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The message
behind the buyouts

by George Gendron

CONSIDERING THAT IT'S BEEN
less than a year since the sale
of Ine. by its founder, I'd be ly-
ing if I told you that the subject
of this month’s cover story—
management buyouts—isn’t
near and dear to my heart. But
under the circumstances, that's
probably all I should say.

In any case, I couldn’t help
noticing an advance copy of a
book called Buyout: The Insid-
er’s Guide to Buying Your Own
Company on my desk a few

The conditions
for management

buyouts have

_never been more
____favorable than
____they are today

months ago. As it happened, 1
was heading out of town that
day and needed something to
read on the plane.

I doubt that many people
would find such a book ideal
for airplane reading, but I was
enthralled by it. The author,
buyout expert Rick Rickertsen,
writes in clear, authoritative
prose and—unlike most deal
makers—has the ability to de-
mystify his area of expertise to
people outside the world of in-
vestment banking. I called him
as soon as I landed and ex-
pressed my interest in teaming
him up with one of our writers

article for Ine. He
liked the idea. As we spoke 1
pointed out that while his
book is directed at managers
of large corporations whose
founders have long since left,
most Inc. readers are owners
or top managers of companies
at which the founder is still
present.

“That changes everything,”
Rickertsen said.

“Right,” I said, “and we’ll

to do an

want to focus on those types of

sitnations.”

The result is the article by
Paul B. Brown, “Buyout,” be-
ginning on page 40. In it
Brown and Rickertsen make a
compelling argument that the
conditions for management
buyouts have never been more
favorable than they are today.
Valuations are down; despite
the turbulence of capital mar-
kets, there’s plenty of invest-
ment capital available; and
skilled, experienced managers
are in short supply.

And yet I am most struck by
Rickertsen’s observation that
buyout firms like his would be
out of business if American
companies just figured out
how to harness the power of
equity in compensating senior
management.

Brodsky’s timing

AS NORM BRODSKY REMINDS
us, there are no bad predic-
tions, only bad timing. After all,

he’s the guy who told us first in
1996, then again in 1999, that a
recession was on the way.

It looks now as though his
prediction may finally be ful-
filled, although we won’t know
for sure until a recession is al-
ready upon us. Meanwhile,
those of you who heeded
Brodsky’s advice back in Janu-
ary 1999 (see “How to Profit in
the Coming Recession”) are
glad you did. “Your crystal-ball
insights are coming about
sooner rather than later,” one
reader wrote in a recent E-
mail message to the columnist,
*and I'm thankful that I took
your preemptive thought
processes to heart. At the
time, my management team
all got copies of the article. We
collectively pulled our heacs
out of the sand. What-ifs were
discussed, and we began tak-
ing the pulse of the industry
differently. We were able to
hone our observation skills, in
turn enhancing our prepara-
tions for what we are facing to-
day. Just wanted to say thanks.”

If you didn’t take Brodsky's
advice back then, you have an-
other chance this month, as
the veteran entrepreneur
weighs in with a timely but
counterintuitive column on
dealing with economic down-
turns. There are certain areas
of your business, he argues, in
which it now pays to be more
aggressive than ever. m
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Valuations are down, investment capital
1s abundant, and skilled, seasoned man-
agers are scarce. There’s never been a

