Goodwill, like a good name, is
gotten by many actions, and lost
by one.

—Lord Jeffrey

looking for something else,

—Mary Pettibone Poole

LEARNING OBJECTIVES [l

. Upon compietion of this chapter, you will be able to:

I. UNDERSTAND the advaniages and
disadvantages of buying an existing
business.

2. DEFINE the sieps invoived in the right way
to buy a business.

3. EXPLAIN the process of evaluating an
existing business.

4. DESCRIBE the various techniques for
determining the value of a business.

5. UNDERSTAND the seller’s side of the
buyout decision and how to structure the
deal.

6. UNDERSTAND how the negotiation
process works and identify the factors that
affect the negotiation process.
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Each year, more than 500,000 businesses are bought and sold. Many entrepreneurs don’t start
new businesses but instead focus their attention on finding an existing business that has poten-
tial but is poorly managed and can be bought at “the right price.” Each circumstance is unique,
but the process of evaluating a potential acquisition is not. The importance of the analysis and
evaluation process cannot be underestimated. A business that looks good on the surface may
have flaws at its core. The “due diligence” process in analyzing and evaluating an existing busi-
ness is just as time consuming as the development of a comprehensive business plan for a start-
up. The due diligence process will uncover the negative as well as the positive components of
any business. This process takes time and a lot of homework to verify all the. facts and figures.
Be patient and, as the process implies, be diligent. Be sure that you know the answers to the fol-
lowing fundamental questions:

® Is the right type of business for sale in a market in which you want to operate? .~~~

® What experience do you have in this patiicuiar business and the industry in which it operates?

® How critical is experience in the business to your ultimate success? Where should such a business
be located?

® What price and payment method are reasonable for you and acceptable to the seller?

m Should you start the business and build it from the ground up or should you shop around to buy
an existing company?

® What is this company’s potental for success?

® What changes wiil you have to make—and how extensive will they be—to realize the business’s
full potential?

® Will the company generate sufficient cash to pay for itself and leave you with a suitable rate of
return on your investment?

BUYING AN EXISTING BUSINESS

Advantages of Buying an Existing Business

A SUCCESSFUL EXISTING BUSINESS MAY CONTINUE TO BE SUCCESSFUL.
Purchasing a thriving business at an acceptable price increases the likelihood of success. The
previous management already has established a customer base, built supplier relationships, and
set up a business system. The new owner’s objective should be 1o make those modifications that
will attract new customers while retaining the firm’s existing customers. Maintaining the
proper balance of oid and new is not an easy task, however. The customer base inherited in a
business purchase can carry an entrepreneur while he studies how the business has become suc-
cessful and how he can build on that success. Time spent learning about the business and its
customers before introducing changes will increase the probability that any changes made will
be successful.

AN EXISTING BUSINESS MAY ALREADY HAVE THE BEST LOCATION. When the
location of the business is critical to its success (as is often the case in retailing), it may be wise
to purchase a business that is already in the right place. Opening in a second-choice location
and hoping to draw customers may prove fruitless. In fact, an existing business’s biggest asset
may be its location. If this advantage cannot bc matched by other locations, an entrepreneur
may have little choice but to buy instead of build. As part of its expansion plans, one fast-food
chuin récently purchased a smaller chain, not so much for its customer base or other assets but
for its prime store locations.

EMPLOYEES AND SUPPLIERS ARE ESTABLISHED. An existing business already has
experienced employees, so there are fewer problems associated with the transition phase.
Experienced employees can help the company eam moncy while a new owner icarns the busi-
ness. Many new owners find it valuable to ask the employees what ideas they might have that
would increase sales or reduce cost. In many cases, the previous owner may not have involved
the employees in this fashion and never gained the advantages found in the wisdom of employ-
ees. Few people know a job better than those who are performing it.
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In addition, an existing business has an established set of suppliers with a history of business
dealings. Those vendors can continue to supply the business while the new owner investigates
the products and services of other suppliers. Often the new owner is not pressured to choose a
supplier quickly without thorough investigation. However, a supplier may want to ensure that
the new owners are competent to run the business.

Reid Chase and Scott Semel purchased Cole-Kramer Imports, a high-end candy company,
that distributed Swiss candies. The Swiss supplier worked with the new owners who aggres-
sively expanded the product offerings and grew the sales from $600,000 in 1994 te $40 mil-
lion in 2001.!

EQUIPMENT IS INSTALLED AND PRODUCTIVE CAPACITY IS KNOWN. Acquiring
and installing new equipment exerts a tremendous strain on a fledgling company’s financial
TCsouTces. I an caisting busiiiess, a puienilal buyer can derermine the condition of the piant
and equipment and its capacity before buying. The previous owner may have established an
efficient production operation through trial and error, although the new owner may need to
make modifications to improve it. In many cases, entrepreneurs can purchase physical facilities
and equipment at prices significantly below their replacement costs.

INVENTORY IS IN PLACE AND TRADE CREDIT IS ESTABLISHED. The proper
amount of inventory is essential to both cost control and sales volume. If a business has too lit-
tle inventory, it will not have the quantity and variety of products to satisfy customer demand.
But if a business has too much inventory, it is tying up excessive capital, thereby increasing
costs and reducing profitability. Owners of successful, established businesses have learned the
proper balance between these extremes. Previous owners have established trade credit relation-

a2l

ships that can benefit the new owner. No suppiier wanis to iose a good customer.

THE NEW BUSINESS OWNER HITS THE GROUND RUNNING. The entrepreneur
who purchases an existing business saves the time, costs, and energy required to launch a new
business. The day she takes over the ongoing business is the day her revenues begin.
Entrepreneuss who buy an existing successful business do not have to invest a lifetime in build-
ing a company to enjoy success.

THE NEW OWRMER CAN USE THE EXPERIENCE OF THE PREVIOUS OWNER.
Even if the previous owner is not around after the sale, new owners will have access to all of the
business’s records that they reviewed during the due diligence process, which can guide them
until they become acclimated to the business and the local market. They can trace the impact on
costs and revenues of the major decisions that the previous owner made and can learn from his
mistakes and profit from his achievements. In many cases, the previous owner spends time in
an orientation period with the new owner, giving the new manager the opportunity to learn
about the policies and procedures in place and the reasons for them. Previous owners also can
be extremely helpful in unmasking the unwritten rules of business in the area, critically impor-
tant intangibles, and whom you can and cannot trust. After all, owners who sell out want to see
the buyer succeed in carrying on their businesses.

EASIER FINANCING. Attracting financing to purchase an existing business often is easier
than finding the money to launch a company from scratch. Many existing businesses already
have established relationships with lenders, which may open the door to financing through tra-
ditional sources such as banks, As we will see later in this chapter, imany business buyers uiso
have access to another important source of financing: the seller.

IT'S A BARGAIN. Some existing businesses may be real bargains. The current owners may
need to sell on short notice, which may lead to them selling the business at a low price. Many
small companies operate in profitable but tiny niches, making it easy for potential buyers to
overlook them. The more specialized the business is, the greater the likelihood is that a bargain
might be found. If special skills or training is required to operate the business, the number of
potential buyers will be significantly smaller. If the owner wants a substantial down payment or
the entire selling price in cash, few buyers may qualify; however, those who do may be able to
negotiate a good deal.

H

—
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1-B. Understand the
disadvantages of buying
an existing business.

A Company Example

w

Disadvantages of Buying an Existing Business

“IT'S A LOSER.”. A-business may be for sale because it has never been profitable. Such a sit-
uation may be disguised: owners can employ various creative accounting techniques that make a
firm's financial picture appear much brighter than it really is. The reason that a business is for
sale will seldom be stated honestly as “It’s losing money™ If there is an area of business where
the maxim “let the buyer beware” still prevails, it is in the sale of a business. Any buyer unpre-
pared to do a complete and thorough analysis of the business may be stuck with a real loser.

‘Although buying a money-losing business is risky, it is not necessarily taboo. If your analy-
sis of a company shows that it is poorly managed or suffering from neglect, you may be able to
turn it around. However, if you do not have a well-defined plan for improving a struggling busi-
ness, do not consider buying it!

After deciding 1o become entrepreneurs by buying a business, Jim Sally and Tom Marenyi estab-
lished the criteria their acquisition must meet: a quality product, a good name, market potential,
and a solid formula they could improve upon. They soon discovered Woodplay, a small company
that manufactured wooden playsets for the residential market. Although the company was known

for its ourstanding line of well-made redwood products and had good name recognition in an
aitractive n

he, Woedplay had fallen on hard times und was in bankruptcy. Looking beyond the
company's immediate financial problems, Sally and Marenyi recegnized that Woodplay had great
potential. They purchased the company's assets and invested several hundred thousand dollars of
their own money in working capital. “The first thing we had 1o do was stabilize the business.” says
Marenyi. They quickly eliminated Woodplay’s two weakest product lines, added two new ones,
and began building a network of national dealers. Within two years. Sally and Marenyi found
themselves turning down orders because they could not keep up with the demand for their prod-
ucts” Today, Woodplay is thriving, and in addition to expanding their dealer nerwork. Sally and

___Murenyi are working to build retail locations io sell their state-of-the-art product line.”

Courtesy of WoodPlay

THE PREVIOUS OWNER MAY HAVE CREATED ILL WILL. Just as ethical, socially
responsible business dealings create goodwill for a cornpany, improper business behavior cre-
ates ill will. The due diligence process may reveal that customers, suppliers, creditors, or
employecs have extremely negative feelings about ihe behavior of the previous owner. Business
relaiions may have begun 1o deteriorate, but their long-term effects may not yet appear in the
business’s financial statements. il will can penineate & business for years.

EMPLOYEES INHERITED WITH THE BUSINESS MAY NOT BE SUITABLE. _Previouc
managers may have kept marginal emplovees because they were close friends or because they
started off with the company. The new owner, therefore, may have to make some very unpopular
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termination decisions. For this reason, employees often do not welcome a new owner because it nE
they feel threatened. If the new owner plans to make changes in the business, it< ctirrent employ-

ees may not suit her needs. Others may not be able to adapt to the new owner’s management

style, and a culture clash results. A successful new operating strategy can seldom be effectively

implemented by incompetent employees. If your due diligence efforts uncovered that the current

employees are a significant cause of the problems the business faces, you must have a preemp-

tive plan to correct this weakness or your new strategic efforts may fail miserably.

THE BUSINESS LOCATION MAY HAVE BECOME UNSATISFACTORY. What was
once an ideal location may have become obsolete as market and demographic trends changed.
Large shopping malls, new competitors, or highway reroutings can spell disaster for small
retail shops. Prospective buyers should always evaluate the existing market in the area sur-
rounding an estahlished business 2 well 25 its potential fur eapansion. Remember, you are buy-
ing the future, not the past. A location in decline may never recover. If business success is tied
to location, do not acquire a business where the demographic trends are turning negative. The
value of the business will erode faster than the neighborhood.

EQUIPMENT AND FACILITIES MAY BE OBSOLETE OR INEFFICIENT. Potential
buyers sometimes neglect to have an expert evaluate a firm’s facilities and equipment before
they purchase it. Only later do they discover that the equipment is obsolete and inefficient, and
consequently the business may suffer iosses from excessively high operating costs. The equip-
ment may have been weil suited to the business they purchased but not to the business they
want to build. Modernizing eqnipment and facilities is seldom inexpensive.

CHANGE AND INNOVATICON ARE DIiFFICULT TO IMPLEMENT. 1t 18 easier to plan for
change than 1t is to implement it. Methods previously used in a business may have established
precedents that are hard 1o modify. For example, if the previous owner allowed a 10 percent dis-
count to customers perchasing a hundred or more units in a single order. it mnay be almost
impossible to eliminate the discount practice without losing some of those custormers. The pre-
vious owner’s policies, even if proven unwise, still affect the changes a new owner can make.
Reversing a downward slide in sales can be just as difficult. Implementing changes Lo bring in
new business and convince former clients to return can be an expensive and laborious process.
Never underestimate the etfort, time, and expense it takes to change the negative momentum of
a business in trouble. Before a business can go forward, it must stop going backward.

INVENTORY MAY BE OUTDATED OR OBSOLETE. Inventory is valuable only if it is
salable. Smart buyers know better than to trust the inventory valuation on a firm's balance
sheet. Some of it may actuaily appreciate in value in periods of rapid inflation, but more likely
it has depreciated. A prospective buyer must judge inventory on the basis of its marke: value,
nol its book value.

Valuing Accounts Receivable
A prospective buyer asked the current owner of a business about the value of her accounts receivable. The
owner’s business records showed $101,000 in receivables. Bur when the prospective buyer aged the accounts
and multiplied them by his estimated coliection probabilities, he discovered their reel value.

