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HOW TO USE THIS BOOK 

The process of buying a business is usually long and difficult. In compiling this book, I spent more time reading relevant material, talking to industry professionals, and thinking about the subject matter than actually writing. Many of the references and quotes are from businesspeople I know in the Boston area. Their knowledge of the mergers and acquisitions (M&A) business is applicable nationwide.

The outline is sequential. Because the M&A business may have terminology foreign to many readers, please reference the Glossary early and often. M&A jargon includes such colorful phraseology as “deals crater because of seller’s remorse,” which depicts the culture of the business.

The book was written to be anecdotal, using numerous experiences. Perhaps the most interesting reading is Chapter 27, “Case Studies of Buyers,” because actual buyers share their “lessons learned.” This is not an academic book, as it does not rely on theory or textbook-type explanations. The examples are true, although a few are purposely disguised.

In writing the book, I have tried to impress upon you the formidability of the task of successfully acquiring a business. Additionally, on numerous occasions I emphasize the need for professional advisers to assist you in the potential transactions, e.g., in the chapters “Use of Intermediaries” and “Your Acquisition Team.”

The book discusses the trials and tribulations of acquiring small businesses, family businesses, and troubled companies. Along with pointing out opportunities, I try to point out warning signs and red flags.

Buying Your Own Business can be used as an ongoing reference. Such chapters as “Valuation Techniques,” “Finding the Deal,” “Picking Apart the Financials,” “Negotiating,” and “Letter of Intent” are how-to, nuts and bolts analyses.

From a practical point of view, the chapters on “Letters, Memos, Forms, and Contracts” and “M&A Organizations” inform you of helpful resources.

Whether buying a business at all is really worth the effort is discussed in the chapters “How and Why People Buy a Business” and “Should You Buy a Business?” It is no panacea owning a small business—surveys show that more than 30 percent of these owners work ten hours per day and 15 percent work seven days per week.

I’ll cover technical advice in “Representations and Warranties” and “Legal and Tax Issues.” And when it comes to advice, there is no lack of opinions, as discussed in “Why Deals Fail” and “Pearls of Wisdom.”

Hopefully this book is fairly easy to read, informative, and enjoyable. Throughout the book, I have referred to and quoted from many authorities in the mergers and acquisitions business. These additional viewpoints make this book even more comprehensive.

Good luck!

NOTE FROM THE AUTHOR 

This book was written for those individuals who want to buy a business, particularly a business in the lower-end of the middle market, frequently referred to as companies with sales between $3 million and $50 million. More than ever, this book is timely because of our recent business society, which no longer offers long-term employment. After numerous transfers or layoffs, many people are motivated to buy their own business to become masters of their destiny and less subject to powers beyond their control.

Having sold three small businesses of my own and having been an intermediary for buyers and sellers since 1985, I have direct knowledge of this subject. This book is an attempt to educate individual buyers so they will have a better chance to successfully buy a business.

Harvard Business School case 9-385-330, Buying an Existing Business, clearly summarizes the search process:

Searching for a small business to buy can be difficult; not only is there no established marketplace for these firms, but you are trying to purchase an entity created and cultivated by another individual, and you are attempting to make it mesh with your own style, character and interests—all at a price which is both fair to the seller and affordable for you.

Unlike the real estate market, which is efficient in bringing buyers and sellers together, the buying and selling of middle-market businesses is inefficient because of the need to keep most transactions confidential. Strict adherence to confidentiality prevents the information being easily obtainable or widely known. The secretiveness of selling a business causes buyers to be proactive by cold-calling owners and seeking to buy companies that are originally “not for sale.”

Most readers of this book have never bought a business—which is why this book is useful. You may be competing for deals against sophisticated buyout groups that have systematized every step in the acquisition process and have a fully experienced acquisition team (e.g.: attorney, accountant, appraiser, investment banker, environmental consultant, etc.). Furthermore, these professional buyout companies have computer programs ready to crank out letters of intent, financial projections, and due diligence checklists; a database on senior and subordinated lenders; and more helpful tools at their fingertips.

As a potential business buyer, you have a formidable task ahead of you. Despite the odds, however, people successfully buy businesses. In fact, many of these individual success stories are documented here. According to Fleming Meeks and Nancy Rotenier, noted business writers, “Buying a small business can destroy your ego, ruin your marriage, wipe out your bank account. It can also be the most exhilarating thing that will ever happen to you.”

Buying a business makes sense if the process is well thought out beforehand and the business is well managed afterward. Because the individual buyer cannot easily locate businesses for sale, you must try one of the following tactics:

1. Uncover companies willing to discuss the sale of their business by approaching them directly, bluntly asking: “Would you consider selling your business to me?”

2. Go to business brokers who represent companies, mostly retail, that usually have between $1 million and $3 million in revenues. He will show you his “listings” but generally will not seek out companies that fit your specific criteria.

3. Meet or visit with third-party referral sources, e.g., attorneys, accountants, bankers, leaving them your business card in hopes that they will remember to call you when they hear of an opportunity to acquire a company. They may, in turn, expect to represent you or the seller in the transaction.

