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Opinion 16, 110
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accounts receivable, 105, 107

accrued liabilities, 111

acquisition, forms of, 189

adjusted net revenues, 55

administrative employee cost ratio, 55, 66

antitrust, 2

APB See Accounting Principles Board

arms length, 127

asset purchase, 189-190
disadvantages, 189-190

asset sale, 190,193
double taxation and, 190

auction, conducting an, 80

audit, 104, 106, 112

balance sheet, 92, 105-114

bequeathing, 12

board of directors, 71-75
rules, 73-75

bondholders, 34

book value, 91, 93, 98, 125
of stock, 103

bubble, 5

business assessment, 29, 35

business overview, 77—80

business partners, 28, 31-32

business plan, 25-31

buyer’s representation, 202

bylaws, 33, 71

CA See confidentiality agreement
CAPEX See capital expenditures

capital expenditures (CAPEX), 130
capital structure, 93
capitalization of excess income, 125, 131, 137
sample, 134-135
capitalization rates, 97, 131
capitalized software costs, 105, 110
cash, 105, 106-107
cash flow
multiple, 125, 129-130
projection, 67
cautious, 145
certificate of formation, 71
certificate of incorporation, 71
Certified Public Accountant (CPA), 19, 28,
205-206
cherry picker buyer See focused buyer
chief executive officer, 19, 72, 73
chief financial officer, 19, 27, 72, 73
chief operating officer, 19, 72
chief technology ofticer, 72
circumspect, 145
client acquisition costs, 55, 66
ratio, 66
client revenue ratios, 58
closely held corporations, 89
company history, 29, 33, 99-102
comparable sales, 125, 126—128
compensation plans, 33, 41-49
competitors, 29, 32, 149
as buyers, 141-143
compilation, 105
confidential information, 141, 151-155
disclosure, 156
confidentiality, 149—160
maintenance of, 155, 156
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confidentiality agreement (CA), 4, 48, 146,

148,150-160
sample, 157-160

contingent liabilities, 106, 112-113

contingent payments, 83

contract, 6, 192—193

cost versus benefit, 169

covenants, 203

CPA See Certified Public Accountant

credit report, 145

cross-selling opportunities, 21

current assets, 52

current liabilities, 52, 53

current ratio, 53

customer base, 3, 67, 15, 21, 28, 31

customer lists, 141

customer satisfaction, 8, 13, 27, 147

survey, 147
customer turnover, 8
customers, 146—147

damages, 155
data dissemination, 149—-150
DCE See discounted cash flow
debt structure, 29, 33, 34
debt to equity, 34
defections of key personnel, 14
deferred compensation, 193
deferred revenue, 106, 112-113
deposits, 106, 112-113
determining intent, 142—143
development cycles, 6
direct competitors, 21
directors’ insurance, 73
disclaimer, 78
sample, 79
disclosure, 145
discount for lack of marketability (DLOM), 127
discount rate, 126
discounted cash flow (DCF), 22, 125, 130
sample, 132-133
discounted future earnings, 21
discretionary payroll ratio, 54, 63
diversified customer base, 6
dividend paying capacity, 91, 94, 98, 115, 118
DLOM See discount for lack of marketability
due diligence, 5, 16, 20, 146, 167
benefit plans and ERISA, 179-180
business financing, 173-174
capitalization, 171-173
check list, 171-188
compliance review, 186
customers and suppliers, 81-183

definition, 167
financial review, 184—186
insurance coverage and claims, 176
intangible assets, 181
litigation and claims, 174-175
management and employee relations, 177-179
miscellaneous, 186—188
organization, 171-173
personal property, 180—181
real property, 180
relevant reports, 75-176
tax review, 184

