the feasibility of the projected financials used to 

determine future cash flow.  A loan underwriter will need to be cautious with overly-

optimistic sales projections, gross margin improvements and operating expense reductions.  

That being said, there can be synergies between the buying and selling parties, allowing for 

vertical integration of product lines and a variety of cost savings, such as corporate overhead.  

Mitigant - It will be necessary to analyze these synergies and to truly justify their anticipated 

benefit.  There should be sensitivity analysis performed on the projections, providing a 

worst-case, baseline and best-case scenario.  Use both changes to the economic and industry 

environment, along with negative adjustments to the gross margin and operating margin to 

determine the worst-case scenario.  Shock the interest rate upward on the debt provided if 

floating interest rates are provided.  Debt coverage should be comfortable in the baseline 

model and cover interest payments in a worst case scenario.  

Risk - When an ownership transition occurs, there can be issues with customer loyalty, 

product quality, maintaining service levels and employee motivation.   
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Mitigant - Determine which top managers are critical to the stability of the business and find 

out if their services are secured with employment contracts.  In addition, the acquiring entity 

needs to have capable management skills.  Previous experience in the industry may be 

necessary for some businesses.       

Risk - Funding a loan with aggressive leverage and carrying a largely unsecured position.

Mitigant - Funding credits with high leverage (above 4.0 : 1.0 leverage ratio) require a

consistent source of cash flow. Consider requiring a higher DSCR ratio covenant (above 

1.50X) and a reasonable length of amortization (5 years).  This uncovered position will be 

eliminated in a few years, if the company can maintain their revenues and profit margins.  

The bank may also consider requiring the selling party to carry back some subordinated debt 

for a period of time, which will assist with improving the collateral coverage.  Another 

option is to obtain an SBA guarantee to provide a limitation to a potential charge off.  

Loan Structure

    Business acquisition loans typically amortize over five years, unless an SBA guarantee is 

obtained, which allows up to ten years of amortization.  If the business is seasonal in nature,

principal payments can be scheduled to coincide with the cash flow of the business.  Some 

performance covenants to consider include:

 Debt Service Coverage Ratio - This is the most important ratio to monitor, as it 

relates to the borrower’s ability to repay the obligation and deleverage the business 

over time.  Typical covenants follow an EBITDA / CPLTD plus interest 

measurement.  Consider subtracting distributions and unfinanced CAPEX from 

EBITDA for a more accurate assessment of the free cash flow available to service 
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debt obligations.  A minimum ratio would be 1.25X pre-distribution and 1.0X using 

free cash flow.

 Maximum Leverage Ratio - This ratio may start out a little high and taper down to 

acceptable levels in a couple of years.  Be aware there may be a significant amount of 

goodwill or intangible assets that reduce the tangible net worth to a much smaller 

amount.  This may require using the actual net worth rather than the tangible net 

worth to be used in the ratio.  Total liabilities to net worth should not exceed 5.0 : 1.0,

depending on the industry.  Another measure of leverage compares EBITDA to total 

debt and this ratio should not exceed 3.0 : 1.0.  Use the projected balance sheet to set 

the leverage ratio covenants for future periods.

 Working Capital - The use of a current ratio, quick ratio and minimal working capital 

are all appropriate to maintain a minimum level of working capital.  Typically, a 

lender should pick the one that is most appropriate.

 Other covenants to consider.

 Limitation on additional debt

 Maximum ownership compensation

 No additional acquisitions without bank approval

 Limitation on future distributions

     Generally one to three well thought out performance covenants will be sufficient to 

properly identify a business risk that warrants attention.  Too many covenants can actually 

create potential lender liability issues, if covenants are not consistently monitored and 

formally waived when violated.     
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Covenant Monitoring and Gaining Wallet Share      

     It will be extremely important to pay close attention to a loan that funds a business 

acquisition.  Quarterly, and in some cases monthly, monitoring will be necessary for the first 

year or two following the loan funding.  Comparing the financials to similar periods in the 

past will assist in determining if trends are headed in the right direction.  Identify a few key 

performance indicators to track and measure consistently.

    While underwriting the request, take the opportunity to identify appropriate additional 

banking services that could be of value. This is a logical time to identify more convenient 

ways to manage the cash cycle and take advantage of new products and services.  Make sure 

and introduce other key people in the bank to the client, so they have easy access to the most 

knowledgeable employees. This is an excellent opportunity to strengthen the relationship 

with the client.
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III. GIFTING STRATEGIES

     If a business owner has been fortunate enough to accumulate a sufficient net worth 

outside of their business and has the desire to pass on the business to their family members,

they are in an enviable position.  Before developing a philanthropic mindset they must not 

jeopardize their family’s financial position in the future by becoming a burden to them in 

their later years.  Our previous discussion on Financial Requirements at Retirement touched 

on some calculations that should be determined before embarking on a strategy that gives

away likely one of the most valuable family assets.  There are strategies that can be 

employed that allow gifting to causes, charities and institutions, but this paper will not 

discuss those options.  Rather we will deal with the scenario of gifting a business to the

family members, which is the more common scenario.

