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BEAUTY IS IN THE EYE OF THE BEHOLDER

| doubt there is a single business owner who doesn't
frequently wonder, “How much is my business worth?”
Followed immediately by, “How much can I sell my busi-
ness for?”

These are two critical and very different questions.
Exit Planning cannot being in earnest until you begin
thinking about how much your business is worth and for
how much it can be sold.

This issue of The Exit Planner deals with business val-
uation: what you need to know in order to answer these
two questions. The kind of answer you receive depends
not only on whom you ask, but more importantly, on why
you ask the question in the first place. Let’s look first at
possible motives for asking, “What is my business
worth?”

If you want to give your business to your children,
the answer you want to the question, “What is my busi-
ness worth?” is: the lowest possible defensible value (in
the opinion of your valuation expert). Using the “lowest
value” minimizes gift taxes and other transfer taxes such
as income and capital gains taxes. Even if you need
money from the business to finance your retirement, you
can reap what you need more easily when the purchase
price is minimized by using other, more tax-sensitive,
cash distribution techniques. This is true whether you
transfer the business to your children or to key employ-
ees (another class of individuals which does not have suf-
ficient funds to pay cash for your business). For a com-
plete discussion of the techniques used to maximize the
money you get from your business by minimizing the
value you place on it, you may wish to read Chapter Seven
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of my book, The Completely Revised
How To Run Your Business So You
Can Leave It In Style.

On the other hand, if you wish to sell your business
to an outside party, you want you ownership interest to
be valued at the highest possible amount.

So the answer to the question, “How much is my
business worth?” depends not only on the “intrinsic
value” of the business, but also on the reason for valuing
the business in the first place. In short, your motive for
valuing your business influences the method used to
value that business.

Likewise, the answer to the question, “For how much
can my business be sold?” depends not solely on the
“intrinsic value” of the business, but on the perception of
the potential buyer. Just as your motivation helps deter-
mine value when transferring the business “internally” to
children or key employees, the motivation of the buyer
helps set the value in outside arms-length sales. In this
issue of The Exit Planner, Investment Banker Joseph M.
Durnford, CPA, CVA will discuss the factors that deter-
mine the value of a business in an actual sale. Mr.
Durnford focuses on what factors influence a buyer’s per-
ception of value and why the actual sale price is often
very different from the fair market value that your CPA
or other expert may have given you. I think you will find
this article most helpful even if you now intend to trans-
fer the business to children or key employees.
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THE EYE OF THE BUYER

by Joseph M. Durnford, CPA, CVA

Like most things in life, beauty is in the eye of the
beholder, or in this case, value is in the eye of the buyer. This
simple concept is often overlooked when experts attempt to
determine the fair market value on which a hypothetical
buyer and seller would agree. In all my years as an investment
banker, 1 have never met a hypothetical buyer, nor a hypo-
thetical business owner. Furthermore, | have not worked in
situation in which both buyer and seller have knowledge of
all relevant facts. In real transactions, both buyer and seller
are making decisions with limited information, and rely on
their own perspectives and biases.

The reason why the valuation methods used by most
CPAs and business appraisers fail to relate to sale price is that
most valuation approaches assume the value of a business to
be as it is, in the hands of its current owner operating as a
stand alone enterprise.

An excellent example of how value can differ from sale
price is a transaction that my firm recently completed. \We
were engaged by the owners of a construction material dis-
tributor who had been approached by an interested buyer.
For estate planning purposes, our clients’ CPA had previous-
ly valued the business at approximately $2 million, based on
a capitalization of the three year average historical earnings.
The CPA was competent and experienced in business valua-
tion. His valuation approach and the conclusion he reached
were technically correct and suitable for the intended pur-
pose (estate planning).

The interested buyer offered to pay $1.8 million, an
amount close to the CPASs value, but not enough to satisfy
our clients’ needs. Rather than jump at the first offer, the
owners hired my firm to identify other potential buyers who
might pay a higher price.

