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INTRODUCTION
IS A LARGE PORTION OF YOUR NET WORTH IN YOUR PRIVATELY 
OWNED BUSINESS?

Thinking about selling your business? You are not alone. As the Baby Boomer generation reaches retirement age, more 
and more business owners are looking to transition their company. The value of your business probably represents a 
significant percentage of your total net worth. If you wish to adequately fund the retirement lifestyle you have earned, 
it’s important to get every last after-tax dollar when selling your business.

The following information is intended to give owners of privately held businesses an overview of the process involved 
in selling a business, as well as some suggestions as to how to prepare for that sale.

PREPLANNING IS THE FOUNDATION OF SUCCESS

In most cases, owners spend years running their businesses on a day-to-day basis to generate both personal income 
and profits. Yet surprisingly, few business owners make the necessary plans for when they elect to sell or know how to 
be positioned to maximize their after tax dollars when it comes time to transition the ownership of their businesses.

This should not be a spur of the moment decision. Rather, it should be well planned in advance. Conventional wisdom 
dictates that the average American spends more time planning their vacation than their retirement. While small 
business owners as a whole do not have the average mindset, it is vital that the proper planning goes into the sale of a 
company to maximize its value.

Advance planning can make a big difference in the amount you pocket after the sale. It is vitally important that your 
employees, competitors and customers not be aware of your plans, as the loss of employees, customers, or suppliers 
can rapidly decrease both the value and marketability of your business.

If you are not careful, buyers will try and take control of the process by demanding to see copies of all sorts of 
information. Some requests are reasonable and necessary for a buyer to form a view as to the value of the business; 
however, many requests for information should NOT BE SHARED until there is agreement on a Term Sheet or Letter of 
Intent.

Spending inordinate amounts of time after hours copying sets of tax returns or the information from your Corporate 
Books and records for interested parties is time consuming and totally unnecessary if you prepare beforehand. 

Being prepared will ensure that you stay in control of the process so that you can continue to stay in control of running 
your business. Your worst nightmare would be to neglect your business in the pursuit of a sale that never eventuates. 
You end up without a sale, but even worse a business damaged by the owner’s unnecessary distractions.

Although we are clearly biased as to the benefits of engaging professional assistance, the following information is 
provided to help owners understand the process and hopefully gain an appreciation of the various tasks that need to be 
planned and performed so that a sale is successfully consummated with the after tax dollars maximized to the fullest. 
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STEP 1 
ESTABLISH A REALISTIC VALUATION RANGE FOR YOUR BUSINESS

It would be nice if there were publicly available databases on the sales of privately owned businesses so that one could 
do “comps” to determine the value of a business like we do for real estate. Unfortunately, there is not a reliable database 
of information on the sales of privately owned businesses, but there are some basic guidelines you can follow to arrive 
at a Realistic Valuation Range of your Company.

Establishing the Historical Cash Flow

The historical cash flow, together with the Balance Sheet, will largely determine the valuation range of your Company. 
Buyers and Lenders always work from the Federal Tax Returns. However, Buyers and Lenders understand that the Net 
Income on the Federal Tax Return is not an accurate reflection of a company’s true cash flow. 

Buyers and Lenders expect to see certain expenses added back in order to properly demonstrate the historical cash 
flow of a business. This process is known as “recasting” and needs to be carefully done on a conservative basis.

There are two categories of expenses that can be added back or recast:

 Non-Cash expenses such as Depreciation and Amortization

 Expenses that are “Discretionary” and are for the benefit of the owners. 

#1 is very straight forward. These amounts are clearly identified in the tax returns. However, 
#2 requires elaboration as many of these types of expenses are buried in various expense categories on the tax return.

Here are some examples of the type of discretionary expenses that are typically recast. It is critically important that all 
discretionary expenses can be documented.

  Health Insurance for the Owner and family

 Automobile Expenses for vehicles not needed for the day-to-day running of the business. These can include 
       lease payments, insurance, fuel, service

 Pension and Profit Sharing Contributions for the owner.

 The portion of Meals, Entertainment and Travel expenses not directly connected with business operations

 If the business occupies a building owned by the business owner, quite often the amount of rent paid to the 
       owner is above Fair Market Value. In these instances, the amount by which the rent exceeds the Fair Market rent        owner is above Fair Market Value. In these instances, the amount by which the rent exceeds the Fair Market rent 
       can be added back into cash flow.