better time to buy the business you
work for by PAurL B. BROWN




SUPPOSE, FOR A MINUTE, THAT RICK RICKERTSEN

is right. @ Sure, he has an agenda. He’s a partner at a private-equity

investment firm, and he makes his money by keeping a steady flow of

deals coming his way. Every management buyout Rickertsen’s firm in-

vests in yields up to 1% of the sale price up front plus an ongoing

management fee that can top $150,000 a year. In addition, the firm

earns an expected annualized return of 30% to 35% on its stake in the

business when the company eventually gets resold three to five years

down the line. So Rickertsen wants deal flow. Heck, he readily admits

that’s one of the reasons he wrote Buyout: The Insider’s Guide to Buy-

ing Your Own Company, recently published by Amacom. He'd proba-

bly be happy if you were to read the book and give his firm a call. (Rick-

ertsen is chief operating officer of Thayer Capital Partners, in

Washington, D.C.) So when it comes to whether or not managers buy

their companies, he’s far from neutral. m Still, Rickertsen’s self-interest

doesn’t prevent him from being a good
guide to the buyout marketplace. He
certainly has the credentals: Stanford
University undergrad, Harvard Business
School, and a stint at Morgan Stanley.
And he has the experience. He's led
more than 50 management buyouts.
Plus, he’s even spent some time with
early-stage venture-capital firms and has
been chairman of several companies in
Thayer Capital’s portfolio. He’s looked
at deals from all kinds of perspectives.

So suppose Rickertsen is right. Sup-
pose there really never has been a bet-
ter time to buy the company you work
for. Should you do it?

Rickertsen certainly thinks the tim-
ing’s right. Here's why.

m There is a huge amount of money
available to help you finance your pur-
chase. Spurred by the stellar returns of
early buyout firms, the money people
on Wall Street have been rushing for
much of the past decade to create buy-
out funds. Back in 1989 there were half
a dozen buyout funds that had $1 bil-
lion or more to invest. A decade later
there were nearly 40, says Rickertsen.
He estimates that today there are about
500 buyout firms with a total of $150 bil-
lion to invest, The main goal in life of
these firms is to back management
teams that want to do buyouts. And
when you figure that banks will lend at
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least $2 for every $1 of equity that is put
into a deal, that means there is nearly
$300 billion out there waiting for you.
(For a step-by-step look at how the buy-
out process works, see “Buyouts by the
Numbers,” on page 47.) Not even the
Nasdaq crash has hurt the pot, since the
two main consequences of the decline
have tended to cancel each other out.
Yes, the big institutions that put money
into buyout funds may have less to in-
vest because of damaged portfolios, but
the reduced investment appeal of pub-
licly traded companies has prompted
those same institutions to consider
investing their resources elsewhere—
which is to say, possibly on you.

The message Rickertsen wants you

FYOU E

to take away from all this: it has never
been easier to find money for this type
of deal,

m Investors need you. While money
isn't a problem, Rickertsen contends
that finding management talent is.
There are just not enough senior man-
agers to run all the companies that
could be funded by private-equity
deals. Thus, the laws of supply and de-
mand come to the fore. Before man-

\_THE GOMPANY YO

agement-buyout (MBO) funds became
all the rage, managers who were in-
volved in the buyout of the company
they worked for might have ended up
with a 10% equity interest in the busi-
ness. Today 17% is the norm, and the
figure can go as high as 22%, depend-
ing on how much work you're willing
to do up front before the deal is done.
So, says Rickertsen, from the perspec-
tive of the would-be management
team, the deals are as good as they've
ever been.

m Prices are falling. The Nasdaq’s
troubles and the looming recession
may not have diminished the money
available for buyout deals, but they have
slashed the prices people are willing to
pay for businesses. You, the salaried
manager, may be willing to overpay for
the chance to run your own company,
but the buyout firms are not. Paying less
makes it easier for them to generate the
returns they require. Every deal is differ-
ent, but Rickertsen says that this general
observation is true: before the slow-
down, companies were selling at 7 to 7.5
times cash flow. Today they're going for
multiples of 6 to 6.5.

The upshot of all those factors is
that it's a terrific time to buy. Lower
prices mean that not only will buyers
have to pay less, but they won’t have to
borrow as much. If Rickertsen’s valua-
tion numbers are right, the amount of
debt needed to finance a buyout is
about 20% less than it was a year ago.

Of course, there are the inherent
acdvantages you bring to the table if
you're buying the company you already
work for. You know the business, so
there is no learning curve. Better, you
know what fat can be chopped with a
minimum amount of pain. In an in-
house deal, secrecy is more assured.

