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VALUE MATTERS

An earlier edition of this article appeared in Chris Mercer’s blog, MERCER ON VALUE, which can be found at 

www. merceronvalue.com. As a subscriber to VALUE MATTERS™, you may also wish to subscribe to MERCER ON VALUE. To do so,

please visit www.merceronvalue.com and enter your email address in the “Subscribe” field in the upper right-hand corner of the blog.

Recent entries include:

• Fair Value: The Price for Recapitalizations to Elect S Corporation Status

• Don’t Ignore Your Clients: A Wally Lowenbaum Story

• Investors Paying Attention to Dividends?

• What To Do If the Value of Your Business Exceeds the Value of Your Business Plan.

Buy-sell agreements exist in many, if not most, closely held businesses having substantial size and/or value. And they
exist between corporate joint venture partners in many thousands of enterprises. 

Buy-sell agreements are agreements by and between the shareholders (or equity partners of whatever legal 
description) of a privately owned business and, perhaps, the business itself. They establish the mechanism for the
purchase of stock following the death (or other adverse changes) of one of the owners. In the case of corporate joint
ventures, they also establish the value for break-ups or for circumstances calling for one corporate venture partner
to buy out the other partner.

Buy-sell agreements (or put agreements in some cases) are more important than most business owners, 
shareholders and boards of directors realize. I've often said that buy-sell agreements are written under the 
assumption that the other partner is going to die first - and one of the partners is right!

Seeing two different buy-sell agreements recently put the topic at the top of my mind and triggered a couple of 
memories, as well.
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Never Updated
The other day I reviewed a buy-sell agreement that was perfectly fine on the day it was signed by a company's two
major shareholders - more than ten years ago. The agreement states that the parties will reset the value each year.
Since then, the company has more than tripled in size and value. However, the valuation in the buy-sell when it was
signed remains in effect today because it was never updated.

This creates no significant problems - unless something adverse happens to one of the shareholders. In that case, one
shareholder would benefit from a bargain purchase price and the other's family would suffer a true economic loss.
With this item now in the open, those shareholders are working to update the document as rapidly as possible.

Formula Pricing
Many business owners want to create a formula to establish the pricing if a buy-sell agreement is triggered. And quite
a few buy-sell agreements have them, usually with disastrous long-term results. However, this is not uncommon
because this is an inexpensive alternative to hiring a business appraiser. Almost anyone can put a few numbers into
a formula, whether it calls for book value at the preceding fiscal year-end or 4.5 times a 3-4 5 year (pick one) 
average EBITDA - less debt, of course. (I've actually seen the exclusion of debt to determine equity value omitted as
part of the formula!)

The questions is, will formula results be fair for both sides in all circumstances? I won't prove it here by boring you
with multiple examples, but no rigid formula can realistically determine the value of a business over time with 
changing company, industry, and economic conditions. That's why many buy-sell agreements use an appraisal
process.

Three Appraisers
As mentioned above, I reviewed two buy-sell agreements recently. The second agreement involved the use of what
I call "one-two-three appraisers, rock!" The drafters of this type of agreement seem to believe that if it is good to
retain one appraiser to value a business, it is better to retain two, or even three. As an appraiser, I suppose I should
prefer this mechanism. After all, it increases the odds of our firm being hired.

While I don't know the genesis of this, many buy-sell agreements are written where the valuation mechanism involves
multiple appraisal firms. Variations go like this:

1.  The buying party shall retain one independent appraiser, and the selling party another. They will
both provide valuation opinions. If the values are within 10% or 15% or 20% (pick-a-percent), the
price for the buy-sell agreement will be the average of the two. If they are more than pick-a-percent
apart, the price will be determined by the average of the third appraiser's value and that of the one 
closest to him or her.

2.  The buying party shall retain one independent appraiser and the selling party a second. They do not
provide appraisals. Rather, it is their job to mutually select a third appraiser. Having been one of the
original two appraisers in several situations, I can tell you that this is not as easy as you might think!
This third appraiser will provide a valuation of the business (or interest). The third appraiser's 
conclusion is the agreed upon transaction value. If you are the third appraiser, that's an awesome
responsibility, one that I've undertaken on several occasions.
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3.  The buying party shall retain one independent appraiser and the selling party a second. Both will
provide valuation conclusions which, if close enough together (pick-a-percent), will be averaged. If
the conclusions are more than pick-a-percent apart, the original two appraisers shall select a third
appraiser. Again, this is not as easy as one might think. The third appraiser must then pick one of
the two appraisals as the more correct valuation, and that will be the transaction price. That's 
pretty dicey, too, and I've done it.

And there are probably other variations on this theme.

A Single Appraiser
There are at least two versions of the single appraiser pricing mechanism.

