Understanding
"Cash-Free, Debt-Free"

in Your Business Sale




Introduction

When you hear the term "cash-free, debt-free" in the context of
selling your business, it essentially means that the buyer is
purchasing your company's core operations and assets, without
taking on your existing cash balances or financial debts.

Think of it this way: the buyer wants to acquire its ability to
generate revenue and profit — separate from how it's currently
financed or how much cash is sitting in its bank account.



The Core Concept: Enterprise Value vs. Equity Value

1. Enterprise Value (EV):

This is the "headline" price or the valuation of your business’s

operations themselves, regardless of its current cash or debt
levels.

.

This is the figure typically negotiated first, often based on a
multiple of your company's earnings (like EBITDA - Earnings
Before Interest, Taxes, Depreciation, and Amortisation).

The buyer is essentially saying, "This is what | believe your
business is worth as a going concern, before considering how
much cash you have or how much you owe."




The Core Concept: Enterprise Value vs. Equity Value

2. Equity Value:

This is the actual amount of money you, as the seller, will
receive at the closing of the deal.

The Equity Value is derived from the Enterprise Value by making
adjustments for cash and debt.




What "Cash-Free" Means for You

You Keep the Excess Cash:

In a truly "cash-free" deal, any cash in the business's bank
accounts above what's needed for normal operations (known as

"normalised working capital" — more on this later) is typically yours
to take out before or at closing.

Why it Matters:

If your business has a lot of excess cash, this is good news! It

means the final amount you receive (Equity Value) will be higher
than the Enterprise Value.



What "Debt-Free" Means for You

You Pay Off the Financial Debt:

" The buyer expects to acquire a company free of financial debt.

This means you, as the seller, are responsible for paying off all
outstanding financial liabilities at or before closing. This

typically includes:
. Bank loans (term loans, overdrafts, lines of credit)

. Shareholder loans (money you or other owners have lent to
the company)

. Finance leases

. Other interest-bearing debt




What "Debt-Free" Means for You

Why it Matters:

If your business has financial debt, the amount of that debt will be
deducted from the Enterprise Value to arrive at your Equity Value.

This means the actual cash you receive will be lower than the
Enterprise Value.

Important Distinction:

"Debt-free" does not typically mean you have to pay off all your
trade payables (money owed to suppliers, utility bills, rent, etc.).
These are considered part of the normal operating liabilities and
are usually accounted for within the "working capital adjustment.”
The focus is on financing debts.




The Crucial "Working Capital Adjustment”

This is often where surprises can arise if not properly understood.

While "cash-free, debt-free" sounds simple, businesses need a
certain amount of cash and current assets (like inventory and
accounts receivable) to operate day-to-day and cover short-term
liabilities (like accounts payable).

This is called Net Working Capital.

Buyer's Expectation:

The buyer expects to acquire a business with a "normalised” or
"target” level of working capital.

This ensures they can continue running the business smoothly
from day one without having to inject immediate cash.




The Crucial "Working Capital Adjustment”

How it Works:
Target Net Working Capital:

A "target" or "normalised" Net Working Capital level is agreed upon
during negotiations. This is usually based on your company's
historical average working capital over a period (e.g., the last 12
months), adjusted for seasonality or one-off events.

Actual Net Working Capital at Closing:

On the closing date, your company's actual Net Working Capital is
calculated.



The Crucial "Working Capital Adjustment”

The Adjustment:

If the actual Net Working Capital is higher than the target Net
Working Capital , the excess is typically added to your
purchase price (Equity Value).

This means you've left more operational cash/assets in the
business than required.

If the actual Net Working Capital is lower than the target Net
Working Capital , the shortfall is typically deducted from your
purchase price (Equity Value).

This means you've taken too much cash out or let operational
liabilities build up, and the buyer will need to inject funds to
cover it.




The Crucial "Working Capital Adjustment”

Why it's a Potential Surprise:

Sellers sometimes try to maximise cash before closing by
aggressively collecting receivables or delaying paying suppliers.
While this might increase your cash balance, it can decrease your
working capital.

If your Net Working Capital falls below the agreed-upon target, the
buyer will deduct that shortfall from your proceeds, effectively
negating any benefit from "sweeping" cash.

It's vital to maintain normal operating levels of Net Working Capital
leading up to the sale.



Key Takeaways for You, the Seller:

Understand the Definitions:

Ensure you clearly understand what is defined as "cash,” "debt,"
and "working capital". These definitions can vary and significantly
impact your final payout.

Manage Working Capital:

Do not manipulate your working capital in the months leading up to
the sale. Maintain consistent billing, collection, and payment
practices. A sudden drop in Net Working Capital could lead to a
significant price reduction.



Key Takeaways for You, the Seller:

Identify "Debt-Like Items":

Beyond obvious bank loans, some liabilities might be treated as
"debt-like items" and deducted from the purchase price.

Tax Implications:

How you extract cash or repay debt can have tax implications for
you personally. Discuss this with your tax advisor well in advance.

Professional Advice is Crucial:

Engage experienced advisers (financial, legal, and tax) early. They
can help you navigate these complexities, negotiate favourable
terms, and ensure there are no surprises on completion.



by your side...
every step of the journey

mitchells

Chartered Accountants Business & Tax Advisers Registered Auditors
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