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is likely a sale will occur. If they wish to participate as a potential buyer, they are 
then put on notice that time is of the essence. This situation can occur either 
proactively or reactively. The firm might be approached by a potential buyer 
and see that initial negotiations will take them to a reasonable sale position. 
Having committed to the process, other potential buyers should be notified 
that the sale process has started. Providing that relationships have been built 
in advance and the acquisition potential of the firm is well understood, other 
parties should be able to put their own acquisition process into action. 

Example: (Author’s italics)

DAYTON, Ohio (AP) - Board members of Elder-Beerman Stores Corp. 
said the retailer will accept an $82 million offer from Bon-Ton Stores 
Inc. unless rival suitor Wright Holdings Inc. raises its offer by ear-
ly next week. 

The Elder-Beerman board met Thursday after receiving the offer to 
merge the Dayton-based retailer with the York-based Bon-Ton for $7 
per share. 

Elder-Beerman and Bon-Ton entered merger talks in late July, about 
a month after the Elder-Beerman board agreed to sell the company to 
Wright Holdings, a subsidiary of Goldner Hawn Johnson & Morrison of 
Minneapolis, for $6 a share. 

Under terms of the agreement with Elder-Beerman, Wright Holdings 
has three business days to raise its bid. 

Goldner Hawn’s managing director, Michael Sweeney, has said his 
company remains committed to acquiring Elder-Beerman and keeping 
its current management and operations intact.

Source: http://www.observer-reporter.com/  accessed 7th September 2003

In a strategic sale valuation is problematic. You will no doubt want to have 
some idea of what the business is worth going into a discussion and your 
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shareholders may want to have this information before they agree to a serious 
negotiation. However, when the value is based on what the buyer can achieve 
rather than what the net worth or the profitability of the firm is, this presents 
the entrepreneur with quite a dilemma. You actually have very little idea of 
where the final price will settle because it depends on the competitive bidding 
and the size of the opportunities for the potential buyers. There are, however, 
some strategies that you can use to assist you.

First, you need to uncover how your business will create value for the buyer. 
In your discussions with each potential buyer, you should be finding out how 
they will leverage your strategic value. While they might be reluctant to disclose 
this, you will no doubt be discussing issues around key staff, product roll-out, 
scalability of the opportunity and the role you and others might play in that 
activity. Thus there is a good case for an open discussion. How can you best 
help them exploit the potential? What more could you do to make it effective 
for them? What role would they like you to play and how can you make it work 
for them as well as you? Teasing out some of these issues will help extract 
information on the size of their opportunity.

Next you need to establish the impact on them of not being successful with the 
acquisition. What happens if some other corporation is successful in acquiring 
you? Does this damage them in the market place? Will one of their competitors 
gain an advantage on them? They need to understand the opportunity which 
they will lose as well as the competitive impact on their corporation if they are 
not the successful bidder.  

No doubt they will be reluctant to provide this type of information but it is 
essential for your positioning that you establish as much of this as possible, then 
you can keep reminding them what they are losing by not being the winning 
bidder.

It will still be near impossible to establish the final price but at least you 
will have some parameters around which to work. You might wish to set a 
minimum price which is acceptable to all shareholders. As long as the minimum 
is at least where you would be willing to undertake the sale, anything beyond 
that is a gain. Remember also that if you walk away from the deal, the same 
opportunity may not come again. Sometimes it is better to take the money and 
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start a new venture and do it all over again than to not sell and then find that 
the opportunity does not present itself again or the firm gets into trouble and 
you are not able to create the same competitive tension next time around. 

This is a negotiation game and certainly experience helps. Get the best 
people on your side you can and give it your best effort. You can always walk 
away from the negotiating table if you cannot achieve a good result but always 
remember that you may not have the same opportunity next time round. Too 
many entrepreneurs set their sights too high and then later regret not taking 
the money when it was offered. If you have put in the time to prepare the 
ground, have connected with the right potential buyers and have uncovered the 
opportunity for them, you should be in a very good position to do well in the 
negotiation. In the end it is all about preparation.
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Good deals occur where parties are reasonably flexible, understand that 
no one wins if no deal is made and that everyone needs to walk away 

feeling they have won. Good deals usually can be done quickly where both 
parties see a good result being achieved for both parties. A buyer who feels 
they have acquired a firm which can provide a good return on the purchase 
price, is a deal which can later absorb some problems. A seller who knows they 
achieved a sale which was worth more than the conventional financial value 
of the firm can also feel rightly proud of the deal. The key is to make everyone 
happy with the result.

Whether you are approached with an offer or you stimulate an offer by 
establishing the relationships as described in this process, you will end up 
negotiating a deal with many dimensions. Generally in this type of process it 
is important to meet somewhere on the same page and in the same book. If 
you are on another planet with respect to price and conditions, the time will be 
entirely wasted and both parties will end up frustrated. 

In most cases, most elements of a deal are negotiable. Whatever constraints 
you have and whatever constraints they have in negotiating a deal should be 
uncovered as soon as possible. For example, you might decide you wish to retire 
and staying on for any period other than a short handover is not what you want. 

Deal Structure

14
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There may be pressing family or personal reasons for your decision but it may be 
sufficiently important for you not to wish to compromise that part of the deal. It 
may be important for you to have some guarantees of further employment for 
some of the staff. The buyer may wish to have a guarantee that certain key staff 
stay on for some minimum period. Whatever these issues are, they should be 
set out before the serious process of negotiation begins because they help to 
determine whether they can be met. 

I like to think of a deal as representing a certain target value to the buyer. 
That value represents their view of the balance between the risks in the deal 
and what they are prepared to pay for the opportunities it represents to them. 
They will have perceptions of risks based on industry and personal experience. 

Part of the entrepreneur’s negotiating objective is to show how the risks have 
been minimized or removed and how the buyer can fully exploit the potential. 
Imagine the target value as a point on a continuum which moves down with 
higher risk and up with greater opportunity actualization. The initial task is to 
move the point up as high as possible by reducing risk and showing greater  
potential realization. 

Once the best price which can reasonably be expected is offered, you can 
start to break that value, the ‘deal value’, up into deal elements. The deal value 
can then be carved up in any number of ways but, at this point, the pie does not 
get any bigger. With this approach, both parties can start to set out where they 
want the value to be spent. 

The deal value may be achieved by the seller at some period in the future 
based on certain conditions being met. To the extent those conditions can be met, 
the buyer is normally willing to make available the whole deal value. However, 
to the extent it cannot be met or is not met, the deal value is reduced by some 
amount representing the cost of correcting the shortfall or the opportunity cost 
of not having that advantage. 

Some minimum level of performance may not be negotiable. So, for example, 
if the deal depends on certain key employees staying on after the acquisition, 
additional incentives may be offered to them to gain such assurance. You 
should consider this additional incentive as a deduction from the deal value, 
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but perhaps essential to satisfy the buyer. Some period of non-compete may 
also be required to prevent the key managers and shareholders from joining 
the competition or setting up a new company in competition. If three years was 
the desirable period but the sellers want only two, the deal value should be 
reduced by some amount representing the additional risk faced by the buyer.

This framework can provide a workable method of negotiating elements of 
the deal. Any reduction in risk moves the final deal value up, although this may 
appear as an increase in the purchase price to the seller. Any increase in risk or 
reduction in the ability to exploit the opportunity simply reduces the deal value. 

In order to fully achieve the value from the deal, the buyer may wish the seller 
to complete R&D projects, sign up key customer contracts, cancel or negotiate 
specific obligations, negotiate redundancies or relocate staff. These could be 
framed as staged payments, earnout or fixed payments on achievements. In 
other words, the final acquisition price can be made up of many elements, each 
of which has a fixed or calculated value, which can be paid out in stages or 
accumulated to an end point and then paid out in some mixture of shares and 
cash. The period can be relatively short if it is expected that key objectives can 
be determined quickly, or it could be over a number of years if it requires a 
considerable period for the objectives to be achieved. 

Elements which may be included in the final deal may include the following:

Base Price:	

This should represent the minimum that will be paid for the firm. It may 
be subject to adjustments through a balance sheet audit which will verify 
valuations and liabilities. It also may be subject to adjustment through 
warranties and representations for some specified period of time. The base 
price may be offered in the form of shares in the acquiring corporation, or 
cash or some combination of both.

Escrow:	

An escrow sets aside some portion of the purchase price against adjustments 
and warranty claims. Generally this will be held by an escrow agent and 
may be claimed against by providing specific evidence of claims. Usually it 
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is limited in time, such as one year. At the end of the escrow period, the 
remaining shares are returned to the selling shareholders.

Options:	

Options of selling employees may be converted to ordinary shares prior to the 
sale being consummated or may be carried over into options of the acquiring 
corporation. Options carried forward provide incentives for employees to 
stay with the buyer. Additional options may be offered to key employees to 
retain them.

Stage Payments:

Stage payments are normally aligned to the achievement of objectives. 
So, for example, they could be aligned to the delivery of certain key R&D 
milestones, or completion of certain contracts, or the signing of certain key 
contracts.	

