Business Exit Plan- Do you have one?  
We find that the majority of business owners spend all of their time focused on growing their business, while never giving much thought as to how they will get out of or retire in the right manner from it.  Developing a specific exit strategy has not crossed their minds, mostly because they are just too busy growing or maintaining their business to worry about anything else.  In fact, most business owners think that just growing the business a little bit more through their hard work and abilities will somehow naturally create an exit plan.  To the contrary, this can create stronger ties between the business and the owner.  In fact, one of the primary problems with this approach is that many small businesses lose significant value upon the owner’s retirement, sale, death, or other related events and such growth just compounds the problem. Will you spend the greater portion of your life growing a business and have no way out of the day to day responsibilities for your own retirement?  Do you have a plan for a smooth transition to the next generation of owners and management?

Bottom Line – Where to Start

The bottom line is that, despite all the books, publicity and warnings from experts, most business owners still don't have a clear, written succession strategy because they don’t know where or how to start.  A surprising fact, according to a national survey released by the Family Firm Institute in Boston, is that in today’s increasingly knowledgeable society 25 percent of first-generation family business owners who have gone to the trouble of getting a written will do not have a business succession plan in place.  So they have a plan that doesn’t efficiently cover an important asset that typically makes up more than half of their net worth.  

Buy Sell Agreements

A buy sell is a good place to start.  This is a formal agreement that will allow a smooth transition for the business and peace of mind for the family.  Remember, the majority of non active spouses or children would not know the last thing about running the business, much less replacing the years of experience and expertise that the owner brought to the business.  A well-defined buy sell helps free the owners of worry at a time of crisis, guarantees a buyer for them and the family, and helps determine a fair and reasonable price for their business interests.  In addition, a plan like this can secure the confidence of the business’ existing clients and creditors. 
Funding the Plan
The next question to ask is how these newly identified buyers come up with the money.  When looking for funding options, you have several options.  Do I use cash, installment loans, sell assets, build a fund?  This is one area that we feel clients can find creative sources of funds, especially when coordinated with the company retirement plan, compensation packages, and the owner’s personal plan.  
Here are some of the major areas of concern that our clients bring to us
· What is the most appropriate entity structure for my business so that I can:

1. Exit the business with as little tax1 as possible?
2. Coordinate my business plan objectives with my estate plan objectives?
· How do I afford to retain an executive management team that is motivated to stay and ensure a smooth transition?  
· If your succession plan involves children taking over the business at your exit, these questions might need to be answered:
1. How do I provide security for my spouse with the least amount of conflict with the children?
2. Can I equalize the inheritance of the non active children in replacement of company stock so that there isn’t resentment from the active child working hard to grow a business, only to have his siblings benefit from his/her efforts?
3. Is it possible to get out of the inheritance tax1 when passing a business to the kids?
· Do I have a well designed valuation formula that maximizes today’s value and will still be appropriate after years of future growth?
· What tax1 efficient buy-out funding options do I have that can also help develop key employee retention, to name a few:
1. A company 401k profit sharing plan
2. Restricted Stock Bonus Plan with a vesting schedule

3. Non Qualified Deferred compensation plan

4. Employee Stock Option Plans 
· Are there any cost recovery strategies that would help mitigate the cost of compensation/funding for key man retention or buy out fund? 
· Entity vs. Cross Purchase Transaction?
1. Entity purchase is when the entity buys the shareholder stock and distributes the ownership proportionately to all remaining owners

2. Cross purchase is when the individual buyer/s will directly buy out the owner’s shares

The Main difference in favor of cross purchase is that the buyers receive a step up in basis on the purchase of the stock. This will most likely be a significant reduction in their capital gains tax1 at the future sale of that stock that was purchased
It’s best to consider your options while you’re still in the position to direct the future of your business.  For our most of our clients, their family and their business are the most important things in their life.  Not to mention, it is where the vast majority of your time and energy is focused.  Assuming this is a true statement about your priorities, then you probably don’t want to gamble with either of these.  Can your spouse/children take over your duties and continue the business for their own financial security.  If you haven’t put an exit plan in place or are concerned that it may not communicate exactly what you want, then now is the time to sit down with you advisory team.  Allow them to bring their tools and services to best develop your exit plan based on your business and personal objectives.  
A Personal Story
Current Situation


