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Exiting a Business
In 1985, Peter Drucker,  a student of demographics cited in his book, Innovation and Entrepreneurship, “Demographics have a major impact on what will be bought, by whom, and in what quantities.”
In 2006, economist and demographic expert Robert Avery at Cornell University, was quoted as saying “the majority of boomers wealth is held in 12 million privately held businesses, of which more than 70% are expected to change hands in the next 10-15 years valued at over $10 trillion.”
"He [John Locke] came to understand that the only reliable thing that can be said about human knowledge is that it is, and can be, only partial. This simple truth has enormous consequences, because it means that any form of authoritarianism, whether intellectual or political, is based on the false premise that one person or system has all the answers." 
Susan Ford Wiltshire
Whether you are a potential buyer or seller of a business, attention needs to be paid to the changes dictated by changing demographics that can present an opportunity.  It is up to you whether the opportunity will be captured or squandered.  For most sellers of businesses, there will be only one chance to get it right. The legacy and lifestyle that may be enjoyed is dependent on the choices and the team of advisers you choose to assist in planning your future.  
Options For Exiting a Business 
Exiting a business is dictated by the personal objectives and goals of the business owner.  They can range broadly, from merely wanting to free some time, energy and resources to explore other interests to wanting to realize the payoff of his or her investment over the years and to walk away without looking back.

This month we will look at some of the basic options available to owners of middle-market closely held businesses and lay the groundwork to examine the pros and cons of each option.  This information is to help educate the readers and to help business owners evaluate a strategy that best fits their personal and financial interests as well as other stakeholders.



Exit Channels

· Co-owners
· Family
· Third Party
· Employees
· Liquidation
· Restructure
· Public

The following table summarizes some of the options:

	Exit Channel
	Options

	Co-owners
	Buy/sell Agreement
Dutch Auction
First Right of Refusal
Purchase Option
Earn out

	Family
	Gifts
Private Annuity
GRATS
FLPS
Sale

	Third Party
	Negotiated Sale
Controlled Auction
Unsolicited  offer

	Employees
	ESOPS
Managed Buyout
Phantom Stock
Stock Bonus

	Liquidation
	Selective liquidation
Orderly Liquidation
Forced Sale

	Restructure
	Sell Minority Stake
Sell Majority Stake
Refinance Debt

	Public
	IPO
Reverse Merger
Direct Public Offering



Co-owners

If the company has other shareholders in the business, there may be a market for the shares.  A well prepared company would have contingency plans in place for a voluntary or involuntary exit of one or more of the shareholders.   The pros and cons of implementing this exit strategy is linked to the quality and existence of a buy/sell agreement along with funding resources.
 
Pros

· The business stays in the “extended” family.
· A current shareholder knows the business and does not have to be convinced of the value and prospects.
· The seller is dealing with a buyer who is willing to purchase stock rather than assets.
· The existing shareholder can arrange for the purchase of his/her shares in the event of an involuntary exit.  This risk /funding contingency can be funded with key person life and disability insurance.

Cons
· If the company shares are sold to other shareholders in the closely held organization, the terms may force the departing shareholder to accept a price that is not reflective of fair market value.
· The departing shareholder may be restricted to selling shares to a limited market, thereby limiting the company value and payout to the selling shareholder.
· Selling to other shareholders typically does not result in maximizing the value for the company shares.
· If the purchase/sale price is not funded properly, the terms of the shareholder agreement may dictate and extended payout, thereby creating additional risk for both the company and the exiting shareholder.

Transfer/Sale to Family Members

Studies indicate 50% of business owners want to transfer their business to their children.  However less than a third of family owned businesses are actually able to implement the family transfer/sale.

Pros

· Personal goals of keeping the family and the business together can be achieved.
· It may provide financial well-being to younger family members who may not be able to earn comparable income outside the family business.
· It may allow the former shareholder to remain active in the business with his/her children.
· It could determine how much the selling shareholder needs from the business, rather than how much he/she could get.