4. Go to middle-market investment bankers who represent companies with sales between $3 million and $50 million to request that they put you on their e-mail list that periodically announces their new clients interested in selling.

5. Retain an intermediary for a monthly charge (usually $5,000 per month) to seek out acquisition opportunities that meet your criteria.

6. Read this book to understand the process and what makes the most sense for your needs.

Ironically, as the older population expands, more and more organizations are reducing their workforces and demanding early retirement of people between the ages of forty-five and sixty. A very large number of older adults in this early retirement still have twenty to thirty years of healthy, productive lives ahead of them. But with no work, reduced income levels, and very little guidance or social support for focusing their creativity and energies, some find themselves longing for a challenge of some kind.

Most of the individuals buying middle-market companies are in this group because such people are more apt to have the financial resources, business experience, and confidence to be successful. Furthermore, a significant number of executives from public companies who lose their jobs as a result of mergers want to buy their own companies.

Almost all buyers are curious as to “why” the seller is willing to sell his business. Whether the seller tells the prospective buyer the true story is another matter. Ideally, the buyer has a better chance of completing a transaction if the seller is under some sort of distressed situation. The jargon in the trade is death, divorce, or despair. If the owner of the company is selling strictly for financial gain, and does not have to sell, he probably will not sell until the buyer reaches his lofty price. Most owners of small businesses decide to sell because of some event. In other words, instead of planning several years in advance, the decision to sell suddenly occurs when the owner hits the wall and decides enough is enough, or Wal-Mart announces they are opening a store next to their hardware store, or their key employee decides to leave.

As a buyer of a business, you should know the various reasons that trigger the owner’s decision to sell. Some adverse circumstances for business owners become prime acquisition opportunities for buyers. Remember one of the sagest buyers of companies is Warren Buffet, who frequently sees great opportunities when the value of businesses is depressed due to short-term circumstances.

As stated in the PricewaterhouseCoopers publication, The Buying and Selling a Company Handbook:

“Buying a company is an enormous undertaking. You will be faced with matters both predictable and unplanned as you approach the market, and your vigilance will make the difference between success and failure. Your commitment, of course, will serve as the foundation on which your success is built. Buying a business is unlike anything you have before encountered.”

This book will teach you the process of buying a business. Granted, you should be a self-starter with an entrepreneurial flare. With the purchase of a business you will bear much responsibility, have a lot of uncertainty, and need to rely greatly on your intuition. People buy businesses because they want the independence, they want the challenge, and/or they are bored with their previous jobs. Not only have most buyers never bought a company, they have never run one either. This book is created so that the task of acquiring a company becomes less onerous, creates more pleasure, and results in more successful acquisitions.

Good luck on your journey.


CHAPTER 1 
How and Why People
Buy a Business 

The middle-market mergers and acquisitions (M&A) business is very fragmented. First, there are investment bankers who reach down to the lower middle market. Second, there are business brokers who traditionally sell “Main Street” America businesses, but sometimes move up to sell the lower middle-market companies ($3 million to $50 million in sales). Third, there are nationwide intermediaries such as Sunbelt Business Brokers, Inc., that have multiple offices and fill the gap between the investment banker and the broker.

Following is the terminology used for the different middlemen who can help you identify a company to buy and/or provide other services in buying a company:



Finder: A finder will identify the seller to the buyer or vice versa, but will not provide other services. For this introduction, the finder will charge a fee that should be negotiated before he or she begins contacting a potential seller. The finder merely introduces the two parties; he or she does not attempt to determine the sale price or negotiate the transaction.

Broker: Like a real estate broker, a business broker usually represents the seller. He or she identifies buyers, qualifies them, prices the business, negotiates the deal, and assists in the closing. The use of the term business broker implies that the businesses for sale have sales of less than $3 million and frequently under $1 million.

Intermediary: An intermediary provides all the services of a broker but addresses the middle market. An intermediary will work for either the buyer or the seller and usually tries to obtain an upfront retainer. When representing a seller, the intermediary will probably write a comprehensive selling memorandum. When representing a buyer, the intermediary will probably be involved with securing the financing for the transaction.

Investment banker: An investment banker usually works for a larger firm than an intermediary and is usually involved in larger transactions. While investment bankers are often retained as intermediaries to buy or sell companies or divisions, they also help finance deals by funding bridge loans or by actually putting up some of the capital themselves. In the latter case, they would be considered a merchant banker. They usually provide extensive analysis and deal structuring and receive additional compensation for rendering fairness opinions and underwritings. Also, investment bankers normally are securities brokers with a National Association of Security Dealers (NASD) license, and they can legally handle the exchange of securities of public companies.



