An Introduction to Business Valuation
By Garth M. Tebay, CPA, CVA,CM&AA

Welcome to the challenging world of business valuation. The key to successin thisarenais
knowledge. When valuing a closely held business, one must first clearly understand the purpose of
the valuation. Determining the precise intention of the evaluator will not only help to determine the

standard of value, it will also aid in establishing the basic premise of value.

While valuations for tax purposes are based on fair market value on a going concern, valuations
for transactional purposes are generally based on a different standard and premise of value.
Investment value is the typical standard of value used to measure the going concern or synergistic
value in transactional scenarios. Valuations for litigation purposes are based on the standard of

value and premise of value defined by state statue.

It isimportant to recognize that the difference between one standard of value vs. another will
have a significant impact on the valuation results. Therefore, it isvital that we wisely select the
standard of value and premise of value best suited for the purpose for which the business valuation

isintended. With thisin mind, lets take alook at some general business valuation principles.

The basic formulafor determining the value of an interest in an operating businessis as follows:

V=1

V =vdue
B = benefit stream
R =risk
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Although the formulais simple, the components are difficult to determine and obviously critical

to arriving at the conclusion. We will explore these componentsin depth.

Let’sfirst gain an understanding of the benefit stream (“B”) component to the formula. There

are various types of benefit streams including, but not limited to, the following:

o Net income (earnings)

o Income before taxes (pre-tax earnings)

o Earnings before interest and taxes (EBIT)

o Earnings before interest, taxes, depreciation and amortization (EBITDA)

o Cash flows to equity
o Cash flows to invested capital
o Income from operations
o Sales
Which benefit stream do you use to value the company? Does the type of benefit stream matter

when calculating values? How do you choose which level of benefit stream? Does the type of

benefit stream affect the risk rate use to arrive at the value?

Y es, it matters which benefit stream you use. Choosing the right benefit stream is critical, as
well as matching the risk rate (Capitalization or discount rate or equivalent multiple) with the
benefit stream. Choosing the wrong benefit stream or miss matching the benefit stream with the

wrong risk rate will result in an incorrect value and the difference may be material.

In choosing the correct benefit stream, we need to understand some basic principles regarding
the differences between the type of benefit streams and which benefit stream is most appropriate to

use for valuing different types of entities.

Let’s start by grouping the different benefit streams into three general categories:
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1. Income or earnings,
2. Cashflows, or
3. Revenue or other basis for market multiples

Income or earnings are a reflection the Companies earnings capabilitiesin the future. There are

various types of income or earnings:

1. Income from operations

2. Earnings before interest taxes depreciation and amortization (EBITDA)

3. Earnings before interest and taxes (EBIT)

4. Income before taxes

5. Net income (after taxes)

Earnings, as opposed to cash flows, should be used as a benefit stream only when the future
earnings approximate the future cash flows. Thiswill generally be the case in companies with few
assets, adequate working capital, and little to no debt, i.e. service industries. Select the type of
earnings that will represent the most stable benefit stream in the future. Net income generally will
be the preferred earnings level to use as the benefit stream. However, if there has been significant
volatility in the income taxes of the Company, selecting income before taxes may avoid the
fluctuations and potential distortion in earnings caused by income taxes. The same principleis
applied to other income and expense items. If the income before taxesis less reliable due to other
income and expense items, by selecting income from operations you will eliminate the distortions

arising from items of other income and expense.
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When using a pre-tax earnings stream, you will need to use a pre-tax capitalization or discount
rate. Similarly, an after-tax capitalization or discount rate must be used when an after-tax earnings

stream is chosen.

Y ou will also use earnings, as the benefit stream, when applying multiples obtained from market
data that is based on earnings. For example, when valuing a company based on a Price to Earnings
Multiple, after-tax earnings will be used as the benefit stream. Multiples of Price to Earnings,
EBIT, and EBITDA are common when using comparable transactional data or comparable
guideline public company data to value the company. Other pricing multiples are published for
both transactional data and guideline publicly traded companies, which are based on various benefit
streams, or other valuation benchmarks e.g. sellers discretionary cash flow (SDCF), revenue, assets,

book value.

