




Invest2 Exit

188

Chapter Ten: Setting up the Exit Deal

provide the intellectual capital, asset or capability which is to be marketed and 
they contribute their marketing and distribution capability to make it happen. 
Your approach is, however, conditioned on the fact that, because of your 
limited capacity to support such a venture, you can only support one partner 
although you are interested in exploring this opportunity with a number of large 
corporations. You request each one to undertake an internal assessment of the 
opportunity and then provide you with a convincing argument as to why they 
should be the selected partner.

Also remember that large corporations often have an active M&A section 
who are always scanning for potential acquisitions. If you have already identified 
your potential buyers, it makes sense to get on their potential acquisition map 
where they will start to evaluate the attractiveness of acquiring you. Once you 
have made contact with them, you can start priming the pump by providing 
updated information about your business. You can also stimulate a conversation 
around how your strategic assets or capabilities could be exploited inside their 
business.  

This process provides time for each potential partner to work though how they 
would best exploit the opportunity and to work out just how much additional 
revenue they could generate through the relationship. Soon they will discover 
that they can make significant market gains but that they will be limited by 
your capacity to support an aggressive rollout. When they try to convince you 
of their worthiness to be your partner, they will also have to show their hand. 
What you hope is that this will stimulate them to move the discussion to an 
acquisition conversation. You now have an idea of what you are worth to them 
but you also have several well informed potential buyers in the frame. 

Example: 

“It is our mission and strategy to get this company bigger in 
size and over a period of time, one of the biggest companies 
on the ASX,” Wallis said. “We always have a four or five 
acquisitions that we look at any point in time.”

Source: http://www.arnnet.com.au/article/200602/dws_makes_
strategic_acquisition Accessed 22nd April 2008
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If you do end up going direct to their M&A group, then ensure that you give 
them enough time and the supporting data to enable them to do the revenue 
calculations. There is little point in forcing the pace if it only results in them 
reducing their offer due to higher levels of uncertainty on their part. 

Who does the deal?

I am a very strong advocate of the entrepreneur managing the relationship 
with the potential buyers and playing an active role in doing the deal to sell 
their business. Instead of handing the problem over to someone who does not 
really understand the intricacies of the business, the entrepreneur should take 
charge of the process of indentifying buyers and negotiating the deal. It is the 
entrepreneur who best understands how the business works, what risks are 
inherent in the business and how value can be extracted by the buyer. Unless 
the buyer can fully appreciate how to exploit the potential in the business, the 
seller won’t get anything like full value for the business. It is highly unlikely that 
an external party can fully represent the business potential in the same way 
that a knowledgeable entrepreneur can.

In a strategic investment, it is still the entrepreneur who is best positioned to 
identify strategic buyers, make contact with them and assist them to understand 
how best to exploit the opportunity. However, an investor who understands the 
strategic sale process well, can ensure that the process is systematically and 
exhaustively undertaken. 

Unfortunately, not all entrepreneurs have the time, motivation or skill to 
undertake the process of identifying and contacting potential buyers and then 
negotiating the deal. This then becomes a team effort. How should the investor 
manage this process? It is important that all the stakeholders understand the 
process which they are going to undertake to set up a strategic sale. The sale 
team would include the key investors, the senior management team and the 
professional advisors. They should all understand the strategic selling process 
and the legal, financial and operational steps needed to be taken. 

The most important factor in achieving a premium price for a business is the 
selection of the pool of potential buyers. If the owner does not feel competent 
or able to do that, this should be outsourced to a professional advisor, however, 
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the entrepreneur should clearly articulate to the advisor how potential in the 
business can be exploited. Rather than leave the process of recruiting buyers 
to chance once the business is put on the selling block, time should be spent 
identifying and contacting possible buyers. In the end, it is the ability of the 
buyer to understand how to extract value from the firm which determines how 
much they will pay. By educating possible buyers on how the potential in the 
firm can be exploited, the entrepreneur is creating a knowledgeable pool of 
possible buyers.  The entrepreneur should develop a list of potential buyers in 
conjunction with the advisor. An advisor can then make contact with them and 
assist to build a relationship between the firm and the potential buyers.

Unless the benefits are obvious, there is still the problem of educating the 
potential buyers to the size of the opportunity and how they might exploit it. 
If the entrepreneur is unable or not suited to this task, the investor needs to 
find someone who can. This could be an external consultant, the investor, or 
one of the professional advisors. The selected person should have a thorough 
grounding in the strategic assets or capabilities, the work which the firm has 
undertaken to prepare it for a buyer and the manner in which a buyer could 
best exploit it. 

When it comes to negotiating the deal, it is worth having experience on 
your side of the table. Most small firms with potential are purchased by large 
corporate entities. They will certainly have very experienced M&A advisors. Our 
advocacy system would suggest that they will work hard for the buyer to get 
the lowest price. You need your own knowledgeable advocates to work equally 
hard for you. Make sure your team fully understands the work you have done 
to prepare the firm and of the potential which could be extracted by the right 
buyer. 

The best deals are done by knowledgeable and passionate entrepreneurs 
faced with keen and well informed buyers, each assisted by good professional 
advisors. 
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Reputation is important

Building a positive reputation can help with introductions to those 
corporations who may be potential acquires but will also help them gain 
approval from their own stakeholders and industry analysts. 

Getting known within an industry is actually not that difficult. The majority 
of industries have their own industry association, conferences, education 
programs, charity events and trade journals. There are normally specialized 
magazines which focus on certain industries. By getting the firm’s executives 
involved in the industry association and industry events, the business highlights  
itself in the public domain. Additional exposure can come through speaking 
engagements at industry events, writing articles or cases for industry and trade 
journals and magazines and competing in industry or national competitions. 

In undertaking these activities, the entrepreneur has the objective of getting 
on the radar of acquiring executives and corporations. By saying what your 
business does which is unique, you can bring this to the attention of industry 
participants. Many larger corporations continually scan for potential acquisitions 
and you simply have to bring yourself to their attention so that they consider 
you. If they have an interest, they will start monitoring your activities and are 
likely to proceed to develop a relationship with the business, perhaps informally, 
but with the intention of finding out more about your products, markets and 
management team. 

You should get to know the trade journalists and the market analysts in 
your sector or from the sector in which you expect the buyer to come. Getting 
publicity in the trade press may help open the door when you want to meet 
executives from potential buyers. Take advantage of industry functions in your 
own country and in the major markets to meet with M&A Managers and your 
equivalent in the potential buyer’s business.

You might even use these situations to discuss the partnering or sale of your 
company and start building the connections for more detailed discussions. You 
might invite the most likely prospects to visit your firm to meet your management 
team. Providing there is no time pressure, this is a good way to build trust and 
present a story about how any synergy might work.
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We need to keep in mind that most larger corporations grow through 
acquisitions and therefore are on a constant watch for acquisitions which fit 
into their longer term strategy. Those who take this activity seriously will have 
full time staff employed to undertake research into potential acquisitions and 
assist in the evaluation and integration of acquisitions. Your job is simply to get 
on their list. Whether you then wait for an approach or proactively take the 
initiativeto stimulate one, the end result is a potential buyer. Keep in mind that 
a good reputation also helps an acquirer justify the purchase to their bankers, 
shareholders and Directors. 

Prior relationships are important

It is much easier to set up a deal where there is an existing relationship, 
especially if you have taken the trouble to meet the key players. Within most 
sectors, the number of key executives is quite small and they can often be met 
at seminars or conferences. This applies even to competitor’s executives. Also 
in most industries, there are people who have worked for several companies, 
thus the network is often well connected across companies. 

In building your network you are not selling your company, you are simply 
getting to know people who might help you when it comes to getting the deal 
done. It may be that, when you are ready, there are people who will help you 
identify the best targets and help with introductions. 

More formal relationships can also be useful in building bridges. There are 
a variety of ways in which formal relationships can be established. These could 
include:

Management and/or shareholder roles:

•	 Member of a Board of Advisors

•	 Member of the Board of Directors

•	 Minority shareholder

•	 Venture capital provider
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Formal trading relationships:

•	 Distributor

•	 Alliance partner

•	 Joint venture partner

•	 Customer

•	 Supplier

Formal relationships have a high conversion rate to acquisitions. It is a ‘try 
before you buy’ transaction. The buyer has more of an inside view of products 
and management and has a better understanding of the fit of the two businesses 
and of the potential benefit of an acquisition. 

What the firm has to avoid, however, is creating a situation where there is 
only one potential buyer or where a sale can be blocked or hindered due to an 
existing relationship. At the same time, a formal relationship is often quite easy 
to convert into a sale and so the firm does not have the stress of looking for a 
buyer. If the benefits to the buyer are sufficient, then a premium can still be 
achieved in passing control to the new owner. 

Some formal relationships can be established with an acquisition in mind. 
The formula for an acquisition or a sale can be worked out in advance so that 
the negotiation takes place before the formal trading relationship is entered 
into rather than be at the whim of the buyer later. The relationship can also 
be entered into with an option to terminate if there is a change of ownership. 
Alternatively, the firm could build in an option to terminate the agreement with 
the trading partner in order to seek out a buyer. The key strategy here is to have 
thought through the implications of a sale to both the trading partner and to a 
non-trading partner before entering into the initial relationship. 

When the owners need to sell, when they receive an attractive offer or wish 
to sell, these prior relationships will help ensure the right potential buyers are 
brought into the sales process. 



Invest2 Exit

194

Chapter Ten: Setting up the Exit Deal

An acquisition is a political process

Even if we think that the benefits to the potential buyer are obvious, it still 
needs to proceed through their own internal acquisition process. Even when 
that process includes a detailed evaluation of the merits of the acquisition, you 
need to remember that it is also a political process with different executives 
advancing their own agendas. There may only be a limited pool of funds for 
acquisitions and yours may be one of several possible candidates. Under that 
scenario, you will need some champions inside the organization to promote 
your case through the system.

It is not just within the buyer’s organization where the investment needs 
to be sold, it is outside to analysts, shareholders and the public. Listed 
corporations are very sensitive to the information released to the public. An 
investment which is supported by the analysts will reflect positively on share 
price recommendations. Conversely, an investment which is somewhat unclear 
or has an uncertain outcome, could well be received with a negative evaluation 
by the shareholders and analysts and thus depress a share price. 

Given that you need internal and external support for your case, you need to 
ensure there is a very good understanding within the corporation of the benefits 
of the acquisition. You should not be leaving it up to senior management to 
guess at the potential or how they might exploit the best value. By working with 
someone inside the corporation on the investment case, you can help ensure 
that all the work which you have put in to reduce risks, structure the business 
for scaled up operation and secure the revenue potential is documented. 
Remember that an investment case is composed of both potential rewards to 
the acquirer as well as potential risks. You can help make the case if you are well 
prepared for the discussion. 

Your inside champion has to convince their own superiors first. Once that 
has been achieved, the CEO will have to take this to the Board for approval. 
Following approval, the corporation will make an announcement to the public. 
At that time the analysts and key shareholders will comment on it. It is critical 
at this point that the case is solid and the price paid indicates a healthy return 
on the investment. Clearly, the easier it is for the corporation to extract early 
revenue, the more positive the investment will be seen by external parties. Thus 
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early revenue, a well articulated ramp up of activities and an early payback on 
the investment, are all key elements of the investment case. 

Basically, you need to plan this in advance. You want active support 
throughout your potential buyer organization and you need a positive public 
reception to the acquisition. The way in which you structure your business for 
sale and the manner in which you assist in the generation of early revenue 
will all heavily influence whether you get support for your deal in the potential 
buyer’s organization. That in turn will be a deciding factor in whether you get 
the deal done. 

What if the buyer requests an escrow?

We can’t always choose the timing of the sale of a business and so there 
are often unresolved issues hanging which can materially affect the sale value. 
The business owner will not wish to discount the sale proceeds to provide a 
contingency for the worst possible outcome but, at the same time, the buyer 
does not want to be out of pocket for negative outcomes which may occur. 
In order to overcome this impasse, the purchase agreement might set aside 
an amount or a number of shares that are held awaiting the conclusion of 
outstanding items. This is an escrow provision.

Both parties need to arrive at a consensus as to which items are being 
provided for, the method by which compensations or adjustments are to be 
made and the timescale over which the escrow is to be in place.  Escrows are 
problematic agreements as both parties are trying to protect themselves and 
yet the future outcome(s) might be uncertain. Too often the agreement ends 
up in dispute where some outcome was not anticipated. Then it is off to the 
lawyers. 

I was involved in one sale where 10% of the sale price was put into 
escrow and held by a large bank as the escrow agent who would in-
terpret the agreement to give back shares to the buyer or disperse the 
remaining shares to the seller at the end of the escrow agreement. A 
number of small items were easily and quickly settled which account-
ed for a small portion of the escrow shares. We then got into a dispute 
over a patent infringement that the buyer settled without the agree-
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ment of the sellers. The resultant dispute over whether this was a valid 
claim went on for the next 10 years, well beyond the one year term of 
the escrow. It eventually wasted away when the shares, originally held 
at a nominal $10.50 per share, were being traded for 6 cents on the 
public market. We decided we didn’t want them back at that stage!

Sometimes an escrow can’t be avoided where there are material issues 
outstanding, however, like earn-outs they are very difficult to construct to 
ensure the agreement is workable. Providing there are very clear cut alternative 
outcomes and the manner of adjustment is seen as fair to both parties, then 
it can be a useful tool to help close the sale. As a seller, perhaps the best way 
to approach an escrow is to write off the proceeds and just hope for a windfall 
gain if things fall your way.  Alternatively, work hard to find a way of avoiding 
the escrow in the first place. There should be strong enough warranties and 
representations in the agreement anyway to protect the buyer. However, they 
may have to go back to the lawyers to enforce the adjustment. 

Clearly the best solution is to resolve all outstanding issues before the sale. 
Good internal control and governance systems will help avoid most of the 
common problems. Then simply find a way of settling everything you can before 
the deal is signed. 

Do you have evidence?

