BUYING A BUSINESS

Thinking about buying a business? It can be a great idea, if you do your homework.
This is a complex decision that requires a careful analysis of physical properties, financial
statements, and the relationships between the business and its customers, its community,
and its competitors. Don't try to do this analysis alone-get professional help to evaluate
and price the business, particularly if you don't have at least three years of
experience in owning and operating a similar enterprise. Some advantages and
disadvantages of purchasing an existing business include the following:
Advantages
» The business has an existing established relationship with both customers and
suppliers.
* Financing will be easier to obtain providing the business has a good profit history.
» Operations can begin right away; current inventory can be sold to produce
immediate cash flow.

Disadvantages
* The cost may be higher than starting from scratch as often you are buying
"goodwill."
* Existing problems can be hidden until after the sale.
* Inventories may be obsolete due to their age; equipment may be faulty.

Recommendations
I. Require the seller to put in writing and warrant every essential part of the business,
including:

« that the financial statements which should be attached as exhibits are true and
correct

* that there are no hidden liabilities of any kind (tax claims, lawsuits, or supplier
bills).

» a complete list of everything being purchased: leases, contracts, amounts owed to
suppliers, amounts owed by customers, inventory, fixtures, equipment, signs,
computer hardware and software and anything else that will contribute to the
success of the business.

2. If the financial statements have not been audited by a certified public accountant, have
it done. If the seller won't pay the cost, you should do so in order to make sure your
investment is a wise one.

3. Detemine whether there is an industry association that can provide you with "normal"
financials to be used to compare against the financials of the business you’re buying.
Average financials for most types of business can be found in the Annual Statistical
Report published by the Risk Management Association (RMA), available in the business
section of most libraries.

4. Fairly safe investments will return 5% annually. Consider this when reviewing the
selling price. There are companies that do business valuations for a fee; it's probably
worth paying the fee to do the valuation to avoid paying too much for the business.



5. If you are paying more for the business than the assets are valued, recognize that you
are buying "goodwill" -- an intangible asset that may be amortized over a 15-year period.
6. Make sure to involve your banker. The purchase and sales agreement state the agreed
upon price, lists what is being bought, indicates what actions are required by the seller
(such as an environmental study) and by the purchaser (such as seeking financing), and
sets the time the agreement is binding on both parties. Your banker needs this agreement
to determine how he or she can help you finance the selling price, and whether the down
payment is adequate. The bank also needs to know what is being purchased as some of it
may be considered collateral.

7 Determine why the seller is selling the business

8. Determine how long this business can be expected to last. Are there factors that could
terminate the business, such as a road being built that destroys the business location?

9. If there is a lease, talk to the owner of the property to be sure the terms of the lease will
remain the same. This is an excellent time to discuss renewal terms and termination
possibilities.

10. Ask the owner to let you work in the business prior to making a decision to buy.
There is no better way of judging whether the business volume is satisfactory, whether
you will enjoy working in that business and whether there are any problems you need to
straighten out before the sale is finalized.

11. A business is often successful due to the personality of the owner. If this is the case,
you have to decide whether you will be able to make the business as successful with your
personality.

12. Make sure the seller signs an agreement not to compete for the next 10 years or so.
This is especially important if you feel his or her personality was the reason for the
success of the business.

13. Investigate neighborhood businesses that are not direct competitors to learn what they
have to say about the growth of business in your area, what problems they see for the
future, and how they feel about the business you're buying.

14. Have a credit check done on both the owner-seller and the business itself.

15. Check with suppliers to determine if the inventory you are buying is valued correctly.
16. If there are employees, talk to them about whether they will remain if you buy the
business. Get any other information they are willing to provide.
17. Talk to some of the customers. Find out if they are satisfied with the business as it is
Nnow.

18. Determine if this business' prices are competitive. Visit every competitor to see if
there are any changes underway that might influence your business.

19. Check with government agencies. Local agencies can tell you about licensing,
environmental requirements, zoning rules, and whether there are taxes due for any local
or state agency (licenses, personal property tax, franchise tax, income tax, and property
tax). Federal agencies can tell you whether income tax, social security, Medicare, and
unemployment tax payments are up to date.

