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INCOME-BASED VALUATION METHODS

INTRODUCTION

Buying a small business can be a life-changing investment, but it comes with significant financial risk. How do you know if the asking price is fair?
Whether you are a first-time buyer or an experienced entrepreneur, understanding how to value a small business for purchase is essential to
making a sound decision. A proper valuation protects you from overpaying, helps you negotiate effectively, and gives you a realistic picture of the
business’s future potential. This guide will walk you through the most common valuation methods, key financial adjustments, and critical factors that
influence a small business’s worth. By the end, you will have a clear framework to assess any opportunity with confidence.

WHY VALUATION IS THE FOUNDATION OF ANY SMART PURCHASE

Valuation is not just about numbers—it is about understanding what you are really buying. A small business often revolves around its owner:
relationships, expertise, and operational habits. When you purchase a business, you are acquiring an earning stream, a customer base, a brand, and
often physical assets. Without a systematic valuation, you might pay for past performance that will not continue after you take over. The goal is to
estimate a fair price based on the business’s ability to generate future profits, adjusted for risk. Mastering how to value a small business for
purchase means learning to separate emotional appeal from financial reality.

CORE FINANCIAL METRICS YOU MUST ANALYZE FIRST

Before diving into formal valuation models, you need to gather and scrutinize the business’s financial records. The most important metrics include:

e Revenue (Gross Sales) - Top-line income, but not a measure of profitability.

e Net Income (Profit) - Bottom line after expenses and taxes. However, this is often understated in small businesses due to owner perks.

e EBITDA - Earnings Before Interest, Taxes, Depreciation, and Amortization. This gives a clearer picture of operational cash flow.

e Seller’s Discretionary Earnings (SDE) - EBITDA plus owner’s salary, benefits, and one-time discretionary expenses. This is the most
common multiple-based metric for small businesses.

* Free Cash Flow - Cash available after capital expenditures. Essential for evaluating debt repayment capacity.

These numbers form the raw data for every valuation method. Always request at least three years of tax returns, profit and loss statements, and
balance sheets. Adjust for any personal expenses run through the business—these adjustments are critical when learning how to value a small
business for purchase accurately.

ASSET-BASED VALUATION METHODS

Book Value and Adjusted Net Asset Value

Asset-based approaches calculate what the business is worth if you stripped away all its assets and liabilities. The simplest version is book
value—total assets minus total liabilities as shown on the balance sheet. However, book value often uses historical cost, which may be far from
current market value. An adjusted net asset value revalues each asset and liability to fair market value. This method works best for asset-heavy
businesses like manufacturing, construction, or retail stores with significant inventory and equipment.

Liquidation Value

This is a worst-case scenario: what would the assets sell for in a forced sale? Liquidation value is typically lower than going-concern value, but it
provides a safety net. If you are considering how to value a small business for purchase, understanding the liquidation floor can help you negotiate a
price that still leaves you with collateral value.

MARKET-BASED VALUATION APPROACHES

Market-based methods compare the target business to similar businesses that have recently sold. This is often referred to as the comparable sales
approach. You look at industry-specific multiples—such as a multiple of SDE or EBITDA—from actual transactions. Private business brokers and
databases like BizBuySell provide market data. The key is to find truly comparable businesses in terms of size, location, customer base, and growth
stage. Market multiples are a quick way to sanity-check other valuations, but they require careful judgment. When learning how to value a small
business for purchase, always cross-reference market data with your own financial adjustments.

Capitalization of Earnings

This method divides a normalized annual earnings figure by a capitalization rate (cap rate). The cap rate reflects risk and expected return. For
example, if a business generates $200,000 in normalized earnings and you believe a 25% cap rate is appropriate (meaning you expect a 25% return),
the value would be $800,000. The cap rate is derived from market data, industry risk, and your required return. This approach is widely used for
small, stable businesses with consistent earnings.

Discounted Cash Flow (DCF) Analysis

DCF projects future cash flows for a period (usually five years) and discounts them back to present value using a discount rate that reflects the risk.
This method is more detailed and suited for businesses with predictable growth patterns. However, it is sensitive to assumptions about growth rates
and terminal value. Many buyers find DCF useful when evaluating how to value a small business for purchase that has strong recurring revenue
or a scalable model.

THE CRITICAL ROLE OF SELLER’S DISCRETIONARY EARNINGS (SDE)

For most main street businesses (retail, restaurants, service providers), SDE is the standard valuation metric. It represents the total financial benefit
that a single full-time owner-operator can derive from the business. SDE includes net profit plus the owner’s salary, payroll taxes, health insurance,
personal vehicle expenses, and any other discretionary or non-recurring costs. Small business valuation multiples typically range from 1.5x to 4x SDE,
depending on industry, risk, and growth potential. Understanding how to compute SDE is a cornerstone of how to value a small business for
purchase correctly.

ADJUSTING FINANCIAL STATEMENTS TO REFLECT TRUE EARNINGS

Small business owners often minimize reported income to reduce taxes. Therefore, you must normalize earnings by adding back:

e Owner’s salary and benefits (if below or above market)

* Personal expenses such as vehicle, travel, meals, and entertainment
e One-time legal or consulting fees

e Depreciation and amortization (non-cash expenses)

e Interest (if buying with cash, you won’t have that debt)

Conversely, subtract any one-time gains or unusually high income that won't recur. Also, consider if you will need to replace the owner’s labor with a
manager or do it yourself—this changes the earnings baseline. Adjusting statements is a vital step in how to value a small business for purchase
because it reveals the true earning power you can expect.

COMMON VALUATION MULTIPLES USED IN SMALL BUSINESS SALES

Multiples vary widely by industry and business size. Here are typical ranges:

* Service businesses (cleaning, consulting, IT support): 1.5x - 3.5x SDE

Retail or e-commerce: 1.5x - 3x SDE (lower due to inventory risk)

Manufacturing: 2x - 4x SDE or 3x - 6x EBITDA

Restaurants: 1.5x - 2.5x SDE (high failure rate)

Professional practices (dentist, accountant): 0.6x - 1.2x gross revenue or 2x - 4x SDE

These multiples are starting points. Your own due diligence and risk assessment may push you higher or lower. When researching how to value a
small business for purchase, always compare multiples from several recent local transactions.

FACTORS THAT INCREASE OR DECREASE VALUE

Valuation is not a formula—it is a negotiation. Several qualitative factors can significantly shift the price:
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Positive Value Drivers

Recurring revenue or long-term contracts

Diversified customer base (no single client >10% of revenue)
Strong brand recognition and good online reviews
Proprietary technology or intellectual property

Experienced, loyal employees who will stay

Room for growth (untapped markets, new products)

Negative Value Drivers

e Heavy reliance on the current owner’s personal relationships
e Qutdated equipment or lease about to expire

e High employee turnover or pending lawsuits

¢ Declining revenue or industry headwinds

¢ Poor financial records or tax issues

When applying how to value a small business for purchase, you must weigh these factors subjectively. A business with strong recurring revenue
might command a premium multiple, while one with high owner dependence might be deeply discounted.

DUE DILIGENCE: VERIFYING THE VALUATION ASSUMPTIONS

Once you have a preliminary valuation, the purchase process moves to due diligence. This is where you verify every assumption. Review customer
concentration, interview key employees, inspect physical assets, and validate financial records with a CPA. Check for any hidden liabilities: pending
lawsuits, tax debt, or non-compete issues. The valuation is only as good as the data behind it. Many buyers underestimate how much time due
diligence takes, but it is the only way to confirm how to value a small business for purchase accurately.

CONCLUSION

Valuing a small business is both art and science. By combining asset-based, market-based, and income-based methods, and by carefully normalizing
earnings and adjusting for risk, you can arrive at a defensible price range. Remember that the final number is a starting point for negotiation, not a
fixed truth. The most successful buyers invest time in understanding the business’s specific dynamics, not just its financial statements. Whether you
use SDE multiples, DCF, or comparable sales, the key is to approach every opportunity with a clear, methodical process. Mastering how to value a
small business for purchase will give you the confidence to seize the right deal and walk away from the wrong one.
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