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Introduction

A football star tells his struggling agent, Jerry Maguire, that Jerry has been
hired to represent him. The star asks Jerry: “Do you know what you can do
for me?” lerry says no. The star says, “It’s very personal, very important.
Are you listening Jerry? | need to know you are listening Jerry.” The star
yells out at the top of his lungs: “Show me the money.”

Show Me the Money!

The concept of retirement for CPAs is rather amusing.

Younger partners (say, under 40 years old) insist with unshakable con-
fidence that the oldest they will ever work is 50 or 55. They have other
things to do with their lives (e.g., own another business, do charity work,
pursue hobbies) than work at a CPA firm. They want to pursue these
interests while they are still young.

Older partners (say, 55 years or older) see themselves working indefi-
nitely, with 65 being the earliest age that they will even consider retiring.
This thinking is shaped by various influences, not the least of which are
the realities of their financial burdens, including college education, car-
ing for elderly parents and the sobering calculation of the nest egg
needed in retirement to continue the lifestyle to which they’ve grown
accustomed.

Then, as partners move north of 55, they realize how much they love
their jobs and can’t imagine giving them up. Plus, as the saying goes,
“65 ain’t what it used to be.” Medical advances and healthier lifestyles
now make it quite possible for people to remain physically vital and
mentally sharp well past 65. This concept is illustrated in the following
chart.



Targeted Retirement Goal as CPAs Age
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Age of Partner

So, owners of CPA firms are faced with two of the biggest challenges of
their professional lives as they approach traditional retirement age:

1. They don’t want to retire and they don’t want anyone to make them
retire. We'll address this a bit throughout this book, but the next item
is our primary focus.

2. When they do retire, they want to “cash in” their share of the firm’s
value. But how is the firm’s value determined? And how is their
share of that value calculated? In many cases, the partner’s share can
range from $750,000 to $2M or more.

How CPA firm owners meet this second challenge is the primary focus of
this book.

A note on terminology: when we refer to “partners” throughout this
book, we're referring to equity owners, not income partners or
non-equity partners.



Why CPA Firms Have Partner Retirement/Buyout Plans

Owning CPA firms provide owners with two paydays:
1. Annually, in the form of compensation.

2. Uponretirement, their interest in the firm is bought out either by the
remaining owners (which they often prefer) or by an outright sale to
another firm (which some fear).

CPA firms have a substantial value that builds up over time. There is a
strong market for the purchase or merger of CPA firms, making firms’
values fairly liquid.

Given the substantial “street value” of a CPA firm, when partners retire,
they want to cash in their share of the firm’s value. And they want to do
this in a way that enables the firm to continue as a successful, viable en-
tity. This is accomplished by creating a partner retirement/buyout plan.

A partner buyout plan results in a win-win situation for all stakeholders:
e The retiring partners receive their share in the value of the firm.

e The remaining partners are able to pay off the retiring partner with-
out having to liquidate the firm.

e One of the firm’s most valuable assets—its clients and the accompa-
nying revenue stream—is retained because of the effective transi-
tioning of clients.

The other valuable asset (i.e., the firm’s people) is retained because the
firm is able to survive the retirement of key owners while also providing
its personnel with continuity and stability, not to mention the oppor-
tunity to eventually replace the retired partners.

What CPA Firms Are Worth

To illustrate a CPA firm’s value, let's use an example of a “vanilla” or
average firm:

e Annual revenues: $6M.
e Six partners with ages spread evenly between 45 and 62.

e Average partner income: $350,000.
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e Ratio of professional staff to partner is 3:5.
e Firm is located in a city with a population in excess of 1M.

e (lients are all in common industries, such as manufacturing, real
estate, and health care. No niches or specialties.

e Services are virtually all traditional annuity types, such as account-
ing and tax.

e The firm’s accrual basis capital, primarily WIP and A/R, is $1.2M.
This firm has a value of $7.2M, computed as follows:

$6.0M Goodwill value (also called intangible value)*
$1.2M Capital (the tangible value)
$7.2M Total

* For this calculation, we use a one-times multiple to value the goodwill.
In reality, this multiple varies from firm to firm. Although elite firms may
be worth one times revenue or more, the majority of firms are valued at
60-90% of revenue.

As this calculation shows, the biggest component of a firm’s value by far
is its goodwill or intangible value. This is for the following reasons:

1. Avery large portion of CPAs’ revenues are annuity-based. Revenues
from audit, accounting and tax services are routinely provided to the
same clients for many years. This revenue stream is quite valuable
for the following reasons:

o Itvirtually guarantees a significant, steady cash flow for years to
come, even if the firm doesn’t add new clients.

o It significantly reduces (but doesn’t eliminate) the need for CPA
firms to bring in new business, a skill at which a majority of CPAs
do not excel.