Earn Out:

An earnout aligns the purchase price with the achievement of specified 
revenue targets or other milestones. This may be set at specified increases in 
the purchase price or a percentage of the purchase price based on specified 
targets. The additional earnout would normally be for a set period and may 
or may not be capped. The earnout may be for all shareholders or limited to 
key shareholders who stay with the buyer.

Continued Employment:

Continued employment of former owner/managers and/or key employees 
may be sought by either or both of the parties depending on how 
important those staff are to achieving future objectives. Specific jobs could 
be negotiated. Specific management agreements and remuneration and 
incentives may be included in the deal. Some staff may prefer a short term 
consulting agreement. 

Director Position:

Either or both parties may want former key executives to continue on a 
Board of Directors for some period. 
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Warranties and Representations:

The acquirer will not be able to verify everything in the deal. To overcome this 
limitation, they would normally require the Directors and/or shareholders, or 
some subset of them, to provide warranties and representations about key 
elements of the firm. This might be asset valuations, contingent liabilities, 
incomplete litigation, prior balance sheet and revenue statement assurances 
and so on. Any claims in this area might be taken against an escrow account 
if that is set up, adjust the final purchase price if some balance is still to be 
paid, or might be subject to a recall of value through arbitration or litigation. 

Non-Compete:

Generally the buyer wants to protect themselves from competition from 
former key shareholders and executives of the selling firm. This is usually set 
for a limited period like 2 to 3 years. It would normally exclude the individual 
from working with a competitor or from undertaking a start-up which would 
compete. 

Holding Period:

Where publicly listed shares are being taken as part of the purchase price, 
these may be subject to registration. That process may take some months. 
During this period the selling shareholders will not be able to sell their shares. 
There also may be further restrictions on the sale of shares which the buyer 
requires in order to not flood the market or not to show a lack of faith in the 
future of the corporation. Shareholders continuing on as key executives may 
also be subject to non-trading or blackout periods or sale restrictions due to 
insider trading restrictions. 

Specific Liabilities:

The selling shareholder may be asked to take over specific liabilities or 
contingent liabilities. This may happen where key shareholders have personal 
loans to the firm. The buyer may regard their repayment as an obligation of 
the sellers and not theirs. They may also decide the risks inherent in specific 
contingent liabilities are too difficult to assess and ask the sellers absorb 
whatever is the eventual outcome. Since contingent liabilities are often deal 
killers, this is something which sellers need to give special consideration to. 
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If the alternatives are no deal or a deal with some possible downside, the 
latter may still be worth doing. At other times, the contingent liabilities may 
be capped on either side or may be handled through the escrow. 

Costs:

Legal and Accounting professional fees incurred by each party are normally 
borne by the respective parties. However, these costs may be assigned 
in some proportion to one or both of the parties depending on the deal 
structure. 

Use of Intellectual Property:

Normally full rights to any IP passes to the new owner, but this need not 
necessarily exclude use by the seller. It may be possible to negotiate the use 
of IP for personal or non-competing purposes post sale. 

In negotiating the deal, both sides have issues which need to be addressed 
and both sides usually have some flexibility to trade. A higher risk taken by one 
side should result in a change in the purchase price. If the sellers absorb some 
contingent liability risk, this should result in some other advantage to them, 
such as a higher price or more options etc.

Earnout

Owners of the selling firm often agree an earn-out as a way of securing 
additional compensation for the business they are selling. This frequently occurs 
where the price the buyer is willing to offer is seen by the selling shareholders 
as inadequate compensation for the potential of the business. Circumstances 
where this might occur are;

•	 Significant expenses have been incurred in recent research and 
development which has been written off  but has not yet translated into 
revenue;

•	 The owners have taken either very low salaries or excessive salaries or 
benefits which are not able to be easily calculated; 
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•	 Large contracts have been secured, or are about to be secured, where 
the benefits have not flowed back into the accounts;

•	 The sector is experiencing significant growth and the firm is well poised 
to take advantage of that; and

•	 The potential acquirer is able to remove an impediment to growth which 
will return premium profits to the acquirer.

The selling shareholders argue for a higher valuation on the basis of potential. 
The acquirer may be reluctant to agree the higher value arguing that the benefits 
may not be realized. The compromise is often negotiated as an earnout based 
on the future performance of the acquired firm or the combined entity. 

Another reason for an earnout arrangement is a performance based purchase 
price where other activities or achievements other than revenue or profits may 
be the basis for such payments. This might include;

•	 Completion of development milestones
•	 Acceptance of products by named customers 
•	 Completion of key contracts
•	 Signing of key agreements by customers, suppliers, partners or 

distributors
•	 Approval of products by licensing authorities
•	 Granting of rights under patents, trade marks, or licenses
•	 Achievement of various quality targets

Earnouts should be used where there is a reasonable level of uncertainty of 
some future event or future performance which can have a material impact on 
the value of the acquisition. There should also exist the possibility that none of 
the earnout will be earned if the anticipated events or targets are not met in a 
material manner. 

Where events are more certain, such as the outcome of a litigation 
settlement, lease payout, warranty claim and so on, these are better handled 
through escrow arrangements and under warranties and representations. In 
these situations, the valuation is set on a positive note where all outstanding 
items are worth zero. A portion of the purchase price is then set aside, generally 
in escrow and claims are made against that portion as each item is finalized or 
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settled. These items are generally discrete in nature, often able to be calculated 
in advance and not overly subject to effort by either party and will normally be 
limited in time.  

The earnout approach is best used when the parties are not able to agree on 
a purchase price because future events, which could materially affect the value 
acquired, cannot be determined with any certainty. Alternatively, the buyer is 
willing to pay more but only if the seller can achieve certain predetermined 
performance or event objectives.  

As a general rule, a good earnout formula is one where the buyer is very 
willing to pay the earnout if objectives are achieved and the seller has a 
reasonable degree of influence over the events which contribute to that level 
of achievement. A good earnout formula is also easily defined, measured and 
objective and not capable of manipulation by either party at the expense of the 
other. 

Earnouts are however not as common as may be expected. 

Example:

In an article in CFO magazine titled ‘Caution: Earnouts 
Ahead’, the author Roy Harris notes that contingency terms 
were found in 4 percent of all announced U.S. M&A deals, 
with over 10 percent of all deals valued at or below $250 
million, encompassing such terms. More than two hundred 
acquisitions in the U.S. have contained earnout agreements 
in each of the five years to 2000, with a total value of such 
transactions peaking at $27.9 billion in the year 2000.

Source:http://www.indiainfoline.com/nevi/earn.html Accessed 9th 
May 2004

Term of the earnout

There is considerable disagreement among practitioners about the most 
workable term of an earnout. On the one hand, shorter terms have higher 
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degrees of likely achievement while longer terms allow for too many 
influencing events to occur. Also longer earnouts reflect lower present day 
values due to the discounted cash flow impact of distant payments. Thus the 
further out the potential payout, the less value it has for the sellers and the 
more likely it is to be disputed or not achieved. 

Example:

Baltimore-based Sylvan Learning Systems Inc. certainly 
found it so. The company, a prolific acquirer of educational 
companies in recent years, started out by setting up one-year 
earnouts. For the managers Sylvan retained, “the natural 
response was to go gangbusters in terms of revenues and not 
spend for future growth,” says senior vice president and CFO 
Sean Creamer. Sylvan now designs earnouts for three years 
or more and monitors the deals carefully, sometimes using 
special audits to make sure the managers aren’t “gaming the 
system.” 

Source: http://www.cfo.com/article/1,5309,7261|0|C|2|,00.html  
Accessed 9th May 2004

To a certain extent, it depends on which party has the greatest influence over 
the target achievements. The longer the buyer is in effective control, the 
more influence, positively or negatively, they can impact on performance. 

How large should the earnout be?

Conventional wisdom suggests that earnouts should be limited to 10-25% 
of the ultimate purchase price. One of the issues which both parties should 
be aware of is that earnouts are really only appropriate where there is some 
degree of uncertainty in achieving defined potential targets. If the events or 
targets were guaranteed, these can be factored into the base price. Where 
probable outcomes may in fact not be achieved, both parties need to think 
through the consequences if the earnout is not achieved or substantially not 
achieved. 
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An earnout element based on specific large events may be quite reasonable 
if the final determination cannot be readily influenced by either party. This 
could be, for example, FDA approval which is awaiting final determination. 
This might significantly change the valuation and both parties may agree 
a significant earnout on the conclusion. However, if the earnout requires 
active co-operation of all parties and is based on many contingencies, it 
simply opens the gates to a claim of lack of effort on the part of the buyer. 

How should the earnout be calculated?

There is no magic formula for earnout calculations especially those that are 
performance based. Should they be based on a cumulative achievement or 
on stage targets? The problem is one of uncertainty for both parties. The 
seller will want to ensure that payments, once achieved, are not subject to 
clawback while protecting against events outside their influence, while the 
buyer wants to reach certain long term objectives. 

The biggest problem in all earnout calculations is finding an objective formula 
that is not subject to manipulation or re-interpretation by either party.

