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Having sold a business after 25 years of operation, I know the importance of good advice.
While there have been many books and articles written about exit options available to business owners, this book summarises all the options in an easy- to-read and easy-to-understand fashion.
As Martin explains, an exit is not something you think about just before you want to sell your business. Implementing Martin’s strategies to increase the value of your business will help you maintain a professional, productive and profitable business during the period of your ownership. Then at the time of sale, preparation won’t be so all-encompassing that your business will experience disruption.
Understanding the options is the starting point, and this book does that very well. In my view, it is clear, concise and accurate.
The Strategic Exit is a must read for owners of SME businesses.
Paul Veith, Founder of IPA Personnel
Martin Checketts is a well-known expert on the sale and transition of private and family-owned businesses.
Martin advises clients on preparing their businesses for sale, staged successions, mergers and acquisitions, shareholders agreements, capital raisings, and other aspects of corporate and commercial law. He is a qualified lawyer in England, Wales and Australia and is a partner with Mills Oakley Lawyers.
Martin lives in Melbourne with his wife and three children. In his spare time he enjoys spending time with his family, rock music and supporting causes related to autism and intellectual disability.
http://www.thestrategicexit.com
My interest in owner-managed business was sparked at an early age.
For many generations, various branches of the Checketts family have owned butcher’s shops in the south and west midlands of England. Some of those businesses are still thriving today—such as Checketts of Ombersley, a fourth- generation family business that was established by my great-great uncle Thomas Green Checketts in 1902.
My grandfather Jack was a master butcher who spent most of his waking hours at the shop. Indeed, rumour has it he sometimes slept there!
One of my earliest memories is of visiting my grandfather at work. I distinctly remember that pristine little shop, which offered only the best cuts of meat and the finest homemade sausages and pies. My grandfather’s pride as a hard-working business owner shone through like a beacon and reflected back on me and the whole family.
My grandfather was comfortably well-off for most of his adult life. However, a number of bad investments meant that in his later years he had few assets other than the business. But when he finally retired, did he sell the business and live happily ever after? No. He simply shut the door and walked away. After a lifetime of hard work, he had little to show for it.
Fast forward a few years and it was my father John’s turn to become the entrepreneur of the family.
Originally a talented school teacher, my father always had a passion for business. In his mid-thirties he left the education world to set up a life insurance brokerage, after a short stint with a merchant bank. With no business contacts at all, he started out by simply walking up and down residential streets, knocking on doors and introducing himself to prospective clients. From those humble beginnings he grew a large and profitable financial planning business in the pioneering days of what was then, in the early 1980s, an embryonic profession.
My teenage years and early twenties were spent around my father’s business; again I shared his pride and sense of purpose in the successful enterprise that he had created. However, the golden period didn’t last long. With responsibility came stress and my father started to suffer from migraines. By the age of 53 he was unable to continue working. He sold his share in the business to his co-owner and retired.
My father had learned from my grandfather’s mistakes. During the good years he had taken his own prudent financial advice and put away significant sums of money in safe investments. He also had the foresight to purchase a generous income protection policy.
Of course, my father also received the sale proceeds from his share of the business.
The business was by that time a valuable asset which was well managed and underwritten by solid renewal commissions and other recurring revenue streams. My father was also protected by a shareholders agreement, which gave him the right to sell to his co-owner for a fair price, even though poor health meant that he was effectively a ‘forced seller’.
My father’s achievements in my formative years profoundly influenced my career choice as a corporate lawyer and my perspective on wealth creation, business, and life in general.
This book is permeated with my father’s lessons, and is dedicated to him.
This book draws on the experience and sound advice of so many people with whom I have worked over the years—my valued clients, other professional advisers, and my colleagues at Mills Oakley. There are unfortunately far too many of you to name individually.
Working with all of you has taught me so much about the subject-matter of this book. As such, this book is largely a compilation of collective knowledge rather than my own unique theory or view of the world. For this, I thank you all.
I would also like to thank and acknowledge the following particular people:
Julie Postance—for your wisdom, encouragement and support from the beginning of the process. You challenged my thinking at every stage, and helped me to create a product which is greatly superior (and less legalistic!) than my original efforts. Your input was invaluable.