     Within this chapter, we will discuss the issues that create problems for privately held 

businesses when they transition from one generation to another.  We will also offer some 

suggestions that will improve the ability of the business to make a successful transition,

including installing an appropriate set of governance rules and establishing roles for family 

members in the business.  In addition to strategies for business owners to consider, we will 

identify some legal structures commonly used in this process, as well as how to reduce the 

taxes paid when there is a transfer of ownership.  Finally, we will discuss some of the risks

associated with providing credit for the ownership transition and how to mitigate these risks.

     Before beginning the process of transferring a business to family members, there needs to 

be a thoughtful consultation with an attorney familiar with this practice of law.  There are a 

variety of issues that need to be decided upon by the business owner and the family group 

and these decisions need to be thoroughly vetted and agreed upon.  In addition to an attorney,
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a CPA will be helpful in providing solutions to avoid paying taxes on the transfer of a

business.  Clearly, any strategy that involves transferring ownership of a business requires 

good advice from these two professions, so the selection of these individuals or firms is 

critical to a successful long-term outcome.  

Transitioning a Business to Multiple Family Members

     When there is only one family member that receives the business, there is less to be 

concerned with in regards to future disagreements, regarding management issues.  What does 

need to be determined is whether the recipient of the business is capable of operating the 

company.  It may be more appropriate to install a professional management team and allow 

the beneficiary to be involved in the board of directors with other financial professionals,

such as a family attorney, CPA and investment advisor.  With this structure, the beneficiary 

is still involved in the business decisions and can change management, but also has 

assistance from other business professionals.  These decisions need to be honestly decided 

upon by the head of the company prior to his or her departure.

     Now, we will take a look at the more challenging scenario of multiple family members 

becoming the beneficiaries of a family business.  Research has shown that only 30% of 

family businesses survive through the second generation.
22

  Findings also show the following 

reasons why 70% of second generation businesses fail: 10% are due to poor tax planning and 

wealth preservation strategies, 25% are due to a successor being chosen too late (that is after 

the death or incapacitation of the owner), 60% are due to family issues which have many 

sources of conflict and 5% fall into the other categories.
23

Therefore, establishing a proper 

decision making process prior to the owner leaving and working with this process for a 
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period of time while the leader is still involved, allows for a better opportunity of a 

successful transition to the next generation. Some of the issues that arise which could create 

conflict are included in Table #1.

     Establishing good governance controls within the articles of incorporation or operating 

agreement will be necessary, along with putting in place a capable board of directors, which 

includes the family members that received ownership of the company.  One of the most 

logical recommendations made by John Ambrecht, who is an attorney specializing in family 

transitions, was to include an outside party on the board that acts as a facilitator to the group.  

This individual is not the family attorney or CPA, but someone with a psychology 

background who can work with the emotional differences between the family members to 

maintain cohesiveness and resolve conflicts. In addition, creating roles for family members 

and allowing them to perform these roles for a period of time will allow the exiting owner to 

make a determination as to whether this management structure is functional.
24

  Establishing 

buy-sell agreements and installing required distribution rights for non-participating family 

members will limit future conflicts as well.
25

  If all of these procedures and roles are 

established prior to an exiting owner leaving the company and practiced for a year or two,

then the chances of avoiding conflicts will be greatly reduced and the long term success of 

the business is more likely.

Legal Structures and Tax Considerations

     This is the area where working with attorneys and CPA’s becomes invaluable.  Because 

there are so many dynamics to comprehend and some issues are more relevant than others,

based upon each family’s circumstances, along with the fact that most business owners only 
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experience the transfer of ownership one time in their life, it will be necessary to seek good 

professional guidance.  That being said, in this chapter we will introduce a couple of 

strategies and legal structures that are regularly used during the process of transferring the 

wealth of the business to your family members.

     One of the questions that needs to be asked is does the exiting owner need compensation 

to transfer the wealth of the business to their family members.  If the answer is no, then the 

transfer can be handled as a gift and the current estate tax laws allow gifts to be made to 

children and grandchildren, up to $5,430,000 for an individual and up to $10,860,000 for a 

couple, either at death or prior to passing.
26

  Estate taxes can be up to 45% of the value 

exceeding this limit.  If the transfer is made in advance of passing, and the $5MM or $10MM 

exemption is reduced by legislation in the future, this amount will be grandfathered in.
27

  

This gift exemption includes all assets owned by the parents, so only a portion will involve 

the business.  If the estate is larger than $10MM, then a strategy to move the business to the 

children and grandchildren prior to death should be considered, since the future appreciation 

of the business will occur in the possession of the siblings and not be subject to further estate 

taxes.  If the estate is less than the exemption, it may make sense to hold the business in the 

parents name until death, which will allow the business to increase in value and be 

transferred with a higher value later, thereby increasing the future depreciation and 

amortization available to the siblings and minimizing the potential capital gains if they sell 

the company due to a step up in basis.
28

     Another strategy used during the gifting process involves taking advantage of the value 

discounts when minority shares are transferred.  As we discussed previously, there are 
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discounts available when valuations of minority shares are gifted based upon lack of 

marketability and lack of control which can amount to 30%-50% of the value of the shares 

transferred.  So, if a business is valued over the exemption limit, then gifting smaller portions 

incrementally over time can effectively reduce the value of the business transferred.  There is 

some discussion that the IRS may retroactively increase the value of the shares transferred 