1.  The agreement states that the parties select an appraiser at the time of a trigger event.  Some 
buy-sell agreements provide for the parties to agree on a single appraiser. If you think it is difficult
for two appraisers to agree on a third appraiser, it can be even more difficult for two parties with
adverse interests - and yes, the interests will be adverse at the moment of a trigger event.

There is a great deal of uncertainty in this process because neither party likely has any idea how the
selected appraiser will work or what their work product will look like. So this process can feel 
something like a crap shoot to the parties involved.

Once selected, however, the appraiser provides an appraisal, and that's the price for the transaction.
Unless, of course, one party disagrees vehemently with that conclusion and litigation ensues.

2.  The agreement states that the parties select an appraiser at the time of the signing of the buy-sell
agreement. I have recommended this choice of pricing mechanism for years - with a twist. My 
suggestion is that the parties retain a mutually agreeable, independent appraiser at the time of the
negotiation of the buy-sell agreement. The appraiser provides an appraisal, and the parties agree
that this is the initial value for pricing if the agreement is triggered. All parties know the 
appraiser, see the methodologies they (the firm) have employed, and are comfortable, at the 
outset, that the valuation is reasonable and mutually agreeable.

The parties then agree that the selected appraisal firm will reappraise the business for purposes of
the buy-sell agreement every (or every other) year or so, and that the reappraisal will re-establish
the price for buy-sell transactions. If the appraisal is "stale" at a trigger event (say more than six
months or a year or pick-a-period old), the appraiser will reappraise as of the date of the trigger
event.

This form of pricing mechanism has the benefit of relatively greater consistency and certainty for all
parties. Appraisal methodologies should be consistent from one appraisal to the next, or else the
appraiser should make explicitly clear the reasons for any methodological changes that influence the
appraisal conclusion.
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More Comments on Structure 
It should be clear that the pricing mechanism in a buy-sell agreement can be important to the outcome of a purchase
event when it is triggered.

Before concluding this discussion of pricing mechanisms, let's note some of the other important issues that need to
be addressed when formulating your buy-sell agreement:

1.  Standard of value. Will the value be based on "fair market value" or "fair value" or some other 
standard. These words can have dramatically different interpretations. Some agreements simply
specify "the value" of the company or interest. What's an appraiser to do then? Which value? The
likelihood of a successful appraisal process diminishes greatly if this critical defining issue is not
clear.

2.  Level of value. Will the value pursuant to the buy-sell agreement be based on a pro rata share of
the value of the business or will it be based on the value of an interest in the business? The 
differences bring minority interest and marketability discounts into potential play, and wide 
differences in interpretations of value. Two appraisers could agree regarding the value of a business,
but if one applies a marketability discount, their conclusions can be significantly different, and 
confusion results. This is an issue that needs to be crystal clear in your agreement.

3.  The "as of" date for the valuation. Believe it or not, some buy-sell agreements are not clear about
the date as of which the valuation(s) should be determined by appraisers. This can be extremely
important, particularly in corporate partnerships and joint ventures when the occurrence of events
other than the death of a partner typically establishes a valuation date. We were involved in major
litigation a couple of years back where it took two arbitrations and several nationally known
appraisers to resolve what was a dispute over the appropriate valuation date. Fortunately for our
client, the arbitration panel agreed with our interpretation of the buy-sell agreement from a 
valuation viewpoint.

4.  The funding mechanism. Many buy-sell agreements do not provide a specific funding mechanism,
either through insurance, sinking funds, or pre-agreed payment terms. An agreement is no better
than the ability of the parties and/or the company to fund any required purchases at the agreed
upon price.

5.  Qualifications of appraisers. Some buy-sell agreements provide a specific list of firms that the 
parties agree are mutually acceptable, either for a single appraiser option or for the multiple-
appraiser options. In other cases, the specific, individual qualifications of appraisers are spelled out
(e.g., credentials from a major credentialing organization, experience in appraisal, experience with
the industry, etc.).

Credentials can be important. I reviewed a draft buy-sell agreement for an acquaintance a couple
of years ago. His company was a $100 million, highly successful service organization. The draft
buy-sell stated that the appraiser should be an "accredited general appraiser" in the state of 
domicile. An accredited general appraiser is qualified to appraise residential or possibly small 
commercial real estate. This error was fixed in the next draft!
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6.  Appraisal standards to be followed. Some buy-sell agreements go so far as to name the specific 
business appraisal standards that must be followed by any selected appraisers. For example, I have
seen agreements that state that the appraiser(s) must follow the Uniform Standards of Professional
Appraisal Practice and the Business Valuation Standards of the American Society of Appraisers.

What's so hard about specifying these things? I've had clients tell me that they have a hard time talking about some
of these issues with their fellow shareholders when they are creating their buy-sell agreements. It makes people think
about things they don't want to think about. But think about them you must.