Collection

Age of Accounts Amaount Probabiiity Yalue

0-30 days $ 40,000 95% ' $ 38,000
31-60 days 25,000 88% 22,000
61-90 days X 14,000 70% 9.800
91-120 days 10,000 40% 4,000
121-150 days 7.000 25% 1,750
15! -plus days 5,000 0% 300
Total $101,000 $76.050

Had he blindly accepted the seller’s book value of these accounts receivable, this prospective buyer would have

i s al 1
overpaid nearty 825,000 for themn!
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A Company Example

For example, generations of customers have enjoyed shopping at a Clemson, South Carolina,
landmark, Judge Kellers General Store. Inventory can be traced back to the founder, three gen-
erations ago. Excellent service and friendly and honest owners made shopping a delight, bur if
you were to evaluate its inventory you might discover some items that were outdated.

ACCOUNTS RECEIVABLE MAY BE WORTH LESS THAN FACE VALUE. Like inven-
tory, accounts receivables rarely are worth their face value. The prospective buyer should age
the accounts receivable (a breakdown of accounts 30, 60, 90, and 120 days old and beyond) to
determine their collectibility. The older the receivables are, the less likely they are to be col-
lected and, consequently, the lower their value is. Table 5.1 shows a simple but effective
method of evaluating accounts receivable once they have been aged.

When one buyer was considering purchasing an existing business, his research showed that
a substantial volume of accounts receivable was well past due. Further investigation revealed
that the company and its largest customer were locked in 2 nasty fght over these ouistanding

accounts. The buyer decided to withdraw his preliminary offer.}

THE BUSINESS MAY BE OVERPRICED. Each year, many people purchase businesses at
prices far in excess of their value, which can impair the companies’ ability to earn a profit and
generate a positive cash flow, If 2 buyer accurately values a business's accounts ieceivable, inven-
tories, and other assets, she will be in a better position to negotiate a price that will allow the busi-
ness to be profitable. Making payments on a business that was overpriced is a millstone around
the new owner’s neck, making it difficult to carry this excess weight and keep the business afloat.
Although most buyers do not realize 1t, the price they pay for a company typically is not as cru-
cial 1o its continued success as the terms on which they make the purchase. Of course, wise busi-
ness buyers will try to negotiate a fair and rcasonable price, but they are often equally interested in
the more specific terms of the deal—for instance, how much cash they must pay out and when,
how much of the price the seller is willing to finance and for how long, the interest rate at which the
deal is financed, and other such terms. Their primary concern is making sure that the deal does not
endanger the company's future financial health and that it preserves the company’s cash flow.

THE STEPS IN ACQUIRING A BUSINESS

Buying an existing business can be risky if approached haphazardly. Studies show that more
than 50 percent of all business acquisitions fail 1o meet the buyer's expectations. To avoid
costly mistakes, an entrepreneur-to-be should follow a logical, methodical approach:*

m Analyze your skills, abilities. and interests to determine what kind(s) of businesses you should
consider.

m Prepare a list of potential candidates.

m Investigate those candidates and evaluate the best one(s).
= Explore financing options.

w Ensure a smooth transition.

Analyze Your Skills, Abilities, and interests

The first step in buving a business is not searching out potential acquisition candidates. Every
entrepreneur considering buying a business should begin by conducting a self-audit to deter-
mine the ideal business for him or her. The primary focus is to identify the type of business you
will be happiest and most successful owning. Consider, for example, the following questions:
m What business activities do you enjoy most? Least? Why?

m Which industries or markets offer the greatest potential for growth?

m Which industries interest you most? Least? Why?

m What kind of business do you want to buy?

® What kinds of businesses do you want to aveid?

8 What do you expect to get out of the business?

= How much time, energy, and money can you put irlL.O the business?
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® What business skills and experience do you have? Which ones do you lack?

m How easily can you transfer your skills and experience to other types of businesses? In what
kinds of businesses would that transfer be easiest?

® How much risk are you willing to take?

m Are you willing and able to mrn around a struggling business?
¥ What size company do you want to buy?

B Is there a particular geographic location you desire?

Answering these and other questions beforehand will allow you to develop a list of precise cri-
teria a company must meet before it becomes a purchase candidate. Addressing these issues
carly in the process will also save a great deal of time, trouble, and confusion as you wade
through a multitude of business opportunities. The better you know yourself—your skills, com-
petencies, and interests—the more likely you will be to find and manage a successful business.

Prepare a List of Potential Candidates

Once you know what your goals are for acquiring a business, you can begin your search. Do
not limit yourself to only those businesses that are advertised as being “for sale.” In fact, the
hidden market of companies that might be for sale but are not advertised as such is one of
the richest sources of top-quality businesses. Many businesses that can be purchased are not
publicly advertised but are available through business brokers and other professionals.
Although they maintain a low profile. these hidden businesses represent some of the mosi
attractive purchase targets a prospective buyer may find, How can vou tap into this hidden
market of potential acquisitions? Typical sources include the following:

® Business brokers

® Bankers

B Accountants

® Investment bankers

® Industry contacts—suppliers, distributors, customers, insurance brokers, and others

® Networking——social and business contacts with friends and relatives

® Knocking on the doors of businesses you'd like to buy (even if they re not advertised as being for sale)
® Trade associations

B Newspapers and trade journals listing businesses for sale
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In recent years, the World Wide Web also has become an important tool for entrepreneurs
looking to buy businesses. In the past, the market for businesses was highly fragmented and
unstructured, making it difficult for entrepreneurs to conduct an organized, thorough search for
companies that might meet their purchase criteria. Today, hundreds of business brokers have
established Web sites that list thousands of companies for sale in practically every industry
imaginable, enabling entrepreneurs to search the entire country for that perfect business from
the comfort of their own homes. Using the Web, potential buyers can eliminate the companies
that do not suit them and can conduct preliminary research on those that look most promising.
The more opportunities entrepreneurs have to find and evaluate potential acquisitions, the
greater the likelihood of finding a match that meets their criteria.

INVESTIGATE AND EVALUATE CANDIDATE BUSINESSES AND EVALUATE THE
BEST ONE. Finding the right company requires patience, Although some buyers find a com-
pany after only a few months of looking, the typical search takes much longer. as mnch as two
or three years. Once you have a list of prospective candidates, it is time to do your homework.
The next step is to investigate the candidates in more detail:

® What are the company's strengths? Weaknesses?

m s the company profitable? What is its overall financial condition?

® What is its cash flow.cycle? How much cash will the company generate?

® Who are its major competitors? )

® How large is the customer base? Is it growing or shrinking?

m Are the current employees suitable? Will they stay? :

& What is the physical condition of the business, its equipment, and its inventory?

m What new skills must you learn to be able 1o manage this business successfully?

Determining the answers to these (and other questions addressed in this chapter) will allow a
prospective buyer to develop a list of the most attractive prospects and to prioritize themn in descend-
ing order of attractiveness. This process also will make the task of valuing the business much easier.

Explore Financing Options

Placing a value on an existing business (a topic we will discuss later in this chapter) represents a
major hurdle for many wouid-be entreprencurs. The next challenging task in closing a successful
deal is financing the purchase. Although financing the purchase of an existing business usually is
casier than financing a new one, some traditional lenders shy away from deals involving the pur-
chase of an existing business. Those who are willing to finance business purchases normally lend
only a portion of the value of the assets, so buyers often find themselves searching for alternative
sources of funds. Fortunately, most business buyers have access to a ready source of financing: the
seller. Once a seller finds a suitable buyer, she typically will agree to finance anywhere from 30
percent to 80 percent of the purchase price. Usually, a deal is structured so that the buyer makes a
down payment to the seller, who then finances a note for the balance. The buyer makes regular
principal and interest payments over time—perhaps with a larger balloon payment at the end—
uatil the note is paid off. The terms and conditions of such a loan are a vital concern to both buyer
and seller. They cannot be so burdensome that they threaten the company s continued existence;
that is, the buyer must be abie to make the payments to the seller out of the company’s cash flow.
At the same time, the deal must give the seiler the financial security she is seeking from the sale.
Defining reasonable terms is the result of the negotiation process between the buyer and the seller.

Ensure a Smooth Transition

—ong

Once the parties strike a deal, the challenge of making a smooth transition immcdiately ariscs.
No matter how well planned the sale is, there are always surprises. For instance, the new owner
may have ideas, for changing the business—sometimes radically—that cause a great deal of
stress and anxiety among employees and the previous owner. Charged with such emotion and
uncertainty. the transition phase.is always difficult and frustrating—and sometimes painful. To
avoid a bumpy transition, a business buyer should do the following:
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@ Concentrate on communicanng with employees. Business sales are fraught with uncertainty and
anxiety, and employecs need reassurance,

@ Be honest with employees. Avoid telling them only what they want 1 hear. Share with the employees
your vision for the business wath the intent of generating a heightened level of motivation and support.

® Lisien to employees. They have intimate knowledge of the business and its strengths and weak-
nesses and usually can offer valuable suggestions,

8 Consider asking the seller 16 serve as a consultarit until the wransition is compiete, The previous
owner can be a valuable resource, especially to an inexperienced buyer.

Table 5.2 describes 1S steps potential buyers should take to increase the probability that the
businesses they buy are the right ones for them.

EVALUATING AN EXISTING BUSINESS—THE DUE DILIGENCE
PROCESS

When evaluating an existing business, a lone buyer quickly feels overwhelmed by the tremen-
dous number and complexity of the issues involved. Therefore, @ smart buyer will assemble &
team of specialists 1o help n investigating the potential business opportunity. This team is usu-
ally cornposed of a banker, an accountant familiar with the particular industry, an attorney, and
perhaps a small business consultant or a business broker. The cost of such 2 team can range
from $3,000 to $20,000, but most buyers agree that using a team significantly lowers the likeli-
hood of making a bad buy. Because making a bad purchase will cost many times the expense of
a team of experts, most buyers see it as 2 wise investment. It is important for a buyer to trust the
raembers of the business evaluation team. With this team assembled, the potential buyer is
ready to explore the business opportunity by examining five cntical areas.

1. Make sure you shouldn’t be storting o compony instead. You should have solid reasons for buying a corppany
rather than starting one—and you should know what they are. i

2.0 ine the kind of business you want—and whether youte capabie of running it This requires an unflinching
assessment of your own strengths, weaknesses, personality, and goals.

3. Consider the ifestyle you want. YWhat are you expecting from the business? Money? Freedom? Flesibilicy?

4. Consider the location you wont. YWhat part of the country (or werld) do you want to live in!

5. .Recunsider Hifestyle. You may own this business for a long, long dme; it had better be one you enjoy.

b

. Cuzy up iv bmidues inovance, Visie powndal lenders long briore yuu meed 1o burrow any moiey. Develop a
rapport with them. o
7 Prepare to sel yourself to the seffers. You're buying their "baby.” and dhay’ll want to make sure you're tha right
person for the job!
8. nce you've defined the kind of business you'rs after, find the right company. Three rmajor sources of petential
candidates are: (1) the network of businesspenple and advisers in the ares, (2) business brokers specializing in
companies of the size or type you want 10 buy. and (3} busingsses that technically are not for sale (but ars very
artracuva).
9. Choase the right seffer. s she honest! What's the redl reason she's selling the pusinzss!
10. Do your research before agreeing to o price. Ask iors of questions and get the faces to halp you esdmnate the
zormpany's value.
11, Moke sure your letier of intent is specfic. It should establish deudlines, escape clauses, payment terms,
confidentialiy, and rrany other key issues.
12. Don't skimp on due difigence. Don's belisve everything you sse and hear; a relendess irvestiganion will show
whether the seiler is telling the truth. Mot sll of thiem will.

3. Pe skepticol Don' fall in love with the deak look for rexsons not o buy the tompary.

14 Don's forget m assess the employees. You're not just buying a company; you're also buying the people who go
with L

15 Mabe surs the findl price reflcts the company’s reof value. Don’t lower your chances of success by paying o
much for the business.
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TABLE $.2
15 Steps 1o Buying the Company
That's Right for You

Source: The Magazine for Growing
Companies by Jay Finegan. @ 199! by
Bus Innovator Groun Resources/ing
Reproduced by permission of Bus
Innovator Sroup Resourcesiing in the
tormat Textbook via Copyright
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. Why does the owner want to sell? |

2 What 1s the physical condition of the business”

w

. Whal 15 the potential for the company's products or services?

¢ What legal aspects should you consider?

S

: 14 the business financially sound?

Why Is the Business for Sale?

