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  FUNDAMENTALS	
  –	
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  2	
  
BY BILL REEB, CPA, CITP, CGMA 

 
As committed, this column will pick up by identifying foundational issues of a good succession 
plan.  I will conclude this series by addressing why and how the initiatives identified in the 
first article need to be redirected or refocused to be part of an effective succession plan. 
 
When we take our clients through succession planning,  eventually the focus turns to 
implementing the best practices for running a firm, but first we normally have to start with short-
term retirement issues.  Why?  Because typically you won’t get any buy-in for change until the 
partners have looked at whether the current retirement system is paying at least roughly a fair 
market value to the near term retiring partners.  Our rule of thumb is that the remaining partners 
in a firm will pay a retiring partner up to 120% of the fair market price and the partners selling 
their ownership will take as little as 80% of the fair market price to turn over their ownership.  
When either group goes even a fraction outside this boundary (and often even when they start 
coming close to it), then “principle” is invoked and bad things begin to happen.  The 
conversation shifts from one of win-win where both parties come out okay to win-lose with each 
party out to hurt the other for being selfish and unfair. 
 
Therefore, the first stake to put in the ground for building a succession plan is a fair retirement 
benefit.  Generally that is made up of two components.  The first is a return of capital and the 
second is the retirement benefit.  For small firms (one- to two-partner firms), this equates to 
buying the retiring partner’s book.  For larger firms, it is about paying a benefit for the 
contribution that the retiring partner has made to the firm.  This calculation often comes in the 
form of a multiple of salary or the partner’s share of equity ownership applied to the revenues of 
the firm. 
 
Based on the results from the PCPS and Succession Institute 2012 Succession Planning Survey, 
here is how those results shook out: 
 
On average, about a quarter of firms with up to 200 FTEs (full-time equivalent employees) use 
the ownership percentage times Net Annual Revenue (NAR) to calculate retirement benefits.  
Larger firms clearly favor the multiple-of-salary approach, while the smaller firms prefer to use 
the book of business method.  Based on our experience, book of business is almost always the 
default model used to sell firms with one to two partners, although that statistic is not reflected in 
the survey results below. 
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We	
  have	
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  benefit	
  

100%	
   64%	
   47%	
   41%	
   15%	
   4%	
   5%	
   0%	
   11%	
  

Multiple	
  of	
  salary	
   0%	
   1%	
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   53%	
   32%	
   56%	
   56%	
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0%	
   21%	
   24%	
   27%	
   28%	
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   27%	
   11%	
   0%	
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  book	
  of	
  business	
   0%	
   8%	
   13%	
   11%	
   15%	
   6%	
   5%	
   0%	
   0%	
  

Other	
   0%	
   7%	
   11%	
   14%	
   26%	
   20%	
   32%	
   33%	
   33%	
  

 
Firm size does not affect whether the firm pays more or less than $1 for $1 of client book or firm 
revenue.  For firms using ownership percentage times NAR, 46% pay less than $1 for $1 of 
revenue, while slightly less pay a full $1. Just 8% of firms pay more than $1 for $1, similar to the 
2008 responses.  Among firms using a multiple of salary to determine benefits, a little over half 
pay less than three times salary. A little more than a third of the firms pay three times salary. 
Only 13% pay more than three times salary, which is consistent with 2008 results. 
 
Our general rule of thumb is that if you are going to sell your book, it will be done based on a 
retention agreement paid out over 4 or 5 years.  So, while the agreed-to purchase price would 
probably default to  a $1 for $1 of revenue, given normal retention, the final payout to the selling 
partner over the payout period would likely be somewhere between 60 cents to 70 cents on the 
dollar (since the selling partner only gets paid for clients retained each year). 
 
If you are using salary as your retirement benefit calculator, the most common multiplier we run 
across is three times total compensation, based on the average of your three highest years’ salary 
in the last five years.  Some firms throw out the high and low figures.  Some firms have moved 
to 2.5 times compensation because of the high compensation paid to its senior partners. 
 
