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Disclaimer

This book is presented solely for educational purposes and is 
not intended to represent or be used as an exhaustive financial 
resource. The information contained in this book is made 
available for illustrative purposes, explaining only the basics of 
financial planning.

The author and Merrell Marketing, LLC, emphasize this 
material is not offered as financial, legal, accounting, or other 
profes-sional services’ advice. It is highly recommended you 
seek the services of a competent professional before making any 
decisions regarding your business or personal finances.

Best efforts have underscored the writing of this book, but the 
author and publisher make no representations or warranties of 
any kind and assume no liabilities of any kind with respect to 
the accuracy or completeness of the contents, and specifically 
disclaim any implied warranties of use for any particular 
purpose.

Neither the author nor Merrell Marketing, LLC, shall be held 
liable or responsible to any person or entity with respect to any 
loss or incidental or consequential damages caused, or alleged 
to have been caused, directly or indirectly, by the information 
contained in this book, or disruption caused by errors or 
omissions, whether such errors or omissions result from 
negligence, accident, or any other cause.

The case study with its characters and references are fictional,
and any likeness to actual persons, either living or dead, is 
completely coincidental. The business valuation represented 
in this book was created to show only the highlights of how a 
valuation is conducted when a business is being sold to a third 
party. The reader is advised that there are many methods for 
selling a business, but this book focuses primarily on valuating a 
business only for the purpose of selling to a third party.
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loving wife, Molly, my precious princess, Madison, my amazing 
son, Andrew, my Church, my mother, Anne Maas, and in loving 
memory of my father, Henry Maas.
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This Book is For You

…if you are a business owner                                                
or a business professional.

Business Owners:

As a business owner, this material is extremely valuable because 
it divulges the information needed to position your business for 
eventual sale. Most business owners do not sell their business 
but abandon it, leaving their opportunity for additional wealth 
and prosperity behind. Though you may be an expert in your 
niche, this book provides information you may not know that 
will help you learn how to gauge the true value of your business, 
saving you from building toward an unfortunate surprise when 
the time comes to sell. A key tenet of this book is that you don’t 
know what you don’t know…and this information, now revealed, 
may help you see your business and its market value through 
the eyes of a certified valuation analyst whose profession is 
to conduct business valuations and guide clients toward the 
rewards of “Getting to Sold!”

Business Professionals:

Whether you are a financial planner, insurance advisor, CPA, 
attorney, or other business professional, this book may have 
substantial value when working with your clients or approaching 
potential clients. Providing a copy of this book would expand 
their understanding of your role as both a trained professional, 
and as the facilitator of the other professionals serving their 
interests. In essence, we now have a great opportunity to build 
alliances; using this book to generate new clients, we can invite 
each other to work together in serving our clients’ needs. 
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Foreword

I met Joe Maas years ago through a mutual friend at Business 
Valuation Resources, LLC, the go-to place for valuation experts 
seeking information and data to value assets. As a professor of 
entrepreneurship and finance, I had concluded long ago that the 
finance taught in business school needs supplementing with a 
closer tie between academics and professionals.

Specifically, I needed help creating what has become the BVR/
SPU Valuation Challenge—a contest among student teams at 
business schools across the country to see which team could 
do the best job valuing a private company. I needed an expert 
who knew the transition-planning field—particularly valuation. 
I needed someone who knew the people in the industry, who 
could be a judge of student performance, could attract other 
judges to the contest, and could advise me.

After a tour of Joe’s offices—it turns out that Joe had started 
his own successful advisory firm some years earlier—we spent 
a long lunch talking about the Challenge. I knew he was the 
person I was looking for. Joe’s advice and assistance have been 
plentiful, practical, and extremely important, and he has made 
our annual contest a joyful experience for everyone.

In our conversations, I found out that Joe is a genuine scholar 
in his field. The long list of credentials after his name attests 
to the fact that he has researched his discipline with great care 
and pursued it with energy and creativity. And he can teach—
my students love his guest lectures. At the same time, Joe is a 
seasoned professional with years of practical experience in his 
field. This combination makes him uniquely qualified to write 
this book.
 
The best books in finance are written with clearly expressed 
goals because readers need to understand how they will benefit 
from the time they spend reading. Joe’s book, Exit Insight: 
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Getting to “Sold!”, starts out in exactly the right spirit. He 
places his goal, “planning management succession through a 
secure and peaceful exit strategy”, in the framework of the cycle 
of business. But, unlike others, he rightly points out that exit 
planning doesn’t belong at the end of the cycle but rather at the 
beginning.

The book is also valuable because it is comprehensive. It deals 
with the needs of the business as well as the personal needs 
of the businessperson and the family. It covers retirement 
planning, estate planning, insurance planning, tax planning, 
investment planning, and real estate. It will not make you an 
expert in these fields. That, of course, would take years and 
you have a business to run. But it will allow you to identify the 
professionals you must have in these complex times if you are to 
reach your goals. And it examines in sufficient detail the subject 
areas of professional help you need so you can deal intelligently 
with these experts.

As necessary as it is, financial planning remains a complex, often 
difficult, and, to many, a wearisome subject. Joe makes the topic 
easier to understand and considerably more pleasant by writing 
in a style that makes you think you are having a conversation 
with a good friend—a good friend who knows what he’s talking 
about.

Herbert Kierulff, DBA

Donald Snellman Professor of Entrepreneurship and
Finance School of Business and Economics Seattle Pacific 
University
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Exit Insight: Getting to Sold! 

Introduction

Objectives:

You will:

•	 Acquire a more complete understanding about the exit 
planning process

•	 Know the three phases of the business lifecycle

•	 Consider the four key steps of securing your retirement

•	 Identify the professionals you’ll need on your financial 
team

•	 Perceive the critical importance of conducting a business 
valuation

•	 Begin to consider some of the essential questions about 
selling your business

•	 Understand why you should develop your exit plan 
right away, and not wait another day This book contains 
information you need to know.

Some of the contents you probably already know, and some of 
the contents may be new or represented to you in a new way. 
The important point is ‘you don’t know what you don’t know’, 
and this simple, direct, and informative material will help 
you navigate a path to financial freedom through careful and 
comprehensive business transition planning, also known as the 
exit planning process.

Here’s the crux of the matter: You own a business, and you’ve 
grown this business to its present level of success. Now, for 
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whatever reason, you are interested in either establishing new 
business objectives and financial goals, or assessing the value 
of your current objectives for achieving those goals. This is the 
most important task of all, because knowing your outcomes will 
guide your decisions, often saving you valuable time and money.

Key:
An exit plan is not simply about finding a buyer; 
it’s about building the value of your business to 
meet the expectations of the market so you can sell 
at the top dollar.

Your business goals may include any of the following. Perhaps 
you are looking forward to retiring in five to ten years, and want 
to know the true market value of your business with certainty; 
most business owners overestimate the value of their business 
because they don’t know how the market assesses a business’s 
value, and thus are unprepared, disappointed, and in fiscal 
danger. Furthermore, with this in mind, there is a lot to know 
about how to organize your business for a third party sale, or 
how to organize your business for a family member to assume 
ownership. Another goal may be to prepare your business for 
the disruption caused by the death of a business partner, or 
your own death. And, disability is another risk you may want 
to address because if you or one of your business partners were 
unable to work for an extended period of time, there would be 
no business as usual. Divorce is common, unfortunately, and 
when you or a business partner is confronted by this serious 
emotional and financial situation, your business can suffer 
major repercussions.

Risk is a factor of business, and while there are many risks, 
there are also many ways to ameliorate these risks so when the 
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unthinkable happens, you are prepared with plans that protect 
your years of work. This book offers solid and sensible solutions 
to the many risky situations you and your business is likely to 
face some day.

Knowing your financial goals and objectives from the very first 
day you start your business is best, so all your decisions are 
made, in spite of the tumultuous conditions of the business 
universe around you, with the “Exit In-Sight” which is the 
reason for this book’s title.

“By failing to prepare, you are preparing to fail.”
― Benjamin Franklin

“If you don’t know where you are 
going, you’ll end up someplace else.”                                                                                                                         

― Yogi Berra

This book will guide you through an intelligent overview 
of effective and efficient financial planning, and will also 
demonstrate ways to reach your financial goals faster, and with 
more value.

For a business person like yourself, what could be better than 
that? Let’s take a quick look at the core concepts of this book.

What is the Business Exit Planning Process?

The business exit planning process is the process of preparing a
business for transition from the current owner to the next 
owner.
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Important:
Most businesses do not sell. The owner is unable to 
find a buyer and often has to stay in the business 
until the owner closes the business and walks away.

While this sometimes means the sale of the business to a 
third party with the intention of acquiring the cash value of 
the business the owner has created by building and growing 
the business, exit planning is not just about getting a business 
ready for sale a few months before the owner wants to retire. 
Rather, when done properly, the business owner is engaged 
with a carefully constructed multidisciplinary management 
plan that provides accountability through a clear, reasoned, 
and systematic structure for achieving financial goals. The exit 
planning process requires the owner or owners to identify their 
long-term financial goals so the eventual sale of the business can 
meet those monetary goals. This means the current value of the
business must be calculated so a business growth plan can be 
created that builds business value in accordance with a realistic 
timeline.

The next step is following the plan so the business value is 
increased, usually by increasing economic benefits and reducing 
the many varieties of risk. Ultimately, the owner will leave the 
business, so a plan for transition must be in place to assure the 
safe and efficient progression.

The Business Life Cycle

The initial phase of the business life cycle, ‘Entity Selection and 
Start-Up’, requires careful thought and planning for such details 
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as whether to purchase an existing business or start a new one, 
setting up the legal structure, analyzing the size of the market 
and its growth potential, determining the ease of securing 
loans or funding, etc. It’s clear that all these considerations are 
critically important.

In the second phase, ‘Growth and Value Creation’, the business 
requires development through such activities as refining 
the market niche, branding the company, forecasting sales, 
automating procedures, building staff, expanding operational 
financing, monitoring and adjusting insurance needs, etc. 
This phase also includes planning for expansion, establishing 
partnerships, mergers and acquisitions, making secure 
investments, repaying debt, being innovative, sustaining and 
building growth, etc.

The third phase of the business cycle is preparing your business 
for transition and making your business attractive to the market 
so you can exit the business with the wealth you’ve built in 
your company. This could include improving your company’s 
branding, reinvesting cash flow, controlling risks, improving 
the budgeting process, or creating an exit plan. This will be 
discussed in depth in this book.

The Importance of What Comes Next

It’s in this third phase of the business cycle that this book 
begins. Everyone knows the day is coming when you will leave 
your business forever, either voluntarily or involuntarily; this is 
the time when you set your course for transitioning out of your 
business.

Most owners want to leave voluntarily with enough cash to 
live a good life in retirement, and to do so, there are four steps 
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you should know. These four steps encompass planning your 
business’s management succession through a secure and 
peaceful exit strategy. In many instances, and mistakenly, an 
exit strategy isn’t truly considered until late in the company’s 
maturity; however, a good exit strategy, created when the 
company is born, will improve the company’s chances for 
success, reduce the time it takes to reach the exit, and often 
greatly increase the value of the company at the time of 
transition.

Most successful businesses start with the end in sight because 
when the goal is clearly understood, the intervening steps 
between beginning and end can be identified and built into a 
progressive set of objectives that lead to your financial freedom.

The four all-important steps which may lead to your secure and 
abundant retirement are discussed avidly and in great detail in 
this book.

They are:

Step 1: Conduct the Business Valuation
Step 2: Conduct your Personal Financial Analysis 
Step 3: Measure the Gap
Step 4: Design and Implement Your Plan to Close the Gap

We’ll take a look at these in a moment, and thoroughly later, but 
first:
 
Are These Professionals on Your Team?

Having the right professionals advising and assisting you is 
essential. Remember, once again, that you don’t know what you 
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don’t know, so enlisting experts who do know will accelerate 
your success and provide the security you need to protect you 
and your business from unwanted and unnecessary obstacles.

Without elaboration, here is a basic list of the professional 
mentors your business should be relying upon from time to time 
as your business progresses along its path toward transition. 
While you will likely not require the services of all these 
professionals all at the same time, it’s a good tactic to have your 
financial advisor, or any one of these professionals, become 
the coordinator of your plan and the quarterback of your team. 
Remember, too, that a chain is only as strong as its weakest link, 
so you want this core advisory group to be as knowledgeable as 
you can reasonably afford.

•	 Financial Planner

•	 Insurance Advisor

•	 Investment Advisor

•	 CPA

•	 Business Attorney

•	 Estate Planning Attorney

•	 Certified Valuation Analyst

•	 Certified Merger and Acquisition Advisor

•	 Business Broker

•	 Investment Banker

•	 Banker

•	 Business Coach
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Figure 2: Your Professional Financial Team

Their advice to you must be golden. It’s difficult to find one 
professional who can serve in multiple roles because these 
disciplines are so complex. In addition, having so many 
professionals advising you could also become seriously 
complicated because the advice of one may be in conflict with 
the advice of another.

Something to consider is the coordination of these advisors 
through a comprehensive plan that thoroughly defines your 
financial goals and objectives.

In addition, it is wise to assign the ongoing coordination of 
these experts to the professional who is acting as your team’s 
quarterback. You have a business to run, and that’s your 
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financial advisor, or any one of these professionals, become 
the coordinator of your plan and the quarterback of your team. 
Remember, too, that a chain is only as strong as its weakest link, 
so you want this core advisory group to be as knowledgeable as 
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expertise; that’s where your talents and skills should be applied. 
Likewise, your financial advisor’s expertise is focused on 
working with you to develop a plan that serves your purposes, 
and coordinates your advisors so their performance achieves 
your expressed goals. Your financial planner’s role is to work 
with all of the other professionals on your financial team, acting 
as the quarterback, coordinating your financial plan with the 
expert advice provided by your trusted advisors. When selecting
a financial advisor, choose one who is knowledgeable in several 
disciplines so your progress is expedited and more efficient.

The Exit Planning Process Analysis;                                            
a Quick Overview

Most business owners today do not want to spend their whole 
life working in their business. That’s the Old School model 
where the owner ran the business for 40 years and retired late, if 
ever, and often because of insurmountable health issues.

Note: 
Most owners overestimate the value of their 
business and are disappointed in the sale price 
when it’s time to sell. 

Typically, today’s business owner wants to exit the business 
within five to ten years, and then either start a new business or 
enjoy the good life. Does this sound like you?

In order to grow the value of a business to the financial level 
where you are capable of exiting with success, a thoughtful and 
detailed business analysis needs to be conducted.
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It’s important to realize that most business owners do not create 
financial plans, have only ambiguous goals if any, and do not 
have a plan for exiting their business. In essence, these business 
owners are rolling the dice with only nebulous intentions, 
investing time and capital without a honed purpose, and thus 
their eventual results will take longer and cost more, sacrificing 
irreplaceable years and valuable money through ignorance or 
misguided thriftiness.

Your financial plan should be created before you open the doors 
for business on the first day, and should clearly identify the 
conditions for exiting your business.
 
When you first meet with your financial advisor, it is likely you 
will have a discussion about your financial goals. This provides 
your professional advisor with your view about what you want 
to achieve in the years that lie ahead so an assessment can be 
made about your current circumstances and how the present-
day situation can be carefully manipulated to provide the results 
you desire, or determine if these desires must be modified and to 
what extent.

Remember, you have a lot riding on the choice you make for 
your financial advisor. You should select a professional who is 
wellrounded and preferably a subject matter expert in more than 
one discipline, and has the best experience. A professional with 
multiple credentials is far more likely to be the best quarterback 
for your team and your financial interests.

Step 1: Conduct the Business Valuation (…so you 
know exactly where you are now…): The initial step of 
the transition process, also known as the exit plan analysis, is 
to determine the value of your business. The best way to begin 
the exit planning process is by having a certified valuation 
analyst (CVA) conduct a professional business valuation. Most 
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business owners overvalue their business because they use 
subjective measurements, and do not know how to value their 
business with the metrics used by the market, which are based 
on a multitude of factors recognized by the market, the IRS, the 
courts and the professional standards of the various valuation 
organizations.

Without the services of a trained professional, it’s next to 
impossible to gauge the true market value of your business, 
which you need to know if you are planning to sell your 
business, or you are getting a divorce, or your business partner 
has just died.

Thinking you know your business’s value, but not really 
knowing, is like living in a blind spot; there’s something in the 
blind spot you should know about because it could hurt you. 
When you know the monetary value of your business with 
certainty, you may also become more aware and more motivated 
to use that information to further increase its worth. Perhaps 
your best decision as a business owner is to hire the services of a 
Certified Valuation Analyst who will conduct a formal business 
valuation so you know exactly what you need to know, and can 
then use that information to your advantage.

Step 2: Conduct your Personal Financial Analysis (…so 
you know precisely where you need to be…): In this step, 
a personal financial analysis is conducted to determine your 
current financial circumstances, and the financial circumstances 
you choose to have and enjoy when you exit your business.

The personal financial analysis will review the details of your 
current estate, insurance, tax, and investment planning to 
determine if these plans are cohesive and aligned with your 
stated strategic goals.
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Step 3: Measure the Gap (…so you know how much 
more there is to do…): Now that you clearly know your 
current financial resources, have you met your financial goals, 
or do you need to increase your resources to reach your financial 
goals? If you have not yet reached your goals, now is the time to 
measure the difference and recognize how big the gap is between 
what you have and what you want.

In this step, your financial planner works with you to identify 
the difference between what you now have, adding the combined 
value of your business with your personal wealth portfolio, and 
what you will need to enjoy the future you desire.

Step 4: Design and Implement Your Plan to Close the 
Gap (…so you can achieve your financial goals…): Once 
the gap is measured, your financial planner now helps you create 
a plan that can grow your personal and business resources, in 
tandem, to help you achieve your strategic financial goals as 
rapidly as time and good planning will allow. With a financial 
plan based on an accurate assessment of your personal and 
business resources and clear strategic goals, it’s time to work 
your plan by building business value, and periodically assessing 
the influences that may require modification of your plan so you 
steadily advance toward your desired financial goals.
After your plan is designed and implemented, it must be 
reviewed periodically, and modified as needed so the plan stays 
on course.
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Figure 3: The Four Key Steps

To the Heart!

Let’s get straight to the core of this book’s purpose. In the 
second paragraph of this introduction, the gauntlet was thrown; 
the challenge was made: You don’t know what you don’t know. 
The truth of the matter is you probably don’t know everything 
you should know... not about operating your business, but about 
positioning yourself carefully and cleverly to make the most 
of your personal and business resources so that together the 
synergy of those combined forces earn the best possible financial 
rewards for you and your family.

But when it comes to setting realistic multiple-year strategic 
goals for an exit plan that involves the interplay between your 
personal estate planning, insurance planning, tax planning 
and investment planning… compounded by an analysis of your 
business’s financial resources and the need to create more value 
to reach your goals…and the best way to achieve the financial 
results you want in the least amount of years…do you really 
have the expertise, the time, and the confidence (remember: you 
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don’t know what you don’t know) to assume this responsibility
by yourself? Considering the risk of losing irreplaceable time 
and making less money than could be yours by not having the 
guidance of a trained and licensed expert, why would you want 
to?

A Holistic Process

This book provides insightful details on the value of developing 
a financial plan that uses the combined power of your personal 
and business resources with their individual advantages that 
together result in the financial freedom you desire.

The process of working through the four steps above will answer 
the critical questions of:

1.	 How can I best grow my business?

2.	 What is my business worth?

3.	 How do I sell my business?

4.	 How do I plan for all of life’s contingencies?

5.	 Are my investments sufficiently diversified?

6.	 When can I retire?

7.	 Will I run out of money?

Key:
Planning to exit your business should begin before 
you buy or start your business.
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These are some of the questions that must be answered to help 
you achieve the quality of life you want and deserve. This book 
will guide you toward making your financial dreams your new 
and welcome reality.

The purpose of this book is to illuminate the importance of 
assessing your financial worth according to realistic metrics and 
industry standards so you know, with a minute margin of error, 
how close you are to achieving the financial goals of exiting 
your business with ample wealth to either retire or continue in 
business with sufficient resources to purchase another company.
Part of this odyssey is determining the dollar value of your 
business. The reason is simple, though the process is intricate: 
Your net worth is the sum of your business wealth and your 
personal wealth, plus the advantages you gain by integrating 
these realms so they work together and benefit each other 
through the mire of taxes, regulations, and legalities. When 
business and personal domains work in tandem, a synergy is 
achieved that expedites the achievement of your financial goals.
In this first section we’ll discuss the most essential, and often 
the most overlooked or disregarded business activity today…
identifying your strategic objectives. But it’s not what you think, 
because there is a twist!

But I Already Have Strategic Objectives!

Because you’re a successful business person, it’s likely you spent 
considerable time creating your company’s vision statement, 
mission statement, and your short term, midterm, and long 
term goals and objectives. You probably have quarterly or 
semiannual strategy meetings with your management team to 
review your goals and objectives, and discuss your company’s 
progress toward achieving these splendid and profitable 
performance targets.
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And this is commendable because you are using time and 
organizing resources for the advantage of your company. New 
product lines are being developed, or new markets opened; 
equipment is being improved and technology is advancing 
your company’s abilities; your work force is increasing their 
performance skills, and management is constantly discovering 
new procedures for accelerating productivity and deepening 
customer satisfaction.

This is excellent! Business couldn’t be better. But we have to 
check to see if there is a thorn on the rose stem.

You have very likely done a wonderful job by planning 
extensively, developing your business and making it a success, 
and yet it is almost certain you have omitted an essential detail. 
You’ve been a martinet, investing sums in stocks and bonds, 
buying insurances, selecting steadily appreciating real estate, 
making wise purchases with clever decisions…and you’ve 
become a master of business acumen…but you have neglected a 
cardinal rule:

Have you planned an exit date? Have you planned a successor?

What’s an Exit Plan Got to Do with It?

Some quick research on the Internet will quickly reveal the odds 
are about 9:1 you have not yet done these two essential tasks for 
accelerating and securing your financial success.

You’re in for a tumultuous experience if you’re thinking about 
selling your business in the next five to ten years. The Baby 
Boomers, and you may be one of them, will soon be trying to sell 
their businesses as they approach retirement. The first of these 
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Boomers are now in their early to mid-60s, and will soon want 
to cash out and enjoy the next 20 years or so. The situation is, 
however, there will be a glut of businesses for sale resulting in 
the likelihood of more supply than demand.

Key:
The purpose of exit planning is to help you increase 
the maximum sale value of your business, and it 
takes time to improve and develop your business…
which is why you should create an exit plan 
immediately. 

It is very probable that most business people seeking retirement 
will be unable to sell their business at a price equaling the cash 
flow they are now able to draw from their business, which means 
they are stuck and have to continue working to maintain their 
current lifestyle, maybe for the rest of their lives.

An added complication is that there are likely to be even more 
businesses for sale than would normally be anticipated for 
a Baby Boomer retirement wave. Because of the economic 
setbacks due to the recent lengthy recession, retirement timing 
for many was delayed, and these businesses, that should have 
already been placed for sale, have been in abeyance and may be 
added to the already extraordinary number of businesses soon 
coming to the block. This circumstance will unquestionably have 
a deleterious effect on tens of thousands of families when there 
are no buyers to purchase the business at the price needed to 
assure a comfortable life in later years.

For those business people who can’t sell at the price they 
need, it will mean more years of ownership in an increasingly 
competitive environment. We don’t want this to happen to you!
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It is widely agreed by Baby Boomer business owners that a 
clearly written and current exit plan is important, but only one 
in 10 owners have one!

On top of that, most businesses aren’t even ready for sale 
because they are flawed in ways that make them unattractive 
to the market. It’s much like trying to sell your home. You have 
to fix the leak under the sink, repair the fence in the backyard, 
prune the apple tree, and replace the tile on the kitchen counter 
before a buyer will consider a purchase. It’s the same with your 
business; only then can you expect to achieve your sale, and 
hopefully your retirement security.

Most business owners who sell their business soon regret their 
decision; they believe they did not receive the full value of their 
business, or their timing was poor, or they didn’t realize they 
had more options, or did not receive good advice. They suffer 
seller’s remorse and wish they could go back in time and sell 
their company again, and they would prepare more thoroughly 
and be better rewarded for the years of hard work they invested.

Can you imagine the disappointment of these owners? Years of 
labor with only a portion of their dream fulfilled? Watching their 
business die, or selling for only part of what is needed? This is 
a heart breaking situation and is fast becoming an unavoidable 
reality for the tens of thousands of business owners who will 
soon be offering their company to an unresponsive marketplace 
in the next five to 10 years. Time is a commodity, and for many 
owners there will be no second chance, and no margin for an 
error of this magnitude.

Exit planning is an essential activity for every business 
owner, and must be regarded as a business best practice. By 
establishing a comprehensive exit plan with the guidance of a 
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certified professional, you will benefit by not only having put 
your house in order, but also by possessing more control over 
the timing of your sale, have access to increased options and 
opportunities, and create more capacity for the financial and 
personal outcomes that serve you most.

Of course, the sooner you write your exit plan, the better. 
Not only can good intentions get shelved, but the longer you 
wait, the less capable you will be with taking advantage of 
opportunities that will come…and then will go.

“Adventure is just bad planning.”                                                                     
― Roald Amundsen

The Exit Plan Process

I’m not going to take up much time or space here because we’ll 
more deeply explore the details as we go, so for now I only want 
you to understand the path we’re going to travel.
In essence, here it is:

You own a business; it’s probably doing well. Your business is 
growing or it’s on a plateau, but either way you’ve recognized 
your business might benefit from the advice of a certified 
professional. That’s a smart thought because ‘we don’t know 
what we don’t know’ and you’re interested in finding out if 
there are means to improve your situation and increase your 
business’s value.

A meeting is scheduled with your financial planner, which 
begins with questions that help your advisor understand 
you and your business, much like a physician would have an 
exploratory conversation with you about your health. Ultimately 
your advisor deduces that you possess certain business assets 
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and certain personal wealth assets, and you also have a good 
idea about your financial goals.

Note: 
You need a team of professionals because you 
don’t want to make a serious mistake that could 
jeopardize the viability of your business. 

In all likelihood you do not yet have an exit plan, so you don’t 
really know what your business is worth, nor do you know if 
your business assets and personal wealth assets are working 
together efficiently to help you achieve your financial goals. In 
addition, because you don’t know how much your combined 
assets are worth, you don’t know when you will achieve your 
financial goals. And, not only don’t you know when you will 
achieve your financial goals, but you also don’t know if you could 
be accelerating your goal achievement more rapidly and thus 
shorten the arrival of that happy day. In addition, you haven’t 
yet considered how to transition out of your business in an 
orderly and profitable manner with your secured retirement 
funds, or with sufficient capital to invest in another business.

Based on your discussion, your financial planner will 
recommend a business valuation so you and he or she 
‘understand where you are’. You’ll help your planner gain a 
thorough understanding of your business. There will be a few 
more discussions to drill down with calculations; and a site 
visit to your company will be conducted to confirm or enlarge 
the data that’s evidenced in your business reports. This step 
concludes with now having an accurate valuation of your 
business assets.



Next, the focus will be on your personal wealth assets, which 
include an integrated analysis of your estate planning issues, 
your insurance issues, your tax issues, and your investment/
portfolio objectives…the four core foundations. Also considered 
will be your bank accounts, insurance policies, and trusts. This 
activity results in having a very clear understanding of your 
personal wealth circumstances, and ‘knowing where you need to 
be’ to reach your financial goals.

When it comes to measuring the gap, and then designing a 
plan to close the gap, we analyze the combination of both your 
business value and your personal wealth assets to measure the 
gap between what you have now, and your financial goals. This 
is also when an exit plan is created to close the gap. Depending 
on your situation, your exit plan may require only a few years 
to achieve, or it may take considerably longer. The important 
point is that you now have a carefully considered exit plan with 
a transition date, and a concrete idea of who your successor will 
be (third party, family member, or insider).

Also, because you now have a business valuation with an exit 
plan, you are much better prepared to adapt and take advantage 
of both the pleasant and unpleasant changes that regularly occur 
in business.
 
Periodic review and modification will maintain your exit plan’s 
viability, and keep your progress on track.

Figure 4: Exit Planning Process
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Summary

The process of creating an exit plan is simplistic, though the 
actual activity can be strenuous for your financial planner. 
Developing your exit plan is a necessity to help you stay on 
target with your financial goals, keep your business trim and 
shipshape, maintain flexibility under changing circumstances, 
and provide peace of mind by knowing how and when you can 
safely transition into the future of your choosing.

In the next section we’ll contemplate a fictional case study 
that illustrates the exit plan process, and the immense value a 
team of business professionals can contribute to identifying, 
measuring, and closing the gap…which can be the difference 
between an insufficiently funded retirement and a secure 
financial future. This case study was created to provide you 
with a story that incorporates many of the business elements 
explained in detail later in this book, offering insight to 
the application of a host of essential tools which may be 
recommended by your most trusted financial advisor for use in 
improving your own unique situation.
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Introduction: Review Questions

1. Knowing your financial goals and objectives from the first 
day you start your business is important. 

A. True

B. False

2. The current value of a business must be calculated so 
that: A. The business owner knows precisely how much he 
can borrow.

B. In case there is damage, the owner clearly knows what 
the insurance company will pay.

C. A business growth plan can be created that builds 
business value with a realistic timeline.

D. The owner can set a decent salary.

3. The reason you conduct a personal financial analysis is so 
you can tell if you have enough money to retire without also 
considering the value of your business. 

A. True

B. False

4. Which of these four steps is false when creating your  exit 
plan?

A. Step 1: Conduct the business valuation.

B. Step 2: Conduct your personal financial analysis

C. Step 3: Find ways to cut back on your personal 
expenditures.

D. Step 4: Design and implement your plan to close the 
gap
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5. Having a financial planner as a professional mentor is just 
as important as having a CPA on your financial team. 

A. True

B. False

6. Most business owners who sell their business quickly: 

A. Regret their decision.

B. Are happy with their decision.

C. Usually get a good price for the years they invested in 
their business.

D. Never suffer seller’s remorse.
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 Answers

1. Answer: A. True. By starting with your financial goals and 
objectives, you always know what you’re trying to achieve 
and you have the maximum amount of time to be successful 
achieving them.

2. Answer: C. The most important goal of an exit plan is to 
illustrate the achievable targets that build the business to 
a market value desired by the owner within a reasonable 
timeframe.

3. Answer: B. False. Your wealth is typically built on two 
foundations: the value of your business and the personal 
wealth you have in your home and other investments. 
Conducting a personal financial analysis is as important as 
conducting a business valuation so the combination of both 
give you a clear assessment of how much wealth you have 
today.

4. Answer: C. Step 3 is measuring the gap between the 
amount of wealth you have today and the amount of wealth 
you wish to have when you sell your business or retire.

5. Answer: B. False. A financial planner is likely to be more 
important to your financial well-being because he or she 
is a specialist in helping you grow your wealth by selecting 
appropriate investments and limiting your risk.

6. Answer: A. Only one in 10 Baby Boomer business owners 
have an exit plan, and are usually unprepared to sell their 
business, which could have been built more strategically to 
increase its market value. By failing to plan, they typically 
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sell their business for less than they might have received 
if they had selected and attained goals and objectives that 
augmented the value of their business over time.





Objectives:

You will:

•	 Know why it’s important to begin exit planning early

•	 Understand how blending personal and business values 
in your financial planning work together

•	 Realize if you now have a business or just a fancy job 

•	 Perceive the difference between a capital consumption 
and a capital conservation model 

•	 See an example of how a financial advisor will examine 
and estimate the true value of your business 

•	 Have a beginning understanding of the importance of 
knowing your RRR 

•	 Be introduced to how a gap analysis is conducted 

•	 Have a better idea of how a financial advisor can 
discover and suggest business and personal financial 
solutions that work together for your increased financial 
security

Michael and Mary’s Case Study

Chapter 1: 
Looking In On the Kendalls
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Please meet Michael and Mary Kendall. In their mid and early 
50s, they live in Bellevue, Washington and have three children.

Michael has been in business since graduating with an MBA 
from Indiana University in 1985. Starting as a mid-level 
manager for a shipping company, Michael shifted into the 
telecommunications industry as it began to have explosive 
growth with the advent of computers, the Internet, and 
cell phone distribution. In 2003, Michael started his own 
company, manufacturing specialty light bulbs for electronic 
devices. Michael’s business grew slowly at first, and as he 
developed his specialty niche and new products were brought 
to the market, Michael’s company grew to $4 million in annual 
sales.

Mary takes pride in their attractive home in Bellevue, and 
maintains a close relationship with all three children.

Planning for change: Michael and Mary have discussed their 
future and concluded that Michael should begin taking his 
retirement seriously, and start planning how to leave the 
business. Michael had given some thought to this over the 
last few years, but never took the advice of his CPA to create 
a financial plan. Michael thinks his personal investments 
have been doing well, but he doesn’t have any accurate way to 
benchmark their progress because his retirement goals have 
been so vague. So, while it appears that he and Mary have 
a healthy retirement fund, he isn’t sure; and with property 
values in Bellevue rising, the eventual sale of the family home 
was assumed would create additional retirement income, 
but how that source of retirement money fits into the overall 
plan…well, he really hasn’t any assurance that he’s on the right 
track, and he knows it.
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Their situation is further complicated by the emotional 
insecurity Mary is feeling. Mary realizes the extent of her 
vulnerability should anything happen to Michael. This has 
been a nagging worry that has lately turned into a gnawing 
fear, and Mary has clearly told Michael how frightened she 
really is. Michael enjoys risky sports like skiing, windsurfing 
and skydiving, and fatal accidents are not unusual. What 
would she do if Michael died suddenly? Or what if Michael 
was in a coma, or had a broken spine? Why isn’t Michael 
improving his golf game instead of waxing his skis? Mary 
needs Michael to tone down his active lifestyle while beefing 
up whatever planning and insurance she would need to live on 
if a disaster happened. If Michael was seriously damaged, do 
they have enough disability insurance? Who would manage the 
business if Michael couldn’t? Would there be enough income 
until Michael could return…and what if Michael could never 
return?

And then, Mary is also asking smart questions about how the 
family is situated from now until Michael can retire…which 
raises all the hundreds of questions about their retirement. 
When is Michael retiring? What is their retirement income? 
Will they keep or sell their home? Can they move to a warm 
dry retirement village? How will they be cared for if they need 
long term care? What are their friends doing, or will they be 
forced apart? What about the kids and grandkids?

What is the financial plan from now until Michael finally 
retires? Retirement planning takes time, and Mary doesn’t 
think Michael has invested any serious thought into planning 
their finances from now until retirement, and then beyond, 
through the years of retirement. Questions like these buzzed 
around Michael and Mary like angry hornets…
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The truth is, like most business owners, Michael never 
consulted with a financial planner, so the details he and Mary 
need to know about having a comfortable retired life are 
unknown. Responding to Mary’s sense of urgency, Michael 
saw the wisdom of consulting with a financial consultant 
recommended by his CPA. The recommended consultant was 
certified in several key areas, including financial planning, 
business valuation, commercial and investment real estate, 
and portfolio investing, so Michael’s CPA was confident this 
experienced advisor would provide expert advice.

Outlined below and presented in more detail later in this book, 
Michael began to realize the extent of what he did not know.

In the initial meeting with his financial planner, Michael 
quickly realized that planning his transition should have 
been initiated long ago. The financial planner asked Michael 
about his company’s growth strategy, customer base, financial 
controls, indebtedness and cash flows. There were questions 
about senior management, employee contracts, manufacturing 
supplies, rising costs, and plans for new automation.

When the discussion shifted to Michael’s personal finances 
and the investment portfolio for his and Mary’s retirement, 
Michael began to see that his planning had been haphazard 
compared to what could have been achieved with the foresight 
of combining business and personal finance planning.

Michael faced a formidable challenge. While astute at 
manufacturing and marketing his company’s products, 
Michael quickly realized he lacked the knowledge and know-
how to create a holistic plan that could create the retirement 
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he desired to live with Mary, and a future he could afford for 
his children and their families.

Chagrined but not bowed, Michael retained the financial 
planner’s services, who, of course, took the necessary steps, 
revealing what Michael needed to know for securing a 
comfortable and lasting retirement…the details of which 
you will read in the pages that follow. In his interaction 
with his financial planner, Michael benefited academically 
and financially, and thus emotionally with relief, from the 
knowledge and activity of an expert certified and experienced 
financial planner.

Michael also realized he had been working at a fancy job, not 
a business, by not directing his business properly, neglecting 
to focus his efforts on growing and positioning his business 
for its eventual sale. Michael had been siphoning off cash from 
the business so he and Mary could enjoy an abundant lifestyle, 
and he had not been reinvesting these funds in the business 
to grow it and make it more lucrative, and attractive to a 
buyer. Michael had also neglected to take care of business in 
other key areas as well, such as not developing the business’s 
goodwill; while Michael had personal goodwill, this was 
incapable of transference to the new owner because the 
goodwill was Michael’s, not the business’s.

Michael began to realize that while he and Mary had enjoyed 
their lives during the past decade, there was yet a piper to be 
paid. If Michael managed his business with his exit clearly 
in mind, he would have foregone some of the luxuries in 
exchange for better use of the ten previous years, and arranged 
his business to run without him so he and Mary could now be 
sitting on a beach in Maui without a second thought. 
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That, however, was not possible, which gave Michael many 
second thoughts. In addition, had he done things correctly 
from the beginning, Michael began to understand that the 
synergy of strategically blending facets of his business and 
personal estate could have propelled Mary and him much 
farther down their financial road.

There was also another issue that needed to be addressed. A 
casual review by the advisor suggested that Michael’s business 
was nowhere near ready for sale. As you will see in Figure 
8, “Historic Balance Sheet – Purchased”, Michael’s business 
is presently only worth its physical assets’ liquidation value 
of $600,000. Michael does not have any transferable value 
in goodwill, which sorely limits his company’s value in the 
market.

In Figure 9, “Balance Sheet – Opening”, the $2,000,000 value 
to the buyer, added for illustration purposes, now includes a 
monetary value for goodwill, demonstrating the significance 
of having a business valuation that objectively defines the 
business’s worth and helps identify shortcomings, such as the 
need for transferable goodwill, that could be remedied with 
time and effort, resulting in increased value to buyers, and a 
higher sale price for Michael.

If Michael cannot separate personal and business goodwill, 
and create business goodwill prior to a sale, the monetary 
value of his business would simply be its book value of 
$600,000. A buyer will not pay for an asset that could not be 
received, which, in this case, is Michael’s personal goodwill, 
and Michael would have his retirement funds reduced by a 
seriously painful amount.

Well, all was not lost yet as his financial planner had indicated 



Looking In On the Kendalls 7

there was enough time remaining before retirement to take 
the steps necessary for careful strategizing, adjustment, and 
building the business over the next several years so it was 
more attractive to the market.

Even so, Michael was in for a shock.

Just the Facts

Michael’s financial planner needed to gather data about 
Michael’s business, and Michael was asked to answer the 
following:

Ownership Succession Issues:

1.	 As the owner, are you willing to transfer a controlling 
interest in the business before your death?

2.	 If the business has more than one owner, do you and the 
other owners have a buy/sell agreement in place? If not, 
why not?

3.	 As the owner, do you have children who are interested in 
acquiring the business when you retire?

4.	 Do your children have the resources necessary to acquire 
the business?

5.	 Do you want all of your children to own an interest in the 
business?

6.	 Do you want all your children to have a voting interest in 
the business?

7.	 If none of your children are interested in owning the 
business, has a buyer been located?

8.	 Who will acquire ownership of the business if you die 
before retirement?
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Senior Management Issues:

1.	 In your role with the day-to-day operations of the 
business, how many more years do you expect to be 
involved?

2.	 Have you considered, or selected, someone to operate 
the business when you retire?

3.	 Should you die prematurely, who is capable of running 
your business?

4.	 Are any family members capable of running the business 
now, or are they currently learning the required skills?

5.	 Have you trained any key employees or a management 
team to run the business?

Retirement Planning Issues:

1.	 How heavily does your retirement planning depend on 
funds from the business?

2.	 When you consider selling your business, are you willing 
to finance a portion of the sale?

Estate Planning Details:

1.	 To what degree is life insurance necessary to ensure you 
and your family’s financial security?

2.	 Are you planning to reduce or eliminate estate taxes at 
your death?

3.	 Will your children receive an equal or unequal portion of 
wealth at your death?

4.	 Will your children receive an equal or unequal interest in 
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the business?

5.	 Are you planning for assets to be transferred to your 
spouse directly, or through a trust? If you chose a trust, 
is the trustee capable of administering the business 
ownership?

6.	 Have you considered making gifts to reduce your 
spouse’s taxable estate?

The next time Michael met with his certified financial planner, 
they reviewed Michael’s completed questionnaire and took 
stock of the following personal and business data:

Personal Information:

•	 Michael’s age: 55
•	 Mary’s age: 51
•	 Retirement income goal: $250,000 per year
•	 Life expectancy: Both will likely live to age 90
•	 Inflation rate: 3%
•	 Investment portfolio: Currently $1,000,000
•	 Their home is currently worth $1,250,000
•	 Michael’s W-2 is $200,000 of annual taxable salary
•	 They receive $50,000 in annual dividends
•	 They own rental property valued at $650,000, which 

provides an annual net income, after mortgage, taxes 
and all expenses, of $6,000 annually.

•	 Both Michael and Mary will receive social security at 
age 65; the annual income for Michael will be $18,000, 
and Mary will receive $6,000 a year when she turns 65 
four years after Michael. The Social Security benefits 
will be 85% taxable at the 25% tax bracket.

•	 Income tax bracket: 25%
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Business Information:

•	 Current business value: $2,000,000
•	 Required growth rate to grow the business’s valuation 

from $2 million to $10 million is 15.76% annually 
(annually!) for 10 years

•	 Industry average growth rate in sales: 10%
•	 Goal: Sell the business in Year 11 at age 65, and gross
•	 $10,000,000
•	 Tax on the sale of the business is 25%

The crisis was clear! How was Michael going to build his $2 
million business into $10 million in 10 years? He needed a 
business valuation growth rate of 15.76% every year for 10 
years! This preview did not look good. How was he going to 
accomplish this?

Michael’s company had to grow in value by 400% in 10 years. 
The idea was staggering. He didn’t know how he could possibly 
reduce the cost of capital enough by working on his company 
and improving its benefits while reducing its risks. It seemed 
too much. Michael had owned the business for a decade, built 
it from scratch, and now he had to increase the business’s 
value by an extravagant amount. It didn’t seem possible 
that he could increase the numerator (*See Chapter 4) and 
decrease the denominator (*See Chapter 4) enough to grow 
the value of his business in the 10 years he had left before he 
hoped to retire.

That’s all it seemed like now…a fading hope.
Michael’s financial planner drew up some papers for their 
review and discussion. They both knew what Michael had, and 
they both knew where Michael wanted to be, and how soon he 
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wanted to be there. Now the question was if it was possible to 
ever get there, and in the time remaining.

The financial planner explained to Michael that the planning 
they had to do was going to require a blend of Michael’s 
known financial circumstances, and a reasonable projection 
of his finances at retirement, and into retirement…mixing the 
present with the future based on the present.

Important:
Are the hundreds of questions about your 
retirement answered?

Michael’s wish was that he could sell the business to a third 
party 11 years from now when Michael would be 65, and use 
the after-tax proceeds to secure retirement for Mary and 
him. Given their projected life expectancy to age 90, their 
retirement funds would have to last for 29 years; 25 for both 
Michael and Mary, and four more for Mary.

Michael’s social security, of course, was going to stop when 
he died, and Mary would then receive the higher of the two 
benefits, so there would be 25% less social security income for 
Mary for the last four years of her life, but neither would there 
be any more expenditure on his behalf. Naturally, the rental 
property would continue generating revenue for Mary after 
Michael’s death.

Michael’s advisor explained there were two retirement models 
to consider when planning the availability of funds during 
retirement. One was the capital consumption model (*Refer 
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to Figure 17), in which all the funds Michael and Mary had 
accumulated would be consumed throughout the length of 
their retirement years, leaving no estate for their beneficiaries. 
The other model was the capital conservation model 
(*Discussed after Figure 14), which was designed to generate 
the retirement funds they required while preserving the estate 
at the same value as when they had entered retirement, leaving 
the same size estate for their beneficiaries.

Michael wondered if his wealth at retirement would be 
sufficient to allow a capital conservation model, which would 
sustain the full value of their estate, permitting transference to 
the kids when he and Mary expired. The capital conservation 
model was designed to assure, as much as reasonably possible, 
that the financial resources at age 90 would equal the same 
amount that existed at the start of their retirement at 65/61. 
Given the potential medical advances that were anticipated 
in the next several decades that could extend their lifetimes, 
preserving the estate was the obvious best choice.

Of course, though the capital conservation model was 
preferred, Michael’s advisor had put a chill in him by telling 
Michael that most business owners were forced to accept the 
capital consumption model because of insufficient resources, 
due to lack of early planning.

Michael worried that he and Mary might have to accept a 
capital consumption model, meaning that their retirement 
resources, though comfortable, would gradually erode through 
time. The fallacy with this plan was that it could create a major 
problem if Michael or Mary lived longer than 90 years of age.
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Key:
Planning the exit from your business must begin 
before you purchase or start it because time is on 
your side.

Michael knew that most people didn’t have a choice between 
the capital consumption model and the capital conservation 
model. Most people had to surrender all their resources during 
the years of retirement because either their resources for 
retirement were insufficient to start with, or they simply had 
not begun with the ‘exit in sight’, and thus had lost valuable 
years in their fancy jobs. Michael shuddered.

Would this be his and Mary’s fate, too? Had he begun so late 
that they didn’t have a fighting chance?

Goal Setting

Together, Michael and his financial planner developed a list of 
personal wealth financial goals, and a list of business financial 
goals. Here is what they came up with:

Personal goals:

1.	 Retirement is the main goal.

2.	 Income: It was Michael and Mary’s wish that Michael’s 
retirement would start when Michael was age 65 with 
a $250,000 per year income that would adjust for 
inflation at 3%.

3.	 The Kendalls needed to maximize their pre-retirement 
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savings; Michael would have to stop drawing so much 
cash out of the business, and instead invest more in the 
business and invest more in their portfolio.

4.	 The portfolio would have to stay ahead of an inflation 
rate of 3%.

5.	 Michael and Mary wanted to pass their residual estate to 
their children and charity.

6.	 Michael wanted to know about using their IRAs to own 
real estate, thus potentially increasing the value of their 
portfolio using tax free investments.

7.	 Michael also wanted to know if purchasing Long Term 
Care insurance was appropriate for them.

Obviously, Michael’s financial planner needed to review 
their portfolio to determine if their current investments were 
appropriate for their situation, and learn what could be done 
to accelerate the portfolio’s growth without increasing risk, 
and possibly reducing risk.

Personal Assets:
Portfolio investments:		  $1,000,000
Rental property value:		  $ 650,000
Personal residence value:		  $1,250,000

Personal Income:
Annual net rental income:		  $6,000
Income from business:		  $200,000
					     (taxable salary on W-2)

Dividend:				    $50,000
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Social Security at 65
Michael:				    $18,000 (in 10 years)
Mary:					     $6,000 (in 14 years)

Business goals:

1.	 The first goal was to determine the value of Michael’s 
business when analyzed from the perspective of selling it 
as a going concern to a third party at fair market value as 
an S corporation.

2.	 The second goal was to prepare Michael’s company for 
sale when Michael was age 65 as Michael had originally 
planned.

3.	 As there was work to do, Michael and his advisor agreed 
that a business growth plan would be created.

4.	 Of course, once the growth plan was established, it 
would need to be monitored and measured regularly, 
and adjusted if necessary.

5.	 The main goal was to sell the business to a third party, 
hopefully when Michael was age 65, at a price reflective 
of the enhanced value.

 
Michael’s Business Valuation

Michael’s financial planner developed a number of tables to 
show Michael the present-day value of his business, given the 
current market influences that were affecting its true value.

Please Note: It is important to realize that the following 
information is represented here to tell a story for illustrative 
purposes. For example, Michael’s business is portrayed as an 
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all cash sale in Figure 12, “Transaction Summary”, to keep the 
focus simple yet clear; a seller’s note and bank financing were 
not used in the scenario, though in real life circumstances they 
might.

Similarly, the business valuation in this story is only from the 
perspective of a third party sale, as that is the main intention 
of this book. The material portrayed here is to demonstrate the 
methodology that would be employed to determine Michael’s 
business’s valuation at $2 million for a third party sale only 
(*See Addendum 1), and to illustrate, as opportunity allows, 
the application of the variety of information presented to the 
reader throughout this book.

Important:
Planning early means much more can be achieved 
with the foresight of combining business and 
personal finance planning.

This is valuation in the real world... the real-world craft of 
integrating value and finance, and not a sterile portrayal of an 
academic valuation in a classroom or business seminar.

Business value considerations: Here is what Michael’s 
financial planner showed him. (The following scenarios are 
from the perspective of a potential buyer and seller. These are 
for illustrative purposes only and numbers may not add up due 
to rounding.)

Business Proceeds: Michael’s financial planner had already 
completed a business valuation and determined that the 
current business value is $2,000,000, with taxes on the sale 
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assumed to be 25% upon the sale of the business at the end of 
10 years’ time.

The planner also calculated that Michael’s business must grow 
its value to approximately $10,000,000 in order to provide 
after tax proceeds sufficient to close the value gap. This 
represents a required growth rate of 15.76% each year for 10 
years to achieve a 400% valuation increase.

Here is Michael’s balance sheet and income statement, 
depicting the current business data as of today. Note that the 
Fixed Assets are valued differently depending on whether they 
are valued for book value or fair market value; book value was 
selected for the total.

Figure 5: Business Assets
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Figure 6: Business Income

The business income table shows $4,000,000 in annual sales, 
with an EBITDA margin (*See Chapter 4) of just over 13%.

Performing the Valuation: Now that a snapshot was taken of 
Michael’s business in this exact moment of time, Michael’s 
financial planner can perform a business valuation. Three 
statements are required: the income statement, the balance 
sheet, and the cash flow statement.

Key:
Do you have a fancy job or a real business?

This following table shows projections to Year 5, assuming the 
same 10% rate of growth and the same EBITDA margin for 
Years 2 – 5. Note that the net income increases proportionally 
year over year. This is the projected five year view of Michael’s 
business, based on the given factors:
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Figure 7: Pro Forma Income Statement

Note how sales increase by 10% year over year, the 
depreciation increases as additional capital assets are 
purchased, the EBIT increases, etc., but the sales rate, the 
EBITDA percentage, and the goodwill amortization stays the 
same. Here, the goodwill is created because the valuation is 
from the perspective of a buyer. Under current tax law, the 
buyer can amortize this amount over 15 years.
 
Next, here is Michael’s ‘Historic Balance Sheet’ (Figure 8), 
showing the value of his business assets and liabilities right 
now, in present time. This balance sheet shows that Michael 
has $600,000 in liability and equity. The other balance sheet, 
‘Balance Sheet – Opening’ (Figure 9), represents the value that 
a buyer would assume today if Michael’s business was being 
sold today. Michael’s company is valued at $2,023,000.
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Figure 8: Historic Balance Sheet – Purchased

 

Figure 9: Balance Sheet – Opening
*This represents the purchase price and current value.
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An important idea to retain is that the business’s valuation of
$2,023,000 includes the accounts receivables, the inventory, 
and the fixed assets. They are included in the valuation, and 
are not in addition to the business’s $2,023,000 value.

Here is a look at the details of the balance sheet from the 
buyer’s point of view, projecting out through the next 
five years. The Common Stock value remains the same at 
$2,023,000 because that is what the buyer paid for the 
business originally.
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Figure 10: Pro Forma Balance Sheet Details

Here is Michael’s cash flow statement, projecting through the 
next five years.
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Figure 11: Cash Flow Statement

Valuation Assumptions: In addition to the financial 
statements above, the following assumptions were used to 
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derive a current value of $2,023,000 by using a modified 
discounted cash flow analysis as developed by Mike Adhikari, 
and taught in The Certified Merger & Acquisition Advisor 
program.

Assumptions:
Buyer would fund the transaction with 100% equity.

•	 Buyer would expect to earn a pre-tax return on equity of 
33%.

•	 Buyer is assumed to have a 35% personal tax, and a 3% 
corporate state tax.

•	 There was no S-corporation tax affecting adjustments.

•	 The transaction would be an asset purchase (*See 
Addendum 1) with buyer receiving the operating assets 
and liabilities of the company.

•	 There is an annual cash reserve of 10% of EBITDA 
earning 3%.

•	 The cost of selling the business would be 5%.

•	 A 5-year depreciation for both new and old assets is 
reasonable.

