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It's never too early to
prepare your business for sale

hen selling their companies, entrepreneurs,
s ; s / general managers and chief executive officers
likely have one thing in common: The sale of

their businesses is among the most important transactions

they will make in their careers.

And because the stakes are so high, thorough preparation
is paramount. Mistakes made early in the sales process can

result in signiﬁcant costs during the deal and after it closes.

Secure the highest price

To help you obtain the maximum price, preparations

to sell your business ideally should begin at least two to
three years before you put it on the market. Why start
so early? There are numerous reasons, including:

¥ Rectifying actions that may have been taken years
ago, but which no longer fit the operation or make
it as salable,

¥ Updating and assembling books and records in
a cogent manner,

¥ Putting documents in place for potential acquirers,

¥ Enhancing management, if necessary, and

¥ Preparing yourself and your staff for the future.

When you start thinking about selling your business, the
first thing you should do is assemble an experienced team
of experts, which at the very least should comprise an
investment banker, a certified public accountant and a

transaction-oriented attorney. Your team should be familiar
with making M&A deals and know the best avenues to a

trouble-free sale.

List poten tial bu)/ei's

After you have assembled an experienced M&A team,
make a list of potential buyers. Assess purchasers that
fall into one of these four categories:

1. Entrepreneurs,
2. Management teams,

3. Larger businesses in your field (which could include
a strategic buyer or buyer executing a consolidation
plan), or

4. Private equity groups.

Prospective purchasers’ perceptions of your business
are influenced by factors including your company’s
earnings before inferest, taxes, depreciation and
amortization (EBITDA) or net cash flow; share of market;
how clean your financial statements are; and the terms
and conditions of the purchase.

Several things increase the value of your business to
potential buyers: leveragable assets, perceived growth
potential, flexibility of terms, availability, clarity and
accuracy of information, and the strength of your manage-

ment team.

Leverage your best assets

If you are running a manufacturing or distribution business,

your receivables, inventory and equipment are leveragable




assets. In other words, financial institutions will loan funds

against part of those assets’ value.

If you can show that your company is growing its market
share in its business and that the industry in which you
participate is stable or growing, the perceived value of
your company is more than that of a similar-size, stagnant-

growth business or one in a shrinking marketplace.

Similarly, if you have a good management team in place that
is familiar with the business and its marketplace — and is
Wiﬂing and able to continue under new ownership — the

company will be more valuable to potential acquirers.

There are two very important things you can do to enhance
your business’s value. One is to have ongoing clean audited
statements, with extraneous expenses eliminated or, at a
minimum, isolated so prospective buyers can easily identify
them. The other is to run a “fire drill” in preparation for the

due diligence portion of the transaction.

After a letter of intent is negotiated with a potential

buyer, the due diligence process begins in earnest. This

crucial period is when many buyers try to reduce the
price or enhance the contract’s terms and conditions
governing the sale of the business.

It’s to your benefit to reveal all meaningful items of
interest — both good and bad — to the buyer early in
the sales process. Companies that try to hide something
usually pay for it later.

After all, a serious buyer thoroughly evaluates the potential
purchase and may view anything left out of the due diligence
package as an intentional oversight. Then the buyer can use
that omission as a lever to lower the price or attach more

stringent terms and conditions to the sale.

Strike before the iron gets hot

Even if you're just thinking about selling your business,

now is the time to act. Reinforce with your employees the
need to operate cleanly and efficiently so you can present a
“neat package” to prospective buyers. It helps enormously
to think as potential buyers will; that way, you can anticipate
what they’ll want to know before committing a significant
portion of their net worth to the acquisition.

contract and due diligence.

This is a prospective acquirer’s investigation of a seller’s company. The due diligence process usually
comprises two parts. The first is informal and less stringent and takes place before a letter of intent is
prepared. The second is the detailed process that takes place after the parties agree with the letter of
intent but before the final contract is executed and the deal closes. The latter process is detailed and time-
consuming and can be expensive, resulting in a lower price or perhaps in the transaction falling apart.

