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Welcome
This guide is designed to help
managers who are considering a
management buy-out (MBO). It sets
out some of the critical decisions to
be made, typical issues encountered
and how Ashcroft LLP can help
manage the process.
Buy-outs are now one of the most popular forms of
acquisition. An opportunity for an MBO is usually a
once in a lifetime situation and you don’t need to be a
millionaire to buy a business. The majority of buy-outs
are of small and medium sized companies, divisions and
subsidiaries and if plans are achieved management can
make very high returns.
The management team undertaking a MBO stand to
gain independence and autonomy, a chance to influence
the future direction of the company and the prospect of
a capital gain.
Please do not hesitate to contact us if you would like
further information on any of the topics in this Guide.
Tom Gallop
Partner, Corporate Finance
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What is
an MBO?
A management buy-out (MBO)
occurs when the owner of a company
sells some or all its shares to a new
company which the management team
has established specifically to acquire the
shares or assets of the business being sold. This
is financed by a mix of the management team, a
bank, and private equity investor(s).

An MBO
traditionally
delivers value
in two ways...

Approximately 15% of exits have some MBO element and if owners are
willing to accept instalment payments, smaller MBOs can work without
private equity or bank support.In this scenario, the seller often retains an
interest in the company in the form of debt and or equity, termed vendor
financing, and the company repays the debt over time. Sometimes,
particularly where the company is unable to secure external finance, all of
the MBO is vendor-financed (in other words, the seller transfers ownership
of the company and only receives payment if and when the company is in a
position to pay back the debt). In these circumstances, a seller will typically
require security or other rights of priority to ensure payment is made.

• Repayment of debt and interest thereon
• Increase in enterprise value
The capital return will normally be generated by
the sale of the business (by trade sale, flotation
or secondary buy-out). This is commonly known
as the “exit”.
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Differences between an
MBO and a trade sale
There are a variety of options owners
of a company have to sell their
interest in the company.
These are usually:
•	a public flotation or IPO (only suitable for certain
categories of company and usually not an
outright exit);
• a trade sale;
• an MBO;
•	a liquidation or break up, which will typically
generate the smallest return.
A range of warranties and indemnities are expected
in the cases of an IPO and a trade sale and the
company will undergo a detailed due diligence
process.

Advantages of an MBO
One of the most obvious advantages of
an MBO is that, in many cases, the buyers
are more familiar with the company
than a seller who has deliberately moved
away from the company. This means
that in an MBO transaction, the seller
can fairly argue that they should not give
detailed commercial warranties and that
the MBO team should rely on their own
knowledge.
The fact that the management already
understands the business and are
running the company on a day-to-day
basis means that the ‘execution risk’
of an MBO is reduced. Unexpected
due diligence findings are less likely
to interrupt the process as all parties
involved will have been informed by the
MBO team at the outset of commercial
concerns that would affect a third party
backer.
MBOs allow sellers to maintain a legacy
rather than have their company taken
over or dismantled by a trade buyer.
From a seller’s point of view, an MBO
can provide a willing purchaser who
understands the business already, as well
as a chance for management to take over
the company “in the natural course”.

Disadvantages of an MBO
MBO teams are rarely self-financed
which can be seen as a downside from
a seller’s perspective as, even with bank
and private equity backing, they cannot
offer a premium price.
There is also the important shift in the
relationship between an owner and the
potential MBO team, and the related
downside risk if a deal goes badly or fails
to complete.
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What makes
a good MBO
opportunity?
The key to a successful MBO is the need for a perfect
partnership between target company, management
team, financial backing, and growth story in order
to be successful. It is important to realise that there
are far more MBO opportunities considered than
there are completed transactions.

Competent and complete
management team
Firstly, It is important that all key positions are
filled – usually managing director, finance director,
operations or IT director and sales director. It is
possible to bring in team members as part of an
MBO (a BIMBO), but any unproven members can
make backers nervous, particularly on the finance
side. Likewise, most banks require a stable preexisting team in place. It is a seen as a good sign
in a management team that they can present a
compelling case for the deal to the seller in the first
instance.

