BusiNESs SALES

MERGERS &
ACQUISITIONS

Buying a Business with ABI

Thank you for choosing ABI Business Sales to assist you in acquiring a business. Fewer than 2%
of all prospective buyers will ever buy a business. To enhance the probability of your success in
this process we have adopted the following definitions, conventions and procedures. Please
review them carefully—having a clear understanding is essential to the success of our
relationship and your success as a business Buyer. We ask you to agree to use these
conventions.

ABI Busine s s  Soarhitensnt to you is to work diligently to further your interests and

exceed the industry standard of performance in representing you. Our job is to be your coach,
your guide, your mentor in the complicated process of buying a business. We trust that you will
find this information valuable.

From this point forward, Russ Cowley will be your personal agent and representative
from ABI Business Sales. Russ is a Certified Business Intermediary and has been
helping people buy and sell businesses for over 4 years. In addition, all the resources
that ABI Business Sales has to offer will be made available to you through Russ.

If you identify a business that is being represented by ABI Business Sales, it is
important that you continue to work with Russ to avoid unnecessary repetition. To
view current listings, please visit our website at www.SFBusinessSales.com.

Russ Cowley, CBI
Certified Business Intermediary

ABI Business Sales
125 Ryan Industrial Ct, Ste 100
San Ramon, CA 94583
Tel: (925) 838-8150 | Fax: (925) 838-8173
Russ@SFBusinessSales.com



http://www.sfbusinesssales.com/
mailto:Russ@SFBusinessSales.com
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Confidentiality

We ask that you agree to keep confidential all information about businesses for
sale through ABI and that all communication with the Seller is through your
Agent. The Confidentiality Agreement you sign details the terms of this
agreement and penalties if breached.

ABI has made a commitment to the owner of each listed business to keep the
sale confidential. ABI must require each Buyer to make the same commitment
in order to keep our commitment. This means that you agree not to do
anything that would let anyone know that the business is for sale or learn any of
the information about the business that you learn in the process of examining
it. The only exception is that you may inform your advisors, such as attorneys
and accountants, so that they may assist you provided that you require them to
make the same commitment about confidentiality. This is a very serious
commitment as the business may be harmed if confidentiality is violated, and
you may be liable for damages if it can be proved that the breach of
confidentiality came from you.

To maintain confidentiality all communications must be strictly kept between
the Buyer and the agent, i.e. the Buyer agrees not to contact the business
owner, its employees, vendors, landlord, accountant, neighbors or especially
customers. You agree to visit only when you make an appointment with your
agent. You agree not to discuss the sale with your friends or coworkers Citis a
very small world! When touring a business be sure not to speak in front of
employees or bring any confidential materials provided by your agent to the
business premises. Employees have found confidential business summaries on
the tables in restaurants for sale after a Buyer ¢ Seller meeting!

Confidentiality Page 3 of 30
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Di sclaimer

You are ultimately responsible for verifying all information about a business. ABI and
cooperating brokers do not verify information and have no way to know whether it is accurate
or complete, and therefore do not make any representations about any business but merely
pass on information with the understanding that it is not verified.

ABI does not verify any information gathered about businesses for sale and disclaims any
knowledge of its accuracy or completeness. Agents may give opinions about businesses
compared to other businesses they have seen, published industry standards or other
benchmark information. However, Buyers must treat these opinions as unverified information
since brokers are not necessarily industry experts. As a condition of representation ABI
requiresthe Buyer’ s a g r e e me8uget willttrbatall infdrniiatéon as unverified and ABI
requires the Buyer to accept responsibility to discover and verify all information that the Buyer
needs to make an informed decision about whether or not to purchase a business and the price
that the Buyer is willing to pay.

Disclaimer Page 4 of 30
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Why Buy an Existing Business?

Owning your own business is one of the most c
undertake. The road to business ownership starts with making the decision to start a business
from scratch or buy and existing business.

Il f y ou’ rpeopld, yok easomf@rsexploring business ownership is likely one of these:

1. To do your own thing, control your own destiny
2 . Do n’ workfoasonteond else

3. Better use of skills and abilities

4. To make money

There is a tremendous amount of information (or misinformation depending on how you look
at it) available discussing the pros and cons of starting a business from scratch and buying an
existing business. The bottom line is that each option is viable, but is highly dependent on the
type of person you are.

It takes time, effort and hard work to start a new business. You must develop a business plan,
get financing, find suppliers and purchase the equipment you need. It also takes time to find
customers, develop lines of credit, get the necessary insurance and find good help. It also
requires a significant investment and the ability to work, without pay, for a considerable period
of time. Starting from scratch is widely considered a very risky endeavor. This all applies to new
franchises as well.

When you purchase an existing business, you already have customers. They provide instant

income, which means you have cash flow from day 1. The business will already have

experienced employees, suppliers, accountants and other contacts. While you may not decide

to continue all of the relationships, working with people already familiar with the business may

be an advantage. An existing business has a track record of success. A business that has been

around for a long time has developed a significant amount of goodwill, brand recognition, and
trustin the marketplace. | t °' s al so easier to obtain financin
existing business.

ABI Business Sales specializes in the purchase and sale of existing business, both independent
and franchises. Franchise or independent, the benefits of buying an existing business are
similar.

+ You Buy a Piece of the Pie (Market)

w Usually Immediate Cash Flow

Ability to Improve the Business

Seller Has Gone Through the Learning Curve

Business-Specific Training Provided

¢ ¢ 4 4

Financing May Be Available Through Lender or Seller

Why Buy an Existing Business? Page 5 of 30
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+ Down Payment May Be Below Asset Costs
# Risk Is Usually Lower and/or Quantifiable

Ask any business owner if he/she has enjoyed owning a business. The positive responses will
be overwhelming.

What are youreally buying?

By definition, you are buying the assets of the business, both tangible and intangible. In reality,
you are really buying freedom, a cash flow stream, a job, a career, a lifestyle, or whatever
benefit you are seeking through the joys of business ownership.

