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IntroductionIntroduction

�� Small business is riskySmall business is risky

�� Buying a going business can be less risky Buying a going business can be less risky 
than starting newthan starting new

�� Risks can be mitigated with homework, Risks can be mitigated with homework, �� Risks can be mitigated with homework, Risks can be mitigated with homework, 
foresight, a good dose of skepticism and a foresight, a good dose of skepticism and a 
strong contractstrong contract



Introduction (continued)Introduction (continued)

�� Today’s objectivesToday’s objectives
�� Look at five major aspects of buying a Look at five major aspects of buying a 

businessbusiness

�� Look at alternatives buyers should considerLook at alternatives buyers should consider--
may be helpful in negotiationsmay be helpful in negotiationsmay be helpful in negotiationsmay be helpful in negotiations

�� Assuming that target is identified, asking price Assuming that target is identified, asking price 
is on the table, subject property is 100% is on the table, subject property is 100% 
ownership interest, buyer already received ownership interest, buyer already received 
offering infooffering info

�� Mostly viewing from buyer’s perspectiveMostly viewing from buyer’s perspective



Why Buy an Existing Business Why Buy an Existing Business 
Instead of Starting New?Instead of Starting New?

�� Fewer decisions to makeFewer decisions to make

�� Track record may mean easier financingTrack record may mean easier financing

�� Can hit the ground runningCan hit the ground running

�� Workforce and equipment in placeWorkforce and equipment in place�� Workforce and equipment in placeWorkforce and equipment in place



Key IssuesKey Issues

�� PricePrice

�� Form of PurchaseForm of Purchase

�� Due DiligenceDue Diligence

�� TermsTerms�� TermsTerms

�� FinancingFinancing



Key IssuesKey Issues--PricePrice

�� Business value is driven by economic Business value is driven by economic 
benefitsbenefits

�� Risk dictates the return buyer should demandRisk dictates the return buyer should demand

�� Profits or cash flow = ROI $Profits or cash flow = ROI $�� Profits or cash flow = ROI $Profits or cash flow = ROI $

�� ROI $ / ROI target % = Investment (price)ROI $ / ROI target % = Investment (price)



Key IssuesKey Issues--Price (continued)Price (continued)

�� Identify the Benefit StreamIdentify the Benefit Stream

�� Benefits should be anticipated, not historicalBenefits should be anticipated, not historical

�� Consider cash flows as measure (look at Consider cash flows as measure (look at 
capital expenditures, working capital, etc.)capital expenditures, working capital, etc.)capital expenditures, working capital, etc.)capital expenditures, working capital, etc.)

�� Beware of claims of “offBeware of claims of “off--books” incomebooks” income

�� Deduct reasonable compensation for ownerDeduct reasonable compensation for owner

�� Use afterUse after--tax profitstax profits

�� Be conservative/realisticBe conservative/realistic



Key IssuesKey Issues--Price (continued)Price (continued)

�� Compute Target Return %Compute Target Return %

�� Small business ROI% should be 20% to 25%, Small business ROI% should be 20% to 25%, 
but higher may be appropriatebut higher may be appropriate

�� ROI is a function of riskROI is a function of risk�� ROI is a function of riskROI is a function of risk

�� Specific risks include reliance on key Specific risks include reliance on key 
employee(s), seller who is VERY “handsemployee(s), seller who is VERY “hands--on”,  on”,  
handful of significant customershandful of significant customers

�� May be expressed as multiple (25%=4x, etc.)May be expressed as multiple (25%=4x, etc.)



Key IssuesKey Issues--Price (continued)Price (continued)

�� Benefits / ROI % = Price IndicationBenefits / ROI % = Price Indication

�� Result is fair price for control interestResult is fair price for control interest

�� Price may be influenced by additional Price may be influenced by additional 
factors:factors:factors:factors:

�� Form of purchaseForm of purchase

�� Reliability of information reviewedReliability of information reviewed

�� TermsTerms

�� Seller financing needed?Seller financing needed?



Key Key IssuesIssues--Form Form of Purchaseof Purchase

�� Applies to Corporate Targets (C or S)Applies to Corporate Targets (C or S)

�� What property is for sale?What property is for sale?

�� Is it stock?Is it stock?

�� Is it assets?Is it assets?�� Is it assets?Is it assets?

�� Is anything excluded?Is anything excluded?

�� Will liabilities be assumed or paid?Will liabilities be assumed or paid?