Cash flows are generally the preferred benefit stream to use to value closely held companies.
The reason cash flows are favored over earnings as the benefit stream is because the cash flows
consider the earnings potential of the company as well as the balance sheet requirements to sustain
the future earnings. Further, cash flows are the type of earnings that investors are seeking and
expect to receive from their investments. In addition, the cost of capital used to derive the

capitalization and discount rates are calculated based on cash flows as the type of benefit stream
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used to measure the cost of capital. Cash flows are measured at two levels:
1. Cashflowsto equity
2. Cashflowsto invested capital

Cash flows to equity are the amount of cash flows available to the shareholders after
consideration for the company’ s cash flow needs for capital improvements, working capital, debt
repayments and dividends to preferred stockholders. Cash flows to equity are used to calculate the
value of the common stock either based on a capitalization of the cash flows to equity or
discounting future cash flows to equity. Whether to capitalize cash flows to equity or discount
future cash flows to equity depends on whether the future cash flows are expected to be stable and
constant (linear) or expected to be unstable and fluctuate (non-linear). When future cash flows to
equity are stable and constant, the value of the common stock can be determined by capitalizing the
expected annual cash flows. The results of capitalizing the annual cash flows will provide the same
results as discounting the future expected cash flows into perpetuity, if the future cash flows are
stable and constant and the capitalization rate is reduced by the annual growth rate. For example,
the cash flows to equity of $500,000 per year are expected to grow at a constant rate of 4% per year
and the discount rate appropriate for the risk associated with the investment is 24%. Y ou could
project the future cash flows out into perpetuity and discount the future cash flows back to net
present value at a discount rate of 24% to arrive at the value of the investment. However, you can
use a shortcut to arrive at the same results by capitalizing the annual cash flows. The capitalization
rate is equal to the discount rate reduced by the annual growth rate (24% - 4% = 20%). The

capitalization of cash flows arrives at a value of $2,500,000 ($500,000 / 20%).

When future cash flows to equity are unstable and fluctuate, the future cash flows must be

projected into the future until the annual cash flows become stable and constant. The value of the
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common stock is equal to the sum of the discounted future cash flows to equity plus the discounted
terminal value (the value of the stock in the year the cash flows become stable and constant). The
future projected cash flows to equity are discounted to net present value based on an appropriate
discount rate and the terminal value is determined by capitalizing the sustainable earningsin the

year when the cash flows become stable and constant.

The components to net cash flow to equity are as follows:

NET CASH FLOW TO EQUITY
In valuing equity by discounting or capitalizing expected cash flows (keeping in mind the
difference between discounting and capitalizing), we define net cash flow to equity as follows:
Net income (after—tax)
+ Non—cash charges (e.g., depreciation, amortization, deferred revenue, deferred taxes)
— Capital expenditures necessary to support projected operations
— Additions (deletions) to net working capital necessary to support projected operations
+ Changesin long-term debt from borrowings necessary to support projected operations
— Changesin long-term debt for repayments necessary to support projected operations
= Net cash flow to equity
- Dividends paid to preferred shareholders
= Net cash flow to common shar eholder s equity

The net income after tax represents the expected future economic income arrived at based on
either an average of the historical earnings adjusted (normalized) for non-business expenses and
non-recurring income and expenses or a projection of the future operating earnings. Historical
earnings are normalized as a method of determining future economic income. The analyst must
adjust the historical earnings for items of income or expenses that are not representative of future

operations or the economic income the business is expected to generate.

There are several methods used to average normalized historical earnings, of which, weighted or
unwei ghted averages are the most common. The most appropriate methodology to average
normalized historical earnings will result in the earnings most indicative of future operations based

on both the trend in historical earnings and the expected future operations.
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Non-cash charges are determined based on the amount of non-cash charges expected to sustain
the level of future net income after tax. Non-cash charges generally consist of future depreciation,
amortization, deferred expenses, etc. Capital expenditures are determined based on the amount of
capital expenditures necessary to support projected operations. Y ou have to consider the need to
replace equipment, update technology, capacity restraints, tooling and equipment for new or
expanded product lines, etc. Generally, if the operations require specific capital expenditures that
are expected to vary in future years, a projection of the future cash flows to equity will be required.
Additions or deletions of working capital to sustain future projected earnings will increase or
decrease the amount of future cash flow available to the equity holder. The changesin long-term
debt, either additional debt borrowings or repayments, are determined based on the amount debt
required to sustain future earnings. If changesin debt are expected to vary from year to year in the
future, aprojection of the future cash flows to equity will be required. Let’slook at an example of

capitalizing net cash flow to equity:

Future net income after tax $ 1,000,000
Add non-cash charges (depreciation, amortization, etc.) 500,000
Less capital expenditures necessary to support future earnings (400,000)
Less working capital necessary to support future earnings (150,000)
L ess debt repayments necessary to support future earnings (100,000)
Net cash flow to equity 850,000
Capitalization rate 20%
Equity value $ 4,250,000

Net cash flow to invested capital is the amount of cash flows available to all capital providers
including senior debt, subordinated debt, mezzanine capital, debentures, and equity capital, after
considering the company’s cash flow needs for capital improvements, working capital, and the add

back of the after-tax interest expense to sustain future earnings. Cash flows to invested capital is
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used to calculate the value of total invested capital either based on a capitalization of the cash flows
to invested capital or discounting future cash flows to invested capital. Whether to capitalize cash
flows to invested capital or discount future cash flows to invested capital depends on whether the
future cash flows are expected to be stable and constant (linear) or are expected to be unstable and
fluctuate (non-linear). When future cash flows to equity are stable and constant, the value of the
invested capital can be determined by capitalizing the expected annual cash flows. The results of
capitalizing the annual cash flows to invested capital will provide the same results as discounting
the future expected cash flows to invested capital into perpetuity, if the future cash flows are stable
and constant and the capitalization rate is reduced by the annual growth rate.

When future cash flowsto invested capital are unstable and fluctuate, the future cash flows must
be projected into the future until the annual cash flows become stable and constant. The value of
the total invested capital is equal to the sum of the discounted future cash flows to invested capital
and the discounted terminal value (the value of the total invested capital in the year the cash flows
become stable and constant). The future projected cash flows to invested capital are discounted to
net present value based on an appropriate discount rate and the terminal value is determined by

capitalizing the sustainable earnings in the year when the cash flows become stable and constant.
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The components to net cash flow to invested capital are as follows:

NET CASH FLOW TO INVESTED CAPITAL
In valuing the entire invested capital of acompany, project, or division by discounting or
capitalizing expected cash flows (keeping in mind the difference between discounting and
capitalizing), we define net cash flow to invested capital asfollows:

Net income (after—tax)
+ Non—cash charges (e.g., depreciation, amortization, deferred revenue, deferred taxes)
— Capital expenditures necessary to support projected operations
— Additions to net working capital necessary to support projected operations
+ Interest expense (net of the tax deduction resulting from interest as a tax deductible expense)
= Net cash flow to invested capital

The components of the net cash flows to invested capital are similar to those components of the
net cash flows to equity explained above with the key difference being the treatment regarding the
effect on cash flows for changesin debt. Net cash flows to invested capital are calculated without
regard to cash flows needed to retire debt or the additional cash flows provided by debt borrowings.
The interest expense net of tax is added back to arrive at net cash flowsto invested capital. When
capitalizing or discounting net cash flows to invested capital, the capitalization rate or discount rate
is based on the weighted average cost of capital. The weighted average cost of capital (WACC) is
the after-tax cost of debt and equity cost of capital weighted for the percentage of debt vs. equity
capital to total invested capital. When calculating WACC, the calculation requires the analyst to
perform numerous circular calculations to adjust the equity value and the corresponding change in

WACC, aswell as, consider the optimum capital structure for transactional purposes.
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Net cash flows to invested capital can also be used to calculate the value of the equity capital
when capitalizing the net cash flows to invested capital by the weighted average cost of capital and

subtracting the total debt. Let’slook at an example of the capitalization of net cash flow to invested

capital:
Future net income after tax $ 1,500,000
Add non-cash charges (depreciation, amortization, etc.) 500,000
Less capital expenditures necessary to support future earnings (400,000)
Less working capital necessary to support future earnings (2100,000)
Add interest expense (net of tax affect) 126,000
Net cash flow to invested capital 1,626,000
WACC 17.58%
Invested capital 9,250,000
Less debt (3,000,000)
Equity value $ 6,250,000
Debt $ 3,000,000 4.2% 32% 1.36216%
Equity 6,250,000 24.0% 68% 16.21622%
Total $ 9,250,000 17.57838%

Other types of benefit streams, i.e. revenue, are utilized when applying multiples determined
from comparable transactional data. Remember whatever benefit stream used, it isimportant that
the cap/discount rate or multiple is appropriately matched to the benefit stream selected. If the
multiple is based on EBITDA, then use future EBITDA (normalized) as a benefit stream; if the

multiple is based on Revenue, then use future Revenue as the benefit stream.

