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Creative Strategies for Buying, 
Selling, or Gifting a Business
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The “Integrated Triangle”
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Checklist of Objectives

 General Objectives
– Business represents larges income producing 

asset

– Owner’s need for continuation of income while 
alive
 Retirement need analysis

 Family income splitting considerations
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Checklist of Objectives (cont.)

 Continuation
– Succession planning necessary to survive 

generational change
 35% of family businesses last more than one generation

 Less than 10% of family businesses last more than two 
generations

– Integration of family advisors
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Checklist of Objectives (cont.)

 Selecting the “Successor(s)”
– Inclination to run the business

– Experience in running the business
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Checklist of Objectives (cont.)

 Tax benefits of employing the “Successor(s)”
– Income shifting

– Reduction of parent’s wealth transfer tax issues
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Checklist of Objectives (cont.)

 Non-tax benefits of employing the 
“Successor(s)”
– Giving authority to the successor to test the 

waters

– Smooth transition
 Avoid abrupt shift of power

 Learn from mistakes

– Non-active family member issues
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Checklist of Objectives (cont.)

 Temper the ego of the “Successor(s)”

 Motivating the “Successor(s)”
– Identify factors that motivate the “Successor”

– Will these factors still exist after retirement of 
owner(s)

 Board of Directors / Advisors

8



Checklist of Objectives (cont.)

 Sale of business to “Successor” prior to or at 
retirement
– Valuation issues

– Term installment loan

– Private annuity

– Self-cancelling installment note
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Checklist of Objectives (cont.)

 Sale of business to “Successor” at death via 
a “buy-sell” agreement
– Valuation issues

– Form of agreement
 Cross-Purchase

 Redemption
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Checklist of Objectives (cont.)

 Gift of business to “Successor”  
– Direct gift

 Valuation issues

 Discounting techniques

– Indirect gift
 GRAT / GRUT

 CLAT / CLUT

– Recapitalization
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Checklist of Objectives (cont.)

 Testamentary bequest of business to 
“Successor”  
– Estate tax considerations

– Income during the life of the surviving spouse

– Ownership by the surviving spouse
 Transfer tax issues

 Impact on successor

 Remarriage of surviving spouse
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Checklist of Objectives (cont.)

 Other issues
– ESOP (Employee Stock Ownership Plan)  

– Liquidity / Equalization Issues
 Insurance

 Proper use of an ILIT
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Valuation Methods

 Business Valuations – Mix of art and science
– Subjective rather than objective

 Natural course of affairs – “A business is 
worth what a willing buyer would pay to a 
willing seller in an arms-length 
transaction”
– Problem – Not all valuations are prepared for the 

purposes of a “Buy-Sell” transaction
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Purpose of a Business Valuation
 “

 To create ways of estimating a fair price for 
the business”
– Again, the “subjectivity versus objectivity” problem 

exists
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Reasons for a Business Valuation

 Estate and financial planning purposes

 Estate and Gift Tax purposes (both federal 
and state)

 Divorce settlements and issues

 Raising capital
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Major Methods of Valuing a 
Business

 Capitalized Earnings Approach Method

 Excess Earnings Method

 Cash Flow Method

 Tangible Assets (Balance Sheet) Method

 Cost to Create Approach Method

 Rule of Thumb Method

 Value of Specific Intangible Assets Method
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The Capitalized Earnings 
Approach Method

 “Capitalization” – Return on investment that 
is expected by the investor
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The “Website.com” Example

Facts: “Website.com” is a business that runs an
Internet website. For an annual fee, users have
the right to access Website.com’s Internet
website. The users send money to Website.com
directly, and Website.com has been collecting
money at the rate of about $10,100 per year
steadily for ten years with very little variation. It
is likely to continue to collect money at this rate
indefinitely.
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The “Website.com” Example 
(cont.)

The only expense for this business is $100 per
year rent to the web host service provider.
Thus, the business earns $10,000 per year
($10,100 less $100). Since Website.com will
continue to collect money indefinitely at the
same rate, it retains its full value. A buyer of
Website.com should be able to sell the
business at any time and get his or her initial
investment back.
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“Website.com” - Issues

 What facts that are provided give an 
assessment of “business risk”?

 What is the risk assessment of this 
business?

 What factor in the following valuation formula 
describes “risk”?
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Formula Determination

 A buyer would look at this "minimum risk" 
business earning $10,000 and compare it to 
other ways of investing his or her money to 
earn $10,000 per year. 

