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o4l Benefits and Problems of Buying an Existing SB

Buying out existing business has arguments both in favor and against. These may be seen:

Reasons for Buying Reasons against Buying
1. Own a successful establishnert with goodwill . | 1. Lines business may not conform to the buyer’
; s best judgement
2. Proven advantage of good location 2. Problem making employees may be inherited
3. Need not wait for profitable operation as is 3. Difficult to change the old customers even if
° required in case of starting a new SB they do not behave desirably
4. Can reap the truits of established market & 4. Unwelcome conventions of the past owner is
clientele hard to change

‘' 5. Getting all the infrastructural facilities j.e. | 5. The personnel may be stagnant and have a
building. equipment, inventory, and personnel in poor production records
~ a functioning status

6. A product or service already produced and | 6. Thece may very 'high proportion of poor

distributed quality accounts receivable

7. Already have needful contacts with suppliers, - 7. May require substantial BMRE investment in
bankers & others. . an attempt to modernise the plant

8. Resources & capabilities ave already known 8. Lease terms entered into by the old owner may

) not be found justified and acceptable.

9. . Financing is limited to one single purchase 9. Nature of inventories may be of bad auality &
transaction slow- moving

10. May be enjoying the special benefits & 10. The old infrastructure facilities may be
concessions allowed by the Govt. obsolete & defective

11. The location may be bad

12. There may be poor solvency & liquidity
resulting in deteriorating relations with the old
financiers

While it is difficult to discuss this subject intelligently without knowing the specific details of each
situation, at least there are some generalizations which can be made both in favour and against buying
an existing enterprise.

4.2 Evaluate All Opportunities

A buyer should evaluate all opportunities that are available. The old adage still applies, “Let the buyer
be aware™ It iy assumed that the buyer has evaluated and investigated "all the activities of the available
opportunity. The final decision has supposedly been made after careful consideration and analysis of
all actions and activities of that opportunity. The following may be used as a checklist in evaluating a
business opportunity. o F

Many of the factorg involved in choosing a business are personal ones. The desirability for any one
business is particular to any given individual. The type and size of the business are-sensitive personal
factors, as well as being limited by available financing. In choosing a business, either as an existing
business or as a franchisee, it is important to properly evaluate the business opportunity.
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The evaluation of any business is the cruclal stage prior to the actua] opening of that business. The
prospective owner faces the dilemma of determining fair costs associate with reasonable proﬁtablhly
for a particular business. Such an evaluation should cover the following points:

1. History of the business and its related industry. 8 ‘5. Determine what is being bought

2. Business profit, sales and eﬁgpense figures; past and - a.  Assets
projected (five or more years back; one to three b. Liabilities
years in future) c. Replacement value

'3, Image and goodwill of the busmess under’ sale ;

4. The rcason for the sale: . ; 6. Other areas of concern
a.  Owner’s health and age a. Location
b. .Owncr s interest for another business b. Parking

. ¢ Accept an extremely attracuve employee c. Licenses
- . position elsewhere . d. Merchandise line. -
d. Discouraged by labor troubles e. Employees
e. Discouraged by high rate of taxes ' - | 7. Liquidation
f. Expiration of a vital patent./ Franchise
g. Loss of customers.
“h.  Owner's family
_ 1. Profitability ' ' ‘

i.  Bankruptcy ' '
k. -Moving to a better climate '
1. Location
m. Obsolete merchandlser inventory.
n. Poor_management

The successful completion an analysis of these guidelines will require time and effort, but such ‘an
investment will highlight the danger ana obstacles to becoming successful as a business owner.

4.3 Circumstances when to Buy?

When an entrepreneur-has no firm business idea but has organizing and managcmenl ablllty _

2. When thé business climate is poor, the economy is not favorable, and the costs of penetrating the
~ market are too high..

3. When the interest rate is too high and most people prefer to !eave money in the bank or buy

second mortgage.

