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Often Overlooked Yet Important Items
in Process Buy-Sell Agreements

Excerpted from Chapter 15 of the new book, Buy-Sell Agreements: Ticking Time Bombs or Reasonable Resolutions?

Several other issues related to valuation should
appropriately be addressed in your buy-sell agreements.
The following discussion is by no means exhaustive,
but includes items that are helpful in minimizing
problems or uncertainties with the operation of process
buy-sell agreements. While some of these items may
seem obvious when identified, they are quite often

overlooked or are unclear in buy-sell agreements.

Financial Statements. It is enormously helpful to
specify the financial statements to be used by the
appraiser(s). In the absence of specification, the
parties must agree on the financial statements to be
used, or else the appraiser(s) must decide. Significant
differences in valuation conclusions can result from
the selection of financial statements of different dates

and quality. This confusion should be avoided.

Possible alternatives for specifying financial statements

include:

1. Most Recent Audit, or the audited financial
statements for the most recent fiscal year relative
to the wvaluation date. Note that there is
room for confusion here. Assume that the
fiscal year is the calendar year. Suppose
that the trigger date for a valuation process
is January 15, 2007. The most recent audit
was issued as of December 31, 2005 on April
27,2006. If the buy-sell agreement calls for
the use of the most recent audit available on

the trigger date, the financial data may be

more than one year old as in this example.
The agreement might specify that if a trigger
event occurs between the end of a fiscal year
and the issuance of the audit for that year,
the appraisers would rely on the audit when
it becomes available. That audit would

then be used for the rest of the fiscal year.

In the alternative, if the trigger date was
December 15, 2006, the most recent audit
would be the 2005 audit issued in April 2006,
but internal financial statements for the full
year 2006 would be available within weeks,
and the audit for 2006 would be available
in three or four months, perhaps within the

timeframe that appraisals would be prepared.

Suffice it to say that disagreements over
which audit (i.e., which fiscal year) to use
as the base for financial analysis could cause
material differences in the concluded results.
Note that the confusion could result whether
the buy-sell agreement required the use of
either the most recent audit or the most

recent fiscal year statements.

Trailing 12-Months at the Most Recent
Quarter-End (Month-End) to the Trigger
Date. In the absence of specific guidance,
many appraisers, if not most, would utilize
financial statements for the most recent

twelve months as of the quarter-end (or
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month-end) immediately prior to the trigger date.
Use of the trailing 12 months would automatically
include the most recent fiscal year (and audit, if
available), and would also include any routine

year-end adjustments for that year-end.

We generally recommend the use of the trailing
12-month financial statements for the most recent
quarter-end preceding the valuation date (or
month end, depending on the completeness and

quality of the monthly financial statements).

Process Timetables. Many buy-sell agreements provide
for unrealistic timetables, and therefore, begin with process
problems from the outset. The typical buy-sell process

contains a number of phases where time is required:

Time to Get Process Started. It takes time to kick
off a valuation process. If the trigger event is the
death of a shareholder, no one will be focused
on the buy sell agreement until the passage of a
reasonable time. On the other hand, if the trigger
event is a retirement or termination, the parties
may be ready to initiate the buy sell agreement

process immediately.
Time to Select Appraiser(s).

Most process agreements call for the parties
to retain an appraiser. If a company or a
shareholder is beginning from scratch to select
an appraiser(s), it can easily take 30 to 60 days
or more to identify firms, review qualifications,

interview appraisers, and select an appraiser(s).

i.  Some agreements allow only 30 days for this
process, which may be unrealistic for one

party or the other.

ii. Some agreements are silent regarding the
selection process, thereby providing no
pressure for the appraisal process to get

started (or concluded).

Many process agreements call for two appraisals
at the outset. If they are within a designated
percentage of each other, no further appraisals
are required. If not, however, the two initial
appraisers must agree on a third appraiser. This

process takes time - often considerable time.

