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The Ten Commandments of Selling Your Business
1. Thou shall not wait too long.
Have you ever heard, “I sold my business to early?” Compare that with the number of times you’ve
heard somebody say, “I should have sold my business two years ago.” Unfortunately, waiting too long
is probably the single biggest factor in reducing the proceeds from the sale of a privately held business.
The erosion in business value typically is most pronounced in that last year before exiting. The decision
to sell is often times a reactive decision rather than a
proactive decision. An individual who spends 20 years
running their business and controlling their outcomes
often behaves differently in the exit from his business.
The primary reasons for selling are events such as a
serious health issue, owner burnout, the death of a
principal, general industry decline, or the loss of a major
customer. Exit your business from a position of
strength, not from the necessity of weakness. Don’t let
that next big deal delay your sale. You can reward
yourself for that transaction you project to close with an
intelligently written sale agreement containing
contingent payments in the future if that event occurs.
2. Thou shall to be prepared personally.
We all create business plans both formally and
informally. We all plan for vacations. We plan our
parties. We need to plan for the most important financial
event of our lives, the sale of our business. Typically a privately held business represents greater than
80% of the owner’s net worth. Start out with your plans of how you want to enjoy the rewards of your
labor. Where do you want to travel? What hobbies have you been meaning to start? What volunteer
work have you meant to do? Where do you want to live? What job would you do if money were not in
issue? You need to mentally establish an identity for yourself outside of your business.
3. Thou shall prepare my business for sale.
Now that you are all excited about the fun things you’ll do once you exit your business, it’s now time to
focus on the things that you can do to maximize the value of your business upon sale. This topic is
enough content for an entire article, however, we will briefly touch upon a couple of important points.
First, engage a professional CPA firm to do your books. Buyers fear risk. Audited or reviewed financial
statements from a reputable accounting firm reduced the perception of risk. Do not expect the buyer to
give you credit for something that does not appear in your books. If you find that a large percentage of
your business comes from a very few customers, embark on a program immediately to reduced customer
concentration. Buyers fear that when the owner exits the major customers are at risk of leaving as well.
Start to delegate management activities immediately and identify successors internally. If you have no
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one that fits that description and you have enough time, seek out, hire and train that individual that
would stay on for the transition and beyond. Buyers want to keep key people that can continue the
momentum of the business. Analyze and identify the growth opportunities that are available to your
business. What new products could I introduced to our existing customer base? What new markets
could utilize our products? What strategic alliances would help grow my business? Capture that in a
document and identify the resources required to pursue this plan. Buyers will have their own plans, but
you’ll increase their perception of the value of your business through your grasp of the growth
opportunities.
4. Thou shall keep my eye on the ball.
A major mistake business owners make in exiting their business is to focus their time and attention on
selling the business as opposed to running the business. This occurs in large publicly traded companies
with deep management teams as well as in private companies where management is largely in the hands
of a single individual. Many large companies that are in the throws of being acquired are guilty of
losing focus on the day-to-day operations. In case after case these businesses suffer a significant
competitive downturn. If the acquisition does not materialize, their business has suffered significant
erosion in value. For a privately held business the impact is even more acute. There simply is not
enough time for the owner to wear the many hats of operating his business while embarking on a fulltime job of selling his business. The owner wants the impending sale to be totally confidential until the
very last minute. If the owner attempts to sell the business himself, by default he has identified that his
business is for sale. Competitors would love to have this information. Bankers get nervous. Employees
get nervous. Customers get nervous. Suppliers get nervous. The owner has inadvertently created risk, a
potential drop in business and a corresponding drop in the sale price of his business.
5. Thou shall get multiple buyers interested in my business.
The “typical” business sale transaction for a privately held business begins with either an unsolicited
approach by a competitor or with a decision on the part of the owner to exit. If a competitor initiates the
process, he typically isn’t interested in over paying for your business. In fact, just the opposite is true.
He is trying to buy your business at a discount. Outside of yourself there is no one in a better position to
understand the value of your business more than a major competitor. He will try to keep the sales
process limited to a negotiation of one. In our mergers and acquisitions practice the owner often
approaches us after an unsolicited offer. What we have found is generally that unsolicited buyer is not
the ultimate purchaser, or if he is, the final purchase price is, on average 20% higher than the original
offer. If the owner decides to exit and initiates the process, it usually begins with a communication with
a trusted advisor – accountant, lawyer, banker, or financial advisor. Let’s say that the owner is
considering selling his business and he tells his banker. The well- meaning banker says, “One of my
other customers is also in your industry. Why don’t I provide you an introduction?” If the introduction
results in a negotiation of one, it is unlikely that you will get the highest and best the market has to offer.
6. Thou shall hire a Mergers and Acquisitions firm to sell my business.
You improve your odds of maximizing your proceeds while reducing the risk of business erosion by
hiring a firm that specializes in selling businesses. A large public company would not even consider an
M&A transaction without representation from a Merrill Lynch, Goldman Sachs, Solomon Brothers or
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other high profile investment banking firm. Why? With so much at stake, they know they will do better
by paying the experts. Companies in the $3 Million to $50 Million range fall below their radar, but there
are mid market M&A firms that can provide similar services and process. Generally when you sell your
business, it is the one time in your life that you go through that experience. The buyer of the last
company we represented for sale had previously purchased 25 companies. The sellers were good
business people, knew their stuff, but this was their first and probably last business sale. Who had the
advantage in this transaction? By engaging a professional M&A firm they helped balance the M&A
experience scales.
7. Thou shall engage other professionals that have experience in business sale transactions.
You may have a great outside accountant that has done your books for years. If he has not been
involved in multiple business sales transactions, you should consider engaging a CPA firm that has the
experience to advise you on important tax and accounting issues that can literally result in swings of
hundreds of thousands of dollars. What are the tax implications of a stock purchase versus an asset
purchase? A lower offer on a stock purchase may be far superior to a higher offer on an asset purchase
after the impact of taxes on your realized proceeds. Is the accountant that does your books qualified to
advise you on that issue? Would your accountant know the best way to allocate the purchase price on an
asset sale between hard assets, good will, employment agreements and non-compete agreements? A deal
attorney is very different from the attorney you engage for every day business law issues. Remember,
each element of deal structure that is favorable to the seller for tax or risk purposes is generally
correspondingly unfavorable to the buyer, and vice versa. Therefore the experienced team for the buyer
is under instructions to make an offer with the most favorable tax and reps and warranties consequences
for their client. You need a professional team that can match the buyer’s team’s level of experience with
deal structure, legal, and tax issues.
8. Thou shall be reasonable in my expectations on sales price and terms.
The days of irrational exuberance are over. Strategic buyers, private equity groups, corporate buyers,
and other buyers are either very smart or do not last very long as buyers. I hate rules of thumb, but
generally there is a range of sales prices for similar businesses with similar growth profiles and similar
financial performance. That being said, however, there is still a range of selling prices. So, for example,
let’s say that the sales price for a business in the XYZ industry is a multiple of between 4 and 5.5 times
EBITDA. Your objective and the objective of a good M&A advisor is to sell your business at the top
end of the range under favorable terms. In order for you to sell your business outside of that range you
must have a very compelling competitive advantage, collection of intellectual property, unusual growth
prospects, or significant barriers to entry that would justify a premium purchase price. If you think
about the process of detailing your car before you offer it for sale, a good M&A advisor will assist you
in that process for your business. Let’s say, for example, that 4 to 5.5 multiple from above was the
metric in your industry and you had an EBITDA for the last fiscal year of $2.5 million. Your gross
transaction proceeds could range from $10 million to $13.75 million. A skilled M&A firm with a proven
process can move you to the top of your industry’s range. The impact of hitting the top of the sales
price range vs. the bottom more than justifies the success fee you pay to your M&A professionals.
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9. Thou shall disclose, disclose, disclose, and do it early.
A seemingly insignificant minor negative revealed early in the process is an inconvenience, a hurdle, or
a point to negotiate around. That same negative revealed during negotiations, or worse yet, during due
diligence, becomes, at best, a catalyst for reexamining the validity of every piece of data to, at worse, a
deal breaker. No contract in the world can cover every eventuality if there is not a fundamental meeting
of the minds and a trust between the two parties. Unless you are lucky enough to get an all cash offer
without any reps and warranties, you are going to be partnered with your buyer for some period in the
future. Buyers try to keep you on the hook with reps and warranties that last for a few years,
employment contracts, or non-competes that last, escrow funds, seller notes, etc. These all serve a dual
role to reduce the risk of future surprises. If future material surprises occur, buyers tend to be punitive in
their resolution with the seller. Volunteer to reveal your company’s warts early in the process. That will
build trust and credibility and will ensure you get to keep all of the proceeds from your sale.
10. Thou shall be flexible and open to creative deal structure.
Everything is a negotiation. You may have in mind that you want a gross purchase price of $13 million
and all cash at close. Maybe the market does not support both targets. You may be able to get creative
in order to reach that purchase price target by agreeing to carry a seller note. If the sale process
produces multiple bids and the best one is $11.3 million cash at close. You may counter with a 7-year
seller balloon note at 8% for $3 million with $10 million cash at close. If the buyer is a solid company,
that may be a superior outcome than your original target because the best interest return you can
currently get on your investments is 4%. Be flexible, be creative, and use your team to negotiate the
hard parts and preserve your relationship with the buyer.
You may have spent your life’s work building your business to provide you the income, wealth creation,
and legacy that you had planned and hoped for. You prepared and were competitive and tireless in your
approach. You have one final act in your business. Make that your final business success. Exit on purpose and
do it from a position of strength and receive the highest and best deal the market has to offer.

SELLING YOUR BUSINESS
TEN STEPS TO MAXIMIZE VALUE
You started your company 20 years ago “in your garage”, worked many 80 hour weeks, bootstrapped your
growth, view your company with the pride of an entrepreneur, and are now considering your exit. The purpose
of this article is to help you evaluate your company as a strategic acquirer might. From that perspective we will
ask you to focus on ten critical areas of value creation. The benefit to you is that the better your performance in
these areas, the greater the selling price of your business. The most likely result is that you will sell at the high
range of the multiples normally associated with your industry. For example, during the last 18 months similar
companies have sold at an EBITDA multiple of between 4.8 and 5.7 times. Moving your company from the
low end to the high end of that range can result in a significant swing in transaction value. If your EBITDA
were $2 million, the low price is $9.6 million and the high price is $11.4 million. The Holy Grail in selling your
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company is when an acquirer throws out the traditional multiples and acquires your company based on strategic
post acquisition performance. Below is our list of STRATEGIC VALUE DRIVERS:
1. CUSTOMER DIVERSITY – If too much of your current business is concentrated in too few customers
that is perceived as a negative in the acquisition market. The concern is that if the owner exits and the
major customers leave, the business could be negatively impacted. On the plus side, if none of your
customers accounts for more than 5% of total sales, that is viewed as a real plus. If you find yourself
with a customer concentration issue and are planning an exit, start focusing on a program to diversify. A
quick fix would be to make an acquisition of a competitor with customer diversity, integrate them and
then take your company to market.
2. MANAGEMENT DEPTH – A common thread in privately held businesses is a concentration of
responsibility with the owner operator. The buck stops here may be a good slogan for a presidential
candidate, but it will not help create value for a business owner. An acquirer will look at the quality of
the management staff and employees as a major determinant in acquisition price. A key in preparing for
exit is to develop your people so they could run the business after you are gone. You should make the
move of assigning your successor a year in advance of your scheduled departure date. If you have no
one that you feel has the ability then go hire someone that can do the job. If you have a strong
management team in place and you are anticipating an exit, you should try to implement employment
contracts, non-competes, and some form of phantom stock or equity participation plan to keep these
stars involved through the transition. A strong management team is a valuable asset in the middle
market. If you have one, take steps to keep it in place and the market will reward you. If you are weak
in that area, the acquisition market will punish you if fail to take the corrective action.
3. CONTRACTUALLY RECURRING REVENUE – All revenue dollars are not created equal.
Revenue dollars that are the result of a contract for annual maintenance, annual licensing fees, a
recurring retainer fee, technology license, etc. are much more powerful value drivers than new sales
revenue, time and materials revenue, or other non-recurring revenue streams. It’s all about risk. The
higher the risk (future sales) the lower the return. The lower the risk (contracted revenue stream) the
higher the return. The most extreme case of this occurs in the software industry where companies are
typically sold at a multiple of recurring maintenance revenue. New license sales, historical levels of
project work and projected install revenue are virtually eliminated from the valuation formula. The
lesson here is that if you can turn a T&M situation into an annual contract, you will be greatly rewarded
when it comes time to sell your business.
4. PROPRIETARY PRODUCTS/TECHNOLOGY – This is the area where the valuation rules do not
necessarily apply. Strategic acquirers buy other companies to grow. If they believe that a new
technology can be acquired and integrated with their superior distribution channel, they may value your
company on a post acquisition performance basis. The marketplace rewards effective innovation. On
the flip side, however, the market yawns at “me too” commodity type products or services. That
business is vulnerable to competition, especially after the owner leaves. Continue to look for ways to
innovate in what ever industry you are in. Your innovation should not be limited to product
improvements. The marketplace values innovations in distribution systems, collaborative product
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design process, customer service and other functional areas that can provide a competitive advantage. If
you create a technology advantage in your company, think what that could mean to a much larger
company.
5. PENETRATION OF BARRIERS TO ENTRY – A wise buyer told me once, “I want to own
companies where I have an edge.” He happened to be a buyer of Waste Facilities. All the regulations
and approvals required tend to limit competition. In its simplest form, a large restaurant chain buys a
small family owned restaurant to acquire a grand fathered liquor license. Owning hard to get permits,
zoning, licenses, or regulatory approvals can be worth a great deal to the right buyer. Your company may
be able to secure approvals on the local level that a national player may have difficulty obtaining.
Selling your product or service to the government can be quite lucrative, but the government market is
extremely difficult to penetrate. If your product or service applies and you can break through the barriers,
you become a more attractive acquisition candidate. The same holds true of a local marquee account that would
be desirable for a larger supplier to crack. One strategy for penetrating these accounts is to ask the buyer to
identify the best salesman that calls on him. Go hire that salesman to sell your product to that account.

6. EFFECTIVE USE OF PROFESSIONALS – Reviewed or audited financials by a reputable CPA firm
are quite valuable in the eyes of a buyer. Professional financials cast a positive halo on your approach to
controlling your business while at the same time reduce the buyer’s perception of risk. Bring a good
outside attorney into the mix, and the risk drops even more. The thought process is that this attorney has
been giving his client good advice for years on protecting the company from litigation. A strong
professional team is a great asset in growing your business and in helping you obtain maximum value
when you exit.
7. PRODUCT/SALES PIPELINE – Large pharmaceutical companies are well known for buying smaller
pharmaceutical companies that have a robust product pipeline for very generous prices. Smaller
companies often are more agile and have better R&D efficiency than their high overhead big brothers.
In technology, time to market is critical and big companies are constantly evaluating the build versus
buy question. Small companies that develop a hot new technology are faced with the decision of
developing distribution internally or selling to a larger company with developed channels. A win/win
scenario is to sell out at a price, in cash and stock at closing, that rewards the smaller company for what
they have today, plus an earn out component tied to product revenues with the new company. The same
earn out philosophy can be employed for a selling company that has a large sales pipeline. The acquirer
is not anxious to pay for that pipeline at closing and the seller wants to delay his company’s sale until the
next big deal. An intelligently structured sales contract with a contingent payment based on closing
accounts in the pipeline is a great solution.
8. PRODUCT DIVERSITY – A smaller company that has a quality portfolio of products but may lack
distribution can become a valuable asset in the hands of the strategic buyer. A narrow product set,
however, increases risk and drives down value. If you are planning to exit, review your product
portfolio. Are there obvious gaps that could be filled quickly? How about buying a small company with
a few complementary products? What about buying a product line from a company? Can you lock up
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distribution rights for North America for the best product from a Finnish manufacturer? Have your
customers been asking you to develop a new product? Spread out your product risk as a value
enhancing strategy.
9. INDUSTRY EXPERTISE AND EXPOSURE – This activity is often overlooked because it is difficult
to measure its direct returns. We find that it is a value driver when it is time to sell the business. To the
extent possible, encourage your staff to publish articles in industry magazines and newsletters. Get
exposure as a presenter at industry events. Encourage local and industry reporters to use you as the
voice of authority with industry issues. Your company is viewed in a more positive light, you may get
more business referrals, and a buyer from your industry will remember you favorably and is more likely
to consider you as an acquisition candidate.
10. WRITTEN GROWTH PLAN – If I could get you to do one thing that will cost you nothing but brain
power and your time it would be to capture the opportunities available to your company in a two to five
page written growth plan. Even if you are putting your company on the market tomorrow, it is not too
late to identify all the opportunities your company has created. For any company, in any stage, this is a
valuable living document to guide you strategically. Small companies with limited staff are forced to
put out fires and live tactically. A growth plan helps create a process that will allow you to break big
strategic plans into executable tactical activities. What additional markets could we pursue? What
additional products could we deliver to our same customers? What segments of my current market offer
the most growth potential? Where are the best margins in our customer set and product set? Can we
expand in those areas? Can we repurpose our products for different markets? Are we getting the best
return on our intellectual property? Can we license our technology? Do
strategic alliances or cross marketing agreements make sense? Capturing this on paper as part of your
exit plan will increase the likelihood that an acquiring company will view you more as a strategic
acquisition. It demonstrates that you have identified a path for growth and it may identify opportunities
that the buyer had not considered. Those opportunities can add to the purchase price.
The bottom line when it comes to unlocking the market value of your privately held company is not limited
to the bottom line. Profitability is hugely important, but the factors above can result in significant premiums
over traditional valuation approaches. When one buys or sells Microsoft stock, there is no room for
interpretation about the market price. The market for privately held businesses is imprecise and illiquid.
There is plenty of room for interpretation and the result for the best interpretation by the marketplace is a
big pay off when you decide to sell.

Ten Signs That It is Time to Sell the Family Business
For the past 20 years you have built your business. Your company has become part of your identity. Even when
you are not at work, you are working, thinking, planning. You never stop. If you sell you are leaving behind
much more than a job. In this article we will discuss some signs that might indicate that it is time to exit your
business.
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1. Late in your working life you are faced with a major capital requirement in order for your company to
maintain its competitive position.
2. A large competitor is taking market share away from you at an accelerating pace.
3. Your legacy systems, production capabilities, or competitive advantage has been “leap frogged” by a
smaller, nimble, entrepreneurial firm.
4. A major company in a related industry just acquired a direct competitor.
5. Your fire to compete at your top level is not burning as brightly as it once did.
6. Your kids are not interested or are not capable of running the business.
7. You have had a health scare and have decided to smell the flowers.
8. You have lost a major client of a key employee.
9. The market is hot and you decide to take some chips off the table for asset diversification.
10. You exit in an orderly fashion and from a position of strength as you intended.
Lets look at these in a little more detail.
Major Capital Investment Required - You are supposed to be diversifying your assets, not concentrating them
even further. Think about a simple payback analysis. Does that extend beyond your retirement date? You want
to be able to defend that investment with the energy and intensity you devoted when you were originally
growing your business. Maybe it is time to bring in an equity partner with smart money, an industry buyer with
the management depth, infrastructure, or distribution network to protect that investment. You might consider
selling not with a three year employment contract. Let the new owner defend the required capital investment.
A Large Competitor is Taking Market Share Away from You - Believe me, the news is not going to get better.
As an investor you would probably sell the stock in a company you owned if Microsoft or GE decided to
assume a presence in that market. Business owners often struggle with objectivity when a similar event takes
place in their own company's industry.
Your Legacy Systems have been “Leap Frogged” by a Nimble Entrepreneurial Firm - This happens all the time
and can cause an erosion of your customer base. Your inertia will sustain you for a while, but eventually you
will begin to experience customer defections. You can either rewrite, acquire or sell. If you decide to sell, do so
before losing too many clients.
A giant company in a related industry just acquired one of your major competitors. Watch out, they did not
make this acquisition to maintain status quo. They want to grow their market share. They will be coming after
your clients. The good news is that as a defensive measure, one or more of their competitors will be compelled
to make a similar acquisition. It is best to be aggressively ahead of the curve and get acquired while the market
is hot and prices are being bid upwards.
Your interest and competitive fire is eroding. Let's face it, if you are not growing, you most likely are
contracting. Your competition was tough when you were on your game. Your family's net worth is under attack
if you are no longer fully committed.
Your original plan was to turn your business over to your children. They may not be interested or capable of
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competing at this level. Perhaps the greatest legacy you can leave to your kids is to convert your company into a
diversified portfolio of financial assets that are far less risky than turning the company over to inexperienced
managers.
You have a health scare and all of a sudden you start thinking of all the sacrifices you made and all the things
you want to do before it is too late. Your list of goals is immediately changed from financial in nature to family,
friends, travel, experiences, philanthropy, etc. You might want to listen to your heart this time.
You have lost a major client or a key employee. That can be a real blow to a business. The owner, by nature, is
optimistic and believes that the lost business will soon be replaced and does not ratchet down the expense level
to match this new sales level. If he does cut, inevitably, it is not fast enough and not deep enough. Maybe it is
time to seek a buyer that could replace that business before your company's value is severely impaired as your
profits erode.
The market is hot and you decide to take some chips off the table for diversification. You may be thinking of
retiring in four years, but a consolidation is occurring in your industry and valuations are up 20%. Sell at the top
and sign a four year employment or consulting contract. The odds are that if you exit on your original schedule,
valuations will have settled back down to the norm.
You ring the bell and exit on your own terms, from a position of strength, exactly like you planned. You are well
aware of the competitive forces in the market and the relative strength or weakness in valuation multiples. You
have prepared your business to be attractive to a strategic buyer. Everything is going your way. You hire a good
M&A advisory firm to present you confidentially to the most likely buyers. Several recognize your value and
show interest. You are able to get a little competitive bidding going. Your transaction value rises and your terms
improve. You pull the trigger and complete the sale. Mission Accomplished.

Selling Your Business –
the Number One Value Driver
In our business broker practice we get to witness buyer behavior first hand. The most important behavior is their
economic vote – how much they are willing to pay for a business. Many factors go into their assessment of
value, but a contractually recurring revenue stream is consistently the number one value driver.
Why is this so important? The first answer is risk. Buying a business is risky. Any factor that reduces this risk is
rewarded with transaction value. Forecasted sales, for example are at the high end of the risk scale and are
heavily discounted in value. Historical time and materials revenues that are “ most likely to be at about the same
level” next year are somewhere in the middle of the risk scale and are valued accordingly.
The owner and key employees may leave after the acquisition and may take their customer relationships and
accounts with them. Those customers locked into contracts are less likely to leave. The acquisition can
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temporarily inject uncertainty into the marketplace and cause disruption or delays in pending sales situations.
The integration efforts will introduce execution risk into previously routine revenue generating activities.
The acquiring company wants the existing customers to stay put long enough to get comfortable with the new
company. Contracts with plenty of time remaining are their security.
How can you use this knowledge to your advantage? Go on a mission to convert every time and materials
revenue source you can to an annual contract. If you are a software company, for example, and you have
customers that are not on an 18% - 20% annual maintenance contract, get those customers converted. A
strategy might be a one time “get current sale” in return for signing an annual maintenance contract. Services
companies should review their T & M records with their regular customers and devise programs that convert
those to annual fixed price programs. Equipment dealers come up with your own extended warranty programs.
Services firms devise a concept where you provide departmental or functional outsourcing for your clients.
On a value scale, contractually recurring revenue is a 10, expected historical revenue is a 6 and a sales pipeline
is a 3. Move your 3’s and 6’s to 10’s and recognize a big boost in your business selling price.

The Pricing Dynamics of Selling a Business
How much is my business worth? That depends. Of course it depends on profits, sales, EBITDA, and other
traditional valuation metrics. A surprisingly important factor, however, is how you choose to sell it. If I could
share with you how you could realize at least 20% more for your business would you read the rest of this
article? The Graph below attempts to illustrate this concept:
The way to achieve the most value from the sale of your company is to get several strategic buyers all
competing in a soft auction process. That is the holy grail of company valuation. There are several exit or value
options. Let's examine each one starting with the lowest which is liquidation value.
Liquidation Value – This is basically the sale of the hard assets of the business as it ceases to be a going
concern. No value is given for good will, brand name, customer lists, or company earnings capability. This is a
sad way to exit a business that you spent twenty years building.
Book Value - is simply an accounting treatment of the physical assets. Book value is generally not even close to
the true value of a business. It only accounts for the depreciated value of physical assets and does not take into
account such things as earnings power, proprietary technology, competitive advantage, growth rate, and many
other important factors. In case you are working on a shareholder agreement and looking for a methodology for
calculating a buy-out, Book value is a terrible metric to use. A better approach would be a multiple of sales or
EBITDA.
Unsolicited Offer to Buy from a Competitor – This is the next step up in value. The best way I can describe the
buyer mindset is that they are hoping to get lucky and buy this company for a bargain price. If the unsuspecting
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seller bites or makes a weak counter offer, the competitor gets a great deal. If the seller is diligent and
understands the real value of his company, he sends this bottom-feeder packing.
Another tactic from this bargain seeker it to propose a reasonable offer in a qualified letter of intent and then
embark on an exhaustive due diligence process. He uncovers every little flaw in the target company and begins
the process of chipping away at value and lowering his original purchase offer. He is counting on the seller
simply wearing down since he has invested so much in the process and accepting the significantly lower offer.
Buyer Introduced by Seller's Professional Advisors – Unfortunately this is a commonly executed yet flawed
approach to maximizing the seller's transaction value. The seller confides in his banker, financial advisor,
accountant, or attorney that he is considering selling. The well-meaning advisor will often "know a client in the
same business" and will provide an introduction. This introduction often results in a bidding process of only
one buyer. That buyer has no motivation to
offer anything but a discounted price.
Valuation From a Professional Valuation
Firm – At about the midpoint in the value
chain is this view of business value. These
valuations are often in response to a need
such as gift or estate taxes, setting up an
ESOP, a divorce, insurance, or estate
planning. These valuations are conservative
and are generally done strictly by the
numbers. These firms use several
techniques, including comps, rules of
thumb, and discounted cash flow. These
methods are not great in accounting for
strategic value factors such as key
customers, intellectual capital, or a
competitive bidding process from several
buyers.