The owner may not want it known that
he or she is shopping the company,
and selling to managers makes it less
likely that the news will slip out. And, fi-
nally, you can do the deal in less time
than an outsider could—four months
would not be out of the question.

So the case for buying is compelling.
But so are the potential problems—for
both you and the company you are
acquiring. (Continued)
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THE PRAGTIGE
FORMERLY
KNOWN S ...

Management buyout?

If you're thinking that the
process used to be described as
a leveraged buyout (LBO),
you're absolutely right.

Before we talk about why the
name changed, let's first make
sure we all agree about what
we are talking about.

Here's the way Rick Rickert-
sen of Thayer Capital describes
this type of deal: “Management
buyouts (MBOs) are acquisitions
of operating companies or
corporate units in which the
current or future senior manage-
ment of the business partici-
pates as a significant equity
partner in the acquisition.”

As for the name change,
blame Michael Milken. The
term LBO has fallen from favor
in an attempt to make people
forget the excesses of the
1980s, when corporate raiders
floated junk bonds to buy out
companies—a concept that
Milken honed to perfection at
Drexel Burnham Lambert—and
greedy financial types got a bad
name for showing up at the apt-
ly named Predators’ Ball, where
the raiders celebrated the fleec-
ing of all they had come in con-
tact with.

As Rickertsen writes in his
book, Buyout: The Insider's
Guide to Buying Your Own
Company, “The term LBO is no
longer used in the industry, or in
polite company.”

INC. JUNE 2001

Let’s start with you. Despite what the
money people will tell you, you will
have to jump through a significant
number of hoops before you will be
able to get the funding you need. The
buyout firm will examine your track
record to see if you and the deal you
want to do are a good fit. You'll have to
have profit-and-loss responsibility, a
tangible record of success, and a
decade of experience before someone
from the buyout firm will be willing to
return your call.

Equally important, buyers can’t over-
reach. “If you had been running a $20-

million company before, you shouldn’t
look at anything larger than $40 mil-
lion,” says Rickertsen. “Anything small-
er is always going to be fine.” And buy-
ers need industry experience. If you've
been running a finance division, you
aren’t going to be able to buy a retailer,
unless you bring in someone with sig-
nificant retail experience as part of the
deal.

Of course, if you're buying the com-
pany you work for, you probably al-
ready have the right experience. And if
everything works out, you'll likely end
up with a 10% to 20% interest in the
deal, consisting of stock or stock op-
tions that usually vest over four years.

The question, of course, is, Will that
equity be worth anything to you? The
company you're about to lead is taking
on potentially crushing debt. And
you're trading your current boss for an-
other one—the buyout firm that pro-
vided you with the money. And if you
think your current boss is tough, you
haven’t met an unhappy equity part-
ner.

Many managers have never had to
meet with a board of directors, Rickert-
sen says. When they participate in an
MBO, they have to get used to board
meetings—and to the fact that there
won’t be a lot of room for error. “If you
miss your plan by 20% for two consecu-
tive quarters, we are going to have
some very hard discussions,” Rickert-
sen says with classic understatement.
You serve at the behest of the board,
he explains. “They normally can fire
you anytime.”

And, of course, the buyout firm con-
trols the board. “At the end of the day,
it’s all about the numbers,” Rickertsen
says. “The buyout guys like me are fidu-
ciaries; we're pension-fund fiduciaries
investing for sophisticated institutions,
and we've got a job to do on behalf of
those institutions. We need to do the
best we can with their money.”

Rickertsen says firms like his are will-
ing to work with you when things are
bad. But you need to know going in
where their loyalties lie.

OK, but a 10% or 20% interest in

your current company is a lot more

than you have now. And you're used to
pressure, right?