Some agreements provide timetables for this
process and others do not. In some agreements,
the sole role of the first two appraisers is to select
the third appraiser. The same time issues relate
to this selection. Allow at least 30 to 60 days
for this process. (The obvious way to avoid
this time lag in getting appraisals started is to
select the appraiser at the initiation of the buy-
sell agreement using one of the single appraiser

processes previously discussed.)
Time to Prepare Appraisal(s).

Once sclected, the appraiser(s) must prepare
their appraisal(s). Experience has taught that
the appraisal process normally takes from 60
to 90 days. Mercer Capital engagement letters
typically state that we will use our best efforts to
provide a draft valuation report for review within
30 days of an on-site visit with management.
We hit that target the great majority of the time,
and most often miss it because of client-related
issues. Note that the entire process would still
take 60 days or more, depending on how quickly
the client responds to the information request,
schedules the visit, and how long the client takes
to review the draft. It takes many companies 30
to 60 days to provide the basic information that
we require prior to the on-site visit because the
activities of running their businesses preclude

prompt action.

If a third appraiser is retained, this appraiser
will require time for his or her process. If this
is the only appraisal being provided, the process
normally takes from 60 to 90 days. If there have
been two appraisals already, the third appraiser
may be helped by the fact that the company has
already developed most of the information that
will be required. On the other hand, being the
third appraiser can be a fairly dicey situation.
In addition to preparing one’s own appraisal as
the third appraiser, it is also necessary to review
the appraisals of the other two firms. Allow at
least 30 to as many as 90 days or more for this

process.

4. Time to Review Draft Appraisals. The procedures

of many appraisal firms call for the preparation



of draft reports to be reviewed by management,
and in the case of some buy-sell agreements,
by all sides. This review process will generally
take from 15 to 30 days or more, particularly in

contentious situations.

5. Time to Arrange Financing or to Close. Once the
appraisal process has been concluded, it normally
takes some time to bring the process to closure.
The company may be allowed 30 days, or some

amount of time to close the transaction.

We can summarize the process timelines to get a picture
of how the various types of process agreements might look
in operation. You may be surprised at how the various
processes actually lay out, regardless of what the written

timetables suggest.

The existence of defined timetables in agreements serves
to keep the parties focused on the timeline; however, they

are seldom binding.

FIGURE 1: BUY-SELL AGREEMENT TIMELINES
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Figure 1 illustrates three examples, Multiple Appraiser
processes, the Single Appraiser - Select Now, Value Now
option, and the Single Appraiser with Multiple Appraiser
Options.

»  Multiple Appraiser processes can be accomplished
in the broad range of 100 to 200 days or so if
the initial process involving two appraisers is
conclusive. If it is necessary to select and retain
a third appraiser, it is likely that considerable
additional time will pass before resolution occurs.
It is not surprising for a multiple appraiser process
involving three appraisers to take six months to a

year or more to complete.

»  The Single Appraiser - Select Now, Value Now option
is potentially the most rapid option for process
buy-sell agreements. If a trigger event occurs after
the initial appraisal, the valuation process will be
known by all parties, and the appraiser will be
familiar with the company. This option should be
able to be accomplished within six weeks or so,
on the short end, and four months on the longer

end.

» The Hybrid or Single Appraiser with Multiple
Appraiser Options can take as long as the typical
multiple appraiser option; however, the probability
of it being accomplished in much shorter time is
significant. If the parties agree on the concluded
value of the “third appraiser,” this option is akin
to the Single Appraiser - Select Now, Value Now

option and can be accomplished accordingly.

Note that the estimates here assume that there is no
litigation and that the parties are generally cooperating to

move the process along.

The bottom line is that it is good to agree on realistic
timelines in your buy-sell agreements. It is then easier
to ask the various appraisers and other parties to stick to
them. The operation of process buy-sell agreements can
take a long time. This means that the process may be a
considerable distraction to management, particularly when
significant transactions are involved. It should be obvious,
but the prolonged operation of a buy-sell agreement can
not only be distracting, but frustrating and confusing to
the family of a deceased shareholder, or to a terminated

employee.
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Buy-Sell Agreements: War Stories

Buy-Sell Agreements are not just legal contracts - they can have very personal implications.