Selling Method

•

Strategic Buyer Competitive Bid

•

Strategic Buyer

•

Financial or Private Equity Buyer

•

Typical Rules of Thumb Valuation

•

Buyer Introduced by Professional Contact

•

Unsolicited Offer from Competitor

•

Sell at Book Value

•

Liquidation

Transaction Value $Millions

Private Equity or Financial Buyer – In this environment of too much money chasing too few deals, the Private
Equity Groups are stepping up with some surprisingly generous purchase deals. They still have their roots as
financial buyers and go strictly by the numbers, but they have increased the multiples they are willing to pay.
Where two years ago they would buy a bricks and mortar company for 5 ½ X EBITDA, they are now paying 7
X EBITDA.
Strategic Buyers in a Bidding Process – The Holy Grail of transaction value for business sellers is to have
several buyers that are actively seeking to acquire the target company. One of the luckiest things that has
happened in our client's favor as they were engaged in selling their company was an announcement that a big
company just acquired one of the seller's competitors. All of a sudden our client became a strategic prized target
for the competitors of the buying company. If for no other reason than to protect market share, these buyers
come out of the woodwork with some very aggressive offers.
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This principal holds as an M&A firm attempts to stimulate the same kind of market dynamic. By positioning the
seller as a potential strategic target of a competitor, the other industry players often step up with attractive
valuations in a defensive posture.
Another value driver that a good investment banker will employ is to establish a strategic fit between seller and
buyer. The advisor will attempt to paint a picture of 1 + 1 = 3 ½. Factors such as eliminating duplication of
function, cross selling each other's products into the other's install base, using the sellers product to enhance the
competitive position of the buying company's key products, and extending the life of the buyer's technology are
examples of this artful positioning.
Of course, the merger and acquisition teams of the buyers are conditioned to deflect these approaches. However,
they realize that their competitors are getting the same presentation. They have to ask themselves, "Which of
these strategic platforms will resonate with their competitors' decision makers?"
As you can see, the value of your business can be subjectively interpreted depending on the lenses through
which it is viewed. The decision you make on how your business is sold will determine how value is interpreted
and can result in 20%, 30%, or even 40% differences in your sale proceeds.

The Offer to Buy a Business
Depends on the Many Characteristics
In our Merger and Acquisition practice we try to prepare our business sellers for the multitude of different deal
structures that they should expect from various buyers. We go through elements like cash at close, seller notes,
earn outs, non-competes, escrow accounts, etc. More often than not our first time seller will actually put out his
or her hand in a stop gesture and reply, "I only want the full price in cash at close." This article will discuss
some of the selling company characteristics that directly effect both the selling price and the terms.
Selling Company Revenue Composition – This is a very important factor in determining how much a buyer will
pay for your business and how much will be in cash at closing. If 80% of your annual revenue is a result of
contractually recurring revenue, you can command both a premium price and a deal heavily weighted in cash at
close. On the other hand, if you have little or no contractually recurring revenue and are heavily dependent on
net new sales from new clients, your sale price will be far less and you will be expected to receive a significant
portion based on a future performance earn out. Companies that can demonstrate historically repeatable revenue
with long term clients will fall between the two extremes mentioned above.
Selling Company Management Depth – If every aspect of the company's business funnels through the two key
partners who are close to retirement age and there is a huge gap in management depth and capabilities, this is
risky to buyers. They are not inclined to write a big check to the owners only to have them walk out the door
with their relationships and knowledge six months later. The more decentralized the customer and supplier
relationships are and the more widely dispersed the intellectual property is, the higher the sale price and the
higher the percentage of transaction value is at close. If it is all concentrated, the buyer will want the insurance
of a transaction structure that pays over time based on future company performance.

Dave Kauppi ~ 630-325-0123 ~ Email: davekauppi@midmarkcap.com ~ Web: http://www.midmarkcap.com

Planning for the Sale of Your Business
Selling Company Customer Concentration – You can absolutely correlate purchase price and cash at close to
this element. Let's say, for discussion purposes, that you had two identical companies in revenues, profits, profit
margins, and EBITDA. Company A has no more than 5% of their revenue coming from a single customer.
Company B has 40% of its revenues coming from four large blue chip accounts. Company A will sell for a 1525% premium to Company B. Also Company B will command only 60 to 70 % of the cash at close that
Company A commands. Customer Concentration is a big risk factor for a buyer that can not assume that the
relationship dynamics will be the same once the principals leave.
Main Street versus B2B Company - Typically the issue of seller notes comes up with an individual buyer that
has limited resources and is attempting to buy a main street type business with as much leverage as possible.
Corporate buyers seldom utilize this vehicle.
Escrow Account Requirement – This is a portion of the purchase that is held by a third party Escrow Agent with
instructions on how the funds can be released to the seller. These are typically required by a buyer where they
perceive the risk of a future event such as product liability, a pollution issue, or an outstanding law suit. The
funds are held for a period that could extend for several years if there are unresolved issues of this nature.
Professional Services type firm – Your company literally walks out the front door each evening. These may be
consulting firms, accounting firms, executive recruiting firms, ad agencies, etc. Your producers have developed
their book of business and their loyal account relationships. Your clients are customers of the company, but may
be more loyal customers of their professional contact person. Sales transactions for this type of firm can involve
a very heavy earn out component to protect the buyer from a mass exodus of clients because the professionals
leave the firm post acquisition and take their clients with them.
Non Compete Agreements – these are pretty much standard for prudent buyers buying a company and not
wanting to defend themselves against the former owner who gets bored with retirement and decides to start a
similar business. The seller should get some compensation for the agreement and the more restrictive the
agreement, the higher the compensation.
Stock Sale versus Asset Sale – Most large corporations "have a policy" that they will only do asset acquisitions
as opposed to buying the stock of a target company. There are some very good reasons to do this. When you do
a stock purchase you get all the assets and all the liabilities both known and unknown. If you look at the reasons
buyers have escrow accounts, many of the same reasons apply for wanting to do an asset acquisition. They
simply are buying identified assets and the remaining corporate shell is still owned by the previous owner with
all the liabilities not specifically identified in the asset purchase agreement.
If the seller is a C-Corp, however, it is a major negative from a tax perspective to do an asset sale because the
sale of assets is taxed as ordinary income at the corporate tax rate. The proceeds are taxed again at the owner's
long term capital gain rate when the funds are distributed to him. For companies that do not have the escrow
type potential liabilities, a stock sale may work. A buyer could successfully offer a significantly lower price with
a stock purchase than a competitor requiring an asset purchase. The seller should analyze the two transactions
from an after tax proceeds perspective to determine the superior offer.
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If you are a business owner contemplating a business sale and you want the highest purchase price and the most
cash at close, analyze your company based on the factors above. If you can implement changes that correct
some of these risk factors you improve your odds of your best exit.

Does Your Company's Sales Match the
Excellence of Your Product or Service?
For many entrepreneurs, technology based companies or healthcare companies, the answer to that question is a
resounding, NO! There is an exception to this with the rapid rise of the new economy, new media, highly
scaleable companies like Google, U-Tube, Ebay, PayPal, and MySpace. In their case, their prospective
customers highly value their newness, their breaking the mold, their non-establishment approach. They are
viewed as doing what they do far better than the technology establishment stalwarts. The notable exception to
this is Apple who has been able to transcend old establishment and be accepted as both old and new economy.
But I digress. Back to topic. Most companies that sell to other companies, or B2B companies are evaluated by
their potential customers in a traditional risk reward analysis. Or using computer terminology, their buying
decisions are made using a legacy system. It was once said that no one ever got fired for making an IBM
decision.
Let's look at this legacy buying model and see exactly why your company's sales do not match the elegance of
your solution.
One of our healthcare clients insisted that we read CROSSING THE CHASM by Geoffrey Moore to give us
greater perspective on his company's situation. By the way, if you are a smaller technology based or healthcare
company selling in the B2B space, this should be required reading.
Our client was a two year old company selling a cutting edge, on-line nurse shift bidding and self scheduling
system to hospitals. This is a great product. The ROI's were easily quantifiable. The handful of installed
accounts loved it. Most importantly, it had a positive effect on the nursing staff's morale. This alone could
justify the cost of the system.
Our client had some very encouraging early success selling his solution to some of the more progressive
hospitals. They received some outstanding early PR. After that initial success, however, our little edgy
technology based company hit the wall. The sales cycle went from six months to beyond twelve months. Cash
flow became an issue and, to top it off, a generously funded venture backed competitor with well-known
industry executives was aggressively developing this new market.
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What was happening? Our clients were very smart people and figured out what was happening. They knew that
they would have to make some difficult and dramatic decisions in short order. Turns out the majority of
hospitals are legacy buyers and make buying decisions based on a risk avoidance paradigm. Our client's early
success was realized as a result of selling to the small minority of early adapters in their industry. These are the
pioneers that don't mind the arrows in their backs from heading out West with new products or new vendors.
Legacy buyers, however, do not value references that are early adapters. They are known to have a much higher
risk tolerance than the traditional majority. Below are some buying criteria from these legacy buyers:
● Big is good. Bigger is better. Buying inferior technology solutions from a blue chip publicly traded
company wins most of the time.
● Old is good. There is no replacement for experience and the grey haired company beats the gelled hair
Tech Wizard company more often than not.
● Industry Cred means everything. If you are a company that adapted your product from success in
another vertical market and you are entering our space, the old familiar face carries the most weight.
● Will the little guy be in business next year? The failure rate for the sub $ million company is a thousand
times greater than for the $ billion company. This change in technology is painful enough. Do I want to
risk having to do it over again in a year?
● If I have problems, the big guy can fill the skies with blue suits until my problem is solved. The little
guys cannot appropriately respond to my problem.
This is a punishing gauntlet for the small companies and it is amazing that any new companies survive in this
environment. Let's look at a few of the "crossing the chasm" strategies that have been effective in swaying
legacy buyers decision making in favor of the smaller provider with superior technology.
● A well-known executive from an established healthcare company is put at the helm of the new company.
The thinking from the buyer is that if he did it once, he can do it again.
● Get an industry-recognized authority to endorse your solution or, better yet, have them join your board
or advisory council.
● Close a deal with a conservative, well respected customer and make them your marquee account with all
the trimmings – i.e. a contract with a favored nations clause, the technology or computer code held in
escrow with specific instructions if you go out of business, case studies and Public Relations glorifying
the progressive decision maker, and providing an equity stake in your company are some examples.
● Forging a strategic alliance, joint marketing agreement or resellers agreement with an industry giant. All
of a sudden your small company risk factors have been eliminated and it has only cost you 30%-50% of
revenue on each sale they make.
● Sell your company to the best strategic buyer. Sometimes the best solution is to sell your company to the
best strategic buyer for your greatest economic value. This is the most difficult decision for an
entrepreneur to make. Below are some of the market dynamics that would point to that decision. Note:
several of these factors influenced our entrepreneurial clients to ultimately sell their business to an
industry giant.
You see your window of opportunity closing rapidly. You may have great technology and the market is starting
to recognize the value of the solution. However, you have a small competitor that was just acquired by a big
industry player. The bad news is you probably have to sell to remain competitive. The good news is that the
market will likely bid up the value of your company to offset the competitive move of the big buyer.
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The strategic alliance is with the right company, but the sales force has no sense of urgency or no focus on
selling your product. The large company lacks the commitment to drive your sales. An amazing thing happens
with an acquisition. The CEO is out to prove that his decision was the right one. He will make his decision
right. All of a sudden there is laser focus on integrating this new product and driving sales.
You have created a strategic alliance and poured your company's resources into educating, supporting, and
evangelizing your product. Whoops, you have counted on this golden goose and it has not met your
expectations. Also you have neglected your other business development and sales efforts while focusing on this
partner.
Many large healthcare companies now employ a try it before you buy it approach to M&A. They find a good
technology, formalize a strategic alliance, dangle the carrot of massive distribution and expect the small
company to educate and integrate with his sales force. Often this relationship drains the financial performance
of the smaller company. If you decide to sell at this point your value to another potential buyer has been
diminished.
Do not despair. If you have demonstrated a cultural fit and have helped your products work in conjunction with
the big company's product suite, you have largely eliminated post acquisition integration risk. This can often
more than offset any short-term profit erosion you may have suffered.
It is not easy for the smaller healthcare company to reach critical mass in this very competitive and
conservative environment. Working harder will not necessarily get you where you need to be. Step back and
look at your environment through the eyes of your buyers. Implement some of these strategies to remove the
risk barriers to doing business with your company. Now you have created an opportunity for your sales to match
the elegance of your technology solution.

Selling Your Business – Don't Underestimate
the Value of Your Company's Web Site
Business owners often contact us requesting an introductory meeting. They are contemplating the near to
intermediate term exit from their business. The meetings generally have two major themes: 1. The beauty
contest – they want to interview merger and acquisition firms or business brokers to evaluate their qualifications
and process in comparison with other competitors and 2. Preparation for Sale – what should we be doing in
anticipation of putting our company on the market?
One of the questions I ask on their first phone call is, “What is your Web Site address?” As a potential advisor, I
want to go to their site and find out all I can about their business in preparation for the first meeting. If they
respond that they do not yet have a Web Site, I already know what my top priority recommendation is in
response to their questions on preparing their business for sale.

Dave Kauppi ~ 630-325-0123 ~ Email: davekauppi@midmarkcap.com ~ Web: http://www.midmarkcap.com

Planning for the Sale of Your Business
The spectacular growth of the Internet powerhouses Google, Yahoo, and Ebay should convince you that the
Internet is dramatically changing the way America does business. Think about your own buying habits. It is so
convenient to type in a few key words and have a world of choices presented on your computer screen. Try this
simple exercise. Do a Google or Yahoo search of some key words or phrases that a potential customer of your
business might use if they were searching for a vendor of your products or services. Does your web site come
up? Click on some of the sites that come up on the first page of the search. Look at their Web Sites. Do you
think they are getting additional business based on their search result success? Bet on it!
If you had asked me three years ago if I thought that a business owner would hire our firm based on finding us
on the Internet, I would have said no. In the last quarter we have gotten two new engagements based on a c
client’s initial Internet search. It does not matter what type of business you run, you simply must have a Web
presence. At the very least your company should have a Web Site consisting of “brochure ware”. That is very
simple and inexpensive to implement. Brochure ware is simply taking your company’s collateral material and
putting it up on a Web Site. If a buyer is evaluating several potential acquisitions, the absence of a Web Site
will be perceived as a negative.
If you are able to integrate your Web Site into your customer service, ordering, order status, documentation,
training, etc., (eCommerce) your investment could pay huge dividends when you sell your business. The new
reality is that it is considerably more cost effective to conduct eCommerce than traditional commerce. The big
payoff comes when potential buyers perceive your eCommerce initiative as scaleable. My translation of this
over used term is that a large increase in sales can be accomplished with a small increase in fixed costs. Buyers
pay for the potential you create in your business. Buyers make acquisitions to grow and if that growth can be
accomplished with improving margins, your selling price will go up.
In real estate, the largest dollar for dollar return on investment for the home seller is their expenditure on
landscaping. As a potential business seller, think of your investment in a Web presence in the same light.

I Want to Sell my Company, - Just After This Next Big Sale
If you are waiting for that next big deal before you sell your company, you may want to re think your approach.
An intelligent structure may be the way to help you capture the most value. You have made the decision to sell
your company. Maybe it was because a major company in a related industry just acquired a direct competitor. It
could be that one of the industry giants recently acquired one of your small but worthy competitors and has
removed the risk component of a buyer's decision. Maybe your fire to compete at your top level is not burning
as brightly as it once did.
These are all good reasons to set your business sale process in motion. A critical element here is time. Given
this scenario, the more rapidly you can get your acquisition opportunity in front of the viable buyers, the better
your chance for more favorable sale terms and conditions.
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All systems go, right? But wait. We have a major proposal out to that Blue Chip account and when we get that
deal our sale price will sky rocket. So we are just going to wait for that deal to close and then put our company
up for sale.
Let me give you a gem here. We will call it the Moving Sales Pipeline Theorem. It states the sales pipeline
always moves to the right. This is based on over 20 years in sales and sales management experience and many
years of selling companies with sales pipelines. The sales either take much longer than projected or do not
materialize at all.
Given this, the time critical nature of your pending business sale, and your desire to ring the bell from your Blue
Chip account deal, what do you do?
You engage a great M&A firm that specializes in selling similar companies (I know of one if you are interested)
to sell your business. Let them focus on selling your business and you focus on running your business and
closing that big sale. Get several buyers interested and negotiate for your best deal. There will be a lot of give
and take here. At the right moment, as a counter to one of the buyer's points, you ask for a 6-month window post
acquisition to close that deal. You then ask, for example, for an earn out incentive of 30% of the contracted first
year revenues of the Blue Chip account deal as "additional transaction value" payable 30 days after the one year
purchase anniversary date.
There are lots of moving parts here so let me elaborate. The first element is you do not delay your business sale
process. We already established that it was time critical. Secondly, I very carefully chose the language
"additional transaction value". We want to make sure that this payment is not confused with ordinary income at
double the long term capital gains tax rate. Third, you have a way better chance of closing the big Blue Chip
account as a division of G. E., for example, than as XYZ Manufacturing, Inc. Finally, what a great way to kick
off a relationship than a big collaborative sales win that makes the buyer look really smart. Your earn out check
will be the most enjoyable payment they can make.

Selling Your Business – Groom or Hire Your Successor
One of the exciting aspects of being involved in Mergers and Acquisitions is that we are constantly learning.
One of our most productive classrooms is the buyer visit. In those visits the buyer's motivations, priorities,
concerns, and value drivers and value detractors are often revealed.
This was the case in one recent buyer visit with our client. Her Firm is representative of many early baby
boomer led firms that "started the business in their garage" (actually it was started in her living room) 25 years
ago and built a successful business with an excellent brand and customer loyalty. She is now looking to exit her
business and reap the rewards from her hard work in the form of a generous buy out offer.
The potential buyer is a business owner that started a similar firm at about the same time, but has morphed into
part business owner and part private equity investor. He brings a unique perspective of analyzing this
acquisition wearing two hats – one as a strategic industry buyer and the second as a disciplined financial buyer.
It was quite instructive to watch the dual motivations at play during the visit.
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While wearing his industry buyer hat, he was quite excited about the synergies of the two companies, the
growth potential, and the new vertical market that the combined firm could capture. While wearing his private
equity investor hat, however, that excitement was dampened by the risk that our owner had created with her
company. The owner and her top producer directly touch 70% of the company's revenues. They are the face of
the company. They are the "brand". They are also in retirement mind set and have not groomed a capable
successor internally.
Even though we have coached our clients with the "We will stay on for a period of time to transition our
relationships and transfer the intellectual capital" speech, the buyer perceives huge risk. Quite frankly, I
completely agree with his thinking. As this issue was explored, it became evident that this factor would
negatively impact both the transaction value and the deal structure. Translation – a discounted purchase price
and much of that price deferred in the form of a multi-year earn out payment.
The good news was the buyer's strategic side recognized the value of the new vertical market our client's
company would allow him to enter in full stride. He also recognized, because our client was represented by an
investment banker, that there will be other buyers competing for this prize. The buyer came up with a very
creative approach. Because this new vertical market is so strategic to him and recognizing the lack of
management depth in the target company, he had initiated discussions with two individuals that were high
caliber executives from the new vertical.
The buyer laid out his plan to our clients and asked permission to introduce this potential acquisition to the two
candidates as a simultaneous acquisition and hiring scenario. Our client is very concerned about confidentiality
and pushed back. The buyer then countered with two purchase platforms – one with the new hire as successor
and one without. The one with the new hire was far superior in terms of both total transaction value and in the
percentage of that value that would be paid at closing versus paid as and earn out.
After some discussion with our client and a review of the financial implications, we agreed to the buyer's plan to
introduce this opportunity to his two candidates with the execution by them of a confidentiality agreement.
This dramatic contrast in transaction value and terms really helped quantify and crystallize what we have
intuitively known for many years. To use the words of Curley from The Three Stooges, "If you want to catch a
mouse, you have to think like a mouse." Our translation is, "If you want to sell your company for maximum
value, you have to think like a buyer."
The lack of an internal successor, the lack of management depth, the concentration of account relationships and
intellectual capital into one or two key people that are likely to leave shortly after a transaction will result in at
best, huge discounts in your company selling price and at worst, will make your company a non-viable
acquisition target.
Contrast this current situation to a client that we represented a few years back and you will understand our
advice. The previous owner client recognized that he was going to sell his company two years prior to the event.
He started grooming an internal successor, giving up most of his own direct involvement. When he was satisfied
that this transition was operating smoothly, he fired himself as president and promoted his protegee into that
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position. He allowed the company to operate successfully in this mode for one year and then engaged us to sell
his company. The results were as planned – no worries about post transaction client or employee defections and
no discounts on the business selling price.
Our advice to business sellers is to begin your business exit process well in advance of your exit. Give up your
natural tendency to be involved in every aspect of your business. Relinquish control, delegate, develop your
staff. Promote your successor into day-to-day responsibility. If you do not have a capable internal candidate, go
out and hire one. Your added expense will be more than offset and rewarded with a much higher business selling
price.

How to Sell Your Own Business
Not Recommended for Companies With Sales Greater Than $1 Million
This chapter is a quick guide to business owners that desire to sell their business but do not want a significant
portion of the transaction value to go to a business broker or M&A intermediary. RECOMMENDED
READING FROM OUR WEB SITE - THE TEN COMMANDMENTS OF SELLING MY PRIVATELY HELD
BUSINESS SELLING YOUR BUSINESS TEN STEPS TO MAXIMIZE VALUE.
1. Have an idea what your company is worth. The most common rule of thumb is that buyers
usually pay a multiple of EBITDA. The normal range is a selling price between 3 and 5 times
EBITDA. There are exceptions to this rule, but if you have a main street business, you generally
fall in that range. If you are a member of an industry association, they may be helpful to you in
identifying industry multiples or resources that can help you determine a selling price range. You
can also go to http://www.bizbuysell.com/ and get a simple Business Sale Transactions
Comparables Report for $39.
2. Create a blind profile. An example is attached. It is designed to communicate the key points
about your acquisition opportunity without giving away your company's identity.
3. Have a Confidentiality Agreement or a Non Disclosure Agreement executed if a potential buyer
shows interest in your company. A copy of ours is attached for your reference.
4. Create a database of Target Acquisition Prospects. You may already know the most likely buyers,
but those most likely buyers may also do damage to your business if they determine you are for
sale. Your industry or trade associations and trade publications will be helpful. If you want to
expand to those potential buyers to a greater universe, I recommend creating a database using a
service like INFO USA. You can do a search by location, company size, SIC Code and other
criteria to arrive at your selection criteria. There is a charge for this service on a charge for each
company you select, and you have to subscribe and do the search yourself.
INFO USA ph 888 695-3237 www.Directoriesusa.com
5. I personally like to call the prospects because sending a mailing is very ineffective these days.
Once I get the CEO on the phone, I try to get their interest with a 30 second elevator speech. If
he/she is interested, I ask for the email address and email a copy of the Blind Profile and the
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6. Confidentiality Agreement and request its execution and return via fax before any more
information is exchanged.
7. Post your business on some business for sale web sites. For $69 you can post your business for
sale on http://www.bizbuysell.com/ Mid Market Capital is a member of the Midwest Business
Brokers Association and The International Business Brokers Association. We would be happy to
sponsor your posting on those sites. That will get you exposure to a very large audience of
buyers. Simply fill out the attached form and email it back to me at
davekauppi@midmarkcap.com and we will get it posted on those sites.



