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The information presented in this
newsletter is not meant to be and does
not consist of legal advice. Your legal
situation turns on specific facts, and to
take this information as advice could
have serious negative consequences. If
you would like to speak to an attorney,
please contact Madison Business Law.

Think of Everything,

Act Accordingly.
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Both Wisconsin and the Federal Government have
implemented programs designed to make clean energy

and buildings more affordable.
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Imagine that - the
power company

sending you a
check each month!
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Buying a Small
Business: Big

Things You Need
to Know.
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business: food cart, large
manufacturing company, etc.) you
need to know as much as you
possibly can about it before signing
on the dotted line. This is equally
true for business questions (What's
the profit margin for each meal
they sell? Is the factory close
enough to rail lines?) as it is for
legal ones, but for this article I'll
take a legal perspective. You might
need to know things like:

Does the cart vendor pay the city
rent for the space? Do they have a
history of food safety violations?
Are they in danger of losing their
license?

Does the company have any
potentially devastating
environmental or litigation
liabilities?  Are they stuck with

ineffective managers, each with a
multi-year contract?  Does the
company have to lease rights to
intellectual property? If so, how
long is the contract for?

Does the seller even own the whole
thing? If not, is she prohibited from
selling you her shares?

And that’s just off the top of my
head. The number of matters that
can arise in a stock or interest
transaction is staggering. Though
it makes business sense to have
your attorney negotiate these
matters unencumbered, it is
important to be aware of the most
important issues in your
transaction and how your attorney
is handling them.  While the
delicate matters are likely to vary
among transactions, some issues
almost always find a way to
become difficult, fragile, or
especially important.

The first and most pervasive issue is
that the buyer doesn’t want to be
compelled to make the purchase if
they learn something during due
diligence that suddenly makes the
business an unattractive target. On
the other hand, the buyer wants to
lock the seller in and prevent them
from selling to another party while
the buyer investigates the target
company. As such, a document
called a “Letter of Intent” is likely
advisable.

The letter should have clearly
delineated "“binding” and “non-
binding” sections. The terms of
negotiation, including any break-up
fee, will be in the binding section,
and the proposed terms of the deal,
such as price, price adjustment,
method of payment, and expected
ancillary agreements will be non-
binding. Keeping payment terms
non-binding through the course of
negotiation generally benefits the

as the information they
learn during due diligence will more
likely turn up ammo for a reduced
price, not an inflated one.

Once the parties have signed a
Letter of Intent, it's time for the
attorneys (and the accountants and
bankers, if necessary) to begin the
due diligence process in earnest.
Due diligence can take a lot of time
(and therefore a lot of money), so if
your transaction is small and you're

“The number of
issues that can arise
in a transaction is
staggering. Itis
important to be
aware of the most
delicate concernsin
your transaction
and how your

attorney is handling

them.”

on a budget (who isn't?), you'll
want to make sure your attorney is
focused on the key aspects of the
deal. These key aspects could
include:

"#$%& '()*+,-%.,& /01*+%2 One
cost-effective way to add value to a
(continued on next page. . .)



deal is to negotiate a price
adjustment clause. This allows the
buyer to mitigate their risk by
adjusting the purchase price based
on the business’ performance
(based on profits, gross revenues,
or any other measure) in the first
few years of operation. Of course,
the buyer will end up paying more
for the business if it beats
expectations, but if that happens

The beauty of the contract

seller is ceasing to operate as a
business, this can wusually be
accomplished by negotiating for
the seller to retain some ownership
of the receivables in exchange for a
reduced purchase price. The
beauty of the contract, in this
regard, is that the parties can
allocate their rights, risks, and
rewards in any way they see fit:
allocating accounts, sharing

Is that the parties ca n allocate

their rights, risks, and rewards in any way they see fit.

then, hey, the business they bought
is beating their expectations! By
reducing buyers’ exposure to the
financial risks of ownership, this
type of clause may also allow
buyers in certain situations to get
away with a lesser due diligence
effort.
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course of many years in business,
even good companies can become
responsible, long  after the
transaction is complete, for an
environmental cleanup or for fines

imposed for failures to meet
regulatory  standards. The
distribution of these potential

liabilities could have a strong
impact on the future vitality of the
company and ultimately on the
prudence of  the buyer’s
investment. Also to consider is the
likelihood that the company would
be less valuable but for its
questionable regulatory practices.
In this area as much as any other,
reliable information is vital.