•	 The purchase price will be an EBITDA multiple of 3.85x.

•	 The terminal value is assuming an EBITDA Multiple of 
3.3x, 3% sales growth, a 13.13% EBITDA margin, and an 
expected ROI of 33%.

•	 Mid-year discounting is applied.

•	 For simplicity with this example, acquisition expenses 
were assumed to be zero.

The transaction summary shows how the buyer allocated the 
assets between tangible assets and goodwill (*See Figure 12). 
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It also shows how the seller’s proceeds are allocated between 
a seller’s note, bank financing and contributed equity. The use 
of funds shows how the buyer’s funds were allocated between 
deal costs and cash, to arrive at the total purchase price.

Figure 12: Transaction Summary

Current Valuation Summary

Based on the data in Michael’s income statement, balance 
sheet, cash flow statement, and the five year projections, 
Michael’s business, if presented today for sale to the market, 
was valued at $2,023,000.

It didn’t seem likely to Michael that this valuation, added to 
his and Mary’s personal wealth portfolio, would be big enough 
to sustain them through their retirement years in the manner 
they had hoped.

More importantly, Michael began to wonder if they even had 
enough financial resources to last them through the 25 years of 
retirement at all.

The Kendall’s Personal Financial Plan

“Well,” thought Michael, “that was a disaster. What horrors 
will we learn about now in our personal wealth portfolio?”

Michael’s financial planner used Michael’s data to create 
the following charts. This set of information was basic, 
representing what was known.
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Figure 13: Base Case Assumptions

Required Rate of Return (*See Chapter 6): Michael’s financial 
planner created the following capital consumption model 
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without including the business in the calculations, assuming 
right away that the business had no value and would not sell. 
The reason he did this was to determine the value of Michael 
and Mary’s personal wealth portfolio, to learn the degree of 
the portfolio’s ability to sustain the Kendalls in retirement. 
Also, Michael’s advisor chose the capital consumption model 
because it provided the worst case scenario. He realized that 
Michael’s business was not in a ready state to be sold, and did 
not possess transferable value, so the value of the business was 
not included in this first case.

Michael’s advisor also knew that most people would have to 
accept the consumption of their capital in retirement because 
they had not planned well when there had been time and 
occasion.

The capital consumption model below depicts the depletion 
of the portfolio’s resources over the next 40 years until Mary’s 
assumed demise at age 90.

Using the portfolio’s assumptions, the inflation adjusted 
retirement income goal is quite nearly $350,000 when 
Michael reaches age 65. This represents a required rate of 
return on their investment portfolio of 17.10%. 

This is, of course, unrealistic, and told Michael that the 
personal wealth portfolio he and Mary had created was 
insufficient to fund their retirement by itself. Of course, 
Michael had expected this, and was hoping the business would 
provide the rest of the funds that were needed. “I hope so!” 
breathed Michael.

Here is the table showing the financial planner’s calculations 
and conclusion that the portfolio would need to perform at 
17.10% every year to provide the funds needed for retirement 
through age 90. Impossible. Something will have to be done!
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As seen in Figure 14, because a 17.10% required rate of return
is unrealistic, even in the best of times, the financial planner 
recommended the goal instead would now be to reduce the 
investment portfolio’s required rate of return to a more 
realistic market return, and consider other tactics to create the 
pre-retirement wealth the Kendalls will need.
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Figure 14: 17.10% Required Rate of Return
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Capital conservation case: Similarly, Michael’s financial 
planner wanted Michael to see the figures on preserving 
their full estate through age 90, leaving as wealthy an estate 
to their beneficiaries as when they first retired. This time, 
Michael’s advisor included the business as an asset, valued at 
$10,000,000. Here are the assumptions, followed by a chart 
that now can employ a more reasonable RRR of 9.21%.

The assumptions are the same as before, except in the figure 
below, the “Other Cash Flow Assumptions” table includes the 
addition of Michael’s business with its presumed $10 million 
valuation in Year 11.
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Figure 15: Base Case Assumptions
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But the results are vastly different. With the addition of 
the business as an asset valued at $10,000,000 and sold 
at that price, the required rate of return can drop from the 
impossible 17.10% to a sensible, though still quite high 
9.21%. Here was progress, though the assumptions of adding 
Michael’s business, valued at $10 million, and then also 
earning a required rate of return (RRR) of 9.21% might still be 
outlandish.

Nonetheless, Michael was now caught up in this process of 
calculation and recalculation with his financial planner. It 
was like a game of ping pong…the ball of Michael’s financial 
future kept bouncing from side to side as his advisor used 
many different factors, working the numbers to find the right 
balance for a realistic financial future paired with reasonable 
improvements Michael could make in the time remaining to 
achieve a decent retirement.

Here is the advisor’s table using the $10 million business 
valuation, which permits a 9.21% RRR:
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Figure 16: 9.21% Required Rate of Return
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“Well,” thought Michael, “I’m exhausted! But it looks like we’re 
getting somewhere.” Looking out the window of his advisor’s 
office, he wondered if there was a happy ending. It was too 
soon to tell.

“For one swallow does not make a summer, nor 
does one day; and so too one day, or a short 

time, does not make a man blessed and happy.”                                                                                            
- Aristotle

Michael swallowed hard.

Next, Michael’s financial planner developed a new capital 
consumption case that showed a more attainable required rate 
of return (RRR) of 7.56%. This was an improvement over the 
9.21% required rate of return. The difference of 1.65% might 
seem insignificant, but it actually made the RRR more realistic 
because trying to earn an RRR of 9.21% every year for the next 
10 years was likely to create unreasonable risk. Earning an 
RRR of 7.56% had much more likelihood of success, and with 
much less risk.

Even so, this was a capital consumption model, meaning 
Michael and Mary would consume all of their estate during 
retirement, with nothing left over for their beneficiaries.

Capital consumption case:
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Figure 17: Basic Assumptions



Exit Insight: Getting to Sold! 36

Figure 18: 7.56% Required Rate of Return
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Michael realized with a degree of sorrow that there would be 
no estate to leave their beneficiaries. All would be consumed in 
his and Mary’s retirement years, and even so, there was a lot 
of work that had yet to be done just to assure they would have 
enough resources for their last 25 years.

The good news was that it looked like it could be possible to 
rescue themselves from a dicey situation, and the other piece 
of good news was that Michael and Mary were now going to 
establish a life insurance trust (*See Chapter 7), providing 
their children and potential grandchildren with life insurance 
benefits tax free, and leaving Michael and Mary able to live off 
their estate while also helping their family. This was a great 
win-win! Michael was determined to work with his financial 
planner to build the business’s valuation and adjust their 
personal wealth portfolio to ensure that their future could be 
comfortable and secure.

Solutions for Closing the Gap

Michael needed solutions! His and Mary’s personal portfolio 
presently wasn’t big enough to last through their retirement 
years, and his business valuation was assessed at $2 million…
but he needed to sell it for $10 million! Michael was worried. 
The dream of a comfortable retirement lifestyle seemed very 
distant. All his years of hard work were now questionable 
because he hadn’t used time to his advantage, had pulled 
too much cash out of the business, and hadn’t prepared the 
business for sale from the beginning. Thankfully, there was 
still time; there were still options.

Michael’s financial planner had a lot of good solutions to 
suggest which could remedy the situation, changing it from a 
crash-and-burn to a smooth landing. 
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Here are the before and after details of the guidance and 
advice Michael received from his expert advisor.
 
Gap analysis: Michael’s advisor noted the situation:
	 Current business value		  $2,000,000
	 Required business value		  $10,000,000
	 Years to exit				    11.00

Figure 19: Growth Required Over 11 Years

By calculating the various factors inherent to Figure 20, 
Michael’s advisor determined that if Michael could increase 
the value of his business by 15.76% per year for the next 10 
years, Michael could achieve a business valuation of $10 
million. It wasn’t going to be easy, but it could be done, and if 
Michael did this, and there were no alarming snafus, he and 
Mary would have the retirement funds they needed to live the 
retired lifestyle they wanted. Michael’s advisor breathed a sigh 
of relief; the nexus point was found. The advisor didn’t say 
anything to Michael yet, as he wanted to walk Michael through 
the process.

Of course, it wasn’t going to be all peaches and cream 
because Michael and Mary would have to accept the capital 
consumption model and consume all their resources by the 
expected year of their death…but at least the Golden Years 
could be golden, even if they would likely leave no estate.
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Definition: 
The required rate of return (RRR) is the 
minimum annual percentage an investment must 
earn to be attractive to an investor.

As you can see from the table below, if Michael had only one 
year until retirement, he would require a 400% rate of return 
to achieve the business value he needs to retire as he wishes. If 
he has six years remaining, he would need a return of 30.77%. 
These are both obviously unrealistic. Since Michael has 
expressed his desire to retire in 11 years, he has to achieve a 
valuation increase of 15.76% every year for 10 years.

Figure 20: Years Required to                                                     
Achieve Desired Valuation
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Similarly, using the table below, if Michael can only grow 
his business at 2.5% a year, it would take 65.2 years for the 
business to increase in value to the desired sum. And, at a rate 
of growth of 20.00%, it would take 8.8 years to achieve the 
same value. Both examples, obviously, won’t work, but are 
presented to show how the tables are read.

Figure 21: Years to Business Growth by Percent

Michael’s advisor began to explain to Michael what the many 
calculations had finally revealed. As his advisor introduced the 
news that the personal wealth portfolio was not big enough 
at present, and that the business valuation was only 20% of 
what it needed to be, Michael blanched. His dream of a happy 
retirement, of an estate for the kids and grandkids, of seeing 
the respect in the eyes of Mary for his years of labor…now 
began to blink and fade out. Because he had not known what 
he didn’t know, and hadn’t consulted with a financial planner 
sooner…much sooner…their path to the type of retirement 
they had always wanted was now doomed.
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Not so, said Michael’s financial planner. Yes, there was work to 
do. Yes, a lot of it! But if Michael would follow his professional 
advice, the financial planner was fairly certain this apparent 
financial debacle could yet be rescued and the golden sunset of 
their dreams assured. Michael collapsed with joy at the feet of 
his financial planner, and died right there of a heart attack.
(No, just kidding! Michael was joyous, and unharmed…) 
Michael’s financial planner discussed the parameters of 
preparing Michael’s business for eventual sale. It was agreed 
that the business valuation would be designed for sale to a 
third party, and presented to the market using the standard 
of Fair Market Value (*See Chapter 3), its premise as a going 
concern, and it would retain its structure as an S corporation 
entity.

Business solutions:

Before: The business had not had a formal valuation until 
Michael consulted with his financial planner.
After: As the first order of business, Michael and his advisor 
went through a formal valuation engagement to better 
understand the business’s value as a starting point for the 
value baseline. (*See Chapter 3)

Before: Michael’s business did not provide a 401(k) plan.
After: The financial planner helped establish a safe harbor 
401(k) retirement plan for tax advantaged savings.
 
Before: There was no formal strategic business plan.
After: Michael and his advisor established a strategic plan 
and set corporate objectives with timelines.

Before: Michael had not created a brand for his company and 
its products and services.
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After: It took a while, but eventually Michael’s company had 
created a strong brand that would stand the test of time. (*See 
Chapter 13)

Before: There was no formal budgeting process.
After: A master budget budgeting process with controls was 
established to safeguard the company’s resources.

Before: Michael’s accountant had only used QuickBooks, 
and did not have an integrated and forward-looking financial 
model.
After: An integrated financial model was developed so the 
representation of business data was more clear and decisions 
could be more rapid and comprehensive.

Before: Michael’s company possessed only a single sales and 
distribution channel; which made the business vulnerable.
After: After some creative thinking, Michael established 
two additional sales channels that diversified his company’s 
products and services, increased revenue, and reduced his 
market vulnerability.

Before: Payables were net 30, which created a constant 
outflow of cash that helped the vendors, but caused cash flow 
problems for Michael’s business.
After: Because of his good reputation, Michael negotiated an
extension to net 90, easing the cash flow burden, and he now 
saved the cost of short term loans to cover expenses. (*See 
Chapter 13)

Before: Michael hadn’t realized how the market perceived the 
risks associated with his business and the associated cost of 
capital.
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After: To make his company more attractive to his eventual 
buyer, Michael focused on reducing controllable risks to 
increase his company’s value in the marketplace. (*See 
Chapter 4)
Before: Like most business people, Michael ran his business 
to extract maximum cash flow for personal use, to augment his 
lifestyle. 
After: Now, Michael reinvested the cash flow to support 
growth opportunities and ran his company with the end in 
mind, to assure a sale to a third party in the 11th year.

Personal wealth solutions:

Before: The Kendalls had a taxable investment account; this 
investment was being consumed by taxes.
After: The Kendalls now have their investment account 
in an LLC which protects their funds from predators.                                 
(*See Chapter 7)

Before: The Kendalls had an all U.S. large company stock 
portfolio; it was a single strategy that lacked efficient asset 
allocation.
After: The Kendalls established an investment policy 
statement (IPS) which set a globally diversified, multiple 
strategy, total return approach to seeking a return that 
matched their RRR and was consistent with their ability and 
willingness to take risk.(*See Chapter 10)

Before: They did not have a life insurance trust.
After: Their financial planner helped the Kendalls establish a 
life insurance trust so there would be additional estate income 
in a protective trust to help bridge the gap while Michael 
concentrated on increasing the value of his business, and also 
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provide an estate for the children if Michael and Mary did 
consume all their assets in retirement. This relieved many 
of Mary’s anxieties about her financial security if something 
tragic should happen to Michael, and she now felt more 
protected during these gap-years, and during the coming years 
of retirement. (*See Chapter 7)

Before: No disability insurance.
After: They purchased disability insurance for both Michael 
personally, and business overhead insurance for the business.
(*See Chapter 8)

Before: Michael and Mary owned their rental as joint tenants 
with rights of survivorship.
After: That was okay, but there were better choices, so they 
considered holding the rental property in their IRA (*See 
Chapter 11); however, it was decided that an even better choice 
was to transfer the rental property to an LLC (*See Chapter 7) 
for increased protection and potential tax savings.

Before: The Kendalls did not have long term care insurance.
After: After a look at the annual premiums for LTC, they 
decided the cost was worth the risk protection, so Michael 
purchased LTC policies for both of them. (*See Chapter 8)

Before: There were no wills, no powers of attorney, and no
physician’s directives!
After: Their financial planner immediately resolved this 
concern by coordinating with Michael’s attorney, and a will 
package was established with durable powers of attorney and 
physician’s directives. (*See Chapter 7)

Before: Michael did not possess an understanding of their 
required rate of return (RRR), and there was no formal 
financial plan.
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After: The financial planner worked with Michael on 
developing a full financial plan with an RRR that was likely to 
meet the financial goals for the retirement lifestyle Michael 
and Mary desired. (*See Chapter 6)

Michael’s $10 Million Business Valuation

Michael waited patiently for a few days as his financial planner 
prepared the documents showing projections of Michael’s 
business having a valuation of $10 million. At last the phone 
call came, and Michael met his advisor to review the papers. 
Here is what Michael saw.

(Note: The following scenarios are from the perspective of a 
potential buyer and seller. These are for illustrative purposes 
only, and numbers may not add up due to rounding.)

Income statements:By the end of Michael’s 10th year, his 
business was projected as making $8 million a year in sales, 
with an EBITDA of $1.25 million, resulting in an EBITDA 
margin of 15.6%:

Figure 22: Historical Income Statement

The following table is the projected five year view of Michael’s 
business after it’s sold to the buyer, based on the given factors. 
This data assumes the same 15.6% rate of growth for Years 
1–5. Note that the net income increases proportionally year 
over year.
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Figure 23: Pro Forma Income Statement

Next, here are Michael’s balance sheets, showing the value of 
his business now, when he is first beginning to increase the 
valuation of his business, and the increased value Michael 
is anticipated to achieve 10 years from now after much 
hard work. This projection shows a business valuation of 
$10,000,000 in 10 years’ time. Note that the seller’s table is 
Figure 24 and the buyer’s table is Figure 25.
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Figure 24: Balance Sheet – Purchased

Figure 25: Balance Sheet – Opening
*This represents the purchase price and current value.
 
Next, here is a look at the details of the balance sheet from 
the buyer’s point of view, projecting out through the next 
five years. The Common Stock value remains the same at 
$5,000,000 because that is what the buyer is anticipated to 
pay for the business.
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This table represents the five year projections of the new 
buyer’s business:

Figure 26: Pro Forma Balance Sheet

The next table is the buyer’s cash flow statement, projecting 
through the first five years of ownership.
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Figure 27: Cash Flow Statement

In addition to the financial statements above, the following 
assumptions were used to derive a current value of 
$10,000,000 by using a modified discounted cash flow 
analysis as developed by Mike Adhikari, and taught in The 
Certified Merger & Acquisition Advisor program.

Assumptions:

Buyer will fund the transaction with 50% equity
•	 Buyer will pay down the term loan with excess cash flow
•	 The initial loan balance will be $5,000,000 at 6%
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•	 for 10 years
•	  Buyer will expect to earn a pre-tax return on equity of 

20%
•	 Buyer assumes 35% personal tax, and a 0% corporate
•	 state tax
•	 There are no S corporation taxes affecting adjustments
•	 The transaction will be an asset purchase with the buyer 

receiving the operating assets and liabilities of the 
company

•	 There is an annual cash reserve of 10% of EBITDA 
earning 3%

•	 The selling cost will be 5%
•	 There is a 5-year depreciation for both new and old assets
•	 There is a purchase price EBITDA Multiple of 8.0x
•	 The terminal value assumes an EBITDA Multiple of 

6.25x, 3% sales growth, a 20% EBITDA margin, and an 
expected ROI of 20%

•	 Mid-year discounting is applied
•	 For simplicity, acquisition expenses are assumed to be 

zero

Transaction summary: In the table below, Michael is 
expected to build a good deal of goodwill, decreasing his cost 
of capital by building his business’s benefits while reducing its 
risk. The buyer is paying half the purchase price, and the bank 
is financing the other half. Michael is not carrying a note, and 
is the recipient of an all-cash sale.
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Figure 28: Transaction Summary

Michael evidently has work to do, building his company’s 
goodwill over the next 10 years; the rewards are tangible 
because the numbers are realistic. One of Michael’s most 
important advantages is having the guidance of a professional 
financial planner who can sculpt a far better future for Michael 
and Mary than Michael could ever know how to do by himself!

Definition: 
Gap analysis: A process that analyzes the value 
of an individual’s business and personal wealth 
portfolio, and then compares that value with 
the stated financial goals to determine if there 
is a gap between the amount that exists and the 
amount that is desired. If there is a gap, then a 
plan can be devised that may potentially close 
that gap and achieve the desired financial goals.

Valuation results: Ten years have passed. Michael is 65 and 
Mary is 61.

During the growth years, Michael worked with his team and 
increased his EBITDA from $525,000 to $1,250,000 while 
also reducing the risks of the company from an estimated 33% 
to 20%. The result was an increase in his company’s value from 
$2,000,000 to $10,000,000, a net increase of $8,000,000. 
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Michael and his financial team did an outstanding job. Just 
look at these valuation improvements!

Figure 29: Valuation Results

Michael noted with glee how well he and his financial 
management team had done with decreasing his business’s 
company specific risk.

Over a 10-year period, the company’s risk had declined a 
total of 13 points, dropping at least a point in all categories, 
and a whopping five points in saleability. Michael had a lot of 
welcome ‘sale-abrating’ to do!
 

Figure 30: Company Specific Risk Premium Factors

Summary

Achieving these valuation results for your own business 
may best be achieved by consulting with a team of expert 
professionals, quarterbacked by your Certified Financial 
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Planner or one of your trusted advisors. As you’ve seen, there 
is a lot to know, and the value of a professional’s training 
and experience can enhance the opportunities for your 
success. There are many business owners like Michael who 
have enjoyed working long years for the gratification of their 
family’s well-being, and the vision of achieving a good life in 
the present and for the always approaching future.

Important:
By following his advisor’s financial advice, 
Michael secured his and Mary’s future.

Michael and Mary Kendall, under the guidance of their 
financial planner, made the recommended adjustments to 
their personal wealth portfolio and their business, using both 
resources to complement each other so the synergy of the 
combined effect built wealth, preserved wealth, and protected 
their wealth from predators and creditors. We all like happy 
endings; Michael’s business did eventually sell for $10 million, 
and the Kendalls retired on time with the funds they needed to 
enjoy the retirement they desired. Will this be your story, too?

Rather than leave your business success to chance and 
circumstance, it is so much wiser to consult with professionals 
who provide guidance and support so you can build your 
business, build your personal wealth portfolio, and build the 
results required for “Getting to Sold!”



Exit Insight: Getting to Sold! 54

Chapter 1: Review Questions

1. Mary was concerned about Michael’s skiing because she 
didn’t know anything about the family’s financial situation, 
and if Michael died or was disabled, she realized the whole 
family would be vulnerable. 

A. True

B. False

2. Which of the following questions are good questions to 
ask about your future retirement?

A. When exactly do you plan to retire?

B. What is your exact retirement income going to be?

C. Are you going to continue living where you are now, 
or move to a different geographic location? D. All of the 
above.

3. The capital consumption model is the model in which the 
entire estate is consumed by the estimated time of death. 

A. True

B. False

4. Valuation assumptions are made so:

A. The goals and objectives are somewhat aligned with 
the third year of EBITDA.

B. A reasonable model for a plan of action can be 
developed.

C. Cash reserves can be adjusted upward from 10%.

D. All of the above.
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5. The value of the business is added to the value of personal 
wealth to arrive at a sum stating the current value of an 
estate. 

A. True

B. False

6. Gap analysis is a process by which the financial planner: 

A. All of the following.

B. Assesses the amount of money needed in retirement.

C. Assesses the amount of years needed to acquire the 
funds needed in retirement.

D. Assesses the rate of growth required for the 
retirement wealth to be available.
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Answers

1. Answer: A. True. There needs to be a plan in place that 
minimizes the risk of death and disability, and that plan 
should be known by all appropriate family members so 
if the worst possible situation happens, there is sensible 
financial recourse.

2. Answer: D. It’s very hard to plan for the future if you 
haven’t thought about your future lifestyle. A financial 
planner can work with you to identify the variety of 
retirement goals that appeal to you, and then assess the 
financial value of these goals to give you a very clear idea 
about the amount of revenue you’ll need to sustain your 
lifestyle through the 20 – 40 years you’ll be in retirement.

3. Answer: A. True. The capital consumption model uses 
all the estate’s resources to provide a lifestyle level for the 
person in retirement, leaving nothing for heirs. The capital 
preservation model provides sufficient revenue for the 
person in retirement to live a lifestyle level and also leaves 
an estate for heirs. Some retirees, because of the limits of 
their financial situation, will have a capital consumption 
model in retirement as their only choice.

4. Answer: B. A realistic model has to be developed so you 
and your financial planner can more accurately determine 
the current value of your business.

5. Answer: A. True. This sum determines the starting point 
from which a person or family can now assess the difference 
between what they currently possess financially and what 
they wish to have at retirement.

6. Answer: A. Your financial planner’s task is to conduct a 
series of calculations to reveal the required rate of return 



Looking In On the Kendalls 57

(RRR) over a period of years that is likely to provide the 
wealth you desire at a reasonable level of risk. If you 
don’t have sufficient years before retirement or sufficient 
accumulated wealth, the result you desire may not be 
possible.





Objectives: 
 
You will: 

•	 Understand what a CVA does and how a CVA can help 
you 

•	 Know the different reasons for conducting a business 
evaluation 

•	 Learn the four steps of a business valuation 

•	 Identify the kind of data needed for a business valuation

Whether you own a start-up business or a seasoned enterprise, 
your business must be evaluated to determine its value today 
as represented by its future economic benefits.

Important:
The evaluation of your business is conducted to 
determine the value of your business’s future 
economic benefits.

You can see that the valuation of your business can quickly 
become complicated, and is even further compounded by 

Step 1: 
Conducting Your Business Valuation

Chapter 2: 
The Business Valuation Process
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the multitude of lenses through which the valuation can be 
measured.

Should your business valuation be conducted using the 
income method, or the market or asset methods? Which one 
of these methods is the best choice for your circumstances? 
How do such influences as economic trends, industry factors, 
regulations, competition, and intangibles affect the value of 
your business?

This is why you will need the advice of a person professionally 
trained in business valuation, such as a Certified Valuation 
Analyst (CVA). While certainly not an easy task to complete, 
trained professionals who know how to work closely with you 
to identify the financial strength of your business will expertly 
guide the valuation process to the best conclusion for your 
purposes.

What is Your Purpose?

What is the reason for your business valuation? We call this 
‘defining the engagement’, and like most first steps, it sets up 
the subsequent pathway of our work together… this is the first 
important detail.

Among the more common reasons for conducting a business
valuation:
 

•	 Selling or acquiring a business

•	 Establishing or updating a buy/sell agreement

•	 Bringing in a new partner or new investor

•	 Establishing an estate tax planning or gifting tax 
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planning strategy

•	 Settling a divorce

•	 Liquidating a business

•	 Considering providing stock options

•	 Preparing for buying new or more insurance

•	 Buying out a partner

•	 Seeking business financing

•	 Establishing an Employee Stock Ownership Plan 
(ESOP)

•	 Considering making a sizable gift or supporting a 
charity

•	 Converting from a C corporation to an S corporation

Strategic business purposes: 

As you can see from Figure 31 below, there are many strategic 
business purposes for a valuation.

Elaborating with an example, when selling or acquiring a 
business it is typical to find the buyer and seller in adversarial 
roles; the buyer wants to acquire the business at the lowest 
possible price, and the seller wants to hold out for the highest 
possible price.

However, when the value of that business is professionally 
established by a valuation expert, both the buyer and the seller 
are supported in the successful achievement of their individual 
and sometimes contrary goals.
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This is because the most important consideration for both the 
buyer and the seller may not be the sale price of the business!
Likely to be more significant for the buyer is knowing that 
he or she is paying the price that meets the targeted return 
on their investment. For the seller, the more significant goal 
is knowing the deal structure provides the highest after-tax 
proceeds in his pocket.

This is an example of how a valuation expert can guide 
the seller and buyer in reaching accord. Remember, too, 
that buyers and sellers may be comforted by relying on an 
independent opinion of value performed by an expert.

Definition: 
A Certified Valuation Analyst (CVA) is a person 
professionally trained in business valuation.

Tax or Compliance Purposes
When settling a divorce, the value of a business is often in 
dispute. The person wanting to retain ownership wants a low 
valuation while the person wanting a settlement desires a high 
valuation.
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Figure 31: Business Valuation Chart

In this case, a valuation expert can serve in either of two 
distinct roles. If hired by the attorney of one of the parties, the 
valuation expert would aid the attorney during negotiations by 
being an advocate for the client; or, if hired as an independent 
expert by both parties or the court, your valuation expert 
would value the business as an independent expert.

Once the purpose for your business valuation is defined, 
your valuation expert may send you a letter of engagement 
confirming the intentions of your business valuation, and 
setting a timetable for consultation and report.
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Gathering Data

In this phase of the business valuation process, your valuation 
expert will conduct an initial interview to better understand 
your business circumstances. Your advisor will ask questions 
or request data such as the following. Here is an example of 
the information you might be asked to provide:

Financial statements and income tax returns:

1.	 Federal income tax returns for the last 3 – 5 years.

2.	 Annual financial statements for the last 3 – 5 years.

3.	 Interim financial statements for the period ended or the 
closest date for which financial statements are available.

Other financial data:

1.	 Accounts receivable aging report with payer detail, if 
available.

2.	 List of inventory and description of accounting treatment

3.	 (LIFO, FIFO, etc.).

4.	 Estimate of the number of days on hand of prepaids/
office supplies as of date of valuation.

5.	 List of fixed assets. For each fixed asset the list should 
indicate the date of acquisition and the purchase amount.

6.	 Schedule of real estate investments.

7.	 List of all subsidiaries and their annual financial 
statements for the last years.

8.	 List of all other businesses in which the Company 
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has a financial investment and their annual financial 
statements for the last years.

9.	 Accounts payable aging report.

10.	List of all notes payable. For each note please provide 
the name and address of the lender, the original amount 
of the note, the interest rate, the term of the note, any 
scheduled balloon payments, and any loan covenants.

11.	 List of all shareholders in the Company and the amount 
of shares owned by each shareholder.

12.	If not shown in income statements, a breakdown of sales, 
by product or service, for each of the last             years.

13.	If not shown in the income statements, a breakdown of 
cost of goods sold and operating expenses for each of the 
last                   	  years.

14.	A schedule showing, by Company officer, all direct 
compensation for the last               years.

15.	A schedule showing, by Company officer, all payments 
made by the Company into a pension fund on behalf of 
the officer for the last             years.

16.	A schedule showing, by Company officer, all payments 
made by the Company for health insurance on behalf of 
the officer for the last             years.

17.	 A schedule showing, by Company officer, all payments 
made by the Company for life insurance on behalf of the 
officer for the last               years.

18.	Copies of forecasts or projections made by the 
management of the Company or its consultants.

19.	Copies of appraisal reports that opine to the value of 
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assets owned by the Company or its subsidiaries.

Other requested data:

1.	 Copies of leases where the Company is either the lessee 
or the lessor.

2.	 Copies of buy/sell agreements involving ownership 
interests in the Company.

3.	 Copies of articles of incorporation, bylaws, and 
amendments.

4.	 Copies of partnership agreements.

5.	 Details of any pending litigation involving the Company 
as either plaintiff or defendant.

6.	 Details of transactions involving purchase or sale of 
ownership interests in the Company.

7.	 Copy of all employment agreements, partnership 
agreements, shareholders agreements, buy/sell 
agreements, consulting agreements, management 
agreements, and income distribution plans in use.

Note: 
The buyer and the seller are in adversarial roles.

Subsequently, your valuation advisor will request a variety of 
business documents including but not limited to the balance 
sheet, profit and loss statement, cash flow statement, and 
prior years of IRS filings. In addition, a valuation expert will 
visit your business site to conduct an in-person assessment of 
operations, management, employee performance, and other 



The Business Valuation Process 67

pertinent activities related to the purpose of the valuation.

Reviewing Data

Now we’ll review the gathered data, analyzing your business’s 
industry, the economics of this industry, your business 
in relation to industry standards and current economic 
influences, and comparisons of your business with other 
businesses of similar function and size.

This phase concludes with a synthesis of these various 
analytical tasks, resulting in a comprehensive understanding 
of the industry and your business’s performance within this 
industry.

Valuation Report

The final phase of the business valuation process is the careful 
estimation of your business’s value based on appropriately 
selected valuation standards, and then generating the report 
that clearly identifies the process, the business data used 
as evidence, and the qualitative and quantitative formulas 
employed to make conclusive statements about the financial 
value of your business. The report’s summary contains the 
estimated value of the business. Depending on the size of the 
business being valued, and the purpose of the valuation, this 
report can take from a few days to several months to complete.

Summary

These are the four phases of the business valuation process. 
By carefully defining the purpose of the valuation, and then 
gathering and analyzing all the necessary numeric and 
subjective data about your business within the context of the 
industry and its current influences, a valuation expert can 
describe an accurate, cogent and well-documented business 
valuation.



Figure 32: The Valuation Process
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Chapter 2: Review Questions 

1. The first important step in conducting a business valua-
tion is determining your reason for doing so because differ-
ent purposes have different outcomes. 

A. True

B. False

2. Which of the following is not a commonly used reason 
for conducting a business valuation? A. Seeking business 
financing.

B. Selling equipment to purchase ETFs.

C. Buying out a partner.

D. Settling a divorce.

3. According to Figure 31, Business Valuation Chart, con-
ducting a business valuation to consider leasing versus 
buying is an acceptable purpose. 

A. True

B. False

4. The four steps of a business valuation are knowing the 
purpose for the valuation; gathering pertinent data that 
helps with the analysis of the business’s value; analyzing the 
data to arrive at summative values; and writing the valua-
tion report for the owner’s review and subsequent decision. 

A. True

B. False



Exit Insight: Getting to Sold! 70

Answers

1. Answer: A. True. A business valuation for selling or ac-
quiring a business might use a different valuation model 
than would be used for a valuation conducted for tax pur-
poses, or for a model that’s best suited for litigation situa-
tions.

2. Answer: B. There are many reasons for wanting to know 
the contemporary value of your business. Most business 
owners overestimate the value of their business and are sur-
prised that the market values the business’s worth accord-
ing to set valuation standards, not according to the owner’s 
assumptions.

3. Answer: A. True. A business valuation conducted for this 
purpose will reveal which option is the most costly, provid-
ing the business owner with a financial strategy that will 
help increase the value of the business over time.

4. Answer: A. True. This is the accepted 4-step process of a 
business valuation.



Objectives:

You will:

•	 Be introduced to the five different types of standards of 
value 

•	 Realize which standard of value is most commonly used 

•	 Learn which standard of value is best for a third-party 
sale 

•	 Understand the meaning of the term “premise of value” 
and its effect on the valuation of a business 

•	 Identify the difference between an orderly liquidation and 
a forced liquidation 

•	 Know the three most common approaches to business 
valuation

Before constructing a business valuation, a financial planner 
will need to discuss key criteria that provide the overall scope 
and design defining the specifics of the plan that best serves 
your purpose.

What is the purpose of your valuation? While there are many 
reasons to consider having your business valuated, one of the 

Chapter 3: 
Introduction to Valuation
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main reasons is to sell your business so you can receive the 
value and move on with your life, either into retirement or on 
to another business venture.

An experienced financial planner will consider a variety of 
strategic objectives available to you, and offer opportunities 
with options you may not have otherwise realized are 
available.

The Standard of Value

Determining the value of a business is a complicated task 
because there are different standards of value. Your valuation 
advisor must be knowledgeable in selecting the value standard 
that best suits your purpose because the conclusions of one 
standard will be quite different from the conclusions of 
another, and the material difference is likely to be substantial.
For example, when appraising the value of a business for 
the purpose of a third party sale, ‘investment value’ is the 
appropriate choice. But, if appraising a business by order of 
a court for litigation purposes, then the standard of value will 
be defined by statute. In addition, if the wrong standard is 
applied, the conclusions will invalidate the entire proceeding.

Key:
There are five standards of value common in 
valuation proceedings.

There are five standards of value common in valuation 
proceedings. This review will provide a more complete 
understanding of how businesses are valued, affording you a 
broader knowledge of how your business, or the one you wish 
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to acquire, will be analyzed and judged.

Figure 33 shows four of these standards and provides only 
a simple representation of why one or another might be a 
favored choice given a particular situation.

Figure 33: Types of Value

Fair Market Value (FMV):

The most common definition of value used in the business 
valuation process is Fair Market Value. Its popularity is 
based on IRS Revenue Ruling 59-60, which is the basis for all 
Federal tax decisions, and is used by the IRS and the courts. 
Because of its governmental favor, valuation professionals gain 
valuable guidance on performing the valuation. Here is the 
wording of IRS Revenue Ruling 59-60, defining Fair Market 
Value:
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“The price at which the property would change hands 
between a willing buyer and a willing seller, when the former 
is not under any compulsion to buy and the latter is not under 

any compulsion to sell, bother parties having reasonable 
knowledge of relevant facts.”

Another worthy definition of FMV is voiced by The 
International Glossary of Business Valuation Terms:
 
Yet another way of understanding Book Value is that it is the 
owner’s equity:

“The price, expressed in terms of cash equivalents, at which 
property would change hands between a hypothetical willing 

and able buyer and a hypothetical willing and able seller, 
acting at arm’s length in an open and unrestricted market, 
when neither is under compulsion to buy or sell and when 

both have reasonable knowledge of the relevant facts.”

Fair value: Defining Fair Value is a bit more nebulous, as its 
definition is the cause for debate, and sometimes differs from 
state to state.
When engaged in a valuation project, valuators will wisely 
request that the attorney hired specifically to oversee the 
valuation provide the definition of Fair Value applicable to the 
statutes of the jurisdiction.

Book value: The third type of valuation standard is Book 
Value, which is actually an accounting term. Book Value is 
not often used in a business valuation because the value as 
registered in the company’s financial books is not necessarily a 
true representation of the entity’s value.
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Book Value is derived from a business’s balance sheet of 
assets, liabilities, and the owner’s equity. Here is a formula 
that represents the relationship of these elements:

Assets = Liabilities + Owners Equity

Continuing this explanation, you’ll see in the formula below 
that Book Value equals the business’s net assets minus its 
liabilities as measured by historical costs. (Net assets are 
assets at historical costs minus accumulated depreciation, 
amortization and any depletion.)

Book Value = Assets – Liabilities
 

Owner’s Equity = Assets – Liabilities 

Book Value = Owner’s Equity

Intrinsic value: To determine the Intrinsic Value of a 
business, a valuator will compare the difference between the 
business’s value as calculated through a valuation with the 
value of the business being traded in the open market.
Expressing this numerically, if Acme, Inc. is trading in the 
market at $50.00 per share, but the value of the company is 
$75.00 per share when analyzed by a valuation professional, 
then Acme, Inc. has $25.00 of intrinsic value. 
$75.00 - $50.00 = $25.00.

Definition: 
The “premise of value” is the circumstance upon 
which the business valuation will be conducted.
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By this method, the Acme, Inc. stock is evidently undervalued, 
so an investor who noticed the opportunity this discrepancy 
provides could purchase the stock at $50.00 with the 
expectation that the stock will rise toward its true Intrinsic 
Value as other investors perceive the same opportunity. 
Of course, there is no guarantee that Acme, Inc. stock will 
appreciate to its Intrinsic Value, or, if it does, how long the 
appreciation will take.

Investment value: Though largely a subjective valuation, 
Investment Value is determined by the abilities of an investor 
to perceive an opportunity and take action based on their 
skills and experience with appraising a situation. An investor 
calculates the opportunity using knowledge, risk analysis, 
return characteristics, earnings expectations and a variety of 
other assessment techniques. Here is an example to explain 
Investment Value:

The investment being appraised is a 100-unit apartment 
building offered for sale in a desirable community. Three 
investors are interested in purchasing this building as an 
investment for upgrade and resale.

The first investor’s business model is investing and managing 
apartment buildings, and he values the building at $100,000 
per door for a total value of $10,000,000 (100 units x 
$100,000 =$10,000,000).

The second investor’s business model is buying apartment 
buildings and converting them to condominiums; he then 
sells them at a premium. This investor values the property at 
$150,000 per door for a total value of $15,000,000. (100 units 
x $150,000 = $15,000,000).
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The third investor’s business model is buying properties 
and redeveloping them to their greatest potential for return. 
He can afford to pay $200,000 per door for a total of 
$20,000,000. (100 units x $200,000 = $20,000,000).

Investor	        Value Perspective	   Business Intention 

Investor 1	        $10,000,000	   Manage apartments 

Investor 2	        $15,000,000	   Convert to condos/resell 

Investor 3	        $20,000,000               Development project

Figure 34: Standard of Value Example

Which investor’s perception of the apartment building’s value 
is the right one? Each investor saw a different opportunity 
and a different Investment Value based on their perception 
of a familiar outcome. All three investors are correct with 
their individual valuations because each of them perceived a 
unique value based on their knowledge and abilities. This is 
Investment Value.

Summary

A business valuation is conducted for a specific purpose, and 
that purpose will determine which of the five standards of 
value will be applied in your valuation. The Fair Market Value 
standard is the most common because of its use by the IRS 
and the courts, though the other types are useful in particular 
circumstances.

Premise of Value

The premise of value is also a critical factor in preparing the 
design of a valuation. Depending on the premise employed, 
the outcomes will be very different. Since a premise is the 
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foundation upon which a subsequent statement is made, the 
‘premise of value’ is the circumstance upon which the business 
valuation will be conducted.

Note: 
There are three most common approaches to 
business valuation.

In general, the premise of value considers the valuation of 
a business either as a “Going Concern”, or by assessing the 
“Liquidation” value of the business.

Going concern value: When valued as a going concern, 
it is assumed that the business’s operations are expected to 
continue as they have, and under normal conditions. As a 
viable business, all the tangible and intangible factors serving 
the continued functioning of the business are included in 
the valuation. This includes such factors as the business’s 
workforce, its facilities, procedures, branding, customer 
loyalty, and many others.

Liquidation value: This premise states that the business is 
being terminated and all its assets are being sold, which may 
be conducted in an orderly liquidation, or through a forced 
liquidation. The liquidation value is the net amount realized 
when all the assets have been sold. In most cases, a liquidated 
business will have less value than a business being valued as a 
going concern.

Orderly liquidation: An orderly liquidation is when the 
business’s assets are sold over a period of time, in order to 
maximize the value of the assets.
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Forced liquidation: In a forced liquidation, the assets are 
sold quickly, as through an auction.

Approaches to Business Valuation

Each approach may have several methods when conducting 
a business valuation. After you note the information in the 
graphic below, an overview of these three most common 
approaches is described briefly at first, and then in depth 
thereafter.

Using more than 1 method results in more than 1 value!

Specific industries rely on certain methods
more frequently.

Best practices review all methods 
appropriate for each valuation engagement.

Figure 35: Selecting a Valuation Approach

The income approach: As you might expect, the income 
approach analyzes the company’s cash flow or other economic 
benefit, and determines the rate of return based on the 
requirements of an interested investor. To do this, the value 
of the company is set at the amount necessary to generate the 
potential investor’s required rate of return. A discounted cash 
flow analysis often accompanies this method of valuation so 
that the present value of the future cash flow stream can be 
estimated. This approach forecasts net cash flow for a period 
of time in the future and converts that data into present-time 
value, thus clarifying the risks of the company.
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In the case of a third party sale, this either validates or 
invalidates a buyer’s interest in proceeding.

The market approach: With this approach, data from the 
acquisition of businesses similar to the business being valued 
is analyzed and comparisons are made. In the vernacular, 
this is called ‘The Guideline Transaction Method’, and it’s 
much like the practice of real estate agents who estimate the 
value of your home by looking at comparable homes in your 
neighborhood.
 
Here, the valuator adjusts the value based on differences 
between your business and those being used for comparison, 
taking into account the many applicable details of size, 
organizational structure, growth, debt, products, customer 
loyalty, location, etc.

The asset-based approach: This type of valuation focuses on 
analyzing the value of all the business’s assets and liabilities. 
The asset-based approach is often used when a business’s 
earnings and income aren’t a significant source of the 
company’s value. Aside from the evidence of physical assets, 
valuators are challenged to identify and quantify the value of 
a company’s intangible assets which include such factors as 
customer loyalty, databases, brand awareness, and workforce 
experience.
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Figure 36: Valuation Approaches

Other aspects of the business valuation process: Because a
business is a commercial activity, cash flow and financial 
statements are clearly an important factor in valuing a 
business. Other factors also have a significant influence on the 
value of your business, and are mentioned here:

Note: 
The asset-based approach identifies and quantifies 
the value of a company’s intangible assets. 

Economic Trends: Economic activity in the region, nation, and 
globally has a beneficial or detrimental effect on the prospects 
of a business’s performance, particularly on a business’s 
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financing and the cost of materials. Supply and demand are 
elemental to your business’s purchase of goods and services at 
prices that serve the bottom line.

Industry Influences: Change is a constant, and the tension 
between tradition and innovation is often a factor in a 
company’s ability to move with the marketplace; the 
company’s profitability, and subsequently its value, is at 
stake. Markets develop or stagnate, distribution channels 
may shift, and advances in technology continually change the 
possibilities.

Competition: It seems there is always someone who can do the 
work either faster, better, cheaper…your competition probably 
isn’t slowing down, and your company has to match or exceed 
the competition in some meaningful way to stay vital and 
thrive. An important consideration in your business’s analysis 
is the number of competitors, how they are competing with 
you, and if potentially new competitors have ease of entry into 
your market.

Regulations: New compliance issues can either curtail or 
expedite your company’s performance.

Market Position: Is your company a market leader with a 
strong reputation, a dedicated customer base, in-demand 
products, and enviable pricing?

Internal Controls: The business structure of your company 
determines the degree of management and control. If the 
elements of leadership, organization, and accounting are weak, 
financial data and margins are likely to be at risk.
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Intangibles: There are a number of intangibles that must be 
identified and valued. By their nature, they have no intrinsic 
value, but their effect on your company’s performance 
and success can be critical. Patents, proprietary lists, an 
experienced long-term workforce, customer loyalty, business 
locations, and brand names are some examples of intangible 
assets that have value. Valuing intangibles is a difficult task, 
but they influence your company’s market value, and they 
must be appraised.

All of the preceding aspects are listed to demonstrate that the 
valuation of a business is an extensive and complicated activity 
that requires the expertise of an experienced professional.

Discounts and Premiums: It’s important to note that a 
business valuation can also take into consideration ‘discounts 
and premiums’, which are based on a lack of control 
such as with a minority interest position, and/or a lack of 
marketability since there is no market in which to trade private 
companies.

Definition: 
A controlling interest is usually over 50% of the 
company’s stock. 

There are four basic ‘levels of value’: synergistic value, 
controlling, marketable minority, and non-marketable 
minority. Synergistic value is the highest value of a company 
because it represents the value of the enterprise as a whole, 
with the synergistic influence of all the company’s many 
elements, both tangible and intangible. A controlling interest 
is usually over 50% of the company’s stock depending on state 
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statutes, and a marketable minority is typically between 1% 
and 50% of a company’s stock. A non-marketable minority 
position represents a non-controlling equity interest in the 
company, and it is discounted because there is no publicly 
traded market in which it can be bought or sold.

Two Types of Income Methods

Introduced briefly above, a more thorough explanation 
of the income method will contribute to a more complete 
understanding of business valuation because the income 
approach is the one most often employed by valuation 
professionals.

When using the income approach, the valuator focuses on two 
key elements of value: determining the appropriate definition 
of income or cash flow; and discounting the income or cash 
flow to its present value by selecting the appropriate rate. 
The discount rate is a strong indicator of the amount of risk 
entailed, and is commonly called the cost of capital.

There are two commonly applied types of income methods. 
The first type of income approach is the discounted earnings 
method, also known as the discounted cash flow (DCF) 
method. The other income method is called the capitalization 
of earnings method. Let’s review them both.

The discounted earnings method (discounted cash flow): This 
method for analyzing value is used when a business will be 
operating in a significantly different manner in the future, 
affecting expectations for its future earnings. Because of the 
anticipated alteration in its behavior, the focus on its future 
performance and estimated income will be on projected cash 
flow.
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Key:
There are two types of income methods: income 
and capitalization of earnings. 

The discounted cash flow (DCF) method is based on a theory 
about the time-value of money. The DCF proposes that a 
business’s present value is reliably represented by discounting 
the sum of all future cash flows up to and including a selected 
terminal year used for the calculation. The terminal year is 
defined as the year in the future when the business is assumed 
to continue growing at a steady rate, which is usually no higher 
than the level of GDP (Gross Domestic Product) growth.

Stated another way, the business’s estimated future cash flows 
are capitalized in the terminal year, providing the present 
dollar value of the company into perpetuity. That number is 
then discounted by the cost of capital to acquire the present 
value of that perpetuity. Then, that present value is added to 
the present value of the operating cash flows.
 
Here is an example to help clarify.
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Figure 37: Discounted Cash Flow Example
Note: Dollars are in millions.
Using this example of a five year term until estimated 
stabilization, the forecasted annual operating cash flows grew 
from $1 million to $1.464 million between years 1 and 5. In 
Year 5, the terminal year, cash flow is stable at 3%, and is equal 
to Year 5’s cash flow multiplied by Year 5’s growth rate:

$1,318 x (1.03) = $1,357

The valuator can now determine the value of the company by 
capitalizing the terminal year’s cash flow.
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$1,357 / (.23-.03) = $6,786

Discounting by Year 5’s factor will result in a strong estimation 
of the company’s terminal year value at $2,410.

The total value of the company is calculated by adding the 
present value of operating cash flow to the terminal year’s 
present value, and determining the total at $5,373. (In millions 
of dollars.)

Notice that there is a nice balance between the percentage 
of the total value that comes from the operating cash flows, 
which is 55%, and the terminal year value, which is 45%. A 
healthy balance is important. Quite often, the majority of the 
value comes from the terminal year’s value, and this can be a 
concern.

As a formula, here is the representation for this example:

Figure 38: Net Cash Flow Chart

Here is another version of the same formula, designed more 
simply:

Figure 39: Net Cash Flow Chart, Simplified

Capitalization of earnings method: The capitalization of 
earnings method is used to establish the value of a business 
by analyzing the business’s value as a capitalization of that 
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business’s anticipated benefits or earnings. For example, it 
applies historical cash flows to forecasted cash flow for the 
next period, and the result is converted to present value using 
a suitable capitalization rate which is equal to the discount rate 
less the anticipated growth rate in perpetuity.

Depending on the type of business and other considerations, 
expected benefits might take the form of dividends, cash flow, 
and a variety of other types of earnings.

Capitalization of earnings is more acceptably applied when it 
seems reasonable that a business’s present-day operations are 
likely to maintain the current pattern into the future.

Of course, the capitalization of earnings method is truly valid 
only when a company’s historical earnings are representative 
of its earnings in the future.

Value = NCF1
                (r-g)

NCF1 = Net Cash Flow
r = discount rate
g = growth rate

In this example, the business’s value is calculated by using 
the capitalization rate (r – g) as the divisor of the expected 
financial benefit in the numerator. It’s important to note that 
the capitalization rate incorporates the risk of the potential 
future financial benefits.
 
So, as you can see, the discounted cash flow (DCF) method 
serves as a device for determining the present value of a 
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company by using calculated projections on the amount of 
future cash flow (income) the company could reasonably 
expect to make in the future.

Here is an example to help clarify.

Figure 40: Capitalization of Earnings Example

In Figure 40, you can consider the capitalization method for 
calculating value. In this example, the discount rate is 23%, 
the operating period is five years, and the terminal year growth 
rate is 3%. The terminal year capitalization rate is 20%.

We then plug in the other financial data, and have three sets 
of information to consider to determine the best way to value 
your business using the capitalization method. Is the five year 
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average the best set of data? Maybe. Or should we use the 
weighted average?
 
Maybe. How about last year’s data? Maybe.

Your valuation analyst will make a professional decision, based 
on the unique circumstances of your business, to determine 
the value of your business in the future…to arrive at your 
business’s present-day value.

The five year average may not be the best selection because it’s 
an average of the last five years; if your company is showing 
a consistent upswing in growth and cash flow, looking so 
deeply at the past may not be the best choice…and yet, if your 
business has a highly stable base of revenue and expenditures 
with very little movement from year to year, perhaps this 
perspective truly is the best choice.

On the other hand, if your business is growing, and shows that 
strong growth is likely to continue for years to come, perhaps 
last year’s data is indicative of your business’s future. But 
then again, a weighted average perspective might be the best 
of both the past and your potential for the years ahead. Your 
analyst will select the best viewpoint based on the facts and 
the promise of your business’s potential for future value in the 
present-day. The calculated value of your business changes 
accordingly, based on the data being employed.

Two Types of Market Approaches

The market approach develops a value using the principle of 
substitution. This simply means that if one business interest is 
similar to another and could be used for the other, then they 
must be equal.
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For valuation purposes, this means “invested in”. The price of 
two like and similar items should approximate one another. 
To use the market approach, there must be a sufficient number 
of comparable companies so comparisons are meaningful. 
The substitute item only needs to be equally desirable, that 
is, “comparable”, and not identical to the subject business 
interest.

The market approach derives a value for the subject interest 
by comparison to the selling prices of similar entities 
that have been traded in arm’s-length transactions. Sale 
transactions involving similar companies are examined, and 
the relationships of price to one or more measures of economic 
income are derived. Some commonly used measures are the 
ratio of price-to-revenues, price-to-net income, and price-to-
net-asset-value, among others. These relationships are known 
as value multiples or pricing multiples. The selected multiples 
are then applied to comparable measures of economic income 
of the subject interest in order to estimate its value.

We will consider two different market approach methods 
to determine the value of the equity of the company in our 
example below: an analysis of guideline public companies; 
and an analysis of recent guideline merger and acquisition 
transactions.

Publicly traded guideline company’s method: The assumption 
behind the publicly traded guideline company method is 
that prices of publicly traded stocks in the same or a similar 
industry provide objective evidence on the values at which 
investors are willing to buy and sell interest in companies in 
that industry.

To be comparable, it is not necessary that the company and 
publicly traded companies be identical. A business valuation 
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analyst will rarely find a guideline company that is exactly the 
same in all respects as the company being valued. The best an 
analyst can hope for is to find a number of public companies 
that are similar to the company in many respects. Even 
then, much judgment must be applied in selecting guideline 
companies for further study.