Now, let’slook at the second part of the calculation, risk (“R”). Risk isthe measurement of the
risk associated with the investment or, in other words, the return on investment an investor expects
with the level of risk taken. Risk is measured based on the systematic risk plus the unsystematic
risk. Systematic risk is equal to the expected return on alternative investments of comparable risks.
Systematic risk considers the principle of substitution, for every investment there is an equal or

desirable investment. Systematic risk is generally measured based on the level of risk associated
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with the publicly traded market. There are several generally accepted methods of calculating
systematic risk; the Ibbotson Build Up Approach, which considers the risk free rate plus the
accumulated risk associated with publicly traded markets monitored by size and risk by Ibbotson
Associates, | bbotson Quarterly Cost of Capital, which monitors the risk associated with the public
markets monitored by size and industry, and Capital Asset Pricing Model (CAPM), whichisa
method to determine the risk calculated with industry specific public market data. Although
systematic risk varies depending on market conditions and must be assessed based on the market
conditions at the valuation date, systematic risk recently has ranged from 16% to 19% (risk free rate

of 5% to 6% plus equity risk premium of 6% to 7% plus size premium of 5% to 6%).

The unsystematic risks are measured based on internal and external factors associated with the
specific company. Theinterna risksinclude factors, such as, the general expectation of the
investor, size of the company, nature of the business, reliability of the financial data and stability of
earnings, depth of management, financial condition of the subject company, competition, industry,
strengthens and weaknesses of the subject company, profitability, volatility, and liquidity of the
subject company. Comparing the subject company’s financial performance and ratio analysisto its
peersin the same industry, an analysis of competition, an analysis of historical financial

performance, and inquiries of management generally assesses internal risks.

External factors consider the conditions and expectations of the general economy, conditions
and expectations of the particular industry, and competitive environment of the particular industry.
Research information regarding these external factorsis available from trade associations,
governmental agencies and economic studies available on the Internet or from market research

services.
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After careful consideration of the unsystematic risks associated with the subject company, the
analyst will determine the Company specific risk rate based on professional judgment. Asageneral
rule, the unsystematic risk associated with the specific company will range from 3% to 6%,
however some circumstances merit unsystematic risks as high as 10% or greater and others as low
as 0% to 3%. A qualified valuator will use many sanity checks to evaluate their professional
judgment of the affect of unsystematic risks. Further, there are several risk assessment
methodol ogies including Schilts Risk Premium Guidelines, the Risk Rate Component Model, the
Jeff Jones's Method, the Black-Green Buildup Summation Method, Vaue-Netex Model, and others

that may help to evaluate the reasonableness of the risk assessment and corresponding risk rate.

Now, we are ready to look at an example of the income approach to valuation. Let’s assume the
future net income after tax of $1,000,000 is stable and constant, the annual non-cash charges are
$500,000, annual capital expenditures are $400,000, working capital additions/deletions are zero,
and the annual debt repayments are $200,000. Further, assume that the systematic risk is 17% using
the build-up approach and the unsystematic risk is 6%, for atotal discount rate of 23%. Let'salso

assume the annual growth rate is 3%.
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An example of income method is as follows:

Net cash flows to equity

Net income after tax $1,000,000
Add non-cash charges 500,000
Less capital expenditures (400,000)
L ess debt repayments (200,000)
Total cash flowsto equity 900,000
Discount rate 23%
Less growth rate -3%
Capitalization rate 20%
Enterprise value ($900,000/.20) $4,500,000

