
LEGAL B y J o n P f e i f f e r

BUYING A BUSINESS
For years you've dreamed of running your own business and being your own boss.
Make the dream a reality, but do your planning wide awake

You've decided (o buy a business. You've even found a companywith potential. What happens next? What should you do? What
should you be wary of?

The seemingly endless array of issues and concerns facing you. as a
prospective buyer, can be divided into four primary areas:

1) the company's current condition and future prospects; 2) the pur
chase price: 3) the method of payment: and. 4) continuing obligations.

You must figh: the urge to close a deal before carefully considering
each of these areas. They go to the heart of the transaction.

T H E C O M PA N Y ' S C O N D I T I O N :

Take the time to know what you're buying. It is better to spend a few
weeks investigating a prospective company and conclude it's a dog than
to rush into a deal only to learn, after you own it. that the company has
serious problems. Haste can turn your dream into a nightmare.

There are. however, many things you can and should personally {
handle. For example, stan with the company's business plan. It may
provide an insight into steps taken by the current owner to strategically
position the company, but count on it being unduly optimistic. ̂
Compare it with reality. Is the business plan feasible? Is the maiicet
growing or flat? Who are the company's competitors? A saturated C
market can mean that a competitor must lose business for your compa
ny to gain business and that is a tough way to earn a dollar. {

Look next at the management team. Survival of a company is
dependent upon the quality of a company's management and key j
employees. Is it a stable group? If possible, interview the employees.
How do they view their future? Ask employees who recently joined
the company and why they Joined. '

Don't overlook the people who have recently left the company. |
Why did they leave? Perhaps all is not what it seems. They may have
an axe to grind, but such interviews can yield valuable information.
How long do employees normally stay with the company? Personnel
turnover is often a symptom of a larger problem within the company.

Check the company's litigation history. Have any suits been filed?
What is the worker's compensation history? Are any employees current
ly on disability leave? Review the materî  contracts. If the agreements
are poorly written there may be inadequate protection from future claims.

The goal of due diligence is to avoid a dispute about the condition of
the company, but you can't check everything. Consider requiring specif
ic promises by the seller about the condition of the company. These
promises will be included in the sale contract as "representations or war-

PURCHASE PRICE

It is wise when conducting negotiations to consider the transaction from
the seller's point of view. If you are buying a public company, the trans
action is likely to be a numbers-driven, bottom-line deal. If, however,
the company is a family business, the seller may have spent his or her
entire adult life in building the business and arriving at the sales price
may require you to earn the seller's trust and confidence.

How do you determine the value of a company? The traditional
method is to conduct an appraisal to determine the fair market value.

Recognizing, however, that the form of the transaction impacts value,
business valuation experts utilize several approaches.

If the transaction will be an asset purchase, you must be concerned
with the value of those assets. Some appraisers look to book value or
adjusted book value. Others look at the company's earning power and
utilize a ratio. For example, in some industries, a company may be val
ued utilizing a multiple of net income. Don't forget the intangibles. Is
there a strong customer loyalty to the company or are they loyal to the
current owner and when he leaves they'll take their business elsewhere?
What is the goodwill of the company? What is the business' reputation?
Is the trade name of value?

M E T H O D O F PAY M E N T

How and when will the purchase price change hands? Sellers, usually,
want as much cash up front as their tax situation will allow, while buyers

want to conserve cash. This tension of interests has

Survivdl of 3 spawned many creative methods of payment
The most common method is a combinatioii of cash

npanyis and promissory notes. A seller, however, will be
wary of accepting a promissory note unless it is

, , secured by personal guarantees or independent collat-lOnacni upon -Ĵ g company is often used to secure a note, but
|. - the seller may require his ̂ rproval before you sellquality OI any of the company's assets.

Another common method is a phased purchase,
ompany's For example, you initially purchase a portion of the

company (less than 50 percent) then purchase the
nagOment and remainder on a later date. Typically the buyerdoesn't gain control of the company until the execu-
I COIDIoVOOS. phase. The buyer, consequently,^ * bears the risk of poor business decisions by the seller.

If you utilize a phased purchase, study the seller as if
you were going to be partners because, in essence, you are.
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C O N T I N U I N G O B L I G AT I O N S :

What role will the seller play after the purchase is consummated? If
willing, he can make a v̂ uable contribution by facilitating the transition
of ownership. What about after the transition? Will he be retained in
some other capacity? If so, a wrinen employment agreement outlining
his responsibilities and duties is essential.

Following the sale, it will take time to establish yourself and you don't
want to compete with seller during that period. If the seller is unwilling
to stay or if you do not want him to stay, negotiate a covenant not to
compete. Covenants not to compete provide that for an agreed number
of years and in a certain geographic area the seller will not compete with
his old company.

Careful attention to the areas discussed above could well mean the dif
ference between owning the business of your dreams or being tied to a
sinking ship. ■
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