Assumption: Current T-bill rate is 8%

22



Formula Determination (cont.)

 How much money would have to be invested 
at 8% in order to arrive at a return of 
$10,000?

Solution: $125,000 ($125,000 x 8% = 
$10,000) 
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The “Real World”

 In the “real world” of business, there are 
virtually no "no risk" situations

 The higher the perceived risk, the higher the 
capitalization rate (percentage) that the 
buyer will use to estimate value. 

 The “risk factor” is represented by the rate of 
return
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The “Real World” (cont.)

 In our example, if risks are determined to be 
high, the interest rate will be raised.
– Example: Assume high risk – If interest rate is 

raised to 20%, the value of the business would be 
$50,000 ($50,000 x 20% = $10,000) 
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Additional Issues to Consider

 Review income statement for higher than 
realistic and lower than realistic expenses

 Look at trends in the industry

 Look at relations and relationships that the 
owner of the business built and can maintain

 Negotiate a covenant not to compete
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The Excess Earnings Method

 This method is similar to the capitalization 
method described above

 The difference is that the Excess Earnings 
Method splits off return on assets from other 
earning (the “excess earnings”)

 When a small businesses earns only a small 
part of its revenues from tangible assets, the 
excess earning method is a preferable 
valuation method
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The “Widgets, Inc.” Example

Facts: John Doe owns and operates a business,
“Widgets, Inc.”, that manufactures widgets.
Widgets, Inc. has tangible assets of $300,000.
Widgets, Inc. pays John Doe a very reasonable
market value salary (the same amount that
Widgets, Inc. would have to pay a competent
manager to do John Doe’s job). After paying the
salary, Widgets, Inc. has earnings of $120,000.
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The “Widgets, Inc.” Example 
(cont.)

The financially rational reason for owning
business assets is to produce a financial return.
Let's say that a reasonable return on Widgets,
Inc.’s tangible assets is 15% per year. A
reasonable number here should be based on
industry averages for return on assets adjusted
to current economic conditions
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Widgets, Inc. Valuation Calculation

 Based on the calculations above, $45,000 of 
Widgets Inc.’s profits are derived from the 
tangible assets of the business ($300,000 x 
15% = $45,000)

 The remaining $75,000 ($120,000 - $45,000 
= $75,000) in earnings are the excess 
earnings
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Widgets, Inc. Valuation Calculation 
(cont.)

 Risk factor is represented by a multiple of 
excess earnings
– The higher the multiple, the lower the risk

– A typical “multiple” is 3 for a solid, profitable 
company

 Assume for our example that the business of 
Widgets, Inc. is a bit better than average
– In this case, a higher multiplier factor could be 

assigned
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Widgets, Inc. Valuation Calculation 
(cont.)

 In this example, the risk factor has been 
determined, the multiple number given is 
“3.6”.  Therefore, the value of this business 
can be determined as follows: 
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Calculation of Value

A. Fair market value of tangible equipment $300,000
B. Total Earnings $120,000
C.    Earnings attributed to tangible assets 

($300,000 x 15% = $45,000)                                       $  45,000 
------------------------------------------------------------------------------------
D. Excess Earnings

($120,000 - $45,000 = $ 75,000) $ 75,000
E. Value of excess earnings

($75,000 x 3.6 = $270,000) $270,000
------------------------------------------------------------------------------------
F. Estimated Total Value (A + E) $570,000
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Additional Issues to Consider

 Review income statement for higher than 
realistic and lower than realistic expenses

 Look at trends in the industry

 Look at relations and relationships that the 
owner of the business built and can maintain

 Negotiate a covenant not to compete
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The Cash Flow Method

 Buyers often look at a business and evaluate 
it by determining how much of a loan the 
cash flow will support
– Take profits and add back to profits any expense 

for depreciation and amortization 

– Subtract from cash flow an estimated annual 
amount for equipment replacement

– Adjust owner's salary to a fair salary or at least an 
acceptable salary for the new owner
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Debt Service

 The adjusted cash flow number is used as a 
benchmark to measure the firm's ability to 
service debt

Example: If the adjusted cash flow is
$100,000, and prevailing interest rates are
10%, and the buyer wants to amortize the loan
over 5 years, the maximum a buyer is willing to
pay for the firm would be $392,211.

