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I. 	 Introduction. The sale of a family or other closely-held business is frequently the largest 
transaction in which our clients become involved. The client often looks to his or her CPA 
and attorney for advice in structuring the transaction. The client will expect the adviser to 
address business issues, tax issues, financial issues, and sometimes even retirement planning. 
This paper is intended as a general outline of some of the issues that arise in planning and 
consummating the sale of a family business. 

II. 	 Is It Time to Sell? 

A. 	 Retention. In the following situations, retention of the business may be the best 
choice. 

1. 	 Profitability. It is unlikely that the proceeds from the sale ofa truly profitable 
business can be reinvested to provide equivalent returns. 

2. 	 Growth. A growing company with steadily rising profits will command a 
higher price in the future than it does currently. 

3. 	 Family Security. A successful business can provide careers for family 
members with the necessary abilities. Ifcompetent non-family management 
is available, the business can be a continuing source ofincome to a surviving 
spouse or children after the owner's death. 

4. 	 Personnel. The presence ofcompetent personnel with a stake in the future of 
the business may permit the owner to enjoy the fruits of his labor in later 
years without having to sell. 

5. 	 Tax Considerations. Due to the step-up in basis at death, the owner's family 
may be able to sell the business at a lower tax cost after the owner's death 
than the owner would incur currently. 

6. 	 Economic Conditions. During a recession or a period of tight money or high 
interest rates, the price realized on the sale of the business is likely to be less 
than what could be obtained under better economic conditions. 

B. Sale. A sale of the business may be indicated in the following situations. 

1. 	 Diversification. Many business owners spend considerable time and effort 
building up the business and giving little thought to other investments. As 
years pass, the pattern of reinvesting as much as possible of the business' 



eamings back into the business to foster growth and expansion is repeated. 
While this pattem may be good for the business, it may no longer be good for 
the owner. Sale of the business may be necessary to permit the owner to 
diversify his investments and provide greater future security. 

2. 	 Family Security. Retention of the business may be unwise if the owner is 
concemed with family security in the event of death. There may be estate 
liquidity problems or substantial burdens on heirs because of business 
obligations guaranteed by the owner. A surviving spouse may not be able or 
willing to undertake the problems associated with running a business. 

3. 	 Family Conflict. Many businesses thrive when the family patriarch (or 
matriarch) is rum1ing the show but suffer when that person is no longer 
available. For example, brothers and sisters may be able to work side by side 
in the business as long as their parents are active in the business, but conflicts 
often arise when the parents are no longer around. Sale of the business may 
be necessary to avoid these family conflicts and to assure ongoing family 
harmony. 

4. 	 Conflicts Among Owners. If more than one principal is involved in the 
business, conflict among them may indicate that a sale is the best way to 
preserve the present value of the business. 

5. 	 Change in Conditions. The products or services offered by the business may 
become obsolete and the business may lack the ability to adapt or to keep up 
with new competition threatening its market. 

6. 	 Lack of Financing. The business may not be able to generate sufficient 
financing intemally to sustain business growth, and outside sources of 
financing may be too risky, costly, or unavailable. 

7. 	 Future Prospects. Past growth and eamings may have been satisfactory, but 
if the owner cannot project the same results for the future, it may be time to 
sell. The business owner may not have competent managers, key personnel, 
or successors to assure efficient running of the business in the future. 

III. Preparing the Business For Sale. 

A. 	 Plan Ahead. An owner who decides to sell a business often has been contemplating 
a sale for quite a while, but frequently the owner does little to prepare the business 
for sale. Early planning will enable the owner to assure a smooth transition and to 
maximize the purchase price. 
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B. 	 Assemble an Expert Team. At a minimum, the sales team should consist of the 
owner and his or her attorney and CPA. Involving the professionals up front can help 
educate the owner about what to expect in the sales process and prepare the owner 
to demand appropriate terms from the buyer. The CPA will be essential in preparing 
projected financial statements and other data required to place a proper value on the 
business, evaluating the tax consequences, and assembling financial information 
requested by the buyer during the due diligence phase. The attorney is essential in 
structuring the sale to assure payment of the purchase price and to protect the owner 
from on-going liabilities and/or indemnity claims by the buyer. 

In larger transactions, a business broker or investment banker can be invaluable in 
locating likely purchasers, valuing the business, handling difficult negotiation points, 
securing the optimal purchase price, and generally acting as a facilitator. 

C. 	 Improve Earnings. In the sale of a business, cash is king. A buyer will want the 
business to pay for itselfover a 5 - 7 year period. Therefore, the higher the business' 
earnings, the more the buyer will be willing to pay. Preferably, the seller should start 
the process of maximizing the business's earnings three years before the sale. This 
may involve increasing advetiising, hiring another salesperson on a commission 
basis, or keeping the business open another 1 0 hours a week to generate more 
revenue. The owner should also take a hard look at expenses. This may be time to 
drop some perks the company provides to the owner or his or her family members. 
The owner may be able to capitalize certain expenses that previously had been 
expensed and to adjust depreciation and inventory reporting methods. 

D. 	 Improve Assets. The owner should sell off or dispose of unproductive assets or 
unsaleable inventory. If there are any business assets that are primarily held for 
personal use, now is the time to buy them from the business, in order to avoid having 
to negotiate for them down the road. If the business owns real estate, consider 
removing it from the business and placing it in an LLC formed by the owner. It then 
can be leased to the buyer, and the lease may provide an excellent vehicle for 
allocation of a portion of the purchase price, as well as providing the owner with a 
steady source of income after the sale. 

E. 	 Clean Up Potential Liabilities. The buyer does not want to purchase a lot of 
problems. The owner should make every effort, prior to entertaining offers from 
buyers, to clear up pending or potential legal problems such product liability claims, 
employee lawsuits or grievances, IRS audits, customer disputes, insurance disputes, 
enviro11111ental issues, etc. 

F. 	 Spruce Up. First appearances are important. The owner, metaphorically, should put 
a new coat of paint on the business. The owner should clean up the physical plant 
and get rid of scrap and old inventory. The owner should clean up files and 
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paperwork in office areas, and make sure warehouse areas are neat and organized. 
It is important to convey a feeling of efficiency and organization to the buyer. 