Why Buy an Existing Business? Page 6 of 30
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The Buying Process

In the initial meeting the agent provides information to the Buyer about the buying process.
The Buyer briefs the agent about his goals, experience, skills, interests and resources. The agent
presents summary information about suitable businesses for sale

Buyer briefing: The Buyer meets the ABI agent in person to discuss, understand and agree with
definitions, standards and procedures contained in this document. Bring a complete Buyer
Profile, Resume, and Financial Statement, if you have one. Brokers speak to hundreds of
people who express interest in purchasing a business, but never do. Being assertive, honest,
and prepared will set you apart from the sea of buyers out there.

Buyer purchase specifications: The agent interviews the Buyer to assesstheBuyer’ s | nt er e st ¢
education, career experiences, skill set, financial resources, family or partnership resources,

motivations and various attributes of businesses that will assist the agent in selecting an

appropriate business to matchtheBuyer s i nt er est s, nTeesedbwinesnd capat
attributes may include geography, price range, earnings, industry, skills required, risk and

growth potential and many other factors. Very rarely does a person buy the business they

initially inquire about.

The Buying Process Page 7 of 30
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Steps to Buying a Business

1. Make the Decision to Buy an Existing Business
O Prepare your finances and personal life to make an acquisition
2. |Initial Consultation with ABI

0 Complete buyer profile; review resume, skills/interests, and income
requirements

O Learn about the business buying process and capital requirements

0 Assistance in identifying a potential business opportunity that meets your goals

0 Review Confidential Business Summary

3. Meet the Owner and tour selected business with ABI

¢ Ask probing questions

¢ Identify key factors and unique characteristics of the business
O Full understand the complete business opportunity

¢ Can you see yourself working at the business every day?

¢ Provide feedback to ABI, your likes and dislikes

4. Additional Meetings With Owner, if Necessary
¢ Confirm the business is truly right for you
5. Make Offer With Earnest Money Check

¢ Earnest money will be held by ABI, uncashed
¢ Include applicable contingencies
0 Negotiations and Counter-offers, if necessary

6. Conduct Detailed Inspection of Business (Due Diligence)

O Review financial information provided by Seller
¢ Inspect Furniture, fixtures, and equipment
¢ Remove all contingencies

7. Open Escrow (minimum of 12 non-holiday business days)

O Escrow will complete all necessary searches
O Review final escrow documents
O Inventory to be counted one day prior to final closing

8. Closing ¢ Congratulations, you are now a business owner!

Steps to Buying a Business Page 8 of 30
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ABI Business Sales
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ABI Business Sales Russ Cowley, CBI

Financial Analysis

ABI presents businesses using industry standard methods of analysis of earnings and assets
thereby enabling Buyers to compare businesses on an equal basis.

Income analysis: Income statements (often called Profit & Loss Statements) show the flow of
funds through a business during an accounting period, which is typically a month, a quarter or a
year. Federal and state tax returns contain income statements and these statements are the
industry standard for analyzing businesses because they are the sworn truth by the business
owner. For this reason SBA lenders insist on using tax returns as the basis for loan approval and
business Buyers are well-advised to use tax returns as the basis for analysis in their purchase
decisions. However, the taxable income shown on the tax return is not representative of the
earning power of the business, but rather represents the best efforts of the business owner
and his accountant to minimize the taxes that the business owner is required to pay.

**SELLERS DISCRETIONARY EARNINGS**

Therecastedi ncome st at ement SelepYBisceetionaly Eaenings”sSDE). w s
This is the benchmark for earnings of owner/operator businesses used by business brokers,
appraisers, Buyers and Sellers. Comparable sale data uses SDE in the Price/Earnings Ratio (Sale
price of business divided by the SDE). Brokers recast income statements using a standard
formula. This enables consistency in comparing small businesses and calculating values for
buying and selling them.

SDE Formula: [Net Profit] + [Owners Salary] + [Discretionary Expenses] + [One-Time Expenses]
+ [Interest Expense] + [Depreciation] + [Amortization] + [Taxes] LES$nterest Income] + [One-
Time Income] + [Gain from the sale of an asset] + [Non-operating income].

Procedure:

1. Non-cash items are added back to pretax net profit because this cash is still available for
the owner to spend.

2. Discretionary items are usually benefits to the owner, such as a leased luxury car that is
used mainly for personal purposes, or items which could be eliminated without affecting
the business otherwise, such as contributions to a charity or church.

3. Financing costs are added back because the earning power of the business is
independent of the method an owner chooses to finance the business, so the Seller’ s
debt payments are irrelevant to the Buyer and the earning power of the business. Of
course, a Buyer should make a capitalization plan to see what his pretax, post-debt
service cash flow will be. If a Buyer is contemplating taking over some of the Seller’ s
debts in acquiring the business, this does not effect the earning power or valuation of
the business, but rather is just one of the forms of payment the Buyer is using to pay for
the acquisition of the business, much as in the purchase of real property where the
Buyer assumes the mortgage and gives the difference to the Seller in cash.

Financial Analysis Page 10 of 30
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4. One-time expenses are usually added back because the earning power of the business
will not be reduced by those one-time items going forward. A good example of a one-
time expense is the expense of moving a business to a new location.

5. One working owner: The standard for measuring small business earning power assumes
a single working owner. If there are other owners or family members working in the
business, their compensation must be “norm
compensation then subtractingthe cost for an unrelated employee to be paid at the
going rate for the job he will have to perform.

Known increases in fixed expenses: Since the theory behindtheSeller s di scr eti onary
analysis is to estimate the earning power of the business going forward with the assumptions of

one working owner, showing non-cash, discretionary and one-time expenses as earnings, it is

only fair to reduce discretionary earnings by known increases in fixed expenses going forward.

A good example is a scheduled cost of living adjustment (COLA) in the premises rent.

