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Partner, Petillon, Hiraide & Loomis LLP 

lpetillon@phlcorplaw.com 

When an entrepreneur decides to start a new business,  an exit strategy is probably not at the front of his mind. It is difficult enough to get a new business started to be 

planning exit strategies at the outset. However, since a particular exit strategy does affect the strategic alternatives and corporate direction from the outset, it is not a 

bad idea to start thinking about alternative exit strategies fairly soon. 

It is likely that over the years since the founders founded the company, there may be several reasons why they might wish to obtain some liquidity in their estate, including diversification of investment, hedging the risk of a declining company value upon death of one or more of the founders, a desire to provide for estate taxes upon death, and other personal reasons. 

This article will attempt to delineate some of the considerations in fashioning an exit, including the following alternatives: 
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•  Individual sale of control 
•  IPO 
•  Sale to a financial buyer (hedge fund, 

    LBO, etc.) 
•  Sale to a strategic buyer 
•  Recapitalization 
•  Sale to an ESOP 
•  Operate the Company as a “cash cow” 
•  Liquidation 

Preliminary Considerations 
Are there are restrictive agreements that impact on the founders’ ability to sell the company? Preferred stock  agreements with investors often restrict a sale or merger  of the company without obtaining the consent of the preferred stockholders. Also, preferred stock agreements of  venture backed companies usually contain a liquidation preference giving the preferred stockholders preference over the common stockholders as to distributions on liquidation, sale or merger of the company. 

Following is a discussion of several types of exits and relevant issues: 

Individual Sale of Control – Rather than sell the entire company, it may be propitious for the founders to sell control of the company, or to obtain a premium for the control  block if all of the company’s shares are being sold.  Such a sale may raise issues under the applicable corporation law as to the fiduciary obligations of majority stockholders to minority stockholders, although there doesn’t seem to be any broad legal restriction against the simple sale of 

corporate control. 
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Agreements among shareholders need to be scrutinized to determine whether any restrictions exist on sale of control blocks, and whether there are any right of first refusal/or co-sale rights given to outside investors. 
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IPOs – An initial public offer- 

ing (“IPO”) is probably the 

most advantageous exit (but 

the most difficult to achieve) 

since it offers a number of 

advantages that other exits 

do not: 

•  It offers the founders an ability to continue

    in control of the   company (and to enjoy

    their salaries and perks) and at the same

    time to capitalize their earnings. The

    founders are not taxed until their shares 

    are sold at the discretion and timing of the

    founders. 

•  Public market values often provide a

    higher valuation of the company than

    through a sale of the company. 

•  Public stock is a “currency” with which to

    make acquisitions and provide incentives

    to attract key executives. 

•  Today’s metrics of an IPO are: 

       o  Minimum market cap of $200 million 

       o  Minimum offering of $50 million

             (underwriters generally want 25% of

             capitalization in the hands of the

             public) 
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       o  $2 million of offering expenses

             (legal, accounting, blue sky, other

             offering expenses, not including the

             underwriting commissions – which

             are usually 6% to 7% of the offering 

             amount. 

       o  The company’s technology, market,

              management must all be attractive

              enough to justify a public market. 

        o   The company must have audited

              financials for at least three years by

              a reputable CPA firm experienced

              in SEC accounting and Sarbanes-

              Oxley. 

As attractive as an IPO may be for the foregoing reasons, 

there are distinct disadvantages that should also be con- 

sidered: 

•     Transparency – Management of a

        public company operate in a “goldfish

        bowl.”  This could be a sharp difference

        than operating a privately owned

        company. Competitive advantages may

        be lost through full disclosure of a

        company’s operations and finances. 

•     Cost of SEC Compliance – Such costs,

        particularly after Sarbanes-Oxley, can

        be substantial.  A study of middle

        market companies ($50 million to $200

        million in revenues) indicated an

        increase from approximately $1.3 to

        $2.1 million in legal and accounting 

        expenses post Sarbanes-Oxley.  This

        translates into a substantial drain on

        earnings and market value:  (A

        company with sales of $100 million and

        $5 million of net income after taxes,

        whose market value at a price earnings

        ratio of  20 is $100 million, can have its

        market value decrease by 20% or $20

        million by a $1 million cost of

        Sarbanes-Oxley compliance). 
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•  Operating a public company has inherent

   securities liabilities. Trading by insiders

   (officers, directors and large shareholders)

