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SUCCESSFUL PLANNING AND EXIT STRATEGIES — LEGAL UPDATE I

HOW TO POSITION YOUR BUSINESS TO REAP
THE BENEFITS OF A LIQUIDITY EVENT

L)

» Big Picture Perspective

L)

*  Develop a “master strategic plan”

*  Chart a strategic path from the beginning, BUT, adjust it as needed
going forward

»  For government contractors, portfolio of contracts and backlog = a
big factor dictating potential buyer pool and driving terms of offer

L)

»  Minimize sale of the company as owners’ retirement
nest egg

L)

*  When possible, over time, take some chips off the table (money out
of the company) for retirement planning/investing

«  Buyer’s valuation of company and offer is formulaic — it’s all about
the numbers and value versus owners “lifestyle” valuation
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HOW TO POSITION YOUR BUSINESS TO REAP
THE BENEFITS OF A LIQUIDITY EVENT

7

% Manage expectations

*  Owners drill down on “what’s my company worth”

=  Recast financial statements — e.g., remove/adjust non-recurring or
excessive items

. Project revenue and earnings over next five years

»  Engage in a honest self-evaluation (know company’s strengths and
weaknesses)

» Plan Ahead

*  Comprehensive due diligence checklist for an internal review and
check-up

« Importance of good business owners agreement (including buy-
sell)

*  Develop a strong management team and key employee base

© PilieroMazza PLLC 2015
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HOW TO POSITION YOUR BUSINESS TO REAP
(INTERNAL REVIEW AND CHECK-UP)

» Use of comprehensive DD checklist for company internal
review and check-up (in advance of a buyer doing the

)

L)

same)

*  Governing documents, corporate records and ownership
records

. Management

Assets

. Financial (financial statements, debt, liens, security interests)
. Contracts

« IP

«  Labor/employment (employee benefit plans)

«  Taxes (federal and state tax returns, disputes)

. Insurance

«  Litigation

«  Regulatory (licenses, permits)

© PilieroMazza PLLC 2015
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HOW TO POSITION YOUR BUSINESS TO REAP
(INTERNAL REVIEW AND CHECK-UP)

/7

% Are the company’s books and records in order and up to date?
*  Company complying with its articles and bylaws?
=  Shares issued in excess of authorized capital stock?

=  QOperating agreement says member-managed but company manager-
managed?

=  S-corporation but non-pro rata distributions to owners (tax issue)?
*  Ownership records showing clear chain of title?
. Documentation on all prior stock issuances and transfers?
*  Financial statements reviewed or audited by independent auditors?

=  Makes lenders and buyers more confident in company’s position and
company’s information
% What’s the consequence of such deficiencies?
*  Could impair a company’s ability to borrow money at a critical time

*  Could have a chilling effect on a buyer’s interest in a transaction
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STRATEGIC AND STRUCTURING CONSIDERATIONS
(BUSINESS OWNERS AGREEMENT)

/7

% A good business owners agreement = good business planning
« Governance
=  Majority rule
. Control over BoD; manager-managed vs. member-managed
. Drag-along rights, tag-along rights
= Deadlock provisions if no majority rule
*  Ownership
=  Specify ground rules for ownership

. For example, ownership tied to active participation in company’s
day-to-day business and operations

=  Buy-out rights

. Based on “triggering events” — death, disability, cessation of
employment, disassociation
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STRATEGIC AND STRUCTURING CONSIDERATIONS
(BUSINESS OWNERS AGREEMENT)

L)

L)

»  Hypothetical Scenario: Business Relationship among Owners
Has Soured

« 3individuals form an LLC to perform government contracting work
* One majority owner, two minority owners

» Basic operating agreement — no dissociation and/or buy-out rights

« For several years owners are in harmony, after that they differ on
business development and corporate strategy matters

» Relations deteriorate, company profitability and employee morale
suffer

« What possible remedies? Partial but not full remedies

© PilieroMazza PLLC 2015
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STRATEGIC AND STRUCTURING CONSIDERATIONS
(EMPLOYEE INCENTIVE COMPENSATION)

% Key Question: have the owners positioned the
company to access, recruit, retain and motivate the
talent necessary to compete and succeed in this
challenging environment?

% Use of employee incentive compensation to develop a
strong management team and key employee base

© PilieroMazza PLLC 2015
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STRATEGIC AND STRUCTURING CONSIDERATIONS
(EMPLOYEE INCENTIVE COMPENSATION)

% All forms of incentive plans are helpful in recruiting
employees
« Not a one size fits all

« Relevant and useful no matter stage of company life cycle

\/

% Some incentive plans are more retention-oriented
(e.g., RSUs or phantom stock)

e “full elevator ride” in value

% Other incentive plans are more motivation-oriented
(e.g., SARs plan or cash bonus plan)

* Solely increase above floor value

© PilieroMazza PLLC 2015
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DETERMINING THE APPROPRIATE

Income taxes

Ownership and
rights

Entity structure

Payroll taxes

Who are you
going reward?

