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Chapter 5 –

Buying an Existing Business

Multiple Choice
1. When buying an existing business, the potential buyer should remember that:

a) it is a long process and the buyer should be patient.

b) existing businesses often do not continue to be successful after a change in ownership.

c) it is often more difficult to find capital for an existing business than it is for a start-up.

d) he/she will likely have to make significant changes in the work force.

Answer a
(Introduction     Page 129)
2. One advantage of buying an existing business is:

a) you always get the best location.

b) the opportunity to participate in a national advertising campaign.

c) equipment is installed and production capacity is known.

d) easy implementation of innovations and changes from past policies

Answer c
(Advantages of Buying an Existing Business     Page 131)

3. When it comes to buying an existing business, it is not uncommon to find it:

a) overpriced.

b) difficult to finance.

c) with accounts receivable worth more than face value.

d) bargain priced.

Answer d
(Advantages of Buying an Existing Business     Page 132)
4. When buying an existing business, one should remember that:

a) it is generally not important to independently evaluate the inventory.

b) you are always buying goodwill with the tangible assets of the business.

c) it is as easy to make change in an existing business as it is in a start-up.

d) the real reason for selling is seldom stated honestly.

Answer d
(Disadvantages of Buying an Existing Business     Page 132)
5. The inventory in an existing business:

a) is always current and salable.

b) usually appreciate over time, making the business a bargain.

c) needs to be checked for age and salability.

d) is usually stated honestly and does not need independent auditing.

Answer c
(Disadvantages of Buying an Existing Business     Page 134)
6. Accounts receivable in an existing business:

a) are rarely worth their face value.

b) unlike inventory, are often worth their face value.

c) appreciate over time due to interest and penalties.

d) are not a significant consideration when buying an existing business.

Answer a
(Disadvantages of Buying an Existing Business     Page 135)
7. The first step an entrepreneur should take when acquiring an existing business is to:

a) explore financing options.

b) prepare a list of potential candidates.

c) analyze his/her skills, abilities, and interests in an honest self-audit.

d) contact existing business owners in the area and ask if their companies are for sale.  

Answer c
(Self-Analysis of our Skills, Abilities, and Interests     Page 136)
8. Once an entrepreneur has evaluated him/herself, the next step in the acquisition process would be to:

a) explore financing options.

b) prepare a list of potential candidates and investigate them.

c) work on a smooth transition.

d) evaluate the physical condition of the business.

Answer b
(Self-Analysis of our Skills, Abilities, and Interests     Page 137)
9. When conducting a self-evaluation, it is important to consider:

a) what kind of business you want to have and want to avoid.

b) how much money you have to invest.

c) what kind of people you like to work with.

d) how good are your sales and negotiating skills.

Answer a
(Self-Analysis of our Skills, Abilities, and Interest     Page 136)
10. The biggest source for the best companies to buy is:

a) business brokers.

b) commercial bankers.

c) trade associations.

d) the hidden market.

Answer d
(Self-Analysis of our Skills, Abilities, and Interest     Page 138)
11. The process of gathering information about the company, valuing the company, and performing a detailed review of all records, agreements, and compliance is called:

a) a letter of intent.

b) nondisclosure.

c) valuation.

d) due diligence.

Answer d
(Investigate and Evaluate the “Most” Likely Acquisition Candidate     Page 138)
12. When negotiating the deal, the most important thing to remember is:

a) terms are more important than the price paid.

b) to negotiate the lowest possible price.

c) often the difference in available funds can be made up by collecting accounts payable.

d) the owner of the business always asks 14–22% more than he/she is willing to take.

Answer a
(Negotiating the Deal     Page 156)
13. Perhaps the ideal source of financing the purchase of an existing business is:

a) the seller.

b) the Small Business Administration.

c) a venture banker.

d) your local bank.

Answer a
(Advantages of Buying an Existing Business     Page 132)
14. Which of the following statements concerning the financing of a business purchase is true?

a) Often, the business seller is a poor source of financing.

b) The buyer should be able to make the payments on the loans out of the company's cash flow.

c) The buyer should begin arranging financing late in the purchasing process, to avoid the processing expenses if the deal falls through.

d) Traditional lenders tend to be more eager to lend on an existing business than they are with a start-up.

