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When Buying or Selling a Business…
FACTORS TO CONSIDER
· How has the retail store been performing?  
· Solid profits history? 
· Why is the business being sold? 
· A good location than can be taken over? 
· Premises and equipment in good repair? 
· An attractive inventory of goods? 
· An exclusive distributorship that can be taken over by the buyer> 
· Loyal group of customers or client? 
· Lucrative long-term contract with customers or clients?  
· Limited competition? 
· Accounts receivable that are easy to collect? 
· A specialized and highly competent workforce? 
· A business that complements your existing business? 
· Will buyer be keeping any of the assets? 
· Payment terms? 
Deterring factors: 
· Business loses money
· Declining Sales
· Profits don’t exceed the value of your labor
· No longer part of a popular trend
· Lawsuits and other disputes
· Large debts (the seller might consider assuming any debts as part of the sale) 
· Deep pocket competition
· Rapidly declining neighborhood
· No long term lease
· Business can be duplicated at very little cost by prospective buyer
Documents that a buyer needs to see:   

· Balance sheet
· Cash flow statements and financial statements
· Tax returns
· Entity records
· Leases warranties and vehicle titles
· Real Estate ownership documents
· Licenses and permits
· Important contracts
· Proof of intellectual Property Ownership (if applicable) 
· Business plan (optional) 

The IRS' Valuation Criteria: 

· History and Nature of the Business
· Economics of the Industry
· Book value and financial condition of the business
· Earnings and dividend paying capacities of the business
· Goodwill and other intangibles
· Sales of stock and size of block to be valued
· Market price of actively traded stocks of public companies engaged in same or a similar business
Tax Returns

Type of Business

Type of Tax Return
Sole proprietorship or a single member LLC

· Schedule C from your personal Form 1040 (that’s where the business income gets reported and paid) 

Partnership of multimember LLC

· 
Form 1065 ( business information return) 

S corporation

· 
Form 11205 

C corporation

· 
Form 1120 or 1120 A (corporate income tax return) 

CPA Docs

Compiled Financial Statement   (Least Expensive)

Reviewed Financial Statement

Audited Financial Statement
(Most Expensive)

Resources for Comparables
www.bvmarketdata.com 
1. Earnings or Income Valuation Approach - 

Focuses on the income statement. The real value of any business is the return on investment, the ability to make money. 

For tax purposes, business owners often times will want to increase their salaries in order to minimize taxable income. In addition, owners usually want to credit the company with as many discretionary "customer entertainment" or "business promotion" expenses as possible. These strategies will help hold down the companies before tax income, therefore "earnings" must be restated to reflect the actual return to the owner -- the return on investment. 

What are earnings: 

(1) Accounting net profit

+

(2)Excess owners' salary - the amount an owner pays himself above what a hired manager would be paid for the same job

+

(3)Depreciation/amortization expense (non-cash expense items)

+

(4)Discretionary expense items 

+/-

(5) Extraordinary one-time expenses (income) 

-------------------------------------------------------

= "Earnings"

Compare this "investment" to investing in....

Bonds: 5%

Extremely stable business: 10-12% 

Less stable small enterprise: 15-20%

Various Capitalization Rates: 
CLASS 1 

Large-sized businesses (over $10mm in sales), sound financial condition, stable earnings, experienced and capable management team with good depth. 

Capitalization rate: 10%-15% 

CLASS 2

Medium- to large-sized business ($2mm to $10mm in sales), well established company, good top management 

Capitalization rate: 15%-20%

CLASS 3

Small to medium size business ($500k - $2mm in sales) possible fast growth situation but limited available capital, less stable earnings pattern, management usually lacking experience and depth

Capitalization rate: 20%-30%

CLASS 4

Small-sized retail or service business (restaurants, garages, marinas, etc) some capital required, limited growth potential, highly competitive environment, possibly experienced management but little depth

Capitalization rate: 30%-50%

CLASS 5

Personal service business (manufacturing rep., bookkeeping service, personnel agency), very little capital required, highly dependent upon the skills of the owner or manager. 

Capitalization rate: 40%-100%

CLASS 6

Professional practice, highly technical, totally dependent upon specialized knowledge of participants, may have heavy capital requirements. 