8. Have the last three years tax returns that reflect the company's performance available. Create an
Executive Summary for potential buyers. A sample Table of Contents is below:
 OVERVIEW
 STOCKHOLDERS' MOTIVATIONS
 GROWTH HIGHLIGHTS
 BUSINESS SUMMARY
 MANAGEMENT ORGANIZATION
 KEY EMPLOYEES
 CRITICAL COMPANY MILESTONES
 FAQ's AND ADDITIONAL DETAILS
 EBITDA ANALYSIS (000's)
 MARKET BALANCE SHEET
9. After Confidentiality Agreements are executed and you have provided the Executive Summary
or whatever information the buyer has requested, you should arrange a buyer visit to further
explore the acquisition potential.
10. If they are interested push for a Qualified Letter of Intent (LOI) or Term Sheet. This basically
lays out the transaction economics prior to due diligence. The basic concept is that if I (the
buyer) can validate what you have told me about your business and find no negative surprises,
these are the terms of my purchase offer. It is a non-binding letter and is used to move the
process forward. The buyer will normally ask you to stop talking with other buyers if you accept
his LOI. He wants to know that if he is going to invest his resources in due diligence, you are not
going to shop his number to other buyers.
11. Try to limit the period of due diligence to no more than 30 days. If the buyer finds unexpected
issues, they will usually try to adjust their offer downward. It is just part of the process. Just
make sure you reveal any warts before he finds them in due diligence.
12. Once that is completed, the buyer's attorney will draw up Definitive Purchase Agreements and
submit them to you. Do not attempt to complete this process without an attorney. You need their
help to make sure you understand the contracts and to make sure you are reasonably protected.
Do not, I repeat, do not attempt to renegotiate the economics of the deal at this point. It will blow
up. You are only dealing with legal issues at this point.
13. Cash Your Check (do not be surprised if you are asked to carry some portion of the purchase
price as a seller note). Over half of all business sales involve some form of seller financing. The
smaller the company, the higher the percentage. Go to your island and drink your umbrella
drinks. Good Luck.
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Business Sellers – Avoid These Ten Mistakes
Selling your business is the most important business transaction you will ever make. Mistakes in this process
can greatly erode your transaction proceeds. Do not spend twenty years of your toil and skill building your
business like a pro only to exit like an amateur. Below are ten common mistakes to avoid:
●

●

●

●

●

●

Selling because of an unsolicited offer to buy – One of the most common reasons owners tell us they
sold their business was they got an offer from a competitor. If they previously were not considering this
business sale, the owner has probably not taken some important personal and business steps to exit on
his terms. The business may have some easily correctable issues that could detract from its value. The
owner may not have prepared for an identity and lifestyle to replace the void caused by his separation
from his company. If you are prepared, you are more likely to exit on your own terms.
Poor books and records – Business owners wear many hats. Sometimes they become so focused on
running the business that they are lax in financial rec0rd keeping. A buyer is going to do a
comprehensive look into your financial records. If they are done poorly, the buyer loses confidence in
what he is buying and his perception of risk increases. If he finds some negative surprises late in the
process, the purchase price adjustments can be harsh. The transaction value is often attacked well
beyond the economic impact of the surprise. Get a good accountant to do your books.
Going it alone – The business owner may be the foremost expert in his business, but it is likely that his
business sale will be a once in a lifetime occurrence. Mistakes at this juncture have a huge impact. Do
you understand the difference in after tax proceeds between an asset sale and a stock sale? Your
everyday bookkeeper may not, but a tax accountant surely does. Is your business attorney familiar with
business sales legal work? Would he advise you properly on Reps and Warranties that will be in the
purchase agreement? Your buyer’s team will have this experience. Your team should match that
experience of it will cost you way more than their fees.
Skeletons in the closet - If your company has any, the due diligence process will surely reveal them.
Before your firm is turned inside out and the buyer spends thousands in this process and before the other
interested buyers are put on hold – reveal that problem up-front. We sold a company that had an
outstanding CFO. In the first meeting with us, he told us of his company’s under funded pension
liability. We were able to bring the appropriate legal and actuarial resources to the table and give the
buyer and his advisors plenty of notice to get their arms around the issue. If this had come up late in the
process, the buyer might have blown up the deal or attacked transaction value for an amount far in
excess of the potential liability.
Letting the word out - Confidentiality in the business sale process is crucial. If your competitors find
out, they can cause a lot of damage to your customers and prospects. It can be a big drain on employee
morale and productivity. Your suppliers and bankers get nervous. Nothing good happens when the work
gets out that your company is for sale.
Poor Contracts – Here we mean the day-to-day contracts that are in place with employees, customers,
contractors, and suppliers. Do your employees have non-competes, for example? If your company has
intellectual property, do you have very clear ownership rights defined in your employee and contractor
agreements. If not, you could be looking at meaningful escrow holdbacks post closing. Are your
customer agreements assignable without consent? If they are not, customers could cancel post
transaction. Your buyer will make you pay for this one way or another.
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●

●

●

●

Bad employee behavior – You need to make sure you have agreements in place so that employees cannot
hold you hostage on a pending transaction. Key employees are key to transaction value. If you suspect
there are issues, you may want to implement stay on bonuses. If you have a bad actor, firing him or her
during a transaction could cause issues. You may want to be pre-emptive with your buyer and minimize
any damage your employee might cause.
No understanding of your company’s value – Business valuations are complex. A good business broker
or M & A advisor that has experience in your industry is your best bet. Business valuation firms are
great for business valuations for gift and estate tax situations, divorce, etc. They tend to be very
conservative and their results could vary significantly from your results from three strategic buyers in a
battle to acquire your firm. When it comes to selling your company, let the competitive market provide a
value.
Getting into an auction of one – This is a silly visual, but imagine a big auction hall at Sotheby’s
occupied by an auctioneer and one guy with an auction paddle. “Do I hear $5 million? Anybody $5.5
million?’ The guy is sitting on his paddle. Pretty silly, right? And yet we hear countless stories about a
competitor coming in with an unsolicited offer and after a little light negotiating the owner sells. Another
common story is the owner tells his banker, lawyer, or accountant that he is considering selling. His
well-meaning professional says, “I have another client that is in your business. I will introduce you.”
The next thing you know the business is sold. Believe me, these folks are buying you business at a big
discount. That’s not silly at all!
Giving away value in negotiations and due diligence – When selling your business, your objective is to
get the best terms and conditions. I know this is a shocker, but the buyer is trying to pay as little as
possible and he is trying to get contractual terms favorable to him. These goals are not compatible with
yours. The buyer is going to fight hard on issues like total price, cash at close, earn outs, seller notes,
reps and warranties, escrow and holdbacks, post closing adjustments, etc. If you get into a meet in the
middle compromise negotiation, before you know it, your Big Mac is a Junior Cheeseburger. Due
diligence has a dual purpose. The first is obviously to insure that the buyer knows exactly what he is
paying for. The second is to attack transaction value with adjustments. Of course this happens after their
LOI has sent the other bidders away for 30 to 60 days of exclusivity. If you don’t have a good team of
advisors, this can get expensive

As my dad used to say, there is no replacement for experience. Another saying is that when a man with money
and no experience meets a man with experience, the man with the experience walks away with the money and
the man with the money walks away with some experience. Keep this in mind when contemplating the sale of
your business. It will likely be your first and only experience. Avoid these mistakes and make that experience a
profitable one.
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Selling Your Business - Beware of the Tire Kicker
If you are approached by an unsolicited offer to buy your company, you might think this a good thing. If not
handled properly, it could be a real drain on your company's performance. We are often contacted by a business
owner after he has been approached by a buyer. He wants information from us on the merger and acquisition
process, which we are happy to provide. He wants to wait, however, to engage our firm to sell his company
"until this situation with the buyer plays itself out."
This is the start of the death spiral. I don't want to sound overly dramatic, but this rarely has a happy ending.
These supposed buyers will drain your time, resources, focus on running your business and, your company's
performance. They want to buy your business as the only bidder and get a big discount. They will kick your
tires, kick your tires, and kick your tires some more.
If they finally get to an offer after months of this resource drain, it is woefully short of expectations, to the
surprise or chagrin of the owner. A second potential outcome is that when the offer does come, the owner
doesn't know if it is a good or bad offer. Finally, once the buyer has tied up the owner with the LOI, he then
proceeds to attack transaction value through every step of due diligence. He is the only suitor so there is nothing
to stop bad behavior.
This is so costly to the business owner. Many owners repeat this process several times before they acknowledge
the damage being done to their business. When they do eventually hire a merger and acquisition firm or a
business broker, the company value has eroded substantially.
Even though we have watched this situation unfold from a distance many times, we have been frustrated by our
lack of success in changing the owner's incurable optimism about this buyer. Being the deal guys that we are,
we needed to come up with a creative solution and a deal structure to move the business owner toward a better
outcome. If we feel so strongly that this buyer will not be the actual buyer in the end, we should be willing to
"carve out" that buyer in the form of a discounted success fee.
By George, that's it! If an owner has an identified buyer, we can incorporate a sliding scale discount on the
success fee over time if this identified buyer becomes the actual buyer. If he becomes the actual buyer very
quickly the discount is big. If the deal closes after five months of our M&A work, the discount has slid to zero
because we have thrown him into the mix with several other qualified buyers and his offer will have been
leveraged higher by 25% or more.
The benefits to the business owner with this approach are meaningful. First, if this is that rare occurrence of a
legitimate buyer with a legitimate offer, the owner will not pay a big success fee for a small amount of work.
Secondly, the owner can turn the burden of the process over to the M&A firm, freeing him up to successfully
run his business during the process. Next, we end the endless, resource draining, tire kicking that erodes
business value. Finally, by changing this from an auction of one to a truly competitive bidding situation
involving the universe of qualified buyers, the owner will have no doubt that he got the best the market had to
offer for his business.
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Business Brokers – Bad Practices from the Big Boys
I sit on the board of directors of the Midwest Business Brokers and Intermediaries (MBBI). An attorney from a
small Chicago law firm was recently elected to the board. In his first meeting he introduced himself and said he
was on the board at a Chicago attorney association. He stood up in front of our board and said, "You guys don't
have a very good reputation in the legal community.
That certainly got our attention and he went on to explain the reasons why. As I listened to him, it occurred to
me that what he was describing was the behaviors of a few of the big national Middle market M&A firms that
put on the Business Seller Seminars. Because these firms have so much marketing muscle, they effectively
become the face of our profession. No wonder the legal profession does not embrace us.
I walked up to him after the meeting and asked him if I could meet with him and share with him another view of
our profession. As our meeting date approached, I was contacted by a business owner who had located me
through a Google search (we write a lot of articles) and told me his sad story.
This was a small company that I would describe as being in the pre-profit stage. This owner had received a
series of solicitations inviting him to come to a seminar about selling his business. He signed up and was
contacted by phone several more times by this company's representatives to make sure he would attend. They
were very specific that he should not bring any company logo items to the seminar for confidentiality reasons.
The presentations were very professionally orchestrated and this firm gave the attendees the impression that the
M&A firm possessed this special skill to take these companies and write a powerful "Book" that would
dramatically improve their value to the market. They actually used the words, "We will dress up the Pig." They
also said they had a big roster of foreign buyers and that they had an upcoming conference in Brussels where
they would be presenting the seminar attendees' companies to these qualified buyers that were just dying to get
their hands on American companies.
In the Seminar's question and answer period, this business owner asked, "Why am I here?" The presenter
jumped all over that one. Everyone of you in this room was specifically selected because your industry is hot
with M&A activity. Later in the presentation, one of the seminar presenters took this owner aside and said he
would give him a break on the $37,000 up front fees.
They scheduled a follow-up meeting where this Seminar guy pounded on this poor business owner and below is
a cut and paste from the email this seller sent me:
"Thanks a lot for the high speed education this morning. The man explained that because of the vast target
market for the Product Name Confidential globally, it's effectiveness and price etc. that Company Name
Confidential in the right hands could generate $300,000,000 a year etc. blah blah blah. "It would also give the
buyer enhanced stock value. We probably have about 200 qualified buyers right now for you..."He continues,
"What you have is an oil well, what the buyer has is a derrick". He's from Texas thus, the oil analogy. "One
owner no partners with all their attorneys this will be so easy to sell, so clean neat and tidy....."
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Finally, "He left very angry because I told him I wasn't gonna pay them $29,000. So... I was left to believe that
$29,000 was gonna stop his firm from reaping all that "easy money". That just doesn't sound real world enough
for me. I don't want to be stuck in their database. I don't know what he was pissed about... They called me I
didn't call them. I'm not on any "I wanna sell my company" lists. Hell, I just got the company phone number
listed about two weeks ago. Honest to God I haven't gotten the first Company Name Confidential phone bill
yet."
Wow. Where do I begin? How about what a sleazy, dishonest, outrageous load of bull.
Luckily this seller had talked to me before his meeting and I warned him about this approach. I had no idea it
was quite this misleading. This business owner sent this guy packing and he was ticked off because he didn't
sell a $29,000 book.
As long as I have gone this far, I might as well expose the whole story. This approach works to sign up business
owners with stars in their eyes for $37,000 books. What an awesome business. Write a book with industry
boilerplate and some minor analysis compiled by some recent grad analysts sitting in a room at HQ that costs
the seminar company a maximum of $2500 to produce. Enter these deals into their inventory database and send
it out to the Private Equity Groups and present the list to the foreign buyers.
They lock up the seller with a long contract tail and effectively prevent a legitimate firm from actually working
the sale process for 2 to 3 years. If the business is in the 2 in 10 that gets immediate interest, then the seminar
firm will have a banker work on it. If you are in the unfortunate 8, you become a passive entry in their deal
inventory.
Our bankers and the bankers of the 90% of M&A companies that provide a fair value for their services, can only
handle effectively four to five simultaneous transactions. If you took this Seminar Company's deal inventory
and divided it by the number of bankers, you would find that they have over 25 live deals per banker. It is
impossible to professionally represent these sellers who have paid an up-front fee of $37,000 for this service.
Foreign buyers are not stupid, they do not pay more for companies than American companies, and they are
generally not interested in even looking at an acquisition under
$25 million in revenue. A "book" never sold a company or made it more valuable. Making changes in your
company to improve its performance will make it more valuable. A good M&A advisor or your CPA can
provide you important input about that.
What really helps you maximize your company's selling price is to have an M&A advisor directly contact the
universe of most likely strategic buyers and to get several interested in your company. This results in a
competition for your company, often called a soft auction. As these strategic buyers view your company as a
must have acquisition, the price and terms are significantly improved.
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Selling Your Business – What Would Sam Zell Do?
If you were thinking of making an investment it might be a good idea to watch how Warren Buffet does it. If
you are going to sell your business, maybe you should emulate Sam Zell, multibillionaire founder of Equity
Office Properties Trust (EOP) He is selling his company in one of the largest private equity deals ever.
Sam agreed to take an initial offer from Blackstone Private Equity at $48.50 per share with a break-up fee of
$500 million. EOP, based on that bid would have a market cap of approximately $36 billion. This is where most
privately held business owners stop. They put the word out through their professional network, get an
introduction to an owner of another related business, and begin the process. If they get an offer, it is low and is
driven down during the due diligence process because there is nothing to stop this behavior from a single buyer.
Back to Sam Zell. Sam tells his investment bankers to continue to solicit more buyers. Surprise, enter Vornado
with the backing of a couple of very large private equity competitors of Blackstone. Their first counter offer is
$52 per share. It goes back and forth with these heavyweights slugging it out. When the deal closed, Blackstone
had increased their bid to $56 per share resulting in a market cap for shareholders of EOP totaling $39 billion.
That is an increase of $3 billion over the initial bid.
As the rumors of the initial offer circulated, the stock rose from an average price of around $41 per share over
the prior 3 months to the $48.50 level on the first bid. The final purchase price is a 36% premium over the pre
deal pricing level.
We tell our clients that a competitive bid will produce a 20% premium or more over a single bid. In the case of a
single non-solicited bid, the differences can be much greater as demonstrated by this example. The process will
net the shareholders an additional $3 billion.
What can we learn here? Blackstone is a very smart buyer. They were trying to buy at a bargain. When they
made their first offer they knew exactly what EOP was worth. Sam Zell is a very smart businessman. He knew
that getting multiple buyers involved is the only way to maximize the sale proceeds for himself and his
shareholders.



If you are a business owner and are approached by a buyer, do not think that your lawyer or accountant is going
to do for you what the investment bankers did for Sam Zell. They will not contact hundreds of potential buyers
and create the soft auction required to drive up your selling price. Don't get me wrong. Your attorney and your
CPA will play critical roles in your business sale with their contract work and accounting work. However, the
role of your investment banker or merger and acquisition advisor is to bring the right buyers to the table and
then assist them is seeing the full value for your company.
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Selling Your Business – Why Use An M&A Advisor?
Perhaps the most important business transaction you will ever pursue is the sale of your business. Many
business owners attempt to do it themselves and when asked if they got a good deal, many respond with “I think
so,” or “I got my asking price,” or “I really don’t know,” or “It was a disaster.” Often times these very capable
business people approach the sale of their business with less formality than in the sale of a home. The purpose
of this article is to answer the questions – Why would I use an M&A Advisor and what am I getting for the fees
I will pay?
Confidentiality. If an owner tries to sell his own business, that process alone reveals to the world that his
business is for sale. Employees, customers, suppliers, and bankers all get nervous and competitors get
predatory. The M&A Advisor protects the identity of the company he represents for sale with a process designed
to contact only owner approved buyers with a blind profile – a document describing the company without
revealing its identity. In order for the buyer to gain access to any sensitive information he must sign a
confidentiality agreement. That generally eliminates the tire kickers and deters behaviors detrimental to the
seller’s business.
Business Continuity. Selling a business is a full time job. The business owner is already performing multiple
functions instrumental to the success of his business. By taking on the load of selling his business, many of
those essential functions will get less attention, sometimes causing irreparable damage to the business. The
owner must maintain focus on running his business at its full potential while it is being sold.
Time to Close. Since the business broker’s function is to sell the business, he has a much better chance of
closing a transaction faster than the owner. The faster the sale, the lower the risk of business erosion, customer
defection, employee problems and predatory competition.
Large Universe of Buyers. Business brokers subscribe to databases of businesses that enable them to screen for
buyers that are in a certain SIC Code and have revenues that would support the potential acquisition. In addition
they maintain databases of high net worth individual buyers and have access to private equity groups databases
that outline their buying criteria.
Marketing. An M&A Advisor can help present the business in its best light to maximize selling price. He
understands how to recast financials to recognize the EBITDA potential post acquisition. Higher EBITDA =
higher selling price. He understands the key value drivers for buyers and can help the owner identify changes
that translate into enhanced selling price.
Valuation Knowledge. The value of a business is far more difficult to ascertain than the value of a house. Every
business is unique and has hundreds of variables that effect value. M&A Advisors have access to business
transaction databases, but those should be used as guidelines or reference points. The best way for a business
owner to truly feel comfortable that he got the best deal is to have several financially viable parties bidding for
his business. An industry database may indicate the value of your business based on certain valuation multiples,
but the market provides the real answer. An industry database, for example, can not put a value to a particular
buyer on a key customer relationship or a proprietary technology. Most business owners that act as their own
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M&A Advisor get only one buyer involved – either another business that approaches him with an unsolicited
offer or a referral from his banker, accountant, or outside attorney. Just look at the additional billion plus dollars
of value created for MCI shareholders because of the competitive bidding between Verison and Quest
Communications.
●

Balance of Experience. Most corporate buyers have acquired multiple businesses while sellers usually
have only one sale. In one situation we represented a first-time seller being pursued by a buyer with 26
previous acquisitions. Buyers want the lowest price and the most favorable terms. The inexperienced
seller will be negotiating in the dark. To every term and condition in the buyer’s favor the buyer will
respond with, “that is standard practice” or “that is the market” or “this is how we did it in ten other
deals.” By engaging a M&A Advisor the seller has an advocate with a similar experience base to help
preserve the seller’s transaction value and structure.

●

Maximize the Value of Seller’s Outside Professionals. Business brokers can save the seller significantly
on professional hourly fees by managing several important functions leading up to contract. His
compensation is usually comprised of a reasonable monthly fee plus a success fee that is a percentage of
the transaction value. The M&A Advisor and seller negotiate with the buyer the business terms of the
transaction (sale price, down payment, seller financing, etc.) prior to turning the purchase agreement
over to outside counsel for legal review. In the absence of the M&A Advisorthat sometimes-exhaustive
negotiation process would default to the outside attorney. It is not his area of expertise and could result
in significant hourly fees.

●

Maintain Buyer – Seller Relationship. The sale of a business is an emotional process and can become
contentious. The M&A Advisor acts as a buffer between the buyer and seller. This not only improves the
likelihood of the transaction closing, but helps preserve a healthy buyer – seller relationship post
closing. Often buyers want sellers to have a portion of their transaction value contingent on the
successful performance of the company post closing. Buyer and seller need to be on the same team after
closing.

Our experiences with businesses that engaged our firm as a result of an unsolicited offer from a buyer have been
quite instructive. The eventual selling price averaged over 20% higher than the first offer. In no case was the
business sold at the initial price. To conclude, the M&A Advisor helps reduce the risk of business erosion with
improved confidentiality while allowing the owner to focus on running the business. The M&A Advisorled sale
helps maximize sales proceeds by involving a large universe of buyers in a competitive bidding process. Finally,
the M&A Advisorcan improve the likelihood that the sale closes by buffering buyer – seller negotiations and by
balancing the experience scales.

Dave Kauppi ~ 630-325-0123 ~ Email: davekauppi@midmarkcap.com ~ Web: http://www.midmarkcap.com

Professional Representation In Your Business Sale

Selling Your Business –
Business Broker or Merger and Acquisition Advisor
Most business owners only sell one business in their lifetime. The results of that sale can have a major impact
on the financial future of the family. For most business sales we recommend that the seller engage a
professional specializing in business sales to assist. There are two broad categories of professionals that engage
in business sales – business brokers and merger and acquisition advisors.
What should the seller be looking for? This article will discuss the type of services offered by both groups and
help the business seller decide which professional to use.
The first criteria is type of business. Generally, business brokers specialize in “Main Street” types of businesses
such as dry cleaners, gas stations, restaurants, and convenience stores. M&A advisors specialize in more B2B
types of businesses such as manufacturers, distributors, information technology firms, etc.
Size of Business – BB’s specialize in businesses under $1.5 million in revenues and M&A’s represent larger
businesses or smaller businesses with a high component of technology or intellectual property.
The Targeted Buyer – BB’s are generally targeting individual buyers while M&A’s are seeking to locate
corporate buyers.
Business Valuation – BB’s specialize in commodity type businesses that have “rule of thumb’ valuations that are
consistently applied to arrive at a business selling price. There is usually a pretty narrow range of valuations
applied to these businesses. M&A’s are recommended where there can be a broad interpretation of “strategic
value” and rules of thumb do not apply. A high component of Intellectual Property, a unique niche, a hard to
penetrate customer base are characteristics that can demand strategic value and purchase prices can vary widely.
Complexity of Transaction – BB’s are generally selling to individual buyers that have a finite approach
structuring the transaction. The contracts are usually fairly straight forward and the negotiations focus on price,
financing, and seller notes. For the M&A’s the targeted audience is the corporate buyer with vast experience in
acquiring businesses. They employ both an internal legal team and outside council and make the purchase
contracts quite complex. The number one goal is protecting the corporation. The contracts are 35 pages of
complex legal language and schedules of reps and warranties. The seller will need someone that is familiar in
navigating in that environment. Corporations generally send in a due diligence team that is well versed on
finding every little wart in a seller company and will attempt to reduce transaction value during the process. The
seller will need good advisors to offset these pros.
Exclusivity – because the BB’s are targeting individual buyers, their audience is vast so exclusivity is
sometimes required and sometimes not required. Business sellers often engage multiple non-exclusive BB’s to
insure the broadest coverage in presenting their business to the buyer audience. BB’s are often part of a network
of BB’s to help broaden this exposure. Sunbelt Business Brokers and BBN are two very good networks.
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M&A’s require exclusivity because they are targeting corporate buyers and the audience of potential buyers is
finite. These corporate buyers have M&A departments or sometimes the president handles the process. If a
target is presented to a corporate buyer by more than one professional the credibility immediately drops and the
chance of serious interest is reduced significantly.
Number of Clients Represented – BB’s want to represent as many business for sale as they can. When
contacting their vast network of individual buyers it is a real benefit to have a vast inventory of companies.
Because on this, their approach is more of a mass mailing, mass email, post the business on a business for sale
Web site, type of approach and their attention is spread over 25 or more simultaneous clients.
M&A’s usually limit their number of engagements to 3 or 4 per professional at a time. Their approach is very
hands on and labor intensive. M&A’s usually rely on a direct selling approach of calling the buyers and talking
with the M&A department or the president. Often M&A’s will have specific industry niches and will have a
customized data base of contacts. They often have had several prior contacts with the buyers and are able to
penetrate the call screening that is set up to protect these individuals. A corporate buyer does not buy through a
posting on a business for sale Web Site. A corporate buyer will open 2% or less of letter solicitations. A
corporate buyer will read less than 1% of unsolicited and unknown emails. Corporate buyers demand personal
and professional contact to get their interest.
Up-Front or Monthly Fees – BB’s generally will charge a minor up-front fee to begin the engagement or have a
simplified valuation completed. Generally there is no monthly fee charged. M&A’s generally charge either a
substantial up-front fee or a monthly fee in the $3500 to $10,000 per month range depending on the size of the
business.
Success Fees – BB’s generally charge a success fee of 10% of transaction value. M&A’s generally have a
sliding scale based on the anticipated size of the business. The known Wall Street firms that sell the mega
businesses will not touch a transaction where they are not guaranteed $1 million in fees. The big regional firms
require at least $750,00. The M&A firms that deal in the lower end usually charge considerably less than that
with a minimum or $150,000 cash at close. If your transaction value is in the $10 million range, count on
paying your M&A firm $300K to $400K.
Conclusions – The deciding factor is in cost benefit. An M&A firm is going to cost a lot of money and you are
going to be paying either an up front or monthly fees without a guarantee of success. If your business is smaller
and is a commodity type business or Main Street business where the target buyer is an individual, an M&A firm
will not add much value and is not worth the fee.
If your business is larger, complex, unusual, strategic, with a high component of intellectual property or
technology and subject to a broad interpretation of value in the marketplace, an M&A firm is the right choice.
In the final analysis, is a swing of 20% in your company’s selling price worth $5,000 per month for 8 months?
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Selecting a Business Broker –
Look Out for these Red Flags!
Last week I got a call from a business owner who had decided to sell his business. He and his partners were
beginning the beauty contest phase of selecting a firm to represent them in the sale. His partners had begun
discussions with a merger and acquisition advisory firm. He had followed up with this firm prior to calling us
and had questioned them on several issues. He shared his findings with me and asked my opinion. Generally I
subscribe to my old IBM training and will not disparage a competitor, however, some of the answers were
alarming to me so I elected not to withhold my opinions.
The first red flag was that this competitor required a large up-front engagement fee. I certainly have no problem
with Merrill Lynch or Goldman Sachs charging their up front fees to their fortune 1000 clients. These firms are
a proven commodity with a proven process. Their clients feel confident that a liquidity event will result from
their work. A monthly fee is a more accommodating approach for smaller clients whose cash flow would be
strained by a large up-front payment.
We have had many prospective clients approach us after unfortunate experiences with these big up-front fees. In
one recent case, we were brought into a holding company who had acquired one of our sell side clients. Another
division had engaged an M&A firm to sell one of their subsidiaries. After a $40,000 up-front payment and over
four months, not one prospect had been contacted. Another common result for clients of these up-front fee firms
is a beautiful, bound, 40-page book of boilerplate compiled by a junior level analyst. Unless this is accompanied
by a concerted sales and marketing effort, this book will become a very expensive coffee table book.
Think of evaluating the performance of your M&A firm like you were evaluating a salesman selling your
company’s product. If you are not getting status update reports or pipeline reports indicating who has been
contacted and what progress was made, you are not managing your business sales process.
Another red flag we see with these up-front fee firms is a 4 or 5-year exclusivity period. Our firm will not take
an engagement unless it is exclusive, however, locking a seller in for 5 years is unconscionable. Here’s what
that says to me. Some of the less honorable firms are marketing machines who target business owners with their
letters per year mailing campaigns. These campaigns are designed to get the business owners to their beautifully
orchestrated seminars for potential business sellers. The presenters are very polished speakers. I doubt that these
wonderful presenters have actually closed a business sale. Their objective is to lock up 3 or 4 businesses per
seminar with a $40,000 book and to put them into their growing inventory of 5-year exclusive engagements.
These businesses are not actively sold, but are passively presented in mass mailers and on Internet sites. I can’t
tell you the number of times we have been contacted by firms that are unfortunately the victims of this
approach.
I am just getting warmed up. Let me expose, forgive my French, the biggest load of crap presented at these
seminars. “We have foreign buyers.” Some unscrupulous moron in our industry discovered that this phrase was
particularly alluring to unsuspecting business sellers. If your business selling price is less than $30 million, you
will not be a candidate for foreign buyers. Ask any law firm that does transactions. Check with BV Resources,
the number one database of completed transactions. You will find it a rare occurrence to have foreign buyers at
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the small end of the market. The transaction costs are just too high to make a small purchase economically
viable. The buyer will have to fly teams of people with potential language barriers, new sets of laws, new
accountants and attorneys, etc.
What is the allure of these alleged foreign buyers? Are they going to pay you a huge premium over a U.S.
buyer? Are they going to be duped into a poor investment decision for your benefit? Pleasssssse! If you are a
smaller business, you are not a target for a foreign buyer. If you are presented with this line, run for the exits.
Another classic red flag is when a potential business seller asks to talk to references and the business broker
tells his prospective client, “That’s going to be tough. They are sitting on a tropical island drinking umbrella
drinks.” Come on. Our firm is in regular contact with the majority of our sellers. They are very valuable to us
as references in our business development efforts. We absolutely protect them from frivolous contact, however.
Our firm is contacted by over fifty potential sellers annually. We have to go pretty far down the mutual
discovery process before we connect a potential client with our references. If we have not pre-qualified a
prospect, we are not going to waste our references’ time. However, if the major issues on fees, qualifications,
approach and chemistry have been satisfied, do not hire an M&A firm without talking to two references.
The final issue I would like to discuss, I would not call an official red flag, but maybe a “nice to have.” Have
you sold any companies in my industry? Sometimes, your business is unique and there has not been much
M&A activity and you will have to weigh other factors more heavily. The advantages in using business broker
or merger and acquisition firm that has industry experience are that it both speeds up the sale process and it
increases the likelihood of a completed transaction. An M&A firm that has your industry experience will
already have their database of potential buyers established. They know the right contact person and these
prospects know them and actually take their calls. This alone can reduce the sales cycle by as much as 90 days.
Another big advantage of industry experience is your advisor will understand valuation multiples and deal
structures unique to your industry. That can be invaluable when the buyer is attempting to grind down your
selling price. Industry credibility is very important when your advisor gets the CEO of a targeted buyer on the
phone and has exactly 30 seconds to establish buyer interest. It really helps if you speak his language. Our
clients in information technology and healthcare have found industry specialization to be of significant value.
Our industry is misunderstood at the lower end of the market. The fortune 1000 companies would not consider a
capital event without engaging an investment banking firm. Smaller companies seeking a sale need the same
kind of services, but with a fee structure that is more size appropriate.
When I see a couple of firms with a powerful marketing reach engaging in practices that hurt our industry, it
ticks me off. Most of the firms that service the lower end of the market are hardworking, honorable people
seeking to provide excellent value. Many of these firms are members of the International Business Brokers
Association, IBBA. This organization sets standards for business practices and ethical behavior. They also have
established an industry certification, the CBI, Certified Business Intermediary.
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So as you consider the company you want to engage to sell your business, he is what you look for:
1.
2.
3.
4.
5.
6.
7.
8.
9.