The middle market is a busy place in which individual and corporate buyers are chasing relatively few owners who are willing to sell their businesses. For individuals, there are many opportunities to buy the small, less sought-after retailers, distributors, and service providers. However, as an individual, you will be competing with the following acquirers of businesses:



• Companies in fragmented industries that want to consolidate to “bulk up” in size

• Corporations that are divesting noncore businesses and using the resulting cash for more synergistic acquisitions

• Businesses in slow-growth industry segments that seek strategic fits

• Venture firms that are focusing less on startup companies and are adding more established middle-market companies to their portfolios

• Buyout firms, known as financial buyers, that have been refinanced and continue to have a voracious appetite



As a potential buyer, you should realize that most sellers of privately held middle-market companies do not know how to value their business or set a reasonable price for it. One of the most common mistakes these owners make is to apply to their small private company a price-earnings multiple similar to that of a public company in the same industry.

A public company could easily be worth 25 to 50 percent more because of its access to capital, its ability to use its own stock for acquisitions, its highly scrutinized financial reporting to the SEC, the probability that the management and directors are not a “one-man band,” and so on. Unfortunately, there are few, if any, price comparables for privately held companies because when these companies are sold, the price is not public information. The real estate business is different because all transactions are public knowledge.

One of the biggest problems in buying a private company is digging out the true financial numbers and understanding the company’s actual earning power. As many as 90 percent of all businesses in this country are family owned. Family companies are run differently from nonfamily businesses, and you need a keen understanding of the differences so that you can analyze them accordingly. (See Chapter 5 for further information on family businesses.)

For a buyer, the acid test of whether the business is financially viable depends on three components:

1. The owner’s salary

2. Sufficient debt coverage from operating income

3. A return on investment commensurate with the level of risk

Part of the difficulty in buying a business is that the buyer and the seller have different agendas when structuring the transaction. The seller usually wants as much cash as possible at closing and wants to structure the deal so that he or she will pay the least amount of taxes. (For reasons I’ll explain later, selling the stock of the company is the best way to reduce the tax impact.)

On the other hand, the buyer’s goal is usually to pay the least amount of cash up front and to buy the assets of the company; this allows the buyer to write up the value of the assets and also to avoid almost all contingencies of the selling company.

Aside from these obstacles, the middle market has these characteristics:

• The resources available for buyers to identify selling companies are limited.

• It is a busy place, with many individual and corporate buyers.

• It is an environment in which it is difficult to value private companies.

• Buyers and sellers have different agendas.

To successfully acquire a business, think of the three Ps:

Process: Aside from the buyer who happens to be in the right place at the right time and perhaps buys a company from a friend or relative, most successful individual buyers diligently adhere to the acquisition process. This book in large part is about the acquisition process: the strategy, the criteria, the search, the evaluation, the financing, the negotiating, the due diligence, etc.

Professionalism: Certain markets are very efficient when it comes to available information, supply and demand characteristics affecting the price, knowledgeable buyers and sellers, etc. The stock market is an example of an efficient market. However, the market for buying and selling mid-sized companies is inefficient. Frequently the seller is selling a business for the first time (it may have been his or her life’s work) and the buyer is buying a business for the first time. The seller may not reveal the real reason for selling and does not always submit all the relevant information. For these reasons, a buyer should spend the time and money to assemble an advisory team of professionals— intermediary, lawyer, accountant, appraisers, etc.—to improve the chances of successfully acquiring a company.

Persistence: In case studies of individuals who successfully acquired companies, the predominant characteristic is persistence. Many of these buyers spent eight to ten hours a day for two solid years doing legwork before they finally closed on an acquisition. Most of them had sufficient capital and were qualified buyers, but the trait that sets them apart from their peers is persistence.

Individuals who fail to buy a middle-market company may just be unlucky, or there may be other mitigating circumstances. However, if you are a qualified buyer with a solid business background and a reasonable amount of capital, you should be able to acquire a company if you adhere to the three Ps and follow the advice in this book.

WHY BUY A BUSINESS?

So if it’s so difficult to buy a business, why should you bother? Part of the answer comes from the quintessential outplacement firm, New Directions. This Boston-area company advises senior executives with salaries over six figures on career movement. The president of the firm, David Corbett, and his staff help clients find another executive position or, as the name of the firm implies, redirect their vocational life in a “new direction,” such as buying a business.

In a comprehensive study regarding entrepreneurs, David Corbett found that:

More than half the working population of the United States think seriously about owning their own business. At least 500,000 managers are being fired every year. For many of them, ownership is an increasingly tempting option. As a practical matter, it is unlikely that someone over sixty years old is going to have much success joining another corporation. Entrepreneurship is an attractive alternative that offers new independence and control, perhaps the ticket to trying something one has always wanted to do. The fifty-five- to sixty-four-year-old market is also the single most affluent consumer group today and many of these affluent individuals are candidates for small business ownership. Midlife seems to generate many conflicting choices. The common threads, however, seem to be a need for autonomy, control, independence, and freedom as well as a quest for self-fulfillment and self-actualization and a need to have a career that is meaningful.

The essential ingredient for success is probably the sheer will to win—the total commitment to achieve at any cost.Research shows that 60 percent to 90 percent of new ventures are created as a result of some close connection between the prior work and the new venture.

Robert Weiss, a research professor at the University of Massachusetts, asked people whether they’d work if they had inherited enough money to live comfortably. Roughly eight out of ten people said yes.

