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How to value a small business

If you’re buying or sellingasmall business, it’s critical to know what the businessis worth. The
challenge isthat whatyou think a businessis worth, and what the person onthe otherside of the
fence thinksitis worth, are usually two different figures.

In the end, the motivation forboth buyers and sellersis always the belief that they’re gettinga good
deal.

If you're selling yourbusiness, you're likely to be disappointed if buyers don’t see the potential you
do. For example, acafé up forsale at $300,000 included a purpose-built wooden floor with the
café’s name etchedin the middle. The flooralone cost $100,000 — but nobody else saw any valuein
the floor.

The worth of a business hinges on how much profitit will make, balanced by the risks involved. But
past cash flow, profitability, and asset values are only the starting points. It’s often the hard -to-
measure factors such as key business relationships and goodwill that providethe mostvalue.

Factors influencing value

There are fourbasiccriteriathat affect the value of your business.

Individual circumstances

The reasons for sellinga business can affectits value. Forexample, aforcedsaleislikely to drive
downthe value. An owner—-managerforcedtosell byill health may have to acceptthe first offerthat

comesalong.

If you’re closing a business, its valuewillbe the sum of its realisable assets, lessits liabilities. Often
the longeryou have to sell, the betterthe price you're likely toreceive.

Tangible assets

How tangible are the business’s assets? A business that owns property, machinery orstock-in-hand
has tangible assets that will have some resale value. This makes the business easier to value.

Intangible assets

Many businesses have almost no tangible assets beyond office equipment; however, theirintangible
assets may have significant value. Some examples are awell-respected brand, customer goodwill,
intellectual property (such as patents or protected designs), and potential for growth. These
intangibles can be harderto value. Your business banker oraccountant may be able to give you
guidance with these.

Length of time

The longerthe business has been operating, the better, becauseit will have a proven track record
and cash flow, and possibly loyal customers who provide repeat business.

Tel: (03) 9888 1000 Pagelof4 Shop 2, 303 Stephensons Road
Email: admin@wpsmith.com.au Mt. Waverley VIC 3149



SN

: : WP SMITH & ASSOCIATES
Business guide

Be wary of young businessesforsale (between one and two years), as they may be experiencing
current popularity (like bars and cafés can do) before the market turns away.

Valuation techniques

Remember, the true value of abusinessisalways whatsomeoneis willing to pay for it. To arrive at
thisfigure, buyers use various valuation methods, usually to give asense of reassurance that they
are not payingtoo much. The main methods are as follows.

Asset valuations

Add up the assets of a business, subtract the liabilities, and you have an asset valuation —nice and
simple.Soifa business has $500,000 in machinery and equipment, and owes $50,000 on
outstandinginvoices, the assetvalue of the businessis $450,000.

As a buyer, you could decide to just buy the assets of a business ratherthan take overthe business

as a goingconcern. This way, any outstanding debts or tax payments are all payable by the previous
owner.

Use an assetvaluationif youown, orare interestedin, astable, asset-rich business. The starting
pointforan asset valuationisthe assetslistedinthe accounts. Thisis known as the ‘netbook value’
(NBV) of the business.

You thenrefine the NBV figures forthe majoritems, toreflect economicreality. Take into account:
e Debtsto the businessthatare clearly notgoingto be paid.
e Propertyor otherfixed assets that may have changedinvalue.
e Oldorobsolete stock that may need to be sold at a discount.

Intangible items, such as software development costs, are usually excluded.

Price earnings ratio

The price earnings ratio (P/E ratio) is the value of a business divided by its profits aftertax. For

example, acompany with ashare price of $40 pershare and earnings pershare aftertax of $8 would
have a P/E ratio of 5 ($40/8 = 5).

Whenyou’re valuing a business, you can use this equation:
Value = Earnings aftertax x P/E ratio.

Once you’ve decided on the appropriate P/E ratio to use, you multiply the business’s most recent
profits aftertax by thisfigure. Forexample, usinga P/Eratio of 6 for a business with post-tax profits
of $100,000 gives abusinessvaluation of $600,000.

What P/E ratio to use?

Decidingon an appropriate P/E ratio to use is not easy and you’ll have to justify your choice of P/E
ratioto a potential buyer (orseller) oranyone providing financial assistance. Some industries have
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‘standard’ P/Eratios forvaluing a business, so ask your business brokeroraccountantif there are
industry averages you can use.

Alsotry contacting yourindustry association or Chamber of Commerce fortheiradvice on
determining the most appropriate P/Eratio. Another possible source of guidance is the financial
sectionin newspapers thatgives historicP/E ratios forlisted companies.

Entry cost valuation

Ratherthan buy a business, you could starta similarventure from scratch. An entry cost valuation

reflects what this process would cost you. To make an entry cost valuation, calculate the cost to the
business of:

e Purchasingor financingits assets.
e Developing products orservices.
e Recruitingandtrainingthe employees.
e Buildingupa customer base.
This allows you to make a comparative assessment. Suppose you calculate that it would:
e Cost $500,000 to buythe set-up equipment.
e Cost $50,000 a month foroverheads.
e Require 12 months’ tradingto geta customerbase.

A business thatalready has all of the above is worth at least $1.1m ($500,000 for equipment, and
$600,000 overheads for12 months).

You can now factor in any cost savings you could make, such as use of bettertechnology, setting up
ina less expensive area, orother cheaperalternatives.

Industry rules of thumb

In some industry sectors, buying and selling businesses iscommon. This has led toindustry -wide
rules of thumb. These rules of thumb are dependent on factors otherthan profit. Forexample:

e Turnover for a computer maintenance business oramail-orderbusiness.
e Number of customers fora mobile phone airtime provider.
e Number of outlets forareal estate agency business.

Buyers will work out whatthe businessis worth tothem. Take the example of acomputer
maintenance business with 10,000 contracts but no profits. To one buyer, the business may be

worth comparatively little. However, alarger competitor may pay $100 per contract to buy the
business. Thisis because it could merge the two businesses and make larger profits.
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Otherissues

The key source of value in a business may be something that can’t easily be measured. Puttinga
value onintangible assetsis not easy because that value can vary depending on the nature of the
assetsand the industry. Getadvice from your business advisers, Chamber of Commerce, orindustry
association.

Some examples:

Strong relationships with key customers or suppliers. For example,if abusinessholdsa
licence ordistributorship rights across Australiafor a product expected to be successful, the
business’s value will increase accordingly.

Management stability. If the owner—managerorotherkey people are goingto leave, the
business may be worth far less. For example, the profitability of an advertisingagency may
collapse if akey creative person leaves. Similarly, if key salespeople leave, they may take
important customers with them. Any written agreements orincentives to retain key
employees could add value. But they could also damage the value if a potential buyer
intendstobringina new team.

Intellectual property ownership. If the business owns the rights to patents, copyrights or
well-established trademarks, these will add value to the purchase price of a business. For
example, if you’resellinga patented invention, you can value your business higherthan a
similarbusiness sellingan unprotected product.

Next steps

Get expertadvice. Talk to youraccountant or small business adviser about possible
valuations of yourbusiness.

Search online forsimilar businessesthatare forsale to geta feel forthe market.
Determine which method of valuing your business creates the mostvalue foryou.

Askyour business broker oraccountantif they have past examples of similar businesses for
sale and whatthey were sold for. Remember that ultimately, your businessis worth
whateversomeone will pay forit.

Review the IP Australia website for steps you can take to protectand enhance the value of
intangible business assets such as trade marks and designs. If you’re buying abusiness,
check what intellectual property they have protected.
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