No big up-front fees, but monthly fees.
No promises of foreign buyers for companies under $30 million.
A period of exclusivity from 12 to 24 months, not 5 years.
A firm that actively sells your company using direct calling into targeted buyers, and not simply posting
on business for sale Web Sites and mass mailings.
A firm that tracks and reports their sales progress to you bi-weekly with a status or pipeline report.
A firm that is a member of a professional association like IBBA or M&A Source or a local or regional
business broker network like MBBI.
A firm that at the appropriate time will introduce you telephonically to two of their reference clients
whose business they successfully sold.
A firm that has a principal that has passed their industry testing and has been issued a CBI designation.
An Advisory firm that has experience selling companies in your industry and understands who the
targeted buyers are, the right contact, and the industry nomenclature. Finally they should understand
your industry’s unique valuation metrics and deal structures.

This is the most important contractor or vendor you will ever hire for your business. Your economic future
depends on the success of this engagement. Think of other major purchase decisions you have made for your
company. Be every bit as rigorous in making your selection of an M&A advisor.

Looking to Sell a Healthcare Company?
Consider an M&A Advisor
Perhaps the most important business transaction you will ever pursue is the sale of your business. Many
healthcare business owners attempt to do it themselves and when asked if they got a good deal, many respond
with "I think so," or "I got my asking price," or "I really don’t know," or "It was a disaster." Often times these
very capable business people approach the sale of their business with less formality than in the sale of a home.
The purpose of this article is to answer the questions – Why would I use an M&A Advisor and what am I
getting for the fees I will pay?
5. Confidentiality. If an owner tries to sell his own business, that process alone reveals to the world that
his business is for sale. Employees, customers, suppliers, and bankers all get nervous and competitors
get predatory. The M&A Advisor protects the identity of the company he represents for sale with a
process designed to contact only owner approved buyers with a blind profile – a document describing
the company without revealing its identity. In order for the buyer to gain access to any sensitive
information he must sign a confidentiality agreement. That generally eliminates the tire kickers and
deters behaviors detrimental to the seller’s business
6. Business Continuity. Selling a business is a full time job. The healthcare business owner is already
performing multiple functions instrumental to the success of his business. By taking on the load of
selling his business, many of those essential functions will get less attention, sometimes causing
irreparable damage to the business. The owner must maintain focus on running his business at its full
potential while it is being sold.
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7. Time to Close. Since an M&A Advisor's function is to sell the business, he has a much better chance of
closing a transaction faster than the owner. The faster the sale, the lower the risk of business erosion,
customer defection, employee problems and predatory competition.
8. Large Universe of Buyers. M&A Advisors subscribe to databases of the various healthcare business
categories that enable them to screen for buyers that are in a certain SIC Code and have revenues that
would support the potential acquisition. In addition they maintain custom databases of the various
healthcare categories refined even further to hone in on only the best potential buyers for your business.
A good M&A Advisor also has access to private equity groups databases that outline their buying
criteria.
9. Marketing. An M&A Advisor can help present the business in its best light to maximize selling price. He
understands how to recast financials to recognize the EBITDA potential post acquisition. Higher
EBITDA = higher selling price. He understands the key value drivers for buyers in a particular
healthcare segment and can help the owner identify changes that translate into enhanced selling price.
10. Valuation Knowledge. The value of a healthcare business is far more difficult to ascertain than the value
of a house or even the value of a "bricks and mortar" type business. Every business is unique and has
hundreds of variables that effect value. M&A Advisors have access to business transaction databases,
but those should be used as guidelines or reference points. The best way for a business owner to truly
feel comfortable that he got the best deal is to have several financially viable parties bidding for his
business. A healthcare industry transaction database may indicate the value of your business based on
certain valuation multiples, but the market provides the real answer. An industry database, for example,
can not put a value to a particular buyer on a key customer relationship or a proprietary technology.
Most business owners that act as their own M&A Advisor get only one buyer involved – either another
business that approaches him with an unsolicited offer or a referral from his banker, accountant, or
outside attorney. Just look at the additional billion plus dollars of value created for MCI shareholders
because of the competitive bidding between Verison and Quest Communications.
11. Balance of Experience. Most corporate buyers have acquired multiple businesses while sellers usually
have only one sale. In one situation we represented a first-time seller being pursued by a buyer with 26
previous acquisitions. Buyers want the lowest price and the most favorable terms. The inexperienced
seller will be negotiating in the dark. To every term and condition in the buyer’s favor the buyer will
respond with, "that is standard practice" or "that is the market" or "this is how we did it in ten other
deals." By engaging an M&A Advisor the seller has an advocate with a similar experience base to help
preserve the seller’s transaction value and structure.
12. Maximize the Value of Seller’s Outside Professionals. An M&A Advisor can save the seller significantly
on professional hourly fees by managing several important functions leading up to contract. His
compensation is usually comprised of a reasonable monthly fee plus a success fee that is a percentage of
the transaction value. The M&A Advisor and seller negotiate with the buyer the business terms of the
transaction (sale price, down payment, seller financing, etc.) prior to turning the purchase agreement
over to outside counsel for legal review. In the absence of the M&A Advisor, that sometimes-exhaustive
negotiation process would default to the outside attorney. It is not his area of expertise and could result
in significant hourly fees.
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13. Maintain Buyer – Seller Relationship. The sale of a business is an emotional process and can become
contentious. The M&A Advisor acts as a buffer between the buyer and seller. This not only improves the
likelihood of the transaction closing, but helps preserve a healthy buyer – seller relationship post
closing. Many times the seller will become an integral part of the management team of the buyer's
company after the sale. Often buyers want sellers to have a portion of their transaction value contingent
on the successful performance of the company post closing. Buyer and seller need to be on the same
team after closing.
A model that is becoming quite popular in the healthcare industry is for the big players to identify good
technologies in smaller companies and to forge partnerships or strategic alliances with them. The larger
company will have the smaller company spend a great deal of their resources and attention in educating the
bigger player on their product and market. The smaller partner will often work very hard to integrate their
offering into the broad product set of the bigger partner. Finally, the smaller company will put all their eggs into
this one basket of opportunity. After the larger company has effectively removed most of the integration risk on
the smaller company's nickel, they then make an unsolicited offer to buy. The smaller company is often less
profitable during this "try it before you buy it period." The bigger player then predicates their offer on the latest
period financials.
A good M&A Advisor can help the smaller company navigate and recover from this situation. Our experiences
with businesses that engaged our firm as a result of an unsolicited offer from a buyer have been quite
instructive. The eventual selling price averaged over 20% higher than the first offer. In no case was the business
sold at the initial price. To conclude, an M&A Advisor helps reduce the risk of business erosion with improved
confidentiality while allowing the owner to focus on running the business. The M&A Advisor led sale helps
maximize sales proceeds by involving a large universe of buyers in a competitive bidding process. Finally, the
M&A Advisor can improve the likelihood that the sale closes by buffering buyer – seller negotiations and by
balancing the experience scales.

Business Broker Versus Merger and Acquisition Advisor –
The Monthly Fee Objection
Probably the biggest objection that we get from potential business sellers is, "I'm not going to pay you a
monthly fee only a success fee when you sell my business." These business owners have met with business
brokers that do not charge a monthly fee and believe that a Merger and Acquisition Advisory Firm should agree
to the same pricing structure.
For many types of businesses I would agree that a seller should hire a business broker and not pay a monthly
fee. If that business is a smaller "Main Street" business like a dry cleaner, gas station, convenience store,
restaurant, or other business to consumer organization, a business broker will be fine. They generally are selling
these businesses to individual buyers and not to corporations. A very important point, an individual buyer will
never pay strategic value for a business. He is buying a job. The Main Street business sells for a rule of thumb
financial multiple.
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For business brokers the selling approach is more passive than the approach of a M&A Advisor because a BB
has to have a large number of transactions going at one time. He is therefore limited in the time he can devote to
each contingent engagement. Their selling approach is often comprised of putting the listing on a business for
sale Web Site, placing a business opportunity ad in the Sunday paper, and sending a mass email to their
accumulated list of individual buyers.
A business that is business to business or B2B is more likely to be acquired by a corporate buyer. Reaching
these buyers is far more difficult and far more labor intensive. Mailings are no longer effective, email does not
work, business for sale Web Sites are not visited. The method that works is the old fashioned dialing for dollars
approach. Reaching the targeted decision maker takes an average of ten phone dials.
When you do get through, you have about 30 seconds to articulate the opportunity and establish your credibility.
The M&A firm's objective is to interest multiple strategic corporate buyers and get a competition going. That
can result in some very lucrative exits for their business owner clients.
Another common objection that we hear from business owners about the monthly fee is, "We want you to have
skin in the game. If you get the business sold and we win then you win." At the lower end of the middle market
the monthly fees are normally in the $5,000 to $10,000 per month range. The M&A firm will be performing
$15,000 to $25,000 of work if it were to bill the client hourly. The M&A firm, on this basis, usually has as much
skin in the game as the business owner incurring the monthly fee. If the M&A firm does not complete the sale,
they lose money on the engagement.
Conclusions The deciding factor is in cost benefit. An M&A firm is going to cost a lot of money and you are
going to be paying either an up front or monthly fees without a guarantee of success. If your business is smaller
and is a commodity type business or Main Street business where the target buyer is an individual, an M&A firm
will not add much value and is not worth the fee.



If your business is larger, complex, unusual, strategic, with a high component of intellectual property or
technology and subject to a broad interpretation of value in the marketplace, an M&A firm is the right choice.
In the final analysis, is a swing of 20% in your company's selling price worth $5,000 per month for 8 months?

Dave Kauppi ~ 630-325-0123 ~ Email: davekauppi@midmarkcap.com ~ Web: http://www.midmarkcap.com

Elements of the
Acquisition Process

Dave Kauppi ~ 630-325-0123 ~ Email: davekauppi@midmarkcap.com ~ Web: http://www.midmarkcap.com

Elements of the Acquisition Process

FAQ's From Business Buyers
An area of great concern to our business selling clients as we help prepare them for a buyer visit is what
questions the buyer is likely to ask. Below are a representative set of questions that we have encountered. This
article will not provide you with the answers because they will vary with each business seller. However, we will
provide a buyer motivation framework so that you can answer the questions with this common framework in
mind.
Buyers want to eliminate as much risk as possible because an acquisition, by its very nature is a risky business
decision. A buyer does not want to discover or be confronted with a bunch of Gotcha's after the check has
cleared. As a seller, you must never convey the attitude of this place is falling apart and you can't wait to dump
this dog. Your reasons for selling are very important and should focus on estate planning considerations,
retirement and diversifying my assets or my favorite, we just do not have the resources to take advantage of all
the market potential that we have created.
Another theme is that you want to convey how strong your staff is. You want to portray how the account
relationships are managed by multiple staff members. You need to communicate just how widespread the
intellectual property is dispersed among the staff. The owner has an easy job because the employees handle all
of that.
Future potential and momentum are important. Make sure you can articulate the opportunities for growth that
you have identified, and are either pursuing now or are planning to pursue if you had more resources. So
keeping these themes in mind, be prepared to answer many of the following:

Why are you selling your business?
What are the last three year's net operating profits?
Who are your biggest competitors?
What are your industry ratios and trends?
What do you think I can do to increase sales and profits?
Why are you not doing to increase sales and profits?
Will you hold financing for the purchase of the business?
Will you be willing to stay with the business for a period of time after the sale?
Will you agree to a covenant not to compete?
Will the business sale include the transfer of real estate?
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Don't you have children to transfer your business to?
Do you want a corporate stock sale or asset sale?
Who knows that the business is for sale?
Who will I be negotiating with?
What is your timetable for completing the business sale?
What do you do everyday?
Do you anticipate any problems with me getting credit from your suppliers
Do any of your suppliers represent more than 10% of your purchases? If yes, who are they?
What is it that you like best and least about the business?
What do you believe is the profile of the ideal buyer for this business?
What can be done to build the business?
How long will it take me to really learn this business?
How long can I count on you to train me after the sale?
What keeps you up at night about the business?
What are the details of the lease? How long? Any options? Do you anticipate any problems with the
landlord assigning it to me or entering into a new lease?
How much vacation do you take (not that you’re looking for time off…rather, you want to know if they
have adequate staff that will allow you time away)?
Are you the only owner?
Who are the employees? Any manager in place? Are there any employees that are critical to the business?
Are you willing to finance part of the purchase? If not, why?
Net revenue seemed to experience a huge decline last year versus previous years. What happened?
How much of the revenue is the owner responsible for?
How much of the revenue are the other business development people responsible for?
What are the titles and responsibilities of each of the employees? Please state how long each has been with
the company and what they are being paid, and how they are being paid. If they have success-based
compensation please let me know the actual for the past three years for each person.
What are their revenue production goals? Other goals?
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What does their five-year plan look like going forward?
Why is the owner selling the business?
Can I see actual P&L statement for the last five years?
Is there one person in house today that would be interested in and capable of running the day-to-day
operation while keeping up personal production and receiving an override and perhaps equity stake in the
business?
Is the owner open to an acquisition plan that would be tied into continued success of the firm over the next
five years?
Do the employees have non-compete agreements with the company? If so what is the nature of the noncompete? If not, why not?
Is the current owner willing to sign a non-compete agreement as part of the acquisition?
What is the owner’s salary, bonus, fees, and commissions on an annual basis and over the last five years?
How much of the business are we likely to lose if the current owner retires or discontinues affiliation with
the company? How would the owner propose to mitigate the loss for a new owner?
This list is by no means exhaustive and there may be questions that arise that are unique to your particular
business or industry. However, if you can answer these questions with an awareness of the buyer's risk
mitigation approach, your firm will be viewed as a better acquisition target. We are in no way suggesting that
your answers are not truthful, we are just suggesting that you surround them with an attractive packaging. Any
answers that are found to be inaccurate during the due diligence process will result in punitive adjustments to
purchase value.
If you remember the old interview question, "What would you say is the biggest negative about your business
approach?" Your positive answer was something like, "Well, I am so driven to be successful that I am
sometimes impatient with people that do not share my same drive or capability." That's how we are suggesting
you approach this. So for example, you have lost a few deals to XYZ Big Company. How will that impact the
business going forward? Well, the competition from the XYZ Company is a good news bad news situation. The
bad news is that they are a very tough competitor, but the good news is their attention to our space reinforces
our view of the long term potential. How's that for positive?

Selling Your Business – Prepare for the Buyer Visit
In our mergers and acquisitions practice a very important event prior to receiving letters of intent is the buyer
visit. Don't be fooled into thinking that this is a simple headquarters tour. Experienced buyers know just the
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right questions to ask to uncover risks and to discover opportunities. We try to coach our sellers on how to
present and how to answer these carefully scripted questions.
Unfortunately, a man or a woman that has called their own shots for the last 25 years is not always receptive to
coaching. If we get a feeling that our advice is falling on deaf ears, we schedule the first visit with a buyer that
is not the top candidate. Once our seller has made a few tactical errors in this dry run, they are then open to
some coaching.
This is what we tell them. Acquiring another company is very risky. Mistakes can damage the buying company.
Therefore, a buyer is looking to identify and mitigate risks. Their questioning will focus on what they can
expect once they are the owner of your business. Are you bailing on a business that is on a downward spiral?
When you leave, will major customers leave with you? Will your key employees stay? Will our company have
your strong support in transitioning your knowledge and intellectual capital to our staff?
The number one question is, why are you selling your business? The unacceptable answer is, so I can get away
as quickly as possible and sip umbrella drinks on an island. The correct positioning of your exit is, we have built
this business and are nearing retirement. In order to realize the future potential we will have to invest back into
it at a time when we should be diversifying our assets. A strategic larger company could leverage our assets to
achieve much greater market penetration than we could.
Another important theme is that you are in control. You understand your costs and your margins. You can
identify the opportunities for growth that a better capitalized company could capture. You can articulate your
strengths. You know your weaknesses and they are simply that you do not have enough resources, capital, or
distribution to capitalize on all this potential you have created. You understand your market and your
competition.
Buyers like to believe they are buying a business at a discount. You should try to present your weaknesses in
such a way that the buyer will think, we can easily correct that. For example, an eight week order backlog could
be considered a negative. A smart buyer will think, that is a high class problem. I wonder how many orders they
lose because of the order delay? We could hire three more people, open two more work bays and cut that
backlog down to ten days, immediately capturing 10% greater sales.
Another example is that the selling company is technology focused and really lacks sales and marketing
expertise. The savvy buyer with a fully developed sales and marketing engine pictures a 20% increase in sales
immediately. If the selling company already had these weaknesses corrected, the buyer would certainly have to
reflect that in the purchase price. Because the weaknesses exist and the buyer has already identified how his
company will correct them, he views it as buying potential at a discount.
A corporate visit should be a good two-way exchange of information. The seller should ask such things as: How
long have you been in business? How many locations do you have? How many employees work for your
company? This question is a good way to back into company revenues by applying industry metrics of revenue
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per employee. Sometimes private companies are hesitant to reveal sales figures. The seller wants to determine
whether the buyer is big enough to make the acquisition.
What are your biggest challenges? Who are your biggest competitors? How do you see the market? Where are
your best opportunities? Have you made any prior acquisitions? How do you feel about them? What are you
really good at? What areas would you like to improve? How would you see integrating our company with
yours?
There is some very important information that you are seeking from this line of questioning. First, their answers
give you some hooks on which to hang the assets of your company in order to drive up your perceived value to
the buyer. Find their opportunities and show how your company combined with theirs can help capture them.
Show how your assets will give them an advantage over their competitors. Show how your combined assets can
eliminate some of their problems or weaknesses.
You want to determine if there is a cultural and a philosophical fit. Is there trust? Do you feel comfortable? Do
they "get it" in terms of recognizing your company's strategic value or are they just trying to buy your company
at some rule of thumb financial multiple?
Often a company acquisition is comprised of cash at close and some form of deferred transaction value like an
earn out. If your deal was structured like this, do you have confidence that you would reach your maximum in
future payments? Have they been able to articulate their growth plan after they acquire you?
As you can see, the buyer visit should not be looked at as simply a show and tell corporate visit. It should be
viewed as an opportunity for the seller to gather valuable information that will help him answer three questions:
1. Is it a fit? 2. How can my company help them grow and better compete? 3. Are they willing and able to pay
me for that?

Business Sellers – Don't Allow the Process to Derail the Deal
Most business owners sell only one business in their lifetime. It is complex, emotional and pressure packed.
Given this backdrop, the odds of a great outcome are, well, not that great.
As Merger and Acquisition advisors, one of our most important functions is to prepare our client for the bumpy
road ahead. The worst outcome is to go through the exhaustive process of marketing the business, corporate
visits, and due diligence, only to have the deal crater in month eight because of some ruffled feathers or
perceived bad faith dealings.
First we try to make the seller understand that as the process unfolds and as the buyer tries to memorialize the
parties' understanding in documents, new elements are added. For example, taking a discussion between buyer
and seller on value may be followed with a "non-binding" letter of intent where for the first time, the structure is
described. The seller may react very negatively if he was thinking of a $7 million wire transfer at closing and
the written document combines $4 million cash at close with a $1 million seller note and an earn out that caps
out at $2 million. If we had not earlier forced the issue or warned our seller that this was a possibility, then
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maybe we deserved to have an unhappy client. Our goal is to turn this from a "he changed the transaction" deal
breaker to a couple of deal points that we negotiate.
Another sticky point if the seller is not prepared is the concept of the net working capital adjustment. This is a
customary deal approach from experienced buyers that is fair. Trying to explain it to the seller for the first time
during the heat of battle can be problematic. In advance we tell our seller that the buyer is going to want a
measuring point based on the latest financials he receives in order to make his offer. If, at that point, the current
assets are $350 K and the current liabilities are $300 K then the company has net working capital of $50 K. If
that level changes then at the post closing true-up, an adjustment will be made to account for the change.
If a seller is not prepared for the pages of reps and warranties that are a standard part of most Definitive
Purchase Agreements, the initial reaction is often, "no way." It is, however, a deal breaker for buyers, especially
if they are public companies. With the new corporate governance scrutiny, these companies are very meticulous
about protecting themselves.
The next potential stumbling block is when the buyer's corporate attorney gets involved to make sure that the
mother ship is protected. It happened at the 11th hour and the way it was handled by the buyer almost blew up
the deal. We had settled on the terms and conditions of the transaction and had worked out a 12-month
consulting contract with the founder of the selling company. The senior management of the buyer detailed the
duties and responsibilities in a "consulting agreement." When their corporate attorney received this document,
he said that it is not a consulting agreement, but an employment agreement. Our client did not want to go from
being a CEO to now being a VP. It was a drop in prestige for her and did not fit the image she had created for
herself post acquisition. We had to talk her off the ledge and had to convince her that this should not be a deal
breaker. We had to remind her that this buyer was the best fit for her company and she had the best opportunity
of maximizing her earn out portion of the transaction with this buyer.
We convinced her to sleep on it. We also enlisted the support of her CFO, husband and dear friend (all the same
person). We were able to enlist his calm logical thought process and convince his wife that this was a relatively
small impact, all things considered. She agreed.
Wait, you thought this was settled. Not so fast. Enter the Business Development/ Merger and Acquisition person
from the buyer (BD). He attempts to push the deal through without adding employee benefits to the
employment agreement because those benefits were not figured into his original financial analysis. He got very
protective of his turf and made this counter proposal without consulting his President and EVP. Our client went
ballistic. We literally had to walk her out of the conference room and cancelled the closing meeting until the
next day.
We had already done two end runs around BD and we were worried that if we did a third we may cause doubt
about the post acquisition behavior of our client in the eyes of the buyer president, or worse, cause BD to blow
the deal up because we bruised his ego.
Well, we got lucky. The next day, before our meeting was due to begin, we ran into an individual doing a walk
through at our client's offices. We introduced ourselves and asked her who she was. She replied that she was the
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head of HR for the buying company. We asked her if they typically had two classes of employees, one with
benefits and one without. She looked at us incredulously and asked us what we were talking about. We
explained and she said she would have it cleared up by the end of the day. She also gave our client her card and
scheduled a call with her so she could implement the full package of employee benefits. Fast forward – BD has
been moved out of the M&A position.
We had spent a tremendous amount of our client's time, the buying executives' time and our time and everyone
involved knew that this was a good and fair transaction. With all of the pressure, emotion, and egos involved,
sometimes even good deals do not get completed. You need experienced advisors that operates in the role of
"shepherd of the deal" to guide the transaction through closing.