9 months 12 months 12 months 12 months

Recast Income Statement 8/31/2003 11/30/2002 % of Sales 11/30/2001 % of Sales 11/30/2000
Sales $518,172 100.00% 703,785 100.00% $681,260 100.00% $1,088,159
Cost of Sales 349 530 B7.53% 512,618 T2.84% 553,197 81.20% 809,243
Gross Profit 168,242 32.47% 191,167 27.16% 128,063 18.80% 278,916
Operating Expenses 129,929 25.07% 163,035 23.17% 168,348 24 T1% 249 916
Operating Incom e $38,313 7.39% $28,132 4.00% -540,285 -5.91% $29,000
Adjustme nts
Auto 90% personal 11,8486 2.29% 19,950 2.83% 24 305 3.57% 23,179
Depreciation i} 0.00% 0 0.00% 700 0.10% o972
Employee, FT replace 1 owner -33,333 -5.43% -30,000 -4 26% -25,000 -3.67T% -25,000
Income Tawx - CA o 0.00%% 0 0.00% 858 0.13% 2,913
Interest 1,603 0.31% 3,713 0.53% 987 0.14% 3,585
Medical Insurance - personal 10,548 2.04% 6,864 0.958% 5,820 0.85% 7,200
Home Improvemenis ] 0.00% 16,000 2.2T7% 60,000 B.B1% u}
Het Rod 1] 0.00% 0 0.00% 0 0.00% 80,000
Officers Salaries 44 000 B.49% 63,000 0.66% 60,000 B.B1% 120,000
Favyroll Tax - Officers 6,600 1.27% 10,200 1.45% 9,000 1.32% 18,000
FG&E - Personal 3,060 0.59% 4 080 0.58% 4 080 0.58% 4 080
Trave 3,735 0.72% 5,933 0.84% 3,934 0.58% 3,245
Total Adjustm ents 48,059 5.27% 104,740 14.88% 144 684 21.24% 238,174
Sellers Discretionary Cash Flow $86,372 16.67% $132,872 18.88% $104,399 15.32% $267,174
3-year Average SDCF 5168,148
2003 SDCF Annualized (X12/5) $115,162 22.22%

Balance sheet analysis: The balance sheet lists the assets, liabil i t i es and owner '’ s ¢

business at a point in time. Some basic analysis should consider the efficiency of use of assets
and appropriateness of liabilities. A good example of efficiency of assets is to consider the
relationship of the amount of inventory to sales, or Inventory Turnover. A very efficient
business may turn over its inventory 12 times a year, while an inefficient business may only
have 1 or 2 turns a year (this is highly dependent on the type of business). The inefficient
business may represent a good opportunity to improve the business and free cash by reducing
inventory if the same sales can be achieved by better management using less inventory.

Financial Analysis Page 11 of 30
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Another obvious area to examine is to see if the liabilities are appropriate. In a mature, well-
established business there should be little or no long-term debt. If there is a lot of debt, then
perhaps it is the nature of the business that it must frequently upgrade expensive equipment.

If so, the Buyer should subtract an allowance for capital expenses in analyzing the income of the
business. On the other hand, if there is no apparent reason for the excessive amount of long-
term debt it may mean that the business
a spendthrift, continually taking out more cash than the business produces.

Just as the income statement must be recast to show the true earning power of the business,
the balance sheet must be recast to show the value of the assets and also to project the
balance sheet as of the first day of business for a new owner. The primary adjustments revalue
assets that have a book value that is significantly different from their fair market value, and to
remove assets or liabilities that will not be included in a sale. The most common adjustment is
for Furniture, Fixtures & Equipment as book value is often much lower than fair market value,
especially for some types of capital equipment used in some manufacturing companies. In
most retail businesses the value of FF&E is relatively unimportant in valuing the business, so
adjustments are usually ignored.

A type of asset or liability that is commonly adjusted is loans between the owner and the
business, as these typically go away in a sale. Third party loans to the business should be
removed if the Seller is going to pay them off at closing. Cash and deposits should be removed
as they are not normally included in the sale. If there is Goodwill or Covenant Not to Compete
on the balance sheet, these items are normally removed as they are intangible assets and only
have any value to the Buyer under special circumstances. Your agent should be able to help
you recast the balance sheet of any business you examine.

Conclusion: Financial analysis of businesses, even small ones, can be complex and difficult.
Although your agent may assist you with some analysis we ask your agreement that you take
ultimate responsibility for verifying the appropriateness, accuracy and completeness of all
information and analysis, and we suggest that you engage the services of a qualified
accountant, analyst, business appraiser or advisor to assist you and not rely on information
provided by ABI Business Sales.

Financial Analysis Page 12 of 30
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Pricing

‘ Deciding what price you are willing to pay for a business is a subjective process personal to you.

There are industry benchmarks, guidelines and procedures followed by business Buyers, Sellers,

brokers and appraisers which vary in complexity from simple rules of thumb to complex,

technical appraisals. In general, the smaller the business, the simpler the valuation method

used. The basic data used for simple valuations consists of the SDE analysis, the adjusted

balance sheet, andtheBuyer’ s opi ni on of major risk factors
business. Most small business Buyers use rules of thumb to price businesses. Rules of thumb

are simplistic and should be used as general guidelines with the actual price being determined

by considering all other factors and adjusting up or down accordingly. Some typical rules of

thumb are:

Retail Store: inventory + 1 to 2 x SDE

Gas Station: 5 x SDE + inventory

Restaurant: 5-6 x monthly revenue + inventory
Dry Cleaner: 10 x monthly revenue

Machine Shop: 3 x SDE + inventory

General Guidelines: Comparable sale databases indicate that multiples of earnings (SDE) are
good indicators of value when applied consistently with sales of similar businesses. In larger
businesses the standard earnings figure is Earnings before Interest Taxes Depreciation and
Amortization (EBITDA). Generally, as earnings increase so does the multiple of earnings.

Range of SDE Multiple

Less than $100,000 1.5 —2.5 times SDE + inventory
$100,000 - $250,000 2 —3 times SDE + inventory
$250,000 - $500,000 2.5 —4 times SDE + inventory
$500,000 - $1,000,000 3 —5 times SDE + inventory
$1,000,000 - $5,000,000 3 —7 times EBITDA

$5,000,000 - $10,000,000 5—10 times EBITDA

Pricing Page 13 of 30
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Conclusion: Business valuation and appraisal is an extremely complex subject and often the
ultimate value is personal to the Buyer. Only you can determine what a business is worth to
you.