Consideration should be given to the following elements, 
among others:

1.	 Industry similarity
2.	 Size
3.	 Historical trends
4.	 Growth prospects
5.	 Financial risk
6.	 Operating risk
7.	 Management depth
8.	 Dividend paying capacity

 
Guideline transaction method: This method values a company 
by finding acquisitions of comparable companies in the 
marketplace, and then applying the multiples at which those 
companies sold to the subject company’s data to derive a 
value.

Two Types of Asset Approaches

In an Asset-Based Approach, the value of the entity is based 
on the underlying value of the assets owned by the entity. This 
approach is useful for entities that hold significant tangible 
assets, are not laborintensive, and have negligible intangible 
value.
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Note: 
In an Asset-Based Approach, the value of the 
entity is based on the underlying value of the 
assets owned by the entity.

This approach is most appropriate in two situations. The first 
situation is when a company’s value depends heavily on the 
value of its tangible assets, and little or no value is added from 
labor. The second situation is when there is no established 
earnings history, or there is an unstable earnings history, or 
there is doubt about the ability of the company to continue 
as a going concern. This latter case may occur with a start-up 
company with no financial history, or a troubled company that 
may be unable to continue to survive.

A significant assumption in applying this approach is that the 
investor has the ability to realize the value of the company 
through a sale of the assets.

Adjusted Net Book Value Method: This method 
consists of determining the fair market value of a company’s 
assets and subtracting the fair market value of its liabilities 
to arrive at the fair market value of the equity. Both tangible 
and identifiable intangible assets are valued. Where available, 
appraisals are used to value certain assets, and remaining 
assets and liabilities are included at book value, which is 
assumed to approximate fair market value.

The Adjusted Net Book Value Method assumes that the 
value of the company will be realized by a hypothetical sale 
of the company’s operating net assets. It is assumed that 
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these operating net assets will continue to be used by the 
hypothetical buyer as an integrated business entity, and as a 
going concern.

The Adjusted Net Book Value Method is generally used for 
companies that have significant tangible assets and where 
there is little or no value added to the company’s products or 
services from labor.

Liquidation Method: The Liquidation Value Method, by 
contrast, assumes the enterprise is not a viable going concern. 
This method restates the company’s balance sheet items to 
their net realizable values in liquidation.

Summary

In this section we discussed key elements of the business 
valuation process which includes choosing the standard of 
value, and the premise of value. Then, three approaches 
to value were considered. The Income Approach, Market 
Approach, and Asset-Based Approach were described, as were 
their individual methods. Valuation analysts will consider 
and select the valuation approach and method which is most 
suitable for the subject company’s unique set of circumstances.

In the next section we will discuss the value formula, which is 
the heart of the valuation process.
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Chapter 3: Review Questions

1. The two best standards of evaluation for divorce are fair 
market value and the intrinsic value models. 

A. True

B. False

2. True or false? The market approach compares the 
business with other comparable businesses. 

A. True

B. False

3. Intangible assets are such factors as customer loyalty, 
databases, brand awareness, and workforce experience. 

A. True

B. False

4. True or false? A controlling interest is usually between 1% 
and 50% of a company’s stock. 

A. True

B. False

5. The capitalization of earnings method of valuation is 
based on a theory about the time-value of money. 

A. True

B. False

6. The two types of market approaches are the adjusted net 
book value method and the liquidation method. 

A. True

B. False
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Answers

1. Answer: B. False. See Figure 33. The two best standards of 
evaluation for divorce are the fair market value, and the fair 
value models.

2. Answer: A. True. This is similar to when real estate agents 
compare homes of comparable value. To use the market 
approach, a sufficient number of comparable companies 
must be available. The company being used as the 
comparable model does not have to be identical but should 
be equally desirable so the comparison is meaningful.

3. Answer: A. True. Intangible assets are assets that are 
difficult to quantify, though an experienced Certification 
Valuation Analyst (CVA) follows a legally accepted process 
to determine the numeric value of these intangibles.

4. Answer: B. False. A controlling interest is usually over 
50% of the company’s stock.

5. Answer: B. False. The discounted cash flow is based on 
the time value of money. The capitalization of earnings is 
based on analyzing the business’s value as a capitalization of 
that business’s anticipated benefits or earnings.

6. Answer: B. False. The net book value method and the 
liquidation method are two types of asset approaches, not 
market approaches. The two types of market approaches 
are the publicly traded guideline company method, and the 
guideline transaction method.



Objectives:

You will:

•	 Learn about the value formula and how it is used to 
determine a company’s true economic value 

•	 Understand more about what determines a company’s 
economic benefits to a buyer 

•	 Know more about business risks that curtail a business’s 
value 

•	 Deepen your knowledge about the various premiums that 
are addressed against a business’s value 

•	 Have a better understanding about how macro-economic 
risk is evaluated

The value of an interest in a closely held business is typically 
considered to be equal to the future benefits that will be 
received from the business, discounted to the present at an 
appropriate discount rate. The discount rate is calculated 
against the value of a business based on the risks inherent 
to the business. Additionally, as presented in Chapter 3, 
the discount rate formula is an essential factor of both the 
discounted cash flow (DCF) and capitalization of earnings 
methods.

Chapter 4: 
The Value Formula
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This concept is easy to grasp:

                Present Value = Economic Benefit
Risk

Figure 41: Value Formula

However, while easy to understand at this basic level, there 
are mountains of data to sift and review before legitimately 
concluding with a firm and professional financial value of your 
business.

To deepen and expand an appreciation of this formula, it’s 
advisable to explore the constituent elements of the numerator 
and denominator, ascertaining the commercial influences 
composing each.

Economic Benefit (The Numerator)

There are various ways to define economic benefits, and 
ultimately, your valuator only needs to use one of them. A few 
of the more common definitions used to value closely-held 
private companies are:

•	 Cash flow
•	 EBITDA
•	 Net income
•	 The seller’s discretionary earnings

 
Free cash flow: Two popular definitions of free cash flow, 
which can be used in either the DCF or the capitalization 
method, are Free Cash Flow to Equity (FCFE) and Free Cash 
Flow to the Firm (FCFF). Free cash flow to equity is used when 
valuing an equity interest, and free cash flow to the firm is 
used when valuing the entire company.
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Definition: 
The value of an interest in a closely held business 
is typically considered to be equal to the future 
benefits that will be received from the business, 
discounted to the present at an appropriate 
discount rate. 

Free cash flow is different from the more commonly known 
net cash flow; free cash flow is adjusted for reinvestment into 
the company via working capital and capital expenditure. The 
valuator focuses on free cash flow when valuing a company.

Net cash flow is the element you and your accountant are more 
interested in on a daily basis. Net cash flow is the difference 
between the monthly cash receipts and the monthly cash 
payments. Typically, if a company has a steady and positive 
net cash flow over a range of months, the company is regarded 
as financially healthy.

Net Cash Flow = Cash Receipts – Cash Payments (over time)

The Statement of Cash Flows is a financial document detailing 
a company’s cash flows, and it has these three sections: Cash 
Flows from Operating Activities(CFO), Cash Flows from 
Investing Activities(CFI), and Cash Flows from Financing 
Activities(CFF). By reviewing these three sections, the 
company’s net cash flow is identified.

Net Cash Flow = CFO + CFI + CFF

There are several reasons why net cash flow is important: 
net cash allows a business to grow, create new products or 
services, reward employees, increase marketing and sales, 
reduce debt, pay dividends, etc. This is why net cash flow is 
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one of the most highly regarded indicators of a company’s 
well-being.
 
Free cash flow definitions:

1. Free cash flow to equity:
Net income
+ Non-cash items (depreciation, amortization)
+- Changes in working capital
- Capital expenditures (CapX)
+ New borrowing
- Debt payments
= Net cash flow to equity

When using FCFE in the numerator, the proper risk 
measurement (denominator) is the cost of equity. The cost of 
equity will be discussed shortly.

2. Free cash flow to firm:
Net income
+ After tax interest expense
+ Non cash items. (depreciation, amortization)
+- Changes in working capital
- Capital expenditures (CapX)
= Net cash flow to equity
When using FCFF in the numerator, the proper risk 
measurement (denominator) is the weighted average cost 
of capital known as WACC. WACC will be discussed in an 
upcoming section.

3. EBITDA: Determining the economic benefit of a business 
means conducting an analysis that results in a financial value. 
One of the key components of such an activity is calculating 
the EBITDA, which is ‘Earnings Before Interest, Taxes, 
Depreciation and Amortization’.
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Important:
The discount rate is calculated against the value 
of a business based on the risks inherent to the 
business.

One of the main reasons EBITDA is used as a determiner of 
economic value is because it is easy to calculate, harder to 
manipulate, and less dependent on accounting adjustments. 

Simply put, it represents net income combined with interest, 
taxes, depreciation and amortization…allowing EBITDA 
to function as a gauge of a company’s profitability, or to 
compare the profitability of companies without the many 
potential effects of financing situations, taxation issues, asset 
depreciation and various accounting influences that obscure 
the clarity of the economics.

As popular as EBITDA is, it still needs to be normalized, and 
adjusted to properly reflect the true cash flows an investor 
expects to put in his pocket. Only then can it be reliable as an 
economic benefit in the valuation formula.

4. Net income: Net income is also known as ‘the bottom line’ 
because it is the last line of the income statement, summing 
the amount of money remaining in the company after all 
operating expenses, interest, taxes and certain dividends have 
been deducted from the total revenue of a company during a 
set period of time. The formula is: 

Total Revenue – Total Expenses = Net Income

When used as the numerator, net income can be either before 
or after tax. The difficulty with net income is in matching it 



Exit Insight: Getting to Sold!102

with the proper denominator because developing a discount 
rate or capitalization rate is not as easy to derive as is free cash 
flow.

Net income is different from net cash flow. Net cash flow starts 
with net income; financial data is calculated (as presented 
above and replicated here) to arrive at the net cash flow 
amount:

Net Income
+ Non-cash items (depreciation, amortization)
+- Changes in working capital
- Capital expenditures (CapX)
+ New borrowing
- Debt payments
= Net cash flow to equity
 
5. Seller’s discretionary income: Another economic benefit to 
owning a company is seller’s discretionary income, or seller’s 
discretionary cash flow. This is a particularly important term if 
you are considering the purchase of a small business.

Key:
The value formula is Benefit divided by Risk.

Value = Benefit
               Risk

It’s not uncommon for a business owner to use the company’s 
cash for a variety of purposes that are ‘discretionary’, or 
particular to the spending choices of one owner, but not to 
another. The owners of many small businesses use their 
company’s cash to pay bills that are legitimate company 
deductions that could not be deducted on their personal tax 
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return. For example, the owner may use discretionary cash to 
pay his or her salary, country club dues, cell phone expenses, 
a life insurance policy, and other expenditures that can be 
legitimized by the business.

When considering the purchase of a business, carefully review 
the expenditures the owner is making to determine the use 
of company cash and whether the funds are necessary for the 
business’s operation, or are a perk the owner is choosing to 
purchase for personal reasons that you could redeploy for your 
own uses. This information will add to your understanding of 
the company’s financial strength.

To assist with a better understanding of the various ways 
numerators can be derived from the profit and loss statement, 
Figure 42 partitions net income as illustrated by the P&L 
Column, earnings before interest and taxes (EBIT), and 
earnings before interest, taxes, depreciation, and amortization 
(EBITDA).

Definition: 
EBITDA means Earnings Before Interests, Taxes,
Depreciation and Amortization.

This is an important table to review because it illustrates the 
significant difference of value that can be attained when using 
different valuation lenses.

Some business owners believe they know their company is 
worth ‘five times’. “My company is worth five times!” Five 
times? Five times what? “Oh! Five times!”
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Figure 42: Earnings Comparison

As the table shows, five times the P&L is a lot less than five 
times the EBIT, which itself is worth $500,000 less than five 
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times the EBITDA. You may know your business has a terrific 
value multiple, but you also have to know the category of 
calculation.

That’s one of the biggest ways we can communicate better…
when we all use the same vocabulary and definitions! Using 
terms correctly also helps business owners clearly know their 
own circumstances.

Summary

In our consideration of the value formula (Economic Benefit 
divided by Risk), this section identified the numerator, 
or economic benefits, to owning a business. Cash flow, 
EBITDA, net income, and the seller’s discretionary earnings 
are all categories of financial measurement that explain the 
availability of cash…which ultimately is the monetary purpose 
for being in business.

The next section will review the denominator of the value 
formula: what constitutes the risks to owning a business?

General Business Risks (The Denominator)

There is a lot of risk to your money when you make 
investments… and even if you don’t! This section identifies 
some of the general risk categories to which you are exposed, 
and provides information you may need to know.

Remember the value formula when reading this section:

Present Value = Economic Benefit
                                           Risk
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Risk free rate: The risk free rate is a widely used reference 
in modern financial parlance because it is core to the basic 
concept of investment risk.
 
Every sensible investor wants as much return as possible for 
the least amount of risk. No one wants to lose their capital in a 
bad investment…money is too dear. So the concept of receiving 
a risk free rate of return on an investment is compelling. The 
U.S. T-Bill is assumed to be default free, so it is the standard of 
risk free instruments.

Important:
When considering the purchase of a business, 
carefully review the expenditures the owner is 
making to determine the use of company cash. 

The investment vehicle that most nearly offers a risk free 
rate is the United States Treasury bill. The T-Bill is a short 
term investment with the government of the United States, 
and at the end of a 3-month period, the invested capital and 
the related interest are returned to the investor. The rate of 
return is usually quite low because the risk of the investment 
is also quite low, as it is backed by the resources of the U.S. 
government, and for only a short period of time.

There is a risk with every investment, even with the safest of 
all investments, and the more risky an investment is perceived 
to be, the higher the rate of return to compensate for the 
risk the investor is accepting for receiving the return of the 
investment and its earned interest. Though the U.S. Treasury 
bill is often used as the example of a zero-risk investment, it 
also carries an element of risk.

So, when considering risk as the denominator in the value 
formula we are defining (Economic Benefit divided by Risk), 
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one of the features of risk we must recognize and consider 
in any value calculation is the degree of risk the business 
investment represents above the risk free rate as measured by 
the U.S. Treasury bills.

In simpler language: When measured by the almost ephemeral 
risk of U.S. Treasury bills, how much greater is the degree 
of risk by making an investment in the company? In even 
more simple language: You’re taking a risk! How risky is it 
compared to the T-bills?

Inflation: Inflation is another key factor contributing to 
business risk by creating uncertainty over the future value 
of an investment. Inflation risk is the probability of loss in 
the value of cash when currency decreases in value over time 
because of supply and demand and changes in the perception 
of value. The result of these adjustments is that the cost of 
goods and services increases and the currency units purchase 
less than originally. In addition, the risk isn’t just the effect of 
inflation on the purchasing power of currency units, but also 
the risk of a higher inflation rate than estimated when the 
investment was first made.

Since the purchasing power per unit of money decreases over 
time, an investor’s money is at risk of inflationary influences; a 
higher rate of return is required to offset this erosion of future 
value and purchasing power. An investor who disregards the 
effect of inflation when assessing investment results is focused 
on the ‘nominal return’. An investor who recognizes the effect 
of inflation when assessing investment results is focused on 
the ‘real return’.

Here is an example of how inflation affects the future value of 



Exit Insight: Getting to Sold!108

an investment made today:

Figure 43: The Impact of 3%                                                          
Annual Inflation in Dollars

Value Today:	$200,000 
Inflation Rate: 3%

 

 

Figure 44: The Impact of 3%                                                     
Annual Inflation on Your Purchasing Power
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As you can see, the erosion of the dollar’s value is extreme. 
Yes, there are protections against the advance of inflation 
and the reduction in a currency’s capacity to purchase goods 
and services; such investments include Treasury Inflation 
Protected Securities (TIPS) and variablerate securities, but 
these are topics for another discussion. The main point is that 
inflation is a business risk that must be acknowledged and 
managed.

Note: 
Risks are equity, size, industry, company specific, 
and macro risk. 

Equity risk premium: Another factor in the assessment 
of business risk is equity risk premium. Equity risk premium 
is the return above the risk free rate that investors expect to 
receive for investing in equity or stock. Because investors are 
accepting the uncertainty of a risk to their capital by investing 
in a company, they expect to be compensated for their risk by 
receiving a premium on their money.

The premium is calculated by finding the amount of interest in 
excess of the risk free rate. Here is an example:

The risk free rate for a set period of time is 3%. An investor has 
done his or her research and determined that investing in a 
company for the same period of time is a reasonable risk for an 
anticipated return of 12%. The equity risk premium is 9%.
 
Size risk premium: Investors also risk their funds when 
investing in smaller companies. Companies that are smaller 
have a higher risk because they are less capitalized, or they 
suffer more in economic or industry slowdowns, or they have 
lower trading value, or their risk of bankruptcy is higher, etc.
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Because they are historically a higher risk, even though 
they have also historically provided greater returns, small 
companies must offer a higher rate of return to investors 
to entice and hopefully reward investors for assuming the 
additional risk.

Industry risk premium: This is the risk the investor 
accepts based on the annual performance of companies in 
select industries. Some industries are trending up, some 
down…and reversals occur. It’s wise to invest in industries 
with which you are familiar so you know if the risk is 
warranted.

Company specific risk premium: In this category, the 
risk is specific to the company being examined. Also known 
as “specific risk”, “unsystematic risk”, “diversifiable risk”, 
or “residual risk”, company specific risk is a risk assumed 
by unexpected circumstances that affect only the company 
or portfolio an investor is holding. An example of this is a 
worker’s strike, or the sudden scarcity of a required element 
used in manufacturing, or a new government regulation, or the 
unanticipated expansion by a competitor. Company specific 
risk can be reduced through the diversification of investments, 
although even a well-diversified portfolio will still have some 
exposure to risk.

Macro risk: Another form of risk is macro risk, or 
macroeconomic risk, which analyzes the nature and potential 
risks of the largescale influences that bear on the marketplace 
and which affect the microeconomic issues of individual 
companies or sectors.

Here are the macroeconomic categories that must be 
considered when examining the nature of risk for a business:
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Economy: The country’s economy contains a variety of 
elements that can become unstable and create unanticipated 
risk for investors.

GDP: The GDP of a country, which is the total annual 
monetary value of all the goods and services produced by that 
country, generally represents a country’s financial health. If 
a country is doing well and its GDP is increasing, then this 
indicates that conducting business is likely to be profitable, 
assuming you have researched and confirmed the company 
as being contributable to the economy. “A rising tide floats all 
boats.”

If, however, the GDP sinks and the country experiences a 
downturn in productivity, the company is likely to also mirror 
a decline in business growth. A receding tide also lowers all 
boats.

a) Inflation: We’ve considered the effects of inflation 
previously, and determined that over time, the purchasing 
power of money diminishes. Depending on the monetary 
policies of the Fed, companies may have a higher risk and 
a faster rate of inflation than was anticipated at the time of 
investment.

b) Fiscal policy: Fiscal policy is the set of actions a government 
takes with its spending to influence the national economy. 
The way a government spends its money is insightful to 
understanding what its decision-makers regard as important, 
whether armies or schools. A company is subject to the risk 
of the nation’s fiscal policies because expenditures by the 
government could adversely affect business health.
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In addition to unanticipated changes to a government’s 
spending, the prospect of increasing taxes can also pose a 
serious risk to a company. Tax rates may be mild or normal 
today, but over time it is not uncommon to see taxes rise as 
the government needs to maintain or increase its financial 
strength during difficult periods of governance.

Monetary policy: Monetary policy is the set of actions an 
authority takes to manipulate the national economy by using 
the supply of money and its subsequent influence on interest 
rates for the purpose of creating such benefits as economic 
stability and the improved well-being of the population. 
Monetary policy can be either expansionary with increased 
amounts of money supply, or contractionary with decreased 
amounts.

 

Note: 
In an Asset-Based Approach, the value of the 
entity is based on the underlying value of the 
assets owned by the entity.

In the United States, the Federal Reserve System is the 
institution that adjusts and controls the monetary policy. The 
way a country manipulates its monetary policy is through the 
buying and selling of investments made available to the public, 
such as T-bills, T-notes, T-bonds, and currency. Currency 
fluctuations, for example, can have a disastrous effect on 
companies that must accurately price the value of goods and 
services for the global markets, or determine the feasibility of 
exporting goods to other countries.

It’s easy to see that risk is integral to monetary policy changes.

c) Leading indicators: Leading indicators, as used here, are 
forecasting tools that warn investors about significant economic 
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trends taking form. These insightful instruments take the 
measure of a variety of specialized data, and as these readings 
are regarded as pertinent, analysts and valuators use this 
information to protect against the crises and risks that are 
indicated as forthcoming.

Examples of such forewarnings of approaching economic 
danger are a fall in the prices of housing, and the increase in 
the growth of credit. It is worthwhile to note that a significant 
increase of credit growth foretells a coming economic crisis 
16 quarters before the crisis arrives. Leading indicators are 
an excellent method for gauging the macroeconomic risks 
present in the economy, alerting analysts and valuators to take 
precautions.

Employment: Employment and unemployment are another 
macroeconomic concern for investors. In a healthy economy 
in which most of the working-age population is employed, 
productivity is robust and the economy has broad support for 
the continued national output of products and services; strong 
employment means that living standards are maintained, and 
labor has steady income which translates into purchasing 
power and possible disposable income; tax revenues can be 
maintained which are associated with government services 
such as schools, libraries, hospitals, and roads.

Unemployment reverses most of the benefits mentioned, 
resulting in diminished local business, a decline in purchases, 
less need for production, an increase in taxes, more crime, 
reduction in health care, less effective schools, etc. The risks 
associated with unemployment are quite tangible.

Geopolitical: The definition of the term ‘geopolitical’ is well-
debated, but for the purpose of this explanation, we intend to 
mean the political control exercised over a designated area and 
associated population.
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Geopolitical risk is the risk induced by the influence of 
government regulations that either advance or curtail the 
political and social stability of a country, or the region.

Domestic geopolitical risk can be understood by considering 
the many influences a local, state, and national government 
can exert on its populace, such as the effects of child labor 
laws, minimum wage requirements, OSHA and EPA 
restrictions and benefits, etc. Obviously, these regulations have 
both beneficial and detrimental effects on business and on 
society. The risk to business, however, is likely to be increased 
costs and restrictions on the freedom to conduct business 
activities.

Global geopolitical risk is based on the friendly or hostile 
and ultimately self-serving interaction of political states that 
result in global economic impacts through wars, restrictions 
in commerce, the fluctuation of resource supplies, price 
manipulation, etc.

For example, global geopolitical risk has been very high since 
the 1970s when oil shortages began, with the difficult situation 
in the Middle East creating continuing consequences that have 
affected all parts of the world. The economic growth of most 
nations has been curtailed by the increase in oil costs, which is 
attributable to increasing demand but also to the instability of 
the region.

With increasing oil prices, corporate investments have been 
restricted both domestically and globally, leading to a global 
downturn in economic growth. Global inflation is a result, 
evidenced by the price increases of precious metals, and global 
recession could occur as investors and corporations withhold 
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their investments to wait out the storm. Global geopolitical 
risk, if it is of significant scope, can have a serious and long-
lasting effect on the global economy.
 
Demographics: Demographic risk includes concerns about 
the age, gender, race, education, and financial abilities of the 
people living in a company’s service area. 

A current topic about demographic risk in the news today is 
the aging of the workforce as Baby Boomers are beginning to 
retire and starting to create shortages in the work force. This 
has implications for businesses that must replace experienced 
personnel, and train younger employees to take their seniors’ 
places to curtail productivity risk.

Similarly, if the service region is experiencing declining 
birth rates, this can have a palpable effect on the capacity 
for providing sufficient workers in the future; it may mean 
importing workers from another area or country, which has its 
own particular effect on the economy and the business in the 
area.

When a demographic area shifts from one racial and 
ethnic group majority to another, or a new minority begins 
to increase, this change can have an effect on language, 
education, health, law enforcement, etc.

Gender can significantly impact demographic risk with 
increased maternity leave, single parent families, reduced 
living standards, or an increase in criminal behavior. The 
educational level of the people in a demographic area can 
shape behavioral expectations either positively or negatively, 
as can the population’s financial well-being.
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When considering macroeconomic risks, the demographics of 
the service region has a huge effect on a company’s potential 
for growth and prosperity.

Psychographics: The beliefs, attitudes, aspirations and values 
of the population living in a company’s service area determines 
their lifestyle behavior, and this psychological composition 
can translate into product usage or avoidance, customer 
loyalty or disaffection, and brand popularity or disfavor. 
On a macroeconomic scale, proper positioning can reduce a 
company’s psychographic business risk.

Technology: Technology is changing swiftly these days, and 
the equipment (machines, computers…) used in your business 
can become outmoded so quickly that your somewhat recent 
investment becomes fruitless, creating a value loss as well as 
restricting your ability to serve your market effectively.

Summary

In this chapter we discussed some of the general business 
and economic risks that indirectly affect the cost of capital. 
In the next section we’re going to focus on the particulars of 
those risks, and how they affect the cost of capital in a formal 
valuation setting, examining the methodology the valuator 
would specifically use to handle the risks presented above.

The purpose of this discourse is to convey the importance 
of fully understanding the degree to which a professional 
business valuator is trained to analyze and estimate the 
monetary value of your company when conducting a business 
valuation.
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Present Value = Economic Benefit
                                           Risk

Knowing the true monetary value of your company is essential 
to taking advantage of the ever-changing landscape of the 
business environment. Accounting all your benefits and 
assessing all your risks places you in the position of knowing 
your realistic and risk-limiting choices, as well as identifying 
your progress toward the financial goals you treasure.
 
Cost of Capital: Discount and Capitalization Rates

In this section we’re going to consider how a formal valuator 
might simulate the general business risks in order to arrive 
at a numeric value that quantifies the risks a business may 
represent. This interesting presentation provides insight to 
the formulas employed during a formal valuation, revealing a 
degree of the detail involved in assessing the monetary value of 
a business.

Please note that in the following calculations we are only 
considering equity and debt, and for the purpose of simplicity 
there is no preferred equity component.

There are two primary components to the cost of capital in 
a private company: the cost of equity, and the cost of debt. 
Both of these components can be used to either discount or 
capitalize economic benefits.

When we are valuing just the equity in a company, we will 
just use the cost of equity; and when we are valuing the entire 
company, we will use the weighted average cost of both equity 
and debt. This is commonly referred to as the ‘weighted 
average cost of capital’, or WACC.
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WACC = (ke X We) + (kd X((1-t) X Wd)
ke	 Cost of equity
We	 Weight of equity
kd	 Cost of debt
t	 Tax rate
Wd	 Weight of debt
 
Cost of equity: There are various ways to calculate the cost 
of equity, with many being very academic. One of the more 
common methods to approach the private company cost of 
capital is the ‘build-up method’. It can be summarized as 
follows:
 
E(Ri) =Rf + RPm + RPs + RPi + RPu

E(Ri)	 Expected return on the investment
Rf	 Risk free rate
RPm	 Risk premium for the market (equity risk premium)
RPs	 Risk premium for size
RPi	 Risk premium for industry
RPu	 Risk premium for the unsystematic or unique risk of the
specific company
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Here is an example to help clarify:

Here is an example to help clarify:

Figure 45: Build-up Method
 
Here is an example to help clarify the cost of debt: 

Figure 46: Cost of Debt

Here is an example to help clarify the weighted average cost of 
capital.

Figure 47: WACC
 
For a strategic planning perspective on reducing the cost of 
capital (risk), please see the section on closing the gap, and the 
case study.
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Chapter 4: Review Questions 

1. The evaluator can define economic benefits by examining 
which of these?

A. EBITDA

B. Risk free rate

C. Industry risk premium

D. Size risk premium

2. Inflation is a business risk, creating uncertainty over the 
future value of an investment. 

A. True

B. False

3. The equity risk premium is the compensation an investor 
expects for taking a chance on investing in a company. 

A. True

B. False

4. An example of macro-economic risk on a company is the 
effect of geopolitics. 

A. True

B. False
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Answers

1. Answer: A. The others are not benefits, but are risks.

2. Answer: A. True. With inflation, the cost of goods and 
services increases, and the currency units purchase less than 
originally.

3. Answer: A. True. Since an investor is taking a risk by 
investing, investors expect to receive a return for their risk. 
This risk is called the equity risk premium.

4. Answer: A. True. The country’s economy could change 
and affect the company in a negative manner, as could 
changes in demographics and geopolitics.





Objectives:

You will:

•	 Learn what discounts might be assessed against your 
company’s value to assess its true market price 

•	 Realize how “control” can be a negative factor in your 
company’s value assessment 

•	 Understand how marketability is a factor that might 
cause a discount to the price of your company 

•	 Find out how a “key man” can be a detriment to your 
company’s value 

•	 Identify when the “probability of failure” is typically 
applied to the valuation of a company

In this first portion of the book, we are considering the factors 
that determine the value of your business, allowing us to 
legitimately conclude with the understanding of “where you 
are” monetarily, which equates to a dollar figure.

In arriving at such a conclusion, there are four additional 
factors that must be deliberated, and which will be included in 

Chapter 5:  
Discounts to Your 

Company’s True Value
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a valuation of your business: control, marketability, key man, 
and probability of failure. Each of these poses the potential for 
a discount, or a lessening of your company’s value, if found to 
be influential during the assessment procedure.

Let’s regard each one and its effect on dictating the true 
monetary value of a business.

Control

When a shareholder in a company chooses to sell the shares 
associated with his or her position, attention is focused on 
whether that position is a controlling position, or a minority 
position. A discount, called the ‘discount for lack of control’, or 
the ‘minority interest discount’, is given for a minority position 
in a company because that position has less value. Since the 
person with the minority position has a reduced ability to 
control the affairs of the company, the value of that position is 
reduced accordingly.

Key:
Is your shareholder position a controlling or 
minority position?

The valuation professional will review the ‘levels of value’ 
to identify the owners of the company and their varying 
percentage of ownership.

There are four typical levels of value, which we briefly 
introduced in Chapter 3. These levels of value are synergistic 
value, controlling interest, marketable minority, and non-
marketable minority. Each of these levels of value have an 
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assigned percentage of ownership, or control, and in the 
course of the business valuation, a monetary value will be 
affixed to each owner’s portion of ownership.

The amount of control you have in the company is important 
in determining the monetary value of the business. How 
much of the company do you actually own? Perhaps you’re 
in business with your brother-in-law, and he has a minority 
position. Or you have several partners, and each of them owns 
a certain share of the company.

Or you’ve sold shares to the public and the shareholders own 
their purchased percentages. Whatever the arrangement, 
the valuation expert will designate a monetary value for each 
owner’s position if appropriate, and then discount the value 
for lack of control.

Marketability

Marketability is the capacity of a company to be quickly 
converted into a cash value with minimal costs and a 
reasonable certainty of its net worth.
For those who enjoy knowing the details, marketability and 
liquidity may appear to be the same, as they are often used 
interchangeably. However, there is a technical difference. 
Marketability refers to saleability, or how easy it would be to 
sell your company; liquidity refers to how rapidly you could 
sell your business at a specific price.

Publicly traded companies are highly marketable because 
their stocks are very liquid, there is an available market of 
interested and funded buyers, and the value of the company 
can be quickly determined.
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Definition: 
Marketability means salability.

With closely held companies, marketability can be a serious 
issue requiring a lengthy period of time before a qualified 
buyer chooses to purchase. 

With closely held businesses, there is no organized and ready 
market of buyers available as there is with publicly traded 
businesses, so the estimated length of time it may take to sell 
the business will be analyzed by the valuation expert, and the 
value of the business will be discounted appropriately.

For this reason, interest in a publicly traded company has 
more value than an interest in a closely held company because 
a publicly traded company’s marketability is higher.

Key Man

A discount to the value of the business is sometimes made 
when a ‘key man’ or key individual is responsible for the 
material well-being of the company. The loss of this key 
person would have a disastrous effect, and the valuation of the 
business must reflect this risk.

A key person has secure relationships with customers, vendors 
and employees; has access to economically helpful resources 
like banks and potential investors; may have intellectual 
collateral that advances the company’s prospects; possesses 
general and particular experience related to the industry and 
the company’s niche; and may have management abilities that 
synthesizes all these attributes into a nearly indispensable role.
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Definition: 
A “key man” is an individual upon whom the 
well-being of the company depends. 

When a professional valuator considers the influence of a key 
person on the performance capabilities of the company, a 
variety of considerations will be analyzed. Among these details 
are:

•	 The types of services performed by the key person

•	 The degree of dependence the company has placed on 
this person The likelihood of the key person leaving 
through retirement, death, or the voluntary pursuit of 
new ventures

•	 The impact this departure would have on profitability

•	 The ability of the remaining executives to assume the 
vacant roles and perform at equivalent levels to the key 
person

•	 The existence of a succession plan and the probability 
of securing an adequate replacement, either from 
within the company or from outside

•	 The compensation cost for hiring more than one 
manager to replace the key person

•	 The loss of key relationships that were available only 
because of the unique connection to the key person

•	 The loss of the company’s reputation, which was built 
in part on the presence of the key person

•	 The loss of business during the interim in which a new 
executive becomes proficient with the business of the 
company.
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All these influences will be measured, and a discount will be 
applied to the company’s value because of the risk entailed 
with the loss of the key person.

Important:
Because of the risk entailed with the loss of a 
key person, the value of the company will be 
discounted. 

A valuation expert has additional means to offset the loss of a 
key person as well. Some of these are the existence of a non-
compete agreement that protects the company from a departed 
key person using his or her knowledge and abilities against the 
company in the marketplace; insurance policies that protect 
the company financially in case of death or disability of the key 
individual; and perhaps a saving on the compensation to the 
new executive in comparison to the former.

The key man discount can be considered either in the cost 
of capital, which is in the company-specific risk calculations 
of the analysis, or it can be taken from the concluded value, 
but this discount cannot be applied in both locations of the 
analysis, only one.

Probability of Failure

Another discount that may be calculated by the valuation 
expert is based on the probability of the company’s failure. 
This discount is typically applicable only to startup companies 
that are pre-revenue or in the early stage of development. 
There are a variety of risk factors that will need to be 
evaluated.
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The business valuation professional will analyze:

•	 The amount of capital investment

•	 The availability of additional capital funding

•	 The industry’s annual growth rate

•	 The experience level of management with 
administration and with industry knowledge

•	 The quality of the financial management system

•	 The degree of business planning

•	 Productivity rates

•	 Satisfaction and loyalty of the work force

•	 Competition

•	 Excessive costs

•	 High indebtedness

•	 Gain and loss of clients

•	 Success rate with the collection of payments

Note: 
A discount for the “probability of failure” is 
normally only applied to start up companies that 
do not yet have a meaningful performance record. 

All these factors, and more, may, under the right set of 
valuation circumstances, result in a percentage discount on 
the valuation of the business because of the perceived risk 
of failure. The steady diminishment of cash flow will lead 
inevitably to the closure of the company, so the valuator must 
closely regard the factors and their likelihood of contributing 
to the company’s demise.
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Here is an example:

Figure 48: Valuation Discount Examples

Summary

Discounts are applied to the value of a business based on the 
potential threats to which the business may be exposed. A 
professional valuator is trained to examine these discounts, 
and calculate their degree and financial impact on the 
monetary value of the business.

Unit Summary, “Understanding Where You Are”

Orchestrated in your business valuation, the analysis and 
measurement of the economic benefits and risks that 
compose a company’s true financial value are necessary to 
‘Understanding Where You Are’ with confidence. Once you 
have eliminated with certainty all the vague and unknown 
qualities of your circumstances by relying on the trained 
expertise of a business valuation expert who assists you with 
clearly understanding where you are along the path toward 
achieving your financial goals, you have completed the prelude 
to the next step, which is ‘Knowing Where You Need to Be’.
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Chapter 5: Review Questions 

1. True or false? A discount is the financial impact on the 
monetary value of a business because of a perceived threat.

A. True

B. False.

2. A “key man” is professionally certified in business 
valuation.

A. True

B. False.

3. Liquidity refers to how rapidly you could sell your 
business.

A. True

B. False.

4. An interest in a publicly traded company has more value 
than an interest in a closely held company.

A. True.

B. False.
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Answers

1. Answer: A. True. The CVA (Certified Valuation Analyst) 
will calculate the monetary impact of a potential threat, 
and subtract the cost of that potential loss from the value of 
the company. A person professionally certified in business 
valuation is a CVA (Certified Valuation Analyst).

2. Answer: B. False. A key man is an individual who is 
regarded as indispensable to the company. 

3. Answer: A. True. Liquidity means the ability to convert 
a possession, in this case a business, into cash. Some 
businesses have a strong capacity for becoming liquid, while 
others do not.

4. Answer: A. True. An interest in a publicly traded company 
has more value than an interest in a closely held company 
because a publicly traded company’s marketability is higher.



Objectives:

You will:

•	 Learn how a Chartered Financial Analyst measures the 
value of your possessions to determine your current 
financial worth

•	 Become familiar with the six key areas of a personal 
financial analysis

•	 Understand the importance of identifying clear 
retirement goals and the amount of dollars needed to 
achieve them

•	 Find out how a Chartered Financial Analyst calculates the 
amount of money you need for the retirement lifestyle 
you want

•	 Know the three essential factors of your Lifestyle 
Protection Plan

•	 Be introduced to the required rate of return (RRR), a 
cornerstone of your financial planning

•	 Have a basic understanding of how the required rate 
of return (RRR) is used to calculate your potential for 
achieving your retirement goals

Step 2: Conduct Your Personal Financial 
Analysis

Chapter 6: 
“Know Precisely Where You Need to Be”
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The second step in planning your exit is analyzing your 
retirement, personal wealth (investments, savings, property, 
anticipated pensions and social security income) and 
determining the total value of your present-day wealth, and 
your wealth upon retirement.

Also, a discussion needs to take place between you and your 
financial planner to determine the lifestyle you want to have in 
retirement.

Once this is known, the gap between what you have now and 
what you want in retirement can be measured, and a plan 
to bridge this gap can be established to help you attain your 
financial goals. Right now, however, begins a discussion on 
quantifying your current personal wealth.

Your Personal Financial Analysis

An analysis of your personal finances will provide you and 
your financial planning team with the facts about the current 
value of your immediate resources.

Your salary, your spouse’s salary, savings’ accounts, portfolio 
investments, real estate, and other material assets will be 
measured to determine your current financial worth. Your 
liabilities will also be measured, and they may include such 
items as a mortgage, credit card balances, and other loans. The 
difference between your assets and your liabilities is, of course, 
your net worth. By understanding your net worth, we can 
understand the value of your resources in dollars, which helps 
us later with determining how to structure an investment plan 
designed to achieve the financial goals you’ve set.
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Note: 
Baby Boomers are extending their retirement 
date by several years because of the Great 
Recession of 2008. 

There are six key areas to study when conducting an analysis 
of your personal financial circumstances. Here is an overview 
of these areas, which we will subsequently study in more depth 
later in this section.

1. Retirement planning: Planning for retirement is a serious 
and complex activity because so much is at stake, there 
are very limited and unlikely second chances, and you are 
planning for a future based on your best guess work. As 
mentioned earlier, many Baby Boomers have had to extend 
their retirement date by several years because of the lengthy 
recession. 

Food and gas prices continually threaten to increase, air travel 
has become more costly, senior care facilities steadily grow 
more expensive, and 20 years ago health and technology 
advances could barely be foreseen to both extend our lifetime 
and change the work and social patterns of our daily lives. All 
these issues and more are likely to cost a lot, so living in the 
undetermined future requires very careful planning to have 
the resources that will allow you to enjoy life in a world that 
can only be barely glimpsed today.

2. Estate planning: You’ll want your estate to distribute as 
much of your assets as possible to your heirs, and avoid 
family fights. The plan must ensure your legacy is not lost to 
creditors, predators, or squandered by your children. Estate 
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tax can reduce your assets substantially, so smart planning will 
make sure your intentions and wishes are fulfilled.

3. Insurance planning: Insurance protects you and your loved 
ones from the financial risk of unexpected events, and also 
provides financial security from anticipated costs such as 
long term care. Whether you need special insurance for your 
business or profession, or the standard insurances of liability, 
property, life, health and disability, insurance can protect your 
financial well-being when circumstances require stability.

4. Tax planning: Local, state and federal governments levy 
taxes to operate their various programs, and fortunately there 
are many incentives available that reduce the tax burden. 
Typically, taxes are the greatest expense to a person’s net 
income, so knowing how to apply tax reduction incentives can 
be a huge benefit to building financial strength.

5. Investment planning: Investment planning enables the 
investor to employ current resources toward building and 
securing future funds, which can then be used to purchase 
major assets like real estate, starting a business, or availability 
for retirement. Inflation is only one of several risks that can 
erode the value of your investments, so using the services of 
a financial planner to assure that your portfolio is properly 
balanced, and maintained in balance over time, is essential.

6. Real estate review: Analyzing your real estate and 
calculating the property’s future value can be complicated. 
Real estate can be a major portion of your personal assets 
value, so determining the value correctly, both today and in 
the future, will provide an accurate representation of your net 
worth.
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These are the six categories your financial planner will study 
to assist you with understanding the value of your personal 
assets, and assessing the potential for achieving your financial 
goals. Once the unknown becomes known, a plan and progress 
toward achieving the plan becomes possible.

Figure 49: Financial Planning

Here is a more comprehensive explanation of the six categories 
that compose your personal wealth plan.

Selecting Your Retirement Goals

Knowing your net worth is an important step in calculating 
your needs for retirement. Today you are living at a certain 
lifestyle level, and whether extravagant or frugal, you have 
expectations for the lifestyle you wish to have when you retire. 
You may choose to continue your current lifestyle, or lower or 
raise it; you may wish to leave an estate; or you may want to 
support an organization that’s important to you.

Planning for your retirement, or planning your exit from your 
current business into another, means you need to know how 
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much money you need to live the lifestyle you want. You’ve 
heard a thousand times how important it is to write down your 
goals in simple, clear language. Well, it’s true! You can’t plan 
for a future if you don’t know what you really want.

Note: 
Insurance protects you and your family from 
financial loss because of unexpected events. 

If you’re considering your retirement, how do you envision it? 
Are you planning to do ‘a lot’ of travel? Does that mean a trip 
to Europe or Asia once a year, or twice a year? Maybe you have 
grandchildren and you want to visit them more often, but they 
live an airplane flight away.

Consider where you would like to live when you’re retired. 
Perhaps you want to have a vacation home in a warm climate 
or a condo in ski country. You might be thinking about 
traveling with your church and building community services in 
a foreign country, or satisfying your dream to own a ranch in 
Montana.

Once you identify your interests and financial goals, you’ll have 
a good understanding of the income you’ll need in retirement. 
Many retirement experts state you’ll need about 70% to 80% 
of your present income to live comfortably, but most people 
cannot reduce their current lifestyle by 20% – 30% overnight, 
so you would be wise to plan for a 100% income replacement. 
It’s always a good idea to estimate high than be caught short. 
The biggest fear most aging people have is they’ll outlive 
their money and become dependent on their family or the 
government…and neither of these choices is palatable.
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The future is unknown. Gasoline prices have risen from $1.43 
in 2004 to about $3.50 in 2013. That’s over a 40% increase 
in almost 10 years, or 4% a year. The Consumer Price Index 
has averaged an annual rate increase of 4% since 1960. The 
message is clear that if your retirement funds fail to keep up 
with inflation, and also exceed inflation, your savings and 
investments will be incapable of supporting your retirement 
dreams. Add to this equation the fact that people are living 
much longer than ever before, and you can see that careful 
planning of your future income is mandatory and a serious 
concern.

Your financial planner, serving as your retirement analyst, 
will inquire about a number of factors that define your current 
circumstances and the desired circumstances when you intend 
to retire. Expect to be asked the following, and more:

Your current age and planned age of retirement: This 
information provides the range of time available for potential 
investments to build.

Your current and projected income: An accounting of the 
funds you are receiving today in salary, dividends, or annuities 
must be considered along with your anticipated income from 
pensions, inheritances, and social security benefits.

Your current and projected expenditures: A review of your 
monthly budget and annual spending will be reviewed to 
establish if the money could be spent more wisely, resulting in 
savings that can be applied to your investments instead. 

Many people don’t review their insurance coverage often 
enough, for example, wasting hundreds of dollars per year; 
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and people tend to be extravagant in many unnecessary 
ways, when these funds can become instead a new source for 
additional investments. Your current and future income tax 
rate: Depending on your income today, your tax rate may be 
high, but it’s likely to be less in the future as your earnings are 
reduced during your retirement years.
 
Your investment potential from today to retirement: Your 
financial advisor will want to know how much money you 
can set aside every month or year to augment your current 
investment funds. The more you can invest now, the more 
likelihood you can have the retirement lifestyle you wish. Time 
is money when your money has time.

Your assumed rate of return: Your investments need to be 
closely analyzed to assure they are earning an appropriate 
rate of return without excessive risk. We’ll look into this very 
closely in Chapter 10, ‘Investment Planning Analysis’.

Projected inflation: As mentioned, inflation has measured 4% 
annually in the last 50 years or so, but this is an average. As 
you near retirement, a higher inflation rate could be prevalent. 
If inflation is 10% when you retire, the average won’t be 
pertinent. Yes, no one can see the future, which further 
emphasizes why an expert financial planner’s services are 
needed.

Your health history: Your health and the health of your partner 
and family will be discussed because this information not only
suggests how long you may live and require financial 
resources, but may diagnose the need for long term care 
insurance or some other accommodation to serve you should 
you become infirm. 
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Key:
A Chartered Financial Analyst (CFA) can 
analyze your investment portfolio and make 
recommendations for increasing your wealth and 
limiting your risk. 

Of course, there are no guarantees that your funds will be 
sufficient when you retire, but by planning now, the odds 
are in your favor that the needed funds will be available on 
time. Your investment portfolio should be closely reviewed 
every quarter, and you should assure yourself that you are 
receiving your annual required rate of return; even better is 
acquiring the services of a financial planner who regularly 
monitors your portfolio and adjusts it as the market fluctuates, 
maximizing your return while minimizing your risk. The fees 
you’ll pay will be offset by the secure knowledge and comfort 
that a professional investment expert is closely watching and 
safeguarding your future. Also, your retirement plan should be 
analyzed once every one to three years to make sure it is still 
comprised of the elements you value.

Building Your Lifestyle Protection Plan

There are three matters which must be examined thoughtfully 
and with prudence because they form the core of your financial 
prosperity.

Important:
How do you envision your retirement? How much 
money will you need? How do you find out how 
much money you’ll need?
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The first of these is establishing how much you’ll need in 
annual income as you prepare for retirement; the second is 
resolving how large your investment portfolio will need to be; 
and the third is deciding the sale price of your business. All 
three are the sum that becomes your retirement security.

Think of this process as a metaphor. You have an accordion 
that will play a beautiful song, but to get the sound to come out 
right, you have to squeeze here, push there, and press all the 
right buttons at exactly the right moment while balancing the 
box on your knee and singing in accompaniment with a smile! 
It could be a bit tricky; and it’s so much easier when you have 
an accordion master helping you.

This accordion is your Lifestyle Protection Plan. In order to 
make a joyful sound, all the financial aspects of your life must 
be in accord.
 

Figure 50: Lifestyle Protection Planning
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Annual income: Noting Figure 50 above, we know that in 
the accumulation phase a young person typically has a ton 
of human capital, and not much financial capital. Starting 
out with a job, the years roll by and over the course of time, 
the financial capital grows through the diligence of making 
investments, compounding interest, dividends, etc. The salary 
increases, opportunities mature and yield good fiscal fruit; the 
business does well, and as the human capital diminishes with 
fewer years ahead, the financial capital increases because of 
the years behind.

Note: 
Though many people think they can reduce their 
expenses when they reach retirement, most 
cannot. 

Annual income is a significant element of the Lifestyle 
Protection Plan because it is the engine, along with the 
blessings of time, which drive the investment portfolio.
When playing these notes on the accordion, the more funds 
that are allocated for investment, the better. Of course, you 
also want to live a worthwhile life, so not everything should be 
saved for retirement; but the more that’s invested, the more 
likely your retirement lifestyle will be comfortable.

Portfolio size: While your annual income may be capped, 
your portfolio size is limited only by the steady contributions 
you make to it over time, and by the results of the risks you 
are willing to take. Earning 3% a year won’t keep you ahead 
of inflation, so that’s not helpful, but neither do you want 
to purchase an investment with a risky rate of return that is 
outside your willingness and ability to bear.
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Key:
Most business owners assume a happy ending, 
believing a buyer will be available and willing 
to pay the purchase price…but this is unlikely 
without proper planning. 

A well-crafted investment portfolio is guided by a process 
which is usually referred to as the investment process. This 
process will be presented in detail in Chapter 10, Investment 
Planning Analysis. In essence, your financial advisor will 
assess the value of your business, assess the value of your 
personal portfolio, and discuss with you how much income 
you need. Once your goals are understood, the next steps are 
creating a plan, crafting your portfolio, and staying on course. 
See Figure 59, Investment Planning.

Sale proceeds from the business: The third element 
contributing substantially to your retirement lifestyle is 
the money you receive from the sale of your business. Most 
business owners do not know the true value of their business, 
heavily overestimating its worth as we have mentioned 
repeatedly. This is a huge detriment because if you do not 
know its value, you are unable to calculate whether or not you 
are due for a dear or a dire retirement.

The after-tax proceeds from the sale of your business are 
critical to your retirement comfort. Most business owners 
assume a happy ending, foolishly confident that a buyer will be 
ready and waiting to purchase the business at the asking price 
when the day comes, and yet the chances of that happening are 
remote without preparation and planning. Just as you would 
dress up your home for curb appeal, fix the leaks, mow the 
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backyard lawn and put flowers on the dining room table, your 
business may require several years of carefully considered 
adjustments to prepare it for sale so it stands out from the 
flood of other businesses begging to be bought.

 

Important:
There is a difference between your willingness to 
accept risk, and your ability to accept risk. You 
may be willing, but lack the capacity for “safe” 
risk-taking. 

Consulting with a master financial planner trained in 
understanding a variety of ways to strategically synthesize 
the fiscal tools available to you for reducing taxes, improving 
your business’s appeal, increasing your portfolio’s value, and 
providing the most funds for your retirement lifestyle is the 
most lucrative and sensible investment you can make.

Whether your financial accordion’s bellows need some steady 
pushing, or the tone chamber requires an adjustment, or the 
reeds have to be replaced with new ones, your master financial 
planner will make the accordion sing and the hall dance to the 
tune of your retirement success.

RRR: Required Rate of Return Analysis

The required rate of return (RRR) is the cornerstone of your 
personal financial analysis because it is the tool through which 
you and your planner make most of your financial decisions. 
The RRR is the return required to make your financial plan’s 
goals a reality. It is usually presented as an annual percentage 
rate. The required rate is unique for each investor, because 
each investor’s individual expectations for their portfolio are 
different.
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Figure 51: RRR Presentation

The first step in determining the RRR is to specify the 
minimum desired and sustainable level of spending (cash 
flows) from today until the end of your planning horizon, 
which is usually your life expectancy. Your spending/cash 
flows should be adjusted for inflation, taxes, fees and expenses, 
and any other drags that may affect your true spending 
power. These cash flow considerations can be anything that 
represent the many elements of your lifestyle, such as college 
costs, retirement income, gifts, insurance premiums, future 
inheritances, and, of course, the sale or purchase of a business.
The second and third steps of the RRR process consist of 
expressing your willingness to accept risk, and having your 
planner help you understand your ability to take risk. In 
general, the following provide you with a higher ability to 
accept risk:

•	 A larger investment portfolio
•	 A long time horizon
•	 A large fixed income
•	 A low level of desired spending
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Lower ability to accept risk can be illustrated by the opposite 
of the four factors identified above.

The final step is for the planner to reverse-engineer your 
required rate of return from the prior three steps, your initial 
portfolio value, and your desired portfolio value at the end of 
your planning horizon.

For example, you may require a 7% return for one of your 
investments. Knowing that inflation averages 4% a year, you 
know that if the investment actually does return 7%, you 
have appreciated your investment by 3%. Some investors 
will require an RRR of 9%, some will require 5%; the RRR is 
based on the investor’s financial plan, balancing their need for 
growth with their caution about risk. 

Note: 
The RRR is unique for each investor because 
individualresources and retirement expectations 
are different for different people. 

Investors realize there are no guarantees that the investment 
will earn the RRR, and this is why it’s so important to 
constantly keep a close watch on your portfolio, or acquire 
the services of a financial planner who can do this extremely 
important task for you…or you may suffer losses of time and 
money. In many ways, time is as important as money, so 
having an expert who will minimize your risk, maximize your 
return, and enhance the use of time is a tremendous benefit to 
your retirement lifestyle.