G. 	 Recast Financial Statements. One thing that virtually all family business owners do 
to "dress up" their business before a sale is to recast historical financial statements 
for the last three to five years and draw up projected statements that reflect what the 
business would look like under a new owner. Most family businesses are operated 
in a way that is calculated to minimize taxes. The owner has given herself and her 
family members as many perks and benefits as possible, kept her children on the 
payroll, plowed a lot of profits back into capital improvements, and withdrawn 
compensation in excess of market rates in order to keep profits and taxes low 
(perhaps artificially so). Accordingly, the owner should engage the business' CPA 
to adjust past income statements to: 

1. 	 Remove the owner's excess compensation and perks, and those of family 
members and other key employees who will not remain with the company. 

2. 	 Remove any expenses or income that would not be expected to recur or 
continue after the sale. 

3. 	 Remove any investment or other non-operating expenses or income. 

4. 	 Remove interest payments on business loans that will be satisfied as part of 
the sale. 

In addition, the CPA should adjust the business' past balance sheets to: 

1. 	 Remove any assets that will not be sold with the company. 

2. 	 Remove any obsolete or slow-moving inventory, and value the remaining 
inventory at current replacement cost. 

3. 	 Value the remaining balance sheet assets at current fair market value. 

4. 	 Write off any accounts receivable that are uncollectible. 

5. 	 Write off any loans the company made to the owner. 

6. 	 Remove other debt that will not be assumed by the buyer. 

Finally, the CPA should use these recasted financials to project how future statements 
are likely to look for the next five years, making reasonable assumptions about future 
growth or decline in income, expenses, and asset values. Make sure that any changes 
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to the historical financial statements are carefully documented on the face of the 
statements so that the buyer knows that the owner is not trying to cover anything up. 

IV. 	 Finding a Buyer. 

A. 	 Family Members. An owner frequently derives the greatest long term pride and 
satisfaction ifthe business can be sold to and operated by family members who have 
become active in the business. With appropriate planning, the owner can transfer 
business assets to family members tax-efficiently, while still meeting personal cash 
needs. Through a conservative valuation ofthe business and/or extending generous 
payment terms, the succeeding family members can be placed in a very secure 
position relative to a third party buyer who must deal at arm's length. 

B. 	 Key Employees. Key employees know the business from the inside, and may already 
have a personal stake in seeing that it survives and prospers. They may be willing 
to pay more for the business than an outside buyer would, because their inside 
knowledge lowers their risk. However, the main problem with key employees is that 
they frequently lack cash. The owner may have to finance a large part of the 
transaction himself, or arrange third party financing through a leveraged buy out. 
Because the owner knows the parties well, the owner may be more willing to be 
flexible on the terms ofsale. For example, the owner may be more willing to recover 
part of the sales price via an earn-out provision, a consulting arrangement, or a non
qualified deferred compensation plan. 

C. 	 ESOP. In an appropriate situation, the owner can create his or her own buyer through 
establishing an Employee Stock Ownership Plan. If properly structured, the entire 
purchase price will be tax deductible to the business, and the owner can defer income 
taxes on the sales proceeds by reinvesting in United States stocks and bonds. 

D. 	 Third Party Buyers. 

1. 	 Financial Buyers. Financial buyers are primarily interested in the company's 
cash flow. They are typically individuals or companies with money to invest, 
and are willing to look at many different types ofbusinesses or industries. In 
some cases, they are former executives of larger corporations who want to 
buy themselves a job or find a company to actively manage. Or they may be 
holding companies that are simply looking for good returns on their 
investments. Most financial buyers are looking for a solid, well-managed 
company that will not need a great deal of immediate change. 

2. 	 Strategic Buyers. Strategic buyers are those who are interested in the 
company's fit into their own long range business plans. They may be a 
competitor or a similar company from another region that wants to expand 
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into the owner's area. Another possibility is a company in a related business, 
whose management can see that the owner's company has strengths from 
which it can benefit. Strategic buyers are generally the ones who can justify 
paying the most for the business, since they are willing to pay a premium for 
the strategic advantage to be gained. 

V. 	 Valuation. 

A. 	 General. One of the most difficult aspects of evaluating a prospective sale of a 
business is dealing with the valuation issues. The seller does not want to undersell 
the business and the buyer does not want to overpay. The professional may not be 
in a position to formally value the business, but needs to be able to provide the client 
with general advice on how to approach valuation. 

B. 	 Methodologies. The following are some of the methods used in valuing businesses: 

1. 	 Eamings. The reason a business is bought is so that the buyer can operate it 
and make money. Although this is obvious, it is often overlooked. In any 
event, it means that the baseline for valuing a business is its ability to 
generate eamings for the buyer. The buyer typically will first determine the 
"true" eamings of the business by looking at eamings over some period of 
time, say five years, as recasted to reflect distortions such as excess 
compensation or rental payments to owners. Eamings are frequently 
expressed as EBIT ( eamings before interest and taxes) or EBITD A ( eamings 
before interest, taxes, depreciation, and amortization). 

Once eamings have been determined, the buyer will then capitalize the 
eamings in some way, usually by applying a multiple. This is the difficult 
part because often there is limited information available for closely-held 
businesses. Depending on the industry, there may be rules of thumb 
available. For example, a fast food franchisor may be able to provide data on 
multiples based on past experience. 

The range of multiples can be quite large from business to business and 
industry to industry, but the multiple is usually a function of the risk the 
buyer is assuming. Buyers are looking to receive a retum on their investment 
significantly in excess of what a passive investor would expect, in order to 
compensate them for their personal efforts and increased risk. Most buyers 
of a family business expect the business to pay for itself over a 5 to 7 year 
period, which results in a projected retum on investment of 15% to 20% per 
year. However, smaller, more risky businesses frequently sell for multiples 
of 2 to 4, and larger, well-established, profitable business may sell in the 
range of 8 to 9 or more. A business that has been losing money in recent 
years frequently will sell for a price equal to the value ofits underlying assets, 
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although a strategic buyer who can take advantage ofbusiness synergies may 
be willing to pay more. 

2. 	 Debt Paying Ability. Many times, the price a buyer is willing to pay will be 
based on the company's debt paying ability (which is a function ofearnings). 
Many buyers are unable to purchase a business without financing, and they 
want to make sure the business will generate enough cash to pay off the loan 
in a short time (normally 4 or 5 years). The price is detennined (in whole or 
in part) by calculating the company's historical cash flow, which is the 
company's net after-tax earnings (with a reasonable owner's salary built in) 
minus capital improvements and working capital increases, but with 
depreciation added back in. Ifthe buyer is looking for a 20% return based on 
100% financing payable over five years, the price it can pay will equate to 5 
times cash flow. 