There are two other valuation methodologies that are considered in valuing the closely held
businesses. market and asset approaches. Let’slook at the market approach first. The market
approach consists of comparing market comparables to the subject entity. The market approach
relies on market data from comparable guideline public companies and comparable small to middie
market transactional data. The market approach is most appropriate when comparable market data
isavailable. The guideline public companies method is a method that should be considered when
the subject company has similar characteristics of publicly traded companies and comparable
publicly traded companies exist. It isimportant to consider whether the subject company has
similar characteristics of comparable publicly traded companies including the size and feel of public
companiesin its market segment and reasonable history that returns will be greater than its market
segment, depth of management, strategic short-term and long-term goals implemented,
diversification, market penetration, public financial reporting capabilities, active use of a board of
directors, etc. The guideline public company method utilizes a weighted or unweighted average of
comparable public company price to earnings ratios applied to the subject company’ s future
earnings. Also, it isimportant to understand that using the price to earnings ratios of comparable

public companies applied to the subject company’s earnings will result in a minority interest value.
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Therefore, the resulting value will need to be adjusted by the appropriate control interest premium

when valuing a controlling interest.

The comparable transactional method relies on databases of private company transactions of
controlling interests. The challenge of the valuator isto identify private company transactions that
are comparable to the subject company and provide adequate information to evaluate the differences
between the subject company and the private company transactions and be able to make the
appropriate adjustments in applying the multiples. Generally, the private company transactional
databases will evaluate the multiples of the sales price to earnings, seller’ s discretionary cash flow,
book value, revenue, assets, etc. Also, the databases will generally calculate the standard deviation
for each multiple and provide additional information regarding the structure of each transaction.
The comparable private company transactional method serves as a reasonable methodology of
evaluating the enterprise value of 100% controlling interest of the subject company if you are able
to gain areasonable understanding of the transactions included in the database and determine the
comparability of the transactions. Generally, many of the valuators use the comparable transaction
databases as a sanity check to the valuation determined by either the income or asset methodologies
when inadequate data exists for the valuator to adequately rely on the comparabl e transaction

method as a primary valuation methodology or the datais untimely.

The asset approach is used to value a business based on the difference between the fair market
value of the business assets and liabilities. This method is commonly used for estimating the value
of a holding or investment company or operating companies generating losses. The tangible assets
net of the liabilities are adjusted to fair market value based on property and equipment appraisals.
The net realizable value of the assets |ess the value of the liabilities, including contingent liabilities,
is added to the fair market value of the intangible assets. The fair market value of the intangible

assetsis generally representative of earnings generated by the company in excess of average
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earnings generated by itsindustry peers. The earningsin excess of the subject’ s industry averages
are capitalized by an appropriate risk rate to determine the value of goodwill. Even if acompany
failsto generate excess earnings, there is generally a going concern value associated with the in-
place labor force, customer lists, on-going operations, etc. The going concern value is usually
valued based on the estimated replacement costs. Other intangible assets, i.e. patents, copyrights,
trademarks, are generally valued on the net present value of the future cash flows or coststo

replicate the intangible.

Many valuators and valuation publications contend that the fair market value of the adjusted net
assets represents the floor for purposes of valuing the company. However, caution should be used
when the adjusted net asset value exceeds the value arrived at based on the income produced by the
company. This could be an indication that the company’ s assets are not generating a reasonable
return or under performing and as a result the value of the assets may be overstated. This begsthe
guestion; will an investor pay more for the assets that produce lower than expected returns? This
might happen if the investor is acquiring a controlling interest and has access to the assets by
liquidating the company or when certain assets held by the company are not necessary to operating
the company (non-operating assets) and therefore could be liquidated to reduce the value.

However, this scenario aso raises the question of whether the fair market value of the assetsis
overstated. When the asset methodology yields the highest value, careful review of the value of the

assets and a search for non-operating assets should be conducted.

We have discussed, in general, the income, market and asset approaches to valuation. Which
approach is most appropriate for determining the value of a subject interest? Isit appropriate to
average the results of al or some of the methods? The valuator must exercise their professional
judgment to determine whether weighting the results of two or more methods is appropriate. For

most profitable operating entities, the income approach will provide the best results when cash
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flows are used as the benefit stream and the return on the operating assets is reasonable. For most
non-profitable operating entities and investment and real estate holding companies, the asset
approach will generally provide the best indication of value. The market approach will generally
provide the best results when the subject company characteristics are consistent with those of
comparable guideline companies or private transactional data and when adequate data exist to
evaluate the comparability of the data. Unfortunately, it isvery difficult to obtain comparable
private transactional data or obtain an adequate amount of data to make appropriate adjustments to
compare to the subject company. Generally one method will provide the best and most reliable
value, however in some cases based on the judgment of the valuator, it may be appropriate to weigh

two or more methods to arrive at the value.