Though it’s rare to find this level of investment service, at 
Synergy the success of your portfolio is based on the alignment 
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of your distinctive circumstances with the judicious selection 
of investments that fit your short, mid, and long term strategy 
by providing you with the best probability for achieving your 
financial goals.

In the case study of Michael and Mary Kendall in Chapter 
1, there is an elaborate presentation about the level of detail 
required to determine the optimal RRR for their personal 
wealth portfolio. It’s not as simple as it may seem because 
there are unique factors specific to each situation. In the case 
of Michael and Mary, they were running out of time and had 
insufficient resources when they sought professional financial 
advice. Initial calculations for the goals they desired indicated 
they would need an annual RRR of 17.10% for 10 sequential 
years…which is exorbitant, unlikely, and high risk.

Their financial planner made several adjustments, which are 
explained in the case study, and after much effort was able to 
propose a 9.21%...which is still a very improbable annual RRR 
to achieve. By releasing some of their retirement dreams, their 
professional advisor arrived at an annual RRR of 7.56%, which 
is a reasonable attainment. The point is that the right RRR for 
your portfolio cannot be known until your business valuation 
is completed and your personal wealth portfolio assessed. 
Only then can you and your professional advisor have the 
discussions necessary to understand what you want, what you 
have, and what you have yet to do.

It is recommended that you work with independent fee-
only advisors so the potential bias for encouraging you to 
buy products that enhance the advisor’s commissions is 
eliminated. You don’t want an advisor who represents only a 
specific investment company, and has no pecuniary interest in 
growing your account. When an advisor earns their fees at the 
beginning and has no stake in your portfolio’s growth, there is 
little incentive to serve you.
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Chapter 6: Review Questions 

1. Which of the following is NOT one of the six key areas of a 
personal financial analysis?

A. Retirement planning

B. Estate planning

C. Insurance planning

D. Technology planning

E. Tax planning

F. Investment planning

G. Real estate review

2. Aside from the number of years until your planned age 
of retirement, and your current and projected income and 
expenditures, which of the following must also be included 
when planning your retirement lifestyle?

A. Your current and future income tax rate

B. Your investment potential from today until retirement

C. Your assumed rate of return

D. The projected inflation rate

E. Your health history

F. All of the above.

3. How often should your retirement plan be analyzed?

A. Every 1 to 3 years.

B. Every 2 to 4 years.

C. Every 3 to 5 years.
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D. Every 5 years.

4. According to Figure 50, Lifestyle Protection Planning, 
what is the greatest risk to a person in the Distribution 
Phase?

A. Death

B. Disability

C. Longevity

D. Loss of job

5. Which of the following is NOT an essential factor in your 
Lifestyle Protection Plan?

A. Annual income

B. Portfolio size

C. Sale proceeds from the business

D. Insurance coverage

6. Which of the following is a true statement about the RRR?

A. The required rate of return is the annual return needed 
to sell your business at the price you desire.

B. The required rate of return is the return required to 
make your financial plan’s goals a reality.

C. The required rate of return is the return you need to 
achieve in the year before you retire.

D. The required rate of return is the rate representing 
your tax savings during your retirement years.
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7. It’s recommended that you work with an independent 
fee-only financial advisor because you eliminate the bias 
for encouraging the purchase of investment products that 
enhance the advisor’s commission.

A. True.

B. False.
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Answers

1. Answer: D. Technology planning has no bearing on your 
personal financial analysis, but the others do. 

2. Answer: F. All of the above. All these elements have an 
important influence on determining your retirement lifestyle. 

3. Answer: A. Your retirement plan should be analyzed once 
every 1 to 3 years to make sure it continues to represent the 
elements you value.

4. Answer: C. The biggest concern, and the greatest risk 
to a person in their elder years, is that they will outlive 
their resources and become dependent on others or the 
government.

5. Answer: D. While certainly important, insurance coverage 
is not a key factor in the Lifestyle Protection Plan. 

6. Answer: B. The RRR is the return your investment 
portfolio should achieve annually to provide the retirement 
funds you’ll need at a stated time in the future.

7. Answer: A. True. By working with a fee-only financial 
advisor, there is no chance of a personal bias on the part of 
the advisor. Some advisors are paid a commission on the 
sales of investment products, and their self-interest might 
derail the authenticity of their recommendations. 



Objectives:

You will:

•	 Gain insight to the purpose of estate planning

•	 Learn the five steps for achieving a tax-efficient estate

•	 Become familiar with the documents you’ll need to 
provide to your estate planner

•	 See examples of goals you may wish for your own estate 
plan

•	 Know the different roles of the professionals on your 
estate planning team

•	 Acquire insight on how to protect your estate from 
excessive taxation

•	 Understand the different types of wills available to you

•	 Be introduced to useful information about going through 
probate

•	 Realize the importance of establishing a living trust, 
living will, durable power of attorney, and the physician’s 
directive

Chapter 7: 
Taxable and Non-Tax                                  

Estate Planning Analysis
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•	 Discover the five factors of holding title to the various 
assets in your estate

•	 Receive an overview of the 10 different types of trusts 
your estate might establish

•	 Identify other legal structures that could be employed to 
preserve your estate’s wealth

•	 Consider the importance of using a financial planner to 
help you decide the most advantageous ways to protect 
your wealth

Estate planning provides you with the preservation and 
protection of your assets, whether your estate is taxable or 
non-taxable, and is effective both during your life and after 
your death, as in the case of trusts. Estate planning also 
provides for the distribution of your estate upon your death, 
assuring that your intentions for the disbursement of your 
property will be legally accommodated. 

Your estate will not have any federal tax issues per se unless 
your estate is over $10 million. This figure is at the federal 
level; in addition, states have their own taxation levels, thus 
requiring further planning. For example, Washington State has 
a $2 million estate taxation level; be sure to check the estate 
taxation information for your state. The following information 
is beneficial whether you have a taxable estate or not.

The Planning Process

As you probably already know, the legal dispensation of a 
deceased person’s property can be extremely complex because 
of tax laws, a multitude of options and related decisions, a 
mixed collection of property, and very deep emotions. You 
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certainly want this Figured out well in advance, and when your 
ability to plan thoughtfully and without haste is not impaired.
A convenient and sensible plan can be achieved by setting 
aside sufficient time to work through these five simple steps:

Step 1: Decide on the goals for your estate so you have a 
clear idea of what you want. When you meet with your estate 
planner, you can discuss your goals, and also the roles and 
activities of other professional advisors who will participate in 
the development of your plan.
 
Step 2: Your estate planner will provide a list of the 
information you’ll need to gather so the paperwork necessary 
to effectuate your wishes can be developed. Your advisor will 
request many documents some of which are:

•	 The wills of both spouses
•	 Power of Attorney
•	 Directive to Physician
•	 Community property agreement
•	 Transfer to minor account information
•	 Trusts
•	 Tax returns
•	 Birth and marriage certificates
•	 Divorce decrees with settlement information
•	 Employee benefits statements
•	 Loans information
•	 Vehicle registrations
•	 Bank and brokerage statements
•	 Insurance policies

Step 3: Once the papers have been gathered and analyzed, 
your estate planner will suggest strategies that fulfill your 
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intentions, which must be considered carefully to ensure the 
desired outcomes.
Step 4: Once you have reviewed, modified and approved the 
estate plan, you and your advisor can implement the plan and 
complete any tasks that need to be done.

Step 5: All that remains is to monitor the plan periodically 
and make updates when there are changes to your goals or 
financial circumstances.

Setting goals: When setting their estate’s goals, people 
generally have similar ideas on what they value. Here is a short 
list of the goals people typically select:

•	 Secure the financial future of their loved ones
•	 Guarantee that assets are distributed to the intended 

people
•	 Prevent legal conflicts with third parties
•	 Reduce transfer taxes and income taxes as much as 

possible
•	 Limit administrative costs and avoid probate
•	 Protect family harmony
•	 Assure good relations among business owners
•	 Provide for the education of children or grandchildren
•	 Contribute to a favorite charity
•	 Reduce liabilities that might endanger the estate
•	 Guarantee the capable management of the estate
•	 Assure sufficient funds for the administrators of the 

estate

The key members of your estate planning team: You’ll require 
the support of several professionals to help you develop and 
complete your estate plan. Here is a brief overview of the 
experts you’ll need and the services they provide.
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Figure 52: Estate Planning Team

Financial Planner: Assuming you already have a financial 
planner, this person knows a great deal about you and your 
finances, and could be instrumental in organizing and leading 
the planning team. Some financial planners have expertise in 
several different areas, which is a strong convenience because 
he or she already has in-depth knowledge of your finances and 
financial goals. 

Your financial planner provides the expertise on positioning 
your portfolio for the time of transition so the value will 
transfer with the least complications. The planner can also 
offer counsel on the tax issues that your family may face 
after your death, and assist them with a continuation of the 
investment services you’ve been receiving.

CPA: Your certified public accountant is an expert in the areas
of taxes, accounting, auditing financial statements, performing 
compliance audits, and offering advisory services to clients. 
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Your CPA has likely been working with your financial 
documents for a number of years, and knows a lot about your 
finances, and will be an important team member.

Attorney: Your attorney will create the various legal documents 
that will be needed, such as your will, powers of attorney, trust
agreements, buy/sell agreements, etc. Your attorney also 
should have extensive knowledge about your state’s probate 
laws, and the laws of the state that relate to property 
ownership so transference can be fluid and without 
complication.

Life Insurance Underwriter: There are many costs related to 
the transference of an estate, so a life insurance policy could 
be a good device for providing the liquidity needed for estate 
administration, family expenses for 6 – 12 months until 
the estate is sorted, tax payments, paying the carrying costs 
on debt, costs for maintaining the property until transfer, 
transitional operating costs for the business, and the funeral. 
A professional with an intimate knowledge of the applicability 
of various policies, the underwriter can provide significant 
expertise.

Trust Officer and Banker: You may choose to have a trust 
officer from a trust company or a bank be your executor to 
ensure your financial wishes are followed, or you can name 
your financial planner to this position and responsibility.

Taxes: The estate tax is a tax levied on an estate being 
transferred from the deceased to a beneficiary. Estate taxes can 
be severe, consuming as much as 49% of the estate’s value, or 
even higher with the tax hit your estate might receive with a 
combination of both federal tax and the state estate tax levied 
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by some states. Remember, this federal level of taxation is only 
for estates $10 million and over, with individual states having 
their own additional levels of taxation.

Thankfully, there are a number of tax rulings that can protect 
your estate. This section is intended only to flag your attention 
on the importance of using the services of professionals like 
your financial planner and attorney to steer your estate around 
these dangerous impediments to your estate’s transference.

Important:
Your financial advisor can take the leadership 
role on your team of professionals. 

In addition, there are a number of other taxes that can eat 
a chunk of your estate, such as the gift tax, the generation-
skipping transfer tax, and the Kiddie Tax, to name just a few. 
Your estate’s taxation can also be influenced by various other 
factors, among which are divorced partners, minor children, 
and below-market loans to family members. These are all 
excellent reasons to use a team of professionals who will 
minimize the burden of your estate’s taxation.

Taxation is complicated, so enjoying the support of trained
professionals is a sensible and wise money-saving tactic.

Wills

As you know, the will is the legal document that determines the 
disposition of your property by identifying who will manage 
the distribution of your estate, and has the responsibilities 
for paying the estate tax on the assets of the estate, paying the 
liabilities existing at the time of death, and paying the costs of 
administration.
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There are volumes written about wills! For our purpose, it is 
important to note that the will establishes the identity of your 
family; if you have children who will receive unequal portions 
of your estate, it is prudent to explain the reasons for the 
inequality to avoid a potential family dispute, which could end 
up in court. In addition, if you fail to name a child, some states 
permit the disinherited child to claim a portion of the estate.

The will also names your fiduciaries, or appointed 
representatives. Typically an executor may be sufficient. 
The executor is designated to ensure that all the property is 
distributed to the beneficiaries after all debts and taxes have 
been aid. The guardian’s role is strictly limited to the care of 
your minor children, to raise and educate them; normally 
your surviving spouse is the guardian. The trustee is named to 
manage assets in trusts; the trustee can be your spouse, a close 
family member or friend, a professional such as an attorney, or 
a bank.

There are several types of will, such as ‘simple will’, a 
‘contingent trust for the benefit of minor children’, and 
a ‘marital deduction will’. Your attorney will guide you 
with choosing the most beneficial type of will for your 
circumstances.

In addition, there are a variety of provisions for determining 
specific intentions, such as the survivorship provision, the 
spendthrift clause, the perpetuities savings clause, and 
attestation clause.

Finally, there is the testamentary letter, which can be a 
supplement to your will. The testamentary letter provides 
helpful information to your executor and family, and may 
also contain more personal information than belongs in a 
will, such as last rites and funeral services. The will has legal 
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predominance, but the testamentary letter can clarify the 
decedent’s intentions.

This letter can also be useful in a variety of ways, including 
identifying the location of important documents, listing 
the names of your professional advisors, explaining large 
purchases or loans, and instructing your spouse about 
notifying certain agencies or companies like the Veterans’ 
Administration, the Social Security Office, etc. This letter is 
also helpful by including all the details that affect the business 
of the person’s life such as the safe deposit box’s location, 
changing the registration of bank accounts, vehicles, real 
property, IRA accounts, Keogh plans, etc.

Probate

Probate is the legal process that assures your beneficiaries 
will receive the property that you have designated for them. 
This process starts with a court validating the legitimacy of 
your will, the recognition of an appointed administrator, and 
includes the identification of your property, the settlement of 
all debts and taxes against your estate, and transferring the 
remainder to your beneficiaries. If there is no will, the court is 
empowered to determine who will be your heirs and receive an 
apportioning of your estate.

Because of the costs, potential complexities, and the duration 
of probate, some people choose to avoid probate using various 
legal tactics that are explained below. Your financial planner 
can be an enormous asset for you by calculating the best 
strategy for preserving as much of your estate as possible, 
augmenting your beneficiaries’ best interest.
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It is important to realize that probate is the legal means for 
distributing your wealth through your will. Assets not in 
your will cannot be distributed through the probate process. 
Some of your assets, such as life insurance, retirement plans, 
pensions, annuities, and individual retirement accounts (IRAs) 
may be distributed outside your will, and outside probate, 
through the beneficiary designation you made when opening 
your accounts.

You and your financial planner can analyze which tax strategy 
is best for your situation. Should you transfer some assets into 
a revocable living trust? If so, while alive, you could choose 
to be the trustee and add or remove property, or amend or 
terminate the trust as you wish.
 
But maybe that’s not the best choice for you; maybe joint 
tenancy with rights of survivorship is better for your financial 
circumstances. Perhaps gifting some of your assets while alive 
is a good choice for some of your assets. The point is to make a 
deliberate choice about which process will be used to transfer 
your various assets, and the subsequent effect of this set of 
decisions on your estate taxes.

Note: 
Make sure your family has access to funds not 
locked up in probate or they will suffer additional 
hardship until the probate process is completed, 
which could take months. 

If you have planned well, there will be no urgency for 
immediately starting the probate process. Your family will be 
experiencing enough difficulties with many other issues. If 
your family has access to sufficient cash or other funds such 
as a joint bank account or a mutual fund account, probate can 
wait until your family can refocus.



Taxable and Non-Tax Estate Planning Analysis 163

When it’s time, the first step in probate is to file an application 
that admits your will for review by the court, and an 
application to appoint your estate’s executor. If there is no 
named executor, the court will appoint one. Upon approval 
of the executor, the court will issue letters of evidence of 
the executor so that third parties will follow your executor’s 
instructions.

Your executor will be permitted to act on your estate’s behalf 
with either an independent administration or with a dependent
administration. An independent administration means your 
estate’s executor can perform his or her duties without the 
supervision of the court; if it’s a dependent administration, 
your estate’s executor must seek approval from the court for 
all activity. An independent administration is only permitted if 
the will specifically states this preference.

Probate can be expensive; there are nominal filing fees, but 
attorney fees can be significant. There may also be executor 
fees, appraisal fees for real estate or a closely held business, 
and sometimes there are fees for posting bonds. Larger estates 
typically have more probate costs than smaller estates, though 
smaller estates can also become costly if there are complex 
issues requiring resolution such as real estate, business 
ownership issues, or a multitude of creditors. 

Probate typically consumes about 5% of the estate’s value, and 
can take months to resolve. This is why a financial planner’s 
services can be so valuable, settling these many complexities 
far in advance. The advantage of probate is that your will and 
intentions are legally verified, providing the highest degree 
of assurance about the disposition of your estate. However, 
in certain circumstances that can be considered with your 
planner, an alternative to the potential costs and duration of 
probate may be a wiser choice.
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Definition: 
A person who creates a trust is called a trustor. 
The trustee is the person who manages the trust.

Your financial planner may recommend one or more of these 
clever and interesting ways to reduce your estate and its 
probate costs:

•	 Designate your beneficiaries, not your estate, as the 
recipient of the proceeds of your life insurance policy 
and your retirement plan

•	 Change the ownership of property to joint ownership 
so the titled property automatically transfers to the 
named joint owner when you die

•	 Transfer your assets while you are alive to your 
intended beneficiaries as gifts. Though these gifts may 
be subject to gift taxation, your estate will no longer 
include these items, thus reducing the complexity of 
the probate process

•	 Place a POD (payable on death) on bank accounts
•	 Place a TOD (Transfer on death) on brokerage accounts

Another way to avoid probate is by using a revocable living 
trust, which is presented in the next section.

Living Trust

A trust is a legal financial arrangement in which a person, 
called the trustee, is named to hold the legal property of 
another person, named the beneficiary. You can create a living 
trust and name yourself as the trustee, retaining complete 
control of all the property in the trust. When you die, the trust 
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transfers to the beneficiaries; while the paperwork of creating 
new deeds might be tedious, the benefits can be valuable, as 
evidenced by how common living trusts have become.

The key advantage is that property in the trust has already 
been transferred by setting up the trust’s title and ownership. 
The contents of the trust do not go through probate, thus 
transferring more rapidly to the beneficiaries, reducing the 
complexity of the probate experience, and limiting attorney 
and court fees. You still need to have a will because the will 
is solid evidence of your intentions for property not in the 
trust. Your financial planner can provide expert advice on how 
to structure your assets to limit the probate impact on your 
estate.

Durable Power of Attorney

A power of attorney is a legal document that authorizes a 
person you name to act on your behalf, should you become 
disabled in some manner that affects your ability to manage 
your assets. The power of attorney can be ‘general’, permitting 
your agent to make decisions about everything, or ‘specific’ to 
a certain task or a set of tasks. Actions taken by your named 
agent are as effective as though you had made them. State laws 
determine the authority permitted by a power of attorney.

The power of attorney can be revoked at any time, assuming 
you are legally competent to make decisions. If you become 
incompetent, the power of attorney terminates unless your 
power of attorney states that it must remain in effect despite 
your incapacity to care for your assets. In this case the power of 
attorney remains ‘durable’, or in effect, until officially revoked. 
Obviously, you’ll want an honest and dependable person to be 
appointed as your attorney-in-fact, and an alternate person 
should also be selected in case your first choice is unable to 
perform tasks in your name.



Exit Insight: Getting to Sold!166

Physicians’ Directives

An important feature to your estate planning is communicating 
your choices about health care in the event you become 
incapable of making your own choices. This section will 
present some information about three directives you should 
consider, if you don’t already have them in place: the living 
will, the durable power of attorney for health care, and the 
health care power of attorney.

Living Will

A living will is a legal document stating your decision not to 
be kept alive in the event that extraordinary measures are 
needed to sustain you. Few people want to be kept alive when 
their health is this extreme, and most are willing to accept the 
wisdom of accepting death.

Two physicians must concur that a terminal condition 
exists, and must then accede to the mandate for withholding 
life-sustaining medical care. The living will can include 
instructions on the treatments that should be used or withheld, 
and can also describe circumstances that go beyond terminal 
illness, including, for example, a person without brain activity 
who is kept alive by feeding tubes.

The main advantage to a living will is that your friends, family, 
and your physicians clearly understand your wishes.

Durable Powers of Attorney for Health Care

The durable power of attorney for health care is broader in its 
effect than the living will, as it is not restricted to situations 
involving imminent death, but applies to any health care 



Taxable and Non-Tax Estate Planning Analysis 167

decision you cannot make when you are incapacitated. In 
this instance, your attorney-infact may make health related 
decisions for you.
 
Health Care Power of Attorney

The health care power of attorney allows you to be specific 
about your expectations for health care when you unable 
to make them yourself. An example of this is if you were in 
the hospital for elective surgery, and the surgeon saw your 
appendix was ready to burst; if you have authorized durable 
powers of attorney for health care, your attorneyin-fact can 
authorize the additional surgery, saving you from having to 
have a second surgery later. Also, you can limit the powers 
of your attorney-in-fact by restricting certain activities such 
as prohibiting an abortion, or surgery of a certain kind. 
Obviously, you must select a person whom you trust and who 
has a clear idea of how you wish to be treated and protected.

It may be a very good idea to have all three documents 
prepared for you: a durable power of attorney, a living will, and 
a durable power of attorney for health care.

Holding Title

As you may have gathered from the section on probate, the 
structure of the legal entity holding your assets is an important 
decision because of the threat of taxation, creditors, and 
probate fees. So, it’s important to know not only who is going 
to hold the title to each of the assets, but the structure of 
conveyance for each asset must also be determined.

The best way to decide how title should be held, with regard to 
your financial goals, is by studying these five factors with your 
advisor:
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1.	 Term (for either life, or a set period of time)

2.	 Access (ability to obtain the cash value)

3.	 Control (power to manipulate the asset as an investment)

4.	 Valuation (usefulness of the asset for discounting 
purposes)

5.	 Tax efficiency (value of the asset from a tax perspective)
 
Based on a circumspect review, whichever of these factors has 
the most potency for your specific circumstances, a financially 
rewarding decision can be made. Once a determination has 
been made, the type of ‘asset vehicle’ can be selected.

Here are a few you should know:

•	 Holding title with your spouse: When your spouse has 
the title in his/her name, lawsuits, bankruptcy and 
your demise keeps assets separate, and the assets are 
not affected.

•	 Exempt some of your assets by putting them in an 
ERISA plan (Employee Retirement Income Security 
Act), protecting these assets from creditors.

•	 Limited Liability Corporations (LLC): If, for example, 
you have assets over $500,000 in an investment 
account, consider moving these assets into a special 
LLC account to protect the sum from creditors.

•	 Family Limited Partnership (FLP): Same thing 
as choosing an LLC, except this is a family-based 
partnership structure.

•	 Lease assets: Creditors can claim the assets of your 
business, but if you lease some of your equipment, the 
assets belong to another company, not yours.
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•	 Trusts: Trusts are also an excellent device for holding 
title, and they are the topic of the next section.

•	 An asset’s title can also be held as community property 
in the nine states that currently have community 
property laws.

Trusts

A trust is an arrangement in which property is held by one 
party for the use of another, and it is formidable in establishing 
how the property within the trust will be used and maintained.

There are a variety of trusts to choose from, each having a 
specific purpose. Your financial planner will discuss your 
options with you, and together you can select the trusts that 
best fit with your strategic plan to maximize your estate and 
minimize your taxes and costs. Here is an explanation of some 
of the trusts that are available.

Revocable Living Trust

A revocable trust, also called a revocable living trust, is a 
trust that can be altered or revoked by the trustor at any 
time. This allows the person who created the trust to keep 
complete control of the included property while also removing 
the property from the probate process. Should death occur, 
the trust becomes irrevocable and the trust controls the 
distribution of its included properties, not the decedent’s will. 
A revocable trust avoids probate, avoids public knowledge 
of its contents, avoids inclusion if the deceased’s will is 
contested in court, and provides a course of action in case of 
incompetence or incapacity. There are details to know, and 
your financial planner will safeguard your estate with ongoing 



Exit Insight: Getting to Sold!170

diligence as circumstances change. 
Some properties are best not included, such as certain 
depreciating assets and S corporation stock, and there are a 
variety of issues that will be either applicable or irrelevant, 
such as making gifts from your revocable living trust. Your 
planner is expert with guiding your path through the many 
trust considerations available to you.

Irrevocable Trust

An irrevocable trust is a trust that cannot be changed by the
trustor, and can only be modified by the beneficiary of the 
trust. An irrevocable trust benefits the trustor by removing 
the property from the trustor’s estate, which eliminates the 
property from probate and tax liability, as well as any income 
generated by the assets.

Property held in trust can be a business, life insurance policies, 
cash, investment property like stocks, bonds, and real estate, 
and more.

Other Types of Trusts

The following is not a full listing of the many trusts available to 
you, but is intended instead to demonstrate there are myriad 
choices available to serve your estate according to the strategic 
plan you and your financial planner have created.
The basic plan is to retain as much of your estate’s value as 
possible by limiting tax liability, and transferring your estate’s 
properties efficiently to your beneficiaries. Each person’s 
circumstances are unique, so the assortment of trusts from 
which you can choose provides opportunity to protect the 
wealth you’ve worked so hard to build. Critical to this endeavor 
is using the trained skills and talents of a professional and 
independent financial planner who understands your goals and 
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can guide you toward achieving them.
1. Irrevocable Life Insurance Trusts: By shifting your life 
insurance policies into a trust, these policies avoid probate, 
the proceeds are also kept out of your estate, and you ensure 
that your beneficiaries have liquidity to help them through the 
transitional period following your death. In addition, though 
you lose the capacity to exercise complete control, additional 
advantages are that the assets cannot be claimed by creditors, 
you can name your trustee and specify how the policy proceeds 
are to be invested, and you can also specify the timing of when 
the trust’s beneficiaries will receive their proceeds.

2. Revocable Life Insurance Trusts: While a revocable life 
insurance trust won’t provide protection from tax liabilities, 
it does offer other benefits that may be attractive, such as 
controlling the trust by yourself or through a professional 
manager; you can make adjustments according to your life’s 
changing circumstances of birth, death, divorce, and marriage; 
and among a variety of other details you will discuss with your 
planner, including both various advantages and disadvantages, 
you have shielded these assets from probate.

3. Bypass Trust: The assets in this trust bypass the surviving 
spouse’s gross estate, allowing the surviving spouse to 
potentially receive distributions without triggering tax 
liabilities, assuming certain parameters are maintained. 
This trust is best employed with assets that are expected to 
appreciate in value.

4. Marital Trust: A marital trust, known also as an “A” trust, 
is established for the use of the surviving spouse and the 
children of the married couple. The marital trust effectuates 
on the death of the spouse, at which time identified assets are 
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moved into the trust, and income generated by the assets, and 
sometimes the principal, can be used by the spouse. These 
assets avoid probate and prevent taxation.

Then, upon the death of the surviving spouse, the marital trust 
can be used with a credit shelter trust, also known as a “B” 
trust and a bypass trust. The purpose of a B trust is to assure 
that the assets go to the married couple’s children, not to the 
new children of the surviving spouse if there is a remarriage 
with children.

5. The A – B Trust: Also known as a ‘credit shelter trust, 
or CST, the A – B trust is the name given when the two 
trusts described above are used to work together. In further 
explanation, assets are transferred to the beneficiaries, 
normally the couple’s children, but the surviving spouse 
retains rights to the assets and the generated income for the 
rest of their life.

6. The Qualified Terminable Interest Property (QTIP) Trust: 
This trust provides income and sometimes the principal for the 
use of the surviving spouse, and then for the allocation of the 
assets after the surviving spouse has died.

7. Trusts to Provide for a Dependent with a Disability: In 
this case, any of several different types of trusts can be 
established to benefit an individual with a disability, providing 
supplemental resources for this person’s well-being without 
jeopardizing the ability to also receive the assistance of public 
funds. Supplementation may be for additional nursing care, 
public housing cost differentials, travel expenses for visits 
by the family to the individual, and any expenditures which 
benefit the individual without disqualifying the person from 
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any public assistance program.
8. Trusts for Minors: As you might imagine, there are also a 
variety of trusts available for minors.
There is the ‘discretionary trust’, also known as the ‘minor’s 
trust’ which permits tax deductible financial gifts to a minor 
until they turn 21; it is defined by the Internal Revenue Code, 
Section 2503(c).

The ‘mandatory income trust’ or ‘income trust’ provides an 
annual income for a minor’s care and welfare. The income is 
taxable, but the donor may avoid taxes depending on their 
meeting the annual gift tax exclusion requirements. This trust 
is defined by the Internal Revenue Code, Section 2503(b).
The ‘Crummey trust’, named after the first person to use it, 
provides that the beneficiary has a set time, usually 30 days, to 
use the newest deposit to the trust; if the newest contribution 
goes unused, those funds are then added to the inaccessible 
portion of the trust and released later according to the terms of 
the trust. This is a ‘use it or save it’ trust.
 
Summary

It’s easy to see there are a variety of trusts available for a 
variety of purposes, and many more than are mentioned 
here. As always, it’s important to remember that you don’t 
know what you don’t know, so it’s the wise person who seeks 
the counsel of trained professionals who can then provide 
guidance on the array of choices, and work with you to select 
the best path to achieve your goals and satisfaction.

Advanced Topics

Here are some other legal structures your financial planner 
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may recommend as strategies for preserving and protecting the 
value of your personal wealth.

Limited liability companies (LLCs): A Limited Liability 
Company is a hybrid business structure blending elements 
of partnership with elements of a corporation. An LLC is a 
company, not a corporation, providing limited liability to 
the owners, and protecting the owners from creditors and 
predators. This is a very popular form of business structure 
because it’s effective with limiting risk without imposing 
the legal and financial burdens of sole proprietorship and 

corporate structure.

Key:
An LLC is a Limited Liability Company, not 
a corporation. LLCs are a popular business 
structure because they limit risk and do not 
impose the legal and financial burdens of other
business structures.

LLCs are a good legal structure for holding real estate. One key 
benefit is that when an LLC holds title to real property, there is 
no right of partition, meaning that the LLC is not forced to sell 
the real estate in case a member chooses to withdraw from the 
LLC. Another key benefit of an LLC is that if there is a lawsuit 
against an owner, a lien cannot be placed against LLC assets.

An LLC is also very effective for holding title to assets because 
of its ability to provide discounts. Here is an example:

A father’s LLC holds an apartment complex valued at $1.5 
million, and he wants to bring his son into the business; the 
father can do so and also receive a discount, which, by the way, 
is a great reason to conduct a business valuation.
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There are two primary discounts that may apply in this case:
•	 Discount for Lack of Control: A discount for lack of 

control, also known as a minority interest discount, is 
the reduction, from the pro-rata share of value of the 
entire business, that reflects the absence of power or 
control.

•	 Discount for Lack of Marketability: The DLOM reflects 
the lack of a ready market for the shares of a closely 
held company.

If a discount applies, the father may be able to transfer more 
for less. Here is an example that clarifies the valuable effect of 
discounts.

Assumptions:	
Value of asset before discounts		  $1,500,000
Interest to be gifted to son			   10%
Minority interest discount			   16.75%
Marketability discount			   20%
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Figure 53: Minority and Marketability Discount

The father has made a gift of $150,000 to his son, but this gift 
only cost $100,000; thus, the father is reducing his estate’s 
value since part of the asset was removed from the father’s 
estate, yet the father still controls a $1.5 million asset.
Also note that the total discount is calculated at 33% and not 
the sum of the two discounts (16.75 + 20.00), as the discounts 
are separately subtracted from the asset’s total value.

Key:
Legal and tax issues can be complicated and 
making the best choices requires knowledge. 
Always consult with an experienced financial 
advisor.

Family limited partnerships: A family limited partnership, 
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in which the family members are the partners, can provide a 
number of benefits both to your estate and to your family and 
beneficiaries. Your financial planner will be able to explain 
these benefits in detail and help you decide if a family limited 
partnership is a good choice for your particular circumstances.
A family limited partnership used to be very popular before 
Limited Liability Companies (LLC) were authorized, but now 
that LLCs are mainstream, and because the two are so similar, 
LLCs are typically used instead of family limited partnerships. 
The minute technical details are beyond the scope of this book, 
but your attorney and/or financial planner can determine 
which entity most appropriately benefits your unique 
circumstances.

Other estate planning entities: As you can imagine, there 
are myriad choices available when considering which business 
entity is the best choice for your assets. Professional business 
advisors typically spend years learning all the subtle details 
of the various alternatives available to you, and knowing 
which one or which combination is the most advantageous 
application for your unique circumstances.

This is too important to do by yourself! You, and your estate, 
and your beneficiaries will be best served if you employ a 
financial planner with the right credentials and experience to 
guide you through a complex web of options.

For example, your financial planner can explain:
•	 The basic income tax rules that pertain to LLCs, FLPs, 

C Corporation, and S Corporation income
•	 How these entities operate differently when 

distributions are made or ownership interests are sold
•	 The benefits of converting a C Corporation to an S 
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Corporation, or the other way around
•	 How to identify the tax issues relating to the ownership 

of S Corporation shares, and how to remedy them

Your financial planner can also advise you on the following and 
help you select the ones that are best for your unique financial 
circumstances:

•	 Grantor Retained Annuity Trusts (GRATs)

•	 Grantor Retained Unit Trusts (GRUTs)

•	 Self-Cancelling Installment Notes (SCINs)

•	 Private Annuities (PAs)

•	 Charitable Gift Annuities (CGAs)

•	 Charitable Remainder Trust (CRTs)

•	 Donor Advised Funds (DAF)

•	 Charitable Lead Trust

•	 Grantor Lead Trust

•	 Non-Grantor Lead Trust

•	 Foundations: public or private

•	 Family foundations

•	 Supporting Organizations (SOs)

•	 Bonus Plan (Section 162)

•	 Employee Stock Ownership Plans (ESOPs)

•	 Health Reimbursement Account (HRA)

•	 Section 125 Plans
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•	 Health Savings Account (HSA)

•	 Advanced Investment Planning with IRAs

•	 Advanced Life Insurance Planning

•	 Retirement Accounts and Life Insurance

•	 Viatical settlements

•	 Life settlements

•	 Advance mortgage planning

•	 Qualified retirement plans: IRA, SEP, SIMPLE,

•	 ERISA Plans, 401(k) plans, defined benefit plans, 
carve-out plans

•	 Advance investment planning with index annuities and 
options

And more… These are only some of the estate protection 
entities and tools available, and unless you are certified 
in financial planning and wealth protection, you owe it to 
yourself, your future, and your beneficiaries to acquire the 
trained, experienced services of a professional expert who 
does!

Summary

In this section we discussed the purpose, value and application
of financial entities that could protect your estate from 
excessive taxation. Whether you and your financial planner 
select a Limited Liability Corporation, a Family Limited 
Partnership, or choose from a host of other extraordinary 
alternatives, you can have confidence in the advice of a 
professional advisor who understands your singular situation 
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and is trained to offer you guidance for the maximum wealth 
protection to which you are entitled.

Chapter 7: Review Questions 

1. The purpose of estate planning is:

A. The protection and preservation of your assets.

B. Effective during your life and after your death.

C. A method for distributing your estate upon death.

D. All of the above. 

2. Your estate planning team might consist of a CPA, 
trustee, life insurance agent, banker, and attorney, all 
“quarterbacked” by your financial planner. 

A. True

B. False

3. The federal estate tax can be as high as 49%, with state 
taxes added on top. 

A. True

B. False

4. The testamentary letter can be a supplement to your will, 
clarifying the decedent’s intentions.

A. True

B. False

5. Assets not in your will are not part of the probate process.

A. True

B. False

6. True or false? A living trust is when the trustee is the 
owner of the legal property in the trust, allowing full control 
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of the asset until the trustee’s death when the trust transfers 
to the beneficiaries.

A. True

B. False

7. A durable power of attorney authorizes a person to act on 
your behalf should you be unable to manage your assets. It is 
“durable” because the power of attorney continues in effect 
even if you become incapacitated. It can only be officially 
revoked, as through a court of law. 

A. True

B. False

8. A living will states that extraordinary measures should 
be taken to keep you alive in the event of a serious physical 
threat to your life. 

A. True

B. False

9. With regard to holding title, which of the following factors 
is the best way to decide how title should be held? 

A. Term, access, control, valuation, tax efficiency.

B. Term, control, insurance efficiency, valuation, tax 
efficiency.

C. Access, control, insurance efficiency, tax efficiency.

D. Valuation, term, control, insurance efficiency, tax 
efficiency.

10. A trust is an arrangement made by the trustee for the 
benefit of the beneficiary or beneficiaries. 

A. True
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B. False

Answers

1. Answer: D. Estate planning helps ensure your property is 
transferred according to your described wishes.

2. Answer: A. True. Your financial planner is best suited to be 
the coordinator of your estate planning team because he or 
she sees the “big picture” and is a trained professional who 
can guide the other team members in their specialized tasks.

3. Answer: A. True. Taxation is a major predator of your 
wealth, so you need an experienced financial planner to work 
with your tax advisor and limit the amount of taxes your 
estate would otherwise have to pay.

4. Answer: A. True. A testamentary letter is useful in many 
ways, including identifying the location of important 
documents, listing the names and contact information of 
your professional advisors, explaining large purchases or 
loans, and instructing your spouse about notifying certain 
agencies that could impact your estate.

5. Answer: A. True. Only those assets listed in your will come 
under the jurisdiction of the probate process. Assets not in 
your will are free of the probate process. Some of these assets 
could be life insurance, retirement plans, pensions, annuities, 
and individual IRAs which are subject to the beneficiary 
designations you made when you began your accounts.

6. Answer: A. True. Some people prefer to establish a living 
trust so they retain full control of their property throughout 
the remainder of their life. It’s called a living trust because 
the trust is managed by the owner of the property while still 
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alive.

7. Answer: A. True. Obviously, you’ll want an honest and 
dependable person to be appointed as your attorney-in-fact. 
You should also select an alternate person should your first 
choice be unable to perform the tasks.

8. Answer: B. False. A living will declines extraordinary 
measures to keep you alive. Two physicians must concur 
that a terminal condition exists. The living will can include 
instructions on the treatments that should be used or 
withheld.

9. Answer: A. The term must be identified, whether for life 
or a set period of time; access refers to the ability to obtain 
the cash value; control indicates the ability to manipulate the 
asset as an investment; valuation is important for measuring 
the monetary value of the asset; and tax efficiency helps 
protect the asset from unnecessary predators.

10. Answer: B. False. A trust is an arrangement made by the 
trustor, who is the owner of the property, for the benefit of 
the beneficiary or beneficiaries, and the trustee is responsible 
for administering the trust as required.





Objectives:

You will:

•	 Learn a variety of uses for life insurance

•	 Understand why having an “insurance portfolio” is a 
helpful concept

•	 Recognize the two primary types of life insurance

•	 Gain insight to the benefits of using life insurance as a 
financial tool

•	 Identify the tasks your insurance advisor should do on your 
behalf

•	 Be introduced to the advantages of universal life insurance

•	 Have a better understanding about the value of purchasing 
a long term care (LTC) insurance policy

•	 Be able to make a decision about whether disability 
insurance is a wise choice for you

Insurance is an essential tool for protecting your financial 
wellbeing. There are different types of insurance that protect 
you from risk. The different types are life, liability, property, 

Chapter 8: 
Insurance Planning Analysis
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disability, health, and long-term care (LTC). For some people, 
specialized insurance is appropriate, such as for businesses, 
athletes, and entertainers.

Life insurance is a popular and efficient estate planning tool, 
and with proper planning, it may become the primary solution 
to indemnifying the estate and/or its beneficiaries.

We’ll take a deep look at life, health, LTC, and disability, but 
only mention auto, home, and liability in passing, as they are 
likely already quite familiar to you.

Life Insurance

Life insurance is a unique instrument, excellent for protecting 
your assets from taxes and other predatory influences.

Life insurance is a flexible tool that can be used in a number 
of creative ways to protect your money from taxes, and 
fulfill strategic purposes. However, with any powerful tool 
comes responsibility. The problem with life insurance is that 
it is usually prescribed incorrectly, and can be completely 
misapplied. Life insurance is not always the best choice, but it 
has remarkable value when employed correctly.

It may be helpful to think about your insurance planning from 
a portfolio perspective, just as you would think about your 
investment planning. Your investment portfolio likely contains 
a variety of stocks and bonds. Similarly, you may be well served 
by having a diversified insurance portfolio that provides you 
with the right tools for your unique circumstances. Remember, 
insurance can play many roles and
 
does not need to be a one-policy-fits-all solution. As always, seek 
the advice of a professional before making important decisions 
involving life insurance.
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There are two primary types of life insurance. The first is 
term insurance, which has no savings element. The other is 
permanent life insurance, which does have a savings element. 
Permanent life insurance comes in a variety of different types, 
with each possessing unique features and benefits. The two more 
common types are Whole Life (whole of life assurance), and 
Universal Life, which is phenomenal for both its tax planning 
aspects, and for its cash value aspects.

Note: Some of the following items are general examples, so 
always consult with your insurance advisor, and review your life 
insurance contract for details.

Policy provisions, features and benefits, and the general 
competitive advantage of policies can vary greatly among 
insurance companies. At the individual state level, even the rules 
and regulations can vary.

Note: 
Term life insurance has no savings element. 
Permanent life insurance provides a savings 
benefit, and also has other important benefits.

Some of the applications for life insurance may surprise you 
because of its flexibility:

1.	 Life insurance is a non-reportable asset when applying for 
federal aid through a federal program such as FAFSA (Free 
Application for Federal Student Aid), so funds in your life 
insurance policies may not restrict your children’s potential 
for acquiring government-funded college loans.

2.	 Life insurance proceeds usually go to your beneficiaries 
income tax free.

3.	 Assets in your life insurance policy can be withdrawn and 
used income tax free via loans and surrender of basis.
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4.	 If you choose, you can withdraw sometimes as much as 
90% of your policy’s resources and still keep the policy’s 
integrity.

5.	 If you borrow from your policy, you will be charged an 
interest rate, but you are also credited with a rate. If the 
loan rate is 8%, and the credit rate is 7%, your loan cost is 
only 1%. (This is a general example only; always consult 
your insurance advisor.)

6.	 Being allowed to borrow from your policy is an advantage. 
If you had to cancel your policy to acquire its funds, the 
money may be subject to income tax at your tax bracket’s 
rate. It could be better being charged a 1% rate, per the 
example, than a 30% tax bracket rate for a forfeited policy.

7.	 Life insurance is a good tool for making a deferred 
compensation arrangement with your executives or key 
man. For example, if you want to secure the services of one 
of your executives, you can have the company purchase a 
cash value life insurance policy that defers compensation 
for 10 years. If the executive remains the 10 years, the 
proceeds from the policy act as a form of a retirement plan; 
if the executive should die beforehand, the proceeds can go 
to the family.

When you and your financial planner discuss and then decide 
that a life insurance instrument would work well for your 
estate’s protection, your insurance advisor can arrange the 
acquisition. Remember, you want to purchase life insurance 
from an independent representative who has multiple 
competitive choices to offer you.

Once you and your insurance advisor have discussed your best 
options, your advisor should:
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•	 Outline and communicate your insurance strategy in 
writing.

•	 Construct the framework for a mix of diversified insurance 
policies that will work together with the expectation of 
generating reasonable short and long-term protection at an 
acceptable level of risk, including:

•	 Delineate risk protection in the insurance portfolio,
•	 Recommend an allocation strategy for insurance 

policies,
•	 Create guidelines for the selection of insurance
•	 companies and diversification of insurance assets,
•	 Identify evaluation criteria for assessing the 

insurance
•	 portfolio’s performance,
•	 Promote continuous and effective communication 

between the advisor and the client.

You and your insurance advisor have duties and responsibilities; 
this list will be helpful for you:

Responsibilities of your insurance advisor:

1.	 Create, recommend, and execute an insurance strategy that 
is consistent with your estate’s objectives, time restrictions, 
risk acceptance, guidelines, and limitations.

2.	 Recommend appropriate insurance companies.

3.	 Counsel you about the recommended selection and 
allocation of insurance assets.

4.	 Continuously monitor the performance of your                                                   
insurance assets.

5.	 Recommend changes as necessary to meet your                       
portfolio’s goals.

6.	 Be available for meetings as necessary, and at your request.
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7.	 Prepare and discuss periodic reports.

Your responsibilities:

1.	 Observe the progress of your insurance portfolio and be 
alert about the progress toward your goals.

2.	 Be cognizant of the insurance policies’ objectives and how 
they serve your plan.

3.	 Discuss and instruct your advisor to make appropriate 
changes to the plan, and approve or disapprove of your 
advisor’s recommendations; be engaged.

4.	 Provide your advisor with information about your financial 
circumstances and risk acceptance; be sure to notify your 
advisor about changes to your information.

5.	 Read, understand and ask questions about the information 
in your insurance policies’ contracts.

6.	 You are responsible for exercising your rights, as attained 
through the insurance policy purchases, and through your 
agreement with your advisor.

The purpose of risk management: There is a great variety 
of risk in our lives, and mitigating these risks is an intelligent 
response to achieve financial self-preservation.

Personal risk: When considering insurance as a means for 
financial protection, two main issues must be considered and 
resolved:

•	 Your ability to accept the financial risk inherent in 
insurance policy protection, and

•	 Your willingness to weather the volatility that sometimes 
accompanies insurance policies’ value development

There are two main reasons for purchasing insurance policies:
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•	 To protect your financial well-being
•	 To accumulate cash
•	 And: a combination of the two

Insurance as a source of financial support for 
dependents: Insurance can be an excellent tool for providing 
financial support to the surviving family members. Funds 
from insurance policies can be used for the typical household 
expenses of paying bills, maintaining mortgage payments, 
purchasing food, clothing and health care, and can also be 
applied to education, day care, legal fees, or business costs.

Important:
The purpose of insurance is to protect you, your 
family, and your business by restoring your 
financial loss in the event of unexpected but not 
unanticipated harm. 

Insurance to service debt: Insurance is also an effective 
means for providing resources to pay off a mortgage, vehicle 
loans, credit card debt, and debts such as college or business 
loans. Death does not terminate the estate’s obligation to pay 
back these debts, and an insurance policy could be very useful 
for preserving your survivors’ finances.

Insurance for personal uses: Insurance policies can 
also be a great resource during your lifetime. Cash value life 
insurance policies can potentially accumulate cash you can use 
for any purpose through a policy loan, or policy termination if 
circumstances warrant. If you terminate your policy, you would 
pay taxes on the funds you receive, possibly at a favorable rate.

Assessing your personal needs: Initially, you and your 
insurance advisor or financial planner should analyze your need 
for insurance to determine if life insurance fits well into your 
estate’s strategic plan.
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The key focus will be to understand the result of your family’s 
financial situation if the main financial contributor were to 
die. This analysis of your family’s needs will be a review of the 
death’s effect on income, existing assets, indebtedness, and 
living expenses in the future.

Insurance policies can assist with retirement needs, estate and 
tax planning, educational support for family members, etc. A 
careful review will determine if your situation would benefit 
from insurance, and if so, how much should be acquired and 
what type of policy is best suited for your purposes.

Insurance Company Risk?

Your advisor should recommend purchasing insurance only 
from absolutely sound insurance companies. Insurance 
companies are rated by independent services that assess the 
financial strength of these companies, and their ability to pay 
claims. Some of the best rating services are Standard & Poor’s, 
AM Best, and Moody’s. Your advisor should recommend 
purchases with high ratings from these companies.

Two types of policies: Term insurance provides only financial 
protection and has no cash value component. Upon your death, 
the insurance company pays your beneficiaries.

Term insurance is like renting. You pay rent, and when you 
leave, you take no equity with you. It provides only financial 
protection and has no cash value component. Upon your death, 
the insurance company pays your beneficiaries.

Cash value policies are like owning a home. You can build 
equity, and when you sell your home, you may even make a 
profit. They provide a death benefit, and after a period of time, 
cash value may have accrued and can be loaned to you, or paid 
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out when the policy is terminated.

While there are many other types of polices available, they are 
all a variation of these two basic types. The right type for you 
depends on your circumstances.

Equity indexed universal life insurance: EIUL is a 
combination of elements from both universal and variable 
life insurance. EIUL is like universal life insurance because 
it employs an interest-crediting rate, and excess cash values 
are not at risk to the equity market. On the other hand, EIUL 
is similar to variable life insurance because accumulated cash 
is based on the performance of a stock market index. One of 
the positive features of an EIUL policy is that most policies 
guarantee your interest rate will never be below zero, so you 
can’t lose your investment when the stock market declines.

On the other hand, there is a cap on your interest earnings to 
offset the insurer’s losses when the market does have reduced 
performance.

Note: 
Because of your circumstances, which is best for 
you: term insurance or a cash value policy? 

An EIUL policy differs from traditional universal life and 
variable life insurance, mostly based on how interest is credited 
to the cash value of the EIUL policy. Your financial advisor will 
guide you on the details of this investment, and if it’s a good 
choice for you.

Insurance policy indexing methods: Insurance policy 
investments employ an index crediting method to determine 
the growth or decline of your insurance investment portfolio. 
Interest is earned based on the performance of an index of 
stocks in the stock market. Three crediting methods are most 
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often used by EIUL issuers.

Annual Point-to-Point Method: The annual point-to-point 
method compares the equity index’s value at the beginning of 
the one year term to its value at the end of that year.
Interest is credited if the ending index value is higher, or no 
interest is credited if the value is lower, unless there was a policy 
guarantee for a minimum interest.

Daily Averaging Method: This method takes the average daily 
index value over the entire index term, usually one year, and 
compares the average to the beginning index value. If the 
average daily index value is greater than the initial index value, 
interest is credited per policy guidelines.

Monthly Averaging Method: The monthly averaging method 
is similar to the daily averaging method except the index value 
is recorded on the same specific date of each month for 12 
consecutive months. The average of each of the 12 monthly 
values is compared to the initial index value on the first day of 
the term, and interest is credited if the average is higher than 
when the term began, per policy guidelines.

Universal life insurance: Universal life insurance is a 
type of life insurance that provides policy holders with several 
advantages, such as:

•	 Flexibility when paying premiums
•	 Adjustable death benefits
•	 Access to the money in the policy
•	 Tax deferred growth of the cash value
•	 A guaranteed minimum interest rate
•	 An excess interest rate for your policy’s cash value

Flexibility When Paying Premiums: Your policy will state a 
level, planned premium amount, but you do not have to make 
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premium payments in that amount; you can pay more or less, 
and premiums can be paid more or less frequently as well.
Adjustable Death Benefits: You can raise or lower the death 
benefit as your circumstances change.

Access to the Money in the Policy: You can take loans and partial 
withdrawals against the funds in your policy’s account.

Tax Deferred Growth of the Cash Value: The cash value in your 
policy’s account grows tax deferred.

Guaranteed Minimum Interest Rate on Your Policy’s Cash 
Value: The advantage of a universal life insurance policy is 
that the insurance company manages your cash value and 
guarantees a minimum return. Should the insurance company’s 
performance be poor, you still receive the guaranteed minimum 
rate of interest on your cash value.
Predictable growth can be very welcome when planning your 
financial goals.

Excess Interest Rate for Your Policy’s Cash Value: In addition 
to having a guaranteed rate of interest, you may also benefit 
by having an excess interest rate applied to your cash value. 
Each company determines its own method for providing excess 
interest, and may have stipulations for awarding excess interest, 
such as applying excess interest only after the first $1,000 of 
cash value.

As always, consult with your insurance advisor for further 
information.

Traditional whole life insurance: With traditional 
whole life insurance, the insurance company calculates level 
premiums to pay your insurance coverage costs, also known 
as the mortality costs. The premium is guaranteed to stay the 
same throughout the course of your life. In the beginning, the 
premiums are higher than the mortality coverage costs. The 
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difference between the mortality costs and the premiums is held 
in a cash reserve account called the cash value.

Later, as mortality costs increase due to your increasing age, 
your premiums are lower than the mortality costs; your policy 
now draws on the cash value to help pay the insurance costs. 
As the cash value in your policy increases over the years, your 
insurance coverage is reduced by an equal amount.

Policy dividends: Some policy owners may also benefit by 
receiving a dividend. Dividends are not guaranteed but are paid 
when the insurance company’s board of directors makes such 
a decision. The amount of your dividend is based on a formula. 
Policy dividends do not pay income tax because they are 
regarded as a return of premiums you have already paid.

Other strategies using life insurance: As you know, life 
insurance provides cash that can be used to satisfy a multitude 
of personal and business objectives. Here are some strategies 
that demonstrate the versatility of using life insurance in your 
estate planning.

Important:
Here are several beneficial strategies for using life 
insurance that may be right for you. 

Buy term and invest the difference: People who purchase 
cash value life insurance usually do so because it provides 
the opportunity to accumulate savings and also protect their 
loved ones. However, cash value life insurance requires higher 
premiums than term life insurance and may limit your control of 
your investment.