3 	 Underlying Assets. The market value of underlying assets should serve as a 
floor for the business value. This is because the business can be liquidated 
for cash equal to this value. 

4. 	 Special Assets. A business may have value to a buyer because certain assets 
may enhance the buyer's existing business. Examples are patents, copyrights, 
franchise rights and knowhow, or a customer list that the buyer can exploit 
without significant increases in cost. 

VI. 	 Structuring the Purchase Price; Financing. 

A. 	 General. Once a value and purchase price have been detennined, the buyer and seller 
must structure the purchase price and agree on financing terms. The buyer often does 
not have sufficient cash available to finance the transaction out of the buyer's own 
pocket. In some cases, the seller may prefer not to receive cash because of income 
tax considerations. 

B. 	 Structuring the Price. Payment terms will have a big impact on the price the seller 
will accept for the business, as well as the price the buyer is willing and able to pay. 
Common components of the purchase price are: 

1. 	 Cash/Down Payment. Cash transactions are the simplest to structure. 
However, as noted above, the buyer is often not in a position to pay cash. In 
the seller's case, cash may not be desirable because of the acceleration of 
income taxes. At a minimum, the seller will want a down payment that will 
cover his or her immediate tax liability on the sale as well as commissions, 
attorney and accountant fees, and other expenses ofsale. Possible sources of 
the down payment are: 
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a. 	 Existing Capital. The buyer's own capital. 

b. 	 Ban1( Financing. The seller should encourage the buyer to seek 
outside funding. Banks, of course, are wary of closely held 
businesses. If a bank does provide financing, its interest will likely 
be ahead of any seller financing, thus weakening the seller's position 
in the event of default. 

c. 	 Investors. The buyer may be able to locate one or more private 
investors to fund the transaction. However, such persons usually 
demand a high rate of retum for the use of venture capital, which 
means the buyer may not be able to pay as much for the business. 

2. 	 Seller Financing. Seller financing may provide a greater rate of retum than 
available altematives, and also may enable the seller to defer some of the 
taxes on the transaction. However, the seller should always bear in mind the 
risks inherent in financing the transaction. There are obviously many issues 
involved in evaluating the seller's financing of a transaction. Most 
importantly, the seller should: 

a. 	 Have sufficient remedies in the event of default. 

b. 	 Have sufficient collateral. 

c. 	 Secure the personal guaranty of the buyer and the buyer's spouse. 

d. 	 Negotiate an interest rate which properly reflects the seller's risk. 

e. 	 Negotiate appropriate covenants (such as those a bank would want) 
in order to preserve the ability of the business to repay. 

3. 	 Eam-Outs. Where there is disagreement about how much the company is 
worth, it is fairly common to include an "eam-out" as one ofthe terms of the 
deal. An eam-out is a contractual arrangement in which the purchase price 
is stated in terms ofa minimum, but the seller will be entitled to more money 
if the business reaches certain financial goals in the future. These goals 
typically are stated as a percentage of gross sales or revenues, rather than net 
sales, because expenses are too easy to manipulate and thus net sales are too 
easily distorted. 

A simplified example of an eam-out provision would be one stating that the 
seller is entitled to 1% ofall gross sales between $1,000,000 and $2,000,000, 
and 2% of all sales over $2,000,000, payable annually for the first 3 years 
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after the sale. 

If the seller agrees to an earn-out, it is important to state in the contract 
exactly who will be reviewing the books and verifying the business's 
performance. The seller may be more likely to agree to an earn-out if he or 
she will maintain an employment or consulting relationship with the buyer. 
That way, the seller will be able to keep an eye on things to make sure the 
buyer is taking all necessary steps to reach the goals. 

It is very important that the earn-out be stmctured so that the buyer has a 
business incentive to maximize it and so that the earn-out cmmot easily be 
manipulated by the buyer. It also is important for the seller to have the right 
to audit the buyer's books and records in order to confirm he or she is 
receiving the full amount due. 

4. 	 Escrows; Offset Rights. Ifthere are significant unknown liabilities associated 
with the business, the buyer may be willing to assume them if some part of 
the purchase price is placed in escrow with a neutral third party, to be 
released upon the happening of certain events. If problems surface within a 
specified time period, the buyer will get some or all of the money back; if 
nothing goes wrong, the money will be released to the seller at the end ofthe 
escrow period. 

As an alternative to an escrow, if the seller is willing to self-finance part of 
the purchase price, the buyer's concerns about unknown liabilities may be 
addressed by an offset provision in the promissory note that gives the buyer 
the right to offset claims against the note payments. The seller should insist 
that the offset right not be unilateral but that, instead, any offset payments to 
which the seller does not agree must be placed in escrow pending resolution 
of the dispute. 

5. 	 Stock. If one corporation sells out to another, it's often possible to stmcture 
the deal as a tax-free reorganization. Tax is deferred at the time of sale, 
because each party is merely exchanging one type of security for another. In 
a tax-free reorganization, the seller must agree to accept stock in the other 
company as the main (or only) consideration for the sale. This may be risky 
depending on the identity of the buyer. 

6. 	 Other Compensatory Agreements. Often, the seller and the buyer can enjoy 
beneficial tax treatment by allocating a portion of the purchase price (within 
reason) to the following: 

a. 	 Leases. If the seller owns real estate that will be leased to the 
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business after the sale, a portion of the purchase price can be 
represented by mmual rents at the high end of the market scale, by an 
extended term, etc. 

b. 	 Employment Contracts. Purchase price can be received in the form 
of a short term employment agreement. 

c. 	 Consulting Contracts. When the buyer is an unrelated third party, 
consulting agreements are used more frequently than employment 
agreements. The buyer agrees to make specified payments at certain 
intervals oftime, and the seller agrees to be available for consultation 
for a specified number of hours or to be "on call". 

d. 	 Non-Compete Agreements. If the seller is otherwise agreeable to a 
non-compete obligation, it is customary to allocate a portion of the 
purchase price to this obligation. 

