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Succession Planning for Business Owners: Why It Pays to Plan Ahead

As rewarding and fulfilling as owning a successful business can be, the time will come to hand over ownership of the enterprise to a successor or sell it and use the proceeds for retirement or some other purpose. That’s why having a formal succession plan in place is a must for most business owners who envision eventually retiring from that business, who want the business to be an ongoing viable entity after he or she retires, and who want to maximize the value they and their family get out of the enterprise upon their exit.

Having spent so much time nurturing an enterprise, a succession plan is key to turning all that sweat equity into cash. Yet too many business owners — greater than 70% of small businesses, by some estimates — lack a succession plan. And that’s a mistake that can cost the business owner and his or her family dearly, both financially and emotionally, according to certified financial planner Raymond Benton of Benton & Associates in Denver, Colo.

“It takes time to put a [succession] plan together, and it often involves emotionally charged issues, which is why people have a tendency to put it off,” says Benton. “But it’s important that business owners have a plan for their succession.”

As daunting as the process of succession planning, not to mention the prospect of handing over ownership of the business in which you invested so much of yourself to build, might seem, it becomes less ominous and more manageable the more you understand what it entails. Here’s a look at the basics:

WHY plan for succession? A well-thought-out, legally sound succession plan gives the owner of the business the means to dictate the terms by which that business will transfer to new owners. Having a plan in place usually allows an owner to get the most value out of the business when it comes time to transfer ownership, in terms of getting a fair sale price (if the ownership transfer involves a sale) and maximizing the tax benefits associated with the transfer of ownership.

WHAT is a succession plan and what are the options for transferring ownership of an enterprise? A succession plan is a formal legal document (or documents) specifying the terms by which, and to whom, ownership of a business will transfer. That transfer may involve:

• a sale to an outside buyer.

• a sale/transfer to an existing partner or employee of the business (usually a successor who’s hand-picked by the existing owner).

• a sale/transfer to other parties with ties to the existing owner, such as a family member/relative.

Transfers that involve a sale to an outside purchaser often produce the most satisfactory outcome, financially and otherwise, observes Benton, given the emotionally charged issues that often cloud transfers to family/relatives.

WHEN to start developing a succession plan? The earlier, the better, says Benton, who suggests business owners put the process in motion a minimum of five years before they anticipate stepping aside, to provide enough time to take the steps necessary to maximize the value and marketability of the enterprise. The closer to retirement the business owner is, generally the more urgent the need to start preparing a succession plan.

WHO to involve in the process? Internally, key stakeholders need to be involved. That may include partners/co-owners if there are any, as well as relevant family members/relatives if the plan involves keeping the business in the family. Externally, it’s wise to assemble a team of professional advisors with business succession/merger & acquisition expertise, among them a certified public accountant (to help prepare the books, maximize tax efficiency of the transaction, etc.), an attorney (for all legal aspects of the plan, plus negotiations around the transaction), a financial advisor (to weigh in on the owner’s personal financial considerations) and perhaps a business broker who can shop the business to prospective buyers. 

HOW to go about succession planning? How the process unfolds depends largely on the transfer route the owner decides to take. But oftentimes the basics are the same:

• Determine the owner’s objectives: To make as much money from the transaction as possible? To keep the business in the family? To make sure it’s in the capable hands of a hand-chosen successor? And what’s the timeframe for succession?

• Choose the succession route (sale to an outsider, transfer of ownership internally, etc.), based on the owner’s objectives.

• Get the business’s accounting books in order, a particularly important step if the enterprise will be marketed to potential outside buyers. For example, where once the priority may have been to gear the books for tax efficiency, now it may be time to switch gears so the books reflect maximum profitability. Here’s where it helps to have lead-time to develop a longer track record of profitability, notes Benton. The more consistently profitable the business, generally speaking, the more valuable it is to an outside buyer, and thus the more money the transaction may net the owner.

• Get an independent valuation of the business. Most business owners either undervalue or overvalue their business, he says. Once the books are in order, turn to an independent valuation expert. That valuation is a key component of the succession plan. Without one, the owner may be forced to settle for less than their business is worth.

• Address the structure of the business. For reasons such as tax efficiency and the overall value of the business, it may make sense to incorporate a sole proprietorship, according to Benton. An attorney and accountant can help advise on this issue.

• Talk tax consequences. Given enough lead-time, certain steps can be taken (in consultation with a CPA) to maximize the tax efficiency of a potential transfer/sale.

• Consider customers/clients and employees. A business derives much of its value from customers and key employees, so the focus must be on retaining them. That means grooming key employees to step into responsibilities formerly held by the owner, for example, so the transfer goes as seamlessly as possible.

• Determine a transition timeframe. How long will the exiting owner stick around to ease the ownership changeover?
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