You might consider buying term life insurance instead of cash 
value life insurance, and then investing the difference of the 
cost between the two in another investment. Although your risk 



Insurance Planning Analysis 197

will be higher, you may achieve a higher rate of interest because 
insurance companies are, by nature risk averse and they invest 
conservatively. Of course, you would need to be disciplined if 
you invested the difference, and remember that term insurance 
is an annual purchase whose premiums may increase, or you 
may be denied coverage at some point as you age or become ill.

Cash value life insurance as a savings account for 
education: A cash value life insurance policy could be an 
appropriate way to ensure your children’s education funding. 
This type of policy may accumulate a rewarding cash value after 
10 to 15 years, and you can withdraw the funds you need to pay 
for a portion or all of your children’s college expenses. A nice 
detail to know is that using this type of policy for your child’s 
education won’t disrupt your children’s eligibility for federal 
financial aid.

Cash value life insurance for retirement: Your cash 
value grows tax deferred, so should you wish to withdraw the 
value during your retirement, you can do so, possibly free from 
income tax. Upon your death, remaining funds can go to your 
beneficiaries.

Use life insurance to fund your buy-sell agreement: 
As a business owner, life insurance can be used to fund a buy-
sell agreement that can help protect your business if one of the 
owners dies, or if one of your partners decides to sell their share 
of the business.

Summary

Life insurance is a phenomenal tool when used correctly. It has 
multiple applications and exists in diverse forms. The special 
strengths of life insurance is that it can be used to protect your 
assets from creditors and predators in a variety of ways, and 
can also be employed in strategic ways that can serve various 
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business and personal wealth goals. Like any powerful device, 
if used effectively, it can yield surprising results, but if used 
improperly, the results can be wasteful and disastrous.

Health Insurance

An important part of protecting your finances is having 
sufficient health insurance to cover your family’s health needs. 
In this section, a brief commentary on health insurance is 
provided.

Group Health Plans: A serious illness or an accident of 
immense proportion is always a potential threat, and health 
insurance reduces the risk to your finances. Individuals can 
join a group of insured people through commercial companies, 
or health maintenance organizations (HMOs), or physician 
hospital organizations (PHOs). Some employers self-insure 
their employees in order to avoid some state regulations and 
thus reduce costs. Blue Cross and Blue Shield are generally 
nonprofit associations that provide contract-specified benefits. 
Group insurance is often favored because it usually costs less, is 
available without evidence of insurability, and generally offers 
better coverage.

Medicare: Medicare is available for individuals who have earned 
sufficient credits over the course of their work life and are 65 
years old or older, and benefits are also available for people with 
certain disabilities under 65.

The Medicare system consists of several parts: Part A, hospital 
insurance benefits; Part B, medical insurance benefits; Part 
C, Medicare+Choice; Part D, prescription drug insurance. 
Medicare information is readily available on the Internet, or 
through your insurance agent.
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Long Term Care Insurance

As a person ages, insurance for long-term care will be a welcome 
lower cost solution as current costs for care in a nursing home is 
about $70,000 annually. Our elder population is growing as the 
Baby Boomers enter their retirement years; before long there 
will be a significant impact on end-of-life health issues, and 
mortality rates will increase as this generation becomes ill and 
dies.

Elderly people typically require assistance with daily activities 
such as eating, bathing, dressing, etc. This type of care is called 
long-term care, and may be administered by family members, 
or in a variety of assisted living facilities. Because the costs for 
long-term care can be exorbitant and can quickly deplete assets, 
and because standard health insurance policies exclude long-
term care benefits, long-term care insurance can mitigate the 
effect of excessive expenses.
 
Risk management: Long term care insurance is available to 
manage the risk of enormous expenses, typically in the later 
years of a person’s life when they are living on a fixed income. 
The risk is great, because most people will not be able to afford 
the exorbitant cost of the care they may need, and their entire 
estate can be consumed. Some careful thinking about and 
planning for this very likely situation is mandatory.

An analysis of the risks associated with long-term care reveals 
that the only choices available to an individual considering the 
financial impact of elderly needs are purchasing an insurance 
policy, or self-funding the costs. A third choice, dispersing your 
estate to rely on the resources and mercies of Medicaid, is an 
unappealing alternative.
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Key:
Long term care insurance can mitigate the effect 
of excessive expenses as people age and become 
unable to care for themselves. 

There are three categories of people when considering the 
need for long term care. The first group is composed of the 
multimillionaires who will be capable of self-funding their 
elderly care needs, either through a personal staff or through an 
LTC policy. The third group is those individuals with less than 
$100,000 in resources who will be cared for through Medicaid. 
It’s the group in the middle that needs to use an insurance risk 
transfer technique to handle the impending risk.

For this middle group, the issue is focused on determining a 
reasonable way to finance the risk. People will either retain 
the risk and take the chance of paying the full cost of care out 
of their pockets, or they can choose to pay a premium to an 
insurance company and transfer the cost of covered charges to 
the insurance company. But there is another option, and that 
is to use a combination of retention and insurance. This option 
is usually chosen because people cannot pay or do not want to 
pay high insurance premiums. Remember, when evaluating LTC 
insurance, it does not have to be an all or nothing decision.

For some, a long-term care policy is an affordable and attractive 
form of insurance. For others, the cost is too great, or the 
benefits they can afford are insufficient. You should not buy 
a long-term care insurance policy if it will cause a financial 
hardship and make you forego other more pressing financial 
needs.
 
Factors to evaluate: After identifying the potential need for 
health care, the age, ability, financial situation and marital 
status of the individual must be considered.
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Age: Although policies are available from age 18 to 99, the 
average client is between 60 and 75. People under 40 are usually 
still more concerned with retirement and college planning while 
people over the age of 84 are not likely to qualify for coverage 
because of their health history.

Ability: Underwriting for long-term care insurance is different 
from that of life insurance since it is the applicant’s ability to 
function that is analyzed. The underwriting decisions are based 
more on morbidity (the chance of becoming disabled) than 
mortality (the chance of death). Underwriters look for diseases, 
injuries or illnesses that could lead to loss of function. In 
general, individuals with signs of a chronic condition that would 
likely lead to a loss of function will not qualify for coverage. 
Further, as individuals age, their likelihood of qualifying for LTC 
coverage decreases because chronic conditions begin to set in 
with age.

Financial Situation: When evaluating if one should purchase a 
longterm care insurance policy, the financial conditions of the 
situation need to be considered. Both assets and income must be 
analyzed to accurately measure the need for insurance.

Evaluating the Policy: The long-term care insurance market 
place has evolved greatly over the last several years, and there 
is no shortage of quality policies to choose from. There are 
several companies selling policies with multiple combinations of 
benefits and coverage.

Benefit flexibility: A comprehensive policy may be purchased 
that covers the individual in a nursing home, adult day care 
center, assisted living facility, his or her own home, or just about 
any other setting. Or a nursing home only or home care only 
policy may be purchased.

Most policies will pay 100% of the daily benefit for skilled care, 
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but many policies will reduce the percentage they pay if care is 
received for custodial care. Some policies will also reduce the 
benefits depending on where the care is received. For example, it 
will pay 100 percent for care received in a nursing home but only 
80 percent for assisted living. Further, many polices allow the 
client to choose a lower coverage rate in order to keep the cost 
of the policy down. In this situation the policy may pay 100% of 
the daily benefit for nursing home coverage and the client could 
choose a 50% or 80% rate for home health care.

Important:
When you purchase your LTC insurance policy, 
choose one that gives you as much flexibility as 
possible. 

As long as the coverage is affordable, it is wise to have a policy 
that pays 100% at any level of care and 100% regardless of 
the care facility. This way the client can choose where he/she 
will receive care at the time of claim as opposed to at time of 
application.

Benefits are paid usually in one of two ways. A policy can be 
designed to pay for expenses actually incurred (reimbursement) 
or by indemnity (in cash). In the reimbursement policy the 
insurance company either pays the client or the provider up 
to the limit contained in the policy. Here the policy will pay 
benefits only when eligible services are received. The indemnity 
method will pay benefits to the client directly in the amount 
specified in the policy without regard to the specific services 
received. Most of the policies offered today are reimbursement 
policies. They will use a pool of money concept or some will pay 
actual expense up to the daily maximum with any remaining 
benefit forfeited.
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Common provisions in long-term care policies:
Maximum Daily/Monthly Benefit: Most policies pay a fixed 
dollar amount for each day of care. Benefits can range from 
$50.00-$350.00 per day.

Lifetime Maximum Benefits: Most plans have a maximum 
benefit they will pay. It is usually expressed in years, such as 1, 2, 
3, 4, 5, 6 years, or for lifetime.

Waiting Period (Deductible): Most LTC policies require the 
client to pay their own way for a specified number of days before 
the insurance company will begin to pay benefits. They range 
from 0 to 180, and the shorter the waiting period, the higher the 
premium. Be careful of the policies that require the days to be 
consecutive.

Waiver of Premium: Some policies will waive the future 
premiums after you have been in the nursing home for a 
specified number of days. The most common is 90 days, but 
some companies waive the premium as soon as they make the 
first benefit payment. One thing to look for in the insurance 
contract is the requirement for the days to be continuous; this 
can delay the waiver. Language that does not require the days 
to be continuous is preferred. Some companies do not waive the 
premium for care received at home.

Inflation Protection: Since costs inevitably increase, a policy 
without a provision for inflation may be outdated in a few years. 
Of course, an additional charge is incurred for this protection.
There are also provisions for a variety of other issues, such as 
tax-exempt status for premiums, tax incentives, guaranteed 
renewability, prior hospitalization, pre-existing conditions, etc., 
so be sure to discuss policy details in depth with your insurance 
agent.
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Summary

When asked the question “What is long-term care?” the typical 
answer would be that it is care provided in a nursing home 
for old people. In today’s society, the perception of long-term 
care has changed drastically. Today’s definition has broadened 
to include a wide range of services that address the health, 
medical, personal care, and social needs of people with chronic 
or prolonged illnesses, disabilities and cognitive disorder. Most 
often it is referred to as providing assistance with the activities 
of daily living. And it is not just for old people. People of all ages 
are at risk.

The problem with either definition of long-term care is that 
it can be emotionally, mentally, physically and financially 
devastating to not only the individual requiring care, but for the 
entire family.

Some of these challenges have been caused by the social 
changes in our country and others have been caused by the 
rapidly increasing economic aspects of providing long-term care 
services.

With the increasing problems surrounding long-term care 
issues, the way we handle the risks should be examined from a 
risk management point of view in order to better evaluate who 
should buy long term care insurance. The conclusion here is that 
for many individuals, long-term care insurance is an excellent 
technique for handling the risk associated with long-term health 
care issues. However, it is not appropriate for everyone and 
these people may prefer other risk management techniques 
more suited to their situation.

For the people who choose to use insurance to handle their 
longterm care risks, there are several decisions to be made in 
selecting a contract that will meet their needs. Today’s policies 
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offer both comprehensive coverage as well as limited coverage 
in tax-qualified and non-qualified contracts. The contracts 
contain benefit flexibility so each individual’s specific needs 
can be addressed in designing their coverage. In the end, there 
are several well-respected companies who offer this type of 
insurance and with careful analysis, proper coverage should be 
obtained.

Disability Insurance

Disability insurance offers protection in case the breadwinner 
of the family is unable to work. Recent studies have determined 
that the risk of becoming permanently disabled in a person’s 
normal working lifetime is greater than the risk of premature 
death in the same time period. Not only can disability eliminate 
a family’s source of income, but can add extraordinary health 
expenditures as well.

There have recently been significant changes to individual 
disability policies because claims in the past few years have 
included drug and alcohol abuse, mental disorders, and illnesses 
like stress-related disorders and carpal tunnel syndrome which 
are relatively new to the disability realm.
 
As disability is a significant risk to your family’s financial health, 
and since disability insurance offers a number of coverage types 
and policy features, it should be discussed and considered with 
your financial planner as a strategy to protect your estate.

Auto, Homeowner’s and Excess Liability Insurance

These types of insurances are familiar to you, and should be 
a part of your financial planning. You should speak with your 
insurance agent for a reduced annual premium if these three 
insurances can be bundled and quoted as a unit.



Exit Insight: Getting to Sold!206

Summary

The significant concept to remember is that while there are 
many types of insurance available, the application of insurance 
should be congruent with your business planning. Insurance is 
a tool like any other, in this case to protect your business and 
personal wealth from the risk of potential threats. Insurance, 
if well-employed, can figure effectively in your business 
documents, such as buy-sell agreements, or for retaining your 
key man executives. The other important reminder is you should 
discuss and create your insurance strategy with a professional 
like your financial planner so your decisions work in tandem 
with your other business and estate objectives.
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Chapter 8: Review Questions

1. Life insurance is a unique financial tool, useful for protecting 
your assets from taxes and other predatory influences. 

A. True

B. False

2. Which of the following statements about life insurance is 
false? 

A. You can borrow from your policy, but you will be 
charged an interest rate.

B. Life insurance can be used for making a deferred 
compensation arrangement with your executives or a key 
man.

C. Life insurance proceeds usually go to your beneficiaries 
as taxable income.

D. Sometimes your policy allows you to withdraw up to 
90% of your policy’s resources and still keep the policy’s 
integrity.

3. The difference between term insurance and permanent life 
insurance is that term insurance has no savings element. 

A. True

B. False

4. Which of the following are reasons for purchasing insurance 
policies?

A. To protect your financial well-being

B. To accumulate cash

C. A combination of A and B

D. All of the above
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5. Is the following true or false? Insurance can be a source of 
financial support for your dependents, can service debt, and 
can accumulate cash for any use.

A. True.

B. False.

6. Long term care insurance (LTC) could be a good addition to 
your insurance portfolio, covering some of your health needs 
in the future. Which of the following provisions are common to 
long-term care policies?

A. Maximum daily/monthly benefit

B. Lifetime maximum benefits

C. A waiting period before the policy initiates

D. Waiver of premiumE. Inflation protection

F. A, B, and C above.

G. All of the above
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Answers

1. Answer: A. True. Life insurance is versatile but is usually 
incorrectly prescribed and sometimes misapplied. When used 
correctly, it offers remarkable value.

2. Answer: C. Life insurance proceeds usually go to 
beneficiaries as income tax-free revenue.

3. Answer: A. True. Term insurance is valid only for the length 
of its term and has no cash value when the term expires. 
Permanent life insurance has a cash value which builds over 
time.

4. Answer: D. Insurance policies can be a valuable addition 
to your financial risk-protection strategies, and can also be a 
source of steady appreciation for your portfolio.

5. Answer: A. True. When applied correctly, insurance can 
provide benefits in a variety of ways. Discuss with your 
financial advisor how you might benefit by employing 
insurance in your business and personal life.

6. Answer: G. Each of the provisions in your long-term care 
policy should be carefully reviewed and discussed with your 
financial planner or insurance professional so you can make 
sure your policy will provide as many benefits as possible for a 
price you can afford.





Objectives:

You will:

•	 Know the meaning of the term “tax alpha”

•	 Understand the importance of integrating your business 
and personal finances to increase your tax protection

•	 Become more aware of the importance of protecting your 
business and your estate from taxation

•	 Realize that the seller and the buyer of a business have 
different taxation issues and goals

•	 Begin to learn about the different ways taxes can be paid so 
you can retain as much of your wealth as possible

•	 Learn the value of planning a tax strategy

•	 See some examples of tax strategies and tactics

•	 Gain insight to how tax exempt income, tax-deferred 
income and after-tax investments can help you build 
wealth

•	 Identify and learn about five types of estate taxes, and how 
to minimize them

Chapter 9: 
Tax Planning Analysis
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When considering your personal wealth and how to increase 
it, one of the more important aspects is contemplating how to 
preserve the wealth you already have. Taxes are, perhaps, a 
necessary evil, and when planning how best to preserve your 
wealth, employing methods that minimize the amount of taxes 
you must pay will help you retain as much of your wealth as 
possible, providing you the opportunity to use these retained 
funds to further increase your wealth. Known as ‘tax alpha’, 
this provides you with the opportunity to use a necessary evil 
for making something good, because you can now invest this 
remainder and let it compound.

Your tax strategies are best designed with the integration of 
business and personal finances so both work together to furnish 
your estate the best protection possible. Adjustments in all 
appropriate aspects of your business and personal financial 
areas may result in big tax savings; a lot of little changes may 
add up to significant protection from taxation and loss of 
value. The government provides many incentives through tax 
deductions and tax credits, so it’s imperative that you engage 
your financial planner with discussions and decisions which 
create strategies which limit your taxes.

“I like to pay taxes. With them I buy civilization.”
―Oliver Wendell Holmes, Jr.

“The young man knows the rules,                                                                   
but the old man knows the exceptions.”                                                                                                                  

―Oliver Wendell Holmes, Jr.

Business Tax Planning

Tax planning for your business is very important in all phases of 
the business. This includes the business set-up, yearly reviews, 
and the selling or closure.
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Start-up of your business: There are several different 
business structures from which to choose, such as C 
corporations, S corporations, Limited Liability Companies, 
etc. Each has its own benefits and detriments which must be 
carefully considered as they relate to your unique circumstances. 
It is important to understand the taxation process of each 
type as well as the possibilities of double taxation. You should 
learn the advantages and disadvantages of passing losses to 
your personal return. Also, you should be aware of the types of 
business profits are subject to self-employment tax.

If you purchase stock in a C corporation or S corporation, the 
assets and liabilities inside the corporation will have the same 
tax basis as before the purchase. If you buy a group of assets, 
the amounts assigned to each asset will become each asset basis 
for immediate write-off, depreciation and amortization. Also, 
you may add other assets such as goodwill and covenant not to 
compete if these are in the purchase contract. Finally, you may 
have to pay state and local taxes on your equipment purchase.

If you start up a business, the start-up costs, such as costs 
occurred before the business starting date, up to $5,000 can be 
written off. The remainder is amortized. Organization fees, such 
as attorney fees and tax consultation, can be written off up to 
$5,000 and the remainder is amortized.

Years of operating your business: During the years of 
operating your business, you have to be aware of the changes 
in the tax law. The Federal tax law has had a history of making 
changes yearly and even retroactively. Your state and local 
taxation can greatly affect your profits. You should be aware 
of the timing of buying and selling equipment. The decisions 
regarding the increasing and decreasing inventory should be 
carefully made. There are also potential for deferring income 
and accelerating expenses. In order to have good tax planning, 
the business should maintain good and timely recorded 
accounting records.
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Selling your business: Buyers and sellers have different 
points of views when it comes to a business sale. The simplest 
type of sale is the sale of corporate stock which is subject to 
capital gains plus any special taxes mentioned below. Buyers 
generally want to purchase assets and assign higher values in 
order to depreciate equipment etc. or sell (inventory). Sellers 
will prefer to assign higher values to capital assets in order 
to qualify for capital gain treatment. Also in the case of C 
corporations, selling of assets can result in payment of tax on the 
corporate level as well as the shareholder level upon liquidation.

In order to maximize how much you will actually make from 
the sale of your business, taxation is an important element 
in the selling process. The selling of your business can result 
in ordinary income, capital gains, alternative minimum tax, 
self-employment tax and special taxes such as 3.8% Medicare 
contribution taxes.

You should project your tax liabilities in order to determine 
which tax bracket you will be in upon the sale. Ordinary gains 
such as gains from the selling of fully depreciated equipment 
will be taxed at your tax bracket. Also, items such as inventory, 
accounts receivable, covenant not to be complete, trademark, 
trade name, amortized client list is amortization and franchise 
are taxed as ordinary income. A self-employed person is 
subject to self-employment tax on the ordinary income derived 
from carrying on a trade or business such as inventory and 
depreciation recapture. Partnerships and LLC have ordinary 
income upon the sale of Section 751 Hot Assets.

Capital gains such as the sale of stock and other capital assets 
held for over one year will be taxed up to 20% and subjected to 
special taxes such as alternative minimum tax and Medicare 
contribution tax. Capital gains apply to land. While sale of real 
estate buildings is capital gain, the portion of attributed to 
prior depreciation is taxed at 25%. The portion of the gain of 
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equipment sale over its recaptured depreciation is capital gain. 
Goodwill and self-created client lists are subject to capital gains.
 
Installment sales: In order to avoid paying all of the taxes in 
one year, the sale agreement can have payments paid in two or 
more years. This can be important for both the buyer and seller. 
The buyer is anxious to close a sale by the year-end whereas 
the seller does not want to pay all of taxes due in one year, 
especially, at the year end.

Excess caution on the part of the seller should be maintained. 
The seller has to collect enough money to pay the tax due 
upon the sale. This means that the seller needs to calculate 
the total overall tax due and the amount due immediately. All 
tax due for the sale of inventory, of recapture of depreciation 
and amortization and of covenant not to compete must be 
recognized in the year of sale regardless of the cash received. 
In order words, taxation is not governed by cash but by the 
rules of taxation. Also the state and local taxes may apply. The 
remaining installment payments will be reported as capital gains 
and interest in the later years when cash is received.

C corporations have to be cautious of having to remain open 
until the receipt of the final payment and how to distribute the 
cash. C corporations can be subject to personal holding company 
tax rules during this period. Also, there can be double taxation 
upon distribution to the shareholders. S corporations do not 
recognize gain when it distributes the installment note upon 
liquidation; the shareholder recognizes the gain. Partnership 
and LLC have to be careful of Section 751 Hot Assets reporting.
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Figure 54: Example of Installment Sale

Final word: Please refer to a taxation glossary for further 
explanations of items mentioned in this section. You should 
seek tax advice based on your particular circumstances. A 
professional tax adviser should always be consulted for more tax 
information. This tax planning section is only the tip of the tip of 
the taxation “iceberg”.

Planning for Income Tax Reduction

The purpose of planning a tax strategy on the income you 
receive is to limit the amount of federal income tax you would 
otherwise have to pay. There are several ways to do this so 
you can save your hardearned money, such as reducing your 
taxable income, or perhaps deferring income to another tax 
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year, or choosing to shift income to family members in lower 
tax brackets. Other strategies include investment tax planning, 
deduction planning, and year-end strategies that reduce your 
estate’s income tax so you preserve as much of your wealth as 
possible.

Key:
At every phase of your business, your tax 
liabilities must be calculated and adjustments 
made to retain as much of your hard-earned 
wealth as possible. 

Defer Your Income: By postponing income in the current 
tax year until a future year, you may be able to reduce your 
immediate tax liabilities, and also be in a lower tax bracket 
as well, saving taxes in two ways. An arrangement like this is 
possible with certain retirement plans, or you may be able to 
structure the sale of your business so that you receive income 
from the sale on a schedule.

Shift Income to Family Members: Federal income tax liabilities 
can also be reduced by shifting income to other members of 
your family who are in lower tax brackets. You may own a 
stock that generates a lot of dividend income; when you gift 
the stock, the tax responsibility is shifted, assuming you don’t 
exceed the $13,000 ceiling on tax-free gifts. A family limited 
partnership might also be an appropriate way to shift income so 
tax liabilities can be reduced. As you realize, there are a number 
of factors involved when income shifting to family members, 
including children, in a C corporation, an S corporation, or a 
Family Limited Partnership. A tax advisor will advise you on the 
feasibility of these and other tactics, and all the pertinent details 
you’ll need to know and consider.

Deduction Planning: By claiming all the deductions to which you
are entitled, you may be able to significantly reduce your income 
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tax liabilities. In addition, you may be able to control whether 
a deduction is best placed in one year or another, to provide a 
greater reduction in your tax liability.

Timing Strategies: By consulting with your financial planner, 
you will have the benefit of premeditated investment choices 
that control your vulnerability to taxation. Tax-exempt securities 
could be a good asset class for you, as well as timing the sale of 
capital assets. Generally, long-term capital gains (ownership of 
over one year) are taxed at a lower rate than ordinary income, 
so holding assets for over a year may contribute to a tax saving. 
Your financial planner will be indispensable for the value of 
professional advice he can provide.

Year-End Tax Planning: Because year-end planning is conducted 
in the last quarter of the year, a more factual tax strategy can 
be implemented because much of what has occurred during the 
year is known, or can be anticipated. Your financial planner may 
now be more precise with recommendations to delay income 
for subsequent years, and more specific about deductions you 
should take or delay to limit your estate’s tax exposure.

Important:
Always consider the tax implications before 
investing so you can clearly determine if the 
investment is right for you. 

Two important taxes: While there are a seemingly endless 
variety of taxes that local, state and the federal government 
imposes on citizens, here are two taxes that are worth a quick 
description because these may impact you directly.

1. The Alternative Minimum Tax (AMT): The AMT is mostly 
focused on individuals, C corporations, estates and trusts with 
high income to ensure that these entities don’t completely 
escape federal-level income tax through the adroit use of 
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deductions, credits and exclusions they may employ. This way, 
these entities pay income tax through the AMT’s alternative tax 
system.

2. Capital Gains Tax: A capital gain occurs when a capital asset 
such as stocks, land, buildings or equipment is sold at a higher 
price than the price of its original purchase. The capital gain is 
the difference between the two prices. If one of your assets has 
a capital gain when it’s sold, you have incurred a tax liability 
on the appreciated value. However, since the current highest 
tax rate for ordinary income is presently 39.6% and the current 
highest tax rate for capital gains is presently 20%, or almost half, 
it’s to your tax-savings advantage if you can precipitate more 
capital gains, either by selling capital assets or earning certain 
dividends that are taxed at capital gains’ tax rates.

Tax exempt income: Many tax-exempt investments are 
available that provide interest without taxation. Most common 
are municipal bonds issued for various government operations 
like building roads, schools, libraries, etc. These are issued 
free of federal tax, and may also be free of city and state taxes 
if the purchaser resides in the locale. Your financial planner 
will guide you with selecting the best tax exempt investments 
for your portfolio by comparing the after-tax return rate with 
other investments of similar risk, so you receive the best return 
available.

Your financial planner will also advise that though the interest 
is tax exempt, you may be liable for capital gains tax when 
these bonds are sold. Tax free growth is one of the most potent 
investment opportunities available, but there are many rules 
and tactics to contemplate when considering tax exempt income, 
and your advisor will help you select the best choice for you.

Tax-deferred income: With tax deferred income, the 
return on these investments is not taxed until it is withdrawn. 
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Therefore, earnings continue to grow without the restriction 
of taxation, making these investments another formidable 
opportunity for investment growth. As these investments have a 
time-value advantage, your estate may not need to withdraw any 
earnings for quite a while, at which time you may be retired and 
in a lower tax bracket.

Comparison shopping for after-tax investments: 
Because of the impact taxes have on investments, the best way 
for you and your financial planner to assess the true value of an 
investment for you and your estate is to research and compare 
the after-tax returns of the investments you are inspecting for 
purchase.

Part of your investigation entails knowing whether a potentially 
attractive investment produces ordinary income or capital gains 
income, tax free income or tax deferred income, whether your 
strategy is long-term or short-term, and how this investment 
works with the other elements of your tax planning strategy 
that fits within the larger context and entirety of your estate 
planning. As always, your financial planner is trained to guide 
you with professional advice that will result in the best decisions 
for your unique financial situation.
 

Figure 55: After-Tax Return

Estate Taxes

In essence, estate taxes are really transfer taxes, or taxes 
imposed when a property’s title is being passed from one entity 
or person to another. This transfer can occur during your 
lifetime as in a gift, or can occur at death as in a will.
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When transferring property, there are five transfer taxes that 
may affect the proceedings: the state gift tax, state death taxes, 
state generation-skipping transfer tax (GSTT), the federal gift 
and estate tax, and the federal GSTT.

State gift tax: Only a few states impose a gift tax; your financial 
planner will know if this applies to any gifts you intend to make. 
If so, then your advisor will determine what kind of gifts must be 
reported, how much, and when the tax will be paid.

State death taxes: These taxes are applied to property allocated 
after your death, and include estate tax, inheritance tax, and 
possibly the credit estate tax, also known as the sponge or 
pickup tax. Not every state has these taxes, but each state 
probably employs at least one of them.

Note: 
Federal estate taxes can be as high as 40%, with 
state taxes adding even more cost. 

State generation-skipping transfer tax (GSTT): Not every state 
has a GSTT, which is a tax placed on property that is being 
transferred to a family member two or more generations 
younger, such as a grandchild or a great-niece.
 
Federal gift and estate tax: This tax is levied on property 
transferred to another either while you are alive, or at the time 
of your death. This tax ensures that any property given away in 
the fiscal year of your death will be taxed, and will be considered 
part of your estate even though it’s been given. This closes a 
loophole guaranteeing federal taxation, possibly at a higher tax 
bracket.

Federal generation-skipping transfer tax (GSTT): This federal 
tax assures the government that a flat tax on property being 
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transferred to a family member two or more generations 
younger will be paid.

Figure 56: Estate Tax Example

Minimizing estate taxes: Since the federal taxes levied 
against your estate when you die can be as much as 40%, 
with state taxes additional, it is imperative you do everything 
you can to ensure that as much of your estate as possible is 
protected and securely transferred to your beneficiaries, not the 
government. Knowing how to guard your estate against these 
huge taxes is a serious task for you and your financial planner.
Exclusions, Deductions, and Credits: The federal tax system 
allows individuals to provide gifts of up to $14,000 (2013) 
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per recipient each year, gift-tax free, under the annual gift tax 
exclusion. Also, exemptions are allowed for a certain amount 
of property from gift and estate taxation. Property transfers 
between spouses are completely deductible, as well as property 
transferred to charitable organizations.

Your financial planner will provide information about your 
options for many exclusions, deductions, and credits that may 
effectively reduce both your federal and state estate taxes.

Figure 57: Advantage of Annual Exclusion Gifts

Figure 58: Example of Tax Savings on Annual Exclusion 
Gifts

In 2013, donors can donate $14,000 worth of gifts to any 
number of people or groups each year, tax free. Taxpayers 
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can give many small gifts without reporting them. The annual 
exclusion amount may change annually.

There are a number of ways to employ the annual gifts exclusion 
to protect your estate’s wealth from taxation. Here is one 
example: If the donor is married, the spouse may sign the 
donor’s gift tax return. This indicates that each spouse donated 
half the gift, which thereby increases the per-donee exclusion 
to twice the annual exclusion amount, or $28,000 each year. 
This is only one example that demonstrates the significant 
estate tax savings available. Consult your tax advisor to consider 
the benefits that may be applicable to your estate’s particular 
circumstances.

Note: 
There are many taxes, but there are also many 
tactics you can use to preserve your wealth. 
Always consult with an experienced tax advisor 
and financial planner.

Estate Freeze: An estate freeze allows you to freeze, or fix, 
your estate at its present value, shifting future potential 
growth to your beneficiaries. There are a variety of ways to use 
this exclusion; your financial planner will discuss the most 
applicable choices for you.

Post-Mortem Planning: Also, just because you’re dead doesn’t
mean your estate can’t protect itself further! There are over a 
dozen techniques that can be applied to minimize estate taxes 
and maintain as much as possible of your estate’s value. Here 
are just a few:

•	 Alternate valuation: Delaying the valuation of estate tax 
assets for six months, instead of on the date of death.

•	 Qualified Terminable Interest Property (QTIP) election: 
This election makes a surviving spouse in a trust eligible 
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for the marital deduction.
•	 Special use valuation: Beneficiaries owning either a farm 

or a closely held business can elect to have the asset 
valued at their lower special use tax rate (farm/business) 
rather than the higher best use rate (developed realty).

•	 Section 6166 election: By employing this device, 
payment of federal estate taxes may be deferred up to 14 
years, with a modest interest rate.

Gift Tax

Gift tax is applied when property is transferred from one 
individual to another while receiving nothing or little in return, 
whether or not the transfer was intended as a gift. There are 
some exclusions from this rule, such as gifts valued under the 
annual value limit, tuition or medical expenses paid for others, 
gifts to your spouse, and gifts made to political organizations 
and qualified charities. The dollar amount of the annual 
exclusion varies from year to year, but the good news is that the 
annual exclusion applies to each separate gift you make.

GSTT Tax

Mentioned above, the GSTT is an excise tax levied on property 
being transferred from a person to another person two or more 
generations younger, such as a grandchild, or a great niece or 
nephew. The GSTT also applies on property given to non-family 
members. The tax rate is the highest federal gift and tax rate in 
effect at the time of the transfer, which is 40% currently, and 
other taxes may also apply.

“What is the difference between a taxidermist and a 
tax collector? The taxidermist takes only your skin.”                                        

― Mark Twain
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Summary

Taxes. There are a lot of them, and your vigilance is required…
or there won’t be much left of your estate! However, this chapter 
has presented you with a number of ideas about how you can 
mitigate the effect of taxes and protect your estate’s value. Here 
is a reminder about one of the key themes of this book: Making 
sensible decisions about your finances requires the integration 
of your thinking so your planning encompasses both your 
business and your personal wealth, because it is the synergy 
these two separate spheres create when working together that 
most effectively preserves and builds your estate’s assets. When 
negotiating the dance steps between all the elements that are 
affecting or harming your wealth potential, you couldn’t have 
a better dance instructor than your financial planner, who is 
qualified to design your dance card, and teach you the steps to 
becoming an accomplished dancer.

“The way taxes are, you might as well marry for love.”
― Joe E. Lewis
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Chapter 9: Review Questions 

1. Because preserving your wealth is critical, working with 
a financial planner and tax specialist can help you make the 
best choices on the many issues affecting your business and 
personal life. 

A. True

B. False

2. Which of these strategies for income tax reduction is false?

A. Shifting income to former business partners

B. Initiate year-and tax planning

C. Use timing strategies to make premeditated investment 
choices or place deductions in a different year to receive a 
better benefit

D. Deferring your income

3. A capital gains tax occurs when a capital asset is sold at a 
lower price than the price of its original purchase. 

A. True

B. False

4. The Alternative Minimum Tax (AMT) is mostly focused on:

A. Individuals and entities with high income

B. Individuals and entities with low income

C. Individuals and entities living offshore

D. Individuals and entities needing tax relief

5. Tax exempt income and tax-deferred income are two ways 
to invest while reducing the tax on your income from those 
investments. 
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A. True

B. False

6. Estate taxes are taxes imposed when a property’s title is 
transferred during your lifetime as a gift, or after death as in a 
will. 

A. True

B. False
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Answers

1. Answer: A. True. Taxes may be the greatest predator of 
your wealth, and knowing how to protect your wealth from 
unnecessary taxes will help your portfolio grow more steadily. 

2. Answer: A. Shifting income to family members, not former 
business partners, is an income tax reduction strategy.

3. Answer: B. False. A capital gains tax is levied when a capital 
asset such as stocks, land, buildings or equipment is sold at a 
higher price than the original purchase price. The capital gain 
is the difference between the two prices.

4. Answer: A. The AMT was created so individuals, C 
corporations, estates and trusts with high income don’t 
completely escape federal income tax.

5. Answer: A. True. Tax exempt income is available from 
investments that provide interest without taxation such as 
municipal bonds. Taxdeferred income is not taxed until the 
income is withdrawn, and this investment is often good for 
people who are retired and in a lower tax bracket.

6. Answer: A. True. Estate taxes are normally associated with 
an estate being transferred at death, but estate taxes are also 
employed when a living person transfers property title.





Objectives:

You will:

•	 Understand the critical importance of having an 
Investment Policy Statement (IPS)

•	 See the reasoning behind setting investment objectives 
more clearly

•	 Be introduced to the required rate of return (RRR) and 
how this guides your investment decisions

•	 Identify some of the constraints affecting the productivity 
of your investment portfolio

•	 Discover how strategic and tactical investment decisions 
help you design your portfolio

•	 Learn the difference between technical and fundamental 
analysis

•	 Consider whether alpha or beta investment strategies are 
best for you

•	 Know the reporting information you should receive on a 
regular basis

Chapter 10: 
Investment Planning Analysis
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The purpose of investment planning is to guide you along a 
reasonable path toward wealth, preservation and distribution 
by clearly communicating your goals such as buying a home, 
paying for education, assuring your retirement, and building or 
providing an estate for your loved ones.

An investment policy statement clearly details your investment 
goals, the required rate of return you need to achieve your 
financial goals, and a conscious decision about the level of risk 
you are willing to accept to achieve those goals. Everyone is 
different, with unique circumstances that determine the path 
that’s best for them, given their resources, time horizon, needs, 
and level of risk acceptance.

Once these factors are understood, the plan then guides the 
implementation, monitors performance, and sets the guidelines 
for portfolio adjustments as fluctuating circumstances dictate 
modification.

Figure 59: Investment Planning
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The Investment Policy Statement (IPS)

Just as you would never build a house without a set of 
blueprints, you should also not invest until you and your 
financial advisor have developed an Investment Policy 
Statement. (IPS).

With an IPS, you are completely clear about your investment 
goals, the constraints you are likely to face, and the impact 
these constraints may have on your portfolio so your particular 
required rate of return may be achieved. It’s usually only 
when you have clear goals and objectives that the likelihood of 
achievement and eventual success is increased.

Key:
The Required Rate of Return (RRR) is the amount 
of annual return your investment needs to meet 
your financial goals. 

It is important to realize that the IPS can be viewed as a mini 
personal financial analysis process, and can stand alone, or be 
integrated with your personal financial analysis. Moreover, a 
review of the required rate of return (RRR) presentation will 
help you better understand how to plan your IPS objectives. See 
the chart under “Investment Objectives” in the next section, or 
revisit the RRR presentation in the “Step 2” section in Chapter 
6.

Here is an informative graphic to consider about your IPS:
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Figure 60: Investment Policy Statement Objectives and 
Constraints
 
Investment objectives: It is extremely important to take the 
time to develop an investment philosophy which will guide you 
with determining your goals, identifying your current situation, 
and measuring the gap in between. This is sometimes referred to 
as a “GAP” analysis. Your financial planner will help you create 
this statement of purpose, and it will guide you with making 
decisions about how to build your portfolio.

“Risk comes from not knowing what you’re doing.”
― Warren Buffett

The first step is deciding on your investment objectives and 
determining the amount of investable wealth available for a 
particular goal. A positive relationship exists between risk and 
return, so investment objectives should be stated in terms of 
both risk and return. Is your objective safety, income, growth 
of capital, or a combination of these? Modern portfolio theory 
is a good tool to help aid in the matching of risk and return 
relationships.
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Return objective:

Figure 61: RRR Presentation
Calculating your required rate of return (RRR), which is the 
amount of return you need to earn annually on your investment, 
is a significant task when evaluating a potential investment. 
Everyone has their own unique circumstances, so the RRR can 
only be effectively understood after your business valuation, and 
the analysis of your personal wealth portfolio, much like the case 
study of Michael and Mary Kendall in Chapter 1 of this book.

To achieve the rate of return you want, each potential 
investment must be analyzed similarly to ensure that it could 
make a valuable contribution to your portfolio, to your estate, 
and to your investment objectives. In addition, it is wise to 
allocate your investment sums in a diversified array among a 
variety of asset classes, and then further diversified within each 
asset class. This will be discussed later in this chapter.

Risk objectives: Investment risk is the degree of danger in 
your investments. No one likes to see the value of their portfolio 
decrease, and yet it happens every day. Knowing your appetite 
for risk is essential before building your portfolio. Your financial 
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planner will be extremely helpful with analyzing risk before 
you add assets to your portfolio, helping you diversify your 
vulnerability to risk among the assets you select, and working 
with you to maximize your portfolio’s rate of return while 
minimizing your exposure to risk.

Here are some good models of risk categories that will help 
you gauge your own tolerance for risk. Remember, too, that 
in conversation with your financial planner, you both may 
determine to be mostly moderate in your risk selections, with 
perhaps some assets that are completely conservative…balanced 
by several that are aggressive.

“Risk is like fire: If controlled it will help you;                                                  
if uncontrolled it will rise up and destroy you.”

– Theodore Roosevelt

“If you risk nothing, then you risk everything.”
– Geena Davis

 
The following models of risk tolerance are the most common 
types, ranging from conservative to aggressive:

Conservative Model: The conservative range is designed for 
the cautious investor, one with a low risk tolerance and/or a 
short time horizon. It is targeted toward the investor seeking 
investment stability and liquidity from investable assets. The 
main objective of the individual in the conservative risk range is 
to preserve capital while providing income. Fluctuations in the 
values of portfolios within this range are minor.

Moderately Conservative Model: The moderately conservative 
risk range is appropriate for the investor who seeks both modest 
capital appreciation and income from his or her portfolio. This 
investor will have either a moderate time horizon or a slightly 
higher risk tolerance than the most conservative investor in the 
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previous risk range. While this range is still designed to preserve 
the investor’s capital, fluctuations in the values of portfolios may 
occur from year to year.

Moderate Model: This range will best suit the investor who 
seeks relatively stable growth from investable assets offset by a 
low level of income. An investor in the moderate risk range will 
have a higher tolerance for risk and/or a longer time horizon 
than either of the previous investors. The main objective of an 
individual within this range is to achieve steady portfolio growth 
while limiting fluctuations to less than those of the overall stock 
markets.

Moderately Aggressive Model: The moderately aggressive risk 
range is designed for investors with a relatively high tolerance 
for risk and a longer time horizon. These investors have little 
need for current income and seek above-average growth from 
investable assets. The main objective of this risk range is 
capital appreciation, and its investors should be able to tolerate 
moderate fluctuations in their portfolio values.

Aggressive Model: This range is appropriate for investors who 
have both a high tolerance for risk and a long investment time 
horizon. The main objective of the aggressive risk range is to 
provide high growth for the investor’s assets without providing 
current income. Portfolios in this range may have substantial 
fluctuations in value from year to year, making this category 
unsuitable for those who do not have an extended investment 
horizon.

This chart is for illustrative purposes only and the expected 
return and standard deviation are hypothetical.
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Figure 62: Asset Allocation

Constraints

Aside from the dictates of the market, your portfolio will have 
several constraints that guide its creation. Here is a sampling of 
the factors that should be considered when building your IPS.

Time horizon: Your time horizon may be varied, with some 
investments short term, medium, or long term. Short term 
investments typically have more value fluctuation than long 
term investments, so holding your investments for a longer time 
may be advantageous…or not, if you need to withdraw funds 
during a period of economic turbulence. Usually time works 
to your advantage, so shorter investment terms have more 
potential for volatility.

Taxes: Taxes can have a potent influence on your investment 
policy and investments should be analyzed by comparing pre-tax 
vs. post-tax portfolio prospects, such as:

•	 Selecting appropriate investment choices with 
deliberation on choosing taxable or tax-free, income 
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producing or growth through capital appreciation, etc.

•	 Employing an active or passive strategy for a particular 
asset class.

•	 Noting that portfolio turnover will accelerate taxes in 
taxable accounts.

•	 Evaluating both ordinary income tax rates and capital 
gains tax rates.

•	 Considering the gift and estate tax effects if assets are 
designated to be a gift or to be left in an estate.

Important:
Always calculate the effect of taxes on your 
investment decisions before you invest.

Liquidity: A liquidity constraint is when you may have a need to 
convert assets into cash, but the cost of converting your asset’s 
value is too high to consider doing because of the penalty, which 
could be from volatile markets, fees, and/or taxes. Therefore, 
a certain amount of your portfolio may need to be held in cash 
or cash equivalents in order to provide any required liquidity. 
In general, withdrawals expected within a twelve-month period 
would be considered in the calculation of a liquidity constraint.

Legal: Seek the advice of an attorney for any concerns you may 
have regarding your investment accounts’ legal and regulatory 
constraints.

Unique circumstances:

•	 Marketability of Assets: Some assets have surrender 
charges, and may also contain management or 
participation fees. Some of these features may be 
inappropriate or prohibitive as a good choice for your 
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portfolio.

•	 Diversification: Investment of your funds may be limited 
to certain asset classes, which therefore controls your 
portfolio’s exposure to market influences that may be 
more beneficial, or detrimental, than the selections 
included.

•	 Social constraints on funds are also popular, since some 
investors choose to only buy ‘green’, or do not invest in 
companies that make armaments.

Crafting Your Portfolio

Now that your goals and objectives have been clearly 
communicated, and a plan has been created through your 
investment policy statement, it is time to craft your portfolio.
Though there are thousands of different ways to build a 
portfolio, portfolios built on strategic principles, tactical 
principles, or a combination of both are the most popular.

Two general investment strategies can be used:

1.	 Strategic decisions contemplate the investor’s investment 
horizon, risk profile, required returns/cash flow needs, 
available assets, tax brackets, inflation rates and the 
average returns of different asset classes.

2.	 Tactical decisions are made by investors who believe 
one asset class will perform better than another, such as 
expecting stocks to outperform bonds, or international 
equities to outperform domestic equities.

Together, strategic and tactical decisions will result in a mix 
(weighting) of asset classes that are believed to maximize 
returns for the investor’s acceptable level of risk. These asset 
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classes are also sector-weighted against an index that will be 
used to measure the portfolio’s performance, and/or with a bias 
toward a sector expected to outperform other sectors.
When examining securities, investors try to identify securities 
that appear to be mis-priced. There are many methods for 
gauging the desirability of a security, but all these methods fall 
into one of two main classifications: technical analysis, and 
fundamental analysis.

Technical analysis involves the study of a security’s prices in 
an attempt to predict future value. Past prices are examined to 
identify recurring trends or patterns in price movements. Then, 
knowing the history of the price movements, recent prices are 
analyzed to identify emerging trends or patterns similar to past 
ones. This matching of materializing trends or patterns with 
previous ones is done with the conviction that these trends or 
patterns repeat, and thus results may be predictable, perhaps 
limiting risk.

Definition: 
Technical analysis focuses on prices and patterns 
to predict future value.

Fundamental analysis focuses on aspects of the 
economy and industry conditions to determine 
an asset’s value. 

Fundamental analysis asserts that the true (intrinsic) value of a 
financial asset equals the present value of all cash flows the asset 
owner expects to receive. The fundamental analyst attempts 
to forecast the timing and size of these cash flows, and convert 
them to their equivalent present value using a discount factor 
and dividend discount model. Once the true value of the asset 
has been determined, it is compared to the current market price 
to see if the asset is fairly priced or not. Assets valued at less 
than their current market price are considered overpriced, while 
those with a true value greater than their current market price 
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are considered under-priced. If an asset is overpriced, investors 
must determine if they are willing to pay the higher price, or 
wait for the asset to fall closer to its true value.

At Synergy, we employ four investment strategies which are 
unique to our firm; we work closely with each investor, selecting 
a proportionate combination of the four that best serves our 
individual clients’ unique interests. Discussion establishes 
the best combination of these four strategies for you: Active 
Strategy, Semi-Passive Strategy, Conservative Strategy, and the 
Alternative Investment Strategy.
 
Each is briefly explained here:

Figure 63: Investment Strategy Pyramid

The Active Strategy: The Active Strategy is also known as the 
Alpha Strategy, or Stock Strategy. In essence, it is an investment 
strategy that seeks to earn a return above the general U.S. stock 
market. This excess return is called alpha. As an investor, your 
ability and willingness to take risk are the primary determinants 
of your engagement with this strategy.

Alpha opportunities are observed through event-driven, 
opportunistic and/or intrinsic value principles using bottom-
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up research with top-down considerations. The active strategy 
looks for companies that have had strong historical performance 
and continue to have prospects for sustainable performance in 
several key value drivers, i.e., return on invested capital, growth, 
cash flows, and valuations. In addition to fundamental analysis, 
technical analysis is used to help identify execution decisions.
At any given time, the active equity strategy may contain 
stocks in various sectors or it may contain concentrated 
sector allocations as well as various or concentrated market 
capitalizations.

Risk is managed by initiating position limits and executing stop 
loss orders when appropriate. A long-term hold on positions 
helps achieve the goal of minimizing taxes and transaction costs. 
Taxable and nontaxable accounts may be treated differently, 
and a sale within twelve months may be appropriate in some 
situations.

To aid in the exit strategy of positions, several sell disciplines are 
usually employed. The following are some reasons for exiting a 
securities position:

Deteriorating Fundamentals
•	 Price has risen well above its intrinsic value
•	 Better investment opportunities have been identified
•	 A mistake was made in the original equity selection
•	 A percentage drop has occurred from the original 

position

The semi-passive strategy: The Semi-Passive Strategy 
is also known as the Beta Strategy, or Asset Allocation Model. 
This strategy involves diversifying among different types of asset 
classes to reduce return-rate volatility and risk.

Asset allocation plan: Asset allocation is an important 
factor in building an investment portfolio designed to achieve 
your financial goals. The objective of the financial planner is to 
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optimize the allocation between asset classes, (equity vs. debt vs. 
cash) and optimize the allocation within an asset class.

Example: Equities (stocks) can be separated into sub-categories 
such as large cap stock, mid cap stock, small cap stock, etc. 
Fixed income (debt) can be separated into sub-categories such 
as government bonds, mortgage-backed bonds, and corporate 
bonds, then further separated into durations of different length, 
such as short term, intermediate term and long term.

When optimizing the allocation between asset classes, the 
number of asset classes is small, but when optimizing the 
allocation within an asset class, the number of assets under 
consideration can be large. These asset classes are also sector-
weighted against an index that is used to measure the portfolio’s 
performance.
 

Figure 64: Asset Allocation Example
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In traditional asset allocation, a range of best-diversified 
portfolio mixes of asset classes is determined, offering various 
expected return rates each with the least possible volatility and 
risk. This range of portfolios is called the ‘efficient frontier’, 
commonly shown as a curve on a graph. This chart is for 
illustrative purposes only and the expected return and standard 
deviation are hypothetical.

 

Figure 65: The Semi-Passive Strategy

To obtain the benefit of diversification, several asset classes are 
selected that are fundamentally different and, therefore, likely 
to vary above and below their expected return rates at different 
times. If one asset class goes down, other asset classes are likely 
to offset that decline by going up.

The second step in the process is to apply a mathematical 
analysis, developed in Modern Portfolio Theory, which identifies 
the range of best-diversified portfolios or mixes of the selected 
asset classes. Your financial planner will calculate this for you, 
and will present the findings for your review.

Here is an example of a diversified Semi-Passive portfolio:
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Figure 66: A Semi-Passive Portfolio Example

The conservative strategy: The Conservative Strategy is 
also known as the Bond Strategy, Fixed Income Strategy, or 
simply the Fixed Strategy. The Conservative Strategy comprises 
investments and/ or strategies which provide a secure 
foundation to the client’s overall portfolio. Investments may 
include cash equivalents, CDs, money market instruments, 
T-bills, government and credit fixed income instruments, and 
fixed annuities.

Various strategies over short term, intermediate term and long 
term periods may be executed to meet the client’s goals and 
objectives. The following are a few of the strategies that may be 
employed:
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•	 Bullet strategies
•	 Barbell strategies
•	 Immunization strategies
•	 Cash flow matching strategies
•	 Combination strategies
•	 Laddering strategies
•	 Asset and liability matching strategies

The use of these strategies and investment instruments will be 
determined through a variety of factors including economic 
analysis, general trends in fixed income and equity markets, 
yield curve analysis, credit analysis, spread analysis, risk 
adjusted returns, sector analysis, and total return projections. 
These financial factors will be considered in conjunction with 
the client’s personal circumstances and portfolio objectives and 
constraints.

Note: 
Your financial planner can perform the 
mathematical analysis for you so your portfolio 
contains the optimum mix of asset classes for the 
best performance that fits your risk tolerance. 

Based on the client’s current and projected ability and 
willingness to accept risk, the conservative strategy may 
be the anchor of the portfolio. Even though this strategy is 
conservative, the portfolio may experience loss of principal due 
to market fluctuations or termination of the strategy prior to 
maturity. Reinvestment risk, which is the risk that coupons or 
interest earned are reinvested at a lower current rate, also needs 
to be considered and is part of the economic and yield curve 
analysis.

Alternative investment strategies: There are some 
investment alternatives that might be appropriate for your 
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portfolio, such as hedge funds, real estate, and private equity 
securities and/or debt. Though out of the ordinary, these 
investments may have opportune value for your portfolio; real 
estate investment is particularly intriguing because of the way 
you might acquire it, and investing in real estate is considered at 
length in a subsequent section.

Investment selection, monitoring and control 
procedures: After you and your financial planner have 
decided on the most appropriate asset classes to include in 
your portfolio, and also have decided on the allocation of assets 
within the asset classes, the next step is to select the actual 
investments that are most likely to help your portfolio achieve 
the desired results.

Here are some excellent criteria that you and your financial 
manager should consider when making investment selections:

1.	 Past performance as compared with other investments 
having the same investment objective. Consideration shall 
be given to both performance rankings over various time 
frames and consistency of performance.

2.	 Costs relative to other funds with similar objectives and 
investment styles.

3.	 Size of the fund.
4.	 Length of time the fund has been in existence, and length 

of time it has been under the direction of the current 
manager(s); also considered will be whether or not 
there have been meaningful changes in the manager’s 
organization and personnel.