due on sale provision, 34

Dun & Bradstreet, 144

earning capacity, 91, 95, 98, 115-118

Earnings Before Interest and Taxes (EBIT), 129

Earnings Before Interest, Taxes,

Depreciation, and Amortization (EBITDA), 129

earnings multiple, 125, 129

earn-out, 193

EBIT See Earnings Before Interest and Taxes

EBITDA See Earnings Before Interest, Taxes,
Depreciation, and Amortization

economic outlook, 102

economies of scale, 1, 3, 21

employee base, 5

employee information, 146

Employee Retirement Income Security Act
(ERISA), 179-180, 201

employee utilization, 54, 55, 65

employment agreements, 47, 48—49

employment contracts, 16

Equal Employment Opportunity Commission, 186

equity, 106, 113

equity-sharing plans, 5, 46—47

ERISA See Employee Retirement Income
Security Act

estate tax, 89, 90

ethics, 4, 9

executive summary, 28, 29

existing client revenue ratio, 53, 58

exit strategy, 74

expansion, 2, 29, 38

extreme bargain hunter buyer, 20, 23

fair market value, 87—-88, 90

FASB See Financial Accounting Standards Board
fast MSL coverage, 54, 63

FDA See Food and Drug Administration

Federal Trade Commission (FTC), 2

Financial Accounting Standards Board (FASB), 110
financial buyer, 20, 22-23
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financial data, 105, 146 Internal Revenue Service See IRS
financial forecast, 68 inventory, 8, 105, 108
financial metrics See metrics investments in other businesses, 105, 110
financial performance, 3, 5 IP See intellectual property
financial ratios, 51 IRS, 88, 103, 131
financial statements, 38, 69, 103, 145
first-time buyers, 143 Justice, Department of, 2
fiscal year, 6
fixed assets, 105, 108 labor shortages, 7
focused buyer, 21, 23 large-client dependency ratio, 54, 61
Food and Drug Administration (FDA), 186 lawsuits, 106, 112
forward merger, 192 leadership, 8
disadvantages, 192 leases, 29, 34
forward triangular merger, 192 lenders, 3, 8
FTC See Federal Trade Commission letter of intent (LOI), 161-163
components, 162
GAAP See Generally Accepted Accounting purpose, 161
Principles sample, 164-166
Generally Accepted Accounting Principles liquidated damages, 155
(GAAP), 104 liquidation value, 125-126
geographically based mergers, 2, 22 liquidity, 93
gift, 11 loans, 106, 111
gift tax, 89, 90 loans to/from shareholders and employees, 106,
goodwill, 91, 95, 98, 105, 110 111
governing law, 154 LOI See letter of intent
government regulations, 106, 113 long-term indebtedness, 93
gross profit, 6
guarantees, 106, 112 maintenance revenues ratio, 53, 59
guideline publicly traded company method, 123 management, 29, 32-33
market plans, 141
hardware revenue ratio, 53, 57 market position, 100
Hart-Scott Rodino, 2, 186 market presence, 4, 8
hockey stick curve, 26-27 market price of comparable stock, 123
horizontal combination, 22 market quotations, 91
human capital, 4, 32 marketing for sale, 77-86
marketplace, 28, 31
indemnification, 203-204 merger, 189, 191-192
industry condition, 102 disadvantages, 191
industry outlook, 102 Mergerstat Premium Study, 121
inheritance, 11 Mergerstat Review, 121
in-house systems, 3, 7 metrics, 42, 45, 51-69
initial public offerings, 5, 12 minutes, 74
intangible assets, 105, 110 mission statement, 28, 29
intangible value, 99 monthly sustenance level See MSL
intellectual capital, 15 monthly sustenance ratio, 54, 62
intellectual property (IP), 139-140 Moore’s Law, 57
intermediary, 19, 78, 81-86 mortgages payable, 106, 111
intermediary agreement sample, 84, 85 MSL, 52, 62
internal management reports, 67 coverage, 54, 64
Internal Revenue Code ratios, 63
Section 197, 194
Section 338 (h) (10), 91 NAICS See North American Industry