Cons

· The potential for family discord resulting from feelings of unfair treatment among the siblings.
· The difference of dealing with the children fairly and equally may be difficult to achieve because one child will probably be running the business at the personal expense of the others.
· As a practical consideration, it is likely family members may not be able to pay cash at the closing.  The selling family member may have to accept payments over time.  This may deplete resources from the company needed to grow and remain competitive.
· Family security is commonly diminished instead of enhanced.  The management of many businesses is given to a family member that lacks sufficient management and leadership expertise.
· Family dynamics may diminish control over business operations resulting in increasing personal stress and operational efficiency.

Sale to Third Party

Potential buyers may be a competitor, customer or supplier in your industry.  The buyers are commonly referred to as strategic buyers.  Financial buyers, such as private equity investors, hedge funds or institutional investors are becoming more common.  Buyer characteristics are important factors in any transaction.  The business seller should consider how different buyer characteristics fit with the sellers personal and business goals and objectives.  We have seen examples where financial buyers may offer an opportunity for the seller to stay involved in a management capacity while liquidating his or her investment interest.  Strategic buyers may offer the seller a multiple stage sale while staying involved to a lesser degree in the business.  For a well prepared business, the sale to a third party may be the best way to cash out at a good value for the seller and the buyer.

Pros
· A fundamental advantage of the third party sale is that most sellers receive a majority of the sales price at the closing.
· This exit strategy typically results in the highest valuations for a business because the forces of supply and demand are allowed to work. 
· The price obtained from a third party is more likely to be near the fair market value of the company.
· The third party sale is the only exit option that offers the seller access to buyers with a strategic or synergistic motive.
· Sale to a third party may be the best option for a business that is too expensive to be purchased by someone in the “extended family.”
· A wide range of potential buyers makes it possible for seller to find a buyer that will allow him/her to satisfy the exit needs relating to soft issues such as time and involvement as well as the money issues. 

Cons

· The seller who decides to stay on after the sale to a third party may suddenly find himself/herself in the role of an employee rather than an owner/manager.
· Many times third party buyers will require the seller to finance a part of the purchase price with the seller note or earn-out arrangement.  If little or no planning was done and the company is not properly prepared for the sale, the seller is exposed to risk of the financed portion.
· This process takes time; expect it to take 9-12 months to execute.
· The process of marketing to a third party buyer could result in loss of customers or employees, if confidentiality is not well managed.  Using a good investment banker should provide peace of mind.

Sale to Management/Employees

This exit option allows a business owner to sell all or part of the business to the company‘s management team or part of the team.   This arrangement is called a management buyout (MBO) or may be structured as a management led leveraged buyout (LBO).  In this situation, the management team buyers use the company assets to secure financing of a significant part of the purchase price.  The financiers have a significant interest in the management expertise in running the company which becomes critical to the ongoing operations of the company.

Pros

· The business stays in the “extended family”
· The management team knows the business and is best suited to selling the merits to debt or equity financiers.
· Risk is mitigated in this strategy because there is continuity of the management team and operations can be expected to continue consistent with the past.
· A partnership with an equity investor can provide additional growth capital and outside expertise otherwise not available to the company.

Cons

· The requirements of lenders of debt investors generally require the management team to contribute at least 30 percent of the purchase equity.  The management team must demonstrate they have some “skin in the game” so to speak.  The management team may not be able to structure the purchase without outside help.
· Participation of outside equity investors may cause cultural or management style conflicts.
· If the company assets are not sufficient to fully leverage the transaction and management cannot make up the difference, the owner may be asked to finance the gap. This means the selling owner has some of their investment in the business with little control until the remaining management can earn enough or sell some assets to pay off the note.