When you put your case to potential buyers, what evidence will you have 
to back up your claims of high growth potential? We need to put ourselves in a 
situation where we can answer any questions put to us by the potential buyer. 
Clearly, they are going to be most interested in whether the take up rate of 
our product or service can be validated. If we have made claims of customer 
interest, where is our evidence? If we have said that customers will buy it, 
where are the letters of intent?

Remember that your sale price will be determined by what the buyer can 
expect to generate in new revenue in the early years of the acquisition. They are 
going to make their own estimates of sales and margins, but what evidence do 
you have to help them with those scenarios. 
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Do you have market research, census data, existing sales and sales trends, 
data from competitors or from similar product launches in the past. If you have 
built revenue projections, what source data did you use and can the results be 
replicated by the buyer? 

If we are going to make claims about a product or service, what data to we 
have to back up our claims? Do we need trial runs, engineering calculations, 
quality results, testimonials, reference sites, independent expert opinion and 
so on. How do we make it easy for the buyer to undertake an assessment of the 
potential of our products or services?

Don’t leave this to chance and don’t allow the buyer to make unsubstantiated 
assumptions which end up undermining your case. Provide them with the data 
which will enable them to validate the potential which you see. 
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Strategic investments are different! 

The traditional manner of assessing business plans, sitting 
through presentations, working out a valuation based on 

the revenue and profit being achieved and then setting up a deal 
simply won’t work in 95% of the cases. What is very obvious from my 
work with entrepreneurs, Angels and VC investors is that few people 
understand how to identify strategic value and, even if they can, have 
little idea of how to execute a strategic sale. 

When you couple this with the fact that most entrepreneurs will 
approach a request for investment from a traditional revenue and 
growth profit perspective, you are being presented with the wrong 
information from the outset. Basically, you will need to take time to 
work with the entrepreneur to assess their strategic value potential 
and then work with them to build a plan for a strategic sale. 

Once you have engaged in a discussion of how a strategic sale 
might be achieved, you can no longer build an investment case based 
on conventional financial value. The EBIT multiple simply does not 
apply to the exit and therefore it is inappropriate for the investment 
valuation.

11 Evaluating Potential
Investments
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A business which has underlying assets and/or capabilities which a large 
corporation can exploit is a very different investment proposition to that of a 
traditional business. These are businesses based on patents, brands, copyright, 
trademarks and deep expertise. The exit valuation in their case is not based on 
what their business can generate in future profits but how much profit a buyer 
can generate by exploiting their underlying assets and capabilities. 

Imagine a very large corporation which has a customer base one hundred 
times that of the potential investee and where their customers would be highly 
receptive to the investee product or service. The large corporation may be able 
to quickly sell these products or services into an existing customer base reaping 
ten times the investee’s revenue, or greater, in the first year of the acquisition. 

Therefore, what is the investee business worth to a large corporation which 
has a ready market for these products or services? The value of the investee 
business to the buyer is based on what the buyer can do with the investee 
business not what the investee can do with it. In fact, the investee’s revenue, 
profits, customers and numbers of staff may be quite irrelevant in putting a 
value on their business. 

There are some markets where strategic value is the norm in the sale of 
a business. If you look to the drug discovery sector, you often see small 
development companies which get a drug to a certain stage of development 
and then sell it off to a large pharmaceutical corporation for the next stage 
of commercialization. The value of the drug is related to its potential long 
term revenue and the risks associated with completing the development and 
approval stages. Many of these development firms have few staff, no customers 
and no revenue. However, within that market, there are established norms for 
valuing drugs at different stages of development. 

Unfortunately, we do not have the same set of norms across a wide variety 
of sectors, so we need to be somewhat creative in how we approach the initial 
valuation problem. You can hardly engage in a discussion of a strategic exit with 
an entrepreneur, say, putting the potential exit at $40 million in two years and 
then argue that, because they don’t have any revenue, you value their business 
at $200,000. 
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Working out a valuation based on strategic value is very difficult but not 
impossible. What you have to do is estimate the revenue and profits that the 
acquirer will generate from your business. If you have customers and some 
revenue and they have a customer base one hundred times yours, then it might 
be fair to say that the value is one hundred times your conventional valuation. 
Will you get that for your business? Probably not, but you will gain some portion 
of that value if you set the deal up correctly with the right potential buyers and 
ensure you have a competitive bid running when you come to sell. 

It is somewhat more problematic when you have no revenue but there is a 
clear case for a strategic value sale. In this case, you might start by estimating 
what it would be worth to a large corporation and then discounting this back to 
arrive at a NPV for the investee business. This number then becomes the post 
money valuation. 

However, estimating what the buyer could earn from the use of the strategic 
asset or capability is highly uncertain. Different buyers will have different 
opportunities and this might create a wide range of potential valuations. Also, 
you can’t be certain how long it will take to get the deal done. A delay of even 
one year can make a large difference to the NPV.

Of course, you have no certainty that any deal will occur. In these ventures, 
you are often dealing with emerging technologies, uncertain future markets, 
competitors who are yet to appear and IP which is incomplete and yet to be 
registered. The potential might look outstanding, but it still comes with a level 
of uncertainty and risk.

Understanding the strategic value, identifying strategic buyers and working 
out some crude calculations of the revenue and profit to them are essential 
steps in putting a present value of the investee business. 

Another way in which a valuation might be arrived at is to consider the 
alternatives to the strategic buyer. A corporation may be willing to pay a premium 
on an acquisition if they can enter a strategic market early by acquiring the right 
product, process, or intellectual capital. That is, what would it be worth to them 
in additional profit if they bought now rather than wait to develop their own 
solution?
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Large corporations generally have very high R&D costs due to their overhead 
costs, bureaucratic processes and higher remuneration and benefit levels. 
The research shows also that they are not good at developing breakthrough 
technologies or processes. Small firms often bring new products to market 
faster and with more creativity than large corporations, offering the large 
corporation a possible supply of innovation. The small firm that can provide a 
proven solution, often developed at a fraction of the cost which a large company 
could do it for, can sometimes be acquired for less than the corporation would 
have to spend developing a comparable product. 

At the same time, the corporation needs to consider the additional revenue 
they might achieve by bringing an acquired product to market early. With a 
much larger existing customer base and/or distribution channel, they might 
readily recoup an investment even if they pay considerably more than the 
development cost of the product. 

It might be possible to arrive at an estimate of what it would cost a large 
corporation to develop a similar solution. You also need to estimate the time 
it would take them to begin introducing the new product or service to the 
market. Next you should estimate how much gross margin the corporation 
could generate in this gap between an acquisition now and when they could 
bring a product to market. If you discount this gross margin back to the present 
by a reasonable risk rate, you will have a NPV for your investee firm. 

You might also consider what a buyer would lose by not acting early. Timing 
is always relative to the impact of a threat on the potential buyer. Where the 
prospective buyer has a choice to delay doing something about a threat or 
problem, the strategic value is reduced. However, where a threat exists, the 
impact of not doing something to counter or mitigate it may be very serious.

The time factor is most impacted by the resilience of the potential buyer 
to withstand the threat. The lower the damage forecast, the less the need to 
look for alternative courses of action. The longer the time available to seek 
an alternative or to manage the situation, the more likely the damage can be 
minimized. The size of the threat is another way to estimate the strategic value 
of the investee firm.
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In assessing the value of a potential acquisition, the potential buyer also needs 
to consider the impact on their business if a competitor acquired the investee 
firm. If the selling firm has on offer some unique product or technology which 
is heavily protected by patents, the corporation which misses out being the 
acquirer may not be able to counter the competitive effect of another company 
aggressively marketing the products into their marketplace. By forgoing the 
opportunity to acquire the firm, they may hand to their competitor a weapon 
which will be used against them. 

Some opportunities are very time and place dependant. It may well be that 
the timing of the strategic sale impacts on the value to the buyer. Timing is 
relative to the impact of the opportunity on the potential buyer and whether 
the opportunity will evaporate or decline if not acted upon. Where the potential 
buyer has a choice (such as whether to pursue an opportunity or not), the seller 
needs to be able to show that the opportunity will reduce if not acted upon. The 
opportunity cost, that is the cost of not doing something, might be high, but it 
may not reduce current revenue. 

In essence, the more time the potential buyer has to find an alternative 
solution, the lower the strategic value of the acquisition.  In turn, where 
corporations are forced to seek solutions externally to a potential opportunity 
and where time is short, the more likely they are to pay a premium on the 
acquisition. 

A good rule of thumb for arriving at the maximum sale price of a strategic 
acquisition is to discount the first two years of gross margin on new revenue 
generated by the strategic asset or services. Alternatively, what is the discounted 
gross margin on current revenue which would be lost if there is no acquisition.  
If this calculation is undertaken for the top half dozen potential buyers, some 
idea of the potential of the investee can be arrived at. 

Once you have a determined a potential exit value, you need to decide if you 
have the resources to secure the strategic sale. The quality of the management 
team then becomes of critical importance. 
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The Management Team

The literature in the venture capital area is dominated by the quest for the 
‘A team’. This is the super team. The ‘A team’ has done it all before and has 
the skills, capabilities and diversity to cope with anything under any conditions. 
Regrettably, they rarely exist and Angel and VC investors have to put up with 
business plan presentations from ordinary mortals. 

However, that is not to say that their objective is wrong. It is simply that 
executives who have done it before have probably learnt from their successes 
and failures. They are well connected in the industry and are knowledgeable of 
other experienced executives and can easily recruit additional team members. 
For the investor, it is all about reducing risk. If they can invest in a well rounded 
team with experience, they have a greater chance of achieving their minimum 
targets. 

The ‘A’ team also brings with them the following:

•	 A knowledge of the investor investment requirements

•	 Willingness to negotiate a realistic valuation

•	 Experience with an exit

•	 Not as emotionally attached to the ‘product’

•	 Networks within the industry and with potential alliance partners

So for the investor, members of an experienced team are easier to deal with 
and have a good understanding of the funding process.

Although the venture capital market has been operating in Australia and New 
Zealand for over 20 years on a formal basis, there are still very few experienced 
management teams that have gone through a formal private equity investment 
and exit cycle more than once, unlike the US and European markets that have 
floating management teams that move from one investment with a Angel or VC 
firm though to exit and on to another investment.

Many of the deals brought to an investor for funding simply lack an 
experienced set of executives. There can be no question that the entrepreneur 
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brings the idea, the passion, the vision and the energy, but other people usually 
make it work. 

When the investor looks over the business plan, they are working out what 
activities need to be executed to deliver the critical targets and to secure the 
strategic sale. This might be sales, marketing, product development, quality 
control, setting up relationships with strategic buyers, working with advisors 
and so on. For each of these activities, you want to know who on the team will 
deliver this operationally. 

The real test to be applied here is operational. Given where the business is 
today, can the team execute, with reasonable confidence, the activities needed 
to get them to the exit conditions within the target period. In some cases, the 
investor will be making a judgement as to their own impact on the ability of the 
firm to achieve such results. So the fundamental question that the investor has 
about the management team is: ‘Can the team and I together achieve the targets 
needed to exit?’ Basically, this will be a strategic sale and the management 
team may not be needed beyond that event. Not all proposals need the 20 year 
veteran or the executives recently cashed out from their recent IPO. In fact, this 
may be the wrong team for a clearly defined strategic exit.

However, the business proposition still needs to show who is going to deliver 
on each of the major activities needed to reach the exit conditions. Any weakness 
in the team will need to be corrected or undertaken by the investor. This is a 
critical time for the entrepreneur, as they need to put together a team with 
a high probability of meeting the targets. Some of the founding shareholders 
may have to step aside and new executives recruited to meet the experience 
requirement. Where the management team is not complete, the investor will 
want to see an acknowledgement that the existing management recognizes this 
deficiency and accepts that new talent will need to be recruited to deliver on 
the business targets.

The management team can be supplemented with experience from a Board 
of Directors, a Board of Advisors and external consultants.  

You also need to acknowledge that the whole notion of a short term strategic 
exit may not have been considered by the entrepreneur. The team which they 
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have assembled to grow the business may be the wrong team for an exit 
program. It may be that they will need to change direction completely. Instead 
of pursuing customers, they might need to spend more resources on product 
development. Instead of working to generate cash, they might be better off 
taking a larger investment to secure a short term strategic exit. 

This entire discussion may be very confronting, even if exciting in possibilities. 
You may end up restructuring the business. Instead of a plan to grow the business 
over the next few years, you might be confronting them with a potential sale 
inside a year.  This is going to take some discussion and planning. Once accepted, 
you still need to set up the investment deal.

It is unlikely that the investor will ever know as much about the product as 
the entrepreneur and his team. Even if the investor has a technical background, 
this can quickly be outdated and thus they are rarely in a position to adequately 
judge the quality of the product development systems or the realism of the 
timescales. This is, therefore, a high exposure area for the investor. So, on the 
one hand you have a very strong possibility of a high value exit and, on the 
other, a number of tasks which need to be done by the investee firm, some of 
which may have some uncertainty about its timing or outcome. 

Before you take this too far, you need to ascertain what the entrepreneur 
wants to do. You can’t assume that they will want to take their venture to an 
exit, especially over a short timescale. Effectively you would be asking them 
to drop everything they are doing, change direction and take it straight to a 
strategic sale. If they are in the middle of a longer term plan involving developing 
markets, growing a business and setting themselves up as a CEO of a growth 
venture, this is quite a change. Not everyone will want to go on a different path.

However, you might simply ask why they are doing it? What is their long 
term objective? Basically, as I often express it – ‘what do they want to be when 
they grow up?’ Usually an exit is somewhere in their plans but is some distance 
off because they see how much they still need to do to build out their business 
and establish a reasonable level of profit to justify a good exit price. When you 
present them with an strategic exit possibility, potentially many times what 
they thought their business could be worth, they generally change their mind 
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and come on board. But they do need to make that switch if you are to work 
together on a strategic exit.

Another important consideration for the investor is whether they have 
sufficient trust in the entrepreneur and the management team. Recall that it 
is the management team which will be using the investor’s funds and it is they 
who will have to deliver on the exit strategy. Unless the investor has faith in the 
team and is comfortable with letting them loose to execute on the strategy, the 
investor should be very wary of entering into an investment agreement. 

