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PART I

Business Valuation Principles





1

Exposing the Eight Myths of Business Valuations

Valuing a small, privately held business is very much like painting a picture. It is a creative endeavor, not a science. No single method or procedure for accomplishing this task exists. Generally accepted principles, such as those found in the accounting profession, do not apply to business valuations. It isn't until the brush has had time to do its work that the two parties to a transaction — the business owner on one hand and a business buyer, partner, lender, the IRS, or the courts on the other hand — negotiate the fair market value of a business.

As with an artistic endeavor, creativity plays a major role in business valuations. Such creativity occurs within the parameters of long-standing customs. Unfortunately, these parameters are not thoroughly understood by business owners. And any subject that is not thoroughly understood carries with it a mystique built on myths. This book dispels these myths. It takes the mystery out of business valuations by describing a variety of appraisal methods in clear, nonmathematical language.

Valuing small, privately held businesses requires a mindset significantly different from that of securities analysts or real estate appraisers. Securities analysts rely on mathematical formulas and statistical derivations to value traded securities, but these are largely minority interests and do not reflect the total value of a company; real estate appraisers relate the value of land and buildings to construction indexes, a grossly inappropriate method for valuing a growing concern.

Meaningful valuations of small, privately held businesses based on future cash flow discounted for risk are also at variance with the tax code and the courts. The IRS requires that specific formulas be used to value an estate or business interest for tax purposes, but these calculations determine value at a point in time, ignoring future benefits. Courts of equity attach random values to minority or majority business interests for divorce settlements and other legal remedies, but their randomness breeds inconsistency and pays little heed to the ongoing benefits generated by a business. None of these methods considers the total value of a going concern and the peculiar characteristics of closely held businesses.

Over the years, authors, accountants, lawyers, the IRS, the courts, and management consultants have tried to turn business valuations into a science with definitive, universally accepted methodologies. But all they have succeeded in doing is to cloak them in unfounded myths. Here are eight of the most insidious:


	The only time a business owner needs to value his business is when he is ready to sell it or when his banker wants a valuation in support of a loan application.

	A company's earnings determine how much the business is worth.

	XYZ Corporation sold for $5 million, so my company must be worth the same amount.

	The most logical way to value a company is to multiply its earnings by five.

	Only companies that turn a profit are worth anything.

	Business owners know the value of their companies better than any outsiders, including professional appraisers.

	The best way to value a company is to multiply its annual revenue by two.

	The market value of a company is in the eye of the beholder and not determined by fancy mathematical formulas.



Before tackling professional appraisal procedures — that is, the set of methodologies within which acceptable valuation parameters operate — we must dispel these myths.


When Selling a Business or Applying for a Loan

Banks view valuing your business as a crucial step in a loan application. Valuations are also required when you decide to sell the business. The necessity for reliable valuations in both situations seems obvious. Without an appraisal of a company's underlying assets banks can't know how much collateral supports the loan. And without a reasonably calculated market value, business buyers would not have any logical base from which to negotiate a purchase price.

However, if those are the only times you take a hard look at how much your business is worth, you are missing a key ingredient for managing the business.

Knowing the market value of your business helps in deciding when the time has come to retire and sell the entire company. Knowing the value of your business will guide you in restructuring the company to protect its assets from nefarious or frivolous lawsuits. Knowing how much each product line of your business is worth in the marketplace can be invaluable information for deciding whether to intensify marketing efforts for a product line or abandon it altogether.

A recent business valuation will prove the worth of the company for estate tax purposes. Whether a business survives or fades away with the demise of its owner, at the time of death it has some value. It may have hard assets (e.g., equipment, machinery, or real estate). It may have valuable patents or trademarks. Or it may have substantial customer goodwill, built up over years of profitable operation. All of these assets must be included in the taxable estate of the business owner.

Perhaps you have one or more business partners. Your partner could be a spouse or children, or partners might not be related to you at all. When the time comes to dissolve the partnership or to buy out one or more partners or to restructure your business, some type of buy/sell agreement must be in place. Such an agreement includes a method for determining the value of the business at the time of dissolution or buyout. To be certain the valuation meets with IRS approval, it should be updated periodically to reflect changes in the profitability and the acquisition or disposal of company assets.


Basing Value on Earnings

I cannot recall how many times I have argued with business buyers over the myth of a company's earnings determining how much the business is worth. Virtually all privately owned businesses try to show as little profit as possible. Preferably losses. Why? To minimize income taxes. So when potential buyers look at the financial statements or the books of account they see that earnings are low or nonexistent and the business appears to be a poor acquisition choice. But this is wrong. The value of a business is measured not by its earnings but by how much cash it throws off. A private company may show book losses but still generate substantial cash. Take for instance those cases where an owner pays himself a large bonus at the end of the year or pays personal expenses out of company funds or buys a new car with company funds. These expenditures represent a return of capital to the owner. Although they are recorded as expenses and hence reductions in profits, in reality the owner has benefited by positive cash flow from the business.

It's important to document these discretionary expenses. Some are deductible by the company for income tax purposes. Some are not. In any event, when the time comes to offer the business for sale, the fact that you have documented them as adjustments to recorded expenses will increase a buyer's confidence in your financial statements.

It is true, however, that when a court assigns a value to a business, as in a divorce settlement, earnings are important. It is much easier for lawyers and judges without accounting backgrounds, or business backgrounds for that matter, to understand the meaning of earnings as opposed to cash flow.


When Compared to Another Company

One of my clients — call him Mr. Brown — had a retail business that sold ice cream, party favors, and light sandwiches. He did about $4.5 million in annual sales. When Mr. Brown wanted to increase his line of credit, the local bank insisted that he determine the value of his business as a prerequisite to lending. I had consulted to this business for several years, so Mr. Brown asked me to do the valuation. Applying the normal capitalization calculation to my forecasted cash flow resulted in a value of about $3 million. My client was incensed. It seems that one of his friends had sold his auto repair business two years ago for $4.75 million. Mr. Brown insisted that his company was worth at least as much as that dingy auto repair shop, and in fact he argued that $5 million was a reasonable number for the bank to base its lending on. I tried to keep him from presenting this to the bank, but failed. The result? The bank turned down Mr. Brown's request for an increased credit line.