Answer b
(Negotiating the Deal     Page 162)
15. Which of the following is a way to smooth the transition of leadership/management from the seller of a business to the buyer?

a) Focus on the customer, offer new incentives, improve customer service.

b) Focus on the employees, listen to them, keep them informed.

c) Concentrate on operations, updating equipment and changing processes.

d) Visit your competitors and introduce yourself and get to know them.

Answer b
(Negotiating the Deal     Page 164)
16. During the acquisition process, the potential buyer must sign a _____ which is an agreement to keep all conversations and information secret and legally binds the buyer from telling anyone any information the seller shares with him/her.

a) no compete covenant

b) nondisclosure statement

c) letter of intent

d) purchase agreement

Answer b
(Steps in the Acquisition Process, Figure     Page 156)
17. In evaluating an existing business, entrepreneurs should seek to answer several questions, including:

a) can financing be arranged?

b) what business broker should I use?

c) what industries will be “hot” in the future and is this business in one of them?

d) what legal aspects should be considered?

Answer d
(Investigate and Evaluate the “Most” Likely Acquisition Candidate     Page 139)
18. The most common reasons owners of small- and medium-sized businesses give for selling their businesses are:

a) need for money and low return on investment.

b) boredom and burnout.

c) low return on investment and burnout.

d) poor location and low return on investment.

Answer b
(Why Does the Owner Wants to Sell?     Page 139)
19. When a buyer is reviewing a candidate company’s lease arrangements, location and appearance, intangible assets, etc., he is answering what basic acquisition question?

a) Is the business financially sound?

b) Why does the owner want to sell?

c) What is the physical condition of the business?

d) What legal aspects should be considered?

Answer c
(What is the Physical Condition of the Business?     Page 140)
20. If the firm owns any trademarks, patents, or copyrights, or has built up a positive reputation with customers and suppliers, the business has what is/are called:

a) capital.

b) goodwill.

c) intangible assets.

d) market potential.

Answer c
(What is the Physical Condition of the Business?     Page 140)
21. Before buying an existing business, the buyer should analyze two external elements of the business:

a) its capital and market potential.

b) its customer characteristics and direct competitors.

c) its intangible assets and financial status.

d) the market potential of the products and the existing inventory.

Answer b
(What is the Potential for Company’s Products and Success?     Pages 141 and 142)
22. Which of the following is a criterion for a bulk transfer?

a) The buyer must take physical possession of all assets within 10 days of sale.

b) The buyer must have rights to all intangible assets.

c) Letters from the seller’s attorney must attest to the fact that there are no liens or suits against the company.

d) The buyer must give notice of the sale to each creditor at least 10 days before he takes possession of the goods or pays them for the goods.

Answer d
(What Legal Aspects are Important     Page 143)
23. Normally, when buying a business, the seller:

a) does not sign a restrictive covenant.

b) notifies creditors 10 days prior to the sale of the business.

c) cannot assign his credit arrangements with suppliers to the buyer.

d) has little formal role or obligation in preparing documents and information necessary to the sale.

Answer c
(What Legal Aspects are Important     Page 143)
24. An agreement between a business seller and the buyer, in which the seller agrees not to open a competing business within a specific time period and geographic area, is called a:

a) nondisclosure statement.

b) restrictive covenant.

c) bulk transfer.

d) letter of intent.

Answer b
(What Legal Aspects are Important     Pages 143 and 144)
25. To be enforceable, a covenant not to compete must be:

a) for the life of the business.

b) approved by a court of law.

c) for both direct and indirect competitive businesses.

d) reasonable in scope.

Answer d
(What Legal Aspects are Important     Page 144)
26. When the buyer is examining the income statements, tax returns, and balance sheets of the business, he/she is seeking an answer to the basic question:

a) Is the business financially sound?

b) Why does the owner want to sell?

c) What is the physical condition of the business?

d) What legal aspects should be considered?

Answer a
(Is the Business Financially Sound?     Page 145)
27. When seeking to evaluate the financial soundness of the company prior to purchase, the buyer needs to examine several specific financial elements including:

a) the company's lease agreement for its facilities.

b) any current product liability suits.

c) the current owner's (and relatives’) compensation.

d) the physical plant and existing inventory.