WHY DOES THE OWHNER WARNT TO SELL?  Every prospective business buyer should
investigate the reaf reason the business owner wants io sell. A study by the Geneva Corporation
found that the rmost common reasons H'mt owners of small and mediurn-sized businesses gave
for selling were boredom and burnout.” Others decided o cash in their business investments
and diversify into other types of assets

Smart business buyers know that the biggest and most unpleasant surprises can crop up out-
side: the company's financial records and may never appear on the spreadsheets designed to
apalyze a company s hnancial position, For instance, a business owner might be lookmg to sell
s busiaess because a powerful new competitor is about to move into the market, a raajor high-
way rerouling will cause customer tralfic (0 evaporate, the Jease agreement on the wdeal location

i about to expire, of the primary customer basc is declining. Every prospective buyer should
investigate thoroughly any reason a seller gives for wanting to sell a business

Buwnﬂ.-s—e, do not fast forever. and smart entrepreneuss know when the time has come (o
sell. Seme owners consider their behavior ethical only if they do nol make false or misleading
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statements. Never expect to get a full disclose of the whole story. In most business sales, the
buyer bears the responsibility of determining whether the business is a good value. The best
way to do that is to get out into the local community, talk to people, and ask a lot of questions.
Visiting local business owners may reveal general patterns about the area and its overall vital-
ity. The local Chamber of Commerce also may have useful information. Suppliers, customers,
and even competitors may be able to shed light on why a business is up for salc. By combin-
ing this information with an analysis of the company's financial records, the potential buyer
should be able to develop a clearer picture of the business and its real value.

The Condition of the Business
WHAT IS THE PHYSICAL CONDITION OF THE BUSINESS? A prospective buyer

lesmesid Anentas b s ] s A o
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they obsolete? Will they need to be replaced soon? Do they operate efﬁcnently‘? The potential
buyer should check the condition of both the equipment and the building. It may be necessary
to hire a professional to evaluate the major components of the building—its structure and its
plumbing, electrical, and heating and cooling systems. Unexpected renovations are rarely inex-
pensive or simple and can punch a gaping hole in a buyer’s financial plans.

How fresh is the firm’s inventory? Is it consistent with the image the new owner wants to
project? How much of it would the buyer have to sell at a loss? A potential buyer may need to
get an independent appraisal to determine the value of the firm’s inventory and other assets
because the current owner may have priced them far above their actual value. These items typ-
ically comprise the largest portion of a business’s value, and a potential buyer should not accept
the seller’s asking price blindly. Remember: Book value is not the same as market value.
Usually, a buyer can purchase equipment and fixtures at substantially lower prices than book
value. Value is determined in the market, not on a balance sheet.

Other important factors that the potential buyer should investigate include the following:

ACCOUNTS RECEIVABLE. If the sale includes accounts receivable, the buyer should check
their quality before purchasing them. How creditworthy are the accounts? What portion of
them is past due? How likely are you to be able to collect them? By aging the accounts receiv-
able, a buyer can judge their quality and determine their value. (Refer to Table 5.1.)

LEASE ARRANGEMENTS. Is the lease included in the sale? When does it expire? What restrictions
does it have on renovation or expansion? The buyer should determine beforehand what restrictions
the landlord has placed on the lease and negotiate any changes prior to purchasing the business.

BUSINESS RECORDS. Well-kept business records can be a valuable source of information and
can teli a pruspculve Uuycr a 1ot aboui e coumpairy ’s paiiﬁ:‘ﬁ of success \ul lack of it n)
Unfortunately, many business owners are sloppy recordkeepers. Consequently, the potential
buyer and his team may have to reconstruct some critical records. It is important to verify as
much information about the business as possible. For instance, does the owner have customer

or mailing lists? These lists can be a valuable marketing tool for a new business owner.

INTANGIBLE ASSETS. Does the sale include any intangible assets such as trademarks,
patents, copyrights, or goodwill? How long do patents have left to run? Is the trademark threat-
ened by lawsuits for infringement? Does the company have logos or slogans that are unique or
widely recognized? Determining the value of such intangibles is much more difficult than com-
puting the value of the tangible assets.

LOCATION AND APPEARANCE. The location and the overall appearance of the building
are important factors for a prospective buyer to consider. What had been an outstanding loca-
tion in the past may be totally unacceptable today. Even if the building and equipment are in
good condition and are fairly priced, the business may be located in a declining area. What
kinds of businesses are in the area? Every buyer should consider the location's suitability sev-
eral years into the fuiure.

The potential huver should also check local zoning laws to ensure that any changes he wants
to make are legal. [n some areas, zoning laws are very difficult to change and, as a result, can
restrict the business’s growth.

Table 5.3 offers a checklist of items every business buyer should investigate before closing a deal.
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TABLE 5.3

A Business Buyer's Checklist

Sources: Adaprad from “Look Before fou.

Buy!" Business Rasale Metwork.

“wwver brnetrori comifeatures/bybl hemt:
“Making an in-Depch Evaluauon,”
Business Resale iNatwork,
www.brneowork comifeatures/bybl:homl;
Naorrm Brodsky,"Caveat Emptor” Inc..
August 1998, pp. 31-32:"Basics of
Buying a Business.” American Express
Small Business Exchange.
nomel.americanexpress.com/smallbusin,

with aconnr pe/aarnnalmuhin cheeal
b st

bwldna fumshmgs md ﬁmm Evary buyer sbould get a list ol ah d ch- fixed assets included in the purchase
' and then derermine their aqndmnn age, usefuiness, and value.

Inventary. Invencory may be the biggest part of a business sale, and umheoneofdmmchmmmddmdul
What inventory is on hand? What is its condition? How salable is it What is its velue! (Remember not w0 confuse
 book volue with market vahue. ) What is the companyx merchandisa recurn policy? How high is its return race?
Financial statements Ahhough small business o-pmgrs are notoriously poor recordkeepers, a business buyer
" must have access o 2 company’s financial scaternents for the past five years. This is the only way a buyer can
. judge the earning power of a company. The masc reliable financial staternents are those that have been audited
by.a certified public accountant. Comparing financial ratios against industry standards found in réporcs from
Robert Morris & Associates ang Dun & Bradscree: can reveal i important pattecns.
Tex seturns. A good accountant should be able- to ra:cr'cc's the owner's or company's tax returns wich ies
financial statements. .
Scles records. A prospective buyer should dztermane sales patierns by gemng a rnon'hly breakdown by product
categories, salés representatives, cash versus credit, and any other scgmﬁcant factor for the company for three
years. It is also a good idea w identify the company’s top 10 custorners and review their purchases aver the
past three years, For what percennge of total sales did these 10 cusum;ers nccoun:’ *

| Accounts receivable. Age the ccrnpanys accounts recaivable to see how many are currenc and hiow mary are

past due. Identify the wp 10 accounts and check their credit ratings.

* Accounts payable. Conduct'an analysis similar: o the one for accounss receivable for the Company’s accounts
payable. Past-due acwum are an indication that a busmess is experlcnr.mg cash flow difficulties. d
Legal documents. A prosyecave buyer should :nvemgau ali ﬂgmﬁcant contracts (especially long-term ones) a
campany has with vendors, suppliers, distributors, lénders, employees, unions, customers, landlords, and others.
Can the current owner assign the rights and obligations of these existing contracts to the buyer? if the
company is incorporated, it is wie o check the articles of |ncorporaﬁon (or Its articlés of organization and
aperating agresment if it Is a limited liability company).

. Patents, trademarks, ond copyrights. Reviewing the docurmentation for any patents, trademarks, and copyrights

. the:company holds js vital,

Lowsuits. is the company facing any lawsuits, ¢ither current or pending?

| Liathties. Itis essential that the seller provide the buyer with a complete list.of liabilities that are ourstanding against
the company, including actounts and notes payable, oans, liens by creditors against business assets, lawsuitz, and others,

| Advertising and sofes literoture. A business buyer should study the company's advertising and sales literature to

. ger an idea of the inmage it is projecting to its customers and the community. Talking to custofners, suppliers,

: barikers, attorneys, and other focal businest owners wil provide clues about the company's reputation.

| Organization chart Current employees can ba a vital asset to a business buyer (if they are wil&hg to stay after
the: sale). Ask the ssller to develop an organization chart, showing the company’s ¢hain of command, and ger
cagies of employees’ job descriptions so you can understand who iz responsible for which duties,

Insurance coverage. Evaluate the types and amounts ofi insurance coverage the company currmﬂy has, including
workers' compensation. Is it sufficienc? I not, will you be able to obtain the necessary coverage 2t a reasonable price?

Products and Services

WHAT IS THE POTENTIAL FOR THE COMPANY'S PRODUCTS O?it‘s'.'ERVlCE"’ No
one wants (o buy a business with a shrinking customer base. A thorough market analysis can
lead to an-accurate and realistic sales forecast for an existing business. This research will teil a
buyer whethier or not he should consider buying a particular business and will help spot trends
e the business’s sales and customer base.

CUSTOMER CHARACTERISTICS AND COMPOSITION. Belofe purchasing an existing

busipess, a buyer should analyze both existing and potential customers. Discovering why cus:

temers buy from the business and developing a profile of the entire customer base can help the

buyer identify a company’s stengths and weaknesses. The entrepreneur should determine the

answers 10 the following questions:

B Who are my customers 1a 1erms ol race, age, gender, and income level? What is their demo-
graphic profile?

# Why do they buy”

B What do the customers wani the business to do for them? What needs are they satisfying?
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® How often do customers buy? Do they buy in seasonal patterns?

m How loyal are my present customers?

m Is it practical or even possible to attract new customers? If 5o, are the new customers significantly
different from existing customers?

® Does the business have a well-defined customer base? Is it growing? Do these customers come
from a large geographical area or do they all live near the business?

Analyzing the answers to these questions can help a potential buyer create and implement a
more powerful marketing plan. Most likely he will try to keep the business attractive to existing
customers, while changing some features of its marketing plan to attract new customers.

COMPETITOR ANALYSIS. A potential buyer must identify the company’s direct
competition—those businesses in the immediate area that sell similar products of seivices. The
potential profitability and survival of the business may well depend on the behavior of these
competitors. An important factor to consider is the trend in the competition. How many com-
petitors have opened in recent years? How many have closed in the past five years? What
caused these failures? Has the market already reached the saturation point? Being a latecomer
in an already saturated market is not the path to long-term success.

When evaluating the competitive environment, a prospective buyer should address other
questions.

® Which competitors have survived, and what characteristics have led to their success?

& How do competitors’ sales volumes compare with those of the business under consideration?
& What unique services do competitors offer?

® How well organized and coordinated are the marketing efforts of competitors?

® What are the competitors’ reputations?

w What are the strengths and weaknesses of the competition? Which competitor is strongest?
8 What competitive edge does each competitor have?

= How can you gain market share in this competitive environment?

Legél Aspects

WHAT LEGAL ASPECTS SHOULD YOU CONSIDER! Business buyers must be careful 1o
avoid several legal pitfalls as they negotiate the final deal. The biggest potential traps include
liens, bulk transfers, contract assignments, covenants not to compete, and ongoing legal liabilities.

LIENS. The key legal issue in the sale of any asset is typically the proper transfer of good title  lien—a creditor’s claim against
from seller to buyer. However, because musi business saies involve a collection of assorted assets,  an asset

the transfer of a good title is more complex. Some business assets may have liens (creditors’

claims) against them and, unless they are satisfied before the sale, the buyer must assume them

and is financially responsible for them, One way to reduce this potential problem is to include a

clause in the sales contract stating that any liability not shown on the balance sheet at the time of

sale remains the responsibility of the seller. A prospective buyer should have an attorney thor-

oughly investigate all of the assets for sale and their lien status before buying any business.

BULK TRANSFERS. To protect against surprise claims from the seller’s creditors after Pl o e T
chasing a business, the buyer should meet the requirements of a bulk transfer under Section 6 bullk transfer—protects the
of the Uniform Commercial Code. Suppose that an owner owing many creditors sells his busi-  buyer of @ business’s assets from
ness 10 a buyer. The seller, however, does not use the proceeds of the sale to pay his debis to  the claims unpaid creditors might
business creditors. Instead, he pockets them to use for his own benefit. Without the protection have against those assets. -

of a bulk transfer, those creditors could make claim to the assets that the buyer purchased in

order to satisfy the previous owner's debts (within six months). To be effective, a bulk transfer

must meet the following critenia:

& The seller must give the buyer a signed, sworn list of existing creditors,
& The buyer and the seller must prepare a list of the property included in ibe sale.
m The buyer must keep the list of creditors and the list of property for six months,

» The buyer must give written notice of the sale to each creditor at least 10 days before he takes
possession of the goods or pays for them (whichever is first). i
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A Company Example

saane

duo—omsa.le clause—-«foan
contract provision that prohibits a
seiler from assigning a loan
arrangement to the buyer. Instead,
the buyer is required to finance
the remaining loan balance at
prevailing interest rates.

covenhant not to compete
(or restrictive covenant)—
an agreement between a buyer
and a seller in which the seller
agrees not to compete with the
buyer within a specific time
period and geographic area.