Liquidation

If no one can be found to buy the business, the owner may have to shut it down.  If the business assets are worth more than the cash flow producing capacity of the business apart from the owner’s efforts, the best alternative is liquidation.  In liquidation, the owners(s) sell the business assets, collect the accounts receivable, pay the company obligations and pay out the proceeds, if any, to the owners.
For example, if the business can produce $50,000 in cash flow each year and the assets are worth $1,000,000, it would make sense to sell the assets at liquidation value.  The value of the assets is worth more that the value of the cash flow. As a result, no one would pay more for the business than the value of the assets. 

Pros

· The process is fairly simple and fast.
· The entire company does not have to be liquidated.  The owner may decide to liquidate only part of the business.  The company must know which parts of the business are creating value and the parts that are destroying value along with an accurate assessment of future prospects and synergistic potential.  The remaining business segments could then continue to grow and create value for the owners.

Cons

· Liquidation normally results in the lowest possible value for a business because it reflects the fair value market value of the assets without consideration for the business for client or customer lists, employee knowledge, name or reputation recognition or other intangible value associated with a going concern.
· The cost of liquidating is nearly as high as the cost of selling a going concern, so the perception of liquidation as the least expensive option is often inaccurate.
· Employees and key managers lose their jobs.

Restructure

Restructuring involving refinancing or recapitalization a business may be a feasible exit strategy.  Recapitalization involves changing the balance sheet funding sources.  This may involve using debt or equity to allow the selling business owner to cash out of the business. Using debt would involve leveraging assets by using bank or investor debt financing.  Similar recapitalization can be accomplished with equity investors.  The exiting owner may be willing to sell a minority or majority interest to another party.  Using either debt or equity recapitalization may allow the owner to stay around or continue to be involved while taking some “chips off the table” so to speak.  In addition, recapitalization may move the company capital structure to its optimal capital structure.  The optimal capital structure is the balance between debt and equity financing to maximize company value and return on equity. Increasing the leverage beyond the optimal capital structure increases bankruptcy risks.

Pros

· The owner maintains an equity interest in the company and can participate in future growth.
· Some money can be taken off the table by the owner and diversify his/her investment risk.
· The owner can retain active involvement in the management and participate in the growth of the company.

Cons

· Increasing debt used to creating liquidity for the owner may make the company’s future performance more risky.
· Lenders may require a personal guarantee from the owners, which defeats the owner’s objective of diversifying risk.
· Using equity to recapitalize results in the owner having partners who own minority or controlling interest in the company.  Accounting to other investors may not be compatible with the owner’s personal style and objectives. 

Public Offering

Going public or conducting an initial public offering (IPO) is often viewed as the ultimate exit strategy.  There is no doubt going public is exciting and emotionally rewarding and has been a successful exit strategy for some, it is not a practical reality for most closely held companies.  Regulatory requirements are among the disadvantages many business owners may not anticipate.

Pros 

· Going public creates liquidity for the business owner, key managers and other employees.
· The additional liquidity provides the owners control of the liquidation of their interest based on their needs and objectives.
· Public companies tend to give companies higher profiles than private firms.  This may be critical in some industries where success requires customers to make long term commitments. 
· Public companies are able to offer employee’s liquid share and may increase the prospects for attracting top-notch employees and management.
· Valuation is usually higher for public companies due to the liquidity discount applied and the multiples paid for similar private companies.

Cons

· Going public is typically available to high growth companies with significant revenues and earnings.
· Going public dilutes ownership.
· The public company is no longer private and consequently gives up a great deal of privacy.  After the company is public, regulatory reporting with the SEC and the listed exchange is required.  This disclosure can be disconcerting for a company and management who have traditionally valued its privacy.
· Going public normally means loss of control for the business owner.  Frequently, other owners can buy a sufficient stake in the company to take control and fire the founders.
· A public offering is a costly undertaking.  Typically costs take about 15 to 25 percent of the money raised.  In addition, the opportunity costs management may experience due to the loss of focus and business disruption.








