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Introduction

Buying a business is a good way of gaining a ready-made entry into a market, as it provides
a relatively quick start compared to the time needed to build a new enterprise from scratch.
However, it can be a complicated and time-consuming process and requires a great deal of
research into both the business itself and the market in which it operates.

This guide explains the process of buying a business. It discusses the pros and cons of buying a
business, the various methods for valuing one, how and what to check before and after making
an offer, and the most common ways to finance the purchase. It also includes sources of further
information and support.

The pros and cons of buying an existing business

There are a number of reasons why buying a going concern is an attractive option for both
prospective start ups and business owners wishing to expand their current business:

• It usually takes less time than starting a new business from scratch. As well as giving access
to a proven market for its goods and services, an existing business is likely to have in place
knowledge and resources that it would take a new start up considerably longer to acquire.

• It can help an established business to expand into other geographic areas.

• If the business is already generating sales, it is a positive - though not definitive - sign that
there is a viable market that will continue to provide income. A going concern is less of an
experiment than a brand new start up, and risk is reduced.

• Buying a business can bring new skills and technologies to an existing venture in the form of
the staff and assets that come with the acquisition.

• Adding resources such as machinery, vehicles, stock and IT equipment can enable an
existing business to benefit from economies of scale in a short time, thereby reducing costs
such as overheads.

However, buying an existing business can also have pitfalls. For example:

• It may prove difficult to raise the initial lump sum payment or take out a loan to finance the
purchase.

• It may be more expensive than building a new business from scratch. It is not always just a
question of buying assets such as the lease on a shop and all its stock, as the purchaser may
also be required to pay an extra premium for goodwill, employee know-how and intangible
assets such as intellectual property.

• Preparing and researching the purchase will require a significant investment of time
and money, and there is no guarantee the deal will succeed. Most transactions do not
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progress beyond the stage of finding out basic details, and the later due diligence and price
negotiations required may mean that many more potential buyers do not proceed.

• No matter how carefully the deal is researched, buying a business may result in unexpected
additional costs. There is also the risk that at a later date problems may emerge that were
not apparent at the time of purchase. These may be financial or they could relate to external
factors, such as imminent changes in the industry or legal environment that the buyer was
unaware of.

• When a purchase is financed with a loan, some of the return on investment will go into
interest payments, which adds to the business' running costs. The loan will need to be
secured against existing business assets or the new owner's personal assets (often their own
home), therefore adding to the risk.

Where to find a business for sale

The growth in use of classified advertising websites means that it is now very easy to find a wide
range of small businesses for sale online. However, many classified advertising websites do little
more than put buyers in touch with vendors and offer no guarantee that either party is serious.
Consequently, some owners still prefer to sell via business brokers, chiefly in order to filter out
frivolous enquiries or interest from competitors, and to ensure confidentiality. The following are
examples of commonly used resources for finding a business for sale:

Classified advertising websites

The main websites with general listings of small and medium-sized businesses for sale, located in
most parts of the UK, include:

• Daltons Business (www.daltonsbusiness.com).

• BusinessesForSale.com (http://uk.businessesforsale.com).

• RightBiz (www.rightbiz.co.uk).

• Nationwide Businesses (www.nationwidebusinesses.co.uk/buy).

• Business Sale Report (www.business-sale.com).

Online marketplaces such as Gumtree (www.gumtree.com/business-for-sale) and eBay
(www.ebay.co.uk/sch/Businesses-for-Sale/11759/bn_1841792/i.html) are worth checking on a
regular basis too, as they have dedicated categories for businesses for sale.

Commercial properties for sale, such as hotels and bed and breakfasts (B&Bs), can be found
via property websites and portals such as Rightmove (www.rightmove.co.uk/commercial-
property-for-sale.html), Zoopla (www.zoopla.co.uk/for-sale/commercial) and Prime Location
(www.primelocation.com/for-sale/commercial/property/uk).

Business brokers

Business brokers (also known as business transfer agents) are a good source of businesses for
sale. They are likely to have thorough knowledge of the local economy, tend to give better
descriptions and estimates of value than classified advertising websites, and use their expertise
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to make the process go smoothly. As a rule, the vendor pays the broker's fees for marketing the
business for sale.

NAEA Commercial (formerly the Institution of Commercial and Business Agents) maintains a
directory of its members, which is searchable by area, at www.naea.co.uk/commercial.aspx#find-
an-expert.

Finding out why the business is for sale

Having identified a potential business to buy, one of the first things to do is to determine why it
is for sale. The reason given by the owner may not give the complete picture, so it is important to
investigate in some depth.

Owner retirement is frequently cited, but this may be hastened by poor turnover, an increase in
competition, changes in the tax or regulatory environment, or a shrinking market. Some of the
motivation for selling may become apparent only when the time comes to examine the business
and its finances more closely.

The initial negotiations should be seen as an opportunity to build trust between the buyer and
seller rather than a chance to push the other party into accepting a lower price. This is particularly
important if the owner is to contribute to the business after the sale, for example by training the
purchaser in the existing business processes, or by staying on as an employee or consultant.