36



Issues

 When using the Cash Flow Method of 
valuation, the value of a company changes 
with interest rate conditions

 The valuation also changes with the terms a 
buyer can obtain on a business loan
– From a buyer's perspective this may make sense

– From a seller's perspective it introduces a sort of 
arbitrariness into the process. 
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Tangible Assets (Balance Sheet) 
Method

 In certain cases, a business is worth no more 
than the value of its tangible assets

 Selling such a business is often a matter of 
getting the best possible price for the 
equipment, inventory, and other assets of the 
business
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The Cost to Create Approach 
(Leapfrog Start-Up) Method

 There are times when a company or an 
individual will purchase a business simply to 
avoid the difficulties of starting a new 
business from scratch
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Factors

 Buyer must calculate his or her start up 
needs in terms of dollars and time

 Buyer must look at the specific business to 
be purchased and analyze what it has and 
what it may be missing relative to the buyer's 
start up business plan

 Buyer must calculate value based on his or 
her projected costs  
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The Rule of Thumb Method

 Can act as an adjunct to other methods of 
valuation

 Businesses with expenses and profits that 
are right on target with industry averages 
may well sell for a price in line with the rule of 
thumb formula.

 Not appropriate to apply to a business that 
varies significantly from the average
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The Value of Specific Intangible 
Assets Method

 Most overlooked approach to valuation

 Based upon the buyer's buying a wanted 
intangible asset versus creating it

 Many times buying can be a cost efficient 
and time saving alternative
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The “Temps, Inc.” Example

Facts: “Temp, Inc.” is a business that provides
temporary secretarial workers to law firms.
Because there is a shortage of this type of
worker in the area where Temp, Inc. does
business, the ability of Temp, Inc. to place
workers is not difficult. However, finding
qualified legal secretaries is very difficult.
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The “Temps, Inc.” Example

To utilize the Value of Specific Intangible Assets
method of valuation, you would first approach
firms in the same and related businesses.
Through research, it might be proved that
recruiting a qualified worker would cost Temp,
Inc. at least $200 per worker. Therefore, a
prospective buyer of Temp, Inc. might be willing
to a discounted price of $170.00 for each worker
in the pool of available employees.
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Issues

 The overhead of a selling company is not 
necessarily an issue

 Whether the seller of a business is making or 
losing money is of little consequence to the 
buyer

 The value to the buyer is the value of buying 
the specific intangible assets of the business 
itself
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Issues for all Methods of Valuation

 There is no one specific method to value a 
company for buying and selling purposes.  

 There are a number of approaches to 
estimate value  

 It is not unusual for a buyer to ask for the 
logic behind an asking price
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The CPAs Role in Business 
Valuations

 In recent years, many certified public 
accountants have added business valuation 
to their repertoire of professional services

 CPAs are called on to perform valuations for 
purposes of transaction pricing/structuring 
and opinions, taxation planning and 
compliance, financing and restructuring, 
management information and strategic 
planning and litigation support and dispute 
resolution47

Purpose of Business Valuation

 “Business Valuation” Defined: The act or 
process of estimating the value of a business 
enterprise or ownership interest therein

 A valuation analyst should be able to explain 
and defend his or her valuation, including 
both the valuation analysis and conclusion
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When Used

 Banks

 Financial advisory firms

 Accounting firms

 Investment banks

 Internal Revenue Service
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Skill Set

 Strong written and verbal communication 
skills

 Attention to detail

 The ability to interpret financial statements

 An understanding of relevant economic 
forces

 Knowledge of, and the ability to research and 
learn about relevant industry forces

50



Skill Set (cont.)

 Organizational skills

 A thorough conceptual understanding of 
valuation concepts and methodologies
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Standard of Value

 Most used standard of value:  Fair Market 
Value
– “Fair Market Value” Defined:  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, each 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.52



Other Standards of Value

 Intrinsic or fundamental value

 Investment value

 Fair value

 Owner value

 Use value

 Acquisition value

 Collateral value
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Selection of Specific Standard of 
Value

 The selection of the standard of value is 
typically a function of the purpose of the 
valuation

 Appropriate consideration is given to any 
regulatory, statutory or judicial requirements
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Level of Value

 Controlling interest

 Marketable, noncontrolling interest

 Nonmarketable, noncontrolling interest
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Controlling Interest

 The owner of a controlling ownership interest 
in a business enterprise enjoys some 
valuable rights that the owner of a 
noncontrolling interest does not enjoy

 If ownership control is an issue in the 
valuation, the analyst should assess the 
extent to which the various elements of 
control do or do not exist in the particular 
situation
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Marketable Non-Controlling 
Interest

 A marketable, non-controlling ownership 
interest offers the same level of value as 
does a publicly traded equity security

 While that ownership interest can be sold 
quickly and efficiently at the current market 
price, the ownership interest does not enjoy 
any elements of control
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Marketable Non-Controlling 
Interest (cont.)