The prominent myth that two privately held businesses can have the same value has led more than one entrepreneur in the wrong direction. No two businesses are alike. Location, facilities, equipment, ownership philosophy, management ability, product lines, customer base, supply chains, and so on are unique to a given business. To assume that ABC Company is worth the same as XYZ Company denies these differences.

Comparing the worth of two businesses is like comparing the market value of two houses. Even if the houses have the same square footage and are located side-by-side, one may have a pool while the other doesn't. One may have landscaped gardens while the other doesn't. One may have new bathrooms or a new kitchen while the other doesn't. To determine a market price for these two houses, one must examine the interior as well as the exterior of both and then compensate with premiums or discounts for the differences. Exactly the same exercise must be done to appraise two seemingly comparable businesses. To assume that one company should be valued the same as another is a gross error.

This does not mean that comparative analyses are worthless. Just the opposite is true. As seen in Chapter 8, such analyses are crucial to the completion of a valuation. But they have to be interpreted properly.


Five Times Earnings

The five times earnings (FTE) myth seems to be the hardest one to disprove. Here is an example showing the rationale commonly used. A practicing management consultant for more than twenty years had performed many business valuations for lenders, business buyers, and business owners. Almost without exception he used the FTE method. On many occasions, I pointed out the fallacy of such an arbitrary method. However, he consistently argued that the FTE method correctly assumed:


	Lenders usually grant term loans to a small business for a maximum of five years.

	Buyout partners frequently expect to receive full payment over no more than five years.

	Business buyers reasonably expect a return of their investment in not more than five years.



Moreover, the adjusted earnings of his clients did, in fact, reflect actual cash flow.

If FTE is a myth, does it mean that this consultant's valuations were wrong and should not have been used? No. Each of these arguments has merit. However, it's important to understand that they ignore the basic tenets of business valuations.

• First, a business is worth only as much as the cash it generates.

• Second, cash generated today is worth more than cash generated next year or the following year.

• Third, the risk of achieving forecasted cash flows must be recognized.

• Fourth, business value should bear some similarity to actual prices paid for like businesses, adjusted for premiums and discounts as necessary.


Loss Businesses are Worthless

If it were true that only businesses turning a profit are worth anything, no dot-com would ever go public, no start-up business would ever be sold, and newer small businesses would have an awful time getting bank loans. As reiterated throughout this book, business value is based on future cash flow, not earnings. Small business owners are notorious for paying personal expenses out of company funds, causing book losses when actually the business generates substantial cash. Some of the most profitable companies began as loss-generating start-ups. The original Control Data Corporation comes to mind. Innovative companies such as Amazon.com operated in the red for many years, but then had a very successful public stock issue. Many other well-known companies survived substantial losses in the beginning to eventually become profitable, high-growth businesses. A small business that can credibly demonstrate the likelihood of substantial future growth, leading to significant cash flow, may have value far in excess of one that turns a steady profit but whose future signals unspectacular growth.

I once had a client whose manufacturing business had been losing money for five years. The business owner was an inveterate inventor, continually coming up with better mousetraps, as it were. Very few of these inventions panned out in the marketplace, however. One year he designed a new type of lens for use on airport runways that allowed light to penetrate fog much better than lenses then in use. He requested a five-year $2 million term loan from his bank to allow him to test the market and to get a production line up and running. His banker refused to grant the loan unless the entrepreneur could prove that his invention would cause the company's profitability to soar in the future. I performed a business valuation for my client, leaning heavily on airport industry growth statistics to validate our cash flow forecast. The bank bought the valuation and granted the loan, even though the business had been losing money for the previous five years.

Incidentally, the new lens was a market sensation. Several of the largest airports in the country ordered thousands of them. This entrepreneur's days of losses were over for good.

Every loss business does not have market value. But if the owner can show that future cash flow will be significantly greater than in the past, most lenders and business buyers would agree that the company is worth something.


Business Owners Know Best

If only it were true that business owners are in the best position to value their businesses, buying and selling private businesses, divorce settlements, and lender verifications would be a lot easier. Unfortunately, such is not the case. Owners who value their own businesses are very similar to homeowners who set selling prices for their own homes. If you have ever sold your home you understand the maxim that owners always believe that their properties are worth more than the market does. Any real estate agent will agree that homeowners are the worst judges of the market value of their own homes.

Having lived in our home for many years we decorated it to our taste, revamped bathrooms, modernized kitchens, added rooms, and so on. We had our home exactly as we wanted it and believed that others would be just as pleased with it. When we put it on the market, we got offers that were much lower than we thought the house was worth. We pulled it off the market after six months, frustrated that it hadn't sold.

Business owners experience the same situation. They also have lived with their businesses for many years, tweaking them here and there to meet their personal comfort levels. They recruited and trained personnel to do those things they wanted them to do in the way they wanted them done. Marketing programs, long-term strategies, facility layouts, and product designs, were uniquely configured to fit those particular businesses. Owners would argue that if decisions affecting these items had been different, their businesses would not have prospered as they had. Certainly, potential buyers must see this. But they don't. Buyers look at businesses with the same jaundiced eye that home buyers have when they look at houses. And in both cases, what they see is entirely different from what the owner sees.


Two Times Revenue

The multiple-of-revenue method is an attempt to standardize valuation procedures within an industry or profession. Characteristically, businesses that use this method are service companies that employ very few hard assets. For example, the hard assets of real estate agencies, accounting firms, business brokers, and law offices might be limited to office furniture and reference libraries.

The problem with basing valuations on a multiple of revenue is that multiplying factors range all over the lot, from less than one to double digits. Averages or medians for a given industry could be used, but that limits the multiple to companies that possess average and mean industry characteristics. Realistically it's very difficult to justify which multiple should be applied to a specific business.