By meeting these criteria, a buyer acquires free and clear title to the assets purchased, which
are not subject to prior claims from the seller’s creditors. Because Section 6 can create quite a
burden on a business buyer, 16 states have repealed it, and more may follow. About a half-dozen
states have revised Section 6 to-make it easier for buyers to notify creditors. Under the revised
rule, if a business has more than 200 creditors, the buyer may notify them by public notice
rather than by contacting them individually.

CONTRACT ASSIGNMENTS. A buyer must investigate the rights and the obligations he
would assume under existing contracts with suppliers, customers, employees, lessors, and oth-
ers. To continue the smooth operation of the business, the buyer must assume the rights of the
seller under many existing contracts. Assuming these rights and obligations means having the
seller assign existing contracts to the new owner. For example, the current owner may have four
years ieft on 4 10-ycar icase and will need to assign this contwact to the buyer. To protect her
interest, the buyer (who is the assignee) should notify the other party involved in the contract of
the assignment. In the previous example, the business buyer should notify the landiord
promptly of the lease assignment from the previous owner.

Generally, the seller can assign any contracual right to the buyer, unless the contract specifically
prohibits the assignment or the contract is personal in nature. For instance, loan contracts sometimes
prohibit assignments with due-on-sale clauses. These clauses require the buyer to pay the full amount
of the remaining loan balance or to finance the balance at prevailing interest rates. Thus, ‘the buyer
cannot assume the seller’s loan (at a lower interest rate). Also, a seller usually cannot assign his credit
arrangements with suppliers to the buyer because they are based on the seller’s business reputation and
are personal in nature. If such contracts are crucial to the business operation and cannot be assigned,
the buyer imust renegotiate new contracts. A prospective buyer also should evaluate the terms of any
other unique contracts the seller has, including patent, trademark, or copyright registrations, exclusive
agent or distributor contracts, real estate leases, financing and loan arrangements, and union contracts.

COVENANTS NOT TO COMPETE. One of the most important and most often overlooked legal
considerations for a prospective buyer is negotiating a covenant not to compete (or a restrictive
covenant) with the seller. Under a restrictive covenant, the seller agrees not to open a new compet-
ing business within a specific time period and geographic area. (The covenant should be negotiated
with the owner, not with the corporation, because if the corporation signs the agreement, the owner
may not be bound.) However, the covenant must be a part of a business sale and must be reasonable
in scope in order to be enforceable. Although some states place limitations on the enforceability of
restrictive covenants, business buyers should insist on the seller signing one. Without this protec-
tion, a buyer may find his new business eroding beneath his feet. For example, Bob purchases a tire
business from Alexandra, whose reputation in town for selling tires is unequaled. If Bob fails to
negotiate a restrictive covenant, nothing can stop Alexandra from opening 4 new shop nexi o her
old one and keeping all of her customers, thereby driving Bob out of business. A reasonable
covenant in this case might restrict Alexandra from opening a tire store within a three-mile radius
for three years. Every business buyer should negotiate a covenant not to compete with the seller.

ONGOING LEGAL LIABILITIES. Finally, a buyer must look for any potential legal liabili-
ties the purchase might expose. These typically arise from three sources: (1) physical premises,
(2) product liability claims, and (3) labor relations. First, the buyer must examine the physical
premises for safety. Are employees at risk because of asbestos or some other hazardous mater-
ial? If a manufacturing environment is involved, does it meet Occupational Safety and Health
Administration (OSHA) and other regulatory agency requirements?

One entrepreneur who purchased a retail business located in a building that once housed a gaso-
line service station was quite surprised when the Environmental Protection Agency informed him
that he would have to pay for cleaning up the results of an old, leaking gas tank that still sat
beneath the property. Even though he had no part in running the old gas station and did not know
the leaking tank was there, he was responsible for the cost of the cleanup! Removing the tank and

i cleaning up the site cost him several thousand dollars that he had not budgeted.

152

Second, the buyer must consider whether existing products contain defects that could result in
product liability lawsuits, which claim that a company is liable for damages and injuries caused
by the products or services it makes or sells. Existing lawsuits might be an omen of more to fol-
Jow. In addition, the buyer must explore products that the company has discontinued because he

Section Il * Building the Business Plan: Beginning Considerations



might be liable for them if they prove to be defective. The final bargain between the parties should
require the seller to guarantee that the company is not involved in any product liability lawsuits.

Third, what is the relationship between management and employees? Does a union contract
exist? The time to discover sour management-labor relations is before the purchase, not after.

If the buyer’s investigation reveals such potential liabilities, it does not necessarily eliminate
the business from consideration. Insurance coverage can shift such risks from the potential
buyer, but the buyer should check to see whether the insurance will cover lawsuits resulting
from actions predating the purchase.

Financial Soundness of the Business

IS THE BUSINESS FINANCIALLY SOUND? A prospective buyer must analyze the financial
records of a target husiness to determine its condition. He shouldn’t be afraid to ask an accountant
for help. Accounting systems and methods can vary tremendously from one type of business to
anoiher and can be quite confusing to a novice. Current profits can be inflated by changes in the
accounting procedure or in the method for recording sales. For the buyer, the most dependable
financial records are audited statements, those prepared by a CPA firm in accordance with gener-
ally accepted accounting principles (GAAP). Unfortunately, audited records do not exist in many
small companies that are for sale. In some cases, a potential buyer has to hire an accountant to con-
struct reliable financial statements because the owner’s accounting and recordkeeping is so sloppy.

When evaluating the financial status of any business prospect, a buyer must remember that
any investment in a company should produce a reasonable salary for her, an attractive return on
the money she invests, and enough to cover the amount she must borrow to make the purchase.
Otherwise, it makes no sense to purchase the business. Because most investors know that they
can earn at Jeast 8 to 10 percent a year by investing wisely in the stock market, they expect any
business they buy to earn at least that amount plus an extra return that reflects the additional
risk of buying a business. Many owners expect to earn a return of at least 15 percent to 30 per-
cent on the amount invested in their businesses.

A buyer also must remember that she is purchasing the future profit potential of an existing
business. To evaluate the firm’s profit potential, she should review past sales, operating
expenses, and profits as well as the assets used to generate those profits. She must compare cur-
rent balance sheets and income statements with previous ones and then develop pro forma
statements for the next two or three years. Sales tax records, income tax returns, and financial
statements are valuable sources of information.

Are profits consistent over the years, or are they erratic? Is this pattern typical in the indus-
try, or is it a result of unique circumstances or poor management? Can the business survive with
such a serious fluctuation in revenues, costs, and profits? If these fluctuations are caused by
poor management, can a new manager turn the business around?

Some of the financial records that a potential buyer should examine include the following:

INCOME STATEMENTS AND BALANCE SHEETS FOR THE PAST THREE TO FIVE
YEARS. Itisimportant to review data from several years because creative accounting techniques
can distort financial data in any single year. Even though buyers are purchasing the future profits
of a business, they must remember that many businesses intentionally show low profits in order to
minimize the owners' tax bills. Low profits should prompt a buyer to investigate their causes.

INCOME TAX RETURNS FOR THE PAST THREE TO FIVE YEARS. Comparing basic finan-
cial staternents with tax returns can reveal discrepancies of which the buyer should be aware. Some
small business owners skim from their businesses—take money from sales without reporting it as
income. Owners who skim will claim their businesses are more profitable than their tax returns
show. Although such underreporting is illegal and unethical, it is surprisingly common. Do not pay
for undocumented, “‘phantom” profits the seller claims exist. In fact, you should consider whether
you want to buy a business from someone who admits to doing business unethicaily.

OWNER’S COMPENSATION (AND THAT OF RELATIVES). The owner’s compensation is
especially important in small companies; and the smaller the company is, the more important it will
be. Although many companies do not pay their owners what they are worth, others compensate
their owners lavishly. The buyer must consider the impact of fringe benefits—company cars, insur-
ance contracts, country club memberships, and the like. It is important to adjust the company’s
income statements for the salary and fringe benefits that the seller has paid himself and others.

product liability lawsuits—

lawsuits that claim a@ company
liable for damages and injuries

is

caused by the products it makes

or sells.

skirmming—taking money from

sales without reporting it as
income.
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CASH FLO! 7. Most buyers undersiand the importance of evaluating a company’s profitabiliry, but
fewer recogm ze the necessity of analyzing its cash flow. They assuge that if profics are adequate, there
will be suff.ci=nt cash to pay all of the bills and to fund an attractive salary for themselves. That is not
necessarily the case! Before you agree 1o a deal, you should sit down with an accountant and convert the
target company’s financial statements into 4 cash flow forecast. Not only must this forecast take into
account-exsang debls and obligations but also any modifications the buyer would make in the business.
Tt must also reflect the repayment of any financing the buyer arranges to purchase the company. Will the
company generate enough cash to be self-supporting? How much cash will it generate for you?

A paiential buyer must look for suspicious deviations from normal (in either direction) for
sales. expenses, profits, cash flow, assets, and lizhilities. Have sales been increasing or decreas-
ing? Is the equipment really as valuable as it is listed on the balance sheet? Are advertising
expenses unusually high or'low? How is depreciation reflected in the financial statements?

This financial information gives a buyer the opportunity to venty the seller’s claims about the
business's performance. Sometimes, however, an owner will take short-term actions that produce
a healthy financial staternent but weaken the firm’s long-term health and profit potential. For
example, a seller ™" lgwer costs by gradually eliminating equipment maintenance or boost
suma v ~!ine to rparginal businesses that will never pay their bills. Such techniques can artifi-

cially imflate assets and profits, but a well-prepared buyer should be able to see through them.

YOU Be the
Consultant . . .

Escaping a High-Tech World
for a Low-Téch One

Mike and Nuncy Lusby kaew that it was time for a chuige
in their lives. Mike, the director of operations tor a high-
tech company in Silicon Valley, had just learned that his
$70,000-a-year job was being climinated. Nancy was the
manager of the finance department at & high-tech lab in
Silicon Valley, and, although she enjoyed her work, she had
grown weary of office politics and the three-hour round-trip

commutes to work and back. The Lusbys decided that it

was time (o realize ibeir drown Of becoming entrepreneuss.

Rather than start their own company from scratch, how-
ever, the Lusbys wanted to buy a business. They knew that
they did not want (o own a high-tech company and that they
did want a business that included living quarters. The couple
spent a considerable amount of tiree scopring advertiseruenis
for businesses in magazines and newspapers, ultimately nar-
rowing their choices (o three: hardware stores, bed- and-break-
fast inns, and general stores, “I’ve always Joved hardware
stores,” says Mike, but they don’t usually come with a place lo
live. B&Bs provide you housing, but you're on ¢all 24 hours a

day” The couple decided to focus on general stores.

Mike contacied a dozen general stores and visited them but
ultimately rejected thern all becaose they were either “boring”
or they were 100 far from good schools Tor the couple’s young

daughiers, The prospects of finding a suitable general store
were fading, “We were down 10 our last $1,000 in my severance’

pay. and 1spent it oo a plane tickets 1o fly © New Hampshire,”
Mike says. There he visited the Brick Store, which is listed on
tie Interior Department’s National Regisier of Historic Places
as the oldest continuously operated general siore in the Uniied

power and marketing potential; he alse fell.in love with the
business, which was started in 1790. The brick building that
houses the store today was built in {804 after a fire destroyed
i the original location. The two-story, Federal-style building
¢ came complete with large white columns and an inviting porch.
 Its old-world charm was hard for. the Lusbys—and for
ctistomers—1o resist. Plus, there was plenty of room upstairs
for the family to live. The Amsonoosuc River flowed by just
beyond = Reick Store, and the town of Baiy was filled with
picturesque, calendar-like ocefics w Mew Snzland. Nearby was
the longest covered bridge in New Hampghire.

The Lusbys were ready 10 buy the Brick Store. The asking
price was $390,000 but the awner accepted the Lusbys’ offer
i of $360,000. The Lusbys took much of their savings und a
gift from Mancy's parents (o make a down payment of
§ $140.000 and borowed the balance from a local bank.
i Although their previous business experience came in handy
i when they set up a mail-order business to keep revenue com-
ing in during the off-season (Junuary through April), the
i Lusbys knew they had a lot to leam about retailing. Product
i lines run into the bundreds——from pocketkaives and jellies o
| weathervanes and worms--all with profit margins as vaned
a5 the products themselves. They discovered that the store’s
tourist traffic arrives in May, swelly throughout the summer,
and blossoms in Septernber and Ocrober. In fact, the Brick
House brings in 40 percent of its annual sales in just six
weeks during September and October. After that, business
slows 1o 1 wrickle. Fortunataly for the Lusbys, three long-time
employees agreed (o stay on [0 (gach the New England new-
comers the daily details of running the store.

