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c reating a restaurant from scratch is
a heady proposition, and one that
taxes creative, culinary and busi-
ness smarts. It’s done all the time, but unless
you have solid restaurant experience under
your belt, it is a particularly risky venture.
Fortunately, it’s not the only way to get
into the business. Many new restaurateurs
— perhaps you included — climb aboard
with a great deal of desire to own a restau-
rant and significant experience in another
industry, but are neophytes to running an
eatery. For them, there is no dearth of exist-
ing restaurants for sale. There are a number
of reputable brokers who want to bring the
existing owners together with potential buy-
ers. With some investigation and the help of
accountants and attorneys, you can manage
your exposure to risk; however, to coin an
old phrase, caveat emptor (buyer beware).
After you have done a deal, it can be im-
possible to undo it without pain and loss.
In this article, we will look at the “due
diligence” process when purchasing a
restaurant. From the buyer’s perspective,

due diligence is gathering information
about the condition and legal status of as-
sets to be bought. You wouldn’t buy a
home without a licensed inspector evaluat-
ing the structure, a lawyer performing a title
and lien search, and at least a couple of
walk-through inspections by you and your
family. The purchase of a business is a
much more complex purchase, since it has
to generate income to be of value. You’re
not only looking at the facilities, but also its
finances, market, reputation and operations.

12 Points of
Proper Due Diligence

Now you have arrived at one of the most
critical points in the process: doing your
proper due diligence. Proper due diligence
enables you to discover what you need to
know about a business to make the right de-
cisions, keeps you from making emotional
decisions, and helps you avoid pitfalls in
buying an existing business. You will elimi-
nate most of the surprises that could be
waiting for the next owner. This is the single
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most important exercise you will do, so do
it well and do it thoroughly. Each one of the
points discussed in the due diligence process
will have an effect on the value of the busi-
ness, which you will be establishing, so
uncovering and understanding each of these
issues is both relevant and crucial.

1. Evaluate the Site

First, you must determine whether the site
meets your guest profile. Examine the demo-
graphics including age, income, education,
home ownership, number of people per house-
hold, gender and ethnicity. You will need this
data for the one-, three-, and five-mile radius
rings around the restaurant. This information is
usually available through the chamber of com-
merce, or you can use a service that specializes
in this data. One source is Claritas, a company
that provides demographic software products,
marketing research data, market segmentation
systems, and marketing research analysis soft-
ware. You may want to start your information
search at the U.S. Census Bureau’s Web site,
WWW.CEnsus.gov.
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You may also want to investigate the
psychographics within these rings.
Whereas demographics are a measure of
hard data about people, psychographics
refers to how people behave. It addresses
lifestyle, interests and other categories.
Psychographics looks at things like activi-
ties, sports interests and magazine
subscriptions. This is how people see
themselves and what they do. You need to
determine the relevance of your concept to
this market.

Now you will look at several character-
istics of the site. Access and visibility are
keys to success. The location must be eas-
ily accessible for both ingress and egress.
Parking issues must be addressed. Ensure
there is adequate parking for both your pa-
trons and your staff. Know the other
businesses in the center that will compete
with you for parking spaces. Establish how
many dedicated spaces you will have for
your restaurant.

Remember that

“"emotions' come first

before “facts” only
in the alphabet.
Due diligence helps
you evaluate the

business on a number

of levels. In the end
no deal is better
than a bad deal.

2. Assess the Stability
of the Market

Are there any changes occurring in the
market? Is there a new onslaught of compe-
tition moving in? Is there any roadway and/or
infrastructure work planned for the area that
will disrupt traffic for a long period? What is
the projection for population growth, busi-
ness growth, new schools, new churches,
etc? Is the area growing or dying? What is
the outlook for demographic changes? Will
the area still support your restaurant concept

22 |

three years from now, five years from now,
and longer? Once you answer these questions
you can deal with or take advantage of any of
these potential changes.

3. Evaluate the Lease

How much time is left on the lease? Are
there options that have been negotiated or
will you have to negotiate with the land-
lord for the options? Are the renewals at a
reasonable rate for the market? The length
of the lease terms and options should be
long enough for you to recoup your invest-
ment and achieve the desired return on that
investment. You will most likely need at
least seven years to accomplish that. It is
important to ensure that you have an ex-
clusivity clause in the contract that ensures
the landlord will not lease space in the cen-
ter to a like restaurant. For example, if you
operate a sandwich shop you would not
want to see Subway coming into the cen-
ter. Know the triple net costs and how they
are calculated. Most landlords simply pass
on your proportionate share of the property
taxes and property insurance, and the
charge for “common area maintenance.”
There is an opportunity to have an annual
cap on common area maintenance in-
creases from 4 percent to 8 percent. The
lease needs to be assignable, meaning that
it allows you to take over the lease space
upon purchasing the restaurant, and in the
future sell the business to a suitable new
tenant. Without this contract clause it is
difficult to buy or sell a business. If possi-
ble, it is wise to keep the seller as the
“personal guarantor” on the lease and most
landlords will want to do so.

