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Closely-Held Businesses and the Current State of Securities Law

Introduction


By now, many Baby-Boomers are looking towards or are in retirement.  What is lesser known to the public is that most businesses that are closely held businesses belong to Baby-Boomers.  Being that these closely held businesses hold a great deal of equity it is fitting that these owners should be able to cash out their equity, sell, and retire based upon the value of these businesses.  Unfortunately, a problem which makes it difficult for business owners to sell their businesses.  The problem is that of transaction requirements regarding the sale of closely-held business stock.


While registration of the stock in a closely-held business may seem like a small issue, it is not.  Registration of stock is a long involved process that is expensive for the seller of the stock.  As such, it is purely advantageous to keep registration requirements to a minimum when selling a business.

Background 

As defined in statute and case law extending all the way up to the Supreme Court of the United States, the term security  is defined as  “any note, stock, treasury stock, security future, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, collateral-trust certificate, preorganization certificate or subscription, transferable share, investment contract, voting-trust certificate, certificate of deposit for a security, fractional undivided interest in oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on any security, certificate of deposit, or group or index of securities (including any interest therein or based on the value thereof), or any put, call, straddle, option, or privilege entered into on a national securities exchange relating to foreign currency, or, in general, any interest or instrument commonly known as a "security", or any certificate of interest or participation in, temporary or interim certificate for, receipt for, guarantee of, or warrant or right to subscribe to or purchase, any of the foregoing.”
 


The definition is overwhelmingly specific, while leaving plenty of room for interpretation.  To illustrate the confusion that courts and business people alike have had with the definition, some interpretations such as in the Howey case and the United Housing Foundation case stated that “securities” did not include as complete sale of a business, otherwise known as the “sale of business doctrine”

.  Defining a stock as a security or not hinged around the assumption that the intent of Congress rested on people’s willingness to buy and make money based upon the efforts of others.  Later interpretations, such as the Landreth
 case overturned that precedent to say that a 100% business sale falls within the federal securities rules.  This interpretation was based on the explicit language of the statute and not Congress’s implied intent.

Temptation from Tax Planning 


 From a tax angle, when selling stock of a company, sellers are entitled to favorable tax treatment on the profits of their sale of stock.  Generally, stock is treated as a capital asset and as such, taxpayers selling stock benefit from lower capital gains rates.  The buyer on the other hand does not see such benefits and most buyers opt for asset purchases if at all possible.  


On the other hand, broker’s and sellers face the dilemma of selling assets instead of stock in order to avoid selling a “security” and having to deal with fierce federal securities rules.  Asset sales are desirable to buyers.  The reason for this is because the assets they buy are subject to a stepped up basis that buyers do not get with securities purchases.  


Asset sales do not fall under the Draconian rules that securities sales are subject to.  Accordingly, brokers and sellers are at an advantage to sell assets for legal reasons, but face the dilemma of facing higher tax rates stemming from recapture on sales of depreciated assets.  

Current State of the Law


The Securities Act of 1933 and 1934 are now over 75 years old and suffer from many misinterpretations and lack of useful interpretation as well.  In the 1933 and 1934 business environment, there were few types of business entities.  Of them, there was the sole proprietorship, the partnership, and what is now the C Corporation.  S Corporations, Limited Liability Companies, and Limited Partnerships among the myriad that now exist, did not exist then.  The proliferation of these entities and added wealth this country has seen since World War II means that shares are being exchanged much more frequently than they used to be.  To further complicate matters, the Baby-Boom generation (mentioned above) is now retiring adding yet more securities issues to the challenge at hand.  The current state of the law and profession of business brokering is simply not up to date to deal with the current securities environment.


In the past 5 years, the United States SEC has issued the Country Business, Inc. (CBI) “no action letter”.  In the CBI letter, the SEC espouses a position where business brokers can take part in limited securities transaction and not get docked on their commission.  The CBI letter is not dispositive of the issue however.  Various other position letters have been written by leading attorneys regarding the new no-action letter.  The consensus is the same, dealers simply must be cautious when dealing with security/asset transactions.  

In the latest development, there are problems that remain for the business broker.  The CBI no-action letter, by no means eliminates state jurisdiction in the matter.  In this country, there is at least one case in federal court, utilizing state law that threatens to undermine the livelihood of brokers all across this country.  In the suit, the broker sold various businesses as part of an initial asset sale / turned stock sale scenario.  Because state law still applies, the state authorities are not under mandate to go along with the CBI no-action letter, effectively they are setting it aside.  Because of this state situation, it goes without saying that business brokers are still at peril in their professions.  If this state law case is successful against the broker, this new line of authority not only threatens one state’s laws, but it serves as persuasive, secondary authority in all other states.  The potential result could be disastrous for both business owners and brokers.

Solution for Modern Day Brokers 


This raises the question of “What is a broker to do to protect their commission from potential pitfalls?”  For the current time, brokers lack the substantial legal protection that they all desire.  If an asset or non-registered transaction becomes a transaction where registration of the security or broker is required, the broker may find themselves on the short end of the commission.  The current protection arising from statutes and cases for brokers, leaves a lot to be desired on the part of the broker
.  


Currently, for brokers, a good course of action (but not perfect) is to use well worded contract in their favor to avoid asset sale from becoming stock sales and if the sale does convert, the contract should make for provision of that contingency for the broker. Provisions in contracts stating “if the asset sale converts to a stock sale, the broker gets a flat rate of ______.”, are common in the industry.  Additionally, provisions stating if the transaction becomes a sale where the stock must be registered, the broker gets paid as well are also common.  It is important to note, as a partner in a large law firm pointed out, that these contracts are not foolproof and are in fact risky because compensation coming from a transaction based upon the consummation of a transaction or based upon a percentage will have the same legal effect.

Conclusion


Owners spend their entire lives building their businesses and closely-held businesses are often assets that are more valuable than the owner’s houses.  A typical closely-held business is worth over $2,000,000.  The owners of the businesses are aging and facing retirement and health decline as well.  Additionally, the laws, as discussed above, make it difficult and expensive to sell businesses.  The factors together, spell that many retiring owners, with very valuable closely held companies, need ways to transfer the interests to others whether they are family, buyers, or heirs.  The business owners need the sales to be in a cost efficient, reasonable and easy manner that allows them to preserve their assets.  


Brokers are reminded that no matter what the transaction consist of, anti-fraud rules apply universally.  Brokers also face aiding and abetting liability for making material misstatements of fact or omitting information.  Generally, a broker’s best defense is a reasonable amount of due diligence investigation, documentation in the file, and the broker should never proceed in a representation where the broker knows the client is making misrepresentations or omitting items of material fact.
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· “Our members flock to his programs because they know they will get a ‘meaty’ program full of take-home and ‘put into immediate use’ tips.  I think the real success of a speaker is shown by the number of folks that stay after a presentation to pick his brain and in this case, Bart is like the Pied Piper, they can’t get enough of him.”
· “A number of positive comments were received from those in attendance at both of the sessions concerning your obvious command of the subject matter, and the caliber of your presentation.”
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