     Revenue	

May be boosted by promotions, discounts, poor contracts, early shipments, 
false invoicing, manipulated stage payments, etc. Revenue may also be 
negatively impacted by cutbacks in allowable marketing expenses, 	
promotion of competing products, interference or delays in completing 
contracts through approval cycles or newly imposed conditions. 

     Expenses	

Can be reduced by reducing staff, delaying staff replacements, delaying 
purchases, cutting back on R&D, delaying performance bonuses, buying 
lower quality stock or components, fighting warranty claims and so on. 
Additional costs may be imposed for redundancies, implementation of 	
new systems, additional reporting and budgeting requirements and so 
on. 

     Net Profit	

Calculations can be influenced by changing depreciation methods, how 
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goodwill is expensed, reclassifying expenses as capital items, excluding 
some payments as extraordinary items and so on.

Even where the manner of calculation has been specified, there can be 
alternative calculations. The words ‘According to GAAP’ (Generally Accepted 
Accounting Principles) need not ensure that a particular method is used if 
the auditors recommend a change due to legislation or a new accounting 
standard. Even ‘as applied at the time of the agreement’ will not necessarily 
cater for an event not foreseen. The terms ‘consistently applied’ are often 
used to overcome changes. Setting out the method of calculation during the 
earnout discussions may help bring out any differences in treatment. The 
measurement issues become increasingly complex as operations are merged 
with those of the buyer or central services are undertaken by the parent 
which results in disputes over transfer prices between entities. 

Where competing products are being offered, the earnout may be calculated 
on both product lines in order to avoid any issue of deliberate bias.

Targets should be kept simple, easily and unambiguously calculated and 
subject to objective measurement by an independent auditor if necessary. 
Revenue, for example, is easier to calculate than profits. Specific milestones 
are easier to determine than profits. Earnouts can be based across a range of 
events or targets, some financial and others based on specific events. 

Example:

SAL’s former shareholders and creditors have an earnout that 
is contingent upon three events in 2002: 1) an earnout note, 
due in twenty-four months, for $500,000 will be issued if the 
SAL Model 5 stepper’s performance satisfies stated stepper 
throughput and mechanical performance criteria by no later 
than March 31, 2002; 2) a second earnout note, due in twenty-
four months, for $500,000 will be issued if the combined 
Model 5 stepper and JMAR X-ray source demonstrates X-ray 
lithography exposures which satisfy stated performance 
criteria by September 30, 2002; and 3) a total of 354,736 
JMAR shares and an earnout note, due in twenty-four months, 
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for $1.2 million will be issued if an order from a commercial 
semiconductor manufacturer is received by December 31, 
2002 (with pro rated reduction of the payment to zero if the 
order is received between December 31, 2002 and March 31, 
2003). 

Source: http://www.bristoldirect.com/adobe/JMAR_
Research_1-22-02.pdf.  Accessed 9th May 2004  

How should the earnout be paid ?

The parties need to agree how the additional valuation created through 
the earnout will be paid out. Sometimes this is done in cash, other times in 
cash and shares, or just in additional shares. When shares are used for the 
earnout, both parties need to agree a formula for how the number of shares 
is to be determined. This might be at the same market price as for the base 
compensation, or it might be the price on the day of the payout. Sometimes 
it is hard to judge where the sellers might be better off. What would happen, 
for example, if there was a major change in the share price?

Example:

The last round of Nasdaq listings was triggered by the 
success of Chinadotcom’s listing, which having both ‘China’ 
and ‘dotcom’ in its name ensured it had a very hot reception. 
Who could have guessed at the time that it would trade down 
from a peak value of $73.43 to a 39th of that ($1.86) at its low?

Source: http://www.financeasia.com/Articles/18395183-969A-
41CD-A63F80D95A44D208.cfm Accessed 9th May 2004 

 

How much freedom to operate should the seller have?

This is an area of much dispute between buyer and seller. If the earnout 
is based on operating the business as a continuing concern to achieve the 
performance targets, this may not sit comfortably with the buyer. The buyer 
is exposed to expense blowouts, capital project commitments and agreement 
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obligations. Also the buyer will want the business run so that it reduces risk 
exposure while putting the business on a good footing for the time it takes 
over effective control.

This potential conflict in interests often results in the acquired business 
being subject to numerous reporting requirements, expenditure approvals 
and restrictions on borrowings, capital commitments and so on. Working 
out the operating conditions and then recalculating the earnout on the new 
basis can help. It may be appropriate to work out various critical factors such 
as headcount, expense budgets, capital expenditure allowance, marketing 
spend and so on.

Example:

Autonomy Corporation plc , a leading provider of infrastructure 
software for the enterprise, today announced it has entered 
into a definitive agreement to acquire etalk Corporation, a 
leading provider of enterprise-class contact centre products, 
for a purchase price of US$70 million payable in a combination 
of cash and Autonomy ordinary shares, with an opportunity 
to earn additional consideration payable in Autonomy 
ordinary shares upon meeting and exceeding certain future 
performance-related targets.

Source: http://www.cambridgenetwork.co.uk/pooled/articles/DF_
NEWSART/view.asp?Q=BF_NEWSART_156736  Accessed 18th 

February 2006

A more serious issue is conflict of interest over where the efforts of the newly 
acquired business should be directed. With an earnout in place, acquired 
management will have a focus on maximizing their earnout. At the same 
time, the reason for the acquisition may be to integrate the businesses or 
to leverage the assets or capabilities across a wider corporate entity. It is 
difficult to do both at the same time. The most capable people and those 
with the most knowledge in the acquired business will want to focus on 
the earnout. However, it is these same people who need to be involved in 
assisting the roll-out of the newly acquired assets or capabilities. 
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The new owners have to decide one way or the other. Either they leave the 
business alone during the earnout or they compensate the prior owners for 
the time required to work with the new larger entity. This may ultimately 
result in the new owners paying out all, or most, of the anticipated earnout 
in advance. 

Earnout or employment compensation?

Where the selling shareholders argue the business being acquired has 
unrealized potential and they wish to be compensated for that – the earnout 
is correctly paid out to all shareholders. However, where the new owners 
wish to motivate the newly employed managers to achieve certain objectives 
or targets, the additional value should be included within employment 
agreements as additional bonuses or compensation.

The difficulty here is to separate that which rightly belongs to the 
shareholders as a group and that which is reasonably held to be personal 
effort. Shareholders may well object to one of their number being offered 
an overly generous package where they think the compensation should go 
to them all for creating the foundation on which the near term benefits are 
being achieved. Where business deals or significant milestones are clearly 
in progress, the shareholders could argue that the benefits should accrue 
to all shareholders even if some additional compensation was paid to an 
individual to see it through to completion.

As a general rule, the more certain the target is to being achieved, the more 
the compensation should be directed to the selling shareholders as a group. 
Alternatively, where significant effort is still required, compensation should 
be directed to the individuals who can best deliver the results.  

Whatever is agreed, it is best if all the selling shareholders, or at least the 
larger non continuing owner/managers, sign off on the deal as this should 
avoid future litigation. 

Example:

Billabong International Ltd., Australia’s largest publicly 
traded surfwear manufacturer, has acquired the Honolua 
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Surf Co. apparel brand and its 19-store retail network.   
Depending on the eventual payout, the acquisition will 
cost Billabong between $10 million and $15 million.  
 
The acquisition will be funded by debt and paid in two 
installments, according to Billabong. The initial payment to 
Honolua is 75 percent of the agreed purchase price. After 
three years, Honolua will receive 25 percent of the initial 
purchase price plus an incentive-based payment calculated 
on the increase in retail profits over the period. In addition, 
Honolua’s co-founders, Tom Knapp and Randy Blumer, 
receive an annual earnout over three years based upon 
continued employment.

Source: http://www.insider.com.au/inside/html/modules.php?name=
News&file=article&sid=1724  Accessed 9th May 2004

Renegotiation or payout

Not all events can be forecast and there will be occasions when the earnout 
is frustrated by events outside one or both partys’ influence. Some of these 
may be anticipated, such as the resale of the acquired firm and an agreement 
entered into about the resulting impact on the earnout.

What happens, for example, if the prior management is unable to continue 
due to ill health or if actions of the buyer cause the acquired business to be 
severely disrupted?

Earnouts are frequently renegotiated as events unfold. This, however, 
requires goodwill on both sides. 

Example:

 “In July we indicated that 100% of the Group’s total potential 
earnout liabilities had been realized, renegotiated or capped. 
Further progress has been made in renegotiating Parsec’s 
earnout due to some major changes in that business.
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Agreement has therefore been reached with the vendors of 
Parsec to settle their outstanding earnout (maximum total of 
£6.8m payable in Anite’s financial year 2005/6) for £873,000, 
to be paid in guaranteed loan notes, repayable after one year. 

This, together with other minor adjustments, has reduced 
the total future cash earnout liability from £25.4m to £19.5m, 
whilst bringing forward all remaining 2005/6 financial year 
liabilities, thus ensuring that all outstanding earnouts will have 
been paid out by the year ended 30 April 2005, subject to 
performance.”