It is beyond the scope of the buyer-agent relationship to discuss valuation in detail beyond
simple valuation methods, so ABI Business Sales requires as a condition of representation that
the Buyer agree to take responsibility for pricing the business and that the Buyer employ third
party experts to assist them if they do not feel competent to value businesses themselves. Your
agent can offer recommendations.

Pricing Page 14 of 30
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Financing

Buyers use various methods of financing to purchase businesses depending upon their
circumstances. The primary methods used are SBA Loans, seller notes and home equity lines of
credit (HELOC).

SBA Loans: These are loans made to Buyers of small businesses by banks or other qualified
financial institutions and guaranteed by the Small Business Administration of the United States
Government. These loans usually have terms ranging from 7 to 10 years, variable interest rates
starting at Prime + 2%, and monthly payments starting 30 days after closing. Lenders normally
require the SDE to be sufficient to pay forthe Buyer’ s nor mal l iving expense
interest payment on the SBA Loan, and have a surplus of 20% to 30% above that amount. The
Buyer needs to have good credit and have the right to remain and work in the United States.
The lenders require the Buyer to personally guarantee the loan, pledge the assets of the
business as collateral for the loan, and under most circumstances provide additional collateral
in the form of real estate or some other acceptable asset. It generally takes 4 weeks or less to
receive a conditional commitment letter from a lender and 30 to 45 days to obtain funding.
Most loans are made under the SBA 7(a) Loan program. The SBA will also lend to purchase the
real property occupied by the business under a different program.

Seller Notes: The most common form of financing is “ dler financing" in which the Buyer gives
the Seller a note for part of the purchase price. Usually the interest rate is fixed for the term of
the loan and payments are made monthly starting 30 days after closing. Typical terms range
from 2 to 5 years and interest rates generally range from 6% to 10% in the 2008 market. These
Seller notes are commonly secured by the business assets and a personal guarantee of the
Buyer. When the Seller note is the primary financing for the purchase the note usually
accounts for 50% to 70% of the purchase price. When the Seller note is secondary to an SBA
Loan, it is normally 10% of the purchase price. The SBA considers this loan the same as down
payment in qualifying the loan. A big disadvantage to the Seller, however, is that his Seller note
will be subordinate to the SBA Loan so that there really is no collateral in foreclosure.
Occasionally, Sellers require real property collateral rather than using the business as collateral.
This leaves the business unencumbered so that the Buyer may obtain other forms of financing
secured by the business assets, or gives the Seller collateral that is not subordinate to the SBA
Loan.

Earnouts: A variation of the Seller Note has a contingent payment feature. The idea is that if
certain conditions are met, then the payment is due. If those conditions are not met, then the
payment is either not due at all or may be reduced or increased. Two common situations in
which an earnout is appropriate are high concentration of sales in one customer and expected
growth. In the first case the terms would state that the note would be due as agreed if the big
customer keeps buying at the same rate for some time after close of escrow, generally a year or
two. If business from that customer declines then the principal amount and the payment will
be reduced according to some formula that ultimately relates back to the price/earnings ratio
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used in purchasing the business. In the case of expected growth, the Buyer agrees to pay more
if the growth is realized and the Seller agrees to keep the note the same if growth does not
occur. Earnouts are generally dangerous to the parties in that there is often manipulation of
the business performance figures or misunderstanding about complex financial formulas.

Much litigation has resulted from using earnouts and they should be regarded as a last resort to
try to put a deal together under special circumstances.

Home Equity Line of Credit (HELOC): Often the best way for a Buyer to finance the purchase of
a business is to refinance his own real property. Whether the property is his primary residence,
a rental property or a commercial building, this method has the advantages of lower payments
and keeping the business assets unencumbered so that other forms of business financing may
still be available in the future. Normally payments are lower because of lower interest rates
and longer terms. If there is a Seller note, the Seller will feel more secure since he can have a
first lien on the business assets.

Equipment Leases: Occasionally a Buyer may assume existing financing in the form of
equipment leases as part of the purchase price. Equipment leasing companies are generally
uncooperative in allowing Buyers to assume leases and often refuse. Assumption of equipment
leases also may result in lower cash flow compared to other forms of financing depending on
interest rates and terms. For these reasons it is generally better for the Seller to pay off any
existing equipment leases at closing, however, some equipment leases do not allow
prepayment.

Retirement Funds: There is a program which enables individuals to use funds from their
retirement savings (i.e. 401k) to purchase a business without paying penalties for withdrawal
regardless of the Buyer’ s age. PABI agans fer a raferrkl to providears of a service
to utilize this program.

Personal Line of Credit: If you have a good net worth and excellent credit your bank may offer
you an unsecured personal line of credit sufficient for the purchase of a small business or at
least for the down payment on a small business. See your personal banker to explore programs
available through your bank.

Investor Groups: Pooling of funds for investment in small businesses is common, especially
among members of extended families. Although riskier than most publicly traded securities,
investor groups offer potentially higher returns along with the risk. To qualify as the
owner/operator funded by a group of investors that you create, it is generally easier to do and
more secure if you have previous business experience in the industry in which you plan to
invest. Forming and operating investor groups is highly risky and may cause you to lose your
best friends if things go wrong.

Private Equity Funds: If you have experience as a successful top executive in industry who was
responsible for managing a small to medium-size business for a large corporation, it may be
possible for you to obtain funding from a PEG. These are funds invested by large corporations,
retirement funds, endowment funds, trust funds, wealthy individuals and sometimes publicly
traded stock. These funds invest in middle market companies ranging in size from EBITDA of $1
million up to enterprise value of $200 million. Normally, these financial institutions have

Financing Page 16 of 30



ABI Business Sales Russ Cowley, CBI

investment and money management expertise but lack operating management individuals.

They often will provide all of the equity and debt to acquire a good middle market company in

partnership with an operating manager who brings them the deal and give the operating

manager “sweat equity” interest from 5% to 20
do happen. You might consider the odds slightly better than buying a winning Lotto ticket.