In addition to lacking industry commonality, the multiple-of-revenue method ignores the fundamental parameters of business valuations. It does not recognize the value of future cash flow. Nor does it acknowledge the attendant risk in achieving future cash flows. Pragmatically, this method may be a convenient, simplistic approach to valuing a business, but it lacks the ingredients to make the resultant value credible.

There is one exception to this. Small professional practices (e.g., law firms, CPA firms, medical practices, architectural firms, and so on) and small personal services companies can reasonably be valued using the multiple of revenue method (see Chapter 15). Expenses recorded by these businesses reflect the owners' needs, not necessarily those of the business. This makes using pro forma financial statements to forecast cash flow virtually meaningless, leaving revenue as the most logical choice to represent business activity.

When the multiple of revenue method is used, you need to determine which multiplying factor makes sense. A multiple of two may not always be the right choice. In some cases a higher multiple will be warranted. In other cases a lower multiple makes more sense.


In the Eye of the Beholder

Of the eight myths, this one has the most merit. Professional business appraisers can calculate value with the discounted cash flow method, the capitalization of earnings method, or any other commonly used procedure The IRS and the courts may accept such a calculation as a reasonable estimate of business worth. However, from the perspective of a business buyer or a buyout partner, the value of intangibles frequently constitutes a far more meaningful appraisal of the business. This applies to start-up businesses as well as to going concerns.

Although a calculation of future cash flow discounted for risk is certainly a preferable way to go, in some cases it may be impractical. The eye-of-the-beholder method — if, in fact, this can be called a method — changes myth to reality and ends up being the only way to seal the deal.

However, despite the arbitrary assignment of value to intangible assets such as goodwill by the beholder, some calculation of future cash flow is the only logical base upon which to apply premiums or discounts. Yes, the worth of a business is nearly always in the eye of the beholder. But an acceptable calculation of value based on known facts and reasonable assumptions should also be used to determine the market worth of the company. Premiums and discounts can then be applied as necessary.

These eight myths distort the intent of business valuations to reflect fair market value and must be dispelled, the sooner the better. Misconceptions caused by myths are bad enough. But misunderstandings that emanate from a lack of business valuation standards cause even more confusion.


Lack of Business Appraisal Standards

Although valuations are most frequently used to establish prices for the purchase or sale of controlling or minority equity interests, at one time or another every small business will probably need to be valued for one of the following reasons:

• To determine buyout prices for partners/shareholders

• To minimize tax bases of estates and gifts

• To protect against random court valuations in divorce settlements

• To resolve disputes with minority shareholders

• To raise debt or equity capital at the most favorable terms

• To dispose of unprofitable product lines at the best price

Admitting to a lack of precision, the national Office of Advocacy (a business research group) estimates that 24.7 million businesses are operated for profit in the United States and almost 18 million operate with no employees other than the owner. Of the 24.7 million businesses, about 20,000 are considered large businesses. That means that small businesses represent about 99 percent of the total. Of this total, about 15 percent are corporations, with the balance being partnerships and sole proprietorships. Every year, hundreds of thousands of closely held businesses change hands. Partial ownership changes can be counted in the millions. In one way or another, each of these transactions requires the valuation of a business or business interest.

With such a large demand, it seems inconceivable that there isn't a common body of knowledge from which appropriate valuation techniques can be drawn. Yet, such is the case. And this causes more than a little debate among business owners, investors, business advisers, bankers, and even professional appraisers.

Part of the controversy comes from the sheer complexity of the mathematical calculations used by securities analysts to value minority interests in traded securities. Part emanates from the misapplication of traditional real estate appraisal techniques to going concerns. Part stems from the indecisiveness of the Internal Revenue Service. And part derives from contradictory court rulings in divorce settlements, dissolution judgments, and shareholder disputes.

Although real estate appraisers, securities analysts, the IRS, and the courts apply their own special methods, the only broadly acceptable standard that can be applied to closely held businesses is one that reflects fair market value. Unfortunately, a workable definition of fair market value, applicable to all types and sizes of businesses, continues to elude even the most proficient business appraisers, as well as the IRS and the courts.

Four reasons stand out as the most likely explanation for the absence of standards that could fit into as neat a package as the American Institute of Certified Public Accountants' generally accepted accounting principles:


	The lack of comparability between closely held businesses on one hand and easily measured publicly traded securities on the other

	The absence of enforceable accounting rules that standardize financial reporting for closely held small businesses

	The hesitancy by owners of closely held businesses to reveal buy/sell prices

	The lack of acceptance by financial institutions of those valuation methods used by professional appraisers



Although this book does not proffer a unified set of valuation methods applicable to all businesses, it does set out principles that are in common use for most closely held companies. It also suggests specific methods that yield generally acceptable results for companies whose industry characteristics or unique features make them especially difficult to value, such as professional practices, micro businesses, real estate-based businesses, and start-up businesses.

Moreover, this book dispels any notion that beta and other esoteric theories used by securities analysts for valuing publicly traded securities can be effectively used for closely held companies. Rather than mathematical formulas, this book stresses the valuation process. Formulas that support fundamental valuation principles are important, but do not themselves provide a solution. It is to the process that we must look to develop creative yet meaningful techniques for establishing fair market value. And within the valuation process, the preparation of pro forma financial statements and cash flow projections is paramount.

Valuing a business is not easy. It requires a great deal of research, calculation, and interpretation. Several shortcut methods — such as the multiplication of current earnings or revenues by an arbitrary factor or the stipulation of values for buyout agreements — can be used under special circumstances to quantify a preliminary valuation. However, these methods should never be interpreted as depicting fair market value.

In the end, the fair market value of a business can only be satisfactorily determined by negotiation between the interested parties. Although the many valuation techniques described in this book should give you a good head start, it is the process itself that should be emphasized.
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The Basics

Because the art of business valuation is one of those ill-defined activities used in a wide array of circumstances, it breeds an army of self-proclaimed experts. Public accountants, real estate agents, bankruptcy lawyers, statisticians, securities analysts, insurance appraisers, taxing authorities, business brokers, management consultants, authors, and a variety of others get into the act, each purporting to offer the best, the most authoritative, and the most meaningful method for arriving at a company's market worth.