once majority ownership is achieved, but no clear ruling is in place on this issue and it is 

understood that these discounts still hold currently.
29

     Two commonly used legal structures for transfers of ownership that allow the parents to 

retain control of the family business include family limited partnerships and intentionally 

defective grantor trusts.  Under family limited partnerships, the parents retain control by 

becoming a general partner of the partnership, allowing them to make the decisions for the 

partnership but distributing the profits to the family members.  This can be done with as little 

as 1% of the ownership of the family limited partnership.
30

  The same is true with 

intentionally defective grantor trust’s when the parents become the grantors and trustees of 

the trust.
31

  If retaining control of the assets is not important then these two structures are 

valuable for minimizing the taxes due on the transfer as well.
32

  Seeking professional 

guidance to understand the value of these two legal entities will be required to weigh the 

benefits against the cost.  

Lending Considerations

     There generally is less risk in providing credit to assist with a family business transition,

compared to a business being sold to an outside party.  In the majority of the transfers of 
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ownership from the parents to their family members, they do not aggressively leverage the 

company.  That being said, there is risk with the next generation of management being 

capable of operating the business as successfully as the original owners did.  This can cause a 

decline in cash flow which may lead to an inability to satisfy the debt payments.  This is 

clearly the greatest risk in lending to businesses that undergo an ownership and management 

transition.  Often the retiring owners will come back to the business, if necessary, in order to 

mentor the new management and provide guidance on how to return to historical profitability 

and cash flow.  

     When providing credit to the company, whether it is term debt to assist with the 

ownership transition, equipment financing or permanent working capital along with lines of 

credit for short term working capital needs, it would be appropriate to obtain the personal 

guarantee of the retiring owner for the first year or two following the transition.  Generally, 

the next generation of owners do not have a substantial outside net worth to provide a 

secondary source of repayment, whereas the retiring owner has often built up an outside net 

worth over the years of running the company.  After a year or two of proving themselves, the 

next generation of owners should be able to allow the bank to release the guarantee of the 

retiring owners.  This presumes the business has not taken a downturn following the 

transition.

    If financing is required to compensate the retiring owner, then this credit facility should be 

fully amortized over 5 years.  There may be occasions where an SBA guarantee is necessary,

which improves the banks loss position if the business struggles.  SBA guarantees should be 

considered when the retiring owner will not provide a guarantee and the incoming owners do 

not possess a reasonable outside net worth.  Another solution to consider is shareholder-
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carryback loans which should be subordinated to bank debt.  In addition to subordinating the 

retiring owner’s loan, consideration should be given to only allowing interest payments on 

this shareholder note until a time in the future when the bank feels more comfortable with the 

new management and the leverage is reduced.  This may provide the bank with a greater 

level of comfort, knowing that the parents will only get paid if the business continues to 

succeed and the bank is assured of repayment on their debt.  Both SBA guarantees and 

subordinated shareholder financing, along with obtaining the personal guarantees of the 

retiring business owners, are valuable tools to consider when providing credit during an 

ownership transition.    
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IV. MANAGEMENT BUYOUT

     Another viable business exit strategy is a management buyout, which is commonly 

referred to as an MBO.  This option may incorporate a number of the philosophies that are 

also used in open market sales and gifting to family members, which were described in the 

two previous chapters.  That being said, there are a number of issues that are unique to 

MBO’s and we will discuss those in this chapter.  Most of the tax strategies are not much 

different than those detailed in the chapter Selling Your Business for the Highest Price. The 

legal aspects of an MBO can have some different characteristics, in contrast to an open 

market sale and a transfer to your family members, which should be incorporated within the 

governance documents.  We will touch on those concepts within this chapter.  Finally, there 

are some common ways MBO’s are financed both by the exiting owner and with the 

assistance of a financial institution, which will be discussed. 

     Before we get started, two of the most import questions that need to be answered in order 

to consider an MBO as a viable option are: 

1) Does the business need entrepreneurial leadership to survive and grow?

2) Can the managers change their mindset from a workflow and production philosophy 

into an entrepreneurial philosophy?

If the answer to question number one is yes then the exiting business owner needs to be able 

to answer question number two with a yes, as well.  Otherwise, they will be dooming the 

business to failure and putting their ability to collect the proceeds from the sale in jeopardy.   

     Following are some positive and negative attributes to MBO’s:
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Positives

 Generally an MBO will allow for a better continuity of operations due to the 

consistency of management.

 If a business owner is not in a hurry to leave the company, then the MBO will allow 

for a slower and often more seamless transition.

 Avoidance of significant costs, compared to an open market sale such as M&A fees 

and legal, accounting and consultant expenses.

 The business owner can retain their perks in the company while the transition is in 

process.  These may include life and disability insurance, company car, retirement 

contributions and salary.

Negatives

 The acquiring managers often possess minimal outside cash and are unable to provide 

liquidity to the transaction.

 The retiring owner cannot ignore the company and must stay engaged in the 

operations to insure collection of the proceeds from the sale.

 If the managers that were offered the opportunity to buy the company feel the price is 

too high, they may decide to break off and start a competing company leaving the

business fatally harmed.

 If the transition goes poorly, the selling owner may need to take back the company 

from the succeeding managers.