Value usually based upon value of assets
Business Value x Desired Rate of Return = Expected Annual Profits/Earnings

or  Annal Profits/ROR = Business Value

So at 20% Rate of return: Value of a $50k business would be $250,000.00 

At 15% Rate of return: Value of a $50k would be $333,333.00

NOTE: This rate of return (20% or 15%) is also referred to as the "capitalization rate"

But you also must factor in the amount of cash flow that will be available to pay the buyer a reasonable salary if need be? 

Also, how will inflation or deflation affect the business and its future income? 

2. Asset Valuation Approach
In addition to market value of assets, you might consider: 


- Long term contracts with customers or suppliers


- A long term lease for a location for below-market rent (as long as it's 

   transferrable) 


- Business name, patents, customer lists or business name

Book Value: (Also called net worth or owner's equity) is the total assets minus the total liabilities. In other words, what the business owns, minus what the the business owes. This method is normally used only when the assets are liquid, or easily convertible to cash. If not, we will need to adjust the book value...

Adjusted book value: Adjustments usually owes to "Property and Equipment" and "Intangible and Goodwill" . Depreciated asset or building values for tax purposes usually don't accurately reflect the real value of those physical assets. "Intangible and Goodwill" assets show up on balance sheet only if they have a cost basis, that is a readily identifiable cost of purchasing that goodwill. Otherwise, they don't show up on the balance sheet, but may nevertheless hold significant value for the business. 

a) Liquidation value: Assumes business will cease operations and liquidate it's assets and pay it's liabilities. Any leftover cash would go to the owners. This is only valuable in establishing an absolute bottom price at which the owner would be better off liquidating the company than selling it off.  A liquidation sell generally occurs only when the business in "under pressure", and therefore the assets -- inventory, property and equipment -- would not bring in as much money. Some general rules of thumb for liquidation value are: 


⁃
80% of all accounts receivable less than 90 days old


⁃
50% of all inventory


⁃
40% of the current market value of equipment


⁃
25% of the current market value of the building


⁃
40% of the current market value of the land


⁃
0% for leasehold improvements
b) Reproduction Value: The current market cost of reproducing the fixed assets of the business (property, fixtures, leasehold improvements, equipment). Like liquidation, reproduction valu represents the a benchmark--the value which a hypothetical buyer would not exceed unless the earnings so dictated. 

Industry Formulas and Rules of Thumb

1.2 to 1.5 times annual sales (but market trends and other factors will affect this) 

Appraisers: www.appraisers.org or www.go-iba.org)

What every Business Owner Should Know About Valuing Their Business by Stanley J. Feldman
The Small Business Valuation Book by Lawrence W. Tuller 

Ratios to Consider

Income per employee

Percentage of payroll devoted to employee costs

Gross profit--or margin--per item sold and

The ratio of gross profit to gross income

For retailers, consider sales volume per square foot of retail space

CPAs can prepare three main services
1. Compiled Financial Statement - with all the numbers in the right place, but no CPA guarantee

2. Reviewed Financial Statement - with all the numbers in the right place, some comparison to industry numbers, but no guarantee

3. Audited Financial Statement - with numbers in the right place, comparisons to industry numbers, and guarantee of CPA
10 Tips to increase profitability
1. Keep your workforce lean

2. Get the best prices for Outside Services
3. Close Down Less-Profitable Locations or Parts of your business

4. Upgrade your equipment, Information Systems and Inventory


5. Get Rid of Unnecessary Inventory

6. Collect, Collect, Collect

7. Negotiate the Rent

8. Stop Theft

9. Market Smarter

10. Secure your lease, ensure transferability; Lock up your parking, build it into lease
GLOSSARY OF TERMS
Depreciation expenses: A reduction in value of an asset over time.

Income capitalization approach: A way to determine the market value of an income producing property by converting it's future income stream into a single capital value.

Market Capitalization: The process of converting into a present value (obtaining present worth of) a series of anticipated future annual installments of income / The total amount of all securities, including long-term debt, common and preferred stock, issued by a company / The market price of an entire company

From NOLO “The Complete Guide to Selling a Business”