Section 368, 192 Classification System
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NDA See nondisclosure agreement

net hardware sales, 52

net software sales, 52

net worth, 93

new client revenue ratio, 54, 58

no hire provision, 154

no solicit provision, 154

noncompete, 4, 48

nondisclosure agreement (NDA) See
confidentiality agreement

nondiversion, 4, 48

nonsolicitation, 48

non-synergistic, 2

North American Industry Classification System

(NAICS) number, 127

Occupational Safety and Health
Administration, 186

offer letter, 48

officers’ insurance, 73

operating environment, 7

operating principles, 28, 29

outside advisors, 72, 150

owner’s equity, 113—114

ownership structure, 29, 33, 74

P/B multiple See price to book multiple
P/E multiple See price to earnings multiple
P/S multiple See price to sales multiple
partial sale, 12
partner relationships, 31
payables, 106, 111
payment, 195
performance metrics, 169
period of engagement, 83
personnel cost ratio, 53, 56
personnel costs, 44, 52, 56
personnel productivity ratio, 53, 56
phantom stock, 46, 47
prepaid cash, 54, 64
prepaid liquidity, 54, 64
prepayments, 105, 106, 108, 112-113
price to book (P/B) multiple, 139
price to earnings (P/E) multiple, 129
price to sales (P/S) multiple, 39
private equity funds, 72
processes, 3, 7
product development, 3
profit and loss statement, 6, 93
analysis, 116-117
recasting, 117-118
recasting sample, 119
profitability ratios, 52

proprietary technical information, 148
purchase price, 6, 195
allocation, 194

quick ratio, 53

real estate, 105, 109, 140
replacement cost method, 125, 137-138
research and development, 4, 8, 32
costs, 109
restricted stock, 46, 47
restricted stock awards, 47
restrictive agreements, 97
return on equity, 22, 52
return on sales, 52
return on total assets, 52
revenue cycle, 31
revenue multiple See sales multiple
Revenue Ruling
59-60, 87-99, 103, 114, 115, 137
65-193, 99
68-609, 131,136,137
93-12, 121
revenues, 13
reverse merger, 192
reverse triangular merger, 192
review, 104
risk, 6, 12
romantic buyer, 20, 23

sales cycle, 6, 31

sales multiple, 125, 128

sales per employee, 53, 55

sales pipeline, 67, 68

sales prospects, 67, 68

Sarbanes-Oxley Act (SOX), 73

SEC See Securities & Exchange Commission
securities, 90

Securities & Exchange Commission (SEC), 144

security, 3, 196
seller’s representation, 196

selling memorandum, “book”, or “memo”, 25,

26, 35, 77-79, 161

service revenues ratio, 54, 60, 61
SFAS

No. 86, 110

No. 141, 110

No. 142, 110
shareholders, 46

agreement, 47, 48
SIC See Standard Industrial Classification
software revenues ratio, 54, 60
solicit, 154
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source code, 148
SOX See Sarbanes-Oxley Act
Standard Industrial Classification (SIC), 127
stock
appreciation rights, 46—47
market price, 123
options, 46
purchase, 189-190,
sale, 119-123, 191, 193, 195
strategic buyer, 20-22, 23
strengths, weaknesses, opportunities, and threats
(SWOT) analysis, 29, 35
sample, 35-37
subpoena, 153
success fee, 83
superior in-house systems See in-house systems
supplier, 21, 147
information, 147-148
relationships, 31-32, 101
SWOT analysis See strengths, weaknesses,
opportunities, and threats
synergistic buyer, 20-22, 23
synergy, 1, 3, 20, 22, 72

tag-along rights, 83, 85

tax effects of different purchase price allocation, 194
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termination procedure, 83
terms of payment, 195

third party revenue ratio, 53, 57
trade secrets, 141

treasury stock, 106, 113-114

valuation

methods, 125139

of gifts, 121-123

of property, 121-123
venture capitalists, 72
vertical combination, 22
vesting requirements, 43
vision statement, 28, 29

warranties, 12, 106, 112,
seller’s, 196202
buyer’s, 202

well-diversified customer base, 6

willing buyer, 88

willing seller, 88

work backlog, 67

work in progress, 105, 107-108

working capital, 15, 52, 53, 93
ratios, 52, 53
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