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Overview

This CLE course will examine practical and legal issues in determining a closely 
held entity's value when facing a sale of a portion of the ownership interests. The 
panel will discuss the various forms of valuation methodology and how to 
incorporate these terms into governance documents and buy-sell agreements, as 
well as discuss various related issues including funding the buyout, Treasury 
regulations, company-owned real estate, goodwill and various others.

Corporate counsel that represents a closely held entity, whether a corporation, 
LLC, or partnership with a small number of owners and not publicly traded, can be 
difficult to discern the business' value.  Whether the owners are looking to sell a 
portion of the company or the entire enterprise, creating a framework for 
valuation early in the corporate legal development can alleviate future disputes.
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Disclaimer

The information provided herein is not and shall not be construed as tax, 
accounting, legal, regulatory or other professional advice or sufficient to satisfy 
any tax, accounting, legal, regulatory or other professional requirements. The 
viewer should consult tax, accounting, legal, regulatory or other professional 
advisor(s) for advice. The presenters disclaim any and all guarantees, 
undertakings and warranties, expressed or implied, and shall not be liable for any 
loss or damage whatsoever arising out of or in connection with any use or reliance 
upon the information or advice contained within this publication. This publication 
does not constitute and should not be construed as (a) a solicitation, offer, 
opinion or recommendation for any transaction in any financial instrument, 
including but not limited to securities, or (b) forming an attorney-client 
relationship.
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Presentation Topics

• Key Considerations for Business Succession Planning
• Drafting Buy-Sell Agreements – Issues and Best Practices

• Establishing the Purchase Price
• What is Fair Market Value?
• Valuation Methods
• Valuation Discounts
• Funding the purchase
• Terms other than pricing terms
• Redemption vs. Cross-Purchase

• IRC Chapter 14 Considerations
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Key Considerations for 
Business Succession Planning

• Who’s Taking Over?  
• Family Members, Business Partners, Key Lieutenants?
• What is the vision of the ownership group?  Is everyone aligned? 

• What’s the Exit Strategy?
• Sale to a third-party buyer or competitor?
• How to pass down to key lieutenants?

• Sale vs. award of equity; tax issues with classifying as a gift
• How to pass down to family members?

• Gift, bargain sale, arm’s length sale, compensation?
• When Should the Process Begin?

• Sooner the better
• More preparation and steps now avoid headaches and disputes later
• Want to avoid facing an unexpected business succession event where no 

framework has been established
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Buy-Sell Agreement

• Succession planning discussions will often lead to construction of a buy-sell 
agreement

• This can be a separate agreement that is different from the company’s 
operating agreement

• Or…Buy-sell terms can be incorporated into a company’s operating agreement 
through an amendment

• Developing buy-sell provisions is not easy; many considerations
• How to establish the purchase price; valuation
• Funding the buyout
• Family vs. non-family owners
• How to be fair to everyone involved
• Avoiding terms that are ripe for future disputes
• Protecting the operating business; ensuring operations are not negatively 

affected by an onerous buy-sell
• Owners should involve their key advisors, including accountants, financial 

advisors and attorneys
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Establishing the Purchase Price

• Commonly proposed pricing mechanisms:
• Fixed value based on book value or otherwise – rarely works
• Formula price based on a fixed multiple of earnings, EBITDA, revenues, book 

value or otherwise – rarely works
• Requirement to hire an independent appraisal firm to determine the fair 

market value – best practice
• Which mechanisms work and which don’t?  What are the potential pitfalls?
• Business owners want certainty; how do we accommodate?
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Best Practices – Purchase Price

• In most buy-sell agreements, the goal is that the transaction is “at market” - based 
on fair market value

• The buy-sell agreement should establish the valuation process and address certain 
key issues (e.g., valuation methods, discounts, compensation, key person, real 
estate, non-operating assets, etc.)

• Fair market value should be determined by an independent appraisal firm at the 
time of the buyout

• There are far too many changes that occur over time in the business, industry 
and markets generally, that only a full appraisal process has the chance of 
being consistently fair to all parties over time

• Identifying a valuation firm and including the name of such firm in your buy-sell 
agreement is common

• Have the named valuation firm go through a typical process now so the owners can 
see how the process works and how the business will be assessed; work out the kinks 
now
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Defining Fair Market Value

• Under USPAP and ASA…
• Be careful of differences between fair market value, fair value, investment value, 

enterprise value, etc.
• Make sure your agreement contains the phrase fair market value and has a clear and 

detailed explanation to avoid future disputes over intent
• Address the application of discounts

• Discount for lack of control
• Discount for lack of marketability

• May need to address compensation
• Are the owners taking equity-like distributions through the payroll?
• Conversely, what if the owner-managers are not taking any compensation?
• Punchline – the valuation process may need to include a normalization of 

earnings to reflect market-based compensation arrangements for the 
management team and owner-managers.

• Insurance proceeds – to include or not to include…
• Other hot buttons…
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Defining Fair Market Value

• Widely Accepted Valuation Methods
• Market Approach

• Use of public companies or recent M&A transactions in the same industry to 
derive multiples of revenues, earnings, EBITDA, book value or otherwise.  