Answer c
(Is the Business Financially Sound?     Page 145)
28. It is important to remember when assessing the financial soundness of a company that:

a) if profits are adequate, there will be sufficient funds to pay salaries and fund cash flow.

b) cash flow is the key financial element in determining financial soundness.

c) revenues need to equal twice the debt load in order for the company to be viable.

d) the buyer is buying the past revenues and profits of the company.

Answer b
(Is the Business Financially Sound?     Page 145)
29. Which of the following statements about valuing a business is true?

a) The balance sheet technique is the best way to value a business.

b) Business valuation is partly art and partly science.

c) Buyers should rely on established "rules of thumb" to decide what a company is worth.

d) The primary reason buyers purchase existing businesses is to get their current earning potential.

Answer b
(Methods for Determining the Value of a Business     Page 147)
30. The valuation method that is commonly used, but tends to oversimplify the valuation process, is called:

a) the excess-earnings method.

b) the balance sheet method.

c) the capitalization method.

d) the market approach.

Answer b
(Methods for Determining the Value of a Business     Page 147)

31. A valuation method that is more realistic than the balance sheet because it adjusts book value to reflect actual market value is the:

a) excess-earnings method.

b) market approach.

c) capitalization method.

d) adjusted balance sheet method.

Answer d
(Methods for Determining the Value of a Business     Page 148)
32. Which of the following valuation methods does not consider the future income-earning potential of a business?

a) Balance sheet technique

b) Excess-earnings method

c) Discounted future earnings approach

d) Market approach

Answer a
(Methods for Determining the Value of a Business     Page 147)
33. The valuation approach that considers the value of goodwill is the:

a) balance sheet technique.

b) excess-earnings method.

c) discounted future earnings approach.

d) market approach.

Answer b
(Methods for Determining the Value of a Business     Page 149)
34. When it comes to transferring goodwill in a business valuation, goodwill:

a) is considered an intangible asset and therefore not taxed.

b) can be used as a deduction by the seller.

c) is taxed for the seller as capital gains.

d) cannot be used as a deduction by the buyer because it is a capital asset.

Answer d
(Methods for Determining the Value of a Business, Earning Approach     Page 152)
35. The capitalized earnings approach determines the value of a business by capitalizing its expected profits using:

a) the rate of return reflecting the risk level.

b) the prime interest rate.

c) the normal rate of return.

d) the prevailing rate of inflation.

Answer a
(Methods for Determining the Value of a Business, Earning Approach     Page 152)
36. The __________ approach to valuing a business assumes that a dollar earned in the future is worth less than that same dollar is today.

a) balance sheet

b) capitalized earnings

c) excess earnings

d) discounted future earnings

Answer d
(Methods for Determining the Value of a Business, Earning Approach     Page 153)
37. Which method of business valuation relies on three forecasts of future earnings—optimistic, pessimistic, and most likely?

a) Balance sheet technique

b) Excess-earnings method

c) Discounted future earnings

d) Market approach

Answer c
(Methods for Determining the Value of a Business, Earning A Approach     Page 153)
38. The _________ approach to valuing a business uses the price-earnings ratios of similar businesses to establish the value of a company.

a) balance sheet

b) capitalized earnings

c) discounted future earnings

d) market

Answer d
(Methods for Determining the Value of a Business, Market Approach     Page 155)
39. A company's P/E ratio is:

a) the price of one share of its common stock divided by its earnings per share.

b) its profits per share divided by its equity per share.

c) its profits per share divided by its excess cash flow per share.

d) the price of one share of its common stock divided by external capitalization.

Answer a
(Methods for Determining the Value of a Business, Market Approach     Page 155)
40. Which of the following is a drawback of the market approach of valuation?

a) It does not consider current earnings.

b) It may under represent earnings.

c) Its reliability depends on the forecasts of future earnings.

d) It over emphasizes the value of goodwill.