The Bank of Mom and Dad: This is usually the lender of last resort. Unless your parents can
lose the money they loan you without changing a single thing about their financial security, you
really ought to think twice before asking. It is a sad sight to see retired people lose their net
worth and have no means of earning and saving it again. On the other hand, if mom & dad
have a net worth of $50 million and up —go for it!

Backup Mones (besides down payment & working capital)

Lease —Deposit + First Mo n t Rert s

Utility Deposits

Insurance (Fire, Theft, Liability) 1/3 of premium

Escrow Closing Costs $800 + $1/1000

State Sales Tax (on Fixed Assets) 8.25%

State Board of Equalization Deposit Varies

Personal Property Tax Proration Varies, 1%/year

ABC License Transfer Fee Varies by county

City Business License <S50

Fictitious Business Name ~$100 w/ pub.

Cash for cash register Varies

Inventory, at cost (and inventory service) See Purchase Agreement
These are common items that must be accounted

forget to also consider what your down payment is and what the working capital requirements
of the business are.
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Preliminary Analysis

The Buyer and his agent examine a rang
specifications. Normally, the Buyer has not finalized his specifications at this point, and looking
at several businesses in detail often enables the Buyer to focus more clearly and decide what
kind of business is best for him or her. After reviewing the summary information a visit to the
business is the next step.

The information provided in the business profile from ABI Business Sales enables the Buyer to
quickly evaluate the business as it fits his needs. This summary information includes the
general type of business, location, revenues, SDE, basic premises lease terms, amount of
inventory, number of employees, price, financing, and a general description of the business.
The financial information on the summary is usually taken from tax returns and the SDE analysis
is also usually prepared from tax returns. Current year information comes from financial
statements as the tax return for the current year will not be prepared until after year-end. It is
common that detailed financial information be withheld until after you have met with a Seller.
Sensitive documents, such as tax returns, may not be shared until after an offer is accepted.

Remember,

THERE ARE NO PERFECT BUSINESSES!

Don’t expect to find one.

Preliminary Analysis Page 18 of 30
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Site Tours and Seller Meetings

See the facility, meet the Seller, focus on summary level information and the big picture—d o n|’ t
get involved in small details. Make an appointment through your ABI agent.

After reviewing the summary information, then next step is to visit the business and meet the
owner. Your agreement with ABI Business Sales requires that you make this appointment
through your ABI Business Sales agent and not contact or visit the business on your own to
protect confidentiality.

The first meeting should probably last 30 to 60 minutes, depending upon whether the business
is a small retail store or a middle market manufacturing company. The essence of the
information you need at this point is to assure yourself that you understand what the business
does to make money, what makes the business able to compete successfully, whether you can
do the job that the Seller is doing (with some training of course). You should also look for clues
about whether it appears that the business success can be sustained over time. You should
assess the major risk factors, such as concentration of sales, single-source vendors, key
employees, competition, technology, capital equipment, key customer relationships, etc.

During the visit to the business you will want to examine the quality of the location, the
facilities and equipment, the inventory, the activity of the business if it is during working hours,
and look at anything else that might be a major factor in your decision to purchase. You ought
to ask yourself if you would feel comfortable working in that environment 40 or more hours per
week.

It should be a primary goal to establish a good rapport with the Seller as it will benefit you
throughout the interview as well as during negotiations and training. When you meet the
owner you will have the opportunity to ask any questions you feel are appropriate to your
understanding of the business at a summary level. At this point, low-level detail questions are

i nappropriate. A good screen to qualify wheth
decision about whether or not to purchase this business depend on the answer to this
guestion?” Certainly many apcpeendmitdossgiveanquest i o

image of the strategic thinking appropriate for this stage in the process.

Engineers beware: it is not appropriate to grill the Seller for hours during your first meeting
about the details of his production control software or the technical details of the
manufacturing process even though that must have a very high entertainment value for you!

WARNING: NEGOTIATING FACE-TO-FACE WITH A SELLER IS NOT ALLOWED!

If you would like to make an offer, please do so in writing with the assistance of your agent.
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Offers and Deal Structuring

If the business has a high probability that it will work for you, make an offer as soon as possible
to take control while avoiding risk. If someone else makes an offer first, then you have no
chance. If your offer is accepted no one else can buy it unless you bow out. Contingencies in the
offer enable you to avoid risk.

When you decide that y,puovidedyductarkreceive amacaeprable t hat b
price & terms, then it is appropriate to write an offer and have your ABI Business Sales agent
present it. The strategy at this point is to take control of the buying process and avoid risk. You
are taking control by getting your offer accepted, because the Seller is committed to you once
he accepts, so no one else who makes an offer can get the business unless you let it go. You are
avoiding risk at the same time because your offer will have contingencies that enable you to
terminate the agreement if things do not check out. There is customarily an earnest money
deposit check attached to the offer which is not cashed unless the offer is accepted, at which
time it is deposited into a third-party escrow trust account. If you void the agreement because
of a contingency your deposit will be returned to you less your share of escrow fees (if any) that
have accrued to date. You should feel comfortable making an offer because you are in control
but not at risk.

Asset Purchase/Sale: There are two basic structures used in most small business purchases:

asset or stock. Asset sales account for more than 95% of small business transactions. In an

asset sale the Seller usually keeps cash and deposits and pays off all liabilities of the business,

delivering title to the Buyer free and clear of all liabilities. In effect, the Buyer is starting a new

business using the assets purchased from the Seller. The employees are all terminated and the

Seller is required to pay all accrued wages as well as any accrued vacation so that the Buyer

does not owe the employees anything. Infact,theBuyerd o esn’t even have to h
employees if he chooses not to.