Other relevant comments in the survey were:

• Today’s flat organizations offer less opportunity for bigger, better jobs. Hard work is less a guarantee for success than ever before. As a result, dissatisfaction is on the rise: 47 percent say they either dislike or are ambivalent about the company they work for.

• Work really defines who you are. So much of a person’s self-esteem is measured by success at work.

• Most corporate cultures are designed to eliminate creativity. Finding the sense of mission in a big business isn’t all that easy.

In his book, New Business Opportunities, Jeffrey Timmons, professor of Babson College and Harvard Business School, states: “Graduates of the Harvard Business School . . . long thought of as the West Point for the Fortune 500 . . . thrive on this entrepreneurial dream: about one-third end up working for themselves.”

One can look back in time and draw various analogies between explorers in the seventeenth century, immigrants in the eighteenth century, pioneers in the nineteenth century, and entrepreneurs in the twentieth and twenty-first centuries. According to Webster’s, an entrepreneur “organizes, manages, and assumes the risks of a business or enterprise.” Historically, the term entrepreneur has been used to mean someone who started a company, but I believe that an entrepreneur is someone who either starts or buys a company. I also believe that the motivation of both groups is the same. Gordon Baty discusses entrepreneurs’ motivating factors in his book Entrepreneurship for the Nineties:

1. To make a lot more money than I could with some other application of my energies during a comparable period of time.

2. To get out of a professional rut—to see ideas through to completion, to gain professional recognition, to accept responsibility for the full consequences of my ideas.

3. To be my own boss, control my own destiny, set my own hours, etc.

4. To prove to myself (my spouse, my father, my ex-boss, etc.) that I can do it.

5. To advance technology, society, etc.

6. To develop and deploy talents I feel that I have outside my area of specialization.

Buying a business satisfies many of the entrepreneurs inner challenges and psychological needs of self respect and self worth. The feeling of independence is embellished when the buyer of a business realizes that as an owner of a company he is now the master of his destiny.


CHAPTER 2 
Should You Buy a Business?

Before we get any farther, it is only logical to ask the preliminary question as to whether, in fact, you should buy a business at all! This book is essentially written for individual buyers who are indeed interested in purchasing a business and looking to acquire companies with $3 million to $50 million in sales, commonly known as the lower middle market. Following is a list of typical business buyers. Which type are you?

PROFILES OF BUYERS 

• Layoff: Many people in corporate America have been laid off because the competition forces businesses to downsize, or, as some executives say, “right-size.” These people may have become cynical about their future with other Fortune 1000 companies, or, if they are over forty, their odds of getting another job have diminished dramatically. In this case, self-employment is a viable alternative, and so buying a business is like buying a job. In fact, one well-known intermediary actually advertises in the newspapers, “Buy a Job!”

• Second career: A number of business managers either take early retirement or are jettisoned from corporate America with a golden parachute. Some simply become fed up with corporate bureaucracy. These individuals may want to prove to themselves and to their peers that they can successfully run their own company. They have confidence in themselves and usually have a credible business or professional background.

• Entrepreneur: Today’s entrepreneur is our modern-day explorer, one who is willing to take risks for adventure. A decade or so ago, most entrepreneurs were associated with startup companies. However, a more prevalent form of entrepreneurship in the 2000s is buying a business. Numerous studies show that it is much safer to buy a business than to start one. Four out of five small businesses that change hands are still in business five years later, whereas only two out of five startup businesses survive for that same time period. Many MBA programs, particularly Babson College in Wellesley, Massachusetts, feature courses in entrepreneurship.

• Former business owner: Although burnout is the number one reason owners of middle-market companies sell, these individuals often later buy another company. People in this group may buy and sell two or three businesses in their lifetime.

• Part of a group: While much less prevalent than individual buyers, groups of two or three individuals will sometimes buy a business together. We all know the problems with partnerships, so if there are multiple owners, a buy-sell agreement plus an owner’s life insurance policy is imperative at the outset. Geneva Business Services has noted a recent phenomenon where three individuals who have worked together at the same company join to purchase a business, particularly if each individual brings different but complementary skills (e.g., manufacturing, marketing, and finance).

• Absentee owner: A number of individual business owners prefer to treat a company the way they would commercial real estate and take a passive role. In other words, a professional manager runs the business and the owner keeps track of the company on a weekly or monthly basis, but from a distance. It is an investment even though the owner owns 100 percent of the company.

• Lifestyle: When Country Business, Inc., of Manchester Center, Vermont, started brokering businesses in northern New England in 1978, it targeted clients ranging from executives who wanted a more satisfying career to city dwellers who wanted a quieter, more fulfilling lifestyle. Many people who buy businesses simply want a significant change in where or how they live.

• Turnaround specialists: There are people like Peter Alcock who have the talent and ability to acquire distressed companies, restructure them so they begin making money, and then eventually sell them at a handsome profit. Alcock engineered the buyout of U.S. Repeating Arms (Winchester Rifles), a $55 million company from New Haven, Connecticut, that was in Chapter 11, and later sold it to a French conglomerate. Afterward, he acquired a well-known furniture company that was having some financial difficulty. Having sold the furniture company, he later acquired a contract manufacturer and tripled sales in five years.