'$$6*.,+& ?%$%#=180%2f the
business has a large amount of
unpaid receivables, the buyer may
wish to place the risk of non-
payment on the seller. Unless the

payments on a percentage basis,
delineating or outsourcing
collection duties, etc. The
possibilities here are endless.

16.,"1%$,+2 If the business relies on
contracts with a few high volume
customers or suppliers, it s
important that the buyer’s attorney
review them to ensure their value,
enforceability, and breadth.
Otherwise, the buyer may be in
store for the shock of paying for a
business and receiving only its
equipment and employees.

3.(%- #4#$1 #6.& 1.(& <+$"6(
Without indemnification or an
escrow arrangement, the buyer has
no recourse to recover from the
seller for material deviations from
the contract. The parties can
arrange for a portion of the
purchase price to be held in escrow,
to remit to the buyer in the
instance of negotiated
contingencies and be released to
the seller after a certain time
period. For seller's liabilities

exceeding the escrow amount or
occurring after the release of the
escrow funds to the seller, the
buyer should look to a negotiated
indemnification clause to cover any
losses due to the seller’s deviations
from the contract or other losses
sustained by the buyer (negotiated
by the parties, of course). The
buyer prefers to put as much of the
purchase price into escrow as
possible, as it is much easier to
access funds owed from an escrow
account than from an indemnifying
seller.

1%"& 3++*%+2Admittedly, these
are just a handful of the endless
number of issues a buyer may face
in purchasing a business. These
often include labor
and employment concerns,
intellectual property rights,
insurance coverage, compliance
with the IRS and state tax
collectors, and real property rights.
Indeed, | often sum up the business
attorney’s job: think of everything,
act accordingly.

With these issues in mind and a
good, thorough attorney, you can
be certain that at closing you'll end
up owning the business you wanted
to buy.  Otherwise, numerous
hidden problems could have you
swatting flies and putting out fires
instead of focusing on your new
business.  This problem-oriented
approach inevitably translates to
big losses, even bigger headaches
and, here’s the kicker, legal bills
that would dwarf the expense of
good representation up front.

| often sum up the business attorneyQOs job:

think of everything, act accordingly.




Keeping the Business in the Family while Guaranteeing Your
Right to Sell: Transfer Rights Restrictions and Your Business

A%,7+& +15&& 6@. a family
business, an LLC, equally with your
brother and sister. All of a sudden,
your sister wants to sell her 1/3
interest in the business to Archie,
your arch-nemesis. You and your
brother don’t have to admit Archie
as a partner, but you can be sure
that thirty-three cents on every
dollar the business earns goes right
to that weasel Archie. If the
business were incorporated, Archie
would be a 1/3 owner, and
depending on the business’ articles
or bylaws, might have a seat on the
board. Surely, when you and your
siblings started the business you
never thought any of you would be
selling your interest- especially not

to I"#! good-for-nothing
reprobate. However, without a
transfer rights restriction

agreement, your sister can take
Archie’s money to the bank before
you even see his smug face as he
walks right into your office like he
owns the place. Maybe one of
these $%&'(be a good idea.

On the other hand, let's say you
and your siblings weren't allowed
to sell your interests to anyone not
approved by the other two. You
decide to move across the country
and decide that you want to sell
your shares. Well, if your siblings
won't approve anyone who wants
to buy the shares, can you require
them to purchase your interest? At
what price? See, a good transfer
rights restriction agreement won't
just allow partners to veto
transfers, it'll provide a mechanism
to determine the terms of sale.