Stock Purchase/Sale: If the business is a corporation then the individual who owns the shares

in the corporation can sell them. Thisisastocksale. For “ C” corporations t he
normally has by far the most favorable tax treatment for the Seller. The normal convention is

thattheBuyer®* buys t he bal ance sheet?” For this rea
attached to the offer for reference and the language in the offer contains a mechanism that

automatically adjusts the price for any changes in the balance sheet between acceptance of the

offer and close of escrow. There are several advantages and disadvantages to the partiesin a

stock sale compared to an asset sale. FromtheBuyer’ s per spective, there 1i:
new business licenses or permits; any grandfathered use is continued without interruption;

contract and employment agreements with key employees remain in force; qualifications with

key customers and governments remain in place; certifications such as ISO 9000 remain in

effect. Working capital in the form of cash, deposits and accounts receivable are normally

included in the sale. Although the tenant on the lease is still the corporation before and after

the sale, language in the lease may require an assignment if more than 50% (or some other
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specified percentage) of stock is transferred. Liabilities on the balance sheet may remain and
are considered as part of the payment for the purchase of the business. A disadvantage is that
the Buyer cannot reset the value of depreciated assets and depreciate them again. The big
disadvantage is that any liabilities that arise after transfer of ownership that are due to events
which occurred before the transfer of ownership must be handled by the Buyer. The terms of

the sale normally oblige the Sellert o “ hol d har ml es s, indemni fy an
liabilities, but sometime the Seller is not available, has no moneyorju s t pl ain won’t p
ri sk of contingent Iliability is theBueris mary r

considering a stock sale, he should be aware that it is more risky and complicated so he should
seek the advice of a good accountant and attorney to guide him through the accounting and
legal issues and documentation.

Deal Structuring: Buyers must decide not only whether they will use an asset or stock
purchase, but how to define the terms. Fortunately, most of the terms are spelled out in forms
with fill-in blanks so it simplifies the task tremendously. Your ABI Business Sales agent will
review these forms with you in detail so that you will feel comfortable using them when the
time comes. The major points are: price, down payment, financing, assets included,
contingencies, training, covenant not to compete, and timing. Various strategies can be
employed depending upon the circumstances. In any case, time is your enemy —the longer
things take the more likely the deal will fail. It is in your interest to move forward swiftly —not
cutting the quality of your work of course, but not building in so much time that the Seller’ s
motivation and cooperativeness may change. One philosophy about business purchases is that
the real price a Buyer pays is only the down payment, because the business will generate all of
the cash used to pay off any debts incurred to purchase the business. The tradeoff, obviously,
is to avoid having so much debt that the business gets in cash flow trouble with the normal
variations in sales due to seasonality or lumpy demand.

Contingencies: These are the universal contingencies in every offer:

1. Due Diligence

2. Sell er’ s Disclosure Statement
3. Lease

4. Financing

Depending on the type of business, it may be necessary to add business specific contingencies,
such as:

1. Qualifying for franchise agreement
2. Seller repairing a piece of equipment

Other critical components of offers include:

Reps & Warranties
Continuity Clause, to ensure that the Owner continues to run the business
Assuming Leases
Capital or Operating
Training period
Non-Compete Agreement
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Due Diligence

Due diligence is the process in which the Buyer examines every fact that might influence his
decision to purchase a business or the price that he will pay for it. Although the Buyer should
engage the services of professional advisors to assist him in due diligence, A 0 A& GKS . dz
personal responsibility to conduct due diligence and to make final decisi®hs.Buyer cannot

give this responsibility to anyone else.

All of the information provided by ABI Business Sales or other brokers is given with the
understanding and agreement that is has not been verified and will not be verified by the
brokers. Verbal information, opinions, articles or research from other sources and information
of any type is merely passed on without verification and with the understanding that the Buyer
takes responsibility to verify it.

The activities conducted by the Buyer in due diligence include but are not limited to examining
books & records, customer lists, customer purchase & payment history, employee records,
leases, contracts, licenses, permits, corporate records, bank records, vehicle records, payroll
records, etc.

Depending on the type of business, other inspections may be needed. These may include
technical inspections of vehicles and equipment, environmental inspections, HVAC inspections,
roof inspections, plumbing & electrical inspections, cooking line equipment or exhaust hood
inspections, sewer inspections, foundation inspections, grease trap inspections and many
others. The Buyer normally pays for such inspections.

If the Buyer concludes that the financial performance of the business is not satisfactory, then
the Buyer normally has the right to void the agreement and get his deposit back. If inspections
show environmental problems or equipment problems, then the Buyer may have the right to
void the agreement or require the Seller to correct the condition, depending upon the terms of
the purchase agreement. Sometimes the appropriate remedy is a renegotiation of price and
terms. Sometimes the only option for the Buyer is to go ahead without changing anything even
though he is not happy with something.

In summary, due diligenceistheBuyer’ s opportunity ancdveriiyl i gati on
every item that might influence his decision to purchase the business and the price & terms

he/she is willing to pay. ABI Business Sales advises Buyers to engage the services of professional

advisors such as accountants, attorneys, industry experts, technical inspectors, appraisers and

others in performing due diligence. Ultimately, the Buyer may choose to go ahead, renegotiate

the price and terms, require the Seller to correct defects, or terminate the contract.
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Commercial Leases

Premises leases are critical to restaurants, retail stores, retail services, gas stations and many
other businesses. Even in businesses in which the exact location is not important, the terms of
the premises lease can have a significant impact on the viability and profits of the business.

Types of Leases: Commercial real property leases generally fall into two categories: Gross and
Net. In a gross lease, the only payment the tenant makes is the rent. The landlord is
responsible for all other expenses of owning and maintaining the property. In a net lease the

tenant is responsible for these other expense
l andl ord’” s income statement. I n a gross | eas
expense statement; the operating expenses, tax and maintenance expenses are subtracted to

calcul ate the |l andlord’s “Net I ncome”. I n a

because all of the other expenses of owning and operating the property are paid by the tenant.