     One of the biggest differences in selling the business to the existing managers, versus a 

sale to an outside party, is the fact that these managers generally do not possess a sizeable net 

worth that could be used as a down payment towards the transaction.  The most common 
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process to execute the transaction is a measured transfer of ownership over time, or with the 

use of a shareholder loan to transfer the shares, with the shareholder loan allowing the exiting 

owner the ability to repossesses the company.  With this in mind, the retiring owner needs to 

have already built up a solid outside net worth, so that if the transition does not go well, they 

will not be financially harmed.  It is hard to imagine the managers would be willing to stay 

with the company if their opportunity for ownership is taken away, so if the transition does

not go as planned, the senior management will likely be replaced and the retiring owner will 

be back at the helm, running the company again.

    If obtaining some liquidity early in the process is desired, then some companies may be 

able to bring in private equity partners to join forces with the existing management, thereby 

providing some consideration to the retiring owner early in the process.  These scenarios are 

rare, though, as most private equity partners rely upon the founder to drive the company 

forward, rather than the managers.   Another combination that can be considered is using an 

ESOP in combination with an MBO to allow all of the employees to share in the ownership 

going forward.  Again this is a challenging structure to operate, as the complexity of two 

ownership transitions will need to be managed.  The thought here is that a combination of 

exit strategies can be deployed if the scenario is appropriate and all parties feel that would be 

in the best interest of the company.

Legal Aspects 

     There are some legal advisors to business owners that are very leery of MBO’s.  A 

common concern is what if a price cannot be agreed upon and the managers get the idea of 

leaving and starting their own company, competing with the existing business.
33

  Without 

these managers in place the company may not be viable for a sale and could fall apart.  A 
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business owner must be very careful with the approach taken to address the existing 

management.  One viable strategy is to obtain a valuation and identify a potential buyer then 

bring this offer to your managers attention and offer them the business at a lower price.
34

  

This will allow them to have confidence that they are being rewarded for their years of 

service with a discounted purchase price.  They will also be less likely to question the value 

of the company and stay committed to the process.  

     Often an MBO occurs over time, since the managers do not have the financial capacity to 

fund the acquisition all at once.  This is generally handled in one of two ways.  The first 

involves selling shares of the company in increments, whereby the managers take bonuses 

and deliver the after tax proceeds to the selling owner on a personal basis.  For example, if 

the sale is for $1MM and the sale is to take 5 years then 1/5
th

would be sold annually at 

$200M per year.  The business will need to be able to support annual bonuses of 

approximately $400M in order for the mangers to pay the taxes associated to the bonuses.
35

  

If the business was valued at $1.6MM then by using the lack of control and lack of 

marketability discounts available for transferring 20% annually, there will be price discount 

offered to the managers.  In return for this price discount, the retiring owner will continue to 

retain their perks and salary, but  be able to spend less time operating the business and focus 

on training the managers to function like owners.  

     Another common strategy is to transfer the shares of the company to the managers, but the 

selling shareholder takes back a note since there is no cash to deliver.  As the note is paid the 

selling shareholder recognizes the capital gains taxes for the amount received each year.
36

  

This strategy still allows for the lack of control and lack of marketability discounts on the 
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valuation, since the note will contain the ability for the selling shareholder to take back 

ownership of the company, if the loan payments are not made.  If the business pays the note 

over 5 years, this strategy works very similarly to the first strategy.

     A key component to both of these transactions in the eyes of the selling shareholder is that 

he or she will need to establish milestones that need to be achieved, in order to allow an

unwinding of the deal, if the condition of the company starts to decline.  These milestones 

should be financial in nature, but can also include retention of key customers and employees.  

There need to be triggers put in place that allow for the clear determination of non-

performance by the managers.  This agreement will need to be drawn up by attorneys 

familiar with MBO’s and allow for the repossession of the business without the need for 

litigation. This type of agreement will provide motivation and clear direction to both parties.

Financing the Sale

     Loans to finance MBO’s can be very challenging for commercial lenders to underwrite.  

Not only do the fundamental financial ratios need to be measured, but evaluating the skill 

level of the incoming managers will need to be determined.  In addition, the selling 

shareholder may be under the impression that the new managers will qualify for the same 

availability of credit that they received, even though there is likely no outside collateral and 

no track record of performance with operating the business.  This can lead to a 

misunderstanding between management and the bank, in regards to the assessment of risk.  In 

order to manage these perceptions, a commercial lender will need to do a skillful job of 

educating the selling shareholder and managers of the lender’s view of risk for these types of 

loans.
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            Let us begin with identifying some risks that need to be mitigated when providing 

financing for MBO’s:

 The incoming managers often do not possess an outside net worth that can be 

accessed in times of need or protect the bank from a loss.

 The managers that are becoming business owners may not possess the necessary 

business acumen.

 The use of loans to assist in an ownership transition is a non-productive use of capital.  

In other words, the addition of debt does not assist with adding assets that will help 

generate revenues or reduce expenses.

 Customers and suppliers may have been doing business with the company based upon 

the relationship they had with the departing owner and discontinue their relationship.

 With an increase in debt from the bank, in addition to the retiring owner taking back a 

note, the company may become overleveraged and stretch the ability to service their 

debt obligations.