20. Prepare a business plan. If you need help, consult your local SCORE office. Your
business library might have an actual business plan for your industry for you to study and
utilize to prepare your own.



21. When buying an existing business, it is important whether the Purchase and Sale
Agreement is for the purchase of assets or stock. As a general rule, it is preferable for the
buyer to purchase only assets, not stock. If the Buyer purchases all the stock in the
company, he acquires all existing liabilities associated with the business, whether known
or unknown.

On the other hand, if it is an assets-only purchase, the Purchase and Sale Agreement
could, and should, provide that the Buyer is acquiring certain listed assets, including the
exclusive rights to the use of the name of the business. The Agreement should also
provide that the Buyer is acquiring no liabilities associated with the business, arising
before the closing, other than those specified, such as accrued vacation and other Human
Resources benefits for those employees who will be retained. The HR aspects are
important. The Agreement should identify which employees will be retained, and the
level of pay and benefits they will receive.

Whether it is a stock or asset purchase, the Seller should be required to indemnify the
Buyer against any unforeseen liabilities that may appear after the closing. It is often a
good idea to hold a part of the purchase price in escrow for a period of time, as a hedge
against such unpleasant surprises.

BUYING A BUSINESS - DUE DILIGENCE CHECKLIST

So you have decided to purchase an existing business. Regardless of whether
the deal is structured as an asset transaction, a stock transaction or a merger,
make sure you know what you are getting into by requiring detailed information
from the seller regarding its business operations and finances. The following is a
checklist of information and documents you should review:

A. Organization and Good Standing.

* The Company’s Articles of Incorporation, and all amendments thereto.
* The Company’s Bylaws, and all amendments thereto.

* The Company’s minute book, including all minutes and resolutions of
shareholders and directors, executive committees, and other governing
groups.

* The Company’s organizational chart.
* The Company’s list of shareholders and number of shares held by each.

* Copies of agreements relating to options, voting trusts, warrants, puts,
calls, subscriptions, and convertible securities.



* A Certificate of Good Standing from the Secretary of State of the state
where the Company is incorporated.

* Copies of active status reports in the state of incorporation for the last
three years.

* Alist of all states where the Company is authorized to do business and
annual reports for the last three years.

* Alist of all states, provinces, or countries where the Company owns or
leases property, maintains employees, or conducts business.

e A list of all of the Company’'s assumed names and copies of
registrations thereof.

Financial Information.

Audited financial statements for three years, together with Auditor’s
Reports.

The most recent unaudited statements, with comparable statements to the
prior year.

Auditor's letters and replies for the past five years.

The Company’s credit report, if available.

Any projections, capital budgets and strategic plans.
Analyst reports, if available.

A schedule of all indebtedness and contingent liabilities.
A schedule of inventory.

A schedule of accounts receivable.

A schedule of accounts payable.

A description of depreciation and amortization methods and changes in
accounting methods over the past five years.

Any analysis of fixed and variable expenses.

Any analysis of gross margins.

The Company’s general ledger.

A description of the Company’s internal control procedures.

Physical Assets.

A schedule of fixed assets and the locations thereof.
All U.C.C. filings.
All leases of equipment.

A schedule of sales and purchases of major capital equipment during last
three years.



Real Estate.

A schedule of the Company’s business locations.

Copies of all real estate leases, deeds, mortgages, title policies, surveys,
zoning approvals, variances or use permits.

Intellectual Property.

A schedule of domestic and foreign patents and patent applications.
A schedule of trademark and trade names.

A schedule of copyrights.

A description of important technical know-how.

A description of methods used to protect trade secrets and know-how.
Any "work for hire" agreements.

A schedule and copies of all consulting agreements, agreements regarding
inventions, and licenses or assignments of intellectual property to or from
the Company.

Any patent clearance documents.

A schedule and summary of any claims or threatened claims by or against
the Company regarding intellectual property.

Employees and Employee Benéefits.

A list of employees including positions, current salaries, salaries and
bonuses paid during last three years, and years of service.