Selling A Business - The Eleventh Hour Contract Change
The next line could be, "Will it Derail Your Sale?" We have seen it go both ways, unfortunately. If a deal does
blow up, everybody looses. The seller has spent six months of divided focus and many of the normal business
development activities have been put on the back burner. His or her business will simply not be as strong if the
business sale process is not completed.
Normally a buyer that has made it to this point is the one that recognizes the most strategic value and has
indicated their willingness to pay for that value. The second, third, and fourth place buyers, if they even have
been uncovered, are generally far short of the winning bidder. We have had some very specialized companies
that were great fits for only one buyer and the next best bid was less than 50% of the leader's offer. That is not a
very attractive backup plan, should the best buyer go away.
The buyer is also damaged by an eleventh hour deal blow up. They have devoted senior level people to
analyzing, negotiating, preparing for the integration of the two companies, etc. It often involves several hundred
thousand dollars of opportunity costs. If the target company was the answer to a gap in the buyer's product set,
they will no longer be able to recognize the anticipated benefits unless they now build it themselves or go
acquire the next best target company. Both of these approaches are expensive and time consuming.
Let's get back to the root of the problem. What would cause a buyer to make an eleventh hour change? Our
experience has shown that in 80% or more of the cases, it has been the buyer's corporate counsel or outside
counsel. They have discovered a deal component that when memorialized in a definitive purchase agreement is
either not legal or violates the corporate "risk versus reward covenant."
This is where it gets emotional. It is done "after we had a deal.' We coach our sellers up front and warn them
that this can happen. The way we position it is that as a simple matter of logistics, the buyer's legal team has
very limited detailed involvement prior to crafting the definitive purchase agreement. In the heat of
negotiations, however, the M&A guys have often agreed to something that will not pass the protectors of the
mother ship (corporate counsel). When the particular deal term moves the Risk/Reward needle into the red
zone, the corporate counsel over rules the M&A guys. An example of this would be an earn out that was open
ended and not capped - simply unacceptable on Wall Street.
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Another manifestation of the eleventh hour change is the buyer's business development team is tasked with
bring the deal along to a point with final approval reserved for the president or the board. Sometimes the M&A
team simply commits to something that gets rejected in the final approval process. Unfortunately, sometimes
this is real and sometimes it is a popular negotiating ploy called deferring to the higher authority. It can be very
tricky determining which is real and which is negotiating.
O.K. So we have established that more often than not, the seller will encounter the dreaded eleventh hour deal
change. How should he or she respond?
First Rule - be prepared and know that it is part of the normal process. Do not put it into the category of this is
the evil empire looking to beat up the little guy.
Second Rule - Do not destroy your personal good will with the buyer. Often times, the owner has huge value to
the buyer in terms of post acquisition product integration and education on their market. If this last minute deal
change turns you into Mr. Hyde at the negotiating table, the buyer's Risk/Reward needle could be moved into
the red zone. If they view you as someone that could damage company morale or who will be high maintenance
or worse, will be litigious, they will walk away from the deal at this point.
Rule Three - If you feel you are about to explode in front of the buyers, ask for a 15 minute break, go into
another room and unload on your advisors. Get it out of your system, calm down, and go back into problem
solving mode.
Rule Four - Let your advisors do your bidding. Recognize that this is an emotionally charged area for you and it
is essential for you to preserve your relationship with your future employer. Let your M&A advisor or your
attorney be the bull dog, not you.
Rule Five - Respond in kind at the appropriate economic level. Do not look for a pound of flesh to compensate
you for your sense of moral indignation. In corporate America it's not going to happen. Work with your advisors
to identify the extent of the economic value you have lost due to the change. Ask for concessions in return that
match the economics of the buyer's change.
Rule Six - Keep your eye on the prize. In this very emotional time, you must prepare yourself to be an economic
being. If your next best buyer is $2 million below your current buyer's offer, do not put the deal in jeopardy by
violating Rules One through Five for a change with maximum impact of $20,000. Put your ego on the shelf,
step back, keep your moral indignation in check and preserve your good will. Remain fluid and creative while
allowing your advisors to take on the role of the bad guy. Get your deal signed, enjoy your new substantial bank
balance, and prosper as a prized member of your new company.

Understanding the Letter of Intent
(LOI) in the Sale of a Business
The letter of intent is an essential step in facilitating the sale of a business. The purpose is to establish the
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economic framework for buyer and business seller to move to the due diligence phase. It basically says that
with all the available information I have thus far seen and if that all stands the scrutiny of due diligence, I am
willing to buy your business for X dollars under Y payment terms. It is however, non- binding pending the
execution of mutually acceptable purchase agreements.
If I am a seller, I am going to insist that I have this letter establishing the economics of the deal before I agree to
allow my company to be turned inside out with buyer staff and advisors. If, as the seller, I want $5 million and
the LOI specifies $4.5 million, I am going to attempt to negotiate up before I counter sign this letter. If I am
still short on price and terms, I continue to sell the company to other interested buyers.
If I am the buyer, I want the seller to commit to my economic parameters before I spend thousands going
through due diligence. The other important element of the LOI from the buyer’s perspective is exclusivity. The
buyer will lock up this company for a period of from 30 days to 90 days to complete their due diligence and
execute mutually agreeable definitive purchase agreements. That means that in return for the time, effort and
expense of due diligence, the seller and his business broker or merger and acquisition advisor are not allowed to
actively market the business to other interested parties.
If you are the seller and you get your LOI, don’t celebrate yet. Make sure the financials that the buyer is
analyzing to come up with his offer are professionally done using GAAP. Normally a measuring point is
established in the LOI with those financials for net working capital. There will be an adjustment made to the
transaction value (post closing adjustments) depending on the new net working capital balance post close.
If the buyer is looking at sales forecasts prior to submitting his LOI, make sure they are conservative and
accurate. If you have some major sales losses or the pipeline moves to the right (they always do) some buyers
may attempt to call that a material adverse change and look for an adjustment in purchase price.
Finally, the LOI is normally a three to seven page document without a lot of legal boilerplate. The purchase
agreements that follow will take care of that. So expect 30 pages or more. Focus your efforts on the economic
parameters and conserve your legal budget. You will need your attorney most for his help with the purchase
agreements.

Seller Earn Outs in Business Sales –
A Deal Maker's View
Contrary to what many sellers believe, an earn out component to a business sale is not necessarily a bad thing.
As a business broker firm, we see the incidents of bad buyer behavior, but if properly used an earn out can be an
excellent tool to maximize seller proceeds. First rule of earn outs – if you do not trust the buyer, there is not
enough contractual language available to protect you. I will go one further. If you do not trust the buyer, do not
do any kind of deal with him.
If you are negotiating the sale of your business, you want an earn out to be structured so that if the guy you
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negotiated with and was the deal champion gets “hit by a truck’ his replacement can not interpret the agreement
to your detriment. If you can, you want to have your earn out based on top line sales as opposed to division
profits, for example. It is amazing how an overhead allocation from corporate can wipe out your division’s
earnings.
So once you have your earn out based on top line revenue are you safe? What if your company’s product were
added to the acquirer’s suite or products? What if your product were used as a loss leader to help sell the other
products? Just like that, your earn out revenue disappears. The way to protect yourself is to establish a
minimum sales price for your product for purposes of your earn out calculation. You don’t want to try to dictate
pricing to the new owner. You simply want to be given fair credit for the revenues that would have resulted had
your product sold at historical levels.
In spite of the risks, however, there are many reasons a seller would want to employ an earn out to maximize his
business valuation. Here are a few:
1. The seller has several big deals in the sales pipeline and wants to get paid for them. The buyer is going
to heavily discount those forecasted deals if he is backed into an all cash at close structure. If the seller is
willing to share the risk for those deals closing with an earn out component tied to the deals, the buyer
will be much more generous. If the deals don’t close, it costs the buyer nothing. If they do close, he is
happy to write you the earn out check.
2. The seller anticipates that product sales will explode once the buying company integrates it with their
distribution network. If the seller does not have strong sales or profits, but has a great product, it will be
difficult to get the optimal selling price using historical sales and profit figures. Rather than take a low
price based on those numbers, it may be better to bet on future performance and base a major component
of transaction value on sales generated by the much larger company. Receiving 20% of a 10 times
greater sales number as an earn out is a big win for the seller.
3. An earn out can help bridge the value gap between buyer and seller and be the needed catalyst to getting
the deal completed.



The use of an earn out can be appropriate as a way for a seller to maximize his sales proceeds in the right
circumstances. Just remember that the buyer champion that has established a relationship with you and is
compelled to honor the intent of the earn out agreement will most likely be transferred or promoted before your
earn out term is completed. You now are in the position of having this agreement interpreted by a person who
has no connection or loyalty or knowledge of the intent or the agreement. His mode will be to interpret the
agreement in a way to “minimize the expense of the future payment.” Just make sure that interpretation cannot
destroy the economics of the deal you originally negotiated.
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Achieving Strategic Value in the Sale
of an Information Technology Company
One of the most challenging aspects of selling an information technology company is coming up with a
business valuation. Sometimes the valuations provided by the market (translation – a completed transaction)
defy all logic. In other industry segments there are some pretty handy rules of thumb for valuation metrics. In
one industry it may be 1 X Revenue, in another it could be 7.5 X EBITDA.
Since it is critical to our business to help our information technology clients maximize their business selling
price, I have given this considerable thought. Why are some of these software company valuations so high? It is
because of the profitability leverage of technology. A simple example is what is Microsoft’s incremental cost to
produce the next copy of Office Professional? It is probably $1.20 for three CD’s and 80 cents for packaging.
Let’s say the license cost is $400. The gross margin is north of 99%. That does not happen in manufacturing or
services or retail or most other industries.
One problem in selling a small technology company is that they do not have any of the brand name,
distribution, or standards leverage that the big companies possess. So, on their own, they cannot create this
profitability leverage. The acquiring company, however, does not want to compensate the small seller for the
post acquisition results that are directly attributable to the buyer’s market presence. This is what we refer to as
the valuation gap.
What we attempt to do is to help the buyer justify paying a much higher price than a pre-acquisition financial
valuation of the target company. In other words, we want to get strategic value for our seller. Below are the
factors that we use in our analysis:
2. Cost for the buyer to write the code internally – Many years ago, Barry Boehm, in his book, Software
Engineering Economics, developed a constructive cost model for projecting the programming costs for
writing computer code. He called it the COCOMO model. It was quite detailed and complex, but I have
boiled it down and simplified it for our purposes. We have the advantage of estimating the “projects”
retrospectively because we already know the number of lines of code comprising our client’s products.
In general terms he projected that it takes 3.6 person months to write one thousand SLOC (source lines
of code). So if you looked at a senior software engineer at a $70,000 fully loaded compensation package
writing a program with 15,000 SLOC, your calculation is as follows – 15 X 3.6 = 54 person months X
$5,800 per month = $313,200 divided by 15,000 = $20.88/SLOC.
Before you guys with 1,000,000 million lines of code get too excited about your $20.88 million business
value, there are several caveats. Unfortunately the market does not care and will not pay for what it cost
you to develop your product. Secondly, this information is designed to help us understand what it might
cost the buyer to develop it internally so that he starts his own build versus buy analysis. Thirdly, we
have to apply discounts to this analysis if the software is three generations old legacy code, for example.
In that case, it is discounted by 90%. You are no longer a technology sale with high profitability
leverage. They are essentially acquiring your customer base and the valuation will not be that exciting.
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If, however, your application is a brand new application that has legs, start sizing your yacht. Examples
of this might be a click fraud application, Pay Pal, or Internet Telephony. The second high value
platform would be where your software technology “leap frogs” a popular legacy application. An
example of this is when we sold a company that had completely rewritten their legacy distribution
management platform for a new vertical market in Microsoft .Net. They leap frogged the dominant
player in that space that was supporting multiple green screen solutions. Our client became a compelling
strategic acquisition. Fast forward one year and I hear the acquirer is selling one of these $100,000
systems per week. Now that’s leverage!
3. Most acquirers could write the code themselves, but we suggest they analyze the cost of their time to
market delay. Believe me, with first mover advantage from a competitor or, worse, customer defections,
there is a very real cost of not having your product today. We were able to convince one buyer that they
would be able to justify our seller’s entire purchase price based on the number of client defections their
acquisition would prevent. As it turned out, the buyer had a huge install base and through multiple prior
acquisitions was maintaining six disparate software platforms to deliver essentially the same
functionality.
This was very expensive to maintain and they passed those costs on to their disgruntled install base. The
buyer had been promising upgrades for a few years, but nothing was delivered. Customers were
beginning to sign on with their major competitor. Our pitch to the buyer was to make this acquisition,
demonstrate to your client base that you are really providing an upgrade path and give notice of support
withdrawal for 4 or 5 of the other platforms. The acquisition was completed and, even though their
customers that were contemplating leaving did not immediately upgrade, they did not defect either.
Apparently the devil that you know is better than the devil you don’t in the world of information
technology.
4. Another arrow in our valuation driving quiver for our sellers is we restate historical financials using the
pricing power of the brand name acquirer. We had one client that was a small IT company that had
developed a fine piece of software that compared favorably with a large, publicly traded company’s
solution. Our product had the same functionality, ease of use, and open systems platform, but there was
one very important difference. The end-user customer’s perception of risk was far greater with the little
IT company that could be “out of business tomorrow.” We were literally able to double the financial
performance of our client on paper and present a compelling argument to the big company buyer that
those economics would be immediately available to him post acquisition. It certainly was not GAP
Accounting, but it was effective as a tool to drive transaction value.
5. Financials are important so we have to acknowledge this aspect of buyer valuation as well. We generally
like to build in a baseline value (before we start adding the strategic value components) of 2 X
contractually recurring revenue during the current year. So, for example, if the company has monthly
maintenance contracts of $100,000 times 12 months = $1.2 million X 2 = $2.4 million as a baseline
company value component. Another component we add is for any contracts that extend beyond one year.
We take an estimate of the gross margin produced in the firm contract years beyond year one and assign
a 5 X multiple to that and discount it to present value.
Let’s use an example where they had 4 years remaining on a services contract and the last 3 years were
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$200,000 per year in revenue with approximately 50% gross margin. We would take the final tree years
of $100,000 annual gross margin and present value it at a 5% discount rate resulting in $265,616. This
would be added to the earlier 2 X recurring year 1 revenue from above. Again, this financial analysis is
to establish a baseline, before we pile on the strategic value components.
6. We try to assign values for miscellaneous assets that the seller is providing to the buyer. Don’t overlook
the strategic value of Blue Chip Accounts. Those accounts become a platform for the buyer’s entire
product suite being sold post acquisition into an “installed account.” It is far easier to sell add-on
applications and products into an existing account than it is to open up that new account. These strategic
accounts can have huge value to a buyer.
7. Finally, we use a customer acquisition cost model to drive value in the eyes of a potential buyer. Let's
say that your sales person at 100% of Quota earns total salary and commissions of $125,000 and sells 5
net new accounts. That would mean that your base customer acquisition cost per account was $25,000.
Add a
20% company overhead for the 85 accounts, for example, and the company value, using this
methodology would be $2,550,000.
After reading this you may be saying to yourself, come on, this is a little far fetched. These components do have
real value, but that value is open to a broad interpretation by the marketplace. We are attempting to assign
metrics to a very subjective set of components. The buyers are smart, and experienced in the M&A process and
quite frankly, they try to deflect these artistic approaches to driving up their financial outlay. The best leverage
point we have is that those buyers know that we are presenting the same analysis to their competitors and they
don’t know which component or components of value that we have presented will resonate with their
competition. In the final analysis, we are just trying to provide the buyers some reasonable explanation for their
board of directors to justify paying 8 X revenues for an acquisition.

An Intelligent Technology Company Acquisition a Case Study
In our M&A practice we strive to align the right buyer with the seller and combine that with the appropriate deal
structure. If we can do that while keeping the deal process flowing in a smooth and positive way, the outcome
can be rewarding for both buyer and seller. PER-SE Technologies, one of the largest healthcare information
technology and business services companies recently completed the acquisition of Flexestaff, a Web based
staffing, scheduling, and shift bidding software company.
PER-SE’s Hospital Resource Management Solutions division provides ANSOS One-Staff, a market-leading
enterprise-wide workforce management solution. That solution is installed in approximately 1100 hospitals.
Flexestaff, on the other hand, was a two-year-old company with a cutting edge, high value solution, and a
limited install base. The founders made one of the most difficult decisions that Entrepreneurs can make – to no
longer go it alone.
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Several factors contributed to this decision. First, the market discovered the value of this solution and several
large players were beginning to focus resources on this space. A race for market share was beginning. Hospitals
are generally risk adverse in their Information Technology decision making – preferring an enterprise giant to
an edgy start-up. That fact had Flexestaff stuck between the early adapters and broad market acceptance. After
some encouraging initial success, the sales cycle began to lengthen.
Integration Risk - Another sales inhibitor was the customer’s desire for this product to integrate with their
existing resource management system. With scarce resources, that became a major hurdle for this young
company. I give the founders a great deal of credit for their objective situational analysis. They made the
difficult, but correct decision to seek a strategic buyer.
Enter PER-SE Technologies. PER-SE was involved in an aggressive systems enhancement effort and their
clients were responding favorably. Prior to this effort, product updates had lagged, inhibiting the sales team’s
activities in prospecting for new accounts. This acquisition sent a clear message to the marketplace – we are
committed to providing the best IT tools available and will go out and acquire those technologies when
necessary. The sales force now has a new exciting product to offer to their installed accounts. They also have
injected new energy into their prospecting efforts.
PER-SE management made a critical decision to buy rather than build. This is an enlightened attitude and in this
case should pay huge dividends. Many large technology companies eliminate this key successful strategy by
invoking the “not invented here” mantra.
PER-SE Senior Management simply viewed the situation analytically rather than emotionally. A key factor that
influenced this decision was the time to market issue. Of course, PER-SE could have developed the product
themselves, but the time to market was estimated to be between 12 and 18 months. That simply was not
acceptable to them given the current surge in the marketplace from their major competitors and a well-funded
venture backed start-up. They weighed the opportunity cost of lost sales and perhaps some customer defections
against the acquisition cost. Conclusion: getting this product to market now was imperative.
A second factor was that the cost to internally develop this offering was viewed to be in the came range as the
cost of the acquisition. The final determining factor for PER-SE was that they wanted the acquisition to be cash
flow accretive. What that means is that PER-SE wanted the cash outflows comprising the transaction value to
be offset by the gross profit margin produced by the new product sales.
Therefore, the deal structure became an important issue. If Flexestaff had insisted on an all cash at close deal,
they would have limited their transaction value. By agreeing to a structure where a portion of the value was in
cash at close and a meaningful portion was a generous earn out tied to future revenues, we dramatically
improved the effective selling price. There is certainly risk associated with this approach for the seller, but the
buyer was willing to compensate them for this risk. This allowed the buyer to meet their accretive acquisition
requirement.
Let’s project how the seller will fare. Over the next several years he will have one of the largest providers of
Healthcare IT selling the product. Now 15 sales reps from the PER-SE division will be representing the product
instead of the 2 sales reps pre-acquisition. Not only will these sales reps be calling on new accounts, but will
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also be calling on 1100 installed accounts using their product that fits beautifully with their acquired new
product. It will be a relatively easy process to get existing customers to add on this new valuable capability.
Because the seller agreed to this risk sharing structure and the elements were favorable for explosive sales
growth, the seller will most likely achieve a transaction value 70-100% above the original guaranteed
transaction value. With a well-written contract, the seller will achieve outstanding total transaction value.

Software Company Business Valuation
What business valuation would you place on a distribution management software company with $1.5 million in
annual revenues and $500,000 in losses? How about a healthcare software ASP with $300 K in revenues that is
breaking even? These companies don’t exactly fit the 5 times EBITDA or the discounted cash flow valuation
models.
That is what makes software or technology based companies so much fun to sell. Arriving at a business value is
done the old fashion way. You identify the universe of likely buyers, prepare your blind profile and NDA, and
contact the president or person in charge of mergers and acquisitions. What you are trying to accomplish is to
identify and articulate the strategic rationale for considering this acquisition.
In the example above, our distribution management software company had adapted their software to a new
vertical market while also introducing it on Microsoft’s .NET platform and upgrading from green screen to GUI
interfaces. They were not getting any traction in the new vertical competing against the two dominant players in
that space. They had, however, created a lot of value in their technology. They were a very good acquisition
candidate for one of the dominant competitors. They had “leap-frogged” this competitor with a more modern
platform. The competitor, through a series of prior acquisitions, was actually supporting six different software
platforms for essentially the same capability. They were contemplating a long and expensive system rewrite.
They needed to consolidate platforms, but did not have an upgrade path for their installed clients. Their clients
were vulnerable to defections.
We approached the president and positioned our client as follows:
1. Purchase our client for a favorable buy versus build outcome.
2. Time to market – We could provide an immediate upgrade path versus eighteen months of development
3. Substantial cost savings – By rationalizing their software platform and reducing the number of supported
systems
4. Immediately end customer defections by announcing an actual upgrade path versus years of promises
5. Prevent a more formidable competitor from getting his hands on this technology and causing them some
real damage
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The good news is it worked and we were able to get our sellers north of $2.5 million. Over a year later it has
proven to be a good deal for both buyer and seller.
The healthcare ASP also turned out to be a strategic fit for a much larger healthcare IT firm. This established
company had previously delivered their software through a traditional licensing approach where their clients
managed their own internal systems. The buyers needed our client’s cutting edge module that completed their
suite of products. They intend to use the ASP model as the springboard to launch their entire product suite on
the ASP model to complement their licensing approach.
Much of this transaction value was in the form of a well structured earn out. Both buyer and seller feel
comfortable that the sales targets will be met and will provide the maximum contractual payment. This will
result in a value for the seller of about $2.5 million. The buyer’s customer base of 1400 hospitals are prime
candidates to upgrade their current software system (the buyer’s product of course) with this new capability.
The seller achieves a 20 times improvement in the sale of their product as part of the large company. The large
company increases revenues and uses a portion of that revenue to complete the purchase price obligation. It was
accretive from day one.
When it comes to software or technology companies and business valuation, beauty is in the eye of the
beholder. If the company can identify the right buyers and if they can be positioned as a strategic fit, traditional
valuation metrics may not apply.

Gentlemen, So How Much Do You
Want for Your Software Company?
I will never forget this scene. We were in the board room of a one billion market cap NYSE traded company
representing our client, a small software company. We thought we were going to meet with the general manager
and his team from the $100 million division that was going to utilize our client’s product. In walks the
Executive Vice President and after some brief introductions he says, “Gentlemen, so how much do you want for
your company?’
I looked over at our clients and watched as the color drained from their faces. They looked back at me as if to
say, O.K., Dave, this would be where you step in. Taking the hint, I started down the path of suggesting that we
wanted to understand the synergies between the two companies. I was quickly taken off my course with the
EVP saying, “I appreciate what you are trying to do, but how much do you want for your business?”
It was almost lunchtime and I knew that they had ordered sandwiches for a working lunch. I requested that we
huddle separately and that we could reconvene after lunch. After they left us, I said to our clients, I know
exactly what is going on here. This guy is trying to quickly determine whether these entrepreneurs are realistic
in their expectations and will be worth continuing discussions or whether they should catch the next plane back
to Chicago.
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This situation was complicated by the fact that we had other interested buyers, but were early in the process and
had no other offers thus far. This buyer was the number one strategic buyer. In other words, they are the
company that can create the most economic value in the three years following the acquisition. That is impacted
by such factors as how close the new product meshes with their existing product suite, how many installed
accounts they have, the number of salesmen, etc. Finally, we were going to be seeking a transaction value that
would not be supported by any traditional valuation models. We were seeking an aggressive strategic value.
We generally like the buyer to offer first, but the EVP was making that very difficult. The worst thing that could
happen to us is that we say we want $5 million and he immediately responds, we’ll take it! It is almost
impossible to negotiate up from there. So our challenge was to come up with a number and deal structure that
did not short change our owners while not scaring off the buyers.
We had done our research and found that our client’s product was a logical add-on to their existing product that
was installed in approximately 1100 accounts. They were getting pressure from a well funded venture backed
company that had a similar product and also had designs of displacing the buyer’s core offering. This new
product category was getting a lot of attention from other major competitors as well.
Emboldened by this information and bolstered with our analysis of factors such as:
Time to Market
Window of Opportunity
Development Cost
Brand Name Pricing Leverage (a big company can charge 25%-50% more for the identical product)
Potential Customer Base Defection
We made our pitch, discussed these points, and presented our value and deal structure request. Then we held our
breath. The EVP, a tough but charismatic New Zealander looked at us and said, “That’s outrageous, but not
bloody outrageous. Let’s talk.” Well we caught the late flight back to Chicago that night with a commitment for
a qualified letter of intent within the next three business days.
We still had a lot of work left, but the groundwork was set for productive negotiations, due diligence and a
completed sale.