After the Lisbys took over the Brick Siore. they discov-
ered several problems that cavsed them %o much concern
that-they actually rewmed to California for a briel ume.
They learned that in the future a new highway will divert

; approximaieiy Z0 percent of the siore’s iraffic. in addition,
2 ! the Lusbys’ early experience in the store did not measure
States. Mike immediately recognized the Brick Store’s drawing |

up io the expectations that the previous owner's rather
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spotty financial records had created. Fortunately. the busi-
ness broker, whom the Lusbys did not know before buying

the store, became a friend and was able to show them that
the store could generate enough profits 1o support itself
and them. The Lusbys also discovered how mnch they
enjoyed their new lifestyle and location. “One winter day,
[we] sat down and figured out how much we’d have to eam
at other jobs to support this kind of life.” says Mike. "I
came to $75.000 a year” The Lusbys not only are making a
comfortable living running the Brick Store, but their com-
muie to work 18 now much sherier. A short siroll down the

steps from the living quarters puts them at work in a beau-

ural, 200-year-oid general store with a remeadous sense

of history.

1. Suppose that the Lusbys came to you for advice on buy-

g the Brick Store. What would you have roid them?

2. Should the Lusbys have done anything differently in

their quest (o buy a business? Explain.

Sowrce: Adapted from Lee Smith, “From High Tech . . to Low Tech.”

Fortune, November 9, 1998, pp. 228[A}-228(D].

Source: Courtesy of The Brick Store

1. Identity 2. Sign 3.8ign 4. Buyer's 5.Drafi the 6. Close 7. Begin the
and approach nondisciosure letter of  due diligence  purchase the final transition
candidate statemeni intent investigation  agresment deal
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1. Approach the candidate.
I & business is adverlised
for sale, the proper approach
15 through ths channel
defined in the ad,
Sometimes buyars will
contact business brokers 1o
neip ihem iocate poienuai
targel companias. If you
have targeted a company in
the "hidden markat.” an
introducticn from & banker,
accountant, or lawyer often
1s the best approach. During
tris phase, the seller checks
aut tha buyer's qualiicabons,
and the buyer begins lo
Judge the quality of the
company.

2. Sign a nondisclosurs
document. 1f the buyer and
the seller are satistied with
the results of Iheir
prelirmingry ragaarcn, they
arg rgady to begin szrious
nagatiations Throughout ihe
nagacliation process, the
seher expecis the buyer o
maintain strict confidertiality
of all the racords,
documanis, ang informauon

investigation and pegotiation
process. The nondisclosure
document is a legally binding
contract thai ensures the
secracy of the parties'
negotiations.

3. Sign a fetier of intent. Before
4 buyer makes a legal ofter to
buy the company, he or she
typically will ask the seller o

of intent is & nonbinding
docurnent that says that the
buyer and the seller have
reached a suthciant "mesting
of the minds” 1o juslify the time
and expense of negoiating a
tinal agrearnant. The latter
sheuld state clearly that it is
aonbinding, giving either party
the nght to walk away from the
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parties. A tyoical leitar of intent
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clesing the final deat.
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e or ghe receives diring the

sign a letter of intent. The letter

terms such as pocea,
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negoliations are continuing,
the Guyer is-busy siudymg He
business and svaluating its
strangths and weaknesses.

In short, the buyer must “da
his or har homework” to make
sure that the business is a
good vaiue.

5. Draft the purchase
agreement. The purchase
agreemaent speils out the
parties' final deal. It sats forth
all of the details of the
agreament and is the final
aroduct of the negoliaiion
Process

6. Ciose ihe final deal. Once
the parties nave drafied the
purchasa agreernent, all ihat
remains 1o raking the deal
olficial is the closing. Both
buyer and seller sign the
necessary docurnants ta make
the sale final The buyar
aslivers ihe raquired rmoney.
and the seller turns the
comzany cver to the buyer.

7 Begin ihe transition. For the
buyer, the real challenge now

| @ successiul businass owner!

eqing: makxing the lransition 10 {
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FIGURE 5.1

The Acquisition Process

Sources: Adapced from Buying ond
SeifingA Compony Handbook. Price
Waterhouse (Mew York: 1993)

pp. 3842 Charies F Clasys."The lntent
to Buy.” Small Business Reports. May
1994, pp. 47



balance sheet techiyque—
o method of valuing o business
hased on the value of the
cerpany’s net worth (net worth
= total assets - total liabifities).

Finally, a potential buyer should walk away from a deal—no matter how good it may appear
on the surface—if the present owner refuses to disclose his company's financial records.

Buying an existing business is a process filled with potential missteps along the way. Fhe
expression “Let the buyer beware” should govern your thoughts and actions throughout the
entire process. However, by following the due diligence procedure just discussed, a buyer can
dramatically lower the probability of getting “bumed” with a business that does not suit her
personality or one that is in oo the verge of failurc. Figure 5.1 illusirates the sequence of events
leading up to a successful negotiation with a seller.

METHODS FOR DETERMINING THEVYALLUE OF A BUSINESS

Business valuation 1s partly an art and partly a science. Part of what makes estabiishing a rea-
sonable price for a privately held business so difficult is the wide variety of factors that influ-
ence its value: the nature of the business itself, its position in the market or industry, the oatlook
for the market or industry, the corpany’s financial status, its earning capacity, any intangible
assels it may own (e.g., patents, rademarks, or copynghts), the value of other similar publicly
held companies, and many other factors.

Computing the value of the company's tangible assets normally poses no major problem, but
assigning a price to the intangibles, such as goodwill, almost always creates controversy. The
seller expects goodwill to reflect the hard work and long hours invested in building the buasiness.
The buyer, however, is willing to pay extra only for those intangible assels that produce excep-
tional income. So, how can the buyer and the seiler arrive at a fair price” There are few hard-and-
fast rules in establishing the value of a business, but the following guidelines are helpfui:

8 The wisest approach 1s to compute a company’s value using several techniques and then to
choose the one that makes the most sense.

@ The deal must be financiaily feasible for both parties. The seller must be satisfied with the price
recerved for the business, but the buyer cannot pay an excessively hign price.

@ The potential buyer must have access to the business records.

® Valuations should be based on facts, not fiction.

& No surprise 15 the best surprise. Both parties should commit o dealing with one another honestly
and in good faith.

The main reason thai buyers purchase existing businesses is (o get their futare earning
putential. The second most common reason is to obtain an estzblished asset base; it is much
teristics into consideration, oo many business sellers and buyers depend on rules of thumb that
ignore the unique features of small companies. Often these rules of thumb are based on multi-
ples of a company's net eamings or sales and vary by industry.

The next section deseribes three basic techniques and several variations on them for deter-
mining the value of a hypothencal business, Lewis Electronics.

Basic Balance Sheet Methods: Net Worth = Assets — Liabilities

BALAMNCE SHEET TECHMIQUE. The balance sheei technique 15 one of the most com-
monly used methods of cvaluating a business although it is not highly recommended because 1t
oversimplifies the valuation pracess. This method computes the company's net worth or
owner's equity (net worth = total assets — total Yiabilities) and uses iz figure as the value. The
problern with this technique 15 that 1t fails to recognize reality: Most small businesses have mar-
ket values that saceed then reported book values,

The first step is to deterrnine which assets are included in the sale. In most cases. the owner
has some personal assets that he does not want to sell. Professional business brokers can help
the huyer and the seller arrive at a reasonable value for the collection of assets included in the
deal. Rermember that net worth on a financial statement will likely differ significantly from
actual net worth in the market. Figare 5.2 shows the balance sheet for Lewss Electronics. Based
on ihis balance sheet, the company’s nel worth is $266,091 - $114.325 = $151,766.

: 1% . Section Il » Building the Buciness Plan: Beginning Considerations



Lewis Electronics
Balance Sheet
June 30, 200x
Asssts
Current Assets: u
Cash $11,655
Accounts Receivable 15,876
Inventory 56,523
Supplies 8,574
Prepaid Insurance 8,587
Total Cuirent Assets $ 86,215
Fixed Asseis:
Land $24,000
Buildings $141,000
less accumulated depreciation 51,500 89,500
Office Equipment $12,760
less accumulated depreciation 7,159 5,601 i
Factory Equipment $ 59,085 !
less accumulated depreciation 27,850 31,235
Trucks and Autos $ 28,730
less accumulated depreciation 11,180 17,540
Total Fixed Assets $167,876
Total Assets $266,091
pa
Liabllities ‘
Current Liabiltties:
Accounts Payable $19,497 1
Morigage Payable (current portion) 5215 k
Salaries Payable 3,671 g
Note Payable 10,000 .
Total Current Liabilities $ 38,383
Long-Term Liabilities:
‘Mortgage Payable $54,542
Note Payable 21,400
Total Long-Term Liabilities $ 75,942
Total Liabilities $114,325
Owners' Equity
Owners' Equity $151,766
Total Liabilities and Owners' Equity $266,091

VARIATION: ADJUSTED BALANCE SHEET TECHNIQUE. A more realistic method for
determining a company’s value is to adjust the book value of net worth to reflect actual market
value. The values reported on a company’s books may either overstate or understate the true
value of assets and liabilities. Typical assets in a business sale include notes and accounts
receivable, inventories, supplies, and fixtures. If a buyer purchases notes and accounts receiv-
able, he should estimate the likelihood of their collection and adjust their value accordingly.

In manufacturing, wholesale, and retail businesses, inventory is usually the largest single
asset in the sale. Taking a physical inventory count is the best way to determine accurately the
quantity of goods to be transferred. The sale may include three types of inventory, each having
its own method of valuation: raw materials, work-in-process, and finished goods. The buyer
and the seller must arrive at a method for evaluating the inventory. First-in, first-out (FIFQ).
last-in, first-out (LIFO), and average costing are three frequently used techniques, but the most
common methods use the cost of last purchase and the replacement value of the inventory.
Before accepting any inventory value, the buyer should evaluate the condition of the goods.
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FIGURE 5.2 Balance Sheet
for Lewis Electronics

adjusted balance sheet
technique—a method of
valuing a business based on the
market value of the company’s
net worth (net worth = total
assets — total liabilities).



A Company Example

FIGURE 5.3 Balance Sheet
for Lewis Electronics Adjusted to
Reflect Market Value
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One young couple purchased a lumber yard without sufficiently examining the inventory. After
completing the sale, they discovered that most of the lumber in a warehouse they had neglected
to inspect was warped and was of little value as building material. The bargain price they paid
for the business turned out not to be the good deal they had expected.

To avoid such problems, some buyers insist on having a knowledgeable representative on an
inventory team to count the inventory and check its condition. Nearly every sale involves mer-
chandise that cannot be sold, but by taking this precaution, a buyer minimizes the chance of
being stuck with worthless inventory. Fixed assets transferred in a sale might include land,
buildings, equipment, and fixtures. Business owners frequently carry real estate and buildings
at prices well below their actual market value. Equipment and fixtures, depending on their con-
dition and usefulness, may increase or decrease the true value of the business. Appraisals of
{iiese asseis un lusurauce poiicies are heipiul guidelines for estabiishing market vaiue. Aiso,
business brokers can be useful in determining the current market value of fixed assets. Some

Lewis Electronics
Adjusted Balance Sheet
June 30, 200x
Assets
Current Assets:
Cash $ 11,655
Accounts Receivable 10,051
Inventory 39,261
Supplies 7,492
Prepaid Insurance 5,587
Total Current Assets $ 74,046
Land $ 39,900
Buildings $177,000
less accumulated depreciation 51,500 125,500
Office Equipment $ 11,645
less accumulated depreciation 7,159 4,486
Factory Equipment $ 50,196
less accumulated depreciation 27,850 22,346
Trucks and Autos $ 22,550
less accumulated depreciation 11,190 11,360
Total Fixed Assets $200,592
Total Assets $274,638
Liabilities
Current Liabilities:
Accounts Payable $ 19,497
Mortgage Payable (current portion) 5,215
Salaries Payable 3,671
Note Payable 10,000
Total Current Liabilities $ 38,383
Long-Term Liabilities.
Mortgage Payable $ 54,542
Note Payable 21400 0
Total Long-Term Liabilities $ 75942
Total Liabilities $114,325
Owners' Equity
Owners' Equity 160,313
Total Liabilities and Owners' Equity $274,638
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brokers use an estimate of what it would cost to replace a company s physical assets (less a rea-
sonable allowance for depreciation) to determine value. For Lewis Electronics, the adjusted net
worth is $274,638 — $114,325 = $160,313 (see the adjusted balance sheet in Figure 5.3), indi-
cating that some of the entries in its books did not accurately reflect true market value.