Answer b
(Methods for Determining the Value of a Business, Market Approach     Page 155)
Use the following facts to answer questions 47 through 50.
Baubles and Bells, a small business, is up for sale.  The book value of its assets is $397,650, and its liabilities have a book value of $148,500.  After adjusting for market value, total assets are worth $386,475, and total liabilities are $153,600.  The business is considered to be a "normal risk" venture.  The new owner (if he buys) plans to draw a salary of $28,000.  Estimated earnings for the upcoming year are $88,400.  Complete net earnings estimates for the next five years are:

Pessimistic
Most Likely
Optimistic

Year 1      $82,000
$88,400
90,500

Year 2        85,000
90,000       
93,000

Year 3        88,000      
  92,500       
95,500

Year 4        91,000   
     95,000       
97,000

Year 5        94,000   
     97,000       
98,500

41. Using the balance sheet technique, what is the business worth?

a) $397,650

b) $386,475

c) $249,150

d) $232,875

Answer c
(Methods for Determining the Value of a Business, Balance Sheet     Page 147)
42. Using the adjusted balance sheet technique, what is the business worth?

a) $397,650

b) $386,475

c) $249,150

d) $232,875

Answer d
(Methods for Determining the Value of a Business, Adjusted Approach     Page 148)
43. Under the excess earnings method, what is the "extra earning power" of the business?

a) $86,219

b) $ 2,181

c) $11,175

d) It cannot be determined from the information given.

Answer b
(Methods for Determining the Value of a Business, Earnings Approach     Page 152)
44. Using the excess earnings approach, what is the value of the business?

a) $241,600

b) $255,693

c) $239,418

d) $333,525

Answer c
(Methods for Determining the Value of a Business, Earnings Approach     Page 149)
45. The majority of small business sales:

a) are asset sales.

b) involve the sale of stock, not assets.

c) involve a stock swap.

d) involve bank financing with a balloon payment at the end of five years.

Answer a
(The Structure of the Deal     Page 162)
46. The mechanics of most small business sales involve:  

a) a cash buyout with no financing.

b) a down payment with a note carried by the seller.

c) no down payment with a note carried by the seller.

d) an exchange of one company's stock for another, and stock options for senior managers.

Answer b
(The Structure of the Deal     Page 162)
47. ______ gives owners the security of a sales contract but permits them to stay at the “helm” for several years.

a) A controlled sale

b) Company restructuring

c) The two-step sale

d) An ESOP

Answer c
(The Structure of the Deal     Page 163)
48. ESOPs:

a) allow owners to transfer all or part of their companies to their employees as gradually or as quickly as they choose.

b) work best in companies where pre-tax profits exceed $50,000.

c) are beneficial for companies with fewer than 15 to 20 employees.

d) are one way to sell to an international buyer.

Answer a
(The Structure of the Deal     Page 163)

49. In a business sale, the seller is looking to:

a) Negotiate favorable payment terms, preferably over time

b) Minimize the amount of cash paid up front

c) Maximize the cash he/she gets from the sale

d) Get the business at the lowest price possible

Answer c
(Negotiating the Deal     Page 158)

50. In a business sale, the buyer seeks to:

a) Get the business at the lowest price possible

b) Negotiate favorable payment terms, preferably over time

c) Minimize the amount of cash paid up front

d) All of the above

e) Only a & c
Answer d
(Negotiating the Deal     Page 158)

51. To avoid a stalled deal, both seller and buyer should go into the negotiation process with:

a) Income tax returns of past three to five years

b) Records of accounts payable

c) List of objectives ranked in order of priority

d) An optimistic attitude

Answer c
(Negotiating the Deal     Page 157)
52. The final product of the negotiation process is:

a) A non-disclosure document

b) The purchase agreement

c) Letter of intent

d) Lease agreement

Answer b
(Negotiating the Deal, Figure     Page 157)

53. The recommended steps when buying a business are;

a) Investigate the potential acquisitions

b) Explore a variety of financing options

c) Analyze your skills and abilities

d) All of the above

Answer d
(How to Buy a Business     Pages 135 and 136)
54. To be effective, a bulk transfer must meet which of the following criteria:

a) The buyer must give the seller a sworn list of existing creditors

b) The buyer and seller must prepare a list of the property included in the sale.

c) The seller must give notice of the sale.

d) The seller must keep the list of creditors for six months.