When the company is the boss’s baby
IF YOU STILL THINK YOU'RE THE KIND
of manager who's ready for an MBO,
then consider the last variable: who's
doing the selling. Things get a litde dif-
ferent when the owner is a founder,
Rickertsen says. To explore those dif-
ferences in depth, we talked to Rickert-
sen specifically about what happens
when a company’s creator sells the
business to his own managers.

Inc.: How different is it doing an
MBO when the seller is a founder?

Rickertsen: Very. If you're a poten-
tial buyer, you need to recognize that
the boss holds all the cards. So you've
got to be very careful. At best, as soon
as there’s a whiff of disloyalty, you've
put yourself into a penalty box that yvou
may not be able to get out of. At worst,
you’ll get fired the moment the boss
learns something is up. That's the risk
of trying to bring it up.

Inc.: So if I'm a potential buyer, what
do I do?

Rickertsen: You have two options.
The first, which may or may not work, is
to plant the seed early. You tell the entre-
preneur casually that if he or she is ever
thinking of selling, you would be inter-
ested in buying. That way the owner
won't be shocked later on. In the inter-
im, you make yourself as important as
possible. That way you increase your
leverage over time.

Inc.: How does an owner react to the
planting of a seed?




Rickertsen: An owner might say some-
thing like *Well, I'm not a seller now.
Let’s just keep building the business,”
But sometimes the response is: “At this
point in my career, I don’t want to sell,
and if you want to get on the team, get
on the team. If you don’t want to be on
the team, get off the team. I just can’t
have a buyout clouding our strategy.”

Inc.: Is there a way around that?

Rickertsen: Yes. You don’'t make the
approach yourself. You find a buyout
firm to make the call to see if the owner
wants to sell. Owners get calls like that
all the time. That way it’s much casier.

There’s no question about your loyalty,
because the owner doesn’t know—or
isn’t sure—it’s coming from you.

Inc.: Is there any way of telling how an
owner might react when that call comes
from “out of the blue™?

Rickertsen: Sort of, Owners are al-
ways in one of three places: They're not
sellers under any circumstance right
now; that's where most of them are. Or
they're tire kickers. They'll talk to every-
body who wants to buy their company,
but they still really are not sellers. They
just like taking meetings and getting a
handle on what the business is worth.

SAY WHAT?

WHAT THE BUYOUT FIRM SAYS

There are lots of tire kickers. And then
there are real sellers. One of the most
interesting things about being a buyout
person is figuring out who is a tire kick-
er and who's serious, because you can
waste colossal man-years on tire kickers,

Inc.: Is there a tip-off?

Rickertsen: If you're not talking real
turkey after three meetings, give up. You
have to give them that long for a couple
of reasons. First, you almost never talk
money right away, and second, for
founders, the company is their baby. It’s
their whole life. It is never easy for them
to sell, even if you offer them a scream-

ingly high price. So you're never going
to get very far until the third meeting.
But if after the third meeting they're
not ready to show you their financials,
vou only have a tire kicker.

Inc.: OK, suppose he's a serious seller,
and he learns that the management
team—A"is management team—is the po-
tential buyer. How does everyone deal
with the inherent conflicts, especially
about valuation and about how the com-
pany will be run during the negotiations?

Rickertsen: Let's take the owner’s po-
sition first. There are a lot of potential
problems. Not only does he probably

want the highest price while the buyers
want to pay the lowest, but the buyers—
his managers—are in a position to truly
hurt the company. They can harm the
business if they don’t stay. They can sab-
otage relationships. There have been sit-
uations where the manager-buyers in-
tentionally didn’t perform as well, in
order to get the price down. So you as
the manager have an obligation to your
employer to behave well.

I think the two best ways to mitigate
those conflicts are: Number one, just
put them on the table. Talk about them.
The second way is for the seller to bring

in a professional to make sure the sale is
managed fairly. Part of that means find-
ing out if there are other potential buy-
ers. The owner may have no intention
of selling to anyone else, but it keeps the
management team honest and on track.
If the managers are the only potential
buyers, and if they turn out to be bad ac-
tors, they may hold an owner hostage.
They can threaten—directly or other-
wise—to do all kinds of damage if their
price isn't met.

