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keeps the legal and fi nancial aspects of your search sepa-

rate from your personal life.

In the United States, the company should be orga-

nized as a limited liability corporation (LLC). Outside 

the United States, most countries have an equivalent 

structure that you should use. These are pass-through 

entities—that is, the LLC itself does not pay taxes. In-

stead, the revenues and expenses make their way to your 

tax return and are taxed there. An LLC is simple to form: 

You can do it yourself using online resources or through 

an attorney at a minimal fee. Some law schools sponsor 

law clinics where aspiring lawyers will form your LLC for 

you at no cost as practice. You will also need an employer 

identifi cation number (EIN) (or equivalent) from the In-

TABLE 4-1

Costs of a two-year search to acquire a small business

Type of search

People Partners Individual
Scope National Regional
Sourcing Direct Broker

Out-of-pocket costs 

Legal $25,000 $1,000
Offi  ce $48,000 $12,000 
Communication $16,000 $6,000
Data $20,000 $8,000
Travel $120,000  $10,000 

Forgone income
$229,000 $37,000

Forgone salary $600,000 $300,000
Forgone benefi ts $200,000 $100,000

$800,000 $400,000

Reserve for broken deals $50,000 $50,000

Total $1,079,000 $487,000
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EXAMPLE OF A TEASER OFFERED 
BY A BUSINESS BROKER

Products and services

• Inventory of 16,000-plus rental musical 

instruments

• 12,000-plus rental contracts currently in place

• Fully stocked rental and retail inventory in the 

following categories: string instruments (violin, 

viola, cello); woodwind instruments (clarinet, 

trumpet, saxophone), as well as a complete line 

of other new, used, and vintage musical instru-

ments available for sale in the company’s retail 

store

Financial Performance Summary

  2009 2010 2011 2012p* 2013p*
Total revenue ($ millions) $3.4 $3.1 $3.3 $3.5 $3.7
Adjusted EBITDA 
($ millions)**  $1.1 $1.0 $1.5 $1.6 $1.7

Note: Data shown above and throughout this confi dential summary profi le was obtained 
from unaudited fi nancial statements, internally prepared fi nancial statements and pro-
jections, and the company’s management estimates, and is used with permission.
*2012p, 2013p: projected performance for 2012 and 2013, respectively.
**EBITDA: earnings before interest, taxes, depreciation, and amortization, adjusted to 
refl ect pro forma add-back of certain onetime discretionary expenses.
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some critical quality that keeps competitors and cus-

tomers from pushing down the margin. Look for large 

EBITDA margins of at least 20% for manufacturing and 

service businesses and 15% for higher-volume businesses 

like wholesalers and distributors. The small-company ac-

quisitions that we describe in this book, for example, have 

EBITDA margins ranging from 20% to 50%. Margins at 

this level show that the business is attractively profi table.

The EBITDA margin is very easy to calculate. Just di-

vide the EBITDA by the revenue:

EBITDA margin = 
EBITDA

≥ 

20% for services and 
manufacturing
15% for distribution 
and wholesale

Sales

Revenue
You already looked at an overall annual revenue number 

to make sure that the size of the company fi ts your re-

quirements. Examining several other aspects of revenue 

records can help confi rm that the company’s profi tability 

will remain steady. As you move ahead with your investi-

gation of the company, dig into the following questions.

Does this business have recurring revenues? Do the 

same customers purchase from the prospect again and 

again? In chapter 10, we looked at indirect indicators of 

recurring customers, but once you have access to sales 

records, you can check this directly. The company’s churn 

rate is the percentage of customers that buy in one year 

but not in the next. So, if a company’s average churn rate 

is 5%, it means that each year, 95% of its customers buy 

⎧
⎪
⎨
⎪
⎩





Preliminary Due Diligence

171

TABLE 13–2 

Zeswitz Music, analysis of historical operating results as a 
percentage of revenue 

Year ending December 31

Average2008 2009 2010 2011
2012

(projected)

Total revenue 100% 100% 100% 100% 100% 100%
COGS* 23% 20% 16% 16% 14% 18%

Gross margin 77% 80% 84% 84% 86% 82%
Total operating expense 55% 52% 58% 43% 42% 50%

EBITDA** margin 22% 28% 28% 41% 44% 32%

Adjusted EBITDA 
margin

24% 29% 29% 43% 44% 34%

Capital expenditures 25% 12% 22% 10% 6% 15%

Free cash fl ow –1% 17% 6% 33% 38% 19%

*COGS, cost of goods sold.
**EBITDA, earnings before interest, taxes, depreciation, and amortization.

company’s best year would make his projections too opti-

mistic. So, he computed the company’s average margins 

(the last column of table 13-2) as well.