Profitable growing company
company should ideally show some or all of the
following attributes:
• strong cashflow;
• sector of interest for the investors;
• growth story for the future;
• sustainable increasing profits;
• untapped potential markets/products ;
• brand and/or competitive advantage.

The following
features are necessary
for an MBO to have
a chance of success:

Flexible and willing seller
The level of confidence the seller has in their
current management team, the extent to which
the company will still owe money to the seller after
completion, and the ability to run the company so
as to support the payments to the seller will be at
the forefront of their minds when making these
decisions. It’s worth bearing in mind that the most
important element is a seller willing to sell at the
price the MBO team and its backers can afford.
Strong reasons to favour a buy-out may include
any of the following:
Confidentialiity – where there are issues that are
commercially sensitive the vendors may not wish to
allow competitors access to the business.
Speed – buy-outs can be completed quickly if all
parties co-operate.
Flexibility – particularly with regard to how the
transaction is financed with vendors directly
participating in the buy-out.
Continuity – many owner managers feel strongly
about the companies they have built up. They may
not want to see their company subsumed into a
larger corporate group.
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The funding requirement for
a buy-out will be made up of:

How MBOs
are funded

• The purchase price;
• Transaction costs;
• Funding required for future capital
expenditure or working capital;
• Any debt taken over.

Discounted cash flow (DCF)As an independent entity the buywhere the value is based on the present value of
out must be capable of supporting
future cash flows it will generate
this finance from the cash it
Overall, the right price is a matter of judgement and
generates from its operations. This
therefore subject to negotiation between respective
means that there is an upper limit
parties and their financial advisors.
on the price that can be paid for the
business and it is therefore important Most buy-outs are financed through
a combination of debt and equity.
that a sensible valuation for the
business is decided at an early stage. The three main sources of the funding are
Valuing any company is not an exact science
and there are typically three methods employed
including:
Earnings based valuationone of the most commonly used measure where
overall valuation is expressed in terms of a multiple
of profits;
Net asset valuationprovides a basic guide to the price but for most
businesses the value of the assets is no guide to the
cash generating ability of the business.

management (to the smallest degree), PE or VC
investors and a bank. Additionally, sellers are
sometimes expected to ‘invest’ in Newco and take
vendor loan notes rather than cash up front.

Securing a buy-out is a matter of integrating
different layers of available funding options. This
provides a structure which enables the purchase
price to be paid yet enables the business to have
access to an appropriate level of funding to support
future growth.
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Cost to management
In some cases, the management team will need to subscribe for
ordinary shares in the Newco. In other situations, the management
team will already own a stake in the company and is simply required
to ‘roll-over’ this stake into the Newco.
The management team equity can typically cost
between £100,000 and £500,000 depending on
the size of the transaction. In most cases the
contribution required per team member is in
the order of one or two times their annual salary,
which is enough to convince the PE House (and
bank) that the management team is wholly
committed to the deal and the other investors
when considering the protection and growth of
the equity.

In some cases, the seller may lend or even gift
the initial funds required from management
to members of the management team, if
they are not able to raise the funds from their
own resources. The ordinary shares owned by
management will only have the prospect of
accruing value once all the bank debt, vendor
finance, and preference shares or other priority
equity has been paid for.

Performance
incentives for
management
‘Flowering shares’, can be an option here,
which themselves increase in value as the
performance criteria are achieved.
It is quite common for a management member to be
required to continue to work for the Newco throughout that
period before they are entitled to the full economic value of
the shares they have subscribed for, typically two to four years.
Usually, after an initial period, the vested shares that have accrued
during that period are retained if the management team member
leaves in ‘good leaver’ circumstances.

One tax efficient
method used
to incentivise
management in a
normal exit scenario
is an incentive scheme
which allows the
management team to
increase their stake
according to certain
performance criteria
or exit values.
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Who is who
on an MBO?
A typical MBO will have a large
team of participants and advisors.
These are typically as follows:
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Typical
timetable
& process
Each MBO is different and it
can be a difficult first step for a
potential MBO team to raise the
idea with owners, and vice versa.
Some can have a gestation period of several years,
particularly if new MBO team members need to be
recruited and become proven and it makes sense for
the MBO team to have at least expressions of interest
from funders before raising it. Once an MBO team is
together and the company is a realistic option, the
process typically lasts six months.