Alan Rodway—our Ownership Monster seminars were the genus of various chapters of this book. In the world of business succession, you taught me that the ‘soft’ or emotional issues are actually often the hardest ones to deal with.
Anthony Dobbyn and Anthony Carafa—an inspirational breakfast meeting with you helped me enormously to structure the chapters and key messages of this book.
Melita Granger and Jo Tayler—for your skill, attention to detail and frankness as editors.
Simon Kneebone —for highlighting the key themes through your fantastic illustrations. It was a pleasure to work with you.
Mark Stephen—for introducing me to the ‘mirror test’.
For reviewing and appraising parts of the early manuscript: Tony Beck, Anthony Carafa, Mark Carrazzo, Jo Checketts, John Checketts, Bernadette Cottom, Brandon Craven, Anthony Dobbyn, Mark Emerson, Dallas Ibrhaim, Anthony Lane, John Nerurker, Toby Norgate, Peter Piasente, Hayley Preston, Warren Scott, Jeremy Steele, Rose Uren, Andrew Walker, Vaughan Webber and Xavier West. Your comments and insights helped me to create a much better and sharper product. Any remaining errors are, of course, entirely my own.
Last, but by no means least, my family—Laurie, Madeleine, Noah and Isaac. Your ongoing love and support is everything to me. Thank you for tolerating me juggling a full-time job and writing this book. Without you, it would not have happened.
If you act strategically, growing and selling your business will be the biggest and most financially rewarding achievement of your working life. It will also provide you with the freedom to follow your dreams and achieve your other life goals.
It is such a shame that so many hard working business owners don’t achieve this because they lack the foresight, skills or knowledge.
In this book, I will share with you the strategies that I have learned through advising business owners in a variety of industries over many years.
You will learn how to:
* grow and capture value in your business and translate this into significant capital appreciation on sale
* address the emotional, personal and non-financial issues that may accompany your business succession process
* plan for and implement your exit strategy, including:
* deciding which strategy is right for you
* beating procrastination (the ‘too busy’ syndrome)
* selecting and managing your professional advisory team
* learning effective negotiation skills.
The strategies in this book are not just theories. They have been tried and tested many times in the real world.
Through employing these strategies, I have seen many business owners realise significant wealth. Some do this just once and then move on to other interests. Others become serial entrepreneurs, buying, growing and selling businesses time and time again.
Succession stories
Throughout this book you will find ‘succession stories’ and other brief, fictional case studies that highlight real-life issues. The characters and scenarios are not based on any particular person or business. Any similarity is entirely coincidental.
Terminology
For simplicity and ease of reading, I have generally used the word ‘business’ instead of terms that describe the legal structure through which the business is operated (e.g. a company, partnership or trust).
When I refer to a ‘business sale’, in reality that transaction may take a number of different forms (e.g. a sale of the entire issued share capital of a company, a sale of assets or a share buy-back or capital return). There are many important differences between these sale structures, but an in-depth analysis is outside the scope of this book.
This book has its limitations!
As you will appreciate, this book is not a substitute for legal, financial, taxation or other professional advice. You should always seek individual professional advice in connection with your exit strategy. Indeed, as you will read later in this book, working with the right professional team is one of the critical aspects of ensuring that your transaction is successful.
Let’s get down to business
I do hope that you get a lot out of this book.
Once you have read and absorbed it, I would love to hear your feedback and your own succession story. Please e-mail me at mchecketts@millsoakley.com.au or visit www.thestrategicexit.com.
TAKE THIS QUICK TEST!
1 Have you written down your financial, business and other life goals? Or are all your waking hours absorbed by the day-to-day running of your business with little planning for the future?
2 Have you assessed your personal financial position and whether your assets and retirement savings are sufficient to achieve those goals? Or are you in the dark as to how much it will cost to fund the goals and lifestyle you aspire to?
3 Have you discussed your goals with your spouse or business partner(s)? Or do you just expect that they will fall into line with your plans?
4 Have you documented the strategy for your business and the responsibilities of key stakeholders in order to achieve that strategy? Or is this just in your head?
5 Have you factored known or unknown health issues into your plans? Or are you simply crossing your fingers that you will be fit and able to work as you have always done?
6 Are systems and procedures in place to ensure that the business could run smoothly in your absence? Or does the business rely heavily on your day-to-day input?