4. Evaluate the Financials

You want to get as true of an overall pic-
ture of the business’ financials as possible.
Ultimately, the price you will pay to pur-
chase the business will be based on a
multiple of earnings and you want to be
able to verify those stated earnings. Busi-
ness valuations are done based on a number
of different metrics. The most common val-
uation method is a combination of a
multiple of earnings plus the value of the
FF&E (furniture, fixtures, and equipment).
FF&E value will be a factor of the initial
cost to purchase, its age and condition.
Again, be wise and get an appraisal from a
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certified appraiser. Tim Clark of Ryan’s Re-
altors and Business Brokers in Houston
says the general range of multiples is be-
tween two times and four times earnings.
Although you may find some businesses
sold at higher or lower multiples it will be
rare. Generally the smaller the restaurant,
the lower the sales and the more limited the
growth opportunities, the lower the multi-
ple will be. The higher multiples are paid
for larger businesses with higher sales and
an opportunity for significant growth.

It is also a wise practice to “get under
the hood” of the financials and understand
as much of the detail as possible. This will
help you understand how the place has
been operated and how the financial results
have been achieved. For example, if labor
has been running at a low percentage, that
could indicate a short-staffed situation,
people working off the clock, overtime pay
not correctly calculated and paid, or just
low wages. As the potential new owner
you need to know the cause to correctly
evaluate the situation and develop a plan to
deal with it once the contract has been
signed on the dotted line.

Net cash flow typically refers to
EBITDA (earnings before income tax, de-
preciation and amortization). It will be
important to know what “extras” the busi-
ness has been charged on behalf of the
owner. This would include things like auto-
mobile expenses, cell phone charges, and
personal business expenses like dining out
or travel. These charges would be added
back to cash flow for valuation purposes as
they are not direct expenses of the ongoing
business.

You will want to examine the record of
profits. It is optimal to see the last three to
five years of profits so that you can deter-
mine the trend. Are they growing, flat or
shrinking? Attempt to discover the main
reasons for the trendline.

5. Review the Sales Records
What are the comp sales (this year’s
sales compared with last year’s sales for
the same period) for the last two to three
years? Again, it is wise to establish a
trendline and examine the reasons for the
direction of that line. Things to look for
include menu price increases, drink price
increases, new competition and competi-
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What are You Thinking?

There are a number of reasons why you may want to buy an existing restau-
rant. No matter what the reason there is a process that will help you achieve your
objectives. First, let’s look at why you would buy an existing restaurant versus cre-
ating or building a new one.

Consider that you will most likely be confronted with one of two scenarios. Ei-
ther a successful restaurant business is selling, or one is failing or has already
closed. Regarding the first scenario, consider the benefits of a proven business
with a positive track record of sales and profits:

* You will be able to step right in and continue operating from Day One.

+ There will be little to no downtime and no interruption of business, which is

important when considering the potential effect on the current customers,

as they should not be inconvenienced nor sent to another restaurant in the

area, as this could lead to an erosion of current sales trends.

You will walk into an immediate cash flow rather than having to go through

the entire preopening process with a new restaurant constantly feeding the

investment with no cash registers ringing until you finally open for business.

* You are potentially buying into a well-trained staff with developed skills and
customer loyalties.

In either scenario, begin with the end in mind. Establish your goals and what
you want to accomplish. For each individual there will be a particular motivation.
Here are a few examples and ideas of businesses to fit.

You want to ‘buy a job.  This venture is meant to provide you with a steady in-
come and something to do every day.If so, you may be looking for something that
is a bit smaller and more “mom and pop.”You won't need anything too large and
the sales volume can be moderate, thereby requiring a lower total investment.

You are trying to create wealth. This is about taking care of you and your
family both today and tomorrow. This could not be done with that smaller“mom
and pop” establishment.You need a business with higher sales volumes and ma-
jor opportunities to build that volume, or one that could be replicated and built
out a number of times over.

You may be thinking of creating a lifestyle for you and your family. With
this being the case, location may mean more than anything else.You may want
to be in the mountains or at the seashore.You may love being around great food
and wine and this is your way of being able to do that. You enjoy the customer
contact, community involvement, or politics. Each of these can be afforded to
you with the right restaurant location.