Most of the confusion surrounding business valuation methods stems from two conditions:


	Various statutes, regulations, and court precedents dictate methods to match certain circumstances.

	There are an unlimited number of purposes to which the results of a given business valuation can be applied.



The first condition we can do little about. Legislators, bureaucrats, and lawyers will continue to set rules that serve specific needs, and such rules must be followed if one is to stay in the game. Nevertheless, litigation of these rules has become a big business, as evidenced by the hundreds of cases concerning disputed valuations of businesses and business interests that have reached the courts; most of these have arisen because the proper valuation technique was not used within the context of a given law or business situation. Readers interested in pursuing these cases can easily track their favorite topic in a plethora of law journals and law reviews. Litigation is beyond the scope of this book, however, and will not be considered except in passing.

On the other hand, the second condition relating to the purpose of the valuation is critical in evaluating the pros and cons of different methods. In fact, to arrive at a meaningful valuation, one must have a clearly defined purpose in mind. Although accounting methods for valuing businesses and publicly traded shares can certainly serve as models, most authorities tend to agree that the choice of method should relate to the purpose of the valuation.

Although the focus of this book precludes a discussion of all or even a majority of the broad universe of reasons for valuations, the most common ones — and those that will be addressed in the following chapters — are valuations of businesses and business interests for:

• Selling a business, merging a business, acquiring a business or business line, divesting a business line or business interest, and forming joint ventures

• Structuring a buy/sell agreement for a partnership or a minority shareholder

• Dissolutions of a partnership or corporation

• Bankruptcy reorganizations

The type of business to be valued also has a major impact on the choice of method. Businesses with a majority of their assets in real estate, machinery, or equipment must of necessity include the appraised value of these assets as part of the total business valuation. And small retail businesses that own a relatively large inventory with well-defined market values should include that as part of the total picture.

On the other hand, service businesses usually do not have much in the way of either hard assets or inventory, and therefore they require a totally different approach. Professional practices (e.g., legal, health care, consulting, and investment advisory services) and personal service businesses (e.g., real estate agencies, insurance agencies, literary agencies, personal care businesses, and repair businesses) have unique goodwill characteristics and require yet another approach. Peculiar conditions also pertain to real estate-based businesses and start-up businesses.

Just as space precludes a thorough discussion of the multitude of reasons for making a business valuation, so does it restrict the examination of every variation in business type. Therefore, the following chapters limit discussions, somewhat arbitrarily, to business valuations useful for:

• Small manufacturing, retail, distribution, and service businesses

• Multibusiness entities

• Micro businesses

• Personal service businesses

• Professional practices

• Real estate-based businesses

• Start-up businesses


Terminology

Before getting into the basics of business valuation, it might be beneficial to clarify some of the most commonly used concepts and terms. Like other specialized disciplines, the field of business valuation has its own, somewhat unique vocabulary, much of it derived from the accounting profession and from the securities analysis and banking industries, with a few terms coined specifically for use in the valuation process. Terms that frequently cause the greatest confusion are examined below.

Fair Market Value

Valuing a closely held business is like forecasting the weather: Everyone wants an absolute, scientifically determined, accurate answer, but no one has come up with a way to achieve this goal. If there is one thing that everyone can agree on, however, it is that business valuation is an art, not a science. All the statistical, mathematical, and economic formulas concocted over the years cannot determine with certainty the value of a going business to a specific party over a future time period. The reasons are obvious:

• With the exception of federal, state, and municipal statutes that arbitrarily dictate the definition of value, the monetary value of anything is the amount of cash or property one party is willing to pay another party for it.

• The determination of monetary value includes not only measurable assets but also intangible assets and liabilities.

• Factors external to the business have a major impact on calculable values, and since these factors constantly change, any absolute numerical value is valid for only one point in time.

To further complicate the process, courts, taxing authorities, and others who have an inherent interest in arriving at an independent valuation, usually, for the assessment of judgments, fines, or taxes, widely use fair market value as an accepted standard. The generally accepted definition of fair market value is the cash or cash-equivalent price at which an asset would change hands between a willing buyer and a willing seller, both having the means to complete the transaction and neither acting under duress. In this definition, the market is assumed to be universal; that is, it represents all potential buyers and sellers of like businesses in the universe. Fair market value does not refer to a specific seller and a specific buyer, but merely to hypothetical parties involved in arms-length transactions in general.

Furthermore, the concept of fair market value assumes that economic and market conditions prevalent at the date of the valuation will continue. And the denominated price must be in cash or cash equivalents, as opposed to cash and nonmarketable assets or merely nonmarketable assets. In practice, the terms market value and cash value are used interchangeably with fair market value.

Fair market value serves as a basic starting point for various valuation purposes and, of course, as the final determinant when dictated by law. But excluding statutory valuation, fair market value is only one way to reckon the true value of a business. Several other commonly used definitions enter the calculation, depending on the party doing the valuation and the purpose to which it will be put.

Investment Value

Investors make judgments based on expected specific benefits — such as dividend flows, interest payments, and capital gains from appreciated assets — to be derived from a given investment over a specified time period. The worth of that investment is called investment value and represents individual investment requirements as opposed to a general, impersonal, and detached fair market value. Putting it another way, market value reflects the worth of a business in the general marketplace; investment value reflects the worth of a business to a particular investor or class of investors for their own reasons.

Investment value is predicated on the future return to the business owner or to an outside investor, and is measured by cash flow. Cash flow, in turn, may be cash flowing from the business to the investor — as in dividends, bonuses, profit sharing, or interest income — or it may be cash received in excess of the original investment when selling the business or business interest.