7 Do you have robust financial reporting systems in place? Or is the financial information in relation to your business incomplete, unreliable or difficult to decipher?
8 Is there a clear separation between your business and personal assets and liabilities? Or are these intermingled?
9 Are your senior employees appropriately motivated and remunerated and bound by restraint-of-trade obligations? Or are those people a ‘flight risk’ who could damage your business significantly if they decide to leave?
10 Have you taken steps to protect your brand, logos and other intellectual property assets? Or are you at risk of a competitor using these assets and jeopardising your brand or market position?
11 Have you protected the revenue streams of your business through long-term contracts? Or are those revenue streams based on one-off transactions, personal relationships or ad hoc arrangements?
12 Is your corporate structure simple? Or do you have a complex web of companies that would be difficult to understand and unravel?
13 Are your IT systems appropriate and user-friendly? Or do you rely heavily on manual record keeping or personalised IT solutions that are complex, outdated or difficult to understand?
14 If you have business partners, is there a shareholders agreement or other document that contains clear mechanisms for selling or transitioning the business (or your equity interest)? Or do you simply expect that these issues will be resolved when the time comes?
15 Do you use professional advisers appropriately for the size and complexity of your business? Or do you get by with minimum external help?
In this chapter you will learn
the guiding principles for a successful exit strategy
The five key principles
There are two separate, yet complementary, aspects to my work as a corporate lawyer. The first involves advising business owners on their exit strategies. The second involves helping buyers to acquire businesses.
So, I have had the benefit of seeing business owners progress their exit strategies from ‘both sides of the fence’—the sell side and the buy side.
When planning this book, I spent time reflecting on the many exit strategies that I have seen in my career. I looked to identify the factors that the most successful ones had in common, and then did the same for those that were less successful. I dusted off old files from transactions relating to businesses of all shapes and sizes, from small one-person operations to large multinational companies, and across many different industries.
Interestingly, it was often my work on the buy side, acting for large companies and private equity funds, that gave me the best insights into what can go right or wrong for the seller. These organisations are very sophisticated buyers of businesses. The ways in which they evaluate a business and negotiate the transaction provide so many valuable lessons about snares and pitfalls for the seller.
I also thought back on some of the tactics that I and other professional advisers have used over the years to get the best deal for our buyer clients. Some of those tactics were subtle or low-key, and others were aggressive or downright nasty! I then considered how sellers might best defend themselves against such tactics, avoid being ambushed, and stay in control throughout the process. From this analysis, the concept of ‘the Strategic Exit’ was born.
Unsurprising, the best sale outcomes that I have seen in my career were never a fluke. Five key principles stand out clearly to me as having underscored nearly all of them. These principles apply whether the business is large, small or somewhere in the middle, and irrespective of the industry sector in which the business operates.
The five key principles re-occur as important themes throughout this book. I have summarised them here at the beginning so that you can keep them in mind as you progress through the remaining chapters.
Key principle 1: A successful exit is planned.
A successful exit strategy is generally not achieved overnight. You should expect it to take months or years of preparation.
I have lost count of the number of business owners that I have seen jump quickly into a sale process without appropriate planning—either through lack of foresight or because an unexpected event (such as a health crisis) forces a quick sale.
Selling without proper preparation is like walking into the lion’s den. The buyer, often with advice from people like me, will smell you coming from a mile away, tear your business apart piece by piece, and then watch as you either make reluctant concessions to get the deal done or run for the hills without a sale being concluded.
Instead, your succession planning process should begin as early as possible. This may seem a little paradoxical, but it should ideally begin on the very first day that you buy or start the business.
To plan a successful exit strategy, you need to apply what some people call the ‘mirror test’ to your business. This means that you must hold up a metaphorical mirror to the business and critically appraise what you see in all of its harsh reality, as if through the eyes of a prospective buyer. And as we all know, when looking in the mirror it can be hard to keep your objectivity!
The issues that are identified via the mirror test should then be addressed periodically, in manageable chunks, as an ongoing process of improvement in the months and years before your exit. There is little point in holding up the mirror for a ‘warts and all’ view of your business if you only do this just before you offer the business for sale. How will you ever get things fixed up in time?
Even if your exit won’t occur for several years or decades, regularly taking time out to hold up the mirror in this way is also simply good business practice. It results in better processes, better management, less operational risk and increased profitability for your business. And all of these will be enjoyed by you in the short term whether you sell or not.