Selling Your Technology Company Why Earnouts Make Sense Today
The purpose of this article is to present earnouts to sellers of technology companies as a method to maximize
their transaction proceeds. Sellers have historically viewed earnouts with suspicion as a way for buyers to get
control of their companies cheaply. Earnouts are a variable pricing mechanism designed to tie final sale price to
future performance of the acquired entity and are tied to measurable economic milestones such as revenues,
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gross profit, net income and EBITDA. An intelligently structured earnout not only can facilitate the closing of a
deal, but can be a win for both buyer and seller. Below are ten reasons earnouts should be considered as part of
your selling transaction structure.
●

●

●

●

●

●

●

Buyers acquisition multiples are at pre 1992 levels. Strategic corporate buyers, private equity groups,
and venture capital firms got burned on valuations. Between 1995 and 2001 the premiums paid by
corporate buyers in 61% of transactions were greater than the economic gains. In other words, the buyer
suffered from dilution. During 2002 multiples paid by financial buyers were almost equal to strategic
buyers multiples. This is not a favorable pricing environment for tech companies looking for strategic
pricing.
Based on the bubble, there is a great deal of investor skepticism. They no longer take for granted
integration synergies and are weary about cultural clashes, unexpected costs, logistical problems and
when their investment becomes accretive. If the seller is willing to take on some of that risk in the form
of an earnout based on integrated performance, he will be offered a more attractive package (only if
realistic targets are set and met).
Many tech companies are struggling and valuing them based on income will produce some pretty
unspectacular results. A buyer will be far more willing to look at an acquisition candidate using strategic
multiples if the seller is willing to take on a portion of the post closing performance risk. The key
stakeholders of the seller have an incentive to stay on to make their earnout come to fruition, a situation
all buyers desire.
An old business professor once asked, “What would you rather have, all of a grape or part of a
watermelon?” The spirit of the entrepreneur causes many tech company owners to go it alone. The
odds are against them achieving critical mass with current resources. They could grow organically and
become a grape or they could integrate with a strategic acquirer and achieve their current distribution
times 100 or 1000. Six % of this new revenue stream will far surpass 100% of the old one.
How many of you have heard of the thrill of victory and the agony of defeat of stock purchases at
dizzying multiples? It went something like this – Public Company A with a stock price of $50 per share
buys Private Company B for a 15 x EBITDA multiple in an all stock deal with a one-year restriction on
sale of the stock. Lets say that the resultant sales proceeds were 160,000 shares totaling $8 million in
value. Company A’s stock goes on a steady decline and by the time you can sell, the price is $2.50. Now
the effective sale price of your company becomes $400,000. Your 15 x EBITDA multiple evaporated to
a multiple of less than one. Compare that result to $5 million cash at close and an earnout that totals $5
million over the next 3 years if revenue targets for your division are met. Your minimum guaranteed
multiple is 9.38 x with an upside of 18.75x.
Strategic corporate buyers are reluctant to use their devalued stock as the currency of choice for
acquisitions. Their preferred currency is cash. By agreeing to an earnout, you give the buyer’s cash
more velocity (ability to make more acquisitions with their cash) and therefore become a more attractive
candidate with the ability to ask for greater compensation in the future.
The market is starting to turn positive which reawakens sellers’ dreams of bubble type multiples. The
buyers are looking back to the historical norm or pre-bubble pricing. The seller believes that this market
deserves a premium and the buyers have raised their standards thus hindering negotiations. An earnout
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is a way to break this impasse. The seller moves the total selling price up. The buyer stays within their
guidelines while potentially paying for the earnout premium with dollars that are the result of additional
earnings from the new acquisition.
The improving market provides both the seller and the buyer growth leverage. When negotiating the
earnout component, buyers will be very generous in future compensation if the acquired company
exceeds their projections. Projections that look very aggressive for the seller with their pre-merger
resources, suddenly become quite attainable as part of a new company entering a period of growth. An
example might look like this: Oracle acquires a small software Company B that has developed Oracle
conversion and integration software tools. Last year Company B had sales of $8 million and EBITDA
of $1 million. Company B had grown by 20% per year. The purchase transaction was structured to
provide Company B $8 million of Oracle stock and $2 million cash at close plus an earnout that would
pay Company B a % of $1 million a year for the next 3 years based on their achieving a 30% compound
growth rate in sales. If Company B hit sales of $10.4, $13.52, and $17.58 million respectively for the
next 3 years, they would collect another $3 million in transaction value. The seller now expands his
client base from 200 to 100,000 installed accounts and his sales force from 4 to 5,000. Those targets
should be very easy to hit. If these targets are met, the buyer easily finances the earnout with extra
profit.
The window of opportunity in the technology area opens and closes very quickly. An earnout structure
can allow both the buyer and seller to benefit. If the smaller company has developed a winning
technology, they usually have a short period of time to establish a lead in the market. If they are
addressing a compelling technology gap, the odds are that companies both large and small are
developing their own solution simultaneously. The seller wants to develop the potential of the product
and achieve sales numbers to drive up the company’s selling price. They do not have the distribution
channels, the resources, or time to compete with a larger company with a similar solution looking to
establish the industry standard. A larger acquiring company recognizes this first mover advantage and is
willing to pay a buy versus build premium to reduce their time to market. The seller wants a large
premium while the buyer is not willing to pay full value for projections with stock and cash at close. The
solution: an earnout for the seller that handsomely rewards him for meeting those projections. He gets
the resources and distribution capability of the buyer so the product can reach standard setting critical
mass before another large company can knock it off. The buyer gets to market quicker and achieves first
mover advantage while incurring only a portion of the risk of new product development and
introduction.
You never can forget about taxes. Earnouts provide a vehicle to defer and reduce the seller’s tax
liability. Be sure to discuss your potential deal structure and tax consequences with your advisors before
final negotiations begin. A properly structured earnout could save you significant tax dollars.

Smaller technology companies have many characteristics that make them good candidates for earnouts in sale
transactions: 1. High growth rates, 2. Earnings not supportive of maximum valuations, 3. Limited window of
opportunity to achieve meaningful market penetration, 4. Buyers less willing to pay for future potential entirely
at the sale closing and 5. A valuation expectation far greater than those supported by the buyers. It really comes
down to how confident the seller is in the performance of his company in the post sale environment. If the
earnout targets are reasonably attainable and the earnout compensates him for the at risk portion of transaction
value, a seller can significantly improve the likelihood of a sale closing and the transaction value.
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Not Invented Here is Not an Option for
Healthcare Information Technology Companies
As an M & A advisor, we regularly dialogue with the top executives in the industry. We have to chuckle when
we reach a decision maker with a large HIT company and he says, “We have a corporate policy that we do not
buy companies.” Does this guy read the industry publications? Did he miss the latest HIMSS Conference?
Things on the prime area of the floor of the Convention Center were pretty much the same – the usual suspects.
The convention, however, had grown to requiring even more space than last year with many new entrants
occupying the less prime space.
That was fun. What energy. It kind of reminded me of the old dot com days. Lots of money, talent, ideas, hope,
energy, and potential successful businesses. This is the innovation environment in HIT and any large company
that feels it can keep pace with this force through internal development efforts alone is headed down the path of
extinction.
Almost everyone will agree that information technology will be a primary driver of controlling costs in the
healthcare industry. There is, however, a huge paradox in this market. The institutional buyers of that
technology are relatively conservative late adapters. This prevents the expected innovation and commercial
success that should naturally follow the resources and passion of these HIMSS innovators.
These entrepreneurs respond to a market need and achieve encouraging initial success from the early adopters.
They soon hit the wall and are not able to “cross the chasm” from a small group of early adaptors to general
market acceptance from the conservative majority. There is little economic value created when good
technology is in the control or a failing company and the technology never reaches broad acceptance.
Most of the blockbuster new products are the result of an entrepreneurial effort from an early stage company
bootstrapping its growth in a very cost conscious lean environment. Think of some of the new developments
from PACS companies. The big companies, with all their seeming advantages have a very high internal cost
structure for new product introductions and the losses resulting from those failures are substantial. Don’t get me
wrong, there were hundreds of failures from the start-ups as well. However, the failure for the edgy little startup resulted in losses in the $1 - $5 million range. The same result from an industry giant was often in the $100
million to $250 million range.
For every IDX or eMerge there are literally hundreds of companies that either flame out or never reach a critical
mass beyond a loyal early adapter market. It seems like the mentality of these smaller business owners is, using
the example of the popular TV show, Deal or No Deal, to hold out for the $1 million briefcase. What about that
logical contestant that objectively weighs the facts and the odds and cashes out for $280,000?
As we contemplated the dynamics of this market, we were drawn to a merger and acquisition model that is used
in the networking technology market by Cisco Systems. We believe that model could also be applied to great
advantage in the Healthcare Information Technology industry. The giant networking company, is a serial
acquirer of companies. They do a tremendous amount of R&D and organic product development. They
recognize, however, that they cannot possibly capture all the new developments in this rapidly changing field
through internal development alone. Cisco seeks out investments in promising, small, technology companies
and this approach has been a key element in their market dominance. They bring what we refer to as smart
Dave Kauppi ~ 630-325-0123 ~ Email: davekauppi@midmarkcap.com ~ Web: http://www.midmarkcap.com

Technology Company Sales are Unique
money to the high tech entrepreneur. They purchase a minority stake in the early stage company with a call
option on acquiring the remainder at a later date with an agreed-upon valuation multiple. This structure is a
brilliantly elegant method to dramatically enhance the risk reward profile of new product introduction. Here is
why:
For the Entrepreneur:
1. The involvement of Large HIT Investor – resources, market presence, brand, distribution capability is a
self fulfilling prophecy to your product’s success. The halo of the big secure company helps you cross
the chasm to the conservative majority institutional customer.
2. For the same level of dilution that an entrepreneur would get from a VC, angel investor or private equity
group, the entrepreneur gets the performance leverage of “smart money.” See #1.
3. The entrepreneur gets to grow his business with Large HIT Investor’s support at a far more rapid pace
than he could alone. He is more likely to establish the critical mass needed for market leadership within
his industry’s brief window of opportunity.
4. He gets an exit strategy with an established valuation metric while the buyer/investor helps him make
his exit much more lucrative.
5. As an old Wharton professor used to ask, “What would you rather have, all of a grape or part of a
watermelon?” That sums it up pretty well. The involvement of Large HIT Investor gives the product a
much better probability of growing significantly. The entrepreneur will own a meaningful portion of a
far bigger asset.
For the Large HIT Investor:
3. Create access to a large funnel of developing technology and products.
4. Creates a very nimble, market sensitive, product development or R&D arm.
5. Minor resource allocation to the autonomous operator during his “skunk works” market proving
development stage.
6. Diversify their product development portfolio – because this approach provides for a relatively small
investment in a greater number of opportunities fueled by the entrepreneurial spirit, they greatly improve
the probability of creating a winner.
7. By investing early and getting an equity position in a small company and favorable valuation metrics on
the call option, they pay a fraction of the market price to what they would have to pay if they acquired
the company once the product had proven successful.
MidMarket Capital has created a Healthcare M & A practice that combines 20 years of industry experience with
the investment banking experience to structure these successful transactions. We can either represent the small
entrepreneurial firm looking for the “smart money” investment with the appropriate growth partner or the large
industry player looking to enhance their new product strategy with this creative approach. This model has
successfully served the technology industry through periods of outstanding growth and market value creation.
Many of the same dynamics are present in the Healthcare Information Technology industry and these same
transaction structures can be similarly employed to create value.
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Go on a Revenue Hunt
Before you Sell your Information Technology Company
This article discusses some actions the owners should take in anticipation of selling their software or IT
Services business. Many of these actions would be implemented by the acquirer post acquisition. If, you
implement them prior to the sale, the buyers will reflect that in an enhanced purchase price. If the buyer
implements them post acquisition, they certainly will not pay you for the improvements.
Review all long-term maintenance contracts and implement price increases that are covered by your annual
increase limits. Send your sales team out to all accounts that are not on your latest version. Bring those accounts
current with the appropriate license and maintenance level increase.
Identify all accounts that use your software, but are not currently covered by an annual maintenance contract,
but by a T&M contract. Offer them a one-time fee to get the latest software version if they agree to execute an
annual maintenance agreement.
Do you have any Add-on modules that your customers base has been slow to adopt. Offer a 2 year price freeze
on their currently installed software if they buy the add-on module and sign a maintenance agreement. The
principal theme of these actions is to increase your company’s level of contractually recurring revenue. That is
your most important financial driver of the value of your company.
Tie these actions directly to your sales team’s commission plan. The commission plan should tell your sales reps
exactly what you value. A higher commission rate should be applied to recurring revenue contracts. If you have
poor performers, immediately put them on notice. You may tie their future employment to meeting some short
term goals in these strategic areas. If they continue to under perform, let them go. A buyer that is looking at your
business will rightfully question your management capability when the find in due diligence that you have
allowed a poor performer to drain profits from your company.
If you are concerned that firing the sales rep would be disruptive to your customer base, offer to allow him to
stay on a commission only plan. Remove his fixed salary portion and replace that with a higher commission rate
that would equal his previous expected compensation level at 100% of quota. Let’s think of it this way. If a
salesman’s lack of performance is costing you $50,000 in EBITDA and your company will sell at a 7 X
multiple, this laggard will cost you $350,000 in transaction value.
Your key short-term strategy in maximizing your company’s value in the marketplace is to increase the level of
contractually recurring revenue. As an acquiring company looks at you as a potential acquisition target they
place a value of, for example, 1 X on projected new sales supported by historical performance. They will place
a value of 2 X on the revenue that is covered by contracts they acquire with the purchase of your information
technology company.
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An Alternative to Venture Capital
for the Technology Entrepreneur
If you are an entrepreneur with a small technology based company looking to take it to the next level, this
article should be of particular interest to you. Your natural inclination may be to seek venture capital or private
equity to fund your growth. According to Jim Casparie, founder and CEO of the Venture Alliance, the odds of
getting Venture funding remain below 3%. Given those odds, the six to nine month process, the heavy, often
punishing valuations, the expense of the process, this might not be the best path for you to take. We have
created a hybrid M&A model designed to bring the appropriate capital resources to you entrepreneurs. It allows
the entrepreneur to bring in smart money and to maintain control. We have taken the experiences of several
technology entrepreneurs and combined that with our traditional investment banker Merger and Acquisition
approach and crafted a model that both large industry players and the high tech business owners are embracing.
Our experiences in the technology space led us to the conclusion that new product introductions were most
efficiently and cost effectively the purview of the smaller, nimble, low overhead companies and not the
technology giants. Most of the recent blockbuster products have been the result of an entrepreneurial effort from
an early stage company bootstrapping its growth in a very cost conscious lean environment. The big companies,
with all their seeming advantages experienced a high failure rate in new product introductions and the losses
resulting from this art of capturing the next hot technology were substantial. Don’t get us wrong. There were
hundreds of failures from the start-ups as well. However, the failure for the edgy little start-up resulted in losses
in the $1 - $5 million range. The same result from an industry giant was often in the $100 million to $250
million range.
For every Google, Ebay, or Salesforce.com, there are literally hundreds of companies that either flame out or
never reach a critical mass beyond a loyal early adapter market. It seems like the mentality of these smaller
business owners is, using the example of the popular TV show, Deal or No Deal, to hold out for the $1 million
briefcase. What about that logical contestant that objectively weighs the facts and the odds and cashes out for
$280,000?
As we discussed the dynamics of this market, we were drawn to a merger and acquisition model commonly
used by technology bell weather, Cisco Systems, that we felt could also be applied to a broad cross section of
companies in the high tech niche. Cisco Systems is a serial acquirer of companies. They do a tremendous
amount of R&D and organic product development. They recognize, however, that they cannot possibly capture
all the new developments in this rapidly changing field through internal development alone.
Cisco seeks out investments in promising, small, technology companies and this approach has been a key
element in their market dominance. They bring what we refer to as smart money to the high tech entrepreneur.
They purchase a minority stake in the early stage company with a call option on acquiring the remainder at a
later date with an agreed-upon valuation multiple. This structure is a brilliantly elegant method to dramatically
enhance the risk reward profile of new product introduction. Here is why:
For the Entrepreneur: (Just substitute in your technology industry giant’s name that is in your category for Cisco
below)
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The involvement of Cisco – resources, market presence, brand, distribution capability is a self fulfilling
prophecy to your product’s success.
For the same level of dilution that an entrepreneur would get from a VC, angel investor or private equity
group, the entrepreneur gets the performance leverage of “smart money.” See # first bullet.
The entrepreneur gets to grow his business with Cisco’s support at a far more rapid pace than he could
alone. He is more likely to establish the critical mass needed for market leadership within his industry’s
brief window of opportunity.
He gets an exit strategy with an established valuation metric while the buyer helps him make his exit
much more lucrative.
As an old Wharton professor used to ask, “What would you rather have, all of a grape or part of a
watermelon?” That sums it up pretty well. The involvement of Cisco gives the product a much better
probability of growing significantly. The entrepreneur will own a meaningful portion of a far bigger
asset.

For the Large Company Investor:
●
●
●
●

●

Create access to a large funnel of developing technology and products.
Creates a very nimble, market sensitive, product development or R&D arm.
Minor resource allocation to the autonomous operator during his “skunk works” market proving
development stage.
Diversify their product development portfolio – because this approach provides for a relatively small
investment in a greater number of opportunities fueled by the entrepreneurial spirit, they greatly improve
the probability of creating a winner.
By investing early and getting an equity position in a small company and favorable valuation metrics on
the call option, they pay a fraction of the market price to what they would have to pay if they acquired
the company once the product had proven successful.

Let's use two hypothetical companies to demonstrate this model, Big Green Technologies, and Mobile CRM
Systems. Big Green Technologies utilized this model successfully with their investment in Mobile CRM
Systems. Big Green Technologies acquired a 25% equity stake in Mobile CRM Systems in 1999 for $4 million.
While allowing this entrepreneurial firm to operate autonomously, they backed them with leverage and a modest
level of capital resources. Sales exploded and Big Green Technologies exercised their call option on the
remaining 75% equity in Mobile CRM Systems in 2004 for $224 million. Sales for Mobile CRM Systems were
projected to hit $420 million in 2005.
Given today’s valuation metrics for a company with Mobile CRM Systems' growth rate and profitability, their
market cap is about $1.26 Billion, or 3 times trailing 12 months revenue. Big Green Technologies invested $5
million initially, gave them access to their leverage, and exercised their call option for $224 million. Their
effective acquisition price totaling $229 million represents an 82% discount to Mobile CRM Systems' 2005
market cap.
Big Green Technologies is reaping additional benefits. This acquisition was the catalyst for several additional
investments in the mobile computing and content end of the tech industry. These acquisitions have transformed
Big Green Technologies from a low growth legacy provider into a Wall Street standout with a growing stable of
high margin, high growth brands.
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Big Green Technologies' profits have tripled in four years and the stock price has doubled since 2000, far
outpacing the tech industry average. This success has triggered the aggressive introduction of new products and
new markets. Not bad for a $5 million bet on a new product in 1999. Wait, let’s not forget about our
entrepreneur. His total proceeds of $229 million are a fantastic 5- year result for a little company with 1999
sales of under $20 million.
MidMarket Capital has borrowed this model combining the Cisco hybrid acquisition experience with our
investment banking experience to offer this unique Investment Banking service. MMC can either represent the
small entrepreneurial firm looking for the “smart money” investment with the appropriate growth partner or the
large industry player looking to enhance their new product strategy with this creative approach. This model has
successfully served the technology industry through periods of outstanding growth and market value creation.
Many of the same dynamics are present today in the high tech industry and these same transaction structures
can be similarly employed to create value.
Kauppi – M&A Column, Summer 2007

The Hybrid M&A Deal
As Dean Foods demonstrates, this is a
compelling model for obtaining new technology
and products with minimal capital risk.
No risk, no reward is one of the oldest adages in business. This formulation of strategic risk was first expressed
in written form by the Greek scholar Herodotus in 450 B.C.
In the realm of corporate mergers and acquisitions, the challenge for many companies is to obtain a
highly desirable product or technology while risking as little capital as possible.
While growth through M&A continues to be a highly popular strategy — in 2006 there was a record
$3.6 trillion in M&A activity, according to Thompson Financial — many CEOs and CFOs remain wary about
making deals. In a recent survey of large corporation executives by Accenture, 45 percent reported their most
recent M&A deal had failed to deliver all of the expected results.
One solution to traditional outright purchases is the hybrid M&A model. It is becoming increasingly
popular.
In a hybrid M&A deal, a large public corporation takes a stake (typically 10 percent to 50 percent) in a
smaller company (public or private). Generally, this equity infusion comes with a call option, a right to purchase
the entire company at a later date at contracted valuation metrics.
The hybrid model has been successfully implemented by Cisco Systems, which began using it more than
a decade ago. Between 1993 and 2007, Cisco made 119 acquisitions, many of them in start-ups or small
companies with limited track records.
There are three key benefits for the equity parent in the hybrid model:
• Diversified investments minimize overall risk.
• Access to new technologies and products is obtained at minimal cost.
• Managed resources are not dissipated.
For example, a corporation willing to spend $250 million could invest it in an outright purchase of one
established company or take a dozen $5 million to $25 million stakes in start-up companies.
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In the consumer products sector, we can look to Dean Foods, the leading U.S. provider of fluid milk and
dairy products, for an example of a very successful hybrid acquisition.
Supermarket shoppers know Dean Foods through its many local brands, including Borden, Pet, Country
Fresh, Meadow Gold and Horizon organic.
One of Dean’s most successful acquisitions was White Wave, an organic foods company. It was founded in
1976 by Steve Demos, an organic foods pioneer. He introduced Silk soy milk in 1996, just as the organic foods
boom was beginning. In 1999, Dean Foods purchased a 25 percent stake for $5 million. Helped by Dean's
"smart money," product sales soared to more than $250 million in 2004, when Dean purchased the remaining 75
percent of White Wave for $224 million.
Dean, acting in the Cisco tradition, left entrepreneur Demos and his management team in place and let the
company operate with great autonomy. The result was a win-win outcome. By 2005, Dean Foods had more than
$10.8 billion in revenue and was bigger than Kellogg and H.J. Heinz.
With successes like this, it may seem surprising we don’t see more hybrid deals. The reality is the hybrid
concept faces points of resistance on both the seller and buyer side. These include entrepreneurs who are
attracted by the glamour of venture capital, and CEOs and CFOs in large corporations who continue to equate
ownership with control.
Obtaining an investment from a venture capital firm has great allure to entrepreneurs. Many first-time
entrepreneurs believe that getting VC money signifies they have made it to the “big leagues.” What they often
overlook are the long odds.
According to Jim Casparie, founder and CEO of the Venture Alliance, the odds of a first-time entrepreneur
obtaining venture funding are less than 3 percent. He reports that in 2005, out of 125,000 interested parties
making pitches to VC firms, just 2,939 received funding. The average amount worked out to $7.4 million.
When an entrepreneur does catch the eye of a VC firm, he may face punishing valuations, high expenses,
and time-consuming reviews by multiple parties.
On the buyer side, resistance to hybrid mergers comes from the traditional culture found in many
corporations that equates “ownership” with 100 percent control and a centralized, top-down decision-making
process.
However, more and more corporations are coming to understand that in the accelerated world of 21stcentury business competition, it is critical to diversify product development by investing in multiple projects.
They are also seeing the advantage of fostering an entrepreneurial spirit within the larger corporate structure to
improve motivation and boost creative thinking.
A hybrid acquisition can provide a corporation with an efficient vehicle for learning about new products and
technologies. It can also serve as a platform for additional acquisitions.
C-level corporate executives, however, must understand that dealing with entrepreneurs requires a special
mindset. Many founders are fiercely proud of their company and protective of its products, and they want to
maintain a high degree of control.
When both sides understand the benefits of hybrid acquisitions, highly rewarding synergies can take place.
As we see more and more hybrid acquisitions pay off, the concept will no longer seem daring but instead will
become a basic part of many corporate M&A strategies.
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Selling Your Business – Deal Structure and Taxes
The purpose of this chapter is to demonstrate the importance of the tax impact in the sale of your business. As
an M&A intermediary and member of the IBBA, International Business Brokers Association, we recognize our
responsibility to recommend that our clients use attorneys and tax accountants for independent advice on
transactions.
As a general rule, buyers of businesses have already completed several transactions. They have a process and
are surrounded by a team of experienced mergers and acquisitions professionals. Sellers on the other hand, sell a
business only one time. Their “team” consists of their outside counsel who does general business law and their
accountant who does their books and tax filings. It is important to note that the seller’s team may have little or
no experience in a business sale transaction.
Another general rule is that a deal structure that favors a buyer from the tax perspective normally is detrimental
to the seller’s tax situation and vice versa. For example, in allocating the purchase price in an asset sale, the
buyer wants the fastest write-off possible. From a tax standpoint he would want to allocate as much of the
transaction value to a consulting contract for the seller and equipment with a short depreciation period. A
consulting contract is taxed to the seller as earned income, generally the highest possible tax rate. The
difference between the depreciated tax basis of equipment and the amount of the purchase price allocated is
taxed to the seller at the seller’s ordinary income tax rate. This is generally the second highest tax rate (no
FICA due on this vs. earned income). The seller would prefer to have more of the purchase price allocated to
goodwill, personal goodwill, and going concern value. The seller would be taxed at the more favorable
individual capital gains rates for gains in these categories. An individual that was in the 40% income tax
bracket would pay capital gains at a 20% rate. Note: an asset sale of a business will normally put a seller into
the highest income tax bracket.
The buyer’s write-off period for goodwill, personal goodwill, and going concern value is fifteen years. This is
far less desirable than the one or two years of expense “write-off” for a consulting agreement.
Another very important issue for tax purposes is whether the sale is a stock sale or an asset sale. Buyers
generally prefer asset sales and sellers generally prefer stock sales. In an asset sale the buyer gets to take a stepup in basis for machinery and equipment. Let’s say that the seller’s depreciated value for the machinery and
equipment were $600,000. FMV and purchase price allocation were $1.25 million. Under a stock sale the buyer
inherits the historical depreciation structure for write-off. In an asset sale the buyer establishes the $1.25
million (stepped up value) as his basis for depreciation and gets the advantage of bigger write-offs for tax
purposes.
The seller prefers a stock sale because the entire gain is taxed at the more favorable long-term capital gains rate.
For an asset sale a portion of the gains will be taxed at the less favorable income tax rates. In the example
above, the seller’s tax liability for the machinery and equipment gain in an asset sale would be 40% of the
$625,000 gain or $250,000. In a stock sale the tax liability for the same gain associated with the machinery and
equipment is 20% of $625,000, or $125,000.
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The form of the seller’s organization, for example C Corp, S Corp, or LLC are important to consider in a
business sale. In a C Corp vs. an S Corp and LLC, the gains are subject to double taxation. In a C Corp sale the
gain from the sale of assets is taxed at the corporate income tax rate. The remaining proceeds are distributed to
the shareholders and the difference between the liquidation proceeds and the stockholder stock basis are taxed at
the individual’s long-term capital gains rate. The gains have been taxed twice reducing the individual’s after-tax
proceeds. An S Corp or LLC sale results in gains being taxed only once using the tax profile of the individual
stockholder.
Selling your business – tax consideration checklist:
1. Get good tax and legal counsel when you establish the initial form of your business – C Corp, S Corp, or
LLC etc.
2. If you establish a C Corp, retain ownership of all appreciating assets outside of the corporation (land and
buildings, patents, trademarks, franchise rights). Note: in a C Corp sale, there are no long-term capital
gains tax rates only income tax rates. Long-term capital gains can only offset long-term capital losses.
Personal assets sales can have favorable long-term capital gains treatment and you avoid double taxation
for these assets with big gains.
3. Look first at the economics of the sales transaction and secondly at the tax structure.
4. Make sure your professional support team has deal making experience.
5. Before you take your business to the market, work with your professionals to understand your tax
characteristics and how various deal structures will impact the after-tax sale proceeds
6. Before you complete your sales transaction work with a financial planning or tax planning professional
to determine if there are strategies you can employ to defer or eliminate the payment of taxes.
7. Recognize that as a general rule your desire to “cash out” and receive all proceeds from your sale
immediately will increase your tax liability.
8. Get your professionals involved early and keep them involved in analyzing various bids to determine
your best offer.
Again, the purpose of this article was not to offer you tax advice (which I am not qualified to do). It was to
alert you to the huge potential impact that the deal structure and taxes can have on the economics of your sales
transaction and the importance of involving the right legal and tax professionals.