Here are a few examples, submitted by readers of the book.

Lack of Details Leads to Problems The solution I have recommended to the Company is that
There were six owners of an S Corporation that had a three- th.ey hajwe the insurance proceeds go mto‘ a Trust. Upon a
page buy-sell agreement. Yes, three pages. The buy-sell triggering event, the Trust would automatically fund 50% of
There were six agreement did not say much except how to calculate the

value, which was based on an industry rule of thumb. It was

the pro rated ownership interest based on the most current
“qualified appraisal.” The balance would be due upon

owners of an completion of a business valuation. Also, the Company will

set as a cross purchase agreement, which was surprisingly

S Corporation funded with life insurance for $2,000,000.
that had a

pay for the valuation and, therefore, know how the value

was calculated.

The president of the company died in 2005. The insurance
three'page company sent checks to the five individuals designated in Napkin No Substitute

buy-seII the cross purchase agreement. The five individuals took the for Comprehensive Agreement

osition that the insurance proceeds belonged to them and .
P P & T have been a business consultant and wealth planner for over

agreement.

refused to “individually” buy out the president’s interest. A . . . .

R : 20 years, primarily for privately held businesses. At the

Yes three lawsuit was filed and the insurance proceeds went to the T W s

! . .. ) beginning of every engagement we conduct a “Needs Audit

registry of the Court. The surviving spouse had to move in

pages. h . K to assess what has been done, what needs to be done, and

with her children because she had no source of income. K ] T

clarify the business success objectives of the owners.

I was engaged to value the company for estate tax purposes. L . . .
In the beginning conversation with a new client, as we went

The value based on the three-page, rule of thumb method ] o o

] through our checklist of planning issues, the CFO indicated

was approximately $7 per share. We calculated the value

. . that the company had a current buy-sell agreement. When

using a DCF at approximately $11 per share. . . . .
we asked to review a copy of it, he provided a single page

document that had several paragraphs. You can imagine
The Company agreed to my value but never got a copy ) patagrap can g
L. the unresolved issues. 1 was amazed at this since the
of my report. The surviving spouse engaged me and she . . o .
. . approximate value of the business was $26 million with a
refused to provide the Company with a copy. The Company . »
. . . . very complex ownership structure of five separate families
contacted me directly to obtain a copy, and obviously, I did o ;
. and three family limited partnerships.

not give them a copy.

Excerpted directly from the new book, “Buy-Sell Agreements: Ticking Time Bombs or

The BUY‘SCH Reasonable Resolutions?" the Buy-Sell Agreement Audit Checklist is a 40-page
A d Ch kl document that provides an “audit” tool that addresses the many obvious, yet overlooked,
udit ecklist valuation issues related to buy-sell agreements. Delivered electronically, the Buy-Sell

© Audit Checklist is available for only $50. Order today at www.mercercapital.com, or b

Now Available i / P /

calling 901.685.2120.

Would You Like A Complimentary Copy? To receive a complimentary copy of the
“Buy-Sell Agreements offers a Buy-Sell Audit Checklist,” send us your favorite buy-sell agreement war story (please
comprehensive buy-sell audit change all the names to protect the innocent and guilty!).

checklist that alone makes it )
One of the reasons we wrote the book, Buy-Sell Agreements, was to help business owners
and their advisors craft workable agreements. Examples of agreements gone wrong (and

and study...” those that operated as planned) serve as a powerful reminder of what could happen to you.

worthy of purchase, serious use

L. Paul Hood, Esq. Send your war story to us at mcm@mercercapital.com and include your name. Once we
receive it, we'll e-mail you a FREE copy of the Buy-Sell Audit Checklist.




As we dug deeper, the CFO finally confessed that he had
tried for months to get the partners to agree on issues
relative to a buy-sell agreement. Being unsuccessful, he
finally wrote out the agreement on a napkin one day while
having lunch with several of the partners, had it typed
up and demanded everyone sign it, which they did. The
partners justified their inaction by claiming that they
did not want a complicated document that no one could

understand.