Valuing a business

The real value of any business is determined by the market value: in other words, the price the
purchaser is prepared to pay and the seller is willing to accept. When setting the value of a
business many factors need to be taken into account. Looking at comparable businesses in the
same sector may help to establish whether a price is realistic.

Value can initially be calculated by looking at:

• The nominal current and future value of the tangible and intangible assets.

• The turnover and, in particular, the profits the buyer believes can be achieved in the years to
come.

Vendors frequently overestimate the value of the years of effort they have put in to building the
enterprise, and their emotional attachment may cause them to set the price too high. In contrast,
vendors sometimes underestimate the importance of intangibles such as customer loyalty and
staff efficiency. This lack of clarity makes a careful appraisal crucial.

A prospective buyer has no automatic right to inspect the financial data of a business for sale. It
is therefore important to raise the subject at the appropriate moment, having shown a serious
interest in buying the business.

Knowing the book value (the value of an asset according to the balance sheet figure) and
turnover of a business from its ledger and balance sheet are not enough on their own to give
a true picture of how much a business is worth. The financial data should be combined with
research into the prospects and current state of the industry or sector in which the business
operates, the intangible assets that may or may not be accurately quantified on the balance
sheet, future liabilities, and the details revealed during due diligence.
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Financial valuation

There are several different recognised formulas for valuing a business, but not all can be applied
to every type of business.

For example, analysis of a low turnover freehold hotel will focus on its tangible assets and the
property itself. In contrast, current revenues and profits will be more important for a business
such as a recruitment agency with fewer tangible assets such as land and property.

The most common financial valuation methods include:

Asset valuation

Asset valuation gives the most basic estimate of worth but should not be used on its own to
determine value. It is an estimate of the combined value of all assets such as cash, property,
machinery and IT equipment minus the liabilities of the business, but does not take into account
the revenue the business is likely to generate in future.

The assets shown in the business' accounts known as the 'net book value' provide a starting
point for an asset valuation of a business. However the valuation should also take into account
variations in the value of property or other fixed assets which may have changed since the
accounts were prepared, along with bad debts and the true value of old stock, which may have to
be sold at a discount or written off.

As well as goodwill, many businesses have other important intangible assets that are less easy to
price and do not appear on the balance sheet. These include things like the value of an existing
customer base, intellectual capital such as patents, and the reputation of the business.

Discounted cash flow

Cash flow is the difference between the cash outgoings and cash revenue of a business during a
specified time period (such as a month or year), before deduction of the owner's drawings (the
amount they pay themselves). If the cash balance at the end of the period is higher than at the
start the cash flow is positive, and if lower, it is negative.

Working out the discounted cash flow is a financial calculation that attempts to determine the
current value of a business by forecasting cash flow and the amount of cash that it will generate
in the years following purchase, then reducing it (discounting it) by an appropriate rate, for
example to allow for inflation and the reducing value of cash.

The discount rate is calculated using an estimate of the risk that cash flow will turn out to be
lower than forecast, combined with an estimate of the residual or terminal value - this is the
forecast value of the business at the end of the period under consideration.

The profit multiple

The profit multiple is a simpler version of the discounted cash flow. It takes annual profits
(adjusted for the owner's remuneration) before interest and tax and multiplies them by a figure
appropriate to the type and size of business or sector. It is useful for cases where the business has
been trading steadily for some time. The multiplier typically ranges from one times the profit, for
example in the case of a small 'one man band' personal service firm, to ten times the profit for a
well-established firm with a strong market position.
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Adjusting value for individual businesses

Accounts should be analysed over a period of at least three years so that seasonal variations or
longer-term growth or contraction of the business can be identified.

The value should be adjusted according to the circumstances of the business. It will be depressed
by factors such as:

• Long-term debt.

• Uncertainty regarding the future prospects of the industry as a whole or the local market or
wider economy.

• The condition - poor or otherwise - of the tangible assets.

• Uncertainty as to the future value of intangible assets, such as inventions that have not yet
been tested on the market.

• Key people leaving the business when it is sold.

On the other hand, the value of a business might be higher from the point of view of a new
potential owner who believes that they can unlock value by bringing new knowledge, energy
and experience to the existing structure, or by spotting potential cost savings.

Heads of Terms agreements

Once an estimated value has been calculated, a conditional offer can be made and a Heads of
Terms agreement drawn up for signature by both the purchaser and vendor of the business.

The Heads of Terms agreement describes in general terms what is being bought and how the
sale can proceed. It is a pre-contractual agreement similar to a letter of intent that describes:

• Whether the buyer will be buying the shares (if the business is a limited company).

• Whether the buyer will purchase only the assets of the business, and not the liabilities.

• The role, if any, of the current owner as a future employee once the business has changed
hands. With very small businesses, the owner's expertise is often central to its success. Buyers
may wish to retain the seller as an employee or part-time consultant for a fixed period.

• How payment will be made. This might be a combination of a lump sum plus instalments,
partly financed by the owner, or contingent on future profits.

• A period of exclusivity, during which the seller agrees not to negotiate with other potential
purchasers.