Each of the following
stages are usually
•	appointment of lead advisor and
lawyers to management team;
•	approach to Seller (now or once
funding is in place in principle);
•	agreement of outline terms with
Seller in heads of terms;
•	preparation of information
memorandum by lead advisor;
•	discussions with potential PE
Houses and Bank backers;
•	selection of PE House and Bank;
•	agreement of detailed heads of
agreement with Seller, PE House
and Bank;
•	commencement of due diligence;
•	preparation of investment
agreements and share purchase
agreements;
•	due diligence/disclosure process ;
•	agreement of MBO team contracts
and share options;
•	completion.

The process
typically lasts
six months
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Tax Considerations
What is essential in every case is that the tax aspects of
an MBO are an important structural and commercial
feature of most transactions.

Seller’s tax position

The Role of an Advisor

A seller will want to minimise the capital gains tax
payable on the disposal of shares. Ideally a seller
will be entitled to entrepreneurs’ relief, reducing
the effective rate of tax to 10%. However, this is not
always possible, particularly if the seller retains a
significant interest in the company.

The management buy-out process is complex and
time consuming. A financial advisor can guide the
buy-out team through each and every stage of a
transaction. Advisors provide independent advice
and support to help avoid the many pitfalls and to
increase the chances of a successful conclusion to
the buy-out. Transaction management includes:

Deferred consideration and contingent
consideration, such as earn outs, need to be
carefully structured as these could potentially
attract higher rates of tax.

• Business valuation
• Initial feasibility
• Financial structuring

MBO team tax position
The MBO team will have tax issues relating to the
shares or ‘sweet equity’ that they acquire in the
Newco. It is important not to trigger any income tax
liabilities as a result of acquiring the shares which
occurs when they are seen to be acquired at less
than their market value.

• Tax planning
• Capital raising
• Negotiation
• Transaction process

As experienced advisors, the corporate Finance team at
Ashcroft is well placed to project manage a transaction
to a successful conclusion.
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Recent Deals:
The team at Ashcroft has been delivering deals for clients for 25 years and,
with over 150 successful transactions under our belts, we know what works
and how to get a deal over the line. We’ve seen most things before and
the wide variety of deals, in all areas of corporate finance is testament
to our experience across all corporate finance.

Here are some of the examples we are proud of:

Marshall Wolfe
We completed the management buy-out (MBO) of East Anglian based hiring consultancy
Marshall Wolfe: Based at Adastral Park in Ipswich, Marshall Wolfe provides innovative staffing
solutions and best practice hiring advice to a broad range of clients in London and the
East. Ashcroft advised the management team, led by Amber Hunt, on the buy-out of
the business from the founders Jim and Sanchia Marshall, both of whom will remain
with the business in advisory roles.

Trillium
We completed the management buy-out (MBO) of Cambridge recruitment firm
Trillium Associates. Trillium, based in Cambridge but operating internationally, is a
leading independent recruitment consultancy for the construction, defence services
and military infrastructure sectors. The business has been acquired by the management
team from the founders of the company. Funding for the buy-out was provided by
ABN AMRO Commercial Finance.

Coel
We advised the management buy-out (MBO) team of COEL: led by CEO Alistair Rumbelow,
on the buy-out of the business from the founders. COEL, which is headquartered in
Cambridge and has offices in Peterborough and Oxford, specialises in office and laboratory
design and fit-out, and can name Bidwells, Jagex and Raspberry Pi on its client roster.
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Contact us
All our work is completely tailored to the client. This
is the only way to fully understand the activities
taking place, in order to maximise the value.
T +44 (0) 1223 920200

E info@ashcroftllp.com

Ashcroft LLP, Stonecross, Trumpington High Street, Cambridge CB2 9SU

ashcroftllp.com
12

