WHAT'SMY BUSINESS WORTH?
THE QUESTION ASKED THE MOST

It'sworth what a buyer will pay you for it. Trite
but true. Thereal question then becomes, "How
does a buyer determine what to offer for your
business?'

No one buys a business because of what it has
achieved in the past, or what it consists of now.
Your buyer will buy based on anticipated future
economic benefits. Past performances and
present status can give important duesto let your
buyer forecast cash flow. But the economic value
isin the future cash flow as perceived by the

buyer.

buyer is not going to capitalize your risky, hasse-
prone husiness at 17%. Instead, the buyer will
add an allowance for risk, hasde, illiquidity and
the burden of management.

Currently, buyers for mid-sized manufacturing
companies are targeting 30% to 40% ROI.

Leverage

Does this mean that if you have a company with
cash flow of $500,000 that it isworth only
$1,500,000 to $1,250,000 (500,000/30% =
1,500,000; 500,000/40% =

Buying a business is no different

1,250,000)? No. It depends upon

than buying a piece of equipment; it Of the the structure of the transaction.
must pay for itself and give a twentv-odd methods
reasonable return on the money tgf-val uing Remember the buyer calculates

invested. The money to pay for the

ROI cash return on cash invested.

business comes from the future cash businesses, your If the buyer structures the
flow of the business. buyer will use transaction with borrowed money
only one: (leverage), the leverage will alow
Of the twenty-odd methods of ROI the buyer to pay more and still
valuating businesses asidentified by achieve the required RO criteria.
professional appraisers, your buyer The chart on page two shows the

will use only one: ROI (Return On | nvestment).
Other appraisal methods may be appropriate for
tax, estate, buy/sell agreements or some other

purpase, but your buyer will use ROI.

Your buyer will calculate the ROI by forecasting
the cash flow and determining how much buyer
cash must be invested in the business. The
forecasted cash flow (discounted to present value)
divided by the buyer cash to be invested gives the
ROI. For example, a business cash flowing
$500,000 per year for which the buyer pays
$2,000,000 cash has an ROI of 25%
(500,000/2,000,000).

The Buyer'sROI Criteria

The ROI criteria your buyer will use will depend
upon returns from competitive

investments in the marketplace and upon the
perceived risk of investing in your business. If
practically risk free (and hasse free). Municipals
are paying a 109 coupon rate, which is
equivalent to 17% pretax, then the

relationship of ROI to purchase price for a
company with a forecased cash flow of
$500,000. The curves represent an all cash case,
a case where the buyer borrows $0.5 million and
a case where the buyer borrows $1 million. Note
that for a 30% RO, the sdler priceis $1.7
million for cash vs. $2.3 million if the buyer
borrows $1,000,000. The buyer could borrow the
entire amount from third parties; if so, you would
get all cash at the dose of the transaction.

Leverage only works when there is cash flow to
service the debt and give the buyer an adequate
return. Excess leverage could result in negative
return on investment and, as such the buyer
would not find it attractive to use.

Business Assets--the Effect on Sale Price

Up to now we have talked only about cash flow
as the determinant to value of the business.
Don't the business assets have any effect on sale
price? Yes, they determine how much can be
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EFFECT OF LEVERAGE ON ROI
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borrowed and therefore determine the leverage a Synergistic Buyers

buyer can achieve. And, as discussed above, the
higher the leverage, the higher the sale price as
long asthereis cash to service the deht and give
the buyer the ROI required.

Business assets also determine the liquidation
value of the business. |If your asset valueisin
excess of a price that a buyer will offer, then a

Sometimes buyers bring synergy to the
transaction. (These buyers are synergistic buyers,
in contrast to the investor buyer who merely
reliesin the return from the businessto achieve
the ROI criteria.) The synergistic buyer may be
merging another business with your business
with the result of a much more efficient business

partial or total asset liquidation in buying power, sales costsand

should be studied as an . operating costs. These synergies add

aternative to selling the The sell decision cash flow to the buyer's ROl

business. should be made calculations. A stand alone business
based on the price with $500,000 cash flow may have

Cash Flow an investor buyer an effectuvewdnflumof&i&O0.000or
e higher when the synergies are

Most buyers rely on histarical islikelytopayyou. | cggered,

cash flow as a primary predictor

of future cash flow. Even if your
cash flow has been steady, any information that
showsit likely to be higher in the future should
be passed onto the potential buyer. (Likeawell
thought out business plan). Itisatrait of buyers
to be optimistic about the future. All buyers
think that their management skills will
substantially improve the selling company's
performance.

The synergistic buyer, with the same
ROI criteria that the investor buyer has, can
afford to pay more than the investor buyer.

How much more the synergistic buyer will pay is
unknown until the synergistic situation is
defined. If you know the synergistic buyer's ROI
criteria, you can make a pretty good guess as to
what the efficiencies might be, and therefore
what price might be afforded. But, each
synergistic buyer's efficiencies and economies are
going to be different. Until you know a specific
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synergistic buyer situation, you can't predict the
price.

The best situation for the seller isto havetwo or
more synergistic buyers vying for your business,

Value to Use in Making the Sell Decision

If you had perfect information about all the
companies that have sold in your industry, you or
your professional appraiser could come up with a
comparable value for your business.

This comparable value would represent the
average value, including both synergistic and
investor buyer transactions; it would represent
the value of your particular business, because you
arenot going to sl in an average buyer. You
aregoing to se| to a particular investor buyer or
aparticular synergistic buyer.

If you take this average value to make your sell
decision, you may be disappointed because the
offer you get from an investor buyer islikely to
belower. And, if there are no synergistic buyers,
you can ook for only limited improvement
through negatiations.

Since the sell decision represents alarge
commitment of time and money, the sell decision
should be based on the price an investor buyer is
likely to pay you. Thisisthe lower limit of what
your businessisworth. You can hopefor a
premium, but don't make your sell decision based
on hope.

Once you have decided to sell, you should work
hard to locate synergistic buyers. Y ou should use
your (or your intermediary’s) marketing and
negotiating skills to assure that synergistic buyer
pays the premium they can afford.

Again, "What's My Business Worth?' It'sworth
what an investor buyer will pay given the
leverage that can be achieved with buyer's ROl
criteria.

It'salso worth alot more if you can find two

synergistic buyers and get them bidding against
each other.

By: Hank James
CFA - Orinda, California
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