Next, use this analysis to create a fi rst pass at pro-

jections of how the company will perform in the future 

(table 13-3). Because he had yet to obtain detailed in-

formation about sales to new schools, Randy started 

with an assumption that total revenue would grow by 

a modest 5% annually, knowing that he would want to 

return to that assumption as he learned more. For the 

other items, he decided line by line whether to use the 

2011 results or the average, or something in between. He 

set the COGS percentage of sales at the 2011 percentage 

largely because it had been steady at 16% for the last two 

years. He set the total operating expense as percentage 

of revenue at the average of 48%; the average was 50% 
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TABLE 13–3

Zeswitz Music, fi nancial projections for the next fi ve years 

For year ending December 31

2012 2013 2014 2015 2016 2017

Total revenue 3,459 3,632 3,814 4,004 4,204 4,415
COGS* 472 572 601 631 662 695

Gross profi t 2,987 3,060 3,213 3,373 3,542 3,719

Total operating expense less 
stand-alone adjustments

1,452 1,743 1,831 1,922 2,018 2,119

EBITDA** 1,535 1,317 1,382 1,451 1,524 1,600

Less capital expenditures 200 541 568 596 626 657

Free cash fl ow 1,335 776 814 855 898 943

Note: Key assumptions are revenue growth rate of 5%; cost of goods sold (COGS), 16% of revenue; total 
operating expense, 48% of revenue; and capital expenditures, 15% of revenue. All numbers in the table 
are in thousands of dollars.  
*COGS, cost of goods sold.
**EBITDA, earnings before interest, taxes, depreciation, and amortization.

but it was much lower in 2011 at 43% and was on track 

for 42% for 2012, so he picked a number in between the 

average and recent results. He noted that learning more 

about these expenses would be a key due-diligence item. 

Finally, he set capital expenditures at the average level 

of 15% of revenue because he guessed that the swings in 

yearly expenditures had more to do with the availability 

of capital than with the needs of the business. Again, he 

would need to learn more.

As he studied his results, Randy noted that the 

EBITDA during each year of the projection period ex-

cept for 2017 was lower than the 2012 result and that free 

cash fl ow was much lower than 2012, largely driven by 

the especially low capital expenditures in 2012. Still, the 

EBITDA margin (EBITDA/total revenue) was a healthy 
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TABLE 14- 1

Zeswitz Music acquisition fi nancial model, version 1

Key assumptions

Purchase price as a 
multiple of 2012 EBITDA 
($1,535)*

4

Leverage ratio, bank 30%
Debt rate, bank 6%
Leverage ratio, seller 30%
Debt rate, seller 8%

Hypothetical acquisition funding

Uses Sources 

Purchase 
price 

6,140 Bank debt 1,887 

Acquisition 
costs

150 Seller debt 1,887 

    Investor 
equity 

2,516 

  6,290   6,290 

Year ending December 31

2013 2014 2015 2016 2017

Free cash fl ow from table 13-3 776 814 855 898 943
Exit (4x 2017 EBITDA of $1,600 
from table 13-3)

6,400

Bank debt
Beginning debt 1,887 1,375 794 137 0
Interest on debt 113 83 48 8 0
Debt repayment 512 581 657 137 0
Ending debt 1,375 794 137 0 0

Seller debt
Beginning debt 1,887 1,887 1,887 1,887 1,286
Interest on debt 151 151 151 151 103
Debt repayment 0 0 0 601 1,286
Ending debt 1,887 1,887 1,887 1,286 0

Available equity cash fl ow after 
debt payments

0 0 0 0 5,955

IRR to owner plus equity 
investors**

19%

Note: Unless marked as a percentage or a multiple for the purchase price, all numbers are in 
thousands of dollars.  
*EBITDA, earnings before interest, taxes, depreciation, and amortization.
**IRR, internal rate of return.
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TABLE 14-2