The Investment Proposal

It is highly unlikely that the investor should expect the entrepreneur to come 
with a business plan in hand which sets out a strategic sale opportunity. Almost 
without exception, it will be up to the investor to identify the possibility of a 
strategic sale and to bring this to the attention of the entrepreneur. Even if the 
entrepreneur sees the possibility of a strategic sale, they will not know how 
to execute it. You can expect that the investor and the entrepreneur will need 
to work together to build the investment case; identifying the strategic value, 
selecting potential strategic buyers, working out a possible exit value and then 
determining what needs to be done to prepare the business for the strategic 
sale. 

The agreed business plan is simply about execution. The business is at point 
A (now) and it needs to get to point B (the exit), what needs to be done to get 
there? You need to see exactly how the strategy will be put in place over the 
preparation period. 

Knowing that the management team is somewhat green and will need 
help to develop the business for the exit, the investor needs to work with the 
entrepreneur to determine the investment required and the program that 
needs to be undertaken to drive the strategic exit. 

There is nothing wrong with the entrepreneur admitting they need help to 
develop such a detailed exit plan, but the investor should delay making any 
substantial commitment until a proper plan is in place, even if they help develop 
it. Only by getting down to this level of detail will you understand just how much 
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finance and effort you need to contribute, but also, just how likely the business 
is to succeed in getting to a strategic exit. 

Before committing to the investment, you should be able to review every 
part of the plan and see exactly what each person will be doing to contribute 
to the overall plan. This should be set out in an organizational plan, including 
recruitment and training, office accommodation, manufacturing and 
warehousing space, infrastructure planning, a finance plan and a set of resulting 
financial statements and so on. 

The more that you can define how to achieve the exit, the more convincing 
the plan is, the safer the investment will be. 

Valuation

Before the Angel or VC investor contributes funds to the venture, they will 
need to agree with the entrepreneur some basis for an equity share – the 
valuation. 

Entrepreneurs have always seen the initial valuation as the most important 
part of the investment process – as this can impact greatly on what they walk 
away with on the exit. At the same time, the investor sees entry valuation as 
the key to the investment return – if they get too little equity they may not 
see a reasonable return on the exit if the venture is not overly successful. Thus 
valuation discussions can be stressful on both parties and often emotional. 
Finding a path through this discussion is critical if both parties are to proceed 
with the investment and still retain a positive working relationship.

Historically, few Angels or VC investors have given the exit event much 
detailed consideration at the time of investment, leaving this to be undertaken 
further into the investment when they have a better idea of the market and 
the venture capabilities. Investors normally believe that a successful venture 
will provide adequate opportunities to exit and leave the exit planning to later. 
But in fact, this is the critical event and should play a much greater part in the 
investment decision. A venture with a highly probable exit path should be a 
preferred investment. 
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Valuation of an existing business before external funding and the subsequent 
valuation of a business with funding has to be the most controversial topic 
in the venture capital literature. It is the greatest source of conflict between 
entrepreneurs and external investors, is plagued by emotion, misunderstanding, 
entrenched position taking and ignorance. It has often been said that 40% of 
deals fail to secure VC funding due to a failure to agree a valuation. What is 
regrettable is that it is highly possible that many of these ventures could have 
made both the Investor and the entrepreneur considerable wealth. 

Valuation is the process of estimating the monetary amount the firm is worth 
based on its future expected returns. Historically, this has been based on the 
NPV of the future net earnings. But this is often a highly problematic calculation. 

Consider the typical early stage entrepreneurial business. It often displays 
some or all of the following attributes:

•	 uncertain cash flows;

•	 few tangible assets;

•	 some specialised equipment which often becomes technically obsolete;

•	 few debtors;

•	 little inventory;

•	 new and sometimes unproven products or services;

•	 often an immature management team;

•	 an emerging market which is yet to be stabilized;

•	 no established market for shares, especially a minority holding; and/or

•	 uncertain timing of revenue and profitability.

So, unlike the secured investor such as a bank, the VC investor has an illiquid 
market in which to sell the shares, is dealing with high levels of uncertainty in 
the business, the market and the management team and has little security for 
the investment. 
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Which valuation method should you use?

Traditional valuation methods have been established to value existing 
business where historical data can be used to show revenue and profit trends 
and where established products have a market presence. However, most 
emerging ventures which seek Angel or VC funding are of limited life, have little 
history and a somewhat speculative future. Traditional methods of valuation 
don’t really apply. 

In order to start any sort of meaningful discussion, the conventional approach 
to an investor has been to write a forward projecting business plan and use this 
as the basis for a valuation. However, too many entrepreneurs produce five-
year forecasts based on assumptions which are, at best, guesses as to the state 
of the economy, the reaction of competitors and the behaviour of prospects. 
Then they use complex formulae to work out a Net Profit After Tax (NPAT) over  
five years. From this profit forecast they calculate a valuation to four decimal 
places using an assumed discount rate. At the very best, it is one person’s view 
of the future, but it fails to recognise that any other view may be equally valid. 

In truth, no one can accurately predict the future. The entrepreneur is 
generally going to be optimistic and the investor somewhat pessimistic. 
Somehow, they have to come to an agreement on a valuation or the negotiation 
simply goes nowhere. 

Entrepreneurs should be highly averse to high valuations. While they look 
good at the start of the venture, they place unrealistic expectations on the 
business to perform. Even the slightest slippage can lose the entrepreneur his 
business. Investors are not known to take shortfalls kindly. Far better for both 
parties to agree a lower/negotiated valuation where the investor can readily 
make the hurdle rate and the entrepreneur has a better chance of staying in 
control and making a reasonable return on their effort.

Now lets throw a strategic exit into the equation. The situation may change 
dramatically. No longer are we talking of 3 – 5 years and considerable execution 
risk. It is highly probable that the exit could be undertaken in less than two 
years. Former plans to expand the market, develop new products and grow the 
number of employees may all be discarded. A new plan is constructed which 
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focuses entirely on preparing for the strategic exit. No longer are net earnings 
the key factor, it is the exit valuation which determines the value of the venture, 
but this can be highly speculative. Depending on how successful the buyer 
approaches are and the timing of the exit, the potential valuation could vary 
from the worst to the best by a factor of 10. 

In this situation, a flat percentage of the equity will be difficult to negotiate. 
A $500,000 investment that could result in exit values of between $10 and $100 
million needs a different approach. 

Negotiated valuation

One method of arriving at a valuation which reflects a better balance between 
risk and reward for both parties and provides a fair method of compensation for 
their respective contributions, is to consider what the valuation of the business 
may be at a future exit event and discount this value back to today’s dollars. The 
future exit valuation of the firm is a metric that is of real interest to both parties. 
If it was known with some certainty, the current valuation could be more readily 
determined by using a discounted cash flow methodology. The discount rate 
could be adjusted for higher levels of uncertainty but it would still be a place to 
start. 

So, for example, a firm with an exit valuation of $10 million in three years 
with a discount rate of 40% would be worth $3.64 million now. A $1 million 
investment would thus gain the Investor 27.5% shareholding.

Possible alternative valuation scenarios to the above are:

•	 The Investor wanted some higher comfort factor. A higher rate of discount 
could be used, say 50%, which would result in a lower Net Present Value 
(NPV) of $3 million giving the Investor 33% equity. 

•	 The Investor wanted some higher comfort factor. A lower exit valuation 
could be used, say $8 million, which would provide a NPV of $2.9 million, 
giving the Investor a share of 34.5%.

•	 The entrepreneur is more optimistic than the Investor and believes that 
an exit valuation of $20 million is likely. This would give a NPV of $7.3 
million and the Investor share of this would be 13.7%. 
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The real problem lies in the balance of risk and reward. If in fact a low exit 
value was achieved, both parties lose but the Investor is likely to be the one 
with the highest cash investment loss. The entrepreneurial team will have put 
in time and sweat but probably much less cash.

At the same time, if a high value is achieved, both parties would seek the 
upside. The entrepreneur would most likely claim that he deserves the most 
credit because it is his vision, business model and leadership that are probably 
the key to success, not the cash from the Investor. The Investor would most 
likely argue that the business could not have achieved the high valuation 
without the cash injection from the Investor. The Investor, of course, wants the 
lower valuation in case things go wrong and so the upside is much higher. The 
entrepreneur wants a higher valuation to limit the equity of the Investor if the 
venture proves very successful.

The Investor would like to ensure that they don’t lose any money on the 
deal. They are much more sensitive to a loss than to a significant gain. Thus 
there is considerable pressure on them to push down the valuation. However, 
a lower valuation means that the entrepreneur makes much less on exit and, 
therefore, is not as motivated to go through with the deal or work hard to make 
the exit happen. The Investor needs to find a valuation figure which strongly 
motivates the entrepreneur. 

External investors can use a variety of techniques to achieve this balance. 
One simple technique is to set the return to the Investor at a specified rate of 
return. Any excess over this amount from the exit goes to the entrepreneurial 
team. Another technique is to set the external investment as preference shares 
with an accumulating dividend. Since preference shares are paid out before 
ordinary shares, the investor will recover some or all of their money before 
other shareholders share in the proceeds. An Investor might also have some 
ordinary shares to give the Investor a share of the higher exit valuations.

Some external Investors use options to provide additional incentives to the 
entrepreneur and senior management to allow them to accumulate additional 
equity in the business. The options may be set against certain milestones or 
performance targets which represent higher potential exit proceeds. The 
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entrepreneur gains a greater percentage of the proceeds as the options kick in 
at higher exit valuations. 

An anti-dilution clause in favour of the investor in an investment funding 
agreement has the effect of protecting some or all of their investment in the 
event that the valuation falls with a subsequent funding round. This clause 
adjusts the shares of the Investor so that their original investment retains its 
monetary value under the new valuation. In this situation, it is the original 
founders who suffer the negative adjustment. This type of adjustment, however, 
typically will not be readjusted with subsequent higher valuations. 

A solution for both parties lies in negotiating a valuation formula which both 
parties can live with. This could be a stated value at somewhere between the 
Investor valuation and the entrepreneur’s valuation, or it could be a starting 
value but with equity adjusted up or down for different levels of success.

The parties could agree a strike point which would determine initial 
shareholdings. This could then be adjusted for higher or lower exit valuations. 
For example, the parties could take the two opposing valuations and use these 
as a basis for calculating the shareholding at exit.

Negotiated valuation example 1

•	 VC investment is $3 million for an initial 33% equity share.

•	 Exit after three years.

•	 The Investor estimates a $25 million exit.

•	 The entrepreneur estimates $50 million.

In the example set out below the parties have agreed the following:

•	 VC fund’s equity share will remain at 33% for all exit valuations below 
their expected valuation of $25 million.

•	 The Investor’s ROI on exit valuations between $25 million and $50 million 
are held at 40% thus giving the VC fund certainty of returns.

•	 Where the entrepreneur’s estimate of $50 million is achieved, he retains 
a greater proportion of the equity (i.e. the Investor’s share is reduced to 
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16.4%), but the return that the VC fund earns is significantly greater than 
at lower valuations.

In this example, both the entrepreneur and the Investor share in the upside 
of higher exit proceeds.

Exit Valuation
   $ million

Investor Portion
   $ million

ROI to Investor
% pa

Strike
Valuation

Investor
Equity %

5

10

15

25

30

40

50

80

100

5.0

8.2

8.2

8.2

8.2

8.2

8.2

9.3

10.0

-.0

19

40

40

40

40

40

40

50

100.

82.0

55.0

33.0

27.3

20.5

16.4

11.6

10.0

VC Estimate

Entrepreneur
Estimate

Negotiated valuation example 2

Alternatively, a much more aggressive model would see the valuations move 
in the Investor’s favour with lower exit valuations and more security on the down 
side for the Investor. This acknowledges the need for the Investor to achieve 
their desired ROI. At higher exit valuations, the pendulum swings the other way, 
increasing the reward to the entrepreneur for outstanding performance. 

An example might be: 

•	 External investment $3 million.

•	 Exit after three years.

•	 The Investor estimates a $25 million exit.

•	 The entrepreneur estimates $50 million.
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In the example set out below, the parties have agreed the following:

•	 Investor’s equity share increases at low valuations thus providing more 
security on the downside.

•	 The entrepreneur retains greater levels of equity at higher valuations 
while still allowing the Investor to earn significant returns.

Exit Valuation
   $ million

Investor Portion
   $ million

ROI to Investor
% pa

Strike
Valuation

Investor
Equity %
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50
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100

5.0

8.2

8.2

8.2

8.2

8.2

8.2

9.3

10.0

-.0
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40

40

40

40

40

40

50

100.

82.0

55.0

33.0

27.3

20.5

16.4

11.6

10.0

VC Estimate

Entrepreneur
Estimate

Negotiated valuation example 3

For a smaller deal the model might look like this:

•	 External investment $3 million.

•	 Exit after three years.
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This type of formula can be used over successive rounds of external funding. 
Each round would put in place the formula for determining the share of the 
final exit valuation to the new investors. 

The entrepreneur who is unwilling or unable to accept a lower/negotiated 
valuation, should consider seriously a ratchet where the entrepreneur earns 
additional equity for achieving certain pre-agreed milestones/targets. These 
targets could be qualitative or quantitative in nature. 

These types of valuation formulae are especially useful with strategic exits 
where the investment may be relatively small, since they are only being used 
to execute the exit and not grow the business. The timescales are often short. 
The risks are relatively contained since the investment is not undertaken unless 
a clear path to a strategic exit is obvious. The Investor, even at relatively low 
equity portions, still makes a very good return on the investment. 

Exit Valuation
   $ million

Investor Portion
   $ million

ROI to Investor
% pa

Strike
Valuation

Investor
Equity %

1

3

8

10

15

20
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1.0

3.0

8.0

8.2

9.0

10.0

12.0

15.0

17.0

-.0

-.0

38.7

40.0

44.0

49.0

59.0

71.0

78.0

100

100

100

82

60

50

40

30

17

Strike
Valuation
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Staged exits

One of the possibilities in many strategic value deals is that the venture 
will have a range of IP which can be exploited in different markets. One of the 
difficulties in assessing the best method of selling the business is that a buyer 
for one part of the IP may have no need for other IP held by the firm. If, however, 
the IP can be split, it may be packaged in such a way that different buyers can be 
secured for different IP. 