 The amount of owner compensation (salary and bonus) that exceeds what it would cost to hire a competent 
       person to perform the owner’s duties. For example, let’s assume an owner performing essentially the CEO role 
       receives a $200,000 salary plus a $100,000 bonus. However, the fair market rate for a competent replacement 
       CEO would be $150,000 and a $50,000 bonus. In these circumstances, $100,000 could be added back into the 
       cash flow.
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Naturally, the Buyer expects to receive all the equipment and fixtures, and other assets that are needed to produce the 
cash flow. The Buyer also expects to receive sufficient working capital with the transaction such that they do not need 
to inject any capital into the company after acquisition. 

Working Capital is typically made up of Accounts Receivable and Inventory.  The amount of Working Capital required by 
the Buyer at close needs to be at least 2 months of “Normalized Expenses”. 

So, for example, if a company had $5 million in revenue in its latest financial year, reported Net Income of $250,000, and 
had $500,000 in add backs, then the normalized monthly expenses would be $4,250,000 divided by 12 = $354,166. 
Allowing for two months of Working Capital would mean that the amount of A/R and Inventory at close must be at least 
$708,333. 

Here is a simple formula to calculate Normalized Expenses:
Revenue - Reported Net Income - Recasting Add Backs; divided by 12 multiplied by 2 

Balance Sheet Considerations

The Balance Sheet may also have an impact on a business’s valuation. A Service business will probably only have 
minimal fixed assets on the Balance Sheet, such as office equipment and computers, whereas a manufacturing 
business will have inventory and may have expensive equipment necessary to produce the products that are sold.

Understanding How Buyers Will Perceive Value

Different Buyers are going to perceive different value in a business. But fundamentally all Buyers will use a multiple of 
historical earnings to arrive at their valuation opinion.

Financial Buyers will crunch the numbers, and then depending upon their perception of the risk, calculate a return 
needed on their investment (ROI). If they require a 33% return on their investment, they will apply a three (3) multiple to 
historical cash flow. This means if the business operates with the same historical profitability under their ownership, 
they will get their investment back in three (3) years.  If the business is perceived as very risky (construction for 
example), their ROI might by 100%, and this means they will want all their money back in 1 year, and will therefore apply 
a 1 multiple to cash flow to arrive at their opinion of value.

A Synergistic Buyer has a specific reason why they wish to purchase a company: It will create synergy with their existing 
business. As a consequence, they will pay a premium price to acquire a business and may also have a lower perception 
of the risk. They may only require a 25% ROI, and therefore apply a four (4) multiple to the cash flow. Naturally 
marketing efforts should be focused on identifying and targeting Synergistic Buyers, as they will always pay the highest 
price.

The Fair Market Value Range of your business will have the Financial Buyer at the low end and the Synergistic Buyer at 
the high end. It is very important that your valuation be conservative. In some cases, you may wish to seek the advice 
of your CPA and/or engage a Business Broker to provide their opinion.

If the lower end of the range meets your retirement needs, then you can confidently make the decision to move forward 
with the sale of your business and into Step 2. 
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STEP 2 
PROFESSIONALLY PACKAGING YOUR BUSINESS

It is critically important that you prepare a professional written package on your business. This is the document that, in 
the ideal world, will be provided to interested parties once they have been financially qualified and have signed a 
Confidentiality Agreement.

Typically called a Confidential Business Review (CBR), this package of information should summarize the financial 
information from your tax returns (but not include the tax returns), as well as provide a description of the Company 
history that also emphasizes key milestones and achievements. While not naming the employees, there should be a 
section that outlines the current duties of employees and their most recent compensation, length of service, etc.

The CBR should also suggest the opportunities that a new owner would have to grow revenue and improve profitability. 
The CBR should also disclose any potential issues. For example, if there was some litigation with an employee that was 
settled three years ago, it should be disclosed. If there has been a bad run with Worker Comp claims, this should be 
disclosed. All businesses have the odd wart or pimple, and it assists with credibility if these are disclosed up front. If 
they are deal breakers with a potential buyer, better to know that sooner rather than later.

Of great importance, DO NOT put a price on your business in the CBR. As soon as that is done you will cap what 
someone will pay, and there are certainly times where a particular buyer will perceive the value greater than the 
conservative valuation range.
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STEP 3 
DEVELOP A BUYER DATABASE AND A MARKETING PLAN AND 
PROACTIVELY CONTACT EVERYONE

To maximize your price, it is important that all the potential buyers are contacted within the same window of time. This 
increases the chances of getting multiple offers and provides leverage opportunities. Recognize that this is a time 
consuming process and will impact the amount of time you have available to run your business. This is clearly one of 
the risks in the DIY option. 
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STEP 4 
PREPARE FOR SITE VISITS BY INTERESTED BUYERS

After a potential buyer has received and read the CBR, they will either conclude it is not of interest, or they will want to 
meet with you at the place of business. These meetings should be organized outside normal working hours without 
employees around, so there can be some “see, touch, and feel”, as well as open discussions on the business from the 
potential buyer.

