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Asset Value too High vs. Return on Investment
(ROI) When Selling a Business

Pass It On…
One decision business owners will
most certainly be presented with is
the potential of passing their
business on to their children. If
that is not an option, another
consideration is selling their
business to employees. No matter
who the buyer is, buying a
business requires funds, a plan to
operate and a willingness to take a
risk.
We’ve worked with business
owners that have sold to their
children and it’s worked
great. Why? It’s generally because
the children wanted to own it and
have developed the skills to run it
over time.
The main difference when selling
to employees is that they are not
family and there are often only one
or a few that will actually step
up. If these employees are current
managers, they usually see
moving to the role of owner as the
next step in their career. If the
buyers are non-management
employees, then the transition is a
bit different.
In any case, the new potential
owners need to evaluate whether
business ownership is right for
them because it’s certainly not for
everyone. If the scenario is that
the business is sold to more than
one employee, all buying
employees need to be comfortable

As a reminder, because buyers require an ROI, businesses are ordinarily
valued as a multiple of their Seller's Discretionary Earnings (SDE). In
other words, the SDE generated by the business needs to be enough to
accomplish three things: (1) service the debt on the acquisition; (2)
enable the new owner to pay himself a reasonable salary; and (3) have
some profit left over for working capital and reinvestment needs.
If a business has hard assets valued in excess of the Enterprise Value
(fair market value of the business as a going concern) as computed from
applying the appropriate multiple to its SDE, it may not be salable as a
going concern. A liquidation sale of individual assets at fair market value
may provide more funds for a seller than its Enterprise Value (based on
SDE).

An example of a business that cannot be sold due to the
high value of its assets
John Smith, who owned a capital-intensive manufacturing business,
recently invested a total of $500,000 in three new large pieces of
equipment and took on $400,000 of additional debt. Two months later he
was killed in an automobile accident. One year before his death (prior to
his recent $500,000 investment), John had a business evaluation that
determined his business had $160,000 in Seller's Discretionary Cash
Flow, and the business was valued at $450,000.
After his death, his wife decided to sell the business to a senior employee
who was earning $95,000 per year and had sufficient financial
capability. In the most recent year, the company again produced about
$160,000 in Seller's Discretionary Cash Flow, so the Enterprise Value
was still in the area of $450,000. But his wife felt the business was worth
much more because of the recent $500,000 investment in equipment. A
professional equipment appraiser was hired and the total fair market
value of the individual assets was $850,000 ($450,000 of previously
owned assets and $400,000 for the newly acquired equipment). Based on
the $850,000 price tag, the senior employee (and any other prospective
buyer) can no longer afford to buy the business because the ROI is totally
inadequate. Here's proof:

Purchase Price
Down Payment (20%)
Acquisition Loan

$850,000
170,000
680,000

Annual Debt Service on
$680,000 Loan (7 years/9%)
SDE

123,156
160,000

Cash Flow After Debt Service

36,844

It doesn't make sense, does it? The prospective employee / buyer is not
going to invest $170,000 as a down payment to be able to earn $36,000
per year. Actually, with working capital and reinvestment needs, the
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prospective buyer probably would have to use out-of-pocket cash to fund
the ongoing needs of the business. At a price tag of $850,000, this deal is
not going to happen with the senior employee or any prospective buyer.
The wife's best option, unless she wants to continue to run the business
with an eye toward increasing the Enterprise Value by increasing the
SDE, is to liquidate the individual assets by selling them individually over
a period of time, or at an auction (which may not enable her to obtain fair
market value).
A similar example, where extremely valuable real estate is owned by the
Seller, will be provided in the next newsletter.
It's important to know the Enterprise Value of your business
Especially when considering your exit, it pays to know the Enterprise
Value as well as the fair market value of your assets if you simply
liquidate. In most cases, Enterprise Value will exceed Asset Liquidation
Value, but there are numerous and varied exceptions, especially if your
business is in a capital-intensive industry or you have extremely valuable
real estate.
As your exit time frame approaches, to maximize the funds you receive at
closing it may be best to minimize large capital investments that require
financing. Typically, the Seller transfers all assets to the buyer
unencumbered, which means the Seller must pay off all loans from the
proceeds of the sale.
Do you know if your company's Enterprise Value exceeds its Asset
Liquidation Value?
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