2. A CPA firm practice is a very low capital-intensive business. Other
than a small investment in office furniture and computers, little
additional investment is needed to start and operate a firm. Most
firms’ largest tangible assets are their WIP and A/R.



The Demand to Acquire Smaller Firms Is High

An ample supply of willing buyers is a critical factor that strengthens and
confirms the value of a CPA firm. Virtually every firm, from sole practi-
tioners to the Top 100, is eager to acquire a smaller firm. Why is this?

1. Acquiring a CPA firm is inexpensive. It's far less expensive to buy
new clients through a merger or acquisition than it is to develop
them organically. Also, because virtually all firm acquisitions are
paid from earnings of the acquired firm, the buyer usually needs to
invest little upfront money.

2. Mergers are a great way to acquire talent. The CPA firm industry
isin the throes of a near-permanent labor shortage. Many buyers are
more interested in acquiring the personnel of sellers than the
revenue.

3. Bringing in business is very difficult for many CPAs. Acquiring
smaller firms is a much-preferred growth strategy for many CPAs
than engaging in business development activities.

4. Bigger is better. Statistics consistently show that the greater a
firm’s revenue, the higher their profitability. This isn’t guaranteed,
but it’s a safe bet.

5. The return on investment for acquiring a CPA firm is huge.
Purchasing a CPA firm for a mere one times fees often results in a
return on investment (ROI) of 50-80%, a result that would cause
most people to describe the acquisition as a steal. If a firm were to
pay as much as two times fees (an unheard of price), it would still be
a good deal for the buyer. Later in this book, we will expound on the
ROI calculation for purchasing a firm.

6. Attractyounger employees. Along the same lines as #2, merging in
a smaller firm can be a great way for an older firm to bring in a more
youthful labor force.

7. A way to jumpstart specialization. In addition to acquiring a reve-
nue stream and talent, many mergers are done by buyers to acquire
the seller’s specialty, whether it's new to the buyer or one that ex-
pands or compliments an existing specialty.



Evidence That the Value of a CPA Firm Exists

Even casual observers of the CPA firm industry have seen the frenetic
pace at which mergers and sales of firms are taking place. This has been
going on since the onset of the 21st century and shows no signs of abat-
ing. For the Top 100 firms, the hunger for acquiring firms has been
fueled by entrance of private equity in the CPA profession. The merger
activity has been triggered by the relentless aging of Baby Boomer CPA
firm owners. Lacking capable successors, they’re increasingly turning to
mergers and sales as the only way to “cash in” the value of their firms.

The presence of a large number of sellers coupled with a seemingly infi-
nite number of buyers provides conclusive proof of the substantial value
of CPA firms. The sales prices of the vast majority of these firms range
from 60-90% of revenue.

According to the results of the most recent Rosenberg MAP Survey, 73%
of all CPA firms with three or more partners are making buyout pay-
ments to retired partners. This is an obvious acknowledgment by
partners of the value of their firm. Note the following:

e A large portion of the 27% of firms that are not making buyout
payments are in this situation for a simple reason: they are first-
generation firms that have yet to retire their first partner.

o Ten percent of firms not making buyout payments don’t have a
retirement plan in place. This is because the partners either haven’t
been able to agree on how the plan should work or they feel that put-
ting the plan together would be wasted effort because their exit
strategy is to sell or merge up.

It’s All about the Clients, Not the Gold Watch

We’ve seen people in real life or portrayed in movies who worked for
their company for 30-40 years, retire and receive a gold watch from
management as a thank you for their many years of loyal, hard work.

CPA firms are quite different. Virtually no part of a partner’s retirement
benefits has anything to do with their loyal years of service to the firm.
Instead, the retirement payments are directly linked to the value of the
firm overall, the contributions made by the retiring partner to build up
the value of the firm and the retention of the retiree’s clients. Not one
firm on the face of this earth would pay hundreds of thousands of dollars
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to retired partners if they knew for a fact that the retiree’s clients would
leave immediately.

With the strong link between retirement benefits and client retention,
it's easy to understand the critical importance of client transition prac-
tices. We will address client transition issues later in this book.

A Partner Retirement Plan Is Not a Savings Plan

Partners have a natural tendency to view the firm’s partner retirement
plan as a personal savings plan, but that’s not how these plans work. A
savings plan is a pile of money that increases in value over time that can
be 100% withdrawn for any reason at any time by the owner. With-
drawal of the savings is not tied in any way to actions required of the
owner before the withdrawal is allowed.

CPA firm retirement plans are quite different. Designed to encourage
partners to stay with the firm for the long haul, these plans strictly limit
a departed partners ability to withdraw benefits in the early years of
their tenure with the firm. There are two reasons for this:

1. Retirements within the first 10-15 years or so of a partner’s tenure
with the firm could result in windfall benefits to the individual.

2. Partners are very hard to replace. Firms really need their partners
to survive and make the firm successful. The departure of even one
partner can negatively affect the firm for years to come.