Key principle 2: Operate your business as a steward for the next owner.
Successful exits flow from an attitude of running your business not for immediate reward, but rather with a view to passing on something that is better, stronger and more secure to the next owner. This means that you will need to commit to a long term business strategy, and have the fortitude not to deviate from that strategy for short-term gain.
It also means that you must re-invest appropriately in the business and not strip out every last dollar of profit along the way. So, get used to living within your means.
While this may sound rather altruistic or ‘noble’, the concept that you should embrace is one of operating the business like a trustee or steward for your successor.
This approach will not only translate into real value in your pocket upon exit, but will also give you the satisfaction of leaving the legacy of a business that is strong enough to grow and thrive across generations.
Remember that the most successful transactions are the ones where the seller not only sells well, but also where the buyer buys well. If you sell a quality business, the buyer will not only pay you a good price for that business, but should also remain satisfied following the acquisition. Conversely, buyers who feel that they have been sold a ‘dud’ are highly motivated to hire a bulldog lawyer to scour back through the sale agreement and look for reasons to sue. And, believe me, they often find them!
Key principle 3: Reduce dependence on yourself.
Many business owners are surprised to hear that one of the biggest impediments to a successful exit strategy is themselves.
Generally speaking, private and family-owned businesses are extremely dependent on the contribution of their owner for their continued growth and success. This can create a major impediment for the buyer, who is then faced with the challenge of acquiring your personal goodwill.
Conversely, buyers will pay a premium for businesses that are not dependent on the personal goodwill of the owner, but have their own business goodwill which will survive and flourish after the current owner has departed.
When this concept first dawned on one of my business owner clients, I remember him saying to me ‘I don’t have a business, I just have a job.’ He had realised that whilst his labours provided him with a good income from year to year, the business was so dependent on him that it was unsaleable.
Key principle 4: Timing is everything.
Selling your business at the right time is critical in ensuring maximum value.
If you are to sell your business for a substantial premium, you will need to do so when there is a favourable environment for your business, its industry sector and the economy in general. You need to sell when your business is humming along - profitable, vibrant, and with a good growth story.
Being able to sell at the right time means ensuring that:
* your business is always operated in a way that will make it attractive to prospective buyers. In this way, you can capitalise on any sale opportunities that arise unexpectedly
* you identify and build relationships with potential buyers of your business from an early stage
* your business, and you personally, are in a financial position that is strong enough that you (and not external factors) can dictate the time to sell.
It is alarming how many business owners I have seen enter into major commitments to buy their dream home or boat before they have sold (or even signed a contract to sell) their existing business. Commitments of this nature lead to major concessions being made in your sale process, to get the deal over the line at all costs.
I recall once working with a buyer client in negotiating a transaction where the seller let slip that he had already signed a contract to buy another business. Given the size of that other business, we strongly suspected that the seller needed the proceeds from this sale to complete on that other contract. You can imagine how we pushed that seller to the brink during those negotiations! The seller had sacrificed control over the timing of his exit, and paid dearly for it.
Key principle 5: Ensure that your business and life goals are clear and aligned.
A sale or other business transition is a significant happening in your life. You have usually been deeply invested in the business, both financially and emotionally, for many years—maybe even an entire lifetime.
If you have not spent time identifying and mapping out your business and life goals, it is unlikely that you will be able to figure out the right time to exit, either from a personal or a business perspective.
You may ‘hang on’ too long and risk damaging the business because your interests and passions lie elsewhere, or because you are no longer the right person to take the business to the next level.
Or you may leave too soon—perhaps without planning for the next stage of your life or giving thought to whether the sale proceeds will fund your lifestyle and future plans. In one extreme situation, I knew a business owner who regretted his decision to sell and retire early so much that he asked the buyer if he could come back and work in the business for free!
So, you should make sure that you regularly look ahead to assess, clarify and align your personal and business goals. Through doing this, you are more likely to make a better decision around the timing and strategy for your exit. You will also be better prepared to move on and enjoy the next stage of your life, whatever that may entail.