Expectations of the amounts of these future cash returns will vary with each investor, depending on the following:

• A business's future earning power

• Investor tax status

• The degree of risk in the investment or in an anticipated action that might affect the investment

• Potential interaction with other businesses owned or controlled by the investor

• Future government regulations affecting the preservation of earning power

• Marketability of the investment at a future date

Typically, but certainly not always, discounted cash flow methods are used to estimate future earning power. Since investment value measures an investor's personal requirements, it is unlikely that investment value will coincide with market value, which presumably reflects the consensus of unknown market participants. There is a relationship between the two, however.

For example, if a business seller determines that investment value (i.e., the worth of the business to the seller based on personal requirements) is greater than a calculated market value, then clearly the business should not be sold unless a particular buyer can be found whose investment requirements approximate the seller's. On the other hand, a serious seller using investment value and serious buyers using market value should, through negotiations, be able to arrive at a compromise price for the business.

Supply and demand forces, which in the end determine the price of a business, invariably invalidate hard and fast calculations of business value. Therefore, valuations should be considered as a starting point in making decisions, not an end in themselves.

Intrinsic Value

In contrast to investment value, the concept of intrinsic value focuses on determining worth based on perceived characteristics of the business, not the requirements of a particular investor. Theoretically, any number of analysts could come to similar conclusions through weighing the company's financial characteristics and then extrapolating similar projections of anticipated future events, such as future growth rate, future earnings and dividend policies, and the sale price of business assets.

Intrinsic value is most commonly used by securities analysts. When applied to publicly traded equity shares, the calculation of intrinsic value permits the analyst to assess the investment worth of a business before a similar determination under similar conditions is made by the marketplace at large (i.e., the investing public). In this manner, by getting a jump on the market, the analyst can help clients realize appreciation gains.

The analytic techniques used to arrive at intrinsic value include:

• Extrapolations and interpretations of a company's balance sheet and income statement ratios

• Discounted cash flow calculations based on earnings projections

• Assessments of the liquidation value of business assets

With these results in hand, securities analysts apply their own interpretation based on personal background and assessment of general market and •• industry trends. The result is an appropriate price for the shares regardless of the current market price. Obviously, if the intrinsic value is higher than the market price, buy orders should be issued. In the reverse case, the shares should be sold.

Going-Concern Value

The concept of going-concern value is not a measure of a valuation at all. It is an expression of the current status of a business. Public accountants express their opinion on a company's financial statements based on their going-concern standard; that is, based on the assumption that the business will continue in operation for an indefinite period of time. In contrast, the longevity of a company may be in question if it has a negative net worth, burdensome debt service payments, faltering markets, lawsuits threatening to force foreclosure, or an extended labor strike. Such a company would not be considered a going concern.

Although the going-concern concept is not a method of valuation, it does materially bear on the worth of a business. If future earnings and hence cash flow are jeopardized by negative conditions, statistical compilations such as discounted cash flows or financial statement ratio analyses based on current or historical data become meaningless. Also, liquidation value should be substantially enhanced when the business is viewed as being sold as a going concern rather than as a handful of assets at auction.

In most cases, the going-concern concept relates to the total value of the business, assuming it will continue to operate in its present form. It includes intangible assets that have no liquidation value, as well as goodwill, customer listings, technically skilled personnel, and in some cases management expertise. The exception — and isn't there always an exception — relates to the courts' interpretation of a going concern. Generally, unless intangible assets can be identified as yielding a definable future stream of income, such as patent royalties, a court will not consider them as part of its valuation.

Liquidation Value

Liquidation value refers to the value of individual business assets or groups of assets, not the business as a whole. When the focus is on the likely sale price of specific assets, future cash flow as a measure of investor or market worth has no meaning. The business is not viewed as an income generator, but merely as a group of assets, each of which has a value to someone. The fundamental assumption when arriving at liquidation value is that the company will cease to do business and therefore cannot be considered a going concern.

Typically, liquidation value has little meaning for investors or business sellers, both of whom view future cash returns as the justification for making the investment or continuing to operate the business. This method also has no relevance for statutory valuations that focus on market value. Conversely, financial institutions rely on liquidation value almost exclusively to determine the adequacy of loan collateral.

When estimating the liquidation value of assets, it's important to include all the costs associated with the liquidation as reductions from pro jected liquidation proceeds. In a forced liquidation all assets or major groups of assets are sold at one time, generally through the auction process. Associated costs might include:

• Auctioneer's fees

• State taxes

• Costs of moving equipment and machinery to the auction location

• Crane rentals

Expenses of fixing up the assets prior to sale

Out-of-pocket expenses of the auction house, such as travel expenses, advertising, telephone, and so on

Legal fees and mailing expenses might also be required to comply with state bulk sales laws.

In an orderly liquidation, assets are sold off in an orderly manner, one at a time, over a period as long as twelve months or more. Expenses of an auction house may not be involved, but additional advertising costs, fixing-up costs, taxes, sales commissions, and legal expenses are usually incurred. Also, since an orderly liquidation takes place over a period of time, normal operating expenses to keep the company going during this period must be reckoned as deductions from sale proceeds.

Once the assets are sold, it always takes several months to wind down a company's affairs and finally close the doors for good. Costs associated with these winding-down activities must be projected for both orderly and forced liquidations.

And finally, when a discounting calculation is used to estimate the liquidation value of a business, the estimated proceeds should be discounted from the time the net proceeds are expected to be received back to the valuation date at a rate reflecting the assumed risk. Clearly, the liquidation value of an entire business will be substantially less than the gross proceeds received from the sale of its assets.

Book Value

Book value is frequently confused with the worth of a business. This is an accounting term, used to designate either:

• For the business as a whole: the difference between total assets and total liabilities, including preferred stock with redemption features

• For individual assets or groups of assets: the net balance between the original asset cost and the current amount shown on the balance sheet, as in net book value of depreciated machinery and equipment

Book value reflects only those assets and liabilities recorded on the books, not contingent assets, contingent liabilities, or intangible assets, such as customer lists or client files, that, according to generally accepted accounting principles, cannot be recorded. Accounting standards require assets to be recorded at historical cost less accumulated depreciation or amortization, and liabilities, either short-term or long-term, to be recorded at actual amounts payable by contractual documentation. When referring to the business as a whole, book value is used synonymously with net book value, owner's equity, shareholders' equity, and net worth.