Business evaluations based on balance sheet methods suffer one major drawback: They do
not consider the future earning potential of the business. These techniques value assets at cur-
rent prices and do not consider them as tools for creating future profits. The next method for
computing the value of a business is based on its expected future carnings.

EARNINGS APPROACH. The buyer of an existing business is essentially purchasing its
future income. The eamings approach focuses on the future income potential of a business
and assumes that a company’s value depends on its ablhty to generate consistent profits over

time, There arc thice vanations of the caiumb.s 4ppxual.u

VARIATION |: EXCESS EARNINGS METHOD. This method combines both the value of a
business’s existing assets (minus its liabilities) and an estimate of its future earnings potential to
determine its selling price. One advantage of this technique is that it offers an estimate of good-
will. Goodwill is an intangible asset that often creates problems in a business sale. In fact, the
most common method of valuing a business is to compute its tangible net worth and then to add
an often arbitrary adjustment for goodwill. In essence, goodwill is the difference between an

established, successful business and one that has yet to prove itself. It is based on the company’s

reputation and its ability to attract customers. A buyer should not accept blindly the seller’s arbi-
trary adjustment for goodwill because it is likely to be inflated. The real value of a company’s
goodwill lies in its financial value to the buyer, not in its emotional value to the seller.

The excess earnings method provides a consistent and realistic approach for determining the
value of goodwill. It measures goodwill by the amount of profit the business earns above that of
the average firm in the same industry. It also assumes that the owner is entitled to a reasonable
return on the firm’s adjusted tangible net worth.

Step 1. Compute adjusted tangible net worth. Using the adjusted balance sheet method of valua-
tion, the buyer should compute the firm’s adjusted tangible net worth. Total tangible
assets (adjusted for market value) minus total liabilities yields adjusted tangible net
worth. In the Lewis Electronics example, adjusted tangible net worth is $274,638 —
$114,325 ='$160,313 (refer to Figure 5.3).

Step 2. Calculate the opportunity costs of investing in the business. Opportunity cost represents
the cost of forgoing a choice. If a buyer chooses to purchase the assets of a business, he can-
not invest his money elsewhere. Therefore, the opportunity cost of the purchase would be the
amount that the buyer could earn by investing the same amount in a similar-risk investment.

There are three components in the rate of return used to value a business: (1) the basic,
risk-free return, (2) an inflation premium, and (3) the risk allowance for investing in the
particular business. The basic, risk-free return and the inflation premium are reflected in
investments such as U.S. treasury bonds. To determine the appropriate rate of return for
investing in a business, the buyer must add to this base rate a factor reflecting the risk of
purchasing the company. The greater the risk is, the higher the rate of return will be. A
normal-risk business typically indicates a 25 percent rate of return. In the Lewis Electron-
ics example, the opportunity cost of the investment is $160,313 x 25% = $40,078.

The second part of the buyer’s opportunity cost is the salary that she could eam work-
ing for someone else. For the Lewis Electronics example, if the buyer purchases the busi-
ness, she must forgo the $25,000 salary that she could eamn working elsewhere. Adding
these amounts together yields a total opponumty cost of $65,078.

Step 3. Project net earnings. The buyer must estimate the company s net eamings for the upcoming
year before subtracting the owner's salary. Averages can be misleading, so the buyer must be
sure to investigate the trend of net earnings. Have they risen steadily over the past five years.
dropped significantly, remained relatively constant, or fluctuated wildly? Past income state-

. ments provide useful guidelines for estimating earnings. In the Lewis Electronics example,
the buyer and his accountant project net earnings for the upcoming year to be $74,000.

Step 4. Compute extra earning power. A company’s extra earning power is the difference between
forecasted earnings (step 3) and total opportunity costs (step 2). Many small businesses that
are for sale do not have extra earning power (i.e., excess.eamings), and they show marginal
or no profits, The extra eamning power of Lewis Electronics is $74,000 — $65.000 = $8,922.
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capitalized earnings
approach—a method of
valuing a business that divides
estimated earnings by the rate of
return the buyer could earn on @
similar-risk investment.

discounted future earnings
approach—a method of
valuing a business that forecasts
a company’s eamings several
years into the future and then
discounts them back to their
present value.
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Estimate the value of intangibles. The owner can use the extra earning power of the busi-
ness to estimate the value of its intangible assets—that is, its goodwill. Multiplying the
extra eaming power by a years-of-profit figure yields an estimate of the intangible assets’
value. The years-of-profit figure for a normal-risk business ranges from 3 to 4. A very
high-risk business may have a years-of-profit figure of 1, whereas a well-established firm
might use a figure of 7. For Lewis Electronics, the value of intangibles (assuming normal
risk) would be $8,922 x 3 = $26,766.

Determine the value of the business. To determine the value of the business, the buyer
simply adds together the adjusted tangible net worth (step 1) and the value of the intangi-
bles (step 5). Using this method, the value of Lewis Electronics is $160,313 + $26,766 =
$187,079.

The buyer and the seller should consider the tax implications of including in the purchase
the value of goodwill and the value of a covenant not to compete. Because the buyer can amor-
tize both the cost of goodwill and a covenant over 15 years, the tax treatment of either would be
the same for him or her. However, the seller would prefer to have the amount of the purchase
price in excess of the value of the assets allocated to goodwill, which is a capital asset. The gain
on the capital asset would be taxed at the lower capital gains rates. If that same amount were
allocated to a restrictive covenant (which is negotiated with the seller personally, not the busi-
ness), the seller must treat it as ordinary income, which would be taxed at regular rates that are
higher than the capital gains rates.

Step 5.

Step 6.

VARIATION 1: CAPITALIZED EARNINGS APPROACH. Another earnings approach cap-
italizes expected net earnings to determine the value of a business. The buyer should prepare
his own pro forma income statement and should ask the seller to prepare one also. Many
appraisers use a five-year weighted average of past sales (with the greatest weights assigned to
the most recent years) to estimate sales for the upcoming year.

Once again, the buyer must evaluate the risk of purchasing the business to determine the
appropriate rate of return on the investment. The greater the perceived risk, the higher the return
that the buyer requires. Risk determination is always somewhat subjective, but it is necessary
for proper evaluation.

The capitalized earnings approach divides estimated net earnings (after subtracting the
owner's reasonable salary) by the rate of return that reflects the risk level. For Lewis
Electronics, the capitalized value (assuming a reasonable salary of $25,000) is:

Net earnings (after deducting owner' s salary) _ $74,000 - $25,000 _ $196.000
Rate of return 25% i

Cicarly, firms with lower iisk factors are more valuable (a 10 percent ratc of return would
yield a value of $499,000 for Lewis Electronics) than are those with higher risk factors (a S0
percent rate of return would yield a value of $99,800). Most normal-risk businesses use a rate-
of-return factor ranging from 25 to 30 percent. The lowest risk factor that most buyers would

accept for any business ranges from 15 to 20 percent.

VARIATION 3: DISCOUNTED FUTURE EARNINGS APPROACH. This variation of the
earnings approach assumes that a dollar earned in the future is worth less than that same dollar
today. Therefore, using this approach, the buyer estimates the company’s net income for several
years into the future and then discounts these future earnings back to their present value. The
resulting present value is an estimate of the company’s worth.

The reduced value of future dollars represents the cost of the buyer's giving up the
opportunity to earn a reasonable rate of return by receiving income in the future instead of
today, a concept known as the time value of money. To illustrate the importance of the time
value of money, consider two $1 million sweepstake winners. Rob wins $1 million in a
sweepstakes, but he receives it in $50,000 installments over 20 years. If Rob invested every
installment at 15 percent interest, he would have accumulated $5,890,505.98 at the end of
20 years. Lisa wins $1 million in another sweepstakes, but she collects her winnings in onc
iump sum. if Lisa invested her $1 miiiion today at i3 percent, she wouid have accumulaied
$16,366,537.39 at the end of 20 years. The difference in their wealth is the result of the time
value of money.
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DISCOUNTED FUTURE EARNINGS APPROACH. The discounted future earnings

approach has five steps:

Step 1. Project future earnings for five years into the future. One way is to assume that earnings
will grow by a constant amount over the next five years. Perhaps a better method is to
develop three forecasts—an optimistic, a pessimistic, and a most likely—for each year
and then find a weighted average using the following formula:

Forecasted  (Optimistic  (Most likely  (Pessimistic

earnings carnings + forecast for + forecast for
foryeari = foryeari) yeari X 4) year i)
6

For Lewis Electronics, the buyer’s forecasts are:

Year Pessimistic =~ Most Likely Optimistic Weighted Average

XXXI 65,000 74,000 92,000 75,500
XXX2 74,000 90,000 101,000 89,167
XXX3 82,000 100,000 112,000 99,000
XXX4 88,000 109,000 120,000 107,333
XXX5 88,000 115,000 122,000 111,667

Buyers must remember that the farther into the future they forecast, the less reliable
their estimates will be. 7
Step 2. Discount these future earnings at the appropriate present value rate. The rate that the

buyer selects should reflect the rate he could earn on a similar-risk investment. Because
Lewis Electronics is a normal-risk business, the buyer chooses a present value rate of 25

percent.
Income Forecast Present Value
Year (Weighted Average)  Factor (at 25%)* ~ Net Present Value
XXX1 75,500 -8000 60,400
XXX2 89,167 6400 57,067
XXX3 99,000 5120 50,688
AKK4 107,333 4096 43,904
XXX5 111,667 32717 36,593
Total 248,712

* The appropriate present value factor can be found by looking in published present value tables, by using modern calculators or
computers, or by solving this formula: )
1
I+
where k = rate of retur
t=year(t =1,2,3 ..., n).

Present value factor =

Step 3. Estimate the income stream beyond five years. One technique suggests multiplying the
fifth-year income by 1/rate of return. For Lewis Electronics, the estimate is:
1 -
Income beyond year 5 = $111,667 x %% = $446, 668
(]

Step 4. Discounr the income estimate beyond five years using the present value factor for the sixth
year. For Lewis Elecuonics:

Present value of income beyond year 5 = $446,668 x 0.2622 = $117.116
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market approach—a method
of valuing a business that uses
the pricelearnings (PIE) ratio of
similar, publicly held companies to
determine value.

Step 5. Compute the total value of the business. Add the present value of the company's esti-
mated earnings for years 1 through 5 (step 2) and the present value of its earnings from
years 6 on (step 4):

Total value = $248,712 + $117,116 = $365,828

The primary advantage of this technique is that it evaluates a business solely on the
basis of its future earning potential, but its reliability depends on making forecasts of
future earnings and on choosing a realistic present value rate. In other words, a com-
pany’s present value is tied to its future performance, which is not always easy to pro-
ject. The discounted cash flow technique is especially well suited for valuing service
businesses (whose asset bases are often very thin) and for companies cxperiencing
high growth rates.

MARKET APPROACH. The market (or price/earnings) approach uses the price/earnings
ratios of similar businesses to establish the value of a company. According to one valuation
expert, among professional appraisers, the most widely recognized and applied standard of
value is ‘fair market value,’ as defined by the Internal Revenue Service: the price at which
property would change hands between a willing buyer and a willing seller, neither under any
compulsion to buy or sell and both having reasonable knowledge of the relevant facts.5 The
buyer must use businesses whose stocks are publicly traded in order to get a meaningful com-
parison. A company’s price/earnings ratio (or P/E ratio) is the price of one share of its common
stock in the market divided by its earnings per share (after deducting preferred stock divi-
dends). To get a representative P/E ratio, the buyer should average the P/E ratios of as many
similar businesses as possible.

To compute the company’s value, the buyer multiplies the average price/earnings ratio by the
private company’s estimated earnings. For example, suppose that the buyer found four companies
comparable to Lewis Electronics whose stocks are publicly traded. Their price/earnings ratios are:

Company 1 33
Company 2 38
Company 3 4.7
Company 4 41
Average P/E ratio 3.975

Using this average P/E ratio produces a value of $294,150:
Value = Average P/E ratio x Estimated net carnings = 3.975 x $74,000 = $294,150

The biggest advantage of the market approach is its simplicity. But this method does have
several disadvantages, including the following:

Necessary comparisons between publicly traded and privately owned companies. Because the

stock of privately owned companies is illiquid, the P/E ratio used is often subjective and lower

than that of publicly held companies.

Unrepresentative earnings estimates. The private company’s net earnings may not realistically

reflect its true earning potential. To minimize taxes, owners usually attempt to keep profits low

and rely on fringe benefits to make up the difference.

Finding similar companies for comparison. Often it is extremely difficult for a buyer to find

comparable publicly held companies when estimating the appropriate P/E ratio.