Key Key IssuesIssues--Form Form of Purchase of Purchase 
(continued)(continued)

�� A stock deal benefits seller, may hurt A stock deal benefits seller, may hurt 
buyerbuyer

�� Seller gets capital gain treatment on allSeller gets capital gain treatment on all

�� Buyer takes over seller depreciationBuyer takes over seller depreciation�� Buyer takes over seller depreciationBuyer takes over seller depreciation

�� Existing liabilities (known or unknown) go with Existing liabilities (known or unknown) go with 
corporationcorporation

�� Due diligence Due diligence much moremuch more importantimportant



Key Key IssuesIssues--Form Form of Purchase of Purchase 
(continued)(continued)

�� Asset Purchase cleaner, safer (for buyer)Asset Purchase cleaner, safer (for buyer)

�� Easier to define what is being transferred (a Easier to define what is being transferred (a 
list is included in contract)list is included in contract)

�� Depreciation for buyer based on purchase Depreciation for buyer based on purchase �� Depreciation for buyer based on purchase Depreciation for buyer based on purchase 
price, not seller’s original costprice, not seller’s original cost

�� Only specified liabilities (or no liabilities) are Only specified liabilities (or no liabilities) are 
taken by purchasertaken by purchaser

�� More flexibility for buyer to choose form of More flexibility for buyer to choose form of 
operating entityoperating entity

�� May cost seller more taxMay cost seller more tax



�� Why would buyer agree to buy stock?Why would buyer agree to buy stock?
�� If seller insists, negotiate protections, offsetsIf seller insists, negotiate protections, offsets

�� Price reduction to split tax benefitsPrice reduction to split tax benefits

�� If purchaser is employee, familiarity with If purchaser is employee, familiarity with 

Key Key IssuesIssues--Form Form of Purchase of Purchase 
(continued)(continued)

�� If purchaser is employee, familiarity with If purchaser is employee, familiarity with 
business cuts risks of unknown liabilitiesbusiness cuts risks of unknown liabilities

�� Purchase holdback or escrow protects against Purchase holdback or escrow protects against 
unknown liabilitiesunknown liabilities

�� Existing debt may be readyExisting debt may be ready--made leveragemade leverage

�� May be structured as purchaser buyMay be structured as purchaser buy--in in 
followed by seller buyfollowed by seller buy--outout



Key IssuesKey Issues--Due DiligenceDue Diligence

�� This is the real workThis is the real work

�� Information to requestInformation to request
�� 5 years financial statements plus most recent, 5 years financial statements plus most recent, 

preferably externally preparedpreferably externally prepared

�� 5 years income tax returns5 years income tax returns�� 5 years income tax returns5 years income tax returns

�� 11--2 years sales tax and payroll tax returns2 years sales tax and payroll tax returns

�� Copies of bank account statements (1Copies of bank account statements (1--2 years is 2 years is 
reasonable)reasonable)

�� Sales to top 10 customers (last 3 years)Sales to top 10 customers (last 3 years)

�� Other, as appropriateOther, as appropriate



Key IssuesKey Issues--Due Diligence Due Diligence 
(continued)(continued)

�� What to do with informationWhat to do with information

�� Affirm or revise your calculation of priceAffirm or revise your calculation of price

�� Look for consistency between income tax Look for consistency between income tax 
returns, sales tax returns and financial returns, sales tax returns and financial returns, sales tax returns and financial returns, sales tax returns and financial 
statementsstatements

�� Do bank statements correlate with financials Do bank statements correlate with financials 
and revenue/expense data?and revenue/expense data?

�� Evaluate proforma information, if any (do Evaluate proforma information, if any (do 
modifications make sense?)modifications make sense?)



Key IssuesKey Issues--Due Diligence Due Diligence 
(continued)(continued)

�� Due Diligence is your chance to look deepDue Diligence is your chance to look deep

�� Is the financial information you’re relying on Is the financial information you’re relying on 
believable?believable?

�� Evaluate the seller’s reactions to your Evaluate the seller’s reactions to your �� Evaluate the seller’s reactions to your Evaluate the seller’s reactions to your 
questions (are there a lot of “Yes, but…” questions (are there a lot of “Yes, but…” 
answers?)answers?)

�� Dig into erratic resultsDig into erratic results

�� Create your own proCreate your own pro--formasformas

�� Get comfortableGet comfortable------or notor not



Key IssuesKey Issues--TermsTerms

�� Several terms will affect longSeveral terms will affect long--term successterm success

�� Is seller financing any part of deal?Is seller financing any part of deal?

�� Is price fixed or contingent?Is price fixed or contingent?

�� How is price allocated?How is price allocated?�� How is price allocated?How is price allocated?

�� Is seller available for consulting or training Is seller available for consulting or training 
after closing? At what cost?after closing? At what cost?