In owner-managed small businesses, it is quite common for the book value to be zero or negative, reflecting the withdrawal of cash and other property for the owner's use. We'll take a look a little later at acceptable valuation methods for dealing with this condition.

Other Relevant Terms

In addition to definitions of value, a few other terms should be clarified. Although pronouncements issued by the Financial Accounting Standards Board, the American Institute of Certified Public Accountants, the Securities and Exchange Commission, and the Internal Revenue Code set the standard definitions of terms for financial statement presentation and tax returns, these terms are at times confusing, conflicting, and misused.

Various professional appraisal organizations, many focusing exclusively on real estate appraisals, use these terms in a slightly different manner. Also, certain terms are unique to the appraisal profession and are seldom used in the accounting or tax fraternities. The following will be used in the balance of this book.


	
Goodwill — An intangible asset that arises as a result of the name or reputation of the company, the owner/manager, or company products or services; the company's location; customer loyalty; or similar conditions unique to a given business. Goodwill does not have a monetary value under generally accepted accounting principles (in this book cited as GAA P) and therefore is not recorded on a company's balance sheet unless it is paid for as a premium over book value in the acquisition of a going concern. However, goodwill does add economic benefit to a company and therefore, in some cases, must be reckoned with as part of the valuation process.

	
Capitalization — A term describing three different things: (1) the capital structure of a business enterprise, comprising the sum of long term debt and equity, (2) the accounting recognition of an expenditure as a balance sheet asset rather than an expense, or (3) the conversion of income into value as part of the valuation process by the application of a capitalization factor, which is any multiplier or divisor used to convert income into value.

	
Marketability Discount — An amount or a percentage deducted from an equity interest to reflect the marketability of that interest. It is used primarily to discount market value to intrinsic or investment values.

	
Control Premium — An additional amount or percentage added to a valuation to reflect the benefits associated with owning the controlling interest in a business. This is in contrast to a minority discount, which reduces the pro rata share of the value of an entire business to reflect the absence of control.

	
Discounted Cash Flow — A stream of monetary sums to be paid or generated in the future reduced to its present value by the application of a discount rate. The discount rate frequently, but not always, incorporates the current market rate of interest. A discount rate may also be tied to a common, easily verifiable interest rate such as that paid on U.S. government securities. In theory, the riskiness of the cash flow determines the discount rate — the more risk, the higher the discount rate.




Cash Is King

Theoretically, the generally accepted definition of the value of a business interest is that it equals the future benefits, usually cash benefits, that will accrue to that interest, discounted back to a present value at an appropriate capitalization or discount rate. Discounted cash flow is a relatively simple concept, and since discount tables are embedded in standard spreadsheet software, the calculation is straightforward.

If this were the end of it, all you would have to do would be to come up with a forecasted cash flow and apply a discount factor, and then you would be finished. You wouldn't need to spend money on this book or any other. And you certainly wouldn't need to engage high-priced professional appraisers. But what is acceptable in theory seldom works in practice.

However, whether it is done by capitalizing future cash flow to its present value or by using one of many other methods, the measurement of future benefits denominated in cash or cash equivalents will, in nearly all cases, result in the most meaningful valuation. As in many other disciplines in which there are a multitude of experts, not everyone agrees with the cash approach. The accounting profession and securities analysts advocate variations on that approach.

The accounting profession prefers to measure future benefits in terms of company earnings. The value of a business interest is simply calculated as a year's current or projected earnings multiplied by some factor. Securities analysts look to the stock market to set the multiple, as in a stock's price/ earnings (P/E) ratio, arguing that the market will always adjust price to the long-term health of the company.

Although these approaches have merit for their simplicity, both fail to recognize the need to base value on the amount an investor or owner will receive in exchange for an investment, and to enhance comparative analyses of alternative investments. Let's look at fallacies in the accounting approach first.

When company earnings are stressed, the underlying assumption must be that all companies record business transactions in the same way, thereby allowing earnings comparisons between various investments. But we all know that that is not the case. Generally accepted accounting principles allow company management a wide range of choices for recording transactions. Various depreciation methods can be used. The recording of lease obligations varies with the type of lease. Special industries have been granted unique exemptions, such as booking depletion allowances in extraction industries or recording intangible inventory and progress payments in the aerospace and construction industries, respectively.

R&D expenses may be written off or capitalized under varying circumstances. The amortization of deferred charges, patents, organization expenses, goodwill, and other intangibles can vary among companies. Different forms of business combinations allow for a plethora of accounting variations. Clearly, with such a range of alternative recording choices, the reported earnings of a company bear little resemblance to anything investors might expect in future cash benefits.

The securities industry uses an even more misleading approach. Take publicly traded companies, for example. Theoretically, over a long period of time, the market price of a company's stock traded in an efficient market should reasonably reflect the long-term prospects of the company. However, at any point in time, such as when an investor wishes to make an investment or when a company wishes to issue more shares, the market may either overvalue currently traded shares through excessive optimism or undervalue the shares through unwarranted pessimism, neither based on factual information. In both cases, the current price/earnings ratio will not reflect future benefits to investors.

The securities analyst approach incorporates a second and even more potentially damaging error when it is applied to privately owned companies whose shares are not traded publicly and hence do not carry a price/earnings ratio. Some analysts would have us believe that since public Company ABC's shares trade at a multiple of fifteen, that multiple should also apply to private Company XYZ, which happens to be in the same industry. Clearly, even if the P/E ratio did reflect future investor benefits — which it does not — what rationale can be advanced for valuing Company XYZ the same as Company ABC merely because they are in the same industry?