     Fortunately, there are a number of ways the bank can mitigate the risks mentioned above,

which include:

 Require the selling shareholder to finance a portion of the transaction with a 

shareholder carryback loan that is subordinated to the bank.  Preferably the 

payments on this note will be interest only, with principal payments allowed once 

the new management has been proven and leverage is under control.

 Obtain a personal guarantee from the departing owner, in addition to the new 

management team taking over ownership.
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 Secure outside collateral, in addition to the company assets.  Often this involves 

taking 2
nd

mortgages on residential property.

 Obtain SBA guarantees to limit the bank’s loss exposure.

 Limit the amortization to a maximum of 5 years.  Often, SBA guaranteed loans are 

amortized over 7-10 years though.

 Underwrite to historical cash flow and allow for a cushion by using a higher DCR 

such as 1.50X rather than the minimum 1.25X commonly used for other loan types.

     It will be necessary to obtain monthly or quarterly financial statements in the early 

period of the transition and regular meetings should be scheduled to stay close to the 

company.  The first couple of years after the transition will be when the business is most 

likely to see a downturn.

     A commercial lender should require that the entire relationship be maintained at the bank 

that provides the acquisition financing and there should also be a personal banking

relationship with the incoming owners.  Financing MBO’s can have less overall risk than 

providing credit to a completely new owner who has no knowledge of the company, since 

the existing managers are familiar with how to operate the business.  That being said,

MBO’s generally require a greater amount of leverage since the managers often have not 

built up an outside net worth that can be accessed for a down payment.        
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V. USING AN ESOP AS AN EXIT STRATEGY

    The use of an ESOP can be a viable consideration for a number of business owners when 

deciding to exit their business.  It should be understood up front that selling a business to an 

ESOP does not typically yield the highest value for the selling shareholder.  That being said,

by taking advantage of the tax benefits available, the selling shareholder may be able to come 

close to the net proceeds received from an open market sale of their business.  Coupled with 

the knowledge that they have empowered their employees with a retirement benefit, the 

emotional reward created from an ESOP sale may be very satisfying.     

   ESOP’s have been in existence since 1950 but have increased in popularity when the rules

were clarified by ERISA Laws in 1974.  There are nearly 7,000 ESOP plans in place.  This is

detailed in Exhibit C.

    It is not within the scope of this paper to provide a detailed description of ESOP plans, as 

they are very flexible and have many areas that need to be understood.  Rather, we will 

provide some of the fundamental characteristics of ESOP’s, while describing how to 

establish, fund and maintain a plan.  One of the best resources for learning more about 

ESOP’s comes from the Center for Employee Ownership.  Anyone interested in doing more 

research would be well served to visit their website located at www.nceo.org.  

Why Consider an ESOP?

   Following are some common reasons why a business owner would want to consider 

establishing an ESOP.

 ESOP’s can be used to create a buyer for the business.  

 Motivate and empower the employees of the business.
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 There are many tax advantages available.  These can be used to improve the ability to 

fund the plan and increase the net proceeds to the business owner.

 The transition can occur slowly over time while continuing to allow the exiting 

owner to retain their salary and perks.

 Provide the ability to pay off minority shareholders, while allowing the primary 

shareholder to retain control of the company.

Tax Advantages

    Congress has deemed ESOP’s to be a desirable ownership model and provided a number 

of favorable tax advantages.  Their rationale is that ESOP companies have demonstrated 

fewer layoffs, providing for a more stable employee base. Only corporations can establish 

ESOP’s and there are different rules for C versus S corporations.  A common strategy for 

privately held businesses to maximize the tax benefits is to convert to C corporation status as 

they transition into an ESOP, then convert back to an S corporation once the owner has sold 

100% of their shares.
37

  The company must wait 5 years after choosing to become a 

C corporation before transitioning back into an S corporation, though.  Following are some of 

the more popular tax advantages that apply to ESOP’s.

 Contributions into the ESOP are tax deductible for federal income tax purposes (most 

states will allow the deduction as well).  This can provide up to a 34% income tax 

benefit.  Funding an ESOP uses pretax dollars.

 Shareholders of a C corporation are allowed to defer the capital gains taxes due on the 

sale of their shares to the ESOP.  The selling shareholder must reinvest the proceeds 

into qualified U.S. securities within 12 months of the sale, allowing for no capital 
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gains taxes until the replacement shares are sold.  The shareholder must have owned 

his or her shares for a minimum of three years prior to the sale and the ESOP must 

own at least 30% of the company to qualify for this deferral.  The selling shareholder 

also has the opportunity to use these replacement shares for a margin line of credit

and receive up to 50%-60% of the value of the replacement shares from a bank or 

brokerage firm tax-free.  By combining this tool with the step up basis upon death 

within estate tax law the selling shareholder may be able to avoid taxes altogether.  

This rule is known as IRS Section 1042, more commonly referred to as a rollover.      

 When a company makes an S corporation election, the profits associated to the 

ESOP’s portion of ownership are not subject to federal income tax.  If an 

S corporation owns 100% of the shares, there are no federal income taxes due on the 

profits of the company.  State tax laws vary, but the majority of the states follow the 

same rule as the federal government.  Many ESOP’s will convert to an S corporation,

once they own 100% of the shares of the company.