Tax Tips on a C Corp Asset Sale
First, unless you are planning on going public or have hundreds of stockholders do not form a C Corp to begin
with. Use an S Corp or an LLC. If you currently are a C Corp ask your attorney or tax advisor about converting
to an S Corp. If you sell your company within a 10 year period of converting to an S Corp the sale can be taxed
as if you were still a C Corp.
Here is what happens when there is an asset sale of a C Corp. The assets that are sold are compared to their
depreciated basis and the difference is treated as ordinary income to the C Corp. Any good will is a 100% gain
and again is treated as ordinary income. This new found income drives up your corporate tax rate, often to the
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maximum rate of around 34%. You are not done yet. The corporation pays this tax bill and then there is a
distribution of the remaining funds to the shareholders. They are taxed a second time at their long term capital
gains rate.
Compare this to a C Corp stock sale. The stock is sold and there is no tax to the corporation. The distribution is
made to the shareholders and they pay only their long term capital gain on the change in value over their basis.
The difference can be hundreds of thousands of dollars.
Secondly, keep all assets that may appreciate in value outside the C Corp and in an LLC. Your real estate,
patents, intellectual property, etc. should be held in a pass through entity so you avoid the potential high C Corp
corporate tax rate and the double taxation if you do an asset sale.
Let's say that you are a C Corp and the buyer refuses to do a stock sale. If you can get the buyer to move as
much of the transaction value to a covenant not to compete, you will be much better off. That will be taxed to
you personally at the long term capital gains rate and not the corporate tax rate and the gain can be spread out
over the non-compete period.
Another approach you can use is "Personal Good Will". This is where the seller's reputation, expertise, and
relationships are in effect separated from the assets of the company and account for as much of the good will
value as possible from the business. So let's say that the company sells for $8 million dollars and the amount
allocated to the hard assets is $6 million. That leaves $2 million that can be classified as good will. If that good
will is assigned to the C Corp, it will be taxed at the 34% rate and then taxed again when it is distributed to the
shareholders at 15%.
If you can move that amount to personal goodwill for the owner, it is paid directly to him and he gets taxed at
the 15% rate only. The calculation looks like this: If the good will is $2 million and is allocated to the C Corp.
They pay $680,000 in corporate income taxes. The $1,320,000 remaining gets distributed to the shareholders
and an additional 15% tax is paid or $198,000 for a total tax on that $2 million of $878,000. Moving it all to
personal goodwill results in a total tax on that $2 million of $300,000, a savings of $578,000. This approach
was pioneered in a classic IRS case called the Martin Ice Cream Case.
There is a built in bias on the part of buyers with the advice of their attorneys to avoid doing stock sales because
you buy everything including any hidden liabilities. You as the seller want to convince the buyer to do a stock
sale by demonstrating that there are no hidden liabilities. Another argument you can use is that most contracts
are not assignable without the consent of the other party. In an asset sale it could be problematic to get
assignments of a large quantity of contracts. An example is if your company is in a favorable long-term property
lease the landlord will never agree to an assignment of that lease. If you have a long-term contract with a
government entity, a change in ownership can trigger a contract end. In a stock sale these are not issues.
There are many variables in a business sale negotiation. Price, Cash at close, Stock versus Asset Sale, and
allocation of purchase price. The IRS does not allow the buyer's allocation of purchase price to be different than
the seller's. It also must be noted that from a tax standpoint, something favorable for the seller is

Dave Kauppi ~ 630-325-0123 ~ Email: davekauppi@midmarkcap.com ~ Web: http://www.midmarkcap.com

Tax Issues in Business Sale Transactions
correspondingly less favorable for the buyer. An experienced buyer will structure the deal in the most favorable
way for himself. Sellers must get good advisors to help them negotiate to achieve the maximum after tax
proceeds.

Selling Your Business – a Taxing Issue
By Steve Pierson CPA & Dave Kauppi, CBI

The purpose of this article is to demonstrate the significant financial impact informed tax planning could have
on the net proceeds your client receives upon the sale of his business. To illustrate, we will sell a theoretical
company, ABC Aluminum, an aluminum-anodizing firm. Below is a table that highlights some key details
pertinent to the sales transaction:

ABC Aluminum
FY Ending 12/31/04 Revenues
FY Ending 12/31/04 EBITDA
Business Selling Price EBITDA Multiple
Purchase Offer
Shareholder Basis
Original Cost of Factory Building
Current FMV of Factory Building
Current FMV of Equipment
Depreciated Basis of Equipment
Current Value of Intellectual Property

$10 Million
$1.25 Million
5.5 Times
$6.875 Million
$1.3 Million
$500K
$1.5 Million
$800K
$300K
$1 Million

Quick Tips In Establishing Corporate Structure That Favor the Exit Transaction:
4. BUSINESS FORM – In most cases a small company should favor an S Corp or LLC rather than a C Corp.
5. APPRECIATING ASSETS – Keep your appreciating assets like buildings, real estate, etc. in LLC’s owned
personally by the shareholders.
6. Put your INTELLECTUAL PROPERTY into a separate LLC and regularly receive royalty payments or license
fees from the corporation.
Below is a Table that calculates the After Tax Proceeds for the shareholder under various corporate structures, asset
ownership plans and an asset sale versus a stock sale:
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Sale Price of Business
Sale Price Allocation of Factory
Sale of Equipment
Recapture on Equipment
Value of IP
Good Will
Sale Price Less Basis for Corporate Tax
Corporate Tax Due 34%
Gross Shareholder
Shareholder Basis

C Corp
C Corp
C Corp
Owns
w/LLC
w/LLC
All Assets – Assets –
Assets Asset Sale Stock Sale Asset Sale
$6,875,000 $6,875,000 $6,875,000
$1,500,000 Sold By LLC Sold by LLC
Favorable Favorable
Tax Rates** Tax Rates**
$800,000
NA
$800,000
$500,000
NA
$500,000
$1,000,000
**
**
$3,575,000
NA
$3,575,000
$6,075,000
0
$4,075,000
$2,065,500
0
$1,385,500
$4,809,500 $6,875,000 $5,489,500
$1,300,000 $1,300,000 $1,300,000

LT Capital Gain
Capital Gains Tax Income Tax Recapture

$3,509,500
$526,425

$5,575,000
$836,250

$4,189,500
$628,425

After Tax Proceeds (Note D)

$4,283,075

$6,038,750

$4,861,075

S Corp
Owns All
Assets Asset Sale
$6,875,000
$1,500,000
$800,000
$500,000
$1,000,000
$3,575,000
0
0
$6,,875,000
$800,000
(NOTE C)
5,575,000
$836,250
$175,000
$5,863,750

Key Learnings:
1. The seller cannot control whether the buyer offers a stock purchase or an asset purchase, but the seller can control
his corporate structure and ownership of the appreciating assets, resulting in a lower tax bite when the business is
sold.
2. As your client’s tax advisor, review and compare all purchase offers in terms of the owner’s After Tax Proceeds.
Asset sales and Stock Sales are not created equal.
3. An After Tax Proceeds advantage of almost $600K was accomplished for an asset sale of the same company
simply by placing appreciating property and intellectual property into LLC’s.
4. It usually is not too late to plan for a sale by segregating assets into a pass through entity even if not done at the
outset of the business.
As Steven Covey says in his book, Seven Habits of Highly Successful People, “Begin with the end in mind.” This is very
sound advice when applied to advising your clients on the formation and structure of their companies. Think of the
eventual exit and the resulting taxable event and take the steps to minimize your client’s tax payments.
Note A:Sales price of
Less basis: Building
Equipment

$6,875,000
( 500,000)
( 300,000)
$6,075,000

Note B:Sales price allocated to
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Corporate assets
Less: Building
Intellectual property

$6,875,000
1,500,000
1,000,000

Basis of equipment

4,375,000
300,000
$4,075,000

Note C:The shareholder basis has been reduced from $1,300,000 to $800,000 to account for equipment
depreciation pass through to shareholders of $500,000 from the S corporation. Building depreciation is ignored in
our examples.
Note D:After tax proceeds
Gross shareholders
Proceeds
Shareholder tax
Net proceeds

Column 1

Column 2

Column 3

Column 4

4,809,500

6,875,000

5,489,500

( 526,425)
4,283,075

( 836,250)
6,038,750

( 628,425)
4,861,075

6,875,000
( 836,250)
( 175,000)
5,863,750

Steve Pierson is a Partner in the Chicago office of BDO Seidman, LLP, a national accounting and consulting firm. He has over 25 years of
experience as a tax professional in public accounting. Steve has a wide range of experience in estate and succession planning, employee benefits
and international tax planning for medium-sized businesses and has worked extensively in merger and acquisition transactions.
Steve is a member of the American Institute of Certified Public Accountants and its Tax Legislation Committee and Employee Benefits Committees
and BDO’s National Employee Benefits Committee. He is also a member of the Illinois CPA Society, the Iowa Society of Certified Public
Accountants, and serves in many capacities with the Industrial Council of Northwest Chicago and the Profit Sharing Council of America. He has
appeared on local cable network telecasts and has written tax related articles for several nationally published magazines.

Business Sellers –
Beware of the C Corp Asset Sale
We recently completed a Merger and Acquisition engagement to sell our client to a large publicly traded
company. Our client had started her company 25 years ago and had set it up as a C Corp. She never was advised
to change that structure in preparation for a much better tax treatment on the sale of the business.
The buyer had an acquisition policy of only asset sales and no stock sales. The tax implications to our client
were punishing. In a C Corp Asset Sale, there is no such thing as a long-term capital gain for the corporation.
Since our client's basis (a software and consulting firm) was essentially $0, the entire sale amount would have
been treated as ordinary income and would have been taxed at a rate of about 30%. Once taxes are paid by the
corporation and a distribution is made to the stockholders, the stockholders are then taxed at the 15% individual
long-term capital gains rate.
Let's say that the purchase price was $5 million. With an asset sale, the Corporation would first pay 30% of $5
million, or $1.5 million. On the distribution, the shareholders would pay 15% of the $3.5 million distribution or
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$425,000. The total tax paid is a whopping $1,925,000. Net proceeds to the seller are $3,075,000. A stock sale,
on the other hand is far superior for this C Corp. A stock sale is not taxed at the corporate level, so the gain of
$5 million is taxed only once at the shareholders' long term capital gain tax rate of 15%, for a total tax of
$750,000. Net proceeds to the seller are $4,250,000, an improvement of $1,175,000.
We simply had to turn this into a stock sale. Our approach was to use this issue as a negotiating point to bridge
the valuation gap. The seller wanted more and the buyer wanted to pay less. We had pushed the value as far as
could with the buyer, but our client still wanted more. We suggested to the buyer that if they were willing to do
a stock sale we may be able to get our client to accept their current offer.
We argued that since this was a technology and services firm, the risk of any environmental or product liability
was minimal. We proposed that they cover any perceived risks with stringent Reps and Warranties language in
the purchase agreement. Finally, because a significant portion of the transaction value was an earn out, they had
a built in escrow account. It worked! Our client was able to realize an additional $1,175,000 through a stock
sale and we were able to bridge the valuation gap between buyer and seller.

Selling Your Heavy Equipment Company,
A Stock Sale is Preferred
Co-authored by Steve Pierson CPA

As Merger and Acquisition advisors for the Equipment and Construction Industries, our goal is to maximize our
seller clients' after tax proceeds. The first step is to get the best price from the marketplace by presenting the
acquisition opportunity in a competitive bid situation. Having several interested buyers is the most important
factor in achieving the best sales price.
However, the unique nature of the balance sheet of a heavy equipment dealer makes the form of transaction
especially important. First rule of thumb in the sale of your privately held business is to have the corporation set
up as an S Corp, LLC, or Partnership rather than a C Corp. The reason for this is that buyers prefer an asset
purchase versus a stock purchase. If you are structured as a C Corp there is no such thing as long-term capital
gains for tax purposes.
So if you have an asset sale of a C Corp, then your gains are taxed first at the applicable corporate tax rate and
then taxed again as long term capital gains when the proceeds are distributed to shareholders. This can be
particularly harsh to the seller because the sale will normally bump the corporate tax rate in the year of the sale
to a much higher rate than it normally is for that company. Goodwill essentially has a basis of $0, so all of the
purchase price allocated to goodwill is a gain. A C Corp, for example, might be taxed at a rate of 34% for the
gain versus at 15% for the same gain for a pass through corporate structure like an S Corp.
Buyers prefer an asset purchase for two primary reasons: 1. They want to protect themselves from any hidden
liabilities. When you do a stock acquisition, you inherit all assets and all liabilities. 2. The buyer gets to take a
step up in basis on all hard assets based on the allocation of purchase price on the asset sale.
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Many business sellers, in the heavy equipment business, however, miss a very important issue in transaction
structure. They think that they have done everything possible to reduce their taxes because they are an S Corp
and do not fight for a stock sale. This incorrect assumption could cost tens of thousands or even hundreds of
thousands in after tax proceeds because of depreciation recapture. If your business is heavily equipment
intensive and you have naturally taken depreciation, you are subject to depreciation recapture if you do an asset
sale of your S Corp.
Let's say that your assets consisting of operating equipment plus rental equipment is on the books with
accumulated depreciation of, for example, $2,000,000. Then this depreciation that you received as a tax benefit
is recaptured in your asset sale and treated as ordinary income for tax purposes. This will most likely push the
seller up to the maximum individual tax rate for this portion of transaction value.
If the sale had been a stock sale of the S Corp, there would be no depreciation recapture and the entire gain
would be at the individual long-term capital gain rate of the seller. For discussion purposes, let's say your
personal income tax rate were 30%, then the asset sale would cause you to pay an additional 15% (difference
between personal income tax rate and long term capital gain rate) on the recapture amount of $2,000,000. You
would realize $300,000 in additional after tax proceeds by structuring the sale as a stock sale.

In a Business Sale a Stock Sale is Preferred
Because of Depreciation Recapture
Co-authored by Steve Pierson

As Merger and Acquisition advisors, our goal is to maximize our seller clients' after tax proceeds. The first step
is to get the best price from the marketplace by presenting the acquisition opportunity in a competitive bid
situation. Having several interested buyers is the most important factor in achieving the best sales price.
However, the nature of the balance sheet of companies with a heavy investments in equipment makes the form
of transaction especially important. First rule of thumb in the sale of your privately held business is to have the
corporation set up as an S Corp, LLC, or Partnership rather than a C Corp. The reason for this is that buyers
prefer an asset purchase versus a stock purchase. If you are structured as a C Corp there is no such thing as
long-term capital gains for tax purposes.
So if you have an asset sale of a C Corp, then your gains are taxed first at the applicable corporate tax rate and
then taxed again as long term capital gains when the proceeds are distributed to shareholders. This can be
particularly harsh to the seller because the sale will normally bump the corporate tax rate in the year of the sale
to a much higher rate than it normally is for that company. Goodwill essentially has a basis of $0, so the entire
portion of the purchase price allocated to goodwill is a gain. A C Corp, for example, might be taxed at a rate of
34% for the gain versus at 15% for the same gain for a pass through corporate structure like an S Corp.
Buyers prefer an asset purchase for two primary reasons: 1. They want to protect themselves from any hidden
liabilities. When you do a stock acquisition, you inherit all assets and all liabilities. 2. The buyer gets to take a
step up in basis on all hard assets based on the allocation of purchase price on the asset sale.
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Many business sellers, with significant depreciable assets, however, miss a very important issue in transaction
structure. They think that they have done everything possible to reduce their taxes because they are an S Corp
and do not fight for a stock sale. This incorrect assumption could cost tens of thousands or even hundreds of
thousands in after tax proceeds because of depreciation recapture. If your business is heavily equipment
intensive and you have naturally taken depreciation, you are subject to depreciation recapture if you do an asset
sale of your S Corp.
Let's say that your assets consisting of operating equipment plus office equipment is on the books with
accumulated depreciation of, for example, $2,000,000. Then this depreciation that you received as a tax benefit
is recaptured in your asset sale and treated as ordinary income for tax purposes. This will most likely push the
seller up to the maximum individual tax rate for this portion of transaction value.
If the sale had been a stock sale of the S Corp, there would be no depreciation recapture and the entire gain
would be at the individual long-term capital gain rate of the seller. For discussion purposes, let's say your
personal income tax rate were 30%, then the asset sale would cause you to pay an additional 15% (difference
between personal income tax rate and long term capital gain rate) on the recapture amount of $2,000,000. You
would realize $300,000 in additional after tax proceeds by structuring the sale as a stock sale.
So, if your business is an S Corp or an LLC, you have taken the most important step in maximizing your after
tax proceeds from your eventual business sale. The next most important step is to get a premium from an asset
buyer over a stock buyer to compensate you for after tax proceeds based on depreciation recapture.



Given the impact of taxes in the sale of your business, it is a very sound idea to get your tax accountant
involved in the planning process before you start getting offers. You need to be able to compare the different
proposals with an eye towards after tax proceeds.
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Individual Buyers / Investors Making Your First Company Aquisition
As a professional M&A intermediary I am amazed when I hear others in my profession at industry meetings
proclaim, “I don’t work with individual buyers.” They put it out there almost like a badge of honor or an
indication of reaching a higher level of professionalism. My first reaction is, shame on you. My second
reaction is, how short sighted. My third reaction is to understand why and to advise buyers on the preparation
necessary to gain credibility, traction, and support from a qualified business broker or M&A Professional. The
purpose of this article is to give the first time buyer some action items to complete before they approach a M&A
professional to improve the likelihood of garnering professional support.
First of all, please recognize that there is tremendous competition at the Main Street Level (transaction value
under $1 Million) for business acquisition. This phenomenon is the result of down sizing and early retirement
of mid level and senior executives in their forties and fifties. These people have exited with a war chest of a
half million dollars and have vowed to never again be a victim of a corporate restructuring. They want to
control their destiny, run their own show, buy and run a business. Most of these people are looking to buy a job.
You and 10 million other buyers:
I am looking to buy a niche manufacturer or distributor with $3 to $10 million in revenue and $500 K to $1.5
Million EBITDA and I don’t want to pay more than a 3.5X multiple. I have about $350 K of my own to put into
the deal and I have investors lined up for another $1.5 to $2 Million. Pleeeeeeese! Do me a favor. When you
have a first meeting with an intermediary and you deliver this message, make sure you are on the first floor. I
hate to see my colleagues leaping from tall buildings.
Do your Homework:
●

●

There are several things you can do to improve your chances of getting and keeping the attention of a
broker. Be Specific. In the example above, the category was so broad that you come across as being not
focused, not prepared, and wishy-washy. Translation – this guy is a long way away from pulling the
trigger. Your best bet in getting support from investors, friends and family, and bankers is to purchase
the business you were employed by or a very close competitor. Specific industry experience improves
the potential of the acquired company surviving and servicing debt. Pick out a sample company of the
size range and industry you are targeting and present that as an example of what you would like to
acquire. Take it a step further and be prepared to articulate your area of expertise and how you would
apply that to make this sample business perform at an improved level. This should be a one to two page
summary document. Now that’s focus.
Funding Preparation. Know exactly what you can put down on the business. If you are not prepared
to supply your broker personal financial statements, you probably will not get any help. Go and have
the specific discussions with the friends and family (take your sample business and your performance
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●

●

●

●

improvement plan). Present your expected returns/equity percentages and ask them what they are
willing to commit. A signed letter from these folks describing their backing is a very powerful attention
grabber. Do not assume anything. Know your support level before you and everyone else does all the
work to find a qualified acquisition candidate only to find out your investors did not materialize.
You are selling yourself. In a sense you are interviewing for a job. Bring the materials that support
why you are qualified for the job. A resume is essential and written references are good to have.
Remember, most of these transactions will require the former business owner to carry a seller note. They
want to understand exactly to whom they are lending and the risks associated with servicing this debt.
Realistic expectations. A good business for sale will not be purchased at financial buyer pricing
multiples. An attractive business – i.e. one that has a high growth rate or, proprietary technology,
barriers to entry, contractually committed recurring revenue streams, blue chip customers, brand
recognition, high gross margins or a combination of these will command pricing that is above a strict
discounted cash flow multiple. The market will recognize some strategic pricing component and the
company will get visibility from strategic buyers. Even Private Equity Groups that are assumed to be
strict financial buyers, do factor in pricing considerations that might reflect ownership of a portfolio
company in the same market space. The better the business, the greater the universe of buyers. The
good news is that a company that has attractive characteristics, but is small (below $5 Million in sales)
probably will not interest the Private Equity Groups.
Network Network Network. A great way to improve your chances of successfully purchasing a
business at a good price is to have an entree into a business that is not formally for sale. What I mean
when I say that the business is not formally for sale is that the owner has decided that he wants to exit
and has shared that information with a few close advisors, but has not engaged the services of an M&A
firm or advertised on one of the popular Business for Sale Web Sites. Put the word out to your network
of professionals, industry sources, trade associations, vendors and suppliers, etc. Utilize the same
preparation as described above and hand out your materials. Your banker, your lawyer, your financial
planner and all of their associates are great sources of businesses for sale. Remember, if you do not
establish your credibility with them in your preparation, they will not risk their credibility with another
client through an ill-advised introduction. The good news from this approach is that you may be able to
purchase a good business at a bidder of one price without price pressure from other buyers. If that
seller’s trusted advisor brings you in, the chances of this happening improve significantly.
How serious are you? Lots of individual buyers will pay a broker or intermediary a success fee based
on a percentage of the purchase price. The most serious buyers, however, pay buy side engagement fees
as well. This is a fee usually ranging from $2,000 to $7,500 per month paid to the M&A professional to
formally search for you outside of the networking only approach they would take for no engagement
fees. Corporations in acquisition mode almost always operate this way. The benefit to this approach is
that the intermediary will expand the universe of candidates to those companies that fit your buying
criteria that are not for sale. It is a lot of work to compile databases and try to break through the difficult
barriers to reach an owner that was not contemplating a sale and convincing him to entertain this
process. Our objective is to buy his company as the only competitor. If we can do that, the transaction
price will generally be 20% below a business that is formally for sale, represented by a professional, and
getting many interested buyers. Saving you $1 Million on the purchase of a $5 Million business
certainly will justify any monthly fees and success fees an M&A professional would charge. The
corollary to this is if you are a business seller, and you do not engage a professional, you most likely will
leave that 20% premium on the table.
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Most individual buyers are engaged in the buying process with either no current income or very limited
consulting income. In other words, buying a business is their full time job. While one operates in buying mode,
they are working for no income. The longer that buying process takes, the greater the erosion of their financial
resources. It is in the buyer’s interest to not only purchase the right business at the right price, but to compress
the amount of time it takes to complete the process. Implementing one or several of these recommendations
should help you buy smarter and faster.

STRATEGIC ACQUISITIONS CAN BOOST SHARE VALUE
Two companies that are recognized as among the best at making successful acquisitions are General Electric and Cisco
Systems. These companies have been star performers in growing shareholder value. The core principal that runs through
almost every acquisition is integration. Over the past 10 years Cisco Systems has acquired 81 companies. Their stock
price is up a remarkable 1300%. GE outperformed the S&P 500 index over the same period by 300%. There are several
categories of strategic acquisition that can produce some outstanding results:
●

ACQUIRE CUSTOMERS – this is almost always a factor in strategic acquisitions. Some companies buy another that is
in the same business in a different geography. They get to integrate market presence, brand awareness, and
market momentum.

●

OPERATING LEVERAGE – the major focus in this type of acquisition is to improve profit margins through higher
utilization rates for plant and equipment. A manufacturer of cardboard containers that is operating at 65% of
capacity buys a smaller similar manufacturer. The acquired company’s plant is sold, all but two machines are
sold, the G&A staff are let go and the new customers are served more cost effectively.

●

CAPITALIZE ON A COMPANY STRENGTH – this is why Cisco and GE have been so successful with their acquisitions.
They are so strong in so many areas, that the acquired company gets the benefit of many of those strengths. A
very powerful business accelerator is to acquire a company that has a complementary product that is used by your
installed customer base. Management depth and skill, production efficiency/ capacity, large base of installed
accounts, developed sales and distribution channels, and brand recognition are examples of strengths that can
power post acquisition performance.