Answer b
(What Legal Aspects are Important?     Page 143)
55. One advantage of the excess earnings method is that it offers:

a) Estimate of goodwill.

b) Increases the profit.

c) Increases the cash.

d) All of the above

  Answer a
(Earnings Approach: Variation 1     Page 149)
56. There are three components in the rate of return used to value a business.  The component(s) are:

a) risk-free return

b) an inflation premium

c) the risk allowance for investing in the par​ticular business

d) All of the above

Answer d
(Earnings Approach:  Variation 1     Page 151)

57. Using the discounted future earnings approach, the buyer estimates:

a) the company’s net income for the next six months

b) The company’s net income for the several years

c) The company’s net income for several years and then discounted back to the present value.

d) The company’s net asset for several years and then discounted back to the present value.

Answer c
(Earnings Approach: Variation 3     Page 153)

58. In the market approach, the technique to calculate the value of a company is:

a) ROI

b) P/E

c) ROA

d) P/A

Answer b
(Market Approach     Page 155)

59. Assume that you own a company worth $15 million. You form a new corporation with $12 million borrowed from a bank and $3 million in equity: $1.5 million of your own equity and $1.5 million in equity from an investor who wants you to stay on with the business. The new company buys your company for $15 million. You net $13.5 in cash ($15 million - your $1.5 million equity investment) and still own 50 percent of the new leveraged business.  Which type of exit strategy is this?

a) Straight business sale

b) Sell controlling interest

c) Restructure the company

d) Use of two-step sale

Answer c
(Exit Strategy: Restructure the Company     Page 163)

60. To avoid a bumpy transition, a business buyer should do the following except:
a) Concentrate on not communicating with employees. 

b) Be honest with employees 

c) Listen to employees Restructure the company & devote time to selling your vision for the company to its key stakeholders 

d) All of the above

Answer a
(Ensure a Smooth Transition     Page 164)

61. To avoid a bumpy transition, a business buyer should do the following:
a) Concentrate on communicating with employees. 

b) Be honest with employees 

c) Listen to employees restructure the company & devote time to selling your vision for the company to its key stakeholders 

d) All of the above

Answer d
(Ensure a Smooth Transition     Pages 164 and 165)

62. In general, the seller of the business is looking to:
a) Get the highest price possible for the company 

b) Sever all responsibility for the company’s liabilities 

c) Minimize the cash she gets from the deal
d) Both a and b

Answer d
(Negotiating a Deal     Page 158)

63. A purchase agreement draft should have which of the following?
a) Special conditions that the parties must satisfy to close the deal 
b) Allocation of purchase price to specific assets.

c) Whether the purchaser assumes any liabilities, and, if so~ which ones 

d) All of the above

Answer d
(Negotiating a Deal, Figure     Page 157)

64. In general, in negotiations and acquisitions of a business, the buyer seeks to:
a) Get the business at the lowest price possible

b) Negotiate favorable payment terms, preferably over time 

c) Both a and b

d) None of the above

Answer c
(Negotiating a Deal     Page 158)

65. The bargaining zone is:
a) the area within bargaining process which an agreement can be reached
b) where the buyer gets the best deal

c) where the seller gets the best deal
d) None of the above

Answer a
(The Art of the Deal     Page 160)

66. Sometimes, business owners sell the majority interest in their companies to investors, competitors, suppliers, or large companies with an agreement that they will stay on after the sale.  This is called:

a) Sale of controlling interest

b) Restructure the company

c) Use a two-step sale

d) None of the above

Answer a
(Sale of Controlling Interest     Page 163)

67. Assume that you own a company worth $15 million. You form a new corporation with $12 million borrowed from a bank and $3 million in equity: $1.5 million of your own equity and $1.5 million in equity from an investor who wants you to stay on with the business. The new company buys your company for $15 million. You net $13.5 in cash ($15 million - your $1.5 million equity investment) and still own 50 percent of the new leveraged business.  This is an example of:

a) Sale of controlling interest

b) Restructure the company

c) Use a two-step sale

d) None of the above

Answer b
(Exit Strategy: Restructure the Company     Page 163)

68. Entrepreneurs who want to pass their businesses on to their children should consider forming _____________.

a) Sale of controlling interest

b) Family Limited Partnership

c) Family Limited Liability Corporation

d) None of the above

Answer b
(Other Alternatives     Page 163)

69. An _______ is a form of employee benefit plan in which a trust created for employees purchases their employers’ stock. 

a) Sale of controlling interest

b) Family Limited Partnership

c) Family Limited Liability Corporation

d) ESOP

Answer d
(Establishing ESOP     Page 163)