A third approach occasionally advocated by champions of small, privately held companies is that business value should be determined by the replacement cost of Company LMN's assets. The theory underlying this argument presupposes that if an investor wanted to start up a company similar to Company LMN, sums equal to the replacement cost of LMN's assets would have to be expended. This concept clearly ignores the value of assets such as employees, customers, technical and management know-how, and so on, which are associated with a going concern. Furthermore, if a similar business were to be started from scratch, an investor would probably buy used equipment at prices similar to the liquidation value of LMN's assets. Because the replacement cost approach is meaningless except to the insurance industry, it does not deserve further consideration.

In the end, future cash flow must be considered the only viable nonstatu-tory basis for valuing a business or business interest. Cash or cash equivalents is the only meaningful measure of investment return. It is the only measure that can be applied consistently among companies. It is the only measure not influenced by regulatory or trade practices. And it is the only measure that applies equally well to large and small businesses, to those whose shares are publicly traded and those held in private hands, and to companies in any industry.

For many companies, the determination of future cash flow can be an exhausting exercise. Anyone familiar with the preparation of pro forma financial statements for business plans should be well aware of the machinations required to arrive at a detailed statement of cash flow. And a detailed statement of cash flow is mandatory for meaningful business valuations. Net income plus noncash depreciation and amortization, plus or minus changes in working capital — the accounting profession's definition of cash flow — won't do the trick. To get at true cash flow, the actual cash inflows and outflows must be analyzed.

The larger or more complex a business is, the more difficult the preparation of such a forecast becomes. The construction of an acceptable cash flow forecast for valuation purposes is complicated by the existence of companies with multiple product lines; a hierarchy of business entitles such as holding companies, captive insurance subsidiaries, foreign branches, and so on; more than one operating location; or heavy R&D programs. However, the use of the forecasting techniques and related cost/volume/price relationships described in Chapter 7 will reduce the amount of time and effort involved.


The Business Valuation Process

Regardless of the size or type of company, or of which valuation method is used, the business valuation process itself remains relatively constant. It comprises four major steps:


	Forecasting the company's cash flow for a specified number of years

	Estimating the cost of capital to be included in the valuation analysis

	Determining the continuing value of a business beyond the valuation date

	Analyzing and interpreting the results of calculations and assumptions



Valuation authorities continue to debate the virtues of using historical financial data as the basis for cash forecasts versus relying on prophetic judgments of future events. Advocates of historical data argue that the evidential nature of historical fact is more accurate than someone's dreams of the future. Opponents take the position that managers base current decisions on estimates of future events and are therefore well attuned to potentially changing conditions that would invalidate historical juxtapositions. Both arguments have merit, and in most cases historical facts are combined with future prognostications in order to arrive at cash forecasts generally acceptable to all interested parties.

Earnings

In many companies, the historical earnings trend is the most important financial variable in forecasting cash flow. Since earnings result from the net effect of sales revenues and associated expenses, this should be a fair measure of cash generation, assuming of course that known noncash expenses such as depreciation and amortization are excluded from the calculation. Except in rare instances, a company's future earnings should reflect either an upward or a downward trend from the current and prior years, thereby serving as a reasonable base to which incremental changes to reflect economic and business assumptions can be applied.

To be useful, however, the elusive accounting definition of earnings under GAA P must be understood by all parties. Furthermore, all parties must recognize the relationship between a given company's accounting practices and its ability to generate cash flows. In those situations in which some parties do not have free access to a company's accounting practices, which pragmatically includes nearly all investment decisions other than mergers and acquisitions, historical earnings may not be a reasonable measure of future returns.

For owner-managed companies, especially companies that maintain their accounting records under an election to be taxed as an S corporation, historical earnings records generally do not even come close to reflecting actual cash throwoff. In such cases, before earnings can be used as a meaningful starting point, a company's financial statements must be reconstructed to eliminate the effects of income and loss pass-throughs and cash distributions to shareholders.

Revenues

Not infrequently, historical revenue or sales is the best measure of future cash flow for service businesses or professional practices. Typically in these companies management decisions deliberately keep earnings at zero or close to zero for tax purposes. Owner/shareholder expenses may be paid from company accounts. Excessive salaries or bonuses may distort total expenses. Intercompany loans in the case of multiple entity ownership or shareholder/company receivables and payables not only drain cash but exaggerate expenses. All of these situations preclude the use of earnings as a measure of the ability of the business to generate future cash.

Revenues, on the other hand, reflect business level and the ability of the company to attract and service customers. Relatively constant or linear-trending revenues for three or four years should serve as a reasonable measure of the company's ability to generate sales in the future. If revenues serve as the basic measure, of course, expense estimates will have to take the place of historical records for developing a cash flow projection.

Assets

It's important to dispel the popular notion that assets in and of themselves create value. In the context of a going concern that is just not true. Much as we would like to believe that the machine that cost $1 million two months ago adds $1 million to the value of a business, the market doesn't see it that way. Business assets of any type — but primarily machinery, real estate, vehicles, receivables, inventory, patents, and so on — add to the worth of a business only to the extent that they can be used to generate actual cash flow or dividend benefits. Except in a liquidation, assets have no inherent value in and of themselves.

This may be a hard pill for small business owners/managers to swallow. Most of us like to think that the real estate housing our business or equipment and the machinery needed to produce our products are worth something to a business buyer or investor. Unless it can be shown that these assets create measurable benefits, however, they are useless as far as adding to the value of a business is concerned. An excellent case in point came about when the sole stockholder of a machine shop offered his company for sale.

Historical records showed the company losing money for the prior three years. Debts piled up. Bank loans went unpaid. But the owner had purchased three new computer-controlled machines for $1.2 million two years earlier, specifically to fill the production requirements of a large customer. When a potential investor offered to buy the business for $800,000, the owner merely laughed, quickly noting that the two new machines were worth more than that. The buyer backed out, and twelve months later the company's assets, including the two machines, were liquidated at auction for $500,000.

Cost of Capital

Most business valuation authorities would agree that cost of capital is the key external variable in the valuation process. It depends on two factors: the general level of interest rates in the marketplace and the amount of risk premium demanded by the market. Risk is the operative term that, in the valuation process, causes the greatest confusion.