* *
KEY LEARNINGS FROM THIS CHAPTER:
Remember the five key principles of business succession and apply them as you read the remainder of this book:
- A successful exit is planned
- Operate your business as a steward for the next owner
- Reduce dependence on yourself
- Timing is everything
- Ensure that your business and life goals are clear and aligned
In this chapter you will learn
key valuation principles
and
how to apply valuation principles to maximise price on exit
Understanding valuation
I have heard countless people ask, ‘What is my business worth?’
The most trite (and perhaps the best) answer is ‘As much as someone will pay for it.’
In order to grow a business that will sell for the highest price, it is important that you understand the key principles of business valuation. You can then make changes to your business to increase its value in accordance with those principles.
Valuation methods
One of the first things most prospective buyers will do is engage an accountant to value your business.
The process of business valuation is sometimes described as a ‘black art’. Whilst there is certainly a lot of science and rigour behind it, there is also an element of opinion and subjectivity.
When valuing your business, the accountant will look at your financial records and other relevant information and apply various methodologies, such as:
* Multiple of earnings—calculate the earnings of your business and apply a multiple to those earnings—for example, 4 x EBIT (earnings before interest and tax).
* Discounted cash flow—estimate future cash flow and discount it to give present values. Because this valuation methodology is forward-looking in nature, it is commonly used for start-up businesses or ‘turnaround’ situations (where the business has historically performed poorly, but significant improvement is expected in future).
* Net asset value—calculate the value of the assets of your business and then deduct the amount of its liabilities.
* Industry ‘rules of thumb’ —certain industries have historically applied valuation methodologies that are particular to those industries. For example, insurance brokerages are traditionally valued on a multiple of recurring revenue and real estate businesses are traditionally valued on a multiple of the rent roll earnings.
When valuing your business, the accountant will take into account more than one valuation methodology before coming to a final conclusion. For example, a multiple of EBIT may be calculated and then cross-checked against a net asset valuation.
When someone buys your business, what they are doing is converting an upfront capital sum (the purchase price) into an ongoing right to receive income (the profits of the business). When determining value a buyer will therefore generally be more interested in the profitability of your business than the value of its assets.
Accordingly, a multiple of earnings is usually the most favoured valuation method. The multiple that is applied to the earnings of your business equates to the number of years over which the buyer should earn back their capital sum outlaid. For example, if the buyer is paying you a multiple of 3.5 x last year’s EBIT, they are expecting to get their upfront capital back in 3.5 years (not taking into account any income tax to be paid on the profits of the business).
The size of the multiple reflects:
* the risk that the historical profits may not be sustained after your business has been bought and sold (the greater the risk, the lower the multiple); and
* the opportunity to increase the historical profits under the new ownership (the greater the opportunity, the higher the multiple).
Earnings taken into account for valuation
For the purpose of valuation, primary importance is placed on the earnings which were generated by your business in the last financial year. This highlights for you the key principle that timing is everything—your imperative must be to sell at a time when your business is good and profitable.
That said, just because your business did well last year, this does not necessarily mean that your sale price will be based solely on that year’s earnings. The valuer may also take into account the earnings from prior years and/or projected future earnings.
For example, if your business has experienced a recent significant increase in earnings, there may be some concern about whether those earnings are sustainable in future. The valuer may therefore choose to average the earnings of your business over (say) the last three financial years.
The valuer may also apply different weightings to different years’ earnings. For the strategic exit example, a higher percentage weighting may be applied to the earnings of your business in the current financial year, and a lower percentage weighting may be applied to the earnings in previous financial years.
Future earnings
Sellers often try to maximise their return by proposing a price which is based on a multiple of future projected earnings, i.e. the seller’s prediction of how the business will perform after the buyer has bought it. And, no surprise, those projections invariably show a healthy future profit growth, for which the seller expects to be handsomely paid!
The reality is that without a compelling reason, it will be difficult for you to sell your business based on the mere potential to achieve future projected earnings. Or, if a buyer is to pay on that basis, an earn-out may be favoured. This is where part of the purchase price is deferred and paid later (e.g. after 18 months) depending on how the business performs in that period.
The relatively rare group of sellers who are able to convince a buyer that the earnings of their business will grow following the sale, and that the buyer should pay upfront for that growth, generally sell for a premium.