70. Which of the following is an exception among important factors that a potential buyer should investigate?

a) Lease Agreements

b) HR policy

c) Accounts receivable

d) All of the above

Answer b
(What is the True Nature of the Firm’s Assets     Page 140)
True or False Questions


71. Hiring the previous owner as a consultant for the first few months can be a valuable investment
Answer T
(Buying an Existing Business
Page 130) 

72. When the location of the business is critical to its success, it may be wise to purchase a business in another location.
Answer F
(Buying an Existing Business
Page 131) 

73. One reason that why an owner is selling the business is because the business location may have become unsatisfactory.
Answer T
(Buying an Existing Business
Page 134) 

74. It is important to develop a list of criteria that a potential business acquisition must meet.
Answer T
(Develop a List of Criteria
Page 137) 

75. A straight business sale may be worst for a seller who wants to step down and turn over the reins of the company to someone else.  
Answer F
(The Art of the Deal
Page 160) 

76. One of the biggest mistakes business buyers can make is entering negotiations with only a vague notion of the strategies they will employ. 
Answer T
(The Art of the Deal
Page 160) 

77. It is mandatory to sing a non-disclosure document in every acquisition process.

Answer F
(Negotiating a Deal
Page 156)

78. An important advantage of buying an existing business is the greater likelihood that it will continue to survive and thrive in the marketplace.

Answer T
(Advantages of buying an existing business 
Page 130)
79. With an existing business, the new owner can depend on employees to help him/her make money while he/she is learning the business.

Answer T
(Advantages of buying an existing business
Page 131)
80. For a new owner of an existing business, physical facilities and equipment costs are very similar to what would have been spent on a start-up with all new facilities and equipment.

Answer F
(Advantages of buying an existing business
Page 131)
81. While there are numerous advantages to buying an existing business, there are also some disadvantages, like the previous owner having created ill will rather than goodwill with customers and suppliers.

Answer T
(Disadvantages of buying an existing business

Page 133)
82. A new owner of an existing business can generally introduce change and innovation almost as easily as if the company was a new business start-up.

Answer F
(Disadvantages of buying an existing business

Page 134)
83. Generally speaking, current employees will prove flexible and able to meet whatever changes the new owner desires to make once the business is acquired.

Answer F
(Disadvantages of buying an existing business

Page 134)
84. A buyer should never trust the firm’s balance sheet evaluation of inventory but should conduct an independent assessment of inventory age and salability.

Answer T
(Disadvantages of buying an existing business

Page 134)
85. Accounts receivable are rarely worth face value, and should be “aged” when evaluating a company’s assets.

Answer T
(Disadvantages of buying an existing business

Page 135)
86. Failing to age accounts receivable could lead a buyer into paying more for a business than it is worth.

Answer T
(Disadvantages of buying an existing business

Page 135)
87. Buying businesses is generally a positive experience, with nearly 75% of buyers saying the business acquisition more than met their expectations.

Answer F
(How to buy a business

Page 135)
88. The business acquisition process should begin with creating a list of criteria for selecting the business to buy.

Answer F
(How to buy a business

Page 135)
89. Part of a “self-audit” when buying a business is to ask yourself, “what do I expect to get out of the business” and “how much can I put into the business?”

Answer T
(How to buy a business

Page 136)
90. "Knocking on the doors" of businesses an entrepreneur would like to buy—although they are not advertised "for sale"—is a waste time.  

Answer F
(How to buy a business

Page 138)
91. In most business sales, the buyer bears the responsibility of determining whether or not the business is a good value.

Answer T
(Investigate and evaluate the “most” likely acquisition candidate
Page 139)
92. Traditional lenders of capital often shy away from deals involving the purchase of an existing business.

Answer T
(Investigate and evaluate the “most” likely acquisition candidate
Page 162)
93. The most likely cause of obstacles to a smooth transition from the seller of a business to the buyer is people dynamics—the stress of the anxiety created by the sale that leads to resistance to change.

Answer T
(Investigate and evaluate the “most” likely acquisition candidate
Page 164)
94. The entrepreneur who buys an existing business must recognize that accounts receivable rarely are worth their "face value."

