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NASBA CPE Earned Credit Guidelines

Transition Advisors, LLC is a sponsor on the National .

Registry of CPE Sponsors per the National Association CPE
of State Boards of Accountancy (NASBA). SPONSORS

In order to receive your 1.2 CPE credits - You must complete two
requirements:

1) Participate in all four of the polling questions during the presentation.
Note: partial credit (1) will be given for those completing three polling
questions.

2) Complete the online evaluation after the webinar.
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Attendee Control Panel

Take a moment to familiarize yourself with your Go To Webinar control panel
on the right hand side of your screen.

The orange arrow on the top of the control panel is to minimize the control
panel.

All participants are muted during the presentation, but you can communicate
with us using the question box towards the bottom of your control panel.

Just type your question in the box and click send.

The presenter will answer all your questions during our presentation and we
welcome your participation.
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Transition Advisors

National Consulting Firm working exclusively with
accounting firms on issues related to ownership transition

TRANSACTION SUPPORT

DEAL FACILITATION
Contract Design/Review

Searches

Introductions Due Diligence Support

Negotiations Deal Structure
Valuations

transitionadvisors LILC

Leading CPAs Through Transition
With Succession and M & A Strategies

PRACTICE MANAGEMENT
Transition Planning/Implementation
Succession Planning
Compensation Plans
Partner Agreements
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Polling Question

How many equity partners do you have in your
firm?

1) 1

2) 2to 4
3) 5to9
4) 10to 19
5) 20+
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Recent Example

Jeff Jones and Jimmy Vigliaturo
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Jones CPAs Data

* S1IM annual fees
* Jeff, sole proprietor, 58 years old
* Jimmy, 44 years old
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Jones CPAs Situation

e Jeff wants to retire in about 10 years

e Jimmy has been with firm for about 10 years and appears
to have what it takes to replace Jeff

* Need a buy-in plan for Jimmy
* Need a shareholder agreement between them
 Need a buyout plan for Jeff

IARTNERS
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Today’s Agenda

1. Valuing equity in your firm

2. Basic financial terms for owner - -
agreements _—
3. Techniques for admitting new " e

-
@

4. Alternative approaches
-

- Q

partners Ad
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What’s Your Firm Worth?

1X?
.75X?
1.2X?

5X7?
1.75x?
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Total Value

* Tangible pool of equity
— Accrual basis book value

— Receivables, WIP, other assets,
less liabilities

* Intangible pool of equity

— Client list is the predominant
asset

— Also workforce, brand, etc.
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Valuing Intangible Equity

Methods for Valuing
Intangible Equity
« Book of business
« Equity multiple
« Compensation multiple
* AAV/unit method
« Other
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Valuation Methods-Intangibles

Valuation methodology-for those

W agreement* 2-4 ptnr firms
* 33% use a multiple of equity
* 10% use managed book of business

* 33% use a multiple of compensation
* 15% use AAV method

* 9% use something else

*2017 Rosenberg Survey
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Valuation Methods-Intangibles

Valuation methodology-for those

w agreement™ 13+ ptnr firms
* 0% use a multiple of equity
* 5% use managed book of business

* 60% use a multiple of compensation
e 24% use AAV method

* 11% use something else

*2017 Rosenberg Survey

transitionadvisors LL.C
Leading CPAs Through Transition With Succession and M & A Sirategies
www.transitionadvisors.com




Valuation Benchmarks-Intangibles

Average intangible value to revenue*

>100% 7%

100% 22% oy

90%-99% 8%

75-89% 28%

50-74% 22%

<50% 13%
Combined effective rate for all valuation ‘
tactics

*2017 Rosenberg Survey
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Total Valuation-Example

Equity method

Revenues S3,000,000
Revenue multiplier 85%
Intangible value S2,550,000
Accrual basis book value S600,000
Total value S3,150,000
Equity % 30%
Owner’s value S945,000
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Total Valuation-Example

Compensation method

Compensation* $300,000
Comp multiplier X2.5
Intangible value $750,000
Accrual book value-total $600,000
Equity % 30%
Tangible allocation $180,000
Total owner’s value $930,000

*often annual average of 3 highest of past 5 years
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Polling Question

Does your firm have an owner agreement?
1) Yes, and it is signed by all owners

2) Yes, but not all owners have signed it

3) No, but we need one

4) No, and we aren’t sure we need one
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Basic Financial Terms

Other than the valuation multiple

 Term for payment of
— Intangible equity/retirement
— Tangible equity/capital

Most agreements pay intangible over 8 to 15 years and tangible over 5 up
to same as intangible

* Tax treatment
Most treat payments as deductible as paid

Longer payment terms and proper entity type can justify cap gain
treatment

* Interest often not paid on deferred payments
6% interest adds 33% to the total payments over 10 years
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Valuation Assessment

e Use external benchmarks as a guide

— PCPS Survey

— |PA Benchmarking Report
— Rosenberg Survey

— Association surveys

* Internal economics is the true goal

— Terms of the agreement
— Cash flow impact on the firm
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Techniques for New Partner
Admission

