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Goal for today’s presentation

Review why it Is essential for the
stakeholders in family businesses to
understand the competing needs for
capital in the business and liquidity for

shareholders
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Why IS This TopIiC Important for both family.
pusinesses and their trusted advisorse
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Focus of today.

Financial Capital
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*30% of all family
businesses make it through
the second generation
into the third generation

*10-15% make it through
the third generation

¢ 3-5% make it to the fourth
generation

*Thus the expression
“shirtsleeves to shirtsleeves
in three generations”
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Why Do Family Businesses Fail ¢

Family businesses are constantly walking o
tightrope. On one side is the need for
capital to grow the family business.

|

shareholder

liquidity.
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Wh Dékomn Businesses Fail ¢
Y, ,<\ Z x,‘: Ly

)

Lacking balance between these three
aspects of the family business
 Liquidity needs for shareholders

» Continuous growth of the company
» Maintaining control of the business
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Balancing Capital and Liquidity Needs

How well one balances these competing
needs will determine the health of both
the business and the family !
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What is “Liguidity''e
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e Power to direct or determine; "under my
confrol”

e The activity of managing or exerting
direction over something
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e Assets available for use in the production
of further assefts

e Wealth in the form of money or property
owned by a person or business
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“Patient capital™ is equit
orovided by tamily business
ownerswho are willing 1o

balence the current refurn’on
tThelr business investment with the
mefits of a well-crafted, long-term
strategy and confinuation ot the
family fradition and heritfage.
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Attrioutes of “Pafient Capital®

Stabllity of capital structure

Long-term investment strategy

Tangible and intangible return on equity

Commitment to all stakeholders

Presence of family values




Drawlbacks of “Patient Capital®

Strategic immobility

Commingling of family business and
business of the family

Increasing cost of patient capital with
every generation




Few companies can match the family
business’s potential for investor
cohesiveness.

However, this cohesiveness must be
cons’ron’rly nur’rured
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Family businesses that have successfully

transitioned “Patient Capital” from generation to
generation share these attributes:
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-amily Conirol Needs

e Shareholders must be cohesive, motivated
and committed enough to take risks and
bulld the business for the future

e This unity among shareholders is called “The
Family Effect”
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How to Maximize the Family Effect:
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How to Maximize the Family Effect:
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Fact

Good governance is key
to maintaining the “Family

Effect”




Governing the Family and the Company.

Family Governance Corporate Governance

Vision
and Mission

Family assembly, family Board of directors and its
council or family office audit, nominating and

Structures compensation committees

Policies
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Business of the Family  Business of the Business

Shareholders

Board of

Famil S .
y cCommunication' . Directors

Council

: : Management
Family Education

Family Committee

Employment N[
Committee Generation
Committee

Family Family Retreat
Foundation Planning
Committee Committee
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Evolution Of Family Confrol Needs

Generation

Ownership
Structure

Liquidity
Sources

Capital
Sources

Cfouses of
Financial
Conflict

familybusiness.com

Owner/Manager
Stage 1

Sibling/Partnership
Stage |l

Cousin/Collaborative
Stage Il

Concentrated
ownership among
founder or founders.

Emergence of inactive
shareholders

Advent of minority
shareholder class;
transition from ownership
to family control

Owner's compensation

Dividends and limited
internal redemptions

Dividends, internal
redemptions and outside
capital

Primarily business cash
flow

Business cash flow and
some external debt or
equity financing

Capital needs of the
business far exceed the
means of the family,
requiring a search for
outside capital

Cash flow allocation
between business and
personal use

Dividends to all
shareholders vs. salary
and benefits to active
shareholders

Tension between goals of
business growth vs.
shareholder desire for
current return; differences
over adequate return on
equity

>
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Many family businesses die because
capital and liquidity problems erode their
“Patient Capital”, which prevents them
from surviving, generational, strategic or
ownership transitions
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Occasional
Factors

Factors that fend to Increase family Pusiness
snareholder demands for liquidity
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Family
Factors

Factors that tend o Increase ramily lbusiness
shareholder demands for liquidity.
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Financial
Factors

Factors that tend o Increase ramily lbusiness
shareholder demands for liquidity.
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Liguidity options

Increased dividend

Leveraged distribution

Recapitalization

100% sale
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Increased dividend

Benefits include: Drawbacks include:
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Increased dividend

(Tax Considerations:

C Corp earnings subject to double tax.