Based on our discussions and industry research, we
determined that the most logical buyer was one of the man-
ufacturers of the product that this company distributed.
Given that the three largest manufacturers in this industry
were attempting to consolidate the distribution channels for
their products, and, given their desire to control sales to the
ultimate customer (thus blocking the sale of competitive
products), we determined that at least two of the three man-
ufacturers would likely be very interested in buying. Our
clients’ hand was strengthened by its dominant position in a
growing market and the excellent reputation of its manage-
ment team.

We succeeded in bringing both of these strategic buyers
to the table and ultimately sold the company to the highest
bidder. The sale price was $6.5 million. The buyer was will-
ing to pay this premium price because it believed that con-
trol of the distribution channel would lead to significant
future profits. It also sought to prevent a competitor from
gaining control over one of the leading distributors in the
Rocky Mountain region. This example clearly illustrates the
fact that a business’s true fair market value is best determined
through negotiation with a real buyer with real motives.

The factors that drive the negotiation over the price at
which a business will actually be sold include:

BP Expected Future Performance The buyer’s expectation
of the future performance of the business under his own-
ership significantly influences the price he is willing to pay.

BP Investment Return A prospective buyer will compare
the investment return he expects to achieve through the
purchase of your business to alternative acquisitions that
have similar risk.

BP Individual Needs Each buyer will place a different value
on your business based upon his unique needs and objec-
tives.

BP Timing The timing of the sale is critical because the
market for business acquisitions changes based on a variety
of economic factors.

With all these factors, and more, how can you know
what a real buyer will pay for your business? Well, until you
actually negotiate the sale of your company, you won't know
the final selling price or its true fair market value. However,
you can prepare yourself for negotiating the highest price by
understanding what is important to buyers.

The primary determinant of what a buyer will be willing to pay for
you husiness is the future cash flow that he expects to realize from the busi-
ness. The anticipated cash flow determines the internal rate of
return that the buyer will achieve from the acquisition of
your business. Cash flow also determines how much debt can
be used to purchase your business. Therefore, the greater the
anticipated future cash flow the greater the value. The impor-
tant items for the business owner to understand during nego-
tiations over price are (1) the buyer’s motives, and (2) how
the business might benefit the buyer.

To understand the value of a business and its cash flow
from the buyer’s perspective you need to examine several fac-
tors that are generally not considered by CPAs and other
business appraisers when they value a business. These factors
include:
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BP Strategic fit with buyer’s business objectives
P Timing of the sale and industry cycles
BP Current condition of the merger and acquisition market
BP Availability of capital
BP Experienced managment
P Financial synergies
BP Geographic location
BP Customer quality and diversification
The buyer’s analysis of value will focus on the impact
that each factor may have on the future cash flow generated
by the business.

EP STRATEGIC FIT

As our construction material example illustrates, strate-
gic fit is an important factor in determining what your busi-
ness is worth to a potential buyer. The better the fit between
the buyer’s objectives and what your business has to offer, the
more valuable he will perceive your business to be. If a buyer
has a strong desire to enter your industry or to expand into
your market, then he will be willing to accept greater risk to
achieve his objectives. Conversely, if your business does not
match the buyer’s goals, the business will likely have zero
value to that buyer.

Let’s look at my clients, Tim and Ed (owners of a tem-
porary staffing company) as an example of poor strategic fit.

>

Tim and Ed owned a very successful temporary staffing
company that provided contract employees for low skilled
manual labor. The company was highly profitable and its
operating margins exceeded industry norms. Furthermore,
the company was located in an attractive demographic mar-
ket and its industry was growing very rapidly.

Tim and Ed had identified six companies that were
aggressively buying companies in the temporary staffing
industry, and they wanted to sell to one of the six. They
hired our firm to represent them in the sale and asked that
we contact each of the prospective buyers they had identi-
fied. After analyzing these prospects we informed Tim and
Ed that only one of the six was acquiring staffing companies
that specialized in low skilled manual labor. Despite this
information, Tim and Ed instructed us to contact all six
potential buyers.

