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Company Profitability Does Not Always 

Add Up to Company Value 
by 

Joan M. Ridley, CFP 
 

If your company has been profitable for the last few years or more it would be 
natural for you to assume that it has a certain level of value.  But, profitability is 
only one benchmark of value for most potential acquirers.  While profitability is 
often the door opener, it is a well-executed plan for sustained long term growth 
ŀƴŘ ŎŀǎƘ Ŧƭƻǿ ǘƘŀǘ ǿƛƭƭ ƘƻƭŘ ŀ ǇǊƻǎǇŜŎǘƛǾŜ ōǳȅŜǊΩǎ ŀǘǘŜƴǘƛƻƴ ŀƴŘ ǎŜǘ ǘƘŜ ǎǘŀƎŜ ŦƻǊ ŀƴ 
impressive offer. 
 

hƴŜ /ƻƳǇŀƴȅΩǎ {ǘƻǊȅ 

Tom Smith owned a small manufacturing company that he started 10 years ago.  It 
had grown to 60 employees with $15M in gross revenues, and took $3 M to the 
bottom line.  Tom was 57 and had always planned to exit the business when he 
reached age 63.  That was the extent of his exit plan except to occasionally play 
with the idea that some large company would want to acquire his some day. 

That day arrived very unexpectedly when Tom received a call from the acquisitions 
specialist of a publicly traded company (call him Harry), even though Tom was not 
ǇƭŀƴƴƛƴƎ ǘƻ ǎŜƭƭ ŦƻǊ ŀƴƻǘƘŜǊ ǎƛȄ ȅŜŀǊǎΦ   ¢ƻƳ ǿŀǎ ǿŜƭƭ ŀǿŀǊŜ ƻŦ IŀǊǊȅΩǎ ŎƻƳǇŀƴȅ ŀƴŘ 
often thought if ever he would be acquired by a large company, that one would be 
his choice.  It was a growing enterprise and well-respected in his industry.  Not to 
be overlooked were its deep pockets and capability to pay top dollar.  He had only 
dreamed of selling to a company like that. It had a few features that made it very 
unique and highly desirable as a potential buyer. So, when Harry called Tom out of 
the blue just to get together over lunch, Tom, who was otherwise too busy, readily 
agreed. 

ά²ŜΩǊŜ ƛƴ ŀƴ ŀŎǉǳƛǎƛǘƛƻƴ ƳƻŘŜέΣ IŀǊǊȅ ǘƻƭŘ ¢ƻƳΦ   hǾŜǊ ŀ άŎŀǎǳŀƭέ ƭǳƴŎƘΣ IŀǊǊȅ 
ǇǊƻŎŜŜŘŜŘ ǘƻ ǎƘŀǊŜ ǿƛǘƘ ¢ƻƳ Ƙƛǎ ŎƻƳǇŀƴȅΩǎ ŜȄǇŀƴǎƛƻƴ ǇƭŀƴǎΦ   ά¸ƻǳǊ ŎƻƳǇŀƴȅ ƛǎ 
unique and has the product line we are looking for.  We are especially interested 
because of your vast knowledge about the industry and your reputation.  That 
makes you ǳƴƛǉǳŜΣ ¢ƻƳέΦ  ¢ƘŜ ƎŜƴǘƭŜƳŜƴ ŎƘŀǘǘŜŘ ŀƴŘ ¢ƻƳ ǎƘŀǊŜŘ ǎƻƳŜǘƘƛƴƎ 
ŀōƻǳǘ Ƙƛǎ ōǳǎƛƴŜǎǎ ƳƻŘŜƭ ŀƴŘ ŎǳǎǘƻƳŜǊǎΣ ŜǾŜƴ ǘƘƻǳƎƘ ƘŜ ŘƛŘƴΩǘ ƳŜƴǘƛƻƴ ǘƘŜƳ ōȅ 
ƴŀƳŜΦ   άL ŀƳ ƛƳǇǊŜǎǎŜŘ ǿƛǘƘ ȅƻǳǊ ōǳǎƛƴŜǎǎ ƳƻŘŜƭ ŀƴŘ ǿƻǳƭŘ ǿŀƴǘ ȅƻǳ ǘƻ ǊŜƳŀƛƴ 
in control of your company after the acquisition, acting as a consultant to help us 
ǎŜǘ ǳǇ ƻǘƘŜǊ ƻǇŜǊŀǘƛƻƴǎ ƭƛƪŜ ȅƻǳǊǎΦέ  ¢Ƙŀǘ ǎƻǳƴŘŜŘ ƎƻƻŘ ǘƻ ¢ƻƳ ǎƛƴŎŜ ƘŜ ŘƛŘƴΩǘ 
ǿŀƴǘ ǘƻ ƭŜŀǾŜ ǘƘŜ ōǳǎƛƴŜǎǎ ŦƻǊ ǎŜǾŜǊŀƭ ȅŜŀǊǎ ŀƴȅǿŀȅΦ  άLŦ ȅƻǳ ŀǊŜ ŀǘ ŀƭƭ ƛƴǘŜǊŜǎǘŜŘΣ 
LΩƭƭ ƎŜǘ ȅƻǳ ƻǳǊ bƻƴ-Disclosure Agreement (NDA) to sign which will totally protect 
ȅƻǳǊ ŎƻƴŦƛŘŜƴǘƛŀƭƛǘȅΦ  ¢ƘŜ ƴŜȄǘ ǎǘŜǇ ǿƻǳƭŘ ōŜ ǘƻ ƎŜǘ ǳǎ ȅƻǳǊ ŦƛƴŀƴŎƛŀƭǎΦέ  ¢ƻƳ 
ǘƘƻǳƎƘǘ ƛǘ ǿƻǳƭŘƴΩǘ ƘǳǊǘ Ƨǳǎǘ ǘƻ ŦƛƴŘ ƻǳǘ ǿƘŀǘ ǘƘƛǎ ŎƻƳǇŀƴȅ ǿƻǳƭŘ ƻŦŦŜǊ ƘƛƳΦ 
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Tom came away from the meeting feeling like Harry was someone he could work 
with.  They had a similar background and had an instant rapport. Tom was also 
pleased because he felt that he had come away with a lot of information about 
IŀǊǊȅΩǎ ŎƻƳǇŀƴȅ ǿƛǘƘƻǳǘ ƎƛǾƛƴƎ ǳǇ ǘƻƻ ƳǳŎƘ ƛƴŦƻǊƳŀǘƛƻƴ ŀōƻǳǘ Ƙƛǎ ƻǿƴΦ  Lǘ ƴŜǾŜǊ 
occurred to Tom that the information that Harry had shared was readily available 
since his was publicly traded.   The NDA was signed by all parties and Tom sent off 
his financials to Harry.  He did not have his attorney review the NDA thinking that 
he would not engage him until it seemed necessary. 