Source:http://www.pressi.com/int/release/74044.html Accessed 8th 
May 2004  

Example:

Brooktrout Inc., a provider of telecommunications hardware 
and software, tried earnouts in an acquisition in the early 1990s 
and discovered that a demotivated workforce can destroy all 
the supposed benefits of the approach. In its case, says CEO 
Eric Giler, Brooktrout agreed to assume the liabilities of a 
Texas company and to make contingency payments to the 
selling executives if they hit certain sales goals they set for 
themselves. 

“Entrepreneurs are their own worst enemies,” often setting 
targets that are too ambitious, says Giler. And they did that 
here, falling far short of the earnout goals. While conventional 
wisdom may say that this would be good because Brooktrout 
wouldn’t have to pay the earnout amounts, Giler soon learned 
otherwise. “As you start to miss your targets, the incentive 
goes way down and you have to fix that” so the employees 
will stay committed, he says. In Brooktrout’s case, that meant 
“resweetening the deal” with a whole new set of stock options 
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and cash bonuses for the very employees who had failed to 
achieve their original goals.

Source:http://www.cfo.com/article/1,5309,7261%7C10%7CC%7C2
%7C,00.html  Accessed 9th may 2004

“Best efforts”

Where the owner/managers are not employed by the new owner, they are 
very dependent on the buyer following through with agreed programs of 
promoting the product or services to achieve potential revenue and profit 
targets. However, many times the buyer has other priorities and the potential 
may not be realized. This is a recipe for litigation. 

Example:

Even if the seller is successful in getting the buyer to accept 
sales revenue as the appropriate target, problems can persist.  
For example, in J. Bloor v. Falstaff Brewing Company, 601 
F.2d 609 (2d Cir. 1979), Falstaff acquired Ballantine’s brewing 
business and agreed to pay the Ballantine sellers a royalty of 
$0.50 per barrel for 6 years after closing.  Post-closing, Falstaff 
slashed the annual advertising budget from $1,000,000 to 
$115,000 and reduced distribution centers.   Profits rose 
dramatically, but sales dropped 29% in one year and 45% in 
the next year.  Nevertheless, the seller was successful in its 
breach suit against the buyer since the contract required the 
buyer to “use its best efforts to promote and maintain a high 
volume of sales.”

Source: http://www.imakenews.com/techyvent/e_article000100532.
cfm  Accessed 8th May 2004 
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Example:

Melbourne, Australia, 5 May 2004 

Biota Holdings Limited (ASX:BTA) announced today that it 
had issued a writ in the Victorian Supreme Court, claiming 
breaches of contract and fiduciary duties by the worldwide 
GlaxoSmithKline (GSK) group for failing to promote and 
support RelenzaTM. The writ seeks unspecified damages for 
lost royalty revenues to date, as well as future losses through 
the life of the product’s patents.

“Relenza was a breakthrough influenza drug that had great 
potential, but it was effectively abandoned at birth,” said 
Biota’s CEO, Peter Molloy. Biota claims that the product failed 
not because of any inherent disadvantages or deficiencies, 
but principally because support for the product was withdrawn 
immediately after the launch year.”

Source: http://www.biota.com.au/announcements/2004/press120.
html Accessed 6th May 2004 

Taxation implications

The payment of cash or shares after the closing date of the acquisition may 
be treated as income or capital gains depending on the way in which the 
compensation is worded, calculated and timed. Different rulings may apply 
in different states and countries. Before any earnout is agreed, both parties 
should take professional advice on the matter. With some change in structure, 
the same end result may be achieved with different tax consequences. 
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While every entrepreneur knows how to properly package a product or 
service to achieve a profitable sale, few would claim they have the 

same competence when it comes to selling a business. The fact of the matter 
is that selling a business is a specialist activity with its own set of legal and 
accounting issues and this is one area where experience does count. That being 
said, the entrepreneur knows his business and should understand better than 
anyone where it has growth potential, the basis for a higher sale price. 

The same may be said of the inexperienced Investor. VC firms and experienced 
Investors who have participated in a number of investments should have some 
experience  working with professional advisors and probably have some existing 
relationships which they can use. However, selling a business to a large global 
corporation based on strategic value is not something many investors have 
experience with and, to be frank, few advisors have either. 

In my experience, there are few professional advisors who understand how 
to position a sale around the business potential whether that be financial or 
strategic value. Most often they tend to push the deal back into a conventional 
framework based in an EBIT multiple and in doing so miss the whole point of 
the exercise. They are not only a waste of time but tend to get in the way of the 
deal being done properly. The choice of advisors is critical.

15
Selecting Professional 

Advisors
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Apart from the support you will need from professional legal and accounting 
firms, should you use a business broker or investment banker to help sell your 
business? The answer really depends on how well you understand the process 
of selling a business, whether you already have willing buyers in your sights and 
whether you have prepared the business for sale. If you are unsure about how 
you should prepare your business in order to achieve the best offer, or if you are 
uncertain how to attract the right buyers, then getting help from professionals 
who undertake those tasks on a regular basis makes sense. Even an experienced 
entrepreneur who has sold several businesses may like to have an advisor in 
the team to assist in the negotiations. There is considerable benefit in having an 
objective, knowledgeable person on your team to provide feedback, suggestions 
and to keep the negotiation process moving forward.

The key to the use of such professionals is, however, to use them to assist the 
Investors and internal management team in the process, not to take control. 
Too often business owners have allowed professionals to control the process 
and the negotiations not recognizing that the advisors primary motivation is 
the commission on a quick sale. The entrepreneur who understands his or her 
business well and spends time identifying and connecting to the best potential 
buyers, will generally achieve a much better price for the business. The best 
buyers will be those corporations who can best exploit the potential in the 
business. Positioning the business with these potential buyers and preparing 
the business so that it can support such potential is best undertaken by the 
entrepreneur. It also takes time and cannot be undertaken properly if the 
business is rushed into a sale.

At the same time the entrepreneur is preparing the business for sale and 
positioning it with potential buyers, professional legal and accounting firms 
need to be appointed to assist with both preparation and sale transaction 
support. Better sale prices are achieved where business risk for the buyer is 
minimized. This process often requires the business to undergo a vendor due 
diligence as part of the preparation process. By proactively undertaking their 
own due diligence review, the entrepreneur can discover risks in their business 
which can be addressed long before a potential buyer emerges. Not only does 
such an activity improve the current business but it significantly reduces buyer 
due diligence costs and time during contract negotiations. A business which is 
well prepared for buyer handover will attract better buyers and a better price. 
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The smart entrepreneur needs good advice and smart people to support the 
sale process. The result usually is a much better price. 

The Professional Accounting and Advisory Firm 
The type of advice and help which a professional advisor can provide includes 

assistance in the following areas:

Valuation

If the firm has already prepared a valuation of the current business and 
projected valuation of the business opportunities to potential acquirers, this 
will contribute considerably to the discussion with the potential buyer. The 
advisor can review the financial projections, provide conventional valuations 
and brief the entrepreneur on how best to present their case.  Understanding 
how an acquirer undertakes a valuation will ensure the firm has prepared 
the proper information, presents it properly and is able to validate the 
underlying assumptions and values. 

Preparing an Information Memorandum

The Information Memorandum (IM) is the document which most firms use 
to solicit interest in their business. It describes the business, sets out the 
historical and projected financials and provides background information 
on the industry, the competitors and the acquisition opportunity to allow 
a potential buyer to decide if they wish to proceed to a more detailed 
examination of the business. It is the foundation document which will be used 
by the potential buyer to evaluate the acquisition. It is important that the IM 
be prepared thoroughly, be properly explained and contain the information 
needed by the potential buyer to undertake their initial due diligence on 
the opportunity. The advisor can prepare the IM to ensure it is readable and 
persuasive and provides an appropriate level and type of information. 

Reviewing financial Information

Current financial information needs to be prepared according to generally 
accepted accounting principles and presented in a conventional format 
which allows easy analysis. Your advisor can ensure the statements are 
prepared correctly and that the accompanying data fully supports a detailed 
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investigation. This information is normally reviewed by your advisor to 
ensure that financial information is presented on a consistent basis from 
year to year and that any extraordinary or abnormal items are fully explored. 

Helping with introductions and referrals

Well established accounting firms and investment banks participate regularly 
in transactions involving buyers. They are, therefore, in a good position to 
know most local large corporations on a personal basis and certainly by 
reputation. If they consider you have a good business proposition they can 
help short list potential buyers you should approach and then can help with 
introductions or referrals. They may also be able to assist with the search 
for prior acquisitions and with uncovering news items which relate to them. 
They may have connections to assist you to contact prior sellers so you can 
gain an independent view of the potential buyer. 

Since many professional firms have national and international offices and 
affiliate networks, this can be used to uncover other possible buyers and 
generate introductions. Having the right potential buyers in the final bid 
process can make a huge difference to the ultimate sale price. 

Reviewing purchase terms and conditions

While purchase agreements are often set out in a conventional format, the 
vendor is not normally in a position to know what terms would be reasonable 
for their business. The advisor should be able to recommend where terms 
should be renegotiated, however, always obtain proper legal advice on 
contract terms.