This is less risky for the landlord since increases in these expenses are automatically passed on

to the tenant in a net | ease, which in the g
net i ncome. The term “ Tr ireferste thrhkedtegoriesad f t en ab
expenses paid by the tenant in a net lease: real estate taxes, real estate insurance, and real

estate maintenance expenses. The standard lease in the Bay Area is NNN but sometimes we

see a gross lease on occasion.

r
b

Assignment of Lease: When a Buyer purchases a business that occupies leased premises, the
Buyer must assume the obligations of that lease in order to take over the business. Commercial
leases are personal property and belong to the business or its owner, who is the tenant. The

tenant may assign his “right, title and inter
be bound by the obligations of the lease in exchange for receiving the right, title and interest.
The act of assignment does not relievetheor i gi nal tenant, or “assigno

under the lease unless the landlord specifically releases him. It is extremely unusual for a
landlord to release an assignor, but the tradeoff is that it makes it easier for the landlord to say
yes to the assignment. Each lease normally contains language defining the rights and
obligations of the parties with regard to assignment and these terms will be stated on the lease
summary provided by ABI Business Sales. The normal language states that the lease is
assignable with | andlord’s consent, someti mes
leases where the language gives the landlord the right to terminate the lease upon request for
assignment. Some leases cannot be assigned. Some leases require assignment legal fees to be
paid to the landlord which may range from $250 to $1,000. Who pays this fee is subject to
negotiation, but is most often split 50/50 with the Seller. Your ABI Business Sales agent will
represent you in the lease assignment process. This will usually require presenting your
balance sheet to the landlord along with permission to obtain a credit report. Some landlords
require a business plan. On occasion, the terms of the lease require that we present a copy of
the Purchase Agreement as well.
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Personal Guarantees: It is very unusual for a landlord to lease to a small business without
requiring the personal guarantee of the tenan
that is the case, and it normally is.

High Risk Terms: Some leases contain language that makes it undesirable for Buyers to accept

the lease. The worst case scenario is a location dependent business such as a restaurant or
retail store in which the | ease ewhentthai ns a
property owner is planning to bulldoze the property and rebuild it, often changing to a different

use such as multi-family residential. The redevelopment clause usually states that the landlord

may terminate the lease by giving the tenant notice that he has X days to vacate, usually 90 to

180 days. The result is that the owner of that business is probably going to lose it in the

foreseeable future. Another variation is less onerous. It states that the landlord may move the
businesstoanothers pot of equal or better quality withi
expense. This type of redevel opment cl ause i
Other high risk terms to look out for are: scheduled rent increases that take the rent so high

that the business cannot make a profit; annual cost of living adjustment (COLA) with a high

minimum percentage increase that brings the same result; a clause that entitles the landlord to

receive a percentage of the proceeds when the tenant sells his business; any clause that gives

the landlord the right to arbitrarily terminate the lease or increase the rent; language limiting

the conditions for assignment so severely that it is virtually impossible to assign the lease since

t he t e n alhikbusinesaa short term bf occupancy without any option to renew;

option language stating that the rent during the option period will not be less than the current

rent at the expiration of the preceding term since rents sometimes do go down; maintenance

terms requiring the tenant to maintain the pr

113

Conclusion: Commercial leases are generally lengthy, detailed documents containing terms
and language which may be confusing or unfamiliar to most people. Buyers should take
whatever time is required to read and thoroughly understand all of the terms in a lease before
assigning it. If you as a Buyer do not understand anything or if you are not sure you should
consult a real estate attorney before you agree to the assignment.
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Escrow

The escrow holder is a third-party service provider who prepares the legal documents which
transfer the business, complies with legal procedures to fulfill the terms of the purchase
agreement and holds & disburses funds.

There are very few escrow companies in the Bay Area that specialize in Bulk Sale Escrows. Your

agent can recommend one to you. The escrow holder does not represent either party and is a

neutralser vi ce provider. Funds are hettdistfunrd, and di
which is regulated by the Business and Professions Code and administered by the California

Department of Real Estate. The parties engage the services of the escrow holder by signing

Escrow Opening Instructions.

TheBuyer s e ar n e s tsitismamabyyepaditedinbo escrow once all contingencies are
removed (with the exception of third-party financing). The escrow holder normally commences
publication of the Bulk Sale upon opening of escrow, but in some cases the parties may decide
to commence publication upon acceptance of the offer in order to have a sooner closing date.

The escrow holder will perform a lien search to see if any third parties have rights to the
business assets. The Seller must clear these liens before closing in order to deliver title free and
clear unless the Buyer is assuming the obligation to pay the associated debt.

During escrow, the Buyer and Seller agree on an Allocation of Purchase Price that establishes

theBuyer s new bal ance s heetthetofsllplrahasedriceirmotheme ans di
various asset classes that will appear on the new balance sheet of the Buyer’ s busi nes s,
including inventory, accounts receivable, vehicles, FF&E, goodwill, covenant not to compete,

management consulting contract of the Seller and sometimes other asset classes.

If it is an asset purchase, then depreciated asset values can be restated to fair market value

enabling the Buyer to depreciate them again. The tradeoff is that the Buyer must pay sales tax

(9.75%) on the amount allocated to FF&E and must pay use tax on vehicles. Buyer and Seller

must submit a form to the IRS showing thatthe Seller’ s endi ng al | Bayast i on mat
beginning allocation for tax purposes.

During the escrow period the escrow holder will comply with the provisions of the BULK SALE

TRANSFER law, which protects the Buyer from unpaid debts of the Seller by giving notice to

vendors that the business is being sold and they have the opportunity to submit demands for

payment from the escrow. The notice is published for in a newspaper which circulates in the

trade area of the business starting a 12-working day period in which anyone owed a payment

by the business can submit a demand for payment to the escrow. The notice is also recorded at

the Coustpf€Cierekand the Secretary of State’s
data and retransmit it daily to interested subscribers so they can notice sales and submit claims

for payment.

Once the Bulk Sale Publication time has passed, no one who is owed a payment by the Seller
has recourse to the Buyer any longer with three exceptions: The Board of Equalization for Sales
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Tax, the California Franchise Tax Board for income tax and the Employment Development

Department for Payroll Tax. The escrow holder will reserve some oftheSeller s f unds t o co
these items after contacting those agencies. Once the Seller has paid his final bills the agencies

will send clearances to the escrow andthe Seller’ s f unds wi | | be rel eased.

The escrow holder will prorate prepaid expense items such as rent and county tax on business
personal property.