 Ready marketability--or liquidity--adds value to a 
business interest due to the lack of time and 
costs required to sell that interest
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Non-Marketable Non-Controlling 
Interest

 A non-marketable, non-controlling ownership 
interest level of value contemplates a 
minority interest in a closely held business

 Such an investment is illiquid, and it does not 
provide the owner the ability to influence the 
actions and direction of the business
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Need for Understanding “Level of 
Value”

 The appropriate level of value will influence 
the selection of the business valuation 
approaches, methods and procedures

 Data from published empirical studies are 
available to adjust the level of value indicated 
by each method to the appropriate level of 
value for the specific assignment
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Need for Understanding “Level of 
Value” (cont.)

 These adjustments are referred to as 
valuation discounts and premiums--such as 
premium for ownership control, discount for 
lack of control and discount for lack of 
marketability
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Business Valuation Approaches

 The market approach

 The income approach

 The asset-based approach
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Market Approach

 The market approach is based on the 
economic principle of efficient markets

 The market approach estimates a value by 
comparing the subject business interest to 
comparative business interests that have 
been sold in an established marketplace

63

Market Approach (cont.)

 The most common methods within the 
market approach are:
– The guideline publicly traded company method

– The guideline merged and acquired company 
method

– The guideline transaction method.
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Income Approach

 The income approach is based on the 
economic principle of anticipation

 In this approach, the value of the subject 
business interest is the present value of the 
economic income expected to be generated 
by the investment
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Asset Based Approach

 The asset-based approach is based on the 
economic principle of substitution

 The value of the business enterprise is the 
value of all of the subject business assets 
(both tangible and intangible) less the value 
of all of the subject business liabilities (both 
recorded and contingent)
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Asset Based Approach (cont.)

 This method recognizes that all of the 
economic value of a business has to come 
from--and can be identified with--the 
productive assets of the business.
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Valuation Synthesis and 
Conclusion

 Valuation synthesis and conclusion is the 
process of combining the estimates of value 
derived from the various valuation methods 
to conclude a final value or range of values

 Applying weightings to the estimates derived 
from each method will enable the analyst to 
synthesize the various value conclusions into 
one final estimate of value
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Valuation Synthesis and 
Conclusion (cont.)

 The weightings range from zero to 100 
percent and are based on the analyst’s 
interpretation of the meaningfulness of the 
various methods relative to each other, 
considering:
– The quality of the data inputs

– The appropriateness of using each method for the 
particular assignment

– The differences in value estimates derived from 
each method. 69

Stock Purchase vs. Asset 
Purchase

 Stock Purchase Agreement Issues
– Purchaser also acquires lawsuits, claims of 

creditors, tax deficiencies, and hidden claims

 Asset Purchase Agreement Issues
– Purchaser only acquires “hard assets”, not the 

business itself
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Estate Tax and Transfer Tax Issues

 Succession and Continuity

 Business Continuation Agreements
– a/k/a “Buy-Sell Agreements

– “Triggering Event”

– Formats
 Redemption Agreement

 Cross-Purchase Agreement
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Buy-Sell Structure - Redemption
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Buy-Sell Structure – Cross-Purchase
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Important Clauses in Business 
Continuation Agreements

 Valuation Clause

 First Option Clause

 Insurance Clauses
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Gifting of Business Interests

 “Gift” defined
– “Absolute transfer of an asset from one 

individual to another for less than full and 
adequate consideration in money or money’s 
worth”
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Non-Traditional Gifts

 Forgiveness of a debt
 Foregone interest on an intra-family or 

interest-free loan
 Assignment of benefits of a life insurance 

policy
 Transfer of property to a trust
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Reasons to Make a Gift

 Tax Reasons
– Valuation discount

– Growth potential

– Spousal consideration and advantages

 Non-tax Reasons
– Desire to witness joy

– Testing of an heir

– Financial issues
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The “Split – Interest” Trust