Assisting in negotiations

The firm which is represented by a well established and respected advisor is 
likely to be better prepared for the negotiation. At the same time, the buyer 
knows that the terms are going to reviewed by a knowledgeable party. This 
should result in more productive discussions and the result is likely to be 
better for the firm. The buyer may prefer to deal with a business represented 
by a professional advisor as they know the entrepreneur will not need to be 
educated about conventional terms and conditions or the warranties and 
representations required under a normal deal. 
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Advice on preparation 

Preparation for an acquisition is much more than preparing a business plan. 
The advisor reviews the likely buyer’s investment criteria and investment 
process in advance with the management team to ensure the vendor has 
prepared itself for both the negotiation and the due diligence processes. 

Due diligence

Due diligence will be carried out by the buyer as part of their initial evaluation 
of the acquisition opportunity. This is mostly a product/market evaluation to 
see if the merged business can support the opportunity claims of the firm. 
After the business terms of the acquisition are agreed, the buyer will carry 
out an extensive review to further ensure it has a thorough understanding of 
the business and the management and has uncovered any data discrepancies 
and investment risks.  Your advisor can undertake a trial due diligence process 
to ensure the firm is fully prepared and help to correct any deficiencies. 

Advice on pensions, option schemes and remuneration 

Once the buyer is involved, the firm will have little opportunity to change 
the remuneration and benefits of its staff. A professional accounting firm can 
review these before an approach is made to a buyer to ensure the current 
remuneration and benefits are fair and reasonable and provide the most 
positive basis for the planned sale. 

Tax advice

Few firms are structured from the outset to be optimal for a sale. Over 
time the tax regime will most likely have changed, especially with regard 
to retirement strategies, trusts, capital gains and options. The corporate 
structure of the business may not be suitable for an outright sale or be 
optimal if there is an earnout portion. A professional accounting firm can 
also review the current business processes for compliance, tax collection and 
reporting. At the same time, personal tax planning for the major shareholders 
should be undertaken to establish the right basis for the planned sale. This 
will include the best format for the sale (eg. sale of shares or sale of assets).
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Exit strategy assistance

From their knowledge of prior acquisitions, your advisor can help define 
business potential, strategic value, identify integration issues and/or show 
how the firm can best position itself for a sale. 

The Professional Legal Firm 
The type of advice and assistance which a professional legal firm can provide 

includes help in the following areas:

Review purchase agreement

The purchase agreement would often be prepared by the vendor’s lawyers, 
however, this protocol varies in different countries. In addition, some buyers 
insist on having their lawyers prepare the contract. This is a complex legal 
document which few entrepreneurs will have ever seen and certainly few 
would understand in any depth. The professional legal firm can draft the 
documents for you or construct the terms and conditions and identify any 
harsh or unusual conditions which the buyer has requested and assist in the 
renegotiation of those where the buyer prepares the document.

Review warranties and indemnities

The vendor would normally be expected to provide warranties and 
representations and indemnities to the buyer.  These can often be 
renegotiated to be less harsh. The professional legal firm will know what is 
reasonable and what is not.  This is one area where proper preparation, good 
reporting and compliance systems and good governance can significantly 
reduce the exposure of the vendor. 

Review employment or non-compete agreements

The buyer will expect the key executives and major shareholders to enter 
into employment agreements and/or non-compete or restraint of trade 
agreements. The professional legal firm can ensure the terms and conditions 
associated with these agreements are reasonable. 
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Preparation of disclosure letter

The vendor should be prepared to disclose any issues which may effect the 
decision of the buyer to purchase. They should also identify any potential 
liabilities of the business. The professional legal firm can advise on the types 
of disclosures and how the letter should be worded to best protect the 
sellers and to ensure there is no avenue for redress on the part of the buyer 
if events do not go to plan.

Review corporate documents

As part of the preparation for the sale, the professional legal firm will review 
the corporate documents which authorize the firm to undertake business to 
ensure it meets the requirements of the buyer. This review would normally 
extend to board minutes, shareholder agreements, option schemes and any 
material contracts the firm has entered into. 

Depending upon the size of the transaction, the vendor should plan for 
approximately 5 - 10% of the sale price to be spent on their professional services 
fees noting that smaller transactions are likely to have a higher percentage 
associated with advisors fees. 

Not all professional services firms have the necessary experience to undertake 
this type of work effectively. The entrepreneur should not assume that their 
current professional services provider has the expertise to properly advise them 
in this area. They should seek independent advice as to which professional 
services firms are best equipped to handle the transaction they wish to enter 
into. Before they start to incur costs for this service, they should undertake 
some due diligence and investigate the extent to which the referred firm has 
a track record of success in working with clients on  sales and acquisitions of 
similar sized businesses or to similar sized acquirers. 

Asking for references would not be unreasonable and they also should ask 
for a list of transactions which the professional services firm has participated in 
and some details of the work performed for the clients involved. People move 
between professional firms and so the firm should ensure that the expertise 
is still with the professional services firms. They should ask to be allocated an 
advisor with personal experience in these types of transactions. 
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Some advisors, whether they be accounting, legal or corporate finance 
executives, are so locked into a traditional model of firm value that they simply 
‘don’t get it’. They will want you to undertake a conventional valuation based on 
historical earnings, a conventional information memorandum and won’t grasp 
the impact of the opportunity which the buyer can extract from the potential 
and/or strategic value in your business. Certainly you and they will have difficulty 
trying to put a value on the business if it is based on the buyer’s potential rather 
than your net worth or profitability and your advisors may be uncomfortable 
going forward on that basis. However, if you have clearly identified potential 
buyers which have expressed interest in an acquisition, this should provide a 
good base from which they can assist you to prepare the business for sale.  

If your initial discussions with a professional advisor show you that they want 
to take you down the conventional path, you should move on and find one that 
you feel can best represent the potential in your business. Ask them to provide 
you with references to similar sale transactions they have advised on.

Entrepreneurs and Investors who have not participated in large transactions 
are often concerned about entering into relationships with Investment banks,  
larger accounting and legal firms and often hesitate because they feel the larger 
firms carry considerable overhead and this gets passed back down to the client 
in higher fees. It is certainly true that the larger firms typically have higher charge 
out rates but they also need to compete for services of the smaller clients and 
so it is not unreasonable to ask for a smaller charge out fee given the size of the 
firm. 

The larger firms do have an advantage of being national and international 
organizations and having specialists in most areas and this can be to the benefit 
of the smaller firm involved in complex trading transactions. When it comes to 
contracts and agreements which can materially effect value dilution, a little more 
up front may better protect the value of the firm on ultimate sale. This would 
certainly apply to IP agreements, option schemes, shareholder agreements and 
any acquisitions which the firm enters into. 

The larger professional advisors have a decided advantage in M&A 
transactions. They see them often, they regularly advise on both acquisitions 
and sales. Larger accounting and legal firms are often asked to undertake due 
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diligence work on behalf of larger corporations and thus are very familiar with 
the entire process. Larger firms are taken seriously when it comes to negotiations 
and thus can better protect the entrepreneur who has never  experienced these 
types of deals. 

In the end, it may come down to spending a little more over a longer period 
to be better prepared than spending a lot near the end closer to the transaction.

The business is likely to be better managed and be less risky as a result 
of more professional preparation. At the same time, the impact of a large 
professional firm in the deal process can enhance the reputation of the seller 
and may result in a better price being negotiated. Certainly it should speed up 
the due diligence process which in itself can have a significant positive effect on 
deal price. It should also speed up negotiations as the buyer knows it does not 
have to educate the seller about normal terms and conditions of a sale.

I have often been asked why I used a big four auditing firm with my last 
venture given that the business when it started only had a dozen staff and, when 
sold, had only grown to 30 employees. My answer has always been to show the 
impact on the final due diligence and deal discussions and to ask whether the 
person asking the question thought I received value for money.

My last business went into free fall after several large software corpo-
rations decided to enter my market with similar products. All my pros-
pects were their customers as our supply chain optimization software 
sat alongside a large ERP system such as those sold by SAP, Oracle 
or Peoplesoft. When these corporations announced that they were 
going to develop their own supply chain optimization solutions, their 
customers decided to wait for the integrated solution from their main 
software vendor. Thus I found myself in a situation where I had 30 staff 
and no prospects. Naturally we decided to sell the business before we 
were forced to close the doors.

This was my fourth software business and I had the experience of 
working through the sales process for the earlier ones. I also had been 
through the due diligence process for raising venture capital twice and 
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taking on a large corporate loan. I knew from those experiences that 
being prepared for due diligence was a critical part of getting a quick 
decision. I also knew that the quickest way to get through the due dili-
gence process was to ensure that the professional advisors I used had 
high credibility. Basically, I wanted to have all my source documents 
accepted without question. The only effective way to achieve this is to 
have the biggest and the best. 