●

COVER A WEAKNESS – This requires a good deal of objectivity from the acquiring company in recognizing and
chinks in the corporate armor. Let me help you with some suggestions – 1. Customer concentration; 2. Product
concentration; 3. Weak product pipeline; 4. Lack of management depth or technical expertise and 5. Great
technology and products – poor sales and marketing.

●

BUY A LOW COST SUPPLIER – this integration strategy is typically aimed at improving profit margins rather than
growing revenues. If your product is comprised of several manufactured components, one way to improve
corporate profitability is to acquire one of those suppliers. You achieve greater control of overall costs,
availability of supply, and greater value-add to your end product

●

IMPROVING OR COMPLETING A PRODUCT LINE – this approach has several elements from other acquisition strategies.
Successfully adding new products to a line improves profitability and revenue growth. Giving a sales force more
“arrows in their quiver” is a powerful growth strategy. You take advantage of your existing sales and distribution
channel (strength). You may be able to improve your competitive position by simplifying the buying process providing your customers one stop shopping.
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●

TECHNOLOGY – BUILD OR BUY? This is a quandary for most companies, but is especially acute for technology
companies. Acquiring technology through acquisition can be an excellent growth strategy. The R&D costs are
generally lower for these smaller, agile, more narrowly focused companies than their larger, higher overhead
acquirers. Time to market, window of opportunity, first mover advantage can have a huge impact on the ultimate
success of a product. First one to establish their product as the “standard” is the big winner

●

ACQUISITION TO PROVIDE SCALE AND ACCESS TO CAPITAL MARKETS – In this area, bigger is better. Larger companies
are considered safer investments. Larger companies command larger valuation multiples. Some companies make
acquisitions in order to get big enough to attract public capital in the form of an IPO or investments from Private
Equity Groups.

●

PROTECT AND EXPAND MATURE PRODUCT LINES – This has been very effectively done in the pharmaceutical sector
where a new technology is acquired to repurpose and re patent drugs.

●

PROTECT CUSTOMER BASE FROM COMPETITION – The telephone companies have done studies that show that with
each additional product or service that a customer uses, the likelihood of the customer defecting to a competitor
drops exponentially. Get your customers to use local, long distance, cellular, cable, broadband, etc and you will
not lose them. Multiple products and services provided to the same customer dramatically improve retention
rates.

●

ACQUISITION TO REMOVE BARRIERS TO ENTRY – For example, a large commercial IT consulting firm acquires a
technology consulting firm that specializes in the Federal Government. The larger IT consulting firm has valuable
expertise that is easily transferable to government business if they could only break the code of the vendor
approval process. After many fits and starts, they simply acquired a firm that had an established presence. They
were able to then bring their full capabilities from the commercial side to effectively increase their newly acquired
government business.

Many larger firms have established business development offices to execute corporate growth strategies
through acquisition. These experienced buyers search for companies that fit their well-defined
acquisition criteria. In most cases they are attempting to buy companies that are not actively for sale.
The win for the successful corporate acquirer is to target several candidates, buy them at financial
valuation multiples, integrate to strength and achieve strategic performance.

Is Venture Capital Right for You?
I tried and I gave up. When we started out high-tech Merger and Acquisition Practice, I thought it a natural fit to also offer
finder services for Entrepreneurs seeking Venture Capital Funding. That service is no longer available. Why not you ask?
We failed miserably. Our firm has successfully completed several small high tech M&A deals at great multiples, but
finding venture capital turned out to be a very frustrating and unproductive experience.
Unfortunately many high tech entrepreneurs have eventually landed on our doorstep totally drained from their experience
of trying to raise venture funding themselves. Quite frankly, the process has caused several of these businesses to fail.
According to venture industry statistics only 2% -3% of firms seeking venture capital actually are successful in receiving
funding. Only 2 out of 10 of those firms that receive funding provide the target returns for the Venture Firms. Since their
failure rate is so high, they are looking for a 30 to 1 return on their money in their three or four year exit period.
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It is generally not a good idea to alienate my readers, but the biggest problem that entrepreneurs have is that they are naïve
about this whole process. They generally have unbridled optimism about the value of their company, idea, product, or
technology in the marketplace. These entrepreneurs are usually the inventor or the author of the computer code and are not
sales or business development guys.
They do not understand the sales process. After all, raising Venture Capital is the ultimate sales job. These tech-focused
individuals will be strung along by the Venture firms unless they have a track record of starting a company and making
investors rich. In that case the Venture Firms fight for their place in line to give you money. I would often speak with
high-tech entrepreneurs who just completed "a great meeting" with XYZ Ventures. They would excitedly tell me that
XYZ asked them for a report on this, pro-forma's for that, projections for this, a competitive analysis of the major players,
etc. They would then schedule another meeting.
Our entrepreneur is thinking they are on the verge of landing the big one. My response is, "How much are they paying you
for educating them on your space." The image that comes to mind is when you were a kid and were using a magnifying
glass to burn up ants on an ant hill – kind of sadistic torture.



For you tech guys out there, this is not Field of Dreams – If you build it they will come. It is business and the mantra is –
If you sell it they will come. Get over your bias of not valuing the sales process and go tap the best available sales and
marketing person you can find to partner with you. Build a customer following that demonstrates a trend rather than a
couple of isolated successes. Then go find a large strategic partner to acquire you at fantastic multiples. Work through
your non-compete period and then launch your next great idea. Go to the venture guys from your new-found position of
strength and tell them to get in the queue.
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Shareholder Agreements Prevent Minority
Shareholders from Receiving Fair Value
Our Investment Banking firm is receiving an unusually high number of inquiries from minority interest
shareholders looking for help. Often times they have just been terminated and concurrently receive a Letter of
Intent to purchase their minority shareholder stock.
When they look at these offers, they are hit with their second punch in the gut. The offers are often woefully
short of what the terminated shareholder expected. However, when they start to investigate, the harsh reality of
the situation sets in. IRS Revenue Ruling 59-60 allows steep discounts when valuing minority interests in
privately held companies. The lack of marketability discount can be as high as 40%. A second discount for lack
of control for up to 40% can be applied on top of that.
Theoretically, if you owned 49.9999% of a company with a $10 million value and these maximum discounts
were applied, your $5 million value evaporates into $800,000.
Wait, it gets worse. The oppressive shareholder understands that through either the shareholder agreement or
the Corporate By Laws, they have every right to buy your minority stock at an even bigger discount from fair
value. I cannot tell you how many times I have seen almost exactly the identical language as below in either By
Laws or Shareholder Agreements:
Right of First Refusal: “The Corporation Shall have the power, at its option to purchase any and all of its shares
owned and held by any shareholder who should desire to sell……the shareholders shall not assign, transfer,
encumber, or in any manner dispose of any of all of the shares of the corporation that may now or hereafter be
held or owned by them, and no such shares shall be transferable unless and until such shares have first been
offered to the corporation.”
Wait, the pain is just beginning……. “In the event the Corporation exercises its right of first refusal under the
above clauses, the purchase price shall be payable in cash or bank check, and shall be the book value of the
shares, exclusive of goodwill, as of the first notice, as determined according to generally accepted accounting
principles and shall be binding upon the parties.”
In most cases the “book value” of a company net of good will is a small fraction of the true value of the
company. I looked at a company recently that had a market value of approximately $10 million. Its book value
using this definition was approximately $800,000. A 40% shareholder wanted to sell his shares. According to
the shareholder agreement, if, after he was terminated and given his bid from the oppressive shareholder of
$500,000, he sought to sell his shares to an outside party, he would have triggered the Right of First Refusal
clause. The result would have been a mandatory sale to the Corporation at a value of 40% of $800,000 or
$320,000. This is not even close to the fair value of the company multiplied by his shareholder percentage.
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Unfortunately, traditional legal remedies are inadequate to help these minority shareholders. Their attorneys are
left with going after a wrongful termination lawsuit. Those end up being a frustrating and ineffective attempt to
extract some measure of relief from this pain they are experiencing. The poor client will find it hard to win, he
will spend the entire amount of a potential settlement on legal fees and most importantly, he is focusing on the
lowest potential reward. His prize is in his stock. MidMarket Capital has worked with several clients in this
area and has identified a number of successful strategies that are designed to achieve meaningful exits without
legal conflict.

Shareholder Agreements and Buy Sell Agreements
The Business Valuation Formula
Normally shareholder agreements or buy sell agreements are written by the majority shareholder’s very smart
and experienced attorney and are totally favorable to the majority shareholder/Corporation. The minority
interest shareholders are required to sign these agreements and often do not understand all the implications of
what they are signing until it is too late. I will define too late as when they are trying to exit the business and get
a liquidity event at a value that is reasonably close to the value of the company multiplied by their percentage
ownership in the company.
There are several approaches that we see used in determining the Purchase Price for shares of selling
shareholders. The most common is Net Book Value. What net book value means is that you take all the assets
and subtract all the debts and you get the shareholder equity or net book value. To the untrained observer that
would seem fair and logical. In reality, it is simply an accounting presentation and generally has no relationship
to what the business is really worth. An example is a company that owns a prime piece of real estate for their
factory and the neighborhood has become hot. That facility was acquired in 1968 for $2 million with half of the
value in the building and half in the land. The building has been depreciated down to $400,000 and the land
stays on the books at $1 million. A fair market value of the facility is now $8 million and yet its net book value
is recorded at $1.4 million.
Another weakness in this approach (for the minority, not the majority shareholders) is that there is no value
placed on the going concern or the good will. Let’s say you are software company with 300 installed accounts,
a cutting edge application and are growing at 30% per year. They might have 10 depreciated servers, some used
office furniture and virtually no other hard assets. Their book value is $87,000. The true fair value for the
company, according to a strategic buyer who may really want this company might be $25 million. The book
value is not even in the same zip code as the true value of the business.
Sometimes the parties agree on an approach that is based on an appraisal from a qualified valuation firm. If you
are a minority holder you are beaten before you have even started. Standard valuation practice allows for a
“lack of marketability discount” of up to 40% and a “lack of control” discount of up an additional 40%. Say
good-bye to your ability to compel the corporation to give you fair value.
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The best way is to establish a valuation formula that can be applied when the agreement is put in place and also
at a date ten years into the future. My favorite is an EBITDA multiple. A safe bet would be a 4 X EBITDA to
establish the value of the entire company and then each shareholder would be able to get their ownership %
times the company value. The company should have the ability to pay this out over 5 years at prime so that the
event does not disrupt the company’s capital structure. One note of caution, most small companies do
everything possible to push down earnings, which would depress the value of the enterprise using EBITDA. An
example is salaries for owners and key employees that are above market (a constructive dividend). We use the
term normalized EBITDA or Adjusted EBITDA to add back things like excess salaries, owner perks, and other
expenses that would not be allowed if the company were a division of a large public company.
I know what you are thinking. I already have one of these agreements in place, am a minority interest
shareholder, I am leaving the company, and I want fair value for my stock. Unless you have the evidence, the
stomach, and most importantly the deep pockets to pursue a shareholder oppression lawsuit, you are pretty
much out of luck. We have developed some approaches that have been reasonably successful in improving the
outcomes of these unfortunate stockholders, but that is the subject of a future article.

Minority Shareholder Squeeze Outs
"I can't believe this is happening" is the usual reaction to this series of events:
1. Stockholder with 20% to 49% ownership
2. Was an employee but was fired
3. Gets no dividends or minimal dividends for his shares
4. Gets an offer to buy his shares at what he feels is a terrible price
5. Has a shareholder agreement with right of first refusal for the Corporation or other shareholders to purchase
his shares at a punishing valuation.
The first reaction is to sue. Let me tell you it is usually a waste of time and almost always a waste of money.
After all, you signed the shareholder agreement that states very clearly:
Right of First Refusal: "The Corporation Shall have the power, at its option to purchase any and all of its shares
owned and held by any shareholder who should desire to sell……the shareholders shall not assign, transfer,
encumber, or in any manner dispose of any or all of the shares of the corporation that may now or hereafter be
held or owned by them, and no such shares shall be transferable unless and until such shares have first been
offered to the corporation."
It gets worse folks:
……."In the event the Corporation exercises its right of first refusal under the above clauses, the purchase price
shall be payable in cash or bank check, and shall be the book value of the shares, exclusive of goodwill, as of
the first notice, as determined according to generally accepted accounting principles and shall be binding upon
the parties."
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According to the Coolidge Study "Fixing Value of Minority Interest in a Business" Actual Sales Suggest
Discounts as high as 70 percent from what would be considered the fair value of the entire company multiplied
by the minority shareholder's percentage ownership.
A number of years of experience has demonstrated that it is extremely difficult to find any market for minority
interests…
….despite efforts to do so…..On the relatively rare occasions when an offer is made to buy a minority interest,
it is almost always for an amount far less than the fiduciary and beneficiary expect to get.
Why does this happen? The majority shareholders whose attorneys drew up the shareholder's agreement
certainly balance the scales way in favor of their clients. Secondly, IRS Revenue Ruling 59-60 allows steep
discounts when valuing minority interests in privately held companies. The lack of marketability discount can
be as high as 40%. A second discount for lack of control for up to 40% can be applied on top of that.
Armed with this knowledge and backed by a favorable shareholder agreement, the majority shareholder is
under no compunction to offer anything close to a fair price for the squeezed out minority holder. Below is the
sad news that results from this environment as reported by the Coolidge Study of actual minority shareholder
buy-outs:
Average sale price was 36% below accounting book value
Only 20% were at discounts of less than 20%
53% sold at discounts ranging from 22% - 48%
23% sold at discounts ranging from 54% - 78%
Note: The metric used was accounting book value not fair market value. For most going concerns, net book
value is not even close to true market value. Net book value might apply if the company was losing money or
making so little money, that the break up value of selling the assets exceeded a valuation based on the earnings
capacity of the business. In a company we recently looked at, for example, the net book value was about $3
million. The fair value, however, based on comparables and a discounted cash flow valuation was closer to $10
million. So the best way I can describe these buyout offers is punishing.
Remember the first reaction is the lawsuit. Unless the majority owner does something stupidly oppressive, there
are no grounds that can force him to buy your shares at anything other than what is stated in the shareholder
agreement. He really does not have to buy your shares at all. He can simply wait you out and pay no dividends,
and pass the business down to the next generation. Your family could conceivably get no value for the
ownership for a hundred years. Remember, most likely your benefit from being a minority shareholder was that
you were employed by the company.
Many squeezed out shareholders try the route of wrongful termination lawsuits. Again, great for the lawyers,
not such a sound risk reward decision. Typically they will spend $100,000 in legal fees to recover one year's
wages of $150,000. Other than the satisfaction of sticking it to the majority holder, it is pretty much useless. If
you think this wrongful termination lawsuit can somehow be used to leverage the majority shareholder into
paying fair value for your stock, you are deluding yourself. Unfortunately, the legal counsel you have hired will
support your delusion.
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We were advising a client that was attempting this ill-fated approach and had been at it for over a year and spent
over $100K on a wrongful termination lawsuit when he found us. Our advice went something like this, "Dan,
you are focusing on the wrong thing. You are spending all your time and money thinking your wrongful
termination lawsuit can somehow benefit your cause to improving the buyout offer. If you win, your one year in
salary recovery will just about break you even with your legal expenses. You have been offered $500 K to
purchase your 47% interest in a business with an enterprise value of $9 million. Let us help you focus your
efforts on chasing the correct pot of gold."
I know what you are thinking. I already know this. I have lived this. Why have I wasted my time reading this
article to have you tell me what I already am painfully aware of? OK, maybe I can shine a ray of sunshine. We
have developed an investment banking approach to encourage the majority shareholders to allow the minority
shareholders to unlock more value for their shares. It involves a great measure of deal making fineness and we
are able to help the majority shareholder recognize what's in it for him. Of course, if he does not want to play
nicely in the sandbox, we have already set the stage for him to make an error and we then can bring in our legal
team and encourage the oppressor to do it the hard way or do it the easy way.

Shareholder Agreements Prevent
Minority Shareholders from Receiving Fair Value
Our Investment Banking firm is receiving an unusually high number of inquiries from minority interest
shareholders looking for help. Often times they have just been terminated and concurrently receive a Letter of
Intent to purchase their minority shareholder stock.
When they look at these offers, they are hit with their second punch in the gut. The offers are often woefully
short of what the terminated shareholder expected. However, when they start to investigate, the harsh reality of
the situation sets in. IRS Revenue Ruling 59-60 allows steep discounts when valuing minority interests in
privately held companies. The lack of marketability discount can be as high as 40%. A second discount for lack
of control for up to 40% can be applied on top of that.
Theoretically, if you owned 49.9999% of a company with a $10 million value and these maximum discounts
were applied, your $5 million value evaporates into $800,000.
Wait, it gets worse. The oppressive shareholder understands that through either the shareholder agreement or
the Corporate By Laws, they have every right to buy your minority stock at an even bigger discount from fair
value. I cannot tell you how many times I have seen almost exactly the identical language as below in either By
Laws or Shareholder Agreements:
Right of First Refusal: “The Corporation Shall have the power, at its option to purchase any and all of its shares
owned and held by any shareholder who should desire to sell……the shareholders shall not assign, transfer,
encumber, or in any manner dispose of any of all of the shares of the corporation that may now or hereafter be
held or owned by them, and no such shares shall be transferable unless and until such shares have first been
offered to the corporation.”
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Wait, the pain is just beginning……. “In the event the Corporation exercises its right of first refusal under the
above clauses, the purchase price shall be payable in cash or bank check, and shall be the book value of the
shares, exclusive of goodwill, as of the first notice, as determined according to generally accepted accounting
principles and shall be binding upon the parties.”
In most cases the “book value” of a company net of good will is a small fraction of the true value of the
company. I looked at a company recently that had a market value of approximately $10 million. Its book value
using this definition was approximately $800,000. A 40% shareholder wanted to sell his shares. According to
the shareholder agreement, if, after he was terminated and given his bid from the oppressive shareholder of
$500,000, he sought to sell his shares to an outside party, he would have triggered the Right of First Refusal
clause. The result would have been a mandatory sale to the Corporation at a value of 40% of $800,000 or
$320,000. This is not even close to the fair value of the company multiplied by his shareholder percentage.
Unfortunately, traditional legal remedies are inadequate to help these minority shareholders. Their attorneys are
left with going after a wrongful termination lawsuit. Those end up being a frustrating and ineffective attempt to
extract some measure of relief from this pain they are experiencing. The poor client will find it hard to win, he
will spend the entire amount of a potential settlement on legal fees and most importantly, he is focusing on the
lowest potential reward. His prize is in his stock. MidMarket Capital has worked with several clients in this
area and has identified a number of successful strategies that are designed to achieve meaningful exits without
legal conflict.

The Squeeze-Out or Buying Out a Minority
Interest Shareholder at an Unfair Price
If you are a minority interest shareholder in a privately held company, watch out for these Red Flags:
•

The majority shareholder grants himself a salary and benefit package way above the going market rate –
in effect granting him a constructive dividend

•

No dividends are paid from a very profitable company

•

He begins using the company as his personal piggy bank

•

You are removed from your Board of Director position

•

Company financial information is withheld from you

•

You are fired from the company without cause
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If one or of these events has occurred, watch out! The next shoe to fall is an unsolicited offer to buy out your
shares. The offer price seems unusually low. If you protest, expect the buyer to refer you to the shareholder
agreement where the corporation has the right of first refusal to buy your shares at net book value. That number,
for most companies, values your shares at pennies on the dollar.
You next get the speech that the majority shareholder will never sell his company. The price I am offering is all
the company can afford. We are not going to pay any dividends. This is a risky market and the business could
falter. This is the only way you are going to get any liquidity for your stock.
In family situations this can be devastating. It is usually the result of children inheriting the business through
either gifting or from dad’s estate. Because 90% of his net worth is tied up in the business, to be fair, he has to
give essentially equal shares to all of his children. Maybe Son A and Daughter C work in the business and Son
B and Daughter D do not. Dad gives 30% ownership to each sibling in the business and 20% to each sibling that
is not involved.
The two siblings running the business begin to blur the lines between stock ownership and employment. They
develop an attitude of entitlement. Those other two siblings did nothing to grow this business. The companyinvolved owners begin to view their stock as more valuable than the other siblings. Their salaries and perks get
bloated and no dividends get paid to the other shareholders. I don’t think Bill Gates refuses to pay dividends to
his stockholders because “they did nothing to grow this business”.
Here is where the problems begin. Dad has left a company shareholder agreement in place that makes it almost
impossible for a minority shareholder to get a fair price for their company stock. Dad has also done a great job
of estate tax planning, using all available legal means to minimize the gift and estate taxes resulting from
transferring ownership to the next generation.
The most common approach is to form two or more Family LLC's that would be the owners of the company
stock and then dad gives a gift of an equal share of the LLC's to each heir. This effectively breaks the company
into several minority interest ownership positions. Now a qualified valuation firm is hired to value the LLC’s.
All of a sudden the value of the company evaporates.
Here is how it works. Let’s say that Johnson Corporation would command a price of $9 million if an M&A firm
in a competitive market transaction sold it. However, Johnson Corporation is 33% minority owned by three
different Family LLC’s. The valuation firm values the company stock held in each LLC not at $3 million, but at
$3 million less a 40% lack of control discount, or $1.8 million. Next they apply a lack of marketability discount
(after all, the shareholder agreement restricts the sale to outside investors) and the valuation drops further to
$1,080,000. Now the three LLC’s are added back together and the $9 million company is valued at $2,240,000
for “Gift and Estate Tax Purposes”.
This document is submitted as supporting documentation with the gift or estate tax filing – very official. The
IRS examiner reviews it and accepts it as the basis for the tax payment. Two years later the two siblings
running the company approach the other two siblings and present them with a buy-out offer accompanied with
this valuation that was filed and accepted by the IRS. Son B owns 20% of the company stock through his
interests in the three Family LLC’s. He is offered 20% of $3,240,000 or $648,000 for his company ownership.
The fair value is 20% of $9,000,000 or $1,800,000.
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He has no idea what the company is worth and has never been given any information of earnings or comparable
M&A transactions in the market. Even though the valuation has on its cover, “For Gift and Estate Tax Purposes
Only,” he does not understand the implications of that standard blanket disclaimer.
His natural reaction is that this document was filed with the IRS and accepted. It must be pretty close to what
my stock is worth. If someone were not involved in this area of law professionally (estate tax attorney, estate
planner, tax accountant, valuation firm, investment banker, or IRS agent), they would likely accept this as the
accurate value of their shares. I tell clients that it would be like being handed an MRI of my heart and being
asked to interpret it. I am not experienced in this very specialized area and therefore would depend on my
doctor to interpret it for me.
A nationally recognized and credentialed valuation firm complete with 50 pages of discounted cash flow and
other sophisticated analysis and data completed this valuation. It next passed the scrutiny of the IRS examiners.
Now a family member is interpreting it for you. What conclusion are your supposed to draw?
Unfortunately this happens all the time. Usually it results in the non-involved siblings having a standard of
living that is significantly different than what dad had intended when he equally divided his estate among all his
children. Dad would not approve.

Passing the Business To the Next Generation –
Is It Best for Your Family?
As Penn State professor William Rothwell ominously points out in the forward to Exit Right: A Guided Tour of
Succession Planning for Families in Business Together, more than 40% of the people who run the closely held
operations that comprise 80% of the North American economy will retire by 2007. It makes me wonder, what is
going to happen to all of those businesses? Although it is a noble gesture, passing a business down to the next
generation is more often than not, unsuccessful. In fact, statistics show that only one-third of all family
businesses are successfully transferred to the next generation and only 13% are transferred onto the third
generation.
Many family business consultants say the primary reason for this low survival rate is the failure to develop and
effectively plan for the transfer of ownership and management of the closely held family business. I agree that
this is a factor, but in my dealing with family businesses I find that there are some more fundamental reasons.
The first is that the next generation has a lot different life style than the business founder and entrepreneur.
They do not share the same drive and commitment that dad needed to build the business from scratch. They go
to the good schools, get a taste of the good life and generally do not share the passion of the business founder. I
recently was involved in selling a produce distributor. I found that most of the firms were in their second or
third generation. I asked a third generation owner why this particular industry had such success with keeping
the business in the family. He said, “When you are up and on the docks at 3 am and work 12 hour days, you
don’t have the time to spend the money.”
The next generation may have a grand scheme to turn the traditional printing business into a media empire or a
liquor business into an entertainment enterprise. A few years back the second generation of a well known
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Chicago area computer leasing and IT Services Firm tried to turn it into an Internet Venture Firm with
disastrous results.
Before you just assume that your torch will be carried by the next generation, make sure that the next generation
even wants to run the business. Imagine the loss in value that would have occurred if the real estate billionaire
from the western suburbs had turned his empire over to his son who simply wanted to produce plays.
Are your heirs even capable of running your business? Have you held on to the reins so tightly that the kids
involved in the business have not been able to develop their decision-making or leadership skills? Do they
command company respect because of their personal strength and skills or are they grudgingly granted respect
because they are the child of the owner? If that is the case, the odds are not good for them taking over when
you retire.
Another big challenge is trying to balance fairness in employing many children or even grandchildren in a
family business with various skill levels, compensation levels and ownership levels. The jealousy and in
fighting can absolutely grind the company’s progress to a halt.
The business owner must make some difficult decisions when he or she decides it is time for them to retire.
Why did I create this business? Was it to keep this business in the family for generations or was it to provide
for my family for generations? If the desire and the capability of the children are not evident and the company
is large enough, it may be the right decision to first get outside board members actively involved as step one.
Step two would be to hire professional management to run the business. A second alternative is to sell the
company while you are still running it and it can command its highest value. If you have children that want to
remain in the business for the immediate future, incorporate that into the sale agreement with employment
contracts.



Another way to think of it is, while I am running the business, the best ROI is to keep the bulk of my net worth
invested in this company. If I am no longer running the company what is the best risk reward profile for my net
worth? Would my heirs be better off if the business was sold and the value converted to financial assets?
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