When valuing the fair market value of aclosely held interest that is not readily marketable or
where the interest being valued lacks control over day-to-day operations, discounts for lack of
marketability or lack of control are applied to the marketable controlling interest value to calculate

the appropriate value of the subject interest on a non-marketable lack of control basis.

But before we can determine whether discounts or premiums apply, we need to understand some
basics about premiums and discounts. The analyst must determine whether it is necessary for
premiums or discountsto be applied to arrive at the fair market value of the subject interest. To
decide whether discounts or premiums are necessary, we have to understand whether the value
arrived by the asset, income or market approach is that of a controlling interest or aminority
interest. Here are some basic principles; if the benefit stream is normalized for control interest
adjustments, then the value is one of a controlling interest, when a market multiple is used to value
an interest, it isimportant to understand whether the multiple is one generated based on minority
interests, i.e. guideline company data, or from comparable market transactions of controlling

interest. Generally, when the asset approach is used to value a controlling interest unlessoneis
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valuing an investment holding company or real estate holding company, i.e. family limited
partnership. Therefore, it isimportant to understand, if we are valuing a minority interest and have
arrived at a controlling interest value, a minority interest discount will be necessary to adjust for the
discount associated with the lack of control. If we are valuing a controlling interest and we have
arrived at aminority interest value, then a control premium is necessary to adjust for the control

premium.

Discounts for lack of control are generally determined based on control premium studies and
discounts arising from sales of limited partnership interests on the secondary market. The analyst
needs to compare the characteristics of the subject interest to those characteristics of the companies
in the studies. The gap between the studies and the subject interest needs to be carefully bridged by
the analyst based on a comparison of the lack of control characteristics and supported by the

documentation in the analyst’ s report.

Discounts for lack of marketability exist when the subject interest is not readily marketable.
Discounts for lack of marketability are generally determined based on empirical studies of restricted
stocks and pre-1PO stocks coordinated to the investment characteristics of the subject company.
Once again the analysts must bridge the gap between the studies and the subject interests based on
supporting the difference in characteristics of the companies in the studies and the subject interests

as supported by the documentation in the analysts report.

Well we have covered the basic principals of business valuations of closely held businesses.
However, there is one last important step we need to consider before addressing the valuation of
family limited partnerships. Step back and take a view from thirty thousand feet of the valuation
conclusions you arrived at after applying the income, asset and market approaches. If the value you

have arrived a is correct, then several reasonableness tests will validate your conclusions. Compare
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the cash flow coverage arrived at by comparing the valuation to the cash flow over areasonable
period. Obvioudly, the investment in some companies like service companies and high tech
companies would be recovered over a short period (3 to 5 years), manufacturing companies (7 to 10
years) and real estate holding companies (15 to 20 years). Well my personal favorite sanity check is
based on the principal that capital will be attracted to an investment, which will provideit a
reasonable return for the associated risk. We start with an assess of the amount of optimum debt
capital by analyzing the debt capacity based on current credit market requirements for debt to equity
ratios, collateral coverage and debt service coverage ratios. Once we have assessed the optimum
debt capital, the equity capital isthe result of subtracting the value from the optimum debt capital.
We test the ratio of debt to equity against current credit criteria available from surveys maintained
by Merrill Lynch and Standard and Poors. We then analyze the cash flow coverage for the
reasonableness of the return on debt capital and equity capital. The analysts should also consider
subordinated debt (junior debt) available to finance the proposed transaction and the return on
investment based on projected cash flow. The bottom line, if the value is correct, then the
investment will be able to attract the amount of debt and equity capital to finance the transaction

and provide areasonable return on the invested capital.

Valuing interestsin closely held businessesis an art that requires specialized knowledge and
experience in business valuations and requires the access to professional business valuation
resources and databases in order to apply the proper methodol ogies and professional judgment to

arrive at aconclusion of value. Obtain the opinion of a qualified business valuator.
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