When you are selling a business to a large, perhaps, global corporation they 
are going to undertake a very extensive and sophisticated due diligence. They 
will almost certainly use a large auditing firm and a highly respected legal firm. 
In order to uncover the risks and problems in your business, these advisors 
are going to review everything. The only way you can speed up this process 
is to demonstrate to them they don’t need to audit most of the historical 
information because they will be able to rely on the documents produced by 
your own advisors. My approach was to push back hard and state that any 
additional audit was wasting my time and the buyer’s money but that I was 
willing to provide warranties for the quality of the information presented. In any 
case, if there was a subsequent problem, they could always go back and litigate 
against my advisors who would normally have much deeper pockets than me.

This last business of mine was sold for six times revenue to Peoplesoft in a 
period of just over two weeks. Given that it was losing over $1 million at the 
time, whatever additional fees I paid to my advisors was well and truly worth 
it. When you are dealing with large corporate buyers, it is best to have good 
quality advisors in order to be very well prepared for the due diligence and the 
negotiations. 
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Selling a business is more than a process of preparing the business for sale, 
negotiating the deal and then allowing the buyer to take control. It is a 

psychological process for the entrepreneur. The entrepreneur has to move from 
a growth plan to an exit plan, a huge shift in attitude. 

Most entrepreneurs see selling their business as either something which will 
happen in the distant future or as a sign of failure. Few see selling the business 
as an objective in its own right or as something which is near term. They are 
usually so consumed with immediate issues or with development projects 
that consideration of selling is the last thing they think of. Even when they 
understand the possible value on sale, they generally feel they can get more 
if they only hang on a little longer and push the revenue and profit up further. 

Much of the advice they receive is from people who have little experience 
of selling a business or have a negative experience in their past. Professional 
advisors are often little better. They are trapped into conventional models of 
valuation which do little to guide the high growth potential entrepreneur and 
therefore, their advice is often misleading. It is only by understanding how high 
growth potential can be leveraged into the sale value, that the entrepreneur 
can really consider the alternatives of staying with the business or selling. If 
the business has greater value in the hands of the buyer, selling can be a very 
attractive strategy. 

Other Considerations
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Why Plan to Sell
Few entrepreneurs set out to start a new venture with the objective of  building 

a company to sell. Most set out to build a business around an opportunity and 
along the way comes the better salary and benefits. As it grows and develops, 
they are consumed with the next deal, next year’s plan, the need for external 
funding and the task of simply generating sales to make payroll. Sometimes 
they think of their eventual retirement but it seems a long way off and rarely do 
they think that they may be forced to sell or that someone may come along and 
make them an offer they can’t refuse.

Few entrepreneurs consider whether they might actually be better 
off by selling. Take a moment to work out what you are getting in terms of 
remuneration, benefits and dividends. Then consider what you could earn if 
you sold the business and went to work for someone else or stayed on to work 
for the new owner. How much worse off would you be on a month to month 
basis? In fact, many people end up earning more from their new job. Now work 
out what you would receive after tax if you sold the business. Divide that value 
by the expected life of the business (remember that few businesses last more 
than 10 years). Would your new salary plus a share of the sale proceeds make 
you better off over a ten or twenty year period? 

When I sold my first business for US$9.6 million, my new salary was higher 
and I was no longer responsible for meeting the payroll of 160 staff every 
month. My share of the sale proceeds was around US$4.6 million. I put US$1 
million into a trust fund for the education of my three children and left the 
rest in shares of the acquiring corporation. I could not possibly have made that 
amount of money in a lifetime of working on a salary. 

Very few firms last forever, most are lucky to survive for 10 years. On the 
basis of probability, I was certainly better off taking the money. Certainly, for the 
rest of my life, I could expect to live well. In any case, like a lot of entrepreneurs, 
I went on and started other businesses which I subsequently sold at a premium. 

Some entrepreneurs do set out with the intention of selling their business; 
this was what I did with my last company. Others build a company to undertake 
an initial public offering (IPO) and find they don’t have the right type of enterprise 
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which lends itself to an IPO and decide to sell instead. Many companies are 
approached to sell and some take up the offer. 

Then there are those who find that their best option for retiring or of 
liquidating their investment in the business is by selling, but they are under 
no pressure to do so. They can take their time and wait for the right moment. 
Sometimes they will put out the word through their professional advisors or 
maybe use a business broker. Other situations which might encourage them to 
sell are: 

•	 There is no successor in a family business (about 50% of all family firms)
•	 The owner/manager wants to spend more time with their family
•	 The fun of the venture has faded and the owners have lost interest
•	 A better opportunity presents itself

People who have the time to plan the sale of their business will often involve 
their professional advisors to help them develop up to date information on 
the company. They will prepare an information memorandum, maybe even a 
business plan. They will seek advice on a valuation and typically be told how 
their industry calculates a sales price or how a net present value (NPV) or similar 
valuation can be calculated. 

Selling the firm without taking the time to fully investigate its growth potential 
and to provide a convincing case for the buyer is, however, not a proactive 
strategy for getting the maximum value for the business when you do sell. 

Firms which sell based on a historical  earnings formula are simply 
giving the firm away based on what they have achieved (or not) rather 
than selling on what the business is capable of in the future. 

A common situation which confronts many business owners is that they have 
been forced to sell. He or she does not really want to sell but circumstances 
force it on them. This can occur through a variety of circumstances, many of 
which are outside their influence:

•	 Internal changes at a major customer leads to a loss of business
•	 A major customer goes bankrupt and puts the firm into a cash crisis
•	 The market collapses and the firm is no longer viable
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•	 A key supplier goes out of business or is acquired by a competitor and is 
no longer willing to supply components

•	 New legislation requires a major upgrade of the plant and equipment 
which is beyond the resources of the owners

•	 A key employee leaves
•	 A partner wants to retire and the remaining shareholders are unable to 

buy him out
•	 The CEO owner/shareholder has to cut back on work due to ill health
•	 Litigation exhausts the firm of cash and incurs massive debt 
•	 The market temporarily declines due to terrorism or natural disaster and 

the firm does not have the resilience to survive it. 

When this happens, the worst situation to be in is to be unprepared. Planning 
the sale of the firm is akin to disaster planning. Simply by going through the 
process of developing a plan to sell the business, a lot can be learned and the 
firm better prepared for a such an event. 

When a business gets into trouble, the net worth tends to dissipate 
quickly. There is often a shortage of cash and debt finance is hard 
to find. This situation often forces the business into a fire sale. In 
these circumstances time works against the seller leaving them with 
inadequate time to set up a sale which enables the owner to extract 
the maximum value for their business. 

In the case of having to sell the business, the difference between the valuation 
which can be achieved by being fully prepared and ready can be many times the 
average industry sale price. The return on the resources devoted to undertaking 
a systematic process of preparation can have a very significant impact on what 
the shareholders will realize for their investment. 

Finding the right buyer and being well prepared for the negotiation can often 
result in a price to the seller considerably more than what could be achieved 
through more traditional methods. The return on investment from the cost 
incurred in professional advice used to groom the firm for a well prepared sale 
is very high. Since you can never know when you might want to sell, or need to 
sell, being prepared can make a significant difference to the sale price. 
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When to Sell
There are very few entrepreneurs who would say they sold a business at 

the right time. Many will tell you they sold the business and then discovered 
the market improved and they would have received more if they had hung on 
longer. Others will tell you they sold the business after the market peaked and 
received less than they would have earlier. So when is the right time to sell your 
business?

Economic cycles are somewhat predictable, although few economists would 
be willing to state exactly when the downturns will occur.  Layered on top of 
general economic cycles are industry trends which can confuse the picture. This 
is further complicated when you try to predict the possible future performance 
of the individual firm. There are numerous internal and external pressures 
which can influence both short term and long term profitability of any business. 
For most businesses, the future cannot be predicted with any degree of 
certainty. You only have to read the daily financial press to see how often public 
corporations miss or exceed their forecasts. 

You might argue that you run a very effective, growing and profitable business 
and that you should hang in there for a higher valuation, however, you would 
be overlooking factors beyond your control. Recall the impact the terrorist 
events of September 11th 2001 and the Bali bombings had on various national 
economies. Natural disasters are unpredictable but can devastate sectors of 
our economy. There seem to be regular natural disasters such as tornadoes, 
cyclones, droughts, floods and earthquakes. While your business may not be 
in the geographical location of the disaster, it can affect your customers and 
suppliers, thus disrupting your business. Few of us would have predicted the 
fall out from the collapses of WorldCom, Ansett, HIH, BICC, Enron and Arthur 
Andersen. Basically, no matter how well you manage your business, you can still 
be seriously impacted by bad luck and events outside your control.

Your business can also be seriously affected by new competition, the loss of 
key employees, government or industry regulation, a major cost imposed by 
changes in regulations or by a major customer being acquired and switching to 
a competitor. Business is about risk. You can sit there and take the risk of the 
business increasing in value or you can sell and take whatever value has been 
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achieved to date and then think about taking it easy or putting some of the 
money back into a new venture.

The bottom line – you probably have an equal chance over the next several 
years of growing the business or suffering some form of setback. Predicting the 
state of the business in the next few years should not be the major determinant 
of when to sell the business.

Example: (Author’s italics)

Select Travel International and Select Line Holidays of Leith have 
ceased trading, leaving debts of more than £700,000, after Aim-
quoted World Travel Holdings said the companies “did not perform 
to expectations.” 

