
Top Ten Things I Wish I Had Known About Selling My Business
Top Ten Things from the Lawyer’s Perspective

1. Plan Ahead and Get Your House in Order.


Planning for a possible sale of your company is not something to consider a week or even a few months before the sale occurs.  Instead, a business owner needs to consider well in advance those matters likely to be most important to a potential acquirer and make sure that your house is in order.  The last thing that you want is to have a potential combination thwarted because of things that you could have remedied ahead of time.  

Items of relevance to a potential acquirer vary by industry, but several of particular importance include:


●
Make sure that your equity structure is fixed and well documented.  Do what it takes to make sure that there are no lingering questions about whether an ex-founder, ex-employee or others are entitled to a share in your company’s equity.  Even if this requires negotiating a settlement with a departing employee, it is generally in your economic self-interest to have those discussions when there is no specific transaction on the table – and not on the eve of a transaction when you need that person’s release of ownership claims.  Make sure that all of your shareholder records are complete and that your share record books match your company’s corporate minutes and the agreements that you have signed with shareholders or option holders.

●
Make sure that you own all of your intellectual property.  Pay particular attention to arrangements with consultants, to ensure that all work they did on your behalf is your intellectual property and work done for hire.  Consider whether all of your trademarks are fully protected.  It may be wise to undertake an intellectual property audit to make sure that there aren’t issues lurking that could deter a potential acquirer.


●
In the wake of Sarbanes-Oxley, public companies and even companies that aspire to be public companies are increasingly scrupulous about the financial records of potential target companies.  Even very small companies with a small workforce and limited budget for annual audits are expected to have basic financial procedures and controls in place such as controls over access to cash and purchase order documentation, to give the acquirer comfort that they are not buying a Sarbanes-Oxley problem.  
2. Get Help With Negotiating Your Letter of Intent – Don’t Wait Until You’ve Negotiated Away Important Rights.

Some business owners don’t pay sufficient attention to the letter of intent.  Because it is a “non-binding” agreement, they mistakenly believe that it is a flexible document permitting further negotiation of major terms and that they do not need to involve their counsel at this early stage.  This mistaken belief can often come back to haunt them when their agreements made in haste resurface throughout the subsequent transaction negotiations.  The letter of intent is a critical document in the merger negotiations.  Even a non-binding letter of intent forms the basis and sets the tone for the entire transaction.  Often you will have your best leverage at this point, before you have committed to negotiate the deal in an exclusive manner with the acquirer for a specified period of time.  It is also an important first step in the acquirer’s gauging the sophistication of the target company.  It is important at this stage to make it clear to the acquirer that although you are interested in the transaction, you are not willing to close a deal at any price and on any terms.  
3. There’s More than One Way to Skin a Cat – Understand Whether an Asset Sale, Stock Sale or Merger Would be Most Beneficial to You.

For privately held companies, acquisitions come in three basic flavors – asset sales, stock sales by the stockholders of the company and mergers.  Each type of transaction has its own tax and accounting implications as well as liabilities retained by the target company.  It is important to involve both your counsel and your accountants to make sure that you understand the implications of completing a transaction in one form or another, because the tax costs of proceeding in one form rather than another are often significant.  

For example, selling assets as a subchapter C corporation typically results in two levels of tax:  first, a tax at the corporate level which may be partially ordinary income, and then tax at the stockholder level as the cash received by the target company is distributed to its stockholders.  If you operate as a limited liability company, on the other hand, you have much more freedom.  For a C corporation, a stock sale will in most cases be preferable to the selling company, but may be problematic to the acquirer because it doesn’t allow the acquirer to book up the assets acquired for tax purposes based on the purchase price and then depreciate the assets, at the higher price.  Even more tax efficient, a merger may defer the selling stockholders’ taxes.  On the other hand, the price of tax deferral in a merger is receipt of the acquiring company’s stock rather than cash (some cash is permissible in some form of mergers, but will be subject to tax).  Some business owners selling their company would prefer the security of cash to the risk of another company’s securities.  

Other considerations influencing your choice of structure include the number of client contracts (an asset sale will require an assignment of each one, giving third parties an opportunity to renegotiate terms), stockholder approval requirements, the availability of appraisal rights (the right of a stockholder who does not want the consideration offered in a merger to obtain the fair market value for his shares) and the retention of liabilities, as well as numerous other factors.
4. Don’t Underestimate the Impact on Your Employees and Customers.
Mergers and acquisitions are very unsettling to employees and customers.  Employees worry that they will lose their job, that they will be required to move, that the “culture” of the company will change.  In many cases, their fears are well founded.  Acquisitions often do change the look and feel of the workplace dramatically.  Many business owners underestimate the amount of time and effort that will be required to provide reassurance to your employees and the amount of business that won’t be getting done in the ordinary course for a period of time leading up to and shortly after an acquisition.  Key employees may leave.  Spend some time before you go very far down the path of a deal considering whether there are economic incentives the acquirer is willing to provide to your key employees to stay, through equity incentives, retention bonuses or similar means.  
Customers, too, worry at the announcement of a deal.  For this reason, it is very important as a target that you get the deal as fully closed up, with as few contingencies as possible, before you announce the transaction.  Asset transactions, typically requiring a signing of the asset purchase agreement followed by the target’s efforts to obtain the consents of key third party customers to assignments of contracts, can be particularly problematic in this regard.
5. Understand the Liabilities that You are Retaining and Consider How to Limit These Risks.