To provide the necessary separation of the IP, it is useful if the IP can be 
bundled in such a way that one set gives no advantage or entry point in a 
different market held by a different sector buyer. Sometimes this can be difficult 
where a platform IP contributes to all the market applications. If, additional 
but different IP can be used to create unique applications in each sector, the 
platform IP can be licensed to each of the buyers. Each buyer would then 
acquire exclusive rights to that IP specific for their sector. In this way multiple 
sales can be achieved.

This does complicate the investment and exit strategies somewhat as these 
different exits may be staged over time. The venture may focus on one sector, 
package that up and sell it before moving onto the next. It is possible that this 
could be done multiple times before the IP is fully exhausted.

Another possibility is that the venture has a development capability which 
can produce new IP over time. In this case a different form of exit might be used.  
As each set of IP becomes available for commercialization, it could be spun out 
into a separate firm. This could then attract additional investment specifically to 
progress the exit of the spin out. 
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Once the strategic value has been determined and a number 
of potential buyers identified, the next task is to build an 

execution plan which will achieve the strategic sale. In a very simple 
deal, say just involving the sale of established IP, the process may be 
achieved in only a few months, however, more complex situations will 
take much longer. If the business has to be prepared for due diligence, 
restructured to improve its value and buyers have to be contacted 
and relationships established, it is likely that process will take at least 
two years. It is likely that the process of preparing the business for 
sale will involve hundreds of activities spread across a number of 
individuals. All these activities have to be planned, monitored and 
reviewed on a regular basis. In addition, the normal activities of the 
business need to be planned, executed and monitored. Implementing 
a reporting structure to ensure that the business is run efficiently and 
major objectives are achieved is an essential part of the exit strategy. 

The diagram below sets out a structured process for preparing for 
a strategic sale. 

12 Executing the
Exit Strategy
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As you can see the process involves reducing risk in the business, developing 
the strategic assets or capabilities of the business, assembling the deal team, 
building relationships with buyers and then undertaking the competitive bid 
process. Without a proper project plan in place and widespread agreement 
among all the stakeholders to the plan, it is unlikely to be well executed.

Strategic Trade Sale Strategy

•	 Review assets and 
capabilities

•	 Select potential buyers
•	 Review valuation

•	 Audit Contracts
•	 Review OH&S
•	 Business plan

•	 Directors, managers and key employees
•	 Build after-sales scenarios
•	 Agree trade sale objectives

•	 Standardize agreements
•	 Audit infrastructure
•	 Protect IP 

Due Diligence

Strategy

Alignment of interests

•	 Build relationships
•	 Understand 

acquisition processes
•	 Build scale capability

•	 Due diligence file
•	 Professional tax advice
•	 Develop incentives

•	 Competitive tension
•	 Define value for buyer
•	 Negotiate Contract

Sale Negotiations
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Managing the Business

The process of securing the strategic sale starts by putting in place systems 
and processes to manage the daily operation of the business. 

Angels and VC investors typically invest in start-up or early stage businesses 
and normally before they become very sophisticated in their management 
and governance processes. While many early stage ventures are started by ex-
corporate executives, their personal experiences of working with enterprise wide 
performance setting and monitoring systems is likely to be non-existent. Even 
entrepreneurs who have managed ventures before may not have experienced a 
well designed reporting system.

Of course, many Angels and VC investors themselves do not have this 
experience. Just because they have high net worth, or because they have sold 
their own venture or have held a senior corporate job, does not ensure that they 
have personal experience with a quality performance setting and monitoring 
system across an enterprise or in working with a Board of Directors. Yet this is 
what the Angel and VC investor needs to have implemented within the investee 
firm if they are to properly prepare it for sale to a large corporation. 

Very few investee firms can be expected to have sophisticated systems or 
good governance processes. You can anticipate this when you look at the typical 
firm in which an Angel or VC investor invests:

•	 Start-up or early stage venture;

•	 Immature products or products still at design or prototype stage;

•	 Often emerging markets;

•	 A management team that may not have senior management experience;

•	 Gaps in the management team experience;

•	 Almost certainly a lack of formal management reporting systems;

•	 Lack of key performance indicators, lead indicators, individual targets 
and budgets;

•	 Probably a business plan but a lack of operational detail.
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If the Angel or VC investor is to guide through the process of preparing for 
a strategic sale, they have their own issues to cope with. The Angel and VC 
investor must deal with:

•	 Limited time to spend with each investee firm;

•	 They are normally only a minority investor;

•	 They are not running the business on a day to day basis;

•	 They may not be experts in the underlying technology or marketplace;

•	 They don’t have the time or the knowledge to make operational decisions.

While Angels may be regarded as ‘hands on’ investors, this is not the same as 
day to day management. Without adequate performance setting and monitoring 
systems, they are effectively working in the dark. No doubt they have chosen a 
specific investment because they do feel comfortable with the marketplace and 
with the potential of the business and no doubt have also taken into account 
where they can add real value to the product/market or other aspect of the 
development of the business. But they are still not there day to day making the 
decisions.

They also have a major role in preparing the business for a number of 
possible outcomes, additional rounds of investment from other Angels or a VC, 
a trade sale or an IPO or for independent growth. In order for the business to be 
successful, each one of these outcomes really needs the business to be running 
effectively and efficiently. It is in preparing the business for these possible 
outcomes that the investor has his most important mission in the business. This 
is the critical value that he brings to the table – steering the development of the 
business at a strategic level and guiding the management in establishing and 
working with proper controls. 

As the business develops and the number of employees grow, the task of 
monitoring at an operational level will become increasing more complex. This 
is where a range of guiding mechanisms and controls help. While the business 
is small and everyone is working closely together, the amount of information 
needed to be formalized is slight, but as the business develops and grows, no 
one person is able to assimilate all the different activities of the business and 
ever more information about what is happening inside and outside the business 
needs to be collected, understood and acted upon.  
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The task of the investor in most investee firms is to anticipate these needs, 
educate management on the need, what type of systems etc are needed and 
assist them in  planning the necessary changes. Nothing can be more damaging 
to a growing business than to find itself without adequate planning and 
operational control systems.

In planning for a strategic exit, those planning systems need to be in place to 
ensure that day to day operational activities are undertaken effectively and that 
those tasks required to get the exit deal done are acted on and monitored. At 
the same time, it reassures the buyer to know that good reporting systems and 
governance systems are being used to manage the business.

At an operational level, the following reports and actions might be considered:

Stage One:	Up to 10 employees

•	 Quarterly financial statements

•	 Monthly cash flow reports

•	 Monthly creditor and debtor reports

•	 Quarterly budget performance

•	 Annually revise the business plan

•	 Monthly list of priorities for each manager

•	 Monthly action plan for each manager

•	 Monthly review against action plan

•	 Monthly review of critical KPIs

•	 Board meetings quarterly

Stage two:	 Up to 30 employees

•	 Monthly Financial statements

•	 Monthly budget performance

•	 Quarterly revised business plan

•	 Quarterly report on lead indicators

•	 Major topics reviewed at each Board Meeting

•	 Board meetings every two months
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•	 Job descriptions for all manager and supervisor jobs

•	 External advisor on employment terms and conditions and compliance 
issues

•	 Part time CFO

Stage three:	U p to 100 employees

•	 Full time CFO

•	 Weekly Creditor and Debtor reporting

•	 Weekly sales performance reports

•	 Weekly project completion progress reports

•	 Training of senior management in employment compliance issues

•	 Job descriptions for all employees

•	 Formal annual performance reviews for all employees

At an operation level, early stage ventures are especially sensitive to cash flow 
more than anything else and yet they often lack the knowledge and discipline 
to manage it carefully. Traditional financial reports are not designed for this 
purpose and, in any case, making profits is not the same as having enough cash 
to be solvent. Thus part of the discipline that an Investor should insist upon is 
rigorous and detailed cash flow analysis. Every member of management should 
be involved in the analysis of cash flow since every activity within the firm has 
an impact on cash availability. Management should be sensitive to how cash is 
being generated and used as well as how they can impact it through their own 
actions and decisions. Only by working with the detail will they assimilate this 
information. It is the area of greatest risk to the emerging venture.

One way to bring this lesson home to an inexperienced management team 
is to have them prepare a worst case cash flow. This report sets out the cash 
projection of the business using different layers of cash inflow and outflow. The 
beginning layer has only committed cash flow. That is, only cash inflows that the 
firm can reliably count on and only cash outflows that the firm is committed to 
in the foreseeable future. The report is usually prepared over individual weeks 
for three months and then monthly for a further 6 – 9 months depending on the 
horizon for projects under management.
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Worst case cash inflows would normally include:

•	 Cash at bank

•	 Aged accounts receivable (expected date of payment)

•	 Work in progress completions (date of invoice plus collection period)

•	 Recurring payments on customer agreements (support fees, royalties 
etc)

Worst case cash outflows would normally include:

•	 Aged accounts payable (expected date of payment)

•	 Purchase order commitments (date of invoice plus expected payment 
period)

•	 Recurring administration, office, payroll, tax expenses. (excluding aged 
payables)

This should produce a cash flow balance (surplus or deficit) for the planning 
period. A shortfall may be met with an existing line of credit or bank overdraft, 
use of credit cards and personal loans from shareholders. A difficult situation 
should result in an examination of customer accounts to see if any payments 
can be pulled forward through follow up activity, early payment discounts etc. 
WIP payments might be pulled forward by early completions and bring forward 
invoicing. Payments to suppliers might be delayed where this can be arranged 
with the supplier.

Added in the next layer are the most likely additional sales to customers. 
This might be actual named prospects or additional work to existing customers. 
Alternatively, in a high volume business, it could be the minimum level of repeat 
business the firm experiences at that time of the year. On the expenses side, 
the report would start to layer in discretionary expenses, cash permitting. This 
might include new employees, new equipment, office expansion, additional 
product and market development costs and so on.

Additional layers of less probable revenue and less urgent discretionary 
expenses are added to gain a complete picture of the business under worst, 
most likely and best case scenarios. 
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Every business has a critical time horizon for new business. If the cash inflow 
looks weak and it cannot be improved in the short term, then management 
and the Board are warned well in advance and they can start to take corrective 
action. These may include switching resources to income generation, cutting 
back on expenses, deferring some projects and making staff redundant. 

Other reports should be developed within the business to focus on critical 
areas. These might be for sales lead tracking, quality control, project completion 
and so on. Every business has aspects of its activity that provides an early 
warning of problems to come, either too much activity or too little. These lead 
indicators are the monitoring points within the business. The investor needs to 
help management identify these and help them design monitoring systems to 
track them. Policies can then be developed for when management and/or the 
Board need to be informed and action taken. 

Part of the contribution that an investor makes to an investee firm is to help 
them work with external investors where they have not experienced this before. 
Entrepreneurs that have been used to making their own decisions, deciding on 
their own priorities and setting the direction of the firm without having to gain 
approval from a 3rd party, will find this very challenging and confronting. But 
if they wish to grow the business and bring in additional external funding, take 
the business public or secure a strategic buyer, then this is an environment and 
a discipline that they need to learn. The Investor can help by leading the way, 
showing them how a Board works and how they can make positive use of the 
Board. 

Many firms implement standard financial reporting for the Board but fail 
to adequately deal with strategic or risk issues. The investor should develop a 
schedule of major issues that should be dealt with at Board level. I have set out 
below a possible list of topics. Some may be more appropriate at later stages in 
the growth of the business. 

The investor may play many roles including mentor, coach, consultant 
and sounding board for the management team. But he/she also represents 
minority investors, external investors and, hopefully, future investors or a buyer. 
Establishing the right systems, setting the right direction, building the right 
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culture and developing the right disciplines is an important contribution that 
the investor makes to executing the business strategy. 

Proposed major topics for Board Meetings

1.	S trategy

•	 Review of overall direction of the business. 

•	 Where do we want to be in 12, 24 and 48 months.

•	 What are the major changes in the organization that we should be 
planning for.

•	 Summary of a SWOT analysis for each product/market. What major 
changes should we be making at that level.

Input: 	 Strategy paper from the CEO

Output:	  Approved strategic initiatives 

2.	 Acquisitions and Integration

•	 Review of landscape. 

•	 Check on current criteria for targets. 

•	 Review of targeted acquisitions and whether the firm is at the stage of 
building relationship and/or discussions.

•	 Review of likely acquisitions and or gaps that would be useful or are 
needed to be filled.

•	 Review of integration issues with current acquisitions.

•	 Discussion of integration capacity and policies. 

Input: 	

•	 Review of marketplace in each of the firm’s major sectors. What 
companies are operating in each one. Where are the possible 
targets that conform to the acquisition criteria.
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•	 Update on relationships with approved targeted businesses.

•	 Update on negotiations of those businesses approved to proceed. 

•	 Review of integration issues and problems associated with acquired 
businesses.

•	 Criteria for acquisitions.

Output: 

•	 Changes to integration resources and policies.

•	 Identification of target markets and possible target businesses for 
analysis. 

•	 Approval to proceed with relationship building.

•	 Approval to proceed to acquisition discussions.

•	 Update on acquisition criteria.

3.	 Budgets

•	 Discussion of major assumptions underlying budget preparation.

•	 Review of performance statistics across the business. 

•	 Review of capital expenditure, product, market and staff development 
plans.

Input:	

•	 Proposed budget with current year end forecasts. Including pro-
forma year end Balance Sheet and Income Statement compared to 
current year forecast. Projected cash flow on monthly basis. 

•	 Proposed major changes to budget from prior year with justification.

•	 Capital expenditure proposals with justification.

•	 Product development proposals with justification.

•	 Market development plans with justification.

•	 Staff development plans with justification.
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Output: 

•	 Approved budget

4.	R isk Assessment

•	 Review of all insurance coverage.

•	 Superannuation/pension review.

•	 Review of internal controls including a report from Auditors with 
recommendations for changes.

•	 Market risk assessment.

•	 Business risk and disruption assessment. 