In a statement, the company said it had decided to shut the 
Scottish businesses “given the poor financial state of Select Line 
revealed following completion.”  The chairman of World Travel, 
John Biles, admitted the decision to pull the plug so soon after 
buying the group may appear unusual but he declined to comment 
further on what had gone wrong in such a short time. 

“The wording in the statement was carefully chosen,” he said. 
When asked if the liquidation of the companies was the end of 
the matter as far as World Travel was concerned, Biles said he 
expected so. 

The liquidation move came just eight months after the companies 
were acquired in the all-shares deal. Liquidators are now trying 
to sell on domain names owned by the companies containing the 
‘241’ brand name in a bid to repay creditors who are owed a total 
of £738,000. 

Debbie Harvey, of Reading-based insolvency practitioners 
Harrisons, said the failure of the companies had been blamed on 
the effects of September 11 and foot-and-mouth on tourism. 
“World Travel was faced with a choice of having to invest large 
sums of money into the businesses which they didn’t have or 
walking away.”

Source: http://www.business.scotsman.com/ accessed 7th September 2003
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Think back over the last few years of the household names which are no 
longer in existence. Large companies have more resilience than small companies 
but they still fail. Small companies generally have a much higher probability of 
failure. 

If you sell to a listed corporation, the state of their share price and price 
earnings multiple (PE) can certainly influence their willingness to undertake an 
acquisition. If the public markets are receptive and the PE is relatively high, an 
acquisition by a public company can have an additive effect on the valuation of 
the acquiring corporation. For example, an acquisition which is done on an EBIT 
multiple of, say, 6 into a corporation which has a PE of 14 will add the additional 
multiple of 8 to the benefit of their own shareholders. So a public corporation 
trading at a PE of 20, they may be willing to pay a higher EBIT multiple. This may 
be a good time to sell. 

Many business owners are concerned about whether they will have enough 
funds to finance their retirement and how they will spend their time when they 
do. Imagine how sad it must be to reach retirement and find you left it too 
late and you ended up with a fire sale. Sometimes it is better to take what you 
can and have the comfort of having the money in the bank or other low risk 
investments. You can always work for someone else or spend your time working 
in the not for profit sector as a volunteer. 

You might consider what your next best alternative is if you were to seek 
paid employment. If you currently take $150,000 in benefits from the business, 
what could you earn if you became an employee? Let’s say, $90,000. After tax 
you are worse off by about $30,000. If you could sell the business and pick up 
$300,000 net, it would take you 10 years to equal that. If the net proceeds were 
greater, this may mean a good standard of living for the rest of your life. Take 
the money!!

Alternatively, you might be bored or the business may have outgrown your 
ability to manage it effectively and the business may be suffering as a result. 
Not everyone is suited or has the desire to manage a larger business. Your skills 
may be more effectively employed by selling this business and starting again. 
Many entrepreneurs are best at business creation where their passion and 



258

Chapter 16: Other ConsiderationsULTIMATEEXITS

energy are best utilized. They are often not good at the detail or the day to day 
management. If you are not having fun any more, then sell and start again.

Even where the business has considerable potential, you may not be the 
right person to manage the business or you might not be able to capture the 
potential. Every business has to change dramatically as it grows in order to cope 
with the increasing complexity of the operations. You may not want to manage 
a more formal and more bureaucratic business. At the same time, the potential 
of the business might be limited by your ability to manage or to finance the 
growth. Sometimes it is better for the business and for its employees to sell 
to a corporation which can better exploit the potential and perhaps offer the 
current employees better career prospects. 

Growth businesses go through considerable changes as they grow. I 
discovered large transition points in my own businesses at 12, 50 and 100 staff. 
One business went through a huge organizational crisis when it undertook an 
acquisition 12,000 kilometers away. 

There have been several well-accepted theories defining the organizational 
changes which occur with different stages of growth in a new business. Larry 
Greiner published an article in the Harvard Business Review in 1972 entitled 
Evolution And Revolution As Organizations Grow. Neil Churchill and Virginia 
Lewis developed this further in a 1983 article entitled The Five Stages Of Small 
Business Growth, also published in the Harvard Business Review. Mel Scott and 
Richard Bruce looked at growth crisis points in their article The Five Stages Of 
Growth In Small Business, published in Long Range Planning in June 1987. 

These models all show that important changes will occur within the business 
as growth occurs. The main factors creating complexity are the number of 
staff, the number of customers, the number of products and the number of 
locations. To achieve five times the level of business you have now, most of these 
parameters will have to change. What is not so obvious to most entrepreneurs 
is that the business will need to be managed differently with each additional 
level of complexity. 

In the early days, the entrepreneur is able to run the business with sheer 
energy, passion and vision. They know everyone and staff are motivated because 
they are part of the grand adventure. As the company adds staff, however, new 
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people come into the business who were not part of the grand vision. Their 
motivations and needs are likely to be different. They may see it more as a job 
than a mission. They will have different needs and management styles will have 
to change. At the same time, the growth brings with it specialization of tasks 
and more formal organizational structures. Reporting lines become clearer, 
job descriptions become the norm rather than the exception and performance 
targets and monitoring are introduced. Soon there is a new layer of management 
between the chief executive and the operations. What began as a project has 
now turned into a business. 

As the business grows further, communication becomes more formalized as 
communication lines become longer. The left hand no longer knows what the 
right hand is doing. Customer service quality often falls because new customers 
do not have the advantage of personal links with the founders.

Problems tend to increase with a second location as daily face-to-face 
communication becomes physically impossible. External shareholders and/
or external directors force more transparent decision-making, which means 
the entrepreneur can no longer make decisions on the fly. Many more staff, 
customers and other interested parties, depend on the business for their 
livelihood.

There are important strategic insights which can be gained from predicting 
what your business might look like and how it should be organized as it goes 
through these transition stages. Almost certainly you will discover you have the 
wrong organizational structure and the wrong information technology systems 
to support a larger business. What can be more surprising is that you will also 
discover that some of your best staff are unlikely to make the transition. They 
may lack the skills, personality, work ethic or experience to work effectively in a 
more complex situation. 

Many entrepreneurs simply are not able to make the transition, or they do 
not want to. This is very confronting, but it is better to recognize it and plan to 
delegate more responsibility or to sell the business and move on to something 
for which you are better suited.  With time on your side, you can restructure the 
business so that the business is no longer dependent on you, you can bring the 
business up to a state of sale readiness and then you can find the right buyer to 
take over. 
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Often business owners find they have reached a point in the size of the 
business where they need to make a substantial investment in order to move 
to the next stage of growth. This may be an expansion of capacity, investment 
in another location, re-equipping a manufacturing or warehousing facility, 
installing a new accounting system or taking on full time specialist staff. The 
cost of doing so may be beyond the ability of the firm to finance and, therefore, 
the entrepreneur has to incur sizable new debt and/or dip into life savings. This 
new investment may be somewhat risky as the anticipated revenue may not be 
assured. What might have been a very comfortable business might suddenly 
turn into a high stress activity. Maybe this next stage is not for you. Maybe it 
would be better for you to sell to a corporation which is able to take it to the 
next level and exploit the future opportunities better than you.

You might have another opportunity you wish to pursue. It may be more 
exciting, more fulfilling or simply more financially attractive. However, in order 
to undertake it, you might need to release funds from your current business. 
This would be a very good reason for selling. 

Selling the business is not always about failure. In fact, in most of these 
scenarios, they are about understanding what you are good at, where you wish 
to spend your time and how you want to manage your life. However, you do 
need to be able to answer the question ‘Why do you want to sell? There is 
nothing wrong with wanting a better life or simply being exhausted with keeping 
a business going or just losing interest. Owners sell for lots of reasons including 
divorce, ill health, family problems, lack of capital to expand the business and 
so on. If the business is in trouble, you wont be able to hide it – you will lose 
more by covering up a problem which will certainly be found out during the 
investigation phase. The key here is to be prepared to sell the business and to 
know what value the buyer can extract from the business and to ensure you 
have multiple potential buyers. 
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Exit Fear
It is widely acknowledged that a significant portion of private firms will be 

coming onto the market over the next ten years as the baby boomer generation 
nears retirement. While some have family members to pass the business onto 
and others will reach an arrangement with employees to buy out their interests, 
most will be seeking to sell their businesses. With this background, it is hard to 
understand why so many fail to confront the issue and fail to undertake business 
and personal planning to provide the best outcome from such an event.

Some founders simply don’t want to let go of their baby. They have often 
put the best years of their life into building a robust business and the thought 
that someone else will take control is impossible for them to accept. While 
they know that a sale is inevitable, they are simply unwilling to spend any time 
planning for it because it means they are acknowledging they will be selling 
their business. 

Exit fear is not just a characteristic of retiring founders; even younger 
entrepreneurs who have raised venture capital on the basis of a likely trade sale 
of their business seem reluctant to put the effort into preparing the business 
for sale. Most of them anticipate they will not have a job with the acquiring firm 
and this creates a good deal of uncertainty around their future – even though 
they have a reasonable assurance that they will take away a good deal of money 
with the sale. 