You are setting your sights on a vehicle for growth. Then you are looking
for a concept more than a specific restaurant. You may have identified a market
need and have an idea for how to fill it. You can be quite clear on the type of
business you want and be able to communicate that to a business broker who
will help you find the business you want.

You may own a restaurant and want to lock out the competition or move
your operation to a superior location. When you find a sight in your trade area
that comes available, you buy it as a defensive move so that your competitors won't
be able to enter the market.You can then decide on how best to use the space.

Whatever your motivation, a well-thought out, well-written business plan can be
your roadmap to success.Build a clear picture of the business venture so that you know
what you want, where you are going, how much it will cost,and what you should ex-
pect to make in return. Most successful businesses know their customer.By clearly
defining your target customer,you will be better armed to find the right restaurant con-
cept and location to meet your needs. (For more information on creating a restaurant
business plan, see “Mapping Your New Restaurant’s Journey,” RS&G, May 2005.)
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tive closings. Probably the best measure
of the health of the sales trend is the
comp guest counts. If each year the guest
counts have been positive then you are
looking at a business that is truly grow-
ing and not artificially propped up by
rising prices.

You should verify sales, and there are a
number of fairly simple ways to do so.
They should be readily available in the
municipal tax rolls, the business tax re-
turns, audited accounting statements, and
unit-level books. To verify the business
expenses you will want to look through
checkbooks, canceled checks, and the au-
dited financial statements.

6. Review the Status

of the Accounts

Receivables and Payables

What is the status of accounts receiv-
ables? How much cash is outstanding, how
old is the debt, and what are the chances of
collecting the receivables? Next, it is criti-
cal to know the status of accounts payables,
as these are liabilities against the business.
Not only do you want to know the amount
of the payables, but you also need to un-
derstand whether they are current or if there
are some past due. If there are past-due ac-
counts, what is the status of the relationship
between the restaurant and the vendor? Can
you continue conducting business with that
vendor? The best way to find out is to get a
list of the vendors and call them. You can
obtain the list from the seller or from his
checkbook. When you talk with your ven-
dors ask how they and their delivery people
perceive the restaurant. This can provide
some useful insight into their daily and
weekly dealings with the business.

7. Determine Commercial
and Tax Liens

Find out if there are any liens against
the business. This can be easily accom-
plished by examining public records and
performing a lien search, or by employing
an attorney to do so. Are the business
taxes paid to date? What is the status of
payments of federal taxes, payroll taxes,
sales taxes and alcoholic beverage sales
taxes? Any one of these entities could
cause major troubles for you and the new
business if they have not been paid.
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Evaluate the Site

a.Know your guests and who you
are trying to attract
» Demographics
« Psychographics
b. Accessibility
* Ingress and egress
c.Visibility
* Signage
d.Parking
+ Adequate spaces for guests
+ Adequate spaces for employees
* In good repair and well marked
- Conflicts with other businesses
in the center
e. Stability of the market
* New competition opening
+ Competitive closings
+ Planned roadway or
infrastructure work
f.Development in the area
* New schools
+ New offices
* New businesses
* New churches
* New home growth
g.Population and demographic
projections

Evaluate the Lease

a.Current length of time left on lease
b. Options negotiated for the future
c.Exclusivity clause
d. Additional costs beyond
the base rent
+ Common area maintenance
* Property taxes
* Property insurance
e.Lease assignment clause
f.Personal guarantees of landlord
warranties and representations

Evaluate the Financials
a.Three-year profit trends

- Verify profit statements
b.Three-year sales trends

« Verify stated sales
c. Three-year guest count trends

Existing Restaurant Due Diligence

d.Verify expenses
e.Check status of Accounts Receivable
f.Check status of Accounts Payable

* Check with each vendor
g.Perform a lien check on the business
h.Ensure all taxes are paid current

* Federal taxes

+ Sales taxes

+ Alcoholic beverage taxes

* Payroll taxes

Evaluate the Operations

a.Current management
b.Current staff
c.Operating systems
+ Documented systems, procedures
and policies
« Written recipes and product
specifications
+ Training programs and job
descriptions
* Management systems
d.Health Department review
- Last three inspections
+ Meet with inspector
e.ADA requirements

Evaluate the Hard Assets

a.Furniture, fixtures and equipment
appraised by certified appraiser
+ Condition
*Value
« Useful life

Facility Review
a.Mechanical and electrical
b.HVAC

c.Structure

Valuation of the Business
Get Professional Help

a.CPA or accountant

b. Attorney

¢.Building inspector
d.Equipment supply company
e.Restaurant industry consultant
f.Business broker
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8. Evaluate the Operations
Evaluate the current management and
staff. Identify the key players and under-
stand their value in the business. What
would happen if they left? How would you
replace them? Would you lose any busi-
ness as a result of their departure? Are
there people in the business who could be
developed to replace them or would you
have to look outside? Are there any people
you will want to eliminate or replace?
What is their history and is it documented?
How hard will it be to remove them from
the business? Do you have people you
want to bring into the business? What is
the best way to do that, when will they
come in, and how will they be trained?