   on material non-public information is

   strictly prohibited. The short-swing profits

   rule (Section 16 of the Securities

   Exchange Act of 1934)  provides that any

   profits from purchase and sale of a

   company’s stock by an insider in any six

   month period must be disgorged to the

   company.  Sarbanes Oxley places

   substantial liabilities on officers and

   directors for false financial reports. 
•  Finally, the company’s market price is

   subject to the vicissitudes of the stock

   market, as well as those of the company’s

   fortunes. 
Sale of the Company to a Financial Buyer – A financial buyer, usually a hedge fund, leverage buyout (“LBO”) fund or a management buyout (“MBO”) fund is looking for bargains. Such funds look for companies that are undervalued, can be turned around, increase their profitability and “flip it,” i.e., resell to a larger strategic buyer or take it public through an IPO.  Financial buyers usually have a stable of experienced managers who can extract greater profitability through cost cutting and other operating efficiencies.  There are reportedly some 8,000 to 9,000 privately equity funds managing over $2 trillion of assets. 

Financial buyers often make acquisitions on a highly leveraged basis. 

Advantages 
•  As opposed to an IPO, which can take a

    lead time of six months to two years to

    close, a buyout can usually be

    accomplished in a matter of a few weeks

    or months, since all the negotiations are

    private and free from SEC review or

    disclosure.  Consideration is typically all
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    cash with a possible small amount being

    retained by management as an incentive. 

•  Growth capital is usually supplied by the

    buyer which has a large capital fund with

    all of its borrowing power. 
•  The acquisition may be of stock or of

    assets of the acquired company.  Buyers

    usually prefer assets to eliminate potential

    undisclosed or contingent liabilities and to

    obtain a stepped-up basis.  However, the

    sellers incur a double tax in an asset sale

    – a corporate tax on the sale of assets,

    and a subsequent tax on the proceeds at

    the shareholder level.  Accordingly,

    sellers usually prefer a stock sale which

    incurs a single level of tax at the capital

    gains rate.

Disadvantages 

•  The company’s retirement, deferred

    compensation and stock option plans will

    probably be terminated by the financial

    buyer

•  Because of the financial buyer’s emphasis

    on cutting costs and profitability, many

    management jobs will be at risk, at least

    after the transition period.

•  Because of the loss of control by the

    founders, a sale to a financial buyer may

    adversely affect morale of the employees. 

Sale to a Strategic Buyer – This type of sale is usually to a large company which has a  market or technology niche that is filled by the acquired company.  The strategic  buyer is focused on revenue growth, market share and competitive position, particularly how such factors enhance the acquiring company’s corporate strategy. 
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Advantages 

•  Since the strategic buyer is not looking to

    resell at a profit, it will usually offer a

    higher valuation than a financial buyer to

    the sellers. Profitability is probably less

    important than with a financial buyer. 

•  Management is likely to be retained, at

    least for the transition or earnout period, if

    any. 

•  Since most strategic buyers are large

    public companies, an acquisition through

    a tax-free reorganization (a statutory

    merger, a stock-for-stock exchange or a

    stock for assets exchange) provides

    deferral of taxation to the selling

    shareholders so that they can time their

    sales and capital gains taxes. 

•  The size of the acquired company in

    terms of gross revenues is important – a

    2003 study of all U.S. acquisitions found

    that the larger the acquired company’s

    sales, the higher the price as a multiple of

    earnings for the acquired company.  If the

    sales price was less than $100 million, the

    sales price as a multiple of net income

    was 22, whereas where the acquisition

    value was over $500 million, the multiple

    jumped to almost 30. Thus, the founders

    may wish to defer a sale until they have

    grown in size, either internally or by their

    own acquisition program. 

Possible Disadvantages 

•  The strategic buyer may allocate a portion

    of the merger consideration (possibly as

    high as 50% or more) to an earnout, that

    is, to performance benchmarks of

    increased sales or profitability.  Such

    earnout provisions need to be carefully

    reviewed and negotiated to prevent the

    buyer from unduly influencing the earnout

    determination. 

•  It may be difficult to integrate the

    operations of the buyer and seller due to

    cultural, geographic or operational

    differences. 

•  The founders will, of course, lose control

    although they should insist on some

    control over operations during the earnout

    period. 