VII. 	 Due Diligence Issues. 

A. 	 General. Due diligence issues pertain to sellers as well as buyers. The purpose of 
due diligence is to enable the buyer to evaluate the business on some sort of 
systematic basis in order to decide whether or not to go forward. The level of due 
diligence undertaken will depend on a number of things, including the size of the 
transaction and the buyer's level of prior involvement with the business. For 
example, if the buyer has been the general manager of the business for the last 10 
years, he most likely knows the ins and outs of the business and less due diligence 
is necessary. In the sale of a business, the seller is usually asked to give 
representations and warranties to the buyer about the business. Therefore, the seller 
needs to perform due diligence procedures to detennine the accuracy of the 
representations and warranties he is being asked to give. 

B. 	 Due Diligence Checklist. The parties should approach due diligence in a business 
acquisition as systematically as possible. Accordingly, they should prepare and go 
through a checklist of issues which come up in most business situations. These are 
some of the items which the buyer will review: 

1. 	 Good Standing. The buyer will want to confirm that the corporation or LLC 
which owns the business is duly fonned and in good standing. We frequently 
run into situations where a corporation has been dissolved for failure to file 
annual reports or tax returns. A dissolved corporation may not have the 
power to sell its assets, so this is an important issue in asset and stock sales. 

2. 	 Financial Statements. Ofcourse, a review ofthe seller's financial statements 
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and tax returns is critical. The buyer will expect representations from the 
seller that the tax returns are true and conect and fairly reflect the operation 
of the business for the periods indicated. 

3. 	 Records Check. The buyer will check the public records with respect to the 
seller. The buyer will check for judgments, liens, deeds oftrust, UCC filings 
and property tax listings. It is often beneficial for the seller to perform these 
searches before commencing negotiations, in order to clean up any title 
defects that could bog down or sour the closing. 

4. 	 Employee Issues. The buyer will look into the seller's employee benefit plans 
(such as pension, profit sharing, health insurance, vacation plans and the like) 
to determine potential liabilities under these plans. The buyer will also 
review the seller's employee policies. Among other things, this review may 
help the buyer identify possible contingent liabilities, such as for vacation 
pay. The buyer will also be concerned about the seller's compliance with 
labor laws. Especially in labor intensive businesses, failure to comply can 
result in significant exposure. 

5. 	 Contractual Anangements. Any contracts that are crucial to the seller's 
business will be carefully checked. For example, the seller's business may be 
highly dependent on a particular location and therefore the lease agreement 
for that location will be carefully reviewed. Also, the buyer will review the 
seller's liabilities under material contracts. Finally, some contracts (such as 
financing anangements) may contain provisions which trigger obligations 
upon the sale ofthe business. 

6. 	 Environmental Matters. The buyer will review the seller's potential exposure 
with respect to environmental matters. This is especially true of sellers 
involved in manufacturing, distribution or the handling of hazardous 
materials. 

7. 	 Legal Matters. The buyer will determine whether the seller is operating in 
compliance with applicable laws. For example, if the seller's location is not 
properly zoned for the business, the buyer would face a potential problem in 
continuing the operation. Also, the seller should be operating with all 
appropriate permits and licenses. 

VIII. 	 Negotiating and Preparing the Purchase Agreement. 

A. 	 General. The seller and buyer should attempt to memorialize their agreement as early 
in the process as possible. When the negotiation and closing process for a business 
becomes protracted, it is inevitable that the deal begins to drift away from the initial 

11 




agreement. Accordingly, it is important that there be an agreement which is as 
specific as possible. 

B. 	 Letter ofIntent. Clients often ask about the use ofa non-binding letter of intent. The 
advantage to a letter of intent is that it can be relatively quickly drafted and can set 
fmih the main points of the deal. The letter of intent is a good opportunity to flesh 
out the positions of the parties. The downside to a letter of intent is that it is 
generally non-binding. This means that although the parties have executed a 
document, either can still walk away at any time. Another downside is that the seller 
may inadvertently agree to something (sometimes without the benefit ofcounsel from 
his attorney or CPA) without giving due consideration to the consequences. When 
a party desires to change the deal, it is much more difficult to back away from a prior 
position when the prior position is in writing. 

C. 	 The Definitive Agreement. Letters of intent provide a stopgap until the definitive 
purchase agreement can be prepared. The letter of intent usually represents an 
agreement in principle, which the definitive purchase agreement fills in with the 
details. The purchase agreement generally follows the following tenns: 

1. 	 A description of the assets or equity interests being sold, as well as a 
description of any excluded assets. 

2. 	 A description of the purchase price and financing terms. If the seller is self
financing, this will address issues of collateral and personal guaranties as 
well. 

3. 	 A description of any ancillary agreements, such as leases, employment 
agreements, noncompetition agreements, and the like. 

4. 	 The representations and warranties of the parties, including a statement 
regarding how long the representations and warranties will survive after the 
closing. 

5. 	 The indemnity obligations of the patiies for pre-closing and post-closing 
claims and liabilities, as well as the procedure for dealing with third patiy 
claims. The indemnity provisions typically indemnify the buyer against any 
breach of the representations and warranties, any liabilities arising from the 
pre-closing operation of the business that are not expressly assumed by the 
buyer, and specific matters that may be discovered during the course of due 
diligence. The indemnity provisions also should address: 

a. 	 The amount of the "basket", which is the dollar threshold that must 
be crossed before an indemnity claim can be made (and whether the 
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basket is a true deductible or just a threshold to be reached). 

b. 	 The aggregate cap on the seller's obligation to indemnify, which 
typically will be an amount equal to the purchase price or some 
percentage of the purchase price. 

c. 	 A statement that the indemnity obligation will be net ofany insurance 
or tax benefits received by the buyer with respect to the claim. 

d. 	 A statement that any indemnity payment will be treated as a 
retroactive reduction of the purchase price. 

e. 	 A statement that the buyer will not be entitled to unilaterally offset 
any indemnity obligation against a defeued payment obligation of 
the buyer to the seller but, instead, that the amount of the claim will 
be placed into escrow until the dispute is resolved. 

f. 	 A statement that the remedy of indemnity is the exclusive remedy of 
.the buyer for breach of the seller's covenants, representations, or 
wauanties. 