9. Evaluate Current
Operating Systems

Are the systems, procedures and poli-
cies documented and are the current
operations sustainable? Are there written
recipes, product specifications, job de-
scriptions, training programs, service
standards, and management systems? The
value of the business is improved if there
are and diminished if there aren’t. Without
proper documentation the information re-
sides with the staff. If they leave you lose
that information. You do not want to be in
a position in which you are held hostage
to this type of situation.

A call or visit to the health department
can reveal any potential problems with that
group. You should look at the last three
health inspections and see how the restau-
rant has done. Were any of the inspections
prompted by a problem reported by one of
the restaurant’s customers? If so, what was
found and how was it dealt with? Has
progress been made or have the problems
grown? What are the main violations and
are they repeat offenses? Has anything been
noted regarding codes and what needs to be
done to come into compliance? How much
will it cost to be in good standing and have
a food-safe establishment? What is the rela-
tionship with the health department and will
it need to be repaired or mended? Are they
willing to help you make the transition in
ownership as smooth as possible? If possi-
ble meet with the person who has
performed the inspections to begin a posi-
tive, productive relationship.



Creating a restaurant
that delivers good food and service
is actually the EASY part

(the REAL challenge is making money at it)

Restadran
.COI

Many good restaurants are lousy businesses. They fail to produce a sufficient profit
and return-on-investment for their owners and investors.

RestaurantOwner.com works with thousands of independent restaurant operators
who want to turn their good restaurant into a great business.

Our members have access to hundreds of resources to control costs, reduce theft,
manage cash flow, develop a marketing system, attract new customers, safeguard
cash, purchase smarter, attract & hire better employees, generate more repeat
business, create restaurant operating systems and employee training manuals and
much, much more!

But don’t take our word for it. Go to www.RestaurantOwner.com/members.htm and
see what your fellow independent owners have to say!

Restaurant
ownerg

Resources to turn your good restaurant into a great business




10. Look at the ADA
he Americans
ith Disabilities Act)
Requirements of
the Business
If you do any major remodeling (in ex-
cess of $50,000) you will most likely have
to come up to current code, which could
cost a great deal of money. (For more in-
formation on ADA requirements, see “A
Startup Owner’s Guide to Title III of the
ADA.” RS&G, January 2006.)

11. Evaluate the

Hard Assets
What is the condition and value of the
furniture, fixtures and equipment? The best
way to find out is to have a certified broker
conduct an evaluation. That way there
should be no questions or very little argu-
ment over the valuation. The worst-case
scenario is that both the buyer and the
seller have different companies do valua-
tions and there is a significant variance. If
this occurs, a third party can conduct an-
other valuation and you can then determine
which of the first two is closest and set a
value as a result. You will also need to fig-
ure out the expense of ensuring a properly
functioning kitchen and bar, what equip-
ment you will need to add, and whether
there is any equipment that you could sell.

12. Perform a
Full Facility Review

The key points to this review are the me-
chanical and electrical components, the
HVAC (heating, ventilation and air condi-
tioning), and the building structure itself.
You are looking at the condition of the facil-
ity in each of these areas and creating a list
of issues that will need to be addressed. You
can then plan on how these issues will be
corrected and how they will pay for them.

Professional Help

It would be unwise to try doing this
alone. You really should have experts help
you in the due diligence process and the
negotiations that will ensue. What re-
sources are available to you and how do
you best use them?

Business broker. You can purchase a
business without a broker, just as you
can purchase a home without a Realtor.
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A good broker can help identify busi-
nesses for sale that fit your strategic
vision and needs, help guide you in the
due diligence process, to help with what
to ask for and what to see, to understand
the information and compare it with in-
dustry standards, to coordinate your
support team, to help establish the value
of the opportunity so that you are pre-
pared to make a realistic offer to the
seller, and to assist in the negotiations
with the seller.