5.	 The historical volatility and downside risk of each proposed 
investment.

6.	 How well each proposed investment complements other 
assets in the portfolio.

7.	 The current economic environment.
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8.	 The likelihood of future investment success, relative to 
other opportunities.

Rebalancing procedures: From time to time, market conditions 
may cause the portfolio’s investment in various asset classes to 
vary from the established allocation. To remain consistent with 
the asset allocation guidelines established by your investment 
policy statement, your financial planner should review your 
portfolio and each asset class in which the portfolio is invested. 
If the actual weighting differs from the target weighting by 
an unacceptable amount from the recommended weighting, 
your financial planner should rebalance the portfolio to its 
recommended weighting.

Other factors to consider when rebalancing your portfolio are 
taxes, fees, the correlation among your selected asset classes, 
and the volatility of each asset class.

Reporting:

a) Ask your financial planner to provide you with a report 
each month that lists all the assets held in your accounts, 
values for each asset, and all the transactions affecting 
assets within your portfolio, including additions and 
withdrawals.

b) You should also ask your financial planner to provide 
you with a report no less frequently than quarterly, and 
that contains the following management reports:

c) Portfolio performance results over the last quarter, and 
from inception

d) Performance results of each individual investment for 
the same periods

e) Performance results of comparative benchmarks for the 
same periods
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f) End of quarter status regarding asset allocation

g) Any recommendations for changes of the above

Meetings and communication: A standard procedure for your 
financial planner to follow will be keeping you apprised of any 
material changes in outlook, recommended investment policy, 
and tactics. In addition, your planner should meet with you 
no less than annually, and preferably quarterly, to review and 
explain your portfolio’s investment results and all related issues.

Important:
Rebalancing your portfolio is necessary so your 
portfolio’s growth, stability, and risk level is 
maintained. Your financial advisor will work with 
you to keep your portfolio on target. 

Investment Vehicles

The following investment types are defined briefly to ensure 
clarity:

Mutual Fund: A fund created by an investment management 
company that invests pooled investor money for a particular 
performance goal.
 
Stock: A security representing ownership in a company, entitling 
the owner of the stock to a portion of the company’s assets and 
earnings.

Bond: A note that promises repayment of a debt with interest; 
bonds are usually issued in $1,000 multiples.

Annuity: An investment that provides payments at prescribed 
intervals; annuities are typically issued by insurance companies.

Real Estate: Land and permanent fixtures such as buildings; 
natural resources are included.
Certificate of Deposits (CDs): These are time-deposit savings 
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instruments that provide interest on the specified maturity date; 
premature withdrawal creates penalties.

Money Market Funds: These are mutual funds that earn interest 
by investing in short-term debt such as Treasury bills.

Derivatives: These are securities that derive, or receive, value 
from another asset. Futures and options are examples of 
derivatives.

Alternative Investments:

a) Hedge Funds: These are portfolios of funds that 
are managed using advanced investment strategies to 
generate high returns. Hedge funds are illiquid because 
investors are usually required to stay invested for at 
least one year. Having hedge funds in your portfolio can 
reduce your portfolio’s overall risk because they may offset 
some of the other risk in your portfolio with their market 
position.
b) Real Estate: Please see the section on real estate that 
follows.
c) Private Equity: This is an asset class composed of 
securities and debt instruments from companies that are 
not publicly traded on a stock exchange.

 
Summary

Investment planning is a mainstay of your portfolio; it is 
incredibly important you work with your financial planner 
whose expertise will provide expert professional counsel that 
steers your portfolio away from risk with an intelligent strategy 
suitable for your desired returns and unique circumstances.
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Figure 67: Investment Summary
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Chapter 10: Review Questions

1. An investment policy statement (IPS) is a plan designed to 
keep you clear and focused on your investment goals, guiding 
your decisions when entering, maintaining, and leaving a 
position. 

A. True

B. False

2. Which of the following is not a benefit of the required rate of 
return (RRR)?

A. You know exactly what your portfolio return should be 
annually, year after year.

B. Your financial planner can calculate your RRR for you, 
and then assist you with selecting the investments that are 
likely to bring the annual return your portfolio needs while 
limiting your risk.

C. Knowing your required rate of return, you have an 
annual benchmark, providing you with a sense of security 
that you will achieve your long-term financial goals as the 
years go by. 

D. None of the above.

3. Investment risk is the degree of danger in your investments. 

A. True

B. False

4. Which of the following could be constraints on your 
portfolio, limiting your portfolio’s growth potential?

A. Time horizon

B. Taxes
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C. Liquidity

D. Legal issues

E. Marketability of assets

F. Diversification

G. Investment preferences

H. All of the above

5. The Active Strategy, also known as the Alpha Strategy, or 
Stock Strategy, is a strategy that:

A. Seeks to earn a return above the general U.S. stock 
market

B. Specializes only in value funds

C. Prefers commodities like gold and crude oil

D. Uses a combination of domestic stocks and emerging 
markets

6. The Conservative Strategy, also known as the Bond Strategy, 
or the Fixed Income Strategy, is focused on preserving wealth 
and building slow, steady growth. 

A. True

B. False
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Answers

1. Answer: A. True. The IPS is your rulebook, a blueprint that 
helps you make rational decisions, and helps you avoid the 
consequences of emotional entanglement.

2. Answer: D. They are all benefits of the RRR. The benefits 
of the RRR make it one of the most important tools in your 
investment process. When you make investments that are in 
line with your RRR, it’s like following road signs to the bank.

3. Answer: A. True. When making investments, there is always 
risk. Knowing how much risk you can tolerate is a key to 
success, and your financial planner can help you analyze the 
risk you can accept before you begin building your portfolio.

4. Answer: H. All of these are legitimate constraints that might 
restrain your portfolio from achieving its highest potential. 
Working with your financial planner, there will be some ways 
to limit these constraints so your portfolio can achieve optimal 
performance. You only have so much time to invest, so careful 
investment selection together with prudence can help you 
build a portfolio that consistently achieves your required rate 
of return while limiting the degree of risk you can tolerate.

5. Answer: A. The Active Strategy is always seeking 
investments with a strong historic performance and key value 
drivers positioned for opportunistic growth.

6. Answer: A. True. The Conservative Strategy typically uses 
cash equivalents, CDs, money market instruments, T-bills, 
government and credit fixed income instruments, and fixed 
annuities.





Objectives:

You will:

•	 Understand why real estate is an important part of your 
portfolio

•	 Perceive the differences and reasons for purchasing real 
estate through REITs or directly

•	 Gain insight about which type of real estate is best for your 
investment temperament

•	 Identify the four features upon which to base your real 
estate investment decisions

•	 Know the four critical determinants of value so you 
can more accurately evaluate your potential real estate 
investments

•	 Discover how to use your IRA funds to purchase real estate

•	 Find out how to buy real estate if you don’t have enough 
funds in your IRA account

Real estate can be a rewarding financial asset in your portfolio. 
This section of the book reviews the value of real estate as a 

Chapter 11: 
Real Estate Planning Analysis
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means to achieving your financial goals, and also provides 
insight to using IRA, 401(k), SIMPLE, SEP, or other retirement 
plan funds to purchase investment properties for your portfolio.

Real Estate Basics

Modern portfolio theory indicates that real estate is an 
important part of an investment portfolio’s asset allocation. 
From asset allocation we get diversification, which means an 
overall reduction in risk.

While real estate investments can be made through the 
indirect purchase of real estate with Real Estate Investment 
Trusts (REITs), the direct purchase of property is particularly 
appealing because of the favorable risk-return tradeoffs 
resulting from its uniqueness, and the relatively inefficient 
markets in which real estate trades. This means that skillfully 
conducted real estate analysis can really payoff.

Key:
Investment in real estate provides another 
category of diversification, which reduces your 
risk. 

Managerial decisions about real estate greatly affect the returns,
and as the owner of the real estate, you must answer some 
tough questions. Are you going to invest in income-producing 
property, such as residential rentals and multifamily properties 
like apartments; or, maybe, commercial properties like office 
buildings and shopping centers? Perhaps you are a risk taker 
and prefer speculative property like raw land, or real estate 
investment properties that are expected to provide returns 
primarily from appreciation in value due to location, scarcity, 
and so forth, rather than from steady but dull rental income.
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If you decided on income-producing property, you will have 
to answer questions about how much rent should be charged, 
and how much to spend on maintenance and repairs. What 
appurtenances will be transferred with the property? Are there 
any looming adverse environmental issues? Along with market 
forces, answers to such questions determine whether you will 
earn the desired return on a real estate investment. Just like 
all the other investment markets, the real estate market also 
changes over time and you have to stay informed on the macro 
and micro issues that could affect your real estate portfolio. 
Investing in real estate means more than just “buying right” or 
“selling right”. It also means choosing the right properties for 
your investment needs and managing them well.

Managing your properties well will be easier if you have clearly 
identified your investment objectives and constraints. The risk-
return relationship you find acceptable will be determined by 
things like:

1.	 How much money do you want to allocate to the real estate 
portion of your portfolio?

2.	 Will you use debt financing?
3.	 Do you require positive cash flow?
4.	 How much down payment will you make, or how much 

down payment is required to achieve your return goals?

You also need to consider how your technical skills, 
temperament, repair skills, and managerial talents fit with a 
potential investment. Do you want a building with curb appeal 
that is trouble free? Or would you prefer a fixer-upper?

There are four general features related to real estate investments 
on which to base your analysis:

1.	 Physical property
2.	 Property rights
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3.	 Holding period
4.	 Location

Physical Property: Through proper inspection of the site and its 
building(s), you can assure you are buying what you think you 
are buying. Problems can arise if you fail to obtain a site survey, 
an accurate square-footage measurement, or an inspection 
of the building(s). Be sure to confirm that the purchase and 
sale agreement accurately identifies the real estate via its legal 
description, and that the agreement lists all items of personal 
property that you expect to receive (such as a refrigerator).

Property Rights: When you buy real estate, you are really buying 
a bundle of legal rights determined by deeds, titles, easements, 
liens, and encumbrances. Just as you would conduct a physical 
inspection, a legal inspection is wise. Real estate and lease 
agreements are complicated and binding legal documents, so 
you should always seek the advice of an attorney.

Holding Period: When evaluating your holding period, or time 
horizon of ownership, you must remember that the real estate 
market experiences cycles like every other market does. For your 
emotional well-being, it’s smart to identify what part of the cycle 
you’re in. Prices always go up and down, sometimes slowly and 
sometimes quickly.

Before judging whether prices will appreciate or depreciate, it is 
better to come to a realistic understanding of whether the time 
period is relevant for your situation, and for the property.
Location: You’ve heard it many times before, and, yes, it really is 
that important. For some properties, the area of greatest impact 
is just a few blocks. For other properties, an area of hundreds 
of square miles serves as its relevant market area. You have to 
analyze and understand the boundaries which are important for 
your investment so that you can properly analyze supply and 
demand.
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Determinants of Value: When analyzing real estate 
investments, as with all investments, valuation is a key factor. 
You should always be working with a qualified professional 
who can help you with valuation analysis because this topic is 
multifaceted and intricate, and since you want to increase and 
preserve your estate’s wealth, seeking the advice of a trained 
professional is likely to result in good decisions.

There are four main determinants of value that will help you 
evaluate your real estate investment:
 

1.	 Demand
2.	 Supply
3.	 The property
4.	 The property transfer process

Demand: Demand is the measurement of people’s desire to buy 
or rent a given property at a given time and stems from a market 
area’s economic base. Property values follow an upward path 
when employment is increasing, and values typically fall when 
employers begin to lay off workers. Population demographics 
and people’s emotional dispositions are also key elements to 
demand.

Supply: How many similar properties (competitors) are 
available in your targeted area? Consider the competition. The 
more properties available for a set number of buyers, the lower 
the value. The fewer the properties, the higher the value. Are 
there other properties that can fill the same need? If so, there is 
more supply.

The Property: The property itself is a key ingredient. Find the 
property’s unique selling advantage. What makes it different? 
What is its competitive edge? Why will someone buy it from you 
when you’re ready to sell? Investors should consider five factors:
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1.	 Restrictions on the use of the property
2.	 The location
3.	 The size and quality of the site
4.	 Improvements made
5.	 The efficiency of management

The Property Transfer Process: This is the process of promotion 
and negotiation of the property, which can significantly 
influence the cash flows a property will provide. You may want 
to think of this as creative or efficient marketing.

Once you have accumulated all the relevant valuation 
determinants, you can now perform the valuation and 
investment analysis, interpret your results, make a portfolio 
decision, and implement your decision.

Using Your IRA to Purchase Property Investments

For many years now, people have been using non-directly 
owned real estate in their IRAs and other retirement plans. 
These intangibles are investments like REITs and real estate 
mutual funds. But most people don’t know they could use their 
retirement plans to purchase directly owned real estate such as 
raw land, commercial building, condos, residential properties, 
empty lots, trust deeds, or real estate contracts.

In general, the internal revenue code (IRC) section 408 does 
not prohibit the holding of real estate in an IRA, provided the 
transaction is not prohibited under IRC Section 4975.

Code section 4975 explains which transactions are prohibited 
between an IRA or retirement plan and a “disqualified 
person.” Generally, “disqualified persons” are defined as the 
account holder, other fiduciaries, certain family members, and 
businesses under the account holder’s control. Simply put, the 
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property must be used for investment purposes only and cannot 
be used personally while maintained in the IRA. In addition, 
properties individually owned outside the IRA cannot be 
transferred or purchased by one’s individual IRA.

The IRS will not let you use your IRA to purchase your home or 
a vacation home. Nor will they let your business lease property 
from your IRA. You cannot have personal use or benefit from 
the property. If you did, it could be very costly in taxes and 
penalties.

There are a number of other details to know about using your 
IRA to purchase properties that are not presented here because 
this material is unnecessary to the purposes of this book. What 
is important to recognize is that there is a multitude of ways to 
use investment planning, properties, and rules to your estate’s 
advantage, and by seeking the counsel of a trained financial 
professional, you can make the most use of the tools available to 
you to accelerate and retain your estate’s wealth.
 
The first step to investing tax-deferred or tax-exempt in real 
estate is to open a self-directed IRA with any one of the many 
independent IRA custodians that allow real estate investments.
A self-directed IRA is an IRA in which you are in control of your 
investment options and are not limited to only stocks, bonds, 
mutual funds, and other traditional securities. In a self-directed 
IRA, you have access to all of these traditional investments plus 
real estate and other alternative asset classes.

Because fees and other services may vary, it is wise to investigate 
a few independent IRA custodians to select the best one fitting 
your investment needs, or have your financial planner do the 
research for you.
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Important:
Which type of real estate investment is best for 
you?
• Income-producing property
• REITs
• Commercial
• Residential
• Raw land

Once you’ve established your self-directed IRA account, the 
next detail is to fund the account. In, 2013, the IRA and ROTH 
contribution limit is $6,500 for individuals over the age of 50, 
and $5,500 for those under 50. We all know that six or seven 
thousand dollars is not enough to buy a rental house, so how 
else can we fund the IRA?

One very popular method, if eligible, is to roll over your 401(k) 
plan into a new self-directed IRA, or use a self-directed 401(k) 
that is allowable by both the IRS and the IRA custodian.

In many cases, the IRA holder will have sufficient funds to cover 
the real estate purchase, but what if a great investment property 
for your IRA is discovered, and your retirement account simply 
doesn’t have adequate funds? Fortunately, there are several 
ways you can make the purchase and still keep the transaction 
legal and profitable.

1.	 Loans
2.	 Tenancy-in-Common (TIC)
3.	 Limited Liability Companies (LLC)

Loans: Debt financing to purchase real estate in a self-directed 
IRA is permitted when you use the IRA-purchased property, not 
the IRA itself, as security for the loan. This type of permitted 
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borrowing is called non-recourse lending. A non-recourse loan 
is not like the loan on your personal residence. If the loan isn’t 
paid back as promised, the lender may take the IRA-owned 
property used to secure the debt. Because of its unique nature, 
not many banks or lending institutions offer these types of loans, 
but they do exist. Your self-directed IRA custodian may be able 
to direct you toward a lender.

Like other loans, non-recourse loans have a monthly payment 
and some type of amortization schedule, which will need to be 
followed. Therefore, your IRA property will need to make the 
loan payments from its cash flow, its annual IRA contributions, 
or some combination of the two. Simply put, you need to have 
more money coming into your IRA than going out. This also 
means you need to have sufficient liquidity in your IRA for other 
real estate related expenses such as property taxes, insurance, 
and repairs and maintenance. Remember, the IRA itself must 
pay all expenses.

In addition to annual operating expenses, in accordance with 
Section 511 of the Internal Revenue Code, if your IRA property 
has debt, or if a mortgage was incurred with its acquisition, you 
must pay annual taxes on any income produced. This special 
tax is called Unrelated Business Taxable Income (UBTI). Please 
note that this tax does not apply to every property purchased 
with an IRA, but only those that have related debt.

Tenancy-in-Common (TIC): Tenancy-in-common is a form 
of concurrent ownership in which two or more persons each 
have an undivided interest in the entire property, but no right 
of survivorship. Because each person’s interest, or share, is 
undivided, each can sell his share at any time without the 
consent or agreement of the others. So, how does this help you? 
Here is an example:



Exit Insight: Getting to Sold!266

You and two of your friends find a good property to invest in, 
and the purchase price is $100,000. With a tenancy-in-common 
arrangement, you can buy the property together, with each 
person putting in the amount of money he or she has available. 
Each will own a prorated percentage of the property, the income 
generated from its operation, and, eventually, a percentage of 
the profits when the property is sold.

Figure 68: Tenancy in Common Example

A tenancy-in-common arrangement also allows use of both 
IRA funds and non-IRA discretionary funds to buy a single 
investment. It is not a requirement that each of the owners use 
the same type of funds as the others.

Figure 69: Tenancy in Common Using IRA and Non-
IRA Funds

Limited Liability Companies (LLC): The limited liability 
company is another flexible option. Using an LLC is similar to 
investing in a real estate investment trust (REIT) because your 
IRA may be invested in limited interests with other investors. 
The difference is that LLCs are private, and there are usually 
only a few investors involved in the purchase and ownership.
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As with everything, once you begin to explore an idea, the 
complexity increases and new questions surface. When 
considering creative real estate investment tactics, always 
consult with a professional financial planner.
 
Summary

The use of real estate in your personal investment strategy can 
be compelling, and there are several interesting ways to use the 
resources you have available to further increase your wealth. 
There is the adage you’ve seen here before, “You don’t know 
what you don’t know”, and it’s become more clear through 
the course of this book about the incredible value there is in 
consulting with a financial planner who possesses professional 
knowledge, training, and experience to protect and grow your 
wealth, whether in real estate or any other category.

Unit Summary: Your Personal Wealth Plan and 
“Knowing Where You Need to Be”

There are many elements composing your personal wealth plan. 
Once you and your financial planner have completed a personal 
financial analysis and made strategic improvements to your 
retirement plan, estate plan, tax plan, investment plan, and 
considered investment opportunities with real estate, you can 
finally claim you “Know Where You Need to Be”.

That’s great, because now that you understand where you are, 
and also know where you need to be, the next step is measuring 
the gap…and closing it.
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Figure 70: Planning Summary
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Chapter 11: Review Questions 

1. The four general features related to real estate investments 
on which you should base your decision to invest are: physical 
property, property rights, holding period, and location. 

A. True

B. False

2. It’s important to determine the holding period, or the length 
of time you intend to keep title to the property because:

A. The longer you can hold the property, the more value 
you will receive.

B. Holding title will reduce your other property taxes.

C. By owning property, you can vote in the jurisdiction.

D. Like every market, the real estate market has its cycles 
and you may want to exit the market before a downturn. 

3. A determinant of value can help you evaluate a potential real 
estate investment. 

A. True

B. False

4. The reason you need to open a self-directed IRA is because: 

A. You need to be able to control your investment options.

B. You can increase the amount of IRA contributions above 
the normal limits.

C. Your employer can triple the contribution to your 401(k) 
funds, providing you with more resources to buy real 
estate. D. The real estate value will appreciate faster.

5. You can use your IRA to purchase your home or a vacation 
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home. 

A. True

B. False

6. Tenancy-in-Common (TIC) is:

A. Two or more people living on the same property

B. An investment strategy that is specifically for 
condominiums

C. A form of concurrent ownership

D. Best suited for duplexes.
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Answers

1. Answer: A. True. When analyzing these four elements, your 
investment decision becomes clearer and you are better able to 
tell if this property is the right investment for you.

2. Answer: D. It’s wise to know which part of the real estate 
cycle the geographic location is currently experiencing so you 
have a choice about whether to enter the market and how long 
to stay, or whether to bide your time until the cycle fits your 
strategy.

3. Answer: A. True. As with every investment, valuation is key. 
By working with a qualified professional, you can evaluate 
the investment’s potential by analyzing demand, supply, the 
property, and the property transfer process.

4. Answer: A. A self-directed IRA gives you access to a variety 
of traditional investments, which includes investing in real 
estate.

5. Answer: B. False. The IRS does not allow you to use your 
IRA for this purpose because you’re not allowed to have a 
personal use or benefit from the property; it is strictly for 
investment purposes.

6. Answer: C. This concurrent ownership is between two or 
more persons, each having an undivided interest in the entire 
property, but no right of survivorship. Each can sell his or her 
share at any time without the consent of the others.





Objectives:

You will:

•	 Learn how a financial advisor can help you measure the gap 
and then develop a plan to help you close the gap 

•	 See the importance of planning your exit when you first 
open for business

•	 Understand that the more time you have to plan your 
exit provides you with the time to build and position your 
business for sale at the price you need to enjoy the lifestyle 
you desire

•	 Identify 10 different ways to exit your business

•	 Consider the four common types of buy-sell agreements

•	 Know what a key person is and how to plan for his or her 
departure

This segment of the book is the most crucial because it ties 
everything together.

Initially, we reviewed the elements and the importance of 
conducting a professional business valuation with the services 

Steps 3 and 4: Plan Your Exit

Chapter 12: 
Measuring the Gap...

and Designing and Implementing 
Your Plan to Close the Gap
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of an experienced valuation analyst so you would reliably know 
the true value of your business based on standards used by the 
IRS, the courts, the various valuation organizations such as 
The National Association of Certified Valuators and Analysts 
(NACVA), and potential prudent buyers.

Next, we reviewed the many and varied components of your 
personal finances to determine the level of wealth you’ve 
achieved by examining six key areas that require careful 
planning: retirement planning, estate planning, insurance 
planning, tax planning, investment planning, and real estate 
planning.

Key:
Do you know your gap between where you are 
today financially, and what you need to retire 
with the lifestyle you desire?

Now we will study the results of both categories, business 
value and personal finances, to determine whether you have 
accumulated sufficient wealth to retire in the lifestyle you desire. 
However, if you have not, we must next consider what can be 
done about this shortfall, if anything.

Is there a gap between your financial worth, and the funding you 
need to live the lifestyle you desire? Quite likely, there is. More 
work and more clever planning will be necessary. The good news 
is that you have the expertise of a professional and experienced 
financial planner to guide you.
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Figure 71: Exit Planning

Are You There Yet?

Along with the valuation process, you and your advisor will have 
discussed your financial goals, and your desire for a certain level 
of income during retirement will be known, as well as other 
expressed conditions of how you would like to live the next two 
or three decades of your life: traveling to exotic locales, visiting 
the grandchildren, supporting favored charities…enjoying life 
the way you’ve pictured it.
 
This discussion will also have considered whether you want 
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to consume all your value by the time you die, or if you want 
to leave an estate for beneficiaries. Most people‘s concern is 
that since they don’t know when they will die, especially with 
modern medical miracles, they want to preserve as much of their 
wealth as long as possible. The biggest fear people have about 
retirement is whether they will outlive their money, preferring 
that their money outlives them.

Therefore, given that wealth preservation is the choice, people 
planning for retirement are faced with taking a hard look at their 
RRR, their required rate of return. The question is this: By the 
time you intend to retire, will you have created enough wealth so 
you can live on the interest without using the principal…or will 
you need to consume both interest and principal?

There are a lot of unknowns that might upset your apple cart: 
interest rate oscillations, price inflation, the cost of gasoline 
and heating fuels, the effect of global warming or cooling on 
crops and rainfall, etc. We know there are no guarantees, so the 
more thought you give to the assets you have or will have, the 
smoother your retirement experience may be.

Another disturbing thought to consider is if you do not yet have 
the accumulated wealth you need to live the retired life you 
want…is there enough time remaining to build that wealth, or 
is it already too late? What if you’ve been drawing too much on 
your business’s cash flow and are used to a lifestyle you won’t be 
able to maintain in retirement? And what if you can’t sell your 
business, ever?

One of the biggest misfortunes for business owners is they 
have been drawing too much cash from the business, and using 
that cash to live a good life, rather than being more judicious 
with their spending and investing that money in growing the 
business, improving its marketability, and preparing it for sale. 
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Now time is running out, retirement is getting closer, but the 
business hasn’t developed enough to be attractive to buyers, 
and tragically, what often happens is the owner has to continue 
working well past the time they intended in order to keep 
supporting the family and the lifestyle they enjoy. Ultimately, 
the business is simply shuttered because there are no buyers 
and the owner is no longer able to continue working. This is a 
calamity you want to avoid!

The sooner you look at these issues and take steps to avoid 
these ugly consequences, the more likely you may be able to 
overcome them. Time value is critical. This is why planning your 
exit early… before you even open for business on the first day, is 
so important. You don’t want to be like one of the hundreds of 
thousands of Baby Boomers who won’t be able to stop working 
into their eighties or beyond, if they physically can. Lack of 
foresight, lack of professional advice, and improperly planning 
the optimal use of time value have now led to a financial 
disaster, because health issues may force their retirement 
from work and they have little choice now but to consume the 
principal they’ve saved.

For those who haven’t planned well or did not seek professional 
counsel, there may be very few options for leaving their work-
life in the manner they had hoped. These unfortunates may have 
to keep working for the rest of their lives or until incapacity sets 
in; or they may need to work another 15 – 20 years, delaying 
retirement into their 80s until they have set aside enough; or 
maybe they’ll just sell the business and take what they can get, 
understanding that they now have reduced expectations for their 
retirement lifestyle. These are devastating thoughts; we’re not 
pulling any punches. Neither are we trying to create fear. This 
will be the end-of-life reality for many people over the next two 
decades.
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Measuring the Gap

If you are one of the fortunate few who have hired a financial 
planner to assess the value of your wealth, and the professional 
appraisal has concluded you have now accumulated sufficient 
financial resources to provide for yourself and your family for 
the rest of your life, you are indeed blessed. Stop reading this 
book!

Figure 72: Measuring and Closing the Gap

Should these joyous circumstances not yet be descriptive of your 
present financial state, i.e. there is a gap between what you now 
have and what you want, then there is work to do. You have 
several options:

1.	 You can continue to operate the business the way you’re 
doing now, and maybe something will change.

2.	 You can sell your business whenever you are ready to 
retire, if you can, and walk away with whatever cash you 
can get, hoping it will be enough.

3.	 You can choose to retire at a later date, on less principal, 
with a limited retirement lifestyle.

4.	 You can stop draining your business of cash, reduce your 
current lifestyle, and use these funds to build your business 
for sale at a later date.

5.	 You can work on your business, and increase its value, 
positioning your business for a potentially profitable sale at 
a later date when the value has grown to the level you need 
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it to be. There are no guarantees this will happen but it may 
be worth the effort.

Most rational people will choose the last option. Depending on 
the size of your gap, perhaps your efforts to close the gap will 
not be severe, but more a matter of a few years improving your 
business in a variety of ways, which will be described below, 
after this next section.

Build Your Exit Plan, or 10 Ways to Leave Your 
Business

Sooner or later you will leave your business. It’s just a matter of 
when and under what circumstances. Consider the 10 different 
scenarios that follow, because one of them is the best choice for 
you. If you fail to choose one, one will choose you.

1. Sell to a third party: This may be the most likely course for 
you. You’ve built-up your business and now you can sell it for a 
good price. Of course, you’ll have to prepare for the sale well in 
advance, ensure that your legal and accounting requirements are 
current and complete, and expect transition experts to analyze 
your company. You’ll want to work closely with your financial 
planner to make sure your pricing is appropriate and that 
you are prepared with several favorable options so you can be 
flexible during negotiations.
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Key:
Planning your exit as soon as possible gives you 
the time you need to build your business to a 
value the market will pay. 

A third party sale is a good choice for owners who want to leave 
the business right away, realizing this could still take as much 
as several years. Your best bet is to find a buyer who has a 
company like yours, but bigger, which can absorb your company 
or acquire an additional function of yours to enhance its own 
business. If you have something they need, you may find a 
serious and eager buyer.

As mentioned, part of the complexity of selling your business 
is determining if you can sell your business at all. If the market 
is flooded with businesses for sale in your niche, your company 
has to stand-out from the others to gain attention and attract 
buyers. It may be difficult, and perhaps impossible, to find a 
third party buyer. If this is the case and you do not want to or 
can’t wait for the market to improve, there are other choices.

Selling to a third party is an important preference for most 
business owners, and an addendum in the back of this book 
provides a lengthy description of this process so you can 
consider the many aspects of this option.

2. Sell to an insider: Another popular option is selling your 
business to one or several members of your management team. 
If you have a strong and trusted manager or group of managers 
who want to stay with the company and take over as the new 
owner, this could be an advantage because your team is familiar 
with the business and are already sold on the company’s merits; 
they also know the company’s weaknesses, which might cause 
downward pressure on the price.
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You might also consider setting up an employee stock-
ownership plan (ESOP); this might be complex but it has 
advantages for you, as you may be able to retain a minority 
ownership position and continue working in the company.

Business continuity is an important consideration when 
contemplating an insider sale. The sale of your company will 
cause a tangible ripple in your marketplace; how much less the 
impact may be to your company’s reputation, finances, and 
operations if sold to your management team will be a factor 
worth considering.

3. Plan for an unexpected death: It’s always smart to be 
as prepared as you can for the unexpected. It’s not hard to 
predict that death will come, but the timing of its arrival is 
discomforting.

I always knew that one day I would take this road, 
but yesterday I did not know today would be the day.”                                          

-Nagarjuna

The death of a business partner can disrupt business as usual, 
and dramatically affect the relationships of the remaining 
partners, as well as the spouse and family of the deceased.

This is why your financial advisors should instruct you to create 
one of several different types of buy – sell agreements to protect 
the company, and protect the interests of all the parties in case 
of an unexpected death or disability.

A buy – sell agreement is a contract that places restrictions 
on how owners can transfer ownership of the company, and 
also stipulates that an owner’s financial stake will be sold or 
offered for sale at a specified price to the other owners, or to the 
company, in the event of a particular incident.
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Specific events that can be included to trigger the buy – sell 
agreement are the death of a partner, the death of a partner’s 
spouse, a partner’s retirement or termination, disability, 
divorce, disputes among the partners, etc.

The advantages of having a buy – sell agreement in place is, 
for example, when a partner dies, the shares of that partner 
will be absorbed by the other partners, ensuring continuity, the 
guaranteed purchase of the deceased’s shares, and protection 
from the involvement of a new and unwanted partner. Buy – sell 
agreements also have other advantages, such as assisting with 
the valuation of the business when calculating estate taxes.

Valuation Considerations: A critically important aspect of the 
buy – sell agreement is to have the details of the business’s 
valuation builtin to the buy – sell agreement, leaving nothing 
to chance, and quite possibly avoiding unnecessary and costly 
turmoil.

Although there are a number of different methods for 
conducting the valuation of a business, such as using 
predetermined formulas like ‘five times EBITDA’, the right way 
to conduct a valuation is to have the valuation done by a certified 
valuation analyst. A valuation should be done periodically, but 
absolutely when a partner dies, and not by formula because 
formulas are not precise for every occasion, and in the event of 
a partner’s death, the surviving spouse may decide to sue for a 
more accurate financial representation.

Here is an example. Two partners jointly own a business and 
they agree to create a buy – sell agreement to protect themselves 
and their loved ones in case one of the partners dies. Because a 
buy – sell agreement is a contract that places restrictions on how 
owners can transfer ownership of the company, when a partner 
dies, the value of the business needs to be known so legitimate 
transactions can occur.
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Important:
Your financial advisor will help you appraise 
the true value of your business and calculate 
the financial resources you’ll need to build your 
business and bridge the gap. 

Unless the buy – sell agreement lays out the factors by which the 
business will be valuated, discontent and legal challenges may 
ensue. As you know from reading the earlier part of this book, 
there are a variety of factors that compose the terms by which 
a business is valuated. It is a much smarter way to conduct 
business by including the partners’ choices in the buy – sell 
agreement at the outset than to leave these choices in abeyance 
until the need arises, and under duress. Think of it as a pre-nup. 
Two partners are joined in a business, and the terms are laid 
out; when disruption occurs, the rules that were agreed upon 
when everything was joyous can now be followed.

Here is an example: The partners agreed on using fair market 
value, to be taxed as a C corporation, and considered a going 
concern. They also agreed there would be no discount for 
marketability, and discussed and agreed upon every aspect of 
their arrangement beforehand, so there could be no objection 
later when a valuation would be necessary. The details of the 
valuation are included in the buy – sell agreement, and the 
transition can be much more smooth and much less trying. 

Can you imagine what it would be like if the details had not 
been worked out, and not made integral to the buy – sell 
agreement? However, with the factors predetermined, there is 
very clear guidance for the valuation analyst on how to proceed, 
preventing the potential for emotional and financial chaos.

Here are the four common types of buy – sell agreements which 
predetermine the business arrangement if a particular event 
occurs.



Exit Insight: Getting to Sold!284

Redemption Agreements: In a redemption buy – sell agreement, 
the interests of the seller may be redeemed by the company 
because the company may have purchased insurance on each 
owner. An example: an event triggers the agreement, and the 
shares of the seller are offered to the company at a price, or 
formula, and terms which were predetermined. The company 
can purchase the shares or exercise first right of refusal.

Cross-Purchase Agreements: In a cross-purchase buy – sell 
agreement, the interests of the seller may be redeemed by the 
owners because the owners may have purchased insurance on 
each other. An example: an event triggers the agreement, and 
the shares of the seller are offered to the other owner(s) at a 
price, or formula, and terms which were predetermined. The 
remaining owner(s) can purchase the interest or exercise first 
right of refusal.

Hybrid Agreements: A hybrid buy – sell agreement is a mixture 
of the two preceding agreements. In this type, the interests 
of the seller are first offered to the company; if the company 
declines to buy the interests, then the other owners may 
purchase the interests. If they refuse, then the interests may 
be offered to a third party. If there is no third party, then the 
company must purchase the interests.

Third-Party Agreements: A third party agreement offers the 
departing owner’s interests to a person or group outside the 
partnership, perhaps to a favored employee. The owners are 
offered the option to match the outsider’s offer, purchase 
the interests based on the company’s valuation, and have 
the company purchase the interests based on the company’s 
valuation, or allow the sale to the third party, thus welcoming a 
new partner.

A buy – sell agreement is typically funded with life insurance, 
and elucidates a carefully designed plan of how the shares will 
be presented for sale, and the process for their acquisition. The 
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buy – sell agreement should be reviewed at least annually to 
ensure its design and resources are adequate for its purpose. 
Another tool that’s available for your use in protecting the 
business is the installment note. Imagine a scenario where 
one partner is too old to purchase life insurance, or perhaps 
too ill. Life insurance is unavailable, but an installment note 
will cover the risk. It works like this: the partner who can’t buy 
life insurance could purchase a note with 10% down, and pay 
5% a year for the next 10 years. Sometimes combinations are 
applicable, too; if one partner is older and the other is younger, 
the older partner can use an installment note, and the younger 
partner can purchase a life insurance policy; the risk is covered. 
Installment notes are a very popular device, and used widely.

Definition: 
A third party sale involves the buyer, the seller, 
and a third party such as a lending institution 
which supports the business transaction. 

4. Plan for an unexpected disability: A buy – sell 
agreement is also the instrument of choice when protecting 
a business from the disruption caused by an owner’s sudden 
disability.

Unless we’ve had a personal experience through a family 
member or friend, we don’t often think of disability as being a 
common occurrence, but it is more common than most people 
realize. Injuries, medical conditions, long term illnesses and 
rehabilitation following surgery can prevent a business owner or 
partner from working and managing the company.

Having a plan in place in case the unthinkable happens is good 
management. There are several insurance types that can keep 
the company rolling, such as disability insurance for you, and 
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a business overhead expense policy or business continuation 
insurance for the company. And, as you’ve just read, a buy – sell 
agreement will be a wise choice if you or your partners become 
too disabled to return. Without various types of insurance 
coverage, your business, your family, and you are exposed to 
devastating risk.

5. Gift your business to an organization: Another way to 
separate from your company is to simply give it away, to either 
a profit or a nonprofit organization. If you choose to give your 
business to a nonprofit organization, there may be some tax 
benefits. You may avoid capital gains taxes or offset other tax 
costs in your annual tax return through a charitable deduction. 
In addition, by giving your company to a nonprofit, you may be 
benefiting a cause that is personally very important to you.

6. Liquidate your business: Liquidating your business, or 
turning all your tangible assets into cash, is seldom the best 
choice because there is often significant intangible value in 
the operations of an ongoing business. Yet, given your unique 
circumstances, it may be the best choice after all because of the 
offsetting influences liquidation will create. You will have to 
provide an inventory of all assets with a dollar value for each. 
This is a decision best discussed with your valuation analyst, 
attorney, and accountant. When you plan the liquidation, speak 
to an expert and consider the variety of choices you have on 
how to sell your property for the most cash. It may be difficult 
to receive more than about 80% of your assets’ current value; 
and typically, a liquidated business receives less than 40% of its 
value than if it is kept operational.

7. Choose retirement: Retirement is another way to exit your 
business. We’ve spent considerable time reviewing this topic, 
so there is no point in elaborating again. Choosing retirement 
presupposes you have planned for retirement and have prepared 
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your estate so it serves you and your spouse and family well in 
the years you have remaining.

8. Plan for a merger: Mergers are often regarded as a way to 
expand the value of a company by joining with another company 
that has a corollary value, so the two companies together have 
more value than separately. In a merger, it is usually expected 
that the owners will continue for a number of years to direct the 
continuance of the new company and further its profitability. 
However, a merger with another company might also provide 
the exit you seek. Should a larger company acquire your 
business through a merger, you may be in a position to profit 
from a significant financial benefit.

9. Sell to family members: Many business owners believe 
they will pass their business on to their children, or other family 
members. Statistics show that this is a successful strategy, 
though passing the business on again to the third generation is 
much less successful.

Important:
A buy-sell agreement protects the owners of a 
company by clearly stating how each owner’s 
financial interest will be sold. 

Of course, your designated family recipients must be prepared 
to receive and operate the business, so a sufficient time frame 
for preparation and accession must be allowed. When reflecting 
on this choice, it’s important to discuss the strategy with 
your family to assess if there is interest. If there is, ongoing 
communication is important to prevent misunderstandings, 
hurt feelings and rivalries. Ownership shares will need to be 
determined, and if these shares are unequal, compensation 
with other assets may be wise. If it’s clear that only one or a few 
family members will be involved in leading the business, that 
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person’s equity position and compensation should be discussed 
and any issues resolved before your departure. The first thing 
you want is a profitable business for your family; the last thing 
you want is the chaos of hurt feelings, competitiveness and 
sabotage.

Note: 
Use an installment note to fund your buy-sell 
agreement if one owner is too old to buy life 
insurance.

There will be a variety of potential tax implications depending 
on how the sale is structured, so as always, be sure to work 
closely with your financial planner and other experts your 
advisor recommends.

10. File for bankruptcy: While not usually an optimal choice, 
your unique circumstances may indicate this tactic is best. There 
are several different types of bankruptcy, so consulting with an 
attorney who specializes in bankruptcy is a wise choice.

Plan for a Key Person Departure

In most of the scenarios presented above, planning for the 
departure of a key person will stabilize the company during 
transition and assure ‘business as usual’ will be maintained. The 
loss of the CEO, or any key person at the executive level, could 
have serious consequences as discussed in this book’s section 
on risk factors. Having a successor prepared in case of death, 
disability or voluntary departure assures clients that their needs 
will be met and their relationship is secure; your employees 
know their jobs and future is an important concern for the 
company and informs them that the company is comfortable 
with the leadership and talent that exists within the company, 
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which may boost confidence and motivate personnel to improve 
their value to the company.

Figure 73: Transfer Events
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Summary

There is a variety of ways to exit your business…and your day 
is coming either on schedule or without one. It will be so much 
better for you if you create a plan that details your goals and aids 
you with the vision and knowledge you need to make the day-to-
day and year-toyear decisions that bring you closer all the time 
to the results you want to achieve.

This is old business for you. You know that a road trip to a 
distant unknown city is going to save time, gas, and hotel costs 
if you map it out. And, think of the interesting diversions you’ll 
enjoy along the way when you know that certain appealing side 
excursions will enhance your experience and bring you to your 
destination happy and fulfilled.

Discuss with your financial planner which exit choice is best 
for you and your unique circumstances, then work with your 
advisor to develop the plan’s goals and timeline so you have the 
road markers you need for the best chance of arriving at your 
destination on time.
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Chapter 12: Review Questions 

1. If there is a gap between the sum of your business value and 
personal wealth, and the funds you’ll need for the retirement 
you desire, what can you do?

A. Develop a plan of action with your financial advisor to 
close the gap.

B. Wish you had made better choices in the past.

C. Decide to sell your business and try something else.

D. Hold on to your business as long as you can and figure 
out ways to generate more revenue on your own.

2. Most people are concerned they may outlive their 
accumulated wealth. 

A. True

B. False

3. Many business owners draw too much cash from their 
business so they can enjoy a nice lifestyle, but they are shorting 
their future potential. 

A. True

B. False

4. Lack of planning could lead to which of the following?

A. Work for the rest of your life or until disability stops 
your ability to work.

B. Work an additional 15 - 20 years beyond your 
original expect-ations to build the capital to retire with a 
respectable lifestyle. 

C. Reduce expectations for your retirement.

D. All of the above.
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5. A good option for selling your business in a third party sale 
is: 

A. Selling to a person starting out in your market niche.

B. Selling to a bigger company that’s like yours.

C. Selling internally to one of your key personnel.

D. All of the above.

6. Which is not an advantage of an ESOP?

A. Your employee knows the business well, so your faith 
that the company will continue is strong.

B. You may decide to keep a minority position in the 
company, allowing you to continue working and drawing 
income.

C. Customers and vendors will be more reassured if the 
company remains in familiar hands. D. None of the above.

7. A buy-sell agreement is important to the well-being of your 
business because:

A. All of the following.

B. A buy-sell agreement establishes the protocol for when a 
partner dies, is incapacitated, or chooses to leave.

C. The continuity of the business is secured because the 
remaining partners already know how the changes will be 
conducted.

D. The remaining partners don’t have to accept a new and 
unwanted business partner.

8. A buy-sell agreement:

A. Is typically funded with life insurance

B. Should be reviewed at least annually
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C. Clearly explains the transfer of ownership

D. All of the above

9. Your exit plan should include a plan for the departure of a 
key person. 

A. True

B. False
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Answers

1. Answer: A. The best answer is A. By working with a financial 
advisor you will have the resources and experience of a 
professional to guide you toward the best choices possible for 
your unique circumstances.

2. Answer: A. True. Most people want to be financially 
independent during their retirement years and do not want to 
be a burden to their family or to government agencies.

3. Answer: A. True. Because most business owners do not 
create an exit plan, the inflow of cash from a successful 
business misleads these owners into thinking their business 
will be highly marketable when they decide to retire. In this 
case, they are missing the opportunity to build their business 
in ways the market values, and the funds that could be used 
to increase the company’s value are instead used in short-
sighted ways that limit or destroy the financial potential of the 
business and the owners’ retirement lifestyle.

4. Answer: D. One of the most, if not the most, important 
resources a business owner has is the amount of time before 
retirement. Failure to create an exit plan that provides goals 
and strategies for improving the salability of the company 
could result in the loss of valuable time that could have been 
used to build the company’s market value.

5. Answer: B. While selling internally to one of your key 
personnel is a good option because of that person’s knowledge 
of the business, an even better option might be selling to 
a bigger company than yours because their resources may 
expedite your departure, and they may also be willing to pay 
more for your company than your insider can afford.

6. Answer: A, B, and C are all correct. An employee stock-
ownership plan has real advantages, and if the owner has faith 
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in the ability of  the employees to manage and improve the 
business, this is a worthy option and desirable solution.

7. Answer: A. A buy-sell agreement is essential when there 
are business partners because the partners have previewed 
potential outcomes and negotiated how to handle those 
outcomes for the well-being of the company.

8. Answer: D. A buy-sell agreement clarifies all the necessary 
details in a time of change, preventing confusion and 
disagreements.

9. Answer: A. True. A key person provides intrinsic value to 
a company. This person may be an effective sales manager, 
or a person who is talented with developing new products, or 
a crackerjack at keeping customers, vendors, and employees 
happy and enthusiastic. A company should always plan for the 
departure of a key person to protect against the loss of that 
person’s value and the financial effect that departure will have 
on the company.





Objectives:

You will:

•	 Realize what you need to do before implementing your plan 
to close the financial gap

•	 Understand that your exit plan will itemize activities you 
should do to increase your company’s benefits and decrease 
its risks

•	 Learn the four main factors of risk that may jeopardize 
your business

•	 Review strategies for increasing your business cash flow

•	 Consider alternative strategies that could help you meet 
your retirement goals

•	 Identify eight activities you can do to enhance the value of 
your company

•	 Review eight hard metrics categories and six soft metrics 
categories that contribute to the market’s judgment of your 
company’s true value

Chapter 13: 
Closing the Gap
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Important:
You must focus on finding ways to close the gap 
between what you have and what you want to 
have when you are ready to sell your business. 

At this point, you’ve done your diligence. You’ve worked with 
your financial planner and completed a business valuation; now 
you know its true dollar value. Next, you also worked with your 
advisor and determined your personal net worth. The two sums 
together now inform you of the financial resources you own. You 
also have had a series of discussions with your advisor about 
your financial goals as they express your vision of life after work.

Your advisor has worked the numbers and determined there is 
a shortfall between today’s reality and your vision of tomorrow 
and, as you have time and determination, there is an array of 
activity you can do to claim the future you want. The results of 
this activity will be a function of time and circumstance, and 
there are no guarantees in business or in life, but it is reasonable 
to engage in these tasks while anticipating that improved results 
will be a consequence.

The assumption is made that you’ve arranged to protect 
yourself, your family, and your business with applicable 
insurances; you’ve positioned your personal finances in a 
combination of low, medium, and high risk investments gauged 
to bring you the highest rate of return with the least likelihood of 
loss according to your level of risk acceptance. Your will, health 
directives, collection of purposeful trusts, clever estate planning, 
and tax strategy design have all been thoroughly considered, and 
deployed. You have decided on your exit plan, you know who 
you are looking for as your successor, and you know exactly the 
number you need to release the weights and ‘sale’ off into the 
sunset.
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There is now just one remaining task, and that is to implement 
your exit plan to close the gap between what you have and what 
you need.
 
Let’s jog your memory by showing you this formula again:

				    Benefit
		  Value =          
				     Risk

Value is your goal; you want to achieve a certain level of value 
because reaching that level liberates you. We’ve defined Value as 
a function of Benefit divided by Risk, so to achieve your goal of 
highest Value, you’ll need to increase benefits and decrease risk.

There are a variety of ways to close the gap between the value 
you have now, and the value you want. Some of these choices 
will be easy to make because they are already tasks you are 
doing…such as, perhaps, adding new products, opening new 
markets, improving customer relations, expanding prospect 
email lists, etc. Other choices may be difficult because they are 
contrary to your desires, such as retiring 10 years later than 
you’ve planned, or decreasing your lifestyle’s discretionary 
spending, or consuming your estate during retirement rather 
than leaving it to your heirs.

The following pages provide some insight to choices that may 
be pertinent to your circumstances, or may be an eye-opener 
to the travails of other business people around you. The point 
of reading this information is to provide you with the basic 
knowledge you may require so you can work more closely with 
your financial advisors as you plan your future.

When striving to increase and preserve your wealth, there are 
two strategies in play. One strategy is to identify and take action 
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on reducing your exposure to risk, which can consume the 
wealth you have worked so hard to build. The other strategy is to 
identify and take action on increasing your wealth as rapidly as 
is prudent through the various means available to you.

Here are suggestions on how to be successful with both 
strategies, beginning with decreasing the risks to your wealth, 
followed by the section on increasing your wealth, “Value 
Enhancing Actions”, See Chapter 13.
 
Decrease Risks

When pondering the denominator, we’ve enumerated the many 
ways that risk detracts from your business’s value. Every risk 
you can eliminate, diminish or control will add value to your 
business and bring you closer to achieving your financial goal of 
exiting with the funds you need.

There are four crucial factors of risk which control the 
performance of your business, and can either crush you or serve 
you.

1.	 The first is competition; if too many competitors get the 
upper hand, they can put you out of business, or cap your 
profitability by squeezing your pricing, your distribution, 
your marketing…competition can be a death knell unless 
you find ways to bring your product to market and make 
sufficient sales and profits.

2.	 The next factor is your business’s financial strength, 
because you require enough capital to make investments in 
product development, personnel, equipment, marketing, 
etc. If you lack financial strength by having too much debt 
or being short on cash flow, it’s only a matter of time until 
you’ll be forced to fold.

3.	 Management ability and depth is the third primary factor 
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of risk, because if your leadership and organization is 
failing or weak, your business can’t last very long. You 
need executives and managers who make good decisions 
and use their position and relationships to your company’s 
advantage.

4.	 Profitability and the stability of your business’s earnings 
is the fourth key factor of risk. Your business has to make 
enough sales so you are generating sufficient profits, and 
those profits need to be steady and increasing.

Note: 
Your business is exposed to many risks, and your 
exit plan must minimize as many as possible. 

There are other risk factors, too…lots of them! There are 
national economic effects like debt, new regulations, GDP 
changes, inflation growth and industry down-turns that could 
affect your business. Local economic effects can also slow your 
business, such as a shift in demographics, decreases in personal 
income, changes in local politics or government growth, new 
taxes, the local unemployment rate, or even highway disruptions 
due to construction or repair.

When you’re in business, there is no end to the risks that may 
assail your productivity, growth, and bottom line. Some of 
these risks can be mitigated as we discussed, others will be 
used to discount the value of your business and make it more 
challenging to increase value and build your business to the 
point of a financially successful sale.

When it comes to your business’s exposure to the risk of 
inflation, there isn’t much you can do about it except pass the 
costs along to the customers, and work harder and smarter 
to increase the value of your business and stay ahead of the 
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corrosive effects of inflation. We can compensate for inflation 
with the careful selection of the assets in your personal 
investment portfolio; when it comes to inflation’s assault on 
your business, there’s not much we can do about it except pass 
along the costs and outpace inflation by building value as rapidly 
as possible.

There are other risks, too, that are part of your business’s 
landscape. Equity risk premium, size premium risk, and 
industry premium risk are each a function of circumstances you 
can’t control. Just like the weather, you’re not going to be able 
to do anything about it, so you have to push on, and do what 
you can with what you have, which is steadily increasing your 
business’s value in every conceivable way.

Unsystematic risk, AKA company risk, is another matter, 
as this risk can be curtailed. This is a category of risk that is 
particular to your company. Whatever it is that your company 
makes or does, consider where weak links could slow or stop 
your operations, and then develop plans you can implement 
now to forestall the effect of those potential weaknesses. For 
example, is there a likelihood that your employees might strike? 
If so, take steps to reassure workers with increased wages or 
benefits. Nail down the labor contract, build good will with 
good communication, promote from the inside, offer and 
provide programs that serve your staff like training programs, 
college funding, childcare, telecommuting, grant awards, saving 
incentives, valued company awards, etc.

Note: 
The more years you have before selling your 
business, the more opportunity you have to build 
its value.

Perhaps your company is exposed to supply risks that might 
slow or halt your production. Plan to warehouse enough 
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material to protect your supply needs for a year or more, or 
find alternate sources or alternative supplies; perhaps diversify 
your company so other product lines will compensate for supply 
problems as you grow your business in new areas.
The list goes on. You may be vulnerable to facilities issues, 
transportation knots, legal issues, financing risks, operations 
gaffes…

The idea is to eliminate every risk that might threaten the 
productivity of your company, but at the same time maintaining 
as much of your profitability as possible. Keeping your main goal 
in mind, which is building your business’s value to the dollar 
amount needed to finance your exit within the least period of 
time possible, it’s your job to eliminate as much of the risks as 
possible. It’s an amazing balancing act requiring expert juggling 
skills, and that’s why you’re in charge. Your success and your 
family’s well being depend upon it.