Zeswitz Music acquisition fi nancial model, version 2, 
with a reduced purchase and exit multiple

Key assumptions

Purchase price as a 
multiple of 2012 EBITDA 
($1,535)*

3

Leverage ratio, bank 30%
Debt rate, bank 6%
Leverage ratio, seller 30%
Debt rate, seller 8%

Hypothetical acquisition 
funding

Uses Sources 

Purchase 
price 

4,605 Bank debt 1,427

Acquisition 
costs

150 Seller debt 1,427 

    Investor 
equity 

1,902 

  4,755   4,755 

Year ending December 31

2013 2014 2015 2016 2017

Free cash fl ow from table 13-3 776 814 855 898 943
Exit (3x 2017 EBITDA of $1,600 
from table 13-3)

4,800

Bank debt
Beginning debt 1,427 850 201 0 0
Interest on debt 86 51 12 0 0
Debt repayment 576 649 201 0 0
Ending debt 850 201 0 0 0

Seller debt
Beginning debt 1,427 1,427 1,427 898 72
Interest on debt 114 114 114 72 6
Debt repayment 0 0 528 826 72
Ending debt 1,427 1,427 898 72 0

Available equity cash fl ow after 
debt payments

0 0 0 0 5,665

IRR to owner plus equity 
investors**

24%

Note: Unless marked as a percentage or a multiple for the purchase price, all numbers are in thou-
sands of dollars.  
*EBITDA, earnings before interest, taxes, depreciation, and amortization.
**IRR, internal rate of return.
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TABLE 14-3

Zeswitz Music, acquisition fi nancial model, version 3, 
with reduced capital expenditures

Key assumptions

Purchase price as a 
multiple of 2012 
EBITDA ($1,535)*

4

Leverage ratio, bank 30%
Debt rate, bank 6%
Leverage ratio, seller 30%
Debt rate, seller 8%

Hypothetical acquisition funding

Uses Sources 

Purchase 
price 

6,140 Bank debt 1,887 

Acquisition 
costs

150 Seller debt 1,887 

  Investor 
equity 

2,516 

  6,290   6,290 

Year ending December 31

2013 2014 2015 2016 2017

Free cash fl ow from table 13-3 776 814 855 898 943
50% of capital expenditures 270 284 298 313 329

1,046 1,098 1,153 1,211 1,272
Exit (4x 2017 EBITDA of $1,600 
from table 13-3) 6,400

Bank debt
Beginning debt 1,887 1,105 224 0 0
Interest on debt 113 66 13 0 0
Debt repayment 782 881 224 0 0
Ending debt 1,105 224 0 0 0

Seller debt
Beginning debt 1,887 1,887 1,887 1,122 1
Interest on debt 151 151 151 90 0
Debt repayment 0 0 765 1,121 1
Ending debt 1,887 1,887 1,122 1 0

Available equity cash fl ow after 
debt payments

0 0 0 0 7,672

IRR to owner plus equity 
investors**

25%

Note: Unless marked as a percentage or a multiple for the purchase price, all numbers are in thou-
sands of dollars.  
*EBITDA, earnings before interest, taxes, depreciation, and amortization.
**IRR, internal rate of return.
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Looking for a Senior Lender
Your search for a lender should begin when you sign 

the letter of intent and begin your confi rmatory due 

diligence. Local and regional banks are a good source 

of senior loans, as are nonbank lenders. To fi nd a lender 

for your acquisition fi nancing, you will need to contact 

several institutions—perhaps dozens. Sometimes, one 

lender will have had a bad experience lending to a busi-

ness in your company’s industry and not be interested, 

while a different bank has had favorable results and feels 

comfortable with this type of business.