That’s why as a founder you hire
someone to run the process for you,
and you start talking to other potential

Here are some terms that buyout firms frequently use and translations of what those
terms actually mean, according to Rick Rickertsen.

WHAT THE BUYOUT FIRM MEANS

Basically on plan

There is a revenue shortfall of 25%

Considerably ahead of plan

We hit plan in one of the last three months

Entrepreneurial CEO

The CEO is totally uncontrollable, bordering on maniacal

Ingredients are there

Given two years, we might find a workable strategy

Long selling cycle

We haven't found a customer who likes the product

Niche strategy

Small-time player

Turnaround opportunity

Lost cause

We're working closely with management

We talk to them on the phone once a month
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buyers even if your goal is to sell to man-
agement. The move puts the manage-
ment team on notice that if they get too
far off the reservation, the company is
going to get sold to some other strategic
party and they may lose their jobs.

If you are negotiating one-on-one as
the owner, the risks are too great.
There’s the price conflict, the employee-
performance conflict, and the employee
risk in general. Your risks as a founder
are too great, because you're turning
too much leverage over to your employ-

ees, That’s why I'm a big advocate of

having a real process.

Inc.: I understand the idea of bring-
ing in other potential bidders, but how
recepltive are owners to turning over
control of the process to someone else,
especially when it comes to valuation?

Rickertsen: Not very. Some 90% of

the owners in this country begin with
the position “My company is the best
company in the world: And despite what
the comparables show, my company
should sell at twice the industry norm.”
Entrepreneurs who live in that world—
and stay in that world—don’t ever get
their companies sold. I understand their
position. They built the company from
scratch. It's their baby, and no parents
have ever thought they had an average
baby, let alone an ugly one.

Still, the entrepreneur needs some
level of objectivity, and that’s where the
professional comes in. If you ever do
want to get your company sold, you
need to acknowledge that there is a mar-
ket determining what companies trade
for. If you don’t, then you can’t com-
plain that you can’t sell your company.

Inc.: What do I do as a manager-buyer
if it looks as if the owner may actually
sell to another company?

Rickertsen: If it’s all about price,
strategic buyers always win, period. T hey
can always take out costs from a seller’s

income statement, which means they
can show more profit, which means they
can pay a higher price. In that situation,
the management team is always going to
lose.

Inc.: I've got no shot?

Rickertsen: You should compete with
the outside buyer. You should sell the

owner on what you can do for the com-
pany and what continuity will do for the
company and for the employees. You
should be as aggressive on price as you
can. But at the end of the day, if a strate-
gic buyer wants it, you're just not going
to own it.

Inc.: Do owners want to sell to man-
agement?

Rickertsen: A lot of them are inclined
to do it to preserve their legacy. They
like the idea that the company will con-
tinue as is. It can be a very satisfying way
10 exit.

Inc.: How often do owners give the
management team a break on price?
Even if they want to, don’t they always
have family members and advisers
telling them to go for the highest possi-
ble payoff?

Rickertsen: Obviously, it’s the owner's
call. The owner has lived with those peo-
ple [the management team], and the
advisers haven't. If the owner wants to
do a deal at the low end of the market
to sell the company to the employees,
then that’s a great thing for the employ-
ees. But again, the owner needs to know
what the company is worth. As an owner,
you hire a professional who comes in,
runs the comparables, and says, “Com-
panies like yours trade at 1.5 to 2 times
revenue. And that makes your business
worth between $7.5 million and $10 mil-
lion.” If you wanted to sell the company
to your employees for $7.5 million, that
would be supportable, and it would be
good for the employees.