4. When there is a business for sale, as long as  the enlrcprcneur can be sure that he or she is
financially capable of undertaking the risk, and the reasons for the busmess being sold are
generally caused by:

« The death of the proprietor
Poor héalth .

Poor management
Inability of the business
“Family problems ;
The owner-managers retirement.
Disagreement among partners.

L




74

Entrepreneurship & Small Business

4.4 Focus of Analysis while buying

Focus of analysis while buying on the specifics business you are considering for buying. There arc a
number of factors to be considered before an intelligent decision can be made. Those factors include:

The Business. Do past financial statements show the potential for a legitimate return on investment
within a reasonable amount of time? Do past financial statements show the potential for positive
cash flow within a reasonable amount of time? Why does the current owner want to sell? (There
are always hidden agendas.) Are the business’s existing problems solvable or are they beyond
repair? ' ‘ . ' ‘

The purchase price. Is the price of the business low enough to allow a fair return on investment
within a reasonable amount of time? Will the resulting debt choke you? -

The terms. The more owner financing, the better. That’s because owner financing represents

" money that doesn’t have to be borrowed from a bank and banks are always. tougher on borrowers

than ex-owners. Besides, ex-owners who still have a stake in the success of their old business can
be an important asset to the new owners. :

The previous owner. How important to the success of the business is the previous owner? How
badly will his or her skills be missed? Will the business lose important customers apon his or her
departure? Will the previous owner remain with the business long enough to bring you up Lo
speed?

You (the new owner). Are you capable of filling the business's existing voids while you're:
plugging the holes created by the previous owner’s departure? How much do you know about the
industry? How much do you know about managing a business?

..Also, the longer the repayment period, the better. A short-term need to repay principal can result in a

drain on cash, thereby restricting growth. Give yourself as much time as you can negotiate. A rule of

_ thumb is that you should be able to buy back a business (repay its debt) in five years.

If these issues can be resolved to the benefit of the prospective new owner, buying an existing small

‘business is usually preferable to starting a business from scratch. Here are several reasons for this.

Cash flow. An existing small business is capable of generating positive cash flow from day one of
new ownership not so for a start-up, however . . . it can take months, even years, for the flow of
cash to come around. _ .

Focus. The entrepreneur can focus his or her energies on the nuts and bolts issues of the new
business and not on those pain-in-the-posterior chores that are part of every start-up. Those details
have already been done. . E

Credibilirv. Customers, suppliers, and lenders are more likely to establish a relationship with an
ongoing business than they are with a start-up. ‘

Risk. History is an excellent fortune teller; thus small businesses with existing track records arc
always more predicable, and less risky, than those without. Besides this crystal ball effect, the risk
factor is also less because such things as a customer base, leases, and vendor agreements are
already in place. S

Less expensive. It costs less money to buy an existing business than it does to start up one. This is
because many of the organizational and start-up expenses have already been paid for and written
off by the existing business. Also, many of the assets that are being purchased have been

 significantly depreciated. (Meanwhilé, the startup business has to buy them new.)

Yes, all other 'things being equal, buying a business is better than starting one: But remember to
involve the head and not the heart when structuring the deal, and beware of making emotional
decisions. ) '
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" Consider Other Factors.
A number of other factors in evaluating an existing business remain to be explored. Some of these are:

2.

Competition - the prospective buyer should look into the extent, intensity, and location of
Lompetmg ‘businesses.- In particular,. the buyer should check to see whether the business in
question is gaining or losing in the race with competitors.