The structure of a transaction will affect the liabilities retained by the owners of the acquired company.  In an asset sale, for example, the buyer will assume only those liabilities that are specifically covered by the asset purchase agreement.  Although legal theories relating to continuation of the business enterprise provide that a buyer continuing the business of the seller assumes certain types of liabilities (products liability, employment and environmental, as examples) whether or not expressly assumed, as a seller in an asset sale your assumption should be that if a liability is not directly listed in the purchase agreement, you retain the liability.  This retention would apply equally to contingent liabilities such as lawsuits that may arise in the future relating to an act before the sale.  
At the other end of the spectrum, a merger is a product of state law.  Most state’s statutes make it abundantly clear that the liabilities of the seller are assumed by the buyer in a merger by operation of law, leaving the stockholders of the seller in a better position.

These diametrically opposed allocations of risk are bridged by negotiated indemnification provisions in the purchase and sale agreement, which allocates risk in an appropriate manner.  Indemnification provisions force the parties to confront the potential problems that might arise after a deal, relating to breaches of representations and covenants or to specific items such as a lawsuit that has been disclosed but that the buyer doesn’t want to cover.  Some key matters covered by indemnification include:  
(1) Scope of coverage.  What matters are being covered?  For example, is the seller responsible for any losses relating to actions or circumstances that happened or occurred before the closing  OR is the seller responsible only for misrepresentations (and therefore, if a seller did not know of a pending lawsuit, it may not be responsible for it, depending on how the litigation representation is worded)?
(2) Length of coverage.  Is it appropriate for the seller to be responsible for any claim brought within the applicable statute of limitations or should there be a more limited period (e.g., until the next full audit) during which the buyer can claim under the indemnification provisions?

(3) Baskets and caps.   Typically the seller doesn’t want to cover claims unless they exceed a specified amount, and then only for the excess dollars above the threshold amount.  The buyer will want the seller to cover the first dollar of loss if the claims exceed the specified amount.  Additionally, the seller will want to cap liability at some amount well below the full purchase price.  The buyer will want sufficient seller funds at risk to provide it comfort.
(4) Joint and several liability.  The buyer will want all potential sources of indemnification to be jointly and severally responsible, so that the buyer may proceed to collect from the easiest source and leave it to that person to collect from her co-defendants.

(5) Exclusivity.  Is the indemnification to be the exclusive means for the buyer to obtain redress in the case of losses or merely a convenient means?  
(6) Escrow.  Will a portion of the purchase price be held back to provide a safe source of payment?  If a portion of the purchase price is to be paid in the future through a promissory note or other deferral, an offset mechanism is often used in lieu of an escrow.
6. Don’t Forget to Negotiate Your Own Employment/Consulting Arrangements Before the Eve of the Closing.

It is not at all unusual for a business owner to be negotiating her employment or consulting arrangements on the night before the closing is to occur.  The bonus arrangements are frequently either left out entirely or drafted in such a generic way that their implications are left to the eye of the beholder after the deal closes – at which time you, as business owner, have lost a great deal of leverage.  Make sure that you negotiate to get very specific bonus targets in your employment agreement, ones that you have control over meeting.  If you have an earn-out arrangement in your agreement, consider the sort of severance arrangement you need to give you comfort.  If your services are terminated and you are therefore no longer able to control the achievement of the earn-out goals, you will want to factor that into your analysis of what a “fair” severance arrangement will include.
7. Earn-Outs.

Earn-outs are a popular way to address difference of opinion between the buyer and the seller on the earning potential – and therefore the value – of the acquired company.  Using an earn-out formula, a buyer is able to pay a lower fixed price at the closing, based upon more modest valuation assumptions, and require the seller to prove the value of the acquired company based on actual post-closing results in order to get all or some portion of the additional purchase price.  For example, a seller may be entitled to additional annual payments over a four year period if the acquired business exceeds specified net income levels in each year.