Financial
statements

Federal
acquisition
regulation

impacts

Securities laws
and registration

“STARTING POINT”

Valuation

Administrative
burden and cost

Vesting,
forfeitures

And much more

© PilieroMazza PLLC 2015
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STRATEGIC AND STRUCTURING CONSIDERATIONS
(EMPLOYEE INCENTIVE COMPENSATION)
% Does the company want to share real equity?

¢ How much of the company’s equity or equity value is
to be shared?

% Will awards be paid in stock or cash?

* Which employees will be eligible to participate
(executive officers versus “rank and file”)

% Will employees have to make a monetary contribution
to get the equity value?

* How and when will liquidity events occur?

% How is the award earned and can the company take it
away?

© PilieroMazza PLLC 2015
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EQUITY LINKED INCENTIVES:
PHANTOM STOCK

% Not real equity/ownership

o Typif:ally no capital investment Fair Value
required 6
% Typically structured for . value
immediate value
< Typically established to balance 47
motivation versus retention 3
% Separate account to track 5
increases and decreases
% Benefit = full elevator ride in 1
value 0 . . .

Dateof Year1l Year 2 Year 3

% No appreciation = should
grant

STILL PROVIDE BENEFIT
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EQUITY LINKED INCENTIVES:
STOCK APPRECIATION RIGHTS (SAR/UAR)

» Not real equity/ownership

&

L)

L)

>

% Base value fixed/set at date of grant Fair Value

4

L)

L)

» No investment required § B SAR value

- M Base value

>

D)

» Typically established to motivate
increasing equity value (versus
retention)

&

L)

L)

» Separate account to track increases
and decreases

>

N w ~ U (@) ~ co
|

D)

* Benefit = appreciation above floor
value

» No appreciation = NO BENEFIT 0

4

L)

L)

Date of Year 1 Year 2 Year 3
grant
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EQUITY (OWNERSHIP) INCENTIVES:
STOCK OPTION PLAN

&

L)

» Real equity/ownership occurs open
exercise

L)

Fair Value

>

% Typically some capital investment
required (exercise); Recipient has
financial investment at risk 10 - W Exercise price

s

&

L)

» Can be structured for immediate

and/or future value .
%+ Benefit = full elevator ride in value, 6
share in ownership rights
4 A=
% No appreciation = may still provide
benefit (non-statutory option) .

Date of Year1 Year 2 Year 3
grant

L)

>

L 4

[ o]
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TO PUT IT IN PERSPECTIVE...
A HYPOTHETICAL CLIENT SCENARIO

Company Background:
« Single owner, S corporation
* Owner inclined to not issue equity
« 7year anniversary of company’s existence
« Revenue $10 million
 FMYV of stock is $5 per share value
* Culture: cash oriented

Goals:
« Planning for exit strategy (“sale of the company”) within 5 to 7 years
= Reward 2 key longstanding employees
= Recruit someone in the healthcare IT space
= Motivate company’s employee base

= Retain key personnel through the closing of a “sale of the
company’ transaction

© PilieroMazza PLLC 2015 15
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HYPOTHETICAL CLIENT SCENARIO (conrp)

Possible Solution:

» Retain/Reward: Long term incentive agreement
= (Cash or phantom stock

« Motivate/Recruit: SARs plan
= Management group or key employees

« Cash Bonus Plan

= Select employee pool — business development and sales people

© PilieroMazza PLLC 2015
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MAXIMIZING THE VALUE OF

“SMALL BUSINESS” STATUS

o “Former Affiliate” Rule

‘0

* Joint Ventures
% Mentor Protége

© PilieroMazza PLLC 2015
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USE THE FORMER AFFILIATE RULE IN

CORPORATE PLANNING AND RESTRUCTURING

“*SBA’s rules do not say once affiliated, always
affiliated

« Affiliations can change/lessen over time

 Former affiliate rule: allows a company to
back out the revenues/employees of a former
affiliate from the company’s
revenues/employees — for the entire time
period used to measure its size

© PilieroMazza PLLC 2015
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ABOUT JOINT VENTURES

¢ Main Characteristics:
 (Co-management
«  Sharing profits and losses
e Limited duration

% Competing as a Joint Venture:
« Joint Ventures should be formed before submitting offer
« Agreement should provide for contract performance
« FAR requires disclosure in the proposal