Applying the after-tax earnings of a private company to determine its value. 1f a prospective

buyer is using an after-tax P/E ratio from a public company, he also must use the after-tax earn-

ings from the private company.

Despite its drawbacks, the market approach is useful as a general guideline to establishing a
company’s value. )

Which of these methods is best for determining the value of a small business? Simply stated,
there is no singlc bost mothod, Valuing a busincss is partly an art and partly a science. Using
these techniques, a range of values will emerge. Buyers should look for values that might clus-
ter together and then use their best judgment to determine their offering price. Table 5.4 sum-
marizes the valuation techniques covered in this chapter.
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BALANCE SHEET TECHNIQUE "
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= $266:091 - $114325 = $I5I766
Varigton:Adjusted Bolance Sheet Technique
Net worth adjusted to reflect market value = $274,638 — $1 14325 = $160313
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Variation 3: Discounted Future Earnings Approach
Step |- hmmmm

" Year  Pessimistic  Most Likely Optimlni: WAW

00U $65.000 - $ 74,000 $:94.000 § 75.500
X2 74.000 90,000 101,000 . 89,167
X003 82,000 100,000 - 112,000 99,000
XXX4. © - 88,000 109,000 -120,000 107,333
XXX5. 88,000 115,000 “122,000 111,667
P +4 xML+O
Welghted averagé = e

Step 2: Discount future earnings using the appropriate present value factor.

Year Forecasted Earnings  PresentValue Factor Net Present Value
xXX1 $ 75,500 8000 $ 60,400
XXX2 89,167 6400 57,067
XXX3 99.000 5120 50,688
XXXA4 107,333 4096 43,964
K5 111,667 277 36593
Towal ‘$248.712
" Step 3: Estimate income stream beyond five years. o
e i
Income stream = Fifth-year forecasted income x ——————
Rate of return
1
= Sil), 667 x —
5%
= $446,668
(continued on the next page)

TABLE 5.4
What's It Worth! A Summary of
Business Valuation Techniques

Source: “Cashing Qut and Maintaining
Cantrel” by Peter Colling, Small
Business reports, Dec. 1989, p. 28
Reprinted by permission of |BS and
Emerald, www.emeraldinsight.com.
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UNDERSTANDING THE SELLER’S SIDE

Few events are more anticipated—and more emotional—for entrepreneurs than selling a busi-
ness. It often produces vast personal wealth and a completely new lifestyle, and this newly
gained wealth offers freedom and the opportunity to catch up on all the things the owners
missed out on while building the business. Yet, many entrepreneurs who scll out experience a
tremendous void in their lives. We might call this difficulty “separation anxiety"” because for
many owners their entire lives have been linked to their businesses. The businesses they
owned were the focal point in their lives in the communities in which they lived and a part of
their identities. In many cases the values that an owner exhibited through the business are an
overwhelming concern at the time of sale. Will the new owner display the same values in
managing the business I built?

Gary Hirshberg, who was the founder and CEO of Stonyfield Farms, a Londonderry, New
Hampshire, yogurt producer, ran the business in compliance with his values regarding social
responsibility, When negotiations with the French firm, Groupe Danone, began, Hirshberg
made a condition of the sale that the acquirer must retain all of the company’s employees. This
condition was similar to the terms in the Ben & Jerry’s Homemade sale to Cenilever.’

Selling a business involves developing a plan that maximizes the value of the business.
Before selling her business, an entrepreneur must ask herself some important questions: Do
you want to walk away from the business completely, or do you plan to stay on after the sale?
If you decide to stay on, how involved do you want to be in running the company? How much
can you realistically expect to get for the business? Is this amount of money sufficient to
maintain your desired lifestyle? Rather than sell the business to an outsider, should you be
transferring ownership to your kids or to your employees? Who are the professionals—
business brokers, accountants, attorneys, tax advisors—you will need to help you close the
sale successfully? How do you expect the buyer to pay for the company? Are you willing to
finance at least some of the purchase price?

A seller who has answered these fundamental questions is prepared to move forward in an
organized and professional fashion.

Structuring the Deal

Next to picking the right buyer, planning the structure of the deal is one of the most important
decisions a seller can make. Entrepreneurs who sell their companies without considering the
tax implications of the deal can wind up paying the IRS as much as 70 percent of the proceeds

in the formrof capital gains and other taxes! 8 A skilled tax advisor or financial planner can help

business sellers legally minimiize the bite various taxes take out of the proceeds of the sale.

Exit Strategy Options

STRAIGHT BUSINESS SALE. A straight business sale may be best for those entrepreneurs
who want to step down and turn over the reins of the company to someone else.
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For instance, Richie Stachowski recently sold his toy company, Short Stack Inc., 1o Wild Planet
Toys of San Francisco because the business had grown so rapidly that Richie wanted more time
to focus on other activities. The success of his three-year-old company, which sold worldwide
more than I million water toys such as the Water Taikie (a device that allows swimmers to com-
municate underwater) and the Bin-Aqua-Lar (underwater binoculars), had won Richie several
national awards and an appearance on The David Letterman Show. But he wanted time 10 pur-
sue more normal activities —those suited for a 13-year-old boy! (Richie started Short Stack
when he was just 10.) The sale of the company to Wild Planet Toys will net Richie an estimated
$1 million per year for the next several years.”

An initial question that owners need to answer is whether they want to sell the stock in the busi-
ness or the assets of the business. Which choice is best for the seller and the buyer depends on the
form of ownership. In an S corporation, the seiler Goes not care if’ siock o assels ae suld because i
tax considerations are the same. Owners of C corporations are far better off selling stock rather than
selling assets. Buyers will generally prefer to acquire the “hard” assets of the business, thus avoiding
any potential hidden liabilities. )% Despite these concerns, more than 90 percent of sales involve stock.
In every case, an intelligent entrepreneur always consults an attomey or tax advisor to obtain advice
as to what form of sales will best suit their unique situation and personal desires. Know in advance
what options you would prefer and which purchase options you would not accept. For example,
although selling the business outright is the cleanest cxit path for an entrepreneu, it may have negative
tax consequences, and it ofien excludes the option of “staying on” and exiting gradually.

FORM A FAMILY LIMITED PARTNERSHIP. An entrepreneur could transfer her business
10 her children but still maintain control over it by forming a family limited partnership. The
entrepreneur would take the role of the general partner with the children becoming limited part-
ners in the business. The general partner keeps just 1 percent of the company, but the partner-
ship agreement gives her total control over the business. The children own 99 percent of the
company but have little or no say over how to run the business. Until the founder decides to step
down and turn over the reins of the company to the next generation, she continues to run the
business and sets up significant tax savings for the ultimate transfer of power.

SELL A CONTROLLING INTEREST. Sometimes business owners sell the majority inter-
est in their companies to investors, competitors, suppliers, or large companies with an agree-
ment that they will stay on after the sale as managers or consultants.

For instance, Leon and Pam Seidman sold 55 percent of Cosmic Pet Products. a catip busi-
ness Leon started while in college, to Four Paws Pet Products, a much larger company. Four
Paws gives the Seidmans the autonomy to run the business as they did before the sale, although
the Seidmans do work with Four Paws on strategic planning and pricing issues. For both the
Seidmans and Four Paws, the sale has produced positive outcomes. The Seidmans still get 10
run the day-to-day operations of the business they love withour having 10 worry about the
financial struggles of keeping a small company going. With the Seidmans’ help, Four Paws has
improved Cosmic Pet Products’ distribution and pricing and built it into the largest camip com-
pany in the country, commanding 60 percent of the market! 1

RESTRUCTURE THE COMPANY. Another way for business owners to cash out gradually is to

replace the existing corporation with a new one, formed with other investors. The owner essen-
tially is performing a leveraged buyout of his own company. For example, assume that you own

Company A Restructuring Owner's New Position
Equity
$1.5 Million
"$15 Milion ‘
Merket Investor's Equity
Value $1.5 Milfion s
| £ o Cash Out
aa Bank Loan $13.5 Million
3 $12 Million
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FIGURE 5.4 Restructuringa
Business for Sale
Source: Peter Collins,"Cashing Out and

Maineaining Control Smal Business
Reports, December 1989, p. 28.
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A Company Example
R

a company worth $15 million. You form a new corporation with $12 million borrowed from a
bank and $3 million in equity: $1.5 million of your own equity and $1.5 million in equity from
an investor who wants you to stay on with the business. The new company buys your company
for $15 million. You net $13.5 in cash ($15 million — your $1.5 million equity investment) and
still own 50 percent of the new leveraged business (see Figure 5.4).12

SELL TO AN INTERNATIONAL BUYER. In an increasingly global marketplace, small U .S.
businesses have become attractive buyout targets for foreign companies. Foreign buyers—
mostly European—buy more than 1,000 U.S. businesses each year. Despite the publicity that
Japanese buyouts get, England leads the list of nations acquiring U.S. companies. Small busi-
ness owners are receptive to international offers.

Consider the opportunity presented to lim Dolce, founder of Redstone Communications, by
the German firm, Siemens, that paid Dolce $500 million for-his 18-month-old telecommunica-

i tions business and then hired him to stay on and run the company.13

employee stock ownership
plan (ESOP)—an employee
benefit plan in which a trust
created for employees purchases
stock in their employer’s
company.

FIGURE 5.5
A Typical Employee Stock
Ownership Plan (ESOP)

Source: From Sharing Ownership with
Employees by Corey Rosen, Small, ..
Business Reports, Dec. 1990, p. 63.
Reprinted by permission of |8S and
Emerald, www emeraldinsight.com.

In today’s global economic environment, it is not unprecedented to find buyers for a busi-
ness, viewed as having great financial potential, from around the world. In many instances, for-
eign companies buy U.S. businesses to gain access to a lucrative, growing market. They look
for a team of capable managers, whom they typically retain for a given time period. They also
want companies that are profitable, stable, and growing.

Selling to foreign buyers can have disadvantages, however. They typically purchase 100 per-
cent of a company, thereby making the previous owner merely an employee. Relationships with
foreign owners also can be difficult to manage.

USE A TWO-STEP SALE. For owners wanting the security of a sales contract now but not
wanting to step down from the company’s helm for several years, a two-step sale may be ideal.
The buyer purchases the business in two phases—getting 20 to 70 percent today and agreeing
to buy the remainder within a specific time period. Until the final transaction takes place, the
entrepreneur retains at least partial control of the company.

ESTABLISH AN EMPLOYEE STOCK OWNERSHIP PLAN (ESOP). Some owners cash out by
selling to their employees through an employee stock ownership plan (ESOP). An ESOP is a
form of employee benefit plan in which a trust created for employees purchases their
employer’s stock. Here’s how an ESOP works: The company transters shares of its stock to the
ESQP trust, and the trust uses the stock as collateral to borrow enough money to purchase the
shares from the company. The company guarantees payment of the loan principal and interest
and makes tax-deductible contributions to the trust to repay the loan (see Figure 5.5). The com-
pany then distributes the stock to employees’ accounts based on a predetermined formula. In
addition to the tax benefits an ESOP offers, the plan permits the owner to transfer all or part of
the company to employees as gradually or as suddenly as preferred.

To use an ESOP successfully, a small business should be profitable (with pretax profits
exceeding $100,000) and should have a payroll of more than $500,000 a year. Generally, com-
panies with fewer than 15 to 20 employees do not find ESOPs beneficial. For companies that
prepare properly, however, ESOPs offer significant financial and managerial benefits. An
owner has great flexibility to set her retirement pace. An ESOP allows all parties to benefit and
the transfer of ownership can be timed to meet the goals of the entrepreneur.

Shareholders 2 Institution
1 ) X Tax-Deductible Loan ‘
Contributions Payments /
Funds to Borrowed
\ Purchase ) Funds
Stock
Shares of ESOP Trust / Stock as
Company Collateral
Stock
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A Seller’s Tale

Joseph Grassadonia loves the ocean so much that he
planned his life around it, including starting businesses that
would allow him to have both the time and the money to
enjoy the sun and surf of California’s beaches. Over the
years, Grassadonia launched six magazines, including his
most recent, Dive Travel. He compares the thrill and chal-
lenge of starting and managing a magazine to surfing and
catching the ultimate wave. “When you're surfing and
you're totally in control of the wave, and the equipment is
right and everything is working, it’s exhilarating,” he says.
After five years of running Dive Travel, however,
Grassadonia says he got to the point where it wasn’t fun
anymore. “That’s when I knew [ had to sell,” he recalls.
-Actually, Grassadonia knew he would eventually sell
Dive Travel from the day he started it. Managing and grow-
ing a magazine is “not my forte,” he says. He began shop-
ping for a business broker and settled on a local company to
help him sell the company. The first order of business was
to put a price tag on Dive Travel, something that proved to
be a more emotional experience for Grassadonia than he
. had imagined. Although he knew that a company’s value
depends-on the cash it can generate, he couldn’t help but
recall all of the energy, time, and talent he had invested in
building the magazine from nothing to its current level.
“This business is a chunk of my life. How do you put a
value on that?” he asks philosophically.
Grassadonta had built Dive Travel into a successful pub-
lication. “We do business with just about every major adver-
" tiser in the-marketplace,” he says. “It would be very expen-
sive to try and [re]create that”" Using Dive Travel’s sales of
$324,000 and earnings of $50,000, the broker suggested an
asking price of $500,000. For the next year, the business
attracted very few leads—not an unusual pattern in selling a
business. Ads in industry trade journals produced only a few
nibbles but no serious buyers. Waiting to sell was wearing
on Grassadonia, so he and the broker reduced the price to
$450,000. Several more months slipped by with no interest

anyone wanted to buy Dive Travel.

from buyers, and Grassadonia was beginning to wonder if ;
§ 1996, pp. 54-56.