• After a comparative analysis, apply multiples that may be equal to, higher 
than, or lower than the industry multiples to the subject company’s metrics

• Income Approach
• Earnings capitalization method – for mature, stable companies, involves 

determining the earnings capacity of the subject company on a normalized 
basis, and “capitalizing” those earnings (i.e., dividing earnings by a “cap rate”, 
which is the difference between the cost of capital and the long-term growth 
rate)

• Discounted cash flow method – more rigorous approach that typically involves 
determining the present value of projected earnings.  Best suited for 
companies with sophisticated management teams that regularly conduct 
thorough forecasting processes.  Often involves a 3-year, 5-year or 10-year 
forecast coupled with a terminal year value.  
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Defining Fair Market Value

• Widely Accepted Valuation Methods
• Asset Approach

• Applicable when the value of the business is directly and explicitly tied to the 
assets owned by the company.

• Widely used when valuing investment and real estate partnerships.
• Widely used in the context of a liquidation scenario.
• Book value is a meaningfully metric when valuing banks and insurance 

companies (however, a multiple of book value, using the market approach, 
would technically be best practice).

• This approach will typically be misleading or simply incorrect for most 
operating businesses where the objective is to determine the value of the 
business as a going concern; misses the value associated with intangible assets 
(customer lists, patents, trademarks, IP, assembled workforce, goodwill, etc.)
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Discounts

• The owners should understand and agree on the application of discounts up front.
• Discounts are real and observable!  Especially when valuing a partial ownership 

interest.
• By default, the fair market value of a 10% equity stake in a closely held business 

should include discounts for lack of control and lack of marketability.  This stake is 
distinct from a 100% stake in that it lacks control over the business and is distinct 
from stock in a public company in that it is completely illiquid.

• Might there be situations where owners want their buy-sell price to exclude 
discounts?  

― If this is desired to protect selling owners, are there reasonable alternatives?
― Two-year or three-year lookback / contingent participation right? 

• Situational Discounts

― Unrealized capital gains (built-in gains) tax
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Real Estate

• Many operating businesses own the real estate underlying their facilities
• Some owners may think this asset is simply additive to fair market value; this is 

likely untrue – as the real estate is effectively an operating asset
• Owners should agree up front as to how such real estate will be addressed in a 

valuation.  Options:

1. If the real estate is integral to the operation of the business and is relatively 
small in value compared to the business as a whole, it is common for fair 
market value to not include any explicit recognition of the real estate value.  
Support for this approach is that the existence of the real estate increases 
earnings because the company is not paying rent

2. For real estate that is high value in absolute or relative terms, best practice 
may be to value the operating business and real estate separately.  The 
operating business should be valued encumbered by a market-based rent 
assumption.  Then, the full value of the real estate can be added, potentially 
net of valuation discounts.
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Non-Operating Assets

• Many operating businesses own assets that are separate and distinct from their 
core business.  This might include undeveloped land, artwork, a stock portfolio, 
life insurance, etc.

• Best practice:

― Value the operating business and the non-operating assets separately

― The operating business should typically be valued using an earnings stream 
that is unaffected by the income or expenses of the non-operating assets

― The non-operating assets are then added as a distinct source of value, 
potentially net of valuation discounts
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Key Person

• Should the buy-sell value be impacted if a key person leaves?  
• What is the impact of the key person departure?

― Sudden vs. planned
• Do the buy-sell provisions need to include contingencies, look-back provisions, 

non-compete clauses, etc.?
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Funding the Buyout

• A key consideration will typically be protecting the company and the continuing 
ownership group from the burden associated with a large buyout

• How does one put in a buy-sell agreement that is fair to the selling shareholder 
without burdening the company and the non-selling shareholders?

• Purchases with Notes
• Downpayment requirement
• Term limit
• Amortization
• Interest on note
• Frequency of payments

• Use of insurance to protect the company and the non-selling owners
• Death, disability scenarios
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Redemption vs. Cross-Purchase

• Advantages and disadvantages of each
• When is one more suitable than the other?
• Setup of a standalone “insurance LLC”

• Potential partnership taxation issues
• Alternative: could use insurance trusts instead
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Terms Beyond the Purchase Price

• On the way in…
• Vesting
• How might rising star fund the purchase?  

• How to structure company financing…
• Use of non-qualified deferred compensation as a “bridge”

• Are total shares set in stone?  Are new shares issued?
• On the way out...

• Termination for cause; voluntary resignation
• Post-buyout indemnities, contingencies
• Non-compete agreements
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IRS Chapter 14 Considerations

• Applicable to family-controlled businesses (where 50% of more of the voting power 
or economics are owned within the family)

• Be careful of the whipsaw
• Section 2703 of Chapter 14 effectively requires that restrictions in an operating 

agreement are to be disregarded for valuation purposes unless such restrictions 
satisfy a three-prong test.  

• The primary purpose of Section 2703 is to prevent taxpayers from intentionally 
depressing the value of business interests for transfer tax purposes by including 
artificially onerous restrictions in operating agreements.  

• Implication:
• If your buy-sell agreement is NOT consistent with fair market value standards 

that pass IRS muster, you could be faced with a much higher value for estate 
tax purposes than for buy-sell purposes!!

• A taxable estate could be faced with a tax bill based on a high value, yet
receive proceeds for the stock based on a low value.
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IRS Chapter 14 Considerations

• Three-prong test:
1. It is a bona fide business arrangement.
2. It is not a device to transfer such property to members of the decedent’s 

family for less than full and adequate consideration in money or money’s 
worth (per the Kress decision, should only apply at death / for estate tax 
situations).

3. Its terms are comparable to similar arrangements entered into by persons in 
an arms’ length transaction.
― Upon audit, this will require examples, which businesses can find in SEC filings 

for public companies, from management consulting companies, or by asking 
peers in the industry
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