Our presentation to these buyers focused on the compa-
ny’s high profit margins, strong cash flow, good management
and growing market. All of the prospective buyers were ini-
tially interested in the company but, after learning about the
type of work that the company’s temporary labor performed,
all but one declined to make an offer. When pressed to
reconsider the acquisition, each of the five who declined
cited the same problem: “The company does not fit our
strategy and therefore has no value to us.” The one prospect
that did tender an offer was one that provided the same type
of low skilled labor.

This example illustrates the need to pre-qualify buyers
and assess the strategic fit between your business and that of
the buyer before beginning negotiations.

EP TIMING OF THE SALE AND INDUSTRY CYCLES

Timing of the sale is an important variable in determin-
ing the value of the business from the buyer’s perspective.
Generally, most business owners want to sell their businesses
at the top of the market. Business owners believe that by
doing so they’ll receive the highest price and, at the same
time, relieve themselves of the burden of managing the busi-
ness through a down cycle. Unfortunately, most buyers have
become quite sophisticated in analyzing business cycles and
are not willing to pay premium prices at the top of the mar-
Ket.

I have found that in order to maximize the value of your
business in a sale to a third party it is better to sell while the
business is on the way up. The reason for this is that buyers
must believe that the future cash flow will continue to
increase, thus giving them the opportunity to benefit from
ownership. | refer to this as “leaving some cookies in the
cookie jar for the next owner.” In my opinion the single most
important factor in closing a sale of a business is the buyer’s
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belief that future cash flow will continue to grow,
thereby increasing the value of the business.

EP CONDITION OF THE MERGER AND ACQUISITION
MARKET

The condition of the M&A market impacts the
value of your business due to the principle of supply
and demand. Basic economics tells us that when sup-
ply is limited and demand is high, prices increase. If
you are selling your business at a time when the num-
ber of buyers exceeds the number of quality sellers,
you are likely to receive more money tan if the situa-
tion is reversed. Fortunately for the owners of high
quality companies, the current M&A market is very
strong because interest rates have been increasing and
the number of buyers far exceeds the number of high
quality businesses for sale. As noted in the February
20, 1996 Wall Street Journal report, because the healthy
M&A market has put upward pressure on prices, own-
ers of privately held businesses received 13 percent
more for their companies in 1995 as compared to
1994,

EP AVAILABILITY OF CAPITAL

One of the primary factors that determines the
health of the M&A market, and thus the price that a
buyer is willing to pay for your business, is interest
rates. The cost of borrowing money has a direct
impact on the investment rate of return that a buyer
will realize from the purchase of a business. The
buyer’s expectation regarding future interest rates will
also have an impact on his perception about the future
performance of your business. Even if your business is
not interest rate sensitive, a buyer will likely pay a
lower price if interest rates increase. This is due to the
impact higher borrowing costs have on the rate of
return on an investment. If your business is interest
rate sensitive and interest rates increase, the value of
your business may take a double whammy, because the
buyer’s expectation of future cash flow decreases at the
same time the cost of capital increases.

Interest rates reflect the availability of capital and
thus affect what your business may be worth on the
open market. Obviously, buyers cannot pay more for
your business than they can obtain financing for,
either from you or from a bank. If the credit markets
are very tight, as they were in the late ‘80s, buyers have
a difficult time borrowing money to pay for the acqui-
sition of your business. Therefore, they need to reduce
the purchase price so that the deal has less risk and
looks better to the lender.
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Similarly, in a tight lending market a buyer may
not be able to obtain any outside financing and there-
fore be unable to buy your business unless you carry
back a substantial portion of the purchase price. Since
most business owners are reluctant to carry a promis-
sory note for more than 30 percent of the purchase
price, a tight lending environment thins the popula-
tion of buyers which in turn reduces market value.
The availability of capital is another reason why capi-
tal intensive businesses, like manufacturing and distri-
bution, tend to sell for higher prices than do service or
software companies. Capital intensive businesses have
more collateral assets and therefore can borrow money
to finance acquisitions more easily.