�� How will seller assist you to keep customers?How will seller assist you to keep customers?

�� Will seller help retain employees?Will seller help retain employees?



Key IssuesKey Issues--Terms (continued)Terms (continued)

�� Fixed vs. Contingent PriceFixed vs. Contingent Price
�� Sometimes called an “EarnSometimes called an “Earn--out”out”

�� A somewhat reduced base price plus one or A somewhat reduced base price plus one or 
more performance incentivesmore performance incentives

�� Useful when certain things (like sales) are Useful when certain things (like sales) are 
speculativespeculative

�� May cost buyer more (if business performs) May cost buyer more (if business performs) 
because he/she has spread some risk to because he/she has spread some risk to 
sellerseller

�� Keeps the seller interestedKeeps the seller interested



Key IssuesKey Issues--Terms (continued)Terms (continued)

�� Allocation of Purchase PriceAllocation of Purchase Price

�� Reported to IRS by both buyer and seller, Reported to IRS by both buyer and seller, 
makes sense to put in contractmakes sense to put in contract

�� All intangibles have fixed amortization periodAll intangibles have fixed amortization period�� All intangibles have fixed amortization periodAll intangibles have fixed amortization period

�� Allocation to tangible assets will stand unless Allocation to tangible assets will stand unless 
clearly unreasonableclearly unreasonable

�� Issue only applies to asset salesIssue only applies to asset sales

�� Buyer’s and seller’s objectives may conflictBuyer’s and seller’s objectives may conflict



Key IssuesKey Issues--Terms (continued)Terms (continued)

�� If deal includes postIf deal includes post--closing work by seller, closing work by seller, 
get arrangement well definedget arrangement well defined

�� Put obligations in contractPut obligations in contract

�� Spell out compensationSpell out compensation�� Spell out compensationSpell out compensation

�� Allocate part of price to consulting agreement; Allocate part of price to consulting agreement; 
it may mean faster writeit may mean faster write--offoff

�� If seller to introduce buyer to customers, be If seller to introduce buyer to customers, be 
clear about performance standards (i.eclear about performance standards (i.e--
meetings, phone calls, letters?)meetings, phone calls, letters?)



Key IssuesKey Issues--FinancingFinancing

�� Seller financing may be only option when Seller financing may be only option when 
intangible value is significantintangible value is significant

�� Outside (bank) financing is collateral Outside (bank) financing is collateral 
basedbasedbasedbased

�� SBA financing can be useful if it fits their SBA financing can be useful if it fits their 
moldmold

�� Buyer equity is great, but significant Buyer equity is great, but significant 
amounts are uncommonamounts are uncommon



Key IssuesKey Issues--Financing (continued)Financing (continued)

�� Seller financing is often presentSeller financing is often present
�� Recognize that outside financing may not be Recognize that outside financing may not be 

readily availablereadily available

�� Seller has more involvement in whether deal Seller has more involvement in whether deal 
gets done, but retains higher riskgets done, but retains higher riskgets done, but retains higher riskgets done, but retains higher risk

�� May be for short period (planned refinance)May be for short period (planned refinance)

�� Anything goes (except usury)Anything goes (except usury)--seller gets seller gets 
higher return on deferred pricehigher return on deferred price

�� May offer seller some tax advantagesMay offer seller some tax advantages

�� Buyer’s down payment is negotiableBuyer’s down payment is negotiable



Key IssuesKey Issues--Financing (continued)Financing (continued)

�� Outside FinancingOutside Financing--bank/SBAbank/SBA
�� Straight bank financing is difficult unless Straight bank financing is difficult unless 

tangibles are high and buyer has good tangibles are high and buyer has good 
downpayment or credit (or both)downpayment or credit (or both)

�� SBA financing may include partial guarantees SBA financing may include partial guarantees �� SBA financing may include partial guarantees SBA financing may include partial guarantees 
of bank loan and some direct lendingof bank loan and some direct lending

�� Different SBA programs have different Different SBA programs have different 
requirementsrequirements

�� May be combined with seller financing if seller May be combined with seller financing if seller 
takes subordinate positiontakes subordinate position



ConclusionConclusion

�� Many buyers focus solely on price, but if Many buyers focus solely on price, but if 
other aspects are poorly defined, a good other aspects are poorly defined, a good 
price can become a bad dealprice can become a bad deal

�� Professional advisors are important part of Professional advisors are important part of �� Professional advisors are important part of Professional advisors are important part of 
processprocess

�� All elements are negotiableAll elements are negotiable

�� Consider tax consequencesConsider tax consequences

�� RememberRemember------it’s a business deal (keep a it’s a business deal (keep a 
cool head)cool head)