Increase Cash Flow

Now let’s take a look at augmenting the numerator by improving 
your business’s benefits. As you know, positive cash flow is 
essential to the operations of your business and a good night’s 
sleep. When a business has positive cash flow, there is sufficient 
money to buy material, pay employees, pay bills, pay debt, and 
make new investments. By increasing your company’s cash flow, 
more flexibility and development is possible.

The two basic ways to increase cash flow and improve your 
numerator is by increasing revenue and decreasing expenses. 
By augmenting your sales and marketing team with better 
training, stronger leadership and management, new products 
and services, better marketing materials, increased advertising, 
improved sales strategies and competitive pricing, your business 
revenue has more opportunity to increase, improving the 
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numerator. Likewise, by recruiting qualified professionals as 
private contractors instead of employees, asking for discounts, 
reduce travel budgets, outsource services like custodial or 
accounting, cross-train staff, eliminate reliance on office 
supplies, leasing instead of owning, and limiting or eliminating 
finance charges, your expenses may decrease and your cash flow 
improve, thus also adding to the benefits of the numerator.

Other ways your company might increase cash flow is by 
forming a buying cooperative to purchase materials at a lower 
cost; renegotiating insurance and service provider contracts; 
keep inventory purchases at reasonable quantities or sell old 
stock at cost; shorten the time you allow your clients to pay their 
bills, for example from 90 days to 45 days; collect receivables 
on schedule and act quickly on overdue clients; extend your 
account payables so you have time to collect receivables and 
avoid short-term credit lines; pay your bills quickly if your 
suppliers offer an early payment discount; consider raising your
prices if warranted and you haven’t done so in awhile; consider 
leasing instead of buying for the cash flow benefits; etc.

Definition: 
A key performance indicator is a measurement 
that evaluates success toward achieving 
performance objectives. 

Put off retirement: This probably won’t be a happy thought, 
but it may be necessary to work a few more years to build 
your business to the point where you can retire the way you 
choose. Given the economic troubles and the recession of recent 
years, many business people are realizing the need to continue 
building value in their companies before offering them for sale. 
While this can’t be your preferred choice, the advantage to 
delaying retirement is that you’ll have more time to secure the 
future you hope to have.
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Reduce retirement spending: This is another choice you 
may be unwilling to accept, but it is an option. If you decrease 
the amount of funds you want to have in retirement, and can 
live well with less, then you can enjoy the remaining years and 
not have to sacrifice more time or your health. Besides, having 
a steady income and the freedom to enjoy your life is a gift. By 
reducing your retirement spending plans, you’ll need less money 
to cross the finish line into your new life.

Preserve and protect value: Preserving and protecting your 
wealth from predators is an essential financial responsibility, 
so it is imperative you review your investment portfolio and 
its growth on a regular basis. It may also be particularly 
advantageous to purchase specific types of insurance to protect 
you and your estate from various forms of risk, because 
insurance, when applied properly, is a marvelous tool.

We’ve discussed insurance at length in this book, but it bears 
an additional mention here, in this chapter on closing the gap. 
Whether purchasing life insurance to protect and mitigate a 
multitude of business risk, or applying life insurance, health 
insurance, disability insurance, and long term care insurance to 
shield the personal facet of your estate’s wealth, insurance is an 
excellent device for protecting the wealth you’ve spent a lifetime 
building.

Reassess your business plan: One of the ways to start 
closing the gap is to take a close look at your business plan. Your 
financial planner should have a number of suggestions on how 
you can adjust your business plan to increase your profitability.

Reassessing your plan more than just once a year can produce 
significant outcomes. Your business plan should be a living 
document that points you and your executive team toward 
achieving your business’s financial goals. Whether your business 



Exit Insight: Getting to Sold!306

is performing well or not, periodic and frequent scrutiny can 
help you and your leadership team determine if your progress 
is healthy, if you have errant focal points, and can reveal both 
positive and negative discoveries requiring adjustment.

Most businesses are in a constant state of change with costs 
going up, suppliers changing protocols, customers requiring 
new products or services, modifications with technology, new 
regulations…it’s a topsy turvy world and you have to keep up 
or you’ll find profits leaking into the sand from a dozen holes. 
Your business plan can be a remarkable source of guidance for 
precaution and prosperity.

“In preparing for battle I have always found that 
plans are useless, but planning is indispensable.”                                                        

― Dwight D. Eisenhower

Review Your Strategy: Your business plan is an excellent 
management tool, pinpointing your target markets, income 
goals, expansion plans, and marketing strategy. It is your theory 
for business success, and as a theory it requires reconsideration 
and adjustment based on facts. Failure will come through poor 
strategy, poor execution, or poor management, so having a plan 
and using, monitoring, adjusting and measuring its results will 
serve your path to success.

Your Key Performance Indicators (KPI) furnish a powerful set 
of data that keep score on how well your company is doing in a 
multitude of pivotal categories such as customer relations, IT 
operations, supply chain management, budget and accounting, 
marketing, employee relations, etc.

The budget may need reconsideration if sales are down and 
operating expenses are up, or sales are up but profits are down, 
or any combination that’s slowing your ability to bridge the gap.
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Management decisions always affect the bottom line, so it’s 
critical that budget decisions are evaluated for their effect on 
Return on Investment (ROI) before they are implemented, 
and then carefully monitored to catch negative changes before 
damage is done.

Remembering that your business plan is only a theory means 
it’s important to constantly compare your plan with authentic 
results. Be prepared to adjust your plan frequently to more 
accurately represent the developments you are observing in 
real time. Your business plan had a lot of assumptions and 
guesstimates when you started, so it’s a positive activity to 
replace these inaccuracies with data you can now validate.

It’s also necessary to track your company’s chief milestones, 
assuring these events happen within their planned timeline. 
If they are not, well, then, duly noted, but that should help 
you ascertain why they are not happening so you can dedicate 
resources toward their reaffirmed achievement.

The most significant indicator of all, making everything else 
irrelevant, is that you are able to regularly and methodically 
secure revenue. The most obvious sign of a business in danger 
is when its costs are rising and its revenues are falling. This 
alarming circumstance doesn’t usually happen suddenly, but 
gradually over time. An owner has to be alert for this debilitating 
trend, and you have to know where to look to foresee this slowly 
building disaster gathering momentum. This is why you must 
always keep a vigilant eye on these financial components:

Analyze gross profit trends: This measures efficiency, and 
is a leading indicator for spotting negative trends. Gross profit is 
calculated by taking the total sales revenue and subtracting the 
total cost of goods sold. Gross profit does not include taxes, debt 
or management salaries.
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•	 Operating profits: This calculation will tell you if your 
operating expenses are getting out of control; you calculate 
it by subtracting your operating expenses from your gross 
profit.

•	 Profitability: This is essential to find out how much sales 
revenue is left over after your costs.

Profit = Total revenue – Total expenses

If your sales aren’t achieving your predictions, or there is a fall-
off of sales that is unanticipated, quickly analyze why this is so.

Perhaps you are not meeting the needs of your customers, or 
there is a problem with quality; maybe the competition has a 
better solution or is marketing more aggressively with increased 
advertising… Something has shifted, and you have to find out 
what it is, and counteract it, fast. Once you determine what’s 
causing your sales problems, adjust your marketing plan to 
reflect the new data and improved strategies to substantiate 
your adjusted sales projections. 

Remember, any distraction from your key purpose will slow 
down your speed and ability to close your financial gap, and 
will delay you from reaching your financial goal. It’s obviously 
important that you stay on top of every situation so that time 
and resources are used with as little waste and for as much value 
as can be applied. 

•	 Don’t wish for things to change; they probably won’t! 
Don’t wait before responding with a counter-plan; every 
day is a day that works for you, or is lost to your purpose. 
Effective and efficient management will create the future 
you have chosen; your attention to details is your best 
chance for accomplishing your goals and materializing 
your vision.
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•	 Maintain your employees’ morale; engage your key 
personnel

•	 and determine if your staff is motivated or frustrated.
•	 If key projects are not meeting benchmarks or timelines, 

that means your business is not progressing like it 
should; address the problems right away by meeting 
with key leaders and assess the situation to establish the 
reasons, and then brainstorm solutions to get back on 
track.

•	 When new competitors emerge, focus on the threat and 
devise ways to counteract the attack.

•	 Technological improvements are bound to appear, 
making your products outdated or inspiring the need 
for new product lines or support services; rise to the 
occasion by investigating alternatives that could mean 
new equipment, new procedures, new ways of thinking.

•	 Should important customers desert you, look for a trend 
and determine if there is some flaw in your product/
service, or your pricing, etc. Perhaps the market is 
adjusting and you need to adjust with it; speak with your 
customers and your sales team to gather an awareness of 
how you should alter your merchandise or services.

In all cases, reevaluate your business plan by thinking through 
all the implications for you and your competitors and make plan 
adjustments about how your company can use these influences 
to your benefit, and drive more value to your numerator so you 
can close your gap as expeditiously as possible.

Strategic Marketing Plan: Your marketing plan details your 
company’s marketing profile and strategies, stating the details of 
your market’s demographics, needs, trends and growth capacity.

It identifies your competitors’ products and prices, estimates 
their market share, the strengths and weaknesses of competing 
products and services, and diagnoses your company’s position 
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within this market. Along with other elements of your overview, 
all relevant information about potential and existing customers, 
with their buying behavior, is noted, examined, and opportunity 
gaps are recognized.

Definition: 
SWOT is an analysis of your company’s 
strengths, weaknesses, opportunities, and 
threats. This is an effective means for measuring 
most aspects of your company’s performance. 

Your marketing strategy is based on how you perceive your 
company can gain, sustain and increase growth with a 
competitive advantage, either with a unique product or better 
prices.

•	 Product/service strategy objectives should state 
performance goals for market share and rate of return, 
identify your primary, secondary and tertiary markets, 
and your expected growth in each.

•	 Pricing strategy objectives should identify pricing trends 
and your company’s proposed price changes.

•	 Promotion strategy objectives should describe your 
competitors’ promotional trends, and your intentions to 
compete with their promotions.

•	 Distribution strategy should detail the plans you have 
for reaching your markets with your product/service 
information.

•	 The marketing plan should identify your budget’s 
allocations, the break-even point, sales and expense 
forecasts, and anticipated results.

•	 Information about how this plan will be monitored, 
measured and adjusted should also be included.

Predicting where your company is going in relation to the 
market provides a better perspective on how to manage your 
marketing winitiatives and will guide you in the marketing 
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planning process. This requires you to be aware of what 
customers are saying about their needs, what the competition is 
doing, and how market conditions affect your sustainability and 
positioning in the unknown future.

By developing and using a carefully constructed marketing plan,
and adapting it to the ever-changing influences of the market 
with regular periodic review, this tool can help your company 
close the gap between what you have and what you want by 
increasing the benefits numerator in the value formula.

Brand Review: Do you remember the last time you reviewed the 
impact of your brand in the marketplace? Chances are it’s been 
a long time, if ever. Brand awareness can be another benefit for 
the numerator, because when a consumer in a buying-moment 
sees and recognizes your brand, that recognition can be the 
difference between buying your product/service, or not, between 
increasing your cash flow or another company’s, between you 
closing your gap or a competitor closing his gap.

Your brand’s influence in the marketplace should be tracked 
regularly. You should periodically conduct a brand audit to 
assess the health of your brand so you know if this important 
element is working for your company’s success.

A brand review by a branding specialist is a strong gauge of 
your company’s marketing effectiveness. The analysis will yield 
information about your brand’s SWOT (strengths, weaknesses, 
opportunities, threats), and recommend ways to improve your 
brand equity, positioning, and marketing.

By conducting a brand review, you will benefit by knowing

•	 strengths and weaknesses
•	 familiarity, remembrance, and recall
•	 incompatibilities
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•	 awareness within the company
•	 market position
•	 distinguishing elements
•	 external impressions and presumptions
•	 internal brand management
•	 marketing power
•	 your brand’s resources, budget, and strategy

Any misalignment can detract from your brand’s ability to 
capture customers in the decision-making moment, costing you 
a sale, increased cash flow, more profitability, and an improved 
numerator in your company’s value, thus delaying the sale 
of your company, maintenance of the unwanted gap, and the 
earliest date of your retirement.

Build an Integrated Financial Model: A common mistake is to 
assume that sales are linear and in the shape of a hockey stick 
without a thorough understanding of working capital needs 
and the cash conversion cycle. To thoroughly understand your 
situation, a proper integrated financial model needs to be 
constructed to ensure that the income statement, balance sheet, 
and cash flow statement all report their perspective and support 
a successful story.

•	 How fast is the business expected to grow?
•	 How do you intend to finance that growth?
•	 Are you growing slowly and producing profits?

Develop and use a master budgeting model to highlight the key 
value drivers. Explain the break-even assumptions. For a start-
up company, compare the break-even point with your sales 
prospects. For an ongoing company, the break-even analysis 
should show you are running comfortably above the break-even 
point.
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Explain the important points of your profit and loss projections, 
such as percentage increase in sales and profits, your gross 
margins, and key budget items. How realistic are your sales 
and expense projections? How strong do your numbers look? 
Remember, paper profits need to end up in your bank account. 
They then turn into true take-home cash flow.

Explain the key elements of the pro forma cash flow, which 
present projected changes in cash balances. It is common for 
cash flow to be negative, so pay close attention to your cash burn 
rate. Note that this is typically a major concern for startups and 
younger companies.

Be sure to properly present and explain your capital structure 
and how you plan to fund any short falls in the future. Will you 
have a line of credit? Or will you require a capital call?
Remember, cash is king! The true economic worth of your 
company is measured by what ends up in your bank account, not 
what is shown in the profit and loss column. Moreover, you can 
be a profitable business but have no cash to pay your bills if your 
money is locked up in your inventory or if you are waiting for 
receivables.

Explain your balance sheet. The balance sheet includes all 
assets, liabilities and capital, and it is often an overlooked 
document that is very effective for explaining the financial 
narrative of your business.

Review logistics: Many business plans promise results that
are physically impossible to deliver; or the selling, general 
and administrative (SG&A) expenses do not account for the 
additional human capital required to provide the primary 
service (such as boots on the ground).

One amusing example is a company that showed sales 
projections exceeding the unit production capacity of its 
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manufacturing plant. The cause of the error was that the 
management did not prepare integrated financial statements 
accompanied by proper worksheets. Their model only focused 
on the profit and loss statement, with their sales projections 
significantly outpacing capacity. A production
capacity trigger in an integrated financial model would have 
prevented this silly oversight.
 
Other logistical problems can arise from inventory and delivery
functions, so asking these questions can be helpful:

•	 What is your inventory turn cycle?
•	 Where will you store your inventory?
•	 How will you delivery your product?
•	 Can you drop ship?
•	 Can you use a fulfillment center, or is it more efficient to 

build your own?

Even for a simple business model like an Internet T-shirt 
company, manufacturing and delivery logistics can sink a 
good idea. For example: Your T-shirt company attracts a 
new customer. They buy your most popular T-shirt. Before 
they check out via PayPal, do you have an inventory system 
integrated with your Website and store front? Assuming you do, 
the money finds its way into your business checking account. 

Now the customer expects to receive their new T-shirt within 
a reasonable amount of time. How do you ship the T-shirt to 
the customer? Do you physically walk down to your storage 
unit, package the product, and then drive to the post office to 
mail it? Yes, that is one way to process the order, but there are 
other ideas that may also save you both money and time. Many 
logistical issues can be resolved and standardized to increase 
your business’s effectiveness and efficiency. New companies can 
easily overlook these simple but important critical processes.
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Value Enhancing Actions

As repeatedly indicated, you can either reduce your business’s 
risks or improve your business’s economic benefits to amplify 
the value of your company. Here are eight actions you can take 
to improve the value formula’s numerator.

1. Increase Operating Efficiencies: Any company that is 
not efficient will be out of business sooner or later. Operational 
efficiency is the measure of the amount of resources your 
business uses compared to the business value your business is 
generating.

Typically, a business ‘consumes’ or uses money, employees, 
and time in order to benefit with increased revenue and new 
customers, and such intangibles as new opportunities, brand 
loyalty, improved productivity, innovation, etc. The more 
efficient your company is, the more results you will receive with 
less cost, which improves your company’s value and should add 
to your bottom line, which translates into closing the gap and 
helping you achieve your financial goals more rapidly.

In order to increase your operational efficiency, you must have a 
means to measure both the amount of input and output. This
means carefully selecting which key performance indicators 
deserve tracking, and determining methods of measurement 
for each. Once these metrics are established, you have several 
choices available for measuring your efficiency:

a) Are you receiving the same results with less input?

b) Are you receiving more results with the same input?

c) Are you receiving more results with more input? Costs 
don’t always have to be cut to improve results.
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Here are some ideas on how your company might improve its 
operational efficiencies. Some thought on this subject will likely 
sponsor other ideas that are particular to your business.

•	 Improve business procedures with your vendors. The 
more streamlined your interaction, the less time your 
employees will consume on related tasks.

•	 Enhance communication systems. When your employees 
and managers can communicate in different ways, time 
is valued. Consider how your staff can network with 
each other by voice, text, video, and wireless systems. 
Interactive calendars and other tools can improve staff 
performance.

•	 Outsource tasks that require excessive employee 
engagement. Your company is an expert in one or two 
business categories. Rather than invest in becoming 
an expert in more than your field of expertise, consider 
outsourcing the work to other professional companies so 
you and your teams can focus on the primary activities 
that improve your profits.

•	 Stay mindful of your technology service vendor’s costs 
and services. With the rapid changes in technology, the 
more you pay heed to what’s new that may be available 
for improved functionality, the more benefit might serve 
your productivity. Also stay aware of your technology 
costs and be active with keeping these costs as minimal 
as possible.

•	 Maintain flexibility by working with several vendors. 
Should one vendor be out of stock or have a sudden price 
increase, your productivity or profitability could be at 
stake. When you have choices, you can make decisions 
that serve you best.

•	 Keep current with automation. You want your employees 
working on higher-value tasks that increase productivity, 
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so every opportunity to automate frequent, patterned 
tasks can free employees for other more complex tasks 
that add to your bottom line.

•	 Centralize your inventory. If you have several facilities, 
each with its own supplies, you may be spending more 
on inventory purchases than necessary. By centralizing 
your data, your facilities know what’s in stock.

•	 Standardize all the components of your business. When 
all the elements are systematized, function will be more 
efficient and is likely to contain costs.

•	 Allow more transparency. When your employees know 
what other teams are doing, the left hand is more 
capable of supporting the right hand. This could increase 
efficiency, prevent duplication, simplify problem-solving, 
save costs and create synergy.

•	 Retain your employees. A lot of time and money can be 
spent on hiring and training new employees to replace 
those that are exiting for greener pastures. Staff that 
become frustrated communicate their dissatisfaction 
to customers, and this is yet another way to bleed your 
profits away and diminish your operating efficiency.

•	 Improve your company’s connection with customers. 
Consider ways technology can enhance interactivity, 
such as using a customer relationship management 
system that displays a customer’s contact and order 
history.

•	 Monitor your employees’ time on task. Many employees 
use work time to check their personal email accounts, 
or do personal work at their computer station. This is 
lost productivity and is a form of stealing. Reward your 
employees for the contributions they make, but curtail 
personal activities when on the clock.

•	 Reduce out-of-area travel to capitalize on your staff’s 
work time through video conferencing.
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•	 Improve collaboration between departments to enhance 
management. Some departments might have an 
overload while others are running light. By managing 
work flow information, support can be applied where 
and when it’s needed.

2. Excess Working Capital: Excess working capital can 
be thought of as non-operating assets, and may be the result of 
higher than average assets, or atypically low liabilities.

When you are able to decrease the excess working capital 
needs of your business, you may then become more efficient by 
using the additional capital for other aspects of your business 
management. You can pay down debt, forego short-term loans, 
buy inventory when a good discount is offered and minimize 
reordering costs, or bank the difference. Working capital, 
together with capital expenditures (CapX), represents the 
reinvestment of cash flow into the business for the purpose of 
fueling growth and adding to the numerator.
 
3. Increase Revenues: Every business owner wants to see 
revenues rise while keeping costs low. Revenues could increase 
through additional marketing, creating new products in demand 
by the market, bundling products so more material sells per 
order, raising or even decreasing prices, and opening new 
markets.

4. Increase Return on Capital: If there are ways your 
business can increase the profit margin by receiving more value 
from monies spent, the value of your company will increase. 
Look for ways to cut costs while maintaining the same level 
of productivity. Perhaps you can buy your supplies at a lower 
cost, or consolidate departments, reduce energy consumption, 
downsize your vehicle pool to save insurance premiums, limit 
overtime, decrease photocopier use, or limit staff travel. Cutting 
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back on waste without interrupting work productivity or 
alienating your employees is helpful to your return on capital.

Every dollar spent should result in a full dollar’s value, and more 
if possible.

Here is a simple formula to keep in mind: 

				     EBIT
		  ROC =           ______
				    Capital

ROC, expressed as a percentage, is Return on Capital. EBIT is 
Earnings Before Interest and Tax. Capital is usually book value 
of debt plus book value of equity minus cash. The calculation 
will reveal how much a business is gaining for its capital.

A key point to note is:

•	 If your cost of capital is lower than your return on 
capital, the company is creating value.

•	 If your cost of capital is higher than your return on 
capital, the company is destroying value.

5. Build the Brand: A lot can be gained by increasing the 
market’s awareness of your brand. This was explained rather 
thoroughly above, because customers who recognize your brand 
as one of quality and good reputation will make buying decisions 
that favor your company’s sales over those brands that are less 
known or tarnished.

6. Reduce the Cost of Capital: The way to reduce the 
cost of capital is by focusing on the risk factors which are 
unique to your company, and minimizing those risks by taking 
the necessary steps, where you can, to neutralize or eliminate 
these threats or at least reduce their effect on your business and 
enhance your business’s value.
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For example, you may remember we considered the four main 
factors of risk, which are competition, financial strength, 
management ability and depth, and profitability and the stability 
of earnings.

For each of these, and all the other risks we named (weather, 
war, national debt, new regulations, GDP changes, inflation 
growth, industry down-turns, a shift in demographics, decreases 
in personal income, changes in local politics or government 
growth, new taxes, the unemployment rate, or highway 
disruptions…), your challenge is to overcome the obstacles that 
threaten your business’s vitality, using every legitimate trick in 
the book to the best of your ability.

You have an array of tools at your disposal, the greatest of which 
may actually be the solid experienced advice of your financial 
planner who can guide you, plan with you, and serve you in ways 
that you don’t even know you don’t know.

An example is provided below that demonstrates how this 
business owner was able to reduce the cost of capital, and 
get more value from his cost of capital by making positive 
adjustments to the four main factors of risk just mentioned 
above.

While his adjustments may seem slight, every risk that is 
curtailed is an advantage which increases the company’s 
benefit, its numerator, adding to the company’s value. Mild 
improvements, when all are added together, can achieve great 
results!

“It’s the little details that are vital. 
Little things make big things happen.”                                                                                                                            

– John Wooden



Closing the Gap 321

By improving his pricing policies, this business owner jumped 
ahead of the competition and was able to improve his company 
specific risk in competition by a percentage point, which, by 
referencing the rating scale, represents a very big improvement.

The owner was also able to restructure his company’s cash 
conversion cycle, and that also resulted in a full percentage point 
decrease; the management category improved by a half percent 
when an executive with a stronger skill set and more industry 
contacts was promoted; and profitability improved by three-
quarters of a percent when the owner analyzed and improved 
the return on equity (ROE) and the return on assets (ROA), 
boosting the bottom line.

The owner was unable to make any changes to the general 
risk categories, however. The economy was in equilibrium, so 
there was no progress or decline there; Treasury Notes were 
unchanged, so the risk free rate remained the same; and the S&P 
500 was moving within a normal range, so no adjustment was 
possible here, either.

Even so, the owner was able to improve his cost of capital by 
3.25 percentage points, representing an overall improvement of 
about 12%, or an increased value of $624,000.
 
Here is what this looks like in a table:
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Figure 74: Cost of Capital Improvements

As you can see, making changes to your cost of capital is an 
excellent way to improve your business’s economic benefits and 
its value…and this is critical when building and positioning your 
business for sale per your exit plan.

7. Increase Competitive Advantages: This is another 
way to increase your company’s value and narrow your financial 
gap further.
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Acquiring an advantage will take careful thought and research, 
and quite likely an investment of capital and other resources. 
However, not taking this vital step could also cause your 
business to fall behind and lose market share.

To be successful in this endeavor means knowing your target 
market thoroughly, and identifying the specifics of these 
consumers’ socioeconomic and demographic needs. You’ll 
have to study your competition and determine their strengths, 
weaknesses, and what they are not providing that you can fulfill. 
Gathering information about your market rivals will help you 
build the edge you need to exceed their market presence and 
maximize your revenue potential.

Key:
Using the services of a financial planner can save 
your most important resource, which is time, and 
provide solutions that increase your company’s 
market value. 

If your company’s presence in the market is strong and 
influential, find a way to use your brand recognition to block 
competitors from getting a foothold, or use your company’s 
reputation to overpower the competition with advertising, 
adding value, improved pricing, or other hurdles that solidify 
your position in the market while creating a barrier of entry for 
them.

Once you establish a notable presence in the market, you 
have to work at maintaining it. Too often the leader becomes 
complacent, allowing rivals an opportunity to threaten. In 
business, trying new products and services or new ways of 
engaging your customers keeps your company from becoming 
stale and old-fashioned. Most products and services have a 
life cycle, too, and they need to be refreshed periodically to 
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retain interest from your customers. Perhaps the products and 
services aren’t the type that can be changed; if so, invent ways 
to repackage them and keep them fresh and current so your 
customer base regards your company as innovative, current and 
reliable.

Your challenge is to create a strategy that helps your company 
achieve a sustainable competitive advantage, not just a 
momentary flash. An element to include in your strategy is to 
discover a way to secure your hold on your customers by offering 
increased value that also brings you higher revenue. Knowing 
your business and your market as you do, devise a strategy that 
will be irresistible to your customers. Here are several ideas; 
perhaps a combination of several elements will become the 
package that propels you into the lead.

Cost Leadership: Become the leader in providing the lowest cost 
for a specific product or group of products. Refine your pricing 
so you have an array of prices that attract customers, but also 
have appeal to those who are willing to pay more for perceived 
value. In order to achieve cost leadership without suffering 
margin losses, your company will have to have some measure of 
either lower costs from suppliers, improved production, or more 
efficient distribution methods. Your company might also choose 
to offer a less expensive version of a product already on the 
market that undercuts your competitors’ products.

Driving your price lower than a rival’s is not the only tactic 
available. Too often, business owners are distressed when a 
competitor is underpricing them, and they can’t match the 
basement prices. Attempting to compete on cost could be a 
struggle you can’t win, and you wind up squeezing your margins 
until there is nothing left.

Differentiation: With this tactic, your company may be able to 
distinguish itself by producing a product variation to a niche 
within your market base that your competitors are incapable of 
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doing. Your company would need to do sufficient research to 
know that this gamble will pay off in some significant manner, if 
not through revenue, then possibly through recognition of brand 
innovation.

Another version of this idea is to establish your company as the 
leader of differentiation in your industry, adding to your product 
line by narrowing your focus to serve a high demand need, 
charging a premium price for the value-added features and 
extra costs your company will sustain, and providing compelling 
reasons to prefer your product over your competitors’ 
undifferentiated products. Branding will also have a palpable 
effect on your consumers because of the work you’ve done in 
establishing customer loyalty, and building confidence in your 
company on the value of paying the premium.
 
Customer Service: Service is an extremely important factor 
with today’s “Me” generation, Gen X, Gen Y, and Millennium 
generations. We live in a fast food world with nearly instant 
gratification, so any service you provide that is speedy, 
responsive, and appealing may work to your advantage and 
build more customer loyalty. Ensure that your staff greets 
prospects and customers politely and with a smile, and builds 
positive relationships with customers in person, over the phone, 
in emails and through social media; all complaints must be 
handled quickly and smoothly. Your customers are connected to 
social networks where you must be seen in a positive light; viral 
marketing captures a certain percent of your unexpected sales, 
so a professional public face by your staff is mandatory at all 
times.

Note: 
There are many ways to improve your company’s
performance, and a financial planner can be the 
essential resource that effectively and efficiently 
guides you toward success. 
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Because everyone is attached to their smart phones, the more 
rapidly your company can provide solutions, the more likely 
your products and services will be purchased. Immediate 
response demonstrates your company is accessible and 
interested in the customer. Remember, too, that many of your 
customers expect, and many of your competitors are offering no 
shipping fees.

Improve Your Website: The Internet is open 24/7/365. Your 
Web storefront should be easier to use than your competitors’ 
websites, and designed to efficiently lead viewers through the 
funnel to a sale in a manner that is more enjoyable for the 
customer, and more lucrative for you.

Do what your Competitors Don’t Do: If your competitors don’t 
offer online ordering, you should. If your competitors don’t offer 
sales at minor holidays, you should. If your competitors don’t 
offer freebies or special perks, you should. If your competitors 
don’t offer a membership club for discounts, you should. If your 
competitors don’t…well, you get the idea.

8. Improve Value Drivers: Another way to enhance the value 
of your company, and help you bridge your financial gap, is by 
focusing on an expanded version of the value formula. One way 
to present this version of the value formula is:
 
EBIT(1-t) x the money you reinvest in the company expressed as 
a percentage, divided by WACC minus the numerator’s growth 
rate.

Reinvestment can be expressed as: (1-g/ROC)

Therefore,

Value = EBIT(1-t) x (1-g/ROC)
		  WACC-g
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EBIT= Earnings before Interest and Taxes
t = tax rate
g= growth rate
ROC= return on capital
WACC = Weighted Average Cost of Capital

There are many technical issues with this model that lie beyond 
the scope of this book, however, this formula represents a simple 
way to determine which factors are building or destroying the 
value of your company.

Hard metrics: Hard metrics are measurements which 
numerically quantify key components of a business’s 
performance, providing intelligence about the current state of 
financial health and affording indications about the company’s 
prospects.

Definition: 
Hard metrics measure key quantitative, 
or numeric, components of a business’s 
performance.

1. Revenues: Revenues are always valued; revenue is the gross 
income the business produces, without which the business will 
not long survive. Revenue provides candid evidence of how a 
company is growing in relation to its own history, and when 
compared to its competitors. Revenue figures can be used to 
influence lenders or investors by demonstrating the market’s 
demand for the company’s products and services. Revenue may 
be improved by bringing new products to market, stimulating 
sales through promotions, and adjusting pricing.

2. Earnings: Earnings are the total profits of a business after 
taxes and within a set period of time, such as quarterly or 
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annually. Earnings are compared to earlier projections to 
determine if a company is on target with its expectations 
for growth and profitability. Earnings can be improved by 
increasing revenue, reducing operating expenses, and lowering 
taxes.

3. Cash Flow: Cash flow can be either an inflow of cash from 
revenue, or an outflow of cash from expenses over a set period 
of time. Cash inflow comes from revenue, loans, investments, 
and donations. Cash outflow is sourced from expenditures or 
investments. Without positive cash flow, a business will quickly 
become threatened with its survival because employees and 
bills must be paid on schedule. Analysts study cash flow to 
determine the health of a company. Cash flow can be improved 
by increasing revenues, and by investing the cash in the business 
to generate more profit.

4. EBITDA: This acronym means ‘Earnings Before Interest, 
Taxes, Depreciation and Amortization’. EBITDA is an indicator 
of a business’s financial accomplishments, and is often used 
to compare the profitability between companies because the 
unique circumstances for companies regarding their financing 
and accounting situations
are eliminated as a factor. EBITDA can be improved by 
increasing revenue and reducing operating expenses.

5. Margin: Margin refers to the difference between the 
production cost of a product or service, and the price at which it 
is sold. Thin margins mean there is little profitability in the sale 
of each single item; when this is so, the seller has to sell a lot of 
these items to build a meaningful revenue stream. Margin can 
be improved by decreasing production costs or increasing the 
price.

6. Fixed Asset Utilization: This measurement is used to 
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determine the ratio between the amount of dollars earned 
compared to each dollar spent on fixed assets. This calculation 
analyzes the value of investments made on fixed assets in 
terms of dollars earned from the fixed assets investments. This 
metric is also called the Sales to Fixed Assets Ratio. Fixed asset 
utilization can be improved by ensuring that the fixed assets are 
used as much as possible to generate revenue from sales. For 
example, if machinery is idle half the week, the ratio will be less 
than if the machinery was operated night and day all week.

7. Balance Sheet: The balance sheet is one of the most crucial 
financial documents of your company. It states the assets, 
liabilities, and capital of your company during a specific time 
period, and details the balance of income and expenditure 
during the preceding time period. The balance sheet contains a 
snapshot of your business’s financial picture at a single point in 
time.

The balance sheet can be improved mostly by being aware of 
how your decisions impact the health of your company and how 
these decisions will appear to observers. Some manipulation is 
possible, however. Cash balances can be allowed to accumulate 
rather than being spent immediately; an increase in production 
can add value to a company’s inventories by consuming lower-
valued raw materials in exchange for higher-valued inventory 
supplies; uncollected bad debts can be held a little longer before 
being written-off. Because the balance sheet can be manipulated 
to a certain degree, it’s important to look beyond the balance 
sheet when analyzing a company’s strength.

8. Financial Ratios: There are a number of financial ratios that 
describe the overall financial fitness of a business. Analysts 
use ratios to discover the areas of quantitative strengths and 
weaknesses in a company, and to compare the different time 
periods of a single company, to compare a company to its 
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industry average, and to compare companies to each other.
Debt ratios measure the company’s capacity to pay back long-
term debt. Liquidity ratios gauge the availability of cash to pay 
debt. Profitability ratios evaluate a business’s use of its assets 
and control of its expenses to produce an adequate rate of 
return. Activity ratios assess how rapidly a company transforms 
non-cash assets into cash assets. Financial ratios can be 
improved by dedication to enhancing the factors that compose 
them.
 
Soft metrics: Soft metrics is the term given to indicators 
which are difficult to quantify, yet have value when assessing 
the productivity and financial merits of a company both in the 
present and its potential for future growth.

Definition: 
Soft metrics measure key qualitative, or non-
numeric, components of a company’s value. 

1. Quality: The quality of your company can be perceived on 
many different levels, and each of these categories diminishes 
or contributes to the value of your company. Products, services, 
pricing, durability, functionality, customer service, value for 
the money…the concept of quality can be elusive because it is 
sometimes much like beauty, seen in the eye of the beholder. 
Yet, there are ways to measure this characteristic through 
subjective surveys and testimonials which supply information 
about the observers’ perception of your company’s quality.

2. Human Capital: Human capital is the aggregate of training, 
education, experience, social capabilities, emotional quotient, 
insight and intuition of your employees, managers, and 
your board of directors. An assessment will reveal how your 
company’s human capital is dispersed, and whether these 
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placements are appropriate for your personnel. Professional 
education and task-specific training is a valuable tool for 
improving the value of your employees to the company, and with 
the steady changes in technology and your company’s need to 
stay ahead of the competition, providing your staff with the tools 
they need to improve their value to your organization is a wise 
executive decision.

3. Intellectual Property: Your company may have created and 
patented a new product, but not yet brought this new item to the 
market. It has value which has not yet been financially realized, 
yet it does have potential value. Any patents, proprietary 
information, processes or technologies your company has 
created can be appraised and its value determined.

4. Customer Base: Your customer base has value. Such details 
as the demographics of your customers, buying habits, product 
selection patterns, penchant for frequent purchases, influence 
on bringing their friends to your company, loyalty to your brand, 
retention level are all elements that have value to your company 
and must be gauged with plans for improvement.

5. Sales and Marketing: Calculating the impact of your 
marketing on sales is a paramount facet of your company’s 
effectiveness and value. The details of estimating the influence 
of your merchandising, selection of campaign elements, 
frequency and methods of communicating with your customers 
and prospects, effectiveness of your sales team and their 
familiarity with the products, services, and customer base are all 
dimensions that must be evaluated, sifted, and judged.

6. Market Position: Your market position also represents a key 
component of your company’s value in the market. Whether 
your company is trying harder in the number two position, 
racing ahead to keep your lead as number one, or in the middle 
of the pack, your company’s placement has value that can be 
assessed and given numeric worth.
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7. Reputation: Your company’s reputation in the marketplace 
can have significant value, or can be detrimental. Your 
customers and prospects, suppliers, and employees have an 
opinion and are influential messengers about your reputation, 
advising the market in their social media channels and daily 
interactions. Reputation is a key value driver for the success of 
your business.

There are other value drivers, as well. Some of those listed here 
may be important factors for your company, so spending time 
and effort improving them might also materially contribute to 
your company’s earnings, and thus to your business’s value, the 
reduction of your financial gap, and the achievement of your exit 
goals:

•	 Management expertise
•	 Satisfied customers
•	 New products
•	 The prospects of a particular division in your company
•	 New financing
•	  Sales momentum
•	 Social media presence
•	 The release of a new product or service
•	 Technological advancements
•	 Special supplier prices or new resources

Closing the gap is a realistic task when you have a team of 
professional advisors, guided by your financial planner as 
quarterback, and have allowed enough time for the adjustments 
and changes in your business to take effect.

Summary

As an astute business owner, you tirelessly seek to increase the 
Economic Benefits (the numerator) while decreasing the Risk 
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(the denominator) so your business can achieve the most Value. 
It may take several years to modify your business practices so 
you can produce the desired outcomes and create the value you 
need for your business to contribute substantially toward your 
financial goals, but considering the alternative, it is eminently a 
task worth doing.

Unit Summary, Measuring and Closing the Gap

You now have a better understanding of how to strategize about 
closing the gap between what you have, and what you need in 
order to secure your desired after-business lifestyle. A variety of 
methods and resources were discussed to provide you with the 
basis for informed discussions with your exit management team, 
guided by your financial planner.

These two strands, your business activities and your personal 
wealth, working together synergistically for mutual advantage, 
will achieve the goals of your retirement vision with the right 
team, careful planning, committed diligence and sufficient time.
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Chapter 13: Review Questions 

1. Being in a sound financial position means having 
accomplished which of the following?

A. You’ve protected your family and business with 
applicable insurances.

B. You’ve positioned your personal finances so they provide 
the highest rate of return with the least likelihood of loss.

C. You have a will, health directives, purposeful trusts, 
estate planning, and tax strategy prepared and deployed.

D. You have decided on your exit plan, have a strong 
idea who you want as your successor, and know the 
approximate sale price of your company.

E. All of the above.

2. Which of the following is correct?

A. Value =	 Benefit

			   Risk

B. Value =	 Risk

	  		  Benefit

C. Value =	 Expense

	  		  Benefit

D. Value =	 Risk

	  		  Expense

3. Key factors of risk include competition, financial strength, 
management ability, profitability, and stability of earnings. 

A. True

B. False
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4. The two basic ways to increase cash flow is by increasing 
revenue and decreasing expenses. 

A. True

B. False

5. Closing the gap between your current wealth and the wealth 
you want at retirement can be done by which of the following?

A. Make your company more profitable by increasing 
revenue and decreasing expenditures. B. Put off retirement.

C. Reduce projected retirement spending.

D. Reassess your business plan.

E. All of the above.

6. Every business can find ways to increase revenue and 
decrease expenditures. 

A. True

B. False
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Answers

1. Answer: E. The elements named in A – D describe a person 
who is financially responsible and is prepared to both protect 
and advance his or her financial well-being.

2. Answer: A. By increasing benefits and decreasing risk, you 
increase the value of your business and the rewards of your 
labor.

3. Answer: A. True. These four factors largely determine the 
viability of your business’s likelihood to thrive or perish.

4. Answer: A. True. It may be possible to increase revenue 
by improving your sales and marketing team with better 
training and stronger leadership, introduce new products and 
services, improve the company’s marketing materials, increase 
the amount of advertising, etc. Expenses can be decreased 
by curtailing waste, adjusting staff for more effective labor, 
renegotiating leases, purchasing new effective equipment, etc.

5. Answer: E. Your financial planner can help you decide which 
of these alternatives, or a combination, is the best scenario 
for you. Your financial planner will be able to mathematically 
calculate the effect of these choices on your financial future.

6. Answer: A. True. Generally speaking, most businesses 
should be able to find ways to improve their financial situation. 
Product adjustments, pricing strategies, and promotion 
strategies are just a few of the ways a business can improve its 
viability and salability.



Objectives:

You are reminded to:

•	 Take action right away to effectively use your greatest 
resource: time

•	 Have a Certified Valuation Analyst (CVA) conduct a 
business valuation now so you precisely know its current 
market value

•	 Assess your personal wealth portfolio with a professional 
advisor

•	 Create an exit plan with goals and objectives that target 
your path to closing your financial gap between where you 
are today and where you need to be when you sell your 
business

Business success is ephemeral to many because most business 
people tend to work in their business…not on their business. 
It’s imperative to ask why so many people know exit plans are 
important (critical) for business success, yet so many business 
people don’t have one. We know there will be a tidal wave, or a 
title wave, when the Baby Boomers bring their businesses to the 
market years after the Great Recession, and yet most of these 

Summary

Chapter 14: 
Assimilation... Action... Success
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businesses simply can’t be sold, leaving their owners with bitter 
choices.

Hopefully you’ll be the exception because you’ve now been 
exposed to insightful information that directs you to take 
action, and right away. If you have not yet created an exit plan, 
which presumes you have done a formal business valuation 
and assessed your personal wealth portfolio with a professional 
advisor, the contents of this book should galvanize you to take 
immediate steps to remedy the financial danger you may have 
potentially created.

“The mind, once stretched by a new idea, 
never returns to its original dimensions.”                                                                                               

— Ralph Waldo Emerson

“Do not wait to strike ‘til the iron 
is hot; but make it hot by striking.”                                                                                                                  

— William B. Sprague

The Value of Your Business

As you know from reading this book, there are many variables 
which must be analyzed and assessed to know the market value 
of your business. Most owners inflate the value because of 
their own lack of knowledge about how businesses are valued. 
Assumptions, misinformation, and wishful thinking based on 
inappropriate measures can lead an owner to draw erroneous 
conclusions that may affect the financial wellbeing of the last 
quarter of their life.

The value of your business, in market dollars, is based on the 
economic benefits your company achieves, divided by the risks 
your company represents. If you want to sell your business some 
day, and not be stuck in a fancy job until your 80s like so many 
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others appear destined to do, then you need to work on your 
business, increasing its benefits and reducing its risk.

This book has repeatedly urged you to seek the counsel of all the 
appropriate professionals, including an attorney, CPA, valuation 
analyst, Certified Financial Planner, insurance agent, a certified 
mergers and acquisition advisor, etc., to “understand where you 
are” so you can clearly see the economic value of your business 
to the market, and so you can release your assumptions and 
work with the facts. It may be painful to find out your business 
isn’t worth what you think it should be worth, and painful to 
realize you have years of work ahead of you before your business 
will be ready for sale. And then again, it may be encouraging to 
know you are in range of your goals, and learn what adjustments 
need to be made now, and how to make them.

Once your business valuation has been conducted, your team 
of advisors, quarterbacked by your financial planner or other 
appropriate trusted advisor, can work with you to develop an 
exit plan that sets the pace for your eventual departure with 
pride, and money in the bank.

Your Personal Financial Analysis

Every day you are one day closer to retirement. Many of us have 
spent considerable time thinking about retirement, though with 
different degrees of planning for it.

Key:
Hire and work with an experienced financial 
planner who will conduct all the necessary 
financial calculations to guide you and put you 
on the path to financial success. 

Like most people, you’ve probably built a portfolio of 
investments, added to it over the years, watched it grow, decline, 
grow…and wondered if you’d some day have enough funds to 
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live a decent lifestyle when it was time to retire, assuming you’d 
be able to retire. Your personal wealth plan is, or should be, 
a multifaceted program that strategically builds your wealth, 
preserves your wealth, and distributes your wealth according to 
your estate plan. If your personal plan is merely a portfolio of 
investments you assume will be ready when you are, then you 
are too vulnerable to risks of all kinds, and the wealth you’ve 
accumulated can be consumed by predators or creditors, leaving 
you with years of worry about how you’ll cope in the last 25 
years of your life when you may be too old or too ill to earn an 
income.

Retirement planning requires careful attention to your estate, 
setting financial goals, and arranging your estate so taxation is 
limited, your will is clearly focused, and probate distribution 
is particular to your intentions… It’s also essential that you’ve 
appointed a trusted person with a durable power of attorney in 
case you become incapacitated and are unable to make your own 
decisions, and made your final wishes known with a living will 
that explains how you wish to be treated medically should your 
body and mind fail.

Consulting with a trained and experienced financial planner 
and other members of your financial team might lead to your 
decision to create one trust or several, acquire life insurance 
policies for a variety of reasons, use your IRA funds to purchase 
property investments, select investments that meet your 
required rate of return, and “know where you are” so you can see 
your wealth appreciating according to a consciously determined 
plan, building carefully but with steady progress toward your 
defined goals and the day when you can retire with confidence.

Measuring and Closing the Gap

Here is the melding of the two…deploying the resources and 
elements of your business with the resources and elements of 
your personal wealth, exploiting the strengths of each to offset 
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the weaknesses of the other so you have the best of both worlds, 
a synergy of integrated valuation, wealth management, and 
succession planning that optimizes your business and personal 
wealth.

You have a multitude of choices to employ, which will assist you 
and your financial planner with protecting assets from taxes, 
insuring against loss, increasing the value of your business, 
expanding your portfolio’s wealth, and guiding your estate to the 
achievement of your financial goals.

This is possible, if you have sufficient resources, enough time, 
and the capacity to dedicate yourself to a secure and comfortable 
future. Make this a priority and know what you need to know to 
secure the fruits of your life’s labors!

Figure 75: Exit Steps
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Chapter 14: Review Questions 

1. An exit plan consists of a formal business valuation, 
an assessment of your personal wealth portfolio with a 
professional advisor, and a plan of action to bridge the gap 
between where you are today financially and where you want 
your finances to be at a specific point in the future. 

A. True

B. False

2. Most business owners inflate the value of their business 
because of their lack of knowledge about how businesses are 
valued. 

A. True

B. False

3. Do you work in your business or on your business?

A. In.

B. On.

4. Of the six steps in Figure 75, which is the most crucial step 
of all?

A. Step 1: Identify and prioritize goals.

B. Step 2: Gather quantitative and qualitative data.

C. Step 3: Analyze and document findings.

D. Step 4: Present problems and solutions.

E. Step 5: Implement strategies.

F. Step 6: Monitor and adjust plan as needed.
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Answers

1. Answer: A. True. All the listed elements are necessary for an 
effective exit plan that helps you achieve the financial future 
you value.

2. Answer: A. True. Most business owners are not experienced 
with buying and selling businesses, and so they don’t usually 
realize how the marketplace determines the true value of 
their business. Because of this inexperience, business owners 
often incorrectly believe their business will sell at a higher 
price, and are surprised and disappointed when their business 
won’t bring the price they think. This is why an exit plan is 
so important. The exit plan sets realistic goals valued by the 
marketplace, which can likely be reached with sufficient time 
and effort.

3. Answer: The answer varies depending on your practices. 
The point is you should be working on your business so you 
can increase the benefits and decrease the risks, improving 
the value of your company for eventual sale at a good market 
price. Your certified financial planner (CFP) can show you 
how.

4. Answer: You can argue a good case for steps 1, 4, and 5, but 
no single step is more important than the other because the six 
steps are a set and rely on each other for success.





Objectives:

You will:

•	 Be reminded about the value of working with a team of 
professionals

•	 Understand the value of establishing your goals when 
selling your business

•	 Have realistic expectations about timing, price, and fees

•	 Know the difference between an asset sale and a stock sale

•	 Gain an understanding about the sales channel, the desired 
price range, and the eight key issues of the sale process

•	 Be informed about confidentiality issues when selling your 
business

•	 Know which documents you’ll need to provide to your 
prospective buyer

•	 Learn some of the questions prospective buyers will ask 
you

•	 See the wisdom of reviewing all your financial documents 
with your CPA before offering your business for sale

Addendum 1:
Third Party Sale

Chapter 15: 
Selling Your Business to a Third Party
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It is the essential premise of this book that the day will come 
when you will walk away from your business…either voluntarily 
through a sale or liquidation, or involuntarily due to a medical 
or personal reason.

When you are ready to exit, selling your business to a third 
party may be the most lucrative option for you. Because 
many businesses are sold to a third party, this addendum will 
highlight the information you may need to know to effectively 
and efficiently prepare for a third party sale.

The sale process may take a year or longer; this is not unusual, 
especially considering the backlog of businesses soon coming to 
market as the Baby Boomers begin selling their businesses for 
their retirement. Of course, a well-prepared business could sell 
faster, in less than 12 months, which strongly suggests the value 
of consulting with a team of professionals. Remember that the 
best chance for your success in selling your business and gaining 
the best price is in creating a team of professionals who are 
likely to have much more experience than you in understanding 
the market, the legalities, the varied possibilities, an armory 
of clever suggestions, and the experience to guide you through 
this perilous labyrinth. Have you been involved in the sale of 
multiple business transactions? No? Maybe you’ve got a few 
recent graduate degrees in law, accounting, wealth management, 
accounting or business valuation? No? Your team of advisors, 
with your financial planner at the helm, will be indispensable 
in providing the information, encouragement, and unbiased 
guidance to help you achieve the best possible outcomes.

You’ve worked years in your business. You have done as much 
as you could to build this entity into a valuable asset, and 
now you are ready to reap the rewards of those years of toil. 
Is this the time to become vulnerable with the uncertainties, 
inexperience, and lack of precise knowledge needed to sell your 
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business for the value you must have to retire comfortably? 
This is the moment you have been building toward for years, 
maybe decades. This is not the time to trade your pot of gold for 
a few bars of nickel. What happens next could be the difference 
between having built a business…or having spent your time in a 
really nice fancy job.

Establish Your Goals and Objectives

Make sure you understand your motivations for selling. Are 
you selling because you want to create the liquidity you need 
maximum value to live the ‘good life’ in retirement? Are you 
selling because you’re burned out and need to be free of the 
burden of the ongoing grind? Maybe the industry is changing 
and you don’t want to change with it. Perhaps you know your 
health is at risk if you stay on, so leaving now and trying 
something different seems less stressful and life-preserving. 
Once your financial planner understands your goals and 
intentions, plans can now be developed to help you sell your 
business the right way.

Are you for real?

How mentally and financially ready are you to sell your 
business? When are you seriously thinking about selling? Do 
you want to sell your business immediately? Or are you thinking 
about five years from now? 10 years? The more time that’s 
available before you sell, the higher the probability of receiving a 
higher price and securing a transaction that actually works out.

•	 Many businesses aren’t ready for sale, and need 
to prepare themselves by increasing value and 
perfecting the many elements such as sales, products/
services, facilities, equipment, personnel, brand and 
documentation.

•	 Are you ready to work with a team of professionals 
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whose only focus is to position your business favorably 
in the market? If your business isn’t freshened, doesn’t 
have curb appeal, and doesn’t stand up to internal 
scrutiny, it will never sell.

•	 Are you in a financial position to sell? If you need 
$500,000 on the sale of your business, but the valuation 
determines a lesser price, you may be unable to sell and 
will have to stay with your company for several or many 
more years.

All these topics require self-reflection and a discussion with your 
financial planner to come to a conclusion about your state of 
readiness for making a very big change in your life and financial 
prosperity.

Realistic Expectations: 

Timetable: So, how ready are you to start the process? Your 
financial planner will advise on your readiness; if you have 
‘homework’ to do, your advisor will guide you on the tasks 
that lie before you, and can develop a working timeline with 
key objectives for you. If, however, it is determined that your 
business is well-prepared to meet the vigorous and exciting 
period of change and transaction, then you should be prepared 
for an experience that could take only a few months at its most 
optimistic, but more likely a year or two before the sale is 
finalized. Your goal is to reach the culmination of the sale as fast 
as possible, with due care and deliberation, because the longer 
the sale takes, the more your potential buyer’s enthusiasm 
dwindles.

Price: Determine your asking price…or better yet, work with 
your advisor on determining your business’s value because 
this is what the buyer is purchasing. If your business is being 
sold through the auction process, your business’s price or value 
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may not even be provided to the potential buyers, requiring 
the bidders to state the price they are willing to pay for your 
business’s perceived value in a letter of intent. 

Your advisor will conduct a valuation to provide a clear idea 
of what your business is worth when you enter the market. Be 
aware that the value of your business will likely fluctuate as time 
goes by because of influences in the market, or because of your 
potential buyer’s increasingly insightful understanding. Buyers 
typically negotiate downward, so circumstances do not favor 
your business selling at the asking price you advertise. You’ll 
have to take this into account when you post your price, without 
setting your price so high that prospects remain aloof and 
disinterested.