All employment, consulting, nondisclosure, nonsolicitation  or
noncompetition agreements between the Company and any of its
employees.

Resumés of key employees.

The Company’s personnel handbook and a schedule of all employee
benefits and holiday, vacation, and sick leave policies.

Summary plan descriptions of qualified and non-qualified retirement plans.
Copies of collective bargaining agreements, if any.

A description of all employee problems within the last three years, including
alleged wrongful termination, harassment, and discrimination.

A description of any labor disputes, requests for arbitration, or grievance
procedures currently pending or settled within the last three years.

A list and description of benefits of all employee health and welfare
insurance policies or self-funded arrangements.

A description of worker’'s compensation claim history.



A description of unemployment insurance claims history.

Copies of all stock option and stock purchase plans and a schedule of
grants thereunder.

Licenses and Permits.

Copies of any governmental licenses, permits or consents.

Any correspondence or documents relating to any proceedings of any
regulatory agency.

Environmental Issues.

Environmental audits, if any, for each property leased by the Company.
A listing of hazardous substances used in the Company’s operations.
A description of the Company’s disposal methods.

A list of environmental permits and licenses.

Copies of all correspondence, notices and files related to EPA, state, or
local regulatory agencies.

A list identifying and describing any environmental litigation or
investigations.

A list identifying and describing any known superfund exposure.

A list identifying and describing any contingent environmental liabilities or
continuing indemnification obligations.

Taxes.

Federal, state, local, and foreign income tax returns for the last three years.
States sales tax returns for the last three years.

Any audit and revenue agency reports.

Any tax settlement documents for the last three years.

Employment tax filings for three years.

Excise tax filings for three years.

Any tax liens.

Material Contracts.

A schedule of all subsidiary, partnership, or joint venture relationships and
obligations, with copies of all related agreements.

* Copies of all contracts between the Company and any officers,
directors, 5-percent shareholders or affiliates.

All loan agreements, bank financing arrangements, line of credit, or
promissory notes to which the Company is a party.



All security agreements, mortgages, indentures, collateral pledges, and
similar agreements.

All guaranties to which the Company is a party.
Any installment sale agreements.

Any distribution agreements, sales representative agreements, marketing
agreements, and supply agreements.

Any letters of intent, contracts, and closing transcripts from any mergers,
acquisitions, or divestitures within last five years.

Any options and stock purchase agreements involving interests in other
companies.

The Company’s standard quote, purchase order, invoice and warranty
forms.

All nondisclosure or noncompetition agreements to which the Company is
a party.

All other material contracts.
Product or Service Lines.

A list of all existing products or services and products or services under
development.

Copies of all correspondence and reports related to any regulatory
approvals or disapprovals of any Company's products or services.

A summary of all complaints or warranty claims.

A summary of results of all tests, evaluations, studies, surveys, and other
data regarding existing products or services and products or services under
development.

Customer Information.

A schedule of the Company’s twelve largest customers in terms of sales
thereto and a description of sales thereto over a period of two years.

Any supply or service agreements.

A description or copy of the Company’s purchasing policies.

A description or copy of the Company’s credit policy.

A schedule of unfilled orders.

A list and explanation for any major customers lost over the last two years.

All surveys and market research reports relevant to the Company or its
products or services.

The Company’s current advertising programs, marketing plans and
budgets, and printed marketing materials.

A description of the Company’s major competitors.



Litigation.

A schedule of all pending litigation.
A description of any threatened litigation.

Copies of insurance policies possibly providing coverage as to pending or
threatened litigation.

Documents relating to any injunctions, consent decrees, or settlements to
which the Company is a party.

A list of unsatisfied judgments.
Insurance Coverage.
A schedule and copies of the Company’s general liability, personal and

real property, product liability, errors and omissions, key-man, directors
and officers, worker's compensation, and other insurance.

A schedule of the Company’s insurance claims history for past three years.
Professionals.

A schedule of all law firms, accounting firms, consulting firms, and similar
professionals engaged by the Company during past five years.

Articles and Publicity.

Copies of all articles and press releases relating to the Company within the
past three years.