Though | described an agreement
that required a non-selling partner

to approve the buyer, there are a

few ways to restrict interest
transfers that are not so
adversarial. One is the common

"Right of First Refusal,” in which
the partners have the right to
match any offer a partner has
received for his or her shares. This
ensures that the remaining
partner(s) will pay the fair market
price for the shares, allowing the
former partners peace of mind that
neither of them got a raw deal. On
the other hand, this type of
agreement may scare off potential
suitors, as they don't like the idea
of investing time and money into
purchasing the shares, only to have
them snapped up by existing
partners after they’ve made an
offer. With fewer suitors, it is likely
that the selling partner will not
receive as much for their shares as
they otherwise might. However, in
delicate situations like family
businesses this may be the best

structure,  despite its
disadvantage.

price

The “Right of First Offer” requires
that a selling partner first offer their
interest to the current partners.
Generally, the price of such a sale
would be determined by a formula
that would approximate the value
of the company. In the case of a
large company, an investment bank
might be hired to determine a
value.  Third-party or formulaic
pricing is necessary to ensure that
the selling partner cannot just sell
his or her shares to a third party
because they’re willing to pay
more. This agreement structure
ensures that buyers won't be
spooked by the prospect of a
partner “stealing” the interest from
under their noses. In turn, there
will likely be more potential buyers
and a higher sale price.

However you design it, though, just
about any agreement is better than

Should Your Business Seek Angel or Venture Financing?

B%.,*"%& /1>#,10 and  Angel
Financing (the investors who put up
money before Venture Capital firms
get involved) are integral parts of the
startup community.

However, most new businesses are
incompatible with the Venture
Capital industry. This is because

Angel Networks and Venture Firms
look to invest almost exclusively in
high-risk, high-reward businesses. In
doing so, they expect the large
majority of their investments to fail,
but for one in every ten or twenty to

grow exponentially. Generally,
businesses that meet the criteria for
investment rely on new, as-yet-
unproven technology that requires

great investment (often over $1
million) and could not reasonably
bring a product to market without
such financing.

If you need investors and think your
business is a target for Angel or
Venture investment, come talk to
Madison Business Law about how to
win over investors and what you can
expect if they do choose to invest in
your new business.

If you don't think your business
needs these investors, be thankful:
this means that you don’t have to
give up ownership of your business
just to get the cash you need to start
up or grow.




Editor's Desk: A Letter to the Business Community

Dear Friends:

First, | wanted to thank you sincerely for reading the inaugural issue of
“Think of Everything, Act Accordingly,” Madison Business Law’s quarterly
newsletter. I'm very excited about publishing information that may help
you recognize new opportunities and how a good lawyer can help you.
What really thrills me though is the opportunity to win your trust and
confidence.

It was very exciting to learn about all the great things that Wisconsin is
doing to promote renewable energy and wean us off our oil dependence.
Back when gas was over $4/gallon, it seemed that the importance of
clean technology was crystallized in our national consciousness. Then, as
gas came back down as we hit the recession it seemed to slip our minds.
This is just how business works- to stay competitive you have to find the
most cost-efficient energy you can. That is why it's important for
governments to encourage the switch to renewable energy. People and
businesses just aren’t going to do it themselves. Hopefully we'll see an
even greater commitment to changing the unsustainable status quo in
the near future. It's vital to the future of our economy that we are well
prepared when oil prices go way up and stay there.

Elsewhere in the newsletter, I'm glad that | could write about what to
look for when purchasing a business. You just can’t have too much
information when that kind of cash is at stake. Though M&A generally
presents more legal issues than most other types of negotiated
transactions, others can be equally important to your business (see p. 5
on Transfer Rights Restriction Agreements). So how can you be
confident you have the right representation? Make sure your attorney
loves the kind of work you expect them to do. If not, they likely won’t be
able to push themselves to get you the best deal at the tail end of a four-
hour negotiating session. | love drafting and negotiating contracts and
organizing business ventures.

Lastly, I'm always interested in any ideas you have for articles you'd like
to see or topics | could address for you. Please forward your requests,
comments or questions to me by mail or email.

Here’'s to your success!

e

Sam Wayne
Madison Business Law, LLC

sam.wayne@madisonbusinesslaw.com