Input:	

•	 Review of insurance coverage across the business with 
recommendations for changes.

•	 Auditors report on internal controls plus recommendations.

•	 Internal review by CFO and recommendations.

•	 Market risk assessment by CEO.

Output: 

•	 Approved changes to insurance coverage.

•	 Approved changes in internal controls. 

5.	 Organizational Review

•	 Review of Board of Directors performance including individual 
contributions, gaps in skills and changes in Board composition.

•	 Review of roles and responsibilities of Board members.

•	 Review of Directors compensation, allowances and support. 

•	 Review of Senior Management compensation.

•	 Succession planning across the business. 
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•	 Review of the use of options, profit share, bonuses, allowances and 
other incentives for the business.

•	 Methods of performance measurement and rewards.

•	 Review of turnover, sick leave, absenteeism, health statistics.

•	 Review employee survey. 

•	 Review customer survey. 

Input:	

•	 Survey of Board members on personal experience of the Board 
meetings and suggestions for improvement.

•	 Independent review of Directors compensation and 
recommendations.

•	 Proposals from the Chairman on Board on composition, roles and 
responsibilities

•	 Independent review of Senior Management compensation with 
recommendations.

•	 Assessment of the performance of CEO, CFO, Company Secretary, 
and Senior management by the CEO in consultation with board 
members. 

•	 Review of current staff incentives with recommendations.

•	 Review of current performance measurement methods with 
comparative statistics of performance with industry standards and 
across units with recommendations for changes.

•	 Review of statistics across the group on turnover, sickness, 
absenteeism and health issues by business unit with 
recommendations. 

•	 Employee survey results

•	 Customer survey results. 

•	 Succession plans to supervisor level across the business.
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•	 Succession plans for critical employees (R&D, Sales, etc.)

Outputs:  

•	 Approved changes to compensation for Directors and Senior 
Managers.

•	 Approved changes in options and other incentives to staff.

•	 Actions to be taken with respect to succession issues

•	 Actions to improve staff morale, retention, health and performance. 

•	 Actions to improve customer satisfaction. 

6.	 Compliance and Regulatory Requirements

•	 Review of Health and Safety regulations that impact the business.

•	 Review of tax reporting, statutory filings and financial reporting.

•	 Review of policies with regard to bullying and harassment, sexual and 
racial discrimination, equal opportunity and maternity leave

•	 Assessment from Corporate Lawyers and Auditors on compliance 
performance and recommended actions.  

•	 Annual General Meeting (AGM) preparation including approval of 
dividend, changes to constitution, Board membership, etc. 

Inputs: 

•	 List of regulatory requirements and regulations that impact on the 
firm with current compliance experience and recommendations. 

•	 Incident reports on any staff compliance problems.

•	 Report from Corporate Lawyers and Auditors certifying that the 
firm has complied with all reporting and filing requirements over 
the last year. 

•	 Recommendations for AGM.
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Outputs: 

•	 Approved changes in internal procedures and policies.

•	 Actions required to bring the business up to date with statutory 
requirements. 

Division/Business Unit Reports.

In addition to a special topic that will be dealt with at each Board meeting it 
would be useful for each of the major business units to have an opportunity to 
present their current business plans. This should include:

•	 Description of the business 

•	 Organizational data (locations, size in revenue and staff)

•	 Organization structure

•	 Principal activities

•	 Competitive landscape and how they compete for business

•	 Wins on the board, things they have achieved, successes etc.

•	 Problems, challenges, issues

•	 Recommendations. 

It should be presented by a Senior Manager that is not a Director to give them 
the opportunity to meet the Board and get some feedback from the Board. 

Do it for yourself and for the buyer

A comprehensive planning system backed up by good performance setting, 
review and accountability systems provides a strong base for managing a 
business, especially in difficult times. As an investor you should be insisting that 
such systems are installed to allow you to better monitor and influence the 
direction of the business.

Always keep in mind the end objective. What will help convince a buyer that 
the business is being run efficiently and effectively? Clearly a comprehensive 
planning and reporting system. Your investment in current systems may well 
help get the ultimate deal over the line.
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Good deals occur where parties are reasonably flexible, 
understand that no one wins if no deal is made and that 

everyone needs to walk away feeling they have won. Good deals 
usually can be done quickly where both parties see a good result 
being achieved for both parties. A buyer that feels that they have 
acquired a firm that can provide many times the return on the 
purchase price, is a deal that can later absorb some problems. A 
seller who knows they achieved a strategic sale that was worth many 
times the conventional financial value of the firm can also feel rightly 
proud of the deal. The key is to make everyone happy with the result.

Whether you are approached with an offer or you stimulate an 
offer by establishing the relationships as described in this process, 
you will end up negotiating a deal with many dimensions. Generally 
in this type of process it is important to meet somewhere on the 
same page and in the same book. If you are on another planet with 
respect to price and conditions, the time will be entirely wasted and 
both parties will end up frustrated. 

In most cases, most elements of a deal are negotiable. Whatever 
constraints you have and whatever constraints they have in 
negotiating a deal should be uncovered as soon as possible. For 
example, you might decide that you wish to retire and staying on for 

13 Structuring the
Trade Sale Deal
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any period other than a short handover is not what you want. There may be 
pressing family or personal reasons for your decision but it may be sufficiently 
important for you not to wish to compromise that part of the deal. It may be 
important for you to have some guarantees of further employment for some of 
the staff. The buyer may wish to have a guarantee that certain key staff stay on 
for some minimum period. Whatever these issues are, they should be set out 
before the serious process of negotiation begins because they help to determine 
whether they can be met. 

I like to think of a deal as representing a certain target value to the buyer. 
That value represents their view of the balance between the risks in the deal 
and what they are prepared to pay for the opportunities it represents to them. 
They will have perceptions of risks based on industry and personal experience. 

Part of the entrepreneur’s negotiating objective is to show how the risks have 
been minimized or removed and how they can fully exploit the opportunity. 
Imagine the target value as a point on a continuum that moves down with 
higher risk and up with greater opportunity actualization. Their initial task is 
to move the point up as high as possible by reducing risk and showing greater 
opportunity realization. 

Once the best price that can reasonably be expected is offered, you can start 
to break that value, the ‘deal value’, up into deal elements. The deal value can 
then be carved up in any number of ways but, at this point, the pie does not 
get any bigger. With that approach both parties can start to set out where they 
want the value to be spent. 

The deal value may be achieved by the seller at some period in the future 
based on certain conditions being met. To the extent that those conditions can 
be met, the buyer is normally willing to make available the whole deal value. 
However, to the extent that it cannot be met or is not met, the deal value is 
reduced by some amount representing the cost of correcting the shortfall or the 
opportunity cost of not having that advantage. 

Some minimum level of performance may not be negotiable. So, for example, 
if the deal depends on certain key employees staying on after the acquisition, 
additional incentives may be offered to them to gain such assurance. You 
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should consider this additional incentive as a deduction from the deal value, 
but perhaps essential to satisfy the buyer. Some period of non-compete may 
also be required to prevent the key managers and shareholders from joining 
the competition or setting up a new company in competition. If three years was 
the desirable period but the sellers want only two, the deal value should be 
reduced by some amount representing the additional risk faced by the buyer.

This framework can provide a workable method of negotiating elements of 
the deal. Any reduction in risk moves the final deal value up, although this may 
appear as an increase in the purchase price to the seller. Any increase in risk or 
reduction in the ability to exploit the opportunity simply reduces the deal value. 

In order to fully achieve the value from the deal, the buyer may wish the seller 
to complete R&D projects, sign up key customer contracts, cancel or negotiate 
specific obligations, negotiate redundancies or relocate staff. These could be 
framed as staged payments, earnout or fixed payments on achievements. In 
other words, the final acquisition price can be made up of many elements, each 
of which has a fixed or calculated value, which can be paid out in stages or 
accumulated to an end point and then paid out in some mixture of shares and 
cash. The period can be relatively short if it is expected that key objectives can 
be determined quickly, or it could be over a number of years if it requires a 
considerable period for the objectives to be achieved. 

Elements which may be included in the final deal may include the following:

Base Price:	

This should represent the minimum that will be paid for the firm. It may 
be subject to adjustments through a balance sheet audit which will verify 
valuations and liabilities. It also may be subject to adjustment through 
warranties and representations for some specified period of time. The base 
price might be offered in the form of shares in the acquiring corporation, or 
cash or some combination of both.

Escrow:	

An escrow sets aside some portion of the purchase price against adjustments 
and warranty claims. Generally this will be held by an escrow agent and 
may be claimed against by providing specific evidence of claims. Usually it 
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is limited in time, such as one year. At the end of the escrow period, the 
remaining shares are returned to the selling shareholders.

Options:	

Options of selling employees may be converted to ordinary shares prior to the 
sale being consummated or may be carried over into options of the acquiring 
corporation. Options carried forward provide incentives for employees to 
stay with the buyer. Additional options may be offered to key employees to 
retain them.

Stage Payments:

Stage payments are normally aligned to the achievement of objectives. 
So, for example, they could be aligned to the delivery of certain key R&D 
milestones, or completion of certain contracts, or the signing of certain key 
contracts.	

Earn Out:

An earnout aligns the purchase price with the achievement of specified 
revenue targets or other milestones. This may be set at specified increases in 
the purchase price or a percentage of the purchase price based on specified 
targets. The additional earnout would normally be for a set period and may 
or may not be capped. The earnout may be for all shareholders or limited to 
key shareholders who stay with the buyer.

Continued Employment:

Continued employment of former owner/managers and/or key employees 
may be sought by either or both of the parties depending on how 
important those staff are to achieving future objectives. Specific jobs could 
be negotiated. Specific management agreements and remuneration and 
incentives may be included in the deal. Some staff may prefer a short term 
consulting agreement. 

Director Position:

Either or both parties may want former key executives to continue on a 
Board of Directors for some period. 
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Warranties and Representations:

The acquirer will not be able to verify everything in the deal. To overcome this 
limitation, they would normally require the Directors and/or shareholders, or 
some subset of them, to provide warranties and representations about key 
elements of the firm. This might be asset valuations, contingent liabilities, 
incomplete litigation, prior balance sheet and revenue statement assurances 
and so on. Any claims in this area might be taken against an escrow account 
if that is set up, adjust the final purchase price if some balance is still to be 
paid, or might be subject to a recall of value through arbitration or litigation. 

Non-Compete:

Generally the buyer wants to protect themselves from competition from 
former key shareholders and executives of the selling firm. This is usually set 
for a limited period like 2 to 3 years. It would normally exclude the individual 
from working with a competitor or from undertaking a start up which would 
compete. 

Holding Period:

Where publicly listed shares are being taken as part of the purchase price, 
these may be subject to registration. That process may take some months. 
During this period the selling shareholders will not be able to sell their shares. 
There also may be further restrictions on the sale of shares which the buyer 
requires in order to not flood the market or not to show a lack of faith in the 
future of the corporation. Shareholders continuing on as key executives may 
also be subject to non-trading or blackout periods or sale restrictions due to 
insider trading restrictions. 

Specific Liabilities:

The selling shareholder may be asked to take over specific liabilities or 
contingent liabilities. This may happen where key shareholders have personal 
loans to the firm. The buyer may regard their repayment as an obligation 
of the sellers and not theirs. They may also decide that the risks inherent 
in specific contingent liabilities are too difficult to assess and ask that the 
sellers absorb whatever is the eventual outcome. Since contingent liabilities 



Invest2 Exit

236

Chapter Thirteen: Structuring the Trade Sale Deal

are often deal killers, this is something which sellers need to give special 
consideration to. If the alternatives are no deal or a deal with some possible 
downside, the latter may still be worth doing. At other times the contingent 
liabilities may be capped on either side or may be handled through the 
escrow. 

Costs:

Legal and Accounting professional fees incurred by each party are normally 
borne by the respective parties. However, these costs may be assigned 
in some proportion to one or both of the parties depending on the deal 
structure. 

Use of Intellectual Property:

Normally full rights to any IP passes to the new owner, but this need not 
necessarily exclude use by the seller. It may be possible to negotiate the use 
of IP for personal or non-competing purposes post sale. 

In negotiating the deal, both sides have issues which need to be addressed 
and both sides usually have some flexibility to trade. A higher risk taken by one 
side should result in a change in the purchase price. If the sellers absorb some 
contingent liability risk, this should result in some other advantage to them, 
such as a higher price or more options etc.

Earnout

Owners of the selling firm often agree an earn-out as a way of securing 
additional compensation for the business they are selling. This frequently occurs 
where the price the buyer is willing to offer is seen by the selling shareholders 
as inadequate compensation for the potential of the business. Circumstances 
where this might occur are;

•	 Significant expenses have been incurred in recent research and 
development which has been written off  but has not yet translated into 
revenue;

•	 The owners have taken either very low salaries or excessive salaries or 
benefits which are not able to be easily calculated; 
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•	 Large contracts have been secured, or are about to be secured, where 
the benefits have not flowed back into the accounts;

•	 The sector is experiencing significant growth and the firm is well poised 
to take advantage of that; and

•	 The potential acquirer is able to remove an impediment to growth which 
will return premium profits to the acquirer.

The selling shareholders argue for a higher valuation on the basis of potential. 
The acquirer may be reluctant to agree the higher value arguing that the benefits 
may not be realized. The compromise is often negotiated as an earnout based 
on the future performance of the acquired firm or the combined entity. 

Another reason for an earnout arrangement is a performance based purchase 
price where other activities or achievements other than revenue or profits may 
be the basis for such payments. This might include;

•	 Completion of development milestones

•	 Acceptance of products by named customers 

•	 Completion of key contracts

•	 Signing of key agreements by customers, suppliers, partners or 
distributors

•	 Approval of products by licensing authorities

•	 Granting of rights under patents, trade marks, or licenses

•	 Achievement of various quality targets

Earnouts should be used where there is a reasonable level of uncertainty of 
some future event or future performance which can have a material impact on 
the value of the acquisition. There should also exist the possibility that none of 
the earnout will be earned if the anticipated events or targets are not met in a 
material manner. 