No basis offset if C Corp has earnings and profits.

S. Corp distribution may be tax-free if shareholder
has basis in the S Corp shares.

Foreign shareholders may be subject to withholding.
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Leveraged distribution or buylback

Benefits include: Drawbacks include:
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Leveraged distribution or buylback

(Tax Considerations:

A redemption (i.e., a stock buyback) may or many not be a
dividend.

A plan of redemption may create phantom income to non
redeeming shareholders.

Ability to deduct interest at corporate level may be limited.

Net operating losses (“NOLs") generated by interest deductions
may not be carried back.

NOLs may be limited due to ownership change.
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Leveraged Employee Stock Ownership Plan

Benefits include: Drawbacks include:
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Leveraged Employee Stock Owernership Plan

(Tax Considerations: )

Proceeds may be received and reinvested tax-free.

Company gets deduction for distributions made to
ESOP Trust to cover acquisition debt repayment.
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Recapitalization

Benefits include: Drawbacks include:
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100% sales of the company

Benefits include: Drawbacks include:
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Recapitalization and 100%
Sales of the Company

(Tax Considerations:

Can be structured as taxable or tax-free transaction.

May have different results (taxable versus tax-free)
for different shareholders.

Sale of stock or assets is not the only way to generate
value (e.g., non-complete and employee agreements.
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Fact:

Shareholders who lack emotional
attachment to the family or whose family
relationships are troubled are more

likely to pressure the business for cash




Real Lite Example
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Poor Family Relationships
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On The Verge Of A Train Wreck
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On The Verge Of A Train Wreck
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CrisIS
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The Downward Liguidity. Spiral
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Solution:;
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Solution:;
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Solution:;
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Reality

Sometimes the best thing to do is sell the
family business




Weighing a sale of the family business

Why some families choose to retain their business

Potential of family business as a wealth-creation vehicle

Family pride in ownership

Competitive advantage of staying private

Business ownership as a valuable component of family
heritage

Desire to pass on opportunities to children

Role of business in keeping family fogether

Fear that passive wealth could harm family values and work
ethic

Concern that investing in new areas is more risky than
maintaining business
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Weighing a sale of the family business

Why some families choose to sell their business

Lack of capable successors

Lack of capital to grow business

Threat from large, well-financed competitors

Shareholder liquidity demands

Lure of high sale prices from private or public markets

Shareholder desire to diversify investment for higher return
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Lack Of Capital to Grow. the Business
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Lack Of Capital to Grow. the Business
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Lack Of Capital to Grow. the Business

(& familybusiness.com



Lots of Questions!
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Lots of Questions!
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Decision
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SUCCESS
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SUCCESS
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SUCCESS

CEO - father:

"We were a close family

before all this, we are
even closer now”




Reality

INn order to keep your
"Patient Capital” - patient,
you need to provide

fimely shareholder liquidity




Real Lite Example
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Real Lite Example
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Real Lite Example
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lrapped In the Family Business
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Challenge
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Challenge

www. farmlybusmess.com The Fnl s Conin Group,



Solution
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Challenge
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Family businesses that have successfully

transitioned “Patient Capital” from generation to
generation share these attributes:
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The Family Effect:

The Core Competitive Advantage of a Family Business

Increased
Shareholder

Unlimited

Committed Lower cost

of Capital

Ownership \Le| (V1
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Four Principals To Enhance The Family Effect

Enhance family communication

Cultivate shared interests

Educate shareholders

Foster an awareness of shared values
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Remember:

As a family business matures, balancing
the competing needs of Capital and
Liquidity become a greater challenge

-
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Few companies can match the family
business’s potential for investor
cohesiveness
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Good family relationships are like money In

the bank!!l!
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Questions@e
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©Cartoonbank.com

“Your mother called to remind you to diversify.”
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Additional QUeSTIoNse

Greg Greenleaf
greenleaf@efamilybusiness.com




Thank you
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