This document outlines the intent of two parties to enter into a transaction of buying and selling a business.
This letter usually contains pricing, general terms of the transaction, the estimated closing date and an
exclusivity clause. The letter provides the basis for the balance of the transaction, including drafting of the

Net cash flow is net earnings after taxes plus depreciation, + or — working capital required for growth,

+ or — capital expenditures, + or — longterm debt. To assess a company’s value, most experts use earnings
before interest, taxes, depreciation and amortization (EBITDA). Because it presents a more accurate picture,
however, buyers increasingly use net cash flow to measure value.




The science behind
selling an IT company

any factors buyers look for are the same whether
Mbuying an information technology (IT) company
or a business in another industry. Those common
categories include profitability, continuity, growth potential

and good financial records. But what differentiates an IT

company sale from one in a more traditional industry?

4 industry distinctions

At least four variables set IT companies apart from
their more conventional counterparts. These distinctions

include:

1. The common — though sometimes erroneous —

belief that IT companies have more upside potential,

2. The difficulty many experts, including those in the IT
industry, encounter when determining the potential of

new product offerings,

3. The complexity of objectively valuing IT companies’
intangible assets, which largely fall in the intellectual
property category, and

4. The extraordinarily high risk that another company’s
latest innovation can rapidly render the seller’s product

or service obsolete.

Because of these distinctions, hire M&A professionals with

experience in the IT arena where possible.

Sales value factors

Many steps can be taken to increase an IT company’s sales

value. These include:

Reaching and maintaining positive cash flow.
Frequently, IT companies believe that they have tremen-
dous upside. While that can be true, many are derailed
by the large research and development (R&D) costs
required to get a product to market. Once the R&D
fixed costs are paid, however, incremental sales can be

quite profitable.

One of an IT company’s primary attractions is its relatively
low variable costs. That means if you can make a little bit
of profit, you can often increase profitability substantially.
On the other hand, innumerable IT offerings never achieve
profitability because of the dearth of customers willing to

pay for them.

Your ability to convince prospective buyers of your com-
pany’s upside exponentially increases when you can show

even a small profit.

Focusing on specific industries. Being all things to all
people is an expensive way to grow an IT business. Analyze
which industries and company types are likely to get the
most value from your offering, Test your assumption by
working with M&A professionals to try landing business
with those companies.

Once you ascertain who your ideal customers are, focus
your sales and marketing accordingly. Be prepared to
change your product to make it an even better fit for the

chosen market.

Ensuring your intellectual property rights are

in good order. Ensure that all of your property’s
ownership rights are properly handled. All employees
and subcontractors should have signed agreements giving
the company explicit rights to what they develop.

Perhaps you have licensed other people’s technology to

use within your own. Make sure you have the unlimited



right to use and distribute that technology, and that the

right is assignable to a new owner of your business.

These provisions are usually easy to negotiate when you
first license the technology, but can be extremely costly if
you must go back and ask for them when you’re trying to
sell the business.

Finding a strategic buyer. The IT industry is filled
with success stories about extraordinarily high prices
being paid for companies. Even in post-bubble reality,

IT companies are being sold for multiples of revenue
while more traditional companies are sold for multiples
of earnings before interest, taxes, depreciation and amor-
tization (EBITDA).

In virtually every such case, the buyer purchased the
company for strategic reasons (that is, the seller’s product
fills a gap in the buyer’s product strategy). Typically, the
purchaser is a large software company that plans to lead
the market in a particular technology area.

In addition, the buyer probably has a well-developed sales
channel that reaches thousands of companies. As a result,
the buyer can likely derive more value from the product

than the seller currently does.

Add one more ingredient to this scenario and watch your

sales price sharply increase: a second large company that

also wants to buy your business. Competition, in this case,

is to your benefit as the seller.

Potential buyer traits

So what’s a small company to do? Analyze your product
and see whether you can identify some potential strategic
buyers. Start by looking at the major players in the niche

your company occupies.

Try to understand how your product might round out
big industry-players’ strategies and then get on their radar
screens. An M&A expert can help you do that subtly,

without announcing what you’re doing.

You also might examine potential strategic alliances.
For instance, perhaps one of your customers uses
your prospective buyer’s product. You could arrange
for an industry analyst or other third party to suggest
“independently” to potential strategic buyers that your
product is synergistic.