The Buyer must deposit the final funds required (remainder of down payment, lease deposit,
prepaidrent,Buyer’ s share of escrow costs, ckfot@abapk vi a wi
draft or personal check). Your ABI Business Sales agent can make an estimate of cash required

to close in advance for you.

When all conditions have been satisfied and all funds are deposited, the parties will sign escrow
closing documents which include Escrow Closing Instructions, Closing Statements (showing all
of the monetary amounts paid and received by Buyer and Seller on separate statements), Bill of
Sale, Covenant Not to Compete, Note, Security Agreement, Allocation of Purchase Price and
other documents as required.
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Training

The Seller will train the Buyer for the agreed time commencing at close of escrow. This is
normally the time when the Seller introduces the Buyer to the employees, provided that
confidentiality has been properly maintained.

The Seller is there to make sure that the Buyer understands how to operate the business
effectively, but also to help the Buyer form relationships with employees, customers and
vendors. The Seller is not there to do production, sales, accounting or administrative work.
The sooner the Buyer finds the handles on the controls of the business, the better!
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Deal Maker Advisors

Accountants and attorneys are professionals who tend to specialize in a subset of their
profession. The scope of work you should require from them should be limited. You need to
know how to select accountants and attorneys as well as what you should expect them to do
and not expect them to do. You should have a written agreement with your accountant and
with your attorney defining the scope of work and the fees to be paid.

Accountants generally fall into a few categories: Certified Public Accountants (CPA),
bookkeeping and accounting firms, and tax advisors.

Most CPA firms deal with larger businesses or publicly traded businesses. The standards and
practices for these businesses are different from those used in small business as stock prices
and management compensation is normally directly related to the reported after tax net profit
Therefore, procedures and strategies are chosen in order to maximize this number.

Bookkeeping and tax services and tax advisors usually serve small businesses and individuals, so
they are normally accustomed to the standards and practices used in small businesses. In
privately held businesses accounting procedures and strategies are chosen to minimize the
reported net profit in order to minimize income taxes paid.

Therefore, it is important when choosing an accountant to qualify them by verifying that they
practice in the small business arena. Otherwise, an accountant who normally services public
companies may have unrealistic expectations for the standards used in preparing the books and
records of the small business and advise the Buyer to reject the business without even taking
time to understand the business performance.

By choosing an accountant familiar with small business accounting and practices, the
accountant will understand why the net income on the tax return is zero or negative, and that
will not deter him from doing his job.

The scope of work for the accountant in due diligence is generally quite narrow: his job is to
verify that the transaction level documents add up to the summary level figures on the tax
return and financial statements provided by the Seller and to discover any accounting
irregularities that may indicate something is wrong, such as embezzlement by an employee.

The accountant will use standard auditing techniques to test the validity of the data and the
integrity of the accounting procedures used.

ItisNOTtheaccodzy G I Yy (1 Q&4 220 (2 GStf @2dz 6KSGUKSNI 2NJ y2
business is worth. It is unfair to ask the accountant his opinion about these matters, because

normally, the accountant doesn’t Knoudhirel f you
a business appraiser.

You are the only person who can decide whether or not to purchase the business and you
OFyQi 3IA®S GKIFIG NBalLkRyaioAfAde (G2 lyezyS Stas
decisions.
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If you want advice about the viability of the business or any of its functional parts, you can hire
consultants who are experts in the industry or experts in the function, such as marketing,
human relations, engineering, materials management, etc.

Attorneys are usually much more specialized than accountants. Some specialties are family law,
estate planning, criminal law, tax, personal injury, employment, immigration, real estate and
many others. Therefore, it is essential that you select an attorney who specializes in business
law and especially in business sale transactions.

Often attorneys combine real estate transactions and business sale transactions in their

practices. The scope of work for your attorney is to review all legal documents, review the
premises lease, advise you on conventions used in legal language in purchase documents (you
decide on the business points), advise about stock vs. asset purchase, help in due diligence to
verify thatthe Seller s cor poration is duly organized
State and capable of contracting, and to help you form your new corporation, LLC or other legal
entity.

and

LG Aa bh¢ GKS FGdG2NySeqQa 220 02 GSftt e&2dz ¢KS

much you should pay for it. He is not prepared to advise you in most cases so it is inappropriate
to ask. The same comments apply here as in the paragraph above, i.e. hire the appropriate
advisor for each task.

The State Bar of California requires attorneys to have written fee agreements with their clients
if they are to be entitled to enforce collection of their fees. You should have a written fee
agreement with your attorney that clearly defines the scope of work you require him to
perform and the fees to be paid.

Other Advisors

When you are involved in making a decision about purchasing a business, you may feel the
need to seek the advice of others. Often, we seek advice from those with whom we feel most
comfortable. It is very important in seeking advice to choose an appropriate advisor. You should
choose someone because he or she has the expertise to advise you, not because they are
someone you know as a friend, relative or a referral from a friend or relative. Just as
accountants and attorneys are not qualified to give advice except for their particular specialty
of expertise, business owners or others are also not prepared to give knowledgeable advice
unless they have the proper training and/or experience in helping others buy or sell businesses.
You would not ask an auto mechanic to advise you about personal health issues, for example.
Just because someone loves you or cares about you does not mean that they are a good advisor
in deciding to purchase a business. In most cases such people will advise you not to buy the
business rather than to go ahead, since by doing so they avoid the risk that you will regret your
decision and it will ruin your relationship. They are not disinterested third parties —their
interest is in maintaining their relationship with you, not in helping you acquire a business. So
choose your advisors wisely.

ABI Business Sales maintains relationships with a variety of advisors and can recommend
someone to you, if you would like.
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Realities of Buying a Business

There is no perfect business

You learn more by meeting with the Seller

Ask your agent any and all questions

Picture yourself as the owner of the business

If you find a business that you like — make an offer

Make your offer based on YOUR valuation and risk assessment
Know your financial situation

Make sure your acquisition criteria are realistic

Plan for future working capital needs

Y & 4 ¢ 4 ¢ 4 ¢ 4 4

Use “Deal Maker"?” advisors
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