• Well endowed: Separate from these classifications are people who are independently wealthy and may not be under time pressure to buy a business, but they want to be their own boss, they want a challenge, they want control, and they want to build their own equity.



While these buyer profiles are broad and encompass a wide spectrum of people, there is, of course, the distinct possibility that even if a person perceives himself or herself as a qualified business buyer, this is perhaps not the case.

The profile of the individual buyer is important to understand. If you want to acquire a company, you will probably be competing against other individuals and some corporate buyers. Knowing your competition will help you beat them.

DECIDE IF BUSINESS OWNERSHIP IS FOR YOU 

The founder and managing director of New Directions, Dave Corbett, initially screens his clients’ ability to buy a business by asking them these five questions:

1. Should I buy a business?

2. What business should I buy?

3. How will I fund it?

4. How will I find it?

5. How do I close the deal?

You should ask yourself these questions as well. The following factors are also crucial in your decision to buy a business:

• Motives

• Ambitions

• Level of commitment

• Personal risk profile

• Financial resources

• Cooperation of family members

Buying a middle-market company is not a game for neophytes. Before going any further in the process, you’ll need to do the following:

1. Conduct a self-assessment. In order to successfully buy and run a business, you must have a multitude of skills and talents. It is like being a baseball player who can play all nine positions. You should be a self-starter and a leader who takes charge and is able to execute after a reasonable analysis. You should work well with people and be totally committed to your mission. You should be capable of learning quickly and working long hours. Your family should be very supportive of your endeavor. Are you willing to do menial office jobs that in a large business you would have delegated to one of many subordinates? Is your background too limited to run a company that is totally different from your prior business experiences? I could go on and on, but the point is that this is not a game for the faint of heart.

2. Assess your credibility. Put yourself in the seller’s shoes. The company is often his or her life’s work. When you offer to buy a company from the founder, a high price may not be enough to persuade him or her to sell. If the owner is considering whether to entrust his or her “baby” with you, you have to convince him or her that you have the experience, knowledge, and capability to successfully run the company. The seller will want to know your objectives, your background, your skills, your financial capabilities, and whether you have others on your acquisition team. If you are buying a company in an industry you’re familiar with, you will obviously impress the owner with your relevant experience. If the seller thinks that you have credibility, the likelihood that you will be considered a top candidate will improve.

3. Enlist professional help. You will probably want to seek advice from your friends, but even more importantly, you should align yourself with experienced professional advisers. For example, you do not want to hire a lawyer who is a generalist, but rather one who specializes in such transactions. An accountant who specializes in mergers and acquisitions will find innovative ways to raise cash from the target company’s balance sheet. And as one experienced buyer, Peter Alcock, said, “A good intermediary is worth his weight in gold.”

4. Ask yourself: Do you have a plan? You may have the credibility and the money to acquire a middle-market company, but you also need a plan. Forcing yourself to articulate your direction and how you will undertake your search and finance the transaction will cost you some “upfront” time. However, without a plan, the search for a business to buy deteriorates into a haphazard effort whose outcome has to do more with luck than with skill.

5. Determine your ability to pull the trigger. In twenty-two years as an intermediary for selling businesses, I have seen many potential buyers lose confidence and pull back on their attempt to acquire a company. You need a lot of confidence. Successful buyers are like competitive athletes: their desire to succeed translates into quick action. One of the biggest mistakes buyers make is that once they become interested in a particular company, they stop pursuing others. However, only 50 percent of transactions that reach the letter of intent stage actually close—leaving potential buyers back at square one. Conversely, many buyers are reluctant to make an offer by submitting a non-binding letter of intent on more than one company at a time. The bottom line: You have to act quickly and be ready to refocus your attention if a deal falls through.

6. Take a financial inventory. You’ll need a significant amount of your own cash to buy a profitable middle-market company. As we will discuss later in this book, a profitable manufacturing company with $4 million in sales could require $600,000 to $700,000 of a buyer’s cash. If you have less than that, you might have to buy a smaller company or an unprofitable company, or you might consider buying a company with a partner or raising equity from investors. Until you know what resources you have to invest, you will not know which companies are likely targets.

Cash for buying the business is just part of the requirement. You will also need money to live on for the year or two in which you will be looking for a company. You’ll run into expenses such as a rented office, secretarial service, travel, entertaining, and professional help.

7. Consider your tolerance for risk. Let me be a devil’s advocate and pose the question of what happens to you financially if you don’t succeed in buying a company. Can you get a job rather quickly, or do you have alternative financial resources to lean on? Many bankers require new owners of middle-market companies to personally guarantee the bank notes. To what extent can you financially withstand the drain if such a note is called?

8. Be ready to undertake a lot of responsibility. Purchasing a middle-market company is a huge responsibility if you stop to think of the number of people who will be dependent on you: employees, customers, vendors, stockholders, bankers, etc. You should thrive on responsibility because you will have it thrust upon you. If you have been working for a Fortune 1000 company, you have not faced the crisis of meeting a payroll when your company is undercapitalized. As a new owner of a relatively small business, you may have personally signed the bank notes, and so you will have a responsibility to your family (and your colleagues) not to fail. If you have minority stockholders, you have a responsibility not only to protect their investment but give them a decent return on their money. Above all, if your company starts to fail, or in fact fails, you will be the person ultimately in charge.