As for ownership interest times net revenue, the most common discount we see is 15 cents on the 
dollar, resulting in a net benefit of 85 cents on the dollar.  The NAR is usually an average of the 
last two years to reflect consistency of revenues, as well as to ensure games are not played 
inflating revenues in the final year before retirement.  However, you also have to subtract any 
outstanding debt owed to retired partners for their benefits (not outstanding loans to operate the 
business, just those amounts still due to owners who have sold their interest in the firm).  So, if 
you were a $5,000,000 firm, with $1 million owed to a recently retired partner, and if the current 
retiring partner owned 20% of the firm, the calculation would be as follows: 
 

Average Net Annualized Revenues $5,000,000 
Outstanding debt to retiring partners 1,000,000 
  _______________________________ 

Average NAR less retirement obligations $4,000,000 
 
Revenue Discount 85 cents on the dollar 
Equity interest of the Retiring Owner 20% 
 
Retirement benefit ($4M X .85 X 20%) $680,000 
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In this example, the 20% owner would be entitled to $680,000, usually paid out over 10 years, at 
no interest.  While we see some firms pay out the benefit over seven years, the most common we 
find now is 10 years. 
 
In addition to the retirement benefit, an owner will receive a repayment of his or her capital.  
Simply put, if the firm is a partnership, then the capital account is tracked and that is the money 
the selling owner is returned.  In a corporate structure, the owner will receive his or her 
percentage of ownership multiplied times the net book value of tangible assets.  Thus, it 
normally includes cash, marketable securities, receivables and work in progress, with some 
estimated or depreciated value of fixed assets, minus all liabilities except those representing 
deferred compensation obligations owed to retired owners.  Obviously, if we are talking about a 
sole proprietor selling his/her book of business, the sole proprietor keeps whatever cash is 
available after the dissolution of the company and its assets, in addition to whatever is earned 
through the sale of the book.  Capital is typically returned over three to five years (three years if 
the number is low, but five years if that number is several hundred thousand dollars or more) at 
the firm’s borrowing rate of interest. 
 
Although these might be viewed as common starting places for retirement benefit calculations, 
there are variations.  For example, interest or guarantees added to the retirement benefit usually 
end up with the retiring partners being paid a premium.  If the benefits are set at something less 
than described above, the odds are high that the retiring partner is getting less than market.  But 
understand that in this column, we are only talking about this from the 30,000 foot level and not 
dealing with common quirks or dysfunction in the firm.  Your numbers can vary significantly 
from what I have described above and still be fair depending on the perks.   
 
For example, if the partner wants to continue working for the firm after his or her sale of 
ownership, how good or bad the terms of post-sale employment are will determine whether the 
entire retirement benefit is in line.  Or, if a partner poorly transitions clients and the retirement 
benefit is not reduced for that infraction, then that can make a good deal bad or a bad deal to the 
seller good.  Or if 85 cents on the dollar is used to determine the benefit but the firm’s revenues 
are tied to services that will not be offered after the partner retires, or a significant amount of 
revenues will move with the retiring partner, or most of the client work is not recurring … these 
are all examples of how a fair value is no longer fair.   
 
What I have shared above is just a starting place for this discussion, but in the end, it assumes 
predominantly recurring revenue, strong infrastructure (trained people), governance that will 
allow the firm to continue (in other words, a system where the remaining partners can be held 
accountable to the firm’s strategy), etc.  The assumption within the pricing of any deal other than 
“selling a book of business on retention” is that there is an organized firm with talent ready to 
profitably sustain it.  And while it is not required, if I was selling my book on retention, I 
wouldn’t consider selling it to a firm that didn’t meet this requirement.  So, anything short of a 
sustainable, profitable firm means that the best practice fair price should be in question and up 
for adjustment. 
 
As you know from reading my past columns, I can’t walk away from this last paragraph without 
adding this caveat.  Probably 80% of the senior partners in firms would suggest that their firm, 
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without them, is dysfunctional.  So my concern with what I just wrote is that it could be 
interpreted that I have just given a free pass to every senior owner to sell the firm out from under 
its remaining partners.  I haven’t.  Since my favorite phase is “the fish stinks from the head,” if 
you are one of the senior partner getting ready to retire and you haven’t built anything 
sustainable, then shame on you.  And know that you are one of the people who needs to be 
taking a discount in retirement benefits for “the lack” of what you have built.  So, if 
dysfunctional is how you would describe your firm without you, then fix it before you leave.  
That will not only be your legacy, but it will also justify you getting full benefits (not premium 
benefits, but full benefits). 
 