EP EXPERIENCED MANAGEMENT

Another important factor in determining the sale
price of your business is the quality and depth of your
management team. This factor is typically considered
by all three classifications of buyers (strategic, finan-
cial and individual) and can impact the purchase price
significantly. A business that lacks management depth
is typically worth less to a buyer than one that has a
solid management team. The depth and competence
of management greatly influence the risk associated
with an acquisition. Buyers believe that an experi-
enced, competent management team is more likely to
sustain the business during down-cycles and more
likely to grow the business during up-cycles.

Financial buyers, those that invest primarily for a
return on investment, generally will not buy a compa-
ny that lacks a good management team. Financial buy-
ers generally do not want to run a business themselves
so they need to rely on the existing management team.
If the owner of the business is the only competent
member of management and does not want to remain
with the business after it is sold, then a financial buyer
is not likely to be interested in buying that business.

Strategic buyers also want to buy companies with
good management teams. Although strategic buyers
may have significant industry knowledge and employ
people who could run your company, they know good
management is hard to find. Therefore, strategic buy-
ers also look for and pay more for businesses that have
solid management teams that can continue to run the
operation. A strategic buyer who is actively buying
companies across the country, recently told me that
“companies with good management teams already in
place deserve a premium price.” His reasoning was that
good management in his industry was very difficult to
find.
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EP FINANCIAL SYNERGIES

When a buyer performs an analysis to determine the
value of your business he will usually consider the
financial synergies that can be achieved after the sale.
Financial synergies are those elusive cost savings or
increased sales that can result when two companies
become one. Financial synergies can occur after the
buyer’s operations are combined with those of your
business. Synergies can include reduction of costs,
such as administrative overhead, distribution, product
development and other cost savings. Synergies can also
include increased revenue which may result after the
sale or merger is complete. Revenues may increase as a
result of the buyer’s ability to sell your product to his
existing customers—often a much larger market than
you currently reach.

In determining what your business is worth, buy-
ers will project future cash flow taking into consider-
ation both the increased revenue and reduced costs
that may occur. Thus, the future cash flow to the buyer
may be significantly more than what the business can
generate on a stand alone basis. From the buyer’s per-
spective, as the future cash flow increases so does the
value of your business.

The potential for financial synergies is the prima-
ry reason that strategic buyers are able to pay more for
your business than either financial buyers or related
parties. The challenge for you when negotiating a sale
to a strategic buyer, is to create a situation in which
the strategic buyer is willing to pay you for some of
the benefits that he brings to your business. I've found
that the most effective method is to negotiate with
more than one potential buyer so that the strategic
buyer understands that he may have to out-bid a com-
peting buyer to gain the benefits of the potential syn-
ergies.

EP GEOGRAPHIC LOCATION

Another factor that will influence the price a
buyer is willing to pay is the geographic location of
your business. Geographic location may be the part of
the country where your business is located, or it may
mean which street corner your business controls. The
location of your business can influence a buyer to
increase or decrease the purchase price depending on
his perception of the value of your location.

The value of a location can be easily illustrated
when you think about a gasoline station that controls
the intersection of Main Street and the interstate
highway. Because of its location, this gasoline station
is likely to have a high degree of traffic and hence have

greater revenue and cash flow than a similar gasoline
station that resides on a back street ten miles from the
nearest interstate. In this case, location determines
cash flow which in turn determines value.

The geographic location of a business has a sig-
nificant impact on what a buyer is willing to pay for a
business, because it influences his perception of the
future benefits to be realized.

EP CUSTOMER QUALITY AND DIVERSIFICATION

To illustrate how customer quality and diversifi-
cation impact value let’s examine my client William
Klass. Mr. Klass owned a contract manufacturing
company that had an excellent reputation in provided
parts to the computer industry. The company had
been operated by Mr. Klass and his wife for nearly 20
years and was very successful. so successful, in fact,
that the operating margins for the company were well
above industry norms, and the company was highly
profitable.