IŀǊǊȅΩǎ ŎƻƳǇŀƴȅ ǿŀǎ ǾŜǊȅ ƛƴǘŜǊŜǎǘŜŘ ŀƴŘ ŀŦǘŜǊ ŀ ŦŜǿ ƳƻǊŜ ƳŜŜǘƛƴƎǎ ¢ƻƳ ǉǳƻǘŜŘ 
Harry the price and terms that he would accept.  He figured the company was 
worth at least his industry standard multiple of cash flow so a valuation was not 
ƴŜŎŜǎǎŀǊȅΦ   ¢ƘŜ ǇŀǊǘƛŜǎ ǎƛƎƴŜŘ ŀ ƭŜǘǘŜǊ ƻŦ ƛƴǘŜƴǘ ǘƘŀǘ ƳŜǘ ¢ƻƳΩǎ ŀǎƪƛƴƎ ǇǊƛŎŜ ŀƴŘ 
ǘŜǊƳǎΦ  IŀǊǊȅΩǎ ŎƻƳǇŀƴȅ ǎŜƴǘ ƛƴ Ƙƛǎ ŘǳŜ ŘƛƭƛƎŜƴŎŜ ǘŜŀƳ ǘƻ ŜȄŀƳƛƴŜ ŜǾŜǊȅ ŀǎǇŜŎǘ ƻŦ 
¢ƻƳΩǎ ŎƻƳǇŀƴȅΦ  IŀǊǊȅΩǎ ŎƻƳǇŀƴȅ ǎǳōǎŜǉǳŜƴǘƭȅ ǿƛǘƘŘǊŜǿ ƛǘǎ ƻŦŦŜǊ ŀƴŘ ǘƘŀƴƪŜŘ 
Tom for his time.  The company said there were several reasons for its withdrawal 
but did not reveal what they were except that the company was re-thinking its 
business model. 

 

Lessons Tom Learned From This Experience   

He was not prepared.  He did not have a written strategic plan or any systems in 
place to insure sustained long term growth and future cash flow.  If he had done 
that, any deterrents to completing a transaction for top dollar would have been 
identified and corrected long before Harry arrived on the scene. 