There is an interesting Chemistry that takes place at these meetings. The buyer is certainly sizing up the opportunity, 
but the owner is likewise forming a view as to whether this particular buyer will be able to take good care of their “baby”.
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STEP 5 
PREPARE A NON-BINDING LETTER OF INTENT & CALL FOR OFFERS

Prepare a Word document that contains ALL the key deal points that will eventually be incorporated into the Purchase 
Agreement. These will include whether the company is being sold as an asset or stock sale, allocation of the purchase 
price for tax purposes, equipment included or excluded from the assets, transition arrangements including any 
consulting arrangements, and contingencies such as due diligence and preparation of the legal documents. A thorough 
LOI will run to 3 or 4 pages and can be used by an experienced transaction attorney to prepare the required legal 
documents.

It should be Non-Binding without a forfeitable deposit, and specifically identify the contingencies that need to be dealt 
with before the transaction can be closed. Typical contingencies will provide the Buyer and their advisers a reasonable 
amount of time to perform Due Diligence (See Step 7 Due Diligence below) as well as prepare the Purchase Agreement 
and other legal documents. There might also be a finance contingency as well as Real Estate if there are leases to be 
assumed.

After the site visits, you will have a good idea as to who is interested, and they should be provided with the draft LOI 
document and given a deadline as to when the LOI must be submitted.

Hopefully more than one LOI is received, which will obviously provide an opportunity for counter proposals, etc. Once 
the LOI is executed by Buyer and Seller, it is typical that the business is taken off the market to allow the buyer time to 
perform its due diligence, typically 60 – 90 days.
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STEP 6 
DUE DILIGENCE AND ITS IMPORTANCE TO SELLERS AS 
WELL AS BUYERS

As you are probably aware, there are numerous examples of litigation between Buyers and Sellers after the 
consummation of a Business Sale transaction. As we all know, in this country anyone can sue anyone for any reason, 
valid or not. 

The common assumption is that Due Diligence is for the benefit of the Buyer so that they can verify the information they 
have been provided and make an informed decision to purchase the business. This of course is true. But an 
appropriately conducted due diligence also affords the Seller with their first line of defense in the event there is the 
prospect of litigation after the business has been transitioned.

Most brokers and sellers like to keep the buyer’s list of what he/she wants to see to a minimum, simply because it is 
somewhat of a pain to dig out all the historic information. In actuality, it is in the best interests of the Seller to expand 
the information provided to the Buyer, and make sure it is done IN WRITING. 

This deliberate focus on extensive documentation of due diligence virtually eliminates legal action based upon verbal 
claims. It is extremely difficult for a buyer’s attorney to get up the courage to initiate a lawsuit when the due diligence 
material discloses and documents virtually everything about the company. Bear in mind that most litigation involves he 
said, she said or he/she did not tell me. Adopting this dedicated approach to due diligence means that about the only 
way a Seller can become a legitimate litigation target is to lie or omit in writing key factors about the business.
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STEP 7 
PREPARATION OF THE LEGAL DOCUMENTS AND CLOSING THE 
TRANSACTION

Normally the Buyers will want their attorney to prepare the Purchase Agreement and the other legal documents such as 
a Non-Compete, Bill of Sale, Consulting Agreement, etc.

The most important consideration here is that the lawyer preparing the legal documents should have recent business 
transaction experience. Almost all lawyers will claim to have transaction experience, but there are numerous examples 
of non-adversarial transactions that were turned into adversarial transactions because of lawyer’s transaction 
inexperience.

If the Letter of Intent outlines all the key deal points as agreed between Buyer and Seller, then an experience transaction 
attorney should be to reflect that in the Legal documents. Sellers will want their attorney to review the documents, with 
the emphasis being on those sections where they have risk. Once the Seller understands the risk, business decisions 
can be made as to the best way to mitigate the risk with the other side.

Typically, an escrow is established to conduct the various searches, handle and disburse the funds, etc. The cost is 
normally shared 50/50, but be sure to engage an escrow that is experienced in business transactions, especially if the 
transaction is a “Stock” sale as opposed to an “Asset” sale.