     These are three of the most popular tax advantages available to companies that establish 

an ESOP.  Using these tools allows the selling shareholder to retain a greater portion of the 

proceeds from the sale of their company, while providing future profits to be built up for the 

benefit of the remaining employees.  

Steps to Creating and Maintaining an ESOP

     The first step to seeing if an ESOP will work for a particular company is generally 

determined by preparing a feasibility study.  This can be done by an outside consultant and 

be very detailed with market surveys and projections or it can be as simple as a business plan 

done by internal personnel. Some of the items that need to be determined are: What is the 
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excess cash flow available to dedicate for the purposes of an ESOP?  Are the employees the 

type that would be a good match for this type of ownership? Is the payroll of the company 

large enough to allow the tax deduction for paying off the loan used to fund the plan? 

(Generally, companies need to have at least 25 employees to be large enough to consider and 

ESOP.) What will be the repurchase obligations for the retiring employees and can these be 

met?

     There is a third party entity that needs to be established in the process, called an 

Employee Stock Ownership Trust or ESOT.  The role of an ESOT is to act as an 

intermediary between the employees and the company and follow the rules set out in 

ERISA.  Trustees will need to be identified who manage the ESOT and they generally come 

from the management of the company, although any employee with the financial acumen is 

able to become a trustee.  Often, the trustees are a combination of inside employees and 

outside consultants.  The trustees should be separate from the board members of the 

company. Often these trustees will obtain assistance from an administrative company that 

assists in providing information.     

     If the feasibility study proves out, then the trustees of the ESOT will obtain a valuation.  

A few valuation firms should be interviewed, with the selection based upon the ability of the 

firm to understand this particular business.  If the valuation is too low, then the owner may 

not be willing to sell and if the valuation is too high, then the cash flow of the company may 

not be sufficient to support the funding of the plan.  

     The third step in establishing an ESOP is to prepare a plan document. This will be done 

by an attorney or consultant that is familiar with the rules of ESOP’s and has done this type 

of work before.  There are a number of specifics to decide upon, so preparing in advance 



40

will allow the business owner to save money in the preparation of this document.  Anticipate 

a fee from $15,000 to $40,000 for the plan document to be prepared.
38

  

     The next step in establishing an ESOP is funding the plan.  This can be done over time by 

making contributions into the ESOP and building up a cash position until sufficient funds 

are available to purchase shares from the owner.  Another option is to access debt through a 

bank, insurance company or other financial institution.  A third choice is to obtain funding

by the selling shareholder carrying back a note.  The funding may use a combination of all 

of these options, as well, and occur in stages over time, due to leverage constraints.  Once 

the ESOP owns at least 30% of the company, then the selling shareholder can take 

advantage of the rollover rules, delaying capital gains taxes.            

     Maintaining the ESOP is the responsibility of the ESOT, who will often require the

assistance of a third party administrator.  Some of the tasks required include managing the 

funds in the plan, obtaining an annual valuation in order to determine the share price of the 

stock, making distributions to departing employees, preparing periodic employee statements 

and 1099’s for departing employees, among other tasks.  The charge from the third party 

administrator for these services varies based upon the size of the plan and number of 

employees.  

     One of the more important tasks will be to continually educate the workforce regarding 

the value of their ESOP account.  This offers management a tool to motivate the workforce 

with direct feedback on their accomplishments.  There have been a number of studies done 

that demonstrate improved corporate performance in ESOP companies.  The largest and 

most significant study to date of the performance of ESOP’s in closely held companies was 

done by Douglass Kruse and Joseph Blasi of Rutgers University in 2000.  This study found 
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that ESOP companies demonstrated improved sales per employee by approximately 2.4% 

per year over what would have been expected absent an ESOP in addition to less employee

turnover.
39

Lending Considerations

     Many Commercial Lenders and banks are unfamiliar with ESOP lending since 

opportunities to provide this type of financing are rare.  That being said, when a company 

has a need for an ESOP loan, the bank has an opportunity to obtain the vast majority of the 

company’s business which is exactly the type of customer to be desired.  In addition, as the 

baby boomer population ages, these business owners will be looking to sell their companies 

and it is anticipated that these opportunities will become more frequent.  For these reasons, it 

is appropriate for many banks to become familiar with this loan type and be prepared for the 

opportunity when it becomes available.            

     Prior to discussing the fundamentals of leveraged ESOP’s, it will help to see how the 

basic mechanics of an ESOP works.  The diagram below describes how a non-leveraged 

ESOP operates when the business owner sells their shares to the ESOT. 
40

Under this scenario, the sponsoring company makes tax deductible contributions to the 

ESOT, who in turn purchases shares of the company from the selling shareholder.  The 
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ESOT holds these shares on behalf of the company employees until liquidated for a 

qualifying event, such as a retiring employee or sale of the company.  

     Now, let’s take a look at using leverage to assist in funding an ESOP.  Under this 

scenario, a bank loan is provided to the sponsoring company with a mirror loan made 

between the ESOT and the sponsoring company.  The diagram below demonstrates the 

mechanics of how this works.
41

  

          

     Another structure used is to provide the bank loan to the ESOT and obtain a guarantee 

from the sponsoring company.  The diagram below demonstrates how this would look.
42

    

     Both options essentially operate the same, although commercial lenders generally prefer 

Option #1, due to the loan becoming a direct obligation from the sponsoring company.  
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Using this form of funding, an ESOP allows the selling shareholder to achieve the 30% 

threshold for taking advantage of the rollover option, to avoid capital gains taxes sooner.  