The process of drafting a buy-sell agreement requires the parties to address important issues in balanced form at the
outset. In doing so, they are forced to realize that each party could be a buyer - in the event of the death of a 
partner - or a seller. Actually, if one thinks about being a seller, it is actually his or her estate that will be the 
seller. This can be tough stuff to deal with.

As I've said in numerous speeches, if you think it is difficult to address these issues with your partner(s) in the here
and now, just think how difficult it will be when one of you is in the hereafter!

Know this. If these defining elements, including the pricing mechanism, are unclear in your (or your clients') buy-sell
agreement(s), they will be the only thing you will be able to think about following a trigger event until the 
situation is resolved. Absent a clear agreement, this can take lots of money, lots of time, and create lots of hard 
feelings. And dealing with the issues under adverse circumstances will absolutely distract you from the business of
running your business.

The Bottom Line
You probably don't spend much time at night thinking about your (or your clients') buy-sell agreement(s). Take my
word for it, you shouldn't. You should be thinking about your buy-sell agreement now, in the light of day, and 
working to get a clear agreement that works for you and your fellow shareholders or partners.

I never practice law, because to do so requires a license. So I don't have any legal opinions. I prefer to think of them
as business opinions.

1.  If you are a business owner or shareholder and your buy-sell agreement has not been updated 
within the last year (or if you don't understand it if it has), run, don't walk, to your corporate 
attorney to talk through these issues.

If you or your attorneys don't understand the valuation nuances of your buy-sell agreement, don't
hesitate to bring in a qualified business appraiser to read the agreement from a valuation 
perspective and to tell you what he or she thinks it means - or if there is legitimate room for 
misunderstanding between appraisers. Find out what needs to be done, make the necessary 
decisions, and fix the document. It will never be easier than right now.

2.  If you are a trusted adviser to a business owner or significant shareholder, I would suggest making 
contact for the explicit purpose of discussing the buy-sell agreement and subjecting it to formal
review and/or revision.

www.mercercapital.com
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3.  If you are an executive or director of a large company with multiple joint ventures involving 
substantial resources, you can bring great value to your company by requesting a review, from legal
and valuation viewpoints, of all existing buy-sell and/or put agreements with appraisal-type pricing
mechanisms.

Remember this about buy-sell agreements - someone will buy and someone will sell. You just don't know who that
will be when you sign the agreement. Your agreement needs to work for you and your family whether you are the
buyer or seller. And it needs to work for your partner(s) and their families (or their shareholders) whether they are
the buyers or sellers.

This is important. Send this article to any of your friends who own businesses. They will benefit greatly from 
taking time to review their buy-sell agreements. And send this article to attorneys, accountants, or other advisers of
businesses. They can bring great value to their clients by suggesting a review of their buy-sell agreements from legal
and valuation viewpoints.

Z. Christopher Mercer, ASA, CFA

C O M I N G S O O N

Buy - Sell Agreements: The Do’s and Don’ts
A New Book from Mercer Capital, Coming in the First Quarter of 2006

Mercer Capital has reviewed hundreds of buy-sell and other shareholder agreements, and we want to share our 
“lessons learned” with you. We do not offer legal opinions or guidance, but instead provide a list of things to watch
out for and why they are important. Written for business owners, attorneys, CPAs, insurance providers, as well as
other business appraisers, the book also includes case studies from our history of client engagements that 
powerfully illustrate the consequences of badly-drafted agreements. 

To be notified of the publication date and qualify for the special pre-publication discount, email Barbara Price at
priceb@mercercapital.com. Please type “Buy - Sell” in the subject line, and be sure to provide your name and address
in the message.

A N N O U N C I N G  T H E  “ I S  Y O U R  B U S I N E S S  R E A D Y  F O R  S A L E ? ™ ”  
T E L E S E M I N A R  S E R I E S

SAVE THE DATES:

November 2, 2005
December 14, 2005

January 18, 2005

MORE DETAILS COMING SOON
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Title Description Investment Release Date

Valuing Shareholder Cash Flows: Quantifying Marketability Discounts  has been updated and is Currently Available

Quantifying Marketability Discounts now offered as an e-book. Titled Verifying Shareholder Cash

Flows: Quantifying Marketability Discounts - 2005 E-Book,  this

edition provides a brand new chapter which discusses each of $95.00

the five assumptions of the QMDM in depth. As a bonus, when

you purchase the e-book, you will also receive the QMDM

Companion, the latest edition of the Quantitative Marketability

Discount Model in spreadsheet format. We plan to continually

add content to this e-book, and as a purchaser, you will receive

this content free-of-charge  when it becomes available.