If your acquisition target has an existing lender rela-

tionship, start there since that bank is already familiar 

with the business. Otherwise, begin by approaching an 

SBA lender to see if you qualify for one of these attractive 

funding options (see the sidebar “Small Business Admin-

istration Loans”). If, on the other hand, you need to ap-

proach other banks for a conventional (non-SBA) loan, 

ask them three questions to identify early on whether 

they are likely candidates to fund your acquisition:

• What is their preferred loan size range? Lenders 

generally have a preference, and you want to deal 

TABLE 18-1 

Sources of capital for the acquisition of a small 
business

Senior loan 40%
Seller debt 25%
Equity 35%

Total 100%
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your lack of confi dence in your own projections on which 

the covenants are based, remind the lender that the pur-

pose of a covenant isn’t to test how good a forecaster you 

are; it’s to make sure that the loan is very safe. At 2x debt 

service coverage, for example, the loan is perfectly safe, 

even if that represents a considerable discount from your 

fi nancial projection.

The ratios also can change over time. Generally, early 

in the loan, your company’s profi tability should be able 

to drop at least 15% to 25% before hitting a covenant. 

The covenants naturally become looser in future years 

because the repayments you’ve already made have ren-

dered the remaining loan balance increasingly secure. 

For example, on the day you close your loan, your actual 

leverage ratio might be 2.5x, while the covenant is using 

a ratio of 3x (table 18-2). Two years later, your EBITDA 

has grown to $1.5 million and you have repaid $700,000 

of the loan amount, creating more “room” relative to your 

3x leverage covenant (table 18-3).

Your fi nancial model is a useful tool in helping you 

negotiate loan covenants. Insert the proposed cove-

nants into your projection. Then tweak the company’s 

TABLE 18-2 

Example of a leverage ratio at closing for the 
acquisition of a small business

Senior loan amount $3.0 million
EBITDA* $1.2 million
Senior debt/EBITDA ratio 2.5�x

*EBITDA, earnings before interest, taxes, depreciation, and amortization.
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 performance until you hit a covenant. This will enable 

you to identify which are the governing covenants—the 

tightest ones—and how much operating fl exibility is 

available to you before you actually break a covenant. 

Repayment schedule

Most banks (outside of the SBA loan program) try to 

keep the term of their loans to smaller fi rms to fi ve years 

or less to limit the banks’ risk. They will propose a repay-

ment schedule, referred to as a loan amortization sched-

ule, which will detail how the loan will be partially repaid 

each year during the term. Amortization schedules do 

not have to be level during the life of th e loan; nor do 

they have to fully amortize the loan. It’s a good idea to try 

to negotiate smaller amortization payments in the early 

years of the loan; if your business generates lots of cash, 

you can always prepay some of the loan. On the other 

hand, if there is a stumble early on, it is helpful to have 

the fl exibility that comes from low required debt repay-

ments. Insert the bank’s proposed amortization schedule 

into your fi nancial projections, and make sure enough 

cash is left over for setbacks in fi nancial performance as 

well as for funding growth needs.

TABLE 18-3 

Example of a leverage ratio two years after closing 
on an acquisition for a small business

Senior loan amount $2.3 million
EBITDA* $1.5 million
Senior debt/EBITDA ratio 1.5�x

*EBITDA, earnings before interest, taxes, depreciation, and amortization.
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TABLE 19-1

Zeswitz Music acquisition fi nancial model, version 4, 
with search fund investors’ equity

Key assumptions

Purchase price as a 
multiple of 2012 
EBITDA ($1,228)*

4

Leverage ratio, bank 30%
Debt rate, bank 6%
Leverage ratio, seller 30%
Debt rate, seller 8%
Preferred return on equity 7%
Manager’s carry 25%

Hypothetical acquisition funding

Uses Sources 

Purchase 
price 

4,912 Bank debt 1,519 

Acquisition 
costs

150 Seller debt 1,519

  Investor 
equity 

2,025 

  5,062 5,062 

Year ending December 31

2013 2014 2015 2016 2017

Free cash fl ow from table 13-3 776 814 855 898 943
50% of capital expenditures 270 284 298 313 329
Less 20% reduction in EBITDA 
(due-diligence result)

263 276 290 305 320

783 822 863 906 952
Exit (4x 2017 EBITDA of $1,600 
from table 13-3 less 20% 
reduction)

5,121

Bank debt
Beginning debt 1,519 949 305 0 0
Interest on debt 91 57 18 0 0
Debt repayment 570 644 305 0 0
Ending debt 949 305 0 0 0