Where events are more certain, such as the outcome of a litigation 
settlement, lease payout, warranty claim and so on, these are better handled 
through escrow arrangements and under warranties and representations. In 
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these situations, the valuation is set on a positive note where all outstanding 
items are worth zero. A portion of the purchase price is then set aside, generally 
in escrow and claims are made against that portion as each item is finalized or 
settled. These items are generally discrete in nature, often able to be calculated 
in advance and not overly subject to effort by either party and will normally be 
limited in time.  

The earnout approach is best used when the parties are not able to agree on 
a purchase price because future events, which could materially affect the value 
acquired, cannot be determined with any certainty. Alternatively, the buyer is 
willing to pay more but only if the seller can achieve certain predetermined 
performance or event objectives.  

As a general rule, a good earnout formula is one where the buyer is very 
willing to pay the earnout if objectives are achieved and the seller has a 
reasonable degree of influence over the events that contribute to that level 
of achievement. A good earnout formula is also easily defined, measured and 
objective and not capable of manipulation by either party at the expense of the 
other. 

Earnouts are however not as common as may be expected. 

Example:

In an article in CFO magazine titled ‘Caution: Earnouts 
Ahead’, the author Roy Harris notes that contingency terms 
were found in 4 percent of all announced U.S. M&A deals, 
with over 10 percent of all deals valued at or below $250 
million, encompassing such terms. More than two hundred 
acquisitions in the U.S. have contained earnout agreements 
in each of the five years to 2000, with a total value of such 
transactions peaking at $27.9 billion in the year 2000.

Source:http://www.indiainfoline.com/nevi/earn.html Accessed 9th 
May 2004
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Term of the earnout

There is considerable disagreement among practitioners about the most 
workable term of an earnout. On the one hand, shorter terms have higher 
degrees of likely achievement while longer terms allow for too many 
influencing events to occur. Also longer earnouts reflect lower present day 
values due to the discounted cash flow impact of distant payments. Thus the 
further out the potential payout, the less value it has for the sellers and the 
more likely it is to be disputed or not achieved. 

Example:

Baltimore-based Sylvan Learning Systems Inc. certainly 
found it so. The company, a prolific acquirer of educational 
companies in recent years, started out by setting up one-year 
earnouts. For the managers Sylvan retained, “the natural 
response was to go gangbusters in terms of revenues and not 
spend for future growth,” says senior vice president and CFO 
Sean Creamer. Sylvan now designs earnouts for three years 
or more and monitors the deals carefully, sometimes using 
special audits to make sure the managers aren’t “gaming the 
system.” 

Source: http://www.cfo.com/article/1,5309,7261|0|C|2|,00.html  
Accessed 9th May 2004

To a certain extent, it depends on which party has the greatest influence over 
the target achievements. The longer the buyer is in effective control, the 
more influence, positively or negatively, they can impact on performance. 

How large should the earnout be?

Conventional wisdom suggests that earnouts should be limited to 10-25% 
of the ultimate purchase price. One of the issues that both parties should 
be aware of is that earnouts are really only appropriate where there is some 
degree of uncertainty in achieving defined potential targets. If the events or 
targets were guaranteed, these can be factored into the base price. Where 
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probable outcomes may in fact not be achieved, both parties need to think 
through the consequences if the earnout is not achieved or substantially not 
achieved. 

An earnout element based on specific large events may be quite reasonable 
if the final determination cannot be readily influenced by either party. This 
could be, for example, FDA approval which is awaiting final determination. 
This might significantly change the valuation and both parties may agree 
a significant earnout on the conclusion. However, if the earnout requires 
active co-operation of all parties and is based on many contingencies, it 
simply opens the gates to a claim of lack of effort on the part of the buyer. 

How should the earnout be calculated?

There is no magic formula for earnout calculations especially those that are 
performance based. Should they be based on a cumulative achievement or 
on stage targets? The problem is one of uncertainty for both parties. The 
seller will want to ensure that payments, once achieved, are not subject to 
clawback while protecting against events outside their influence, while the 
buyer wants to reach certain long term objectives. 

The biggest problem in all earnout calculations is finding an objective formula 
that is not subject to manipulation or re-interpretation by either party.

     Revenue	

May be boosted by promotions, discounts, poor contracts, early shipments, 
false invoicing, manipulated stage payments, etc. Revenue may also be 
negatively impacted by cutbacks in allowable marketing expenses, 	
promotion of competing products, interference or delays in completing 
contracts through approval cycles or newly imposed conditions. 

     Expenses	

Can be reduced by reducing staff, delaying staff replacements, delaying 
purchases, cutting back on R&D, delaying performance bonuses, buying 
lower quality stock or components, fighting warranty claims and so on. 
Additional costs may be imposed for redundancies, implementation of 	
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new systems, additional reporting and budgeting requirements and so 
on. 

     Net Profit	

Calculations can be influenced by changing depreciation methods, how 
goodwill is expensed, reclassifying expenses as capital items, excluding 
some payments as extraordinary items and so on.

Even where the manner of calculation has been specified, there can be 
alternative calculations. The words ‘According to GAAP’ (Generally Accepted 
Accounting Principles) need not ensure that a particular method is used if 
the auditors recommend a change due to legislation or a new accounting 
standard. Even ‘as applied at the time of the agreement’ will not necessarily 
cater for an event not foreseen. The terms ‘consistently applied’ are often 
used to overcome changes. Setting out the method of calculation during the 
earnout discussions may help bring out any differences in treatment. The 
measurement issues become increasingly complex as operations are merged 
with those of the buyer or central services are undertaken by the parent 
which results in disputes over transfer prices between entities. 

Where competing products are being offered, the earnout may be calculated 
on both product lines in order to avoid any issue of deliberate bias.

Targets should be kept simple, easily and unambiguously calculated and 
subject to objective measurement by an independent auditor if necessary. 
Revenue, for example, is easier to calculate than profits. Specific milestones 
are easier to determine than profits. Earnouts can be based across a range of 
events or targets, some financial and others based on specific events. 

Example:

SAL’s former shareholders and creditors have an earnout that 
is contingent upon three events in 2002: 1) an earnout note, 
due in twenty-four months, for $500,000 will be issued if the 
SAL Model 5 stepper’s performance satisfies stated stepper 
throughput and mechanical performance criteria by no later 
than March 31, 2002; 2) a second earnout note, due in twenty-
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four months, for $500,000 will be issued if the combined 
Model 5 stepper and JMAR X-ray source demonstrates X-ray 
lithography exposures which satisfy stated performance 
criteria by September 30, 2002; and 3) a total of 354,736 
JMAR shares and an earnout note, due in twenty-four months, 
for $1.2 million will be issued if an order from a commercial 
semiconductor manufacturer is received by December 31, 
2002 (with pro rated reduction of the payment to zero if the 
order is received between December 31, 2002 and March 31, 
2003). 

Source: http://www.bristoldirect.com/adobe/JMAR_
Research_1-22-02.pdf.  Accessed 9th May 2004  

How should the earnout be paid ?

The parties need to agree how the additional valuation created through 
the earnout will be paid out. Sometimes this is done in cash, other times in 
cash and shares, or just in additional shares. When shares are used for the 
earnout, both parties need to agree a formula for how the number of shares 
is to be determined. This might be at the same market price as for the base 
compensation, or it might be the price on the day of the payout. Sometimes 
it is hard to judge where the sellers might be better off. What would happen, 
for example, if there was a major change in the share price?

Example:

The last round of Nasdaq listings was triggered by the 
success of Chinadotcom’s listing, which having both ‘China’ 
and ‘dotcom’ in its name ensured it had a very hot reception. 
Who could have guessed at the time that it would trade down 
from a peak value of $73.43 to a 39th of that ($1.86) at its low?

Source: http://www.financeasia.com/Articles/18395183-969A-
41CD-A63F80D95A44D208.cfm Accessed 9th May 2004 
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How much freedom to operate should the seller have?

This is an area of much dispute between buyer and seller. If the earnout 
is based on operating the business as a continuing concern to achieve the 
performance targets, this may not sit comfortably with the buyer. The buyer 
is exposed to expense blowouts, capital project commitments and agreement 
obligations. Also the buyer will want the business run so that it reduces risk 
exposure while putting the business on a good footing for the time it takes 
over effective control.

This potential conflict in interests often results in the acquired business 
being subject to numerous reporting requirements, expenditure approvals 
and restrictions on borrowings, capital commitments and so on. Working 
out the operating conditions and then recalculating the earnout on the new 
basis can help. It may be appropriate to work out various critical factors such 
as headcount, expense budgets, capital expenditure allowance, marketing 
spend and so on.

Example:

Autonomy Corporation plc , a leading provider of infrastructure 
software for the enterprise, today announced it has entered 
into a definitive agreement to acquire etalk Corporation, a 
leading provider of enterprise-class contact centre products, 
for a purchase price of US$70 million payable in a combination 
of cash and Autonomy ordinary shares, with an opportunity 
to earn additional consideration payable in Autonomy 
ordinary shares upon meeting and exceeding certain future 
performance-related targets.

Source: http://www.cambridgenetwork.co.uk/pooled/articles/DF_
NEWSART/view.asp?Q=BF_NEWSART_156736  Accessed 18th 

February 2006

A more serious issue is conflict of interest over where the efforts of the newly 
acquired business should be directed. With an earnout in place, acquired 
management will have a focus on maximizing their earnout. At the same 
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time, the reason for the acquisition may be to integrate the businesses or 
to leverage the assets or capabilities across a wider corporate entity. It is 
difficult to do both at the same time. The most capable people and those 
with the most knowledge in the acquired business will want to focus on 
the earnout. However, it is these same people who need to be involved in 
assisting the roll-out of the newly acquired assets or capabilities. 

The new owners have to decide one way or the other. Either they leave the 
business alone during the earnout or they compensate the prior owners for 
the time required to work with the new larger entity. This may ultimately 
result in the new owners paying out all, or most, of the anticipated earnout 
in advance. 

Earnout or employment compensation?

Where the selling shareholders argue that the business being acquired has 
unrealized potential and they wish to be compensated for that – the earnout 
is correctly paid out to all shareholders. However, where the new owners 
wish to motivate the newly employed managers to achieve certain objectives 
or targets, the additional value should be included within employment 
agreements as additional bonuses or compensation.

The difficulty here is to separate that which rightly belongs to the 
shareholders as a group and that which is reasonably held to be personal 
effort. Shareholders may well object to one of their number being offered 
an overly generous package where they think the compensation should go 
to them all for creating the foundation on which the near term benefits are 
being achieved. Where business deals or significant milestones are clearly 
in progress, the shareholders could argue that the benefits should accrue 
to all shareholders even if some additional compensation was paid to an 
individual to see it through to completion.

As a general rule, the more certain the target is to being achieved, the more 
the compensation should be directed to the selling shareholders as a group. 
Alternatively, where significant effort is still required, compensation should 
be directed to the individuals who can best deliver the results.  
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Whatever is agreed, it is best if all the selling shareholders, or at least the 
larger non continuing owner/managers, sign off on the deal as this should 
avoid future litigation. 

Example:

Billabong International Ltd., Australia’s largest publicly 
traded surfwear manufacturer, has acquired the Honolua 
Surf Co. apparel brand and its 19-store retail network.   
Depending on the eventual payout, the acquisition will 
cost Billabong between $10 million and $15 million.  
 
The acquisition will be funded by debt and paid in two 
installments, according to Billabong. The initial payment to 
Honolua is 75 percent of the agreed purchase price. After 
three years, Honolua will receive 25 percent of the initial 
purchase price plus an incentive-based payment calculated 
on the increase in retail profits over the period. In addition, 
Honolua’s co-founders, Tom Knapp and Randy Blumer, 
receive an annual earnout over three years based upon 
continued employment.

Source: http://www.insider.com.au/inside/html/modules.php?name=
News&file=article&sid=1724  Accessed 9th May 2004

Renegotiation or payout

Not all events can be forecast and there will be occasions when the earnout 
is frustrated by events outside one or both partys’ influence. Some of these 
may be anticipated, such as the resale of the acquired firm and an agreement 
entered into about the resulting impact on the earnout.

What happens, for example, if the prior management is unable to continue 
due to ill health or if actions of the buyer cause the acquired business to be 
severely disrupted?
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Earnouts are frequently renegotiated as events unfold. This however requires 
goodwill on both sides. 

Example:

 “In July we indicated that 100% of the Group’s total potential 
earnout liabilities had been realized, renegotiated or capped. 
Further progress has been made in renegotiating Parsec’s 
earnout due to some major changes in that business.

Agreement has therefore been reached with the vendors of 
Parsec to settle their outstanding earnout (maximum total of 
£6.8m payable in Anite’s financial year 2005/6) for £873,000, 
to be paid in guaranteed loan notes, repayable after one year. 

This, together with other minor adjustments, has reduced 
the total future cash earnout liability from £25.4m to £19.5m, 
whilst bringing forward all remaining 2005/6 financial year 
liabilities, thus ensuring that all outstanding earnouts will have 
been paid out by the year ended 30 April 2005, subject to 
performance.”

Source:http://www.pressi.com/int/release/74044.html Accessed 8th 
May 2004  

Example:

Brooktrout Inc., a provider of telecommunications hardware 
and software, tried earnouts in an acquisition in the early 1990s 
and discovered that a demotivated workforce can destroy all 
the supposed benefits of the approach. In its case, says CEO 
Eric Giler, Brooktrout agreed to assume the liabilities of a 
Texas company and to make contingency payments to the 
selling executives if they hit certain sales goals they set for 
themselves. 
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“Entrepreneurs are their own worst enemies,” often setting 
targets that are too ambitious, says Giler. And they did that 
here, falling far short of the earnout goals. While conventional 
wisdom may say that this would be good because Brooktrout 
wouldn’t have to pay the earnout amounts, Giler soon learned 
otherwise. “As you start to miss your targets, the incentive 
goes way down and you have to fix that” so the employees 
will stay committed, he says. In Brooktrout’s case, that meant 
“resweetening the deal” with a whole new set of stock options 
and cash bonuses for the very employees who had failed to 
achieve their original goals.