 GRITs, GRATs, GRUTs, and QPRTs
– Purposes

Continued control of income by the Trustor

Discount in the value of the gifted asset in an 
“objective” manner

Potential growth of the asset outside of the 
living estate of the Trustor / Transferor
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Terms

 GRIT – Grantor Retained Income Trust

 GRAT – Grantor Retained Annuity 
Trust

 GRUT – Grantor Retained Unitrust

 QPRT – Qualified Personal Residence 
Trust
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Visualization of the Trust

$1,000,000

Income to Trustor for a set

 Period of time (example: 
10 years)

Remainder to Trustor’s 
child at expiration of time
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Present Value Analysis

Four Variables
– PV (Present Value)

– FV (Future Value)

– i (Interest Rate per Period)

– N (Number of Periods)
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Our Example

 Assume:
– FV = $1,000,000

– i = 8% (assume IRS long-term rate)

– N = 10 years

– PV is our variable to be calculated

PV ≈ $463,000
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Visualization of the Trust (cont.)

$1,000,000

Income to Trustor for a set

 Period of time (example: 
10 years)

Remainder to Trustor’s 
child at expiration of time

 $463,000
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Problems with Technique

 IRC §2036
– Trust must terminate before the death of 

the Trustor, otherwise, the trust assets are 
valued as a part of the estate of the 
Trustor  using the date of death value of 
the assets
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Congressional Actions

 Creation of IRC §2702
– Eliminates GRITs

 Exception #1 – The GRIT was established before 
September 20, 1989

 Exception # 2 – The Beneficiary of the GRIT is not 
related to you

 Exception #3 – The asset in the GRIT is the 
Trustor’s primary home or vacation home (A 
QPRT)

 Exception #4 – The Trust is a GRAT or a GRUT
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Family Limited Partnerships

 Partnership defined

 Subjective (rather than objective) discounting

 Planning Factors
– Estate Planning

– Financial Planning

– Asset Protection Planning
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Family Limited Partnership Outline  
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Other Tools

 Self-Cancelling Installment Notes

 The Use of an ESOP
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Contact Information

Werner-Rocca Seminars, Ltd.

(215) 545-4181

www.werner-rocca.com
art.werner@werner-rocca.com

Follow me on Twitter @ILectureCPAs and @WernerRocca

Link with me on Linkedin at:  art.werner@werner-rocca.com
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BECOME A MEMBER OF OUR SOCIETY!

YOUR interest is our uppermost concern! Initial consultation is at no cost and obligation free, so 
contact us today to schedule!

For more information, call Prof. Israel Blumenfrucht Ph.D., CPA, at (718) 544-1929.

So let us do your Peer Review!
Engagement Review - for Compilation and Reviews

CONTACT US AT (718) 544-1929

SEMINAR DISCOUNTS

Members of our Society 
can access our seminars 

and webinars at discounted 
tuition rates. Become a 

member and pay only $245 
per seminar or webinar!

TECHNICAL INFORMATION 
HOTLINE 

Get answers to tax and 
accounting questions 

directly from our Executive 
Committee. Call 718-544-

1929 or email us at  
hotline@aceseminars.com 

with your questions.

PEER REVIEW
Featuring a free initial 
consultation, our Peer 

Review Program is tailored 

Society members receive an 
additional discount. Please 

visit our Peer Review page for 
additional information.

SEMINAR ARCHIVES
Our full seminar video 
streams are available 

exclusively for member use. 
You can now review and 

watch any seminar that you 
previously attended, in full HD 
format, for 30 days after the 
seminar (restrictions apply).

EMPLOYMENT & CPA  
JOB BANK 

Featuring a free initial 
consultation, our Peer Review 

Program is tailored to your 

members receive an additional 
discount. Please visit our Peer 

Review page for additional 
information.

with your questions. additional information. seminar (restrictions apply).Review page for additional
information.

NEW!

PEER REVIEW
Featuring a free initial 
consultation, our Peer 

Review Program is tailored 
to your specific needs. ACE 
Society members receive an 
additional discount. Please 

visit our Peer Review page for 
additional information.

SEMINAR DISCOUNTS
Members of our Society 

can access our seminars 
and webinars at discounted 

tuition rates. Become a 
member and pay only $250 

per seminar or webinar!

EMPLOYMENT & CPA  
JOB BANK 

Take advantage of our 
employment referral services, 
whether you are looking for 
a position or seeking to hire 
a CPA. Call our employment 

desk at 718-544-1929 or email 
employment@aceseminars.com 

for all employment opportunities.
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