Legal commitments — These may inclyde contingent liabilities, unsettled lawsuits, dehnquem tax
payments, missed payrolls, overdue rent or installment payments, and mortgageea of record
against any of the real property acquired. :

. Market— The adequacy of the market to maintain all competmg business units, including the one

to be purchased, should be determined. This entails market rescarch, study of census data, and

personal, on-the-spot observation at each competitor’s place of business. . '

Future community devetopmems - Examples of community developments planned for the future

include:’

a. Changes in zoning ordinances already enacted but not yet in effect.

b. Land condemnation suits for constructmn ofa pubhc bulldmg, a municipally operated parkmg
lot, or a public park.

c. Change from two-way traffic flow to one-way trafﬁc ‘ -

d. Discontinuance of bus routes thal will cl:mmate public transportatlon for customers and
employees.

_ Umon contracts — The prospectwe buyer should dctermme what type of labor agreement if any, is

in force, as well as the quality of the firm’s employee relations.

- Buildings — The quality of the buildings housmg the busmess particularly’ the fire hazard

involved. should be checked. In addition, the buyer should determine if there are restrictions on

- access to the building. For example, is there access to the building without crossing the property of

another? If nécessary, a right of way should be negotiated before the purchase contract is closed.
Future national emergencies — The buyer should determine. what would be the impact of posmble

. future nanonal emergencies such as price and. wage controls. energy shortages human resources

shortages, raw material shortages, and the like.
Product prices — The prospective owner should compare the prices of the seller s products with-
manufaclures or wholesalers’ catalogs or prices of competing products in the locality. This is

. necessary to assure full and fair pricing of goods whose sales are reported on the seller’s financial

statements,

Check Tax Angles. _
The purchase of an existing business also presents tax problems. Questions of this type are quite -
technical, so the prospective buyer should check all possible tax considerations with a tax expert.
Many other tax angles require checking by a tax expert. These include the following:

Tax deductible items — Interest expenses connected with installment purchase of business assets
may be tax deductible. The same is true of payments made by the buyer to the seller in the return
for the seller’s agreement not to engage in direct competition for a specified period of time. :
Payment of property taxes — Property taxes are the obligation of the titleholder of record at the
time the tax is imposed. Therefore, the purchase agreement should require prorating of this ‘tax
between buyer and seller.

Payment of dividends - In buying capital stock and taking over a corporation intact, the buyer
must pay taxes on future dividends paid from the accumulated surplus existing and acquired at the
time of purchase &
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4.5 Steps in Dealing the Buy out

There are, in aII 9 steps to cover in the process in order to complcle the purchase deal of an existing

small business. This may be gauged as under

Buy out the business

Yes

Can we negotiate a mutually satisfactory price?

No

What should be my negotiations strategy?

How much is the business worth?

Yes

best?

“After the search, which prospect looks

i ) HEdien e ; i
Do the seller’s financial statements describe a ‘
healthy business?
Yes T
: No
Is the seller selling for sound reasons? .
e

L - —
What criteria should the buyout meet”

What product or service fits my-alents and
desires?

Figure - 4_A: Showing the Steps in Dealing the Buy out

The potential buyer at first choose the line of activity in which he wants to be involved, then set a
criteria in order to search for one unit of enterprise of his choice. He should know then the reasons for
which the existing owner is offering the unit for sale. If the reasons are acceptable, the other steps i.c.
financial heath and networth to be looked mto before he starts negotiating to arrive at a final deal.
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R \/ﬂfgltems to be included in a complete buy/sale agreement

The agreement of buy out should contain all the essential items in order to avoid any lapses.for which

the new owner may face problem in future. In order to be complete a buy / sale agreement should

contain the items as under : ‘ _ : : :

I List the names of the individuals or business involve in the buy/sale agreement.

2. Indicate the method of purchase, such as, cross-purchase, stock-redemption or a combination of
the two. ' '

3. Explain from where money will come to purchase the departing owners portion of the business;

- bysiness funds. insurance, notes, loans, or corporate funds.
4. Explain how to modify or terminate the buy/sale agreement, indicating the laws under which the’
* buy/sell agreement is being made. e . g

5. State whether for tax consideration, some thought should be given to using an installment
purchase plan. L o . ;

6. State whether the buy/sale agreement will have a required transfer of interest, a choice of a

. remaining owners, a choice of owner’s estate or a right-of-first refusal inclusion.