6. Conditions to closing that must be fulfilled before the closing occurs. 

7. Closing logistics, arbitration provisions, and miscellaneous issues. 

D. 	 Seller's Representations and Wauanties. Usually, the most hard fought provisions 
of the purchase agreement are the representations and wauanties to be made by the 
seller. The representations and wauanties are important because they essentially 
represent the seller's promises as to exactly what is being sold. This is the buyer's 
effort to get the seller to confirm the results of the buyer's due diligence. In a typical 
contract, you might see the following representations and wauanties being made by 
the seller: 

1. 	 The company is in compliance with all laws, ordinances and regulations. 

2. 	 The company is not in default under any of its agreements or contractual 
relations. 

3. 	 The company's financial statements for a period of years are accurate. 

4. 	 All tax returns have been accurately completed and filed and all taxes have 
been paid. 
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5. There are no employee disputes or problems. 

6. 	 There is no litigation pending against the company. 

7. 	 No governmental agency is investigating or disciplining the company. 

8. 	 The company has good title to its assets, subject to scheduled liens and 
encumbrances. 

9. 	 The company's books and records are correct. 

10. 	 The company is in good standing as a corporation (or limited liability 
company) and has filed all necessary annual reports and similar documents. 
The company is qualified to transact business as a foreign entity in each state 
where qualification is required. 

11. 	 The company's inventory is not obsolete and is saleable in the ordinary course 
ofbusiness, and the company's fixed assets are in good condition and repair. 

12. 	 The company is in compliance with all environmental laws, the company's 
retirement and benefit plans are in compliance with ERJSA and other 
applicable laws, and the operation of the company has complied with OSHA 
and all other applicable laws. 

13. 	 The company is not a party to any unresolved disputes with its customers or 
suppliers, and has no reason to expect that a customer intends to take its 
business elsewhere. 

14. 	 All statements made to the buyer are correct. 

The representations and warranties typically refer to various schedules that are 
attached to the purchase agreement. It is critical for the seller to understand that the 
schedules constitute an important part of the promises he or she is making. It is 
frequently very difficult to get the seller to take the time to focus on the schedules to 
assure they are complete and accurate. Sellers frequently say that the buyer has 
already received all ofthe requested information in due diligence, so why is the seller 
having to pull everything together again? The point is that the schedules are part of 
the contract (not due diligence) and will be referred to by the buyer if it seeks 
reimbursement from the seller due to an alleged breach of a representation or 
warranty. The importance of giving due priority and attention to the schedules 
cmmot be over-emphasized. 
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E. 	 Other Agreements. There may be ancillary documents which are to be signed at 
closing, such as a closing statement, lease, promissory note, security agreement, 
noncompetition agreement, escrow agreement, corporate resolutions, officer 
certificates, legal opinions, third party consent and estoppel letters, and the like. If 
at all possible, these documents should be negotiated and agreed upon in advance so 
that they may be attached as exhibits to the purchase agreement. In this way, there 
is no dispute at closing as to exactly what these documents should provide. 

IX. 	 Income Tax Considerations. 

A. 	 Stock Sales. For tax purposes, a sale of corporate stock or of LLC membership 
interests tends to be a less complicated transaction than an asset sale. In general, the 
seller has capital gain to the extent the sales proceeds exceed the tax basis in his 
stock. On the buyer's side, the buyer acquires a non-depreciable asset, with a non
ammiizable tax basis. 

Buyers don't like stock sales because of this tax treatment and because of the 
assumption of all of the liabilities of the old company. Sellers don't like asset sales 
because of the difficulty receiving capital gain treatment and since they must 
individually convey all assets and contractual rights, they remain responsible for 
unassumed liabilities, and they have to deal with the headaches of dissolving the 
entity that remains. It is frequently said that "Buyers like to buy assets and sellers 
like to sell stock." 

The seller can defer the taxation of a stock sale transaction by accepting an 
installment note and electing installment treatment under IRC §45 3. This means that 
the seller accepts payments over time and is taxed ratably over time. By deferring 
taxation, the seller is able to secure a rate of return on the entire pre-tax amount of 
the sale, rather than receiving proceeds, paying the tax, and then making a 
reinvestment. Some of the disadvantages to an installment sale are: 

1. 	 The seller runs the risk of default. The seller should view the transaction as 
a loan to the buyer and should make credit decisions accordingly. Ifthere are 
doubts about the buyer's ability to make payments, the seller should insist on 
adequate collateral or an increased interest rate in order to compensate the 
seller for this risk. 

2. 	 In the event the buyer makes a prepayment, the seller will be forced to 
accelerate the tax to the year in which the prepayment occurs. The seller can 
deal with this by building in a prepayment premium intended to compensate 
the seller for the income loss by reason of the early payment of tax. 
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B. Asset Sales. 

1. 	 General. The taxation issues raised in an asset sale tend to be more complex 
than in a stock sale. This is because there must be an allocation of the 
purchase price over all of the assets of the seller as well as any ancillary 
agreements such as leases, employment agreements, or covenants not to 
compete. 

Prior to the advent of the 1993 Reconciliation Act, goodwill could not be 
depreciated or amortized and therefore was an item generally avoided by 
buyers. Instead, buyers desired to allocate purchase price to depreciable 
equipment, covenants not to compete, and employment agreements. The 
advent of IRC § 197 drastically changed this analysis (see B-4 below). 

Under IRC §1060, the buyer and seller are generally required to classify 
assets purchased and to allocate purchase price to them on a consistent basis. 
The buyer and seller are then required to report the allocation on Form 8594. 
We generally recommend that buyers and sellers coordinate the filing of 
Form 8594 (or agree in advance on its contents) in order to avoid any 
potential problems. 

2. 	 Buyer Issues. The goal ofthe buyer will generally be to secure the most rapid 
deduction possible for the purchase price. Usually, this can be achieved by 
allocating purchase price to inventory, receivables, or rapidly depreciating 
equipment. However, there may be an allocation ofa portion ofthe purchase 
price which is not possible to justify as such and must therefore (under the 
rules of IRC §1 060) be allocated to other items such as goodwill or a 
covenant not to compete. 

3. 	 Seller Issues. The goal in representing the seller is generally to allocate as 
much ofthe proceeds as possible to capital gain items such as § 1231 assets 
or other capital assets. Except where the seller is a C corporation and the 
seller will suffer double taxation (once inside the corporation from 
recognizing gain on the asset sale and again when the proceeds are distributed 
to the stockholders in liquidation of the corporation), allocation to 
compensation income, such as for an employment or consulting agreement, 
is generally the worst alternative because compensation is not only taxed at 
ordinary rates, but is also subject to payroll taxes. Also, a retiring seller may 
lose social security benefits as a result of such an allocation. 