The principal and interest payments made by the sponsoring company to repay the loan are 

tax deductible up to 25% of the payroll from the sponsoring company. Another option is to 

have the selling shareholder carry back a note for a portion of the shares sold to the ESOP,

which also allows the for the tax advantages of the 30% rollover to occur sooner.  

     One of the greatest risks in providing bank financing to fund an ESOP has to do with 

leverage.  It needs to be understood that leverage is increased for the sponsoring company,

not only from the bank loan increasing liabilities, but also from the corresponding 

accounting entry which reduces the net worth of the balance sheet, called unearned ESOP 

shares.  This is similar to how treasury stock is treated when shares are repurchased.  The 

combination of these two entries has the effect of increasing leverage in the sponsoring 

company rather dramatically.  The table below demonstrates the mechanics of this 

transaction.
43

     The first reduction to shareholders equity of $8MM occurs when 40% of the shares are 

sold to the ESOP and the second  reduction of $8MM occurs when the unearned ESOP 
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shares are recorded.  As we can see, the leverage increases dramatically when an ESOP loan 

is funded. The mitigant to this risk is the fact that, as the loan is repaid, not only do the 

liabilities decrease, but the net worth increases as the unearned ESOP shares are released.

     Something commercial lenders needs to be aware of is that, when too much of the 

company is sold at one time, then the company can become insolvent (negative net worth).  

This may create a problem for the lender in bankruptcy court where the bankruptcy judge 

may rule that the lender should have known better than to provide so much credit and will 

move their debt to an unsecured status.
44

  To avoid this issue, the bank should consider 

funding smaller incremental ESOP loans in stages over time, so the net worth does not

become negative.

     Another risk in providing ESOP loans has to do with the relaince upon the primary 

repayment source, cash flow.  Although business assets are available as a secondary 

repayment source, they often become much less valuable in a default situation.  Also, it is 

uncommon for the departing shareholder to provide a personal guarantee, thereby placing 

more reliance upon the primary and secondary repayment sources.  When a commercial 

lender is underwriting a loan to assist in funding an ESOP, additional due diligence needs to 

used in understanding the reliance of the primary repayment source, cash flow which will 

drive the credit decision.  

     Some ways to mitigate the risks in ESOP lending include:

 Staging multiple ESOP loans over time, such as 2-4 loans over a 10 year period.  As 

the first loan is repaid another one follows, which allows the leverage to be 

maintained at reasonable levels.

 Limiting the amortization of ESOP loans to 5 years.
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 Obtaining personal guarantees from the departing shareholder, during the first few 

years of the repayment period.

 Obtaining, as additional collateral, the replacement securities of the departing 

shareholder.

 Having the departing shareholder take back a subordinated note as part of the sale 

proceeds and allowing the repayment of this note once the bank debt has been 

satisfied.

 Requiring that the ESOP plan have an option that allows the ESOT the option of 

delaying the repayment to departing employees (put-option) over a five year period

or until the ESOP loan is retired.  This put-option requires the ESOT to provide fair 

market value to the departing employees on their vested shares when they leave the 

company and can create a cash flow squeeze on the sponsoring company.  

 Take a close look at the remaining management team that will operate the company.  

If the retiring shareholder is critical to the operations of the company and the 

remaining management is weak, this company may not be a good candidate for an 

ESOP in the first place.  If the remaining management is in question, it would be 

wise to obtain a personal guarantee from the departing shareholder, so they stay 

involved and assist the remaining management with a successful transition.

     Due to the amount of complexity involved, it is clear that not every business owner will 

have the desire or capability of using an ESOP as an exit strategy.  That being said, there are 

a number of tax advantages that make it a viable choice, if the business is large enough.  

Caring about your employees enough to offer them a chance to own the company and 

creating a buyer for your business are the two greatest reasons to consider this option.  
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     All commercial lenders will need to do their homework and seek guidance when 

underwriting these loan types.  If you are successful in funding an ESOP loan, you may find 

that additional opportunities will follow once others discover that your bank is capable of 

providing this type of funding.  As it becomes more competitive to find good C&I lending 

opportunities, this can be a good way to distinguish your bank from other competitors as 

well.       
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RECOMMENDATION

     Prior to determining the proper exit strategy a business owner must make an honest

assessment of their mental and financial readiness to leave the business.  If a business 

owner’s personal identity is tied to their company, then staying involved by maintaining 

partial ownership may be appropriate.  Understanding the financial needs of the retirement 

years is important, especially if medical issues necessitate an expensive end of life period.  

After analyzing these two factors then the various exit options become easier to decide upon.  

     Most business owner’s only devise an appropriate exit strategy once in their lifetime.  

How can anyone be expected to understand all of the nuances of this transition by gathering 

the knowledge themselves?  It is crucial to rely upon sound advice from capable service 

providers who have years of experience in this field of study. We strongly recommend 

forming an advisory board to assist with developing the most appropriate exit strategy.