Finally, Susan Wilmink and Thomas Schneck contacted
Grassadonia’s broker about Dive Travel. The couple was living
in Germany, where Wilmink worked for a large internanional
magazine publisher and Schneck owned a software company.
The only problem was that Wilmink and Schneck couldn’t
afford to buy Dive Travel outright. They proposed that
Grassadonia sell them a controlling interest in the company
and stay on as a consultant for three years. Grassadonia hesi-
tated at first but then agreed to stay on as long as Wilmink and
Schneck took over the day-to-day operations of running the
business. A major factor in hus decision was Wikimink's presen-
tation on how she and Schneck planned to run the company—
from adding a World Wide Web site to repositioning the mag-
azine. “Susan came in with a vision,” says Grassadonia.

Negotiating the final deal took another six months, and
at times the discussions became heated. At one such emo-
tional moment, Barkley, Grassadonia’s 13-year-old golden
retriever, walked over to Wilmink’s chair, jumped up, and
licked her face. That broke the tension, everyone started
laughing, and Wilmink decided to name the new business
Barkley Publishing. The final price the parties agreed on
was $215,000 for the S1 percent controlling interest
Wilmink and Schneck got. Wilmink became the new presi-
dent and publisher, and Grassadonia agreed to stay on as a
paid consultant for three years. At the end of that time, he
would sell his stock, with Wilmink and Schneck getting the
right of first refusal. In addition, Grassadonia got a percent-
age of the company’s revenues over the three years.

The deal has worked to everyone's satisfaction.
Grassadenia has the freedom to surf whenever he pleases,
and Wilmink and Schneck have the company they wanted.
Dive Travel’s circulation has more than doubled, revenues
have nearly doubled, and profits are up.

1. Why is the process of valuing a business so difficult for
the entrepreneur who founded it?

2. Which methad(s) of valuing a business do you thi

v
B restes e g
C

would be most appropriate in placing a realistic value o
Dive Travel? Explain.

(=

3. Evaluate the final deal the parties struck from both the
buyers’ and the seller’s perspectives. Do you think the deal
was fair?

Source: Inc., Adapted from Chnstopher Caggiano, “The Seller,” June

NEGOTIATING THE DEAL

Although determining the value of a business for sale is an important step in the buying process, it is
not the final one. The buyer must sit down with the seller to negotiate the actual selling price for the
business and, more importantly, the terms of the deal. The final deal the buyer strikes depends. in
large part, on her negotiating skills. The first rule of negotiating a deal is to avoid confusing price
with value. Value is what the business is actually worth; price is what the buyer agrees to pay. In a

6. Understand how

negotiation process.

the negotiation process
works and identify the
factors that affect the

business saie, the party who is the better bargainer usually comes out on top. The seller is looking to:

m get the highest price possible for the business.

m sever all responsibility for the company’s liabilities
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® avoid unreasonable contract terms that might limit his future opportunities.
® maximize the cash he gets from the deal.

® minimize the tax burden from the sale.

& make sure the buyer will be able to make all future payments.

The buyer seeks to:

® get the business at the lowest possible price.

B negotiate favorable payment terms, preferably over time.

B pet assurances that he is buying the business he thinks he is getting.
= avoid putting the seller in a position to open a competing business.
® minimize the amount of cash paid up front.

FACTORS AFFECTING THE NEGOTIATION PROCESS. Before beginning negotia-
tions, a buyer should take stock of some basic issues. How strong is the seller’s desire to sell?
Is the seller willing to finance part of the purchase price? What terms does the buyer suggest?
Which ones are most important to him? Is it urgent that the seller close the deal quickly? What
deal structure best suits your needs? What are the tax consequences for both parties? Will the
seller sign a restrictive covenant? Is the seller willing to stay on with the company for a time as
a consultant? What general economic conditions exist in the industry at the time of the sale?
Sellers tend to have the upper hand in good economic times, and buyers will have an advantage
during recessionary periods in an industry.

The Negotiation Process

On the surface, the negotiation process appears to be strictly adversarial. Although each party
may be trying to accomplish objectives that are at odds with those of the opposing party, the
negotiation process does not have to turn into a nasty battle of wits with overtones of “If you
win, then I lose.” The negotiation process will go much more smoothly and much faster if both
parties work to establish a cooperative relationship based on honesty and trust from the outset.
A successful deal requires both parties to examine and articulate their respective positions
while trying to understand the other party’s position. Recognizing that neither of them will ben-
efit without a deal, both parties must work to achieve their objectives while making certain con-
cessions to keep the negotiations alive.

To avaoid a stalled deal, a buyer should go into the negotiation with a list of objectives
ranked in order of priority. Once she has developed her own list of priorities, it is useful to
develop what she perceives to be the seller’s list. That requires learning as much as possi-
ble about the seller. Knowing which terms are most important (and which are least impor-
tant) to her and to the seller enables a buyer to make concessions without “giving away the
farm” and without getting bogged down in “nit-picking,” which often leads to a stalemate.
If, for instance, the seller insists on a term that the buyer cannot agree to, she can explain
why and then offer to give up something in exchange. The buyer also should identify the
one concrete objective that sits at the top of that list, the one thing she absolutely must
come away from the negotiations with. The final stage of preparing for the actual negotia-
tion is to study her list and the one she has developed based on her perceptions of the selier
to determine where the two mesh and where they conflict. The key to a successful negotia-
tion is to use this analysis to look for areas of mutual benefit and to use them as the foun-
dation for the negotiation.

Figure 5.6 offers five tips on making the negotiation process a successful one.
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MNegouaung

The Five Ps of

Source. Adapead froen Righe Associaces,
Philadelphia. PA.

I. Understand the advantages and
disadvantages of buying an existing
business.

The advantages of buying au existing business: A successful
business may conunue to be successful; the business may already
have the best location; employees and suppliers are already
established, equipment is installed and its productive capacity
known, inventory is in place and trade credit established; the
owner hits the ground running: the buyer can use the expertise of
the previous owner: and the business may be a bargain,

The disadvaniages of buying an existing business: An existing
business may be for sale because it is detersorating; the previ-
ous owner may have created 1l will: employees inherited with
the business may not be suitabie; 1ts location may have become
unsuitable. equipment and facilities may be obsolete; change
and inncvation are hard to implement; inventory may be out-
dated; accounts receivable may be worth less than face value:
and the business may be overoriced.

2. Define the steps involved in the right
way to buy a business,

Buying a business can be a reacherous experience unless the
puver 15 well prepared. The right way to buy a business is to

analyze your skills, abilities, and inierests to determine the
ideal business for you: preparce 2 list of poicntial candidales.
inchuding those that might be in the hidden market: investigate
and evalvate candidate busmesses and evaluate the best one,
explore financing options betore you actually need the roney:
and, finally, ensuce a smooth transition.

3. Explain the process of evaluating an
existing business.

Rushing into a deal can be the biggest mistake a business
buyer can make. Before closing a deal, every business buyer
should investigate five critical areas: (1) Why doss the owner
wish to sell? Look for the real reason. (2) Delermine the
physical condition of the business. Consider both the building
and #s location, (3) Cenduct a thorough analysic of the rar-
ket for your products or services. Who are the present and
potential customers? Conduct an equally thorough analyss of
competitors, both direct and indirect. How do they operaie
and why do customers prefer them” (4) Consider all of the
legal aspects thar might constrain the expansion and growth of
the business. Did you comply wilth the provisions of a bulk
ransfer? Megotiate a resiricuve covenant? Consider ongonyg
legal liabilities? (5) Analyre the financial condinoen of the
business, looking at financial statements, ncome laX rensms.
and especially cash flow,
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4. Describe the various techniques for
determining the value of a business.

Placing a value on a business i partly an art and partly a sci-
ence. There is no single best method for determining the value
of a business. The following techniques (with several varia-
tions} are vseful: the bulunce sheet technique (adjusted balance
sheet techmque); the earnings approach (excess earnings
method, capitalized eamnings approach, and discounted future
savings approach): and the rnarket approach.

5. Understand the seiler’s side of the

wme St e e arn o ape 3§ B
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the deal.

Selling a business takes tune, patience, and preparaiion (o
lozate a suitable buyer, sirike a deul, and make the iransition.

DISCUSSION QUESTIONS

1. What advantages can an entrepreneur who buys a business

gam over one who starts a business “from scratch™

i

. How would you go about determuning the value vl the
assets of a business 1if you were unfamiliac with them”

3 Why do <o many entrepreneurs run into trouble when they
buy an exssting business? Outline the steps involved in the
rnight way to buy a business.

4 When evaluating an 2xisting business thaf is for sale, what
areas should an enirepreneur consider? Brefly summarize
the key elements of each area,

5 How shonld a buyer evaiuate a business’s goodwiil”

6. What 15 a restnctive covenant? Is it far 1o ask the seller of a
travel agency localed in a srnall town to sign a restrictive
cuvenant for one year covening a 20-square-rle area? Expluin.

. How much negauve information can you expect the seller

evy? How can a

10 ave von abont the nrosneciive
¥ & yo ot the prospective

buver find ocut such infocraation”

Launch The Butiness Dise and continue from where you Jeft off
until you have completed the Cash Flow projections (or the full
year, To understand how the program calculates and automati-

This chapter hus deall

with the sequisivon of an

existing business. IF you
are developing a business
plan for a company you plan to buy, go to the "Company

Sellers must always structure the deal with tax consequences in
mind. Common exit strategies include a straight business sale.
forming 2 family limited partnership, seiling a controlling inter-
¢st in the business, restructuring the company, selling 10 an
‘iniemational buyer, using a two-step sale, and establishing an
employee stock ownershup plan (ESOP),

6. Understand how the negotiation
process works and identify the factors
that affect the negotiation process.

The first rule of negotiating s never to confuse price with value.
fm n bicimace enla tha roriv coho te the hatrar maoaiioine seeolly
Ih abusiness sale, the parly whoiithe belternepoftuluruspally
comes out on top. Before beginning negotiations, a buyer should
dentily ihe factors thal are affecting the negobations and then
develop a negotlating strategy. The best deals are the result of «
cooperative relationship between the parties based on trust.

3. Why is 1t se difficult for buyers and sellers to agree on &
price for a business?

9. Which method of valuing a business is best? Why?

{0, Outline the different exit strategy options avaitable to a
seller.

|1 Explain the five Ps of a successful negotiation progcess
What tips would you offer sumeone about to enter inle
ncgotiations to buy a business?

12. One entrepreneur who recently purchased a busmess
advises buyers 10 expect some surpnses in the deal no mat-
ter how well prepared they rogy be, He savs that potential
buyers must build some “wiggle room™ inio their plans 1o
buy a company. What steps can buyers take (o ensure thal
they have sufficient “wiggle room™

cally fills pumbere into sorme parts of the form see the Owner '«
Manual Feom the Main Menu click Owner's Manual. Then
ent” 5

3

seroll down o ~Cash Flow Staters at the bottorm of pug

Summary” secticn of the Business PlanPro and include the
cesults of the due diligence process there Be sure o includz
in the financial section tncome statements, baladce sheals.
and cash flow statements for the business tor the past three
years as well as forecasts for the next three years
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Ask several new owners who purchased existing businesses the following questions:

a. How did you determine the value of the business?
b. How close was the price paid for the business o the value assessed prior to pur-
chase?

c. What percentage of the accounts receivable was collectible?

d. How accurate have the projections been concerning custorners (sales volume and
number of customers, especially)?

Visit a business broker and ask him how he brings a buyer and seller together. What
does he do to facilitate the sale? What methods dnes he nse to determine the value of
a business?

Invite an atromey to speak to your class about the legal aspecis of buying a business.

How does the attomey recommend business buyers protect themselves legally in a
business purchase?
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