We have since helped them implement a comprehensive
buy-sell agreement using your book, Buy -Sell Agreements
as a guide to evaluating client buy-sell agreements.

Fixed-Price Folly

A friend told me the true story of his family’s experience with
a buy-sell agreement. His father was an initial, minority
shareholder and employee of a business during the early
1960s. At the outset of the enterprise, the shareholders
implemented a buy-sell agreement with a fixed price. The
father’s shares were valued at his investment value of $250
thousand.

Fast forward to 1974. The business grew and was
successful. My friend, who is quite knowledgeable about
business valuation, said that his father’s interest would have
been worth more than $1 million by 1974 — the year his
father died.

Neither the corporation nor the other shareholders
offered to update the price in the buy-sell agreement
to purchase the shares from the father’s estate, so the
shares were purchased for $250 thousand. My friend
noted that receiving $250 thousand in 1974, and not
$1 million, made a significant difference in his mother’s
independence for the remaining 25 years of her life. In
addition, it caused a great deal of bitterness towards his

father’s former partners.

My friend’s father probably did not think in terms of
making a bet on his company’s buy-sell agreement, but the
fact that it was not updated did indeed create a betting
situation. He bet and, we don’t mean this in any personal

way, his family lost.

Send us your war story and receive a complimentary
copy of the Buy-Sell Audit Checklist. Please change all
the names to protect the innocent and guilty,
and send your favorite war story to us at
mcm@mercercapital.com.
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“A Theoretical & Practical Review
of the DCF Method”
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September 18-19, 2007
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Z. Christopher Mercer, ASA, CFA and
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MERCER CAPITAL IN THE NEWS

Mercer Capital is pleased to welcome Samad
Samana to our professional staff as a Financial
Analyst.

Mercer Capital is proud to announce that Kristin
C. Beckman has been promoted to the position of
Senior Financial Analyst.

Z. Christopher Mercer, ASA, CFA, authored an
article that appeared in the April 27-May 3, 2007
edition of the Memphis Business Journal, entitled
“Buy-Sell Agreements Can Create Pitfalls If Not
Managed Properly.”

Jay D. Wilson, Jr., Senior Financial Analyst, was
quoted in the February 23 — March 1, 2007 edition of
the Memphis Business Journal in an article entitled
“Increased Competition Takes a Bite Out of Earnings at
Mid-South Community Banks.”
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A Review of Buy-Sell Agreements:

Ticking Time Bombs or Reasonable Resolutions?

This is a review of the newly written book by Chris Mercer,
Buy-Sell Agreements: Ticking Time Bombs or Reasonable
Resolutions? (Peabody Publishing, Memphis 2007),
available through Mercer Capital at www.mercercapital.
com or 901.685.2120.

The book offers a fresh look at buy-sell agreements through
the lens of the business appraiser, who too often enters the
picture after, as the book states, “the ox is in the ditch.”
Buy-Sell Agreements discusses in-depth the pricing and
valuation provisions of buy-sell agreements, arguably the
only important provisions, especially once a triggering event
has occurred. However, this book also is written from the
viewpoint of someone who has signed buy-sell agreements
and who has had significant experience in dealing with
signed buy-sell agreements. Mercer’s experience shines

throughout the tome.

To summarize Buy-Sell Agreements in one word, that word
would be “methodical.” Mercer focuses like a laser beam on
virtually all of the possible permutations of the pricing and
valuation provisions of buy-sell agreements, together with
the advantages and disadvantages of each. Too many of the
buy-sell agreements that I see have valuation methods that

have far more disadvantages than advantages.

If you are looking for a book that has forms or that
discusses the tax consequences of buy-sell agreements, this
is not it. However, if you are looking for a book that has
a comprehensive discussion of the pricing and valuation
aspects of buy-sell agreements (which I've really not ever

seen before), this is it.

