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Roadmap to Succession Planning

When working on succession planning, it is
important to start with the end in mind.
Succession planning takes time and many
considerations.

* How much do you need to retire?

« Who are the prospective buyers of your
business?

* Are you going to gift your business?
e Does your business have value? Where is
the value?




How to Get the Most
Out of Your Business

Management team in place

Effective processes and procedures

Sell high - Once you find the ‘secret sauce’ and
the business is running profitably that is the
hardest but oftentimes the best time to sell.




Financial Factors to Consider

Taxes
EBITDA

Business valuation

Add-backs
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The gross sales price of a business does not equal the take
home from the sale of the business. There are a lot of factors,

but here are a couple ways to structure a sale of a business and
the tax impacts:

-t

. Stock sale - better tax treatment for sellers (capital gains)

2. Asset sale - better tax treatment for buyer (depreciate/amortize
assets purchased). Seller pays ordinary income tax rates on
equipment, capital gains on goodwill.



Ownership Transitions

1. Sell to independent third party W / '

* Due diligence process
* EBITDA review

* Most buyers are not super
interested in getting a valuation
from a seller. They want to
evaluate themselves




Ownership Transitions

2. Sell to current employees

* More frequently seller
financed

« Redeeming stock is typical




Ownership Transitions

3. Gifting to family -
* Business valuation

 Discounting methods
oftentimes used for gifts to
family members
* Know the annual gift
exclusions for this

e Estate planning also involved
depending on size of
business




Business Valuations

* Do | need a business valuation?
* Divorce
* Gifting
e Estate planning + post death

* Selling business (potentially)
* Employee Stock Option Plan (ESOP)




Earnings Before Interest Taxes Depreciation &
Amortization (EBITDA)

How do | calculate my EBITDA?

Are there any other adjustments that need to be made to calculate my
businesses EBITDA?

Why is this an important metric?

What are some ways that | can increase my EBITDA?




How do | calculate my EBITDA?

* EBITDA

* Earnings - Net income (loss) from your business - typically using GAAP or accrual
basis financial statements.

* Plus Interest expense

* Plus Income taxes (Mainly applicable for C-Corporations) S-Corporations and
Partnerships are pass-through businesses where tax is paid personally and they do
not have adjustments for income taxes on the business EBITDA.

* Plus Depreciation & Amortization expense
OR

* NetIncome + Interest Expense + Income Taxes + Depreciation + Amortization =
EBITDA



Are there any other adjustments that need to be made
to calculate my businesses EBITDA?

* Yes - A buyer wants to know what cash flow they will be getting
when purchasing the company. This typically involves adding back
owner expenses of the business the buyer will not have. What are
some typical add-backs for owners?

* Wages

* Insurance - health, life, disability, etc.

 Retirement Plan - 401k (or SEP/SIMPLE IRA) match + profit sharing
Payroll taxes
Vehicle expenses - company owned vehicle for owner

Rent - owner occupied rent should be adjusted to market value, owner’s
oftentimes may pay above market value rent to themselves.

Other personal expenses run through business - travel, phone, etc.



EBITDA Examples

ABC Company, an S-Corporation, has an income statement below. ABC Company has 100,000 of
interest expense, 500,000 of depreciation expense and no amortization expense.

Sales $10,000,000
Cost of goods sold - 6,000,000
Profit Margin 4 000,000

Operating Expenses - 3,000,000
Net income $ 1,000,000

EBITDA = $1,000,000 net income + $100,000 interest expense + $500,000 depreciation expense +
0 amortization expense = $1,600,000. Since the company is an S-Corporation there is no adjustment
for income taxes.



Why is this an important metric?

e The most common metric a buyer of a business wants to know
is the business EBITDA. This metric informs a buyer what cash
flow the company produces on an annual basis.

« EBITDA Multiplier - any where from 2.5-10x, typically 3-5x.

* Higher EBITDA = Higher multiplier oftentimes

« One essential item for succession planning is an effective
management team. This can help increase EBITDA.
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Accounting
Working capital = Current assets - current liabilities

* Average working capital = typically the monthly working capital over
prior 12 months added together and divided by 12.

 This is commonly used when a third party is buying a business
separate from the sales price to determine what amount the seller can
keep of the current working capital or potentially needs to contribute
back to the company after the sale. More commonly used in stock
sales.



Due Diligence

* Due Diligence - reasonable steps taken by a person in order to
satisty a legal requirement, especially in buying or selling
something. Can included a comprehensive appraisal of a
business undertaken by a prospective buyer, especially to

establish its assets and liabilities and evaluate its commercial
potential.




When would my company have Due
Diligence for planning to sell my business?

e There are several scenarios, and each scenario
may have a little bit difference due diligence. The
level of detail (and cost) typically depends on the
prospective buyer.

* Most detailed scenario - Third party buyer
(private equity company/competitor purchase,
etc.)

* Likely will involve hiring a third-party CPA firm to
complete due diligence for tax and accounting.

* They are looking to make sure your company is
compliant from a tax perspective and the
financial statements accurately reflect your
operations.

* Note that there can be other due dili?ence as
well (benefits, environmental, technology, etc.)




How would you describe the due
diligence process?

« When a buyer is looking at a business, they see a
shiny new car that they want.

* Once the due diligence process starts, they look at
everything under the hood.

* There are series of inquiries and a lot of meetings
with the third-party due diligence team. They will
ask for a lot of information to add to their files while
completing the due diligence. This is a very detailed
process and oftentimes will take anywhere from 30-
90 days. The key for this process is patience. It can
consume a lot of time and be a stressful process for
business owners. Make sure you have the right
people on your team and the correct advisors
involved during this process. Much of this
information will stay confidential so choose your
team wisely.







Dan Bergs, CPA

Partner, Tax and Business Services

Dan has been serving clients as a trusted
advisor for over a decade. He specializes in
working with business clients and advising on
effective tax planning strategies and
succession planning. Dan serves as a Partner in
our Tax and Business Services department.

&) +1608-442-1986

L dan.bergs@wegnercpas.com

Q 2921 Landmark Place, Suite 300 | Madison, WI
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