7. Indicate if the buy/sale agreement will be contractual or optional. , :

8. List each partner as a particular portion of the business with a stipulation that no liens or

#incumbrances are or will be placed on his or her part of the business.

9. . State the price and how to evaluate the price of the business,.

10. Name a trustee, if any. - - ‘

I'1. State what item will be sold or transfer to the remaining partners or stockholders. s
Aspart of the succession plan, the buy / sell agreement is an aid in-the smooth and continuous
Operation of the business while it is being transferred from one owner to another.

12. Evaluating an existing Business P . :

There are various outside experts who can aid the buyer in evaluating, negotiating, and closing a

business purchase.

- 4.7 Price Setting Approaches

The buyer may arrive at the buying price following two approaches [i] Earning Approach or [ii] Asset
Value Approach. Earning analysis should make a trend to project the future earnings if the unit
remains with the present owner. Another such earning projection be made if the ownership is
transferred to the buyer as a result of his new efforts in a changed conditions. This may be seen in the .
Chart provided: - ' e

Using the ‘ | % Book value
Asset a | ¢ Adjusted book value
X .
Setting a Approgch Selected assets

price

Past earnings
Future earning under seller
Future earning under buyer

Lt

Figure- 4B: Showing the Price Setting Approaches

Traditional approaches for pricing a potential buyout. The buyer should price a potential buyout from
both the buyer's and the seller’s viewpoint.
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4.8 Expected Positive Changes to be done by the Buyer

The issue in valuing a business is the reasons an entrepreneur’s business is being acquired. The
following arc some of the most common positive changes that are hkcly to be done by a potential
buyer:

e Integrating yertlcall) either backward or forward, by acquiring a firm that is supplier or
distributor

s Reducing mventory levels by acquiring a firm that will allow ehmmauon of duplicate
operating costs (e.g., warehousing, distribution, etc.)

. De.ve]oplng or improving customer service operatlons by acquiring a fi rm with an established
service operation, as well as a customer service network that includes the company’s
products. :

e Reducing operating leverage and increasing absorption of fixed cost by acquiring a firm that
has a lower degree of operating leverage and can absorb the company’s fixed costs,

e  Reducing fixed costs by acquiring a firm that will permit elimination of duplicate fixed costs
(¢.g.. corporate and staff functional groups) Increasing the number of customers by acquiring
a Ilrm whose current customers will broaden substantially the company’s mdustry
Increasing market share by acquiring a firm in the company’s industry .

Developmu more growth-phase products by acquiring a firm that has developed new produua
in the company’s industry. :

e Using idle or excess plant capacity by acquiring a firm that can Dperate in the -company’s
current plant facilities. .

e Improving or changmg distribution channels by acquiring a firm with recognized superiority
in the company’s current distribution channel.

] Expdndmg the product line by acqulrmg a firm whose products complement and complete the

scompany’s product line.
The potential buyer makes an exercise to gain if the unit is taken over by him. His own initial plan to
carn profit after the acquisition is over. The likely changes in the selected areas of the enterprise
whether can make the same profitable is an important exercise on the part of the buyer.

4.9 Closing the Deal

As in the purchase of real estate, the purchase of a business is closed at a specific time. The closing
may be handled, for example, by a title company or an attorney.
Causes and dangers of inadequate investigation. Prospective entrepreneurs have been told many times
by many different authorities on the need for adequate investigation before launching a new business.
For a number of reasons, however, thé investigations made are ail too often inadequate. Some of the
Most COMMON reasons are :

1. An impatience to get started.

2. Insufficient funds to carry on expenswe market studies or even much personal

observation.

3. Lack of training and skill to undertake an adequate business opportunity mvest:gatmn
The preliminary consequences of inadequate investigation and planning are

a) Poor business location.

b) Unplanned or ill-planned distribution pmccdures

¢)  Working capital shortage.