Traditional approach-handle like you
are selling a portion of the firm

 Value the firm as a whole

e Select a portion to sell to the new
partner

* Allow new partner to pay over time
often with compensation adjustments
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Example

Firm volume S3,000,000
Valuation multiple 100%
Total capital $600,000
Total value S3,600,000
10% interest S360,000
Five year compensation
adjustment $72,000
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Techniques for New Partner
Admission

Potential issues

* Cost to new partner
 Whatis the right amount of compensation to allocate to
justify-
— What the new partner invested?
— What the existing partners were paid?
* How and when do you deal with acquiring more equity?

 When you do sell more equity to them, how do you consider
the value they have helped create?
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Conundrum

What is fair to the selling or senior partners?

* How do we make this affordable for the new partners without giving away
all the value we have created over many years?

* |f we are going to increase new partner compensation so they can afford
to make the investment, what are we accomplishing?

What is reasonable to expect from the new partners?

* |If Il am going to make a significant investment, shouldn’t | have a
significant return?

* | am not interested in making the same or less money to buy into this firm
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Benchmarks-New Partner Buy-ins

Average Capital (Buy-in) for New Partners*

<S2M S142,000
S2M - S10M $173,000
S10M - S20M $171,000
>S20M S147,000
Average all $168,000
2017 Rosenberg Survey
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Polling Question

| believe our approach to valuing our owner’s interest
in the firm is

1) Fair and affordable

2) Fair, but I’'m not sure we can afford the buyouts
3) Not fair, too rich

4) Not fair, too low

5) N/A, we don’t have an agreement
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Alternative Technique for New
Partner Admission

Alternative approaches-
* AAV/Unit system

— Separate the intangible value from the tangible
value in your agreement

— Sell/invest the tangible portion only
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AAV/Unit System

Intangible value is expressed in units tied to firm
volume
 New partners not required to buy units up-front

* Sometimes awarded small allocation in recognition of
prior efforts

* New partners earn unit allocations through
— Participating in the firm’s growth
— Participating in buying out retired partners

Upfront investment limited to tangible value
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AAV/Unit System

Example-

Volume $3,000,000

Units 3,000,000

Partner A 1,200,000 units
Partner B 1,000,000 units
Partner C 800,000 units
New partner No units
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AAV/Unit System

2 years later
Volume $3,600,000 (600,000 new units)
Partner A 1,350,000 units
Partner B 1,150,000 units
Partner C 950,000 units %
New partner 150,000 units
Agreed upon value per unit $.90
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AAV/Unit System

3 years later-Partner A retired beg of year
Partner A was paid $121,500 for 135,000 units
Partner B 1,150,000 + 45,000 units
Partner C 950,000 + 45,000 units

New partner 150,000 + 45,000 units
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Polling Question

Does your firm have adequate talent on the bench to
replace retiring partners?

1) Yes, and we are confident our approach works

2) |think so, but we don’t know how to admit them
3) No, we don’t have the talent we need

4) We don’t plan to pursue internal succession
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Owner Agreements

Salient Business Terms-

Restrictive Covenants
Governance

Vesting
Transition business plan

Valuation
5 ways to terminate
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Vesting Programs

Refers to long term vesting in retirement
benefits for new partners

* Works especially well with compensation based systems
e Effectively delays accumulation of value until

— Senior partners are retired
— Value has been earned through tenure with firm

* Promotes retention of succession team

* Allows for more flexibility on initial buy-in; no worry
giving away accumulated value
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Vesting Programs

Example-

* New partner invests in tangible equity portion
only-fully vested

* |Intangible value vests 50% after 10 years as a
partner

e Additional vesting of 5% per year for next 10
years
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Jones CPAs Solution Concepts

* Intangible value will be based on 1X fees

* Tangible value will be based on accrual basis
equity

 Value in three buckets: stock at cash basis,
tangible and intangible via deferred comp

* Terms of a buyout need to meet affordability
test

e Corporation should be buyer, not Jimmy
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Jones CPAs New Shareholder Buy-in

e Sell Jimmy 20% of outstanding stock for cash
basis value over 5 years

* 20% of remaining tangible value (A/R & WIP)

acquired through compensation adjustments
over 5 years

* |Intangible value acquired long term through
growth and buyout subject to vesting
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Jones CPAs Value Allocation

* Jeff sells Personal Goodwill to corp
for 1X current fees

* Any additional value based on
future growth shared equally
between Jeff & Jimmy

* Tangible value allocated based on
stock ownership
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Jones CPAs Value Allocation