Recapitalization – If the company has

substantial assets to support a term loan,

recapitalization by the loan proceeds can be used to effect a complete or a dispropor-

tionate redemption for the remaining

shareholders with capital gains treatment of the proceeds.  A deferred redemption could be effected by issuance of preferred stock 

with a mandatory redemption provision.  Such mechanisms may also be used to effect an “estate freeze,” whereby the founders take preferred stock and the suc- 

cessors, usually family members, take the common which has all of the appreciation potential, followed by a complete redemption of the preferred. 

These provisions are technically complex and should be reviewed by experienced tax counsel. 

Employee Stock Ownership Plan (“ESOP”) – An ESOP is a special type of plan that provides special tax advantages to the sellers of the company stock, whereby the 

founder(s) sell their stock to the ESOP:

Tax Advantages to Seller – A seller of shares to an ESOP (provided the ESOP owns at least 30% of the company’s capital stock) can defer taxes on the sale proceeds indefinitely as long as he invests the

proceeds in “qualified replacement 
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property,” i.e., any stock traded on an estab- 

lished securities exchange. Thus, the seller could defer taxes during his lifetime (or pay the proportional tax on a partial sale of qualified replacement property) and com- 

pletely escape capital gains taxes on death.  The issuer of the stock makes contributions to the ESOP to fund the payment for the stock. Or, the ESOP could borrow the 

money (from specialized ESOP lenders), using the proceeds to purchase the seller’s stock and fund repayments to the lender with tax deductible contributions from the 

issuer. 

Advantages 

•  To the Seller:  The seller can indefinitely

    defer taxes, only realizing taxes on a

    portion of Qualified Replacement Property

    which he sells. 

•  To the Company:  Virtually the entire

   purchase price is deductible so that

   assuming a company’s federal and state

   tax bracket is 40%, the company’s cost

   would be 60% of the purchase price, the

   government funding the balance of 40%.

Disadvantages of an ESOP 

•  Complexity of setting up the initial

    valuation and required annual valuations

    combined with consequent high initial

    setup costs. 

•  The ESOP must purchase shares from

    beneficiaries upon retirement or death. 

•  Distribution of benefits of the ESOP is

    subject to discrimination regulations, so

    that if the founders intend to sell to a

    small group, an ESOP is not an attractive

    alternative. 

•  The trustees of the ESOP have fiduciary

    duties to employee-beneficiaries. 

Continue to Own the Business – This may not be strictly an exit strategy, but

nonetheless may present an attractive alternative to a sale or IPO. The factors which make operating the company as a cash cow attractive are: 

•  Lack of opportunity to effect an IPO or a

    sale. 

•  Enjoyment of the ownership control of the

    business, particularly if the founders’

    children want to take over the business

    upon the retirement of the founders. 

•  A family operated business can provide

    employment for members of the family. 

•  Where the bulk of the company’s earnings

    can be passed through to the owners,  by

    a combination of sales, bonus and

    distributions, a pass through entity 

    such as an S corporation or limited liability

    company permits such distribution to be

    taxed singly (and a sale of the company

    will also produce single level taxation to

    the sellers as a conduit entity).  A typical

    type of company to be operated in this

    fashion is an engineering or services

    company which is not likely to have a

    product or technology which has life

    beyond those of the founders. 
Liquidation 

If all of the other possible exits are not possible or likely, and the business is declining, a liquidation may be the most attractive alternative exit. 

Or, if the business over years has produced appreciated assets that cannot be sold, liquidation may be the better (or only) 

[image: image17.png]



Continued on page 6, “The Entrepreneurial End Game ”



[image: image18.png]



The Entrepreneurial End Game Continued from page 5

[image: image19.png]



alternative disposition.  Again, if the business is operated in a conduit entity, liquidation proceeds may be taxed only once.  Proceeds of liquidation by sale of assets is probably taxable twice, first at the corporate level and secondly at the shareholder level.
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Conclusion 
Whatever exit strategy appears to be

optimal, the founder (s) should not wait until the eleventh hour, 59th minute to consider and plan an exit. 

From the very beginning of a new enterprise, the organizational structure, management, dynamics, technology, 

market direction and other factors will vary depending on the type of exit which seems to be the most feasible to the founders. 

The author has prepared a “Founders’ Checklist for Sale or Retention of the Company” which isavailable upon 

calling or e-mailing the author’s office:   

(310) 543-0500 or e-mail: lpetillon@phlcorplaw.com 