IŜ ǎƘƻǳƭŘ ƘŀǾŜ ƘŀŘ Ƙƛǎ ŀǘǘƻǊƴŜȅ ǊŜǾƛŜǿ ǘƘŜ ǇƻǘŜƴǘƛŀƭ ǇǳǊŎƘŀǎŜǊΩǎ b5! ŦƻǊ ŀƴȅ 
necessary changes appropriate for this type of potential transaction before signing 
it, or he should have insisted that all parties sign the document drafted by his own 
attorney. 

He allowed Harry to engage him. He would have been wise to turn the entire 
process over to an experienced transaction professional to represent him as soon 
as he received that first phone call from Harry. 
 

If he had done that: 

§ His representative would have pre-qualified the prospective purchaser to 
ŘŜǘŜǊƳƛƴŜ ƛŦ ¢ƻƳΩǎ ŎƻƳǇŀƴȅ Ŧƛǘ ǘƘŜ ǇǊƻŦƛƭŜ ƻŦ ŀ ƭƛƪŜƭȅ ŀŎǉǳƛǎƛǘƛƻƴ ōŜŦƻǊŜ 
revealing information about his company. 

§ Iƛǎ ǊŜǇǊŜǎŜƴǘŀǘƛǾŜ ǿƻǳƭŘ ƘŀǾŜ ƪƴƻǿƴ ǿƘŀǘ IŀǊǊȅΩǎ ŎƻƳǇŀƴȅ ǿŀǎ ƭƻƻƪƛƴƎ 
ŦƻǊ ŀƴŘ ǿƻǳƭŘ ƘŀǾŜ ƪƴƻǿƴ ǿƘŀǘ ǘƻ ŜƳǇƘŀǎƛȊŜ ŀōƻǳǘ ¢ƻƳΩǎ ŎƻƳǇŀƴȅ ŀƴŘ 
what to downplay. 

§ His representative would have advised him about the price and terms he 
could expect, and might have recommended that Tom retain a qualified, 
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credentialed valuations professional to help determine a realistic value. 

§ His representative probably would not have quoted a price and terms to 
the prospective purchaser, but would have allowed the potential 
purchaser to assign a value based on its own strategic business plan. 

§ Tom would not have taken his focus off his business and wasted his 
valuable time. 

§ Tom and the prospective purchaser would have signed an NDA prepared 
ōȅ ¢ƻƳΩǎ ŀǘǘƻǊƴŜȅΣ ƻǊ ¢ƻƳ ǿƻǳƭŘ ƘŀǾŜ ǎƛƎƴŜŘ ǘƘŜ ǇǊƻǎǇŜŎǘƛǾŜ ǇǳǊŎƘŀǎŜǊΩǎ 
NDA only after his attorney had looked it over and made any necessary 
changes. 

§ Harry and his acquisitions team would have been alerted that Tom was 
savvy enough to retain professional help to represent his interest and that 
he was not someone who could be easily flattered or taken advantage of. 

§ It would have sent a signal to Harry that Tom was accustomed to receiving 
ǳƴǎƻƭƛŎƛǘŜŘ ƻŦŦŜǊǎ ŀƴŘ ǘƘŀǘ IŀǊǊȅΩǎ ŎƻƳǇŀƴȅ ǎƘƻǳƭŘ ŜȄǇŜŎǘ ŎƻƳǇŜǘƛǘƛƻƴΦ 

 

Value is in the Eye of the Beholder 

¢ƻƳΩǎ ǎǘƻǊȅ ƛǎ ŀ ŎƻƳƳƻƴ ǎŎŜƴŀǊƛƻΦ  ¢ƘŜ ōƻǘǘƻƳ ƭƛƴŜ ƛǎ ǘƘŀǘ ŀ ǎŜƭƭŜǊΩǎ ŎǊƛǘŜǊƛŀ ŦƻǊ 
value are dependent on how he views his company.  If he views it as a source of 
ǊŜǾŜƴǳŜ ŀƴŘ ǎǳǎǘŜƴŀƴŎŜ ƻŦ Ƙƛǎ ŀƴŘ Ƙƛǎ ŦŀƳƛƭȅΩǎ ƭƛŦŜǎǘȅƭŜΣ ǘƘŜƴ ƘŜ ǿƛƭƭ ǘŜƴŘ ǘƻ ŀǎǎƛƎƴ 
value based solely on profitability and cash flow.  If he views it as an asset, he will 
tend to assign value based on how well the company has executed a well-
documented, written strategic plan and how it is positioned for future growth and 
increasing market share.   Viewing your company as an asset rather than a source 
of income is a critical step in growing the company and increasing the net worth of 
the shareholder(s). 
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Joan Ridley is a principal of Business Wealth Solutions, a Dallas-based  firm 
that  grows and harvests entrepreneurial wealth.  Call us at 214-692-9192 for a com-
plimentary meeting to learn more about our services. 