Where the seller is a C corporation, the transaction must be structured in 
order to avoid double taxation on the gain. This is usually done by allocation 
ofthe sales price to covenants not to compete, consulting agreements, leases, 
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and the like. Alternatively, the corporation can sell its assets, followed or 
preceded by a bonus to the principals. This will reduce the net asset value of 
the company's assets prior to the liquidating distribution. Of course, it is 
important to be mindful of reasonable compensation issues. 

4. 	 Section 197. The advent of IRC § 197 significantly changed the thinking of 
tax planners in business sales. In some ways, § 197 made planning easier 
because it allowed for the amortization of goodwill over 15 years. This 
means it is not necessary to completely avoid goodwill because it now yields 
a tax benefit. In other ways, § 197 is a negative because it requires similar 
treatment for covenants not to compete. Therefore, even if a covenant not to 
compete is of a short duration (such as three years), payments made under a 
covenant not to compete must neve1iheless be amortized over fifteen years. 
Accordingly, a covenant not to compete which could have been ammiized 
over a short period must now be ammiized over 15 years. 

Previously, the buyer of a business could not amortize "goodwill" or "going 
concern value" associated with a business. This meant that buyers generally 
preferred to avoid allocations to such items. However, as noted above, § 197 
now permits amortization of such assets over a 15 year period. Goodwill is 
defined as "the value of a trade or business that is attributable to the 
expectancy of continued customer patronage" and going concern value is 
defined as "the additional value that attaches to property by reason of its 
existence as an integral part ofan on-going business." For practical planning 
purposes, goodwill and going concern value can be thought of as the 
intangible value ofa company above and beyond the actual value ofits assets. 

Significantly, for purposes of§ 197, so called "customer based intangibles" 
are also 15 year assets. This includes composition ofmarket or market share 
and the value of customer lists and customer relationships. § 197( d)(2)(A). 
Also included within the definition are so-called "supplier based intangibles." 
§197(d)(3). This means that most ofthe items which planners dreamed up 
during the pre-§ 197 era to avoid allocating purchase price to goodwill must 
now be amortized over 15 years. 

As noted above, covenants not to compete are also § 197 assets. It is 
significant to note that, for purposes of § 197, the definition includes 
covenants not to compete "entered into in connection with a direct or indirect 
acquisition ofan interest in a trade or business or substantial portion thereof." 
This means that it is not necessary to acquire all of a trade or business in 
order to have a§ 197 covenant not to compete. For example, if a stockholder 
is being bought out of a 30% interest in a corporation, it may be that the 30% 
interest represents a substantial interest in a trade or business. Therefore, a 
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covenant in that situation would be amortized over 15 years. 

One result of these definitions of§ 197 assets is that much of the wrangling 
between the IRS and taxpayers over allocations and the creative allocation by 
taxpayers to newly discovered assets (such as work force in place) has ended. 
This is because all ofthese assets are treated the same. The only asset which 
is now treated differently will be an employment or consulting agreement 
with a former owner. The agreement will be deductible as paid while any 
covenant not to compete payment will be amortizable only over 15 years. 

In planning transactions, buyers will want to allocate the maximum possible 
to employment agreements and consulting agreements. In general, except 
when seeking to minimize double taxation, sellers will desire to avoid 
employment and consulting agreements because of the treatment as 
compensation (subject to ordinary income rates and payroll taxes) and the 
possible impact on social security benefits for retiring sellers. 

5. 	 Sale ofPersonal Goodwill. In certain transactions, it may be possible for the 
individual seller to avoid double taxation by receiving a direct payment of a 
portion of the purchase price as "personal goodwill". Two Tax Court 
decisions, Martin Ice Cream Company v. Comm'r, 110 TC 189 (1998), and 
Normalk v. Comm'r, T.C. Memo. 1998279, present significant tax planning 
opportunities for owners of C corporations and, in certain cases, S 
corporations. In both ofthese cases, the Tax Court held that a shareholder can 
own personal goodwill separate from the corporation where the customers of 
the business view the owner as the center of their commercial relationship. 
The goodwill engendered by the commercial relationship is personal goodwill 
that can be sold outside of the corporation, thereby reducing the double 
taxation imposed on the sale of corporate assets. This allocation can also 
reduce exposure to the built-in gains tax, which applies to an S corporation 
that converts from a C corporation within 10 years prior to the sale of assets. 

Arguably, personal goodwill can exist only if there is no noncompete or 
employment agreement between the shareholder and the selling corporation. 
Otherwise, the shareholder would be treated as having transfened ownership 
ofthe goodwill to the corporation. In order to establish intent, it is critical that 
the corporate minutes document that the shareholder owns the goodwill 
separate from the corporation. 

The selling shareholder should obtain a bona fide appraisal of the personal 
goodwill. This will help justify the amount in the event of an IRS audit. The 
shareholder's sale of personal goodwill should be dealt with in a totally 
separate purchase agreement and, ideally, should not be refened to in the 
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purchase agreement with the corporation. 

6. 	 Section 1253. 

a. 	 General. § 1253 of the h1temal Revenue Code provides special rules 
for the tax treatment oftransfers of franchises, trademarks, and trade 
names. 

The general mle is that the transfer ofa franchise, trademark, or trade 
name is not treated as a sale or exchange of a capital asset if any 
"significant power, right, or continuing interest" is retained by the 
seller with respect to the franchise, trademark, or trade name. IRC 
§ 1253(a). To the seller, this means that if a significant power is 
retained, the seller does not receive capital gain treatment on the sale. 
The rationale ofthis section is that while a seller selling all ofan asset 
should receive capital gain treatment, a seller retaining pmi of an 
asset (to sell later) should not. 

b. 	 Retained Powers. § 1253(b )(2) provides a nonexclusive list of rights 
which will be deemed a significant power, right or continuing 
interest. These are: 

(1) 	 A right to disapprove of an assignment. 

(2) 	 A right to terminate at will. 

(3) 	 A right to prescribe standards of products, services, and 
equipment and facilities used to promote such products and 
services. 

(4) 	 A right to require that the buyer sell or advertise only products 
ofthe seller. 

(5) 	 A right to require that the buyer purchase substantially all of 
his supplies and equipment from the seller. 