Two business owners, we’ll call them John and Donna; four Siblings, one of them, Michael, is active in the business, three not active, Frank, John, and Sarah; and a non-sibling CEO, Walter, had built a very successful multi-state business to business service for corporate clients.  Their ages ranged from early 20’s to the late 50’s.  Apart from the parents, the non-family CEO was the dominant and driving force behind the success of the enterprise.  There was only one company, but the company was consistently experiencing a growth rate of over 50% per year and the parents were beginning to show an interest in passing more responsibility and ownership to Michael and Walter the emerging CEO as well as creating a charitable legacy beyond their lives.
John and Donna wanted to: ensure their own financial security in retirement; be fair, but not necessary equal with their children’s inheritance; give their children the option, not the right to participate in the growth of the business; reward active participation in some fashion in the business; and have the flexibility to be overwhelmingly charitable with any growth in the value of the business after their deaths; And taxes1 to be minimized for everyone where possible.
The Problem


The parents wanted to begin phasing out of working in the business, but wanted to ensure their own financial security for the future, help their children out a little bit and enhance their ability to donate large amounts of their blessings to charity.  The one active child, Michael, definitely wanted a larger share of the growing business, but could not afford to buy more interests on his income alone.  The non-active children did not want to miss out on this growing family wealth, but didn’t want to work in the business.  The active non-family member CEO wanted a growing stake in the business, the ability to help set policy in the future direction of the business, and primarily to ensure the business’ continued success.
The Solution
At subsequent meetings with the CPA and two attorneys, we found that the client neither had any succession plans in place nor any funding mechanisms to ensure either their own financial security or even a smooth transfer after death to any of interested parties.  We suggested that everyone start with the client’s financial security and then work from there.  Everyone agreed that a transition plan for ownership, but not control, of the company begin now for those actively participating in the business.  We also suggested that the company ensure protection of the surviving spouse’s need for financial security, by setting up a mechanism to buy a portion of the stock back from that spouse (coordinated with their estate plan to ensure maximal asset protection and tax1 efficiency) and then create the option for the spouse to gift, sell or transfer the remaining stock to family, the business or charities over time as the surviving spouse saw fit or as additional funds were needed.  Additionally, there would be preferences for family members and active non-family members to possibly receive stock, but no guarantees of ownership.  We were able to accomplish all of these goals, reduce the Estate taxes1 to zero, and most importantly get the various advisors to draft the documents and put the plan in place despite what initially seemed like an overwhelming number of hoops to jump through.

In the end, the client got the financial security they needed, they were able to more than double their charitable gifting goals; the business has the continued commitment of its executives and participating family members and the rest of the family will benefit to some degree without Estate Tax1 consequence whether they participate in the business or not..

If you have any questions or would like our firm to help you crystallize your objectives and develop an exit plan in the area of business succession, please don’t hesitate to contact us.
Clay Carter
Financial Adviser
Carter Wealth Management
4015 Marathon Blvd.
Austin, Texas 78756
 
Ph:
512-533-9110
Fax:
512-533-9111

1. This material includes a discussion of one or more tax-related topics.  This tax-related discussion was prepared to assist in the promotion or marketing of the transaction or matters addressed in this material.  It is not intended (and cannot be used by any taxpayer) for the purpose of avoiding any IRS penalties that may be imposed upon the taxpayer.  Taxpayers should always seek and rely upon the advice of their own independent tax professionals.  Please understand that New York Life Insurance Company, its affiliates and subsidiaries, and agents and employees of any thereof, may not provide tax, legal or accounting advice to you.
 
Clay Carter –  Financial adviser offering investment advisory services through Eagle Strategies LLC., A Registered Investment Adviser. Registered representative offering securities through NYLIFE Securities LLC. Member FINRA/SIPC, A Licensed Insurance Agency,  4015 Marathon Blvd, Austin TX 78756, 512-533-9110. Carter Wealth Management is not owned or operated by NYLIFE Securities LLC or its affiliates.

This represents our understanding of the generally applicable rules.  It is not intended to be an exhaustive examination of the subject matter, and is subject to examination and application by the client’s attorneys and other advisors who must form opinions based on their own experience and independent research.  Carter Wealth Management and NYLIFE Securities LLC and any affiliates thereof may not render legal, tax or accounting advice.
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