Once “fair” retirement benefits have been determined, for this moment in time, we can move on 
to the next step in building our succession plan.  The reason I mention that we are simply putting 
stakes in the ground is because as we set additional stakes in the ground, those new stakes might 
require us to rethink a decision made when setting a previous stake.  For example, if the firm 
later establishes premium perks for past-owners who want to continue to work for the firm after 
sale of ownership, then that might require reassessing the retirement benefit calculation agreed to 
when setting that earlier stake (because in the end, the retirement benefit is about the whole 
package offered, not just one component). 
 
The next area of discussion quickly shifts to when someone has to retire.  For the rest of our 
discussion on this, we will refer to this as “mandatory date of sale of ownership” (MSO).  For 
example, many senior owners want to stay until they can’t come to work anymore.  And for most 
of them, they also want to be paid their high salaries throughout that extended period, which 
often includes years of working part-time (and I am being liberal calling it part-time).  
Regardless of what people make, after working with executives for over 30 years, everyone 
thinks they earn every penny of their compensation, with the vast majority feeling like they are 
underpaid.  So, don’t expect a light to go off in the head of a senior partner with him or her 
saying, “Wow … I am vastly overpaid for what I do!”  I have never seen it.  Even when partners 
are working less than ½ time and are still among the highest paid, they justify their compensation 
with quotes like “this firm wouldn’t exist without me,” or “I brought these people in and they 
wouldn’t have a job without me,” or one of many other self-serving rationalizations. 
 
Given that senior partners: 
 

• usually delegate more and more of their work to younger partners and managers, 
• often top-out where the book they manage stops growing, 
• commonly shift their thinking from growing, improving and investing in the organization 

to maintaining the status quo and maximizing compensation; and 
• have a more and more difficult time giving fair consideration to the demands and 

expectations of the youngest employees because of an age gap of more than four decades, 
 
it is essential for a good succession plan to embrace a mandatory date of sale of ownership. 
 
According to the Succession survey, the most common age for MSO is 65.  Of the multi-owner 
firms surveyed, 47% included MSO in their partner agreements, with 54% of those choosing age 
65 as the MSO year.  Of note: firms with up to 25 FTEs were less likely to include MSO in their 
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agreements than firms with more than 25 FTEs.  Based on our experience, firms are starting to 
change this from MSO at age 65 to a partner being eligible to receive full retirement benefits at 
age 65 assuming 2 years advance notice, with MSO at Social Security age (which is often set at 
either 66 or 67 with only a few firms setting this at the floating value established by Social 
Security). 
 
MSO is usually the ugliest discussion of all … far uglier than the retirement benefit amount.  
Why?  Because you are telling a senior partner -- who takes pride in the business he/she has been 
part of building over the years -- that he/she is no longer needed or wanted.  A common response 
from one of the remaining partners might be, “that isn’t the case … we are willing to create an 
agreement after MSO for them to continue to work.”  Well, if you are one of the ones who said 
that … at least be honest because in almost all of the cases we see, MSO is a way to severely 
restrict a partner’s daily impact and influence on the firm.  There are two sides of being a partner.  
One is that you fill the role of partner, and the other is that you are a leader and have decision 
influence in the firm.  After MSO, the second should never be true (once partners have sold their 
interest in the firm, they should never be part of the management or decision teams – they might 
share an opinion, but should not be in the room when it is time to vote).  And we believe that 
retired partners (after MSO) should no longer be doing partner-level work, so they shouldn’t still 
be filling the role of partner either.  They should be relegated to senior manager level work (like 
reviewing), business development or some other specialty work that might be valuable to the 
firm (maybe technical training perhaps).  Or said another way, regardless, they should NOT be 
managing client relationships. 
 
Once you have pinned down the date for MSO, you need to move on to the client transition 
process and the system and penalties for following or ignoring them.  This is where I will pick up 
with the next column.  And we will keep moving through the process until we have all of the 
stakes in the ground that we normally process with our firms.  Happy Busy Season!!! 
 