Seller debt
Beginning debt 1,519 1,519 1,519 1,100 282
Interest on debt 121 121 121 88 23
Debt repayment 0 0 419 818 282
Ending debt 1,519 1,519 1,100 282 0

Available equity cash fl ow 
after debt payments

0 0 0 0 5,768

Investors’ equity
Beginning LP 
(Limited Partnership)

2,025 2,167 2,319 2,481 2,655

Preference 142 152 162 174 186
2,167 2,319 2,481 2,655 2,841

Capital distribution to 
investors

0 0 0 0 2,841

Ending LP equity 2,167 2,319 2,481 2,655 0
(continued)
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lower acquisition price. In table 19-1, we’ve started with 

the assumptions of table 13-3, reduced the purchase 

price and exit value by 20% for the lower EBITDA, and 

adjusted the cash fl ows for the lower results. We’ve also 

added in the calculations of the equity internal rate of re-

turn. The model is structured around typical search fund 

terms with the searcher getting 25% of the cash fl ow after 

the equity investors received payments that equaled their 

investment plus a preferred rate of return of 7% in the 

example. The internal rate of return (IRR) is 20%, close 

to the 25% that investors demand but a bit slight. This 

deal might be hard to fund. The search-fund investors 

could choose not to invest, and that might well be the 

end of the deal.

If the confi rmatory due diligence and better under-

standing of the business made the future of the com-

pany look better, perhaps even great, with high fi nancial 

rewards relative to the purchase price—perhaps with 

Year ending December 31

2013 2014 2015 2016 2017

Available equity after debt 
and capital distributions

0 0 0 0 2,928

Manager’s carry 0 0 0 0 732

Investors’ carry 0 0 0 0 2,196

Investors’ cash fl ows 0 0 0 0 5,037

Investors’ internal rate of 
return

20%

Note: Unless marked as a percentage or a multiple for the purchase price, all numbers are in thou-
sands of dollars. 
*EBITDA, earnings before interest, taxes, depreciation, and amortization.

TABLE 19-1 (CONTINUED)
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TABLE 19-2

Zeswitz Music acquisition fi nancial model, version 5, 
with search fund investors’ equity with 2012 operating 
expenses and half of historical capital expenditures

Key assumptions

Purchase price as a 
multiple of 2012 
EBITDA ($1,228)*

4

Leverage ratio, bank 30%
Debt rate, bank 6%
Leverage ratio, seller 30%
Debt rate, seller 8%
Preferred return on equity 7%
Manager’s carry 25%

Hypothetical acquisition funding

Uses Sources 

Purchase 
price 

4,912 Bank debt 1,519 

Acquisition 
costs

150 Seller debt 1,519

  Investor 
equity 

2,025 

  5,062 5,062 

Year ending December 31

2013 2014 2015 2016 2017

Free cash fl ow assuming 2012 
operating expenses and half of 
historical capital expenditures

1,362 1,430 1,502 1,577 1,656

Less 20% reduction in EBITDA 
(due-diligence result)

316 332 348 366 384

Exit (4x recalculated 2017 EBITDA 
of $1,920)

4,800

Bank debt
Beginning debt 1,519 686 0 0 0
Interest on debt 91 41 0 0 0
Debt repayment 833 686 0 0 0
Ending debt 686 0 0 0 0

Seller debt
Beginning debt 1,519 1,519 1,268 216 0
Interest on debt 121 121 101 17 0
Debt repayment 0 251 1,052 216 0
Ending debt 1,519 1,268 216 0 0

Available equity cash fl ow 
after debt payments

0 0 0 978 7,417

Investors’ equity
Beginning LP 2,025 2,167 2,319 2,481 1,677
Preference 142 152 162 174 117

2,167 2,319 2,481 2,655 1,794
Capital distribution to 
investors

0 0 0 978 1,794

Ending LP equity 2,167 2,319 2,481 1,677 0
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 investor ownership terms into your fi nancial model, and 

examine the resulting projected returns to investors. For 

example, start with a payout sequence like this:

 1. The investors get back all their capital.

 2. They then receive a 7% annual return on their 

invested capital (the preferred return).

 3. Then you receive 25% of the amount paid to the 

investors as the preferred return (the catch-up).