While terrific in concept, in reality earn-outs pose numerous problems that an owner of a business should understand and not underestimate.  First, to ensure that the earn-out has the highest likelihood of being achieved, you should remain employed at the new company during the earn-out.  For those with an entrepreneurial bent, the term of the earn-out can be a long time if you are not offered sufficient authority within your division.  Also, there are generally no guaranties that you will remain employed and, as a tax matter, it is important not to link the earn-out to future employment.  Second, the acquiring company or your division or subsidiary may be sold during the earn-out period.  What happens then?  If you are basing earn-out payments on net income, how do you decide whose revenue dollars are produced in a marketing pitch involving more than just your division?  Similarly, how do you allocate costs for things such as overhead that are provided by the parent company?  Does the parent allocate you a share of expenses relating to growth of the company as a whole (as an example, is your division allocated the costs of other acquisitions that benefit the company as a whole, for purposes of the earn-out formula?).  Financial statement expenses such as amortization of goodwill based on the purchase price paid in the transaction itself should be excluded.  What happens if your company doesn’t achieve the earn-out hurdle in year 1 but more than makes up for the shortfall in year 2 performance?  As illustrated by the handful of questions above, earn-outs are typically among the most negotiated provisions in a purchase and sale agreement.  Involving your accountants as well as your counsel is critical, since so many of the nuances of the earn-out formula relate to financial accounting terms and your post-transaction financial statements.
8. Be Realistic About Timing – and About the Amount of Your Time That Will Be Required.  


Once you make a decision to sell your company, you will naturally be impatient to close the deal.  Be prepared for the process to take some time, however.  Negotiation of key points often involve both sides going back to their own board and advisors, and this process is slow.  There may be outside forces that slow things too – including regulatory filings such as Hart-Scott-Rodino filings for antitrust purposes or filings with the SEC to register stock to be issued.  Even without regulatory concerns, you may need to call a stockholder meeting to approve the transaction, or you may need to negotiate and obtain customers’ consents to the assignment of important contracts to the acquirer.  It is helpful to have your counsel put together a deal timetable, to alert you to the steps needed to complete the transaction and reasonable amounts of time that you should anticipate for each step.  

You should also understand that deals often occur in two stages: first the negotiation and signing of the purchase agreement and second, the closing of the transaction.  Although by signing the purchase agreement, the parties are binding themselves to complete the transaction if all conditions to close are met, that list of conditions is often long and detailed.  From the signing to the closing, the parties proceed to obtain the necessary customer consents, governmental approvals, waivers, completion of clean-up matters that are required (for example, the seller may have to negotiate closure to an onerous agreement on its own nickel before closing).  The period from signing to closing is a particularly anxious one for a seller.  The deal is now public – and this often causes tensions and uncertainties with customers and employees.  Further, a broken deal at this point could cause significant harm to the reputation and financial condition of the seller, as “tainted goods”.  At the same time, the buyer typically has a “material adverse change” clause through which it may exit the deal upon the occurrence of a significant adverse change that goes to the heart of the value of the company.  For this reason, sellers are very interested in shortening this period as much as possible.

A related point is that you should not expect anything about this period to be “business as usual”.  When you are not negotiating deal terms, or discussing post deal operations with your counterparts, you are calming employee or customer concerns.  This will not leave you much time to run your business in the way you normally do – so be prepared by having good lieutenants who can pick up some of your customary duties during this period.


9.
Perform Due Diligence on the Acquirer.

Often, targets provide all the requested due diligence for the acquirer, but forget to perform due diligence of their own.  Don’t forget that you are staking the future of your company, perhaps a portion of your future income stream (if you are going to be an employee or consultant or if a portion of your purchase price is deferred) and your employees’ livelihoods on expectations of how the acquirer will act after the closing has occurred and you are back to “business as usual”.  In addition to conducting financial and  legal due diligence on your suitor, find out from other companies acquired by the acquirer how the process worked for them, what worked and what didn’t.  Even if the results of your discussions are positive, you are likely to learn something helpful about the acquisition process from your conversation.
10.
You Can Say No.
There is a certain amount of momentum created once you have made a decision to sell your company.  It appears that the die is cast, that there is no going back once the decision has been made.  On the other hand, there is a difference between making a decision to sell your company and a decision to sell it to the particular acquirer with whom you are negotiating.  If the transaction does not feel right to you, do not feel compelled to close the transaction simply because you have signed a letter of intent or even a purchase agreement.  The consequences of changing your mind at the letter of intent stage often mean that you will have to pay some expenses and will be prohibited from engaging in similar discussions with another party for a 30-90 day period.  While termination provisions of a purchase agreement will typically require you to make the buyer whole for its expenses (mostly legal and accounting) relating to memorializing the deal if you terminate the transaction and the buyer may have other technical claims against you, these risks may be far outweighed by the consequences of completing an unwise transaction.   Further, a buyer will often be willing to negotiate a settlement on a termination, taking the pragmatic view that buying a business from an unwilling seller (particularly if you are a critical part of the deal) is not a good business strategy.  Pay attention to any termination penalties, fees or liquidated damages clauses in the letter of intent or purchase agreement, to make sure that you know what your costs would be were you to take advantage of an escape hatch.  
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