12

STEP 8 
THE CLOSING OF THE TRANSACTION AND ANNOUNCEMENT TO 
EMPLOYEES, VENDORS, & CUSTOMERS

The first time your employees should learn of the sale is at a staff meeting scheduled the day the transaction has 
closed. Ideally the meeting will be on Company time, and both Buyer and Seller will want to prepare carefully worded 
statements that reassure the employees that they are a huge part of the value of the Company, and that the new owner 
intends either business as usual, an intention to commit additional capital to the business that will create additional 
opportunities for employees, etc.

There may also be very important customers and/or vendors where the Seller will want to set up a meeting to introduce 
Buyer to ensure a smooth transition.
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STEP 9 
FAITHFULLY DISCHARGE YOUR TRANSITION OBLIGATIONS

When a business is sold, there is always a period of time where the previous owner will be required to work with the new 
owner to ensure a smooth transition. This is a product of negotiation established in the LOI and included in the 
Purchase Agreement. It is typically 30 - 45 days’ full time and at no cost to the Buyer.

Although the temptation may be for the seller to take short cuts, DON’T! Go the extra mile to make sure the new owner 
has every opportunity to get comfortable with his/her investment in your company. If there are any issues that arise 
that you think may cause issues in the future, make sure they are drawn to the new owner’s attention in a meeting and 
then followed up with an email that creates the paper trail.
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STEP 10 
SOME THOUGHTS ON ENGAGING A PROFESSIONAL INTERMEDIARY

It is certainly doable for a business owner to follow the process described above without the assistance (and expense) 
of a professional intermediary. But many successful business owners understand the old axiom “they know what they 
don’t know” and conclude their best interests are achieved by retaining an experienced professional intermediary to 
facilitate the sale of their business.

Clearly the intermediary will charge a fee (which should only be paid if the transaction closes), but the right M & A 
professional will add significant value in the transaction, which should more than justify the fee paid.

Good decisions get made with good information. Here are a couple of suggestions as to information that should be 
considered in making the decision on whether or not to use a professional intermediary: 

Interview several business brokers and then ask for references of clients that have been through the process. 

Make sure one of the questions you ask the reference is: Do you believe Broker x added value in the transaction 

that was commensurate with the fee they were paid?

Do not pay any upfront fees. There are a good number of reputable Business Brokers that will accept the risk 

and costs associated with packaging and marketing your business, because they believe they can deliver a 

transaction that is acceptable to you. The Broker will be paid out of escrow when the transaction closes and 

will also be entitled to a commission on any earn outs that the Seller may receive in the future. Make sure you 

retain a broker who is comfortable with getting paid when you get paid.

Be prepared to execute a 12-month exclusive contract. A professional intermediary is not going to accept all 

the risks associated with meeting their own expenses, etc., if they do not have a reasonable amount of time to 

put a successful transaction together. However, you should insist that a clause be included in the 

Representation Agreement that will allow you to terminate future representation after 90 days. 90 days is 

sufficient time for you to determine that your Broker is doing all the things he/she needs to be doing to get the 

job done. If you are not satisfied that is the case, you need to be able to terminate future representation so that 

you are not obligated to continue the listing for 12 months.you are not obligated to continue the listing for 12 months.
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When selling your business, the fundamental objectives should be to:

• Maximize the price
• Minimize the amount of Seller Financing
• Ensure the structure of the transaction gives you the best tax treatment and after tax dollars
• Close the transaction in a manner that absolutely minimizes any litigation risk after the business is sold

SUMMARY

Preparation is the foundation of success. Understanding the various issues connected with the successful sale of a 
privately owned business will ensure that you stay in control of the process so that you can continue to stay in control 
of running your business. Your worst nightmare would be to neglect your business in the pursuit of a sale that never 
eventuates. You end up without a sale, but even worse the potential damage of a business caused by the lack of an 
owner’s footprint.

If you are a Southern California business owner interested in receiving a complimentary fair market valuation of your 
company, please contact Acquisition Services Group at (858) 736 4054 or email me at Steve@ASGSoCal.com. We will 
discuss what information is required, and I will send out a Non-Disclosure agreement.

PREPARATION IS THE FOUNDATION OF SUCCESS

Steve FitzGerald
President
Acquisition Services Group, Inc.

FOR A FREE BUSINESS VALUATION CLICK HERE

http://www.acquisitionservicesgroup.com/business-valuation-services/