If you go that route, you keep the
continuity and all those soft feelings that
we talked about before, and the com-
pany doesn’t get absorbed into some
massive bureaucracy. But you want to
make sure your employees can get this
done; don’t even think about selling the
company to them unless you believe
they can get it done. So you help them.

You introduce them to three buyout
firms, and you give them a six-week lead
before entertaining other offers.

That way you've created a good
dynamic, because you've given your em-
ployees a proprietary shot. But they're
on notice that if they screw it up and the
deal doesn’t get done, the company gets

BUYOUTS BY
THE NUMBERS

A step-by-step

primer on how
a management
buyout is done

There's no such thing as a typical
deal, but here's how most manage-
ment buyouts (MBOs) should work,
according to buyout veteran Rick
Rickertsen. (Note: What follows is
a “straight vanilla” deal. There are
infinite variations, including
ESOPs—employee stock owner-
ship plans.)

Be confident. “You
can't have any doubts,” says Rick-
ertsen. “If you have doubts about
embarking on a buyout, you just
shouldn't do it."

What can go wrong during Step
1? The flip side to not wanting a
deal enough is wanting it too
much, If, say, you're willing to pay
too high a price or want to buy
something that's twice as large as
anything you've ever run, you won't
get funding.

Find or create an
opportunity. Identify how the
company can make more money.

What can go wrong during Step
2?7 You can look too far afield. If
you're working for a manufacturing
company and you're thinking of
buying one of the companies that
sells your product, “that is going
off-spec,” Rickertsen says. “Retail
is a different business.”

Develop a sound
business plan. “You want to be
aggressive,” Rickertsen says. But
you also have to develop a plan
that's achievable and credible.

If your industry is growing at 7%
ayear, (Continued on page 48)



(Continued from page 47) say, and
you claim that you're going to increase
your sales by 30%, you're telling the
world that you're planning to take mar-
ket share away from other compa-
nies—"and that is very difficult,” says
Rickertsen.

How you structure the business
plan is crucial. Rickertsen’s tips:

* The executive summary is key.
You always suspected that if you didn't
hook people on page one, you were
doomed. You were right.

» Research is key, too. Your descrip-
tion of the market needs to be better
than any other summary that investors
can find on their own.

* Don't exaggerate. Never say you
have little or no competition. Says
Rickertsen: “The phrase means that
either you're too dumb to recognize
that you have competitors, or you be-
lieve the investor who's reading the
business plan is too dumb to know
better.”

What can go wrong during Step 3?
A buyout firm is going to hold you to
your forecast. As Rickertsen puts it, “If
you don't make plan, you're toast.”
BEECGEN Strike an agreement
with the seller. In most cases, you
want to avoid doing the negotiations
yourself, Rickertsen says, since the
process can be very emotionally
charged. It's always helpful to have a
“bad guy" around, like an accountant
or a lawyer, who can negotiate on your
behalf.

As for what you offer in the deal,
Rickertsen has some interesting
thoughts:

“You come in one dollar above in-
sulting. Everyone has to negotiate,” he
says.

“When | started out in the buyout
business, [I figured it would go like
this]: "You want to sell me your com-
pany? Here's my deal: $7 million. If
you don't want to do that, forget it.” |
don't like to haggle.
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“What | learned is that everyone
wants to negotiate. Everyone wants to
win something. So you always come in
lower than where you want to end
up,” he says. Say that a company is
up for sale and the owner gets compa-
rables indicating that it could go for
anywhere between $7 million and
$10 million. The investor offers be-
tween $6 million and $9 million. “I
would probably come in at
$6,375,000, for two reasons. One,
because it's not insulting. And two, be-
cause it looks scientific,” he says.

What can go wrong during Step 4?
The parties involved in the deal can let
their emotions carry the day. For in-
stance, the owner could hear the com-
parables and say something like “Hog-
wash. Those may be other companies,
but mine is special.” The potential
buyers, on the other hand, sometimes
become so smitten with the thought of
buying the company that they're will-
ing to pay too high a price.