9. Exercise patience. Buying a middle-market company usually takes a year or two, assuming you devote your full time to the project. I know a number of people who are in their fourth year of pursuing an acquisition; however, they are only working on it part-time. Many individual buyers lose patience after six months and end up taking another job. Acquiring a business is a matter of the three Ps: process, professionalism, and persistence. While it is important that you have “fire in the belly” to pursue an acquisition with vigor, it is equally important that you understand that the entire process takes patience.

10. Think about your timing. Buying a business when the economy is overheated means that you might overpay for the business and/or that interest rates on the bank notes will be high. Buying a business has some similarities to buying real estate and buying stocks. On the other hand, you can’t exactly wait around until the next recession to get a great price on a business.

I’ve been blunt in considerations and questions not to scare you away from buying a middle-market company, but rather to successfully prepare you for such an accomplishment.

WHAT THE EXPERTS LOOK FOR IN A BUYER 

Several years ago, I inquired why Godfrey Wood was the most successful broker for Land-Vest, a Boston-based real estate firm that sells multimillion-dollar estates. One of the principals of the firm told me that one reason Wood was so successful was his ability to quickly qualify the potential buyer. Because real estate brokers work on commission, they can ill afford to spend half a day showing an unqualified buyer a multimillion-dollar estate. In Godfrey Wood’s case he asked: 1) Do you own a house now? 2) What other estates have you looked at recently? 3) How much capital have you available for such a puchase?

Since I am an intermediary working almost exclusively for corporate buyers and sellers, I receive telephone calls daily from individuals seeking to buy a business. While I am cordial and respectful, I cannot afford to give potential buyers an hour of my valuable time unless they pass my short evaluation test. Admittedly, the following questions are curt and project unfriendliness:

• How much equity are you willing to invest?

• Where is the money coming from?

• How can I become comfortable that this money is really available?

• Have you been a CEO of a company and/or have you previously been involved with acquiring a company?

• Would you consider paying a retainer to an intermediary for the acquisition search?

The answers to the above questions give me a quick snapshot of the buyer’s profile. Just as lawyers do not accept all prospects as clients, business intermediaries also are somewhat selective. The following twelve points would be my checklist for an ideal individual buyer.

1. Is capable of investing $500,000 to $750,000 of his or her own cash in the deal.

2. Was previously involved with a corporate acquisition, either personally or for an employer.

3. Has had CEO experience or has been head of a division of a substantial company.

4. Has prepared an acquisition plan for this assignment or printed a condensed version of the plan in brochure form.

5. Has narrowed the focus to target industries.

6. Has targeted industries similar to his or her business background.

7. Is willing to sign a fee agreement with the intermediary.

8. Is willing to pay a financial retainer to the intermediary.

9. Is likely to have good personal chemistry with a seller.

10. Has already spent some time looking for an acquisition.

11. Is willing to pay a full price for the target company and does not have the characteristic of being a “bottom fisher” (one who consistently bids low).

12. Is willing to accept a company with some problems.

WHO BUYS WHICH BUSINESSES?

Geneva Business Services of Irvine, California, found that the type of buyer usually indicated how large (in revenue) a company they bought:

THE BUYERS OF COMPANIES REVENUES 
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The figures above are self-explanatory in that individuals buy more companies under $3 million in sales than any other group. I believe there are more companies in the United States with sales between $1 million and $3 million than there are companies with over $3 million in sales. Since I’ll focus on the middle market in this book, specifically companies with $3 million to $50 million in sales, individuals (you!) play an important part in acquiring companies in this category.

ADDITIONAL COSTS BEYOND THE PURCHASE PRICE 

In addition to the actual purchase price, you’ll also need money for fees and other costs. The following analysis is based on a one-year acquisition search for a normally profitable manufacturing company with sales of $10 million. The figures below are very general, but the largest difference between the minimum and maximum is whether an intermediary’s fee is included. (Later in the book, I’ll strongly recommend that you use an intermediary.) The mean total of $278,500 is equivalent to 5.6 percent of the $5 million purchase price.

ACQUISITION SEARCH FOR A COMPANY WITH SALES OF $10 MILLION ESTIMATED COSTS 
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* The accounting due diligence varies depending on whether the company has compilations or audited statements. If it has compilations, the cost could be between $15,000 and $35,000.

† The legal due diligence varies depending on whether there is litigation that needs to be settled prior to an acquisition.

‡ The M&A intermediary’s fee is based on the Lehman formula less the retainer.

§ The financing intermediary’s fee is based on the following:
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CONCLUSION 

Understanding each buyer type is essential to success in business acquisition. You will probably be pursuing companies that are also being sought after by both other individuals and by some corporate buyers. Regardless of the category in which you classify yourself, you will have formidable competition.