The reasons for the company’s success were its
excellent business systems and the quality of the
employees and managers. This company had seeming-
ly done everything right, both from an operating per-
spective, and from the perspective of the timing of the
business sale. Mr. Klass had built a rapidly growing
company with an excellent customer base, geographi-
cally proximate to an attractive customer base in a
growing market, managed by an experienced manage-
ment team that would remain with the business. Mr.
Klass had also timed the sale of the business to coin-
cide with an expansion of the computer industry, and
at a time of record activity level for mergers and acqui-
sitions. Finally, Mr. Klass had left open some growth
opportunities that a new buyer could leverage for cre-
ating additional future cash flow. This company was
well prepared for sale because Mr. Klass had spent 15
years building the company, and five years planning
for the day he would ultimately sell the business.

In selling the company, | sought out both strate-
gic buyers who could take advantage of synergies and
financial buyers who could appreciate the company’s
exceptional financial performance. Most of the poten-
tial buyers that | approached were very interested. No
surprise there.

Predictably, the interested buyers preferred to pay
the least possible amount. Therefore, they focused on
the company’s sole weakness; namely, it had one cus-
tomer that accounted for more than 50 percent of its
business. From my perspective, this one customer was
an ideal customer because it had a long-term relation-
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ship with Klass's company, had integrated its own manufac-
turing into the company’s operations, was one of the largest
companies in the world, was growing very rapidly, paid its
bills on time, and was moving more of its contract manufac-
turing business to Klass's company. Tough to view that situ-
ation as a weakness, but buyers were concerned that the cus-
tomer could take its business elsewhere after the sale.

Many of the potential buyers became so focused on the
customer concentration risk that they lost sight of the con-
sistency and predictability of the company’s cash flow. They
also lost sight of the company’s significant growth opportu-
nities and the quality of its non-owner management team.
This group of short-sighted buyers placed a lower value on
the company than that of buyers who could see the forest for
the trees. The difference between the two groups’ offers was
in the tens of millions of dollars.

Fortunately, Mr. Klass had decided to sell the business
via a controlled bid process (a topic for a future issue of The
Exit Planner). Therefore, he was in a position to evaluate mul-
tiple offers from multiple real buyers. This sale process elim-
inated “hypothetical value” and determined “actual value”
The process also eliminated those buyers who ignored the
big picture and enable Mr. Klass to negotiate exclusively with
buyers that truly understood his business.

The business was ultimately sold to a strategic buyer
who enjoyed a similar business relationship with the same
major customer. The sale price that was paid for the compa-
ny far exceeded that which would have been justifiable using
traditional valuation techniques that focused on historical

earnings.
CONCLUSION

All of the factors I've discussed are inter-related and
influence the buyer’s perception of the risk associated with
the purchase of a business. The greater the buyer’s perception
of risk the higher his demand for reward. Thus, if a buyer
perceives a high degree of risk associated with your business

and is uncertain about the future cash flow that the business
will generate, he will pay less for it. Conversely, if a buyer has
a high degree of confidence in the future of the business and
the stability of the cash flow that it will generate, he is will-
ing to pay more.

The perception of risk is the reason that large diversified
companies are more valuable than small, mom and pop busi-
nesses. Basically, a large diversified company is perceived to
have the ability to continue producing positive cash flow in
the future and the ability to transfer that cash flow to a new
owner. A small business may or may not have the ability to
continue to generate cash flow in the future and that cash
flow may not easily be transferable to a new owner.

To maximize the value of your business and to obtain
the highest possible price upon sale, you need to plan for and
manage those factors that influence the perception of risk.
This planning should begin the day you start your business,
and continue until the business is sold. Factors that you can
control include:
developing a good management team
building excellent internal systems
documenting historical financial success via an audit of
your financial statements
investing in new products or markets
diversifying your customer base
paying attention to external factors that influence value
including: interest rates, the availability of capital, eco-
nomic forecasts for the locations where you conduct
business, and the level of merger and acquisition activi-
ty in your industry.

Joseph M. Durnford, CPA, CVA is the Managing Partner of
JD Ford & Company, Ltd., LLP Investment Bankers. He can
be reached in Denver, Colorado at (303) 333-3673.

The Exit Planner is published five times per year. Because
this newsletter is general in nature, please consult your attor-
ney and other advisors before acting on any information con-
tained in The Exit Planner.
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