Buy-Sell Agreements offers chapters with the following
titles:

How buy-sell agreements come into existence
‘What are buy-sell agreements designed to accomplish?
Business considerations with buy-sell agreements
Categories of buy-sell agreements

Types of buy-sell agreements

Fixed price buy-sell agreements

Formula buy-sell agreements

Shotgun agreements

Rights of first refusal

10. Introduction to process buy-sell agreements

Y 0 N oL

11. Process buy-sell agreements
12. Multiple appraiser agreements
13. Single appraiser agreements

14. A hybrid agreement

15. Items of importance in process buy-sell agreements
16. Defining element no. 1: the standard of value
17. Defining element no. 2: the level of value

18. Defining element no. 3: the “as-of” date

19. Defining element no. 4: appraiser qualifications
20. Defining element no. 5: appraisal standards

21. Defining element no. 6: funding mechanisms
22. War stories

23. Buy-sell audits & buy-sell checklist

24. The one-percent solution

Buy-Sell Agreements is peppered throughout with charts
comparing and summarizing its discussion of the advantages
and disadvantages of each form of valuation/appraiser
provision of buy-sell agreements, as well as action steps.
However, Buy-Sell Agreements offers a comprehensive buy-
sell audit checklist that alone makes it worthy of purchase,

serious use and study.

Perhaps not too surprisingly when coming from a business
appraiser, Buy-Sell Agreements makes a case for beginning
a buy-sell agreement with a valuation and for regular
valuations, in a manner similar to ESOP’s. Nevertheless,
Mercer makes a very strong case for his position, which he
backs up with reflections, actual situations (no case citations
though), stating the advantages and disadvantages of the
type of buy-sell agreement and probing questions.

Buy-Sell Agreements informs estate planners that there are
six defining elements of valuation of a subject company in a
buy-sell agreement: the standard of value (e.g., “fair market
value”), the level of value (e.g., marketable minority), the
“as-of” date, the qualifications of appraisers, the appraisal
standards and funding mechanisms. Very few of the buy-

sell agreements that I review contain all of these elements.

At $79, Buy-Sell Agreements is a no-brainer addition to the
library of every one who works with or who drafts buy-sell
agreements. It very neatly compliments books on buy-sell
agreements such as Howard Zaritsky’s seminal book on
the subject that is available through RIA (800-950-1216)
as well as Lou Mezzullo’s book on buy-sell agreements
for estate planners that is available through the ABA
(800-285-2221).

Review written by L. Paul Hood, Esq. Published in Steve
Leimberg’s Business Entities Newsletter, Issue 119, February
13, 2007.  Courtesy: Leimberg Information Services, Inc.

(LISI) at www.leimbergservices.com.
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In this eminently well-written, concise,
and non-technical book, Chris lays out the
fundamental parameters and processes that
must be considered to minimize problems...
Appraisers who read this book and apply its
lessons will be able to position themselves
in the marketplace as not just valuation
specialists but in the wider role of facilitators
of business valuation dispute resolutions, a
much more productive role for us.

RAND M. CURTISS, FIBA, MCBA, ASA, ASA
President, Loveman-Curtiss, Inc. » Chair of the
American Business Appraisers National Network
Published on IBA Discussions Blog

7. Christopher Mercer’s new book Buy-
Sell Agreements: Ticking Time Bombs or
Reasonable Resolutions offers a tremendously
useful guide to these remarkably important
contracts. In it, he provides guidance for
business people and their financial advisors
to use in assessing the need for a buy-
sell agreement and, if one is appropriate,
deciding on key terms. I recommend it very
highly.

STEPHEN BAINBRIDGE
William D. Warren Professor of Law, UCLA
Published on ProfessorBainbridge.com

the Reviews Are In.. BUY-SELL AGREEMENTS s it

TICKING TIME BOMBS OR REASONABLE RESOLUTIONS?

Mr. Mercer has done a greatjob of addressing
the reasons business owners might want to
have a buy-sell agreement and the business
factors these business owners should consider
in the agreement...Overall, Mr. Mercer
provides valuation practitioners, business
consultants, and business owners with a very
useful handbook for preparing, reviewing
and interpreting buy-sell agreements.

DAVID A. ELLNER, CPA/ABV

The Financial Valuation Group
FPublished in the AICPA ABV e-Alert
Volume 8, Issue 2, February/March 2007
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