So, how can you join that elite group of sellers? The answer normally involves careful long-term planning. The ‘text book’ way in which I have seen it done is as follows:
* build a business model that is based on reliable recurring revenue streams (e.g. revenues from annual licensing fees, annual maintenance contracts, recurring retainer fees, or trail commissions)
* provide the potential buyer with 3+ years of rock solid historical financials, which:
* are prepared by external accountants
* show a sustainable growth trend in earnings
* reflect performance which is substantially in accordance with detailed annual budgets
* give some legal comfort to the buyer that the growth trend is supportable, by ensuring that:
* revenues are ‘locked in’ through long-term contracts which last for at least the duration of the financial projections
* expenses such as raw material and rental costs are similarly locked in
* those long-term contracts do not have change of control clauses or prohibitions on assignment which would allow the customer or supplier to terminate upon a sale of the business
* if the projected growth of the business is conditional upon the ability to acquire another particular business or asset, a legally-binding option or other right exists to ensure that business or asset can be acquired.
But hang on a moment, I hear you say. Get real! How many businesses are really built around the nirvana of recurring revenues and expenses that are locked in by solid long term contracts?
And I would agree with you. Most of the businesses that I advise do not fall into that category. It is also difficult to see how many of them could be substantially re- engineered to achieve this.
So, I acknowledge that the ‘text book’ approach will not work for everyone. That said, there is still one important part of this approach which every private and family business owner should adopt as part of their exit strategy. Even without the other parts, this factor alone may give you the biggest fighting chance of persuading a buyer to pay for your business based upon future financial projections.
So what is this special factor? It is the disciplined preparation of detailed and accurate budgets in the years before you exit.
Why is budgeting so powerful? The reason is that, at the most basic level, a financial projection is essentially nothing more or less than a budget. It is a forward-looking statement that predicts the revenues and expenditure of your business.
Put yourself in the sensible shoes of the buyer’s accountants. If they are going to recommend a price for your business based on your future projections (or at least not actively try and dissuade the buyer from paying that price), they will need something concrete to back this up. What could be better than a track record of, say, three years where you have prepared a detailed annual budget and can demonstrate that the actual revenues and expenses of your business then closely mirrored what was budgeted? If your budgets were accurate historically, this gives big comfort that they will be accurate in future.
On the other hand, what if you have not prepared budgets in the years before the sale, but are now making bold financial projections in the hope of selling for an inflated price? You are serving up a reason for the buyer’s accountants to attack your projections on a silver platter.
Similarly, if your previous budgets have proved to be wildly inaccurate, the buyer’s accountants will also have plenty of ammunition to convince their client that they would be crazy to pay a price based on your projections. After all, your budgets have never translated into actual earnings before, so why should the buyer believe that things will be different this time? It takes a brave buyer to ignore the advice of their accountants when considering these issues, particularly if the buyer is a large company with detailed internal ‘sign off’ procedures.
Of course, adopting a robust and detailed budgeting process is also a great business discipline whether or not you sell. And if you do not have the skills to do this in-house, invest in some help from your accountant. Remember—no budgets means little credibility for your financial projections.
Common misconceptions about price and valuation
I sometimes see business owners disappointed with the amount that they receive on exit, not because they have necessarily done a bad deal, but because they did not have a strong grasp of a couple of key valuation concepts before they started the sale process.
One thing that is sometimes misunderstood by sellers is that only maintainable earnings are taken into account for the purpose of valuation.
This means that the valuer will adjust the earnings of your business downwards to take into account one-off or abnormal items. Here are some examples:
* Say you do not pay yourself, as an employee of the business, a decent salary.
From a buyer’s perspective, this means that the earnings of your business are artificially inflated, as the buyer would need to pay someone a market salary to do your job. The buyer will therefore take into account a market salary cost to reduce the earnings of your business before then applying a multiple to determine value.
* Say the earnings of your business last year included the sale of a one-off item or of a product line that has since been discontinued. The valuer would discount last year’s earnings by the amount of those sales.
You should also bear in mind that the amount you will receive in your pocket upon sale is generally less than the amount of the buyer’s valuation. Why is this? There are two main reasons:
* The amount of the net debts of your business will normally be deducted from the headline amount of the valuation. For example, say your business has annual EBIT of $1 million and bank debt of $500,000 (secured against the stock-in-trade). If a buyer pays you a price of 4 times EBIT, you will not receive $4 million in your pocket, as the bank will need to be paid out of the sale proceeds. Instead, you will receive only $3.5 million.