Based on future growth to 51.5 million and
5$400,000 tangible value

Jeff Jimmy
Stock ownership 80% 20%
Personal Goodwill S1,000,000 SO
Tangible value $320,000 S80,000
Net Intangible value $250,000 $250,000
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Jones CPAs Buyout Terms

* Personal Goodwill payments to Jeff start at
retirement

 PGW and Deferred Compensation (both) paid
over 10 years

* No interest on payments (imputed interest
required for PGW)
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Jones CPAs Shareholder Agreement

e Used units for net intangible value

* Vesting-10 year 50% cliff, 100% at 15 years
Current shareholder 100% vested

e 2 year notice required for termination

e Restrictive covenant-2 year professional, 10 years for
clients

 Compensation plan-performance based on productivity,
growth in existing clients, client retention, practice
development, admin
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Jones CPAs Affordability Test

Based on current financial metrics

Shareholder comp/benefits $380,000
Less: replacement cost (5160,000)
Less: Payments PGW acq (5100,000)
Less: Deferred comp-tangible ($25,360)
Residual S94,640

remainder
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Articles
JOURNAL OF

ACCOUNTANCY

How To Admit New Partners: A Fresh New Approach
December, 2015
www.transitionadvisors.com/Ownership-Agreements.php

Planning and Paying for Partner Retirement
April, 2012
www.transitionadvisors.com/Ownership-Agreements.php

CPA Firm Succession Series
July, 2013 thru June, 2014
www.transitionadvisors.com/succession-planning.php

CPA Firm Valuation Series
October, 2014 thru December, 2014
www.transitionadvisors.com/valuing-accounting-firm.php
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For More Information

Visit the AICPA Succession Planning Resource Center
http://www.aicpa.org/InterestAreas/PrivateCompaniesPracticeSection/StrategyPlanning

/center/Pages/default.aspx

Home Interest Areas Firm Pracfice Management - PCPS * Strateqgy & Planning

Succession Planning Resource

Succession Planning Resource Center

Succession Planning Resource Center

Center
Strategic planning is the foundation for growth and sustainability. Achieve your short-term and long-term goals with these tools
and join a community where you can easily network with peers and share creative sfrategies and solutions for practice
« Succession Planning Guide & management success
Tools

« Succession Calculator

» Succession Readiness
Assessment

Browse

~ By Topic

Succession Planning (51)

Small Firms (8}
Practice Management (3)

~ By Document Type
Toals (29}

Overview (16)

Article (5)

Guidance (4}

Survey (4)

Click to view more

~+ Member Only Content

transitionadvisors L.C

Succession Planning Succession Readiness Succession
Guide & Tools Assessment Timing Calcuiator
As you beqin to develop a strategy Is your firm ready? Assess how Use this tool as a means to
for succession transition, read the specific partners in your firm detarmine when you should start to
entire book or only the sections, nearing retirement affect your firm's plan succession for you and your
templates and tools that pertain to ability to thrive following their exit partners in your firm.
your firm.

- Pricing issues for midsize and large firm sales
« Pricing issues for small firm sales

» Mergers emerge as dominant frend

« The long goodbye

- How to selecta successor

+ Atwo-stage solution to succession procrastination
» How fo value a CPA firm for sale

- Seven steps to closing a succession sale

« Alternative deal structures for succession

« How to manage internal succession

« Managing Owner Transition Through an Owners’
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= (Consultants'Alliance

Collaboratlng to make a difference

) TheCPA
/

* Gary Adamson, Adamson Advisory * Tamera Loerzel, ConvergenceCoaching
*  Bonnie Buol Ruszczyk, bbr marketing Jeff Phillips, Accountingfly
* Sarah Dobek, Inovautus Consulting Terry Putney, Transition Advisors

* Angie Gr'issom, The Rainmaker * Carrie Steffen, The Whetstone Group
Companies «  Sandra Wiley, Boomer Consulting
*  Dustin Hostetler, Boomer Consulting «  Jennifer Wilson, ConvergenceCoaching

*  Roman Kepczyk, Xcentric

www.cpaconsultantsalliance.com
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Consultants'Alliance

Collaborating to make a difference

)} /> TheCPA

Bridging the Gap: Strengthening the Connection
Between Current and Emerging Leaders in the CPA
Profession

Amazon.com
5$149.97
CPA Trendlines
$99.97
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Collaborating to make a difference

Free White Papers on Industry Trends
* CPA Firm Leadership: Communication Drives New Possibilities

* Measuring Happiness at Work: How Firms Can Win
With a Happy Culture

* Top CPA Firms Succession Challenges

Download at: www.cpaconsultantsalliance.com

transitionadvisors L.

Leading CPAs Through Transition With Succession and M & A Strategies

www.transitionadvisors.com




For More Information

Please visit our website for resources including
FREE reports, whitepapers and case studies.

Terry Puthey
tputney®transitionadvisors.com

1-866-279-8550
www. TransitionAdvisors.com
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