Once a cash flow forecast has been prepared, the magnitude of expected returns is known. But that doesn't go far enough. All investments carry a measure of risk, however large or small, and such risk tempers expected returns. For purposes of this book, risk is defined as a measure of the uncertainty of attaining the expected future benefits that result from cash flow projections and other judgmental calculations.

When the uncertainty of realizing expected benefits is very high, the value attached to these benefits must be severely discounted. When the uncertainty is low or when it can be fairly determined that the expected returns or something close to the expected returns will be attained, then only a small discount need be applied.

Risk is reflected in a business valuation by ascertaining the cost of capital of an investment. Although various authorities define cost of capital in different ways to suit particular needs, a common definition for business valuations is the rate of return available in the marketplace on comparable investments, in terms of both risk and other characteristics, such as marketability. In other words, cost of capital is the expected rate of return required to induce an investor to purchase the right to a future stream of benefits generated by the business interest being considered. Cost of capital is inversely related to present value. As cost of capital increases, present value decreases, and conversely, as cost of capital goes down, the present value of a stream of benefits goes up.

It's important for owners of businesses or business interests to understand that the cost of capital is market-determined. This means that in any given situation, the cost of capital for investing in a business is completely beyond the control of the business owner. Granted, you can take measures to shore up your business and thereby decrease the risk associated with investing in it. This would tend to decrease the cost of capital and increase the company's value. But in the end, risk is in the eye of the beholder. It is perceived as independent of the assets or earnings of the business, and it has very little to do with actions taken or not taken by business owners.

The same market determination applies to an investment's marketability or liquidity. If the market perceives a business interest to be very illiquid — that is, if it perceives a resale of the interest as being very difficult to achieve — the value of the future benefits will be discounted more severely. Conversely, in cases where the marketability of a business or business interest is perceived to be high, as in many high-growth, technology-oriented industries, the discount applied to future benefits will be minimal.

Chapter 3 discusses in detail the application of one of the most widely used models for incorporating risk in business valuations, the capital asset pricing model. This model attempts to construct a method whereby factors can be introduced to measure the amount of premium an investor should expect as compensation for holding high-risk assets. A prime example is the approach used by venture capital firms when assessing the amount of equity participation required in exchange for an interest in a high-risk company.

Continuing Value Beyond Valuation Date

The valuation process also calls for a determination of the continuing value of the business beyond the valuation date. As previously described, when developing a cash flow forecast, a specific time period must be assumed in order to discount the cash stream to its present value. This in effect draws a curtain on the operations of the business at the end of the cash flow period.

But buyers of businesses or business interests do not expect a business to cease operations at that date, nor do they expect to liquidate its assets. Under the going-concern concept, a business is expected to have an indefinite life, well beyond the time period used in cash flow projections. If that is true, then some value must attach to the period beyond. This value is called continuing value.

Some valuation authorities try to quantify the impact of continuing value by slotting future earnings into a simplistic formula, such as:

[image: illustration]

Net operating earnings represents the annual earnings of a typical year beyond the discounted cash flow horizon. Weighted average cost of capital is calculated by applying weighting factors to the relative amounts of debt and equity capital, taking opportunity cost, tax benefits, and after-tax benefits into account.

Although this simplistic approach may have merit when applied to publicly held companies with measurable dividend records, trackable share price trends, and published market capture rates, it does little for closely held companies without such readily available data.

A more meaningful approach to continuing value frequently involves the assessment of qualitative factors. Such factors as the caliber of management personnel, market position and competition, product diversity or lack thereof, vertical integration or lack thereof, employee education and training programs, new product research efforts, and a variety of other factors may affect the continuing value of a business far more than quantifiable cost of capital calculations. Since few of these qualitative factors can be numerically expressed, it is difficult, if not impossible, to include them in mathematical calculations.

In the end, the person making the valuation must add or subtract arbitrary amounts or percentages to or from cash flow benefits to reflect a company's continuing value. Typically, the smaller the company, the more relevant such long-term value is to an investor and therefore the more skewed the mathematical valuation calculation becomes.

Analyzing and Interpreting Valuation Results

Without question, formulas, theoretical models, cash flow projections, asset appraisals, and the assessment of qualitative factors are all important features of establishing business value for virtually any nonstatutory purpose. Each lends an air of authority to the valuation process by translating business conditions into numerical quantities that can then be manipulated at will. For publicly held companies, such manipulative steps are generally straightforward, using ratio analyses and industry comparisons. Results fit neatly into predetermined pigeonholes that meet generally accepted valuation and financial analysis standards.

Analyzing calculated results for privately held companies is a different story. Here, the variety of business structures, the absence of reliable financial data, unknown market positions of companies, discrepancies between the ongoing prospects of a small business and those of a firmly established large corporation, and a variety of other factors make the interpretation of quantifiable factors extremely personal. Nowhere is the phrase value is in the eye of the beholder more applicable than to owner-managed companies. When selling, buying, or merging such entities, the price is determined entirely through negotiations, with both parties weighing intangibles as much as or more than facts and figures.

Small professional practices provide an excellent example of businesses whose value, and hence future cash flow, depends as much or more on the personal relationship of owner and client (or patient) than on factual calculations of cost of capital, the present value of discounted cash flow, or statistically calculated risk factors. A buyer will weigh the likelihood of retaining the existing client base while attracting new clients through personal aptitude, not the actions or inactions of the seller in prior years.

The marketability of a purchased interest in a professional practice or personal service business must also be interpreted in light of the potential buyer base and the transferability of customers/clients. When the risk factor becomes very high, as in the case of buying service businesses of virtually any type, one must ask: How valid is any valuation based on projections factored down for risk? In truth, the downward risk factor may be greater than the entire discounted cash flow.

Such interpretive obstacles must be met, however; otherwise small, privately held businesses would never be sold. Yet they are sold, and willing buyers and sellers continue to negotiate prices based on perceived value rather than rigid formulas. Later chapters examine alternative methods for valuing businesses in unique situations and propose alternative methodologies to compensate for nonquantifiable benefits.
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