(6) 	 A right to contingent payments based on the productivity or 
use of the interest. 

These items are, of course, classic components of a franchise 
agreement in which the franchisor desires to retain control of a 
franchise. However, typically the seller ofa franchise agreement who 
is not the franchisor (for example, a McDonald's fi·anchise holder who 
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is selling to a new franchise holder) will qualify for capital gain 
treatment. 

c. 	 Treatment ofPayments. IRC § 1253(c) provides for the treatment of 
contingent payments by the transferor as ordinary income. 

IRC § 1253(d)(1)(A) provides generally that amounts paid by the 
transferee which are contingent on the productivity or use ofthe asset 
and meet certain other requirements may be deducted as ordinary 
business expenses under § 162( a). 

Noncontingent serial payments are generally deductible as paid by the 
transferee, depending on the schedule ofthe payments. Payments not 
meeting these requirements are generally chargeable to a capital 
account. 

Sellers seeking capital gain treatment and buyers concerned about 
their ability to deduct payments made in com1ection with intangible 
assets must structure transactions in order to achieve compliance with 
§1253. 

7. 	 Installment Sales. Prior to 2000, if the seller in an asset transaction was 
willing to self-finance part ofthe purchase price, it could elect the installment 
method on capital gain assets. However, the installment method was not (and 
still is not) available for the portion of the purchase price allocated to 
inventory, accounts receivable, property in use for less than 1 year, or 
depreciation recapture. 

For sales of property after the enactment ofthe Tax ReliefExtension Act of 
1999 (December 17, 1999), the installment method is not available if the 
seller normally would account for the sale under the accrual method of 
accounting. 

8. 	 Partnerships and LLCs. It is important to note that a sale of an interest in a 
partnership or LLC may be taxed very differently from a sale of stock in a 
corporation. In most respects, a sale of a partnership or LLC interest is 
treated as a sale of a separate intangible asset, rather than as an aggregation 
of it assets, and is taxed similar to the sale of stock by a stockholder. 
However, under the "collapsible partnership" provisions of IRC §751, the 
portion of the purchase price for the partnership or LLC interest that is 
allocable to "hot assets" (umealized receivables and inventory) is taxed to the 
seller as ordinary income. 
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X. Transferee Liability. 

A. 	 General. Many times, regardless of the tax consequences, the buyer will insist on 
structuring a transaction as an asset sale in order to avoid liability for known and 
unknown obligations ofthe seller that have not been expressly assumed. By contrast, 
ifthe buyer buys stock, all liabilities (including contingent and unknown liabilities) 
are automatically assumed as part of the sale. 

Even with an asset sale, there are several ways that the buyer will be exposed to the 
seller's liabilities, and sellers should be aware of this exposure in negotiating the 
terms of sale: 

1. 	 Security Interests and Mortgages. Assets that are subject to a perfected 
security interest, mortgage, or deed oftrust, and motor vehicle titles showing 
a lien in favor of a creditor, remain subject to the seller's underlying 
obligation. 

2. 	 Bulk Transfer Law. The "bulk transfer" or "bulk sale" statute has been 
repealed in North Carolina and most other states. In a state where the bulk 
sale statute still is in effect, if a business sale includes inventory, the seller is 
required to provide a sworn list ofits creditors to the buyer, and the buyer and 
seller are required to provide 10 days' advance notice of the pending sale to 
all of the seller's creditors. No actual payment is required, only notice. Ifthe 
notice is not given, the creditors have a lien on the assets purchased for 6 
months after the sale. Former N.C.G.S. §25-6-105 (repealed). 

3. 	 Sales Tax. If the seller has unpaid North Carolina sales taxes, the buyer can 
become liable for the taxes in an asset sale. N.C.G.S. §105-164.38 requires 
that the buyer withhold from the purchase price an amount sufficient to cover 
any taxes due until the Department ofRevenue provides a certificate showing 
that the taxes are paid. If the buyer does not secure the certificate and taxes 
go unpaid, the state can claim a lien against the assets in the buyer's hands. 

4. 	 Franchise Taxes. A similar lien attaches when franchise taxes remain unpaid. 

5. 	 Income Taxes. There is no specific transferee liability for income taxes 
except where the transfer is for inadequate consideration. 

6. 	 Prope1iy Taxes. Unpaid personal property taxes constitute a lien against the 
seller's personal property under N.C.G.S. § 105-355(b). Accordingly, local 
records should be checked to ensure that back taxes have been paid or 
arrangements should be made for the payment of property taxes at closing. 
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XI. Additional Concerns When Selling Subchapter S Corporation. 

A. 	 Taxation of S Corporations. S Corporations are taxed under a regime distinct from 
the taxation ofother corporations under Subchapter C, as well as from that governing 
the taxation ofpartnerships under Subchapter K. Both buyers and sellers could run 
into pitfalls by assuming the taxation of S Corporations is the same as other 
pass-through entities under Subchapter K. 

1. 	 Entity vs. Aggregate. The difference between the taxation of Subchapter C 
Corporations, and partnerships and other entities under Subchapter K, has 
often been described as the entity and aggregate theories of taxation. Under 
Subchapter C, the entity theory prevails, as the corporation's income is taxed 
at the entity level. Under Subchapter K, the aggregate theory prevails, thus 
partnerships and other entities, such as Limited Liability Companies, are not 
taxed at the entity level, but rather the characterization of income tax gains 
and losses flow through to the owners of the entity. Subchapter S 
Corporations also have flow-through taxation, in that the corporation's 
income passes through to the shareholders and is not taxed at the corporate 
level. However, it is a misleading oversimplification to contend that S 
Corporations are taxed entirely under the aggregate theory, asS Corporations 
are subject to a tax scheme that takes from both approaches. 

2. 	 Subchapter C Applies In Part. Subchapter S includes several aggregate 
theory provisions, similar to Subchapter K ofthe code. However, under IRC 
§ 1371(a), Subchapter C is made applicable to S Corporations and S 
Corporation shareholders. Therefore, where Subchapter S is silent, 
Subchapter C will apply, creating significant differences between Subchapter 
K and Subchapter S, and creating the hybrid regime between the entity and 
aggregate theories that exists under Subchapter S. 