Valuing Financial Institutions We are responding to requests to put this book back into print $65.00 Currently Available

and we are doing so as an e-book

Valuation for Impairment Testing The first SFAS 142 valuation resource for CFOs and auditors. $45.00 Currently Available

Also available in printed form at www.mercercapital.com

Are S Corporations Worth More An e-booklet that adds to the S Corp vs. C Corp. debate Complimentary Currently Available

Than C Corporations?

A N N O U N C I N G  M E R C E R  C A P I TA L’ S  E - B O O K  L I B R A R Y

M E R C E R  C A P I TA L  O N  T H E  R O A D

September 20, 2005
ESOP Panel
FCG Annual Conference

Chicago, Illinois
Kenneth W. Patton, ASA

September 30, 2005
“The Integrated Theory of Business
Valuation”
8th Annual Conference of the
Arizona Society of CPAs 

Phoenix, Arizona
Z. Christopher Mercer, ASA, CFA

October 18, 2005
TBA
Financial Executives International,
Memphis Chapter

Memphis, Tennessee
Z. Christopher Mercer, ASA, CFA

The professionals of Mercer Capital have a great deal of experience speaking to industry and professional groups
across the nation on topics such as:

• The Integrated Theory of Business Valuation
• Is Your Business Ready for Sale?TM

• Purchase Price Allocation
• Valuation of Employee Stock Options
• Litigation Support and Expert Testimony 

• Valuation of Privately Held Businesses,  
Partnerships, or LLCs 

• Financial Institution Valuation
• ESOP Valuation

To book a Mercer Capital professional as a speaker at your next conference or CLE/CPE meeting, 
please contact Barbara Walters Price at priceb@mercercapital.com.

Visit our website at www.mercercapital.com for more information or to download an e-book.
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A  G E N T L E  P L U G  F O R  O U R  F I R M

MERCER CAPITAL is a business valuation and investment banking firm serving a national and international clientele. Our
reputation for excellence is based on an ability to solve complex financial problems expeditiously.  We convert over 20 years of
experience, including thousands of assignments, into solutions for the issues of today.  

Mercer Capital provides a broad range of independent valuation and financial advisory services, including:

• Dispute Analysis Services and Expert Testimony
• Valuation for Corporate Tax Matters
• Valuation for Corporate Income Tax Issues
• Corporate Litigation Support
• Purchase Price Allocations

• Valuation of Employee Options
• Goodwill Impairment Testing 
• Valuation of Intangible Assets
• Fairness Opinions

MERCER CAPITAL ADVISORS is the investment banking division of Mercer Capital and specializes in providing merger
and acquisition services to sellers or buyers of private businesses or public companies divesting divisions and subsidiaries. In

addition, Mercer Capital Advisors assists clients in industry consolidations, roll ups, and refinancings.

I N T E R N E T  C O M M E R C E :  O B TA I N  P R O P O S A L S  T O  VA L U E  Y O U R  
C O M PA N Y,  B A N K ,  F L P  O R  L L C  V I A  O U R  W E B S I T E

The cost of your time and delays in obtaining proposals has just gone down. Use one of the PROPOSAL REQUEST FORMS on
our website.

Many of your colleagues have already used our PROPOSAL REQUEST FORMS and are impressed by the decrease in 
transactional overhead and the increased ease in obtaining actionable proposals for their clients. We are pleased to be doing
business with them. Try it yourself!  Visit our website and provide us with the pertinent information via this form, and we'll 

prepare a proposal and deliver it to you via e-mail, fax or USPS. Complete confidentiality is assured.

U N S U B S C R I B E

We will continue to send the newsletter as published at no cost unless you notify us that you wish to be removed from the 
distribution list.  To REMOVE yourself from this list, send an e-mail to: mercer-owner@mercercapital.com and type the words
"Unsubscribe – Value Matters" in the subject line (without the quotation marks).

Business Valuation • Investment Banking

Headquarters:
5860 Ridgeway Center Parkway, Suite 400

Memphis, Tennessee  38120
901.685.2120 • Fax 901.685.2199

Midwest Office:
511 South 5th Street, Suite 206

Louisville, Kentucky  40202
502.585.6340 • Fax 502.585.6345

www.mercercapital.com

DISCLAIMER. This publication does not constitute legal, valuation, tax, or financial consulting advice. It is offered as an information service to
our clients and friends. Those interested in specific guidance for legal and accounting matters should seek competent professional advice.
Inquiries to discuss specific valuation or corporate finance matters are welcomed.  Permission is specifically granted to send copies of this
Value MattersTM to others who might have an interest in its contents. Permission is also granted to quote portions of this newsletter with 
proper attribution.

Copyright © 2005 by Mercer Capital Management, Inc., all rights reserved. Text, graphics, and HTML code are protected by US and
International Copyright Laws, and may not be copied, reprinted, published, translated, hosted, or otherwise distributed by any means without
explicit permission.
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