      Business transaction service providers use as much psychology as they do their given 

trade skill to manage the egos and personalities of the players involved.  When working with

family transitions, MBO’s or open market sales it will helpful to understand that there may 

be irrational individuals involved with varying financial objectives.  Understanding both the 

emotional and financial objectives of all parties will lead to more successful outcomes.       

     When a lender is providing credit in a business transition they need to understand that the 

borrowed funds do not provide a productive use of capital.  This may lead to a lack of 

business assets being available for collateral, thereby placing a stronger reliance upon the

primary repayment source, cash flow.  Consider including tertiary repayment sources such as 

the guarantors personal assets and SBA guarantees.  That being said by mitigating the risks

business acquisition loans can be an excellent source of income for the bank.
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TABLES

TABLE #1

Issues That May Create Conflict Following a Family Ownership Transition.

1 Are family members that do not work in the business willing to cooperate with the ones 

that do?

2 Will family members, their spouses and children be willing to work together without 

resorting to legal solutions?

3 Family members have not been sufficiently involved in planning for the future of the 

business and are surprised with the plan upon the passing of a patriarch.  

4 The lack of written guidelines for family members with ownership rights that spell out 

their proper role, rights and responsibilities.

5 The lack of written guidelines describing what are considered to be fair distributions for 

existing and future owners.

6 The lack of written guidelines describing the process for selling ownership shares in the 

business, if someone chooses to do so.

7 No written description of fair compensation parameters for family members employed at 

the company.

8 The lack of written guidelines to evaluate the performance of family members employed 

at the company.  No procedures as to how to deal with underperforming family 

members, including the president.

9 No written guidelines of minimum requirements for future family members to join the 

company.

10 No written guidelines established to assist with resolving conflicts between family 

members, in order to avoid using the court system for conflict resolution.

TABLE #2

Estimated Number of ESOP Plans, Number of Participants, and Plan Assets. 

Source: NCEO analysis of the 2011 PPP research file made available by the Department of Labor.
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EXHIBITS

EXHIBIT A 

LOW SIDE OF INCOME AND LIQUIDITY REQUIRMENTS FOR RETIRMENT

The following is an example of a modest amount of income and liquidity needed to 

comfortably support yourself through the retirement years.

Assumptions

 Retire at 65 and live to 95.

 Maintain liquidity of $500,000 at 95 to cover expenses of a dementia care facility and 

funeral expenses.

 $2,000 monthly housing expense, 25% combined federal and state income tax bracket 

for $1,875 monthly, $2,375 monthly for living expenses.  Total annual income 

requirement of $75,000.

 Receive $24,000 in annual passive income from Social Security or rental property.

This will require a $51,000 annual draw from the liquidity portfolio or $4,250

monthly. 

 Portfolio investment return of 6.5% less inflation adjustment of 2.5%, leaving a 4.0%

inflation adjusted return.  This will allow the draws from the liquidity portfolio to 

keep up with inflation.

Present Value of an Annuity Providing the Monthly Income Requirement

Term - 30 years

Rate of Return - 4.0%

Monthly Draw - $4,250

Present Value - $881,893

Present Value of the $500,000 Needed for a Dementia Care Facility and Funeral Expenses

Term - 30 years

Rate of Return - 4.0%

Future Value - $500,000

Present Value - $154,159

Total Liquidity Needed

$881,893 + $154,159 = $1,036,052

An alternative would be to begin with $154M of equity in a rental property or residence and 

$882M within a liquidity portfolio.  Another alternative is to purchase long term care 

insurance rather than setting aside $154M of funds at retirement to take care of the end of life 

expenses.  
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EXHIBIT B

HIGH SIDE OF INCOME AND LIQUIDITY REQUIRMENTS FOR RETIRMENT

The following is an example of the amount of income and liquidity that would provide a very 

comfortable living position through the retirement years.

Assumptions

 Retire at 60 and live to 95.

 Maintain liquidity of $1,000,000 at 95 to cover expenses of a dementia care facility,

funeral expenses and passing some wealth onto your heirs.

 $3,000 monthly housing expense, 35% combined federal and state income tax bracket 

for $4,375 monthly, $5,125 monthly for living expenses.  Total annual income 

requirement of $150,000.

 Receive $25,000 in annual passive income from Social Security or rental property. 

This will require a $125,000 annual draw from the liquidity portfolio or $9,500

monthly. 

 Portfolio investment return of 6.5% less inflation adjustment of 2.5%, leaving a 4.0%

inflation adjusted return.  This will allow the draws from the liquidity portfolio to 

keep up with inflation.

Present Value of an Annuity Providing the Monthly Income Requirement  

Term - 35 years

Rate of Return - 4.0%

Monthly Draw - $9,500

Present Value - $2,127,765

Present Value of the $1,000,000 Needed for a Dementia Care Facility, Funeral Expenses and 

Passing Wealth onto your Heirs

Term - 35 years

Rate of Return - 4.0%

Future Value - $1,000,000

Present Value - $253,415

Total Liquidity Needed

$2,127,765 + $253,415 = $2,381,180

An alternative would be to begin with $253M of equity in a rental property or residence and 

$2,128M within a liquidity portfolio. Another alternative is to purchase long term care 

insurance rather than setting aside $154M of funds at retirement to take care of the end of life 

expenses.  
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