Strike a deal with an
equity investor. If the deal closes, the
cost of doing the MBO—including the
accounting and legal fees and the
money paid to the buyout firm and
banks—usually comes to 3% to 5% of
the sale price, which is added on top.
That means that in a $50-million
MBQ you have an additional $1.5 mil-
lion to $2.5 million to pay off. (If the
deal falls through, the buyout firm tra-
ditionally eats most of the costs.) Plus,
in a deal of that size, the buyout firm
might take a $150,000-a-year man-
agement fee.

What would the buyer and new CEQ
get? Fifteen percent of the company is
the middle of the range these days,
and it could come in the form of stock
or stock options that usually vest over
four years. Managers could get a bigger
piece if they put up some of their own
money. Buyout firms like Rickertsen's
generally insist that they do.

(Continued on page 50)

sold to somebody else. It creates conster-
nation in the organization on one hand,
but on the other you've given them a
proprietary shot. That’s fair.

Inc.: Does that happen a lot?

Rickertsen: It’s one way it happens.
The other is that the owner basically says:
“Look, I built this business. I own all the
equity. I deserve the biggest payday possi-
ble.” And really, the best way to get the
biggest payday is to conduct an auction.

If it goes that route, two things can
happen. Option one: there is an auc-
tion, and the employees never get in-
volved because the owner is worried
about all those conflicts we talked about
before, But if the founders don’t let the
managers bid, they almost always pay a
bonus to the employees from the pro-
ceeds when the company gets sold. The
number depends on the size of the com-
pany, but it usually works out to be
about 5% for sales up to $20 million, a
lesser percentage as the price tag goes
up. By doing that, owners keep every-
body on the reservation while they're
going through a tough process. It’s not
only nice; it's smart business.

The second option is, the owner sells
the business through a process but gives
the employees an equal—not a propri-
etary—shot, and they run around and try
to make a deal happen. In those circum-
stances, what I've often seen is that if the
employees show up with an offer that’s
within 10% of the high bid, the owner
will often sell them the company. If
they’re much more than 10% lower than
the high bidder, they usually don’t get it.

Inc.: One reason owners might sell to
their managers at a discount is that they
don’t want to sell to some real or imag-
ined enemy, right?

Rickertsen: Absolutely. But there is a
flip side to that. The owner says: “I've
run this business for 20 years, and I've
done OK. I sell it to my employees. It
does three times as well as OK. The only
variable is, I'm not running the busi-
ness. I don’t think I want to be in that
position.” All parents want their chil-
dren to do better than they have. And
then when they do, the parents feel
really uncomfortable.

It can happen. The way to protect
yourself [as the owner] is to ask for
*home-run warrants.” You sell the com-
pany to your team, and say: “Look, I'm
selling you this thing for $7.5 million. I
want you to be successful. But I want a
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“It's really important for me that you
have some skin in the game. It doesn’t
have to be a ton, but it has to be
something that's meaningful to you,”
says Rickertsen. “Some managers can
cut a check for $250,000 to
$500,000. For managers who don't
have a lot of liquidity, we ask them for
$15,000. Some buyout firms like it to
hurt. They want you to be very lever-
aged and very focused. We don't be-
lieve that's the right answer, because
managers may be prone to taking
short-term draconian actions that may
impact the company longer term. But
| want you to write a check, to show
that you're there alongside me.”

What can go wrong during Step 5?
Even after writing the check, you'll have
a minority interest in the company. The
board, which will be handpicked by the
buyout firm, will control everything,
from the decision about when the com-
pany will be sold—within three to five
years—to whether you'll keep your job.

Buyers need to think of the deal
they make with their equity partners as
a marriage, and they need to be candid
with one another up front, Rickertsen
says. If your equity partners don't tell
you up front what the conditions are
under which they might make a man-
agement change, ask them. There
praobably won't be a lot of negotiating
room there, but you can do some
things to protect yourself. Rickertsen
suggests being very specific by saying
something like “If you fire me in the
first year, 25% of my equity should
vest.” And a year's salary as severance
is not out of the question.