Source:http://www.cfo.com/article/1,5309,7261%7C10%7CC%7C2
%7C,00.html  Accessed 9th may 2004

“Best efforts”

Where the owner/managers are not employed by the new owner, they are 
very dependent on the buyer following through with agreed programs of 
promoting the product or services to achieve potential revenue and profit 
targets. However, many times the buyer has other priorities and the potential 
may not be realized. This is a recipe for litigation. 

Example:

Even if the seller is successful in getting the buyer to accept 
sales revenue as the appropriate target, problems can persist.  
For example, in J. Bloor v. Falstaff Brewing Company, 601 
F.2d 609 (2d Cir. 1979), Falstaff acquired Ballantine’s brewing 
business and agreed to pay the Ballantine sellers a royalty of 
$0.50 per barrel for 6 years after closing.  Post-closing, Falstaff 
slashed the annual advertising budget from $1,000,000 to 
$115,000 and reduced distribution centers.   Profits rose 
dramatically, but sales dropped 29% in one year and 45% in 
the next year.  Nevertheless, the seller was successful in its 



Invest2 Exit

248

Chapter Thirteen: Structuring the Trade Sale Deal

breach suit against the buyer since the contract required the 
buyer to “use its best efforts to promote and maintain a high 
volume of sales.”

Source: http://www.imakenews.com/techyvent/e_article000100532.
cfm  Accessed 8th May 2004 

Example:

Melbourne, Australia, 5 May 2004 

Biota Holdings Limited (ASX:BTA) announced today that it 
had issued a writ in the Victorian Supreme Court, claiming 
breaches of contract and fiduciary duties by the worldwide 
GlaxoSmithKline (GSK) group for failing to promote and 
support RelenzaTM. The writ seeks unspecified damages for 
lost royalty revenues to date, as well as future losses through 
the life of the product’s patents.

“Relenza was a breakthrough influenza drug that had great 
potential, but it was effectively abandoned at birth,” said 
Biota’s CEO, Peter Molloy. Biota claims that the product failed 
not because of any inherent disadvantages or deficiencies, 
but principally because support for the product was withdrawn 
immediately after the launch year.”

Source: http://www.biota.com.au/announcements/2004/press120.
html Accessed 6th May 2004 

Taxation implications

The payment of cash or shares after the closing date of the acquisition may 
be treated as income or capital gains depending on the way in which the 
compensation is worded, calculated and timed. Different rulings may apply 
in different states and countries. Before any earnout is agreed, both parties 
should take professional advice on the matter. With some change in structure, 
the same end result may be achieved with different tax consequences. 
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While every entrepreneur knows how to properly package 
a product or service to achieve a profitable sale, few 

would claim that they have the same competence when it comes 
to selling a business. The fact of the matter is that selling a business 
is a specialist activity with its own set of legal and accounting issues 
and this is one area where experience does count. That being said, 
the entrepreneur knows his business and should understand better 
than anyone where it has growth potential, the basis for a higher sale 
price. 

The same may be said of the inexperienced Investor. VC firms 
and experienced Investors who have participated in a number of 
investments should have some experience  working with professional 
advisors and probably have some existing relationships which they 
can use. However, selling a business to a large global corporation 
based on strategic value is not something many investors have 
experience with and, to be frank, few advisors have either. 

In my experience, there are few professional advisors who 
understand how to position a sale on strategic value. Most often they 
tend to push the deal back into a conventional framework based in 
an EBIT multiple and in doing so miss the whole point of the exercise. 

14 Selecting 
Professional Advisors
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They are not only a waste of time but tend to get in the way of the deal being 
done properly. The choice of advisors is critical.

Apart from the support you will need from professional legal and accounting 
firms, should you use a business broker or investment banker to help sell your 
business? The answer really depends on how well you understand the process 
of selling a business, whether you already have willing buyers in your sights and 
whether you have prepared the business for sale. If you are unsure about how 
you should prepare your business in order to achieve the best offer, or if you are 
uncertain how to attract the right buyers, then getting help from professionals 
who undertake those tasks on a regular basis makes sense. Even an experienced 
entrepreneur who has sold several businesses may like to have an advisor in 
the team to assist in the negotiations. There is considerable benefit in having an 
objective, knowledgeable person on your team to provide feedback, suggestions 
and to keep the negotiation process moving forward.

The key to the use of such professionals is, however, to use them to assist the 
Investor and internal management team in the process, not to take control. Too 
often business owners have allowed professionals to control the process and the 
negotiations not recognizing that their primary motivation is the commission 
on a quick sale. The entrepreneur who understands his or her business well 
and spends time identifying and connecting to the best potential buyers, will 
generally achieve a much better price for the business. The best buyers will 
be those corporations who can best exploit the potential in the business. 
Positioning the business with these potential buyers and preparing the business 
so that it can support such potential is best undertaken by the entrepreneur. It 
also takes time and cannot be undertaken properly if the business is rushed into 
a sale.

At the same time that the entrepreneur is preparing the business for sale 
and positioning it with potential buyers, professional legal and accounting 
firms need to be appointed to assist with both preparation and sale transaction 
support. Better sale prices are achieved where business risk for the buyer is 
minimized. This process often requires the business to undergo a vendor due 
diligence as part of the preparation process. By proactively undertaking their 
own due diligence review, the entrepreneur can discover risks in their business 
which can be addressed long before a potential buyer emerges. Not only does 
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such an activity improve the current business but it significantly reduces buyer 
due diligence costs and time during contract negotiations. A business which is 
well prepared for buyer handover will attract better buyers and a better sale 
price. 

The smart entrepreneur needs good advice and smart people to support the 
sale process. The result usually is a much better price. 

The Professional Accounting and Advisory Firm 
The type of advice and help that a professional advisor can provide includes 

assistance in the following areas:

Valuation

If the firm has already prepared a valuation of the current business and 
projected valuation of the business opportunities to potential acquirers, 
this will contribute considerably to the discussion with the potential buyer. 
The advisor can review the financial projections, provide conventional 
valuations and brief the entrepreneur on how best to present their case.  
Understanding how an acquirer undertakes a valuation will ensure that the 
firm has prepared the proper information, presents it properly and is able to 
validate the underlying assumptions and values. 

Preparing an Information Memorandum

The Information Memorandum (IM) is the document that most firms use 
to solicit interest in their business. It describes the business, sets out the 
historical and projected financials and provides background information 
on the industry, the competitors and the acquisition opportunity to allow 
a potential buyer to decide if they wish to proceed to a more detailed 
examination of the business. It is the foundation document that will be used 
by the potential buyer to evaluate the acquisition. It is important that the IM 
be prepared thoroughly, be properly explained and contain the information 
needed by the potential buyer to undertake their initial due diligence on 
the opportunity. The advisor can prepare the IM to ensure it is readable and 
persuasive and provides an appropriate level and type of information. 
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Reviewing financial Information

Current financial information needs to be prepared according to generally 
accepted accounting principles and presented in a conventional format 
that allows easy analysis. Your advisor can ensure that the statements are 
prepared correctly and that the accompanying data fully supports a detailed 
investigation. This information is normally reviewed by your advisor to 
ensure that financial information is presented on a consistent basis from 
year to year and that any extraordinary or abnormal items are fully explored. 

Helping with introductions and referrals

Well established accounting firms and investment banks participate regularly 
in transactions involving buyers. They are, therefore, in a good position to 
know most local large corporations on a personal basis and certainly by 
reputation. If they consider that you have a good business proposition they 
can help short list potential buyers you should approach and then can help 
with introductions or referrals. They may also be able to assist with the 
search for prior acquisitions and with uncovering news items that related 
to them. They may have connections to assist you to contact prior sellers so 
that you can gain an independent view of the potential buyer. 

Since many professional firms have national and international offices and 
affiliate networks, this can be used to uncover other possible buyers and 
generate introductions. Having the right potential buyers in the final bid 
process can make a huge difference to the ultimate sale price. 

Reviewing purchase terms and conditions

While purchase agreements are often set out in a conventional format, the 
vendor is not normally in a position to know what terms would be reasonable 
for their business. The advisor should be able to recommend where terms 
should be renegotiated, however, always obtain proper legal advice on 
contract terms.

Assisting in negotiations

The firm that is represented by a well established and respected advisor is 
likely to be better prepared for the negotiation. At the same time, the buyer 
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knows that the terms are going to reviewed by a knowledgeable party. This 
should result in more productive discussions and the result is likely to be 
better for the firm. The buyer may prefer to deal with a business represented 
by a professional advisor as they know that the entrepreneur will not need 
to be educated about conventional terms and conditions or the warranties 
and representations required under a normal deal. 

Advice on preparation 

Preparation for an acquisition is much more than preparing a business plan. 
The advisor reviews the likely buyer’s investment criteria and investment 
process in advance with the management team to ensure that the vendor 
has prepared itself for both the negotiation and the due diligence processes. 

Due diligence

Due diligence will be carried out by the buyer as part of their initial evaluation 
of the acquisition opportunity. This is mostly a product/market evaluation 
to see if the merged business can support the opportunity claims of the 
firm. After the business terms of the acquisition are agreed, the buyer will 
then carry out an extensive review to further ensure that it has a thorough 
understanding of the business and the management and has uncovered any 
data discrepancies and investment risks.  Your advisor can undertake a trial 
due diligence process to ensure the firm is fully prepared and help to correct 
any deficiencies. 

Advice on pensions, option schemes and remuneration 

Once the buyer is involved, the firm will have little opportunity to change 
the remuneration and benefits of its staff. A professional accounting firm 
can review these before an approach is made to a buyer to ensure that the 
current remuneration and benefits are fair and reasonable and provide the 
most positive basis for the planned sale. 

Tax advice

Few firms are structured from the outset to be optimal for a sale. Overtime the 
tax regime will most likely have changed, especially with regard to retirement 
strategies, trusts, capital gains and options. The corporate structure of the 
business may not be suitable for an outright sale or be optimal if there is an 
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earnout portion. A professional accounting firm can also review the current 
business processes for compliance, tax collection and reporting. At the same 
time, personal tax planning for the major shareholders should be undertaken 
to establish the right basis for the planned sale. This will include the best 
format for the sale (ie- sale of shares or sale of assets).

Exit strategy assistance

From their knowledge of prior acquisitions, your advisor can help define 
strategic value, identify integration issues and/or show how the firm can 
best position itself for a sale. 

The Professional Legal Firm 
The type of advice and assistance that a professional legal firm can provide 

includes help in the following areas:

Review purchase agreement

The purchase agreement would often be prepared by the vendor’s lawyers, 
however, this protocol varies in different countries. In addition, some buyers 
insist on having their lawyers prepare the contract. This is a complex legal 
document that few entrepreneurs will have ever seen and certainly few 
would understand in any depth. The professional legal firm can either draft 
the documents for you or construct the terms and conditions and identify 
any harsh or unusual conditions that the buyer has requested and assist in 
the renegotiation of those where the buyer prepares the document.

Review warranties and indemnities

The vendor would normally be expected to provide warranties and 
representations and indemnities to the buyer.  These can often be 
renegotiated to be less harsh. The professional legal firm will know what is 
reasonable and what is not.  This is one area where proper preparation, good 
reporting and compliance systems and good governance can significantly 
reduce the exposure of the vendor. 
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Review employment or non-compete agreements

The buyer will expect the key executives and major shareholders to enter 
into employment agreements and/or non-compete or restraint of trade 
agreements. The professional legal firm can ensure that the terms and 
conditions associated with these agreements are reasonable. 

Preparation of disclosure letter

The vendor should be prepared to disclose any issues which may effect the 
decision of the buyer to purchase. They should also identify any potential 
liabilities of the business. The professional legal firm can advise on the types 
of disclosures and how the letter should be worded to best protect the 
sellers and to ensure there is no avenue for redress on the part of the buyer 
if events do not go to plan.

Review corporate documents

As part of the preparation for the sale, the professional legal firm will review 
the corporate documents which authorize the firm to undertake business to 
ensure it meets the requirements of the buyer. This review would normally 
extend to board minutes, shareholder agreements, option schemes and any 
material contracts the firm has entered into. 

Depending upon the size of the transaction, the vendor should plan for 
approximately 5 - 10% of the sale price to be spent on their professional services 
fees noting that smaller transactions are likely to have a higher percentage 
associated with advisors fees. 

Not all professional services firms have the necessary experience to undertake 
this type of work effectively. The Investor should not assume that their current 
professional services provider has the expertise to properly advise them in this 
area. They should seek independent advice as to which professional services 
firms are best equipped to handle the transaction they wish to enter into. 
Before they start to incur costs for this service, they should undertake some 
due diligence and investigate the extent to which the referred firm has a track 
record of success in working with clients on  sales and acquisitions of similar 
sized businesses or to similar sized acquirers. 
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Asking for references would not be unreasonable and they also should ask 
for a list of transactions that the professional services firms has participated in 
and some details of the work performed for the clients involved. People move 
between professional firms and so the firm should ensure that the expertise 
is still with the professional services firms. They should ask to be allocated an 
advisor with personal experience in these types of transactions. 

Some advisors, whether they be accounting, legal or corporate finance 
executives, are so locked into a traditional model of firm value that they simply 
‘don’t get it’. They will want you to undertake a conventional valuation based on 
historical earnings, a conventional information memorandum and won’t grasp 
the impact of the opportunity that the buyer can extract from the strategic 
value in your business. Certainly you and they will have difficulty trying to put a 
value on the business if it is based on the buyer’s potential rather than your net 
worth or profitability and your advisors may be uncomfortable going forward 
on that basis. However, if you have clearly identified potential buyers that have 
expressed interest in an acquisition this should provide a good base from which 
they can assist you to prepare the business for sale.  

If your initial discussions with a professional advisor show you that they want 
to take you down the conventional path, you should move on and find one that 
you feel can best represent the potential in your business. Ask them to provide 
you with references to similar strategic sale transactions that they have advised 
on.