Answer T
(Disadvantages of buying an existing business

Page 135)
95. Most business buyers can expect to find detailed, accurate, and audited financial records in the companies they are looking at buying.

Answer F
(Is Business Financially Sound?
Page 145)
96. Before purchasing an existing business, an entrepreneur should analyze closely both direct and indirect competitors.

Answer F
(What is the potential for the company’s products and services
Page 142)
97. Any liens against a business must be satisfied by the current owner before the sale can be consummated.

Answer F
(What legal aspects are important
Page 142)
98. If a banker requires the current loan on a business to be paid at the time of the sale to the new owner, the banker will require a due-on-sale clause in the agreement.

Answer T
(What legal aspects are important
Page 143)
99. A bulk transfer prevents creditors of the seller of a business from laying claim to the assets the buyer purchases to satisfy the seller's debts.

Answer T
(What legal aspects are important
Page 143)
100. To be enforceable, a restrictive covenant must be comprehensive, have a term of 3–5 years, and must contain a total-prohibition clause.

Answer F
(What legal aspects are important
Page 143)
101. Ralph buys a software business from Waldo in Columbus, Ohio.  As part of the deal, Waldo signs a covenant not to compete by opening another software business anywhere in Ohio for the rest of his life.  Such a covenant would be enforceable.

Answer F
(What legal aspects are important
Page 143)
102. If the corporation, rather than the business seller, signs a restrictive covenant, the seller may not be bound by its terms.

Answer T
(What legal aspects are important
Page 144)
103. When an entrepreneur purchases an existing business, he or she essentially is purchasing its future profit potential.

Answer T
(Is the business financially sound? 
Page 145)
104. A business owner who buys a company whose financial statements show a pattern of short-term profitability is guaranteed of getting a good deal.

Answer F
(Is the business financially sound? 
Page 146)
105. The best method for valuing a business is to use established rules of thumb.

Answer F
(Methods for determining the value of a business
Page 147)
106. Hendrix Neimann faced several problems with ADS once he bought it but the problem that eventually caused him to close his doors was a weak cash flow.

Answer T
(Methods for determining the value of a business, Balance sheet
Page 151)
107. The balance sheet technique of determining a business's value uses the company’s net worth or owner’s equity as the firm's value, but it oversimplifies the valuation process.  

Answer T
(Methods for determining the value of a business, Balance sheet
Page 147)

108. The adjusted balance sheet method of valuing a business changes the book value of net worth to reflect actual market value.

Answer T
(Methods for determining the value of a business, Balance sheet
Page 149)
109. Business evaluations based on balance sheet methods offer one key advantage: they consider the future earning potential of the business.

Answer F
(Methods for determining the value of a business, Balance sheet
Page 149)
110. Neither the balance sheet method nor the adjusted balance sheet method of valuing a business consider the future earning power of the business.

Answer T
(Methods for determining the value of a business, Balance sheet
Page 149)
111. In the excess earnings approach to business valuation, the earnings of comparable companies are needed to set the valuation of the company.

Answer F
(Methods for determining the value of a business, Earnings approach 
Page 149)
112. Goodwill is the difference between an established successful business, and one that has yet to prove itself.

Answer T
(Methods for determining the value of a business, Earnings approach
Page 146)
113. Goodwill is a capital asset that the business buyer cannot depreciate or amortize for tax purposes.

Answer T
(Methods for determining the value of a business, Earnings approach

Page 149)
114. Under the capitalized earnings approach to business valuation, firms with lower risk factors are more valuable than those with higher risk factors.

Answer T
(Methods for determining the value of a business, Earnings approach

Page 152)
115. A purchaser should build his/her own pro forma income statement from an existing firm's accounting records and compare it to the same statement provided by the owner.  

Answer T
(Methods for determining the value of a business, Earnings approach

Page 152)
116. According to the discounted future earnings technique, a dollar earned in the future is worth more than a dollar earned today.

Answer F
(Methods for determining the value of a business, Earnings approach

Page 153)
117. The reliability of the discounted future earnings approach to valuing a business depends on making realistic forecasts of future earnings and on choosing the proper present value rate.

Answer T
(Methods for determining the value of a business, Earnings approach

Page 153)
118. The market approach to company valuation evaluates goodwill, risk-of-return, and estimated net earnings.