To ensure that a partner buyout plan does not function like a savings
plan, CPA firms typically adopt four plan features that we’ll elaborate on
later in this book, as follows:

Vesting based on years as a partner.

Vesting based on one’s age at the time of departure.

1
2
3. Notice of intent to retire or withdraw.
4

Transition of clients to other firm members as a condition for receiv-
ing goodwill-based benefits.



Who Participates: Just Equity Partners or Others?

The majority of firms limit participation in the partner retirement plan
to equity partners only. Other personnel such as non-equity partners
and managers are usually excluded. This practice doesn’t make it “right”
or fair to personnel other than equity partners; it’s simply a statement
of a practice that firms commonly follow. This practice of limiting partic-
ipation is understandable. How many nonowners of other businesses
participate in the proceeds of the sales value of the business when they
leave the company? Not many.

Another reason for limiting participation to equity partners is that eq-
uity partners drive the firm’s growth and profitability. They create the
firm’s value. They have capital invested in the firm that is at risk. Firms
reason that only owners with these attributes deserve to be bought out
for creating and increasing the firm’s value.

That said, a growing number of firms are including non-equity partners
and senior managers in a similar but reduced buyout plan. In these cases,
their participation in the value of the firm is usually at a much lower rate
than for equity partners. If and when they become equity partners, they
participate the same as other equity partners. Firms reason that
non-equity partners and managers are future equity partners in the firm
and, as such, drive up the value of the firm in the years before becoming
equity partners. Therefore, they should be rewarded for these efforts.

Consider the following data that shows the participation of non-equity
partners in buyout plans:

e In February 2021, 29% of 34 firms surveyed included non-equity
partners in their buyout plans.

e The participation rate of non-equity partners is about one-third that
of equity partners. For example, if a firm’s plan pays buyouts at 3.0
times the partner’s compensation, then the rate for non-equity
partners is roughly 1.0.

e About half the firms that provide buyout benefits to non-equity
partners require the person to be with the firm for 5-10 years to be
eligible to participate. Half of the firms do not have such require-
ments.

One firm said: “We use the non-equity partner’s participation in our buy-
out plan as a retention tactic in cases where the person will not be
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progressing to equity partner. This recognizes the key role they plan to
the success and operation of the firm.”

It's a good bet that there will be more non-equity partner participation
in buyout plans as time moves forward.

Amazing But True: 10% of Multipartner Firms Have No
Buyout Plan

Despite the clear, substantial value and need, roughly 10% of multi-
partner CPA firms do not have a formal, written partner retirement plan.
This is a dramatic improvement from 17% since the first edition of this
book was published in 2016. A large portion of the firms without buyout
plans have two to four partners. Why are firms going without a buyout
plan?

e The partners don’t want to be obligated for substantial liabilities that
may not be affordable years in the future, to fellow partners who
they feel may not deserve a huge payout.

e The partners can’t agree on terms of the buyout agreement.

o The partners believe the firm will eventually merge out of existence,
so they feel it would be a waste of time and money to create a buyout
plan.

e One or more of the younger partners are afraid they will be the last
partner to “turn out the lights” and they refuse to sign a buyout
agreement.

e The partners run their firm like a group of sole practitioners operat-
ing under one banner. Retaining clients is so heavily linked to the
tight relationship between the clients and the controlling partners
that the partners are convinced that clients will leave when a con-
trolling partner retires. Or, the clients of the retiring partners will be
so old that they will cease to remain in business once the partner
retires.

Many firms without a buyout plan in place tell us “we just haven’t gotten
around to it.” It is my experience that this is a copout—something easier
and less anxiety-provoking than the true reasons for not having an
agreement listed above. Perhaps without realizing it, they choose the
path of least resistance (i.e., procrastination), which is a natural reaction
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when one is faced with an extremely sensitive, gut-wrenching, difficult
problem that has no easy solution.

Definitions
For the purposes of this book, a few terms need to be defined:

Retirement and retired partner. These terms relate to an equity part-
ner who leaves the firm and ceases to be a partner. The departure could
be due to retirement, withdrawal, expulsion, death or disability. In sub-
sequent chapters, we will expound in detail about important differences
in these various types of partner departures. For the most part, “retire-
ment” in this book is any situation in which a partner leaves the firm.

Buyout benefits and payments. As stated earlier, the two types of pay-
ments typically paid to a retiring partner are capital and goodwill.

e Both of these types of payments are often referred to as “buyout” or
“buyout” payments.

e Goodwill-based payments or benefits are synonymous with deferred
compensation or intangible benefits.

Mergers. When we use the term “merger” in this book, we use it in its
broadest sense. So, “mergers” refers to any combination of two CPA
firms, including true mergers, sales and purchases.

Partnerships versus corporations. For purposes of this book, we have
assumed that all firms operate in substance as partnerships, even if they
are not partnerships in form.
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