 4. Then the remaining profi ts are divided 75/25.

Review what level of return this deal provides to inves-

tors. If it is much above 25%, increase your ownership 

to move projected investor returns to about 25%. It’s an 

iterative process to fi nd your way to a proposed deal.

Table 19-3 shows the same model as table 19-2 except 

that we assume that Randy’s search was self-funded. He 

can now increase his percentage ownership above 25% 

and still offer investors a return well above 25%. For ex-

ample, if he kept 45% of the profi ts after the return of 

Available equity after debt 
and capital distributions 

0 0 0 0 5,623

Manager’s carry 0 0 0 0 1,406

Investors’ carry 0 0 0 0 4,217

Investors’ cash fl ows 0 0 0 978 6,011

Investors’ internal rate of return 29%

Note: Unless marked as a percentage or a multiple for the purchase price, all numbers are in thou-
sands of dollars.  
*EBITDA, earnings before interest, taxes, depreciation, and amortization.
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TABLE 19-3

Zeswitz Music, acquisition fi nancial model , version 6, 
assuming a self-funded search with 2012 operating 
expenses and half of historical capital expenditures

Key assumptions

Purchase price as a 
multiple of 2012 
EBITDA ($1,228)*

4

Leverage ratio, bank 30%
Debt rate, bank 6%
Leverage ratio, seller 30%
Debt rate, seller 8%
Preferred return on equity 7%
Manager’s carry 25%

Hypothetical acquisition funding

Uses Sources 

Purchase 
price 

4,912 Bank 
debt 

1,519
 

Acquisition 
costs

150 Seller 
debt 

1,519

 
Investor 
equity 

2,025
 

  5,062 5,062 

Year ending December 31

2013 2014 2015 2016 2017

Free cash fl ow assuming 2012 
operating expenses and half of 
historical capital expenditures

1,362 1,430 1,502 1,577 1,656

Less 20% reduction in EBITDA 
(due diligence result)

316 332 348 366 384

Exit (4x recalculated 2017 EBITDA 
of $1,920)

6,146

Bank debt
Beginning debt 1,519 685 0 0 0
Interest on debt 91 41 0 0 0
Debt repayment 833 685 0 0 0
Ending debt 685 0 0 0 0

Seller debt
Beginning debt 1,519 1,519 1,268 216 0
Interest on debt 121 121 101 17 0
Debt repayment 0 251 1,052 216 0
Ending debt 1,519 1,268 216 0 0

Available equity cash fl ow 
after debt payments

0 0 0 978 7,417

Investors’ equity
Beginning LP 2,025 2,167 2,318 2,480 1,677
Preference 142 152 162 174 117

2,167 2,318 2,480 2,654 1,794
Capital distribution to 
investors

0 0 0 978 1,794

Ending LP equity 2,167 2,318 2,480 1,677 0
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Available equity after debt 
and capital distributions

0 0 0 0 5,623

Manager’s carry 0 0 0 0 2,530

Investors’ carry 0 0 0 0 3,093

Investors’ cash fl ows 0 0 0 978 4,887

Investors’ internal rate of 
return

25%

Note: Unless marked as a percentage or a multiple for the purchase price, all numbers are in thou-
sands of dollars. 
*EBITDA, earnings before interest, taxes, depreciation, and amortization.

the investment and payment of the preferred return, the 

investors’ IRR would still be 25%.

One caution: It is tempting to return to your fore-

casts of the business and add a bit of optimism to your 

projections at this point, increasing the cash fl ows to 

the business and resulting in a quicker debt pay-down 

and signifi cantly higher investor returns. But you will 

need to include your fi nancial model in your invest-

ment memo (many investors will also ask for an elec-

tronic version), and investors will almost immediately 

question aggressive assumptions. Substantial growth in 

revenues or margin expansion are tell tale signs of over-

optimism, and our experience is this too-sunny outlook 

will cause investors to pass on the investment. It is bet-

ter to present a conservative model that delivers good 

returns and then tell investors why you think it may be 

even better. If, for example, Randy sent along the model 

in table 19-3, he would need to have a very convincing 

explanation of his two important assumptions about 

the substantially lower operating expenses and capital 

expenditures. 
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