
enough profit to make the payments. 

Therefore, the seller shares the risk of 

the future profitability of the business.

A well-structured financing agree-

ment will provide protection for the 

seller. If the buyer defaults, legal 

action is taken, and foreclosure comes 

into play. In that case, the seller will 

be entitled to keep any down payments 

and monthly installments the buyer 

has paid up to that time and sell the 

business again. Just remember, litiga-

tion is never fun.

If the seller will accept a smaller 

down payment and agrees to carry the 

balance at a favorable interest rate, a 

higher price can be achieved. If the 

seller demands all cash, the price will 

be lower.

Surveys have shown that sellers 

who demand all cash get 70 percent 

of the asking price, while sellers who 

agree to terms get 86 percent of 

their asking price. Sellers who do not 

have an immediate need for the net 

proceeds from the sale of their busi-

ness have a better chance of getting a 

higher price for it.

Seller financing allows sellers to 

spread a gain out over many years 

or postpone all of it, giving them the 

ability to defer and, in some cases, 

reduce their tax liability. For sellers ap-

proaching retirement, this method can 

provide a source of income. 

When negotiating, be flexible
The seller should go out of his or 

her way to be polite and friendly to 

the buyer, even when it hurts. This is 

more important than you might think. 

It is very difficult to structure a deal 

between parties who don’t like each 

other.

In an effort to devalue your busi-

ness, some investors will take oblique 

shots at the quality of your company. 

They may even question your com-

petence as a manager. This is very 

hard to swallow, but before you throw 

him or her out the door, try to remain 

unemotional and stay focused on the 

big picture.

When an impasse hits, don’t get 

discouraged. Even if it looks like the 

negotiations are not going well, stick 

with it. This is hard work, but, ham-

mering out a win-win agreement is 

worth the effort in the end. 

Be flexible about payment options
When negotiations stall, one option 

is to change the “shape” of the money: 

suggest a different payment schedule, 

a smaller down payment, or a balloon 

payment. 

The escrow hold back deposit, 

which guarantees no lost business, and 

the accuracy of the seller’s represen-

tations is always an area of intense 

negotiations. The length of time and 

amount of money 

held back can be 

negotiated.

An “earn out” 

arrangement often 

occurs when the 

seller presents a 

recasted financial 

projection that 

suggests stronger 

future profits. The 

purpose of an 

“earn out” is to 

allow the buyer and the seller to share 

in future profits which accrue above 

and beyond the profitability shown at 

the date of purchase.

Typically, the obligation to achieve 

these new profits is placed squarely on 

the shoulders of the seller who stays 

on to manage the business under an 

employment contract, hence the term, 

“earn.” If you want a higher price, Mr. 

Seller, you will have to “earn it.”

A word of caution here: earn 

outs are notorious for creating bitter 

disputes after the sale. The seller (now 

merely an employee of the buyer) must 

have reasonable control over decisions 

that will enable the business to achieve 

higher profits. 

Next month, we will examine the 

acquisition process from the buyer’s 

point of view. 

Earn out example

			   2007 Actual	 2008 Projected	 2009 Projected	 2010 Projected

EBITDA			   $300,000		  $360,000 		 $420,000 		 $475,000 

Base EBITDA (negotiated)	      ---		  $300,000 		 $325,000 		 $350,000 

Excess over base		       ---		  $60,000 		  $95,000 		  $125,000 

50% excess to seller	      ---		  $30,000		  $47,500		  $62,500

Cumulative earn out payments ---		  ---		  $77,500 		  $110,000
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