~d) Inadequate sales potential.
¢) Crushingly strong competition.
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The ultimate consequence to be expected is business failure. Hence, we must reemphasize that a
prospective entrepreneur must investigate adequately and carefully before inaugurating a new small
business. . o ’ .
The buyer must be thorough about the industry to which the unit belong, its operational mec;hég'r;r,nﬁ.
customers, employees etc. A lawyer who has previous experience of preparing such an agreement.miay.
help the buyer about the legal implications of the terms of agreement, especially on the financfal
implications. This apart, an eXperienced accountant may make study the assets & liabilities, earning
ability & implications of the liabilities. Assuch, the buyer can be assisted in the deal as shown in the
Chart presented: : T :

% Audits income cfatements
% Audits balance sheet
**  Sets a purchase price

PR MR

Review major contracts : s
Advises on payment terms -
Drafts buyout agreement

Investigation

Masters industry knowledge Boe
Observes operations on the spot - 2
Appraises customers and employees

Figure - 4C: Showing the Involvement of the Buyer with -Accountant & the Lawyer in Closing the Deal

Suggested procedure for invesiigatiug a.potential buyout Investigation of a potential buyout should -be
a team effort, involving the buyer, a lawyer, and an accountant. o

4.10 Summing Up

A prospective small entrepreneur while choosing a business, either as an existing unit or as a franchise, needs to
properly evaluate the business opportunity. He should avoid buying a problem unit whose sickness, if any, is oul
of cure. The potential buyer of an existing business should: L L

i.  Make a thorough evaluation of any business under sale in order to locate its strong as well as week points;

ii. The reasons for sale by the present owner be looked into; i

tii. Earnings trend, assets- book value and market value, liabilities- current and long-term be investi gated:

iv. Image of the business in the circles of the interested parties need be assessed:

v.  Whether the prospective buyer has past experience of such a business and in what capacity, ability to manage
such business under sale negotiation.. =

vi. - The potential buyer must assess his financial ability whether adequate & enough to afford the business under
sale and the possible additional sources manageable when need arises.

vii  The prospective buyer must not atiempt to negotiate business unit with obsolete & defective assets, poor
production records, strained labor relations, excessive amount of “dead stock”, high proportion of poor
quatity accounts receivable, unsuitable locations, liquidity crisis, large proportion of poor customets who are
draining the assets of the firm and the like;
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viii. The prospective buyer should look into the extent, intensity, and location of the competing businesses. In

particular, the buyer should check to see whethcr the business in question is gaining or losing in the market
race with competitors.
The potential buyer should look into the possibility and extent of the contingent liabilities, unsettled lawsuits.

delinquent tax payments, missed payrolls, overdue rent or installment payments, and mortgages of record

against any of the real property acquired and shown as assets of the unit under sale;

The buying deal be carefully handled by competent persons or an organization, for example, by a title
company or an attomey or at least one with ample legal knowledge with past experience of handling such
types of contracts.

Broad Questions

2.

bl

o R ]

9.

10.

1.
12:

[uat are the ioglc,al reasons for choosing to buy an >xisting business? Do you think the buying
circumstances is better than startmg a new business? ~Evaluate.
What are the factors involved in choosing an existing business? Describe the rcasons for and
against buying an established small business.
How can you' decide whether to buy out an existing business? Evaluanon the available
opportunities that a buycr.should need.
How can you investigate the sellers reasons for selling?
What are the reasons for saylng, “Buying an existing business increases the certainty of successful
operation for the new owner” ? Is this necessarily always true?
Can time be saved by purchasing an existing firm, rather than by doing a thorough job of planning
and establishing a new firm?
What reasons for buying an existing business, in contrast to starting from the scratch, appear most
important?
What contractual arrangements can be made to: prevent future competition by a seller of a
business? Are these legally enforceable?
What are the advantages and disadvantages of buying out an existing business?
Outline the procedure that an entrepreneur can follow to decide whether to buy out an existing
business.
Briefly describe the various ways of arriving at a purchase price for an existing business.
How important are nonfinancial considerations in negotiating the purchase price of an existing
business? Explain.