Beneath the broad umbrella of information technology
(IT) reside numerous types of companies, including:

Hardware manufacturers,

Software developers,

IT services,

IT consultants, and

IT hardware or software distributors.

Within each of these broad categories, there are
numerous subcategories. Your analyst can research
and then pinpoint the likeliest prospective buyers.

As in other areas of business, the highest rewards tend
to carry the highest risks. Few IT companies achieve
extremely successful outcomes, so just having a great
battle plan isn’t enough. You and your sales team must
do everything possible to maximize the likelihood of a

winning result.




Question: As a long—time entrepreneur operating a
profitable manufacturing business, I have begun to
think about both my future and that of the business.
I'm thinking about scaling back my business activities
and creating some liquidity for my changing lifestyle.

Therefore, I'm considering the sale of my company.

In contemplating the use of outside advisors, I know that
I'll need to use a CPA and an attorney during the course
of the sale of the business. But I'm not sure that I need
to hire an investment banker. Why should I consider

retaining an investment banker?

The short answer to your question is: When
you are attempting to sell something, you hire a good

salesperson, and an investment banker can fill this role.

The long answer is somewhat more complicated. The sale
of your business is in all likelihood the most important
sale you will ever make. So it’s wise to retain and use

people who are specialists in all phases of the transaction.

That means your legal counsel should be familiar with how
to get a deal done, your accountant should understand the
sales process and your investment banker should know how
to facilitate marketing, qualifying, presenting and negotiating

the sale of manufacturing companies (in your case).

A good investment banker will assist you in identifying

the most logical potential buyers, from your industry and
others. He or she will screen these prospects, freeing you
from the time-consuming responsibility of dealing with a

multitude of “tire kickers.”

Your investment banker will advise you about the expected

sale price, types of deal structures, and the pros and cons
of the sale’s various terms and conditions. He or she will
also show you how to enhance your after-tax return and

will facilitate the showings and the development of the

letter of intent.

Most investment bankers are compensated by a modest
upfront fee and with a “success fee,” which is based on the
selling price of the business being sold. The selling price
(for the purpose of calculating the success fee) normally
includes the money received for the stock or assets sold
and delayed compensation, such as employment contracts,
deferred compensation for the stock/assets, debt assump-

tion, earnouts and non-compete agreements.

In addition, if real estate is held under a different name
or entity and is bought by, or leased to, the new owners
as part of the transaction, the value of this part of the sale
is also commissionable. Note, however, that a significant
payout to your investment banker only takes place if he

or she succeeds in executing the assignment.

Good luck with the sale of your business and remember:
Investment bankers are known for enhancing the value

sellers get for their most prized possession.



Raising your company’s sale
price with a controlled auction

company’s prospective buyer will usually

explain to the seller how he or she calculated

its valuation; however, the seller’s ability to
persuade the buyer that the purchase price should be
higher is typically limited.

One of the most effective ways to get a buyer to pay
more is dernonstrating that other firms want to buy

your company too.

When a buyer says, “We’ve valued your business at
$30 million,” he or she usually means that $30 million
is the low end of the range of feasible prices. Without
competition, there’s little reason for the buyer to offer

to pay more than the range’s bottom figure.

Getting the maximum

One way to generate competition is via a controlled
auction. It is one of the best ways to find the buyer who

is willing to pay the highcst maximum price.

A controlled auction involves getting a number of
interested and qualified parties to compete for the right
to purchase your company. To create a controlled auction,

you must:

Identify at least two qualified buyers who want

the company.

Establish as many terms of the acquisition as possible
so that the M&A experts on your team can compare
buyers’ bids. It’s not necessary, though, that everything
but price be standard, and competing bids may have

different terms.

Define the auction procedure — you could put all of

the buyers in one room, calling out their bids; or keep
prospects in different rooms and move from one to
another; or buyers could submit their bids electronically.
Alternatively, prospective buyers can submit bids through
your investment banker, who then will negotiate with

each of the bidders.

Making it work

To ensure a controlled auction’s success, don’t impose
too many terms on prospective buyers before you’re
sure they’re hooked. Let them get interested and then let

competition bring the price up.

In addition, make sure buyers are qualified. Nothing is
worse than finding out that the winning bidder doesn’t

really have the financing to back up the bid.

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other

professional advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. ©2004
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