Entrepreneurs and Investors who have not participated in large transactions 
are often concerned about entering into relationships with Investment banks,  
larger accounting and legal firms and often hesitate because they feel that 
the larger firms carry considerable overhead and that gets passed back down 
to the client in higher fees. It is certainly true that the larger firms typically 
have higher charge out rates but they also need to compete for services of the 
smaller clients and so it is not unreasonable to ask for a smaller charge out fee 
given the size of the firm. 

The larger firms do have an advantage of being national and international 
organizations and having specialists in most areas and this can be to the benefit 
of the smaller firm involved in complex trading transactions. When it comes to 
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contracts and agreements which can materially effect value dilution, a little more 
up front may better protect the value of the firm on ultimate sale. This would 
certainly apply to IP agreements, option schemes, shareholder agreements and 
any acquisitions that the firm entered into. 

The larger professional advisors have a decided advantage in M&A 
transactions. They see them often, they regularly advise on both acquisitions 
and on sales. Larger accounting and legal firms are often asked to undertake 
due diligence work on behalf of larger corporations and thus are very familiar 
with the entire process. Larger firms are taken seriously when it comes to 
negotiations and thus can better protect the entrepreneur who has never  
experienced these types of deals. 

In the end it may come down to spending a little more over a longer period 
to be better prepared rather than spending a lot near the end closer to the 
transaction.

The business is likely to be better managed and be less risky as a result of 
that preparation. At the same time, the impact of a large professional firm in the 
deal process can enhance the reputation of the seller and may result in a better 
price being negotiated. Certainly it should speed up the due diligence process 
which in itself can have a significant positive effect on deal price. It should also 
speed up negotiations as the buyer knows it does not have to educate the seller 
about normal terms and conditions of a sale.

I have often been asked why I used a big four auditing firm with my last 
venture given that the business when it started only had a dozen staff and, when 
sold, had only grown to 30 employees. My answer has always been to show the 
impact on the final due diligence and deal discussions and to ask whether the 
person asking the question thought I got value for money.

My last business went into free fall after several large software corpo-
rations decided to enter my market with similar products. All my pros-
pects were their customers as our supply chain optimization software 
sat alongside a large ERP system such as those sold by SAP, Oracle 
or Peoplesoft. When these corporations announced that they were 
going to develop their own supply chain optimization solutions, their 
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customers decided to wait for the integrated solution from their main 
software vendor. Thus I found myself in a situation where I had 30 staff 
and no prospects. Naturally we decided to sell the business before we 
were forced to close the doors.

This was my fourth software business and I had the experience of 
working through the sales process for the earlier ones. I also had been 
through the due diligence process for raising venture capital twice and 
taking on a large corporate loan. I knew from those experiences that 
being prepared for due diligence was a critical part of getting a quick 
decision. I also knew that the quickest way to get through the due dili-
gence process was to ensure that the professional advisors I used had 
high credibility. Basically, I wanted to have all my source documents 
accepted without question. The only effective way to achieve this is to 
have the biggest and the best. 

When you are selling out to a large, perhaps, global corporation they are 
going to undertake a very extensive and sophisticated due diligence. They will 
almost certainly use a large auditing firm and a highly respected legal firm. 
In order to uncover the risks and problems in your business, these advisors 
are going to review everything. The only way you can speed up this process is 
to demonstrate to them that they don’t need to audit most of the historical 
information because they will be able to rely on the documents produced by 
your own advisors. My approach here was to push back hard and state that 
any additional audit was wasting my time and the buyer’s money but that I was 
willing to provide warranties for the quality of the information presented. In any 
case, if there was a subsequent problem, they could always go back and litigate 
against my advisors who would normally have much deeper pockets than me.

This last business of mine was sold for six times revenue to Peoplesoft in a 
period of just over two weeks. Given that it was losing over $1 million at the 
time, whatever additional fees I paid to my advisors was well and truly worth 
it. When you are dealing with large corporate buyers, it is best to have good 
quality advisors in order to be very well prepared for the due diligence and the 
negotiations. 
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Every time I see the words ‘we are here to help you’ or ‘we 
help grow businesses’ in promotional material for private equity 
investments, I bite my tongue because it is fundamentally misleading.  
The ultimate goal of the investor is not to grow the business, it is 
simply to earn a high return on the money invested. It is not to help 
grow the company, their strategy is almost always directed towards 
selling the business. 

So if we are to be honest with ourselves as investors, then we 
should come out into the open and state that we are there to achieve 
great exit values for ourselves and the founders. There is nothing 
wrong with that as an objective and many entrepreneurs will be 
encouraged by working with investors who understand how to do it. 

Selling out successfully is a great outcome for all parties. The 
investors achieve a good return on their money and are thus 
encouraged to do more investments. The entrepreneurial team is 
cashed up and is likely to go and do another one. If they make enough 
money, they are likely to become angel investors and help others do 
the same. The proceeds feed the tax man and thus help with nation 
building. Cashed up entrepreneurs spend money and donate to 
charities thus help their communities. Their employees often end up 

15 Conclusion - 
Impatient Capital
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working for larger, more resilient companies and have better career prospects 
as a result. 

I see no benefit in pushing a company to grow just for the sake of increased 
revenue and profits when, at the same time, it dramatically increases the risk of 
failure. I also see no reason to embark on any activities which does not directly 
contribute towards the ultimate investment objective – the exit. 

For any angel or venture capital investment, the exit must inform the 
development strategy. We should work back from the ultimate objective to 
determine what we need to do to create a successful exit. Whatever investment 
we need should be directed towards creating the conditions for the exit and not 
for more product development, more market penetration or proving any part of 
the business concept which is not relevant to the buyer’s decision. 

If it is simply about the exit, then the decision to invest should only be 
positive if a successful exit can be achieved. It matters little how great the 
invention is or how competent the management team if an exit cannot be 
readily achieved. Instead of an ‘A Team’ what you should be seeking is an ‘A Exit’ 
and a management team which is committed to it and capable of executing the 
strategy to achieve it. Instead of looking for the well rounded team that can 
build out a business concept and grow revenue and profit, we should seek out 
only those sets of skills needed to create the exit vehicle. It may be that this will 
have very little sales, marketing, distribution and service components. The key 
here is to work out what you need to do for a successful exit, not what it will 
take to grow the business. 

Always remember that your investee does not have to successfully 
commercialize the innovation, the buyer will. Your job is simply to give the 
buyer the opportunity of taking it off your hands so that they can exploit it. The 
right business development strategy is to achieve the exit in such a way that you 
are well rewarded for creating the opportunity for the lucky buyer. 

Too often Angels and VC investors leave the decision on how to exit too 
late. By then they have often created businesses which are difficult to sell. The 
buyer ends up having to unwind a lot of activities to get back to what they can 
properly exploit. This lack of focus results in excessive due diligence periods, 
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bits of the business which the buyer does not really want and a longer period 
after the sale for the buyer to exploit the underlying assets and capabilities. All 
this leads to lower exit prices. 

At the same time, undue attention to revenue and profit growth create 
the seeds of destruction in the investee firm. Too often investee firms get into 
trouble and have to be sold quickly to recover some of the investment money. 
Because little attention has been given to preparing the business for sale, it 
is usually too late to find the best buyers and so the sale proceeds are almost 
always suboptimal. 

When the focus from the outset is the exit, the investment is only entered 
into if a probable exit can be anticipated. Since potential buyers are identified 
from the beginning, the business can be quickly offered for sale during most of 
its life. Even a business which has failed can still be an attractive acquisition for 
the right buyer. Remember, it is not the investee which will execute on exploiting 
the underlying strategic asset or capability, it is the buyer. It may matter little 
to the buyer what state the investee firm is in at the time of sale providing the 
buyer gets the assets or capabilities they want.  

If the business is approached with an offer to purchase, the same logic 
applies. A business with an exit focus can be quickly put into a competitive bid 
because the work has already been done to setup that situation. 

By taking a pragmatic focus on the exit from the outset, the angel and VC 
investors have a much higher chance of having a successful outcome. The 
investment periods can be expected to be shorter, the exit values much higher 
and the execution risk significantly lower. 

What if you have to sell

Few businesses can guarantee that they will never get into trouble. Early stage 
companies frequently fail in the first few years but even large corporations have 
been known to disappear. Look at the household names which failed – Enron, 
Ansett, Worldcom, HIH and so on. Of course, if you do get into serious trouble 
then just getting enough cash in the door to cover payroll can be a challenge. 
At the same time, staff will be deserting, suppliers will be hounding you for 
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payment and you will be chasing customers. Not a great time to start thinking 
about selling. 

The truth is that many companies end up on the auction block at the worst 
possible time, sometimes due to their own failures but often just because 
external events went against them. Whether it was a change in industry 
regulations requiring a major investment, a new aggressive competitor or a 
natural disaster, there are many events and circumstances which can derail a 
business. Planning for such an eventuality should consider the possibility that 
the business should be sold to recover as much of its value as possible. 

However, it is very difficult to sell a business when the business itself is under 
pressure. The executives will be busy fighting fires and there will not be time 
to identify and court  prospective buyers or time to engage the best advisors. 
Clearly, if you haven’t put the time in to develop a robust exit strategy for this 
set of circumstances, you will have left it too late to be anything but a fire sale.

Value in a business is related to its potential in the hands of the buyer, thus 
even a business heading for insolvency can be a great acquisition for a buyer 
who is not constrained by the situation facing the vendor. The key to a quick 
sale, which still gains a premium on sale even when the business is in trouble, 
is to have identified in advance those buyers who can develop the underlying 
potential in the business. The entrepreneur and the Investor should set out 
to identify a small group of such buyers, engineer a situation where those 
prospective buyers are informed of the potential in the business and then kept 
up-to-date with the progress of the business over time. The aim of the exit 
strategy should be to have each prospective buyer understand what they could 
gain from an acquisition. 

Of course, in the unfortunate situation where the business has to be sold, 
it would be much better if the seller could quickly bring into a competitive bid 
a number of prospective buyers who were already apprised of the potential 
of an acquisition. The competitive bid process would then protect as much of 
the value in the business as possible. As part of the preparation for such an 
event, even if unlikely, the business needs to be put on a basis where the buyer 
can quickly undertake due diligence. This means that the business has to be 
fully prepared for such an investigation. If the seller has also ensured that the 
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business is run effectively and efficiently and has few risks for the buyer, the 
due diligence process will conclude quickly and the buyer will be more willing 
to negotiate a deal. 

What if you receive an offer?

Many entrepreneurs are quite surprised when a prospective buyer turns up 
at the door with an offer to buy. Even when they anticipate it might happen 
one day, the actual event is still surprising. Then of course, the entrepreneur 
and Investor must consider whether to entertain the offer or reject it without 
consideration. Few of us can resist at least finding out what is on the table and 
so it is more than likely that some discussion will be entered into. Sometimes 
this is ‘just in case’, that is, just in case it is a crazy high offer and you might want 
to seriously consider it.

If you are a high growth potential business at an early stage of proving your 
business model and you are hoping for a strategic buyer, you might have some 
difficulty working out what a reasonable offer might be. Even so, there will 
clearly be a price where you will move forward with the negotiation. But how 
do you know you have the highest price you could achieve at that moment in 
time?

Most acquirers are not in the business of being generous and they will pitch 
their price at a point which will just get your interest and secure the deal. If 
they don’t need to offer more to secure the deal, why should they? Even if you 
thought your business had greater potential, you still might be willing to settle 
for a bird in the hand. Once you have decided that the offer price is at a point 
where you will sell the business, the only way you can be sure of getting the 
best price is to put your business into a competitive bid. 

When you have an offer, it is unlikely that the prospective buyer will hang 
around while you start the process of working out who else might be interested 
and go through the exercise of making contact and educating other prospective 
buyers. Most offers have relatively short offer periods – basically take it or leave 
it. However, if you like the price, the only way you can move it to a competitive 
bid is to have the other prospective buyers waiting in the wings. That is, you 
will have set out sometime in the past to proactively identify and make contact 
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with a group of prospective buyers with the intention of setting up a future 
competitive bid. Whether you trigger off such a bid or it is activated by an offer, 
you need to be prepared for such an event.  

An offer often comes with a condition of exclusive dealing, however, this is 
normally done so that the prospective buyer doesn’t waste their due diligence 
time and costs. If the business is already prepared for due diligence and the 
prospective buyers already understand the potential in the business, the 
vendor can hold off on due diligence until more prospective buyers are in the 
frame. Then only the highest bidders will be invited to undertake a limited due 
diligence to arrive at a preferred buyer. 

What is very clear is that, if you want the best returns under a wide set of 
circumstances, preparation for sale is the key. If you are dealing with strategic 
value, then by following the process outlined in this book, you will have the best 
chance of making a good return, even in poor circumstances. What you don’t 
want to do is depend on luck to get a good return on your investment. Only with 
preparation can you insure that you can get a reasonable return and, then of 
course, because you are prepared, you can always make the lucky breaks work 
for you. 

The Beginning is about the End

The greatest influence on the exit returns to the Investor is the initial decision 
to invest. If you get into the wrong deals, it is highly unlikely that it will end well. 
However, if you choose the right investments, the probability that you will come 
out with a good return will increase significantly. 

For too long the strategic exit has been seen as the exception – all luck 
and timing. But this is certainly not the case. There are numerous examples 
of strategic deals which occurred because the entrepreneur and the investors 
set out to be acquired by a strategic partner. Biotech deals are always strategic 
since it is certainly the case that the R&D teams never have the intention of 
selling and marketing their own inventions. 

What has been missing is a well documented process to show how a strategic 
deal is executed. If you accept that the process in this book works, the investor 
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then only needs to invest in ventures which have a probable strategic exit as 
the harvesting method. This book sets out both a model for identifying strategic 
investments as well as a process for achieving a strategic exit. 

Basically, you should not enter into any investment where the outcome is 
not a strategic exit. While there will be exceptional situations where an IPO is 
probable, few ventures have the attributes to drive such an exit. Much better 
to set out with the objective of sourcing strategic value ventures where the 
probability of a strategic exit is high, the amount of investment is reasonable 
as it only funds exit activities and not business growth and, the tasks needed 
to set up the strategic exit are well within the capability of the Investor and the 
venture management team. 

The overall investment results will be considerably improved over traditional 
Angel and VC investment returns. 