Accountant. You need to meet with a
qualified business accountant as soon as
you begin the due diligence process to
evaluate the financials and the overall
health of the business. This needs to be
done as soon as possible, since this step
can quickly disclose reasons why you
would not want to purchase the operation.
Also, your accountant can help you deter-
mine the tax benefits to you of purchasing
either the “entity” (i.e., the shares of the
business, essentially stepping into the own-
ers’ shoes, and assuming all assets and
liabilities of the enterprise), or simply pur-
chasing the “assets” (i.e., purchasing things
like the name, equipment and inventory).
For more information, see “Know the
Score When Buying an Existing Restau-
rant,” RS&G, June 2005.

Attorney. Many buyers make the mis-
take of waiting until a week or two before
closing to hire the attorney, and expect
her to draft and review numerous docu-
ments, and conduct searches in an
unreasonably short period before the
scheduled closing. Many attorneys will
simply refuse to handle these matters on
short notice. There are numerous legal
matters that have to be attended to prior to
the closing, including review and drafting
of the offer agreement, purchase agree-
ment, guaranties, noncompete
agreements, lease and lease assignments,
and conducting lien searches. The attor-
ney may have to create a new entity going
forward, and provide advice on the liabil-
ity issues related to purchasing the entity
or assets. In some cases, the attorney
raises a problem that requires negotiation
or repair, such as unreasonable terms and
conditions in the purchase agreement, or
a tax lien on the business. Bring the
lawyer on board as soon as possible.

A GOOD RESTAURATEUR IS ALWAYS LEARNING

Building inspector. The building in-
spector will conduct a review of the
facilities. Again, this professional needs to
be included early in the process. He may
discover building or mechanical problems
that the owner will need to remedy or will
need to be negotiated in the purchase price.

Equipment supply company. When
you buy a restaurant, you buy a small man-
ufacturing facility. You need to evaluate the
condition and value of the furniture, fix-
tures and equipment.

Industry consultant. This is critical
if you are an inexperienced operator, or
taking over a concept with which you
are not familiar. A consultant can also
provide valuable counsel if there are
problems with the location or market.
He could help you turn around a floun-
dering operation and add great value to
your investment. Consultants can pro-
vide industry-specific knowledge as it
relates to the restaurant and site, conduct
an operations assessment, conduct a
market analysis, complete a competitive
audit, review the operating systems and
any related materials, provide a gap
analysis and recommend appropriate
steps, assist in assessing vendor rela-
tions, health department issues, and
management and staff.

The previous owner. In some cases, the
previous owner will be willing to enter into
a short-term consulting agreement, to help
the new owner take over the reins in a
smooth fashion. This can be negotiated as
part of the transaction, and if the owner is
motivated to sell the business, he may be
willing to provide his services for a rela-
tively nominal fee.

Think Clearly

Remember that “emotions” come first
before “facts” only in the alphabet. Due
diligence helps you evaluate the business
on a number of levels. In the end no deal is
better than a bad deal. A small family
restaurateur trying to buy a small family
restaurant in Alvin, Texas, saw that the
deal was way too complicated and would
take way too much time and too many re-
sources to be a viable purchase, and
backed away from a pending deal. Today
that family continues its search for the
right business to purchase. RS&6
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Pay your staff in minutes with PayCycle.

You run a restaurant, not an accounting office.
Spend more time on marketing, menus and
meals by using PayCycle, the easy and
inexpensive way to do your payroll online.

Takes care of payroll from beginning to end.
PayCycle guides you through the entire payroll
process, from paychecks to W-2s. Just enter
employee hours, and paychecks are created
instantly, with cash and paycheck tips taken
into account. Email reminders keep you on

top of deadlines. Federal, state and local
withholding amounts are guaranteed accurate.

Low monthly fee covers everything.
For as little as $42.99 per month, you can
pay employees by check or direct deposit.
You can also pay and file electronic federal
and state payroll taxes with just a few clicks.
Excellent support is available at no extra charge.

30,000 customers can’t be wrong.
They've already discovered how fast, easy and
inexpensive doing payroll can be. Try PayCycle
free for one month!

“Payroll is so quick and easy
with PayCycle. It takes care
of all of my payroll needs

for a really great price.”

James Appel

Owner

Roly Poly Annapolis LLC
PayCycle Customer Since 2002
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Sign up at
http://feb.restaurantpay.com

and get 1 Month FREE!
followed by 2 months at $9.99 each’

Have questions?

Just call.

(866) 729-2925

M-F 6:30am — 6:30pm, PT
Or email:
sales@paycycle.com

cle

PayCycle is a registered trademark of PayCycle, Inc. © 2006 PayCycle, Inc.