-

_ Short Questions

G phids B o

What are the five 1mportam questions to be answered before buying an unit?
Delineate the parameters of an ideal business buy-out.

What steps,are required to be followed in buying an existing small business?

What items to be included in a complete buy/sale agreement?

Why the investigations required to be made before buying, often, remain inadequate?
State reasons for selling a business. '
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A'ppendix A ;
Am I Capable of Running a Small Business?
=A Self Analys:s

Are you a self-starter?

0 Ido things on my own. Nobody has to tell me to get going.
O  If someone gets me started, I'keep going all right.

Q _ Easy does it. I don’t put myself out until I have to.

How do you feel about other people?

‘O Ilike people, I can get along with just about anybody
O Ihave plenty of friends- I don’t need anyone else.
a- Mosl people bug me.

- Can you lead others‘? )

Q  Ican get most people to go along when I sLart somethmg

Q. Icangive the orders if someone tells me what we should do.

- Q Ilet someone else get things movmg Then I go along if I feel like it.

Can you take responsibility? -

O Ilike"to take charge of things and see them through.

@ T'lltake over if I have to, but I'd rather let someone else be responsible. :

Q There are always some eager beavers around wanting to show how smart they are, I say let them.

How good on organizer are you?

0 TIlike to have a plan before I start. I'm usually the one to get things lined up when the gang wants to do
something. ; :

Q Ido all right unless get too goofed up. Theﬂ"[ cop out.

O  You get ai set and then something comes along and blows the whole bag. So I just take things as they
come.

How good a worker are you;’

O Ican keep going as long as I need o, I don’t mind working hard of somethmg 1 want.
Q I'll work hard for a while, but when I've had enough, that’s it!

O Ican'tsee that hard work gets you anywhere.

Can you make decision? _

Q  Ican make up my mind in a hurry if I have to. It usually turns out O.K., too. _

QO  IcanifI have plenty of time. If I have to make up my mind fast, I think later I should have decided the
other way. ‘

0 Tdon’t like to be the one who has to decide things. I'd probably blow it.

Can people trust what you say?
‘O You bet they can. I don’t say things I don’t mean. i
Q  TItry to be on the level most of the time, but sometimes 1 just say what’s easiest.
O  What's the sweat if the other person doesn't know the difference?

Can you stick with it?

Q  IfI make up my mind to do something, I don’t let anything stop me.
O Tusually finish what I start — if it doesn’'t get fouled up.

O [Ifitdoesn’t go right a way, I turn off. Why beat your brains out?
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How good is your health?

Q Inever run down!

Q Ihave enough energy for most things I want to do

@ Trunout of juice sooner than most of my fr}ends seem to.

‘Now coum the checks you made _

How many checks are there beside the first answer to each question?  se-eceeeoooe-
How many checks are there beside the second answer to each question?  ----------—
How many checks are there beside the {hlrd answer to each question? =~ ----------e-

" If most of your checks are beside the first answers, you probably have what it takes to run a business. If not,

you’re likely to have more trouble than you can handle by yourself. Better find a partner who is strong on
_ your weak points. If many checks are beside the third answer, not even a good partner will be able to shore
you up.

b

Locate in haste, repent in leisure.
- Jeffery Davidson

Real opportunities lie within a person, not outside.
What lies pehind you and what lies before you are tiny
matters compared to what lies within you.

- Ralph Waldo Emerson

All laws, written and unwritten,
have need of interpretation.
= Thomas Hobbes

ERAREE XA KR XX KR AN

CesneRennsasRRIREREEE

£