CHAPTER 3 
Acquiring Small Businesses

Buying Your Own Business focuses on middle-market businesses, but it would be remiss not to devote at least one chapter to small businesses, commonly considered companies with sales of under $3 million.

THE DEFINITION OF A “SMALL BUSINESS”

According to data from The State of Small Business Report: “55 percent of all U.S. businesses have sales volume under $500,000 and 74 percent have a sales volume of less than $1 million.” In terms of employees, the Small Business Administration estimates the breakdown of companies as follows:









	CATEGORY
	NUMBER OF EMPLOYEES 
	PERCENT OF BUSINESSES



	Very small 

	1–19 

	89




	Small 

	20–99 

	9




	Medium 

	100–499 

	1




	Large 

	500 or more 

	1






To go one step further, the SBA estimates that the small business market is broken down into four types of companies as follows:








	          1. Retail: 

	                                                                                  41%




	          2. Services: 

	                                                                                  34%




	          3. Distribution: 

	                                                                                  16%




	          4. Manufacturing: 

	                                                                                    9%






According to BizStats (www.bizstats.com), the legal structure of small businesses is as follows:








	Sole Proprietorships: 
	                              72%




	Limited Liability Cos.: 
	                              3%




	Partnerships: 
	                              5%




	Corporations: 
	                              20%






WHY BUY A SMALL BUSINESS?

The attraction of acquiring a small business is obvious: There is a wider selection of small companies, and the price of a small business is theoretically lower in real terms as well as valuation metrics than that of a middle-market company.

     Lower Costs 

To acquire a small company with sales under $1 million, you will probably need between $100,000 and $200,000 (unless the target company has just a few employees). To acquire a profitable company with $3 million in sales, you might need between $400,000 and $500,000.

     It’s More Realistic

The reasons people are very anxious to own their own business are their need for independence, the challenge, and/or the desire to involve their family in the endeavor. For some people, buying a small business is a viable option. Alternatively, the person can start a business from scratch. Historically, the failure rate is twice as high in starting a business as in buying a business.

Buying a franchise is another possibility, but the best franchises, such as McDonald’s, take about a $500,000 to $1 million investment per restaurant, and the relatively unknown franchises, while considerably less expensive, may not be worth the investment. And, historically, franchise contracts have been inordinately one-sided, with a large sum of the profit going to the corporation. There are some experts who feel that the golden era of franchising might be over.

HOW TO VALUE A SMALL BUSINESS 

Twenty or thirty years ago, a business with $1 million in sales seemed like a good-sized business. Today, however, it is common for a small shop to have $1 million in sales. I am familiar with a wine store in which the owner works a seven-day week, day and night, and I know a bike shop where the recordkeeping is so poor that it is very difficult to determine its actual financials.

These two examples illustrate the two major concerns in buying a small business: (1) dependence on one person and (2) lack of proper information. Aside from these concerns, the biggest problem in buying a small company is often the pricing and/or valuation. The reality is that the owner of a small business usually does not know how to value companies. So the owner often does the following:

• Uses a mythical valuation technique that some so-called authority stated, such as “one times sales.”

• Receives advice from a local accountant, who may or may not be proficient in valuations.

• Bases a figure on sweat equity, or “what he has to get out of it” without any correlation to the hard numbers.

• Bases the company’s earnings on what the business could earn if the owner did not “skim” (personally take money off the top).

• Compares a New York Stock Exchange company to this Main Street store, e.g., a price-earnings ratio of twenty.

When brokers represent small businesses, many of them use rules of thumb to place a value on the company. While this methodology may seem inept, it is a prudent starting point for many small businesses that have insufficient financial records. For more detailed information about these rules, contact Business Brokerage Press for its annual Business Reference Guide: www.bbpinc.com, 800-839-5085. While the guide has examples of each business specialty, such as hardware stores, insurance agencies, print shops, etc., some generalizations are as follows:








	TYPE OF BUSINESS
	VALUATION




	Retail 

	30% of 12 months' sales




	Service 

	60% of 12 months' sales




	Distribution 

	35% of 12 months' sales




	Manufacturing 

	50% of 12 months' sales






Naturally, the rules of thumb are merely benchmarks. The real question is, what are you really buying? Cash flow? Growth potential? Assets? Liabilities? Risks? More specifically, what are the terms and conditions of the lease, the value and life of the inventory, the condition of the furniture and fixtures, the age of the machinery and equipment, the status of the franchise or licenses, the probability of ongoing business, and the likelihood of employee continuity?

In addition, buying small companies involves higher risk than acquiring larger ones. Small companies often have the following characteristics:

• The management team consists of one or maybe two principals— the owner and/or a partner or family member. When the business is sold, the management disappears.

• Very few financial, inventory, manufacturing, or quality control systems are in place. Analysis of comparative monthly or yearly backlogs is usually nonexistent, and breakeven points and product costing figures are unavailable.

• Accounting figures are late or not provided on a monthly basis.

• Customer concentration often exceeds the 80/20 rule (80 percent of their entire business comes from only 20 percent of their customers).