B. 	 S Corporation Shareholder Eligibility Requirements. To obtain or maintain S 
Corporation status, a corporation must meet several requirements as stated in the 
code, and enumerated below. These requirements can have an impact on both buyer 
and seller when selling a family owned business that has been organized as an S 
Corporation. Violation of the requirements, which may be inadvertently done, will 
cause an S Corporation to be reclassified as a C Corporation, subjecting it to entity 
level taxation. The eligibility requirements, under IRC § 1361 (b )(1 ), to be classified 
as an S Corporation are as follows: 

1. 	 An S Corporation must be a domestic corporation; 

2. 	 An S Corporation must have no more than one hundred shareholders; 
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3. 	 An S Corporation may not have more than one class of stock; and 

4. 	 An S Corporation may not have any ineligible shareholder; 

C. 	 Eligibility Requirements Can Narrow Options For Stmcturing A Sale. The eligibility 
requirements for becoming an S Corporation or maintaining S Corporation status can 
have an impact on the sale of a business, especially in the circumstances where the 
buyer is keen to maintain S Corporation status going forward. Accordingly, options 
for the stmcture of a sale will be limited ifmaintaining the status of the business as 
an S Corporation is a priority. 

1. 	 Ineligible Shareholders. Certain persons and entities are not permitted to be 
shareholders of S Corporations under the Code. The addition of such an 
ineligible shareholder will tenninate the corporation's status as an S 
Corporation. Under the Code, non-resident aliens, entities taxed as 
partnerships under Subchapter K, tmsts (except for Qualified Subchapter S 
Tmsts and Electing Small Business Tmsts), and other corporations (in many 
circumstances) are prohibited from being shareholders of an S Corporation. 
Accordingly, sales may be limited, or may need to be stmctured differently, 
if a buyer is an ineligible person or entity. Another situation that deserves 
caution involves one corporation acquiring another. Where one corporation 
is an S Corporation and the other is a C Corporation, the transaction should 
be stmctured so that the S Corporation acquires the C Corporation, rather 
than vice versa, if preserving the status as an S Corporation is desired. 

2. 	 One Hundred Shareholders or Less. The requirement that S Corporations not 
have more than one hundred shareholders will not likely pose much of a 
problem for the sale of a family-owned business, but this straightforward 
requirement should be kept in mind especially if selling to a large group of 
investors. 

3. 	 One Class ofStock. The requirement that S Corporations have only one class 
ofstock can prove more cumbersome than the other requirements, especially 
when the sale of an S Corporation is contemplated. This requirement 
prohibits an S Corporation from having multiple classes of stock (such as 
common and preferred), although differences in common stock voting rights 
are allowed. Because ofthis requirement, some common forms of financing 
and stmcturing of deals could trigger the termination of status as an S 
Corporation. Not only does this requirement prevent the intentional issuance 
of a second class of stock, but it may also have an impact on debt used to 
finance a sale. For example, the use of convertible debt could be considered 
an impermissible second class ofstock in some situations. However, the use 
of straight debt, as defined in IRC § 1361(c)(5)(B), or stock appreciation 
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rights, may not be considered a second class of stock, so long as certain 
requirements are followed. 

D. 	 Consequences ofTennination ofS Corporation Status. IfS Corporation status is lost 
as a consequence of violating eligibility requirements, the corporation will be 
immediately treated as a C Corporation, with the current tax year split into two small 
years from the date of the tenninating event. Additionally, once the S Corporation 
status is lost, it cannot be re-elected for a five year period under IRC § 1362(g), even 
though the eligibility requirements are once again satisfied. The IRS has taken the 
position, however, that S Corporation status is not terminated merely because of the 
momentary presence of an ineligible shareholder, for the purpose of effecting a 
reorganization. 

E. 	 Subchapter S Corporations can own Subsidiaries. A Subchapter S Corporation can 
own a C Corporation as a subsidiary, but prior to the enactment ofthe Small Business 
Jobs Protection Act of 1996, it would seem that a Subchapter S Corporation could 
not own another Subchapter S Corporation, as the subsidiary would have a 
corporation as a shareholder. The act allows a Subchapter S Corporation to own a 
C Corporation or an S Corporation as a subsidiary, so long as the requirements of 
IRC § 1361(b )(3)(B) are met. The ability ofS Corporations to own subsidiaries adds 
flexibility to the structure of sales. 

F. 	 Other Considerations. When contemplating the sale ofan S Corporation, a few other 
issues should be considered. 

1. 	 Non-Cash Distributions. When a distribution of property from the S 
Corporation is contemplated in conjunction with a sale of the business, it 
should be kept in mind that these distributions are taxable to the S 
Corporation, unlike Subchapter K entities. Whereas a partner would take the 
property with the same basis as held inside the partnership, with no tax to the 
other partners, a S Corporation shareholder takes the property with a fair 
market value basis, and any gain or loss is allocated pro rata to the S 
Corporation shareholders. 

2. 	 Sale of S Corporation Stock. The sale of S Corporation stock is treated the 
same as the sale of C Corporation stock, in that the gains or losses will most 
likely be characterized as capital in nature. The sale of S Corporation stock 
is, unlike the sale ofpartnership or LLC interests, not subject to IRC § 751(a), 
which recharacterizes some ofthe gains to ordinary income, to the extent that 
the gains are attributable to inventory or unrealized receivables. 

3. 	 Treatment Upon Liquidation. An S Corporation is treated as if it sold all of 
its assets for fair market value upon liquidation, and the shareholders are 
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treated as having received full payment for their stock. Thus, the S 
Corporation shareholder is more likely to be subject to gains from a 
liquidation than an owner ofa Subchapter K entity equity interest, which will 
have gain only if the distributions exceed outside basis. Also, it should be 
noted that a conversion from an S Corporation to a disregarded entity will be 
treated as a liquidation. Thus, buyers and sellers alike should watch out for 
potential gains in this circumstance. 

XII. 	 Conclusion. The purchase or sale ofa business presents both problems and opportunities for 
the advisor. The transactions are complex and generally require great attention to detail in 
managing the various business and tax issues and potential liabilities. This is frequently the 
largest, most important transaction our clients will ever face, and though the process is 
demanding and stressful, it can be very rewarding professionally to assist in guiding the 
client to a successful closing. We've been involved in many deals consummated by the 
popping of a cork! A successful closing of a business sale is the ultimate recognition of the 
vision, risks, sleepless nights, and very hard work that went into fom1ing and successfully 
growing a family-owned business. 
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