I found the same reaction many times in my workshops on selling a business. 
Entrepreneurs attend the workshop in order to better understand how to sell 
their business but often express concerns about life after the sale. As one 
executive put it to me “I just can’t face the thought of doing another start-up – 
imagine having to go back to not having any support staff, no infrastructure, to 
have to watch every cent and go through the slow grind of building it up again. 
Why would I do that to myself when I have such a good life right now?” 

On the other hand, there are those entrepreneurs who are only too eager 
to sell their current business because they have another one going on the side 
or they are keen to invest in their next great idea. Others have a strong desire 
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to take time out to recharge their batteries before they jump back into a new 
venture.

 A normal condition of sale of a business is for the prior owners to agree a 
‘non-compete’ clause as part of the consideration. The buyer does not want the 
prior owners using their money to set up in competition. This can be challenging 
for the prior owners as it effectively denies them an occupation in the area they 
know best. However, this would not normally prevent the sellers working or 
investing in complementary businesses, working under contract for the new 
owners or taking an extended break. The important consideration here is that 
the sellers have considered the impact of this restriction on what they will do 
once the business is sold.

Once you start to put some effort into preparing your business for sale and 
begin to consider what else you might do, possibilities start to open up. You 
begin to see just how much the business could be worth if you put the extra 
effort into the preparation and you begin to appreciate just how well off you 
could be later on. At this point, most owners lose their “fear of exit” and their 
motivation is replaced by the entrepreneur’s “instinct for winning”. Preparing 
for a personal exit is an essential part of the preparation process. 

When I have worked with entrepreneurs on this issue, their fears were 
nearly always dispelled when I was able to show them how to create a number 
of interesting and viable options. What few appreciate is that, in many cases, 
they don’t have to sell 100% of the firm at once. Often a business can be split 
into several components, each of which might be suitable for sale to different 
buyers. One strategy is to split off a portion of the business, prepare it for sale 
and then use the sale to take some value out of the business. This way the 
entrepreneur is realizing part of their wealth. The sale proceeds can be used to 
invest in new ventures or to establish a retirement fund. This strategy can be 
followed over a number of years with different parts of the business.

Another alternative is to work with a Private Equity (PE) firm to sell down part 
of the business. This way you get to take some of your wealth out of the business 
up front. The PE firm will work with you to inject new management into the 
business where this is required, fund acquisitions where this will increase the 
returns to the shareholders, arrange for debt financing to improve equipment, 
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develop new products and markets and bring on a more experienced Board of 
Directors to prepare the business for an Initial Public Offering or a trade sale. 

Many entrepreneurs use the current business as a platform to launch a new 
venture. Once the new business is a reasonable size, they can let go of the old 
one. Others develop an active interest in not-for-profit activities after the sale. 
Some become angel investors and have an involvement in several ventures.  All 
it takes is a little creative thinking!
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Selling a business is often a life changing event and if you are going to 
do it, make sure you walk away with as much as you can. Why spend 

years building a business to falter at the last hurdle and fail to properly prepare 
the business so you generate the highest exit value for your time, risk and 
effort.  For most entrepreneurs, deciding to sell their business is probably the 
most important decision they will make in their commercial careers. If done 
successfully, it is the one event which will push them into the cashed up, 
multi-million dollar, lifestyle class. It will change their lives forever. However, 
few bother to undertake the same rigorous planning of the harvest which they 
would devote to purchasing a major piece of equipment or entering a new 
market. While they feel comfortable planning an expansion of their business, 
they shy away from taking the hard decisions about how to extract themselves 
from their business.

For many, it is a difficult decision to face because they have inadequately 
planned for life after the business. Their business is their life and their life is 
their business. However, when you talk with cashed up entrepreneurs, you see 
a very different picture from what you would expect. They are active, involved 
with numerous activities and still thinking of new ventures. Most start another 
business or buy out a smaller business. Some spend their time with charities 
while others become angel investors. 

Conclusion
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Preparing for the sale and for life after the exit, are really two parts of the 
same problem. Without seriously planning for what to do when the business is 
sold, the entrepreneur really doesn’t do a very good job of the preparation for 
the sale.

Few of us ever get to plan exactly when the business will be sold and thus 
preparation for the event needs to take place without delay. The vast majority 
of entrepreneurs don’t plan on selling their business in the near term, however, 
a business which gets into trouble through external or internal changes or 
events is often sold to get the entrepreneur out of trouble. A business which 
is approached by an attractive buyer is usually not for sale, but if the price is 
right, the sale may well happen. In neither of those circumstances can we say 
the event was anticipated. However, extracting the best price at the time of sale 
will not happen unless the business has been prepared for sale.

As you can see from this book, there are considerable benefits from 
developing a strategy to prepare the business for sale. Tidying up the business 
and sorting out the dead wood and stripping the business back to the productive 
parts will, of itself, make the business more efficient and put some energy into 
the business. Staff feel good when everything is being done well. 

Cleaning up the business and getting it ready for a systematic investigation 
by a buyer is an essential step in the preparation process. A business ready for 
due diligence is generally one which is being run effectively and efficiently. The 
process of getting ready for sale will uncover numerous things which need to 
be cleaned up or fixed. This will greatly assist the business to operate better. It 
is also the most important step in preparing the business for sale.

If you are anticipating a financial sale, start a program of continual 
improvement. Whether this is done through benchmarking, quality improvement 
or continuous process improvement, the activity of systematically examining 
the business looking for improvement and involving staff in the activity, will 
generate numerous ideas for productivity gains. 

Then give serious consideration to how the business might start to grow 
without putting undue pressure on management or the resources of the 
business. Maybe this is working more with your best customers or taking on 



266

Chapter 17: ConclusionULTIMATEEXITS

minor additions to personnel. Adding a growth component to the business 
will lift the spirits of those who work for the business as well as provide some 
incentives for management to look for creative ways to use business resources 
to expand.

Then it is time to get creative. What can you do to provide a major boost in 
growth over a short period of time which could be enacted by the buyer shortly 
after they take control? This is what I have termed the ‘Platform for Growth’ 
and is a major contribution of this book. It is not just anticipated real growth 
which impacts valuation; it is also the potential growth which the business is 
able to generate in the short term after the sale which can seriously lift the 
valuation. However, that potential business has to be locked down and strongly 
validated with evidence. 

If you have identified strategic value in your business, it will be worth the time 
and effort to prepare the business for a strategic buyer. This means spending 
time working out how a potential buyer could effectively exploit the potential 
within the firm. Once this connection is made, the process of preparing the 
business, positioning it for sale with prospective buyers and negotiating the sale 
agreement becomes quite straight forward.

Then give serious consideration to how the strategic value within the business 
might be enhanced. This might require additional investment in developing 
assets or competencies further. At the same time, serious consideration needs 
to be given to what process the buyer will use to replicate and scale the asset or 
competency being acquired. Key to securing a high value for the firm is to ensure 
the buyer is able to rapidly exploit the potential acquired with the business, 
therefore, having a fully documented and reliable process in place for the buyer 
to rapidly scale the acquired asset or capability is going to be an essential part 
of positioning the business for sale.

The processes which I have outlined in this book really do work. Apart 
from my own experience, I have assisted numerous entrepreneurs to sell at 
a premium. As an example, I recently worked with an entrepreneur to sell 
a relatively small business which was making a small profit. Over a year, he 
cleaned up the internal systems, put a succession plan in place for himself and 
introduced bonuses for staff to stay after the sale. He then identified how the 
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business could be developed through some additional investment by the right 
buyer. The business was sold at the end of the year’s preparation for 40 times 
EBIT. We were able to increase the business broker valuation by a factor of ten. 

There is no question that significant improvement in sale value can be 
achieved if the right approach is taken and you are willing to invest in the 
preparation process. Don’t be passive and let a conventional valuation be 
imposed on you. Take the initiative to understand how you can influence the 
valuation and then look for a buyer who understands the value of the work  you 
have undertaken to improve the business and the business prospects. 

The difference between selling out with little notice and preparation and 
putting the time and effort into planning a financial sale can be 2 to 9 times the 
conventional valuation. In the case of a strategic sale, sale values of 20 to 40 times 
a conventional valuation are possible. During the preparation process, some 
owners will discover opportunities which will greatly improve the sales value. 
There is no question that a substantial difference can be made with a systematic 
approach to the problem. Going through the exercise is highly beneficial to the 
firm as it should uncover numerous ways in which the basic operations of the 
firm can be made more effective, that alone justifies the effort. But the most 
important outcome is the amount of cash which the entrepreneur will walk 
away with and, with the right approach, that can be greatly increased. 

Don’t delay - an attractive harvest is well within your reach. 
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Ultimate Exits 
Workbook

Download a copy of the workbook for Ultimate Exits from:

www.ultimateexits.com/workbook.html

The workbook will assist you to prepare a detailed strategy for selling your 
business. It provides you with a methodology for identifying where you are 
today on exit preparedness and then shows you what you need to do to bring 
your business up to an exit readiness state which will give you the best possible 
chance of achieving a significant premium for your business on sale. 