     A Case in Point 

A few years ago a lawyer called me to see if, as an intermediary, I would be willing to sell a small custom sheet metal manufacturer. Normally I would have graciously declined the assignment; however, against my better judgment, I accepted for the following reasons:

• On $800,000 of sales, the owner was taking out $200,000.

• The business was growing.

• There was a very motivated seller.

• Including the real estate, which was assessed at $250,000, the owner was willing to sell the business and the plant for $500,000.

Below are a few facts about the business.

• The two largest customers represented 50 percent of total sales, and the top ten customers represented 90 percent of sales.

• The owner was in charge of manufacturing, designing, purchasing, quoting new business, and sales, and he sometimes delivered the orders on the company truck. He arrived at work every day at 6:30 a.m., and he hadn’t taken a vacation as long as he could remember.

• The owner’s wife came into the office a few hours every day. She was the principal contact for matters concerning the sale of the company.

• There was a full-time secretary who did three things: answer the telephone, type the invoices, and make out the weekly employee payroll.

• There were no computers in the office, and only after I insisted did they install a fax machine.

• The factory was in a residential area; i.e., it was a nonconforming use, and a new owner could not expand the facility.

• Almost all the machinery and equipment was fully depreciated. There were no Computer Numerical Control (CNC) machines. One machine was more than 100 years old.

• Neither the machinery and equipment nor the real estate was appraised. The financials were not audited.

When two offers for the business were delivered, the principals were too busy to consider them. The owner was in the middle of a rush job, and his wife’s father had just been taken to the hospital.

This description of a small business is a true case. With the help of another intermediary, we were fortunate enough to find the right buyer, and the deal closed successfully.

Let us step back and assess the characteristics of owners of small businesses and/or startups. Rarely are they management, marketing, or financial types; rather, they are creative engineers, inventors, salespeople, programmers, and so on who are very entrepreneurial. They are often willing to work eighty-hour weeks, and they often do not have support systems such as secretaries and assistants. In many cases they are multitalented, carry much of the corporation information in their head, build close personal relationships with vendors and customers, and do not necessarily build a management team. It is common for their businesses to have heavy customer concentration and/or a few key products dependent on a limited number of suppliers. Of course, there are exceptions to the rule, but generally speaking the owner/operator is the business.

It is one thing to start and build a company from scratch, but it is another to buy a company when the principal asset (the owner) is leaving and what is left is a weak or nonexistent management team with few, if any, systems in place. Unfortunately, it costs a buyer almost as much in professional fees to acquire a company with $1 million in sales as it does one with $3 million in sales. It may be wiser to raise more equity up front by bringing in other investors and/or putting together an acquisition team (so you can buy a more established business) than to acquire a smaller company by yourself.

THE REBUTTAL TO THE TROUBLE OF SMALL BUSINESSES 

Despite the challenges of acquiring a small business, most of the estimated 300,000 businesses that are sold annually are considered small. So why bother?

You could find a diamond in the rough. In Chapter 27, “Case Studies of Buyers,” you’ll find two examples of enormously successful small business acquisitions. In the case of Bailey’s of Boston, Franklin Wyman bought an ice cream parlor restaurant and candy store with only $7,500 of his own money plus his partners’ investment. Over twenty-three years, the sales grew from $250,000 to $4.6 million, and Wyman sold out with over $1 million profit. In another case, Tom Tremblay acquired Guardair Corporation with the financial backing of an investor group and in ten years increased sales fivefold.

Or, you could buy a small business that could make history. In his book New Business Opportunities, Jeffrey A. Timmons, professor at the Harvard Business School, states: “Since World War II, half of all innovations and 95 percent of all radical innovations have come from new and smaller firms. Innumerable innovations and industries began this way: the heart pacemaker, the micro-computer, overnight express packages, the quick oil change, fast food, the oral contraceptive, the x-ray machine, and hundreds of others.”

In spite of Timmons’s rousing statement, there is usually greater risk, albeit less costs, in acquiring small businesses because they are often less established, more dependent on one person, and subject to customer concentration and can be weak on financial controls.

RECOMMENDATIONS 

Before you seek out small businesses for sale, you should think about the following things.

     Make a Financial Plan 

First, determine how much cash you are willing to commit—not only to the purchase of a business but also to upgrading it. If you have $100,000 to $150,000 for an initial investment in a business, you probably can expect to acquire a company with $500,000 in sales at a purchase price of $200,000 to $250,000. The balance of your equity investment will be covered through seller’s financing and/or bank debt. Remember, you will be expected to personally guarantee bank notes.

Your financial capabilities will somewhat determine the size business you can expect to buy. Perhaps you have heard about books that encourage you to “buy a business with no money down.” While anything is possible, the likelihood of achieving such a feat is remote unless there is something terribly wrong with the target company.

     Settle on a Location 

Another consideration is your geographic limitations: are you willing to relocate your home or drive an hour to the business’s locale? In seeking out small businesses for sale, you can refer to the Business Opportunities section of the city newspaper, contact business brokers, and call on owners directly. The most widely used online resource is www.bizbuysell.com. Do not be afraid or hesitant to seek professional advice in this process even though the businesses are small.
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