Answer F
(Methods for determining the value of a business, Market approach

Page 155)
119. The market approach to valuing a company relies primarily on the price/earnings ratio of the company in comparison to the average P/E of similar companies.

Answer T
(Methods for determining the value of a business, Market approach

Page 155)
120. A disadvantage of the market approach to valuing a business is finding similar companies for comparison.

Answer T
(Methods for determining the value of a business, Market approach

Page 155)
121. Most business sales are relatively uncomplicated and take little time to arrange.

Answer F
(Preparing to sell your business
Page 130)

122. A recent survey of small businesses shows that 94% of the business sales were asset sales rather than stock.

Answer F
(The Structure of the Deal

Page 162)
123. Only about 10% of business sales studied included covenants not to compete.

Answer F
(The Structure of the Deal
Page 162)
124. Owners who do not want to sell a business outright, but want to either stay around for a while or surrender control gradually can use a restructuring strategy.

Answer T
(The Structure of the Deal 
Page 162)
125. Executives at companies purchased by foreign buyers say that their relationships with their foreign owners improve over time.

Answer F
(The Structure of the Deal 
Page 162)
126. A two-step sale is when the new buyer assumes the role of president and the current owner stays on as CEO, then in one to two years the current owner retires and the new buyer assumes both roles.

Answer F
(The Structure of the Deal 
Page 163)
127. To use an ESOP successfully, a company should have pre-tax profits of at least $100,000 and a payroll exceeding $500,000 a year.

Answer T
(The Structure of the Deal 
Page 163)
128. When negotiating the deal, it is important to remember that the seller is looking for the best terms and to maintain some conduct with the company, at least for a while.

Answer F
(The Structure of the Deal 
Page 163)

129. The buyer of the business wants to minimize the cash up front and avoid enabling the seller to open a competing business.

Answer T
(Negotiating the deal 
Page 158)
130. The biggest reason Neimann had to close the doors on ADS is that its product line was obsolete and they couldn't compete.

Answer F
(Negotiating the deal 
Page 151)
131. It is important that both the buyer and seller have their objectives thought out, written down, and prioritized when they go into the negotiation.

Answer T
(Negotiating the deal 
Page 157)
132. One way to get a mutually satisfying deal when negotiating is to recognize and try to meet the other party’s need(s).

Answer T
(Negotiating the deal 
Page 160)
133. Because the risk associated with buying an existing business is lower than that of a start-up, financing for the purchase is not easier.

Answer F
(Advantages of buying an existing business 
Page 132)

134. Convincing alienated customers to return can be an inexpensive process that doesn’t take long.

Answer F
(Disadvantages of buying an existing business
 
Page 134)
135. Book value of a business is not the same as its market value.

Answer T
(What is the physical condition of the business 
Page 140)

136. For a bulk transfer to be effective, a buyer must keep the list of creditors and list of property for six months.

Answer T
(What legal aspects are important 
Page 143)

Essay Questions
137. Briefly describe the advantages and disadvantages of buying an existing business.

(Advantages/Disadvantages of buying an existing business)
138. Outline the logical approach one should take in buying a business, naming each step and explaining it briefly.

(How to buy a business) 

139. What key questions need to be answered in the process of due diligence?

 (Investigate and evaluate the “most” likely acquisition candidate)
140. Discuss the seven-step process for ensuring a smooth transition between owners in the purchase of a company.

 (Ensure a smooth transition)
141. What are the five critical questions a business buyer must ask when evaluating an existing business?

(Evaluating an existing business: uncovering the truth)

142. Review the five key legal issues an entrepreneur needs to consider when evaluating an existing business.

(What legal aspects are important)

143. What financial records should be examined when determining the financial soundness of a company and what should the entrepreneur look for in each?

(Is the business financially sound?)

144. What guidelines should be kept in mind when deciding how to value a company?

(Methods for determining the value of a business)

145. How does one value a company using the balance sheet method? Why would an entrepreneur choose this method of valuation?

(Methods for determining the value of a business, balance sheet method)
146. Describe the earnings approach for valuing a company, outlining the calculation and the strengths and weaknesses of this technique.

(Methods for determining the value of a business, Earnings approach)
147. Explain five exit strategies business owners can use for their businesses.  

(The Structure of the Deal)
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