* You will only, of course, receive in your pocket the after tax return on your business sale. It is amazing how many business owners ignore the capital gains tax implications of the sale, and then get a nasty surprise when their tax return is prepared. The need for good tax advice in connection with your exit strategy is further discussed in chapter 10.
When thinking about selling your business, it is easy to be dazzled by the headline business valuation. However, you should always carefully consider and calculate how much you will actually receive in your pocket, so that you have realistic expectations.
Applying valuation principles to increase your sale price
Let’s use a case study to examine how, using a basic understanding of valuation principles, you can make changes to increase the sale price of your business.
* *
Paul’s Cleaning Company
Four years ago Paul acquired a cleaning business, which he re-branded Paul’s Cleaning Company. The business provides cleaning services to office premises. Paul is looking to retire and has put his business on the market to be sold.
When he bought the business, it had annual revenue of $20 million and annual profit of $3 million. Paul paid a multiple of three-times (3 x) profits, being $9 million.
So, applying basic valuation principles, there are only two ways in which Paul can increase the price of Paul’s Cleaning Company above $9 million upon sale:
1 increase the profits above $3 million (either by growing revenue, reducing expenses or both) or
2 increase the multiple upon sale to greater than three times.
Increasing profits
Assume that when Paul sells the business he will sell at the same 3 x multiple of earnings at which he bought.
That being the case, it is a simple mathematical truth that for every $1 of additional earnings that Paul can create above $3 million, he will realise an additional $3 upon sale. This is the only time in Paul’s business life when $1 will equal $3!
The effect of this multiplier is extremely potent. Just stop and think about it for a moment. Every extra dollar of profit means an extra three dollars on sale.
Truly appreciating the effect of this multiplier on your sale price brings into focus the massive benefit of increasing profitability on a continuous basis in the years before exit. It also enables you to make business decisions with a different mindset, focussing on the endgame of presenting a profitable business to buyers.
Here are a couple of ways in which Paul increased his earnings prior to sale:
* Paul effected a corporate restructure, resulting in annual savings of $200,000. The restructure cost the business $250,000 in taxation, professional costs and other expenses in the year in which it was implemented, with the savings being obtained in the following year and ongoing. So, there was a significant upfront cost to the business in effecting the restructure—indeed, it cost more than the first year’s savings. However, by adding the 3 x multiple to the improved bottom line, Paul recouped significantly more upon exit.
* Paul acquired a small competing business as a ‘bolt-on’ acquisition.
Paul’s bank assisted with funding the acquisition. That ‘bolt on’ business brought additional earnings to Paul’s Cleaning Company from day 1. Paul was then able to increase those earnings by combining the back office functions of both businesses and reducing overhead costs. By multiplying those new earnings by three upon sale, Paul created significant capital appreciation.
* *
The responsible use of debt to fund acquisitions is a powerful way to increase your earnings and, therefore, value on sale. This is something that private equity buyers and large companies have been doing successfully for years. They select a market sector that is ripe for consolidation, buy a number of businesses in that sector with the help of bank debt, realise synergies, reduce overhead cost, and then sell. However, in my experience private and family-owned businesses are generally less inclined to progress this strategy, or when they do so poor planning means that some of them make mistakes.
There are certainly some potential risks associated with this strategy, including the risk of taking on more debt than you can handle, the risk of buying a business that does not perform as you expect, and the cultural and management challenges of integrating the new business into your existing organisation. However, if you can get it right the rewards can be huge. As with any investment decision, risk and reward go hand in hand and you need to fully understand and be comfortable with the risks before proceeding.
As food for thought, here are some reasons why private equity buyers and large companies are good at progressing this type of strategy and managing the risks:
* They understand how to put debt effectively to work on a company’s balance sheet. In particular, they are not afraid of taking on the right amount of debt, being an amount that the business can service comfortably and that will assist with their plans to grow and exit.
* They retain experienced advisers to help them with acquisition strategies and to negotiate the best deal.
* They do not allow themselves to be consumed by the day-to-day management of the business. Instead, they keep their ear to the ground for acquisition opportunities and dedicate sufficient resources to investigating those opportunities.
* They develop deep networks within their own industries and the corporate advisory, investment banking and business broking communities. They then ensure that the people in those networks understand exactly what kind of acquisition targets they are looking for, and enlist their help in finding them.