\/

% Forms of Joint Venture

e  Partnership

« Limited Liability Company
e Corporation

© PilieroMazza PLLC 2015

19



SUCCESSFUL PLANNING AND EXIT STRATEGIES — LEGAL UPDATE I

JOINT VENTURES

% JV Revenue versus Prime-Sub Relationship

% Default Rule in JVs: JV partners are generally affiliated for a contract
« JV will, therefore, be considered a small business only if the combined size of
the JV partners meets the size standard for the contract
» JV partners can also be deemed affiliated for all purposes if the JV is

awarded more than 3 contracts in a 2-year period

% Exception to JV affiliation:
*  When each JV partner is small under the applicable size standard and either:
(1) the procurement is bundled or consolidated (rare situation); or (2) the
procurement exceeds one-half the size standard (revenue based) or $10
million (employee-based)

« Joint Ventures between 8(a) protégé and SBA-approved mentor

© PilieroMazza PLLC 2015 20



§>>S UCCESSFUL PLANNING AND EXIT STRATEGIES — LEGAL UPDATE I | 4 ]

Business & Corporate Law Group

«  We represent clients on business and Headed by Dean S. Nordlinger,
corporate matters in all phases of their
business life cycle, from start-up to sale
of the company. We advise clients on
entity formation and structure, draft
documents that serve as the backbone for
clients’ companies as they grow, and
assist with all aspects of an exit strategy.

dnordlinger@pilieromazza.com

. ) 202.857.1000
* Business & Corporate Services >/

Corporate Government Contracts Joint Ventures
* Formation * Small Business Issues
* Compliance * Novations Real Property
* Governance * SBA Change of Ownership * Commercial Leases
* Nonprofit Organizations Approvals
Employee Incentive Plans
Mergers & Acquisitions Commercial * Stock Option Plans
* Corporate Restructuring * Bank Financing * Equity Linked (Stock
* Exon-Florio Filings (CFIUS) * Commercial Contracts Appreciation Rights,
* Management Buy-Outs Phantom Equity)
* Earn-outs Limited Liability Companies

* Due Diligence

© PilieroMazza PLLC 2015 21
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ABOUT PILIEROMAZZA

PilieroMazza PLLC is a full-service law firm located in Washington, D.C. We are most
well known as government contracting firm and for 25 years we have helped our clients
navigate the complexities of doing business with the federal government. We also
provide a full range of legal services including advice on corporate, labor and
employment, SBA procurement programs, and litigation matters. Our clients value the
diverse array of legal guidance they receive from us and our responsiveness as we guide
their growth and secure their success.

Sign up for our newsletters and blog at
www.pilieromazza.com

— our blog, written by all of PilieroMazza'’s attorneys, provides trending insight to small and mid-sized
businesses.

— our quarterly publication which addresses current issues that are of concern to federal
government contractors and commercial businesses nationwide. The Legal Advisor articles focus on recent legal
trends, court decision, legislative and regulatory rule-making as well as other newsworthy events.

— an email sent every Friday that provides an up-to-the minute recap of legislative and regulatory
issues affecting small businesses.

— all of our past webinars can be found on the PilieroMazza YouTube channel.

Follow us on: @pilieromazza m PilieroMazza Channel

© PilieroMazza PLLC 2015

22


http://www.linkedin.com/company/1279576?trk=tyahwww.linkedin.com/company/21619?trk=tyah
http://twitter.com/pilieromazza
https://www.youtube.com/channel/UCC1qf6U2MvMifamm7UgwnGA

	Slide Number 1
	How to Position Your Business to Reap the Benefits of a Liquidity Event
	How to Position Your Business to Reap the Benefits of a Liquidity Event
	How to Position Your Business to Reap (Internal Review and Check-Up)
	How to Position Your Business to Reap (Internal Review and Check-Up)
	Strategic and Structuring Considerations �(Business Owners Agreement)
	Strategic and Structuring Considerations �(Business Owners Agreement)
	Strategic and Structuring Considerations �(Employee Incentive Compensation)
	Strategic and Structuring Considerations �(Employee Incentive Compensation)
	Determining the Appropriate�“Starting Point” 
	Strategic and Structuring Considerations �(Employee Incentive Compensation) 
	Equity Linked Incentives:�Phantom Stock 
	Equity Linked Incentives:�Stock Appreciation Rights (SAR/UAR)
	Equity (Ownership) Incentives:�Stock Option Plan
	To Put it in Perspective…�A Hypothetical Client Scenario
	Hypothetical Client Scenario (cont’d)
	Maximizing the value of�“Small Business” Status
	Use the Former Affiliate Rule in Corporate Planning and Restructuring
	About Joint Ventures
	Joint Ventures
	Business & Corporate Law Group
	�

