
65

Will your 
business 
fund your 

Bryan Worn�

retirement?

issue no.14



The amount realised on the sale of 
a business can range from zero to a 
large sum that’s more than enough to 
fund the founder’s desired retirement 
lifestyle.

The saleability of a business depends 
on many variables that change over 
time.  These include competition, 
disruptive technology, new products, 
government regulations, changes in 
consumer and customer behaviour, 
and tastes.

Over the past 25 years, the barriers 
to entry into business have been 
reduced by technology, new working 
habits and globalisation. On the one 
hand, this is good for people who 
want to start a business, but on the 
other hand, it can negatively affect 
value for sellers.  

Getting rich quick doesn’t 
always pay off

A recent Skandia Millionaire Monitor 
Survey, which covered six countries 
over three continents, provides some 
interesting statistics:

• In the UK, 15% of respondents 
made their wealth from their own 
business

• The majority made their fortune 
before they were 30. In the UK, 
around half made their money before 
they were 25 years old.

 

Business owners, 
typically envision 
their business as 

the primary vehicle for 
funding their retirement, 
having worked tirelessly 
to build the business 
over many years. They 
see the eventual sale of 
their business as the key 
to financial freedom in 
retirement.
 There are important factors that 
can influence a business’s value.  
Not all businesses are saleable. 
And there are critical steps an 
owner needs to take to ensure a 
comfortable retirement.

For the purpose of this article, 
start-ups will be ignored (i.e. 
ventures whose revenue growth is 
like a hockey stick graph - slow at 
the beginning, then accelerating 
at great speed). These start-ups 
do not have a business until they 
have a proven product or service. 
Instead, the focus of this article 
is on businesses the owner has 
started or bought, then built 
steadily over their working life 
before exiting through a sale.

Is the business owner building a 
saleable business?

These statistics highlight the 
success stories. But not everybody 
who starts a business becomes 
financially independent before 
the age of 25, and not everybody 
creates a business that has long-
term value. Budding entrepreneurs 
are often seduced by stories of 
quick paths to riches and ignore the 
facts: 

“Statistics show that the reason nine 
out of 10 small businesses fail in 
the first five years is because most 
employees, even college graduates 
with advanced degrees such as 
MBAs, do not possess the essential 
skills to be entrepreneurs. Making 
matters worse, of the one in 10 that 
does survive the first five years, 
nine out of 10 fail in the second five 
years. I know. I have been one of 
those statistics. I have had far more 
failures than successes.”

– Robert Kiyosaki, Rich Dad Poor 
Dad

“According to the Australian 
Bureau of Statistics, more than 
60 percent of small businesses 
cease operating within the first 
three years of starting.  A few years 
ago, the Australian Securities 
and Investments Commission 
released a report into corporate 
insolvencies that found 44 percent 
of businesses suffered poor 
strategic management, 40 percent 
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had inadequate cash flow or high 
cash use and 33 percent suffered 
from trading losses.”

– Huffington Post, “Why Small 
Businesses Fail In Australia” 

Early successes can cause some 
people to take big risks that 
don’t pay off. To avoid this, one 
suggestion for successful start-
ups is that when they sell out, they 
quarantine some of the capital into 
passive investments that generate 
income (e.g. bank deposits, property 
and equities). 

Can people retire off the sale 
of their business?

If a financially independent 
retirement is what a person wants, 
what do they need to consider?

First, they need to ask themselves, 
“Do I have a business?” Being clear 
about whether they really have 
a business they can grow to sell. 
Often, the term “business” is used 
to describe a professional services 
practice or self-employed job. The 
table above indicates the typical 
characteristics of a business, 

practice and self-employed job.  
A business is usually saleable, 
whereas a professional services 
practice may have a low sale value 
and a self-employed job may have 
no sale value. 

It’s important to keep in mind that a 
self-employed job can be profitable 
when done correctly. In one case, a 
man who ran a successful plumbing 
business recognised 20 years ago 
that he was good at plumbing but 
not at managing people. He decided 
to become self-employed and 
invest as much as he could in other 
investments. This strategy paid off 
he is now approaching retirement 
with a passive income of more than 
$100,000 per annum. 

1. Set an absolute money goal

Determine the specific amount 
of income required to fund the 
required lifestyle when they no 
longer own the business. As a rough 
guide, assuming a return of 5% 
and living expenses of $100,000, a 
capital sum of $2,000,000 will be 
needed.  

The reason to pick an absolute 
goal is the Easterlin Paradox. 
Professor Richard Easterlin found 
that within any given country, 
people with higher incomes were 
more likely to report being happy - 
up to a point. After that, increases 
in income did not bring increased 
happiness. In other words, as 
people have more, they desire 
more - even though they don’t 
need it and it doesn’t make them 
any happier.  If they put a cap on 
the amount of income they will 
need in retirement, they can avoid 
this frustration.

2. Set up a timeline of known and 
anticipated money events in your 
life

Business owners should start 
their timeline with where they 
are now and end it with when 
they would like to retire. Decide 
on what income and capital sum 
is required to cover various life 
goals and events (e.g. children’s / 
grandchildren’s education, travel, 
lifestyle, home improvements), 
and plan for them.
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will have the capital in the future to 
enjoy the lifestyle they want.

6. Your goals may not be the same 
as your family’s goals

It’s important that a business owner 
explains to their family why they are 
doing certain things. Letting family 
know it’s to benefit their future will 
help ensure harmony at home while 
they work hard and squirrel money 
away. 

What is the true value of your 
business?

Behavioural economics explains why 
people sometimes seek to obtain 
prices well in excess of market value. 
When the owner has been attached 
to something for a long time (the 
business), they often attribute a high 
value to them. As Claudia Hammond 
explains in Mind Over Money, “This 
is called the endowment effect. In 
simple terms, it means that people 
tend to value more highly things they 
already own.”

To determine the true value of a 
business:

• Avoid price anchoring. Often, other 
people indicate a value for an asset 
and the owner is disappointed when 
they don’t get offers in that region. 
Some real estate agents and brokers 
cause this problem by indicating 
values that may be obtained for a 
property, but when it’s put on the 
market, the offers are much lower, 
and the vendors are reluctant to sign 
a contract because they feel they are 

3. Decide on your investment 
structures

A primary reason for investing 
money outside a business, other 
than to generate an income stream 
in the future, is for asset protection. 
Getting advice from a competent 
accountant or lawyer on the best 
structure can prevent difficulties 
later.

4. Automate your money

Business owners should set 
up regular automatic transfers 
from the business to their 
superannuation fund, savings 
account investment plan, etc. These 
amounts are part of the business 
profits that go into other structures 
the owner controls.

 Draw a reasonable salary and stick 
to it. The owner should not simply 
take money out of the business 
when they need it or when they 
think the business can afford it.

If a person invests $25,000 per 
year for 20 years, compounding at 
4% (after allowing for 3% inflation), 
it will amount to $744,000. For 30 
years, it will amount to $1.4 million.

5. Delay gratification

Spend less on discretionary items. 
For example, spending $50,000 
on a new car instead of $70,000 
produces a short-term saving 
of $20,000. If this $20,000 is 
invested at 7%, it will double to 
$40,000 within 10 years. Delaying 
gratification now means the owner 

not getting what it’s worth.

• Be aware of loss aversion. 
Studies have shown that humans 
are twice as likely to avoid losing 
$10,000 than they are to making 
$20,000. Owners can miss huge 
opportunities by not taking action 
when selling a business.

The best way to achieve 
financial independence

Assuming a business will be worth 
nothing when they wish to exit it 
is the safest strategy for financial 
independence. The suggestion 
is not that people should give 
something away for nothing if it has 
value. But rather, from a planning 
perspective, assuming the business 
has no saleable value - even if 
they wish to sell it - and building 
a portfolio of other assets that will 
produce an income to replace salary 
will lead to a better lifestyle in the 
long term. 

How to exit a business

There are many ways to exit 
a business, from a leveraged 
management buyout (where 
senior management take over the 
business and finance the purchase 
price based on the assets of the 
business) to simply closing the 
doors and auctioning off what can 
be sold (effectively, a zero sale).  

Many people who want to exit a 
business use a business broker. 
This can be successful, but it 
can also be a high-risk strategy 
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as the business owner has little 
control over the process and 
can feel powerless. Confidential 
information may become available 
to competitors, key staff become 
anxious about their positions and 
may be tempted to move on. There 
can also be a general disruption to 
the business.

When selling a family business, 
there are additional factors to 
consider as well. It is difficult 
to ensure the future of family 
members who continue to work 
in the business. However, when 
selling a business where there are 
clearly defined financial ratios and 
valuation formulae for the industry, 
such as a franchise of a McDonalds 
or Subway, there is a lot less 
uncertainty about the outcome.

An alternative to an external 
sale

For many business owners, a 
successful strategy is to transition 
from 100% ownership to a reduced 
ownership by allowing key 
employees to progressively buy 
the business. The owner can exit 
with a worthwhile amount of initial 
cash and provide vendor finance 
to staff members for a period of 
time. This avoids many difficulties, 
such as competitors getting access 
to financials, and ensures due 
diligence, as the employees know 
the business and its potential to 
grow.  

The business owner (now the seller) 

knows the business can meet 
the repayments and is confident 
the employees can operate it 
successfully. This is often a good 
way to maximise the real value of 
the business, and the cash flow 
from the initial sum paid plus the 
ongoing payments can yield more 
than a market sale.

A retail business where the owner 
wants to sell, even though only fifty 
years of age, is a great example 
of the transition strategy working 
successfully.  The owner wished to 
exit but was concerned about listing 
the business with a broker because 
they were not sure what they would 
get for it. They were also concerned 
about opening up the business’s 
financial information to competitors 
and staff members.

When asked, “Who is likely to 
be affected by the sale of this 
business?” the owner’s answer 
was “the staff and a key manager, 
who had been there for many 
years.” The manager would find 
it difficult to get a similar role 
at the remuneration level they 
currently received. So, the owner 
and manager (who both received 
professional advice) agreed on a 
price, as well as the mechanism for 
the money to be paid. The initial 
sum came from the manager taking 
a second mortgage on their home 
and being paid all outstanding 
holidays and long-service leave 
entitlements. The balance was 
payable over several years, with 

interest only payable in the 
event of a default. In the end, the 
manager owned the business with 
no debt and the business seller 
received full value for retirement. 
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