Fees: Be prepared to encounter a number of professional 
fees and perhaps retainers, as you will engage the services of a 
broker, attorney and accountant. You might also incur fees for 
the advice of your financial planner, and merger and acquisition 
intermediaries.

Transaction type: When structuring your business for sale, 
a designation must be made about whether your company will 
be structured and sold as an asset deleted or as a stock sale. 
This decision could be a complicated one because whichever 
is selected will be positive for one party but negative for the 
other. An asset sale is the sale of a company’s assets deleted; a 
stock sale is the sale of shares in a corporation. Tax issues and 
liabilities may complicate the designation and the sale.
An asset sale must be conducted for a sole proprietorship or a 
partnership because these business structures do not have stock. 
A limited liability company (LLC) can sell its membership units. 
If there are multiple owners, as in a partnership or LLC, one 
or more owners could elect to sell their partnership interests 
instead of the business’s assets. If, however, the business is a C 
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corporation or an S corporation, there is a choice of selecting an 
asset or stock sale.

Asset sale: Assets are the tangible and intangible property 
elements of a business such as inventory, equipment, licenses, 
patents, trade names, etc. In an asset sale, the buyer buys the 
assets while the debt and other liabilities remain with the seller. 
This is pleasing to the buyer because the focus can remain on 
the market value of the assets. There are also tax benefits for the 
buyer with depreciation, which improves cash flow in the initial 
years after the sale. Of course, there can be complications for the 
buyer as well because some assets, such as intellectual property, 
leases, contracts, etc. may be difficult to transfer because of legal 
obligations.

Note: 
Selling your business can take from several 
months to a year or two. 

The seller experiences difficulty because, among other issues, 
an asset sale can create higher taxes, and in the case of a C 
corporation, the issue of double taxation can become a serious 
and costly negative. Obviously the advice of your professional 
team is warranted.

Stock sale: With a stock sale, the buyer is acquiring the 
seller’s shareholder stock; assets and liabilities that are 
unwanted by the buyer will be sold or paid off prior to the 
transfer of the business’s title. Because shares are exchanging 
hands, individual company assets do not have to be named in 
the sale.
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Note: 
Generally, owners prefer to sell their business as a 
stock sale to benefit from reduced taxation. 

Buyers do not gain the depreciation advantage they would 
normally have in an asset sale, which may result in more taxes in 
the future. In addition, buyers receive the company’s liabilities, 
known or unknown, for such categories as OSHA violations, 
employee matters, lawsuits that may materialize, etc. Special 
language in the sale agreement can mitigate risk in this area, 
and would be a wise addition for the buyer.

Sellers tend to prefer stock sales because they benefit from 
reduced taxation, and in the case of a C corporation, the double 
taxation is avoided.

As always, these are serious considerations that should be 
discussed with your professional advisors so you have all the 
information you need to proceed with confidence and full 
knowledge.

Sales channel: After a decision has been made about 
whether this sale will be an asset sale or a stock sale, the next 
decision is determining which sales channels are best for 
telling the market the good news that your business is for sale. 
Depending on the advice of your professional team, marketing 
could be on websites that specialize in business sales, or perhaps 
private equity groups (PEGs) will be approached. Your broker 
will have a strong idea of what channels are best for your 
business, and the market contacts to distribute the news.
 
Desired price range: A sale price must be established, 
based on the valuation of your business. Most owners believe 



Exit Insight: Getting to Sold!352

their business is worth more than it actually is, so a professional 
valuation is imperative to place your business with relative 
assurance of its serious consideration. This price will be 
within a minimum-maximum range subject to your industry, 
comparisons with similar businesses on the market, and also 
determined by your own decision about which assets you may 
want to retain or release. You may decide to separate out parts 
of your business, and hold them in abeyance until you know if 
your buyers are interested in them. For example, you may own 
a furniture manufacturing company that specializes in making 
tables; you started a side business manufacturing chairs, and 
the chair division could be included in the business sale, or sold 
separately to another buyer in the chair business.

Process review: There are eight key considerations requiring 
careful thought as you reflect upon the sale process. A brief 
explanation on each will prepare you for a more thorough 
discussion with the different members of your professional exit 
team.

1. Transferability issues: Some of your company’s assets 
will transfer to the new owner easily, but some may not. Take 
a look at the contracts your company has with suppliers, 
employees, contractors, and confidential relationships. In some 
circumstances you may find that the legal relationship is strictly 
between you and the contracted party, and does not extend 
to your successor. Make a list of questionable contracts and 
share the documents with your attorney to determine your legal 
situation and what to do.

2. Prevent mass exodus: One of the last things you want 
to do is let your employees know your business is for sale…
without controlling the news and keeping everyone stable. When 
managers and employees learn the company is on the market, 
the idea that immediately pops into their heads is the threat to 
their job security.
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A useful device for enlisting your management team’s support is
the ‘completion bonus’. A completion bonus is an amount of 
money you promise to pay key managers to ‘keep the secret’, 
stay with the company as long as needed, and be available for 
discussions with prospective buyers. As a buyer gets closer and 
closer to signing the purchase and sale agreement, the buyer 
will be permitted to inquire more and more deeply into various 
aspects of the business. These key managers have information 
the owner may not know, so they will need to be involved in this 
aspect of the sales process. You want your executives to stay at 
least until the business is sold, and yet they are keeping their 
options open by sending out resumes. The completion bonus, 
paid when the business is sold, creates a financially motivated 
commitment to remain and support the sale.

It may take two years to sell your business, and if all your key 
employees left for other jobs before the transaction is complete, 
you’ll have very little left to sell as an ongoing business. This is 
a risk that could be disastrous, and since you can’t transfer the 
risk, or prevent the risk, the only other action you can take to 
protect your exposure is mitigate it with a stay bonus.

SWOT the Market!: An analysis will need to be done on the 
strengths, weaknesses, opportunities and threats in the market 
that could affect the sale of your business. Are there only a few 
businesses like yours for sale right now, or a lot of comparable 
businesses? How does your business have a competitive 
advantage over the other businesses that are for sale? What are 
your unique selling points in today’s market?

Do you have a geographic advantage or disadvantage? Are there 
gaps in your business’s capabilities? Does the market currently 
have any vulnerabilities that hurt your prospects? Are there 
promising market developments that could be opportunities for 
the right buyer? Is there impending legislation that could affect 
your business? Is the employment market hot or cold? These are 
suggestions of the SWOT analysis factors that will guide you in 
deciding if now is an optimal time to begin the sale process.
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Post Business-Life Purpose: You’ve spent a lot of time 
thinking about what you might do when you sell your business, 
but now is a good time to become a bit more serious about it. 
Before, you had the luxury of daydreaming; now that the day is 
drawing nearer, serious thought should lead you to a short list 
of choices. You’ll be spending years in the future, so the sooner 
you decide, the more apt you are to slip into the future you 
consciously design.

The Price is Going Down…Not Up: Once you set your 
sale price, the final price you receive is likely to only be less. 
It’s not very often that a buyer will be so impressed with the 
value of your business that he or she will voluntarily offer to 
pay more for it than you’ve asked; extremely rare, if ever! So 
once an interested buyer materializes and the path to the sales 
agreement begins, discoveries will be made or events will occur 
which will place a steady downward pressure on the value and 
price of your business.

Your prospective buyer will begin to know more and more about 
your business, its operations, employees, financial wellbeing, 
competitiveness…little by little, each of your secrets will begin to 
emerge and some of these may not be so favorable. Speed is of 
the essence because the longer the sale process takes, the more 
likely it is that events will start deflating the initial rosy picture 
of your business being in the peak of health: your key man might 
leave (subtract $100,000); a key customer defects (subtract 
$100,000); a lease is canceled (subtract $100,000); one of your 
facilities has a bad fire (subtract $100,000)…there is no end to 
the things that could go wrong, and even if things go right, the 
buyer won’t be offering you a higher price for your business.

The longer it takes to get to ‘yes’, the more likely it is you’ll have 
a lower and lower sale price. It is generally understood that 
about 70 – 80% of businesses don’t transact, so the price goes 
down…to zero!
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Timing Issues: Maybe it’s better if you wait a bit and don’t 
sell now. The economy is tough, housing construction is going 
through a dip… furniture sales are going to be off for a while 
as the cycle goes through its downturn. You know the market, 
you can read the signs; it’s smarter to hold onto your furniture 
business for another year or two, let the economy improve, see 
an upswing in construction. The market will improve and your 
business will begin flourishing again; that’s the time to sell!

Post LOI Flexibility: The prospective buyer is showing 
continuing interest, and has delivered a Letter of Intent to 
purchase. This is not legally binding, but it is good news and 
does bring the sale a bit closer. The LOI allows more serious 
discussion to take place, providing an outline for developing the 
terms of the contract without creating a liability for either party. 
Remember that your flexibility with negotiations is very limited 
after the LOI is signed, because you’ve already set the table. 
Every important term and condition should be clearly stated and 
understood before signing. Therefore, you need to be prepared 
and know which of your terms of sale are negotiable and to what 
degree, and which are not.

Highest Price Does Not Equal Highest After-Tax 
Proceeds: There are two goals for the seller in offering the 
business for sale. You want to sell the business, and you want 
the most money you can get for it. However, keep in mind that 
the sale will create a taxable event, and the government will 
be entitled to a healthy slice of your pie…unless you design the 
sale to favor your best interests, and quite possibly the best 
interests of your buyer. Assuming your business sells, money 
will exchange hands…but your focus needs to be placed not 
on your sale price but on the amount of money you have left 
after taxes. Your financial planner can work with you and, in 
some instances, with the assistance of your other professional 
team members, help you arrange a deal that makes a lower sale 
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price but provides you with more after tax dollars than if you 
insisted on a higher sale price. This way, both the buyer and 
the seller benefit with an important money-saving advantage. 
Also, remember that a good deal for both parties isn’t always the 
price; non-price factors like escrows, earnouts, representations 
and warranties, indemnifications, etc., also contribute to the 
value of the package.

Figure 76: Selling Proceeds

Confidentiality issues: It’s important that you consider 
how to keep the news of your company’s being for sale restricted 
from general public knowledge as much as possible. There are 
stages of unveiling which we will review, but at the outset you 
want to play a close hand. People are human, and news like 
yours will sponsor myriad reactions, some of which could work 
against you and derail your progress.
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Important:
Because your key personnel may be tempted to 
leave the company, you should consider offering 
them a “stay” or “completion” bonus so they stay 
with the company until the sale is completed. 

Don’t Speak Directly to Buyer: In the beginning, have 
your broker or other members of your professional team speak 
for you to the interested inquirers. Many of these inquiries will 
be from the curious, the vaguely interested, or prospects getting 
a sense of the industry, the market, the geographic area, etc. 
As a prospective buyer begins to emerge, it’s still best if you 
use an intermediary to engage the prospect with qualifying 
questions, and have the intermediary provide the prospect with 
the general information he or she needs to know. In some cases, 
you and your business will remain anonymous until a prospect 
is elevated to the level of being a serious candidate. If you are 
using a broker’s service, which is highly recommended, never 
speak with a buyer prospect; let your assigned professional be 
the gateway for information exchange. You might let something 
unguarded slip, or innocently confuse the information.

Set Ground Rules for Communication: Once a prospect 
demonstrates serious interest and an introduction has been 
arranged, it’s important to lay out the rules on contacting you. 
You don’t want the interested buyer to show up unannounced 
at your office, introducing himself to your staff as the new 
buyer and their prospective future new employer. You want to 
keep this development confidential for a while longer, until the 
seller-buyer relationship has matured and, for some, until the 
closing is imminent. Only a few key people should be informed 
and permitted to speak with the potential buyer. Your goal now 
is to restrict the buyer’s visibility to employees, vendors, and 
customers.
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Perhaps you prefer the buyer to meet with you after hours, or 
off site; you are willing to receive phone calls at home; weekend 
meetings work well for you; only your key man and your 
executive secretary can receive messages; you set email, voice 
mail and site visit protocols, etc. Whatever your availability, let 
the buyer know so there are no disastrous ill-timed surprises.

Key:
Confidentiality is key to a successful sale, and you 
should coach your staff and family about how to 
answer potential questions if they are asked. 

Put on Your Coaching Cap: It should be important to you to 
keep your sale’s process confidential. Not only could there be a 
disruption among your staff, vendors, and customers, but most 
buyers also don’t want everyone to know their business until 
there is more foundation to the proceedings.

Of course there are different degrees of information for different 
categories; let’s take a look at the different groups so you can 
decide what’s best for circumstances and business.

1.	 Key staff: Your executive secretary is likely a confidential 
employee, so assuming your trust level is high, eventually 
this key individual will need to be told. Prepare your 
secretary to handle ‘fishing expeditions’ from callers who 
might have heard something from a less secure source. Out 
of the blue, Alice fields a call from one of your competitors. 
“Hey! Hi, Alice! I just heard…are you guys for sale?” Alice 
needs to have a few standard responses handy. “Bob! How 
odd. Where did you hear that? Looks like the rumor mill 
is focusing on us today.” Or, “Very funny, Bob. You know 
every company is always for sale…How can I help you?” 
Whatever you want Alice to say, make sure she knows it. 
The same is true for any other key personnel you believe 
needs to know what’s happening. You don’t want them to 
blurt out a response that could hurt you.
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2.	 Family: Your family will be accosted at the country club, or 
tennis club, or at the dinner party, or somewhere. One of 
your friends will hear something and be asked to ask your 
family member about it, so you need to coach your wife 
or husband or children on what is acceptable to say. “Oh, 
Henry! You know my husband. He’s as married to his work 
as he is to me! Can I get you an hors d’oeuvre?”

3.	 Customers: You may have a few key customers who 
might hear something about your intentions to sell. By 
letting them know you are taking careful steps toward a 
sale, you can reassure them that business will continue 
as usual during the interim, and that you will convey the 
tremendous value they represent to the new buyer.

4.	 Employees: We’ve already discussed the stay bonus, which 
could be applicable for some of your employees. Unless 
there has been a terrible gaffe, the rest of your employees 
will not know your intentions until the last moment. One 
way to help your staff is to encourage their productivity 
with bonuses so should there later be an issue of retention 
or release, their performance will speak loudest for them.

5.	 Vendors: Your vendors may hear some whisperings 
through the pipeline; if the White House has leaks, it isn’t 
too far-fetched to expect that you, or the prospective buyer, 
will have leaks, too, especially in a close-knit industry. 
It may be wise to start a back-fire; tell a few of your key 
vendors what you’re doing and ask them to help you keep 
things quiet until there is substance. If they have a strong 
business history with you, they will honor your request.

6.	 Friends: You never know what friends will say unless you 
tell them what to say. They will also be accosted at the 
club house, or fundraiser, or the kids’ school. “Oh, hey, I 
heard Paul is selling…”, and you don’t want your friend 
to unwittingly say, “Yeah, I know, right! Look how much 
money he’s getting for it!”
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You now know what to do.

Prepare for Questions: Speaking of confidentiality, you, too, 
will be asked questions you need to be prepared to deflect. The 
two most common questions will be, “So, are you for sale?” and 
“What’s your price?”

You can expect these questions to come when you least expect 
them, so having a few clever and practiced responses will keep 
you from making the mistake you’ve coached your family and 
friends not to make.

•	 “What? Where did you hear that?”
•	 “Oh, don’t I wish! I could really use a vacation!”
•	 “My price? It’s a gold mine. I could never get enough for 

it!”

List, rank, and discuss potential buyers: Before 
bringing your business to market, and again as new potential 
buyers pass through your broker’s filters showing strong 
intention, your broker should organize the prospects for you 
in order of their perceived strengths so a conversation can be 
conducted that gives you insight to the inquiring field and helps 
you do some filtering of your own, preparing you for knowing to 
whom you’ll soon be speaking. There are seven potential buyer 
groups.

1. Competitors: Your competitors may have had an eye on your 
business’s desirability for some time, and maybe their strategy is 
to absorb your company, improve their market share or expand 
their capacity in a related area. It might feel odd to think about 
negotiating the sale of your business with an adversary, but if 
the money is good, why not?
 
2. Vendors: The people who supply you may choose to acquire 
your company because they see how lucrative it could be to 
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extend their market services. You may have proven to them that 
they’re leaving money on the table.

3. Complementary industries: Companies related to your 
business niche may want to expand into a new area, 
complementing their market; by purchasing your company, they 
can diversify and move into a new market.

4. Financial buyers: A financial buyer looks strictly at the 
business from the perspective of a financial return, and is only 
interested in the purchase as an investment, not as an owner/
manager, and not as a strategic fit for any current holdings.

5. Strategic buyers: A strategic buyer wants to acquire the 
business because it connects-the-dots, and makes his or her 
current holdings more synergistic. This is a case where the 
whole is stronger than its parts.

6. Employees: Your employees may have valuable insight to the 
value and operations of your business, and may want to acquire 
it for its performance and potential. Your employees could 
propose an employee stock ownership plan, or ESOP. This is a 
common form of employee ownership, with about 11,000 U.S. 
companies and over 13 million employee-owners.

7. Managers: Your managers also may have insights on why 
your company is a worthwhile acquisition. They have intimate 
knowledge of the market, vendors, customers, and staff, and 
their favorable opinion on the prospects for your company 
speaks well.



Exit Insight: Getting to Sold!362

Note: 
Your future buyer could come from any of these 
seven categories. 

Gather Initial Data

The next step in preparing for your sale is to gather the 
documents you’ll need to provide to your prospective buyer, and 
start organizing for the transition that is coming.

Non-disclosure agreement (NDA): This is a standard 
agreement the buyer will sign stating he or she will not disclose 
any confidential information gained about your company during 
investigation in the acquisition process. Your attorney will 
provide you with this document, which the buyer should sign 
and send to you before they receive the book, and before your 
first meeting.

Broad and general questions: It’s a good idea to prepare an 
FAQ document about your company that answers some basic
questions about your company. You can expect the buyer to have 
a list of questions to ask you, so by foreseeing the nature of those 
questions, you are ahead of the curve.

It’s likely that your prospect will want to know the 
answers to these:

1.	 Why are you selling your business?

2.	 What do you want to walk away with?

3.	 What would you do to increase sales and profits?
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4.	 Would you be willing to sign a non-compete clause?

5.	 What is the history of the business?

6.	 Are all assets transferable?

7.	 What are the zoning issues for the business’s location?

8.	 Will the buyer be able to continue using the company’s 
assets such as business name, trademarks, product names, 
and other proprietary information?

9.	 Are there are any customer product warranties issued by 
the company that may incur future liability?

Will you be available for six months to a year for consultation as 
needed?
 
By thinking of the kinds of information the buyer will need to 
know, and putting yourself in the buyer’s shoes, your list of 
FAQs can be very helpful, and will set your relationship on a 
path of trust and reliability.

Financial statements: This is also the time to start gathering 
your financial documents. Speak to your accountant, attorney, 
and executive secretary and have these documents readied for 
review:

•	 Personal financial statement form for buyer to complete

•	 Financial statements for the current and past two years

•	 Tax returns for last three years

•	 Business licenses

•	 Outstanding loan agreements

•	 Description of liens

•	 Inventory list with value

•	 Supplier and distributor contracts
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•	 Client list and major client contracts

•	 Photos of business

•	 Business formation documents

•	 Building lease

•	 Equipment leases

•	 Maintenance agreements

•	 Insurance policies

•	 Copies proving ownership of intellectual property

•	 Product/service descriptions and price lists

•	 Business plan

•	 Marketing plan with samples of marketing materials

•	 Organization chart

•	 Staffing List with salaries (no names)

•	 Employment policy manual

•	 Business procedures manual

•	 Documents special to the business

Normalizing adjustments: Review your financial statements 
and internal documents with your financial planner and your 
accountant, and normalize these documents so they are ready 
for the buyer’s review. This task should be simple, not extensive. 
If anything personal was on the books such as your car, or the 
country club membership fees (for marketing purposes), a 
medical plan, maybe your cell phone, etc., these discretionary 
budget items should now come out.

Explore financials: Just as you would take a car you were 
thinking about buying to a good mechanic you know, so also 
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will the buyer have his CPA review your business’s financial 
documents…so it’s a great idea to review all your financial 
documents closely with your CPA first.

Preliminary financial statement review: A more detailed 
financial analysis will come soon. For now, we are just trying to 
understand the transaction and perform basic industry research 
on the key valuation metrics, and to determine what active 
buyers are seeking. The economic volatility in the market will 
also be briefly reviewed.

Management discussion, macro view: Your broker will 
engage you in a discussion about your company’s management, 
operations, your capital structure, and all the other topics 
related to how your company manages daily, monthly, 
annual and multi-year business and projects. Having a good 
understanding of how you, your leadership team, and your 
company perform will give insight to how you manage and 
prosper.

Ownership structure and range of value: Your business’s 
ownership structure will have an effect on how your business 
will be marketed. Are you an S corporation or a C corporation? 
Limited Liability Corporation? Sole proprietor? Partnership or 
limited partnership?

Note: 
Most owners do not know the value of their 
business, and most businesses are never sold. 

If you haven’t had a business valuation done, it may be a good 
idea to delay your sales process until you do. Most owners do 
not know the true dollar value of their business; many think 
they do, but they are not using industry standards to measure 
the value. Using their own subjective calculations, most business 
owners value their business exceptionally higher than its true 
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worth. This leads to reverse sticker shock when they realize they 
have overestimated and will never receive the price they were 
planning to ask.

Your broker will be assessing your comprehension of reasonable 
expectations. Most business owners overestimate the value of 
their business by using subjective calculations, or following false 
indicators. Frankly, if you have unrealistic expectations, your 
broker will politely show you the door because they will not be 
able to sell your company.

Once the valuation has been completed and a financial reality 
is imposed, a discussion can be held leading to a decision about 
what assets the seller is willing to sell, and the price range 
the seller is willing to accept. Is there a price the seller would 
never accept, choosing instead to retain ownership? Given that 
most owners do not know the value of their business, and most 
businesses are never sold, this is an important question.
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Chapter 15: Review Questions 

1. It’s unusual when the sale of a business takes a year or 
longer. 

A. True

B. False

2. How smart is it to have built a business over many years and 
then try to sell it by yourself? 

A. Pretty smart. 

B. Pretty dumb.

3. The highest price does not always mean the highest aftertax 
proceeds. 

A. True

B. False

4. Which of the following is false?

A. An asset sale is for the sale of only tangible property 
elements such as inventory and equipment.

B. The buyer buys the assets and the seller retains the debts 
and other liabilities.

C. The buyer could receive tax benefits through 
depreciation.

D. All of the above.

5. Which of the following is false?

A. A stock sale means the buyer is buying the seller’s 
shareholder stock, which includes all assets and liabilities.

B. Because shares are exchanging hands, individual 
company assets do not have to be named in the sale.
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C. Sellers tend to prefer stock sales because of the benefit of 
reduced taxation.

D. If the company being sold is a C corp., double taxation is 
avoided.

6. You should not speak directly to the prospective buyer 
because:

A. Most inquiries will be based on curiosity, not sincere 
interest.

B. An intermediary can represent your interests with 
dispassion, guarding you against unnecessary emotional 
engagement.

C. You might make a slip and reveal more information than 
is warranted, thus weakening your bargaining position. D. 
All of the above.
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Answers

1. Answer: B. False. Most businesses do not sell rapidly. It’s 
normal for the sale of the business to take a year or even two 
or more years to sell.

2. Answer: B. Most business owners don’t have law degrees, 
accounting credentials, years of experience buying and selling 
businesses, etc. This is why a savvy owner will arrange for the 
support that’s needed to effectively and efficiently market and 
sell the business.

3. Answer: A. True. Most people think the sale price of a 
business is the most important figure, but actually it’s the 
amount of money remaining after taxes that’s the true amount 
the seller has for their retirement. Having a good tax plan 
prepared for the sale of your business could increase the real 
value you’ll receive on sale.

4. Answer: A. A is incorrect because an asset sale is for both 
tangible and intangible property elements and can include 
such intangible items as patents and trade names.

5. Answer: A. A is false because with a stock sale, the buyer 
is acquiring only the seller’s shareholder stock. Assets and 
liabilities that are unwanted by the buyer will be sold or paid 
off prior to the transfer of the business’s title.

6. Answer: D. You’ve hired a broker for a reason, so let him or 
her do their job. The last thing you want to do is scare away 
a strong prospective buyer because you’ve said something 
inappropriate.





You’ve worked too hard and too long to risk selling your 
business by yourself. You need a professional who knows how 
to sell businesses, where to advertise, and has industry contacts. 
The chances are you’ve not sold many businesses in your career, 
and now is not the time to learn.

Objectives:

You will:

•	 Realize the importance of working with a professional 
business broker

•	 Have a list of questions you can ask your prospective 
broker to see if he or she is a good fit

•	 Understand the purpose and terms of an engagement letter

•	 Gain insight to the value of a reverse fee

•	 Find out the information you’ll need to provide your broker

•	 Know the contents of “the book” and how to help your 
broker put the book together

•	 Be able to help your broker by providing data for the book’s 
supplemental appendix 

Chapter 16: 
Working with Your Broker
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•	 Understand what to do when you receive a Letter of Intent 
to buy your business

•	 Gain some insight on how to integrate the new owner into 
your sold business

Engaging Your Broker’s Services

When seeking a broker to sell your business, your due diligence 
is required in selecting the most suitable firm. Some things to 
think about:

You want to know how your broker will advertise your business 
and their budget for this purpose.

•	 If your sale is confidential, you’ll want to know how the 
broker will advertise, yet keep your identity unknown.

•	 Does your broker think a cash sale is best for you, or a 
price with terms?

•	 Determine that the broker is a good fit for your type of 
business; has the firm previously sold a business of your 
type and size, and in your location?

•	 Remember that time kills deals…so is the broker 
experience in moving the process along rapidly?

•	 Be clear about the frequency of contact you expect from 
your broker; if you want frequent updates, say so.

•	 Find out how quickly the broker responds to buyer 
inquiries, and the protocol for moving prospects forward.

•	  Inquire about how many listings the broker has and 
determine if he or she is too busy to be a good selection 
for you.
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Reviewing the engagement proposal: Once you have 
selected the broker you believe will do the best work for you, the 
broker will require you to sign an engagement letter detailing 
your working relationship. This letter states the terms of the 
services and the fees you will pay. Most engagement letters have 
standard language; some of the elements you should expect are:

•	 The services you are hiring, such as preparing a 
marketing brochure, working with specialists on your 
behalf, advertising your business’s availability, filtering 
inquiries, and recommending worthy prospects.

•	 Limitations of the services the broker will provide.

•	 A term for performance; 3 – 24 months is typical.

•	 Client’s responsibilities in support of the effort.

•	 A disclaimer describing the broker’s potential for 
performance.

•	 A description of the fees, discussed below.

The broker’s fee: Brokers are compensated either hourly, 
through a success fee, by a retainer, or by combinations of these 
options. Here are some details:
Success Fee: A success fee is a commission based on a 
percentage of the sale price, or a dollar amount. Typically, a 
success fee is between 5 – 12% and the smaller the sale, the 
higher the percentage.

Advisor’s Fee, or Retainer: Brokers expect to be paid for their 
hard costs and minimal services whether you sell or not. If the 
sale is successful, their fees may be deducted from the success 
fee. The retainer may include the advertising budget and other 
upfront costs the broker will commit to doing, such as meeting 
with members of your professional team.
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Reverse Fee: As mentioned above, most of the time a broker will 
present a graded fee schedule with a higher fee percentage for a 
smaller sale price. A reverse fee schedule works like this:

Assume that you and your financial planner have determined 
your business has a value of $700,000 and you have set this as 
your top price. The broker tells you they charge 10% on all sales 
under $1 million. However, the broker also tells you his firm 
will try to sell your business for over a million, and if they do, 
will you be willing to pay 15%? Do the math and you’ll see that a 
reverse fee is desirable.

Next steps: After you provide the retainer, your broker will meet 
with you to review your business’s details. Your broker will want 
to see the following detailed company data, and probably more:

•	 Inventory, equipment or business appraisals

•	 Licenses or permits

•	 Current or impending litigation information

•	 Necessary consents of third parties

•	 Historical financial statements

•	 Forecasted financials

•	 Industry and geographic data

•	 Promissory notes

•	 Leases on property or equipment

•	 Resolutions authorizing sale of assets (seller’s board and

•	 shareholders)

•	 Documents of evidence to free and clear title

•	 Certain books and records (as identified in the asset 
purchase agreement)

•	 Commitments from designated employees
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•	 Commitments from customers

•	 Necessary assignments of other assumed contracts

•	 Names of customers (key customers, i.e. IBM)

•	 Names of employees

•	 Names of vendors

•	 Tax returns

•	 Copies of key documents (contracts, etc.)

After meeting with you and reviewing your documents, the 
broker will then research your industry and perform a detailed 
industry analysis to determine the marketability of your 
business.

This analysis, known as a benchmark report or a benchmark 
analysis, will note the annual revenues for the industry, 
potential for growth, the number of companies and their sizes, 
geographic locations, statistics about the number of employees, 
new products and services, etc. The report may also have 
information on the size of the customer base and purchasing 
trends.

Definition: 
A reverse fee is a graded fee schedule providing 
the broker with a higher fee percentage for a 
smaller sale price and a lesser fee percentage for 
a higher sale price. 

In particular, the report will focus on circumstances in your 
local or regional industry, examining your competitors, their 
marketing strategies, and how your company compares with the 
influences of today. This report clearly exhibits the likelihood 
for selling your business, and how well your business will attract 
interested buyers.
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Help Your Broker Prepare the “Book”

Your broker will prepare the ‘book’, or presentation on the 
details of your business, to show interested buyers. However, 
the book contains privileged information, so it will not be 
made available to every curious inquirer…only to serious 
prospects who have been qualified to see it, and have signed a 
confidentiality agreement.

Preparations: Here are some things to know when helping 
your broker prepare the book:

Tell Your Story: You’re about to take your business to 
market and the buyer will want to know everything about you. 
You’ve got a story to tell, and a rapt audience, and if your story 
is a good one, it can have a very happy ending for you. Here are 
some of the details to think about, and convey to your broker so 
he or she can make it part of the book:

1.	 Desired Transaction: This is the story of what you want. If 
you could have your way, how would you like to structure 
the final transaction? Are you willing to offer seller 
financing, and if so, how much? Do you want the buyer 
to put down 20% and you’ll carry an 80% note? Do you 
want to cash out and let a lender carry the note? There are 
several scenarios you can choose; speak with your financial 
planner to decide which is best for your financial plan.

2.	 Differentiating Factors: Your broker needs to know 
what sets you apart. Maybe it’s your unique corner of 
the market that no one else can duplicate, and maybe 
it’s your pricing because you found a way to shave 30% 
that no other competitor can match, and it could be your 
unusual customer service operations, and the way you 
reward employees, and the exceptional method for quoting 
estimates, and the new product line, and your online 
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presence, and your huge list of responsive customer emails, 
and your store locations, and… This is the story of what 
makes your business so special!

3.	 Competitive Positioning: It’s a big world and there and 
hungry land sharks are everywhere. This is the story of 
how you keep those sharks at bay, and better yet, how you 
make those other sharks worry about you. How have you 
situated your business so customers desire your products 
and services over the other somewhat similar choices the 
market offers?

4.	 Growth Opportunities: Your buyer is going to need to 
know he or she isn’t buying into a dead-end company in 
a backwater location in a going-nowhere industry. You’ll 
need to express your view of the bright future and convey 
an honest but optimistic outlook on the prospects for your 
business in the future. You’ve been this ship’s captain long 
enough to have some brilliant ideas about the possibilities, 
and providing this creative perspective should make your 
buyer start to salivate.

5.	 Profitability: Well, this is the name of the game, or else 
what’s a business for? Now is the time to state your 
ideas on how your business has been able to achieve its 
profitability and grow in size from a onceupon-a-time 
minnow to the sleek behemoth you’ve become. You were 
clever enough to cut costs, raise prices, lure customers, 
increase ROI, and scoop profits! Tell the story of how you 
did it, and especially how you know the buyer can do it, too.

6.	 Be Honest; Include Minor Negatives: When you tell your 
stories, you have to be honest. Though it’s the inclination 
of the natural storyteller within you to want to pump it up, 
every silver lining has a cloud, too. If you don’t tell the full 
story and instead make everything polished and shiny, the 
buyer is going to know it can’t be that sweet, and besides, 
sooner or later there’ll be some toxic leakage. It’s better if 
that information came from you instead of in spite of you.
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Definition: 
A benchmark report or benchmark analysis 
identifies data that helps the broker, seller, and 
buyer understand the details of the business’s 
industry. 

Remember, you’re building a relationship, an important one. 
The buyer is interested in buying your business which provides 
the golden key to what you desire. Don’t mess this up. If you 
don’t tell the bad with the good, you’re going to wind up taking 
a huge value adjustment during the sale process, or losing the 
buyer altogether. The buyer will start distrusting you, won’t 
like you, and will start seeing your business with a cynical eye…
and the relationship you’ve been building so well can crumble. 
If, however, you told it like it is and are honest, then you’re 
adding to the value of your relationship. Are there gaps in your 
management team, or limitations with some of your marketing 
channels? These kinds of details won’t torpedo your ship, and 
if you do have torpedoes rushing your way, you should have 
disarmed them earlier when you were preparing your business 
for sale a year or two ago. Think like the buyer and put yourself 
in his or her shoes. What would you want to know, and expect to 
know, if you were purchasing your business? This is the way to 
build a good relationship with your company’s future owner.

Details Not to Include: Here are a few items you should not see 
included in the book. You may have prepared them for your 
broker, and they do have their day, but not in the book.

•	 Your business valuation report

•	 Customer names

•	 Employee names

•	 Vendor names
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•	 Tax returns

•	 Key documents

Supplemental Appendix: The book will have an appendix with 
the following elements:

1.	 Historical Financials: The buyer will want to see the history 
of your business, so financial information from inception 
to three years ago should be included. Your broker will 
prepare a list of reports for your accountant to dust off or 
prepare. The more recent fiscal years will be of paramount 
interest to the buyer, and will be featured in the body of the 
book.

2.	 Forecasted Financials: This is the sugar the buyer wants to 
see. If the buyer is going to invest money, time and dreams 
in your business, he or she needs to know there is a real 
future. The buyer will have his own ideas about what the 
future portends, but he starts where you have stopped.

3.	 Industry Data: A lot of the data that was gathered and 
sifted in the detailed industry analysis performed by your 
broker will be summarized and placed here so the buyer 
knows the facts about the situation.

Packaging the book: Your broker will assemble the 
book you’ve helped create. Here is a quick look at the book’s 
organization:

Book Structure: The book on your business will highlight the key 
positive points about your business, and explain the negative 
aspects. In the positive area, the broker will present your desired 
transaction proposal, the value your company represents with 
your business’s differentiation elements, your competitive 
advantages, the growth opportunities you’ve delineated, and 
your statement on profitability. In the negative area, your 
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broker will explain the minor issues for which your company 
has to compensate such as gaps in management, sales channel 
limitations, etc., and present possible solutions for these 
drawbacks.

This is a typical list of included material:

1.	 Executive Summary: A brief overview of your company that 
encapsulates the key points of the industry, your business, 
and the present opportunity.

2.	 Business Overview: An essay that focuses on the specific 
highlights of your company.

3.	 FAQs: A list of about 10 questions and answers that answer 
basic questions a buyer needs to know to start a dialogue.

4.	 Organization Chart: Your company’s management chart.

5.	 Product and Services Descriptions: A list and description, 
with prices, of the items your company offers the 
marketplace.

6.	 Sales and Marketing Processes: Information about how 
your business markets your goods, and uses your sales 
team to secure sales.

7.	 Risks and Limitations: An explanation about the risks and 
limitations facing your business in today’s market, with 
potential solutions on mitigating these restrictions.

8.	 Financial Summary: An overview of the key information 
about the health of your business.

9.	 Pro Forma Financials: Your balance sheet and projected 
revenue.

10.	Historical Financials: Your financial information from 
inception to the present.

11.	 Supplemental Information: This section of the book is 
for anything out of the ordinary that’s specific to your 
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business. It might contain special licenses, or proof of 
patents, etc.

Promotion: Marketing your Business

Selling Methods: There are several methods by which your 
business will be sold. The method selected will be based on the 
unique facts and circumstances of your business, industry, size, 
and also your selling objectives. Here are some of the ways your 
business might be sold:

1.	 Negotiated Sale: Your broker will filter the prospects and 
ultimately one buyer will remain; you and the buyer will 
negotiate the terms and the price. This method works 
well and protects your confidentiality more than the other 
two methods, but it also may limit pressure on the buyer 
who will eventually realize they may be your only buyer, 
weakening your negotiating power.

2.	 Private Auction: This is not an auction in the standard 
sense. Your broker advertises your business and steadily 
filters and refilters the prospects with more detailed 
information about your company until only a few 
interested prospects remain. Because there is competition 
among multiple buyer prospects, your negotiation power 
is stronger and this maximizes the bidders’ offers for you. 
The downside is that this method is not as confidential a 
process as you may prefer, and word of your intentions is 
more likely to leak.

3.	 Public Auction: Also known as a broad auction, this 
method is completely public and without confidentiality. 
You’ll need to consider if public news about your sale 
will disrupt your relationships with customers, and staff. 
However, this method will attract the largest number of 
interested and semi-interested buyers who will compete in 
a controlled auction orchestrated by your broker.
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Important:
Building a relationship with your prospective 
buyer is essential. It’s best when your buyer 
knows, likes, and trust you. 

Review Likely Buyers: It’s assumed you’ve engaged the services 
of a highly qualified broker, so he or she will access information 
about who has been actively seeking businesses in your industry.

1.	 Who Has Been Buying in the Industry? Yes, it could be that 
your business will attract buyers from your industry. It’s 
also likely that you may have first time prospects choosing 
to leave the corporate rat race, and they’ll be interested in 
good cash flow and your willingness to help with financing.

2.	 Databases: Your broker also has access to a number of 
databases that can be used to elicit potential buyers.

3.	 PEG Activity: Private Equity Groups are typically a group 
of private investors who purchase businesses for their 
investment portfolio. Some PEGs specialize in industries 
such as aerospace, or medical, or energy… some have no 
specialty but seek businesses in any industry. Your broker 
will know these PEGs and will contact those that are 
appropriate if it’s reasonable there is a good match.

Knowing about PEG activity and their motivations is helpful so 
you understand the supply and demand effects of the market on 
your business, and you are ready to sell at a moment’s notice. As 
you can see from the content of this book, selling your business 
and securing your retirement is no easy matter. When the 
market is ready for you, you need to be ready for it because the 
most advantageous time to sell is not frequently available.
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Important:
A Private Equity Group (PEG) might be interested 
in your business. PEGs purchase businesses as an 
investment.

It’s like disaster preparedness: when that earthquake hits, or 
the wildfire burns too close, or the tsunami is coming your way, 
you have to have your ‘go-bag’ and be ready to grab your family 
and go. It’s the same with selling your business. You are not in 
control of the market, and over the years, as you’ve built your 
business, you’ve been building it to sell it… otherwise you’ve 
had a fancy job that collapses when you leave, like so many 
businesses do. They just close, and shutter the windows, lock the 
door. But as you’ve built your business, you’ve been mindful of 
your true target, which was selling a profitable well-organized 
business, and you’ve been diligent about keeping it polished and 
well-oiled. So, when you’re in the zone and seriously thinking 
about selling your business, when the call comes from your 
financial planner that he’s heard of a PEG that’s interested in 
buying right now, and your profile is exactly what they’ve been 
looking for…well, you can grab your go-bag and go to market 
because you have been anticipating this moment and are ready 
for it!

 
“The harder I work, the luckier I get.”                                                               

– Sam Goldwyn

You have to consider that the market is a busy place, after all. 
Recession or not, there is still movement. Your financial planner 
flies to Chicago for an AMAA conference, meets a few PEG 
groups also attending. The word is they are in the market right 
now. They are actively seeking a business in your industry…with 
good financials just like yours! You’ve done your homework, 
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and have the exact right thing at the exact right time in the exact 
right place. Time to go! You were ready only because you put in 
the time and effort for just such a nexus.

The Teaser: The teaser is a one or two page letter or brochure 
created by your broker to capture the initial interest of buyers. 
It will highlight the sales process and provide basic information 
about your business including the type of business, the size 
of your business, its market presence and geographic range, 
your products and services, financial information as well as 
projections, and will keep your identity confidential.

NDA: Once interested prospects respond, your broker will send 
them a nondisclosure agreement (NDA) for signature, agreeing 
they will not share any information about your company with 
others.

Send Book: Ultimately, there will be a few prospects who 
continue to demonstrate promise. After your broker is assured 
they meet the standards of the buyer you are seeking, your 
broker will send them the book, along with a PowerPoint 
presentation that emphasizes your business’s key competitive 
advantages, drawing your prospects in closer.

Follow-Up: Once the book and PowerPoint have been 
transmitted, your broker will follow-up with the recipients and 
you will know if interest is maintained. Assuming it is, the next 
step for your broker is to invite your prospects to send a Letter 
of Intent (LOI), discussed below.

The Offer

The day comes when you receive a Letter of Intent to buy your 
business, and your broker believes the buyer candidate is a good 
prospect for you. What happens next?
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Discuss LOI Points: Every LOI you receive needs to be studied 
carefully to understand if the buyer is a serious contender. 
The LOI is the buyer’s proposal, and is not typically a binding 
agreement, though it usually contains binding and non-binding 
elements. You have already stated your desired transaction, but 
it’s unlikely your prospect will agree to all your terms, or to your 
desired price.

1.	 Price: Is the buyer counter-proposing with a lower price, 
and is that counter-proposal in a range you’ve previously 
established, or is the offer too low?

2.	 Structure: Has the buyer agreed to the terms you 
requested, or does the prospect want you to carry a larger 
note? Exactly what kind of financing does the buyer want?

3.	 Terms and Conditions: Will the buyer accept your 
preference for an asset sale, or does he or she counter with 
wanting a stock sale? Is the prospect asking you to retain 
certain liabilities, or separate part of your assets out of the 
deal for a reduced sale price?

4.	 Representations and Warranties: This is a statement 
to reassure the buyer that everything you’ve published 
about your business is absolutely true. Also, the buyer 
may require you to be onsite every day for the first three 
months, and then once a week for the second three months.

5.	 Closing Balance Sheet and Adjustments: This is a 
statement about closing the financial books properly as 
the former owner leaves and the new owner arrives. The 
closing day balance sheets will be a matter of guesswork, 
and the actual balance sheets won’t be completed until 
several weeks or months after the business is sold. The 
buyer and seller agree to compare the guesswork with the 
actual balance sheets soon after they are prepared, and the 
difference will be paid to the appropriate party.
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Prepare Due Diligent Responses: Once you have one or more 
LOIs on the table, and after they have been reviewed for their 
value and integrity, your broker will prioritize the list and 
depending on the circumstances and your decision, will counter 
offer or respond for you and accept the buyer’s offer. Once an 
LOI is signed, though it’s not binding, it is a formal handshake 
with the intent of proceeding. Also, at this point the buyer may 
be asked to deposit earnest money in an escrow account.

Further Negotiations: Even though the LOI stated the main 
points of the sale, there may still be a number of gray areas that 
need to be defined. Your professional team will advise you, but 
here are some items to think about.

Important:
Of the many initially interested prospects, it’s 
likely that only a few will show sustained interest 
in buying your business. 

You may have agreed to a price, but do you know how the money 
will be paid at closing? How will new issues be addressed that 
come up during the remaining due diligence period? Will they 
affect the price, or be corrected? How will the staff and public 
be informed, or what should be done if an outside management 
team comes in? After closing, how will newly discovered 
liabilities be handled? Your professional team has the 
experience to help you prepare for the issues that will surface 
during these final negotiations.

Be sure to keep the ball rolling. In this stage of the sale process, 
taking too much time can diminish the buyer’s enthusiasm. You 
know the issues that are most important to you, so see to it that 
they are resolved quickly, and get the closing as fast as possible. 
If you have to hear from one of your team on a specific matter, 
have the response on the same day. Delay can kill your payday.
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Definitive Agreements: The next step is drafting a Purchase 
and Sales Agreement. This document is a more formal 
representation of the LOI, taking all the points of the LOI and 
writing them into this legal document, subject to the full force 
and effect of the law. The more points agreed to in the LOI, the 
higher the probability your price won’t diminish, and the higher 
the probability your sale will go through.

Final Due Diligence: Due diligence is the last obstacle in the 
process of selling your business. By this point, the Purchase and 
Sales Agreement has been signed, and the sale is contingent 
on the seller confirming the due diligence inspection. In this 
step, the buyer requests all remaining documents necessary 
to confirm the representations of the seller. This usually takes 
about two weeks to complete.

Closing: The glorious day has arrived. Congratulations! The 
odds were against you, but you’ve accomplished your goals. Well 
done!

Your closing date was set during negotiations, scheduled for 
a few weeks after final due diligence. The buyer delivers the 
agreed funds by wire or cashier’s check, and you sign the deed 
to the buyer. Typically, the exchange is done in escrow to assure 
an orderly and simultaneous exchange of funds and title. Then 
the agreed-upon title company registers the new deed with the 
jurisdiction’s registry office, and you are now the proud owner 
of…well, of a funded retirement plan!

Integration

No, you’re really not done yet, even though you and your family 
have hopefully had an enjoyable celebration.

Integrating the new owner into the seat you just vacated is 
mostly the responsibility of the buyer, though it is prudent of the 
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seller to help this process. An astute buyer would already have 
begun this process prior to closing, and the seller would have 
been sensible to assist. Therefore, you have wisely committed 
to staying on for a while to assure the buyer, and to ensure your 
own financial freedom. Now is the time to help with a smooth 
transition and the integration of the new owner. There may be 
a big sea-change, or perhaps only a low tide, but whatever is in 
store, you want to be there to help it all work out.

Your executive secretary will need to give the new owner the 
combination to your safe, all online access codes, security alarm 
codes, etc., as well as provide the keys to the offices. All your 
lists of customers, suppliers, vendors, and distributors will be 
conveyed, and you’ll need to begin canceling all the licenses, 
registrations and policies that cannot be transferred to the new 
owner.

Key:
A Letter of Intent to buy your business is the 
buyer’s proposal, and not a binding agreement. 
You and your broker will need to review every 
detail to decide if this prospective buyer is
truly a good opportunity. 

It’s likely there will be issues with employees; some will be 
retained and some will be released; a new staff or management 
team may be imported, duplicate positions will be identified and 
sorted, introductions will need to be made with key customers 
and vendors, etc. In all these moments, remember to maintain 
your honesty and integrity, and work for the best outcome of all 
parties. This transitional period can be happy or sad, and your 
presence can make it easier, whichever way it goes.

If you signed a note, you must remember that if the company 
doesn’t do well under the new owner…you might get the 
business back, and it won’t be in as good a condition as when 
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you transferred it. Should the business start failing, your golden 
future can quickly turn to nickel.

What next?

However, let’s make one more assumption that the sale is great, 
the transition was excellent, the new owner is content, and you 
are receiving payments right on schedule.

What did you have in mind now?
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Chapter 16: Review Questions 

1. Choosing the right broker to represent and sell your business 
will require you to look closely at the broker’s engagement 
letter. This letter states the terms of services but typically does 
not mention the fees because they are part of the negotiation 
process. 

A. True

B. False

2. Which of the following explains how a broker is 
compensated?

A. Hourly wages.

B. Through a success fee.

C. By a retainer.

D. Any of the above.

3. A success fee is a commission based on a percentage of the 
sale price. Typically, a success fee is between 5% - 12%, and the 
bigger the sale, the smaller the percentage. 

A. True

B. False

4. The “book” is a presentation on the details of your business. 
This is shown to interested buyers and is shown to every 
curious inquirer. 

A. True

B. False

5. The book includes your business valuation report, customer 
names, employee names, vendor names, tax returns, and key 
documents. 



Working with Your Broker 391

A. True

B. False

6. A Letter of Intent indicates a prospect’s willingness to 
purchase your business. This is a binding agreement. 

A. True

B. False
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Answers

1. Answer: B. False. The engagement letter states the terms of 
services and also lists the fees for those services.

2. Answer: D. A broker can be compensated by any of these 
means, or by a combination of these options.

3. Answer: A. True. Your broker will have a graded fee 
schedule with a higher fee percentage for a smaller sale price. 
This is known as a reverse fee schedule.

4. Answer: B. False. The book contains privileged information, 
and it is not made available to everyone, but rather is retained 
only for serious prospects that have been qualified to see it 
after they have signed a confidentiality agreement.

5. Answer: B. False. The items do not appear in the book, but 
they are necessary for exposition later.

6. Answer: B. False. The Letter of Intent (LOI) is not typically 
a binding agreement though it may contain binding and non-
binding elements. The LOI is the buyer’s proposal and usually 
continues the negotiating process.



ABAR (Accredited in Business Appraisal Review): 
A credential issued to professionals who have completed a 
business valuator certification program.

Alpha: The amount of a fund’s return in excess of a benchmark 
index.

Business Valuation: The process that determines the 
economic value of a business.

Buy and Sell Agreement: An agreement between the owners 
of a business stating the details of how the company’s shares 
will be bought and sold if one of the owners is either deceased, 
disabled, retiring, or chooses to sell their interest in the 
business.

Cash Flow Statement: A financial report that states the cash 
coming in to a company from its operations and investments, 
and the cash flowing out of a company for the payment of 
business activities and investments.

CCIM (Certified Commercial Investment Member): A 
business professional who is a certified expert in commercial 
and investment real estate.

CFA (The Chartered Financial Analyst®): A person who is 
a CFA charterholder from the CFA Institute, which has become 
the most respected and recognized investment designation in 
the world.

Addendum 2: 
Glossary
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CFP® (Certified Financial Planner): A professional who 
has fulfilled the certification requirements of the Certified 
Financial Planner Board of Standards.

ChFC (Chartered Financial Consultant): A business 
professional qualified to provide comprehensive advanced 
financial planning.

Closing the Gap: A process that builds the value of a client’s 
business and personal wealth portfolio so the client’s financial 
goals are met over a period of time, ‘closing the gap’ between the 
client’s current wealth and the wealth the client desires.

CLU (Chartered Life Underwriter): A professional 
specializing in life insurance and estate planning.

CM&AA (Certified Merger & Acquisition Advisor): A 
professional certified in buying and selling middle-market 
companies with revenues from $5 million to $500 million.

CVA (Certified Valuation Analyst): A professional certified 
in business valuation.

EBITDA: An indicator for gauging a company’s financial 
performance, often used to determine a company’s profitability, 
and to compare the performance of companies with each other. 
EBITDA is an acronym for Earnings Before Interest, Tax, 
Depreciation, and Amortization.

Exit Plan: The plan a business owner devises and follows when 
choosing to exit the business, often with the intention of selling 
the business.

Gap Analysis: A process that analyzes the value of an 
individual’s business and personal wealth portfolio, and then 
compares that value with the stated financial goals of the 
individual to determine if there is a gap between the amount 
that exists and the amount that is desired. If there is a gap, then 
a plan can be devised that may potentially close that gap and 
achieve the desired financial goals.
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Going Concern: The premise of a business as an operational 
company capable of generating profits.

Key Man: An individual who is indispensable to a business 
because of his or her vital skills, experience, knowledge or 
contacts.

Letter of Intent (LOI): A document that outlines an 
agreement between two or more parties. Letters of Intent are 
not typically binding, though parts of them may be binding.

Living Trust: A property interest allowing the efficient 
transfer of assets in which a trustee holds the legal possession 
of assets belonging to another living person, and which avoids 
the probate process. A living trust is different from other types 
of trusts which are typically established through a deceased 
person’s will.

MSFS (Master of Science in Financial Services): A 
postgraduate college degree in financial services.

Net Worth: A business’s total assets minus its total liabilities.

Premise of Value: During the business valuation process, 
the premise of the business’s value must be defined as either a 
“going concern”, or by its value in liquidation.

Required Rate of Return (RRR): The minimum annual 
percentage an investment must earn to be attractive to an 
investor.

Risk Management: A process of analyzing business and 
personal practices and investments, and then developing and 
managing a plan that limits the risk of loss to wealth.

Standard of Value: The assessment standard used to value 
a business. During the business valuation process, one of these 
five standards of value must be selected: fair market value, fair 
value, book value, intrinsic value, and investment value.
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Trust: A legal financial arrangement in which a person, called 
the trustee, is named to hold the legal property of another 
person, named the beneficiary.

Value Transition: A business’s management succession, 
most effectively accomplished through a carefully planned exit 
strategy.