• An agreement by the seller that they will both disclose all relevant information that the
purchaser requires to carry out due diligence and request customers and suppliers to co-
operate with the buyer's research.

• The seller's warranties, which might include promises regarding the accuracy of the
accounts, or an agreement that the seller will meet unforeseen tax liabilities relating to
trading before the purchase was made.

Heads of Terms are not usually legally binding documents, but situations can arise where special
clauses create a legally binding agreement between the buyer and the seller. It is important,
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therefore, to ensure that Heads of Terms state clearly which terms are intended to be legally
binding, and which are not. Ideally these should be drafted or reviewed by a solicitor.

Due diligence

Due diligence is the process of gathering all the relevant information about a business in order to
be sure that the potential buyer's initial impression of it is accurate.

Due diligence can disrupt a business and take up the owner's time. It is a process that concerns
commercially sensitive information, so it is usually carried out after making an offer and agreeing
Heads of Terms.

The following should be considered when carrying out due diligence:

• The most important task is checking the books. This means asking a financial expert or
accountant to inspect profit and loss accounts, balance sheets and cash flow statements for
at least the three preceding years. If the accounts have not been audited, they should be
reconciled as far as possible with sales.

• The physical assets, inventory and stock should be checked.

• The business should be checked to ensure it has been operating legally. Tax records,
relevant permits, health and safety and fire certification should all be thoroughly examined.

• It should be verified that the business has no outstanding legal issues or pending litigation.

• If the business has secured debts, the assets against which they are secured should be
checked.

• There should be an assurance that there are no known hidden liabilities.

• Machinery and property maintenance records should be inspected to ensure upkeep has not
been deferred in order to save money before the sale.

• A good understanding of current and future contracts and obligations should be obtained.
This might include employee wage agreements, long-term instalment payments to
suppliers, long-term rental agreements and other binding contracts that the new owner will
need to honour.

Financing the purchase

In the case of small businesses, buyers typically use a combination of methods to finance the
purchase, including:

• Financing from own funds or using money borrowed from friends and family. This is an
attractive option for very small businesses, since it is usually relatively informal and is often
cheaper than commercial lending as it may be interest-free or borrowed at cheaper rates or
on much more flexible terms than a commercial loan.

• Commercial loans and mortgages. Banks and other commercial lenders provide a wide
variety of loans to creditworthy borrowers. Most lenders will require a substantial deposit
and will want to see audited accounts for the business, income forecasts and a business plan.
Many will also want to know about the business itself. The loan will be secured against the
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business being purchased or other assets, and the use of a second mortgage against the
buyer's own home is common.

• Vendor finance. This can be structured in a multitude of ways, but essentially means that
the seller will offer the buyer a loan to finance part of the purchase, with the balance of the
purchase price being paid in instalments.

There are other sources of finance available, such as crowdfunding. Go to www.crowdcube.com
and www.seedrs.com for examples of crowdfunding platforms.

Hints and tips

• Valuation is not simply a question of financial equations. Better working hours, or achieving
a better lifestyle following the purchase, can also represent value and should be considered
by purchasers when deciding what is an acceptable price to pay for a business.

• There is no reason not to consider buying a loss-making business if it can be turned around,
or if its assets can be used productively enough to make a profit in future.

• If it is planned that the current owner will contribute in some way to the business after
selling, the details should be part of the final offer and if possible turned into contractual
obligations. For example, a vague agreement to explain how the IT system works should be
translated into a clear set of objectives that are binding on the seller.

• Even before the sale goes through, a purchaser should have a strategy in place to take
into account the possibility that things might go wrong during the actual sale, but also to
consider what will happen to the business in ten or more years' time and their future plans,
for example for retirement in due course.

• When dealing with a broker or transfer agent, it is important to bear in mind that they work
for the seller. Their expertise is likely to be helpful for both parties, but they do have an
obligation to secure the best deal for the current owner.

Further information

BIF040 Sources of Finance for Starting a Business
BIF071 An Introduction to Buying a Business-Format Franchise
BIF098 Could You Run Your Own Business?
BIF131 An Introduction to Franchising a Business
BIF150 An Introduction to Selling Your Business
BIF283 Methods of Valuing a Business

Useful contacts

NAEA Commercial aims to promote high standards in the brokerage business and lists
commercial agents in its online directory.
Tel: (01926) 496800
Website: www.naea.co.uk/commercial

Companies House provides basic information about the accounts of limited companies.
Website: www.gov.uk/government/organisations/companies-house
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The Institute of Chartered Accountants in England and Wales (ICAEW) is a membership
organisation for accountants. There is a searchable directory of accountants on its website.
Tel: (01908) 248250
Website: www.icaew.co.uk

The Institute of Chartered Accountants of Scotland (ICAS) is a membership organisation for
accountants in Scotland.
Tel: (0131) 347 0100
Website: www.icas.com

Chartered Accountants Ireland represents accountants in Ireland and offers a 'find a member/
firm' facility on its website.
Tel: (028) 9043 5840 (Northern Ireland office)
Website: www.charteredaccountants.ie
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