* They pay for the best professional advice and conduct a rigorous due diligence investigation. This reduces their risk of buying a ‘turkey’.
* They have a sense of urgency. In the case of private equity buyers, they are looking to grow and exit a business over a set time period in order to return money to their investors. Or, in the case of large companies, they are looking to satisfy the relentless growth expectations of the stock market. This keeps them focussed and less susceptible to distraction by non-strategic issues.
Are there any lessons that you can learn from these sophisticated operators?
Don’t misrepresent your profitability
When looking to increase the earnings of your business before sale, what you must avoid at all costs is putting yourself in a position where potential buyers or their accountants allege that you have tried to massage the figures or misrepresent the profitability of your business in order to enhance the sale price.
So, there is a balancing act here—you must work hard to show the buyer that your business is profitable, but never cross the line into misrepresentation.
Some classic examples include:
* Inappropriately running down capital expenditure, or reducing ongoing maintenance costs, in the year before sale. Canny buyers will simply add these costs back in their valuation model, and then knock off an additional amount from the price to reflect the increased capital expenditure that will be needed after they have bought the business.
* Killing all marketing spend in the year before sale. This will cause fear and concern in the mind of the buyer that the earnings they are buying will not continue following the sale. There may also be a need for increased advertising or other marketing following the sale to win back brand awareness.
Even if the buyer does not pick up on these matters before the sale, if things go wrong afterwards they will certainly scour back over the records and look to use them as a basis for sending a writ your way.
Increasing the multiple
As I mentioned above, the multiple that a buyer will pay for a business is largely a factor of risk. The riskier the future of your business, the lower the multiple, and vice versa.
So, to increase the multiple upon sale, you must reduce the buyer’s perception of risk.
And indeed, when evaluating your business, the buyer’s perception of risk is as important as the actual risk in the business. You should always remember that, like beauty, risk is ‘in the eye of the beholder’!
Business risk can come in many forms, such as:
1. customer risk (key customers cease to buy goods or services from your business)
2. systems risk (internal controls and procedures are inadequate to prevent waste, error or fraud)
3. regulatory risk (new laws or compliance obligations increase the cost of doing business)
4. technology risk (new technology reduces the need for the products or services of your business)
5. key person risk (staff members leave with valuable knowledge, skills or relationships)
6. supplier risk (key suppliers cease to supply your business or materially change the price or other terms of supply)
7. competition risk (new competitors enter the market with a more compelling value proposition)
8. financing risk (interest rates increase or financing terms become more onerous)
9. environmental risk (the activities of your business cause contamination and associated legal and reputation issues)
10. foreign exchange risk (exchange rates change and affect imports or exports).
* *
Paul’s Cleaning Company—Part 2
In the case of Paul’s Cleaning Company, some ways for Paul to minimise the risk of the earnings not materialising (and therefore, increasing the multiple upon sale) may be as follows:
* Consider changing the business name. One potential problem with the name ‘Paul’s Cleaning Company’ is that it is inexorably linked to Paul. If Paul is no longer part of Paul’s Cleaning Company, there may be some actual or perceived risk that the business would suffer because of this. Changing the business name will assist Paul in supporting a position that the goodwill belongs to the business and is not attached to Paul personally.
* Expand the service offering so that it is not 100 per cent reliant on cleaning services. For example, Paul could expand the business to become a broader facilities management operation. In taking this step, Paul could create new revenue streams which would mitigate against the risk of (say) a new large company significantly undercutting his prices for cleaning services. The broader service offering may also have the effect of creating a closer and more meaningful relationship with customers, which may give them less incentive to buy elsewhere.
* Ensure that key employees are bound by employment agreements, which contain robust restraint-of-trade clauses (clauses which prevent them from soliciting customers or employees, or competing with the business, for a certain period following termination of employment).
Clearly none of these changes can occur on the cusp of selling the business. They need to be identified and dealt with some time (perhaps one, two or three years) before Paul takes the business to the market for sale.
Getting the best price on sale
As a final exercise, if you are mathematically minded, think what can happen to Paul’s sale price if he is able to increase both the profits and the multiple.
Visit: http://www.smashwords.com/books/view/143599 to purchase this book to continue reading. Show the author you appreciate their work!