As part of such discussions, spend a
lot of time on exit strategies. The buy-
out firm will want to be out of your
business within five years, but you
may not want to be. If you pick the
wrong buyout firm, you can be in for a
lot of unpleasant surprises. Don't
shortchange this step.

Arrange bank financ-
ing. From the buyer's viewpoint, this is
the easiest part of the process. You
don't do anything. The buyout firm has
a list of banks it works with, and it
does the deal.

What can go wrong during Step 6?
“There's a real credit crunch going on,"
Rickertsen says. “The banks have been
burned in some large buyouts. They lost
a lot of money in the telecom and dot-
com worlds. So banks have been pulling
back aggressively since about October.
Today you can only borrow 2.5 to 3
times cash flow. Before the crunch, you
could have gotten 4 or 4.5. That means
you have to be tougher on price, and
your partners need to be prepared to put
in more equity.”

Complete the due
diligence.

What can go wrong during Step 77
Contracts with key customers that you
thought were bulletproof aren't. There
are expenses that haven't been accrued.
You might find litigation bombshells.
Close the deal.

What can go wrong during Step 8?
Says Rickertsen: “In 30% to 40% of
cases, you have an 11th-hour heart
attack.”

Build the company.

What can go wrong during Step 9?
In the venture-capital world, out of
every 10 deals, “2 are screaming
home runs, 3 flame out, and 5 are
the walking wounded where you'll
probably get your money back,” Rick-
ertsen says. “With private-equity
deals, which involve |ater-stage com-
panies that already have income state-
ments and balance sheets, you proba-
bly have one to two deals that flame
out. You have one that's a big home
run because all of the stars lined up
in a way that you could never have
anticipated. And then you have six or
seven moderately successful com-
panies generating 15% to 25% returns
on invested capital.”" m

warrant that says if you guys sell it for
more than $12 million, I get 15% of the
proceeds [over $12 million].” That pro-
tects you on the back end.

Ine.: What happens if the manage-
ment group bids and loses?

Rickertsen: They need to be pre-
pared for that going in. You must be
prepared to lose. Be gracious about it,
but don’t be stupid. Ask for a fee at the
time of the sale. You helped build the
company, and you should get some-
thing.

Inc.: How long does the whole
process take?

Rickertsen: Normally, 120 to 180
days. Some deals drag on for up to a
year if they're very large and complex.

Inc.: What is a common mistake that
owners make during the process?

Rickertsen: There are two. First, they
wait too long. Sell when things are going
very well. Buyers need to believe that
they can make money on the deal. A lot
of owners sell after the cycle has crested,
and they just hurt themselves, because
the buyer knows the company is past its
peak. Buyers are never dumb. And
they’ll see that you are trying to sell dur-
ing a downturn. The result? You'll get
four times cash flow, rather than the six
you would have gotten a year ago when
things still looked pretty good.

The second mistake is, the owner
doesn’t have a strong succession plan. If
you're the owner, you're just going to
hurt yourself, because the buyers are go-
ing to pay a lower price—my price goes
down by 30%—to reflect the fact that
your leaving represents a massive busi-
ness risk.

So it’s really important to think about
it in advance. Be strategic. Put in a good
succession plan and all the necessary sys-
tems [complete with financial reports].
And sell when there’s still some money
on the table, because that’s when you're
going to get the best price.

Inc.: If managers had a piece of the
action to begin with, would manage-
ment buyouts become extinct?

Rickertsen: Absolutely. If America
were smarter about how it compensated
its executives, you would find much less
management-buyout activity. And you'd
find that companies would have greater
profits and would perform better. m

Paul B. Brown (p_brown@directaduvice
.com) is the author or coauthor of 10 books
and editor-in-chief of DirectAdvice.com.
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